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ACT:

Constitution of India, 1950, List 1, VIl Schedule, Entry 82-
I ncome--Income-tax Act (11 of 1922), ss. 2(6A) (e) and 12
(1B) - Legi sl ati ve conmpetence and constitutional validity.

HEADNOTE
The assessee was a share holder in a private lLimted conpany
whose ordinary busi ness was not noney-I|endi ng busi ness. He

took a loan amounting to over Rs. 4 |akhs from a conpany.
The I ncome-tax O ficer conputed the assessee’s incone at Rs.
3 lakhs and odd, under s. 12(1B) read with s. 2 (6A) (e) of
the Incone-tax Act, 1922. That anount included a 'sum of
over Rs. 2 l|lakhs representing the accunul ated profits of the
conpany. The assessee’s share in the accunul ated profits,
if distributed as dividend, would be an anobunt proportionate
to the nunber of shares held by him He therefore
contended, that the balance of the accurmulated profits was
not his income and that the Legislature was not competent to
enact the two sections according to which that anmount was
also treated as his incone. H's wit petitionin the Hi gh
Court challenging. the constitutional validity of the two
sections was dism ssed. He appealed to the Suprene Court.
HELD (Per Gaj endragadkar, C. J., Wanchoo, Hidayatullah and
Mudhol kar JJ.) : (i) The sections are not beyond the
| egi sl ative conmpetence of Parliament.
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The conpanies to which s. 12(1B) applies are- conpanies in
which at | east 75% of the voting power lies in the hands of
persons other than the public. They are controlled by a
group of persons allied together and having the same

i nterest. The controlling group can determ ne whether the
profits made by the conpany should be distributed as
di vidends or not. When they deliberately refused to

di stribute the accurmul ated profits as dividends but adopted
the device of advancing the profits by way of |oan to one of
the shareholders, it was with the object of evading the
payment of tax by the conpany on the accurmulated profits.
Section 12(1B) provides that if a controlled company adopts
the device of making a l'oan to one of its shareholders, he
will be deened to have received the anobunt out of the
accunul ated profits as dividend and would be liable to pay
tax on his incone. The word "income" in Entry 82 in List |
of the 7th Schedule to the Constitution rmust receive a wide
i nterpretati on depending on the facts of each case. Havi ng
regard to the fact that the Legislature was aware of the
devices to evade tax, it would be within its conmpetence to
devise a fiction for treating an ostensible loan as the
recei pt of the dividend. [919 A-H 920 H, 921 C D

(ii) The absence of a provision enabling the incone-tax
officer to consider in each case whether the |oan was
genuine or the result of a device does not nake the section
go beyond the conpetence of the Legislature. [921 D E

If the Legislature thought that in al nost every case the
advances or loans were the result of a device to evade tax,
it woul d be competent ‘to

910

it to prescribe a fiction and hold that in cases of such
advances or |loans, tax should be recovered from the
sharehol der on the basis that he had received a dividend.
[921 G H]

(iii) Section 12(1B) does,not inpose an unreasonable
restriction on the appellant’s fundanental rights under Art.
19(1) (f) and (g) of the Constitution. [922 A

The section does not affect the appellant’s right to borrow
noney. There is no el enent of unfairness, because the other
sharehol ders have deliberately agreed to make the 1oan or
the advance and the sharehol der to whomthe | oan i's advanced
deliberately takes it with a view to assist the conpany to
evade the paynment of tax and to have the benefit of the use
of the ampunt subject to the paynent of interest. The
conpany receives interest, the sharehol der enjoys the use of
the noney and in the process the paynent of tax is  evaded.
Further, past transactions were excluded fromthe  operation
of the sections by the issue of a circular by the Centra

Board of Revenue. [922 B-F]

Per Raghubar Dayal J. (dissenting) : (i) Sections 2(6A) (e)
and 12(1B) of the Incone-tax Act, 1922 as they stood in 1955
are void. [923 B]

It is not open 'to the Legislature to describe any paynent
of noney by a conpany to a shareholder by the word
"dividend" and then provide that such paynent wll cone
within the expression "income" initem 82, List | of
Schedul e 7. The definition of dividend nust have a rationa

connection wth concept of dividend in the context of the
profits of the conmpany and its distribution anongst the
sharehol ders. The essence of an ampunt paid as dividend is
that it has to represent the proportionate anount a
particul ar shareholder is to get on the basis of the shares
hel d by himout of the profits of the conpany set apart for
paynment of dividend to shareholders. Any ad hoc paynent of
noney to a sharehol der as advance or |l oan unrelated to-his
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share in the accunulated profits cannot rationally cone
within the expression dividend. [926 E-H

(ii) The provisions of the inpugned sections i mpose
unreasonable restrictions on the fundamental right to hold
property under Art. 19(1)(f) of the Constitution. [928 F

If any enactnment provides that certain profits of the
conpany, though not distributed as dividend, be treated as
used for the paynent of dividends it should necessarily
follow that a particular sharehol der be deened to have
received a proportionate anmount of such profits. It would
be unreasonable to provide that a particular sharehol der
shoul d be deened to have received an ampunt in excess of his
proportionate share as dividend. It is unreasonable that a
particul ar sharehol der who receives a | oan or advance froma
conpany be deened to have received that entire anobunt as
di vidend when his proportionate share would be nuch Iess.
[ 928 B- E]

Navi nchandra Mafatlal v. Comm ssioner of |ncome-tax, Bonbay
Cty, [1955) 1 S.C R 829, Sardar Baldev Si ngh V.
Conmi ssioner of Incone-tar, Delhi and Agra [1961] 1 S.C.R
482 and Bal aji-~v. Incone-tax O ficer, Special |nvestigation
Crcle, [1962] 2 S.C.R 983, referred to.

JUDGVENT:

ClVIL APPELLATE JURI SDICTION: Civil Appeal No. 45 of 1964.
Appeal fromthe judgnent and order dated July 30, 1962, of
t he Bombay Hi gh Court in Special Gvil Application No. 69 of
1962.

GS. Pathak, M M Charekhan and 1. N. _~Shroff,  for the
appel | ant .

911

C. K. Daphtary, Attorney-Ceneral, R Ganapathy Ilyer, ' Copal
Singh and R N. Sachthey, for the respondent.

The Judgrents of P. B. GAJENDRAGADKAR C.J., K N WANCHOO
M H DAYATULLAH and J. R MJDHOLKAR JJ. was delivered by
GAJENDRAGADKAR C.J. RAGHUBAR DAYAL J. delivered a dissenting
pi ni on.

Gaj endragadkar C. J. This appeal arises froma wit petition
filed by the appellant Navnit Lal C. Javeri in the Bonbay
Hi gh Court in which he challenged the validity of section
12(1B) read with s. 2 (6A) (e) of the Indian Incone-tax Act,
1922 (No. 11 of 1922) (hereinafter called the Act) as it
stood in 1955. The Hi gh Court has rejected the appellant’s
contention that the said section is invalid, -and the
appel l ant has conme to this Court with a certificate granted
by the Hi gh Court.

