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This article comprehensively examines the taxation of payments for software in the light of recent developments
in legislation and judicial rulings in India. The author considers specific aspects of copyright law in India, the
United Kingdom and the United States, and India’s international copyright treaty obligations, and how they
impact upon the characterization of payments for software as royalties under India’s domestic law and tax
treaties.

1. Introduction

Taxation of software payments in India has been contentious for the last decade. The litigation has travelled to the High Courts and
legislation has been amended, but the issue refuses to settle down. In fact, a report of the Committee of the Government even suggests
that payments for online software applications accessed or downloaded through the Internet or telecommunication networks be subject
to an equalization levy.(1] Mercifully, the recent Union Budget has let that pass, at least for the moment.

The litigation traces back to the Motorola case, wherein the distinction between copyright and a copyrighted articlej2) was recognized
judicially and payments for a software licence for use by end-users was held not to be a royalty under either the Income-tax Act 1961 (“ITA
1961”) or the relevant tax treaty.;3) Thereafter, the rulings of various benches of the Income-tax Appellate Tribunal (“ITAT”) consistently
followed Motorola until the Delhi Bench of the ITAT in Gracemac rocked the boat by holding that payment for a copyrighted article amounted
to a royalty.[41 Subsequently, the Karnataka High Court, in Samsung,is; held that payment for use of software which is a copyrighted
article is for use of copyright and hence a royalty under the ITA 1961 as well as under the India-United States Income Tax Treaty. On the
other hand, the Delhi High Court, in Infrasoft, disagreed with the Samsung ruling and upheld the distinction between copyright and a
copyrighted article and concluded that payment for a copyrighted article is not royalty under the India-United States Income Tax Treaty.
Before the Samsung ruling, there were a string of decisions of the Authority for Advanced Ruling (AAR) holding that use of a copyrighted
article amounts to use of copyright and thus gives rise to a royalty under both the ITA 1961 and the relevant tax treaty.

The Legislature attempted to settle the issue in favour of the taxman by retrospectively amending the ITA 1961 to provide that the transfer
of all or any rights in respect of rights, property or information contained in the various clauses in the definition of royalties includes the
transfer of right for use or right to use computer software.;71 Consequently, such payments would be royalty income, which is deemed to
accrue or arise in India if certain conditions are met.;s§ Some rulings have examined the situation post the amendment to the income tax
law and have held that, in the absence of similar amendments in the relevant treaties, the retrospective amendment to the ITA 1961 does
not extend to the treaty and payments for copyrighted articles do not amount to royalties under the treaties.

The litigation and legislation landscape has failed to provide clarity to the taxpayer on whether or not a payment for software is a royalty,
and he is reduced to strategize, based on the current opinion of the jurisdictional Court, and to hope things turn out in his favour until the
differing rulings of the High Courts are resolved by the Supreme Court. This article attempts to provide an alternate thought process with
the aim of unraveling the knots of conflicting judicial rulings and changes in law.

2. Legislative Background

Section 9 of the ITA 1961 contains the “source rules” for income (including royalties) for such income to be deemed to accrue or arise in
India. In order to determine whether or not a consideration is a royalty, the focus is on interpreting the words “consideration ... for transfer
of all or any rights (including granting of a licence) in respect of any copyright, literary, artistic or scientific work ...”.j9] In the context of a
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tax treaty, in determining whether or not a consideration is a royalty, the phrase “for the use of, or the right to use, any copyright of literary,
artistic or scientific work” is to be interpreted. The discussion here is limited to examining whether or not software payments are in respect
of copyright; the other elements in the definition of royalties, viz. those relating to patents, inventions, models, designs, secret formulae
or processes, scientific knowledge, experience or skill or right to use equipment, are not examined in this article.

A computer program is included under literary works under the Copyright Act 1957 (CA 1957).110) A computer program is defined as a
set of instructions expressed in words, codes, schemes or in any other form, including a machine readable medium capable of causing
a computer to perform a particular task or achieve a particular result.[11] Computer software is nothing but a program and other operating
information used by a computer. Though the term “computer software” is not defined in CA 1957, it is reasonable to infer that computer
software is synonymous with computer program.

Section 14 of CA 1957 defines the rights which the copyright owner enjoys to the exclusion of others. An owner of a computer program
is entitled to the exclusive rights available to other original literary, artistic or dramatic works,12] like the right to copy, the right to issue
copies to the public (not being copies already in circulation), the right to translate, the right to adapt, etc., and also the sale right and
rental right with respect to the program.;i3

There have been erudite discussions in various rulings on the types of software, such as operating system and application software,
shrink-wrapped and customized software and the like, and conclusions have been drawn on whether or not a payment for a particular
type of software is a royalty under the ITA 1961 or the relevant treaty.

The payments are characterized as royalty if, inter alia, the consideration is in respect of copyright. The copyright in a computer program
is not delineated by the kind of computer program: all of the above kinds of software - whether operating or application software, shrink-
wrapped or customized software - are protected under copyright law. Characterization as a royalty or otherwise of any payment for such
software should not differ. Also, similar copyright protection is available irrespective of the medium of supply, whether made available
on tangible media or through Internet download. Thus, the distinction between various kinds of software or the medium of supply is not
particularly relevant for characterizing the payment as consideration in respect of copyright or otherwise, under either the ITA or the
relevant tax treaty.(14) More relevant in this context is the distinction between payments for end-use of software and for reselling software,
since the CA 1957 provides for distinct copyrights in respect of the two, as is elaborated in sections 3. and 4. below.

3. End-User Payments
3.1. Copyright vs. copyrighted article

In cases of payment by the end-user for a licence to use software, the ready defence of the taxpayer is that the payment is for the use
of a copyrighted article and not for use of copyright in that software. In accordance with United States regulations, which pioneered the
concept of the distinction between a copyrighted article and the copyright subsisting in it,15] if a payment is to acquire a copy of a computer
program, but the payer does not acquire any of the copyrights in the program or acquires merely de minimis rights to enable him to use
the program, the payment is characterized as one for a transfer of a copyrighted article and not one for copyright.[16]

Even under the copyright law in India, copyright that subsists in a qualifying work is distinct from that work. In fact, the work and the
copyrights in the work can be owned by different persons and can be dealt with independently of one another. This distinction between
the copyright and the copyrighted article has been liberally used by taxpayers while defending payments for software from being taxed
as a royalty in India.

