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ACT:

Indian Incone-tax Act, 1922 (11 of 1922,), s. 2(A

(d)--Distribution on reduction of company’s capital to the
extent of accunul ated profits treated as 'dividend --Such
di vi dend whet her 'incone’ under Entry 54, List I, Governnent
of India Act, 1935--Section whether ultra vires.
Di stribution’--Maning of--Wether synonynous with "paid of
"credited” in s. 16(2) of the Incone-tax Act - - Not i ona
di stribution whether takes place on issue of certificate
under s. 61(4) of the Indian Conpanies Act, 1913.

HEADNOTE

The appellant .conpany reduced its capital and the
reduction was confirnmed by the H gh Court. On Novenber ~ 4-,
1954, i.e. during the course of the appellant’s accounting
year endi ng Novenber 30, 1954, the Registrar of Conpanies
issued the requisite certificate under s. 61(4) of the
I ndi an Compani es Act. The surplus share capital consequent
on reducti on was, however, not refunded to the sharehol ders
during the said accounting year. It was refunded by actua
paynment or by credit entries in the next accounting /year
whi ch  ended on Novenber 30, 1955. The Incone-tax O ficer
held that the said distribution to the extent of accumul ated
profits was ’dividend” under s. 2(6A)(d) of the |Indian
I ncome-tax Act, 1922. He further held that the distribution
took place in the accounting year ending Novenmber 30, 1955,
rel evant for the assessnent year 1956-57. On these findings
he calculated the rebate on super-tax in the terns of cl
(i)(b) of the second proviso to paragraph D of Part 11 of
the first schedule to the Finance Act, 1956. The fi ndings of
t he Income-tax O ficer were upheld by the Appel | ate
Assi stant Comm ssi oner and the Appellate Tribunal, and al so,
in reference, by the Hi gh Court. The appellant came to the
Supremen Court by certificate.

It was contended on behalf of the appellant: (1) In
defining ’'dividend to include capital receipts resulting
from distribution of capital on reduction, the |egislature
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went beyond the anmbit of entry 54 List 1, Seventh
Schedul e, Governnent of India Act, 1935, and s. 2(6A)(d) of
the Indian I nconme-tax Act, 1922 was therefore, ultra vires.
(2) The certificate of the Registrar under s. 61(4) of the
I ndi an Comnpani es Act was issued on Novenmber 4, 1954 and
therefore the 'distribution” under s. 2(6A)(d) took place in
the previous year relevant to the assessnment year 11955-56.

HELD : The expression 'incone’ in entry 54 List | of the
Seventh Schedule to the Governnent of India Act, 1935, and
the corresponding entry 82 of List | of the Seventh Schedul e
to the Constitution of India must be widely and |Iliberally
construed so as to enable the Legislature to provide by |aw
for the prevention of evasion of Incone-tax, [5H, 6A]

2

United Provinces v. Atiga Begum [1940] F.C R 110,
Sardar Bal dev Singh v. Conmi ssioner of |ncone-tax, Del hi and
Ajmer, [1961] 1 S.C.R 482, Balaji v. Incone-tax Oficer
Speci al~ Investigation Circle, [1962] 2 S.CR 983 and
Navni tt al C. Javeri v. K K Sen, Appellate Assistant
Conmi ssioner of ~Inconme-tax 'D Range, Bonbay, [1965] 1
S.C.R 909, referred to.

A conpany nmay on the pretext of reducing its capital,
utilise its accurmulated profits to pay back to t he
shar ehol ders the whol e or part of the paid up ambunts on the
shares. This is a division of profits under the guise of
division of capital. If this were permtted there would be
evasion of super-tax. Section 2(6A)(d) enbodies a law to
prevent such evasion and hence it falls within the ken of
entry 54 of List | of Schedule Seven to the Government of
India Act, 1935. [6H 7A, (G

There is no inconsistency between a receipt being a
capital one under the conpany |law and by fiction bei ng
treated as taxabl e under the Incone-tax Act. [7F-G

Per Subba Rao. Mudhol kar and Ramaswami, JJ. The
expression 'distribution” connotes sonmething actual and not
noti onal . Li ke "paid’ or. ’'credited in S. 16(2),
distribution” signifies ’'the discharge of the conmpany’'s
l[iability and naking the dividend available to the nenbers
entitled thereto. [8D, F, g

J. Dalma v. Commssioner of |.T. Delhi, (1964) 53
I.T.R 83 and Ms. P.R Saraiya v. Conm ssioner of |ncome-
tax, Bonbay Gty 1, Bonmbay, [1965] 1 S.C R 307, relied on

Distribution can ke physical, it can be constructive.
One may distribute assets between different sharehol ders
either by crediting the ambunt due to each-one of them in
their respective accounts, or by actually paying to each one
of themthe amount due to him [8D

Distribution in the above manner may take place partly
in one year and partly in another. But the  ampount of
accunul ated profits is fixed by the resolution of the
conpany reducing its capital, and the figure does not change
with the date of paynment or credit. [9D, E]

In the present case the payments and credits were
actually given during the accounting year ending Novenber
30, 1955. The dividend under s. 2(6A)(d) nust be deened to
have been distributed in the said year. The relevant
assessnment year therefore was 1956-57.[ 10F]