The appellant holds 11 out of 845 shares in.a private
limted conpany nanmed the Mal egaon El ectricity Co. ,
(Private) Ltd. (hereinafter referred to as the “conpany).
The value of each share is Rs. 100. The business 'of the
conpany is to supply electricity to the residents of
Mal egaon. Sone tine during 1955, the appellant took a  loan
amounting to over Rs. 4 |akhs fromthe conpany. A notice
was issued to the appellant by the 8th, Incone-Tax Oficer
under s. 22(2) of the Act calling, upon him to make his
return for the assessnent year 1956-57. The | ncone-tax
Oficer conmputed his income at Rs. 3,58, 460. This anmount
i ncluded a sumof Rs. 2,83,126 representing the accumnul ated
profits of the conpany. The Inconme-tax Oficer took the
view that under s. 2 (6A) (e) the said anount nust be deened
to be dividend received by the appellant, and as such, nust
be included in the total income of the appellant as incone
from other sources within the meaning of s. 12(1B) of the
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Act . This order was challenged by the appellant by
preferring an appeal before the Appel | ate Assi st ant
Conmi ssi oner. The appeal, however, failed and was
di smi ssed. The appellant then preferred a second appea
before the Income Tax Appellate Tribunal. VWhilst this

appeal was pending, before the said Tribunal, the appellant
noved the H gh Court under Articles 226 and 227 of the
Constitution, and contended that the rel evant section under
which the departnment had purported to Ilevy assessnent
against him on the sumof Rs. 2,83,126, was ultra vires.
That is how the only question which the H gh Court had to
decide in the present wit proceedings was whether s. 12
(1B) read with s. 2 (6A) (e) was constitutionally valid.
912

in order to deal with this point, it is necessary to read
the two relevant provisions of the Act. Section 2(6C)
defines "inconme" ~as including dividend. Section 2 (6A)
defines  "dividend" in an inclusive manner. Section 2 (6A)
(e) provides

"Di-vi dend" i ncludes-

(e) any paynment by a conpany, not being a
conpany in which the public are substantially
interested within the neaning of s. 23A  of
any sum (whether as representing a part of the
assets of the conpany or otherw se) by way of
advance or loan to a -shareholder or any
paynment by any such conpany on behal f or for
the ‘individual benefit of a shareholder, to
the extent to which the conpany in either

case, possesses ~accunul ated profits; but
di vi dend does not i ncl ude-
(i)

(ii) any advance or |oan made to a
shareholder by a conpany in the ordinary
course of its business where the |ending of
noney is a substantial part of the business
, of the conpany;

(iii) any dividend paid by a conpany
which is set off by the conpany against the
whol e or any part of any sum previously paid
by it and treated as a dividend wthin the
meani ng of sub-clause (e), to the extent to
which it is so set off."

Thus, the inclusive definition of "dividend" takes in the
paynments to which clause (e) of s. 2(6A) refers and nakes
them di vi dend for the purpose of the Act.

Section 12(1) provides that the tax shall be payable by
an assessee under the head "l ncone from other  sources” in
respect of incone, profits and gains of every kind which may
be included in his total income (if not included under any
of the preceding heads). Section 12(1B) provides :-

"any payment by a conpany to a sharehol der by
way of advance or | oan which would have' been
treated as a dividend within the meaning  of
clause (e) of subsection (6A) of s. 2 in —any
previous year relevant to any assessnent year
prior to the assessnent year ending on the
31st day of March, 1956, had that clause been
in force in that year, shall be treated as a
di vidend received by himin the previous year
rel evant to the

913

assessment year ending on the 31st day of
March, 1956, if such |oan or advance remai ned
outstanding on the first day of such previous
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year".

Both these provisions viz., s. 2(6A)(e) and s. 12(1B) were
introduced in the Act by the Finance Act 15 of 1955 which
canme into operation on the 1st of April, 1955.

It is thus clear that the combined effect of these two
provisions is that three kinds of paynments mnade to the
shar ehol der of a conpany to which the said provisions apply,
are treated as taxable dividend to the extent of the
accunul ated profits held by the conpany. These three kinds
of payments are: (1) paynments nade to the sharehol der by way
of advance or |oan; (2) paynments nade on his behalf; and (3)
payments nade for his individual benefit. There are five
conditions which nust be satisfied before s. 12(IB) can be
i nvoked agai nst a shareholder. The first condition is that
the company in question nust be one in which the public are
not substantially interested within the neaning of s. 23A as
it stood in the year in which the |oan was advanced. The
second condition'is that the borrower nust be a sharehol der
at the date when the |oan was advanced; it is immteria
what the ‘extent of his shareholding.is. The third condition
is that the loan advanced to a sharehol der by such a conpany
can be deened to be dividend only to the extent to which it
is shown that the conpany possessed accunul ated profit at
the date of the loan. This is an inportant limt prescribed
by the relevant section. The fourth condition is that the
loan nust not have been advanced by the conpany in the
ordinary course of its business. In other words, this
provision would not apply to cases where the conpany which
advances a loan to its sharehol der carries on the business
of noney-lending itself ; and the |ast condition is that the
| oan nust have renai ned outstanding at the comencenent of
t he sharehol der’s previous year in- relation to t he
assessment year 1955-56. |In dealing with the question about
the constitutionality of the inpugned provisions, it is
necessary to bear in mnd these respective conditions which
govern the application of the said provisions.

There is another material circunstance which cannot be
i ghor ed. It appears that when these anendnents wer e
introduced in Parlianent, the Hon'ble Mnister for Revenue &
Cvil Expenditure save an assurance that outstanding | oans
and advances which are otherwise liable to be taxed as
dividends in the assessment year 1955-56 wll not be
subjected to tax if it is shown that they had been genui nely
refunded to the respective conmpanies before the 30th June,
1955. It was realized by the CGovernnent
914
that wunless such a step was taken, the operation of s.
12(1B) would lead to extrene hardship, because it woul d have
covered the aggregate of all outstanding | oans of past years
and that may have inposed an unreasonably high liability on
the respective shareholders to whomthe |oans night have
been advanced. In order that the assurance given by the
M nister in Parlianent should be carried out, a circular
[No. 20(XXlI-6)/55] was issued by the Central Board  of
Revenue on the 10th May, 1955. It is clear that a circular
of the kind which was issued by the Board woul d be binding
on all officers and persons enployed in the execution of the
Act under s. 5(8) of the Act. This circular pointed out to
all the officers that it was likely that sone of the
conpani es m ght have advanced | oans to their sharehol ders as
a result of genuine transactions of loans, and the idea was
not to affect such transactions and not to bring themw thin
the mschief of the new provision. The officers were,
therefore, asked to intimate to all the companies that if
the loans were repaid before the 30th June, 1955 in a
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genuine nmanner, they would not be taken into account in
determining the tax liability of the shareholders to whom
t hey may have been advanced. In other words, past
transacti ons which would normally have attracted t he
stringent provisions of s. 12(1B) as it was introduced in
1955, were substantially granted exenption from the
operation of the said provisions by making it clear to al
the conpani es and their shareholders that if the past |oans
were genui nely refunded to the conpanies, they would not be
taken into account under s. 12(IB). Section 12(1B) woul d,
therefore, normally Apply to | oans granted by the conpanies
to their respective shareholders with full notice of the
provi si ons prescribed by it.

