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The ruling by the Income Tax Appellate Tribunal (the ITA1) in the case of "Lucent

Technologies Hindustan Ud v. ITot pertaining to taxation of software imports has clarified

the position on the subject to a large extent and will be of immense benefit especially

to Indian companies who import application software. This has, of late, been the

centre of controversy due to the stance adopted by the Indian tax authorities in treating

payment for such imports as 'royalty', rendering it liable to tax.2

Lucent Technologies Hindustan Ltd. (Lucent-India) manufactures and supplies

electronic switching systems to the telecommunication industry. Each switch is

configured according to customer specifications, and the software is then integrated

with the switch. For this purpose, Lucent-India imports software as well as hardware

i.e., the parts and components of the switching system. Lucent-India integrates the

software into the hardware and sells the switch.3

During the financial years 1998-1999 and 1999-2000, a purchase order valued at USD

1,29,804.56 was placed by Lucent-India with Lucent Technologies Inc., US (Lucent

US) for importing software.and hardware, under which certain software was imported

from Lucent US and the hardware was imported from Lucent-Taiwan. Lucent-India

did not withhold tax at source when it paid Lucent-US for the purchase of software.

The Income Tax Officer· (the 'ITO') took the view that the payments to Lucent-US

constituted payments towards a 'royalty',4 and that Lucent-India ought to have withheld

tax at source.5 The ITO thus initiated tax recovery proceedings against Lucent-India.6

* V year, B.A., B.L. (Hons.), NALSARUniversity of La~ Hyderabad.
1 ITA No. 114 & 115 (Bang)/2002, dated 31st October 2003 (Bangalore Bench).
2 M Padmakshan, "No Withholding Tax on Software Imports", The Economic Times (Hyderabad),
10th November 2003 at 8.
3 The customer in most cases is the Department of Telecommunications (D01).
4 The tax payable for royalty fee is 20% as per Section lISA of The Income Tax (I1) Act, 1961. 'I
5 Section 195 of the IT Act, 1961 (on the remittance made outside India).
6 Lucent-India was treated as an assessee in default under Section 201 (1) of the IT Act, 1961.
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Lucent-India contended before the ITO that the acquisition of software was inextricably

linked to the acquisition of the hardware and neither can function without the other.

The entire software is custom-made and use in any other equipment or duplication is

not possible. It was asserted that no tax was required to be withheld as the proviso to

Section 9(1) (vi)7 of the IT Act excluded payment for software supplied with a computer

or computer based equipment imported under any scheme approved by the Government

of India, from the definition of 'royalty'.8

It was argued that no profit accrued could be deemed to accrue or arise in India as the

transfer of the software took place outside India9 and that the supplier had no Permanent

Establishment in India.10 Thus, the gains arising from the transfer of software, if any,

were not taxable by virtue of the Double Taxation Avoidance Agreement between

India and the USA11 (Indo-US DTAA) and no tax could be deducted from the amounts

paid.

The ITO held that the hardware and software were imported separately. The highly

sophisticated and complex telecom software that was imported could be regarded as a

patent, invention, scientific work, secret formula, or process and accordingly, the

payments made for its acquisition were for the use of industrial, commercial or scientific

equipment and thus, the same would be 'royalty' as defmed in Explanation 2 to Section

9(1)(vi) of the IT Act and also under Article 12(3)(a) of the Indo-US DTAA. In addition,

the imports were not made under any of the approved schemes for exemption from

the Section. The Assessing Officer relied upon the decision of the Authority for Advance

Ruling (AAR) which had held that the payment made by an Indian company for the

7 The Proviso to Section 9(1)(vi) reads as follows:-
"Provided further that nothing contained in this clause shall apply in relation to so much of the income
by way of royalty as consists of lump sum payment made by a person, who is a resident, for the transfer
of all or any rights (including the granting of a license) in respect of computer software supplied by a
non-resident manufacturer along with a computer or comput
-er-based equipment under any scheme approved under the Policy on Computer Software Export,
Software Development and Training, 1986 of the Government of India."
8 supra n.1, paras 10-11.
9 Under Article 12(2) of the Indo-US DTAA, 'royalty' is taxable in the State in which it arises and
according to the laws of that State.
10 Article 5 of the Indo-US DTAA.
11 Under Article 7 of the Indo-US DTAA, it would arise in the US.
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import of software is on a totally different footing when compared to the payments

made for the purchase of the hardware.12

The Commissioner of Income Tax (Appeals) upheld the view taken by the ITO. Lucent

India then filed an appeal before the ITAT.

