OPINION

I.
QUERIST:

M/s.Tsugami Precision Engineering India Pvt. Ltd.,

Plot No.A-8/2, Sipcot Industrial Growth Center,

Vallam B Village, Oragadam,

Kancheepuram District – 602 105. 
II. 
FACTS:

1.
The querist is a manufacturer of CNC Machines with a factory at Oragadam, Tamil Nadu. The querist has a Technology Licence Agreement with Tsugami Corporation, Japan for supply of know-how licence to use the Trademark etc. Based on the technology provided and also components and kits supplied, the querist manufactures various models of CNC machines. 
2.
It is reported that during 2021-22, the querist has manufactured 575 machines. The details of which are as follows. 
(a)
(i)
Machines produced by the querist – 496 Machines



(ii)
Machines imported from Japan – 79 Machines 

                                                  Total: 575 Machines


(b)
The machines produced by the querist consists of the following items. 

(i)
Items imported from Tsugami Japan - ~35% for M series and 70% for B series

(ii)
Items imported from other imported sources - 15% for M series, 0% for B series 

(iii)
Items procured from India – 50% for M series, 30% for B series


(c)
The machines imported from Japan consist of 

(i)
Complete machines imported from Tsugami Japan – 95% of total material cost



(ii)
Domestic items – 5% of total material cost.
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3.
The initial Technology Agreement entered into with the Japanese Company on 01.04.2017 has provided for waiver of payment of royalties for a period of three years initially. Now, it is reported that the Japanese Company is requesting the querist to pay the royalty, which consist of 3% towards usage of brand name and 2% towards usage of technology as per the Technology Licence Agreement with effect from 01.04.2022 (Total 5%).
4.
It is reported that the relationship aspect has been verified by the Special Valuation Branch in Custom House and they have provided an Investigation Report No.30/2017 dated 03.11.2017. Also, an Order-in-Original No.128/2018-ACC dated 26.03.2018 has been passed in this regard by the Assistant Commissioner of Customs (Group-5), Air Cargo Complex, Chennai based on the Investigation Report issued by the Special Valuation Branch for acceptance of value and thereby sanctioning refund of extra duty deposits paid in respect of provisional assessments made earlier. A similar order has been passed by the Assistant Commissioner of Customs (Refunds), Chennai for grant of refund under Reference Order-in-Original No.65638/2018 dated 05.10.2018 in respect of imports made through sea customs. 

III.
QUERY:

In the above background, by taking into account the fact that earlier, the Special Valuation Branch directed acceptance of declared value since no royalty payments were made and now if the royalty payments are to be made from 01.04.2022, the querist has the following questions and seeks clarifications on them. 
(i)
Does the payment of royalty to Tsugami Japan require to be updated to the customs department?

(ii)
Will the payment of royalty have any effect on their payment towards customs duty for future import items?

(iii)
Is it necessary to file an import declaration including royalties at the time of import / customs clearance for machines imported from Tsugami to India in the future?


(iv)
If it’s yes



(a)
Is it applicable CNC machine manufactured?
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                      (b)
For machines that have already been imported into India, the querist had completed the import declaration and that amount  does not include the royalty amount. 
(c)
Is it necessary to retroactively file an amendment for those already imported machines?

(d)
Is it applicable for Brand and Technology or any exclusion are available?

(e)
Is it applicable for all kind of materials, i.e., raw materials, semi-finished goods or capital goods or are any exclusions available?
IV.
OPINION:

1.
A perusal of Technology Licence Agreement dated 01.04.2017 indicates that in terms of Article 1, there is a Transfer of Technology to the querist to enable it to produce various models of metal working machines. It is seen that it is a non-exclusive and non-transferrable right / licence to manufacture the products / machines bearing brand name of Tsugami Corporation. In terms of Article 2, the agreement also envisages provision of Technical Support by deputing Engineers. Article 4 provides for Payment of Royalties as a consideration for granting right to use the brand name and transfer of technology. Calculation of the royalty has to be made as per the provisions contained in Appendix 2 and these read as follows. 

“The Royalties set forth in the Article 4 of this agreement shall be an amount obtained by multiplying the total sales of the items by the rate as described below.


The said total sales shall be the total sales of all the Products by Party B excluding value added tax and other tax, bar feeder, packaging costs, transportation costs, export charges (in case of export). The timing of recognizing the sales shall be upon; 1) shipping the Products in cases of the sale to the destinations inside India and 2) declaration of customs (for sale to overseas outside India)”.

