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Payment for intellectual property rights is taxable as royalty in 
India  
 

  

6 April 2018 

Background 

Recently, the Mumbai Bench of the Income-tax 
Appellate Tribunal (the Tribunal) in the case of Dorf 
Ketal Chemicals LLC1 (the taxpayer) held that 
payment of royalty for Intellectual Property Rights 
(IPR) by the taxpayer to the U.S. entity is taxable in 
India. The Tribunal observed that although the 
taxpayer is incorporated in the U.S.A., it is also a 
tax resident in India and has entered into an 
agreement with U.S. entity for purchasing, utilising 
patent, IPR, etc. The said patent/copyrights were 
used by the taxpayer’s holding company in India for 
the manufacture of products which were sold in the 
U.S.A. 
  

Facts of the case 

 The taxpayer is Limited Liability Company 
incorporated in the U.S. and also a 100 per cent 
subsidiary of an Indian company. By virtue of 
the shareholding pattern and management 
control in India, the taxpayer is also treated as a 
tax resident of India. Therefore, the taxpayer is 
assessed to tax as LLC in the U.S. as well as a 
tax resident in India. The taxpayer engaged in 
the business of trading of specialty chemicals 
like fuel, additives and plasticising. The 
taxpayer was filing its returns in India as a 
resident company. 

 

 

 

 

____________________ 

1 Dorf Ketal Chemicals LLC v. DCIT (ITA No. 4819/Mum/2013) – 
Taxsutra.com  

 The taxpayer has acquired certain patents 
and copyrights in the U.S. By virtue of the 
patents, trademarks, and technology 
obtained by IP purchase agreements with 
certain U.S. entities, the taxpayer gets the 
products manufactured from the holding 
company in India. The taxpayer has also got 
a certain customer base in U.S. Products 
manufactured in India by the holding 
company and supplied to the taxpayer are 
sold in the U.S. only, and nothing is sold in 
India. 

 As per the terms and conditions of the 
agreement, the taxpayer has to pay a royalty 
to U.S. company. The basis of royalty 
payment is not a lump-sum amount but it is 
determined as a fixed percentage of the 
sales made in U.S. Tax was not deducted 
under Section 195 of the Act by the taxpayer 
on the payments of royalty to U.S. Company.  

 The Assessing Officer (AO) has disallowed 
the royalty payments by invoking Section 
40(a)(i) read with Section 195 of the Act. The 
AO held that by virtue of provisions of 
Section 9(1)(vi) of the Act, the payment of 
royalty by the taxpayer to U.S. company 
constitutes chargeable income, on which, the 
tax is liable to be deducted under Section 
195 of the Act. The AO observed that the 
patents, trademarks, and technology used for 
the manufacture of the products were utilised 
in India. The holding company was having 
full and unconditional access to technical 
know-how and information regarding 
manufacturing procedure and technology, 
and it had been used for the purposes of its 
manufacture in India. 
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 On appeal, the Commissioner of Income-tax 
(Appeals) [CIT(A)] observed that the patents/IPRs 
in the case of the taxpayer were utilised for a 
manufacturing activity in India and the rest of the 
activity had to be viewed as an export of the said 
products for marketing in the U.S. Consequently, 
the disallowances of royalty payments in terms of 
Section 40(a)(i) read with Section 195 were 
confirmed. 

Tribunal’s decision 

 The Tribunal agreed with the CIT(A) that the 
payment does not fall under the exception 
provided in Section 9(1)(vi)(b) of the Act2. 
Although the taxpayer is incorporated in the U.S. 
and it has entered into an agreement with the U.S. 
company for purchasing, utilising patent, IPR, etc. 
there is a clear business connection with India. 
The said patent/copy right were used by the 
taxpayer's holding company in India for the 
manufacture of the products which were sold in 
the U.S. Therefore, there is a business connection 
with India. 