M. Pathak for the appellant contends that the inpugned
provision is constitutionally invalid, because it is beyond
the legislative conpetence of Parlianent. He argues that
Entry 82 in List | of the Seventh Schedul e which deals wth
"taxes ~on income other than agricultural inconme"” cannot
justify the inpugned provision, because a | oan advanced to a
shar ehol der by the company cannot, in any legitinmate sense,
be treated as his incone; and so, the artificial manner in
whi ch such dividend is ordered to be treated as inconme by
the inpugned provision is not justified by the said Entry.
He al so contends that the said provision offends Art. 19(1)
(f) & (g) and cannot be said to be justified by clause (5)
or (6) of the said article. There is no doubt that if the
i mpugned provision is beyond the legislative powers of

Parliament, it would be bad. Sinmilarly, it is now well-
settled that even tax
915

| egislation nust stand the scrutiny of~ the  fundanenta
ri ghts guaranteed by the Constitution, and so, there can be
no doubt that if the inmpugned provision invades t he
fundanental rights of the appellant and the invasion is not
constitutionally justified, it would be invalid.

In dealing wth this point, it is necessary to consider
what exactly is the denotation of (the word "inconme" 'used in

the relevant Entry. It is hardly necessary to enphasis that
the entries in the Lists cannot be read in a  narrow or
restricted sense, and as observed by Gwer CJ. “in the
United Provinces v. Atiga Begun{(1). " each general word
should be held to extend to all ancillary —or subsidiary

matters which can fairly and reasonably be said to be
conprehended in it." Wat the entries in the List purport to
do is to confer |legislative powers on the  respective
Legislatures in respect of areas or fields covered by the
said entries-. and it is an elementary rule of construction
that the w dest possible construction nmust be put upon their

wor ds. This doctrine does not, however, nmean t hat
Parlianment can choose to tax as incone an itemwhich in no
rati onal sense can be regarded as a citizen’'s incone. The

itemtaxed should rationally be capabl e of being considered
as the income of a citizen. But in considering the question
as to whether a particular itemin the hands of a citizen
can be regarded as his income or not, it would be
i nappropriate to apply the tests traditionally prescribed by
the I ncone-tax Act as such.

I n Navi nchandra Mafatlal v. The Commi ssioner of |ncone-tax,
Bonbay City(1l), this Court had occasion to consider the
guestion as to whether capital gains could be treated as
income within the neaning of item54 of List | of the
Seventh Schedule to the Government of India Act, 1935.
Section 12-B of the Indian Income-tax Act, 1922 which had
been inserted in the said Act by Act XXIl of 1947, had
i npposed tax on ’'capital gains'. The wvalidity of this
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provision was challenged on the ground that capital gains
cannot be treated as incone within the neaning of entry 54.
This plea was rejected by this Court on the ground that the
words used in a constitutional enactnent conferring |egis-
| ative powers ought to be construed nmost liberally and in
their wi dest anplitude. Adopting this approach Das J. as he
then was, speaking for the Court, observed that the word
"income" used in the said entry nust be given its ordinary,
natural and grammatical meaning and that was, income is a
thing that conmes in. On this view, the Court found no
difficulty in comng to the conclusion that incone would

i nclude capital gains. |If the traditiona

(1) [1941] F.C.R 110. (2) [1955]1 S.C.R 829.
Sup. / 65-

916

sense of income had been accepted, then, of course, capita
gains could not be treated as incone. That, in fact, was
the argunment which was pressed by M. Kol ah who appeared for
the appellant. "ILf we hold", observed the |I|earned Judge,
"as we ‘are asked to do, that the neaning of the word
"incone’ —has becone rigidly crystallised by reason of the

judicial interpretation of ~that word appearing in the
I ncome-tax Act, thenlogically no enlargenent of the scope
of the Incone-tax Act, by anendnent or otherwise, wll be

perm ssible in future.”™ And he has significantly added that
a conclusion so extravagant and astoundi ng can scarcely be
contenplated or ‘countenanced. This ~decision, therefore
shows that the word "incone" used in entry 54 which
corresponds to the present entry 82 in List I of the 7th
Schedule to our Constitution, was |liberally construed, and
capital gains were deened to be included withinits scope.
This aspect of the matter has al so been clearly enunciated
by Gwer C. J. inln re: The Central~ Provinces and Berar
Sal es of Motor Spirit and Lubricants Taxation Act, 1938 (No.
14 of 1938) (1). "I conceive", said the |learned Chief
Justice, "that a broad and liberal spirit should inspire
those whose duty it is to interpret it (the Constitution);
but | do not inply by this that they are free to stretch or
pervert the |anguage of the enactnent in the interests of
any | egal or constitutional theory, or even for the  purpose
of supplying om ssions or of correcting supposed errors".
The next decision to which we ought to refer deals with s.

23A of the Act. |In Sardar Bal dev Singh v. Conmi ssioner of
Income-tax, Delhi & A ner(l) the validity of the said
section was challenged. Section 23A(1) - provides, inter

alia, that subject to the provisions of sub-sections (3) and
(4), where the Incone-tax Oficer is satisfied that in
respect of any previous year the profits | and gai ns
di stributed as dividends by any conpany within the twelve
nonths imediately following the expiry of that previous
year are |l ess than sixty per cent of the total incone of the
conpany of that previous year as reduced by the ‘anounts
specified in clauses (a), (b) & (c) of the said sub-section

the Income-tax Oficer shall, unless he is satisfied that
having regard to | osses incurred by the conmpany in earlier
years or to the snallness of the profits nade in the
previous year, the paynment of a dividend or a |arger
di vidend than that declared woul d be unreasonabl e, make an
order in witing that the conpany shall, apart fromthe sum
(1) [1939] F.C.R 18 at p. 37.

(2) [1961] 1 S.C R 482.

