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ACT:
I ncome tax Act (11 of 1922), ss. 2(6A)(e) and
10(2) (vi - b)--Devel opnent rebate treated as accunul at ed
profits--Wthdrawal of ampount by sharehol der from Conpany’s
account--1f wthdrawal can be treated as dividend since
amount wi thdrawn is w thin accunul ated profits.
HEADNOTE:

Under s. 2(6A)(e), Inconme Tax Act, 1922, dividend
i ncludes any paynment by a conpany, not being a conmpany in
which the public are substantially interested within the
meani ng of s. 23A, of any sum by way of advance to a share-
hol der to the extent to which the conpany possesses accunu-
| ated profits.

The appel |l ant-assessee was a sharehol der in a conpany
in which the public were not substantially interested within
the neaning of s. 23A. He had withdrawn sone anmpunts from
the conmpany’s account. The company had been al lowed devel -
opnent rebate wunder s. 10(2)(vi-b) and that anmount was
debited in the profit and | oss account of the conpany for
the accounting year |eaving a small balance of profit in-the
profit and loss account. The Appellate Assistant Comm s-
sioner treated the entire sum that is, the anount all owed
as devel opnent rebate and the amount of balance in the
profit and | oss account, as the anount of accunul ated prof-
its possessed by the conmpany. Treating the withdrawals by
the appell ant as advances by the conmpany to-himand finding
the highest ampunt of advance to the assessee to be wthin
the total figure of accunmulated profits as arrived /at by
him he directed the addition of the advance to the asses-
see’s incone as dividend under s. 2(6A)(e) of the Act. The
Tri bunal held that the devel opnent rebate was not liable to
be treated as accunulated profits; but, on reference. the
High Court substantially confirmed the order of the Appel-
| at e Assi stant Comm ssioner.

On the question whether the devel opnent rebate could be
treated as accunulated profits in the hands of the conpany
under s. 2(6A)(e), the appellant contended that the devel op-
ment rebate, being identical with initial depreciationis in
the nature of depreciation allowance, and since it is de-
ductible fromthe assessable profits of the company, it is
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al so a type of outgoing expenditure or out-of-pocket cost,
and was therefore, deductible fromthe conpany’s commercia

profits.
Di sm ssing the appeal
HELD: The devel opnent rebate reserve created by the

conpany, although it does not formpart of the assessable
profits, undoubtedly forms part of the comercial profits
and hence constituted accunul ated profits of the conpany..
within the nmeaning of s. 2(6A)(e). [648D]

(1) The term’profits’ in taxation law varies in its
meani ng according to the context. The expression 'accunu-
lated profits’ occurring in s. 2(6A) neans profits in the
commercial sense that is profits in the real and true sense
of the term and not assessable or taxable profits. [642E]

E. D. Sassoon & Company Ltd. and Qthers v. Conmi ssioner
of Incone-tax, Bonbay City 26 | TR 27 at page 46, Conmi ssi on-
er of Incone-taX, Bombay v. Ahnedbhai Unmarbhai. & Co.,
Bonbay 18 | TR 472 at 502, Conm ssioner of |ncome-tax. Bonbay
C'ty v. Bipinchandra Maganlal & Co. Ltd. 41 ITR 290 and
CGobaid Motor Service (P) Ltd. v. Conm ssioner of I|ncone-tax,
Madras 60 | TR 417 fol | owed

(2) Although they are not identical and differ in some
material particulars, initial depreciation and devel opnent
rebate are simlar in nature as both are by
639
way of incentive for installation of new machinery or plant.
But the initial depreciationor the devel opnent rebate is
not a recurring allowance for the subsequent years like the
normal depreciation allowance provided in s. 10(2)(vi) or
the additional depreciation providedin s. 10(2)(vi-a). The
normal depreciation and the additional ‘depreciation are
permtted to be deducted fromthe witten down val ue. But
the ambunt of the initial depreciation is not deductible in
deternmining the witten down value. [644D E]

