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The Supreme Court refers matter to the larger bench on the issue 
of applicability of deemed dividend provisions    

31 January 2018 

Background 

Recently, the division bench of the Supreme Court 
in the case of National Travel Services1 (the 
taxpayer) referred a matter to the larger bench on 
the issue of applicability of deemed dividend 
provisions under Section 2(22)(e) of the Income-tax 
Act, 1961 (the Act). The Supreme Court observed 
that the ‘shareholder’ has only to be a person who 
is the beneficial owner of shares. The moment there 
is a shareholder, who need not necessarily be a 
member of the company on its register, who is the 
beneficial owner of shares, Section 2(22)(e) of the 
Act gets attracted.  

Facts of the case 

 The taxpayer is a partnership firm consisting of 
three partners, namely, Mr. Naresh Goyal, Mr. 
Surinder Goyal and Jet Enterprises Private 
Limited having a profit sharing ratio of 35 per 
cent, 15 per cent and 50 per cent respectively.  

 During the year under consideration, the 
taxpayer had taken a loan from Jet Air Private 
Limited. The taxpayer subscribed to the equity 
capital of the aforesaid Company in the name of 
two of its partners, namely, Mr. Naresh Goyal 
and Mr. Surinder Goyal totaling 48.19 per cent 
of the total shareholding. Thus, Mr. Naresh 
Goyal and Mr. Surinder Goyal are shareholders 
on the company's register as members of the 
company. They hold the aforesaid shares for 
and on behalf of the firm, which happens to be 
the beneficial shareholder. 

 

________________________ 
1 National Travel Services v. CIT (Civil Appeal Nos. 2068-2071 of 2012) – 
Taxsutra.com 

Issue before the Supreme Court 

 Whether deemed dividend provisions under 
Section 2(22)(e) of the Act would apply to the 
taxpayer? 

Supreme Court’s decision 

 The Supreme Court referred the provisions2 of old 
Income-tax Act, 1922 and observed that the said 
provisions came up for consideration before the 
Supreme Court in the case of C.P. Sarathy 
Mudaliar3. The Supreme Court, in that case, has 
held that a Hindu Undivided Family (HUF) cannot 
be a shareholder of a company. The shareholder 
of a company is the individual who is registered 
as a shareholder in the books of the company. 
The HUF was not registered as a shareholder in 
the books of the company nor could it have been 
so registered. When Section 2(6A)(e) of the Act 
refers to ‘shareholder', it refers to the registered 
shareholder and not the beneficial owner. The 
HUF cannot be considered as a shareholder 
either under Section 2(6A)(e) or Section 23A or 
under Section 16(2) read with Section 18(5) of the 
Act. Hence, a loan given to a HUF cannot be 
considered as a loan advanced to a ‘shareholder' 
of a company. 

 The aforesaid decision was followed by the 
Supreme Court in the case of Rameshwarlal 
Sanwarmal4 which again arose in the context of a 
HUF.  The Supreme Court’s decision in the case 

____________ 

2 Section 2(6A) of the Income-tax Act, 1922 states that any payment by a 
company, not being a company, in which the public are substantially interested 
within the meaning of Section 23A, of any sum (whether as representing a part 
of the assets of the company or otherwise) by way of advance or loan to a 
shareholder or any payment by any such company on behalf or for the 
individual benefit of a shareholder, to the extent to which the company, in either 
case, possesses accumulated profits 
3 CIT v. C.P. Sarathy Mudaliar [1972] 83 ITR 170 (SC) 
4 Rameshwarlal Sanwarmal v. CIT [1980] 122 ITR 1 (SC) 
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of C.P. Sarathy Mudaliar was followed in this 
decision, and it was expressly stated that there 
was no conflict between this decision and 
another decision5 and the tax department’s 
contention to refer Sarathy Mudaliar’s case to a 
larger bench was turned down. 

 When the Income-tax Act, 1961 repealed the 
1922 Act, the definition of ‘dividend' provided in 
Section 2(22)(e) of the Act. On a perusal of the 
said definition, it indicates that the shareholder 
referred to therein would continue to be a 
shareholder who is on the register of members of 
the company with one additional feature, namely, 
that such shareholder should be a person who 
has a substantial interest in the Company. 
Admittedly, the aforesaid additional feature 
would make no difference to the position of law 
laid down in the aforesaid two decisions. 

 In 1988 the deemed dividend definition was 
amended, and on reference to the said definition, 
it indicates that after 31 May 1987, a 
‘shareholder' is a person who is the beneficial 
owner of shares holding not less than 10 per 
cent of the voting power of the Company. Also, a 
new category has been added to the definition by 
introducing concerns6 in which such shareholder 
is a member or partner and in which he has a 
substantial interest. 

