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Fact of the Case

e The assessee, is a resident Indian end-user of shrink-wrapped
computer software, directly imported from the USA.

103 Applicant’s Revenue’s Contention
Contention

Itts not a Royalty, The transaction between the parties is a
actually it's a purchase  transfer of copyright which amounts to
of Goods. As Sellers = po payment for the Royalty and TDS

Permanent _ _
establishment not in requwed to be deducted by the Indian
importer.

India. No taxabllity arise
in India on this (Article 12(3) of India-USA DTAA read

transaction. with section 9(1)(vi) of the Act)
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ISSUE

Whether Software sold by Non Resident to Indian buyer in any
of these conditions will be considered as payment of Royalty??

n e Sale of Software
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F h -
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Sale of software bundled
with hardware

Jain Shrimal & Co. ©
®




LET’S UNDERSTAND
THE CONCEPT
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Key pointers where a transfer of licence is not transfer of copyright by Hon’ble SC:

1. Transfer of Copyright

Copyright is an exclusive right which includes the right to restrict others from
performing certain acts

As per Section 30 of the ICA, the owner of copyright in a "literary work" (includes
computer program) is entitled to grant any interest in his rights by way of a
license in return for a royalty payment.

Ownership of copyright in a work vis-a-vis ownership of the physical material in
which copyrighted work is embodied are mutually exclusive.

A copyright is said to be transferred if the right to do acts defined in section 14
of the Copyright Act is also transferred.

Right to produce and right to use computer software are distinct and separate
rights.

In cases where a license is granted, an infringement of copyright under the ICA
would take place only when there is any use of the rights contrary to the license so
granted.
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1. Example of Transfer of Copyright

ol 2000 books
Customers PW
At profit ﬁ }
Transfer Use Right

Transfer
Distribution Right

Non-resident
Author

Distributor

In this case, no Copyright has been transferred to Indian distributor by way of
license or otherwise as he doesn't have the right to reproduce the books.

B Sold the books to

resell in India

With right to
reproduce the book

Non-resident Transfer of Distributor
Author

Copyright

In this case, Copyright has been transferred to Indian distributor by way of
license or otherwise, as he has exclusive right to reproduce the book as he
want in the territory mentioned by the license.

Reproduced the
books & sold to Indian
Customers > ;J(R
At profit A
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2. Analysis of Agreements

End user License agreement (EULA): is a contract that governs the use of the
software or app which describe the rights.
The court gone through various distribution agreements and observed that:

e Distributor/reseller granted only a non-exclusive, non-transferable licence
to resell computer software, as it expressly stipulated that no copyright in the
computer programme is transferred either to the distributor or to the ultimate
end user.

e End-user- It does not have any further right to sub license or transfer, nor is
there any right to reverse-engineer, modify, reproduce in any manner
otherwise than permitted by the licence to the end-user.

e Therefore, what is paid by way of consideration is the price of the computer
programme as a goods.

The licence granted vide the EULA is not a license in terms of section 30 of the
ICA but is a licence which imposes restrictions or conditions for the use of the
computer software.
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3. Taxability under the Act v. DTAA

e |T Act- Sec- 9(1)(vi)- States that income by way of ‘Royalty’ would be
deemed to accrue or arise in India.lIf-
Explanation 2- "royalty" to be a consideration for the transfer of all or any
rights (including the granting of a license) or use of any copyright of
literary work.

e DTAA: "royalty" to mean consideration for the use of, or the right to use,
any copyright of a literary, artistic or scientific work. (Narrow definition)

Since the license granted to distributors and end users does not create any
interest or right in the software, grant of such license would not amount to the
"use of or right to use" of copyright and, hence, it would not qualify as royalty
under the Tax Treaty as well as under the Act(upto 2012).

e Explanation 4 to section 9(1)(vi) inserted by the Finance Act, 2012, to
provide that transfer of all or any rights includes transfer of all or any rights
for use of a computer software, expands the definition of royalty- Now
Taxable as royalty under the Act. But assesee is free to opt beneficial
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Ruling

The Hon’ble Supreme Court has clarified that:

e Distribution agreements/EULAs do not create any interest or
right in such distributors/end-users, which would amount to the
use of or right to use any copyright.

e Therefore, any of the 4 categories will not be considered as
payment of Royalty and no TDS is required to be deducted by
the Indian Buyer.
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Ruling

with hardware

Not Taxable as a Royalty Example
A %
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B N Sale of Software E Windows_ sold
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e distributor
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Sale of software bundled software

1st & 4th is majorly used in the current Day & age
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Our Comments

e Applicability of equalization levy- As per the Union budget 2021 it has been proposed
that royalty and FTS payments which are taxable under the Act would not be subjected
to any equalization levy Going forward, taxpayers would need to evaluate the impact of
this decision on royalty and FTS payments from an equalisation levy.

e Application for Refund- After this landmark judgement, the taxpayers should first and
foremost revisit their positions for royalties paid in the past and apply for refunds,
wherever possible and applicable.

e Proposal by UN Subcommittee- It releases an update note on Art. 12 of UN Model Tax
Convention for inclusion of computer software payments in definition of royalties that
means now DTAA may add this provision similar to explanation 4 of the Act, which will
bring the transaction into the ambit of tax. Link for the same proposal-

https://www.un.org/development/desa/financing/sites/www.un.org.development.desa.fina
ncing/files/2020-09/Revised%20discussion%20draft%20final.pdf
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Our Comments

e Can you avail DTAA Benefits- Post Finance Act, 2012 by insertion of explanation 4 in
Section 9(1)(vi), scope of the Act becomes wider and taxability of this disputed
transaction of cross border software purchase comes into the ambit of taxation but this
will not impact the definition of DTAA. So, if one needs to take the benefit of DTAA he
need to check-

o The taxpayer must obtain the TRC (Tax Residency Certificate).

o Whether Treaty exists between the countries.

o Whether such Treaty has covered Computer software as royalty. Payment for
software is covered as part of royalty example in 5 treaties namely Morocco,
Russia, Turkmenistan, Malaysia and Tobago. Therefore, transaction with these
country would attract Royalty taxability under DTAA too.

In the practical scenario, if we are purchasing software online through an intermediary
website, it would be impossible to collect TRC from a vendor we do not know. hence we need
to deduct tds on every transaction.
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Current Scenario »

Transferred use or right to use Computer software (Except in case of Capital Gain)

Domestic Transaction International Transaction

v ! No DTAA/Can't Avalil
DTAA benefits

Yes

Taxable under the
Act u/s 195

Taxable as Royalty u/s 194J

Yes No

Not Taxable as Royalty
availing

Taxable as Royalty

u/s 195

beneficial provision
from Act & DTAA
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Disclaimer

This presentation has been prepared on the basis of information available in the public
domain and is intended for guidance purposes only.

Jain Shrimal & Co. has taken reasonable care to ensure that the information in this
presentation is accurate. It however accepts no legal responsibility for any consequential
incidents that may arise from errors or omissions contained in this presentation.

This presentation is based on the information available with us at the time of preparing the
same, all of which are subject to changes which may, directly or indirectly impact the
information and statements given in this presentation.

Neither Jain shrimal & co., nor any person associated with us will be responsible for any loss
however sustained by any person or entity who relies on this presentation. Interested parties
are strongly advised to examine their precise requirements for themselves, form their own
judgments and seek appropriate professional advice.
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