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Share Premium in Excess of Fair Market 
Value Deemed as Income: Insertion of 
Section 56(2)(viib) by Finance Act, 2012, 
w.e.f. 01-04-2013

Where a company, not being a company in which 
the public are substantially interested, receives, in any 
previous year, from any person being a resident, any 
consideration for issue of shares that exceeds the face 
value of such shares, the aggregate consideration received 
for such shares as exceeds the fair market value of the 
shares:

Provided that this clause shall not apply where the 
consideration for issue of shares is received—

(i) by a venture capital undertaking from a venture 
capital company or a venture capital fund; or

(ii) by a company from a class or classes of persons as 
may be notified by the Central Government in this behalf.

Explanation 
For the purposes of this clause,
(a) the fair market value of the shares shall be the value—

Insertion of new clause in Section 56(2) will apply where a company, not being a company 
in which the public are substantially interested, receives, in any previous year, from any 
person being a resident, any consideration for issue of shares; the Section provides for the 
specific category of incomes chargeable to income-tax under income from other sources. This 
provision shall not apply where the consideration for issue of shares is received by a venture 
capital undertaking from a venture capital company or a venture capital fund. Read on... 

CA. Thakur Repudaman 

(The author is a member of the 
Institute and he may be contacted at 
thakur_repudaman@yahoo.co.in.)
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(i)  as may be determined in accordance with such 
method as may be prescribed; or

(ii)  as may be substantiated by the company to 
the satisfaction of the Assessing Officer, based 
on the value, on the date of issue of shares, 
of its assets, including intangible assets being 
goodwill, know-how, patents, copyrights, 
trademarks, licences, franchises or any other 
business or commercial rights of similar nature,

 whichever is higher;
(b) "venture capital company", "venture capital fund" 

and "venture capital undertaking" shall have the 
meanings respectively assigned to them in clause (a), 
clause (b) and clause (c) of Explanation 1 to Section 
10(23FB);

Comments
1) Applicability to a closely held company
It applies only to a company, other than a widely held 
company (hereafter referred to as ‘closely held company’). 

Section 2 defines company and other clause(s) of 
companies: 
 Section 2(17) defines “Company”
 Section 2(26) defines “Indian company”
 Section 2(18) defines “Company in which 

public are substantially interested”
 Section 2(23A) defines “Foreign company”
 Section 2(22A) defines “Domestic company”

In terms of the above, for the purpose of the section, a 
closely held company, to illustrate, could include:
a) A company formed and registered under the 

Companies Act, 1956.
b)  A company formed and registered under earlier laws 

governing companies, in India.
c)  A corporation established by or under a Central, 

State or Provincial Act. 

It would not include illustrating: 
i)    An association of persons or body of individuals.
ii)   Cooperative societies
iii)  Any body or company incorporated as a company 

under any State law.
iv)  A firm or LLP (other than a LLP incorporated outside 

India)
v)  Company in which public are substantially interested 

or widely held company [Section 2(18)]

A company is regarded as company in which the 
public are substantially interested in the following cases 
where:
 it is a company owned by the Government or the 

Reserve bank or in which not less than 40% shares 
are held by the Government or the Reserve Bank or a 
corporation owned by the Reserve Bank; or,

 it is a company registered under Section 25 of the 

Companies Act, 1956; or, Non-profit making, e.g., 
Motion Pictures Ltd.

 it is a company having no share capital and it is 
declared by the Board to be a company in which 
public are substantially interested; or

 it is a mutual benefit finance company, that is to say, 
a company which mainly carries on the business 
of deposit from its members and which is declared 
by the Central Government under Section 620A of 
the Companies Act to be a Nidhi or Mutual Benefit 
Society; or

 it is a company in which shares carrying not less 
than 50% of the voting power have been allotted 
unconditionally to or acquired unconditionally by, 
and are throughout the relevant previous year held 
by one or more co-operative societies;

 it is a company which is not a private company and 
its equity shares are listed in a recognised stock 
exchange in India; or

 it is a company which is not a private company and 
whose equity shares carrying not less than 50% (40% 
in case of industrial companies) of the voting power, 
are held by the Government, a statutory corporation, 
or another widely-held company or a wholly-owned 
subsidiary of such company (shares held by the 
public are not considered for this purpose).

2) Residential status of closely-held company
For the purpose of Section 56(2)(viib), the residential 
status of closely held company, as such, is not relevant, 
inasmuch as the provision applies to ‘a company’.

