
REALITY CHECK: CAPITAL
REDUCTION FOR VALUE ADDITION?
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A s  p e r  S e c t i o n  6 6 ( 1 )  o f  t h e  C o m p a n i e s  A c t  2 0 1 3 :

S u b j e c t  t o  c o n f i r m a t i o n  b y  t h e  T r i b u n a l  o n  a n  a p p l i c a t i o n
b y  t h e  c o m p a n y ,  a  c o m p a n y  l i m i t e d  b y  s h a r e s  o r  l i m i t e d
b y  g u a r a n t e e  a n d  h a v i n g  a  s h a r e  c a p i t a l  m a y ,  b y  a  s p e c i a l
r e s o l u t i o n ,  r e d u c e  t h e  s h a r e  c a p i t a l  i n  a n y  m a n n e r  a n d  i n
p a r t i c u l a r  m a y -

a. extinguish or reduce the liability on any of its shares in respect of
the share capital not paid-up; or
b. either with or without extinguishing or reducing liability on any of
its shares

cancel any paid-up share capital which is lost or is unrepresented
by available assets; or
pay off any paid-up share capital which is in excess of the wants of
the company.

a l t e r  i t s  m e m o r a n d u m  b y  r e d u c i n g  t h e  a m o u n t  o f  i t s
s h a r e  c a p i t a l  a n d  o f  i t s  s h a r e s  a c c o r d i n g l y .
I t  i s  i m p o r t a n t  t o  n o t e  t h a t ,  a s  p e r  t h i s  s e c t i o n ,  n o  s u c h
r e d u c t i o n  s h a l l  b e  m a d e  i f  t h e  c o m p a n y  i s  i n  a r r e a r s  i n
t h e  r e p a y m e n t  o f  a n y  d e p o s i t s  a c c e p t e d  b y  i t ,  e i t h e r
b e f o r e  o r  a f t e r  t h e  c o m m e n c e m e n t  o f  t h i s  A c t ,  o r  t h e
i n t e r e s t  p a y a b l e  t h e r e o n .
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Understanding  Capi ta l  Reduct ion  [ 1 ] :

I n  s i m p l e  w o r d s ,  r e d u c t i o n  o f  c a p i t a l  o c c u r s  w h e r e  a
c o m p a n y  r e d u c e s  t h e  a m o u n t  o f  i t s  s h a r e  c a p i t a l .  C a p i t a l
r e d u c t i o n  i n v o l v e s  s t r a t e g i c  r e s h a p i n g  o f  a  c o m p a n y ’ s
f i n a n c i a l  s t r u c t u r e .  I t ' s  a  d e l i b e r a t e  m o v e  w h e r e  a
c o m p a n y  d e c i d e s  t o  d e c r e a s e  i t s  t o t a l  s h a r e  c a p i t a l ,
a i m i n g  f o r  a  m o r e  e f f i c i e n t  a n d  s t r e a m l i n e d  f i n a n c i a l
s e t u p .

[1]The article reflects the general work of the authors and the views expressed are personal. No
reader should act on any statement contained herein without seeking detailed professional
advice.



Common Reasons
for Capital
Reduction

Distributing existing
distributable

reserves

© Copyright YNZ Group

Images  taken  f rom publ ic  sources  for  the  academic  purpose

Scenar ios  where  companies  might  th ink  of  Capi ta l
Reduct ion :

Enhancing efficiency
of capital structure

Returning surplus
capital to

shareholders

Reducing or
eliminating paid-up

or unpaid shares

Addressing
accumulated losses

Br i l l io  Technologies  Pvt .  L td  (Appel lant )  vs .  Regist rar  Of
Companies&  Anr  (Respondent ) [2 ] :

T h e  B o a r d  o f  D i r e c t o r s  a t  B r i l l i o  T e c h n o l o g i e s  P v t .  L t d
d e c i d e d  t o  r e d u c e  t h e  e q u i t y  s h a r e  c a p i t a l  b y  d e c r e a s i n g
s h a r e s  f r o m  n o n - p r o m o t e r  e q u i t y  s h a r e h o l d e r s .  T h i s  w a s
d o n e  b y  u s i n g  t h e  S e c u r i t i e s  P r e m i u m  A c c o u n t  t o  p a y  a
p r e m i u m .  A t  a n  E x t r a o r d i n a r y  G e n e r a l  M e e t i n g ,  a  s p e c i a l
r e s o l u t i o n  w a s  p a s s e d  w i t h  1 0 0 %  o f  m e m b e r s  p r e s e n t
v o t i n g  i n  f a v o r  o f  t h e  s h a r e  c a p i t a l  r e d u c t i o n .  H o w e v e r ,
t h e  N a t i o n a l  C o m p a n y  L a w  T r i b u n a l  ( N C L T )  r e j e c t e d  t h e
a p p l i c a t i o n  o n  v a r i o u s  g r o u n d s .  T h e  c o m p a n y  t h e n
s u c c e s s f u l l y  a p p e a l e d  t o  t h e  N a t i o n a l  C o m p a n y  L a w
A p p e l l a t e  T r i b u n a l  ( N C L A T ) ,  w h i c h  a d d r e s s e d  a n d  r e s o l v e d
t h e  g r o u n d s  f o r  d i s m i s s a l  i n  t h e  f o l l o w i n g  m a n n e r -

