The Meadow of Royalty & the Taxation Mumbo Jumbo
Fast food giant Mc Donald’s hits $5,503 million from it’s franchisees the world over as royalty for the Financial year 2006-07, renowned author Dan Brown pockets ₤45 million as royalty for the year 2005 from his bestseller “The Da Vinci Code”. Indian based pharmaceutical top-notch Ranbaxy Laboratories Ltd rakes up $2,70,000 as royalty from it’s various patents in the Financial Year 2006-07. In the above financial hoopla, apart from the dazzling numbers the one thing which repeats itself is the word ‘Royalty’. Wondering at the numbers mentioned above??? Well, another stunning source of income that has fetched billions in a very short span, for just holding a name. This is how the global market has emerged today. Sources of earning today are as plenty as winning combinations on gambler’s table & Royalty has sprung up as a convenient money making machine.  A logical question would be, what is the essence of this money making machine? 

The term Royalty is not a modern day phenomenon. It has marked it’s presence since the existence of the Monarchy rule. During the ancient times there existed a right of the crown to receive a percentage of the proceeds from the mines which found themselves in the royal domain. There even existed earnings by a monarch attributable to granting of a right in respect of exploitation of natural resources. This is how the concept of royalty emerged & over the centuries has flourished as a healthy source of income. The sources from which royalty income can be generated have undergone a change by leaps & bounds. From the ‘cliché’ sources like mines & natural resources, royalty has spread it’s wings to even include patents, know-how, trademarks, copyrights,  & even performances!! A Patent gives the owner an exclusive right to prevent others from practicing the patented technology in the country issuing the patent, Know-how relates to the manufacture process or a trade secret & may or may not include data, techniques & intellectual expertise. Trademarks consist of words, logos, sounds or brand names that distinguish an entity from others, whereas copyrights are normally to prevent others from copying the work of literary or musical nature.  Copyrights even cover the songs & compositions of musicians. The granting of rights in relation to these aspects generate royalty for the holder of the right. 
Apart from the myriad definitions associated with the term royalty, the Income Tax Act has expressly defined the term for smoothening its chargeability.
The term ‘Royalty’ defined in the Income Tax Act

The term Royalty has found it’s presence even in the corridors of the Income Tax Act in the form of Section 9 (i) (vi). Section 9 of the Act deals with income Deemed to accrue or arise in India & sub-section (vi) enumerates  the various royalty incomes which are deemed to accrue or arise in India. Apart from deeming the incomes to accrue or arise in India, sub section (vi) stretches it’s arms to define the term Royalty. The explanation 2 to Section  9 (i) (vi) provides the definition to the term Royalty. It’s been defined as a consideration for:

· Transfer of all or any rights (including the granting of a licence) in respect of a patent, invention, model, design, secret formula or process or trademark of similar property.

· The imparting of any information concerning the working of  a patent, invention, model, design, secret formula or process or trademark of similar property.

· The use of  a patent, invention, model, design, secret formula or process or trademark of similar property.

· The imparting of any information concerning technical, industrial, commercial or scientific knowledge, experience or skill.

· The use or right to use, any industrial, commercial or scientific equipment
· The transfer of all or any rights (including granting of a licence) in respect of any copyright, literary, artistic or scientific work including films or video tapes for use in connection with television or tapes for use in connection with radio broadcasting, but not including consideration for the sale, distribution or exhibition of cinematographic films
· The rendering of any services in connection with the aforesaid activities.
The following incomes will be deemed to accrue or arise in India, implying that they will be taxable for the assesses irrespective of their residential status:
· Royalty received from Central or State government

· Royalty received from a Resident (except where the payment is relatable to a business or profession carried on by him outside India or to any other source of his income outside India) and

· Royalty received from a non resident (if the payment is relatable to a business or profession carried on by the payer in India or any other source of his income in India)

However the above sub section has two exceptions. The following  two royalty incomes will not be deemed to accrue or arise in India:-
· The lump sum royalties under the agreements by foreign suppliers of technical know-how, approved by central government entered into before April 1,1976.