917
determ ned as payable by it on the basis of the assessnent
under s. 23, be liable to pay super-tax at the rate

specified by the said sub-section. The object of this
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section is to prevent avoi dance of super-tax by sharehol ders
of a conpany in which the public are not substantially
i nterested. As is well-known, the rates,of super -t ax
applicable to conpanies are much Ilower than the rates
applicable to individual assessees. The |egislature thought
that individuals tried to avoid the paynment of super-tax at
a higher rate by transferring to a private linited conpany
it). return for shares the sources of their incone, and then
the profits nade by the conpany were allowed to accumul ate
in the hands of the conpany, dividends not being declared,
and the said profits would ultimately be distributed in a
capital formby one device or another. The object of s. 23A
was to defeat such attenmpts. The main effect of the
provi sions of s. 23A appears to be that a conpany shoul d not
accumul ate nore than 40 per cent of its net profits to build
up reserves or to provide for capital expenditure.lt will
be recalled that s. 2(6A) has taken within the definition of
"di vidend" the accunulated profits of such conpanies, and so
S. 23A attenpts to reach such accunul ated profits for the
pur pose of taxation

The —argument which was urged before this Court in the
cast of Sardar Bal dev Singh(1) was that a conmpany and its
share, holders are different persons, and so, s. 23A was
ultra vires inasmuch as it purported to tax the sharehol ders
on the income of the conpany in which they hold shares. | f
t he accunul ated profits are distributed anongst t he
sharehol ders by way of dividends, the shareholders could
legitimately be taxed in respect of the dividends received
by them but when s. 23A attenpts to tax the sharehol ders
for accunul ated profits even though they are not distributed
as dividends, what, the section purports to do is to tax the
share-hol ders for the profits nade by the conpany; and that,
according to the appellant, nmade s. 23A invalid. Thi s
argunent was repelled by this Court on the ground that the
obvious intention of s. 23A was to prevent evasion of | tax,
and it was held that entry 54 should be read not only as
authorising the inposition of a tax, but also as authorising
an enactnent which prevents the tax inposed being evaded;
otherwise the power to tax a person on his incone’ nmight
often be made in fructuous by ingenious contrivances. It
woul d be noticed that s. 23A wanted to deal with a situation
where shareholders did not deliberately distribute the
accunul at ed profits as dividends anongst t hensel ves.
Secti on
(1) [1961] 1 S.C R 482.

918

23A, therefore, provides that these accunulated profits
will be deened to have been distributed to the  sharehol ders
and tax levied against themon that basis. It . is likely
that in such a case, hardship may be caused in sone” honest
cases; but this Court nade it perfectly clear t hat
consi derations of hardship are irrelevant for determnining
guestions of |egislative conpetence. It is thus clear  that

the result of the decision of this Court in Sardar Baldev
Singh(1) 1is that the income which technically belonged to
the 'conmpany, was treated, as incone belonging to the share-
holders in proportion to the shares they held in the
conpany, and on that footing tax was |levied on them and yet
the said tax was held to be constitutionally valid.

There is yet another case in which a simlar question was
consi der ed. In Balaji v. Inconme-tax Oficer, Speci a
Investigation Circle, (2) a person and his wfe started
busi ness in partnership and admitted their three mnor sons
toit. In conputing the total income of the said person for
the purpose of assessment, the Income-tax O ficer included
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the share of the income of his wife and three minor sons
under S. 16 (3) (a) (i) & (ii) of the Act. The validity of
this provision was challenged on the ground that the
i mpugned section purported to tax a person for the incone of
other persons, nanely, his wfe and minor sons. In
rejecting the contention raised against the validity of the
i mpugned section, this Court held that the Entries in the
Legislative Lists are not powers but fields of |egislation
and the wi dest inport and significance should be attached to
them On this view, the conclusion reached by this Court
was that Entry 54 of the Federal Legislative List covered
legislation like s. 16 (3) (a) (i) & (ii), because it was
intended to prevent evasion of tax. It appears from the
judgrment that the validity of the said section was also
chal | enged on the ground that it contravened Articles 14 and
19(1) (f) & (g) of the Constitution. This plea was also
rejected. One of the considerations which weighed with the
Court /in repelling the said plea was that the additiona
paynment of tax made on the incone of the wife or the mnor
children would ultinmately be hone by them in the fina
accounting between them Having regard to this con-
sideration and bearing in mnd the fact that the node of
taxation authorised by the inpugned section, though harsh,
was thought to be necessary to prevent evasion of paynent of
tax, this Court hel'd that the said sectionwas valid. It is
in the light of these decisions that we rnmust proceed to
consi der M. Pathak’s argunment that s. 12(1B) of the Act is
ultra wres.

(1) [1961] 1 S.C R 482. (2) [1962] 2 S.C. R 983.

In dealing with M. Pathak’s argunment in the present case
let wus recall the relevant facts. The conpanies to which
the i npugned section applies are conpanies i n which at |east
75 per cent of the voting power lies in the hands of persons
other than the public, and that nmeans that the conpanies are
controlled by a group of persons-allied together and having
the sanme interest. In the case of such conpanies, the
controlling group can do what it likes with the nmanagenent
of the conpany, its affairs and its profit within the Iimts

of the Conpanies Act. It is for this group to determne
whet her the profits made by the —conpany shoul d be
distributed as dividends or not. The decl aration of

dividend is entirely within the discretionof this group

When the legislature realized that though noney was
reasonably available wth the conpany in the form  of
profits, those in charge of the conpany deliberately refused
to distribute it as dividends to the shareholders, but
adopted the device of advancing the said accunul ated profits
by way of |oan or advance to one of its shareholders, it was
plain that the object of such a | oan or advance was to evade
the paynment of tax on accunulated profits under s. 23A It
will be renenbered that an advance or loan which falls
within the mischief of the 'inmpugned section is advance or
| oan made conpany which does not normally deal in noney-
lending is nmade wth full know edge of the provisions
cont ai ned i mpugned secti on. The obj ect of keepi ng
accunul ated without distributing themobviously is to take
t he benefit lower rate of super-tax prescri bed for
conpanies. This was defeated by s. 23A which provides that
in the case distributed profits, tax would be levied on the
sharehol ders on the basis that the accurmul ated profits wll
be deened to have been distributed anbngst them Sinilarly,
s. 12(1B) provides that if a controlled conpany adopts the
devi ce of making a loan or advance to one of its
sharehol ders, such shareholder wll be deemed to have
recei ved the said amount out of the accumul ated profits and
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woul d be liable to pay tax on the basis that he hag received
the said loan by way of dividend. It is clear that when
such a device is adopted by a controlled conpany, the
controlling group consi sting of shar ehol ders have
del i berately decided to adopt the device of nmaking a |oan or
advance. Such an arrangenent is intended to evade the
application of a. 23A. The loan may carry interest and the
said interest may be received by the conpany; but the nain
object underlying the loan is to avoid paynent of tax. It
may ultimately be repaid to the conpany and when it is so
repaid, it may or may not be treated as part of

920

accunul ated profits. 't is this kind of a well-planned
devi ce which
S. 12(1B) intends to reach for the purpose of taxation

It appears that such a device is adopted by private

conpanies in many countries. ~Simon has referred to this

device /in these words : -
"CGeneral ly speaking, surtax is charged only on
i ndi vidual s, not on conpanies or other bodies
corporate. Various devices have been adopted
fromtime to time to enable the individual to
avoid surtax on his real total inconme or on a
portion of it, and one nmethod involved the
formati on of what is popularly called a 'one-
man conpany’. He individual transferred his
assets, in exchange for shares, toa linmted
conpany, specially registered for the purpose,
whi ch 't hereafter received the incone from the
assets concerned. The individual’s tota
income for tax purposes was then limted to
the anpbunt of the dividends distributed to him
as practically the only sharehol der, which
distribution was in his “own control. The
bal ance of the income, which was not so
distributed, remained with the conmpany to
form in effect, a fund of savings accunul at ed
from incone whi.ch had not i medi ately
attracted surtax. Should the individual wi sh
to avail hinself of the use of any part of
t hese savings he could effect this by
borrowing from the conpany, —any i nt erest
payable by himgoing to swell the _savings
fund; and at any tine the individual could
acquire the whole balance of the fund in the
character of capital by putting the  conpany
into |iquidation."(1)

VWhat Sinon says about one-man conpany can be equally  true
about the controlled conpany whose affairs are controlled by
a group of persons closely knit and having the sane
i nterest.

