Agency permanent establishment deniedas the
actual facts did not support the fulfilment of
m prescribed conditions

e cccuive summary ———(Q) 2

The determination of whether or not a foreign company has an
agency permanent establishment (PE) in India is a fact driven
exercise.

Tax Flash

In a situation where an Indian subsidiary provides the market
support services to the non-resident enterprise, the Revenue
has been alleging that the subsidiary is involved in
negotiations or conclusion of the contracts on the behalf of the
non-resident or securing orders for the non-resident, to argue
that the non-resident has an agency PE in India.

The Delhi bench of the Tribunal in the case of ITOCHU

Corporation! , based on the factual analysis, held that the

Indian subsidiary neither had an authority to conclude the

contracts nor secured orders in India for the non-resident

taxpayer. Accordingly, the conditions prescribed for

‘ : constituting an agency PE under the India-Japan tax treaty are
T = not satisfied.

7 August 2024
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C
Relevant provisions of the treaty E

A non-resident enterprise is deemed to have an
agency PE? in India if a dependent agent:

(a) habitually exercises in India an authority to
conclude contracts on behalf of the principal
(enterprise) or

(b) habitually maintains in India a stock of goods from
which he regularly delivers goods on behalf of the
enterprise or

(c) habitually secures orders in India wholly or almost
wholly for the enterprise.

C
Facts of the case

The taxpayer, a resident of Japan, is involved in
domestic and overseas trading of products like textile,
machinery, minerals and provides various services.

The taxpayer had a subsidiary in India which was also
engaged in trading activities. The taxpayer entered
into an agency agreement with the subsidiary to
provide services to support its sales activities in India
and also purchase activities for exporting the goods
outside India.

2 Article 5(7) of the treaty

The taxpayer sold goods to the Indian customers either
directly or with the support of its Indian subsidiary.

The Revenue alleged that the taxpayer has an agency
PE in India in the form of the subsidiary. The tax officer
attributed 50 per cent of sales made to Indian
customers (including direct sales) to the alleged PE in
India and applied a profit rate of 10 per cent of such
sales.

Taxpayer’s contentions Q)

The taxpayer did not have an agency PE in India as
did not satisfy the conditions of the agency PE clause.
The role of the subsidiary was limited to act as a
communication channel between the taxpayer and the
customers.

The subsidiary was not legally or economically
dependent on the taxpayer and has a major source of
income in India from its own trading activities.

The negotiation of prices with the customers did not
relate to the sales activities but related to the
purchase functions for the taxpayer for exporting
goods outside India. Such purchase activities of non-
resident are exempt from tax under the Income-tax
Act, 19613.

3 Clause (b) of Explanation 1 to section 9(1)(i)
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Revenue’s contentions Q)

The subsidiary secured orders in India for the
taxpayer and also negotiated and finalised the prices
with the taxpayer’s customers. The prices decided by

the subsidiary have the binding effect on the taxpayer.

Tribunal’s decision @

The taxpayer did not have agency PE in India as the
prescribed conditions are not fulfilled.

Merely referring to the parties as principal or agent in
the agreement was not sufficient to invoke the
provisions of agency PE.

In this regard, the tax officer needs to establish that
the agent has an authority to take decisions in relation
to business operations on its own and without any
instructions or directions of the principal. It should
also be established that the agent has the requisite
skills and resources to perform the services.

No authority to conclude or negotiate the contract
on behalf of the taxpayer

The subsidiary did not take active part in the
negotiation of the prices and terms with the

customers. The services rendered by the subsidiary
were recommendatory in nature. The Indian
company only acted as a facilitator in the negotiation
process.

The taxpayer was principally responsible for such
negotiations with customers and making all final
decisions on the pricing and contract terms.

The majority of Indian customers were existing
customers of the taxpayer. The taxpayer already
possesses a substantial amount of information
about such customers. The subsidiary did not
generally assist the taxpayer in identifying the
customers.

The credit evaluation of the customers is also made
by the taxpayer. The final decision of accepting or
rejecting the customer (along with the pricing) is
taken by the taxpayer.

The taxpayer was solely responsible for developing
the pricing of the products and services. The
subsidiary did not independently develop the pricing
recommendations.

The financing, invoicing, and collection are carried
out directly by the taxpayer for its customers. The
subsidiary did not assist in the collection of dues
from customers.

© 2024 KPMG Assurance and Consulting Services LLP, an Indian Limited Liability Partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG International Limited, a private English company limited by guaran tee. All rights reserve d.



The taxpayer develops the overall logistic policies
and bear the costs and associated liabilities of
logistics. The subsidiary was only responsible for
keeping track of the movement of goods sold by
the taxpayer and informs the same to the
customers upon request.

The supervision and quality control were ensured
by the taxpayer and the subsidiary did not play any
role in the same.

The subsidiary was merely responsible for staying
abreast of market, regulatory, and political
conditions in India and updating the taxpayer on a
regular basis to enable it to consider these factors
in formulating its strategy for India.

In relation to trading transactions, the Indian
subsidiary entered into contract with the customers
and bears the consequential contractual liability.
However, such liability is passed on to the
customer as all orders are confirmed order and are
entered into on back-to-back basis.

No maintenance of stock for the taxpayer

The subsidiary did not maintain any stock of goods
or merchandise for the taxpayer. The goods were
supplied offshore and were imported by the Indian
customer directly.

In relation to the trading activities, the Indian
subsidiary takes flash title to the goods and holds
inventory in some cases. However, the inventory held
by the Indian subsidiary is backed by the confirmed
orders.

No securing of order

Securing an order means the complete involvement
from the starting to the end including active
involvement in negotiating the terms of the contract
and convincing the customer to place orders which
was not done by the subsidiary in the instant case.

The role of the subsidiary was limited to act as a
communication channel.

Dependency test

Income from the independent trading activities
constitutes a major source of income for the Indian
subsidiary. The commission income from the
taxpayer forms a small portion of the total revenue of
the subsidiary.

Profit attribution

The subsidiary was paid a service fee/commission by
the taxpayer for its services at an arm’s length price.
Once it is established that the alleged PE has been
compensated at an arm’s length, no further profits
can be attributed to such PE.
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For determining whether or not the non-resident
taxpayer has an agency PE in India, it is imperative
to undertake a thorough factual analysis. Mere
mentioning of words like principal and agent in the
agreement itself does not create an agency PE. The
conditions under the tax treaty need to be evaluated
in the light of the actual facts of each case.
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