
taxsutra All rights reserved

ITAT: Accepts Indian clients as comparables, grants 40% ‘discounting’
adjustment for Morgan Stanley's brokerage-services

Jul 27, 2020

Morgan Stanley India Company Private Limited (Formerly known as J.M. Morgan Stanley Securities Private
Limited) [TS-369-ITAT-2020(Mum)-TP]

Conclusion
Mumbai ITAT upholds CIT(A)’s order holding CUP as the MAM for broking services provided by Morgan
Stanley India, allowing both domestic and overseas independent entities to be considered for
comparison, further allows ‘discounting factor’ of 40% as adjustment to the brokerage charged by
assessee (a broking entity) to its Mauritius-AE for AY 2002-03; CIT(A) rejected assessee’s claim of TNMM
and upheld TPO’s CUP as MAM, however, CIT(A) accepted assessee’s contention that its domestic Indian
clients could be considered as comparable to its Mauritius-AE since the broking service was rendered in
India, making the geographical location of the service recipient irrelevant; Further, CIT(A) accepted
assessee’s contentions that appropriate adjustments need to be made if CUP is to be applied and
accordingly granted adjustments at 40% as a ‘discounting factor’ on the brokerage charged towards
savings on lower research activities for the AE, high volume and loyalty of the AE; Considering that the
Mauritius-AE was giving a very high volume (15%) of business to the assessee, the CIT(A) granted volume
adjustment, further, noting that the AE traded in securities only through assessee, CIT(A) granted
adjustment towards loyalty; Considering no fact or law being bought on record by Revenue to take a
different view, ITAT upholds CIT(A)’s decision and thereby dismisses Revenue’s appeal.:ITAT Mum

Decision Summary
ALP in respect of brokerage rate charge for Morgan Stanley Dean Witter Mauritius Limited
(AE)

The assessee, Morgan Stanley India Company Private Limited, a broker/dealer of Bombay Stock Exchange
and National Stock Exchange having institutional clients, locally and globally. 

Assessee had benchmarked its transaction by adopting TNMM as MAM in its TP study whereby net margin
earned by assessee (35.38%) at entity level as compared was higher than the profit margin earned by
comparables (21.63%) engaged in similar broking business, thus making assessee’s transaction with ALP.
During the TP proceedings, TPO rejected TNMM and computed ALP by applying CUP, thereby making TP-
adjustment of Rs.1.18 crores. Thereafter, on appeal, CIT(A) accepted assessee’s contention and reduced
the TP-adjustment to Rs.658 only. Assessee had explained that TPO granted an adjustment of marketing
cost of 0.1076% which was approximately 30% of the weighted average rate charged to third party
clients. CIT(A) granted adjustment of 40% with respect to marketing cost adjustment for significant
volume and research cost and granted relief to assessee. Assessee had submitted that geographical
location of the market was of no consequence in judging comparability of an uncontrolled transaction for
the purpose of CUP application and that difference in geographical location couldn’t be reason enough to
discard comparables. It was also submitted that geographical location of service recipients was an
irrelevant consideration, because the consulting services provided by assessee would remain the same
whether the service receiver was located in ‘X’ country or ‘Y’ as long as the service provider was in India.

Assessee accordingly submitted that CIT(A) was right in taking the average brokerage rate charged by
assessee to its overseas and Indian clients irrespective of geographical location of service recipients. It
was also explained that volume traded/executed by assessee on behalf of Mauritius-AE was Rs.1.316
crores for Clearing House (CH) trade which constituted approximately 34% of total CH trade executed by
assessee to its clients. And on the other hand the highest third party client had executed a volume of CH
trade of Rs.396.84 crores which constituted 10% of total CH trades executed by assessee to all its clients.
Assessee further submitted that adjustment of research cost should be allowed for computing ALP. 

ITAT noted that while filing return of income, assessee reported transaction in Form 3CEB, consequent to
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which AO made a reference to TPO vide reference dated 24-09-2003 for ALP determination. TPO vide its
order dated 22-02-2005 suggested an TP-adjustment of Rs. 1.18 crores. Thereafter TPO rejected
assessee’s TNMM method and instead applied CUP as MAM. On receipt of TPO’s order, AO made TP-
adjustment of Rs.1.18 crores. Aggrieved assessee approached CIT(A) and inter alia submitted that CUP
was not the appropriate method as it was for ALP determination of assessee’s trading transactions and as
it was difficult to make accurate adjustments for itself as compared to other transactions and TMMM on
the overall basis should have been considered being more reliable and accurate method. CIT(A) however
concluded that CUP should be held as MAM instead of TNMM which is an indirect method.

ITAT further noted that on grounds of comparability of comparables, CIT(A) concluded that domestic
independent clients should be considered for comparability purpose. Further, assessee submitted that if
CUP is applied, the appropriate adjustment required to be lesser function performed/ asset utilised and
risk assumed. Assessee also submitted that it did not perform any marketing and sales activities while
executing trade for Mauritius-AE. It was further submitted that even the levels of other activities such as
research, trade relationship etc were lower as compared to independent clients. It was also submitted
that while fixing the brokerage rate of Mauritius-AE (trusted client of assessee providing substantial
volume of business), assessee had to consider all the concerned factors. Accordingly, assessee urged
that if CUP was accepted, then a discounting factor of 50% should be applied as an adjustment to
brokerage rate charged to all Indian clients.

ITAT observed that CIT(A) accepted the aforesaid claim of assessee by stating that if CUP was applied,
then appropriate adjustment was required to be made for all differences.CIT(A) further noted that TPO
had made adjustment for marketing function by making adjustment considering part of marketing cost
and had not made any adjustment to research activities on the premise that Mauritius-AE would get
research related services from the assessee. Accordingly, CIT(A) rejected TPO’s view that no adjustments
were required to be made for research activities based on assumption and possibility and not on actual
facts. After considering the high volume of business profit of Mauritius-AE to assessee which was 15% of
assessee’s total volume of business and the other highest client account was only 3.7% of total business
volume, CIT(A) held that it was settled commercial principle that volume increases, price decreases. 

CIT(A) considered certain facts, inter alia, that assessee carried out CH and DVP trades for Mauritius-AE
and that the average brokerage charged to all independent clients of CH trade was 0.3511%. CIT(A)
observed that TPO had already considered an adjustment of 0.1076% on account of marketing cost and
thereby granted an adjustment amounting to approx. 30% of average brokerage charged to all
independent clients. Considering assessee’s plea that a discounted factor of atleast 50% should be
applied as an adjustment to the brokerage rate charged to all independent clients, CIT(A) in order to
meet ends of justice to both the parties, held that for comparability purpose, all the independent entities
i.e domestic as well as overseas should be considered and a discounted factor of 40% as adjustment
should be applied.

Considering no fact being bought on record by Revenue to take a different view as well as no law, ITAT
upheld CIT(A)’s decision and dismissed Revenue’s appeal.

The ruling was delivered by ITAT bench of Shri R.C Sharma and Shri Pawan Singh.

Dr Sunil M. Lala argued on behalf of the assessee while Revenue was represented by Mr A. Mohan.

Click here to read the ITAT observation on corporate tax grounds. 
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