3.2. End-user licence agreement (EULA)

A EULA typically provides the user with a licence to use the copy of the software while expressly providing that the owner retains all the
copyrights in the software. An owner in a copyright may grant any interest in the right by licence,[17] but this licence is different from the
EULA. A EULA grants the right to use the software, but this right to use is not a copyright. However, a typical EULA allows the user to
load a copy of the software onto his computer, or run the software on his computer and make back-up copies of the software.

A right to make copies or reproduce a copyrighted work is popularly called “the reproduction right”. This right belongs exclusively to the
owner of the copyright. An exercise of this right by anyone other than the owner without his permission would result in infringing his
copyright. As distinct from other literary works (for instance, books), it is not possible to use a computer program without reproducing it.
A user cannot load the software on to his computer without a copy being made. Even where the user does not copy the software on to
his computer but uses it directly from the media or from the “Internet cloud”, a temporary copy is made in the computer memory. Making

10. Sec. 2(0) CA 1957.

11. Sec. 2(ffc) CA 1957.

12. Sec. 14(b)(i) read with sec. 14(a) CA 1957.

13. Sec. 14(b)(ii) CA 1957.

14. Klaus Vogel on Double Tax Conventions, 4th ed. (E. Reimer & A. Rust eds.,Wolters Kluwer 2015), art 12, para. 167.
15. 26 CFR 1.861-18 Classification of transactions involving computer programs.

16. Id.

17. Sec. 30(1) CA 1957.
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back-up copies of the software also involves its reproduction. This reproduction right exclusively belongs to the owner of the copyright.i1g]
These acts of copying by the user are usually allowed in the EULA.

In Samsung, 19 the Karnataka High Court held that such copying of a computer program done by a lawful possessor of a copy of the
program would constitute infringement of copyright but for the licence granted to the user to make copy thereof onto his computer or to
take back-up copies. The Court held that:[20]

... when licence (is granted) to make use of the software by making copy of the same and to store it in the hard disk of the designated
computer and to take back up copy of the software, it is clear that what is transferred is right to use the software, an exclusive right,
which the owner of the copyright i.e., the respondent-supplier owns and what is transferred is only right to use copy of the software
for the Internal business as per the terms and conditions of the agreement. ... Accordingly, we hold that right to make a copy of
the software and use it for internal business by making copy of the same and storing the same in the hard disk of the designated
computer and taking back up copy would itself amount to copyright work under Section 14(1) of the Act and licence is granted to
use the software by making copies, which work, but for the licence granted would have constituted infringement of copyright and
licencee is in possession of the legal copy of the software under the licence.

Arguably, what the High Court missed in its conclusion is that even in the absence of such a licence being granted to the user for the
use of the software, the purchaser of the copy would still be a “lawful possessor” of the software and be entitled to make a temporary
copy and store it in his computer and take a back-up copy of the software. In fact, a licence may not even be required in order for the
purchaser to use the copyrighted product or software for his own use.[21] The purchaser of the copy is the lawful possessor and no further
permission from the owner is needed to make a copy (including a transient copy) or to take back-up copies in order to utilize the program
for the purpose for which it was supplied, since the copyright law itself permits these acts.[221 The nature of these permitted acts and fair
dealing provisions is discussed in the next section.

3.3. Permitted acts
3.3.1. Introduction

Certain acts have been statutorily prescribed to be non-infringing acts in copyright laws of different countries as “permitted acts”, “fair
dealing” and “fair use”, with varying effects.

Fair dealing provisions are a sub-set of permitted acts, as are exceptions for research and private study and criticism, review and news
reporting or incidental inclusion of copyright material. The purpose of fair dealing or permitted use provisions is as a defence against
allegations of infringement.

The Berne Conventionp23] provides for a “three-step test” for legislating such permitted acts. The rationale for providing for such permitted
acts is to balance the legitimate rights of the copyright owner and public interest. Another aim, not unconnected, is to facilitate intended
and lawful use of the works.

The United States “fair use” provision lists several non-exhaustive factors for guidance of the courts, one of which is “the effect of use
upon the potential market for or value of the copyrighted work”.24] Indian copyright law, on the other hand, lists specific instances of
permitted acts along similar lines. 25

3.3.2. Economic value to the owner

The three-step test stipulated under the Berne Convention and adopted in the TRIPS agreementpzg) is relevant to understand the fair
dealing provisions and their relationship with rights available to copyright owners under copyright law. Article 9(2) of the Berne Convention
provides that copyright legislation in signatory countries should permit the reproduction of copyrighted works:

(1) in certain special cases, provided that such reproduction:
(2) does not conflict with a normal exploitation of the work, and
(3) does not unreasonably prejudice the legitimate interests of the author.

Article 13 of the TRIPS Agreement has a similar three-step test.

18. Sec. 14(a)(ii) CA 1957.

19. Supran. 5.

20. Supra n. 5, para. 24.

21. Capgemini Business Services (India) Ltd. v. ACIT, 46 CCH 253 (Mum), 29 Feb. 2016.

22. Sec. 52(1)(aa) CA 1957.

23. Berne Convention for the Protection of Literary and Artistic Works 1886, as revised, http://www.wipo.int/treaties/en/text.jsp?file_id=283698.
24. 17 U.S.C. § 107, www.copyright.gov/title17/92chap1.html#107 (accessed 21 Nov. 2015).

25. Sec. 52 CA 1957.

26. Agreement on Trade-related Aspects of Intellectual Property Rights, at https://www.wto.org/english/docs_e/legal_e/27-trips.pdf.

G. Rajgopalan, Copyright Law and Taxation of Software, 22 Asia-Pac. Tax Bull. 4 (2016), Asia-Pacific Tax Bulletin IBFD (accessed 1 August 2016 )
© Copyright 2016 IBFD: No part of this information may be reproduced or distributed without permission of IBFD.
Disclaimer: IBFD will not be liable for any damages arising from the use of this information.

