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Mean of advertising spend of companies in same industry cannot be ALP for advertising expenditure to be incurred by 

taxpayer, and is also not correct application of TNMM 

In brief 

In a recent ruling in the case of Genom Biotech Pvt. Ltd.1 (the taxpayer), the 

Mumbai Bench of the Income-tax Appellate Tribunal (the Tribunal) ruled in favour 

of the taxpayer in respect of its international transaction of reimbursement of 

business promotion expenditure to its associated enterprises (AEs). The Tribunal 

primarily held as follows:  

• No method can be rejected without giving cogent reasons. Transfer pricing 

officer (TPO) has to explain why comparable uncontrolled price (CUP) method 

                                                           
1
 ACIT v. Genom Biotech Pvt. Ltd. [TS-326-ITAT-2012(Mum)] 

is not applicable, and why transaction net margin method (TNMM) was 

considered appropriate. In the immediately preceding assessment year, the 

TPO had accepted the method adopted by the taxpayer.  

 

• Taking arithmetic mean of the percentage of advertising and marketing (A&M) 

expenditure of top 17 pharmaceutical companies as the industry average and 

applying the same as the arm’s length percentage of expenditure that should be 

incurred by the taxpayer is not the correct application of TNMM. Such an 

arithmetic mean cannot be the “arm’s length price”. Further, there is nothing 

common which has been brought out between the taxpayer and these 
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companies, i.e., no analysis of the type of the drug, nature of markets, period of 

advertisement, etc. 

 

• Primary benefit of the A&M expenditure belongs to the taxpayer 

(manufacturer of the product), and the expense should also be incurred by the 

taxpayer.   

 

• TPO’s role is limited to determining arm’s length price (ALP), while the 

assessing officer (AO) is required to evaluate genuineness of expenditure and 

compute the total income having regard to the ALP.  

 

• Permission granted by Reserve Bank of India (RBI), payments being audited 

and routed through banking channels, and TPO not producing evidence to 

show that money paid to AEs was partly returned to the taxpayer, are not 

grounds based on which an appeal can be allowed or a transfer pricing 

adjustment determined.  

Facts 

The taxpayer was engaged in manufacturing and export of pharmaceutical 

products. Its AEs were located in Cyprus, and its international transactions with its 

AEs were export of pharmaceutical products and reimbursement of business 

promotion expenditure.  

Transfer pricing assessment proceedings  

The TPO accepted the former transaction, but proposed an adjustment to the latter 

by curtailing business promotion expenditure reimbursed by the taxpayer to its 

AEs at 10% of total sales, as it believed that the business promotion expenditure 

incurred by the taxpayer was unusually high (at 60.33% of sales). The TPO alleged 

that the earnings in India were being transferred to the AEs as they were located in 

a tax haven. Since the taxpayer ultimately sold in the Ukraine market but routed 

the sales through its Cyprus AEs, the TPO urged the AO to investigate the business 

promotion expenditure as it prima facie “appeared doubtful”. The TPO rejected 

the CUP method adopted by the taxpayer and instead applied the TNMM. The TPO 

compared the A&M expenses incurred by 17 top pharmaceutical companies, with 

the business promotion expenditure incurred by the taxpayer. The arithmetic 

mean of the A&M expenses as a percentage of sales for all 17 companies were 

compared by the TPO to the business promotion expenditure of the taxpayer as a 

percentage of sales. The TPO proposed an adjustment to taxpayer’s business 

promotion expenditure which was in excess of 10% of sales. Aggrieved with the 

TPO’s order, the taxpayer appealed to the Commissioner of Income-tax (Appeals) 

(CIT(A)).  

CIT(A) proceedings 

The CIT(A) deleted the addition on account of the following key reasons: 

• In the previous year the business promotion expenditure reimbursed to AEs 

constituted 30.92% of total sales and was accepted by the AO. The 10% limit 

applied by the TPO was not supported by any logic. 

 

• The percentage of A&M expenses to sales of the 17 companies itself varied 

between 5.27% and 31.89%, and taking an arithmetic mean was not justified. 

 

• The remittance bears approval of RBI and other monitoring agencies.  