Per Raghubar Dayal and Bachawat, JJ. The wor d
distributed, in s. 2(6A)(d) does not nean ’'paid or
credited . Cases under s. 16(2) are not relevant to the

i ssue. [14G H|

The ’'distribution” contenplated by s. 2(6A)(d) is
distribution at the tinme of reduction of capital, that is to
say, when the resolution of the conpany reducing the capita
takes effect. It neans allotment or apportionnent of the
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surplus anong the shareholders; this allotnent takes place
and each sharehol der gets a vested right to his portion of
the surplus as soon as the capital stands reduced. [12F-H
Wil e the distribution as above takes place on a single
date i.e. the date of the reduction of capital, the payments
to the shareholders either actual or by credit entries in
books of account nmay be made subsequently and on different

dat es. The successive paynents cannot be ’'distribution
contenpl ated by s. 2(6A) (d). [13A-C
3

In the instant case the resolution for the reduction of
the capital of the company and the consequential refund of
the surplus capital to the shareholder took effect on
Novermber 4, 1954. Consequently the distribution of the
"dividend as defined by s. 2(6A)(d) took place on that date
i.e. during the previous year corresponding to t he
assessment year 1955-56. [ 15B]

JUDGVENT:

ClVIL APPELLATE JURI'SDI CTION:  Civil Appeal No. 414 of
1965.

Appeal fromthe judgnent and order dated February 21
1962, of the Punjab High Court in |I.T. Reference No. 9 of
1959.

N.C. Chatterjee and R V. Pillai, for the appellant.
C. K. Daphtary, Attorney-Ceneral, R “Ganapathy Ilyer, RN
Sachthey for R H Dhebar, for the respondent.

The Judgnent of SUBBA RAO, MUDHOLKAR and RANVASWAM  JJ.
was .delivered by SUBBA RAO J. The dissenting Opinion of
DAYAL and BACHAWAT JJ. was delivered by BACHAWAT J.

Subba Rao, J. This appeal by certificate raises the
mai n  question whether s. 2(6A)(d) of the Indian |ncone-tax
Act, 1922, hereinafter called the Act, is ultra vires the
Central Legislature.

The assessee, a public limted conpany, was incorporated
on May 23, 1945, under the Indian Conpanies Act, 1913, wth
a share capital of Rs. 50 | akhs. - On Decenber 15, 1947,
at the instance of the appellant the H gh Court sanctioned
the reduction of the capital of the conpany from Rs. 50
| akhs to Rs. 25 | akhs. On Decenber 16, 1953, the Hi gh Court
sanctioned a further reduction of the share capital from
Rs. 25 lakhs to Rs. 15 | akhs. On Novenber 4, 1954, -the
Regi strar of Conpanies granted the requisite certificate
under s. 61(4) of the Indian Conpanies Act. On Novenber 5,
1954, the appellant issued notices to the shareholders
inviting applications for the refund of share (capital so
reduced. On the receipt of the applications,  appropriate
debit entries were nade in the accounts of the sharehol ders
and the anounts were actually paid to them during the
previous year, i.e., Decenmber 1, 1954, to Novenber 30, 1955.
Under s. 2(6A)(d) of the Act, "dividend" includes any
di stribution by a conpany on the reduction of its capital to
the extent to which the conpany possesses accunul ated

profits, whet her such accunulated profits have been
capitalised or not. 1In assessing the incone of t he
appel | ant-conpany for the assessnment year 1956-57, the

Income-tax O ficer held that the said dividends wer e
di stributed during the accounting year and on that finding
he calculated the rebate on super-tax in terns of el

(i)(b) of the second proviso tO paragraph D of Part 11 of
the first schedule to the Finance Act, 1956. |If the
di vi dends were distributed during the accounting year. i.e.

December |, 1953, to Novenmber 30, 1954, the appellant would
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be entitled to a higher rate of rebate on super-tax under
el. (ii) of the first proviso to paragraph D of Part Il of
the first schedule to the Finance Act, 1956. The |Incone-tax
Oficer further held that the

4

assessee’s accunul ated profits at the time of the reduction
of the Capital fromRs. 25 lakhs to Rs. 15 | akhs were Rs.
8,42,337. On appeal the Appellate Assistant Conmi ssioner
accepted the said figure arrived at the Incone-tax Oficer
On further appeal, the Incone-tax Appellate Tribunal, for
the reasons recorded by it in its order, reduced the figure
under the said head by a sumof Rs. 3.61, 40.5.

It was contended on behalf of the assessee that in as
much as the certificate fromthe Registrar for the reduction
of the capital from Rs. 25 lakhs to Rs. 15 |akhs was
obtained on Novenber 4, 1954, the distribution of the
di vi dends should be deemed to have taken place during the
year 1953-54 and, therefore, the said dividends were not
exigible 'to tax for the assessnent year. The |Inconetax
Oficer, the Appellate Assistant Conm ssioner and t he
Tri bunal —concurrently rejected that plea and held that, as
the actual paynent to the sharehol ders of the refund of the
capital and the debit in the accounts of the sharehol ders
were effected in the accounting year, the said dividends
nmust be held to have been distributed in the accounting
year.

There is another sumof Rs. 11,687-3-0 received by the
appel l ant as security deposit on account of enpty bottles. A
guestion was raised whether the said anmpunt could be
considered as capital gains and, therefore, should be
excluded from the accunulated profits. The Appel | ate
Tribunal held in favour of the assessee.