N o  p r o p e r  g e n u i n e  r e a s o n  h a s  b e e n  g i v e n  f o r  t h e
r e d u c t i o n  o f  s h a r e  c a p i t a l :  N C L A T  s t a t e d  t h a t  t h e r e  i s
n o  l a w  t h a t  a  C o m p a n y  c a n  r e d u c e  i t s  c a p i t a l  o n l y  t o
r e d u c e  a n y  k i n d  o f  a c c u m u l a t e d  l o s s .  W i t h  t h e
a f o r e s a i d  i t  c a n n o t  b e  s a i d  t h a t  t h e  A p p e l l a n t  C o m p a n y
h a s  n o t  g i v e n  a n y  g e n u i n e  r e a s o n  f o r  r e d u c t i o n  o f  s h a r e
c a p i t a l .

[2] Brillio Technologies Pvt.Ltd (Appellant) vs. Registrar of Companies & Anr (Respondent),
Company Appeal (AT) No. 293 of 2019 of NCLAT.
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A  c o n s e n t  a f f i d a v i t  f r o m  c r e d i t o r s  h a s  n o t  b e e n
o b t a i n e d :  S i n c e  a f t e r  s e r v i c e  o f  n o t i c e ,  n o
r e p r e s e n t a t i o n  h a s  b e e n  r e c e i v e d  f r o m  t h e  c r e d i t o r s
w i t h i n  t h r e e  m o n t h s ,  N C L A T  s t a t e d  t h a t  i t  s h a l l  b e
p r e s u m e d  t h a t  t h e y  h a v e  n o  o b j e c t i o n  t o  t h e  r e d u c t i o n .
N C L A T  s t a t e d  a n  o p i n i o n  t h a t  t h e  S P A  c a n  b e  u t i l i z e d
f o r  m a k i n g  p a y m e n t  t o  n o n - p r o m o t e r  s h a r e h o l d e r s .
N C L A T  h e l d  t h a t  s e l e c t i v e  r e d u c t i o n  i s  p e r m i s s i b l e  i f
t h e  n o n - p r o m o t e r  s h a r e h o l d e r s  a r e  b e i n g  p a i d  f a i r
v a l u e  o f  t h e i r  s h a r e s .

Tax  Impl icat ions :

D iv idend Dist r ibut ion  Tax  Aspect :  T h i s  i s  l i k e  g i v i n g  o u t
p r o f i t s  t o  t h e  s h a r e h o l d e r s .  T h e  m o n e y  g i v e n  t o  t h e m
t h r o u g h  c a p i t a l  r e d u c t i o n  i s  s i m i l a r  t o  d i v i d e n d s .
A c c o r d i n g  t o  s e c t i o n  2 ( 2 2 ) ( d )  o f  t h e  I n c o m e  T a x  A c t  1 9 6 1 ,
t h i s  t r i g g e r s  a  t a x  c a l l e d  d i v i d e n d  d i s t r i b u t i o n  t a x ,  t o  t h e
e x t e n t  t h e  c o m p a n y  u n d e r t a k i n g  c a p i t a l  r e d u c t i o n
p o s s e s s e s  a c c u m u l a t e d  p r o f i t s .  W i t h  e f f e c t  f r o m  A p r i l  1 ,
2 0 2 0 ,  d i v i d e n d  d i s t r i b u t i o n  t a x  w a s  a b o l i s h e d  i n  t h e  h a n d s
o f  t h e  c o m p a n y  a n d  d i v i d e n d  h a s  b e c o m e  t a x a b l e  i n  t h e
h a n d s  o f  t h e  s h a r e h o l d e r s  a s  i n c o m e  f r o m  o t h e r  s o u r c e s .

