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Executive Summary 

This tax alert summarizes the recent ruling 

of the Karnataka High Court (HC) in the 

case of Samsung Electronics Co. Ltd. 

(India) (the Taxpayer)1, on an issue 

whether payments made for import of 

shrink wrapped softwares is a royalty that 

attracts tax withholding under section 195 

of the Income Tax Act (ITA). 

The Taxpayer is a company engaged in the 

business of development of computer 

softwares. It made payments for import of 

softwares from non resident companies of 

USA, France and Sweden (NRs). No tax 

was withheld from the payments on the 

basis that the softwares imported by it 

were the purchase of the goods, not liable  

 

                                                 
1 I.T.A. NO. 2808 of 2005 HC the lead case along with 

cases of other taxpayers 

 

to tax in India without any Permanent 

Establishment (PE) of the concerned 

suppliers in India. However, the HC upheld 

the Revenue’s contention that user licence 

given to the Taxpayer tantamounts to 

transfer of copyrights according to the 

definition of copyrights under the Copyright 

Act, 1957. Hence, the payments bear the 

character of royalty as defined in the 

relevant Tax Treaty and the ITA as well. 

Consequently, the income of the NRs were 

chargeable to tax in India, the payment 

whereof attracted tax withholding by the 

Taxpayer, the failure whereof triggers 

disallowance of the expenditure, apart from 

the responsibility of the Taxpayer to pay on 

behalf of the non resident suppliers 

 

Background 

• As per section 195 of the ITA, any 

payment to a NR that represents  

 

income chargeable to tax in India 

attracts tax withholding  

• The Tax Officer (AO) noticed that the 

Taxpayer had imported shrink wrapped 

softwares from USA, France and 

Sweden the payments whereof were 

made without tax withholding 

• According to the AO, the aforesaid 

payments were royalty income of the 

NRs having regard to the fact that the 

Taxpayer was granted licence for self 

use and that the said licence was a 

transfer of copyright,  the payment in 

respect of which is a royalty as defined 

in the relevant Tax Treaty and the ITA 

as well 

• Accordingly, the Taxpayer was held to 

be an assessee in default for failure to 

withhold tax, triggering disallowance of 

the expenditure under section 40 (a)(i) 

of ITA, apart from the Taxpayer made  
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responsible for tax payment on behalf 

of NRs 

• On an appeal to the first appellate 

authority (CIT- Appeals), the order of 

the AO was upheld 

• On second appeal, the Income Tax 

Appellate Tribunal (ITAT) ruled that the 

softwares were the products purchased 

from the NRs, the income in respect 

which earned by the NRs, is not liable 

to tax as royalty, and in the absence of 

any PE in India of the NRs, the income 

was not liable to tax as a business 

income. Consequently, the Taxpayer 

had no obligation to withhold tax from 

the payments made for imported 

softwares 

• The Revenue filed an appeal to the HC 

against the ITAT ruling. In the first 

round, the HC ruled that unless a 

certificate has been obtained from the 

Tax Department pursuant to section 

195 (2)/ (3) of the ITA, any payment to 

NR is liable to tax withholding. Against 

the aforesaid ruling, on an appeal, the  

 

 

 

 

Supreme Court (SC)2 remanded the 

matter back to the HC with a direction 

to decide on merit whether or not the 

payments to the NRs were embedded 

with the income chargeable to tax in 

India and accordingly determine 

whether the Taxpayer had an obligation 

to withhold tax 

 

Taxpayer’s contentions 

• The payments to the NRs were in 

respect of shrink wrapped softwares, 

the copyrights whereof continued to 

belong to the NRs even after grant of 

the licence. Therefore, there was no 

transfer of copyrights of the softwares 

by virtue of the limited licence granted 

by the owners that may be regarded as 

the consideration paid by way of royalty 

• The Taxpayer had received the 

softwares in a Compact Disc (CD) 

medium which was in principle a  

 

 

                                                 
2
 SC rejected the HC’s proposition that certificate of 

AO under section 195(2) of the ITA was mandatory in 

all cases of payment to NRs without tax withholding 

 

 

product liable to VAT as held by the 

SC3. Hence, income, if any, accruing to 

NRs were from the sale of a 

copyrighted article liable to tax as 

business income. However, according to 

the applicable Tax Treaty with the 

jurisdiction of which the NRs are 

resident, such business income were 

not taxable in India without there being 

a PE of the concerned NR in India 

• In the case of another taxpayer whose 

appeal was heard alongside that of the 

Taxpayer, it was contended that he was 

only a distributor of the softwares who 

was not the transferee of the end user 

licence. Only the end users of the 

softwares were the licence holders 

whose names were mentioned in the 

invoices and that he was only a conduit 

through which the softwares recorded 

in CD medium were made available to 

the end users. In most cases he was 

only entitled to commission without 

being responsible for payment of the 

full consideration 

 

                                                 
3
 Tata Consultancy Services Ltd. – 271 ITR 404 
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• The payments made to the NRs did not 

attract any tax withholding without 

there being income accruing or arising 

to them in India 

 

Tax Authority’s contentions 

• The definition of royalty as per the Tax 

Treaties and the ITA as well, refers to 

any consideration (including lump sum 

consideration) for transfer of all or any 

rights of various intellectual properties 

referred to therein 

• The transactions involved a licence or 

permission to the Taxpayer to download 

the softwares to a computer hard disc 

for self use and also a permission to 

take a backup to meet with contingency 

of loss of software for any reason. 