The question which now arises is, if the inpugned 'section
treats the | oan received by a sharehol der as a dividend paid
to himby the company, has the legislature in enacting the
section exceeded the limts of the |legislative field
prescribed by the present Entry 82 in List I. As we have
already noticed, the word "inconme" in the context mnust
receive a wide interpretation; howwde it should be it is
unnecessary to consider, because such an enquiry would be
hypot hetical. The question nmust be deci ded
(1) Sinon's Incone-tax, 2nd Ed. Vol. 3, para 592, p. 341.
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on the facts of each case. There must no doubt be sone
rati onal connection between the itemtaxed and the concept
of incone liberally construed. |If the legislature realises
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that the private controll ed conpanies generally adopt the
devi ce of nmaking advances or giving loans to their
sharehol ders with the object of evading the payment of tax,
it can step in to neet this mischief, and in t hat
connection, it has created a fiction by which the anount
Ostensi bly and nom nally advanced to a sharehol der as a | oan
is treated inreality for tax purposes as the paynent of
dividend to him W have already explained how a snall
nunber of sharehol ders controlling a private conpany adopt
this device. Having regard to the fact that the |legislature
was aware of such devices, would it not, be conpetent to the
| egislature to device a fiction for treating the ostensible
loan as the receipt of dividend? |In our opinion, it would
be difficult to hold that in making the fiction, the
| egislature has traveled beyond the |egislative field
assigned to it by entry 82 in List 1.

It is, however, urged by M. Pathak that while providing
for such a fiction, the |egislature should have required the
I ncome-tax O ficer to consider in each case whether the | oan
was genuine, or was the result of a device; and he argues
that since no such provision has been nade and a wuniform
presunption by fiction is,  sought to be raised, t he
| egi sl ature has gone beyondits |egislative conpetence. In
support of this argunent, M. Pathak has referred to the
fact that under s.- 108(1) of the Commonwealth Incone-tax
Act it is provided that the anmpunt paid to the sharehol der
by way of advance or |oan can be taxed if in-the opinion of
the Comm ssioner ‘it represents distributions of inconeg,
Such a provision woul d have made t he inpugned section valid,
M. Pathak argues that omission of Parlianment to exclude
from the operation of s. 12(1B) genuine loans or ‘advances,
and its failure to distinguish between such loans and
advances and | oans and advances made as a devi ce shows, that
it has acted blindly and nust, therefore, be held to have
exceeded its legislative power: W are not inclined to

accept this argunment. |If the legislature thinks that the
advances or |loans are in alnost every case the result of a
device, it would be conmpetent to it to prescribe a fiction

and hold that in cases of such advances or |oans, tax should
be recovered fromthe sharehol der an the basis that he has
recei ved the dividend. Therefore, we are satisfied that the
Hi gh Court was right in comng to the conclusion that the
i mpugned section is not beyond the |egislative conpetence of
the | egislature.
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Then it is argued by M. Pathak that the inmpugned provision
contravenes the appellant’s fundanmental rights under Art.
19(1) (f) & (g) and is not saved by clauses (5) & (6) of the
said article. It is not easy to appreciate this argument.
Art. 19(1) (f) recognises the right of a citizen to acquire,
hold and di spose of property and Art. 19(1)(g) recognises
the right to practice any profession, or to carry 'on any
occupation, trade or business. The inmpugned provision  does
not contravene either of these rights. The shareholder’s
right to borrow noney from his own conpany cannot be said to
be a fundanental right; besides all that the inpugned
section does is to provide that if a loan is borrowed by a
sharehol der from a conpany to which the said provision
applies, it wll be deened to be a receipt by him of the
di vi dend. Thi s provision does not affect the appellant’s
right to borrow noney from any other source; and his conpany
from which he borrows does not ordinarily do noney-Iending
busi ness. That is why the restriction inmposed by the
section cannot be said to be wunreasonable at all. In
dealing with the question about the reasonabl eness of this




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 12 of 19

provision, we cannot also overlook the fact that past
transactions were excluded fromits operation by the issue
of a circular to which we have already referred. There is
no elenment of unfairness in the fiction, because the other
sharehol ders have deliberately agreed to make the |loan or
the advance and the sharehol der to whomthe |loan is advanced
deliberately takes it with a viewto assist the conpany to
evade the paynment of tax and to have the benefit of the use
of, the anmount subject to the paynent of interest. The
conpany receives interest, the sharehol der enjoys the use of
the noney, and in the process the paynment of due tax is
evaded. That is the assunption made by the legislature in
maki ng this provision. How can it be urged that either the
sharehol der who is taxed, or the other shareholders who
del i berately nmake the advance to a coll eague of theirs, are
unfairly dealt wth by the inpugned provision. In our
opi nion, there is no scope for arguing that the fundanmenta
ri ghts of ‘the shareholder under Art. 19 (1) (f ) & (g) have
been contravened by the inpugned provision. Therefore, we
nust reject M. Pathak's argunent that the i mpugned
provision-is invalid on the ground that it contravenes Art.
19(1)(f) & (g). There is obviously no scope for suggesting
that the impugned provision contravenes Art. 14; and in fact
M. Pathak has not raised this point before us. In that
connection, he hinself fairly invited our attention to the
decision of the Madras H gh Court in K M S Lakshmana
Aiyar v. Additional Inconme-tax O ficer, Specia
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Crcle, Madras, (1) where the challenge to the validity of
the i npugned section on the ground that it contravened Art.
14 has been repelled.

The result is, the appeal fails and is dism ssed with costs.

Raghubar Dayal J. | am of opinion that the appeal ' should

be allowed as ss. 12 (1B) and 2 (6A) (e), of the |ndian
I ncome-tax Act, 1922, hereinafter called the Act, as they
stood in 1955, are void.

The two provisions were enacted by Parliament in /view of
Entry 82, List 1, Seventh Schedule of the Constitution which

reads : "Taxes on incone other than agricultural inconme".
It is not disputed that whatever wide connotation the word
"income’ in this Entry may have, the item taxed should

really be capabl e of being considered as income, that there
be some rational connection between the itemtaxed and the
concept of "incone" and that it is not open to Parlianment to
choose to tax, as incone, an itemwhich in no rational sense
can be regarded as incone. It is also not —disputed that
Parliament can enact a law dealing with the evasion of
payment of incone-tax.