Capi ta l  Ga ins  Aspect :  S h a r e s  o f  a  c o m p a n y  a r e  t y p i c a l l y
h e l d  a s  a  ‘ c a p i t a l  a s s e t ’  r e f e r r e d  t o  i n  s e c t i o n  2 ( 1 4 )  o f  t h e
I n c o m e  T a x  A c t  b y  t h e  s h a r e h o l d e r s .  B y  v i r t u e  o f  c a p i t a l
r e d u c t i o n ,  s h a r e s  a r e  c a n c e l l e d  a n d  s h a r e h o l d e r s ’  i n t e r e s t
i n  a  c o m p a n y  g e t s  e x t i n g u i s h e d .  T h i s  c o n s t i t u t e s  ‘ t r a n s f e r ’
i n  t h e  h a n d s  o f  s h a r e h o l d e r s  w i t h i n  t h e  m e a n i n g  o f
s e c t i o n  2 ( 4 7 )  o f  I n c o m e  T a x  A c t .  T h u s ,  i n  t h e  c a s e
C o m m i s s i o n e r  O f  I n c o m e - T a x  M a d r a s  v s  G . N a r a s i m h a n [ 3 ] ,
t h e  S u p r e m e  C o u r t  s t a t e d  t h a t  C a p i t a l  g a i n s  t a x
i m p l i c a t i o n s  s h a l l  a r i s e  o n l y  i f  t h e  p r o c e e d s  r e c e i v e d  u p o n
c a p i t a l  r e d u c t i o n  e x c e e d  t h e  a m o u n t  o f  a c c u m u l a t e d
p r o f i t s .

Buy-Back :  S e c t i o n  1 1 5 Q A  o f  t h e  I n c o m e  T a x  A c t ,  1 9 6 1
o v e r s e e s  t a x e s  r e l a t e d  t o  s h a r e  b u y b a c k s .  P r e v i o u s l y ,  o n l y
s h a r e h o l d e r s  f a c e d  c a p i t a l  g a i n s  t a x e s  a f t e r  r e c e i v i n g  t h e
b u y b a c k  a m o u n t ,  a l l o w i n g  c o m p a n i e s  t o  a v o i d  t a x a t i o n .
N o w ,  b o t h  l i s t e d  a n d  u n l i s t e d  c o m p a n i e s  a r e  s u b j e c t  t o  a n
a d d i t i o n a l  i n c o m e  t a x  a t  a n  e f f e c t i v e  r a t e  o f  2 3 . 2 9 6 % .
H o w e v e r ,  l i s t e d  c o m p a n i e s  a r e  e x e m p t  f r o m  S e c t i o n  1 1 5 Q A
u n d e r  t h e  S e c u r i t i e s  a n d  E x c h a n g e  B o a r d  o f  I n d i a
( B u y b a c k  o f  S e c u r i t i e s )  R e g u l a t i o n s ,  2 0 1 8 .

[3] Commissioner Of Income-Tax. Madras vs G.Narasimhan [1999] 236 ITR 327



E v e n  t h o u g h  b u y - b a c k  c a n  b e  c o n s i d e r e d  a s  a n  a l t e r n a t i v e
o p t i o n  t o  c a p i t a l  r e d u c t i o n  f o r  t h e  c o m p a n y  t o  r e p u r c h a s e
i t s  s h a r e s ,  i t  i s  c r u c i a l  t o  u n d e r s t a n d  t h a t  i t  c o m e s  w i t h
v a r i o u s  r e s t r i c t i o n s  o n  t h e  p r o c e s s  a n d  t h e  e x t e n t  t o
w h i c h  c a p i t a l  c a n  b e  r e d u c e d .  S e c t i o n  6 8  o f  t h e
C o m p a n i e s  A c t  2 0 1 3  p l a c e s  s t r i n g e n t  c o n d i t i o n s ,  a p a r t
f r o m  r e q u i r e m e n t  o f  s p e c i a l  r e s o l u t i o n ,  i n c l u d i n g
m a i n t e n a n c e  o f  a  b u y b a c k  r e s e r v e  a n d  a d h e r e n c e  t o  t h e
d e b t - e q u i t y  r a t i o .  A s  p e r  s e c t i o n  6 8 ( 2 )  o f  C o m p a n i e s  A c t
2 0 1 3 ,  A  c o m p a n y  c a n ' t  b u y  b a c k  i t s  s h a r e s  o r  s p e c i f i e d
s e c u r i t i e s  u n l e s s  a u t h o r i z e d  b y  i t s  a r t i c l e s  a n d  a p p r o v e d
t h r o u g h  a  s p e c i a l  r e s o l u t i o n  a t  a  g e n e r a l  m e e t i n g  a n d
p r o v i d e d  i t  i s  n o t  e x c e e d i n g  2 5 %  o f  t h e  a g g r e g a t e  p a i d - u p
c a p i t a l  a n d  f r e e  r e s e r v e s .  H o w e v e r ,  e x c e p t i o n s  a p p l y  w h e n
t h e  b u y b a c k  i s  1 0 %  o r  l e s s  o f  t h e  t o t a l  p a i d - u p  e q u i t y
c a p i t a l  a n d  f r e e  r e s e r v e s ,  b u y b a c k  c a n  b e  e x e r c i s e d  b y  a
b o a r d  r e s o l u t i o n .