(3) Normal depreciation reserve of the conmpany may not
formpart of the accunul ated past profits as held in Conm s-
sioner of |ncone-tax, Bonbay v. Virangam.Mlls Co. Ltd. (43
I TR 270). But since the initial depreciation or the  devel -
opnent rebate cannot be equated with normal depreciation, it
is not a deductible itemof cost or expenditure in. arriving
at the commercial profits. The initial depreciation or the
devel opnent rebate is not allowed as an extra deductible
al l owance of business expenses for neeting the costs of
repl acenent in future years, but they are nmeant  nerely to
reduce the tax liability of the assessee for the year  of
installation only, in order to give him an incentive to
i nstal new machi nery or plant [645D F]

(4) The purpose of s. 2(6A) is to include wthin the
term ’'dividend' , for the purpose of taxation, certain dis-
tributions or paynments as deened dividend. Section 2(6A)(c)
provides that 'dividend includes any distribution to the
sharehol ders liquidation to the extent to which the distri-
bution is attributable to accurmulated profits. In Tea
Estate India Pvt. Ltd. v. CI.T., W Bengal (103 ITR 785) it
was held that accunulated profits in cl. (c) include devel-

opnent Tebate. If for the purpose of distribution the
amount of devel opnent rebate could formpart of the accunu-
| ated profits of the conpany, a fortiori, it would be so far

the purpose of cl. (e) also. [646B; 645G

(5) The use of the expression 'whether capitalised or
not’, as qualifying the expression "accunul ated profits’ in
cls. (a) to (d), but not incl. (e), shows that the |egisla-
ture does not intend to rope in capitalised profits in el
(e). That is, to the extent the profits have been capita-
lised in accordance with the law and its Articles of Associ-
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ation, a conpany cannot be said to possess any accunul ated
profits. But in the present case, the accunulated profits

of the conpany were never capitalised. Merely transferring
the sumto the devel opment reserve account by debiting it to
the profit and | oss account did not anpbunt to capitalisation
of profits. The nature of the assets did not change out
continued to renain as profits. [646E-G 647A- B]

Ann Bouch and WIliam Bouch v. WIIiam Bouch Sprou (12
Appeal Cases, 385 appli ed.

Conmi ssi oner of Income-tax, Madras v.K. Srinivasan and
others 50 I TR 786 approved.

Shet h Haridas Achratlal v. Comm ssioner of Incone tax,
Bonbay North, 'Kutch and Saurashtra, Baroda 27 |ITR 684
referred to.

JUDGVENT:
Cl'VI L -APPELLATE JURI SDI.CTION: Givil Appeal No. 1695 of 1971
From-the Judgnent and Order dated 2-2-1970 of the Bonbay
High Court in |.T. Reference No. 54/63)
V. Raj agopal and A. G Pudissery for the Appellant.
S. T. Desai, B.B.Ahuja and R N. Sachthey for the Respondent.
UNTWALI A, J. ~ This is an appeal by an assessee on grant
of a certificate of fitness by the Bonbay H gh Court wunder
section 66A  (2) of the Incone-tax Act, 1922-hereinafter
referred to as the 1922 Act. The assessee is an individual
W are concerned in this case with his assessment for the
assessnment year 1958-59-correspondi ng accounting year being
1st April, 1957 to 31st March, 1958. The I ncome tax Tri bu-
nal made a conposite —order disposing of the assessee’'s
640
appeal s in respect of two assessnment years i.e. 1958-59 and
1959-60. The decision of the Tribunal was partly in favour
of the assessee and partly in favour of the Revenue. In
respect of the assessment year 1958-59, a reference under
section 66(1) of the 1922 Act was nade by the Tribunal to
the Hgh Court. Four questions were referred-one ~at the
i nstance of the Conmi ssioner of Incone-tax and three at the
i nstance of the assessee. The High Court by’ its judgnent
under appeal which is reported in Conm ssioner of Incone-tax
(Central), Bonbay v. P.K Badiani (1) has answered al nost al
the questions. against the assessee. Hence 't hi s appeal
M. V. Rajgopal who had argued the case of the assessee
before the Hi gh Court appeared before us in support of the
appeal also. He could not and did not attack the decision of

the High Court as respects questions 2, 3 and 4. But he
strenuously wurged before us for reversal of the H gh Court
judgrment in regard to question No.. 1 which was re-
ferred at the instance of the Commi ssioner. | f t he

assessee could succeed before us in getting an answer in
hi s favour to the said question, then, substantially he
woul d have succeeded in getting the whole of the relief.