I n Navi nchandra Mafatlal v. The Conmmi ssioner of |Incone-tax,
Bonbay City(1l) this Court had to consider the content of the
"income" as used in Entry 54, List 1, Seventh Schedule to
the Governnment of India Act, 1935 (which is identical. wth
Entry 82. List 1, Seventh Schedule to the Constitution), in
determ ning whether the inposition of a tax under the head
"capital gains" by the Central Legislature, was ultra vires.
Section 12-B inserted in the Incone-tax Act by the Indian
I ncome-tax and Excess Profits Tax (Amendnent) Act, 1947 (Act
XXl of 1947) provided for the inmposition of a tax on
capital gains arising fromcertain transactions nentioned in
the section. This Court said that "income", according to
the dictionary, nmeans "a thing that cones in" and that in
the United States of America and Australia, the word
"income" was used in a wide sense so as to include "capita
gains". It referred to certain cases of those countries in
which a very wi de neaning was ascribed to the word "incone"

wor d
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as its natural neaning and held that "its natural neaning
enbraces any profit or gain which is actually received"

In the United States, the word "incone" was first defined
in Stratton's | ndependence v. Howhert (3) decided on Decenber
1, 1913, as "gain derived fromcapital, fromlabour, or from
bot h
(1) (1960) 40 I.T.R 469.

(2) [1955] 1 S.C R 829.
(3) 231 U S. 399-59 L. Ed. 285.
924

conbi ned". The court had to construe the word "income" as
used in S. 38 of the Corporation Excise Tax Act of August 5,
1909, which inposed an excise tax "equivalent to one per
centum upon the entire net . inconme .... received by it from
all sources during the year".

In Ei sner v. Mconber(1l) referred to by this Court in
Mafatlal’s <case(l), the court had to construe the word
"income"™ as used in the XVI Amendnent of the Constitution of
the United States, which is :

"The Congress shall have power to lay and
col l ect taxes on incones, from whatever source
derived, wi t hout apportionnent anong t he
several ~ States, and without regard to any
census or enuneration.” and observed, at p
206:

" Congress cannot by any definition it may
adopt conclude the matter, since it cannot by
legislation alter the Constitution, from which
alone it derives its power to legislate, and
within whose |imtations al onethat power can
be | awful Iy exerci sed.

For the present purpose we require only a
clear definition of the'term”inconme,” as used
in comon speech, in order to determne its
meaning in the Arendnent; and, having formed
al so a correct judgnment as to the nature of a
stock dividend, we shall find it /'easy to
decide the matter at issue.

After exam ning dictionaries in comon use we
find little to add to the succinct definition
adopt ed in two cases arising _under the
Cor porati on Tax Act of August 5, 1909. ’'Incone
may be defined as the gain derived from
capital, fromlabour, or fromboth conbined,’
provided it be understood to include profit
gai ned through a sale or conversion of capita
assets. to which it was applied inthe Doyle
case
Bri ef as it is, it i ndi cat es t he
characteristic and distinguishing attribute of
incone, essential for a correct solution of
the present controversy."

The definition of "income" given in this case has'  been
followed in the other two cases referred to in Mfatlal’s
case(2) ViZ., Merchants’ Loan & Trust Co. v. Sm etanka(3)
and United States

(1)252 U.S. 189=64 L. Ed. 521.

(2) [19551 1 S.C R 829.

(3) 255 U.S. 509=65 L. Ed. 751.
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v. Stewart(1l), cases which dealt with the taxation of
gains fromthe sale of capital assets.

The question in the Australian case viz., Resch v. The
Federal Commi ssioner of Taxation(l) was about the wvalidity
of the provinces in the incone-tax |legislation to the effect
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that distribution of profits in the course of w nding-up of
a conmpany would be treated on the same footing as the
distribution by the conpany as a going concern. The
provision was held valid as Parliament possessed power to
bring to charge in an income-tax Act all profits and gains
accruing to a tax-payer, w thout distinguishing whether the
profit or gain should be regarded as a recei pt on capital or
on incone or revenue account.

The word "income" has been interpreted in a natural sense
in these cases and the definition given in Eisner’'s case(9)
is much narrower and limted in content than the wi dest
meaning which is now sought to be given to it by the
respondent. In Mafatlal’s case (4) too, this Court has not
gi ven such a wide neaning to the word "incone" as to include
"anything which cones in" and therefore to include the
amount of a | oan which may be said to cone in the hands of

the borrower. Loans borrowed by a shareholder from the
conpany  do not, as such, cone within the above genera

definition of "incone". They do not represent gains from
his |abour~ or capital or profits gained through sale of
capital assets. The borrower has to repay them If a

shareholder is really paid his share of the profits
ostensibly as a | oan, such a nonminal |oan but really a share
of profits-can be taxed as "income" under an appropriate
enact ment .

W nmay now consider the nature of what had been taxed in
this case and to which objection has been taken on the
ground that ss. 2 (6A) (e) and 12 (-1 B) are invalid.

The appellant holds 11 out of 845 shares in_ a private
[imted company. The value of each share is Rs.  100. In
1955 he took a | oan of over Rs. 4,00,000 fromthe conpany.
Rs. 2,83,126, the anmount of accunul ated profits the ' conpany

had then, have been added to the appellant’s total ' incone
for the relevant assessnent year, in view of ss. 2(6A)(e)
and 12(1B) of the Act. He —appellant’s share in the
accunul ated profits, if distributed as dividend would be

11/845the of Rs. 2,83,126 i.e., Rs. 3, 686. Rs. 2,79, 440,
the bal ance, would then be the dividend payable to the other
co-sharers. The appellant contends that Rs. 2,79, 440

(1) 311 U S 60 = 85 Ed 40

(3) 252 U.S. 189=64 L. Ed. 521.

(2) 66 C.L.R 198.

(4) [1955] 1 S.C.R 829.
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is not his incone and that Parlianent was not conmpetent to
enact ss. 2 (6A) (e) and 12 ( 1B) which treat it as his
"income" from dividend.

Before dealing with the contention, reference may be . made
to what the inpugned sections provide. Section 2 (6A) (e)
defines "dividend", in the circunstances nentioned in/ that
clause, to include any paynent by a conpany of any - sum by
way of advance or loan to a sharehol der, or any paynent by
any Such company on behal f of or for the individual benefit
of a shareholder to the extent to which the conpany in
either case possesses accunul ated profits. Section 12(1B)
provi des that any such paynent to a sharehol der nade by way
of advance or loan in certain circunstances would be treated
as dividend received by himin the previous year relevant to
the assessnent year ending March 31, 1956, if such loan or
advance rermained outstanding on the first day of such

previ ous year. Now, the contention for the appellant is
that though Parlianment can enact a | aw dealing with evasion
of paynent of inconme-tax, it cannot tax what is not
"income", that the amount in excess of his proportionate

share in Rs. 2,83,126, if it had been actually distributed
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as profits by the conmpany, could not have been his incone
from dividend, that he could not have evaded paynment of
i ncome-tax on this amunt fromits being not distributed as
di vidend and that therefore Parlianment could not enact that
such excess anount be treated as dividend paid to him and,
consequently, as his "income".

