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JUDGMENT

The foll owi ng Judgnent of the Court was delivered:
SEN, J.

The appel | ant is a public limted conpany. The
assessment years involved are 1972-73, 1973-74 and 1974-75.
In regarded to the above assessnent years, in the returns of
Income filed by the appel | ant - before the assessing
authority, a claimtowards allowance of devel opnent rebate
under section 33 of the Income-tax Act, 1961 (hereinafter
referred to as ’'the Act’) was nuade., The assessing
authority all owed the claim as nade by the conpany:
Subsequently, the assessing authority noticed from the
bal ance sheet of the appellant conpany that the conmpany had
made a transfer for sums fromthe devel opnent rebate reserve
to share capitalisation account by issue of bonus shares.
The assessing authority concluded that the issuance of bonus
shares ampunted to distribution of profits by capitalisation
and thus the assessing authority was of the viewthat the
provi sions of section 155(5)(ii)(a) of the Act applied to
the instant case, as the devel opnent rebate reserve has been
utilised for distribution by way of dividend or profits.
Accordingly, the assessing authority passed an order under
section 154 of the Act withdrawing the devel opnent rebate
claimallowed earlier.

The Conpany went up on appeal. The appellate authority
allowed its appeal. The <claim of the appellant for
devel opnent rebate was sust ai ned.

The appellate Tri bunal on the Revenue’'s appea
concurred with the view taken by the first appellate
authority and concluded that there was no distribution by
way of dividend or profits in the issue of bonus shares.

Thereafter, on the application by the Comn ssioner of
I ncome-tax, the follow ng questions of |law were referred to
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the Hi gh Court

"(a) Whether on the facts and in

the circunstances of the case the

ITAT is right in law in holding

that issue of bonus shares from out

of the developnent rebate reserve

did not account to distribution of

profits wthin the neaning of

section 34(3)(a)(i) and section

155(5)(ii)(a)?

(b) Whether or the facts and in the

circunmst ances of the case the |ITAT

is right inlawin holding that the

I TOis not justified in w thdraw ng

the devel opnent rebate?"

The High Court  after —examining the provisions of
Section 34(3)(a)(i) and Section 155(5)(ii)(a) of the Incone
Tax Act~ held that the issue of bonus shares resulted in
di stribution of profits and therefore, the statutory
requi renment-of Section 34(3)(a)(i) of the Act had been
viol ated.  The Hi gh Court answered both the questions in the
negative and in favour of the Revenue. The assessee has cone
up on appeal to this Court.

Section 33 of the Act deals with allowance of
devel opnent rebate/in respect of a new ship or new nachinery
or plant owned by the assessee, if it was wholly used for
the purpose of business carried on by him The allowance is
given subject to a nunber of conditions. W are concerned
inthis case with the condition 1laid down in Section 34,
whi ch is as under:

"34(3)(a). The deduction referred

to in Section 33 shall not be

al l owed unl ess an anobunt equal to

seventy five per cent of " the

devel opnent rebate to be actually

allowed is debited to the profit

and | oss account of the relevant

previous year and credited to are

reserve account to be utilised by

the assessee during a period of

ei ght years next followi ng for the

purposes of the business of the

undert aki ng, other than-

(i) for distribution by way of

di vidends or profits."

Section 155(5)(ii)(a) which is also relevant in this
case i s as under :

"(5). VWhere an allowance by way of

devel opnent rebate has been nmde

wholly or partly to an assessee in

respect of a ship, nmachinery or

plant installed after the 31st day

of Decenber, 1957 in any assessnent

year under Section 33 of the Indian

I ncome-tax Act, 1992 (XI of 1922),

and subsequent|y-

(i) xx XX XX XX

(ii) at any tine before the expiry

of the eight years referred to in

sub-section (3) of Section 34, the

assessee utilised t he anmount

credited to the reserve account

under cl ause (a) of that sub-

secti on-

(a) for distribution by way of
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di vidends or profits."