3) Receipt, the taxable event
The taxable event is ‘receipt’ of any consideration for the 
shares from any person. Accordingly, it appears that the 
meaning of ‘receives’ must be construed as having regard 
to the following context: 
a)  The receipt is to be treated as income.
b)  The receipt must be of any consideration for the 

shares.
c)  The receipt confers absolute ownership without any 

attendant obligations or consequences.
d)  The receipt must be from any person(s) (which 

implies that the person divests his ownership – legal/
beneficial – and control in favour of recipient).

...for the purpose of the section, a closely held 
company, to illustrate, could include a company 
formed and registered under the Companies Act, 

1956, and earlier laws governing companies, in India, 
or, a corporation established by or under a Central, 

State or Provincial Act. 
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4) From any person being a resident
a)  The receipt of consideration for the shares can be 

from any person. 

‘Person’ is defined by Section 2(31) to include - 
(i)  an individual, 
(ii)  a Hindu undivided family, 
(iii) a company 
(iv) a firm, 
(v) an association of persons [AOP] or a body of 

individuals [BOI], whether incorporated or not, 
(vi)  a local authority, and 
(vii) every artificial juridical person, not falling within 

any of the preceding sub-clauses; 

Thus, the receipt of the consideration can be from 
any individual or HUF or firm or company, i.e., anyone 
or more of the entities listed in the definition. It could 
be a nationalised bank, a widely held company and 
similar entities where even Government or Government 
controlled entities participate. It may also apply to 
transactions between holding and subsidiary companies 
and/or associated companies, where, obviously, there 
cannot be any objective of conversion. 

b) ‘Resident’ is defined by Section 2(42) of the Act 
and reads: "resident" means a person who is resident in 
India within the meaning of Section 6. Any person who 
satisfies the test of ‘residence’ would be covered.

In other words, any person who is a non-resident 
within the meaning of the definition would not be 
covered and any consideration paid by such non-resident 
to closely held company for the shares in it, although, the 
amount of premium exceeds the fair market value of the 
shares, the company may not be liable to tax. 

5) Any consideration
a) In CIT vs. Smt. Vandana Verma (2011) 330 ITR 533 

(All), the word ‘any’ is explained: 
“The word "any" has a diversity of meanings and may 

be employed to indicate "all" or "every" as well as "some" 
or "one" and its meaning in a given statute depends upon 
the context and the subject-matter of the statute. It is often 
synonymous with "either", "every" or "all". Its generality 
may be restricted by the context.”

Thus, all consideration(s) may have to be aggregated. 
b) Consideration in cash or in kind: It appears that, 

in context, the consideration could be monetary or 
non-monetary/in kind. In other words, Section 56(2)
(viib) does not put any restriction on the nature of 
consideration. While interpreting ‘consideration’, for 
the purpose of Section 48 of the Act, the Tribunal in 
case of Mrs. Alpana Piramal vs. ITO (2001) 76 ITD 375 
(Mum.–Trib.) has taken a view that the consideration 
could be otherwise than in cash, i.e., the benefits arising 
and assets exchanged and the value thereof forms part of  
the consideration. 

If the consideration is in kind, how does one determine 
the amount of consideration? In that case, the value of 
thing obtained in exchange, could be considered as the 
value. 

c) Where no consideration is involved: The clause 
contemplates the receipt of consideration for issue of 
shares. Hence, if there is no consideration, for the issue 
of shares, the Clause cannot apply, e.g. if the company 
issues bonus shares, the clause cannot apply. There could 
be cases where on account of operation of law, the shares 
are, so to say, issued where, as such, no consideration is 
involved or can be conceived at the time of receipt. 

Example
Upon conversion of a firm into a company under Part 
IX of the Companies Act, 1956, the property vests in the 
company, without doing anything further. The Bombay 
High Court has held in CIT vs. Texspin Engg. & Mfg. 
Works (2003) 263 ITR 345, that no liability to tax arises 
inasmuch as there is no consideration flowing from the 
company to the firm. 

6) For issue of shares
a)  For issuing share capital, there are various stages 

and, in particular:
 Creation of capital
 Issue of capital
 Allotment of shares
Issue of capital, in the context, could imply that the 

shares are offered for subscription after creation thereof, 
which would also include application and acceptance 
thereof, i.e., all the stages prior to as well as allotment 
of shares. 

Thus, if a company has created the capital and offers 
the same to identified persons (with or without issue of 
prospectus), issues application form, receives application 
forms alongwith subscription money, it could be said 
that the consideration is received for ‘issue of shares, 
although, the shares have not come into existence at that 
stage. 

b) Shares: Shares can be of any kind, i.e. equity or 
preference or non-voting, etc. 