Exported / Printed on 1 Oct. 2019 by jitendra.sanghavi@relianceada.com.


http://online.ibfd.org/kbase/#topic=doc&url=/linkresolver/static/aptb_2016_04_in_1_fn_5&WT.z_nav=crosslinks&hash=aptb_2016_04_in_1_fn_5
http://online.ibfd.org/kbase/#topic=doc&url=/linkresolver/static/aptb_2016_04_in_1_fn_5&WT.z_nav=crosslinks&hash=aptb_2016_04_in_1_fn_5
http://www.wipo.int/treaties/en/text.jsp?file_id=283698
http://www.copyright.gov/title17/92chap1.html#107
https://www.wto.org/english/docs_e/legal_e/27-trips.pdf
http://www.ibfd.org/Copyright-IBFD
http://www.ibfd.org
http://www.ibfd.org/Disclaimer

The three-step test mandates that the fair dealing exceptions to the exclusive rights of the owner shall not extend beyond certain
boundaries. Of the three steps in the test, the second and the third are notable for the purpose of this article. The second test requires that,
for an act to be included as a permitted act, it “should not enter into economic competition with [the copyrighted] works” in the sense that
“all forms of exploiting a work, which have, or are likely to acquire, considerable economic or practical importance, must be reserved to
the authors”.27 According to a World Trade Organization (WTO) Panel, 28] “exploitation of works” refers to the activity by which copyright
owners employ the exclusive rights conferred on them to extract economic value from their rights to the works.29) An exception to an
exclusive right in domestic legislation rises to the level of a conflict with a normal exploitation of the work if such an exception “enters into
economic competition with the ways that right holders normally extract economic value from that right to the work (i.e. the copyright) and
thereby deprive them of significant or tangible commercial gains”.30]

The third step stipulates that “an exception or limitation must not unreasonably prejudice the legitimate interests of owners of rights”,
thus balancing the interests of the owners and the public. Consequently, member countries are bound to legislate to keep the above
commitment; if fair dealing legislation in a member country breaches these boundaries, such that it affects the rights of the copyright
owner, the country could be dragged to the WTO Dispute Panel.

The United States concept of “fair use” is similar to (although not the same as) permitted acts provisions in copyright laws of countries like
India and the United Kingdom. The last of, and perhaps the central and most vital factor;z1; amongst, the four guiding principles provided
in United States copyright law to determine whether or not an act is fair use, and thus not an infringement of the copyright belonging to
the owner, is “the effect of use upon the potential market for or value of the copyrighted work”.[32) This factor strikes a balance between
the benefit that the public will derive if the use is permitted and the personal gain to the copyright owner if the use is denied.33]

The above discussion assists in determining the contours of the permitted acts in section 52 of CA 1957. Once the copyright owner sells or
licenses software for use, he derives full economic benefit from the exploitation of the work. Permitting the user to make a temporary copy
of the software, which he has purchased (and thus is its lawful possessor) in order to use the software or permitting a back-up copy of the
software, in no way affects the normal exploitation of the work by the owner in a manner that the user enters into economic competition
with the work, nor do such permitted acts unreasonably prejudice the owner’s legitimate interests. This aspect was recognized by the
AAR in Dassault, wherein the AAR held:[34]

It seems to us that reproduction and adaptation envisaged by sec. 14(a)(i) and (vi) can contextually mean only reproduction and
adaptation for the purpose of commercial exploitation. Copyright being a negative right (in the sense explained in para 9 (supra),
it would only be appropriate and proper to test it in terms of infringement. What has been excluded under sec. 52(1)(aa) is not
commercial exploitation, but only utilizing the copyrighted product for one’s own use. The exclusion should be given due meaning
and effect; otherwise, sec. 52(1)(aa) will be practically redundant. In fact, as the law now stands, the owner need not necessarily
grant licence for mere reproduction or adaptation of work for one’s own use. Even without such licence, the buyer of product cannot
be said to have infringed the owner’s copyright. When the infringement is ruled out, it would be difficult to reach the conclusion that
the buyer/licensee of product has acquired a copyright therein.

3.3.3. Permitted acts - Exceptions or rights

An aspect that merits discussion is whether the permitted acts, including the fair dealing provisions, are affirmative rights available to the
user or merely exceptions to the copyrights of the owner.

In Gracemac,35) the Tribunal held that, to interpret the meaning of the term “copyright” appearing in section 9(1)(vi) Explanation 2 as
well as under the relevant treaty, one could refer to section 14 of CA 1957, which defines “copyright”, but there is no occasion to go to
section 52 (which provides for the permitted acts), as this section comes into play only in the case of an infringement.[3s) On the contrary,
in Dassault, the AAR held that, since copyright is a negative right, one needs to refer to the permitted acts as well, as “it would only be
appropriate and proper to test [the copyright] in terms of infringement”.;37]

The approach in Gracemac does not appeal from both an economic and a legal standpoint. From an economic perspective, income from
exploitation of copyright in a work accrues to the copyright owner because of the exclusive right to certain specified acts and to prevent
others from doing such acts. Any carve-out from these exclusive rights is of no value to the copyright owner since these are not reserved

27. Stockholm Conference Records (1967), p. 112, ftp:/ftp.wipo.int/publ/library/ebooks/wipopublications/ wipo_pub_311e (accessed on 5 May 2016).

28. WTO Panel report in the United States — Section 110(5) of the United States Copyright Act, dated 15 June 2000 (hereinafter the “WT/DS160/R Report”), https://
www.wto.org/english/tratop_e/dispu_e/1234da.pdf (accessed on 5 May 2016).

29. WT/DS160/R Report, para. 6.165.

30. WT/DS160/R Report, para. 6.183.

31. M.B. Nimmer & D. Nimmer, Nimmer on Copyright (Lexis Nexis 2001), pp. 13-182.

32. 17 U.S.C. § 107, supra n. 24.

33. Nimmer, supra n. 31, at pp. 13-181, quoting MCA Inc v. Wilson, 677 F.2nd 180 (2nd Cir. 1981).

34. IN: AAR, 29 Jan. 2010, Dassault Systems K.K. v. Director of Income-tax, In Re 322 ITR 125, para. 18.1, Tax Treaty Case Law IBFD.

35. Supran. 4.

36. Supra n. 4, para. 88.

37. Supra n. 34, para. 18.1.
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for him, but are available to others (subject to certain conditions). Without considering these carve-outs, any meaning of copyright would
amount to ascribing larger rights to the owner, from which he does not derive any economic benefit.