The first and the only question which falls for  our
exam nation in’ this appeal was referred by the Tribunal to
the High Court in the follow ng terns:

"(1) \Whether the devel opnent rebate reserve
created by the conpany by duly charging the anount
to the profit and | oss account and being allowable
under the Act constituted "accunul ated profits’  of
the conpany within the nmeaning of section 2(6A)(e)
of the Act?"

We proceed to state the necessary facts for determ na-
tion of the above question only.

The assessee was a mmjor sharehol der (although at the
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relevant time being a major or mnor shareholder did not
nake any difference in law) in the Sadhana Textile Mlls
Pvt. Ltd. which was indisputably a Conpany in which the
public were not substantially interested within the meaning
of Section 23A of the 1922-Act. The assessee was also the
Managing Director of the said Private Limted Company. He
had a nutual open and current account in the books of the
Conpany--the accounting year of which was the cal endar vyear
i.e. comencing fromJanuary and endi ng in Decenber. The
assessee in his accounting year 1957-58 had withdrawn con-
siderabl e ampunts of nobney from the Conpany’s account .
The Income-tax O ficer’ treated the withdrawal s made by the
assessee as advances or |oans given by the Conpany to him
and taxed the anount as dividend under section 2(6A)(e) of
the 1922 Act. The Appel | ate Assistant Comm ssioner nodi-
fied the figure of the deened dividend calculated by the
I ncome-tax~ O ficer and took the highest anbunt of advance
made

(1) 76 1.T.R 369.

641

to the assessee by the Conpany at a particular point of tine
in the year in question as the amount of dividend taxable in

the hands of the assessee. The said amount was within the
total figure of accumulated profits in the hands of the
Conpany at 'therelevant tinme, i.e. 31st Decenber, 1956. It

may just be stated here that according to the 1922 Act only
the accunul ated profits possessed by the conmpany at the. end
of the corresponding previous year had to be taken into
account unlike the corresponding provision engrafted in
section 2(22) of the -lncome-tax ~Act,  1961--hereinafter
referred to as the 1961 Act, read with Explanation |
thereto. It was found that the aggregate anmount of devel op-
nent rebate allowed to the Conmpany under section 10(2)(vi-b)
was Rs. 2,36,470/-. The said anount had been debited in the
profit and | oss account ~of the Conpany for 'the account-
ing year 1966 |eaving a balance of Rs. 6,641/- only in the
profit and |oss account. | The Appellate Assistant Comm s-
si oner of Income-tax ‘treated the entire  sum of Rs.
2,43,111/- as the amobunt of accurul ated profits possessed by
t he Company. Fi ndi ng the hi ghest ampunt of advance to the
assessee. at a particular ;point of tineto be aggregating
to Rs. 1,83,493.70 he directed the addition of the said
amount in the assessee’s incone under section 2(6A)(e) of
the 1922-Act. The High Court has directed sone nodification
in the calculation of the said anbunt while _answering the
ot her questions referred to it at the instance of the asses-
see and we need not go into their details:

The rmain question for our determ nation in this appea
i s whether the aggregate of the devel opnent rebates all owed
to the Conmpany under section 10(2)(vi-b) of” the 1'922-Act
could be treated as accumnul ated profits in‘the hands of the
Conpany under section 2(6A)(e).