The assessee and the Commi ssioner of Income-tax. filed
two applications before the Tribunal for-referring questions
of law arising out of the Tribunal’s order to the Hi gh
Court. The Tribunal referred the follow ng questions of |aw
to the High Court for its opinion

(1) Wether the provisions of s. 2(6A)(d) of the
Indian Incone-tax Act are ultra vires of the Centra
Legi sl ature.

(2) Whether the accunul ated profits anounting to Rs.
4,69, 244-13-0 could be deened to have been distributed on
the reduction of the capital from Rs. 25 lakhs to Rs. 15
| akhs within the neaning of Section 2(6A)(d) of the indian
I nconme-tax Act.

(3) Wether the amount of Rs. 11.687-3-0 received by
the assessee us security deposit on account of enpty bottles
could be considered as Capital Gains.

(4) Whet her the accumulated profits could be
consi dered as dividend deened to have been distributed in
the assessnment year 1955-56 in view of the certificate
granted by the Registrar of Conpani es under Section 61(4) of
the Indian Conpanies Act, 1913, or could be considered us
di vidend deemed to have been distributed in the assessnent
year 1956-57 because the debits of refunds were actually
nmade in the accounts of the shareholders during t he
accounting period of the assessnment year 1956-57.

5

The High Court answered all the questions against the
assessee. Hence the appeal

M. N C. Chatterjee, learned ,counsel for the assessee,
did not contest the correctness of the answer given by the
H gh Court in 'regard to the third question and, therefore,
not hing further’ need be said about it.

The first question is whether s. 2(6A)(d) of the Act is
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ultra vires the Central Legislature. Sub.section (6A) was

inserted ins. 2 of the Act by s. 2 of the Indian Incone-tax

(Amendrent) Act,. 1939 (Act VII of 1939). Section 2(6A)(d)
of the Act reads:

"' Dividend includes any distribution by

a company on the reduction of its capital to

the extent to which the conpany possesses

accunul ated profits which arose after the end

of the previous year ending next before the

1st day of April, 1933, whet her such
accunul ated profits have been capitalised or
not . "

The said Act VII of 1939 was passed by the Centra
Legi slature in exercise of its powers conferred under s. 100
of the Governnment of India Act, 1935, read with entry 54 of
List | of the. Seventh Schedule thereof. Entry 54 reads:
"Tax on income other than agricultural incone.”

M. Chatterjee contends that while the said entry 54 enabl es
the appropriate Legislature to inpose a tax on "incone", the
Legi sl ature by enlarging the definition of dividend so as to
i nclude the —anount received by a sharehol der towards the
share capital contributed by him which cannot possibly be
i ncome, seeks to tax a capital receipt, and, therefore, the
said clause is ultra vires the Central Legislature.

M. R Ganapathy/lyer, learned counsel for the Revenue
contends that a legislative entry nust receive the w dest
connotation and should not be interpreted in any narrow or
restricted sense, and if so construed the said entry enables
the Legislature to nmake a law to prevent evasion of tax on
inconme by devious nethods and that the Legislature in the
instant case seeks to prevent the growing evil of tax
evasi on by conpanies distributing profits under the guise of
reducti on of capital.

It is well settled rule of construction that entries in
the legislative lists cannot “be read in a narrow or
restricted sense: they should be construed nost liberally
and in their w dest anplitude. In'the words of Gwer, C. J.,
in The United Provinces v. Atiga Begum(l) "each general word
should be held to extend to all ~ancillary or - subsidiary
matters which can fairly and reasonably be said to be
conprehended by it." This Court in a nunber of  decisions
held that the expression "incone" in entry 54 of List |- of
the Seventh Schedule to the Government of |ndia Act, 1935,
and the
(1) [1940] F.C.R 110.

6

corresponding entry 82 of List 1 of the Seventh Schedule to

the Constitution of India, shall be widely and |Iliberally
construed so as to enable a Legislature to provide by |aw
for the prevention of evasion of income-tax. In Sardar
Bal dev

Singh v. Comm ssioner Income-tax, Delhi and Ajner (1) this
Court maintained the constitutional validity of s. 23A(1) of
the Income-tax Act, which enmpowered the Incone-tax Officer
to

i mpose super-tax in a case where a private linmted conpany
distributed | ess than sixty per cent. of the total inconme of
the conpany as dividends on the ground that the object of
the section was to prevent avoidance of super-tax by
sharehol ders of a conpany in which the public were not
substantially i nterested. In Balaji V. | ncone-t ax
Oficer, Special Investigation Circle (2) this Court ruled
that s. 16(3)(a)(i) and (ii) of the Income-tax Act, whi ch
enabled the Incone-tax Oficer in conputing the tota
i ncome of a person to include the share of the income of his
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wi fe and m nor sons therein, was constitutionally valid for
the reason that it was intended to prevent evasion of tax by
persons putting the properties in the nanes of their wves
or mnor children, as the case may be. This Court again in
Navni t | al C. Javeri Vv.K K Sen, Appel | ate Assi st ant
Conmi ssi oner

| ncone-t ax, "D' Range, Bonbay (3) sustained the
validity of s. 2(6A)(e) of the Indian Incone-tax Act, 1922,
whi ch i ncl uded

the definition of "dividend", inter alia, paynment made
by the conmpany by way of advance or |oan to a shareholder to
the extent to which the conpany possessed accunul at ed
profits on the ground that it was a neasure to prevent
private controlled conpanies adopting the device of nmaking
advances or giving loans to their shareholders with the
obj ect of evadi ng paynment of tax.

