
 

  

 
 
 
 
 

 

 

  

 

 

 

 

 

 

 

 

 

EY Tax Alert 

Special Bench of the Mumbai ITAT rules on commission 
paid in lieu of dividend  

29 June 2011 



 

2 EY Tax Alert  

Executive summary 
 
This Tax Alert summarizes a recent ruling of the 
Special Bench (SB) of the Income Tax Appellate 
Tribunal (ITAT) of Mumbai [ITA No. 5792/Mum/ 
2009][1] in the case of Dalal Broacha Stock Broking 
Pvt. Ltd. (Taxpayer). The SB was constituted to 
examine whether the commission paid to employee 
directors, who were the only shareholders, was 
allowable as deduction under a specific provision 
(Section) of the Indian Tax Laws (ITL) which does not 
permit deduction for bonus or commission paid to an 
employee in lieu of profits or dividends. The SB, based 
on the facts of the case, held that amount paid to the 
directors was in lieu of dividend and, hence, the same 
was not allowable as deduction from business income.  

 
Background and facts     

 
� The Section allows deduction for any sum paid to 

an employee as bonus or commission for services 
rendered where such sum would not have been 
payable to him as profits or dividend. The ITL also 
has a general provision in terms of which any 
revenue expenditure which is not covered by any 
specific provision and is incurred wholly and 
exclusively for business purposes is allowable as 
deduction. Furthermore, it also contains a 
provision for disallowance of excessive or 
unreasonable payments made to related parties, 
including directors.  

 
[1]http://itatonline.org/ 

� If bonus or commission is allowed as deduction, it 
is taxable in the hands of the employees. The 
maximum marginal tax rate for individuals for the 
tax year under consideration i.e., 2005-06 was 
30%. On the other hand, if the bonus or 
commission is regarded as dividend, while there 
would be no taxation in the hands of the 
employee, the company suffers disallowance and 
is also liable for dividend distribution tax. 
 

� The Taxpayer, a stock broking company in India, 
paid commission to three of its  directors, who 
were the only shareholders of the company. The 
commission was paid in addition to regular 
salaries. 
 

� The shareholding position and the amount of 
commission paid to the three directors in tax year 
2005-06 was as follows: 
 
 

Director Shareholding Amount of 

commission 

A (Father) 50% INR4m 

B (Son1) 25% INR4m 

C (Son2) 25% INR4m 

Total 100% INR12m 

 
 
The total profits for the tax year 2005-06 were 
INR105m. 
 

� In the past, the Taxpayer had paid similar 
commission in tax year 1999-00. No commission 
was paid during tax years 2000-01 to 2002-03. 

The payment was again made from tax year 
2003-04 onwards. The Tax Authority disallowed 
the commission for tax years 2003-04, 2004-05 
and 2006-07 but it was allowed by the Division 
Bench (DB) of the Mumbai ITAT whose decision 
was accepted by the Tax Authority by not filing 
further appeal to the High Court.  
 

� For the relevant tax year 2005-06, the Tax 
Authority persisted with the disallowance on the 
ground that in the facts of the case the 
commission paid was in lieu of dividend.  
 

� On appeal by the Taxpayer, the first appellate 
authority upheld the disallowance.  
 

� On further appeal by the Taxpayer, the DB of the 
Mumbai ITAT, to which the issue was referred for 
tax year 2005-06, referred the matter for 
consideration by an SB since the DB was not in 
agreement with the earlier decision.  
 

Issue before the SB 
 
Whether in the facts and circumstances of the 
case, the payment of commission was 
disallowable, being in lieu of dividend. 
 

Taxpayer’s contentions 
 
� The commission was paid to the directors in terms 

of a Board resolution for extra efforts they had 
put in for improving profits of the company. 
 

http://itatonline.org/
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� The commission cannot be regarded as in lieu of 
dividend. The Taxpayer was not obliged to declare 
dividends on its profits. Hence, it could not be 
said that, if commission was not paid, the 
directors would have received it in the form of 
dividend.  
 

� Furthermore, the commission was not paid in 
proportion to the shareholding of the three 
respective directors. Hence, it could not be 
regarded as dividend. 
 

� Alternatively, since there was no dispute that the 
commission was paid wholly and exclusively for 
business purpose, even if any part thereof was 
disallowable under the Section, the same was 
fully allowable under the general provision. 
 

� The Taxpayer also argued that since the 
commission payment in other years was allowed 
by the Mumbai ITAT, following the rule of 
consistency, the same should be allowed for tax 
year 2005-06 also. 
 