After considering the rival contentions, the ITAT emphasised the fact that Lucent

India had acquired no rights in the copyright program of the telecom software imported

by it. Lucent-India had paid for purchase of the 'copyrighted article' as opposed to

'rights in copyright' contained in the software. Since the assessee had no right to

commercially exploit the software, it was only a purchase of product and not a purchase

of the copyright. A distinction was drawn between 'payment made for license to use'

the software and 'payment made to purchase' the software which gives a license to

duplicate.13 If no rights in copyright transfer with the software, then payments for

importing the software do not constitute 'royalty'. Royalty was held to mean"thepayment

for the use ofor the right to use of the copyright orpatent (and other IPR)", but not "the payment

for patented/copyrighted articles orfor products which cannot be reproduced'.14

The ITAT held that since the acquisition of software was inextricably linked to the

acquisition of hardware, and one cannot function without the other, the transactions

of purchase of hardware and software cannot be bifurcated so as to make the payments

towards software subject to Indian taxes. Importing software is customer specific, and

it is a clear case of purchase of equipment along with software to make the hardware

functional.1s Further, the ITAT was of. the view that the decision of the AAR, raised

by the tax authorities, was not applicable to the facts of this case.16

12 supra n. 1, para 5; See also In re ABC, (1999) 238 ITR 296 (AAR), popularly known as the Amex
ruling. The rulings of the Gujarat High Court in CIT v. AhmedabadManufacturing and Calico Printing Co.,
ITR 806 and the Calcutta High Court in N V Philips v. CIT, 172 ITR 521 were also similarly relied
upon. The Assessing Officer based his interpretation upon the following premise:
"Software is an Intellectualproperry right (1PR) which can be licensed to a user. The same software can be given to any
number of users. On an outright sale of an article like hardware, property in its entirety is transferred to the purchaser
to the exclusion of others, whereas, in software there is no such outright sale, .what is transferred is onlY the right to use,
which may be available to many such users but the IPR still remains intact with Lucent (USA) . ... "
13 CIT v. Da1!)' Ashmore (1) Ltd., 190 ITR 626 (Cal). The distinction was drawn from the ruling in this case.
14 supra n. 1, para 10.
15 supra n. 1, paras 10 - lI.
16 In that case, the payment was made for access to a Central Processing Unit (CPU) that carried on
certain processes to the data fed in by the taxpayer. See 238 ITR 296 (AAR).
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It was strongly argued before the ITAT that these payments constitute business income

of the foreign entity,17 and would be liable to tax in India only if the foreign entity has

a permanent establishment (PE) or business connection in India.18 Lucent-India, thus,

should not be obliged to withhold tax at source at the time of making payments to

Lucent-US.

The ITAT considered the US Internal Revenue Service treasury regulations on

"Classification of Certain Transactions involving Computer Programs", wherein a

transaction involving transfer of a computer program is to be treated as a transfer of

a copyrighted article if the buyer does not acquire any right to make copies, distribute

or make a derivative program therefrom.19 Furthermore, as per Article 12 of the Indo

US DTAA, such payments would not constitute a 'royalty' since the payment is not for

use of a copyright, patent, etc.20

This decision resolved the dispute between tax authorities and the information

technology industry in this regard. This is the first judicial decision on this issue and

has contributed to the interpretation of law on the subject. It serves as an instrument

in the hands 6f the information technology industry to refute any future claims of a

similar nature and will have a positive impact on its development. However, it has to

be kept in mind that a clarification by the Central Board of Direct ,Taxes (CBDl) on

the taxability of such imports would serve well to resolve the issue. The Government

has set up an Emerging Issues Task Force, ~hich has as one of its focus areas, the

taxability of such imported software. Its report, once released, would aid in finally

settling the la~21

17 The decisions of the AP High Court in CIT v. Klayman Porcelains Ltd., 229 ITR 735 and the Madras
High Court in CIT v. Nf!Yvali Lignite Corporation Ltd., 243 ITR 459 were also relied upon to stress the fact
that if the payment is made for acquiring drawings, designs etc, then the same would not be treated as
royalty but taxed as business profits. '
18 The tax payable in such a case would be 10-15% as under Article 12(3)(a)&(b) of the Indo-US
DTAA.
19 supra n. 1, para 7(i).
20 ibid., para 7(ii).
21 supra n. 2.
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