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, C O M M IS S IO N E R  O F  IN C O M E  T A X  v . M A C A N  M A R K A R  

12— D. C. (In ty .) S pecia l

In c o m e  tax— B o n u s  to  sh a reh o ld er— S h a res  issued , as fu l ly  pa id  u p , f o r  

capita liza tion  o f  profits— M e a n in g  o f  d iv id en d — In c o m e  T a x  Ordinance, 
s. 2 (Cap. 188.)
Fully paid up shares issued to the shareholder of a company by way 

of capitalizing the profits of the company do not constitute a dividend 
as defined by section 2 of the Income Tax Ordinance so as to render the 
shareholder liable to tax on their value.

T H IS  w as a case stated by  the B oard  of R eview  under section 74 of 
the Income T ax  Ordinance.

The facts are stated as fo l lo w s : —

S ir  H. M . M acan M arkar w as notified in Septem ber, 1938, o f an 
additional assessment of Rs. 68,712, in respect of the year o f assessment, 
1936-37, and w as  called upon to pay a tax of Rs. 3,280.05 on this additional 
assessment. The sum assessed w as said to be a “ d iv id en d ” received  
from  The G a lle  Face Lan d  & B u ild ing Com pany, Lim ited.

The Com pany is a private com pany and, except fo r  five shareholders 
holding one share each, the entire capital is owned by  fou r m em bers of 
the appellant’s fam ily. In  February , 1936, the Com pany resolved to 
use Rs. 250,000 out o f its reserve fund fo r the paym ent o f a bonus to 
shareholders, in proportion to the amount paid up on their shares, by  
the issue of 2,500 fu lly  paid up shares of the Com pany o f Rs. 100 each.

These 2,500 fu lly  paid shares w ere  duly issued to the fou r principal 
shareholders (except fo r 48 shares which w ere  held fo r  charity ). The  
assessee received 793 shares.

The Income T ax  Assessor w as of the v iew  that this distribution w as a 
“ dividend ” as defined in section 2 of the Ordinance and as such w as  
taxable in the hands of the recipient (except as to so m any o f the shares 
as represented profits arising in the accounting periods ended before  
A p ril 1, 1936). The assessee w as accordingly assessed- to pay  a tax  on 
Rs. 68,712 in addition to the tax he had already been assessed fo r  the 
year of assessment, 1936-37.

The assessee appealed to the Com m issioner against the assessment 
on the ground that the distribution o f shares w as  not a  “ d iv id en d ” 

within the m eaning of the Incom e T ax  Ordinance, and w as  accordingly  

not taxable.

The Commissioner referred  the appeal to the B oard  o f Review , under  
the provisions of section 72 o f the Income T ax  Ordinance. The appeal 
w as heard by  the Board  of R eview  on N ovem ber 14,1938.

A t  the hearing it w as agreed betw een the parties, that the undistributed  
profits of the Com pany had been capitalized and that as a result o f the 
issue of a ll these bonus shares the capital of the Com pany had been



74 Com missioner of Incom e Tax v. Macan Markar.

increased by  Rs. 194,958; that the resolutions of the Company and of 
its Directors relative to the distribution of the reserves by the issue of 
shares w ere in tra  v ires  the Company ; and that these shares had been 
issued as fu lly  paid shares. There is also no dispute on the amount of 
tax  payable, if liability to tax attaches.

The assessee produced the balance sheet of the Company to the-year 
ending June 30, 1935, (m arked A  1) and to the year ending June 30, 1936, 
(m arked A  2) and a series of letters between him and the assessor (marked  
A  3 to A  9 ). Copies of all these documents are annexed to this case 
stated. It w as contended on his behalf that it w as law fu l for a company 
to capitalize its profits and that once they w ere effectually capitalized, 
the distribution of them in the shape of shares w as a distribution not of 
profits or income but of capital. Counsel argued that the shares dis
tributed did not fa ll w ithin the meaning of “ dividend ” in section 2 
of the Income T ax  Ordinance as that section only professed to tax any 
profit distributed in the form  of shares, and that once the character of 
profits w as taken aw ay by  effective capitalization, no tax could be 
levied.

