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SUPPLY OF SOFTWARE BY RAYTHEON TO AIRPORT AUTHORITY OF INDIA HELD TAXABLE IN INDIA: E-
COMMERCE ONCE AGAIN IN TROUBLED WATERS

The Authority for Advance Rulings (“AAR”), in its recent decision dated July 28, 2008" has once again added to the

existing confusion concerning the taxation of e-commerce transactions in India®. Re-affirming its counter-OECD
stance, the AAR has added fuel to the department’s fire by characterising payments for the transfer of software as
royalty income taxable in India.

BACKGROUND

The application was filed by the Airports Authority of India (“AAI”) for seeking a ruling on the tax liability ofa US
based, non-resident company, Raytheon which had entered into a contract with AAl for the supply and testing of a
Surveillance Situation Display Data system (“system”). The contract essentially involved the supply of hardware and
software, and the provision of installation, testing and training services.
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FACTS IN PICTURE
The contract provided a non-transferable, non-exclusive, royalty-free licence to use the executable software code

and technical documentation for operating the system. It also specified that AAl would not have any rights to make
copies of the software or commercially exploititin any manner. The contract, however, also stated that consideration
for patents owned or controlled by Raytheon in any device, system or process used under the contract would be
deemed to be part of the contract price.

The issue that confronted the AAR was whether the income received by Raytheon for supply of deliverables under
the contract was taxable in India.

AAR’S RULING
The AAR did not agree with the contentions of the applicant that the consideration received by Raytheon for supply of

both, hardware and software was classifiable as business profits and not taxable in India due to the absence of any
permanent establishment of Raytheon in India. Focussing on the clause in the contract which stated that
consideration for patents owned by Raytheon with respect to the deliverables was part of the contract price, the AAR
said that the licence for use of the software was clearly not royalty-free.

Under the Act® and the India-US treaty4, royalty has been defined to include consideration for the use of, or the right
to use any copyright of a literary, artistic or scientific work. The AAR highlighted the fact that the contract merely gave
AAl the right to use the software in the prescribed manner and did not contemplate an outright sale. The software
licence provided a right to use the copyright and hence the consideration received by Raytheon would qualify as
royalty. Consequently, this would be taxable in India, both under the Act and the India-US treaty.

The AAR also said that the applicant was not justified in relying on the OECD commentaries since Article 12 of the
India-US treaty differed from the OECD model clause and that there was no unanimity among the OECD members on
the relevant paragraphs of the OECD commentary. It further held that the decision of the Supreme Courtin Tata

ConsultancySeNices5 where software was construed as ‘goods’ could not provide any support to the applicant's
case as it was given in the different context of a State sales tax law.

With respect to the other services provided by Raytheon under the software licence contract, the AAR noted the

definition of ‘fees for included services’ under the India-US treaty6 which includes technical or consultancy services
that are ancillary to the enjoyment of the intellectual property rights transferred by the tax payer. Since the licence
provided a right to use a copyright, the consideration received for installation, testing and training services in respect
of this was held to be in the nature of fees for included services and hence taxable in India.
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AMBIGUITIES CONTINUE TO PREVAIL
The decision of the AAR in Airports Authority of India has virtually turned back the wheels of time. It has surprisingly
ignored the jurisprudence developed over a series of cases beginning with the decision of the Special Bench of the

Delhi Tribunal in the case of Mbtorola Inc. v. DCIT wherein Courts have differentiated a sale of a copyrighted article

from a transfer of the underlying copyrightS. These cases have categorically held that receipts from an ordinary sale
of software notinvolving a transfer of copyrights would be classified as business profits.

In addition to this, the decision of the AAR suffers from several glaring infirmities. The AAR had merely looked at the
superficial terms of the contract instead of considering the real nature of the transaction in its industry-specific
context. It failed to appreciate that the standard industry practice of transferring software is by way of a licence which
specifies the terms of usage but does not transfer any right in the copyrights that subsistin the software.

Many Indian Courts have relied on the OECD Commentaries® as well as the decision in Tata Consultancy Services
while determining the taxability of e-commerce transactions. The Andhra Pradesh High Court observed that by virtue
of the adoption of the OECD model treaties by various countries, a new area of genuine ‘international tax law’ is in

the process ofdevelopingm. Moreover, ever since India had been appointed as an observer country to the OECD
Committee on Fiscal Affairs, it has been playing an increasingly proactive role in various deliberations in the arena of
international taxation. India’s reservations to specific clauses of the OECD commentaries have also been included in
the 2008 update to the model convention.

The AAR'’s premature rejection of the OECD Commentaries as a tool of interpretation is therefore notin line with the
prevailing view in India. There have also been several cases where the income tax department has ignored the

principles laid down by the OECD. In fact, in a recent order in the case of Microsoft'", the Commissioner of Income tax
(Appeals) took the view that OECD Commentaries are not relevant since India is not an OECD member.

Itis evident that the income tax department seems to be unable to appreciate the inherent dynamics of e-commerce
transactions and has consequently developed a penchant for relying on generalised principles of income
characterisation that have no connection with industry accepted standards. The present situation is clearly reflective
of the double standards adopted by the government. On one hand the government acknowledges the contribution of
the IT industry to the economy and on the other hand it fosters a tax regime that stifles cross-border e-commerce
transactions. In fact, similar ambiguities exist even in the context of indirect taxation of software.

The exponential growth of the internet and the blurring of conventional borders thanks to seamless connectivity, has
entirely transformed the face of trade and commerce. The strength of the IT wave greatly depends on the extent to
which the regulatory framework manages to preserve some of the core attributes of the sector which include
borderless trade, low transaction costs and high value generation. Judicial pronouncements that fail to appreciate
the ground-level realties of e-commerce can have a negative impact on cross-border trade and investment.

The time now seems to be ripe for the Supreme Court to step in as it did in Azadi Bachao Andolan'? to putan end to
the ambiguities plaguing the taxation of e-commerce.

- Mahesh Kumar, & Parul Jain
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not substitute the need to refer to the original pronouncements.

This is not a Spam mail. You have received this mail because you
have either requested for it or someone must have suggested your
name. Since India has no anti-spamming law, we refer to the US
directive, which states that a mail cannot be considered Spam if it
contains the sender's contact information, which this mail does. In
case this mail doesn't concemn you, please unsubscribe from mailing
list.



	Tax Hotline
	Research Papers
	SUPPLY OF SOFTWARE BY RAYTHEON TO AIRPORT AUTHORITY OF INDIA HELD TAXABLE IN INDIA: E-COMMERCE ONCE AGAIN IN TROUBLED WATERS

	Research Articles
	Audio
	NDA Connect
	NDA Hotline
	Video
	DISCLAIMER


