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Vs.

RESPONDENT:
G. NARASI MHAN (DI ED) BY HEI RS KANTHA, NARASI MHAN "ORS

DATE OF JUDGVENT: 14/ 12/ 1998

BENCH
Suj ata V. Manohar, A.P.Msra,

JUDGVENT:

Ms. Sui ata V. Manohar, J.

At all material tines, the respondent who is the
assessee was a shareholder in Ms.Kasthur) Estates (Pvt.)
Ltd., Madras. Duri'ng the accounting period relevant to the

assessment year "963-64, the assessee held 70 shares in
Ms. Kasthuri Estates (Pvt,) Ltd- The face .value of each
share was Rs. 1,000/, During the said accouting period, the

sai d conmpany passed a resolution to reduce Us capital. The
procedure prescribed  under the Conpanies Act for t he
reducti on of share capital was undergone.  An appropriate
order was obtained fromthe court. The recluction was given
effect on and from 20.5.1962. As a result, the face value
of ths shares in the conmpany was reduced from Rs. 1, 000/ each

each to Rs.210/each. As a result. ~of this reductlon, there
was a prorats distribution of some properties of the conpany
and payment of nmoney to the snareholders, including the
assesses.

In the incone-tax proceedings connected with the
property/anpounts so received by the assesses on reduction of
his share capital in the said company, the Tribunal was
required to consider whether any capital gains accured to
the assessee. The tribunal held that no capital gains
accrued to the assessee. At the request of the departnent,
the follwoing two questions were referred by the Income-tax
Appel l ate Tribunal, Madras Bench to the H gh Court for its
opi nion under Section 256(1) of the Income-tax Act. These
guestions are

1. Whether on the facts wid in the
circunstances of the case, the Appellate
Tribunal was right in directing that a “sum
of Rs.64, 517/- being ths deened divi dends
assessed in the hands of the vari ous
sharehol ders in the past assessment surplus
whil e determining the "accumul ated profits’
in the hands of the Conpany?

2. Whet her on the facts and in the
ci rcunst ances of the case, the Appellate
Tribunal was right in holding that no
capital gain was assessable in the hands of
the assessee as there was no extingui shnent
of any ri ght of t he assessee and
consequently there was no transfer within
the nmeaning of Section 2(47) of t he
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I nconme-tax Act, 1961, by the assessee of
any capital asset for the assessnent year
1963- 647"

For the purpose of answering Question No. 1, some
further material facts are as follows:

The said conpany in the previous year had advanced
to f our of its sharehol ders sunms of Rs 48, 250/-,
Rs. 14,667/-, Rs. 1400/- and Rs. 200/-. Thus the tota
advances to shareholders by the conpany were to the tune of
Rs. 64.517/-. We have to consider whether the accumnul ated
profits of the conmpany woul d stand reduced by the sum of Rs.
64.517/- W have to consider whether the accurmul ated profits
of the conpany woul d stand reduced by the sum of Rs.64.517/-
at the tine of the conmpany’s reduction of share capital.

Under Section 2(22) of the Income-tax Act, 1961
di vi dend i'ncl udes :

"2(22): (a)..«.....~ ...

(d) any distribution to its sharehol ders by
a conpany on the reductionof 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 paynment by a company, not being a
conpany in whi.ch t he public are
substantially interested of any sum (whet her
as representing part of the assets of 'the
conpany or otherw se) by way of advance or
loan to a sharehol der, being a person who
has a substantial interest in the  conpany,
or any paynent by any such company on behal f
or for the individual benefit, of any such
sharehol der, to the extent to which the
conpany in either case possesses accunulated
profits; ...........

