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ACT:

Income Tax--Dividend declared out of premunms on shares
received by a conpany-Anount whether receipt of dividend-
Wet her taxabl e-What /is dividend-Effect of s. 78. Conpanies
Act, 1956-1ndian Incone-tax Act, 1922, s. 2(6A).

HEADNOTE:

The Rohtas Industries Ltd. issued in 1945 shares at . a pre-
m um and the share prem uns so received were, kept 'separate
under the head Capital Reserve. |In the calendar year ending
December 31, 1953, the conmpany paid a sum of Rs. 50,787/- as
dividend to the appellant conmpany. ~ For the year 1954-55,
this sumwas taxed in the hands of appellant as dividend by
t he | ncone-t ax Oficer. The Appel | ate Assi st ant
Comm ssi oner set aside the order of the Income-tax Oficer
but the same was restored by the Inconme-tax Appellate
Tri bunal . The Tribunal referred to the Punjab H gh Court
the question whether on "he facts and in the circunstances
of the case, the receipt of Rs. 50,787/- was a receipt of
di vidend and was taxable under the Indian |ncome-tax Act.
The High Court answered the question against the appellant

and the latter appealed this Court wth special |eave.
Di sm ssing the appeal

Hel d: The receipt of Rs. 50,787/- was a | receipt of
dividend :and was taxable under the Indian |Income-tax /Act,
1922. It was well-established before the Conpanies Act,

1956, that premuns received on the issue of shares were
profits available for distribution and the word "profits" in
Regul ation 97 of Table A of Conpanies Act 1913 should be
understood to include share premuns also. S. 78 of the
Conpani es Act does not in any way change the taxability  of
di vidends decl ared out of prem uns on shares received by a
Conpany before the Act of 1956 canme into force. |If it was
taxabl e, apart froms. 78, it renmains so taxable.

Re Hoare & Co. Ltd., (1904) 2 Ch. 208; Drown v. Gaumint-
British Picture Corporation, (1937) Ch. 402; re Duff’s
Settl ements. Nati onal Provincial Bank Ltd., vs. Gr egson,
(1961) 1 Ch. 923; Land Revenue Conmissioners Vv. Reids
Trustees, (1949) 1 AIl E.R 354, referred to.




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

Page 2 of 6

JUDGVENT:

CIVIL APPELLATE JURI SDICTION: Civil Appeal No. 613/ 1963.
Appeal by special |eave fromthe judgnent dated Decenber 12,
1960, of the Punjab Hi gh Court in Income-tax Reference No. 2
of 1958.

S. K. Kapur, K K.  Jain, Bishanbar Lal Khanna and S. Mirthy,
for the appellant.

C. K. Daphtary, Attorney-General, R Ganapathy Iyer and R N
Sacht hey, for the respondent.
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April 2, 1964. The Judgnent of the Court was delivered by
SIKRI, J.-The appellant is a Joint Stock Conpany, here-
inafter referred to as the assessee, having its registered
office in Delhi. It held 11950 'B Preference shares in
anot her conpany, called Rohtas Industries Ltd., in the
previ ous year (calendar year endi ng Decenber 31, 1953). The
| atter conpany paid a sum of Rs. 50,787/- as dividend on the
said Preference Shares to the assessee, and for t he
assessment year 1954-55 this sumwas taxed in the hands of
the assessee as dividend, within s. 2(6A) of the Indian
Income Tax Act, 1922, by the Incone Tax Oficer. The
Appel | ate Assi stant Conmmi ssioner, on appeal by the assessee,

held it not to be taxable. The Incone Tax Appellate
Tribunal, on an appeal by the Departnent,  however, agreed
with the Incone Tax Officer and all owed the appeal. On the

application of the assessee, the Appellate Tribunal stated a
case for the opinion of the Punjab H gh Court. The High
Court upheld the contention of the Departnment’ and answered

the question referred to it against the ~assessee. The
assessee, after failing to get a certificate under 's. 66A(2)
of the Income Tax Act, obtained special |eave from this

