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Summary  

The Mumbai Tribunal (ITAT), in a recent case1, held that the payment received by a US company from Indian 

customers in respect of cloud computing services will not constitute ‘royalty’ under the India-US tax treaty (tax 

treaty). The ITAT also held that the retrospective amendment to the definition of royalty2 under the Income Tax 

Act, 1961 (Act) would not override the provisions contained in the tax treaty.  

Facts of the case 

 The taxpayer, a cloud computing company 

incorporated in USA, is engaged in providing 

cloud hosting and data warehousing services 

to customers in India. 

 The taxpayer claimed that income earned 

from Indian customers is in respect of the 

business income and not taxable in India in 

the absence of a Permanent Establishment 

(PE).  

 The tax officer treated the income from cloud 

hosting services as royalty under the Act as 

well as under the tax treaty3. 

 The first appellate authority upheld the tax 

officer’s order. Aggrieved, the taxpayer filed 

an appeal before the ITAT. 

 

Revenue’s contention 

 The Revenue argued that Finance Act 20124 

clarified that the payments for use of right, 

                                            

1 Rackspace, US Inc vs DCIT (ITA No 1634/Mum/2016 and ors) 
2 Explanation 4, 5 and 6 inserted for section 9(1)(vi) in Finance Act 2012 
3 Under Article 12(3) of India-US DTAA  
4 Under section 9(1)(vi) of the Act 
5 Verizon Communication Singapore Pte Ltd. v. ITO, International Taxation-I [2014] 361 ITR 575 (Madras HC) 

6 DCIT (IT), Mumbai v. Reuters transactions services Ltd [2018] 96 taxmann.com 354 (Mumbai - Trib.); Viacom 18 media Pvt. 
Ltd. v. ACIT [2015] 62 taxmann.com 74 (Mumbai – Trib.); Poompuhar Shipping Corporation Ltd. v. ITO, International Taxation - 

property or information would be considered 

as royalty irrespective of whether the 

possession and control of the right, property 

or information is with the payer. 

 The agreement has been entered into 

between the taxpayer and customers for 

using the data center and availing other 

specialised services, and the customer gets 

the right to use the industrial/ commercial/ 

scientific equipment. Hence, payment for use 

should constitute Royalty under the Act5. 

 The Revenue contended that the decisions 

rendered on the basis of possession, control 

or location of the right, property or 

information, prior to retrospective 

amendment in the definition of royalty will 

not be applicable in the instant case and have 

no binding precedent value. 

 Relying on the judicial precedents6, it was 

held that the said payments constitute 
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royalty under the Act as well as India US tax 

treaty. 

 

Taxpayer’s contentions 

 The amendment in the Act cannot be read 

into the tax treaty to determine the nature of 

payment as Royalty under the tax treaty.  

 The Indian customers did not possess any 

control over the server or equipment and 

were only availing services. 

 With regards to the rationale for introducing 

the amendment, the taxpayer contended that 

the same was done to remove conflicting 

views on location/ possession/ control/ 

delivery/ use of the royalty rights etc. by the 

user in India.  

 

ITAT’s observations and decision 

 The ITAT stated that royalty as defined7 

under the Act includes payment for use or 

right to use an industrial, commercial or 

scientific equipment. 

 The ITAT observed that the customers would 

only avail hosting services and do not use, 

possess, or control the equipment used for 

providing hosting services which is ultimately 

owned and controlled by the taxpayer. 

 The ITAT clarified that retrospective 

amendment in the definition of royalty 

brought within its purview any payments 

made for the use of equipment irrespective of 

the possession or control or location of the 

equipment under the Act. However, the 

taxpayer can choose the tax treaty provisions 

to the extent that they are more beneficial 

than the provisions of the Act. 

                                            

II, Chennai [2014] 360 ITR 257 (Madras High Court), 
Verizon Communication Singapore Pte Ltd. v. ITO, 

 The ITAT held that the definition of royalty 

under the tax treaty is exhaustive and not 

inclusive, and therefore it has to be given the 

meaning contained in the article itself and no 

other meaning should be ascribed to it. 

 Thus, the ITAT held that the payments 

received from Indian customers cannot be 

construed as royalty since the customers do 

not possess control over the property or 

server. There is no agreement to hire or lease 

out any equipment but it is only a service 

agreement. 

 With regards to the amendment in the Act, 

the ITAT held that in the absence of a 

corresponding change in the definition of 

royalty in the tax treaty, the retrospective 

amendment under the Act would not impact 

the tax treaty. 

 Thus, the ITAT concluded that the income 

earned by the taxpayer from Indian 

customers for rendering cloud computing 

services do not constitute royalty under the 

India-US tax treaty. 

 

 

International Taxation-I [2014] 361 ITR 575 (Madras 
High Court) 
7 Under section 9(1)(vi) of the Act 
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Our comments 

The issue of income characterisation in e-commerce transactions has become extremely significant in the Indian 

context with the tax authorities, in several cases, taking a position that the income received by foreign service 

providers for various e-commerce models is in the nature of ‘royalty’ or ‘Fees for Technical Services’ (FTS), both 

under the Act as well as under the tax treaty.  

 

This ruling reiterates the position that payment in respect of web hosting charges to a non-resident will not 

constitute royalty under the India-US tax treaty. It also reaffirms that the retrospective amendment to the 

definition of ‘royalty’ under the Act will not override tax treaty provisions.  

 

It is however, important for the taxpayers to carefully analyse the facts of each case along with the provisions of 

the Act and relevant tax treaty to determine the tax implications of such transactions. 
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