The question in the instant- case, therefore, is whether
the constitutional validity of s. 2(6A)(d) of the Act can be
supported’ on- the ~ground that it was enacted to prevent
evasi on of inconme-tax. Wiile an entry delineating a
legislative field nust bewidely and Iliberally construed,
there must be a reasonabl e nexus between the itemtaxed and
the field so delineated. ~The said clause deals wth the
di stribution by a conpany on the reduction of its capital to
the extent to which  the conpany possesses accunul ated
profits. Accunul ated profits of a conpany may be wutilised
in the following 3 ways: (1) for increasing the capita
stocks; (2) for distributing the sane anong the sharehol ders
by way of dividends; and (3) for  reducing the capital.
O dinarily a conpany reduces the capital when there is |o0ss
or depreciation of assets; in that event there is no
guestion of distribution of profits to the shareholders but
the shares are only devaluated. But a conpany may, . on the
pretext of reducing its capital, utilise its accumnulated
profits to pay back to the sharehol ders the whole or part of
the paid up ambunts on the shares. ‘A sharehol der though in
form gets back the whole
(1) [1961] 1 S.C R 482.

(2) [1962]2 S.C.R 983. (3)[1965] 1 S.C.R 909.

7

or a part of the capital contributed by him in -effect _he
gets a share of the accunulated profits, which, if a
straightforward course was foll owed, he shoul d have received
as di vi dend. This is a division of profits wunder the
guise of division of capital; a distribution of profits
under the colour of reduction of capital. If this was
permtted, there would be evasion of super-tax, the extent
of the evasion dependi ng upon the preval ence of the evil.
The Legi slature, presumably in the interest of the
exchequer, enlarged the definition of "dividend" to /catch
the said paynents within the net of taxation. By doing so,
it is really taxing the profits in the hands 'of the
sharehol ders, though they are receiving the said profits
under the cl oak of capital.

Learned counsel for the appel | ant cont ends t hat
under the Conpanies Act a conpany can |awful 1y reduce the
share capital with the sanction of the Court, that there
is no prohibition thereunder against such a reduction
bei ng made by way of distribution of accunulated profits to
the sharehol ders, that the anmounts so paid to themwould be
in law capital receipts and that, therefore, there could not
be in law or in fact any evasion of tax on incone. Reliance
is placed upon ss. 100 to 103 of the Conpanies Act. Thi s
argunent mxes up two aspects--the legal and fiscal. Under
Conpany Law the question of reducing capital is a donestic
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one for the decision of the mpjority of shareholders. The
Court cones into the picture only to see that the reduction
is fair and equitable and that the interests of the mnority
and the creditors do not suffer. It may not also be
concerned with the notive of the general body in resolving
to reduce the capital; but the Inconme-tax lawis concerned
with tax evasion. Tax can be evaded by breaking the |aw,
or avoided in terns of the law. Wen there is a factua
avoi dance of tax in terms of law, the Legislature steps in
to anend the Inconme-tax law so that it can catch such an
income wthin the net of taxation. There is, therefore, no
i nconsi stency between a receipt being a capital one under
the Conmpany law, and by fiction being treated as taxable
i ncone under the |ncome-tax Act.

Therefore, as s. 2(6A)(d) of the Act enbodies a law to
prevent evasion of tax, it falls within the ken of entry 54
of List | of Schedule Seven to Government of India Act,
1935.

The next ~ question is whether the said dividends were
di stributedin the year 1953-54, as the appellant contends,
or in the accounting year 1954-55, as the respondent argues.
The relevant sections of the Act in this context are s.
2(6A)(cl) and s. 16(2). Section 2(6A)(d) has been already
extracted. The relevant part of | 6(2) reads:

"For the purposes of inclusion in the
total income of an assessee any dividend shal
be deened to be incone of the previous vyear
in which it is paid, credited or d

oo —~c o~

8

"Dividend", wth which we are now concerned, is not that
which we ordinarily understand by that expression, but
di vidend by definition. Under s. 2(6A)(d) of the Act it _is
one of the ingredients of the definition that it shall have
been distributed by a conpany on reduction of the capital to
the extent to which the conpany possesses accunul ated
profits. Under s. 16(2) of the Act such a dividend shall be
deened to be an inconme of the previous year in which it 1is
paid, credited or distributed. Unless such a di'stribution
as is mentioned in cl. (d) of s. 2(6A) of the Act had taken
place, it would not be a dividend. If it was not so
distributed, s. 16(2) of the Act would not be attracted. To
put it in other words, if the accunulated profits were
distributed, it would satisfy not only the definition of
"dividend" in cl. (d) but also would fix the year in ‘which
it would be deemed to be income. What then is the nmeaning
of the expression "distribution"? The dictionary meani ng of
the expression "distribution" is "to give each a share, to

give to several persons". The expression "distribution"
connotes sonething actual and not notional. It can be
physical; it can also be constructive. One may distribute

amounts between different shareholders either by «crediting
the anmount due to each one of them in their respective
accounts or by actually paying to each one of them the
amount due to him This Court had to construe the scope of
the word "paid" ins. 16(2) of the Act in J. Dalnma v.
Conmi ssioner of I.T. Delhi(1). Shah, J., speaking for the
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Court observed:

"The expression "paid" ins. 16(2), it
is true, does not contenplate actual receipt
of the dividend by the nmenber. In general
dividend may be said to be paid within the
meani ng of section 16(2) when the conpany
di scharges its liability and makes the anount
of dividend unconditionally available to the
menber entitled thereto."