From a legal perspective, CA 1957 grants the copyright owner the right to prevent others from doing certain acts which are exclusively
with him. It follows that the permitted acts are acts which are carved out from what the copyright owner can prevent others from doing and
are thus affirmative rights available to the public. A right is a legally protected interest.;3s) The Canadian Supreme Court, in Law Society,[39]
held that these user rights have to be balanced with the rights of the copyright owner. It further held:(o]

Procedurally, a defendant is required to prove that his or her dealing with a work has been fair; however, the fair dealing exception
is perhaps more properly understood as an integral part of the Copyright Act than simply a defence. Any act falling within the fair
dealing exception will not be an infringement of copyright. The fair dealing exception, like other exceptions in the Copyright Act, is
a user’s right. In order to maintain the proper balance between the rights of a copyright owner and users’ interests, it must not be
interpreted restrictively. As Professor Vaver, supra, has explained, at p. 171: “User rights are not just loopholes”.

To conclude, the rights available to both the owner and the user need to be seen integrally to arrive at the “net” protection available to the
owner in respect of his works, under the relevant copyright law. Thus, section 52 of CA 1957 does not come into play merely as a possible
defence for an alleged infringement, but it provides positive rights to the lawful user, which coexist with the rights of the copyright owner.

3.3.4. Permitted acts — Whether contractual

A permitted act which does not infringe copyright could still be the subject matter of a contract between the owner and the user leading to
legal rights and obligations, such as breach of contract.j41] Copyright law does not affect such other rights and obligations. While United
Kingdom copyright law specifically provides for this,i42) Indian copyright law also arguably has the same effect. However, in a recent
ruling,i43) the Tribunal observed that “the fair use of the (copyrighted) product/work cannot be denied and any clause in such agreement
should be deemed to be void as against the principle of fair use of the product”. This conclusion arguably militates against the plain words
of section 52 of the CA 1957 where permitted acts do not constitute an infringement of copyright, but contractual terms which restrict these
acts are not outrightly void or unenforceable. By contrast, New Zealand copyright law specifically provides that any term or condition in
an agreement for the use of a computer program has no effect in so far as it prohibits or restricts permitted acts.j44]

Where, under the copyright law of a country (like New Zealand), it is not possible to waive the rights to permitted acts, one can safely
conclude that the user rights are absolute and that user rights and copyrights are mutually exclusive. Consequently, no part of the
consideration that the user pays for a copy of software is for the user rights which he is entitled to anyway, and he therefore does not
need to pay for such rights.

Under Indian or United Kingdom copyright law, the owner may, under the terms of the EULA, allow copying of the program which could
be a permitted act anyway under the copyright law. The question that arises is whether the same result follows in these countries where
permitted acts can be otherwise dealt with under contract. If these user rights are not absolute rights, but only a defence against an
allegation of infringement, and do not affect the copyrights of the owner, it has been argued that there is no need to refer to permitted
acts while determining the meaning of the term “copyright”.i45 However, even if these user rights are not absolute, consideration received
by the owner that is attributable to granting permission to the user is not in respect of copyright, since no such permission is required
under the relevant copyright law and, consequently, such consideration cannot be characterized as a royalty either under the ITA 1961
or the relevant double tax treaty.

3.4. Conclusion

Temporary copying (for instance, a transient or fleeting copy of a work in a computer memory) or storage of the work in digital form in a
storage device are covered under the reproduction right, which exclusively belongs to the copyright owner. This is true for digital products
whose use is accompanied by reproduction. However, these are permitted acts, which allow for the copy of the work without infringing
the exclusive rights of the owner.

The commercial or economic interests of a copyright owner are not affected by allowing a lawful possessor of a copy of the software
to make temporary copies on his computer memory or to make back-up copies. These permitted acts are in the nature of user rights
provided by law and no permission is required from the owner. The copyright owner can hardly expect to be compensated for something
which is of litle commercial value to him when he has extracted the entire benefit from the user in form of the price for the software. When
the owner cannot expect to be paid for such permitted acts, no part of the consideration for the software can be attributed to these acts.

38. Mithilesh Kumari v. Prem Behari Khare 1989 AIR 1247.

39. CCH v. Law Society of Upper Canada, 2004 SCC 13.

40. Supra n. 39, para. 48.

41. L Bently & B. Sherman, Intellectual Property Law, 4th ed. (OUP 2014), p. 229.

42. Sec. 28(1) Copyright, Designs and Patents Act 1988.

43. Deputy Director of Income Tax (International Taxation) & Ors. v. Reliance Industries Ltd. & Ors (2016) 47 CCH 94 (Mum Trib), para. 33.
44. Sec. 80D New Zealand Copyright Act 1994.

45, See, for example, Gracemac, supra n. 4, para. 88.
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There have been debates about whether permitted acts, which are exceptions to the copyrights of the owner, are positive rights in
themselves, which are carved out from the owner’s copyrights, or are merely a defence against allegations of infringement. If the position
in law is the former, the owner does not have those rights and obviously he cannot expect any consideration in respect of them. Even
if consideration is paid in respect of these rights, it will not be in respect of copyright owned by him. If it is the latter, any consideration
received by the owner in respect of these rights, being exceptions to the owner’s copyrights, cannot be in respect of copyright!

Further, since there is little economic value that the copyright owner can expect to derive from such use and it does not unreasonably
affect his legitimate interests or the market for his work, permitted acts or fair use do not warrant a consideration. In the absence of any
consideration, there can be no royalty which can be brought to tax under the ITA 1961 and the treaties.

4. Reseller Payments
4.1. Introductory comments

As referred to in section 2. above, copyrights subsisting in a computer program are addressed in section 14(b) of CA 1957. Apart from the
protected rights of the copyright owner available for literary works, sale rights and rental rights are also available in respect of computer
programs. Various rulings of the courts dealing with characterization of payments for software by resellers have not delved deeper into
sale rights.

In Samsung,i46) the Court was concerned with a cluster of appeals which included both end-user and reseller cases. The Court held that
use of a copy of a computer program is use of copyright in that program and that the consideration paid for that use was a royalty under
the ITA 1961. The Court did not distinguish between end-user and reseller payments.

In Locuz,i47) the assessee was appointed as a non-exclusive distributor/reseller in India of software products of a foreign company. The
assessee booked orders with the non-resident supplier on behalf of customers, collected payment and delivered software to the end-
users/customers, though the delivery was made via e-mail or Internet download. The Tribunal noted that no ownership rights in the
copyrights relating to the products had been transferred by the foreign company to the taxpayer; in fact, the assessee was not permitted
to make copies or to duplicate the software. The Tribunal held that the payment made was not in the nature of a royalty. There is no
discussion in the ruling on whether or not the distribution or sale right was granted to the reseller-taxpayer.

