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ACT:

Incbne—Tax Act (11 of 1922) ss. 2 (6A .) (c), 2(6C) and 44F-
Deened dividend, if incone under s. 44F.

HEADNOTE

The assessee sold his share holdings in certain managi ng
agency conpanies. A few days thereafter the managi ng agency
conpanies went into voluntary [iquidation. Consequent |y,
the assets of those conpanies were distributed  anong the
sharehol ders then on the registers of the conpanies: They
included the persons who had newy purchased the shares.
They were either not liable to pay any income-tax or were
liable to pay tax at a rate |lower than what the assessee
woul d have had to pay had he received the anount
di stributed. The Departnment and the Appellate Tribunal held
that the amounts distributed were dividends wthin the
meani ng of s. 2(6A)(c) of the Inconme-tax Act, 1922, that the
assessee sold his shares with a viewto avoid incone-tax and
super tax, and that, consequently, the assets distributed,
which would have fallen to his share had he not sold his
shares, were liable to be brought to tax under s. 44F of the

Act . The Hi gh Court, on reference, held in favour ‘of the
assessee.

Di sm ssing the appeal to this Court,

HELD : (1) Section 2(6C) of the Income-tax Act gives an
inclus; definition of 'income’ and dividend is included
t herein. Therefore, if receipt can be considered as.

dividend it has to be considered as inconunder 2(6C)
Section 2(6A) gives an inclusive definition of 'dividend and
under sub-cl. (c), any distribution nade to the sharehol ders
of a conpany on 'its liquidation would be deened to be
dividend; but, this definition applies only if there is
not hi ng repugnant in the 'subject or context. [1061G H, 1062
A- B]

(2)Legal fictions are only for a definite purpose and they
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are limted to thepurpose for which they are created and
shoul d not be extended beyondtheir legitimte field. In
the case of deened dividend under s. 2(6A) (c) the assets
distributed will be considered as incone in the account year
in which it is distributed but that conception would be in-
applicable in cases com ng under s. 44F. [1064 C E
Conmi ssi oner of Incone-tax, Andhra Pradesh v. C.P. Sarathy
Mudaliar, 82 |I.T.R 170; and Commi ssioner of |ncome-tax,
Bonbay City-1 v. Amar-. chand N. Shroff, 48 |1.T.R 59,
referred to.

(3)Under s. 44F (1) to (3) the income referred to therein
should arise fromshares or securities during a period of

tinme. Further, it nust be a periodical incone which is
capabl e of being apportioned on the basis that it is deened
to have accrued fromday to day. In the case of interest on

securities or dividends on shares they are paid at certain
intervals and hence they can be deemed as having accrued
from day to day; but in the case of distribution of the
assets| of a-conpany on liquidation it is not possible to
deem it ‘as having accrued fromday to day. Wen a conpany
goes into_ liquidation the share scripts are nothing but
pi eces of paper and no incone-arises fromthose shares after
the liquidation. What the share holder gets on |iquidation
is not any incone 'from shares but

1059

a share of the assets of the quondam conpany and such a
receipt is incapable of being deenedto have accrued from
day to day. Moreover, ,the conpany may go into |iquidation
l ong after the accounting year ends and there is nothing to
i ndi cate what period the income-tax officer should take into
consi deration for applying the fiction that "the incone had
deened to accrue fromday to day." [1065A-C]

(4) The two provisions, nanmely, s. 2(6A)(c) and s.. 44F
cannot be dovetail ed unless three assunptions are made, (a)
that the- fictional dividend contenplated by s. 2(6A)(c) is
"incane’ within the nmeaning of s. 44F;, (b) that the dividend
is capable of being deenmed to have accrued day to day; and
(c) that the day to day distribution contenplated ins. 44F
comences on the comencenent of the relevant ~ accounting
year and ends with the distribution of the assets. To do
so, words would have to be read into the section which is
i mperm ssible in construing a provision of law. Hence, the
deened dividend contenplated by s. 2 (6A)(c), cannot be
consi dered as income under s. 44F. [1064 G H

Conmi ssi oner of |ncone-tax Madras v. Ajax Products Ltd. 55,
1.T.R 741, referred to

(6) The legislative intent in enacting s. 44F is clear from
the report of the Select Comrmittee. It was to prevent
avoi dance of tax by certain devices to convert revenue
receipts into capital receipts knowmmn as ’'bond washing

transacti ons. The marginal note to the section also shows
that that was the intention of the Legislature. [21065C D
10678]

Conmi ssi oner of Incone-tax, Madhya Pradesh and Bhopal  v.
Sodra Devi etc., 32 I.T.R 615, 627, referred to.