The assessee created a devel opnent rebate fund to avai
of the deduction under Section 33. Section 34(3)(a) does
not prohibit the assessee fromusing any amount credited to
the fund for the purpose of the business but he cannot
utilise the anount for eight years for "distribution by way
di vidends or profits". |If the Incone-tax Oficer finds that
the assessee had utilised any ampbunt out of the reserve fund
for distribution by way of dividends or profits, he can
wi t hdraw the al  owance given under Secti on 33 by
sharehol ders entitling themto participate in the amount of
the reserve but only as part of the capital.

The mechani sm and effect of issue of bonus shares have
been expl ained by the English Courts in a nunber of cases.
Lord Hal dane in the case of Inland Revenue Commi ssioners vs.
Bl ott (1921) AC 171 hel d:

"My Lords, for the reasons | have

given | think it is as matter of

principle, within the power of an

ordi'nary joint stock conmpany wth

articles such as those in the case

before us to deternine conclusively

agai nst the whole world whether it

will wthhold profits it has

accumul ated from distribution to

its sharehol ders as income, and as

an alternative not distribute them

at all, but apply themin paying up

the capital suns which sharehol ders

el ecting to take up uni ssued shares

woul d ot herwi se have to contri bute.

If this is done, the noney so

applied is capital and never
becormes profits in the hands of the
shar ehol der at all. What the

latter gets is no doubt a valuable

t hi ng. But it is a thing(in the

nat ure of an extra share

certificate in the conpany."

In that case, Viscounts Hal dane, Finally and Cave held
that an amount equal to the face value of the shares could
not be regarded as received by the shareholders. A contrary
vi ew was taken by Lord Dunedin and Lord Sumrer who held that
the word "capitalisation" was sonewhat hazy and the anpunt
that was capitalised had to be treated as to have been paid
to the sharehol ders.

In the case of Conmissioners of Inland Revenue V.
fisher’s Executors, (1926) A.C. 395, Viscount | Cave dealt
proceedi ng under Section 155.

In this case there is no allegation that the assessee
has distributed any dividend out of the ampunts standing to
the credit of the fund. But the assessee issued  bonus
shares and for that purpose transferred the anpunt standing
to the credit of the fund to the share capital account. The
guestion is whether under these circunstances issuance of
bonus shares will anmount to distribution of profits.

The answer to the questionis not easy. One viewis
that issue of bonus shares to the sharehol ders involves a
dual operation by which an anmount is released to the
sharehol ders from a reserve fund but was retained by the
Conpany and applied in paynent of the bonus shares which
were issued as fully paid up. The sharehol ders are treated
as having paid for the bonus shares and the supposed
paynments by the shareholders are taken to share capita
account from reserve fund of the Conpany. |In effect, the
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sharehol ders have paid the face value of the bonus shares.
It was to all intents and pur poses equival ent to
distribution of accumul ated profits in cash by the Conpany.

The second view is that when bonus shares are issued an
amount equal to the face value of the shares cannot be
regarded as having been received by the sharehol ders. The
i ssuance of bonus shares was nothing but nere capitalisation
of the profits of the company in respect of which
certificates are issued to the with a case of conpany which
had | arge undistributed profits. It decided to capitalise a
part of these profits and distribute it pro rata anong the
ordi nary shareholders as a bonus in the form of five per
cent debenture stock. The stock was duly issued, conditions
providing that the Conpany mght redeem the stock after a
certain time and in certain events. The question that cane
up for decision was ~whether the bonus paid in the form of
debenture stock was incone in the hands of the sharehol ders
and was, therefore, liable to super tax. Viscount cave hel d:

"The whole transaction was  "bare

machi nery" for capitalizing profits

and involved no release of assets

either as incone or as capital."