The assessor contended that the shares received by  the assessee fell 
within the definition of “ dividend ” in section 2 ; that no shares could 
be  issued which w ere  not part of the capital of the Company, and that 
i f  the contention of the assessee w as correct, in no case would shares 
distributed as dividend be liable to tax despite the definition of “ dividend ” 
as in every case a distribution of shares would be said to be an issue of 
capital and not a distribution of “ profits ”. It w as urged that the 
m anner in which the Com pany chose to treat its income could not take 
aw ay  from  that income the character of “ profits” ; that any dealings 
w ith  it by  the Com pany could not affect its taxability as “ profits ”. 
H e  relied upon the provisions of clause 147 of the Articles of Association 
of the Com pany (w hich is annexed hereto marked R 1) which he argued, 
showed that the Com pany’s Articles themselves treated the reserves as 
undistributed profits.

The Board  upheld the contention of the assessee and annulled the 
additional assessment.

. J. W . R. Ilangakoon , K .C ., A tto rn ey -G en era l  (w ith  him S. J. C. 
Schokm an, C .C .), for the Commissioner of Income Tax, appellant.—  
The question of law  for determination is whether the 793 bonus shares 
received by  the assessee w ho is a shareholder in a private company 
constitute a dividend within the meaning of section 2 of the Income 
T a x  Ordinance. The charging section is section 5. “ Profits and 
income ” is defined in section 6 and includes dividends.

It is common ground that the reserve fund out of which the bonus 
was. issued consisted of undistributed profits. The case stated mentions 
that undistributed profits had been capitalized and these shares issued 
as fu lly  paid up shares. The Board  of Review  chose to follow  certain 
English and Indian decisions without regard to the fact that “ dividend ’ 
according to our Ordinance includes a distribution of profits in the form  
o f shares. “ Incom e” and “ d iv iden d” are not defined in the English  
Acts of 1918. There is a sim ilar absence in the Indian Act of 1922.
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The fo llow ing decisions in England, viz., B ou ch  v. S p rou le  \ In land  
C om m issioner o f  R ev en u e  v. B lo t t ", F isher ’s  Case *, and In land R ev en u e  
C om m issioners v. W r ig h t ' did not turn on a definition o f the term  
“ dividend ” and w ere  decided in favour of the taxpayer. They  w ent  
on the basis that a bonus issued in the form  of fu lly  paid up shares w as  a  
distribution of capital and not income. In  the case o f S w an  B r ew e ry  C o. v . 
th e  K in g  ’  the P rivy  Council held that bonus shares came w ith in  the 
definition of “ d iv iden d” in the Australian  Income T ax  Act as being an  

“ advantage ”.

See also C om m ission er o f  In com e T ax, B en ga l v . M erca n tile  B an k  o f  
India, L td., e t  al. ’ w here various English cases are reviewed.

y.nglish decisions w ere  fo llow ed  in South A frica, also. In  1925, however, 
the law  w as  amended and bonus shares distributed to shareholders w ere  
m ade taxable— Ingram  on  L aw  o f In com e T a x  in  S ou th  A fr ica  (1933 ed -), 
p. 190.

In  the Income T ax  Assessm ent Act, Austra lia  (1932-34), the definition 
of dividend w ou ld  include bonus shares. O u r O rdinance w as passed  
in 1932. The draftsm an of the Ordinance apparently desired to get 
over the difficulty caused by  B lo tt ’ s C ase (supra) and included in 
the definition of dividend a distribution of profit in the fo rm  of shares.

H . V . P erera , K .C . (w ith  him  E. F. N . G ra tia en ), fo r  the assessee, 
respondent.— Nothing is a dividend, according to our Ordinance, which  
is not a distribution of profits. A p art  from  section 2, section 52 m akes 
it clear. Just as, in England, section 21 (1) of the Finance A ct o f 1922 
did not in any w ay  supersede the law  as la id  dow n  in the cases already  
cited, sim ilarly  our law  does not do so. The substance o f the definition 
of dividend is the distribution of profit. The rem ainder o f the definition  
speaks m erely of the form  in which the distribution of profits m ay be  

made.
W hat happened, in fact, w as that undistributed profits w ere  capitalized  

and w ere thus utilized to increase the assets o f the Com pany. W h at  
had been profits at one time are now  no longer in a form  w hich  can be  
described as profits, because they have already been utilized fo r  the 
increase of the assets of the Com pany. Capitalization excludes a ll 
idea o f dividend.