JUDGVENT:

ClVIL APPELLATE JURI SDICTION : C A Nos. 2348-2349 of 1969,
1139 of 1969 and Civil Appeals Nos. 2006 & 2007 of 1971
Appeal s by certificate wunder Article 133 " of t he
Constitution of India fromthe judgment and order dated
January- 15, 1966 of the Gujarat High Court in Ahmedabad in
. T.R Nos. 2 and 1 of 1966.




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

Page 3 of 9

B.Sen, B. B. A huja and-B. D. Sharnma for the appellant
(in C A Nos. 2348-2349/69 & 2006-2007/71.)

B. Sen and B. D. Sharmm, for the appellant (in CA No. 1
139/ 69).

N. A. Palkhivala, S. T. Desai, M C  Chagla, V. M
Tar kunde,

A K. Verma, J. B. Dadachanji, O C. Mathur and Ravi nder
Narain, for the respondents (in C A Nos. 2348-2349/69 and
2006- 2007/ 71) .

N. A. Pal khivala, A K Verina, J. B. Dadachanji, 0. C
Mat hur and Ravi nder Narain, for the respondent in C. A No.
1139/ 69).

1060

The Judgrment of the Court was delivered by

Hegde, J. The principal question of law arising in these
appeals by certificate is whether on the facts and in the
circunst ances of ~each of these cases the Departnment was
right in. applying s. 44-Fread with s. 2(6A)(c) of the
Indian' Inconme-tax Act, 1922 (to be hereinafter referred to
as the " Act). The Incone-tax Oficer, the Appel | ate
Assi st ant - Commi ssi oner and the Income-tax Appellate Tribuna
answered that question-in favour of the Departnment but the
H gh Court answered the sane in favour of the assessee. As
we are in agreenment with-the conclusion reached by the High
Court, we do not /think it necessary to exanmine the other
guestions arising in these appeals.

For deciding the said question of law, it is sufficient if
we take wup the facts of any one of these cases. For the
sake of convenience, we shall set out the facts in Gvi
Appeal No. 2348 of 1969. The assessee in that case is
Vadi |l al Lallubhai. He is assessed as an individual. The
rel evant assessnment year is 1958-59, the accounting year
bei ng the year ending on March 31, 1958.

The assessee belongs to the well-known fanmly of  Vadila
Lal | ubhai Mehta of Ahmedabad. The nembers of this famly
(who for the sake of convenience wll hereinafter be
referred to as the "Mehta G oup") owned shares’ in and
controlled several conpanies including certain’ managi ng
agency conpanies, Those nmanaging agency conpanies were
Private Ltd. conpanies. The nanaged conpanies were also
conpanies in which the nenbers of the "Mhta Goup" had
controlling interest. This Goup had also selling agency
rights in the conpanies which they were managi ng. On the
conming into force of the Conpanies Act, 1956, the managi ng
agency conpanies gave up their nanagi ng agency  rights in
order to safeguard their selling agency rights. Thereafter
the assessee sold his share holdings to the enployees of
some "Mehta G oup” conpanies or the relations of such em

pl oyees. In addition he sold some shares to one of the
famly trusts. A few days after the sales in question,
t hose nmanagi ng agency enployees went into vol untary
i quidation. Consequently the assets of those conpanies

were distributed anong the sharehol ders who were borne on
the registers of the conpanies as on the dates of
liquidation. These sharehol ders included those persons who
had new y purchased the shares. One of the new sharehol ders
as mentioned earlier was a charitable trust which was not
liable to pay any tax. The remaining shareholders were
either not liable to pay any tax or were liable to pay tax
at a lower rate than the assessee would have had to pay bad
be received the amount distributed by the Iiquidators.

1061

The Income-tax O ficer brought to tax a portion

of the assets distributed on liquidation by applying
S. 44-Fread with s. 2 (6A) (c) of the Act. The Appellate
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Assi stant Conmi ssioner agreed with this view. The assessee’s
appeal to t he | ncone-t ax Appel | ate Tri bi unal was
unsuccessful. Thereafter at the instance of the assessee,
certain questions were referred to the High Court for its
opi nion. Various contentions were advanced before the Hi gh
Court on behal f of the assessee. W do not think it neces-
sary to refer to those contentions as in our viewthe High
Court was right in taking the viewthat to the facts and
ci rcunst ances of the case, s. 44-Fread with s. 2
(6A) (c) was inapplicable.

