taxsutra All rights reserved

Supreme Court Decision on Software Royalty - Application and Implications
Apr 21, 2021

Padmini Khare Kaicker
Managing Partner, B.K Khare & Co, Chartered Accountants

Abhay Kumar
Sr. Director, B.K Khare & Co, Chartered Accountants

Abhay Upadhyay
Senior Director

Honorable Supreme Court of India (SC) pronounced a landmark ruling in a bunch of cases
tagged together with Engineering Analysis Centre of Excellence Private
[1] relating to the controversy on the characterization of payment by an Indian
Limited
resident, being a distributor or end-user of shrink-wrapped software, to the non-resident
supplier of software. The SC classified the bunch of cases in four categories, viz, (i)
Software purchased directly by an end-user from a non-resident supplier (ii) Software
purchased from a non-resident supplier by an Indian distributor and resold to Indian endusers (iii) Software purchased from a non-resident supplier by a non-resident distributor
and resold to Indian distributors or end-users and (iv) Software sold along with hardware by
non-resident suppliers to Indian distributors or end-users.
ISSUE AND DECISION
Primarily the controversy was whether the payment by Indian residents, being the
distributors or end users of the shrink-wrapped software, for the license or purchase of
software was royalty or not in terms of the Income-Tax Act, 1961 (IT Act) and the double
tax avoidance agreements (DTAAs) India has entered into with non-resident jurisdictions.
This was crucial as the characterization of payment as royalty or otherwise would
determine the taxability of non-resident recipient of income in India and would,
consequently, determine the withholding tax obligation of the resident payer.
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The SC interpreted section 9(1)(vi) of the IT Act, DTAA Article dealing with taxing rights of
the source country in respect of royalty, The Copyright Act, 1957 (CA), OECD Model Tax
Convention and its commentaries and various Indian and international jurisprudence. The
SC pronounced the judgement putting the two-decade old controversy to rest in favour of
the taxpayers and held that payment by Indian residents, being distributors or end users of
shrink-wrapped software, to non-resident suppliers or developers/manufacturers of shrinkwrapped software was not royalty in terms of the definition in DTAA or the IT Act. The SC,
distinguishing the application of section 194E and section 195 of the IT Act, also held that
withholding tax obligation of the resident taxpayer is intertwined with the taxability of
income of the non-resident recipient of income and Double Tax Avoidance Agreement
would come into play at the stage of withholding tax obligation itself under section 195.
Following are few fundamental reasons or logic which led the SC to reach to the conclusion
that payment by Indian end-user or distributor of shrink-wrapped software to non-resident
supplier of the software is not royalty:
i. Payment for shrink-wrapped software will be considered royalty only when the payment arises as
a result of transfer of all or any right(s) embodied in the copyright in the software by the owner of the
copyright to the licensee or purchaser of the software;
ii. Section 16 of the CA provides that no copyright exists in India outside the provisions of CA
necessitating the interpretation of the ‘copyright’ and the rights bestowed to a copyright holder under
the CA in absence of definition of ‘copyright’ under domestic tax laws or DTAA;
iii. Unless the copyright owner parts with any of the rights mentioned under section 14(a) and 14(b) of
the CA, the payment received by the supplier of the software cannot be termed as ‘royalty’;
iv. None of the re-marketer/distribution agreements or the end-user license agreements (EULA)
pertaining to appeals before the SC had any clause which had the effect of transferring any of the rights
embodied in the copyright under section 14(a) or section 14(b) of the CA. The rights under section
14(a)/(b) of the CA, inter-alia, includes right to copy and sale, right to make adaptations, right to make
first sale or to give on commercial rental any copy of the software unless the software is not the essential
object of the rental ;
v. Section 52(1)(aa) of the CA provides that making of copies or adaptation of a computer program
in order to utilise the said computer program for the purpose for which it was supplied, or to take back-up
copies as a temporary protection against loss, destruction or damage so as to be able to utilise the
computer program for the purpose for which it was supplied, does not constitute an act of infringement of
copyright;
vi. Amendment to section 14(b)(ii) of the CA in 1999 w.e.f. 15-01-2000 clearly establishes that
doctrine of first sale leading to principle of exhaustion applies to software distribution also thereby
curbing the distribution rights of the copyright owner for all the subsequent sales of the copy of the
copyrighted work after the first sale of the same copy is effected;
vii. The SC distinguished the right to reproduce and then sell the software with right to merely
distribute the software. While the former may give rise to royalty the latter will not;
viii. Definition of royalty as per Explanation 2 to section 9(1)(vi) of the IT Act, though more broadly
defined as compared to that in the DTAA, the meaning of copyright will need to be borrowed from CA for
DTAA also. Therefore, unless the owner of the copyright in the software parts with any of the rights
mentioned in Section 14(a) or Section 14(b) of the CA, income received by the supplier or licensor of the
software cannot be classified as ‘royalty’’ for DTAA as well.
ix. Definition of “royalty” as per Explanation 2 to Section 9(1)(vi) of the IT Act does get expanded by
the insertion of Explanation 4 to section 9(1)(vi) through Finance Act 2012 but instead of retrospective
applicability w.e.f. 01-06-1976, as was mentioned in the Finance Act 2012, the SC interpreted it to be
only prospective in nature and therefore the Explanation 4 had no effect on the meaning of royalty as
defined under Explanation 2 of the said section and, consequently, had no effect on the cases under
consideration by the SC. Considering this, the SC held that payment by the Indian resident, being the
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distributors or end users of the shrink-wrapped software, to the non-resident software supplier could not
be characterized as royalty even under Explanation 2 to section 9(1)(vi) of the IT Act.