� Reliance was placed on the Bombay High Court 
(HC) ruling in the case of Loyal Motor Services Co. 
Ltd. v CIT[2] (Loyal Motor ruling) where the HC 
held that commission can be disallowed only 
where the amount, if not paid as commission, is 
payable as dividend.  

 
 
 
 
 
 
[2] [14 ITR 647] 

Tax Authority’s 
contentions 

 
� The reasonableness of commission payment or 

rendering of extra services by directors are not 
relevant factors in view of specific provisions of 
the ITL. The disallowance under the Section is 
attracted if it is established that, if not paid as 
commission, the amount would be paid as 
dividend. 
 

� Furthermore, except the directors, the Taxpayer 
did not pay any commission to any other 
employee. The commission was paid only to the 
directors who were also the only shareholders, 
which clearly showed that the payment of 
commission was in lieu of dividend.  
 

� The decision of the shareholder directors to pay 
commission instead of declaring dividend was 
motivated by the intention to avoid tax, since 
dividend payment would have resulted in higher 
tax outflow for the Taxpayer as compared to tax 
payable by the directors on the commission.  
 
 

SB’s ruling  
 

The SB upheld the disallowance of commission under 
the Section by adopting the following reasoning: 

 
� The object of the Section is to allow payment of 

bonus or commission to an employee even if the 
payment is made out of profits of the taxpayer. It 

was inserted in the predecessor ITL as a sequel to 
a judicial ruling that, if quantification of an 
expenditure is based on determination of profits 
then such expenditure cannot be allowed as 
deduction since it represents application of 
profits. The deduction is, however, subject to the 
condition that the bonus or commission is not 
paid in lieu of dividend. It is not necessary that 
payment should be made commensurate with the 
rendering of services or there should be some 
extra services rendered. 
 

� If a reasonable conclusion can be drawn in the 
light of the entirety of the facts and 
circumstances that the dividend was payable and 
the taxpayer, instead of paying dividend paid 
commission to its employee shareholders, such 
payment of commission would be in lieu of 
dividend and is disallowable under the Section. 
 

� If the employees have rendered any extra services 
for payment of commission, it would be one of 
the relevant factors to consider, whether the 
payment is made in lieu of dividend or not. In the 
present case, no evidence is available on record to 
support the plea that the employee directors had 
rendered any extra services for payment of 
commission in addition to services rendered as an 
employee for which salary has been paid. 
 

� Reference to the Taxpayer’s financial results for 
past years makes it clear that the Taxpayer paid 
commission only when it made exceptional 
profits. Moreover, the commission was paid only 
to the directors who were the only shareholders. 
No such commission was paid to other employees.  
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� The Taxpayer, being a stock broking company, 
gets brokerage on sale/purchase of shares by 
investors/traders. The income of the Taxpayer is 
assured irrespective of whether the 
investor/trader loses or gains in the transaction. 
The quantum of brokerage, however, depends 
upon the market conditions. The steady rise in 
the Taxpayer’s performance over the years was 
due to improved market conditions and not 
because of any extra service rendered by the 
directors, as no evidence has been produced in 
support of rendering of extra services. Hence, 
considering the totality of the facts and 
circumstances, it can be concluded that the 
commission in the present case was paid in lieu of 
dividend.  
 

� The Loyal Motor ruling relied on by the Taxpayer 
is distinguishable. In that case, commission was 
also paid to other employees besides the 
shareholder employees, whereas in the present 
case, commission was paid only to employees who 
were also shareholders. 
 

� The alternative contention of the Taxpayer that 
commission should be allowed as deduction under 
general provisions also cannot be accepted in 
light of Bombay HC ruling in the case of 
Subodhchandra Popatlal v CIT [3]. In this ruling, 
the Bombay HC held that deductibility of 
expenditure in the nature of bonus or commission 
to employees for services rendered should be 
determined by the tests laid down under the 
specific provisions of the Section and not the 
general provision.  

 
[3] [24 ITR 566] 

� The DB rulings for earlier years are not binding on 
the SB. The rule of consistency cannot be applied 
when a DB, of a later year, does not find the 
earlier decisions of the DB to be correct and, 
hence, refers the matter to an SB. 
 

Comments 
 
It is a well-established convention to consider the SB’s 
decision as binding on the DBs of the ITAT. 
 
The SB ruling confirms that whether a bonus or 
commission is paid in lieu of dividend is a fact-based 
issue to be decided on a consideration of totality of 
facts and circumstances of a particular case. The SB 
ruling emphasizes the need to support the payment of 
bonus or commission to employee shareholders with 
robust documentation which demonstrates that the 
payment is for services rendered and not in lieu of 
dividend. Also, a circumstance where commission is 
paid to other employees (and not merely shareholders) 
would additionally support that it is not in lieu of 
dividend. 
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