It was contended on behal f of the Revenue that the
distribution of the assets of the various managing agency
conpanies on liquidationis '-dividend" within the neaning
of s. 2 (6A) (c) and consequently as "incone" as defined in
s. 2(6C). Further the assessee sold his shares with a view
to avoi d incone-tax and super-tax and consequently the
assets distributed which wuld have fallen to his share had
he not sold his share are liable to be brought to tax under
the provisions of s. 44-F of the Act. On the ot her
hand, it 'was contended on behal f of the assessee t hat
the definitions contained in. s.~ 2 are only to be applied
unless there is anything repugnant in the subject or
context". The definition of "dividend" given ins. 2 (6A)
(c) is repugnant to the subject dealt with under s. 44-F
and consequently the di stribution of = the assets in
I'iquidation of the several nmnagi ng agenci es concerns cannot
be considered as "inconme" within the nmeani ng of s.
44-F. It was urged that s. 44-F concerns itself wth the
income from securities or shares which are of a periodica
nature but which an assessee nay seek to convert into a

capital receipt by adopting certain devices. The
provi si ons therein do not deal wi-th t he
conpensation received for the very destruction of the
i ncone-yi el ding assets viz. the securities or shares. W
shall now consider which one of these two contentions is
accept abl e. But before doing so it will be convenient to

nake reference to the rel evant provisions in the Act.
Section 2, the definitions section, starts by saying that
the definitions given therein apply ’'unless  there is
anyt hi ng repugnant in the subject or context".~ Hence if the
definition of "dividend" found in s. - 2(6A)(c) is either
repugnant to the subject or context with —which we are
dealing, that definition will not be applicable. Secti on
2(6A) gives an inclusive definition of "dividend". “In this
case we are concerned with s. 2(6A)(c) which reads :

" any distribution nmade to the sharehol ders

of a conpany on its liquidation, tothe extent

to which the dis-

1062

tribution is attributable to the accunul ated

profits of the conpany imrediately before its

i quidati on whether capitalised or not."

Section 2(6C) gives an inclusive definition of "incone".
Dividend is included therein. Hence if a receipt can  be
considered as a "dividend", it has to be considered as an

"“i ncome" under s. 2(6C). This takes us to S. 44-F, which

reads:
"(1) Any person upon whomnotice is served by
t he Income-tax O ficer requiring him to
furnish a statenent of particulars relating,
to any securities in which, at any tine during
the period specified in the notice he has had
any beneficial interest, and in respect of
whi ch, within such period, either no incone
was received by himor the income received 'by
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hi mwas | ess than the sumto which the incone
woul d have anounted if the incone from such
securities had accrued fromday to day and
been apportioned accordingly, shall, whether
an assessment to income-tax or Super-tax in
respect of his total income has or has not
been nmde for the relevant year or years of
assessnment, furnish such a statement and such
particulars in the formand within the tine
(not being less than twent yei ght days)
requi red by the notice.
(2) If it appears to the Inconme-tax Oficer by
reference to all the circunstances in relation
to t he securities of any such per son
(i ncluding circunstances with respect to
sal es, purchases, deal i ngs, contracts,
arrangenents, transfers, or any ot her
transactions relating to such securities) that
such person has thereby avoided or would avoid
nore than ten per cent of the anmount of the
income-tax _or super-tax for any year which
woul d have been payable in his case in respect
of the  income fromthose securities if the
i ncome had ' been deened to accrue fromday to
day and had been apportioned accordingly, and
the incone so deened to have been apportioned
to himhad been treated as part of his tota
income fromall sources for the  purposes of
i ncone-tax or super-tax, then those securities
shal | be deened to be securities to which sub-
section (3) applies.
(3) For the purposes of _assessnent to
i ncome-,tax or super-tax in-the case of any
such person, the income fromany securities to
whi ch this sub-section applies shall be deened
to accrue from day-to-day and
10 63
in the case of the sale or transfer of any
such securities by or to himshall be ‘deened
to have been received as and when it is deened
to have accrued
Provided that this section shall not apply if
such person proves to the satisfaction of the
Income-tax Oficer that the avoidance of
i ncome-,tax or super-tax was exceptional and
not systematic and that there was not in his
case in any of the three precedi ng-years any
such avoi dance of incone-tax or super tax, or
that the provisions of section 44-E have / been
applied in his case in respect of such incone.
(4)
(5)
(6) For the purpose of this section the
expression "securities"includes stocks and
shares. "

From a reading of sub-ss. 1 to 3 of s. 44-F, it is clear

that the income referred to therein should arise from

shares or securities. Further it nust be a periodica
income which is capable of being apportioned on the basis
that it is deemed to have accrued fromday to day. Secti on

44-F(1) enpowers the Incone-tax Officer to serve a notice on
any person "requiring him to furnish a statenent of
particulars relating to any securities in which at any tine
during the period specified in the notice he has had any
beneficial interest and in respect of which, wthin such
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period either no income was received by himor the incone
received by himwas | ess than the sumto which the incone
woul d have anpunted if the incone from such securities has
accrued from day to day and had been apportioned accord-
ingly.