APPLICATION AND IMPLICATIONS
With the advent of modern technologies, software program, hitherto contained on physical
medium, can be made available to the distributors or end users through internet. The
software may also be directly downloaded to the computer of the end-user and the
marketer may simply provide the log-in credentials enabling the end users to download the
same on to his computer. In many cases, the end-users may not even need to download
the software on the computer, rather the supplier provides software as service (SaaS)
wherein the users access the software, as a bundled service, on the data center/server of
the cloud service provider. While it may be fairly arguable that as long as the EULA
between the copyright owner and the end-user does not bestow any right, as specified
under section 14(a) and 14(b) of the CA, on the end user, direct downloading of the
software by the end-user will not have any negative impact and the SC ruling should
squarely apply to such situation as well.
It is worth noting that the Hon’ble SC had adjudicated the characterization of payment by
the Indian resident distributor or end users of the shrink-wrapped software which by its
very nature are software program on a physical medium, viz, CD, DVD etc. The taxpayers
counsels in the cases relied heavily on the concept enshrined in the doctrine of first sale
and principle of exhaustion to bring home the point that this principle applies to distribution
right of copyright owner of the software. Simply put, the doctrine of first sale and principle
of exhaustion states that foreign supplier’s distribution right would not extend to the sale of
copies of the software beyond the first sale. Therefore, the copyright owner (say ‘X’) does
have the right to distribute the copyrighted work but once a buyer (say ‘Y’) of the
copyrighted work resells the same copyrighted software to another purchaser (say ‘Z’), Y
cannot be said to have infringed the distribution right of copyright owner X. Reseller, Y does
not have to take permission of X for reselling the copy of the software to anyone as long as
the copy of the software was legally obtained by him. Copyright owner X’s distribution
rights get exhausted beyond the first sale (sale of copyrighted software to Y) undertaken by
it. The revenue argued that the doctrine of first sale does not apply to software program
and therefore when the distributor (Y in our example) of copyrighted software. licenses or
re-sells such computer software to end-users, there would be a parting of a right or interest
in the copyright (owned by the copyright owner, X). The taxpayers, on the other hand,
argued that section 14(b)(ii) of the CA enshrined the doctrine of first sale in case of
distribution of software as there was an amendment in the section 14(b) in 1999 w.e.f.
15-01-2000 wherein the distribution right of the copyright owner of the software was
diluted and was restricted only up to the first stage sale. The SC agreed with the
interpretation of the taxpayers and held that distribution right of the copyright owner is not
parted if the distributor of the software resells the software as the copyright owner does not
enjoy the distribution right in the copyrighted software beyond first stage sale of the copy
of the software.
The doctrine of first sale and principle of exhaustion are easy to interpret and apply when
dealing with physical goods. However, when a copy of digital content is sold, the original
remains with the seller which may lead to infringement of copyright as it results in
reproduction and sale which is not the case when the distribution of software takes place in
physical form wherein the distributor merely resells the physical copy of the content
(obtained/bought from the owner of the copyright) without reproducing the same. From the
perspective of end-user, distributor and copyright owner the characterization of payment to
copyright owner should not change merely on the way software is distributed. One may
think of appropriately coded software which self-destructs once it is copied for resale so
that reseller once makes a copy of the software, the original does not remain with reseller
and the copied software rest with the end user. Although this may bring the physical copy
distribution and digital copy distribution on equal footing commercially, it would be
interesting if this vitiates the right of copyright owner of ‘copy and sale’ from legal stand
point as mentioned in Section 14(a) and 14(b) of the CA.
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While interpreting the definition of ‘royalty’ under section 9(1)(vi) of the IT Act, Hon’ble SC
opined that Explanation 4 to the section, inserted by the Finance Act, 2012, does expand
