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Executive summary

This Tax Alert summarizes the recent ruling of the
Mumbai Income Tax Appellate Tribunal (ITAT) in the
case of Standard Chartered Bank (Taxpayer) (ITA No.
3827/ MUM/ 2006) on the issue whether data
processing charges paid by the Taxpayer would
constitute 'royalty’ under the Indian Tax Laws (ITL)
and the India - Singapore Tax Treaty (Tax Treaty). It
was held that the payments were made for use of a
facility and not any process. Furthermore, in the
absence of control or physical access to any
equipment, it cannot be said that the payment was
made for any use or right to use the equipment.
Hence, payment would not amount to ‘royalty’ under
the ITL and the Tax Treaty and would be business
income not chargeable to tax in absence of PE.

Facts

The Taxpayer, a non resident company, was
engaged in the business of banking in India
through various branches. It entered into an
agreement with SPL, a Singapore company, for
providing data processing support from outside
India to the Taxpayer for its business in India
(Agreement). The Agreement required SPL to
make available disc storage capacity in its Data
Centre at Singapore for the Taxpayer's exclusive
use.

Before the Tax Authority, the Taxpayer submitted

the following details about the nature of services:

> Raw input bank transaction data is transmitted in
electronic form to SPL for processing.

> Processing is done by SPL at Singapore as per the
Taxpayer's requirement, using hardware and
software (through human intervention), whenever
required.

»  The operating software of SPL's mainframe
computer was developed by third party vendors
and licensed to SPL.

> Processed data is electronically transmitted back
to India in the form of reports as per the
Taxpayer's specifications.

> SPL keeps a back up of the data and makes it
available to the Taxpayer on request.

The Taxpayer claimed that charges paid by it to
SPL do not amount to royalty under the ITL as
well as the Tax Treaty. Since SPL did not have a
permanent establishment (PE) in India, the
payments would be in the nature of business
profits in the hands of SPL and not taxable in
India under the Tax Treaty.

In view of the above, the Taxpayer filed an
application for 'nil" withholding of taxes before
the Tax Authority. The Tax Authority held that the
payment constituted ‘royalty’ under the ITL as
well as the Tax Treaty. On appeal, the first
appellant authority upheld the Tax Authority's
order and concluded that the payments were
made for (@) use of a ‘process’ provided by SPL
through its computer facility for data processing
(b) use of 'scientific equipment’ since the
arrangement was for renting out disc space in the
hardware system and the Taxpayer exercised a
constructive control over the infrastructure
facilities created for its exclusive use.
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Aggrieved by the above, the Taxpayer preferred
an appeal before the ITAT.

Issue for consideration

Whether data processing charges paid by the Taxpayer
amounts to ‘royalty’ and, thereby, subject to
withholding of taxes under the ITL or the Tax Treaty.

Taxpayer's contentions

Based on the Agreement and submissions made
about the nature of services, the charges were
paid for data processing and not for use of any
process or equipment.

The Taxpayer provided all the software used in
processing of data by SPL in Singapore.
Furthermore, the Taxpayer did not acquire any
rights to the operating system software of the
mainframe computer used by SPL. Even SPL had
only a license for use of the operating software
for performing services and was not the owner of
it.

There was no right granted to the Taxpayer to
access or use the mainframe computer used by
SPL. Reliance was placed on the decision of the
Delhi High Court (HC) in the case of Asia Satellite
Telecommunications [332 ITR 340] wherein it
was held that payments were not ‘royalty’ as the
ultimate control on the process and equipment
were not with the payer.



Support was also drawn from various judicial
precedentsi!! where it was held that the payments
would not amount to royalty where the payer did
not exercise any possessory rights in relation to
the equipment and it only availed services
provided by the owner of the entire network,
related equipments and facilities.

Tax Authority's
contentions

SPL has provided a process by providing its
computer facility to process raw data provided by
the Taxpayer. There is no requirement under the
definition of ‘royalty’ under the ITL for the
provider to be the owner of the process.

