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“his article is aimed at understanding the tax implications

.t India of drawings and designs supplied by foreign en- .

:s to Indian importers. The issue that arises for consid-
eration is whether the profits on the supply of drawings
and designs are taxable in India as royalties; as business
profits; as fees for technical services (FTS) or as capital
gains?

The distinction between royalty and FTS can become
blurred on some occasions. Whereas royalty arises from
licensing of know-how, FTS arise when services are actu-
ally provided. In fact, licensing enables the licensee to use
the technology whereas in technical services the owner of
the technology performs a service for a fee. Consider the
case where drawings and designs are already in existence
and they are merely licensed to a user in India. This would
be regarded as a royalty. On the other hand, consider a
situation where these drawings do not exist and they are
created by the technology provider for a specific charge. In
such a case, it could be said that the technology provider
has actually rendered a technical service.

ais distinction between royalty and FTS may not have
~h relevance under the Indian Income-tax Act, 1961
(2+A),! but it could have relevance under some Indian
treaties.> The issue also assumes significance because,
under the ITA, business profits, royalties/FTS and capital
gains are all taxed at varying rates. For instance whereas
royalty and FTS are taxable under Sec. 115A read with
Sec. 44D of the ITA at the rate of 20% on a gross basis,
capital gains are taxable at 20%?3 on a net basis.

The recent landmark decisions of the Madras High Court .

and the Madras Tribunal have considérably clarified the .
legal position m this regard, and this is dealt with in this-

article,

1. POSITION ’UNDE_R THE ITA.

In India, the provisions of a double tax treaty would pre-
vail over the provisions of the ITA. Therefore, at first
blush, one would get the feeling that one need not even
resort to the provisions of the ITA as in most cases the
treaty provisions would be more tax friendly.* However,

this is not true in the case of all Indian treaties. In cases

where the ITA itself is more beneficial to the foreign com--

pany, as compared to the treaty, the ITA would apply to the
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extent it is more beneficial. For example, treaties with

Hungary, Poland and Romania provide for a higher rate of

withholding tax on royalty,® as compared to the ITA,S and

therefore the provisions of the ITA may be applied in such -
cases. Similarly, in cases where India has not entered into

a treaty with the country of the foreign supplier,” the pro-

visions of the ITA would apply. Hence, in all such cases,

the observations made in the subsequent paragraphs

assume significance.

Royalty has been defined in Explanation 2 to Sec. 9(1)(vi)
of the ITA to mean:

Any consideration (including any lump sum consideration
but excluding any consideration which would be the income
<f)f the recipient chargeable under the head “Capital gains™)
or:
(i) the transfer of all or any rights (including the granting
of a license) in respect of a patent, invention, model,
design, secret formula or process or trade mark or sim-
ilar property;
the imparting of any information concerning the
working of, or the use of, a patent, invention, model,
design, secret formula or process or trade mark or
similar property;
the use of any patent, invention, model, design, secret
formula or process or trade mark or similar property;
the imparting of any information concerning techni- -
cal, industrial, commercial or scientific knowledge,
experience or skill;
(iva) the use of or the right to use any industrial, commer-
cial, scientific equipment but not including amounts
referred to in Section 44BB;

(ii)

(iii)
(iv)

1. This is because both FTS and royalty are taxed at a flat rate of 20% on gross
basis under Sec. 115A read with Sec. 44D of the ITA.

2. This is because Indian treaties with certain countries such as Bulgaria,
Cyprus, Hungary, etc. prescribe different withholding rates for royalty and for
FTS. Moreover, some Indian treaties with countries such as Bangladesh, Egypt,
Indonesia, Libya, Malaysia, Mauritius, Nepal, the Philippines, Sri Lanka, Syria,
Thailand, the United Arab Emirates, etc. do not have an article dealing with FTS.
3. InIndia, capital gains are taxable at 20% if the capital gains are “long-term
capital gains”. If the gains are “short-term capital gains”, they are taxable at nor- -

~mal rates applicable to companies, which is currently 48%. Gains are said to be

long term if they arise from the transfer of long-term capital assets, i.e. assets
held for more than 36 months, else they are to be treated as short-term capital
gains.