The I nconme-tax Acts have undergone numerous changes from
time to tine and various anmendrments have been made both /in
the 1922Act as also in the 1961-Act. W shall do well” to
guote all the subclauses (a) to (e) of section 2(6A) of the
1922-Act. They read as follows:

"2(6A) "dividend" includes--

(a) any distribution by a conpany of accunul at ed
profits whether capitalised or not, if such distri-
bution entails the release by the conpany to its
sharehol ders of all or any part of the assets of
t he conpany;

(b) any distribution by a conpany of deben-
tures, debenture-stock or deposit certificates in
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any form whether with or without interest, to the
extent to, which the conpany possesses accunul ated
profits, whether capitalised or not;

(c) any distribution made to the sharehol ders
of a company on its liquidation, to the extent to
which the distribution is attributable to the
accunul ated profits of the conpany inmmediately
bef ore its |liquidation, whether capitalised or
not ;

642

(d) any distribution by a conpany on the reduc-
tion 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, whether such
accunul ated profits have been capitalised or not;

(e)~ any payment by a company, not being a
conpany in which the public are substantially
interested within the neaning of section 23A, of
any sum (whether as representing a part of the
assets of the conmpany or otherwise) by way of
advance or loan to a sharehol der or any paynment by
any ~such conpany On behalf or for the individua
benefit ~ of a shareholder, to the extent to which
the conpany in either case possesses accunulated

profits;
Expl anati on- - The expr ession "accunul at ed
profits," wherever it occurs in this clause, shal

not. i nclude capital gains arising before the 1st
day of April, 1946, or after the 31st day of
Mar ch, -1948 and before the 1st day of April, 1956."
The expression "accumul ated profits" occurring in clause (e)
of section 6A, or as a matter of that in any of the other
cl auses, undoubtedly nmeans profits in the commercial sense
and not assessable or-taxable profits liable to tax as
i ncomre under the.1922 Act. It is a well known concept of the
taxation law that the term’ ' profits’ in the various sections

of the Incone-tax Acts have not got the sane / neaning. In
the context --sonmetimes it nmeans the assessable profits and
sonmetines it rmeans the conmmercial profits: In Palmer’s

Conpany Law, Twenty First Edition at page 662 the  distinc-
tion between profits, divisible profits and profits —avail -
able for dividend has been pointed out. At the said page
occurs an oft quoted cl assical passage fromthe judgnent of
Fl etcher Moulton, L.J., in Re Spanish Prospecting Co. Ltd.
(1) which runs thus:

"“"Profits’ inplies a conparison between the
state of a business at two specific dates wusually
separated by an interval of a year. The fundanmen-
tal neaning is the amobunt of gain /'nmade by the
busi ness during the year. This can only be ascer-
tained by a conparison of the assets of the  busi-
ness at the two dates ...... If the total  assets
of the business at the two dates be compared, the
increase which they showat the l|ater date as
conpared with the earlier date (due allowance of
course being made for any capital introduced into
or taken out of the business in the nmeanwhile)
represents in strictness the profits of the busi-
ness during the period in question.”

Bhagwati, J. has quoted the above passage with approval in
the case of E.D. Sassoon & Conpany Ltd. and others v. Com
m ssioner of Income-tax, Bonbay City.(’'2) Alnpst to the sane
effect ,was the view

(1) [21911] 1 Ch. 92, 98. (2) 26 1.T.R 27 at
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page 46.

643

expressed by Mhajan, J. as he then was, in the case of
Conmi ssi oner of Incone-tax, Bonbay v. Ahnedbhai Umarbha

& Co., Bonbay(1l) In Conm ssioner of Incone-tax, Bonmbay City
v. Bi pinchandra Maganlal & Co. Ltd.(’2) Shah, J., as he then
was, delivering the judgnent on behalf of the Court while
interpreting the expression "snallness of profits" occur-
ring in section 23A of the 1922 Act said at page 296:

"A conpany nornally distributes dividends out
of its business profits and not out of its assessa-
ble income. There is no definable relation between
the assessabl e incone and the profits of a business
concerned in a comercial sense. Conputation of
i ncome for purposes of assessnment of incone-tax is
based on-a variety of artificial rules and takes
into account several fictional receipts, deductions
and allowances  .............. Smal | ness of the
profit in section 23A has to be adjudged in the
I'i ght of commercial principles and not in the |ight
of total receipts, actual or fictional."