The power conferred on the Income-tax Oficer wunder this
provision is not confined to any stipul ated period.

Now turning to subs.(2) of s.44-F, it speaks of "the anount
of the inconme-tax or super-tax for any year which would have
been payable in his cause in respect of the incone from
those securities if the income had been deened to accrue
fromday to day and had been apporti oned accordingly.

Again sub-(3) of s.44-F speaks of ",the incone from any
securities to which this sub-section applies shall be deened
to accrue fromday to day, and in the case of the sale or
transfer of any such securities by or to himshall be deened
to have been received as and when it is deened to have
accrued.. ."

1064

It is clear fromwhat we have said earlier that s.44-F con-
cerns itself with incone arising fromsecurities or shares,
during a period of tine. VWen a conpany goes into
[iquidation, the share-scripts are no nore inconme vyielding
-assets, They are nmere pieces of paper.  No inconme arises
fromthose shares thereafter. What the sharehol der gets on
liquidation is not any incone fromshares but a share of the
assets of the quondam conpany. Such a receipt is incapable
of being deemed to accure fromday to day. In the case of
interest on securities or dividends on shares, they are paid
at certain intervals.  Hence it i's possible to deemthem as
having accrued from day to day but in the case of

di stribution of assets of a company in‘liquidation, it 1is
not possible to deemthe sane to have accrued from day to
day. We have to bear in nind that some of the ’dividends’

mentioned in s. 2(6A) are only deenmed dividends. They are
not real dividends. By a legal fiction, they are deenmed as
di vi dends. This Court held in Conm ssioner of |ncone-Tax,
Andhra Pradesh v. CP. Sarathy Midaliar,(1l) that the
definition of "dividend" contained in s. 2 (6A) (c) /is an
artificial definition of "dividend". It does not take in
di vidend actually declared or received. The dividend taken
note of by that provision is a deened dividend and not a
real dividend. The sane would be the position in the case
of the "dividend" nmentioned ins. 2 (6A) (c). As held by
this Court in Conmi ssioner of |Income-tax, Bonbay City-1 wv.
Amarchand N.  Shroff,(2) legal fictions are only for a
definite purpose and they are limted to the purpose for
which they are created and should not be extended beyond
their legitimate field.

It is established on high authorities that the subject is
not to be taxed unless the <charging provision clearly
i nmposes the obligation see Commi ssi oner of |ncome-tax Madras
v. Ajax Products Ltd. (3) As is often said that in
interpreting a taxing provision one has nerely to look to
the words of the provision. The |Ianguage enployed in S. 44-
F cannot be said to be plain enough to bring to tax the

receipts of the character with which we are concerned in
these appeal s.

To accept the contention of the Revenue, we have to adopt
threefold assunptions. Firstly the fictional di vi dend
contenmplated by s. 2 (6A) (c) is an "incone" wthin the
neaning of S. 44-F. Secondly we nust assune that that
di vidend is capabl e of being deermed to accrue day to day and
lastly we nmust assunme that the day to day distribution
contenmplated in S. 44-F comences fromthe conmencenment of
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the rel evant accounting year and ends with the distribution
of the assets as contended on behal f of the Departnent. To
do so we have to read into the section nmany nore

(1) 82 1.T.R 170.

(2) 48 1.T.R 59.

(3) 55 1.T.R 741.

1065

wor ds than it contains at present which is whol |'y
i mperm ssible in construing any provision nmuch | ess a taxing
provi si on. In the case of deemed dividend under s. 2(6A)
(c), the assets distributed will be considered as incone in
the account year in which it is distributed but that
conception would be inapplicable in cases comng under s.
44-F, A conpany nay go into liquidation long after the
accounting year ends. ~Wat period the Incone-tax Oficer
shoul d take into consideration for applying the fiction that
"the incone had deened to accrue fromday to day ?" The
schenme of 's. 2(6A) (c) is inconpatible with the scheme of s.
44- F. The two provisions are intended to neet totally
di fferent situations. The ~ former.  provision cannot be
dovetailed into the latter.