 

• The TPO has not pointed out any defects in the bills/vouchers underlying the 

reimbursement.  

 

• The TPO has not put forth any evidence to show that part of the money paid to 

AEs was returned back to the taxpayer.  
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• Shares in the AEs were transferred to other unrelated parties on 20 October 

2003 and thereafter, the taxpayer had no control over the AEs. Thus, it would 

be wrong to presume that the taxpayer transferred funds to AEs which it 

ultimately lost control off.  

Aggrieved with the order of the CIT(A), the Revenue appealed before the Tribunal. 

Key contentions of the Revenue 

• The business promotion expenditure incurred by the taxpayer was unusually 

high at 60.33% of sales, as compared to the industry average of 5.16%2 and the 

top 17 companies’ average of 10.66%. Further, in the immediately preceding 

year, the business promotion expenditure incurred by the taxpayer was only 

30.92% of sales.  

 

• The products have high demand and cater to a niche market, and therefore not 

much advertising is required. Further, the products are anyways not sold 

directly in the Ukraine market but to third party consignees.  

 

• Copies of bills of the parties who carried out the advertisement work were 

accepted by the CIT(A) without giving an opportunity to the AO as provided 

under Rule 46A of the Income-tax Rules, 1962 (the Rules). Further, these bills 

were accepted without verifying their genuineness. 

 

• The contention of the taxpayer that since the shares of the AEs had been 

transferred to unrelated persons during the year, the taxpayer had no control 

over them, was erroneously accepted by the CIT(A) without verifying the 

genuineness of the transfer. 

 

                                                           
2
 The source for this is not provided in the ruling.  

• The conclusions drawn by the CIT(A), that money paid to AEs was not 

returned back to the taxpayer, that regulatory authorities had granted 

approval, that auditors had verified, etc., were against the law and were not 

tests for computing the ALP and making an adjustment.  

 

• The basic question was who owned the product and who should get the benefit 

of intangibles? Since the product was manufactured by the taxpayer and the 

benefit was derived by AEs, the expenditure should also be borne by AEs and 

not by the taxpayer.  

Key contentions of the taxpayer 

• The TPO had exceeded his jurisdiction as the TPO was only required to 

compute the ALP (reliance was placed on Board Instruction No.3 dated 20-5-

03, paragraphs II and III). The computation of income is for the AO to do. The 

TPO had erred in examining the genuineness of the business promotion 

expenditure and whether it should have been incurred by the AEs or the 

taxpayer.  

 

• TPO had not rejected the CUP Method as applied by the taxpayer.  

 

• TNMM as applied by the TPO was not contemplated as per the Rules.  

 

• For the immediately preceding assessment year, the reimbursement of 

business promotion expenses had been accepted, and no adjustment was 

proposed. 

 

• Ukraine was politically and economically very unstable in that period after 

disintegration from the USSR. Its banking system was not reliable and its 

currency was devaluating. Further, Indian banks were neither recognising nor 

ready to deal with Ukraine banks favourably in those years.  
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Ruling of the Tribunal  

• In the instant case, the TPO has given no reason to reject CUP Method. It is 

well settled that no method can be rejected without giving cogent reasons. 

Thus, the TPO has to state why CUP Method is not applicable in this case. 

Further, the TPO has to also explain why TNMM was considered most 

appropriate, which has also not been done in the instant case.  

 

• Going by Rule 10B(e) of the Rules, the methodology adopted by the TPO is 

against the law, and is not TNMM, and the reasons are as follows:  

 

- Taking arithmetic mean of the percentage of A&M expenditure of top 17 

pharmaceutical companies as the industry average and applying the same 

as the arm’s length percentage of expenditure that should be incurred by 

the taxpayer is not the correct use of TNMM. Arithmetic mean of 

percentage of a certain type of expenditure cannot be the “arm’s length 

price”. 

 

- While benchmarking against the 17 companies, there is no analysis of the 

type of the drug, nature of markets, period of advertisement, etc., i.e., there 

is nothing common which has been brought out. Other heads of 

expenditure such as salaries, raw material, establishment, etc. have not 

been compared. From an overall profitability perspective, the taxpayer has 

shown greater profitability.  