The same view has been expressed by this Court in Cobal d
Motor Service (P) Ltd. v. Comm ssioner of Income-tax, M-
dras(3). W think that the term "profits"™ occurring in
section 2(6A)(e) of the 1922 Act neans profits in the com
nercial sense-that is to say the profits nade by the Conpany
in the real and true sense of the term ,W may just give
one exanpl e. . Suppose the assessable profit of a conpany is
Rs. 1,00,000/- out of which the Conpany had to pay a tax
under the Income-tax Act--say to the extent of Rs.
30,000/-. .Although paynent of tax is not ‘a sum deductible
from the assessable profits of the Conpany, in the comrer-
cial sense the Conpany would be left with a sum of Rs.
70,000/- only as profits.. W my add that « M. Rajgopal
could not and did not seriously dispute this proposition of
I aw.

The gravanen of the argunment of the assessee has been
that devel opnent rebate deductible from the assessable
profits of the Conpany is also. a type of outgoing expendi-
ture or out-of-pocket cost which is deductible while
ascertaining the profits of the Conpany in the _comrercia
sense. Counsel submtted that it isin the nature of . a
depreciation allowance and is identical with initial depre-
ciation; it should, therefore, be deducted fromthe conmer-
cial profits of the Conmpany as held by the ~CGujarat Hi gh
Court in the case of Conmi ssioner of Income-tax, Bonbay
North v. Virangam MIls Co. Ltd. (4). This argument ' found
favour with the Tribunal but was repelled by the H gh Court.
The point is res integra and we have to exam ne the correct-
ness of the view expressed by the H gh Court.

Depreciation allowance has been allowed to be deducted
from the assessable .profits of an assessee under section
10(2) (vi) of the 1922 Act corresponding to section /32 of
the 1961 Act. It would appear fromthe report ~of the
Taxation Enquiry Comm ssion 1953-54 Vol. Il as to what is
the nature of the depreciation allowance; vide Chapter V,
page 74. The nornal depreciation provided in clause (vi)
and the additional depreciation nentioned in clause (vi-a)
of section 10(2) of

(1) 18 I.T.R 472 at 502. (2) 41 1.T.R
290.
(3) 60 1.T.R 417. (4) 43 1.T.R
270.
644

the 1922 Act is pernmitted to be deducted fromthe ’'witten
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downval ue’ . By and large, the cost of replacenments is
al l owed as deductions in |ieu of depreciation in respect of
certain assets. By the anmendnents made by the Incone-tax
Anmendnent Act, 1946., the Finance Act, 1955 and the Finance
Act, 1956 certain initial depreciation was allowed in re-
spect of buildings newy erected or the nachinery and plant
newy installed. Goviously, it was by way of an incentive
for the new structures or the new installations. The
amount of initial depreciation was not deductible in deter-
mning the "witten down value’ although under proviso (c)
it was to be taken into account in the aggregate of al

al l owances so as not to permt themto exceed the maximm
limt provided therein. Devel opnent rebate was provided in
clause (vi-b) with effect fromilst April, 1955 by the Fi-
nance Act of 1955.  There was an over-lapping period of
about two years inrelation to the allowance of initia

depreci ation or the devel opment rebate. But as provided for
in clause (vi) an assessee could not have' had both even in
regard to that period. Although initial depreciation and
devel opnent rebate were not identical as they differed in
sonme material particulars, they were simlar in nature as
both were by way of incentive for installation of new na-
chinery or plant. The initial depreciation or the devel op-
ment rebate was to be allowed, as the case may be; at a
certain percentage of the actual cost of the nmachinery or
the plant for the year of installation only. It was not a
recurring | allowance for the subsequent vyears |like; the
al l owance 'of the normal depreciation or the additiona