In Dassault, s8] it was contended by the Revenue that the consideration paid to a non-resident supplier of software was in respect of the
sale right which was granted to the reseller. The AAR rejected the contention that the reseller was given an “independent” right to sell as
he only carried out his marketing function of canvassing for orders, collecting purchase orders from customers and forwarding the orders
to the non-resident copyright owner, who ultimately accepted or rejected each order.

M Tech India 149 dealt with payments by a reseller to a non-resident supplier. The Delhi High Court held that payment for a copyrighted
article is consideration paid for purchase of goods and is not royalty. To come to this conclusion, the Court relied on the rulings in Infrasoft
1501 and Dynamic Vertical.i51)

In Infrasoft, the payment was for a licence to use software by an end-user and the ruling rightly did not consider the distribution right or
the sale right in section 14(b) of CA 1957. In Dynamic Vertical, it was held without any elaboration that payments by the assessee, a
software dealer, for the purchase of software from a non-resident to be sold in the Indian market, could “by no stretch of imagination”
be termed a “royalty”.

In the author’s view, payments by resellers of software need to be tested against the distribution right and the sale right available to
the owner in respect of computer programs in CA 1957 in order to determine whether or not the payment is a royalty. The following
discussion informs this view.

4.2. Distribution right and First Sale Doctrine

Computer programs are protected as literary works under Indian copyright law, in accordance with India’s obligations under the Berne
Convention and the TRIPS Agreement. One of the rights available exclusively to the owner of a literary work is the right to issue copies
to the public, the distribution right.;s21 The right of distribution is the right to authorize the making available to the public of the original
and copies of a work through sale or other transfer of ownership.is31 The distribution right is only in respect of copies not in circulation,
since once a copy is sold, it is deemed to be a copy already in circulation.[s4) Thus, the distribution right belonging to the copyright owner
in respect of a copy of a literary work does not survive once a copy is first sold. However, the copyright owner retains other rights, e.g.

46. Supran. 5.

47. IN: ITAT, 3 June 2015, ADIT v. Locuz Enterprise Solutions Ltd., 44 CCH 180 (Hyd), Tax Treaty Case Law IBFD.

48. Supra n. 34.

49. Principal CIT v. M Tech India P Ltd., (2016) 381 ITR 31 (Delhi).

50. Supran. 6.

51. CIT v. Dynamic Vertical Software (India) P Ltd., (2011) 332 ITR 222 (Delhi).

52. Sec. 14(a)(ii) CA 1957.

53. Art. 6 WIPO Copyright Treaty 1996.

54. Sec. 14 Explanation CA 1957 reads as follows: “For the purposes of this section, a copy which has been sold once shall be deemed to be a copy already in circulation”.
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reproduction, adaptation and translation rights, but not the right to control further trade in respect of the copies, which is exhausted on
first sale. This is referred to as the “Doctrine of First Sale” or the “Principle of Exhaustion”.

The phrase “to issue copies to the public” has a wider meaning than exposing a work for sale, though it includes such exposure.iss; Thus,
the right to sell is subsumed into the right to issue copies to the public. As the copyright owner has exhausted the distribution rights
to copies already sold, arguably there cannot be a transfer of a right in respect of copyright or use of copyright on any resale of those
copies, and the consideration for such resale cannot be characterized as a royalty under the ITA 1961 or a tax treaty. Accordingly, for
the copyright owner, the First Sale Doctrine is a strong defence to counter the consideration received being characterized as a royalty
for the purposes of income tax.

However, there have been differing treatments worldwide as to whether this principle of exhaustion of the distribution right is applicable
nationally or internationally. The courts in India have leaned towards the principle applying nationally. Though the exhaustion principle is a
good defence against the consideration for sale of copyrighted articles being characterized as a royalty, the rulings of Indian courts pose
tax problems for copyright owners, especially where the copies are imported into India. The courts have held that the distribution right of
the copyright owner is not exhausted and he continues to retain the right to issue a copy of the literary work in India.;ss) Consequently,
any consideration received by a non-resident copyright owner from a reseller to exercise that right in India is arguably in respect of
copyright and thus has to be characterized as a royalty under the ITA 1961 and the relevant tax treaty. Therefore, the argument that the
consideration received is for a copyrighted article, and not the copyright itself, and hence cannot be characterized as a royalty under the
ITA or a tax treaty, is considerably weakened.

4.3. Sale right
4.3.1. Preliminary remarks

Apart from the rights contained in section 14(a) which apply to literary works including a computer program, section 14(b)(ii) of CA 1957
grants the copyright owner of a computer program additional rights to sell or to give on commercial rental any copy of the program
“regardless of whether such copy has been sold or given on hire on earlier occasions”. These provisions are a part of substantial
amendments carried out in 1994 to comply with India’s obligations under the TRIPS Agreement. The TRIPS Agreement mandates
extending rental rights to the copyright owner,57; although the sale right finds no mention therein. However, in CA 1957, both sale and
rental rights were provided for in respect of computer programs, cinematographic films and sound recordings and, moreover, with the
additional words “regardless of whether such copy has been sold or given on hire on earlier occasions”.[ss]

Analysis of the sale right contained in section 14(b)(ii) in income tax rulings involving software reseller payments has been sketchy. In
Sonata,s9) the ITAT discussed the right to sell in the following terms:eo

A perusal of the agreements would indicate that none of the agreements give the assessee any reproduction right or any distribution
right. It is the case of the Assessing Officer that what the assessee has got is the right under section 14(b)(ii) of the Copyright Act.
The Assessing Officer has lost sight of the fact that there is a distinction between "the right to sell or give on commercial rental
or offer for sale or for commercial rental" and exercise of that right by the various parties. What the Vendors have given to the
assessee is a consequence of the exercise of the right under section 14(b)(ii) and not a transfer of the right under section 14(b)
(ii). [Emphasis added.]

Thus, according to the ITAT, when a copyright owner sells a computer program to a buyer, he is exercising the right to sell which exclusively
belongs to him, and the buyer is merely paying for a copy and not for any copyright in the program. However, the ITAT did not examine
this from the perspective of the reseller making payment to the copyright owner, i.e. whether or not the reseller obtains a “right to sell”
when he buys a copy of the program. Where the reseller is licensed to make copies of the software and to sell the copies, he enjoys the
reproduction, as well as the sale, right. If the owner replicates the copies and provides them to the reseller, the reseller enjoys the sale
right. In either case, the consideration paid by the reseller to the owner is at least partly attributable to the right to sell and is a royalty
under the ITA 1961 and the relevant tax treaty.