The payment was made for the purpose of
availing CPU and disc capacity. Though the
Taxpayer did not have physical possession, it
exercised constructive control over the facility
since it was utilized exclusively for the Taxpayer.

Reference was also made to the India's positions
to the OECD commentaries regarding use and
right to use scientific equipments in the context
of royalty.

ITAT's ruling

Use or right to use any ‘process’

There is no use or right to use any process of SPL
by the Taxpayer at any of the stagesii.e.
transmission of raw data, processing of data by
SPL staff and electronic transmission of duly
processed output data.

The payment is for a facility which is available to
any person willing to use the facility as laid down
by the Madras HC in the case of Skycell
Communications Ltd. v DCIT [251 ITR 53].

The consideration paid by the Taxpayer cannot be
said to be for the software embedded in the
mainframe computer of SPL as SPL is only a
licensee of the software. Furthermore, the
Taxpayer could only receive back the data
processed without having any access to the
mainframe computer and, hence, there was no
use or right to use any ‘process’.

Mumbai ITAT decision in case of Kotak Mahindra
Primus Ltd. v. DCIT [supra] squarely applies to the
present facts. It was held therein that payments
made for specialized data processing of raw data
using mainframe computers located abroad is not
liable to tax as royalty since there was no control
over the actual processing of data and there was
no physical access or control over the mainframe
computer.

Use or right to use any ‘equipment’

Reliance was placed on the judicial precedents!?
guoted by the Taxpayer, for the meaning of ‘use’
or 'right to use'. It was observed that:

> Earmarking a space segment capacity of the
equipment does not result in possession (actual or
constructive) of the equipment.

> The context and collocation of the two
expressions ‘use’ and ‘right to use’ followed by the
word ‘equipment’ indicated that there must be
some positive act of utilization, application or
employment of equipment for the desired
purpose.

> If an advantage was taken from sophisticated
equipment installed and provided by another, it
could not be said that the recipient/customer used
the equipment as such.

> What was contemplated by the word ‘use’ in the
ITL was that the customer came face to face with
the equipment, operated it or controlled its
functions in some manner. Mere use of the facility
created by the service provider, which was the
owner of the entire network and related
equipment, is not included.

The Technical Advisory Group of the OECD had
brought out certain tests (as below) which could
render the transaction to be that for use of
equipment:

> Customer is in physical possession or control or
significant economic/ possessory interest in the
property

(11 pell International Services [305 ITR 37]; ISRO Satellite Centre [307 ITR

(2] Dell International Services ; ISRO Satellite Centre; Kotak Mahindra
59], Kotak Mahindra Primus Ltd. v DCIT [105 TTJ 578]

Primus Ltd. v DCIT (supra)
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> Risk of substantially diminished receipts or
increased expenditure on account of non-
performance under the contract is not borne by
the provider

> Property not concurrently used to provide
significant services to entities unrelated to the
customer

> The total payment does not substantially exceed
the rental value of the equipments for the
contract period.

It has also expressly clarified that the data
warehousing services would not give rise to
user of equipment.

The Taxpayer took advantage of a facility of
sophisticated equipment installed and provided by
SPL. There is nothing to show positive act of
utilization, application or employment of
equipment by the Taxpayer for the desired
purpose. Therefore, it cannot be said that the
payment is royalty under the ITL and the Tax
Treaty.

Comments

This ruling of the ITAT upholds the principle that
payments would constitute ‘royalty’ only if there is
clear use or right to use of equipment/process and not
merely making use of a facility provided by a vendor
without exercising any control over it. It emphasizes
on factors like interface/control and is in line with the
position generally adopted by taxpayers and with
recent decisions on similar issues. The ruling also
provides general guidance on interpretation of the
royalty definition in the ITL and specifically with
relation to use or right to use equipment.
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