The contention has force. The essence of an anpunt paid as
dividend is that it has to represent the proportionate
amount a particular shareholder is to get on the basis of
the shares held by himout of the profits of the company set
apart for payment of dividend to shareholders. Any ad hoc
payment of noney to a shareholder as advance or |oan
unrelated to his share in the accunulated profits cannot
rationally conme wthin the expression "dividend". | am
therefore of opinion that it is not open to the |legislature
to describe any paynment - of noney by a conmpany to a
sharehol der by the word "dividend" and then provide that

such paynment (called dividend) wll come wthin the
expression "incone" for the purposes of any |aw enacted by
virtue of “Entry 82, List 1, Seventh Schedule to the
Consti tution. The definition of "dividend" nust have
rational connection w th the concept of "dividend" in the

context of the profits of a company and its distribution
anongst shareholders at any tine after the profits have been
earned. Causes (a) to (d) of S. 2 (6A) nay be said to have
such a connecti on.

927

It is conceivable, and not disputed for the appellant, |
that attenpts are nmde by persons to evade  payment of
income-tax and that  one node of such attenpts is that
conpani es accunul ate profits, do not use them for paynment of
di vidends and | ater pay the anount to shareholders by way of
profits but in the formof advance of noneys or loans to
some shareholders who pass on the ratable share of the
remai ni ng shareholders and the  sharehol ders thus escape
payment of super-tax at a higher rate as their receiving
such ampunts could not be treated as "dividends" and so
could not be added to their "income’. At the same'tinme, it
is not disputed for the respondent that there can be genuine
cases of |oans taken by sharehol ders from a conpany when the
conpany was in a position to |lend noney out of its funds.
In fact, after the enactnment of s. 2(6A)(e), the Central
Board of Revenue issued a Circular directing its officers to
intimate to all conpanies that if |oans advanced by them
were repai d before June 30, 1955, in a genuine nmanner,  they
would not be taken into account in determning the tax
l[iability of the sharehol ders to whomthey had been advanced
as it was likely that sone conpanies m ght have advanced
| oans to their shareholders as a result of genui ne
transactions of loans and the idea was not to affect,/ such
transactions and not to bring themwithin the mnischief of
the new provision. The provisions of s. 2 (6A) (e) take
into account all cases of advances or |oans nade by
conpanies to their sharehol ders, be they bona fide or  be
they for the purpose of evading payment of super tax, —and
make the borrower liable for the tax on even such amount of
the loan as be in excess of his proportionate share in the
accunul ated profits up to the amount of the | oan

Ref erence may be nade to the fact that in other countries
too, notice has been taken of attenpts to evade paynment of
i ncome-tax by simlar devices, and that enactnents to defeat
the devices have been nade by the |I|egislatures of those
countri es. We have been referred to s. 108 of the Incone
Tax and Social Services Contribution Assessment Act 1936-53
(of the Commonwealth of Australia) which deals with [oans to
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shar ehol ders. Its provisions materially differ in one
respect fromthose of the inpugned sections. Only so rmuch
of the advances or |oans are deened to be dividends paid by
the company as in the opinion of the Commi ssioner represents
di stributions of incone. The entire amount of advance of
loan is not treated as dividend received by the borrower-
shar ehol der.

Inmposition of atax is a restriction on the, right of an
assessee
928

to hold property and a particular tax can be justified only
as a reasonable restriction on the exercise of that right in
the interests of the general public. The shareholder who
takes a loan or advance froma conpany which possesses
accumul ated profits is, wunder the inpugned provisions,
treated to have received the anount of the |loan or advance
to the extent of the accumul ated profits, as dividend. As
already stated,” the anmount of profits set apart for
dividends is to be proportionately distributed anong the
various . ‘'sharehol ders. If any enactnment provides t hat
certain vprofits of the conmpany, though not distributed as
di vidend, be treated as used for the paynent of dividends,
it should necessarily follow that a particular sharehol der
be deened to have received a proportionate anput of such
profits as dividend. 1t would be unreasonable to provide
that a particular /shareholder should be ‘deened to have
received an anmount in excess of his proportionate share as
di vi dend. The other sharehol ders should, in the circum
stances, be deened to have received their  proportionate
shares of the profits deened to have been -distributed as
di vi dends. A reasonable law may provide for their
assessnent as wan on the anount of dividends deemed to have
been distributed to them It appears to nme unreasonabl e that
a particul ar sharehol der who receives a loan or advance from
a conpany be deened to have received that entire anpbunt as
dividend when his proportionate share be nmuch Iess. I
woul d, for this reason also, consider the provisions of the
i mpugned sections to anount ‘to inposing unreasonabl e
restrictions on the fundanmental right to hold property under
Art. 19(1)(f).

I would nowrefer to certain cases on which reliance .is
placed for the proposition that this Court has held valid
laws nmde to cover attenpts for evasion of incone-tax and
that therefore the inmpugned provisions enacted with the sane
object to cover attenpts to evade paynent of super-tax
shoul d be held valid. These case are : Mafatlal’'s -case(1l),
already referred to; Sardar Bal dev Singh v. Conm ssioner of
Income-tax, Delhi & Ajner (2) ; and Balaji v. Inconme-tax
O ficer, Special Investigation Crcle(a).

Mafatlal’'s case(l) dealt with the validity of the tax on
capital gains under S. 12B of the Act. 1In that case what
was taxed was what had been gained by the assessee as a
result of some dealing in capital assets. The capital « gain
was to be conmputed after making certain deductions including
the actual cost to the assessee of
(1)[1955] 1 S.C. R 829. (3) [1962] 2 S.C. R 983.

(2) [1961] 1 S.C R 482.
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The capital assets, and did not represent the entire anount
that cane in as a result of the transaction. This case is
therefore an authority for the sinple proposition that the
word "income" in Entry 82, List 1, Seventh Schedule 'to the
Constitution, has wde connotation and is not to be
restricted to have the sane content as judicial decisions
had given to that word as used in the Act. "lncone", in the
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Act, has been construed in the context of the scheme of the
Act and has been considered to nmean generally what one earns
nostly in a recurring formfrom sone existing sources. The
profits that one earns fromthe transfer of a capital asset
could be rationally considered, as held by this Court, to be
income, as it represented the amount in excess of what the
transferor-assessee had spent in acquiring that asset.