Under Section 2(22)(e) of the Incone-tax Act, 1961
any payment by a conpany in which the public are not
substantially interested, of any sumby way of any loan to a
shareholder, wll, to the extent that the conpany possesses
accunul ated profits, be considered as a deened dividend paid
to the shareholder. In the present case, the said four
amounts paid to the four sharehol ders were treated as deened
di vidends in the hands of those sharehol ders and were taxed
accordingly in the rel evant assessment years. W have to
consi der whether these amounts wll go to reduce the
accunul ated profits of the conmpany for the purposes of
calculating the distribution of accumul ated profits under
Section 2(22)(d) of the Incone-tax Act, 1961

It was contended by the departnment that Section
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2(22)(e) only notionally treats such | oan to a sharehol der
by a conpany as a deened dividend to the extent that the
conpany possesses accunul ated profits. Therefore, the
paynment so made shoul d not be deducted fromthe accumul ated
profits of the conpany for the purpose of determ ning the
extent of such accunul ated profits. W fail to appreciate
this contention. A dividend under Section 205 of the
Conpani es Act can be paid only out of the profits of a
conpany whether for that year or out of the profits of the
conpany for any previous financial years as set out in that
section, and in the mnner set out in that section

Therefore, under Section 2(22) of the Income-tax Act 1961

when any paynment by a conpany is treated as a deened
di vidend the section has provided that it should be treated
as paynent out of the accunulated profits of the conpany
whet her capitalised or not. I'n fact, under Section 194 of
the Inconme-tax Act, an obligation is cast upon the principa

officer of the conpany to deduct fromthe paynment so made
under Section 2(22)(e) incone tax at the rates in force.
Section 194 clearly treats such paynent as dividend.
Therefore, when a |l oan by a conpany to a shareholder in the
manner set out in Section 2(22)(e) is treated as a deened
dividend, it is to be treated as payment out of the
accunul ated profits of the conpany. Any legal fiction wll,
therefore, have to/'be carried to its logical conclusion. |If
the paynent wunder /Section 2(22)(e) is treated as a deened
dividend and is required to be so treated to the extent that
the conpany possesses accunulated profits,  the |I|ogica

conclusion is that ‘this paynent nust be considered as
adj usted agai nst the conpany’ s accurmul ated profits to the

ext ent t hat it is treated as deened dividend whild
cal cul ati ng accunmul ated profits of the conpany are  required
to be deternined such an adjustnent will have to be nade.

The Hi gh Court was, therefore, right in comng to
the concl usi on that when Section 2(22)(e) is read with the
| anguage of Section 194 which provides for deduction of tax
on such "dividend", as also the statutory restriction /under
the Conpanies Act on paynent of dividend out of any capital
assets, it would be reasonable to come to the conclusion
that the sumof Rs. 64,517/- nust be taken to have cone out
of the accurul ated profits. It must, therefore, be treated
as dividend for all purposes, and would go to reduce the
accunul ated profits of the conpany whether capitalised  or
not whenever such accunulated profits are requiredto be
deternmined. Question No. 1 is, therefore, answered in the
affirmative and in favour of the assessee.

Question No. 2.

W have to consider whether the assessee in the
present case was assessable to any capital gains ‘tax in
respect of the amounts/property received by himfromthe
Conpany as a result of the reduction of his share capital.

U nder Section 45(1) of the Inconme-tax Act, any
profits or gains arising from the transfer of a capita
asset are chargeable to incone-tax under the head ’'capita
gains’. "Transfer" is defined in Section 2 (47) of the
I ncome-tax Act, 1961 as foll ows:

"2(47): "Transfer’ in relation to a capita
asset includes -

(i) the sale, exchange or relinquishnment of
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t he asset or;

(ii) the extinguishnent of any rights therein;
or

In the case of Kartikeya sarabhai v. comnm ssioner of
Income-tax [228 Itr 163] this Court exam ned the question of
capital gains in the context of an amout received by a
sharehol der from a conmpany on reduction in the face val ue of
shares on account of a reduction in the share capital of the
conpany. This Court said ‘that it is not necessary for
capital gain to arise that there nust be a sale of a capita
asset. Relinqui shnent of the asset or extinguishnent of any
right in. it, which  nmy not amount to a sale, can also be
considered as a transfer. Any profit or gain which arises
from the transfer of a capital asset is |liable to be taxed
under Section 45. As a result of a reduction in the face
value of the share, the share capital is reduced, the right
of the sharehol der to the dividends and his right to share
in the distribution of net assets wupon liquidation, is
ext i ngui shed proportionately to the extent of reduction in
t he capital. Even though the shareholder remains a
sharehol der, his right as a holder of  those  shares stands
reduced with the reduction in the share capital. Therefore,
this extinguishnent. of right is transfer. The anmount
received by the assessee for such reduction is liable to
capital gains wunder Section45. The Court followed an
earlier decision of this court in Anarkali Sarabhai Ltd. V.
Comm ssi oner of Income-tax (224 1 TR 422). In view ‘of this
judgment, the property and noney received by the assessee
fromthe conpany on the reduction in the face value of his
shares in a capital receipt subject to Section 45.