Thus, there was  a transfer by way of 

licence of some of the copyrights in the 

softwares which amounts to payment of 

royalty having regard to the definition 

of copyrights as per the Indian 

Copyrights Act 

• The SC ruling in the case of Tata 

Consultancy Services Ltd. rendered in 

connection with Andhra Pradesh VAT  

 

 

Law has no application in the facts of 

the present case where the issue is for 

determination as to whether or not the 

consideration paid is royalty. The 

facility to download the softwares from 

CDs was an inevitable mode for use of  

the softwares, hence the argument of 

the Taxpayer that the transactions were 

the sale of a product (copyrighted 

article) must be rejected 

 

HC ruling  

• Definition of royalty is restrictive in Tax 

Treaty whereas the definition in ITA is 

broader in its content 

• The provisions of Tax Treaties prevail 

over the provisions of the ITA if the 

former is more beneficial to the 

Taxpayer. Hence, in the instant case 

the definition of royalty as per the Tax 

Treaty should be applied  

• Pursuant to Article 3 of the Tax Treaty 

the definition of ‘Copyright’ under the 

Copyright Act, 1957 of India (the 

Copyright Act) would be applicable to 

decide the issue  

 

 

 

• Computer programmes are within the 

scope of the Copyright Act. The word 

‘Copyright’ is defined under the said Act 

as including inter alia “exclusive right to 

sell or give on commercial rental any 

copy of the computer programme”. 

• ‘Royalty’ as defined in the Tax Treaty 

includes “any consideration received for 

the use of, or the right to use, any 

copyright” 

• As per the software licence agreement, 

the Taxpayer has accepted an 

individual, non transferable and non 

exclusive licence to use the software 

programmes subject to the Taxpayer 

agreeing to protect the copyright and 

other proprietary rights of the NR  

• Under the agreement, licence to use 

the copyright belonging to the NR was 

granted, which act of the NR amounts 

to transfer of part of the copyright, and 

transfer of right to use the copyright, 

out of an umbrella of rights possessed 

by a copyright owner. Therefore, the 

argument of the Taxpayer that there is 

no transfer of copyright or any part 

thereof cannot be accepted 
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• Without the licence having been 

granted, the use of the software by the 

Taxpayer would have been an 

infringement of the copyright. Also the 

use of the software contrary to the 

licence terms would also invite 

infringement of the copyright. These 

provisions of the Copyright Act support 

the view that some of the rights, out of 

the bundle of rights that a copyright 

holder owns, have been transferred to 

the Taxpayer 

• The SC ruling in the case of Tata 

Consultancy Services Ltd. (supra) 

under the Andhra Pradesh VAT Act, 

wherein the court held that shrink 

wrapped softwares recorded on any 

medium such as CD results into 

creation of an incorporeal property 

which are goods within the meaning of 

the Andhra Pradesh VAT Act, has no 

application to the facts of the present 

case since the issue decided by the SC 

was not concerned with the subject as 

to whether any royalty was earned by 

the owner of the property. Hence, the 

contention of the Taxpayer that the  

 

 

transaction with the NR, being sale of 

goods, was not within the scope of Tax 

Treaty Article dealing with royalty, but 

was covered by the Article dealing the 

business income, and for the want of PE 

of NR in India; the business income is 

not taxable in India, is to be rejected 

• In view of the foregoing, the payments 

made by the Taxpayer for shrink 

wrapped softwares were royalty income 

of the NRs chargeable to tax in India in 

respect of which the Taxpayer was 

liable to withhold tax 

 

Our comments 

• There are divergent rulings of the 

Tribunals as to whether or not the 

consideration for the shrink wrapped 

softwares supplied by NRs is liable to 

tax in India as royalty. This HC ruling 

lays down that the consideration paid 

for limited licence provided by the non 

resident supplier involves transfer of 

some of the copyrights owned by the 

software developer having regard to 

definition of royalty in the Tax Treaties 

and the definition of copyrights under  

 

 

the Copyright Act, 1957 of India. This 

ruling differs from those ITAT rulings 

which held that for royalty income to 

accrue or arise in India there should be 

transfer of ownership of copyrights; the 

income from mere grant of licence for 

use of software is not a royalty income 

chargeable to tax in India 

• The Supreme Court ruling in the case of 

Tata Consultancy Services Ltd. (supra) 

which in the context of Andhra Pradesh 

VAT law laid down that sale of off the 

shelf softwares in the CD form is sale of 

a product liable to VAT, is not an 

authority to decide whether or not the 

sales consideration is a royalty, in view 

of differences in the framework of the 

respective legislations 

• This ruling would equally apply to the 

cases where the importer of the 

software is not the end user but a 

distributor who has been provided with 

the licence to distribute the software 

with end user licence 
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• In the cases of suppliers of softwares 

who are resident of the jurisdictions 

with whom India has Tax Treaties, any 

tax withheld in India would be available 

for set off against the same income 

chargeable to tax as a resident of their 

jurisdiction. Thus, it would be 

commercially advisable for Indian 

resident software importers to insert a 

condition of tax withholding in the 

agreement with the foreign suppliers 

• Considering the far reaching financial 

implications of this ruling, the affected 

taxpayers are likely to opt for special 

leave petition with the SC whose ruling 

may bring finality to this debatable 

issue 

• An unintended fall out of this ruling 

could be that in the facts pattern 

similar to the facts in this ruling, a 

purchaser of off the shelf software may 

be held liable for tax withholding under 

section 194J of the ITA which mandates 

tax withholding from any payment of 

royalty to any resident of India. 
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 This alert has been prepared for general information to our clients; it may not deal with the subject comprehensively. The application of any  

 law stated herein may need evaluation in specific cases under a professional advice. We accept no responsibility for any action taken or inaction, 

 by recipient of this alert. 
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