
Supreme Court Ruling on Creation of Permanent Establishment

10 July 2007

Summay

The Supreme Court of India has on July 9, 2007 delivered a landmark judgment in the case of Morgan Stanley & Co., Inc. (MS Co.) in respect of the Ruling issued earlier by the Authority for Advance Rulings (AAR).

Update

Facts of the case

MS Co., a company incorporated in the US as an investment bank, engaged in the business of providing financial advisory, corporate lending, and securities underwriting services. MS Co. has a subsidiary in India, namely, Morgan Stanley Advantage Services (MSAS). MS Co. outsourced some of its operations to MSAS. MSAS was to support the main office functions of MS Co. as well as provide IT enabled services to them.

In this connection, MS Co. sent its staff to India for the following purposes:

§ Stewardship activities to ensure that the high standards of quality of service are met; 

§ Deputationists (i.e. employees sent on deputation at the request of MSAS) to work in MSAS. 

From an employment contract perspective, the staff continued to be employed by MS Co. and their salaries / remuneration continued to be paid directly by MS Co. 

In respect of services rendered by MSAS to MS Co., MS Co. was remunerating MSAS at cost plus 29% mark-up determined under the Transactional Net Margin Method (TNMM) selected for determining the arm's length price.

Issues before Supreme Court

Apart from the issue of whether the activities carried out by MSAS itself would constitute a Permanent Establishment (PE) of MS Co. in India, the Supreme Court was examining:

· Whether presence of MS Co. staff in India would create a service PE for MS Co.; and if so 

· Whether the payment of arm's length remuneration by MS Co. to MSAS would extinguish the requirement to attribute any further profit to MS Co.

The Ruling of the Supreme Court vis-à-vis presence of employees

The Supreme Court held that:

· No PE is created through MS Co. employees carrying out stewardship functions. Their presence in India is to ensure that the high standards of quality of service are maintained. These employees would not be rendering any service to MSAS; 

· MS Co. employees sent on deputation to MSAS would however create a PE, as MS Co. would be responsible for the work of the deputed employees and such employees continue to be on the payroll of MS Co. or continue to have lien on their jobs with MS Co.;

· However, no further profit is to be attributed to the PE so long as MSAS is remunerated at arm's length.

The Supreme Court in this case accepted the arm's length price determined by MS Co. / MSAS to be appropriate and held that no further amount would be left to be attributed to the PE. However, the Supreme Court also observed that if the transfer pricing analysis does not adequately reflect the functions performed and the risks assumed by the enterprise, there would be a need to attribute profits to the PE for those functions/risks that have not been considered. Further, as per the Ruling, the Indian Revenue has also to examine whether the PE has obtained services from the multinational enterprise (i.e., the overseas company) at lower than arm's length cost. The Indian Revenue therefore has to determine the income, expense or cost allocations having regard to arm's length prices to decide the applicability of the transfer pricing regulations.

Implications for International Assignee Programs

The Ruling by the Supreme Court will have implications for multinational companies sending their employees to Indian subsidiaries / related entities under international assignment programs. The Supreme Court has, effectively, distinguished between the types of functions carried out by these employees. Employees who are sent for overview, quality control checks etc., (i.e. for stewardship functions) will not constitute a PE for the overseas company. On the other hand, employees deputed to work under the supervision and control of the subsidiary would create a PE for the overseas company. 

It will therefore be necessary to undertake a detailed functional analysis of the activities carried out by each of the employees to determine the nature of the functions. Additionally, it will be important to analyse the system of deputation under the international assignment program of the overseas company to check whether these employees would really be categorized as "deputationists" within the parameters laid down by the Supreme Court.

There is no doubt that the Supreme Court has observed that if the Indian subsidiary is remunerated at arm's length there would not be any further attribution of profits to the overseas company. However, this determination of arm's length price would be a subjective process and would need to be supported before the Revenue Authorities on a year on year basis. It would therefore be necessary that the overseas company is safeguarded from creation of a PE at the threshold itself rather than be dependent on the non-attribution of profits through the process of determining arm's length price.
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