 The division bench of the High Court in the 
present case has held that the expression ‘being 
a person who is a beneficial owner of shares’ 
would be in addition to the shareholder first being 
a registered shareholder of the company. The 
division bench observed that in order to attract 
Section 2(22)(e) of the Act both conditions have 
to be satisfied. However, the Supreme Court in 
the present case held that it is very difficult to 
accept the reasoning of the division bench.  

 The Supreme Court observed that the whole 
object of the amended provision would be 
stultified if the division bench decision were to be 
followed. Ankitech's7 case, in stating that no 
change was made by introducing the deeming 
fiction insofar as the expression ‘shareholder' is 
concerned is wrongly decided. The whole object 
of the provision is clear from the Explanatory 

 

 

______________ 
 
5 Rameshwarlal Sanwarmal v. CIT [1980] 122 ITR 1 (SC) 
6 Explanation 3 of the amended provision states that ‘concern’ means HUF, 
firm, association of persons, body of individuals, or a Company and further 
goes on to state that a person shall be deemed to have a substantial 
interest in a concern other than a Company if he is, at any time during the 
previous year, beneficially entitled to not less than 20 per cent of the income 
of such concern. 
7 CIT v. Ankitech Private Limited [2012] 340 ITR 14 (Del) 

Memorandum, and the literal language of the 
newly inserted definition clause which is to 
get over the two decisions of the Supreme 
Court referred above. 

 This is why ‘shareholder’ now, post 
amendment, has only to be a person who is 
the beneficial owner of shares. One cannot 
be a registered owner and beneficial owner 
in the sense of a beneficiary of a trust or 
otherwise at the same time. It is clear 
therefore that the moment there is a 
shareholder, who need not necessarily be a 
member of the Company on its register, who 
is the beneficial owner of shares, section 
gets attracted without more. 

 The Supreme Court observed that two 
conditions have to be satisfied, i.e., the 
shareholder must first be a registered 
shareholder and thereafter, also be a 
beneficial owner is not only mutually 
contradictory but is plainly incorrect. Also, 
such beneficial owner holding not less than 
10 per cent of voting power. This is another 
indicator that the amendment provides only 
of a beneficial shareholder who can compel 
the registered owner to vote in a particular 
way, as has been held in a catena of 
decisions starting from Mathalone8. 

 The Supreme Court observed that the 
Ankitech decision is required to be 
reconsidered. Without going into other 
questions including whether the facts of the 
present case would fit the second limb of the 
amended definition clause, the Supreme 
Court referred the present appeal before the 
Chief Justice of India in order to constitute an 
appropriate three-judge Bench Judges in 
order to have a relook at the entire question. 

Our comments 

Applicability of deemed dividend provisions to 

beneficial shareholder has been matter of debate 

before the courts. 

The Special Bench of the Mumbai Tribunal in the 
case of Bhaumik Colour (P) Ltd.9 held that in the 
absence of indication in Section 2(22)(e) of the 
Act to extend the legal fiction to a case of loan or  
 

 

 

_____________ 

 
9 ACIT v. Bhaumik Colour (P) Ltd. [2009] 118 ITD 1 (Mum) (SB) 
8 Mathalone v. Bombay Life Assurance Co. Ltd. [1954] SCR 117 
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advance to a non-shareholder, loan or advance 

cannot be taxed as deemed dividend in the hands of 

such non-shareholder. The decision of the Special 

Bench has been affirmed by the Bombay High Court 

in the case of Universal Medicare (P) Ltd.10.  

The Delhi High Court in the case of Ankitech Private 

Limited held that deemed dividend could not be 

taxable in the hands of loan recipient concern if such 

concern is not a shareholder of the lender company. 

It is taxable in the hands of common shareholders 

having a substantial interest in both the entities. The 

High Court held that it would always be open to the 

tax department to take corrective measure by 

treating this dividend income in the hands of the 

shareholders and tax them accordingly. The 

Supreme Court in the case of Madhur Housing and 

Development Company11 agreed with the Delhi High 

Court decision in the case of Ankitech Private 

Limited.  

The Supreme Court in the present case observed 

that Section 2(22)(e) of the Act gets attracted 

moment there is a shareholder, who need not 

necessarily be a member of the company on its 

register, who is the beneficial owner of shares,  .  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
______________ 
 
10 CIT v. Universal Medicare (P) Ltd. [2010] 190 Taxman 144 (Bom) 
11 CIT v. Madhur Housing and Development Company (Civil Appeal No. 3961 
of 2013)  
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