Court and now the appeal is before us for disposal
The question referred to the High Court is as follows:--
"Whet her on the facts and in the circunstances
of the case, the receipt of Rs. 50,787/- was a
recei pt of dividend and is taxable under the
I ndi an | ncome Tax Act."
The facts and circunstances referred to in the question are
as follows. Rohtas Industries Ltd., —hereinafter referred
to, as the declaring conpany, had in the year 1946 i ssued
shares at a prem um and the share prem uns so received by it
were kept separate under the head 'Capital Reserve’'. The
declaring conpany declared a dividend in the previous year
of the assessee out of the above capital reserve.
The | earned counsel for the assessee contends before us that
the sumreceived by the assessee is not dividend within the
definition of the word ins. 2(6A) of the Inconme Tax . Act.
He says that the share premiuns were not profits capable of
being distributed as profits within Regulation 97 of Table A
O  Compani es Act of 1913 which lays down that "no" dividend
shal | be paid otherwi se than out of the profits of the vyear
or any other undistributed profits.” He argues further  that
it was a capital gain in the hands of the declaring conpany
and capital gains are expressly excluded fromthe definition
of "dividend by the explanation to s. 2(6A) which provides
that 'the
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expression "accumul ated profits" wherever it occurs in this
cl ause shall not include capital gains arising before the
1st day of April, 1946, or after the 31st day of March
1948’ . Lastly, he urges that in any event, s. 78 of the
Conpani es Act, 1956, has placed this sum beyond the reach of
t he Revenue.
Before adverting to the arguments addressed to us, it is
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necessary to reproduce the relevant statutory provisions.
Section 2(6A) of the Income Tax Act defines ’'dividend as
follows: --
(6A) ’'dividend includes-
(a) any distribution by a conpany of
accunul ated profits, whether capitalised or
not, if such distribution entails the release

by the conpany to its shareholders of all or
any part of the assets of the conpany;

(b) .o

(€)oo

Provi ded t hat

(d) .o NN

Provi ded t hat

Provi ded further t hat t he expression

"accumul ated profits", wherever it occurs in
this clause, shall not include capital gains
arising before the 1st day of April, 1946, or
after the 31st day of March, 1948."

Section 78, of the Conpanies Act, 1956,
reads: -

"78. (1) Were-a company issues shares at a
prem um  whether for cash or otherwise, a sum
equal ‘to the aggregate anmount or value of the
prem uns on those shares shall be transferred
to an account, to be called "the share prem um

account"; and the provisions of this Act
relating to the reduction of the share capita
of a conpany shall, except as provided in this

section, apply as if the share prem um account
wer e pai d-up share capital of the conpany.

(2) The share premum _account nay,
not wi t hst andi ng anything i n-sub-section (1),
be applied by the conpany-

(a) in paying up unissued shares of the
conpany to be issued to nenbers of the conpany
as fully paid bonus shares;

(b) inwiting off the prelimnary expenses
of the conpany;
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(c) in witing off the expenses of, or the

conmi ssion paid or discount allowed on, any
i ssue of shares or debentures of the conpany;

or
(d) in providing for the prem umpayable on
the redenption of any redeenable preference
shares or of any debentures of the conpany
(3) VWher e a conpany has, bef ore the
commencenent of this Act, issued any shares at
a premum this section shall apply as' if the
shares had been issued after the comencenent
of this Act:
Provided that any part of the prem unms which
has been so applied that it does not at the
comencenment of this Act froman identifiable
part of the conpany’s reserves wthin the
nmeani ng of Schedule VI, shall be disregarded
in determining the sumto be included in the
share prenm um account. "
It is evident fromthe definition of the word ’dividend
that if a distribution of accunulated profits, whether
capitalised or not, entails the release by the conpany to
its shareholder of all or any part of its assets, it is
di vi dend. It is not disputed that the distribution of Rs.
50,787/ - entails the release of the assets of the declaring
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conpany. But it is contended that there was no distribution
of accunul ated profits, because by virtue of Regulation 97,
Table A of the Conpanies Act, 1913, no dividend could be
paid otherw se than out of the profits of the year or any
other undistributed profits. It is said that the prem unms
received by the declaring conpany were not profits wthin
Regul ation 97. W are unable to accede to this contention
Previous to the enactnent of s. 78 of the Conpanies Act of
1956, and the correspondi ng section in the English Conpanies
Act, it was recognised that a conmpany ,could distribute
prem unms received on the issue of shares as dividends (vide
Pal mer’s Conpany Law, Twentieth Edition). At page 637, it
is stated:

| egal |y perm ssible for the conpany to

di stribute dividend out of assets which do not

represent profits nmade as the result of its

trading or Dbusiness. The connotation of
divisible profits, or profits in the Ilega
sense, 1is nmuch wider than that of profits in

t he busi ness sense: the former term includes,
€.9., reserves accurmulated from past profits,
from realised capital profits indeed, before
the requirenent of a share prem um account by

the 1947-48 | egi sl ati on, from prem uns
obt ai nedon issue of
630

new  shares, whereas none of these itens is
regarded-and rightly so-by the businessnman or
accountant as trading profits.”
Palmer relies on two cases: Re Hoare & Co. Ltd.,(1) and
Drown v. Caumin-British Picture Corporation(2). In Re
Hoare's (1) case the conpany had created a reserve fund con-
sisting partly of premiuns received on the issue of
preference: shares. It having incurred a |l oss arising from
the depreciation in the value of the public houses bel ow the
amount stated in the conpany’s bal ance sheet, applied for
sanction of the Court to a schene for reduction of /' capita
whereby the conpany, while retaining a small portion of the
reserve, attributed to, the reserve nore than its rateable
proportion and to capital account less than-that ~of its
rateable proportion Buckley J. apparently held that these
premuns were not 'profits’ in the strict sense; and, on
appeal, the counsel for the conpany contended before the
Court of Appeal that this was wong. Roner, L.J., disposed
of this contention in the follow ng words";
"The surplus which was carried to the reserve
fund represented that which m ght ~“have been
properly applied at the time, if the conpany
had so thought fit, in payi ng further
di vi dends to sharehol ders and no person /could
have conpl ained if they had done so"
Thus, Roner, L.J., thought that there was nothing objec-
tionable in wutilising prem uns received on the issue of
shares for the purpose of declaring dividend.
in Drown’s case(2), a conpany proposed to pay a dividend on
its preference shares and utilise in part premuns received
by the conpany on the issue of shares, which had in fact
been invested in the assets of the conpany. The plaintiff
asked for an injunction to restrain the conpany from paying
the dividend. dauson, J., held that part of a reserve fund
consisting of noneys paid by way of premuns on shares,
unl ess set aside in some particular fund which has been
wholly spent, is available for dividend purposes. W are
not concerned with other points that arose in the case and
we have only set out the facts and findings relevant to the
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guestion before us. W may here set out Article 129 of the
Gauniont-British Picture Corporation Ltd. Article 129 reads
t hus: -
"The Directors nmay, with the sanction of a
general neeting, fromtime to time declare
di vidends or bonuses, but no such dividend
shal | (except as by
(2)[1937] Ch. 402.
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the statutes expressly authorised) be payable
otherwise than out of the profits of the
company. .. .........o..... "o
M. Kapur, |earned counsel for the appellant, had contended
that the English Law was different inasnuch as what was
prohibited in English Law was paynent of dividends out of
capital and that it did not enjoin directors to pay
di vidends out of profits. This case refutes M. Kapur’s

cont ent/i on. In‘re Duff's Settlenments, National Provincia
Bank Ltd., vs. Gegson,(1) whichis strongly relied on
behal f of ~the appellant, and which we will advert to in

detail later, Jenkins, L.J., says at p. 926: --

"The share prem uns woul d have been profits available for
di stribution (see Dr own V. Gammont -Bri ti sh Picture
Corporation) " (2).