depreci ation. The Taxation Enquiry Conmmission in its report
af oresai d had recomended in Chapter VII, page 98 of Vol. |

for assisting the expansi on and devel opnment of :productive
enterprise by allowi ng thema proportion of new investnent
in fixed assets to be charged to current costs of production
thereby pernmitting the taxable profits to be brought down to
that extent. In the Finance Act of 1955 a provision was
made to all ow a devel opnent rebate of 25% of the cost of al

new plant and machineryinstalled for business purposes
instead of the then existing initial depreciation allowance
of 20% It would thus be seen that by way of an incentive
for installation of new machinery and plants “initia

depreciation allowance of 20% was replaced by a  develop-

ment’ rebate of 25% But it was, like grant of export rebate
by way of incentive to nmake nore exports, in‘the nature of
an incentive for setting up new machi neri es and pl ants. We

do not find any warrant for accepting the contention  of
M. Rajgopal that the initial depreciation or the develop-
ment rebate was allowed as 'an extra deductibl e all owance/ of
busi ness expenses in the year of installation of new machin-
ery for neeting the ever increasing costs of its replacenent
in future vyears. |In our opinion it was nmeant nerely to
reduce the tax liability of the assessee’in order to give
himan incentive to instal new nachineries or plants.

The @ujarat High Court in the case of Virangam M 1ls Co.
Ltd. (supra) was concerned with the question as to ~whether
the normal depreciation reserve of .'the Conpany could be
taken to be the accumul ations of past profits within the
meani ng of the proviso to section 23A of the 1922 Act as it
stood at the relevant time. It held that it could not form
part of the accunul ated past profits as in the words of
W xon (vide Wxon's Accounts Hand Book) it was "the estimat-
ed
645
expiration of asset value" or as observed by Paton in his
Accountants’ Hand Book, Third edition it is an out-of-pocket
cost as any other cost. Says the |learned author in the
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above book at p. 746 thus:

"There is still w despread m sapprehensi on as
to the precise significance of the depreciation
charge. It is often deened a nore or less inmagi-

nary and hypothetical :elenent, and is sharply
contrasted with the regular "out-of-pocket” oper-
ating costs. As a matter of fact there is nothing
at all imginary about depreciation as a cost of
busi ness operation and at bottomit is just as much
"an out - of - pocket cost as any other. The deprecia-
tion charge is nerely the periodic operating
aspect of fixed-asset costs, and there is no doubt
as to the reality of such costs. Far frombeing a
non- out - of . pocket charge depreciation represents
the extrene exanple of prepaynent."”
M. S T. Desai, learned counsel for the Revenue drew our
attention ~to the decision of the Calcutta H gh Court in
Conmi ssi-oner of Income tax. Calcutta v. Sri Bibhuti Bhusan
Dutt(l) and submitted that it has taken a view different
fromthe one taken by the GQujarat Hi gh Court even in regard
to the nature of nornal ' depreciation allowance. The Cal cut -

ta case seens to be one of a property-hol di ng conpany, t he
profits of which were assessable under section 9 wherein the
guestion of ‘depreciation was not relevant. It is not neces-

sary for us toexamne in this case the exact nature of the
normal depreciation allowance and whether it is deductible
from the profits of a personwhile determning his comrer-
cial profits. The vi ew expressed by t he Gujarat High
Court seens to be reasonably plausible and correct and for
the purposes of this case we shall assune it to be so. Yet,
we do not feel persuaded to accept the argunent of the
assessee and equate the initial depreciation or the devel op-
ment rebate with the normal depreciation. In our opinion
such an allowance is in no sense a deductible itemof cost
or expenditure in the process of settlenent of the comer-
cial profits. Al though it does not form part of the
assessable profits, undoubtedly it does formpart of the
conmercial profits.