© Copyright YNZ Group

Images  taken  f rom publ ic  sources  for  the  academic  purpose



Reduction in face value
of shares

Methods  of  Capi ta l  Reduct ion :
M o s t  l i k e l y  m o d e s  b y  w h i c h  r e d u c t i o n  i n  s h a r e  c a p i t a l  i s
u n d e r t a k e n :

Reduction in number of
shares

In this method, the
company decides to
reduce the face value of
shares leading to
reduction of share
capital without
reducing actual number
of shares.
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This method includes
extinguishing a specific
number of shares and
these shares are
cancelled and wiped
out since a company
can't keep its own
shares.

Example: A company's shares
have a face value of Rs. 10
each. After a reduction to Rs.
5 per share, if shareholder
owned 20 shares,
shareholder's original
investment was Rs. 200 (20
shares * Rs. 10). Post-
reduction, those shares shall
now become Rs. 5 each.
Number of shares held by
the shareholder shall remain
the same though the face
value is reduced.

Example: A company has
share capital of 100 shares of
Rs. 10 each. If company
reduces the number of
shares to 50, a shareholder
who owned 10 shares, having
ownership of 10*10, i.e 100 will
now own less shares even
though the face vlaue of the
shares shall remain the
same.

Way Forward :
C a p i t a l  r e d u c t i o n  h a s ,  o v e r  t h e  y e a r s ,  p r o v e d  t o  b e  a n
e f f e c t i v e  m e c h a n i s m  f o r  a l i g n m e n t  o f  c a p i t a l  t o  a d d r e s s
c o r p o r a t e  n e e d s .  H a v i n g  g r a s p e d  t h e  i n t r i c a c i e s  o f  c a p i t a l
r e d u c t i o n ,  i t  i s  i m p e r a t i v e  t o  a c k n o w l e d g e  i t s  f l i p  s i d e .



W h i l e  c a p i t a l  r e d u c t i o n  i s  a  v i a b l e  s t r a t e g i c  m o v e  f o r
c o m p a n i e s ,  i t  n e c e s s i t a t e s  p a t i e n c e  d u e  t o  i t s  p o t e n t i a l l y
t i m e - c o n s u m i n g  n a t u r e ,  o f t e n  e x t e n d i n g  o v e r  a  l o n g
p e r i o d  o f  t i m e  t o  c o n c l u d e  t h e  p r o c e s s .  A d d i t i o n a l l y ,  i t
i n c u r s  c o n s i d e r a b l e  c o s t s ,  a n d  t h e  a p p r o v a l  p r o c e s s  r e s t s
a t  t h e  d i s c r e t i o n  o f  t h e  a u t h o r i t i e s ,  a n d  t h i s  a d d s  t o  i t  a
l a y e r  o f  c o m p l e x i t y .  C a p i t a l  r e d u c t i o n  i n  a  c o m p a n y  i s  a k i n
t o  o p t i m i z i n g  a  c o m p u t e r ' s  s t o r a g e  b y  r e m o v i n g
r e d u n d a n t  f i l e s .  S i m i l a r  t o  c l e a n i n g  u p  a  c o m p u t e r ' s
s t o r a g e  s p a c e  f o r  b e t t e r  p e r f o r m a n c e ,  c a p i t a l  r e d u c t i o n
a i m s  t o  e n h a n c e  t h e  c o m p a n y ' s  f i n a n c i a l  h e a l t h  a n d
o p e r a t i o n a l  e f f e c t i v e n e s s .

F o r  a n y  f e e d b a c k  o r  r e s p o n s e  o n  t h i s  a r t i c l e ,  t h e  a u t h o r s
c a n  b e  r e a c h e d  o n  a t h a r v a . a m d e k a r @ y n z g r o u p . c o . i n  a n d
a y u s h i . k a l e l k a r @ y n z g r o u p . c o . i n
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