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Royalties and Licence Fees - This paper looks at the levy of both customs duties and service tax on
royalties and licence fees related to imported goods.
The “Make in India” campaign has put the spotlight on foreign presence in manufacturing in India. This
typically involves an Indian subsidiary to which material is supplied from abroad, and to which knowhow is transferred and licensed for use by the foreign parent. Technical know-how fees and royalties
would be paid by the Indian arm in these arrangements.
These payments attract may liabilities of withholding tax (subject to the provisions of any double
taxation avoidance agreement), customs duties and service tax. Herein we look at the provisions
relating to customs duties and service tax.
Valuation of goods for customs purposes is governed by section 14 of the Customs Act 1962. Under this,
the value of imported goods for customs is the transaction value:
“… the value of the imported goods and export goods shall be the transaction value of such goods, that
is to say, the price actually paid or payable for the goods”, plus certain stipulated items:
“… such transaction value in the case of imported goods shall include, in addition to the price
as aforesaid, any amount paid or payable for costs and services, including commissions and
brokerage, engineering, design work, royalties and licence fees, costs of transportation to the
place of importation, insurance, loading, unloading and handling charges to the extent and in
the manner specified in the rules made in this behalf.”
Thus, in addition to the price of the goods, the value of the goods for customs will (inter alia) include
royalties and licence fees, to the extent and in the manner specified in the rules made for the purpose.
The rules made for the purpose are the Customs Valuation (Determination of the Price of Imported
Goods) Rules 2007 (hereinafter referred to as the valuation rules).
In the valuation rules, rule 3 again reiterates the primacy of transaction value, plus certain costs and
services:
“the value of imported goods shall be the transaction value adjusted in accordance with
provisions of rule 10;”
Rule 10, in turn, provides as follows:
10. Cost and services. - (1) In determining the transaction value, there shall be added to the price
actually paid or payable for the imported goods, —
(a) …
(b) …
(c) royalties and licence fees related to the imported goods that the buyer is required to pay, directly
or indirectly, as a condition of the sale of the goods being valued, to the extent that such royalties and
fees are not included in the price actually paid or payable;
(d) …
(e) All other payments actually made or to be made as a condition of sale of the imported goods, by
the buyer to the seller or by the buyer to a third party to satisfy an obligation of the seller to the
extent that such payments are not included in the price actually paid or payable.
Explanation - Where the royalty, licence fee or any other payment for a process, whether patented or
otherwise, is includible referred to in clauses (c) and (e), such charges shall be added to the price
actually paid or payable for the imported goods, notwithstanding the fact that such goods may be
subjected to the said process after importation of such goods.…”
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From the above extracts of section 14, and rules 3 and 10 of the valuation rules, it is seen that




Value of imported goods for customs purposes is transaction value (if there is no impediment to
its acceptance), plus costs and services as per rule 10 of the valuation rules.
Under rule 10 of the valuation rules, any royalties or licence fees that have to be paid as a
condition of the sale of the goods, to the seller or to a third party, must form part of the value
for customs.
Royalty or licence fee, includible in value in terms of the above, will be included even if paid
for a process to which the goods will be subjected post-importation.