Tea Estate India Pvt. Ltd. v. Conmi ssi oner of
I ncome-tax, West Bengal 11 (and vice versa)(2) one  of us
(Khanna, J.) delivering the judgment on behalf of the Court
has interpreted the, expression "accumul ated profits" occur-
ring in clause (c) of section '2(6A) of the 1922 Act to
i nclude the anount of devel opment rebate in the  commercia
sense. |t has been stated at page 794:

"The acceptance of the contention  would
necessarily postulate reading in section 2(6A)(c)
the words "accurul ated profits as are liable to be
taxed under the Act". The words "as are liable 'to
be taxed wunder the Act" are not  there in the
definition and it would not, intour opinion, be
perm ssible to so construe the clause as if | those
words were a part of that clause. There is also
nothing in the | anguage

(1) 48 1.T.R 233. (2) 103
I.T.R 785.

646

O Context of that clause as would warrant such a
construction. Accurmul ated profits would retain

their character as such even though a part of them
were not taxed as profits under the Act."
The purpose of section 2 (6A) of the 1922 Act corresponding
to section 2(22) of the 1961 Act is to include wthin the
term "dividend" for the purpose of taxation certain distri-
buti ons or payments of certain itens of nmoney or the |like as
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deened dividend for the purpose of taxation. Under clause
(e) an advance or loan or nobney to a shareholder by a pri-
vate Conpany has been directed to be treated as dividend
to the extent to which the Conpany possessed accunul ated
profits. The advance or the loan, by a legal fiction, is to
resenbl e the actual dividend. For the purpose of distribu-
tion of the dividend the anbunt of devel opnent rebate could
form part of the profits of the Conmpany; a fortiori, it
woul d be so far the purposes of clause (e) also.

During the course of the arguments of this appeal, our
attention was directed to a new facet of the question under
consi derati on and that is this. 1In clauses (a) to (d) of
section 2(6A) of the 1922-Act so also in the corresponding
clauses of section 2(22) of the 1961-Act the expression
"accunul ated profits" is qualified by the expression
"whether capitalised or not". But the latter phrase is
conspi cuously absent in clause (e). What is the purpose of
this difference in the phraseol ogy of the various clauses of
sub-section (6A) ? The reason is -not far to seek and yet
not-hel pful to the assessee in this case.

The profits of a Conpany can be capitalised in accord-
ance with the Articles of Association and the law. On the
capitalisation of the profits they cease to be profits in
the hands of the Conpany. The nature of the asset is
changed although it does not nake any difference in the
total assets of the Conmpany. But profits stand transnuted
and transformed into capital. ~The most conmon exanmple of
capitalisation of profits is by issuance of bonus shares to
t he shareholders. Clause (a) to (d) were intended by the
Legi slature to cover the cases of accunulated profits even
though they nmay be capitalised. But the Legislature did not
intend to rope in the capitalised profits in clause (e). W
may add that though under clause (b) distribution by a
Conpany of debentures, debenture stock or deposit certifi-
cates in any formin lieu of capitalised profits is to be
deened dividend w thin the meaning of sub-section (6A), mere
di stribution of bonus shares after capitalising the accunu-
lated profits, unless the distribution entails the ~rel ease
by the Conpany to its sharehol ders of any part of the assets
of the Conpany is not to be a deened dividend. Even under
the 1961 Act distribution of bonus shares to the equity
sharehol ders after capitalising the profits in accordance
with lawis not to be a deened dividend although distribu-
tion of such shares to preference shareholdersis. It is
thus clear that iif nmoney is paidto a  shareholder of a
private conpany by way of advance or loan after the accumnu-
lated profits have been capitalised in accordance with the
law and the Articles of Association then such paynent,
although it nmay represent a part of the assets of the Conpa-
ny or otherw se, cannot be co-related to the capitalised
profits of the Conmpany. To the extent the profits have been
capitalised the Conmpany cannot be said to possess any @ accu-
mul ated profits.
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But the Qbvious difficulty in the way of the appellant
is that the accurmul ated profits of the Conpany in the vyear
in question were never capitalised. Mere transferring the
sum of Rs. 2,36,470/- by debiting it to the profit and |I|oss
account to the devel opment reserve account did not anount to
the capitalisation of profits. The nature of the assets in
the hands of the Conpany did not change. It remai ned
profits in the hands of the Conpany.

