IN THE SUPREME COURT OF | NDI A
ClVIL APPELLATE JURI SDI CTI ON

G VIL APPEAL NO. 1667 OF 2010
(Arising out of S.L.P. (O No.18545 of 2009)

Comm ssi oner of Incone Tax, Ahnmedabad ... Appel | ant (s)
Ver sus
Ms. Mastek Limted ... Respondent ('s)
WI TH
G vil eal No. 1668 of 2010

(Arising out of S.L.P. (C No.16713 of 2009)

O R D E R

Del ay condoned.

Leave granted.

Heard | earned advocates on both sides.

These two civil appeals are filed by the Departnent
agai nst the order dated 2 Septenber, 2008, of the GCujarat
H gh Court refusing to fornmulate, inter alia, the follow ng

guestion of |aw

“Whet her the I ncone Tax Appellate Tribunal, in the
facts and circunstances of this case, was right in
confirm ng the order passed by the Conm ssioner of
I ncone Tax (Appeals) deleting the additions nade
by the Assessing Oficer on account of royalty
expenses?”
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In the lead matter, which is civil appeal arising out
of S.L.P. (C No.18545 of 2009, the facts are as under:
Assessee carries on the business of devel opnent of Software
Package and Packaged Software Products divisible into four
groups, nanely, (i) Customzed Software; (ii) Packaged
Software Products; (iii) Agency Products; and (iv) Exports.
In the lead matter, we are concerned with Assessnent Year
1996- 1997 and wth the Agency Products. In that vyear,
assessee cl ai ned deducti on under Section 37 of the Inconme Tax
Act, 1961 [ Act', for short] in respect of royalty expenses
of Rs. 3, 23, 28, 158/ -. The Assessing Oficer held that, only
one-sixth of the ampbunt was allowable in view of Section 35AB
of the Act and, accordingly, after allow ng the benefit under
Section 35AB of the Act, the Assessing Oficer nade a
di sal | owance of Rs.1,12,12,352/-, which was added back to the
i ncone of the assessee. On appeal filed by the assessee, the
Comm ssioner of Inconme Tax (Appeals) deleted the additions
made by the Assessing Oficer, which view was confirnmed by
the Incone Tax Appellate Tribunal [ Tribunal', for short]
followwng it's earlier decision in the assessee's own case in
. T.A No.4968/1995 and others dated 25t Novenber, 1999.
Being aggrieved by the decision of the Tribunal, the
Departnent instituted Tax Appeal No.606 of 2008 in the Hi gh
Court which, as stated herei nabove, refused to formulate the
above proposed question, hence, these civil appeals.

During the year under consideration, the assessee
clainmed that it had paid royalty as bel ow
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I ngress Cor poration Rs. 27969750
Conshar e Rs. 2727591

LMB Rs. 1639817

Rs. 32328158

In respect of the said paynents, the assessee cl ained
deduction under Section 37 of the Act on the ground that the
assessee had nmade the said paynents towards royalty for
“duplicating” the software by the name “Ingres' in India and
supplying the sane to the end-users. According to the
assessee, the ownership of the said software was retai ned by
| ngres Corporation [which is an American based Milti-Nationa
Conmpany in United States]; that for each copy, which stood
duplicated and sold to the custonmers in India, the assessee
had paid royalty to the Corporation based on its sale value
and, thus, such paynent towards royalty formed part of the
expenditure incurred by the assessee in nmaking the sales.
Before us, it was argued on behalf of the assessee that the
paynment of royalty was for duplicating the software "Ingres
in India and for supplying the same to the end-users. In
this connection, it was pointed out that there is a vita
di fference between paynent of consideration for acquisition
of a software and paynment for acquisition of the right to use
the said software. According to the assessee, in the forner
case, the paynment would constitute capital expenditure
whereas, in the latter <case, it would constitute an
expendi ture under Section 37 of the Act.