In order to find out the legislative intent, we have to find
out what was the mischief that the legislature wanted to

renmedy. The Act was extensively amended in the year 1939.
Section 44-F was not in the draft bill. That section was
recormended by the Select Conmittee -consisting of very
emnent lawers. It will not be inappropriate to find out
t he reasons which' persuaded the Select Conmittee to
recommend the inclusion of s. 44-F, if the section is

consi dered as anbi guous-see  Conmi ssioner ~of lncone-tax,

Madhya Pradesh and Bhopal v. Sodra Devi etc.(1). I'n recom

nmending the inclusion of s. 44-F, thisis what the Select
Commi ttee observed

"The new Sections 44E and 44F are

designed to prevent avoidance of tax by what

-are known as  "bondwashi ng" transacti ons,
i nvol ving the nmanipul ati on of securities so
that the securities will pass tenporarily in

the | egal ownership of sonme second person who
is either not liable at all orliable in a
| essor degree to tax, under such -conditions
that the interest on the securities is the
income of this second person. A commopn form
of the process is the sale of securities-cum
interest with a simultaneous contract to
purchase them ex-interest. Where ~foreign
securities are concerned this second person
may be a foreigner resident abroad entitled to
claimexenption fromthe tax on the interest.
More often a financial concern in lIndia is
utilised whose conmputation of profits-includes
the results of realising securities, so that
t he concern can profitably offer "bond-
washi ng" facilities to the owner of securities
bearing fixed interest where the owner hinself
is not liable to taxation on the realisation
of the securities.”

Section 44-F of the Act, immterial changes apart, is a
reproduction of s. 33 of the English Finance Act, 1927 which
was
(1) 32 1.T.R 615 at p. 627.

1066

subsequently replaced by s.237 of the English |I|ncone-tax
Act, 1952. Dealing with that section this is what is
observed in the law of Inconme-tax, Surtax and Profits Tax by
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Wheateroft at p. 1669 (Paragraph 1-1358)

W now cone to the nore difficult problem
which arises when a taxpayer sells, for a
capital sum securities which are about to pay
i nterest, and the purchaser acquires the right
both to the securities and the interest.

It is the customon British stock exchanges to
notify in advance the dates in respect of each
security before which a buyer of that security
will be entitled to the next incone paynent.
Up to that date the security is sold Cum
di vidend"; after that date the security is
sol d "exdi viidend" and the next incone paynent
when received after the sale will remain the
property ~of the seller. Apart from the
general market fluctuations, the price wll
gradual ly rise up.to the day when the security

goes "exdiv." it wll then normally fal

sharply by a sum appropriately equals to the
anti ci pat ed i'ncone paynment |ess t ax at
standard rate, as the average investor values
the income at its net anpbunt. |If the anount

is at a fixed rate, such as on Governnent
stock, the likely fall for this reason can be

cal cul at ed with considerable accuracy in
advance.

A surtax payer, who pays nore than t he
standard rate of tax, can thus find it
profitable to sell his securities just before

they go "ex div." as he wll receive as
capital the equivalent of the net dividend,
i nstead of receiving a dividend subject to tax
in his hands at higher rate than that deducted
fromthe dividend.
To deal wth taxpayers who used this, and
simlar devices, on a substantial scale, it
was provided by the Finance Act, 1927, that if
it appears to the Revenue by reference to al
the circunstances in.relation to the assets of
any individual (including circunmstances with
respect to sal es, pur chases, deal i ngs,
contracts, arrangenents, transfers or any
other transactions relating to such assets)
that the individual has thereby avoided  or
woul d avoid nore than 10 percent of the anount
of surtax for any year which would have been
payable in his case if the income from those
assets had been deened to accrue fromday to
day and had been apportioned to himas part of
his total income, then such incone is to be so
apportioned to himfor the purpose  of com
puting his surtax. |If the individual can
prove that the
1067
avoi dance was exceptional and not systematic, and that there
was no such, avoidance in the following three years, he can
avoid liability under this provision. Extensive powers are
given to the Revenue to obtain information for the purpose
of this provision."
The marginal note for S.44-F reads "avoidance of tax by
sales cum dividend". This marginal note also gives an
i ndi cation as to what exactly was the nischief that was
intended to-be renedied. The legislature was evidently
trying to circumvent the devices adopted by some of the
assessees to convert their revenue receipts into capita
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receipts. The marginal note also throws Ilight on the-
intention 'of the |egislature.
From what has been stated above, it is clear that the deemed
di vidend contenplated by s. 2 (6A) (c) cannot be considered
as "income" under s. 44-F
For the reasons mentioned above we agree with the H gh Court
that s.44-F is inapplicable to the facts of the assessee’'s
case. This question is comobn to all the above-nentioned
appeal s. Hence we need not go into the other subsidiary
questions arising for decision in any of those appeals.
In the result these appeals fail and they are dismissed with
costs. One hearing fee.
V.P. S
Appeal dism ssed.

1068