4.3.2. Amendments to CA 1957

Some legislative history is useful here. By including the right to sell or offer for sale of a copy of the computer program (with similar
provisions for cinematographic films and sound recordings) as one of the exclusive rights of the copyright owner, India has legislated a

55. lyengar’s Commentary on The Copyright Act, 7th ed. (Universal L. Publg. Co Pvt. Ltd 2010).

56. Penguin Books v. India Book Distributors 26 (1984) DLT 316 (DB); John Wiley & Sons Inc. & Ors v. Prabhat Chander Kumar Jain & Ors (2010) [CS (OS) No. 1960/2008]
and John Wiley & Sons Inc & Ors v. International Book Store & Anr (2010) [CS (OS) 2488/2008].

57. Article 11 of the TRIPS Agreement states: “In respect of at least computer programs and cinematographic works, a Member shall provide authors and their successors
in title the right to authorize or to prohibit the commercial rental to the public of originals or copies of their copyright works ... .”

58. Sec. 14(b)(ii), 14(d)(ii) and 14(e)(ii) CA 1957.

59. IN: ITAT, 31 Jan. 2006, Sonata Information Technology Ltd. v. Additional CIT, 103 ITD 324 (BANG.).

60. Supra n. 59, para. 6.6.

G. Rajgopalan, Copyright Law and Taxation of Software, 22 Asia-Pac. Tax Bull. 4 (2016), Asia-Pacific Tax Bulletin IBFD (accessed 1 August 2016 )
© Copyright 2016 IBFD: No part of this information may be reproduced or distributed without permission of IBFD.
Disclaimer: IBFD will not be liable for any damages arising from the use of this information.

Exported / Printed on 1 Oct. 2019 by jitendra.sanghavi@relianceada.com.


http://online.ibfd.org/kbase/#topic=doc&url=/linkresolver/static/aptb_2016_04_in_1_fn_59&WT.z_nav=crosslinks&hash=aptb_2016_04_in_1_fn_59
http://www.ibfd.org/Copyright-IBFD
http://www.ibfd.org
http://www.ibfd.org/Disclaimer

“TRIPS-plus” provision which effectively abolishes the exhaustion rule for these works.s1] The words “regardless of whether such copy
has been sold or given on hire on earlier occasions” were omitted in respect of computer programs in 1999,62) and for cinematographic
films and sound recordings in 2012.63) There is a view that the deletion of these words makes the doctrine of first sale and the exhaustion
principle applicable to these works, such that the owner would not have any copyright interest in a copy once sold.je4) However, as per the
Notes on Clauses for the amending Act of 2012, the intention behind deleting these words was actually the contrary, i.e. to extend to the
author the exclusive rights to sell or to give on commercial rental or to offer for sale or to give on such rental any copy of the work! Though
the background legislative documents for the 1999 amendment in respect of computer programs are silent in this respect, arguably one
could infer similar intentions in the earlier deletion as well.

4.3.3. Right to issue copies vs. right to sell

Even with the words “regardless of whether such copy has been sold or given on hire on earlier occasions” absent, on a literal reading
of the provisions, the phrase “right to sell ... or offer for sale ...” arguably includes the right to resell as well: there is nothing in the words
of the statute that militates against this interpretation.

Even if the deletion of the words leads to extending the principle of exhaustion to computer programs (and films and sound recordings),
we are led back to section 14(a)(ii), discussed in section 4.2. above, where it has been concluded that the exhaustion principle is applied
domestically in India, while the import of software into India involves a copyright right held by the owner of the software, resulting in any
consideration paid to the owner for such right being a royalty under both the ITA 1961 and the relevant tax treaty.

There is an overlap between the distribution right in section 14(a)(ii) and the sale right in section 14(b)(ii), the effect of which is unclear.
As we have seen in section 4.3.2., the objective of deleting the words “regardless of whether such copy has been sold or given on hire
on earlier occasions” in several clauses of section 14 was not to exhaust the copyright owner’s right to sell a copy after its first sale but
to extend his copyrights. On the other hand, if the objective of deleting the words is not to exhaust the distribution right on first sale (i.e.
the right to resell is also covered), this contradicts section 14(a)(ii), which excludes copies already in circulation. One plausible argument
is that section 14(b)(ii), being a specific provision for computer programs, overrides section 14(a)(ii), thereby implying that the copyright
owner continues to have the exclusive right over resale of any copy of a computer program. This is, in effect, a clear exception to First
Sale Doctrine under the Indian copyright law with regard to computer programs.[ss

The position is clearer in respect of consideration paid to a non-resident supplier of software by a reseller for supply into India since, in
such a case, the copyrights extend to the owner under section 14(a)(ii) itself (the right to issue copies not already in circulation), so there
may not be a need to travel to section 14(b)(ii) to examine whether the reseller obtains the right to sell copies of the software.

Thus, when a reseller pays a non-resident copyright owner for copies of software, the consideration is (largely) to obtain the right to
sell, which is the exclusive right of the copyright owner and, therefore, must be characterized as a royalty under the ITA 1961 and the
tax treaties.

5. Amendments by the Finance Act 2012
5.1. Amended provisions

Significant amendments were made in the ITA 1961 by the Finance Act 2012 to nullify various court rulings, which held that payments
for licences to use software were not royalties.jss] An explanation was added to “clarify” that the transfer of all or any rights in respect of
right, property or information contained in the various clauses in the definition of royalty includes “transfer of right for use or right to use
computer software”, thus intending to obliterate the distinction between payment for copyright and a copyrighted article for tax purposes.
The amendment cannot be read into a tax treaty.(e7]

5.2. Applicability to end-user payments

A significant aspect for discussion is whether or not the consideration paid by an end-user for the purchase of a copy of software would
fall within the post-amendment definition of royalty. In Capgemini,iss the Tribunal observed that licence agreements in the case of shrink-
wrapped software are only conditions of sale of the product and cannot be termed a grant of a licence to use the product. Where there
is a sale of shrink-wrapped software, there is a sale of goods and the property in the goods after buying passes on to the purchaser,
who becomes the owner of the copy. The Tribunal noted that a licence is not technically required in order for the purchaser to use the

61. J. Sagar, Copyright — An Indian Perspective, in The Making of the TRIPS Agreement — Personal Insights from the Uruguay Round Negotiations, (J. Watal & A. Taubman
eds., World Trade Organisation 2015), p. 341.www.wto.org/english/res_e/booksp_e/trips_agree_e/all_front_matter_e.pdf (accessed on 13 Dec. 2015).