 The relationship between the taxpayer and the 
holding company cannot be deemed to be a 
relationship of a mere contract manufacturer. The 
facts of the case clearly indicate that the taxpayer 
is also a tax resident in India, for the purpose of 
income tax and, therefore, the taxpayer has 
utilised the patents IPRs in India and the products 
so manufactured with the aid of patents and IPRs 
are in reality exported to U.S. Hence, the CIT(A)’s 
analogy is correct that taxpayer has merely 
carried out the marketing of the products which 
are exported by the taxpayer.  

 The patent/IPRs are utilised for manufacturing 
activities in India and the rest of the activity, i.e., 
sale in the U.S. has to be viewed in conjunction 
with this activity and the same cannot be isolated. 
Hence, the CIT(A) is correct in disallowing of the 
royalty payment in terms of Section 40(a)(i) read 
with Section 195 of the Act. 

 The decision of the Supreme Court in the case of 
Ishikawajima-Harima Heavy Industries Ltd.3 is 
distinguishable to the facts of the present case. 
Similarly, the decision in the case of 
Aktiengesellschaft Kuhnle Kopp and Kausch4 was 
also distinguishable on the facts of the present 
case. 

 Services were rendered in India as well as utilised 
in India. Accordingly, it has been held that 
payment of royalty is liable for disallowance in 
terms of Section 40(a)(i) of the Act. 

________________________ 
 
2 Section 9(1)(vi)(b) - Income shall be deemed to accrue or arising in India if it 
is royalty payable by a person who is a resident, except where the royalty is 
payable in respect of any right, property or information used or services 
utilised for the purposes of a business or profession carried on by such 
person outside India or for the purposes of making or earning any income 
from any source outside India. 
3 DIT v. Ishikawajima-Harima Heavy Industries Ltd. [2007] 158 Taxman 259 
(SC) 
4 CIT v. Aktiengesellschaft Kuhnle Kopp and Kausch [2003] 262 ITR 513 
(Mad) 

 

Our comments 

The issue with respect to the taxability of 
royalties paid by one foreign entity to another 
foreign entity and whether the foreign entity 
carries on business in India have been subject 
matters of debate before the courts. 
 
The Delhi Tribunal in the case of Havells India 
Ltd5 held that where services have been 
rendered outside India and have been utilised for 
the purpose of making or earning any income 
from any source outside India, such payments 
would fall outside the purview of Section 9(1)(vii) 
of the Act and will not be deemed to accrue or 
arise in India.  
 
Subsequently, the Delhi High Court6 overruled 
the said decision and laid down that it is not the 
payer of income but the location of the 
manufacturing activity and concluding of the 
export contract from India that will determine the 
source of income. The High Court held that the 
taxpayer’s case does not fall within the second 
exception provided in Section 9(1)(vii)(b) of the 
Act and the FTS paid is taxable under the Act. 
 
However, the Delhi High Court in the case of 
Lufthansa Cargo7 India has held that the 
expenses incurred outside India in respect of 
services utilised for the purpose of making or 
earning any income from a source outside India 
is not subject to tax in India, and so there is no 
requirement to withhold tax at source in India. 
 
Further, the Chennai Tribunal in the case of 
Aqua Omega Services (P.) Ltd.8 held that the 
services of non-residents to whom the technical 
fee was paid by the taxpayer were utilised for the 
business which was carried on outside India for 
earning income from a source outside India. It 
was covered by the exception of Section 
9(1)(vii)(b) and hence, the amount was not 
taxable in India. 
 
The Tribunal in the present case held that the 
royalty payment made overseas for acquiring 
technical assistance and intellectual property is 
liable for withholding of tax in India since royalty 
paid for patent/IPRs are utilised for 
manufacturing activities in India. Although the 
taxpayer is incorporated in the U.S. and has 
entered into an agreement with U.S. company for 
purchasing, utilising patent, IPR, etc. there is a 
business connection with India. 

 

. 

_____________________________ 

5 Havells India Ltd v. ACIT [2011] 140 TTJ 283 (Del) 
6 CIT v. Havells India Ltd [2013] 352 ITR 376 (Del) 
7 DIT v. Lufthansa Cargo India [2015] 375 ITR 85 (Del) 
8 Aqua Omega Services (P.) Ltd. v. ACIT [2013] 31 taxmann.com 179 

(Chen)  
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