Bal dev Singh’s case(1l) was concerned about the validity of
the provisions of s. 23A of the Act which authorised the
I ncome-t ax Oficer to order in witing t hat t he
undi stri buted portion of the ostensible incone of a conpany
calculated as profit therein shall be deenmed to have been
di stributed as dividends anongst the shareholders as at the
date of the general neeting aforesaid and that thereupon the

proportionate share thereof of each sharehol der shall be
included in the total incone of such shareholder for the
purpose of assessing his total incone. The | ncone-tax

Oficer was to make such an order only when he was satisfied
that the profits and gains distributed as dividends by any
conpany up to the end of the sixth nonth after its accounts
for the previous year are laid before the conmpany in genera
neeting, were |less than 60% of the assessable income of the
conpany and that payment of a larger dividend woul d not be
unreasonabl e keeping in viewthe losses incurred by the
conpany in the earlier years and of the smallness of the
profits made.

It will be noticed that the order of the Incone-tax O ficer
could not be to the effect that the ~undistributed profits
woul d be deened to be the dividend paid to any particular
shar ehol der or sharehol ders but could be to the effect that

t hey were distributed as dividends anobngst al | the
shar ehol ders. The wvalidity of this provision was not
guestioned in the case. Wat was questioned in the case was
that the proportionate share of Bal dev Singh, assessee, in
such undistributed profits, could not be added to his tota
income of the particular year to which it was added. It was

held that in view of the deem ng provision with respect to
t he di stribution of profits as di vi dends anongst
sharehol ders, the proportionate share of the dividends woul d
be deened to be
(1) [1961]1 S.C. R 482.
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i ncone of the assessee and that therefore, when it was not
taxed, would be deened to have escaped assessnent ~for the
purposes of s. 34 of the Act. The case is- distinguishable
on several grounds. One is that the Income-tax O ficer is
to make the order when he is satisfied that a |arger
di vidend could have been justifiably distributed, a  view
necessarily leading to the inference that a | ower dividend
was distributed in order to escape paynent of super tax by
sharehol ders liable to pay such tax. The other is‘that the
Income-tax O ficer was given power to make the order only
when profits |ess than 60% of the assessable incone were
distributed as dividend. This indicates that the caonpany
could accunul ate profits up to 40% of the assessable incone
for reasons which would be deened to be genuine. Thi s
should lead to the inference that the accunulation of
profits with respect to which no action has been taken under
s. 23A was justified and that therefore if in case a conpany
could spare the noney to advance to a shareholder for his
needs, that al one should not lead to the inference that the
advance was nmade to evade the paynment of super-tax by the
sharehol der. The third point of distinction, and of signi-
ficance, is that no individual shareholder is nmade |I|iable
for tax on an anmount of the undistributed profits in excess
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of his proportionate share in those profits. The
sharehol der is not thereby prejudiced. Hs inconme is
i ncreased by an amount which he could have legitimtely got
from the conpany if the persons in control had acted
reasonably and had retained such profits wundistributed as
were necessary for the purposes of the conpany.

Anot her objection taken in Baldev Singh's case(1l) was about
the constitutionality of s. 23Aon the ground that it
purports to tax the shareholders on the incone of the
conpany in which they held shares, especially when it does
not give aright to the shareholders to realise from the
conpany the dividend which by the order is deemed to have
been pai d to them The section was hel d to be
constitutionally valid as. it was enacted for preventing
evasi on of tax in view. of the conditions of its
applicability. |In the circunstances of the cases covered by
S. 23A, there was a reasonabl e connection between the anount
deened "to be distributed as dividend and the possible
attenpt for ~evading paynent of super tax. The assessee
coul d not' _have been prejudiced if the persons in control of
the managenent of the conpany had acted reasonably or
actually distributed that anpbunt as profits subsequent to
the order of the Incone-tax-Oficer.

(1) [1961] 1 S.C R~ 482.
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In Balaji’'s case(l), the validity of s.” 16(3) (a), clauses
(i) and (ii), came up for consideration. These cl auses

provide that in conputing the total income of ‘any i ndividua

for the purpose of assessnent there shall be 'included so
much of the inconme of his wifeor mnor child as arises
directly or indirectly fromthe nmenbership of thewife in a
firmof which her husband is a partner or fromthe adni ssion
of the minor to the benefits of partnership in a ‘firm of
whi ch such individual is partner.” These provisions were
held wvalid. The Court left open the question whether A
could be taxed on the incone of "B and fornmulated the
guestion for decision as whether 's. 16(3) (a), clauses (i)
and (ii), is a provision nade by the Legislature to prevent
evasion of tax and answered it in.the affirmative, as the
husband or the father could noninally take his wfe or mnor
child, in partnership with him so that the tax burden may
be lightened and as this device enabled the assessee to
secure the entire incone of the business and yet  evade
i ncome-tax which he would otherwi se have been |iable to pay.
It was said at p. 999:

"The scope of the provisions is linmted only
to a few of the intimate nenbers of a famly
who ordinarily are under the protection of the
assessee and are defendants of . him The
persona selected by the provisions, nanely,
wi fe and m nor children, cannot also be  ordi-
narily expected to carry on their business
i ndependently with their own funds when the
husband or the father is alive and when they
are under his protection.”

It is therefore clear that the basis for holding s. 16(3)
(a), clauses (i) and (ii), valid was that in effect the
husband or the father was the real person who ran the firm
and that the others were nade partners nomnally and
therefore the partnership was not genuine. 1In this view,
there could be no question of the provisions affecting the
husband or the father prejudicially or including in his
i ncone amounts which were not his incone. This, however,
cannot be said in the present case or in cases which cone
within the purview of the inmpugned sections.
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In dealing with the contention that the provisions of s. 16
(3) (a), clauses (i) and (ii), contravened Art. 14 of the
Constitution, it was said at p. 991 :

"W have held that the object of t he
| egi slation was to prevent evasion of tax. A
simlar device would not ordinarily be
resorted to by individuals by entering
(1) [1962) 2 S.C. R 983.
Supp. 1/65-
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into partnership wth persons other than
those nentioned in the sub-section, as it
woul d i nvolve a risk of the third-party
turning round and asserting his own rights.
Legi sl ature, therefore, selected for t he
pur pose of classification only that group
of persons who in fact are used as a cloak to
perpetrate fraud on taxation."

Such a ri'sk i's always involved in a conpany maki ng paynents
as advances or loans to a shareholder when it possesses-
accunul ated profits as the other shareholders run the risk
of not getting their proportionate share of profits which
they would have got if they had been really distributed as
di vi dends. This ~consideration, again, points to the
conclusion that the probability of such an advance or | oan
being genuine would be dependent not so nuch on the
exi stence of accurmulated profits but ~on the nunber of
sharehol ders in the conpany and the proportion of the nunber
of shares the borrower has to the total number. of shares
held by the shareholders of the conpany. The lesser the
proportion, the greater is the chance of the advance or |oan
being genuine, as there would in that case be greater risk
of the other shareholders | osing their share in the profits
deened to be distributed as dividends.

I am therefore of opinion that the inmpugned sections
viz., ss. 2(6A) (e) and 12(1B) of the Act are void and that
this appeal should be all owed.

Appeal al | owed.
933

The