62. Copyright (Amendment) Act, 1999.

63. Copyright (Amendment) Act, 2012.

64. Z. Thomas, Overview of Changes to Indian Copyright Law, 17 Journal of Intellectual Property Rights, (2012), p. 326, http:/nopr.niscair.res.in/
bitstream/123456789/14460/1/JIPR%2017%284%29%20324-334.pdf (accessed on 24 July 2016).

65. N. Saikia, The Exhaustion of Rights and Indian Copyright Law, p. 7, http://ssrn.com/abstract= 1630269 (accessed on 24 Apr. 2016); see also supra n. 61.

66. Explanation 4 to sec. 9(1)(vi) ITA 1961.

67. CIT v. Siemens Aktiongesellschaft (2008) 310 ITR 320 and DIT v. New Skies Satellite BV (2016) 382 ITR 114.

68. Supra n. 21, paras. 36-37.
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copyrighted product/software for his own use. He is also entitled to perform all or any of the activities which are essentially required for
fair use and for the purpose for which the product is purchased by the buyer.

Earlier, the AAR too had held that the owner need not necessarily grant a licence for mere reproduction or adaptation of a work to the
end-user for his own use as, even without such licence, the buyer of the product cannot be said to have infringed the owner’s copyright.[s9
Arguably, consideration for purchase of a copy of software is not for the transfer of right to use or right for use of software where the
transaction is one of an absolute sale with nothing retained by the seller in the property being sold. This can be determined by the terms
of the sale contained in the licence agreement.

The same result could arguably follow even where the medium of supply is an Internet download rather than sale of tangible property. In
Tata Consultancy Services, 7o) it was held that computer software was “goods”, notwithstanding that it is intellectual property and whether
it is conveyed in diskettes, floppy discs, magnetic tapes or CD ROMs, is shrink-wrapped or customized, or is tangible or intangible.
Downloaded software too would become goods provided it has the attributes of goods having regard to its (i) utility, (ii) capability of being
bought and sold, and (iii) capability of being transmitted, transferred, delivered, stored and possessed. If the software download fulfils
these attributes and the transaction is one of an absolute sale, and not a transfer of a right to use or a licence, the consideration would
not be a royalty under the ITA 1961.

5.3. Applicability to reseller payments

The intention of inserting the new explanation 4 to section 9(1)(vi) of ITA 1961 was “to clear the doubts raised by some judicial decisions
as to whether consideration for use of software is royalty or not” for the purpose of characterizing a consideration as a royalty under the
ITA 1961.171] There is a view that the explanation does not go far enough to bring reseller payments within the definition of royalty since
a payment by reseller for shrink-wrapped software or a “dumb” CD containing the software is not for “use of the software”, but to sell
it as it is, and that there is no transfer of any right in the software to the reseller.;72 However, one need not refer to the newly inserted
explanation to bring reseller payments under the definition of royalty; any payment that the reseller makes to enjoy the sale right which
is a copyright is in respect of copyright and is a royalty under the ITA 1961.

5.4. Cascading effect

Another unwelcome result of the amendment is the cascading effect due to the imposition of withholding tax on every payment for purchase
in a software distribution chain. In order to avoid that effect, a notification was issued exempting a payer from withholding tax obligations
if the seller withheld tax when he purchased the software in a previous transfer.;7s; However, this amendment broad-brushes all kinds of
software payments and characterizes them as a royalty. The position in law that the end-user does not pay for a copyright in the software,
but a reseller does, is missed. For instance, in a case where an Indian resident purchases software (whether as a reseller or as an end-
user) and, relying on the relevant treaty provisions and the OECD Commentary, does not withhold tax, the legislative amendment will
not yield the desired result. This is evident when a resident importer, relying on treaty provisions and favourable judicial rulings, does not
withhold tax on payments to a non-resident supplier. Although, on a subsequent sale by him of the copies of the software, the buyer is
required to withhold tax in accordance with the notification, the tax withheld is available to the resident importer as a credit against his tax
liability. Also, any subsequent resale will not suffer withholding tax and the Exchequer is no richer because of the amendment.

6. Conclusions

Taxation of software payments in India has been contentious for the last decade, with conflicting judicial rulings and amendments to law.
The distinction between payments for software by an end-user and a reseller gains relevance in the Indian context due to distribution
rights and sale rights available to the copyright owner under CA 1957.

A EULA, which provides to the purchaser of a copy of software a licence to use the software and to make temporary or transient copies
for his own use or to take back-up copies, may technically not be necessary. Being the lawful possessor of the copy, the purchaser is
permitted these acts without infringing the exclusive rights of the owner under CA 1957. These permitted acts are in the nature of user
rights provided by law and no permission is required from the owner. Further, these permitted acts do not affect the commercial and
economic rights of the copyright owner and he can hardly expect to be compensated for something which is of litle commercial value to
him when he has extracted the entire benefit from the user in form of the price for the software. When the owner cannot expect to be paid
for such permitted acts, no part of the consideration for the software can be attributed to them.

Even if these permitted acts are not positive rights of the user and can be the subject matter of contract, consideration paid under a EULA
in respect of these rights will not be in respect of copyright owned by the owner. From another perspective, since there is little economic
value that the copyright owner can expect to derive from such permitted acts or fair use, and such acts or use do not unreasonably affect
his legitimate interests or the market for his work, the permitted acts or fair use do not warrant a consideration. In the absence of any
consideration, there can be no royalty which can be brought to tax under the ITA 1961 or the tax treaties.

69. Supra n. 34, para. 18.1.

70. Tata Consultancy Services v. State of Andhra Pradesh (2004) 271 ITR 401, para. 30.

71. Memorandum to Finance Bill 2012.

72. H. P. Khincha & P. S. Nayak, Is Samsung (Karnataka High Court) judgment applicable to business of software trading? (2012) 207 Taxman 141.
73. Notification No. 21/2012 [F.N0.142/10/2012-SO(TPL)] SO 1323(E), dated 13 June 2012.