This Court again reaffirmed the said principle in Ms.
P.R  Saraiya v. Comm ssioner of Income-tax, Bonmbay City 1
Bonbay(2) and held that where dividend was not credited to
any separate account of the assessee so that he could, if he
wi shed, drawit, it was not "credited or paid' wthin the
nmeaning of s. 16(2) of ‘the Act. The sane neaning nust be

given to the word "distribution". The only difference
bet ween t he expr essi-on "pai d" and t he expr essi on
"distribution® is that the l|atter necessarily involves the

i dea of division between several persons which is the sane
as paynment to several persons.

At this stage the anomaly that is alleged to flow from our
view may conveniently be noticed. It is said that there
will bedifferent points of tine for ascertaining the extent
of the accumu | ated profits. Wth the result s. 2(6A)(d) of
the .Act becomes un workable in practice or at any rate
| eads to wunnecessary conplications. W do not see any
justification for this comrent.

9
Distribution is a cul mination of ‘a process. Firstly, there
will bea resolution by the General Body of ‘a conpany for

reduction of <capital by distribution of the accunul ated
profits anongst the sharehol ders; secondly, the conpany wll
file an application in the Court for an order confirmng the
reduction of «capital; thirdly, after it is confirned, it
wil | be registered by the Registrar of Joint St ock
Conpanies; fourthly, after the registration the  conpany
i ssues notices to the shareholders inviting applications for
refund of the share capital; and fifthly, on receiving the
applications the conpany will distribute the said profits
ei t her by crediting the proportionate share capital to
each of the shareholders in their respective, accounts or by
paying the said anmounts in cash. Qut of the said 5 steps,
the first 4 are only necessary prelimnary steps which
entitle the conpany to distribute the accunulated profits.
Credits or paynents are related to the said declaration
that is to say, distributionis from and out of the
accunul ated profits resolved to be distributed by the
conpany. In this view, the accunulated profits to be
distributed are fixed by the resolution and the figure / does
not change with the date of paynent or credit. | ndeed, a
simlar process is to be followed in the case of declaration
of ordinary dividends; firstly, there will be a resolution
by the CGeneral Body of the company declaring the dividends;
secondly, thereafter the amounts payable to each of the
sharehol ders are distributed by appropriate credits  or
paynments. Dividends nmay be paid or credited to different
sharehol ders during. different accounting years; and the
sharehol ders may be assessed in respect of the said paynents
in different years. Even so, the paynents are referable
only to the declaration of the dividends out of the profits
of a particular year. This Court, as we have noticed
earlier, in the decisions cited supra held that the year of
credit or paynent to a shareholder was crucial for the
pur pose of assessment and not the date of declaration

Let us see whether this view introduces any conplication
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in the matter of reduction of rebate on super-tax payable by
the conpany. The appel | ant - Conpany set up a claim for a
rebate on super-tax under el. (ii) of the first proviso to
paragraph D of Part Il of the first schedule to the Finance
Act, 1956. The Conpany based its claimon the contention
that the distribution of dividends on reduction of capita
took place during the year endi ng Novenber 30, 1954, and not
during the year ending Novenber 30, 1955, and, therefore,
el. (i)(b) of the second proviso to paragraph D of Part I
of the first schedule to the Finance Act, 1956, read wth
Expl anati on (ii) to paragraph D, which provides f or
reduction of rebate allowable under cl. (ii) of the first
proviso by an anobunt conputed at certain slab rates on the
amount of dividends distributed to the shar ehol ders
during the previous year. could not be invoked. To put it
in other words, the -assessee clainmed that as the dividents
were not distributed in the accounting year, there could not
be any reduction of the rebates under

10

cl. (i)(b) of the said proviso. 1If, as we have held, the
di stribution was made during the year ending Novenber 30,
1955, i.e., the accounting year when the amounts were paid,

the Revenue would beentitled to reduce the rebate by the
amount conmputed at the prescribed rates on the anount of
di vidends. Sone conplication may arise only' if we accept
the argunment that the date of paynment fixes the date for
ascertaining the quantum of accumrul ated profits. But we have
rejected that contention. In this view, ‘the claim of
reduction of rebate  on super-tax provided by the first
schedul e to the Finance Act, 1956, can be worked out without
any confusion or conplication.. W, therefore, hold that the
di vi dends must be deened to have been paid or distributed in
the year when it was actually, whether physically or
constructively, paid to the different shareholders, that is
to say when the anpbunt was credited to the separate accounts
of the sharehol ders or paid to them