In coming to this conclusion, Viscount Cave relied upon
the follow ng observation of Lord Finlay in Blott’s case:

"The general /scope and effect of

t hese transacti ons is beyond

di spute. There was an increase in

the capital of the conpany by the

retention of the ampunts avail able

for dividends..... The wuse of the

suns which had been available for

dividend to increase capital would

enable the conpany to carry on a

| ar ger and nor e profitable

busi ness, which mght be expected

to yield larger dividends. The

di vi dends, however, were to( be in

the future. So far as the present

was concerned there was no dividend

out of the accumulated profits;

these were devoted to increasing

the capital of the conpany. The

conpany had power to do what it

pl eased with any profits which it

m ght make. It might spend the

accunul at ed profits in t he

i mprovenent of the company’s works

and buil di ngs and machi nery. These

i nprovenents nmght lead to a great

accession of business and increase

of profits by whi ch every

shar ehol der woul d benefit, but of

course it could not for a nmonent be

contended that such a benefit would

render him liable to super tax in

respect of it. The benefit woul d

not be in the nature of incone, and

super tax can be levied only on

i ncorme. "

In our view, the principle stated by Lord Finlay really
resolves the controversy raised in this case. The profits
nmade by the Conpany nmay be distributed as dividends or
retai ned by the Conpany as its reserve which nmay be used for
i mprovenent of the conpany’s works, buil dings and machinery.
That will enable the conpany to nmake larger profits. There
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cannot be any dispute that the shareholders will benefit
fromthe inprovenents brought about in the profit naking
apparatus of the Conpany. Li kewise, if the accunulated
profits are capitalised and capital base of the Conpany is
enlarged, this may enable the Conmpany to do its business

nore profitably. The sharehol ders will also benefit if the
share capital is increased. They may benefit i mediately by
i ssue of bonus shares. But neither in the case of

i mprovenent in the profit naking apparatus nor in the case
of expansion of the share capital of the Conpany, <can it be
said that the sharehol ders have received any noney fromthe
Conpany. They may have benefited in both the cases. But
this benefit cannot be treated as distribution of the anmount
standing to the credit of any reserve fund of the Conpany to
its sharehol ders.

In fact, the transfer of the anounts standing to the
credit of Devel opment Rebate Reserve to the share capita
account, does not involve any disbursenment of noney by the
Conpany. Nothi ng conmes out of the till of the Conpany to

t he shar ehol der. The entire anpunt of noney shown as
devel opnent rebate reserve is retained by the Conpany in
anot her account. It cannot be said that by the issue of

bonus shares, the conpany had distributed its reserve fund
to the shareholders even though it had retained the entire
amount with it in the share capital account.

It nust also be noted that while dealing wth the
qguestion of wvaluation of bonus shares in the case of
Comm ssioner of Inconme-Tax, Bihar~ vs. Dalnia Investmnent
Co.Ltd. 52 |ITR 567, Hidayatullah, J. (as H s Lordship then
was) after referring to Blott"s case (supra), preferred the
vi ew expressed by Viscounts Hal dane, Finlay and Cave to the
di ssenting view taken by Lord Dunedin and  Lord . Sumer.
Dealing with effect of issue of bonus shares, Hidayatull ah
J. held that "the floating capital used in the conpany which
formerly consisted of subscribed capital and the reserves

now becones the subscribed capital of the Conpany”. The
certificates in the hands of the sharehol ders were property
fromwhich income will be derived in future.

H dayatullah, J. in Dalma’'s Case, also quoted with
approval a passage from a decision of the Supreme Court of
United States, Eisner v. Maconber (1920) 252 U.S. 189:

"A stock dividend really takes

nothing from the property of the

corporation, and adds nothing to

the interests of the sharehol ders.