As per rule 13 of the valuation rules, the said rules have to be understood in terms of the
interpretative notes appended to them. Referring to these, we find two notes to rule 10(1)(c), which
read as follows:
“Rule 10(l) (c)
1. The royalties and licence fees referred to in rule 10(l)(c) may include among other things,
payments in respect to patents, trademarks and copyrights. However, the charges for the right
to reproduce the imported goods in the country of importation shall not be added to the price
actually paid or payable for the imported goods in determining the customs value.
2. Payments made by the buyer for the right to distribute or resell the imported goods shall not
be added to the price actually paid or payable for the imported goods if such payments are not
a condition of the sale for export to the country of importation of the imported goods.”
Thus, the interpretative note makes it clear that payments made for right to reproduce the imported
goods in India will not form part of the value for customs. We have to infer that this will be the case
even if the payments are made as a condition of import of the goods.
To sum up the position in customs law in respect of royalties and licence fees:
To form part of value for customs:
Royalties and licence fees paid as a condition of import of the goods, including such payments made for
a process to be carried out on the goods after importation. An example of a case decided on this basis
was the ruling dated 19 November 1996 of the Supreme Court in Civil Appeal number 3152-53 of 1991
of Essar Gujarat Limited, wherein the Court held that licence fee paid to a third party under the
agreement with the seller of the goods was a condition of sale of the goods and formed part of the
value for customs.
Excluded from value for customs:
Royalties and licence fees paid for reproduction of the goods in India after importation. (It may be
noted that right to use software in various centres of the importer was held to be different from right
to reproduce it, in the case of State Bank of India versus Collector of Customs, Civil Appeal number
2935 of 1996, decided by the Supreme Court on 11 January 2000.)
Service Tax
Service tax is levied under section 66B of the Finance Act 1994 (hereinafter, the Act) on service
provided in the taxable territory (India minus Jammu & Kashmir). Thus, to be taxable, an activity



Must be a service;
Must be provided in the taxable territory.

“Service” is defined in section 65B (44) of the Act as something done for another person for a
consideration. It does not include sale of goods, including deemed sale in sales tax law.
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Whether a service is considered to be provided in the taxable territory is determined in terms of the
Place of Provision of Service Rules 2012. The general principle in these rules is that the location of the
recipient of service is considered to be the place of provision of service (-rule 3: other rules stipulate
exceptions to this principle). Therefore, if the recipient of service is in the taxable territory, the
service is taxable. Under reverse charge, the service received from outside is taxable in the hands of
the recipient in the taxable territory.
The Act also contains, for freedom from doubt, a list of what it calls “declared services” in section
66E, which section 65B specifies as being “services”. This includes in clause (c) thereof, “temporary
transfer or permitting the use or enjoyment of any intellectual property right”. So, if royalty is paid for
the use of patented know-how or process, there can be no doubt that it is a taxable service, and it is
the importer who must pay the tax as recipient of the service under reverse charge.
Convergence of customs duty and service tax in case of royalties related to imported goods
If goods are imported, and royalties and licence fees are paid as a condition of their sale to the
importer, these payments attract customs duties, as seen above. At the same time, the permission to
use the know-how or patented process, for which the payments are made, is a declared service under
service tax law. Will this circumstance attract service tax on the payments, on which customs duty is
also payable?
The issue of double taxation was raised in the case of Oracle India Private Limited, on which the
customs department had raised demand of customs duty on licence fee for imported software. One of
the arguments used by Oracle in its defence was that it had paid service tax on the licence fee and
that the same amount could not be subjected to both customs duty and service tax. Reliance was
placed on t case of Imagic Creative Private Limited, in which the Supreme Court had negatived the levy
of both VAT and service tax on the same transaction.
The CESTAT found that Imagic Creative was about a different situation and law, and responded to
Oracle‟s argument of double taxation as follows:
“No constitutional provision is brought to our notice inhibiting levy of taxes under different statutes on
the same transactions. It is axiomatic that the same transaction may in here distinct taxable events,
exigible to different taxes. The only question is whether demand of tax is sustainable under the
particular statute, as claimed by Revenue. The licence fee being a condition of sale is includible in the
assessable value of the media packs in terms of the Customs Act, 1962 and the Rules made thereunder
and there is no provision warranting exclusion from the assessable value for customs purposes, on the
ground that service tax has become chargeable on such licence fee under a different statute.” - (Final
order dated 29 July 2015 in customs appeal number 148-150 of 2011 in CESTAT, Delhi)
The matter rests here for the present. However, we may recall in this context that „service‟, as per the
definition in section 65 B (44) of the Finance Act 1994, does not include sale of goods, including
deemed sale. Can we extend this to say that service tax will not be incurred on any payments that are
considered to be part of the value of the goods under another law? This converse argument that service
tax is not payable when royalty is deemed to be part of the value of goods does not seem to have been
tested in litigation.
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