the meaning of royalty as defined in Explanation 2 to section 9(1)(vi)(b) of the IT Act.
However, the Hon’ble SC reading into the circumstances and history of software, also
opined that the expansion in the meaning of the royalty was only prospective, i.e. with
effect from AY 2013-14 and subsequent assessment years. It would be worthwhile to
evaluate the scope of royalty in respect of copyright as per the definition given in
Explanation 2 to Section 9(1)(vi) and how is the definition expanded by virtue of insertion of
Explanation 4 to the section 9(1)(vi).
Explanation 2(v) to section 9(1)(vi), dealing with definition of royalty in respect
of copyright in literary work (software program is considered as literary work as
per CA), provides that consideration for transfer of all or any right in respect of
any copyright in the software is ‘royalty’. Therefore, this definition presupposes
transfer of all or any right in the copyright in the software for characterizing the
payment as ‘royalty’. As explained in the preceding paras, unless there is a
transfer of any rights in terms of section 14(a) and 14(b) of the CA, the definition
of royalty under Explanation 2 to Section 9(1)(vi) does not come into play.
However, Explanation 4 provides that consideration for 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
license) irrespective of the medium through which such right is transferred. The
issue that needs attention is whether the expanded meaning of royalty, by virtue of
Explanation 4, is expansive enough to cover the consideration for the purchase of shrinkwrapped software as ‘royalty’, albeit prospectively as held by the Hon’ble SC. Hon’ble court
while comparing the meaning of royalty as per Explanation 2 to section 9(1)(vi) and DTAAs
concluded that parting of all or some of the rights as mentioned in section 14(a) and
section 14(b) is an essential pre-condition for triggering royalty under both the definitions.
However, does Explanation 4 to section 9(1)(v) jettison the condition of parting with all or
any rights mentioned in section 14(a) or 14(b) of the CA for triggering the definition of
royalty under the IT Act? A view may be taken that the condition of parting with all or any
of the rights mentioned under section 14(a)/(b) of the CA does not apply in respect of
software post 2012 because Explanation 4 nowhere mention the word ‘copyright’ in
Explanation 4 as is used in Explanation 2 to section 9(1)(vi). Explanation 4 merely requires
use or right to use the software including granting of license. An end-user of the software
definitely gets the right to use the software and therefore any payment made by the enduser to the supplier of the software can trigger the definition of royalty. Therefore, payment
made to a non-resident supplier of software post-2012 could trigger taxability for the nonresident in India if the non-resident is from a country with which India has no DTAA or for
some reason or the other DTAA benefits are not available. Another view is that Explanation
4 does not jettison the pre-condition of parting with all or any of the rights under section
14(a)/(b) of the CA. Therefore, as per this alternative view, even post-2012 copyright owner
of the software has to part with all or any of the rights for the consideration to be
characterized as ‘royalty’. In the authors’ view, based on the literal interpretation of
Explanation 4, first view seems to be a better view.
Further, although the ruling of the SC is in relation to characterization of payment for shrinkwrapped software, the underlying principle of the ruling may be applied to some other
situations specially the payments involving copyright protected intangibles. For example,
characterisation of payment to non-resident for online database access has been a subject
matter of contention before multiple courts. The courts have pronounced contrasting
[2] in respect of payment of subscription fee for online database access. The ratio
decisions
of the SC ruling related to software royalty can be applied to subscription of database which
are protected under copyright under CA. Applying the fundamental principle emanating
from the present SC ruling, unless the copyright owner of the online database parts with
any of the rights mentioned under section 14(a) of the CA, subscription fee for online
database access should not be characterized as royalty. Generally, the end-users of the
online database are not granted any rights by the licensor of the database which
tantamount to imparting of any right prescribed under section 14(a) of the CA. In such
situation, one may gainfully apply the ratio of the Hon’ble SC and conclude that
Downloaded by hpmahajani@bkkhareco.com at 21/04/21 03:19pm