It was thus well-established before the Act of 1956 and the
corresponding English Act that premiuns received on the
i ssue of shares were profits available for distribution. W
are of the opinion that the sane” connotation should be
attached to the word "Profits’ in Regulation 97 of Table A
In this view of the matter, it is not necessary to pronounce
on the question whether even if these premuns. were not
profits within Regulation 97, would this necessarily exclude
them fromcoming with the words *accunul ated profits’ within
S. 2(6A)(a).

This takes up to the next point-raised before us: Are the
premuns received on the issue of shares capital gains
within the explanation to s. 2(6A)? This point /'was not
urged before the High Court or the Appellate Tribunal and we
did not allowit to be devel oped.

The [ ast point may now be dealt with. In this connection it
iS necessary to appreciate the schene of s. 78 of the Com
panies Act, 1956. Sub-section (1) enjoins-a conpany, when
it 1issues shares at a premium to transfer the premuns to
an account called 'the Share Prem um Account’ and it then
applies the provisions of the Act relating to the reduction
of the share capital of a conmpany as if the share  prem um
account were paid-up capital of the conpany. Sub- secti on
(2) then provides how the share premium account nmay be
appl i ed. It is said that it inpliedly provides that it
cannot be used for the purpose of paying dividends. Sub-
section (3) then deals with the issue of shares at “a prem um
before the commencenent of this Act. It deens themto have
been issued after the commencenent of the Act and applies
the provisions of s. 78. The effect of this would be  that
conpany which has issued shares at a premum before the
conmencenent of the Act would by

(1) [1937] Ch. 402

(2) [1951] 1 Ch. 923.
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virtue of s. 78, have to open a share prem um account and
transfer to it the premumso received. Wat is to happen
if before the commencenent of the Act the conpany has
already dealt with the premiuns in such a way that they had
ceased to remmin as an identifiable part of the conmpany’s
reserves? The sub-section says that in that event the
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premuns so dealt with shall be disregarded in determning
the sum to be included in the share prem um account. | f

such premuns are to be disregarded for the creation of the
share prem um account, it means that they fall outside the
purview of s. 78. It has no application to them If this
is so, it is difficult to appreciate bow the appellant can
utilise this section for the purpose of showing that the
prem uns whi ch have al ready been distributed becane invested
with the character of capital in the bands of t he
di stributing conpany. W do not say that for the purpose of
income tax any future application of the share prem um ac-
count in one of the ways mentioned in sub-section (2) wll
be treated as distribution of capital. No such question
arises for our determination in this case. But we do hold
that s. 78 of the Conpanies Act does not in any way change
the taxability of dividends declared out of premunms on
shares received by a Conpany before the Act of 1956 cane
into force. |If it was taxable, apart froms. 78; it remains
so taxabl e.

The case of Duff's Settlenents(l) referred to above, on
which the | earned counsel strongly relied, mght or mght
not help himif the declaration of dividend had taken place
after the Act of 1956. W are of the opinion that what was
decided in this case has no relevance to the facts of this
appeal

Bef ore concluding, we may refer to the decision of the House
of Lords in Land Revenue Conmi ssioners v. Reids Trustees(2),
relied on by the | earned counsel for the respondents. Thi s
case would be relevant if we were considering generally
whet her the receipt of Rs. 50,787/- was income or capital in
the hands of the assessee. The question, however, " referred
to the Hgh Court islimted, and that is whether the
receipt of Rs. 50,787/- was a receipt of dividend and

t axabl e. It is, therefore, unnecessary to say nore | about
this case.

In the result, we agree with the H gh Court that the answer
to question referred to it is in the affirmtive. The

appeal fails and is dism ssed with cost.

Appeal dism ssed

(1)[1951] 1 Ch. 923. (2) [1949] 1 Al E-.R 354
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