 2.
It has been clarified by the querist that the bar feeder referred to in the above provision is an item supplied by unrelated third party and therefore, its cost has been excluded from the calculation of a value for royalty payment.
-4-

3.
It is also noticed that the above Licence Agreement has been subjected to a few amendments, whereby, waiver from payment of royalty was extended upto March 2022 and percentage of royalty also was split into two components. 3% representing the royalty for use of brand name and 2% representing the royalty for use of technology and the total being 5%.
4.
In the earlier Investigation Report provided by the Special Valuation Branch, it is noticed that the invoice value declared was directed to be accepted and no addition towards royalty payments were directed to be made. No additions were made on account of royalty payment for the reason that as per the Balance Sheets produced, no payments of royalties were made to the Japanese Company and further, there was a waiver of payment of royalty as per the agreement. 
5.
Now, the querist proposes to pay royalty on the basis of the request made by the Japanese Company with effect from 01.04.2022. As such, the situation completely changes and it becomes necessary that the department is to be informed of payment of royalties with effect from 01.04.2022 to the Japanese Company. Based on this information, it will be upto the department to determine whether, in the facts and circumstances of the case, the royalty payments are to be added or not to compute the assessable value of the goods. It was clarified during the discussion that no royalty payments were made in respect of imports or sales effected upto 31.03.2022 and that that payment of royalty from 01.04.2022 will be prospective. 
6.
In this connection, it is also to be noted that if the kits or components imported earlier are used in the machineries, which have been manufactured already or are to be manufactured now and are intended to be sold subsequent to 01.04.2022, then, to that extent, the question of payment of royalty will have an impact on the valuation of those kits / components imported earlier. Depending on the determination of addition or otherwise of royalty, the querist needs to inform the department and in case there is inclusion of royalty, then, for these items imported earlier and now, on which, royalty is being paid need to be disclosed to the department and appropriate differential duties to be paid. 
7.
As far as the question of inclusion of royalties payable in terms of the present agreement  is  concerned,  one has to look into the provisions contained in the Customs Valuation (Determination of Value of Imported Goods) Rules, 2007. Rule 10 (1) (c) and (d) of the above rules reads as follows. 
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“RULE 10.Cost and services. - (1) In determining the transaction value, there shall be added to the price actually paid or payable for the imported goods, - ….

(c)       royalties and licence fees related to the imported goods that the buyer is required to pay, directly or indirectly, as a condition of the sale of the goods being valued, to the extent that such royalties and fees are not included in the price actually paid or payable;  

 (d)   
The value of any part of the proceeds of any subsequent resale, disposal or use of the imported goods that accrues, directly or indirectly, to the seller;”.
8.
From the above, it can be seen that as far as royalty and licence fees are concerned, the requirement is that such fees should be payable as a condition of sale of the goods being valued and it may be direct or indirect payments. The second condition is that such fees should be related to the goods imported. In terms of Rule 10(1) (d), there is a provision to add any subsequent payment to the supplier on account of resale, disposal or use of the imported goods and again such payments can be direct or indirect. It is also to be noted that there is an explanation to Rule 10, which reads as follows.
“Explanation.- Where the royalty, licence fee or any other payment for a process, whether patented or otherwise, is includible referred to in clauses (c) and (e), such charges shall be added to the price actually paid or payable for the imported goods, notwithstanding the fact that such goods may be subjected to the said process after importation of such goods”.
9.
As per the Technology Agreement, method of calculation of royalty is on the total sales value of the products excluding value added tax and other tax, bar feeder, packaging costs, transportation costs, export charges. As already stated, the bar feeder is supplied by an unrelated third party.
10.
Thus, the values of all imported components as well as machines imported as kits are taken into consideration for calculating the total sales value for payment  of  royalty and there is no exclusion of these costs. Thus, indirectly, 
there is an additional flow of value to the extent of 5% on the values of the components  and  machines  imported  as  kits.  As  such, in this context, it is 
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quite possible that the customs authorities can take a stand that there is indirect flow of money with regard to the use of the goods imported for production of machineries and their subsequent sales. Under such circumstances, the provisions contained in the Valuation Rules mentioned above will be attracted and royalty payments will be addable to determine the assessable value. 
11.
There are several decisions by the Appellate Authorities to the effect that the royalty, licence fees etc., can be added to compute the assessable value only if they are related to imported goods and such payment is a condition of sale of imported goods. Two such decisions relating to the following cases are enclosed to this opinion as Annexure-1 & Annexure-2.
(i)
Commissioner of Customs (Import), Mumbai Vs. Titex India Pvt. Ltd., reported in 2005 (192) E.L.T. 314 (Tri.-Mumbai)
(ii)
Brembo Brake India Pvt. Ltd., Vs. Commr. of Cus. (Imports), Mumbai reported in 2014 (302) E.L.T. 551 (Tri.-Mumbai)
12.
However, subsequent to the incorporation of the explanation to the above rule (Rule 10), the customs authorities are adding royalties, when the value of the imported components are not excluded from the formula for computing the sales value / turnover value, on which, royalties are to be paid. It is so as these payments become additions to the original cost.
13.
Therefore, considering the legal position, as outlined above, the querist can take up the issue with their Japanese Company for revising the formula and carrying out amendments in the Technology Licence Agreement for excluding the cost of imported components and kits in the calculation. 
S. MURUGAPPAN   

Encl.: As above

Sm/er

 

Disclaimer:- The above opinion is provided based on the information and documents made available to us by the querist and further based on the laws and rules prevalent as on date and the understanding of such provisions by the author and is meant for the private use of the person to whom it is provided without assuming any liability for any consequential action taken based on the views expressed here.