taxsutra All rights reserved

subscription fee for accessing online database is not royalty. However, it must be kept in
mind that definition of royalty under the Act as well as most of the India’s DTAAs definition
of royalty includes supply/imparting of technical, industrial or commercial information.
Therefore, before applying the ratio of the present SC ruling in case of online database it is
advisable to evaluate the facts of each case in the light of specific language of the treaty
and the definition of royalty under the Act.
Although the income received by the non-resident from sale of software or licensing of
online database (in appropriate cases) in India may not be taxable anymore following the
SC ruling and, consequently, absolve the resident payer from withholding tax obligation of
resident payer, Equalisation Levy compliance, as amended by Finance Act 2020, may still
apply to the non-residents who supply software/online data base through an electronic
platform.
KEY TAKEAWAYS
The long-awaited decision of the Hon’ble SC has come as a catharsis for hundreds of
taxpayers and this will settle the litigations pending before the tax authorities, tax tribunals
and courts. The SC interpreted the term ‘copyright’ under the Copyright Act, 1957 and
underlined the importance of parting with all or any of the rights specified under section
14(a)/(b) of the Copyright Act, 1957 for triggering the definition of royalty in respect of
software under the IT Act and under the DTAA. This may have to be demonstrated factually
in each case though for all practical purposes the EULA would be in standard format. The
SC also held that the Explanation 4 to section 9(1)(vi) of the IT Act, introduced by Finance
Act 2012 cannot be applied with retrospective effect. Although the SC decision has cleared
the clouds on characterisation of payment for shrink-wrapped software, the principles of
the judgment may also be applied to other copyright protected intangibles regardless of
the mode of sale/distribution/license. However, it would be interesting to see how the
doctrine of first sale and principle of exhaustion plays out for software licensing/distribution
in non-physical mode.
Views expressed in the article are personal views of the authors

[1]

Engineering Analysis Centre of Excellence Private Limited Vs CIT,
Nos. [TS-106-SC-2021]

Civil Appeal

[2] Bangalore HC in case of WIPRO Ltd, held that payment of subscription fee for online data base is a
royalty while Bombay HC in case of Dunn & Bradstreet Information Services (P) Ltd. held that
consideration for non-exclusive and non-transferable access to the database and market research report
is not taxable as royalty.
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