4, For instance, most Indian treaties prescribe withholding tax rate ranging
from 10 to 20% for royalty/FTS. Therefore, the treaty rate would generally be
lower than the ITA rate of 20%.

5. 22.5% in case of Poland and Romania and 40% in case of Hungary.

6. ITA provides for 20% withholding tax rate on royalty.

7. India has a comprehensive treaty network with all its major tradmg part-
ners. Till date, India has entered into more than 50 comprehensive treaties. How-
ever, India does not have treaties with countries such as Iceland, Luxembourg,
etc.
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(v) the transfer of all or any rights (including the granting
of a license) in respect of any copyright, literary, artis-
tic 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
cinematographer films; or

(vi) the rendering of any services in connection with the
activities referred to in sub-clauses (i) to (iv), (iva) and

).

Thus, it could be seen from the above definition of royalty
that payments made for the use of or for the transfer of
property in drawings, designs and know-how would be
covered by the all-encompassing definition of royalty.®
Various judicial pronouncements also have upheld the
aforesaid position. In a nutshell, payments made for either
the use of or for the transfer of property in drawings,
designs g.nd know-how would be taxable as royalty under
the ITA.

The provisions of Secs. 115A and 44D also have to be kept
in mind for the purpose of taxation of royalty. Sec. 115A is
the charging Section, which deals with taxation of royalty
¢ 1Jump-sum basis. Sec. 44D is a special provision for
comjgng income by way of royalty that overrides all
other Sections for computing business income. The rele-
1 vant portions of these Sections are reproduced hereunder:

115A(1) — Where the total income of -
Q) :

(b) a foreign company, includes any income by way of
royalty or fees for technical services received from Govern-
ment or an Indian concern in pursuance of an agreement
made by the foreign company with Government or the
Indian concern after the 31st day of March, 1976 and where
such agreement is with an Indian concern, the agreement is
approved by the Central Government or where it relates to a
matter included in the industrial policy, for the time being in
force, of the Government of India, the agreement is in
accordance with that policy, then subject to the provisions
of sub-sections (1A) and (2), the income tax payable shall
be the aggregate of,-

(A) the amount of income-tax calculated on the income by
way of royalty, if any, included in the total income, at
the rate of thirty per cent if such royalty is received in
pursuance of an agreement made on or before the 31st

‘ay of May, 1997 and twenty per cent where such fees

or technical services are received in pursuance of an
® agreement made after the 31st day of May, 1997; and
) R
<) ...

44D. Notwithstanding anything to the contrary contained in
sections 28 to 44C, in the case of an assessee, being a
foreign company,—

T

no deduction in respect of any expenditure or allowance

shall be allowed under any of the said sections in computing

the income by way of royalty or fees for technical services

received from Government or an India concern in pursuance

of an agreement made by the foreign company with Gov-

ernment or with the India concern after the 31st day of

March, 1976,

Thus, it can be seen that Sec. 44D provides that no deduc-
tion in respect of any expenses shall be granted to a foreign
company earning royalty. Thus, royalty can be taxed only
on a gross basis under the ITA. Further, Sec. 115A pro-
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vides for imposition of a 20% tax rate on royalty earned by
a foreign company if aforesaid conditions are fulfilled. If
aforesaid conditions are not fulfilled, royalty would be
taxable at the normal rate applicable for the foreign com-
pany, which is currently 48%. In such a case, royalty
would be taxable at 48% on a gross basis.'?

Thus, the above Sections read together provide that pay-
ments made, whether for the use of or for the transfer of
property in drawings and designs would be regarded as
royalty and would be taxed at the rate of 20% or as the
case may be, at the rate of 48% on a gross basis under the
ITA.