However in the case of kartikeya Sarabhai v.
Conmi ssioner of Incone-tax (supra) this Court did not
consider the provisions of Section 2(22)(d)-in the context
of capital gains arising on a reduction of the share
capital. Under Section 2(22)(d) any distributiontoits
sharehol ders by a conpany on the reduction of its capital,
is deemed to be a distribuiton of dividend to the extent
that the conpany possesses accumul ated profits whether such
profits have been capitalised or not. Therefore, any
di stribution which is made by a conpany on a  reduction of
its share capital which can be correlated with the company’s
accunul ated profits (whether capitalised or not), will be
dividend in the hands of the assessee. Therefore, it/ wll
have to be treated as inconme of the assessee and taxed
accordi ngly.

It is only when any distribution is nade which is
over and above the accunulated profits of the conpany
(capitalised or otherwi se), that the question of a capita
receipt in the hands of a sharehol der, arises. The origina
cost to that sharehol der of acquisition of that right in the
share whi ch stands extingui shed as a result of reduction in
the share capital will have to be deducted fromthe capita
recei pt so determned. Only when the capital receipt is in
excess of the original cost of the acquisition of that
i nterest which stand extinguished, will any capital gians
ari se.
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In the case of Conm ssioner of Incone-Tax v. Umnla
Renesh (230 I TR 422), this Court, in the context of a

bal anci ng charge, dealt with Section 2(22) of the |Incone-tax
Act in a simlar manner. The Court held that under Section
2(22) only the distribution of the accurmulated profits can
be deened to be dividend in the hands of the sharehol ders.
By using the expression "whether capitalised or not" the
legislative intent ’'clearly is that the profits which are
deened to be dividend woul d be those which were capable of
bei ng accunul ated and which woul d al so be capabl e of being
capitalised. This would clearly exclude return of a part of
the capital by the conmpany from Section 2(22), as the sane
can not be regarded as profits capable of being capitalised,
the return being of the capital itself.

Thus the ampunt distributed by a conpany on
reduction of its share capital has two conponents
distribution attributable to accunul at ed profits and
distribution attributable to capital (except capitalised
profits). Therefore, in the present case, to the extent of
the accumulated profits “in the hands of Ms. Kasthuri
Estates (Pvt). Ltd., whether such accunulated profits are
capitalised or not, the return to the sharehol der on the
reduction of his ‘share capital, is a return of such
accunul ated profits. This part would be taxable as dividend.
The bal ance nay be subject to tax as capital gains if they
accrue.

The assessee in the present case has been paid not
nmerely cash but has also been given a property for the
reduction in the value of his shares from Rs. 1,000/- to

Rs.210/-. Qut of the total amounts so received including
the value of the property so received, t he portion
attributabl e to accunulative profits will have to be

del eted. Only the bal ance ambunt can be treated as a capita
recei pt. Thereafter |ooking to the cost of acquisition of
that protion of the share which has been di m ni shed, capita
gains will have to be determ ned.

The questions before us do not require us to exam ne
how the property transferred to the assessee by the conpany
has to be valued. The conpany obviously has transferred the
property in lieu of the return of Rs. 790/- per shareto the
assessee. This property has not been sold to the assessee.
The Tribunal, while conputing capital gains; wll have to
deci de how this property should be val ued for the purpose of
deci ding what the assessee has received on reduction in the
val ue of his shares, and whether any capital (gains have
accured to the assessee or not. This question was not
required to be considered by the Tribunal because the
Tri bunal cane to the conclusion that there being on-transfer
of any capital asset, the question of capital gains did not
arise. But the question will now have to be considered and
decided by the Tribunal when the matter goes back before it
for the determ nation of capital gains, if any, Question No.
2 is, therefore, answered in the negative and in favour of
the Revenue. The appeal is disposed of accordingly.

capital gains if they accrue.