G. Rajgopalan, Copyright Law and Taxation of Software, 22 Asia-Pac. Tax Bull. 4 (2016), Asia-Pacific Tax Bulletin IBFD (accessed 1 August 2016 )
© Copyright 2016 IBFD: No part of this information may be reproduced or distributed without permission of IBFD.
Disclaimer: IBFD will not be liable for any damages arising from the use of this information.

Exported / Printed on 1 Oct. 2019 by jitendra.sanghavi@relianceada.com.

9


http://online.ibfd.org/kbase/#topic=doc&url=/linkresolver/static/aptb_2016_04_in_1_fn_34&WT.z_nav=crosslinks&hash=aptb_2016_04_in_1_fn_34
http://www.ibfd.org/Copyright-IBFD
http://www.ibfd.org
http://www.ibfd.org/Disclaimer

However, a payment by a reseller of software to the copyright owner in India is to be tested for the distribution right and the sale right
exclusively belonging to the copyright owner. The Doctrine of First Sale or Exhaustion Principle requires that, once a copy of the program
is sold, the owner’s copyright in that copy is exhausted. Thus, this doctrine is a valuable defence for the copyright owner against the
consideration received being characterized as a royalty. However, the Indian courts have held that the exhaustion of the distribution right
is national and that parallel imports into India of copies made elsewhere is infringement of copyright. As a result, any consideration paid
for such imports, which is at least in part towards the distribution right, is for a copyright and consequently, is a royalty for tax purposes.

Going further, it has been concluded that the sale right is a TRIPS-plus obligation, which has effectively nullified the principle of exhaustion
in India. Consequently, when the reseller pays the owner consideration for the sale of a copyrighted product, again the consideration at
least in part is for grant of the sale right and in respect of copyright, and therefore a royalty under the ITA 1961 or the relevant tax treaty.

Insertion of Explanation 4 to section 9(1)(vi) of the ITA 1961 in 2012 is ineffective and unnecessary to bring copyright royalties to tax.
Where there is a purchase of a copy of software for end use, and the transaction is one of an absolute sale with nothing retained by the
seller in the property being sold, the consideration is not for the transfer of a right for use or right to use computer software, and thus
cannot be characterized as a royalty for the purposes of the ITA 1961. The terms of the sale contained in the licence agreement will be
determinative in this respect. Anyhow, a payment by a reseller for a copy of the software is in respect of the sale right, which is copyright,
and there is no need to examine Explanation 4 to characterize the consideration as a royalty.

7. Appendix
7.1. Income Tax Act, 1961

Sec. 9(1). The following income shall be deemed to accrue or arise in India:-

(vi) income by way of royalty payable by—
(a) the Government; or

(b) a person who is a resident, except where the royalty is payable in respect of any right, property or information used or services utilised
for the purposes of a business or profession carried on by such person outside India or for the purposes of making or earning any income
from any source outside India; or

(c) a person who is a non-resident, where the royalty is payable in respect of any right, property or information used or services utilised
for the purposes of a business or profession carried on by such person in India or for the purposes of making or earning any income
from any source in India;

Explanation 2- For the purposes of this clause, “royalty” means consideration (including lump sum consideration but excluding any
consideration which would be the income of the recipient chargeable under the head Capital Gains) for-

(i) the transfer of all or any rights (including the granting of a licence) in respect of a patent, invention, model, design, secret formula or
process or trade mark or similar property;

(v) the transfer of all or any rights (including the granting of a licence) in respect of any copyright, literary, artistic or scientific work
including films or video tapes for use in connection with television or tapes for use in connection with radio broadcasting, but not including
consideration for the sale, distribution or exhibition of cinematographic films.

[Explanation 4- For the removal of doubts, it is hereby clarified that the transfer of all or any rights in respect of any right, property or
information includes and has always included transfer of all or any right for use or right to use a computer software (including granting of
a licence) irrespective of the medium through which such right is transferred.]i74

7.2. Copyright Act, 1957
Meaning of copyright

Sec. 14. For the purposes of this Act, “copyright” means the exclusive right subject to the provisions of this Act, to do or authorise the
doing of any of the following acts in respect of a work or any substantial part thereof, namely,-

(a) in the case of a literary, dramatic or musical work, not being a computer programme,-
(i) to reproduce the work in any material form including the storing of it in any medium by electronic means;

(ii) to issue copies of the work to the public not being copies already in circulation;

74. Inserted with retrospective effect from 1 June 1976.
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iii) to perform the work in public, or communicate it to the public;

iv) to make any cinematograph film or sound recording in respect of the work;

v) to make any translation of the work;

vi) to make any adaptation of the work;

vii) to do, in relation to a translation or an adaptation of the work, any of the acts specified in relation to the work in sub-clauses (i) to (vi);
b) in the case of a computer programme,-

i) to do any of the acts specified in clause (a);

~ o~ o~ o~ o~ o~ o~ o~

ii) To sell or give on commercial rental or offer for sale or for commercial rental any copy of the computer programme [**]i75):

PROVIDED that such commercial rental does not apply in respect of computer programmes where the programme itself is not the essential
object of the rental.

(c) in the case of an artistic work,-

(i) to reproduce the work in any material form including depiction in three dimensions of a two dimensional work or in two dimensions
of a three dimensional work;

ii) to communicate the work to the public;

iii) to issue copies of the work to the public not being copies already in circulation;

iv) to include the work in any cinematograph film;

v) to make any adaptation of the work;

vi) to do in relation to an adaptation of the work any of the acts specified in relation to the work in subclauses (i) to (iv);

d) in the case of a cinematograph film,-

(
(
(
(
(
(
(i) to make a copy of the film, including a photograph of any image forming part thereof;
(ii) to sell or give on hire or offer for sale or hire, any copy of the film [*]i7sj;

(iii) to communicate the film to the public;

(e) in the case of a sound recording-

(i) to make any other sound recording embodying it;

(ii) to sell or give on hire, or offer for sale or hire, any copy of the sound recording [*]i773;
(iii) to communicate the sound recording to the public.

Explanation: For the purposes of this section, a copy which has been sold once shall be deemed to be a copy already in circulation.

75. The words “regardless of whether such copy has been sold or given on hire on earlier occasions” omitted vide Copyright Amendment Act 1999 with effect from 15
Jan. 2000.
76. The words “regardless of whether such copy has been sold or given on hire on earlier occasions” omitted vide Copyright Amendment Act 2012 with effect from 21
June 2012.
77. Id.
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