2. POSITION UNDER TAX TREATIES

It has been held time and again by the Indian courts that
the treaty prevails over the ITA and that where royalty has
been expressly defined in a particular treaty, the definition
of royalty as appearing in that treaty would prevail over
the ITA. Art. 12(3) of most Indian treaties reads as below:

The term “royalty” as used in this Article means payments
of any kind received as a consideration for the use of, or the
right to use, any copyright of literary, artistic or scientific
work, including cinematograph films or films or tapes used
for radio or television broadcasting, any patent, trade mark,
design or model, plan, secret formula or process, or for the
use of, or the right to use, industrial, commercial or scien-
tific equipment, or for information concerning industrial,
commercial or scientific experience.

Thus, as can be seen from the aforesaid definition, royalty
has been defined in most Indian treaties to include inter
alia payments of any kind received as a consideration for
the use of, or the right to use, any design or model, plan,

8. The definition of royalty is wide enough to include payments for the
imparting of any specialized knowledge and it is immaterial whether the spe-
cialized knowledge for whose use the payment is made, is patented or not [N.V.
Philips 172 ITR 521 (1988)].

9.  As the ITA currently stands, it has extra-territorial nexus in that a foreign
supplier is liable to Indian income tax even if his activities are wholly carried out
outside India and services are rendered wholly outside India as long as the right,
property, information or services are utilized in India. This is an unhealthy
anomaly, which is not in consonance with the principles of international taxation
and which therefore needs to be rectified. A question has been raised before the
Supreme Court in Electronic Corporation of India 183 ITR 43 (1980) whether
the Indian Parliament is competent to pass such legislation for taxing a for-
eigner’s income in India where the foreigner has nothing to do with the Indian
boundaries. The decision of the apex court is awaited.

10. It may be noted that Sec. 115A and Sec. 44D apply only to a foreign com-
panies and not to foreign non-corporate entities. Consequently, it appears that
non-corporate foreign entities would not be governed by the provisions of Sec.
115A and Sec. 44D and that they would be taxed at applicable tax rate on net
basis.

11. Reference may be made of Sec. 10(6A) of the ITA. Under the ITA, where
taxes are borne by the Indian company in respect of royalty income of the for-
eign company, the tax so paid needs to be grossed up in the hands of the foreign
company. However, Sec. 10(6A) provides that, tax paid by the Indian concern on
royalty or fees for technical services received by a foreign company under an
agreement entered into with Indian concern in conformity with the requirements
of the industrial policy or, as approved by the government, would not be treated
as income of a foreign company and consequently such sum would not be
brought to tax in India. In other words, this Section provides exemption from
grossing up of the tax (on royalty/fees for technical services), which is borne by
Indian concern. This is a significant benefit provided by the ITA, which can be
appropriately used by-foreign companies for negotiating the consideration -
payable to them under the contract.
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secret formula or process, or for information concerning
industrial, commercial or scientific experience. Conse-
quently, like the ITA, payments made for the use of draw-
ings and designs would be covered under the definition of
royalty under the treaties. However, unlike the ITA, the
treaty definition of royalty does not expressly include
gains arising on transfer of property or assets. An issue
which therefore arises for consideration is whether pay-
ments made for outright purchase of drawings and designs
is royalty and therefore liable to tax as royalty under
Indian treaties, (which contain the aforesaid definition of
royalty)?

One may resort to the decision of the Calcutta High Court,
which was rendered in the context of the (old) India~-UK
treaty. The Calcutta High Court' has held that considera-

tion received for transfer of designs and drawings cannot -

"e treated as royalty and therefore it is not taxable in India.

v he Court held that though the payments would be
regarded as “royalty” under Sec. 9(1)(vi) of the ITA, it
would not be so under the India-UK treaty since the con-
sideration is for transfer of all the rights in the designs and
drawings and since there is no use of or right to use
designs and drawings. Similar views have been expressed
in subsequent decisions.'? Thus, the issue seems quite set-
tled and it appears that payments made for outright pur-
chase of drawings and designs are not royalty as the pay-
ments are not for the “use of or the right to use” designs
and drawings.

The logical question that emerges pursuant to the ruling of
the Calcutta High Court is, under what circumstances can
the ownership in drawings, designs, etc. be said to have
been transferred to the other party. Time and again, the
Indian courts have deliberated on whether or not there is a
transfer of ownership in know-how or whether the agree-
ment merely provides for the use of know-how. On con-
sidering various rulings, the following broad propositions
merge: !