In fact, shares represent contribution of capital by 
investors/shareholders. It is one of the methods employed 
by a company to raise the resources. The shares issued 
by a company, may be pursuant to initial issue or further 
issue or rights issue.

7) Fair market value 
It is defined by Explanation (a) below Section 56(2)

(viib) to mean :
Higher of:

 value as may be determined in accordance with the 
prescribed method;

 value as may be substantiated by the company 
to the AO’s satisfaction, based on the value, on 
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the date of issue of shares, of its assets, including 
intangible assets being goodwill, know-how, patents, 
copyrights, trademarks, licences, franchises or any 
other business or commercial rights of similar nature

Notes
i)  Prescribed method: Method if yet to be prescribed. It 

could be on the same lines as Rule 11UA. Obviously, 
such a method, based on book value of the assets, 
almost in all cases, would not correspond to the 
aggregate consideration. Accordingly, in all the 
cases, the company may have to substantiate the 
value. 

ii)  Substantiated value: It is an option given to the 
company. If the option is exercised, it needs to be 
substantiated to the satisfaction of AO. 

‘Substantiate’ would mean, as per Random House 
Compact (Unabridged Dictionary) “to establish by 
proof or competent evidence”. Hence, the company 
has to take care to ensure that documentary evidence 
to support its value is available. It could be a report 
of an expert or evidences relating to comparable  
transaction, etc.

Supreme Court in Dr. N.G. Dastane vs. Mrs. S. 
Dastane (1975) 2 SCC 326 explained ‘satisfied’ to 
mean “Satisfied on a preponderance of probabilities and 
not satisfied beyond a reasonable doubt.” Thus, if the 
material or evidence produced objectively substantiate 
the value, based on assets, prima facie, such value cannot 
be rejected by AO. 

As per the definition, it is asset based. Section 56(2)
(viib) employs, for the purpose, word ‘value’ of the 
assets. Value, in the context, should not be considered or 
regarded as the value reflected in the books of account of 
the company. It must be considered as a value, which can 
be realised in the ordinary course of business, if sold in 
the open market. 

8) Allowance of expenditure
Any expenditure relating to issue of shares, it is settled 
law, is not allowable inasmuch as it is in the nature of 
capital – Brooke Bond India Ltd. vs. CIT (1997) 225 ITR 
798 (SC).

Section 56(2)(viib) taxes the excess received as 
income from other sources. Can it be contended that 
the share issue expenses are for the purposes of earning 
the income sought to be taxed as deemed income and, 
therefore, allowable?

Section 56(2)(viib) specially and specifically treats the 
excess as income and being a special provision, obviously, 
it overrides the general provision and in computing the 
income under Section 56, the computation provisions 
as applicable to ‘Income from other sources’ can be and 
should be applied. Accordingly, the expenditure incurred 
for issuing the shares (premium whereof in full or part 
is treated as income though capital receipt) should be 

considered as allowable, as it is for earning income and 
the fiction should be given full effect as per Section 
57(iii). 

9) Applicability of Section 55A
Section 142A of the Act empowers AO to make a reference 
to valuation officer under Section 55A of the Act, for the 
purpose of assessment or reassessment, to value property 
referred in the provisions of sections specified therein 
including Section 56(2) of the Act. 

In view of a specific power, to determine fair market 
value of shares, in terms of Section 56(2)(viib), AO can 
make reference to valuation officer. 

10) Simultaneous application of Section 68 and 
Section 56(2)(viib)

In case of a closely held company, subscription to 
shares at a premium could attract:
 Section 68 of the Act and oblige the company to 

explain source of source and if AO is not satisfied, 
the amount received (towards share capital and share 
premium) could be assessed as “cash credit” and 
included in the total income of the company; and

 Section 56(2)(viib) providing for the inclusion 
of excess consideration in the total income of the 
company.

Prima facie, both provisions can be applied as 
both of them are specific and provide for a specific 
treatment. However, on a principle that the same income 
cannot be taxed twice, an addition cannot be made, in 
respect of the same amount twice, by applying both  
the provisions. 

Either the entire amount may be treated as cash credit 
and accordingly assessed under Section 68 or the excess 
consideration may be treated as income under Section 
56(2)(viib) and the balance (i.e. aggregate of share capital 
and share premium minus excess consideration) may be 
treated as cash credit under Section 68. 

If the amount is assessed as cash credits in the hands 
of the company, its assessment in the hands of the 
shareholders, as unexplained investment under Section 
69, may not be ruled out. 