Its property is not dimnished, and

their i nterests are not
i ncreased. . ... The proportiona
i nt er est of each shar ehol der

remains the sane. The only change
is in the evidence which represents
that interest, the new shares and
t he ori gi nal shares t oget her
representing the same proportiona
interests that the original shares
represented before the issue of the
new ones. .. .. In short, t he
corporation is no poorer and the
stock-hol der is no richer than they
were before....If the plaintiff
gai ned any snmll advantage by the
change, it <certainly was not an
advant age of *417,450 the sum upon
which he was taxed....Wat has
happened is that the plaintiff’s
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old certificates have been split up
in effect and have dimnished in
value to the extent of the val ue of

t he new. "
VWhen a sharehol der gets a bonus share the value of the
original share held by himgoes down. In effect, the

sharehol der gets two shares instead of the one share held by
himand the market value as well as the intrinsic value of
the two shares put together will be the same or nearly the
same as the value of the original share before the bonus
i ssue.

It appears from the vari ous deci si ons cited
her ei nabove, that issuance of bonus shares does not anount
to distribution of accunulated profit of a conpany. The
shar ehol der derives some benefit by the process of
capitalising of the accunulated profits but at the sane
time, the value off his original shareholding goes down.
Vi ewed from any angle, it cannot be said that in this case,
the assessee-Conpany had distributed any part of its
Devel opnent “Rebate Reserve Fund when it issued the bonus
shares. The accurmul ated profit lying to the credit of the
Devel opnment Rebat e Reserve has been retained by the Conpany.
The anount has been transferred to the share capita
account, If that ‘'was not done the intrinsio value of the
shares held by the sharehol ders woul d have been nore. After
the issue of the bonus shares, the intrinsio value of the
original shares have gone down rateably. The accunul at ed
profits of the Conmpany have remai ned with the Conpany in one
account or anot her.

On behalf of the Revenue, our attention was drawn to
the judgnent in the case of Leader Engineering Wrks vs.
Comm ssi oner of Income Tax, Anmritsar-11-124 | TR 44. That was
a case of partnership firm The amount ~ standing to the
credit of devel opnent rebate reserve account was debited and
the capital accounts of the partners in the partnership

account were correspondingly credited. It was held that the
identity of the developnent rebate reserve account had
conpl etely di sappeared. The anopunt standing to the credit

of that reserve was placed at the disposal of the partners
who were free to w thdraw the sane for their own purposes.
In that case it was held that the transfer of the anount
standing to the credit of the devel opnent rebate reserve in
the individual’s account of the partners anmpunted to
di stribution of profits. W fail to see how this decision
hel ps the Revenue in the facts of this case. The
sharehol ders are not entitled to draw any nmoney fromthe
share capital account of the conmpany. The noney standing to
the credit of the Devel opnent Rebate Reserve is retained by
the Conpany in another account. A sharehol der cannot claim
that any part of the share capital of the conpany bel ongs to
hi m or make use of its.

The question as to the substance of the transaction was
al so rai sed. The case, however, has to be decided on the
basis of the language of the statute. There has been no
distribution from the devel opnent rebate fund. The result
m ght have been different had the statute been differently
worded but we shall have to take the stature as it is and
not in any other sense. Moreover, as was poi nted out by
Lord Sumer in Fisher’'s case that desires and intentions are
things of which a conpany is incapable. These are the
nmental operations of its shareholders and officers. The
only intention that the conpany has is such as is expressed
in or necessarily follows fromits proceedings. It is
hardly a paradox to say that the form of a conpany’s
resol utions and instruments is their substance.
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In this case, neither in form not in substance, has
there been any distribution of profits by the conpany in
nmaki ng the bonus issue. I f the substance and not the form
of the transaction is |ooked to, the issue of a bonus shares
was, in the |anguage of Row att, J. "a bare machinery" for
capitalising profits and there was no distribution of
profits to the sharehol ders.

We are unable to uphold the view expressed by the Hi gh
Court that the issue of bonus shares in the facts of this
case amounted to distribution of accunulated profits of the
Conpany shown as Devel opnent Rebate Reserve Fund. The
appeal s are all owed. The judgrment wunder appeal is set
aside. There will be no order as to costs.




