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ACT:

Income Tax- Dividend declared by ~conpany inadvertently
wi t hout providing ‘for taxation--Can the character of
dividend be altered to a | oan by a subsequent ' resol ution-
I ndi an | ncone- Tax Act, 1922 (11 of 1922), 8. 16 (2).

HEADNOTE

Chell sons Ltd., a private Ltd. Company, declared dividends
without taking into account the conpany's liability for
taxation, including Extra Profits Tax. The dividends so
declared were credited in the books of the conpany to the
accounts of each of the share-holders. Share-hol ders in

their return for the rel evant assessnent year included the
amounts credited to themin the company’ s books of account:
Payment of dividends otherw se than out of profits of the
year, or other undistributed profits was at the naterial
time prohibited, by Art. 97 of Table A of the Indian
Conpani es Act, 1913, as anmended by Act XXXIl of ~ 1936  read
with s. 17 (2) of the Act; therefore such paynent could not
be regarded as | awful, the company having failed to provide
for paynent of tax before declaring divi dend. On
di scovering its mstake at an Extra O di nary General Meeting
anot her revolution purporting to reverse the earlier
resol utions declaring the dividends was noved, ~——and the
sharehol ders unani nously resolved inter alia that all the
sharehol ders having been fully apprised of the bonafide
m st ake, the dividends inadvertently paid be considered as
| oans to such individual sharehol ders. Before the |ncone
Tax O ficer the assessee who was a sharehol der did not file
a revised return, nor did he claimthat the anmount received
by him was not liable to tax. But on appeal before the
Appel | ate Assi stant Comm ssioner the assessee contended that
amount credited by the conpany to his account was not in
view of the subsequent resolution, liable to be taxed as
di vi dend i ncone. The plea was rejected. Bef ore t he
Tribunal the assessee contended that the dividends were
declared out of capital and such declaration was invalid
under the Comnpani es Act.
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The tribunal held that what was paid and received as
di vidend could not by a subsequent resolution of the conpany
be treated as paid otherw se than as dividend. The Hi gh

269

Court agreed with the Tribunal observing that assessnent for
each vyear is self-contained and subsequent events cannot
justify nodification of the assessnent.
The assessee canme up in appeal to the Suprene Court.

Held, that if the directors of the conpany have deliberately
paid or negligently been instrunental in paying dividends
out of capital they nmay have, in an action by the conpany or
if the company is being wound up at the instance of the
liquidator, to conmpensate the conpany for |oss occasioned by
their wongful or negligent conduct.

In WMatter of The Union Bank, Allahabad Ltd. (1925) I.L. R
47 Al'l. 669 approved.

Held, further, in ascertaining whether liability to pay
i ncome ~tax on dividend arose, a resolution of the conpany
whereby paynents nmade to the sharehol ders as dividends are
to be treated as | oans cannot retrospectively alter the
character - of ~the paynent and thereby exenpt it from
liability which has already attached thereto.

Hel d, al so, the paynment nade as dividend by a conpany to its
share holders does not |ose the character, of dividend

nerely because it i's paid out of capital. Under the Incone
Tax Act, liability to pay tax attaches as soon as dividend
is paid, credited or distributed or is declared. The Act

does not contenplate an enquiry whether the dividend is
properly paid, credited or distributed before liability to
pay tax attaches thereto.

JUDGVENT:

Cl VI L APPELLATE JURI SDI CTI ON:.~Nos. 462 to 465 of 1960.
Appeal s fromthe judgnent and order dated Septenber 26,1955,
of the Bonbay High Court I. T. R ‘No. 22 of 1955.

K. N. Raj agopal Sastri, J. K H ranandi and N. H Hi ngoran
for the appellants.

N. D. Karkhanis and D. Gupta for the respondents.

1962. April 19. The Judgnent of the Court was delivered by
270

SHAH, J.-This is a group of appeal s agai nst orders passed by
the High Court of Bonbay in Incone Tax Reference under - s.
66(1) of the Indian Income Tax Act.