.4 -




- 4 -
At the outset, we may reiterate what we have stated
earlier in so many judgenents, nanely, that the Departnent
has to analyse the process undertaken by the assessee(s),
anal yse the contracts and the price structure to ascertain
the nature of paynent Dependi ng upon the analysis of the
process of “duplication” in the context of the contracts
signed by the assessee with the Anerican Corporation, one has
to find out whether the expense incurred is a Revenue
expenditure or a capital expenditure. Mor eover, one cannot
proceed to decide such cases nerely on the basis of the
| abels affixed to a given process. In this case, the
assessee contends that it nmakes paynent to the Anmerican
Corporation in the United States for “duplicating” the
sof t war e. Before coming to the dictionary nmeaning of the
word “Duplication”, we nmay state that “Ingres', according to
the Departnment, is a software which is a " Back-end Systen,
which, in turn, is used to develop other softwares therefrom
depending on the needs of the custoners. In the present
case, the custonmers of the assessee are Reliance Industries
Limted, Anand Bazar Patrika, A r India, etc. One nore
aspect needs to be highlighted. The contract/arrangenent
between the assessee and the Anerican Corporation in this
case consists of two parts, nanel y, conmer ci al and
manuf act ur e. From the said contract/ arrangenment, it, prim
facie, appears that the above custoners are given direct
access to the software “Ingres' and, according to the
Departnment, this is one reason why royalty is shared between
the assessee and the American Corporation in the ratio of 60
40. According to the Departnent, such high ratio itself
suggests that the inpugned paynent is not for “duplication”,
sinpliciter.
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According to the Dictionary of Conputer by WR
Spencer, a “Database Systeni [which is also called as
" Dat abase Managenent Systenmi] is an integrated software
system that facilitates accessing, entering and deletion of
dat a. According to the Dictionary of Conputer by Prentice
Hal I s, ~Database Managenent Systemi is a «collection of
software programmes designed to nmnage and nmaintain a
collection of records [Database] by providing facilities for
storing, organizing and retrieving related information, as
and when required. According to the sanme Dictionary,
“Duplicating' is a process of copying from a source data
medium to a destination data medium which has the sane
physical form for exanple, to copy a file from one magnetic
tape to another nmagnetic tape is “duplication”. According to
M crosoft's Conputer Dictionary, a “Back-end processor” is a
processor that nmanipulates data sent to it from another
processor: for exanple, a high speed graphic processor
dedicated to painting images of a video display operates in
response to comands passed “back” to it by the min
processor. According to the sane Dictionary, the part of a
conpiler that transfornms the source code into object code is
call ed “Back-end”. A Back-end processor is a slave processor
that perfornms a specialized task, such as providing rapid
access to a database, freeing the mmin processor for other
wor k. Such function is called "Back-end because it is
supporting to the conmputer's main function.

Keeping in mnd the fact that none of the above-
menti oned aspects has been considered by the H gh Court, we
are of the view that the Hi gh Court should have franmed, on
the facts and circunstances of these cases, the follow ng
guestion of |aw for determ nation:
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“Whet her allowance of royalty expenses, as
clained by the assessee, are to be allowed in
its entirety under Section 37 of the Incone Tax
Act, 1961, or only one-sixth thereof, as
mandated by Section 35AB(1) of the Income Tax
Act, 1961, are allowable during the relevant
Assessment Years?”

Accordingly, we hereby remt these cases to the Hi gh
Court for answering the above questi on.

Before concluding, we my clarify that we have
hi ghlighted sone technical and ||egal aspects nentioned
herei nabove only for the purpose of pointing out that
applicability of Section 37 vis-a-vis Section 35AB of the Act
can be decided if there is a proper factual foundation on
t hose aspects. Qur reasons, nentioned above, should not be
treated as conclusive. W are of the view that an in-depth
exercise needs to be carried out to understand the actual
process undertaken by the assessee to be examned in the
i ght of the contract/arrangenent with the Anmerican
Corporation [including the purchase order and the position of
the royalty shared by the assessee and the said Corporation].
Therefore, we have not examned the case on nerits. Qur
reasons given herein are only to support this Oder remanding
the case to the Hi gh Court. We | eave contentions on both
si des expressly open. If the H gh Court conmes to the
conclusion that further foundational facts are required to be
examned, it may remt the case to the Authorities below, if
it deens fit.
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Subject to what is stated above, civil appeals filed
by the Departnment are allowed and the matter stands remtted
to the High Court for deciding the question framed by us
her ei nabove.

No order as to costs.

[ AFTAB ALAM
New Del hi
February 10, 2010.