11) Summary effects
From the foregoing discussions, it is evident that:
i)  Issue of shares may be for a monetary consideration 

or non monetary consideration.
ii)  Issue of shares would close upon allotment. Upon 

allotment, share would come into existence. The 
provision should apply only in a case where shares 
are allotted. 

iii)  Application money is paid towards consideration. If, 
for whatever reason, allotment is not made, as per the 
provisions of the Companies Act, 1956 as well as in 
terms of the issue of shares, such application money 
may have to be refunded. Accordingly, application 
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money, per se, cannot be regarded as consideration. 
iv)  The shares could be of any kind : equity or preference 

or any variant thereof.
v)  Section 56(2)(viib) would not apply to securities 

(other than shares) including share warrants and 
bonus shares., etc. 

vi)  Section 56(2)(viib) can apply to rights shares, 
although, the rights of the parties may remain 
unaffected. 

vii)  Section 56(2)(viib) can apply even in a case where 
preference shares are redeemable or redeemed at the 
same or higher premium. 

viii) Although the clause is inserted to counter conversion 
of unaccounted money, by and large, it would 
apply in case of genuine transactions, intended 
to raise capital at the most advantageous price to 
a company. It would affect raising of resources 
through participation of private equity funds (other 
than VCC/VCF) and/or High Net worth Individuals 
and/or risk capital. 

Example
X Ltd. is a public limited company but its shares are not 
listed in any stock exchange in India on 6th April, 2012. 
On 6th April, 2012, 5,000 shares are issued to A, 10,000 
shares are issued to B and 20,000 shares are issued to C. 
These shares are issued in one of the following situations: 

SITUATIONS
Situation 

1
Situation 

2
Situation 

3
Situation 

4
Face value 
per share 
(in R)

10 10 10 10

Issue price 
per share 
(in R)

10 8 30 30

Fair 
market 
value of 
each share 
determined 
under 
Section 
56(2) 
(viib) (in 
R)

3 5 32 21

The following points should be noted:
1)  In Situation 1, shares are issued at par. In Situation 

2, shares are issued at a discount. The provisions of 
Section 56(2)(viib) are applicable only when shares 
are issued at a premium. Consequently, nothing is 
taxable under the head “Income from other sources” 
under Section 56(2)(viib) in Situations 1 & 2. 

2)  In Situation 3, shares are issued at premium. The 
total consideration per share (i.e., face value plus 

premium) is R30. Fair market value of shares as 
determined under Section 56(2)(viib) is R.32. As fair 
market value is more than the consideration received, 
nothing will be taxable under the above provisions. 

3)  In Situation 4, fair market value per share is R21. 
Consideration received from shareholders is R30 
per share. The excess consideration of R.9 per share 
will be taxable if the following two conditions are 
satisfied –
a)  X Ltd. is a company in which the public are not 

substantially interested under Section 2(18) for 
the previous year 2012-13; and 

b)  shareholders are resident in India for the 
previous year 2012-13. 

Suppose that, shares of X Ltd. are not listed in any 
recognised stock exchange in India up to 31st March, 
2013 and during the previous year 2012-13, A and B are 
resident in India (C is non-resident), the amount taxable 
under Section 56(2)(viib) will be R1,35,000 in the hands 
of X Ltd. [i.e., R.9 x (5,000 shares to A + 10,000 shares 
to B)]. 
4)  Suppose, C was never in India upto 6th April, 2012, 

but he comes to India on 3rd September, 2012 (i.e. 
after issue of shares to him) for 182 days. He will be 
resident in India. Amount taxable in the hands of X 
Ltd. under Section 56(2)(viib) will be increased to 
R3,15,000. 

5) In Situations, 1, 2 & 3, Section 56(2)(viib) is not 
applicable. In these situations (and also in Situation 
4), it is quite possible that the amount received from 
shareholder becomes chargeable to tax in the hands 
of X Ltd. under the amended provisions of Section 
68. 

6)  Suppose, shares of X Ltd. are listed in the Bombay 
Stock Exchange w.e.f. 07-03-2013. X Ltd. will be 
a company in which the public are substantially 
interested within the parameters of Section 2(18) for 
the previous year 2012-13. Consequently, nothing 
will be taxable under Section 56(2)(viib) even in 
Situation 4. Even Section 68 will not be applicable.

Resident is defined by Section 2(42) of the Act and 
reads: "resident" means a person who is resident 

in India within the meaning of Section 6. Any person 
who satisfies the test of ‘residence’ would be 

covered. In other words, any person who is a non-
resident within the meaning of the definition would 
not be covered and any consideration paid by such 

non-resident to closely held company for the shares 
in it, although, the amount of premium exceeds the 

fair market value of the shares, the company may not 
be liable to tax. 
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