Chellsons Ltd. a Private Conmpany was incorporated in Apri
1941. The sharehol ders of the conpany at the material time
were Kishinchand Chel |l aram hol ding 6 shares and Shewakram
Ki shinchand, Lokurmal Kishinchand and Murli Tabilram  each
hol ding three shares. Kishinchand, Shewakram and ~ Lokunal
were directors of the conpany. At a General neeting of the
sharehol ders of the conpany held on July 10, 1943, it was
resol ved to declare dividend at "60 per cent on the shares”
of the company and for the purpose of that of declaration
the profits of the year 1941-43 were included in the profit
of the vyear 1942-43. Pursuant to this resolution, Rs.
46,000/ - were credited in the books of the conpany to the
account of Kishinchand Chellaramon March 31, 1944 and Rs.
23, 000/ - were credited to each of the ot her three
sharehol ders. Another meeting of the sharehol ders was held
on July 15, 1944, and it was resolved to declare dividend at
"60 per cent on the shares" out of the profit of the conpany
for 1943-44. Pursuant to this resolution, on Septenber 29,
1944, Rs. 30,000/- were credited in the conmpany’ s books of
account to Kishinchand and Rs. 15 000/- were credited to the
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accounts of each of the other there sharehol ders.
In their respective returns for the assessnent year 1945-46,
Ki shi nchand, Showakr am Lokunal and Mur li - who wil |
hereinafter be collectively called the assessees-included
the ampunts credited to themin the conpany’s books of
account as dividends for the three years 1941-42 to 1943-44.
On Decenber 4,1947, at an Extraordinary General Meeting
another resolution purporting to reverse the earlier
resolutions dated July 10, 1943 and July
271
15, 1944, was passed by the conpany. The resolution read as
foll ows: -
"The notice dated 25th Novenber, 1947 «calling
the Extraordinary General Body Meeting for
today, was placed on the table.
" \Whereas the sumof Rs. 1,90,000 paid to the
shar ehol ders during the year 1944-45 as per
detail s gi ven bel ow vi z-
1941- 42 1942-43 1943-44
Total
M. inch and
Chel | aram 10, 000 36, 000 30, 000
76, 000
M . Shewakram
Ki shi'nchand 5, 000 18, 000 15, 000
38, 000
M. Lokunal
Ki shi.nchand 5, 000 18, 000 15, 000
38, 000
M. Mirl
Tahi | ram 5, 000 18, 000 15, 000
38, 000
Tot al 25,000 90,000 75,000
190, 000
was sanctioned by the General Body inadver-
tently without taking into consideration the
Conpany’s liability for taxation, including E
P. T. and all the shareholders having been
fully apprised of the bona fide mistake it is
her eby unani mously resolved that such dividend
i nadvertently paid be considered as loan to
such individual sharehol ders’and be pai d back
to the Conmpany forthwith, and the con-
sideration of any dividend to the shareholder
be deferred to the next Annual General Meet-

ing. The adjustnent in this regard will not
272
be made in the books of the Conpany as on 6t h
April, 1947."
Even though this resolution was passed, and the proceedi ngs
for assessment before the Income Tax Oficer wer e not

di sposed of the assessees did not file revised '‘returns
excluding the anounts credited as dividend, nor did  they
claim before the Incone Tax O ficer that those ampbunts not
being i ncone were not liable to tax.

By his order dated January 1, 1950, the Incone Tax O ficer
brought the inconme returned by the assessees including the
amounts credited to themas dividends, for the three years
to t ax. In appeals to t he Appel | at e. Assi st ant
Conmi ssioner, the assessees contended that the anounts
credited by the Conpany to their accounts in respect of the
years 1941-42, 1942-43 and 1943-44 were not, in view of the
subsequent resolution, liable to be taxed as dividend
incone. ' The Appellate Assistant Conmissioner rejected this
pl ea. The assessees then appealed to the Appellate Tribuna
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and contended that the dividends for the three years in
guestion were declared out of capital and such declaration
of dividend being under the Indian, Conpanies Act invalid, in
the assessnent the anpbunts, credited to their accounts as
di vidend should be excluded. The Income Tax Appellate
Tribunal held that the dividends in respect of the vyears
1941- 42 and 1942-43, havi ng been received before the year of
account relevant to the year of assessnent 1945-46, were not
liable to be taxed in that year. But the Tribunal confirned
the orders of assessment as to the dividend for the year
1943-44, because, in their view, the resolution declaring
dividend could not be reversed by a resolution at a
subsequent General Meeting after the dividends had been
paid. At the instance of
273
the assessees the Appellate Tribunal referred in each of the
four cases the follow ng tw questions:-
(1) Wet her the sharehol ders of the conpany
at the neeting held on Decenber 4, 1947 could
reverse the resolutions passed on July 10,
1943 and July 15, 1944 7
(2) Whether the sum of Rs...............
received by the assessee............... as
di vidend in the account year 1944-45 rel evant
for /'the assessnent year 1945-46 has been
lawful |y taxed in the assessnent year 1945-467?
If not, could only the dividends that could
have ' been paid out of the profits or a part
thereof be taxed in the assessment year 1945-
46 ?
(In each set of questions the appropriate
amount received and the nane of the assessee
was i ncorporated in the second questiaon).
The Tribunal observed in the order of reference that the
Income Tax Departnent chal llenged the correctness of the
claim nmade by the shareholders that dividend was paid
wi t hout nmmking provision for paynent of tax, but they did
not desire to go into accounts to ascertain whet her
provision for tax was nade, as "the parties at the tine of
the hearing of the appeals proceeded on the footing that no

such provision was made. Even if provision was - made, it
makes no difference in so far as the Departnent i s
concer ned. The question is whether any divident has been
declared out of capital and that question will have to be

examined at the tinme of passing the order under Section 66
(5) of the Act, in view of question No. 2."

The High Court declined to answer the first question because
in their viewit was unnecessary, and 'answered the first
part of the second

274

guestion in the affirmative, and hold that the second part
did not on that view arise for decision. Against the | order
of the Hi gh Court these four appeals have been preferred by
the assessees.