VWhat are the facts in the present case? The Hi gh Court,
on August 6, 1954, sanctioned the reduction of the capita
from Rs. 25 lakhs to Rs. 15 | akhs. - On Novemnber = 4, 1954,
the Registrar of Conpanies issued the certificate under s.
61(4) of the Conpanies Act. On Novenber 5, 1954, the Conpany
i ssued notices to the sharehol ders inviting applications for
r ef unds. In the notice sent to the sharehol ders they were
infornmed that the share transfer register of the Conpany
woul d remain dosed from Novenber 16, to Novenber 30, 1954
(both days inclusive) and refund would be made to those
shar ehol ders whose names stood on Novenber 15; 1954, in the
books of the Conpany. After the applications were received,
the anpunts payable to the sharehol ders were debited in the
accounts and refunds were actually granted during the
accounting vyear, 1i.e., between Decenber 1, 1954, and
Novenber 30, 1955. It is clear fromthe said facts that the
amounts were distributed only during the accounting year
when the amobunts were both debited and paid. W, therefore,
agree with the H gh Court that the di vi dends wer e
distributed to the sharehol ders during the accounting year
i.e., 1954-55,
In the result, the appeal fails and is disnissed with costs.
Bachawat J;. For the reasons given by brother Subba Rao J,
we agree that s. 2(6A)(d) of the Indian Income-tax Act,
1922 is not ultra vires the Central Legislature, but we are
unable to agree wth his conclusion with regard to the
fourth question of law referred for the opinion of the High
Court. The fourth question arose because of the claimof the
appel | ant conpany to a rebate of super-tax under cl. (ii) of
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the first proviso to paragraph D of part Il of the first
schedule to the Finance Act, 1956 and its contention that
the distribution of dividends on reduction of capita
contenplated by s. 2(6A)(d) of the Indian Income-tax Act,
1922 took place during the year ending Novenber 30, 1954,
and not during the year ending Novenmber 30, 1955, and
consequently there could be no reduction of the rebate under
cl. (i)(b) of the second proviso to paragraph D of part |II
of the first schedule to the Finance Act, 1956 read wth
explanation (ii) to paragraph D
11

Now, el. (i)(b) of the second proviso to paragraph D of
part Il of the first schedule to the Finance Act, 1956
provides for reduction of the rebate allowable under cl
(ii) of +the preceding proviso by an anount conmputed at
certain slab rates on the-amunt of dividends "in the case
of a conpany referredtoinel. (ii) of the preceding
provi so which has distributed toits sharehol ders during the
previ ous year dividends in excess of 6 per cent of its paid-
up capital not being dividends payable at a fixed rate", and
the explanation (ii) to paragraph D provides that for
purpose of paragraph D "the expression ’'dividend shall be
deened to include any distribution included in t he
expression 'dividend as defined in el. (6A) of section 2 of
the Indian Incone-tax Act". Section 2(6A)(d) of the Indian
I ncome-tax Act, 1922 provides that "dividend' includes "any
di stribution by a conpany on the reduction of its capital to
the extent to which the conpany possesses accunul ated
profits which arose after theend of the previous year
endi ng next before the Ist day of April, 1933, whether such
accunul ated profits have been capitalised or not."

Qoviously, s. 2(6A)(d) contenplates a distribution on
reduction of capital wunder s. 55(1)(c) of the Indian
Conpani es Act, 1913, under which subject to confirmation by
the Court, a limted conpany, if so authorised by its
articles, my by special resolution reduce the 'share
capital in any way, and in particular may "either 'with or
wi t hout extinguishing or reducing liability on any of its
shares, pay off any paid-up capital which is in~ excess of
the wants of the conpany", and may, if and so far as is
necessary, alter its menorandum by reduci ng the -amount of
its share capital and of its shares accordingly. Section 56
of the Act enables the conpany to apply to the Court for an
order confirm ng the reduction, and under s. 60 of the Act,
the Court may nmake an order confirm ng,the reduction on such
terms and conditions as it thinks fit.Upon conpliance wth
certain formalities, the Registrar of Joint Stock Companies
is required under s. 61 of the Act to register the order and
a mnute approved by the Court, and on such registration
and not before, the resolution for reducing share capital as
confirmed by the order so registered shall take  effect.
Under s. 62,the minute when registered shall be deenmed to be
substituted for the corresponding part of the menorandum of
the conpany.

In the instant ease, the issued, subscribed and paid-up
capital the conpany was Rs. 25 | akhs, consisting of 5 |akhs
shares of Rs. 5 each. On Decenber 16, 1953, the conpany
passed a special resolution for reducing its share capita

from Rs. 25 lakhs to Rs. 15 | akhs and for paynment of Rs. 2
per share to the existing share-holders under s. 55(1)(c) of
the I ndian Conpani es Act, 1913.On May 10. 1954, the conpany
applied to the Court for an order confirmng the reduction

On  August 6, 1954, the High Court nmade an order confirmng
the reduction. On Novenber 4, 1954,the order and the minute
approved by the Court were duly registered wth t he
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Regi strar, and on the same date, the Registrar

12

issued a certificate of registration. On Novenber 5, 1954,
the notice of registration was duly published. On the sane
day, t he conpany issued a circular notice to its
sharehol ders stating that the refund of Rs. 2 per share wll
be made on receiving confirmation of the registration and
requesting the shareholders to send their share certificates
to the conpany at an early date for necessary endorsenent
and refund of share capital and stating that the refund
would be nade to the sharehol ders, whose names stood on
Novermber 15, 1954 in the books of the company, the share
transfer register would remain closed from Novenber 16 to
Novenber 30, 1954, and the refunds would be nade to the
shar ehol ders whose nanes stood on Novenmber 15, 1954 in the
books of the conpany.  The balance ,sheet for the year ending
Novermber 30, 1954 did not show the reduction, and the
capital of the conpany in this bal ance sheet was shown to be
Rs. 25 lakhs.” The necessary book entries and the paynents
of dividends to the shareholders were not made during the
year ending Novenber 30, 1954. The book entries with regard
to the reduction and refund were nade, and the refunds were
given to the shareholders during the year ending Novenber
30. 1955 and the reduction was shown in the balance sheet
for the year ending Novenber 30, 1955.