There cannot Jje a  dividend unless there is a release of assets. English  
cases make it abundantly clear that a release of assets is essential fo r  a  
distribution of profits— B lo tt ’s C ase (su p ra ), F ish er ’s C ase (su p ra ), C o m 
m ission er o f  In com e T ax, B en gal v. M erca n tile  B ank o f  India, L td ., e t  al. 
(su p ra ).

A lthough  the w ord  “ bonus ” w as used, a ll that w as intended, by  the 
resolution o f the Com pany, to go to the shareholder w as a  num ber of 
shares and not any bonus as ord inarily  understood. The w o rd  “ bon u s” 

w as used in the Com pany’s resolution in B lo tt ’s C ase too. T he  issue 
of “ d iv iden d” in form  of shares is possible only w hen  the shares a re  
held in another company and represent realizable assets of the Com pany

1 (1887) 12 A . G. 385. -* (1927) 1 K .  B . 333.
• (1921) 2 A . C. 171. 5 (1914) A . C. 231.
»1 0  T . C. 302. • (1936) A . C. 478.



which issues the “ dividend ”— P o o l v . T he G uardian In vestm en t Trust 
Co., Ltd.1, C om m ission er  of Inland R ev en u e  v. C ollin s', Com m issioner  
o f  In com e T a x  v. M essrs. B inny &  Co.', S tee l Bros. & Co., Ltd. v .  
G o v er n m en t'.

Dividend is a distribution of profits. O n  authority, on principle and  
on the definition given in our Ordinance, the decision of the Board was 
correct.

J. W . It. Ilangakoon, K .C ., A ttorn ey -G en era l, in reply.— The facts 
mentioned in .the case have to be borne in mind. According to the Articles 
of Association, no dividend or bonus w as to be distributed except out of 
profits. The reserve fund .out-of which the shares were formed represented 
undistributed profits. A s long as profit was distributed even in the form  
of shares, it w as taxable. S ee L ev e r  v. Land S ecu rities  Co. *. The resolu
tion of the Com pany faithfully follows the power given under Article  
147.
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Cur. adv. vu lt.

Novem ber 20, 1939. H earne J.—

This is an appeal by  the Commissioner of Income T ax  on a case stated 
by the Board  of Review  under section 74 of the Income T ax  Ordinance.

The assessee-respondent who is a shareholder of the Galle Face Land  
& Buildings Co., Ltd., w as called upon to pay a tax of Rs. 3,280.05 on an 
additional assessment in respect of certain shares he had received from  
the Com pany in the fo llow ing circumstances.

In  February, 1936, the Com pany resolved that “ the sum of Rs. 235,929.96 
form ing part of the existing reserve for depreciation of buildings and 
further the sum of Rs. 14,070.04 lying to the credit of permanent reserve 
shall be applied towards payment of a bonus to shareholders as nearly  
as m ay be in proportion to the amounts paid up on the shares held by  
them and that the Directors be authorized to allot and issue to the share
holders entitled thereto in like proportions 2,500 shares of Rs. 100 each 
credited as fu lly  paid up in satisfaction of such bonus ”.

The resolution w as carried into effect and the respondent received 793 
.shares. The question for determination is whether the shares received by 
him  constituted a dividend w ithin the meaning of section 2 of the Income 
T ax  Ordinance so as to render him  liable to be taxed on their value. The 

Board of Review  held that he w as not.

In  the past difficult questions have arisen as to whether distributions 
purporting to be by w ay  of bonus shares constituted distributions of 
income or of capital.

The leading case is Com m issioners o f Inland R even u e v. B lo tt '. It 

decided that w here shares credited • as fu lly  .paid up w ere issued in satis
faction of a bonus the distribution w as a distribution of capital and not 
of income, for the reason that the profits w ere not paid aw ay to the

1 (1922) 1 K .  B . 3 i7  :  S T . C. 167. 
•(1923) S. A . L . R . A . D . 347.
• (1924) A .J .  R . (Madras) 302.

* (1924) A . I .  R . (Rangoon) 337. 
M 1891) 8 T . L . R. 94.
6 (1921) 2 A . C. 171.
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shareholders. O n  the contrary they w ere  retained by  the Com pany and  
applied in paying up capital sums which shareholders w ou ld  otherw ise have  
had to contribute.

In  England income is quite sim ply “ total income from  a ll sources ”, 
and if  the question in this appeal w a s  w hether the shares w e re  income 
in the ordinary sense, and independently o f any statutory extension o f  
the definition o f income, it w ou ld  have unhesitatingly to be answered  
in favour of the respondent.

