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Bad debts not a factor relevant to determination of arm’s length price for royalty

In Brief

In a recent ruling in the case of CA Computer Associates India Pvt. Ltd * (the
taxpayer), the Mumbai High Court (HC), ruled in favour of the taxpayer and
confirmed the decision of the Mumbai Income-tax Appellate Tribunal (the
tribunal) in relation to disallowance of royalty on sales to third parties which were
subsequently written off as bad-debts. The HC held as follows:

e Section 92C of the Income-tax Act, 1961 (the Act) does not either expressly or
impliedly consider bad debts to be a relevant factor in determining arm’s

L CIT v. CA Computer Associates India Pvt. Ltd. [ITA No. 20 of 2011]

length price (ALP) for royalty. Also, in the absence of any statutory provision,
bad debts cannot be a factor relevant to determination of ALP of the royalty
transaction.

Once it is accepted by the revenue authorities that the rate of royalty was not

under dispute, there can be no reduction in the value of royalty on account of
bad debts.

Unless there was an agreement to the contrary, the vendor or licensor is not
concerned with recovery of sale price from third parties. The two are distinct,
unconnected transactions. The purchaser's/licensee's obligation to pay royalty
is not dependent upon recovery of its sale price from customers.
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e The transactions, either between the taxpayer and its associated enterprise or
the taxpayer and its customers, are not colourable.

Facts

o The taxpayer had entered into a Software Distribution Agreement with CA
Management Inc. (CAMI), where under the taxpayer was appointed as a
distributor of CAMI’s products (software) to third parties in India. Under the
agreement, the taxpayer was liable to pay an annual royalty on all amounts
invoiced, at a rate of 30%.

e There was no dispute regarding the rate of royalty. However, royalty on sales
written off as bad-debts was disallowed by the transfer pricing officer
(TPO)/assessing officer (AO). The amount of bad-debts included even those
bad debts which arose on sales where the software had not worked at all or
where there were complaints regarding the quality of the products. Thus, it
was held that such cases should be dealt with on the basis that no sales had
been made, and therefore, royalty need not be paid to that extent.

e Aggrieved, the taxpayer appealed before the Commissioner of Income-tax
(Appeals) (CIT(A)), who rejected the taxpayer’s appeal, and made similar
observations as those made by the TPO/AO. Aggrieved with the CIT(A)’s
decision, the taxpayer appealed before the Tribunal.

Tribunal Ruling

The Tribunal concluded that non-recovery of sales value from third party
customers does not impact determination of the ALP in respect of the transaction
of royalty.

High Court Ruling

Aggrieved with the Tribunal’s decision, the Revenue appealed before the HC, and
raised the following substantial question of law, i.e., whether on the facts and
circumstances of the case and in law, the Tribunal was justified in deleting the
disallowance made of royalty paid by the assessee to CAMI for distribution of
software products in India without appreciating that the royalty had been paid on
the amount of bad debts even where the software had not worked at all. The HC
held as follows:

e Section 92C of the Act does not either expressly or impliedly consider failure of
the taxpayer's customers to pay for the products sold to them by the taxpayer
to be a relevant factor in determining ALP for royalty. Further, in the absence
of any statutory provision, refusal by third parties to pay for sales made by the
taxpayer cannot be a factor relevant to determination of ALP of the royalty
transaction.

e Once it is accepted by the revenue authorities that the rate of royalty was not

under dispute, there can be no reduction in the value of royalty on account of
bad debts.

e Unless there was an agreement to the contrary, the vendor or the licensor is
not concerned with whether its purchaser/licensee recovers its price from its
clients to which it has in turn sold/licensed such products. The two are
distinct, unconnected transactions. The purchaser's/licensee's obligation to
pay the consideration under its transaction with its vendor/licensor is not
dependent upon its recovering the price of the products from its clients.

e It was not suggested that the transactions in this case, either between the
taxpayer and CAMI, or the taxpayer and its clients, are colourable.

In light of the above, the HC answered the question of law in the affirmative, in
favour of the taxpayer.
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PwC observations

In a first of its kind ruling, for various reasons, the HC has made a clear distinction
between the transaction of royalty and the recovery or not of sales on which the

cannot be changed. On the other hand, ‘trade debtors’ refer to a balance which
changes as and when sales occur and also when recoveries are made or bad debts

royalty is computed. The HC has held ALP determination for the transaction of
royalty to be independent of the recovery of those sales, which have been used as a
base to compute the royalty. Although not articulated by the HC as a reason,
however, even from an accounting perspective, bad debts relate to ‘trade debtors’,

which in turn arise from sales. The transaction of sales is recorded as it occurs and
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are written off. Therefore, ‘recovery’ and ‘bad debt’ are in the context of the
outstanding balance of ‘trade debtors’ and not of sales.
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