According to the Dictionary of English Law by Earl
Jowitt, Vol. 1 "capitalisation" means "the conversion of
profits or income into. capital, e.g., by resolution of a




http://JUDIS.NIC IN SUPREME COURT OF | NDI A Page 10 of 11

conpany"”. Buckl ey on the Conpanies Acts, thirteenth edi-
tion, has pointed out at page 907 "Profits carried to re-
serve do not cease to be profits unless and until they are
effectually capitalised'. Says the |learned author at page
912 after referring to Article 128 corresponding to Regul a-
tion 96 of Table "A" of the Indian Conpani es Act:

"A conmpany may, if its constitution so al-
| ows, capitalize profits, instead of dividing them
by applying themin paying up uni ssued shares, or
debentures or other securities, and issuing such
shares or securities as fully paid to its nenbers,
thereby transferring the sum capitalized from
profit and | oss or reserve account to share or |oan
capital account."

To the sane effect is the statement of the lawto be found
in Pal mer’s Conpany Law, twenty-first edition page 673. The
"capitalisation of profits". says the |earned author, means
"that profits which otherwi se are available for distribution
among t he sharehol ders are not divided anong themin cash,
but -t hat the shareholders are allotted further shares--or
debentures--which ~are paid up wholly or in part out of’
those profits. ~The amount paid by the conpany out of its
di visible profits on account of these newy issued shares is
known as the bonus, and the shares are referred to as bonus
shares. " Lord Herscheil in the case of Ann Bouch and WI -
liam Bouch v. WIIliam Bouch Sprou(l) was considering as to
what was | the nature and substance of the transaction in
guestion in that case. The learned and the noble Lord said

at page 398: "I think we must | ook both at the 'substance
and formof the transaction .......: And it was obviously
contenpl ated, and was, | think, certain-that no noney woul d,

in fact, pass fromthe conpany to the sharehol ders, but that
the entire sumwould remain in their hands as paid-up capi-
tal." And finally "it was said at page 399: "I cannot,
therefore, avoid the conclusion that the substance of the
whol e transaction was, and was intended to be, to convert
the undivided profits into paid-up capital upon new y-creat-
ed shares."
The Madras Hi gh Court has pointed out” in Conmi'ssi oner
I ncome-tax, Madras v.K Srinivasan and others(2), to quote
the placitumonly:
"For the purposes of section 2(6A)(e) of the
I ncome tax Act, 1922, "accumnul ated profits" include
general reserves.

(1) 12 Appeal Cases, 385
(2) 50 1.T.R 788.
648

Unless the profit is capitalised in some form  or
other nere transfer of the profits to any reserve
account will not take away fromprofits the charac-
ter of accunulated profits."
In Sheth Haridas Achratlal v. Conm ssioner of

I ncome-tax, Bombay North, Kutch and Saurashtra,
Baroda(1)--Chief Justice Chagla delivering t he
j udgrment on behal f of the Bench of the Bonbay Hi gh
Court said at page 690:
"But when we conpare the |anguage used by the
Legislature in sub-clauses (a), (b) and (d) and
when we note the onmission of the qualifying words
in sub-clause (c) then it is clear that the
Legi sl ature advisedly did not intend to

subject to tax those accurmulated profits which
had been capitalised." It appears that the ex-
pressi on "capitalised or not": was
added in clause (c) after this decision.
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For the reasons stated above, we hold that the devel op-
nent rebate reserve created by the Conpany by duly charging
the anmbunt of profit and | oss account although liable as a
deduction under the 1922Act, constituted accurmul ated profits
of the Conpany Wthin the meani ng of section 2(6A)(e). We
accordingly affirmthe decision of the H gh Court and dis-

mss this appeal but in the circunstances nake no orders as
to costs.

V. P. S.

di sm ssed

(2) 27 1.T.R 684.
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Appea