In  Ceylon income includes dividends and a dividend is defined “ as 
including any distribution o f profit by  a Com pany to its shareholders in  
the form  o f money, or an order to pay  money, or in the form  of shares

D ealing w ith  the term  “ d iv id en d ”, as it has been defined in  the 
Income T ax  Ordinance, the Attorney-General thought it p robable  
that the draftsm an had B lo t fs  C a s e 1 in m ind and had sought, by  including  
the w ords “ in the form  o f sh a res” in the definition, to provide against 
the implications o f the decision in that case.

It is, on the other hand, possible that he fe ll into the e rror o f thinking, 
as w as thought by  the Commissioners o f In land Revenue in P oo l’s  C ase  ’. 
that “ w here a  bonus is paid in the shares of another Com pany the value  
of those shares, fo llow ing B lo t fs  C ase is not assessable fo r the purposes 
of tax ” and if  he so thought it is probable that he used the w o rd  “ shares ” 
in the sense of “ shares of another com pany ”.

Apart, however, from  m ere speculation, the point at issue is shortly  
this— is the definition of dividend w ide  enough to enable the Commissioner 
o f Income T ax  to insist upon the inclusion by  a taxpayer, in his return  
o f income, of an amount equal to the value of shares that m ay have been  
received by  such taxpayer by  w ay  of capitalizing the profits o f a company  
of which he is a shareholder ?

I f  it is w ide enough, then the controversy of w hether he is being taxed  
on income or capital becomes m erely academic.

It has fo r instance become academic in Austra lia  (V ictoria ) w here  the 
Income T ax  Act, 1935, defined income as including “ profits or bonuses 
paid cred ited  or distributed from  the profits of a com pany ”. The Courts 

there held that by  the w o rd  “ credited ” the legislature had reached cases 
where, though a shareholder has not been “ paid ” the dividend or bonus, 
there has been cred it in the Com pany’s books im puted to the shares issued 
to him.

A ll  difficulty, as it appears to me, w ou ld  have been avoided if w hat are  
profits in the ordinary acceptation o f that w o rd  and w hat is in essence 
capital had been dealt w ith  separately. If, fo r instance, dividend had  
been defined as m eaning any distribution o f profit m ade by  a company  

in money or other property and as including “ the paid up value o f shares 
distributed by  a company to its shareholders to the extent to w hich  the 
paid up value represents the capitalization o f the w hole  or any part of 
the profits o f the com pany”— (Incom e T ax  Assessment Act, Australia, 
1932-1933).

'{1 9 2 1 )2  A . C . 171. * (1922) 1 K . B . S47 ; X T . ( ’. 107.
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In  our Ordinance, however, this has not been done.- On the contrary 
the definition clause so fa r  from  not saying that shares issued in conse
quence of capitalization of profit which w ould  ordinarily be regarded as 
receipts of a capital nature are, for the purposes of the Ordinance, to be  
regarded as income, expressly states that a dividend is a distribution, 
not of capital but of profit.

The definition deals w ith two matters— the essential character of a 
dividend, namely, distribution of profit, and the form  it might take, for 
instance, shares. Looking then at what m ay be called both limbs of the 
clause, that is to say, to substance on the one hand and to form  on the other 
shares issued to a taxpayer could be a dividend but only if they come to 
his hands as profit, and this w as clearly not so in the present case. The 
Company had decided to do no more than to increase its paid up capital—  
and to this end to capitalize its depreciation reserves and to distribute 
the relative shares as a bonus among shareholders. The issue of shares 
in these circumstances could never be a distribution of profit.

Sub-section (b )  fo llow ing the definition of dividend is a pointer perhaps 
to w hat the draftsm an intended but what, in my opinion, he succeeded 
in doing by  draw ing no distinction between profit and capital (as in the 
Australian  Act to which I have re fe rred ), by  making “ a distribution of 
profit ” govern the whole conception of w hat is a dividend, and by 
including in the Ordinance (section 52) provisions sim ilar to section 21 
of the Finance Act, 1922, as amended by  the Finance Act, 1927, w as to 
have brought our law  into line w ith  the law  of England.

I  think the Board of Review  w as right and I would dismiss the appeal 
with costs.

de K retser J.— I agree.

Appeal dismissed.