The only question material to these appeal s which was argued
by the assessees before the Tribunal was whether it was
conpetent to the conpany by a subsequent resolution to
reverse an earlier resolution declaring the dividend. The
Tribunal held that the earlier resolution could not be
reversed by a subsequent resolution, and therefore what was
paid and received as dividend could not by a subsequent
resol ution of the conpany be treated as paid otherwi se than
as dividend. The Hi gh Court held that the assessnents were
properly made by the Income Tax Officer. They observed that
the assessnent of an assessee for each year is self-
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cont ai ned and subsequent events cannot justify nodification
of the assessnent.

Section 16(2) provided (in so far as it is material) that
"for the purposes of inclusion in the total incone of an
assessee any dividend shall be deermed to be incone of the
previous year in which it is paid, credited or distributed
or deened to have been paid, credited or distributed to
him. x x x". It is comobn ground that on July 15, 1944
di vi dend was declared by a resolution of the conpany and the
amounts payable to the assessees were, in fact, credited on
Septenber 29, 1944, in the accounts naintained by the

conpany, to each of the shareholders as dividend. The
amounts were therefore declared as dividend, treated as
di vidend and received by the assessees as dividend. The
assessees included the dividends so credited to their
accounts in the returns. It may be assunmed that the conpany

failed to provide for paynment of tax before declaring
di vidend and that after providing for paynent of tax the net
profits of conpany may not have

275

been sufficient to justify declaration of dividend at 60% of
the value of the shares. On that assunption it may be
inferred that the dividend or a part thereof was in truth
pai d out of the capital of the conpany. ' Paynent of dividend
otherwise than out of profits of the year, or other
undi stributed profits was at the material tine prohibited by
Art. 97 of Table A- of the Indian Conpanies Act, 1913 as
amended by Act. XXXIl of 1936 read with s. 17(2) of the
Act; and therefore such paynent may be regarded as unl awf ul
If the Directors of a conpany have deliberately paid or
negligently been instrunmental in paying dividend out of
capital they may have, in an action by the conpany-or if the
conpany i s being wound up at the instance of the Liquidator-
to conpensate the conpany for |oss occasioned by  their
wrongful or negligent conduct. (In’” the matter of The 'Union

Bank All ahabad Ltd. (1). 1In this case we are not concerned
with the validity of the distribution of dividend, 'or the
liability of the directors arising out of i mpr oper

distribution of dividend. W are concerned with the true
character of the paynent nade on Septenber 29, 1944, to the
assessees. If dividend is declared and the -amount is
credited or paid to the share-holders as dividend can the
character of the <credit or paynment be altered by a
subsequent resolution so as to alter the incidence of tax
whi ch attaches to that anopunt?

By virtue of s. 16(2) the liability to pay tax attaches as
soon as dividend is paid, credited or distributed or deemnmed
to have been paid, credited or distributed to the
sharehol ders and the Incone Tax Act contains no provision
for altering the incidence of liability to pay tax ~on the
di vidend, nerely because it is found that in “declaring
di vidend and paying it the conmpany violated a prohibition
(1) (21925) I.L.R 47 All. 669.
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relating to paynent of dividend in the Indian Conpani es Act.
It is not necessary to consider in this case whether the
sharehol ders nay be conpelled by the conpany to refund the
amount inproperly paid as dividend out of capital. Even if
the shareholders agree to refund the anbunts received by
them as dividend the original character of the receipt as
dividend is not thereby altered. |In ascertaining  whether
liability to pay Incone-tax on dividend arose, a resolution
of the conpany whereby paynments made to the sharehol ders as
dividend are to be treated as | oans cannot retrospectively
alter the character of the payment and thereby exenpt it
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fromliability which has already attached thereto.

Before this Court two contentions were raised by counsel for
the assesses : (1) that on the anount received by each of
the asseseees tax was not eligible because it was not

dividend at all, and (2) that what was declared and paid as
di vidend ceased to be such by virtue of the subsequent
resol ution. The first plea was not raised before the

Tri bunal, and on the question as franmed it did not arise for
decision on a reference under s. 66 of the Indian Incone Tax
Act . The jurisdiction of the High Court under s. 66 being
advisory, they were concerned to give their opinion on
guestions which fairly arose out of the order of the
Tribunal, and were in fact raised and referred. The
guesti on whet her the paynent nmade by the Conpany was not in
the nature of dividend not having fairly arisen out of the
order of the Tribunal, it cannot be raised in this Court as
it could not in the H gh Court.~ In any event, we are of the
opi ni on~ that paynment made as dividend by a conpany to its
shar ehol ders does not | ose that character nerely because it
is paid out-of capital. Under the lncone Tax Act, liability
to pay tax attaches as soon as dividend is paid, credited or
distributed or is so
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decl ar ed. The Act ‘does not contenplate an enquiry whether
the dividend is properly paid credited or distributed before
liability to pay Tax attaches thereto. = The answer to the
second contention for reasons already set out by us nust be
in the negative.

The appeals therefore fail and are dismssed. In the
circunstances of the case there will be no order as to
costs.

Appeal s di ssmi ssed.