- If the agreement vests only a limited right and places
restrictions as to the use of technical information/
know-how, it cannot be said that there has been an out-
and-out transfer of the property in the technical infor-
mation/know-how.

— Where the agreement for the supply of know-how
expressly confers rights on either party for termination
of the agreement, it cannot be said that there has been
an out and out transfer of the property in the technical
information/know-how. :

— If the agreement has a secrecy/confidentiality clause,
which prohibits the Indian party from disclosing the
information received from the foreign party, the lo-
gical inference would be that there is no transfer in the
property of the information/know-how.

—  Similarly, if the agreement restricts the Indian party
from selling the know-how to the third party, the lo-
gical inference would be that there is no transfer in the
property of the information/know-how.

- When the agreement provides for the grant of a non-
assignable licence to the Indian party for the exploita-
tion of the patents owned by the foreign company, the
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inference would be that there is no outright transfer of
patent rights as what has been granted is only a non-
transferable licence to exploit the patent for the dura-
tion of the life of the agreement or the licence,
whichever is shorter.

— Where the agreement for the supply of know-how is
for a limited period of the agreement and not for all
times to come, the conclusion should be that there is
no transfer of know-how. '

~ The fact that payments are periodical or dependent on
production volume (which is the general characteristic
of royalty payments) could also have some bearing on
deciding the issue. Generally, other things being con-
stant, a Jump-sum payment would seem to suggest that
there is a transfer of ownership in the know-how. -

Although payments made for outright purchase of draw-
ings and designs cannot be construed as royalty on the
ground that the payment is not for the “use of or the right
to use” designs and drawings, the consequential issue
which now needs to be addressed is whether such payment
can be regarded as consideration for “information con-
cerning industrial, commercial or scientific experience”
and hence royalty, within the meaning of the treaty? For a
payment to be construed as royalty on this count, the pay-
ments must be received (by the foreign supplier) in con-
sideration for “imparting experience” to the Indian party.
Imparting experience or know-how differs from perform-
ing technical services and/or assistance and then parting
with the results thereof. This is because the person per-
forming the service and then parting with the results does
so, based on his experience without imparting his own
know-how to the recipient. In the case of an outright sale,
all that the seller does is to part with the ownership of the
drawings and designs after preparing them. The seller does
not impart any of the knowledge that has gone into the
preparation of drawings and designs to the buyer and the
knowledge of the seller remains undivulged to the buyer.
Consequently, payments for outright sale of drawings and
desig1151s cannot be classified as royalty on this ground
also.

Having noted that the same is not taxable as royaity, the
next issue that arises for consideration is whether the same

12. Inre: CIT v. Davy Ashmore India Lid. (190 ITR 626).

13. Swadeshi Polytex Ltd. (38 ITD 328) and CIT v. Klayman Porcelains Ltd.
(229 ITR 735). .

14. In re: Alembic Chemical Works Company Ltd 177 ITR 377 (1989), BN
Elias & Co (P) Ltd 168 ITR 190 (1987), TVS Suzuki Ltd. 73 ITD 91 (2000), N.V.
Philips (1988) 172 ITR 521. Although most of these decisions deal with whether
or not the payments made by Indian parties to foreign companies for acquiring
know-how is revenue expenditure or capital expenditure, the ratio laid down
therein equally applies to the present discussion (on whether or not there is a
transfer of ownership in know-how).

15. However, in the case of ITO v. Munak Galva Sheets Ltd. (35 ITD 304) the
Tribunal, on the question of whether ihe transfer of documentation could be con-
sidered as payment for information conceming industrial experience under the
India-France treaty, held that it appears to be knowledge of the French company
arising out of the years of industrial experience. The Tribunal stated that the
whole phrase “information conceming industrial, commercial or scientific ex-
perience” should be construed harmoniously and accordingly held that the

" documentation referred to is “information” distilled by the French company

from years of industrial experience and therefore would be regarded as
“royalty”. '







