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Executive summary 

Income Tax Appellate Tribunal, Chennai Bench (the Tribunal) recently pronounced a 

ruling in the case of Hyundai Motor India Limited (HMIL, the taxpayer, the company) 

on Royalty payment pertaining to assessment year (AY) 2006-07.  

The Tribunal held that since the rate of Royalty paid by the taxpayer is lower than the 

industry average rate of Royalty, the transaction was concluded to be at arm’s length 

and accordingly deleted the entire adjustment on Royalty. 

 

Facts 

 The taxpayer is engaged in the business of manufacture and sale of passenger cars 

within and outside India. It is a wholly-owned subsidiary of Hyundai Motor 

Company, Korea (HMC). 

 The taxpayer has paid Royalty to HMC, on its domestic sales (5 percent) and 

exports (8 percent), towards the use of technology and the tradename ”Hyundai”. 

In the transfer pricing document the Royalty transaction was aggregated along with 

all other international transactions and benchmarked using Transactional Net Margin 

Method (TNMM).  

 During the course of assessment proceedings, the Transfer Pricing Officer (TPO) 

held that Royalty payment made by the taxpayer is excessive and made an ad hoc 

disallowance of 10 percent of the Royalty.  

 The Appellant filed its objection before the Dispute Resolution Panel (DRP). After 

hearing the arguments of the taxpayer, the DRP called for a remand report from the 

TPO with a specific direction to adopt Comparable Uncontrolled Price (CUP) method 

to benchmark Royalty transaction. 

 The TPO conducted a Royalty benchmarking study to find comparable agreements. 

However the search did not yield any result and hence the TPO issued notice to the 

Appellant and asked to conduct benchmarking study. 

 In response to the notice, the Appellant conducted benchmarking study in 

RoyaltyStat database wherein the search yielded comparable agreements engaged 

in manufacture of auto components only. The Appellant submitted 10 comparable 

agreements with an average Royalty rate of 7.08 percent.  

 The TPO in his remand report selectively adopted the above search report and 

considered 3 comparable companies with an average royalty of 5 percent. Based on 

the same, the TPO concluded that payment of royalty on exports (8 percent) are 

not at arm’s length. Also, the TPO proportionately allocated lump sum technical 

know-how payment paid in past years and included as part of the transfer pricing 

adjustment.  

 The Appellant filed its response to the remand report issued by the TPO. However, 

the DRP did not consider the submissions and confirmed the adjustment proposed 

by the TPO.  

 Aggrieved by the orders of lower authorities, the company filed an appeal before 

the Tribunal. 

 



Issue before the Tribunal 

 Whether in facts and in law the DRP is justified in rejecting TNMM and adopting CUP 

method to separately benchmark Royalty transaction. Without prejudice, CUP 

method is incorrectly applied by the TPO by selecting comparable agreements which 

are not engaged in manufacture and sale of passenger cars.  

 Even assuming that CUP is the most appropriate method, DRP ought to have 

considered the industry average rate of Royalty (4.7 percent) as arm’s length price 

(ALP)  

 The issue is squarely covered by assessee’s own case in ITA No.2157/Mds/2011 AY 

2007-08 wherein the average Royalty payment in automotive sector from study of 

35 licenses available in public domain (4.7 percent) was compared with average 

royalty paid by the assessee and adjustment on account of Royalty was deleted. 

 The royalty agreement entered by the Appellant with its AEs are valid for a period of 

10 years and not entered on a yearly basis. Hence, when royalty payment for AY 

2007-08 is held to be at arm’s length the same holds good for AY 2006-07 as well. 

 TPO exceeded the jurisdiction by analysing the lump sum technical know-how 

payment which was not a transaction in the subject assessment year. 

 

Observations and Ruling of the Tribunal 

 The Tribunal placed reliance on the ruling in assessee’s own case for AY 2007-08 

wherein the following observations were made: 

─ The Appellant had aggregated all the international transactions and 

benchmarked using TNMM wherein the operating margins of the Appellant is 

higher than the comparable companies; 

─ The comparable companies selected by the TPO for benchmarking the Royalty 

payment have controlled transactions and therefore the benchmarking analysis 

undertaken by the TPO is unreliable and cannot be accepted; 

─ As per the order of the TPO, the TPO herself in another context for a different 

adjustment has observed that in respect of royalty payment in automobile 

sector, the average works out to 4.7 percent and hence this rate is higher than 

the Appellant’s average rate of royalty of 4.22 percent. Therefore the Royalty 

transaction is considered to be at arm’s length. 

 Following the premise in the ruling in Appellant’s own case for AY 2007-08, the 

Tribunal held that the average royalty payment up to 4.7 percent on the sales is 

justified and since the rate of royalty payment of the Appellant in the subject 

assessment year is 3.64 percent, the addition on account of excess Royalty was 

deleted in entirety. 

 



Conclusion 

 This is a significant ruling in respect of payment of Royalty wherein the Tribunal has 

adopted a distinctive approach in determining the ALP of the transaction. 

 It is pertinent to note that so far most of the earlier judicial decisions on Royalty 

payment were focused on one among the following principles: 

─ Accepting the aggregation approach under TNMM when the operating margins of 

the Appellant after making Royalty payment is higher than the comparables; 

─ Adopting Royalty rates specified by RBI i.e., 5 percent and 8 percent as the ALP; 

─ Considering the approval provided by FEMA Guidelines for making Royalty 

payment 

Whereas this is an important ruling on a different premise wherein average rate 

prevailing in the automotive sector based on a study of 35 licenses conducted by an 

independent body has been considered as the ALP for the purpose of benchmarking 

the Royalty transaction. 

 Considering the reluctance on part of the Indian tax authorities to accept separate 

Royalty benchmarking conducted using foreign databases viz., RoyaltyStat, 

adopting publicly available industry average rates as CUP for benchmarking Royalty 

is a welcome approach by the Tribunal. 

 This can act as a precedent for other automobile companies who are facing similar 

issues on Royalty payment.  
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