 

At best, it can be said that TPO has adopted an ad hoc method to disallow 

capital expenditure under the guise of transfer pricing.  

 

• The taxpayer is the manufacturer of the product, which is high in demand and 

caters to a niche market. The expenditure is of the taxpayer, and the primary 

benefit would also be that of the taxpayer.   

• As regards determination of genuineness of expenditure, as per Instruction 

No.3 dated 20-5-03, TPO’s role is limited to determining ALP, while the AO is 

required to compute the total income having regard to the ALP. Although, TPO 

has doubted the genuineness of the expenditure, the AO has not. 

 

• On similar facts, in the immediately preceding assessment year, the TPO 

accepted the method adopted by the taxpayer for determining ALP for 

reimbursement of expenses.   

In view of the above, the Tribunal ruled in favor of the taxpayer, and dismissed the 

Revenue’s appeal. In addition the Tribunal objected to some of the findings of the 

CIT(A) and held that permission granted by RBI is not a ground based on which an 

appeal can be allowed as every remittance would bear the RBI’s approval. 

Similarly, the fact that the payment was audited and routed through banking 

channels, and that the TPO did not bring any evidence on record to show that part 

of the money paid to AEs was returned to the taxpayer, are not grounds to 

determine a transfer pricing adjustment.  

PwC’s observations  

Although there are not many factual details in this ruling as to the nature of 

operations of the taxpayer and its AEs, yet, going by the limited facts, it can be 

presumed that the taxpayer was operating as the entrepreneur manufacturer, while 

the AEs were operating as relatively low risk distributors. If that be the case, then 

the primary market risk would vest with the taxpayer being the entrepreneur, and 

consequently, the risk associated with the A&M spend would also largely vest with 

the taxpayer. Accordingly, reimbursement of business promotion expenditure by 

the taxpayer would be “in-principle” justified.  

However, in a situation where the foreign AE would have functioned as a normal 

risk taking distributor or an entrepreneurial distributor, the market risk would 

have largely vested with the foreign AE, and thus the A&M spend should have also 
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been borne by it, with no reimbursement being made by the Indian taxpayer. In 

fact, in such a case, under normal circumstances, transfer prices of products 

imported by the foreign AE from the Indian taxpayer, would be “arm’s length” if 

they enabled the foreign AE to incur such A&M expenses, i.e., were commensurate 

with the level and intensity of functions (including marketing strategies, etc.) of the 

foreign AE.  

Accordingly, who bears the A&M expenses – whether the manufacturer or the 

distributor – would depend upon the functional and risk profiles of the two 

entities, and no “hard and fast” rule can be drawn out in this respect. 

As regards the quantum of business promotion expenditure – it would neither be 

appropriate nor feasible to benchmark the same for an entrepreneur – in this case, 

the taxpayer. The Tribunal has objected to the benchmarking undertaken by the 

TPO, however, the rationale provided is different. The Tribunal has objected to the 

outright comparison of A&M expenses of the taxpayer with other pharmaceutical 

companies without drawing out other similarities between them and the taxpayer. 

The Tribunal has rightly objected to this approach as it is far too simplified and 

presumptive. Further, simply averaging an expenditure and comparing it with the 

taxpayer’s expenditure is certainly far from TNMM being applied in the true sense, 

as it does not entail any evaluation of “net margin” arising from the international 

transaction.  

The Tribunal’s objection to the outright comparison of a simple average of A&M 

expenditure of the comparables with that of the taxpayer is also a worthwhile 

precedent to conceptually follow, in other cases, when arguing against TPO’s 

attempts to determine a “Bright Line” for A&M expenses incurred by subsidiaries 

of MNCs, by simply taking an average A&M spend of comparables as the 

benchmark.  

It may be worth mentioning that the presence of AEs in Cyprus was one of the 

main reasons as to why the transaction of reimbursement of A&M expenses prima 

facie “appeared doubtful” to the TPO. Although the Tribunal has not delved much 

into this, however, with the introduction of GAAR provisions, the implementation 

of which is only a year away, transactions with AEs located in tax havens may be 

subject to greater scrutiny going forward. 
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