· The amount paid as lump sum royalty by a resident  for the transfer of all or any rights (including granting of a licence) in respect of computer software supplied by a non-resident manufacturer under any scheme approved under the policy on Computer Software export , software development & trading,1986 of the Government of India.
Owing to the complexities contained in the definition of the word royalty, very often than not the assessee gets into a tussle with the revenue on whether a particular income takes the colour of royalty or not. There are an umpteen number of cases where the various courts have thrown light on this aspect. For instance in CIT v Klayman Porcelains Ltd 229 ITR 735 the Andhra Pradesh High Court concluded that a lump sum consideration which is in the nature of income chargeable under the head capital gains shall be excluded from the definition of the word royalty. Also where a Non-resident company deputed an expert to supervise the construction & installation of a kiln & not for imparting information the payment to it was held not be income by way of royalty. The crucial element is there should be act of imparting information in relation to working of the know-how or the manufacturing process as the case may be for it to be called as royalty income. Whereas in Leohardt v CIT 249 ITR418, the Calcutta High Court held that payments received for the supply of drawings & designs for the construction of bridge is royalty income. In addition to this it was even upheld by the Calcutta High Court that payments received for providing specialized knowledge  & for supply of know-how & information necessary for setting up a plant  ( NV Philips v CIT 172 ITR 521 ), a licence to manufacture & sell certain products & use of patents is royalty income. An important ramification is the taxability for a non-resident.. The issue as to whether certain income can be construed as royalty is not fully settled. Time & again there have been litigations on this matter but meanwhile the revenue confronted itself with another issue,  that is with respect to the withholding of tax. A genuine problem arose as to whether tax should be deducted as contract as per section 194C or as professional services as per section 194J
Royalty paid to Residents is subject to tax Deduction as fees for Professional or Technical Services  
The Taxation Laws (Amendment) Act, 2006 made it clear that royalty payment is subject to tax deduction as professional services under section 194J. Clause (c) was inserted in Sub Section (1) of section 194J to expressly cover royalty payments. Section 194J casts the onus of withholding tax on any person other than an Individual or a HUF who is responsible for making a payment in the form of royalty to any resident. Further, an individual & a HUF is  required to withhold tax only if he is required to undergo Tax Audit under the provisions of Section 44AB. The tax deduction shall be made at the rates in force for the relevant assessment year. 
Tax Deduction on Royalty paid to Non-Residents

Any person responsible for paying any sum as royalty to a non-resident, not being a company, or to a foreign company is required to make tax deduction by virtue of Section 195 at the rates in force for the relevant assessment year or at the rates as contained in the Double Taxation Avoidance treaty if any between the Country in which the non-resident resides & India. Due to the existence of such a treaty, the non-resident may be benefited by a lower rate of tax deduction since the treaty will supersede the provisions of this section. The effect of Sections 194J & Section 195 is that, the royalty payments to both, the residents & the non-residents have been brought into the ambit of 
tax deduction. 
After addressing the issues on taxability & withholding, the Act flips the coin & moves to an opposite ball game. The benefits conferred by the Act in relation to royalty income are not many but nevertheless they are a boon to certain assesses who are entitled to the benefit.
Tax Benefits under the Act

Sections 80QQB & Section 80RRB deal with the deductions on royalty income 
· Section 80QQB: This section allows a deduction only in respect of royalty income earned on  books of literary, artistic or a scientific nature. The authors of such books can claim a deduction upto Rs.3 Lakhs No deduction can be claimed in respect of text books. However the deduction claimed under this section can not exceed 15% of the value of books sold during the previous year. Where the eligible income is earned outside India the deduction is allowed on so much of the income earned in foreign exchange, which is brought to India within six months from the end of the previous year. That is, the income should be repatriated to India within the prescribed time limit to avail the deduction under this section. Additionally certain other relevant conditions must be satisfied in order to claim the deduction
· Section 80RRB: To avail a deduction under this section certain primary conditions to be satisfied by the assessee
· He must be a resident of India 
· He must be a patentee i.e, a person or a group who have registered their invention under the Patents Act, 1970. Such patents must be registered on or after 1st April, 2003
The quantum of deduction is Rs.3 Lakhs or the amount of royalty income whichever is lower. Where such eligible is income is earned from a source outside India, the deduction is allowed on so much of the income which is repatriated to India within six months from the end of the previous year. In addition certain other relevant conditions need to be satisfied.
Royalty over the years has proved to be a convenient source of income for most, churning out the big bucks for holding patents relating to inventions, designs, secret processes or sheer brand names. It has sored up the revenues of organizations & has generated magical numbers in their revenue statement. The Income Tax Act has widened its net to deem certain royalty incomes to accrue or arise in India, hence bringing even the non-residents under its hood. The benefits given under the Act are assessee specific & hence don’t have a generality involved in them. The basic issue on what can be termed as royalty has not been given a full stop yet, keeping this area still exposed to litigation. The complexities involved with the definition itself have made it a ground for disputes. Though royalty proves to be good source of revenue, on the tax front it receives a lop sided treatment, with the taxability part outweighing the benefits.
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