The point in issue is when does the distribution
contenpl ated by s. 2(6A)(d) of the Inconme-tax Act. 1922 take
pl ace? Section 2(6A)(d) speaks of dividend in the shape of
any distribution by a conpany amongst its shareholders on
reduction on its capital to the extent ~of accumulated
profits possessed by it. W reject the contention that this
distribution takes place when the dividend is paid or
credited to the shareholders. The distribution contenplated
s. 2(6A)(d) is a distribution by a conmpany "on the reduction
of its capital”. The word "on" has no fixed meaning, but in
the context of the sub-section, it must be given the neaning
"at the tinme of". as "on entering", "on the 1st of the
nonth". The distribution contenplated by the sub-section is
therefore, distribution at the tinme of the reduction of its
capital, that is to say, when the resolution for reduction
of its «capital under s. 55(1)(c) of the Indian - Companies
Act, 1913 takes effect. As soon as the resolution for
reducti on of capital and consequential refund of the surplus
capital to the sharehol ders takes effect, the capital stands
reduced, the surplus ceases to be capital and stands
allotted to the sharehol ders, each shareholder obtains a
vested right to the refund of his share of the surplus, and
a liability arises on the part of the conpany to make the
r ef und. This liability arises as soon as the reduction of
capital takes effect, and it matters not that the conpany
has not nmade the necessary book entries showing the
reduction of capital and the transfer of the surplus to the
account of the shareholders. The word "distribution™ has
several dictionary neanings. In the context of s. 2(6A)(d),
it means allotnent or apportionnment of the surplus anongst
the shareholders; this allotnment takes place and each
sharehol der gets a vested right to his portion of the
surplus as soon as the capital stands reduced.

13

A close scrutiny of s. 2(6A)(d) reveals that (a) the
distribution takes place on a single date and (b) the
expression "accunul ated profits" nmeans profits accunul ated
up to the date of the distribution. These two basic ideas
which are inplicit ins. 2(6A)(d) are forcibly brought out
in the explanation to the corresponding s. 2(22) of the
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I ncome-tax Act, 1961. We thus find firstly that the entire
di stribution of the surplus anbngst the sharehol ders takes
pl ace on a single date. Now if the distributionis to have
a certain date, that date can only be the date when the
reducti on of capital becones effective. The payments to
the sharehol ders either actual or notional by credit entries
in the books of account are nmade subsequently. The paynents
need not be made on one date; they may be and often are made
on several dates. The successive paynents cannot be the
di stribution contenplated by s. 2(6A)(d). W find secondly
that the accumul ated profits are to be ascertained on the
date of the distribution. But we find independently for
reasons nentioned hereafter. that the accunulated profits
nmust be ascertained on the date of the reduction of capital.
Thus the two events, nanely, the distribution and the
reducti on of capital rmust synchronise, and the accumul ated
profits nust also be ascertained at the sanme point of tinme.
The synchronisation i's also obvious on a plain reading of
the abridged text "any distribution on the reduction of
capital to the extent of accunul ated profits".

The artificial dividend under s. 2(6A)(d) nust be fixed
by reference to the accunmul ated profits on the date of the
reducti on of capital and not by reference to the accumul at ed
profits on the successive dates of the paynents. If the
amount of the dividend were to be fixed by reference to the
accunul ated profits on the several dates of the paynents,
the result mght well be that sonme paynents woul d be

dividends to their ' full extent,  some would be dividends
to alimted extent. ‘and sone would not be dividends at
all. Take a case where the accounting year of the conpany

ends on Novenber 30, a resolution for the reduction of its
capital to the extent of Rs. 10 lakhs and for refund of
Rs. 2 for each share of Rs. 5 takes effect on June 30, 1954
and payments of rupees one, six and three |akhs are nmade
respectively on Cctober 30, 1954, COctober 30, 1955 and
Cctober 30, 1956; and assunme that the extent  of the
accunul ated profits is rupees ten/lakhs on June 30, 1954 and
on COctober 30, 1954, rupees two |akhs on October 30, 1955
and rupees two | akhs on Cctober 30, 1956. |If the anpbunt of
the dividend were’ to be fixed by reference to the
accumul ated profits on the dates of the paynents, the result
would be that the paynment of rupees one lakh would be
dividend to the full extent, the paynent of rupees six |akhs
woul d be dividend to the extent of one third and the paynent

of rupees three | akhs woul d not be dividend at all. It is
reasonable to think that the legislature did not contenplate
such a result. The character of the distribution is

determ ned by the extent of the accumnul ated profits on. the
date when the reduction
/B(D)2SCl --3
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of capital becones effective and is not altered by any
subsequent increase or decrease of the accunulated profits,
and all subsequent paynent of the capital so distributed
share alike the original character of the distribution

It is argued that in the case of a normal dividend, a
conparable distribution takes place, a declaration of
di vidend out of the profits of a particular year is nmade,
and is followed by payment of the dividend, and decided
cases under s. 16(2) show that the distribution takes place
on paynent and not on the declaration of a dividend. e
think this conmparison of the normal dividend wth the
artificial dividend in s. 2(6A)(d) in the shape of
distribution to the extent of the accunul ated profits is
m sl eadi ng, and the assunptions on which this conmparison is
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made are not correct. The declaration of a nornal di vi dend
nmay be nmade out of accunulated profits, and need not
necessarily be made out of the profits of any particular
year. Section 2(6A)(d) does not contain any definition of a
nor mal di vi dend. In the case of a normal dividend, the
guestion of ascertaining the accurmulated profits to the
extent of which the distribution anbunts to dividend does
not arise. Thi s probl em woul d have arisen, had s. 2(6A)
defined nornal dividend as "any distribution by a conmpany on
the declaration of dividend to the extent to which the
conpany possesses accunul ated profits". On such a
definition, the only possible interpretati on woul d have been
that the accumulated profits are ascertained and the
di stribution takes place on the date of the declaration of
t he dividend.

The argurment based upon the deci ded cases under s. 16(2)
is msconceived. Section 16(2) dealt with the question when
the dividend shall be deened to be the incone of the
sharehol ders. By s. 16(2) the dividend was deened to be the
i ncome of “the sharehol ders when it was paid, credited or
distributed. ~An artificial dividend> under s. 2(6A)(d) is
either distributed or paid, whereas the normal dividend is
either paid or credited, and in the case of J. Dalma v.
Conmi ssi oner of Income-tax(1l) and Padmavati R Suraiya V.
Conmi ssioner of Incone-tax(2) it was held that the nornal
dividend is neither paid nor credited by reason of the fact
that the dividend is declared. |In this case, we are not
concerned wth the problem of construction of 's. 16(2) or
the interpretation of the word "paid" or "credited". The
word "distributed" is not synonynmous with the word "paid" or
"credited". The three words are wused in the Act in
different senses. Mreover, the policy of the |egislature
on the question of the taxability of the dividend in the
hands of the sharehol ders has varied from time to  tinme.
Subsection (2) of s. 16 was repealed and in its place, @ sub-
s. (IA) of s. 12 was introduced by the Finance Act, @ 1959
with effect from April 1, 1960, and the corresponding
provision is to be found ins. 8 of the Inconme-tax Act,
1961. Under s. 12(1A) of the Inconetax Act, 1922 and s. 8
of the Incone-tax Act the declaration of
[1964] 53 |.T.R 83, 90. (2) [1965] 1 S.C.R
307.

15

dividend 1is crucial even for purposes of assessment of the
sharehol ders. The | egislature thus recognises now that the
distribution of the nornal dividend takes place on the
decl aration of the dividend.

In the instant case, the resolution for the reduction of
the capital of the conpany and the consequential refund of
the surplus capital to its shareholders took effect on
Novermber 4, 1954. Consequently. the distribution  of the
di vidend as defined by s. 2(6A)(d) took place on Novenber 4.
1954, i.e. during the previous year corresponding to the
assessment year 1955-56. It is true that during the
accounting year ending Novenber 30, 1954. the conmpany did
not pay any dividends, nor nake any book entries with regard
to reduction of capital or with regard to refund or paynent
of surplus capital. But the conpany incurred on Novenber
4, 1954 the legal liability to make the refunds and the
di stribution must be deened to have taken place on Novenber
4, 1954, though nO book entries were made and no paynents
were made on that date. In viewof the fact that the
distribution took effect on Novenber 4, 1954, the conpany
was bound to nake necessary entries in their books on
Novermber 4, 1954 showing the reduction of capital, and was
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also bound to show the reduction in its balance sheet for
the vyear ending Novenber 30, 1954. Irrespective of its
net hod of book- keepi ng, the conmpany incurred on Novenber 4,
1954, the legal liability to make the refunds. The nmethod of
bookkeeping is not relevant, but, were it so, it is
pertinent to renenber that the accounts of the conpany were
kept on the nercantile basis. That system of accounting
brings into debit an expenditure the amobunt for which a
legal liability has been incurred before it is actually
di sbursed. See Keshav MIIls Ltd. v. Conm ssioner of |ncome-
tax, Bonbay(1).

In conclusion, we nust point out that the revenue
authorities should have, but in fact have not fixed the
amount of the dividend by reference to the accunulated
profits on Novermber 4, 1954. when the resolution for
reducti on of capital becane effective, or by reference to
the accunul ated profits brought forward on Decenber 1, 1953
at the comencenent of the accounting year during which the
reduction’/ of ~ capital took effect. Instead, the revenue
authoriti'es took into account the accunulated profits on
Decenmber 1, 1954, that “is to say, the date of t he
conmencement of the subsequent accounting year during which
the dividends were -paid. The anmount of the accunul ated
profits as on Decenber 1, 1954 was fixed by the |ncone-tax
Oficer at Rs. 8,422,337, and was subsequently reduced by the
Tribunal to Rs. 4,69, 244-13-0. The revenue authorities
rightly assuned that the distributionand the ascertainnent
of the accumulated profits to the “extent ‘of which the
distribution is deenmed to be dividend under s. 2(6A)(d) took
pl ace
16
during the sane accounting year, but they erred in  holding
that the accounting year commenci ng on Decenber 1, 1954 s
the rel evant year.

In our opinion, the Hgh Court was in error in holding
that dividends under s. 2(6A)(d) were distributed during the
previous year corresponding to the assessnment year, 1956-
57. We think that the dividends, if any, under s. 2(6A) (d)
were distributed in the previous year corresponding to the
assessment year 1955-56. and the fourth question should be
answered accordingly. The appeal is allowed in part to this
extent. In view of the divided success, we direct that the
parties will pay and bear their own costs in this Court and
in the Court bel ow

ORDER BY COURT

In accordance with the majority Judgnment, the appea
fails and is dism ssed with costs.
17




