Government of India
Ministry of Finance
Department of Revenue
Central Board of Direct Taxes

New Delhi, the 17" January 2013
Circular No. 12013

Subject: Issucs relating to export of computer software-Direet tax benefits-
Clarification rcg.

The Indian Software Industry has been the beneficiary of direct tax incentives under the
provisions like Scctions 10A, 10AA & 10B of the Income -tax Act, 1961 in respect of their
profits derived from the export of computer software. Those provisions prescribe incentives
10 “units” or “undentakings”, establishcd under different schemes, which are/were deriving
profits from export of computer software subject to fulfilling the prescribed conditions.

It has been represented by the software companies that several issues arising from the above
mentioncd provisions are giving risc to disputes between them and the Income-tax
" authorities lcading to denial of tax benefits and consequent litigation and, therefore, require
clarification. Various issucs highlighted by the Soflware Industry have been examined by
the Board and the following clarifications are hereby issned -

(a) CBDT had earlier issued a Circular (Circular No. 694 dated 23.11.1994) which
provided that a unit should not be denied tax-holiday under sections 10A or 10B
on the ground that the computer software was prepared ‘on-site’, ay long as it
was a product of the unit, i.e., It is produced by the unit. However, certain doubts
appear to have arisen following the insertion of Explanation 3 to scctions 10A
and 10B (vide Finance Act, 2001) and Explanation 2 to scction 10AA (vide
Special Economic Zones Act, 2005) providing that “the profits and gains
derived from on site development of computer software (including services for
development of saftware) outside India shall be deemed to he the profits and
gains derived from the export of computer software oulside India”, and a
clarification has been sought on the impact of the Explanation on the tax-benefits
as compared to the situation that existed prior to the amendments,

The matter has becn oxamined, In view of the position of law as it stands now, it
is clarified that the software developed abroad at a client’s place would be
cligible for benefits under the rcspective provisions, becausc these would
amount 1o ‘deemed cxport’ and tax benofits would not be denied merely on this
ground. However, since the benefity under these provisions can be availed of
only by the units or undertakings sct up under specified schemes in India, it is
necessary that there must exist a direct and intimate nexus or connection of
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development of software done abroad with the cligible units sct up in India and
such development of softwarc should be pursuant to a contract between the client
and the eligiblc unit. To this extent, Circular No. 694 dated 23.11.1994 stands
further clarified.

It has also been brought to notice that it is a common practice in the software
industry to depute Technical Manpower abroad (at the clicnt’s place) for
software development activities (likc upgradation, testing, mainiecnance,
modification, trouble-shooting ctc.), which often require frequent interaction
with the clients Jocated outside India. Due to the peculiar nature of software
development work, it has been suggested that such deputation of Technical
Manpower abroad should not be considered detrimental to the benefits of the
exemption under sections 10A. 10AA and 10B mercly because such activities arc
rendered outside the eligible units /undertakings.

The matter has been examined, Explanation 3 to sections 10A and 10B and
Explanation 2 to section 10AA clearly declare that profits and gains derived from
‘scrvices for development of software’ outside India would also be deemcd as
profits derived from export. Jt is therefore clarified that profits carned as a rosult

of deployment of Technical Manpower at the client’s place abroad specifically
for software development work pursuant to 8 contract between the clieat and the
eligible unit should not be denied benefits under scctions 10A, 10AA and 10B
provided such deputstion of manpower 15 167 hé aevelopmmicnt or-Sucrutrware
and all the prescribed conditions are fulfilled.
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As per the practice prevalent in the software development industry, generally two
types of agreement arc cotered into between the Indian software developer and
the forcign clienl. Master Services Agreemcnt (MSA) is an initial general
agresment between z foreign client and the Indian software developer setting out
the broad and general 1erms and conditions of busincss under the umbrelia of
which specific and individual Statement of Works (SOW) are formed. These
SOWs, in fact, enumerate the specific scope and nature of the particular task or
project that has to be rendered by a particular unit under the overail ambit of the
MSA. Clarifieation has been sought whether morc than one SOW can be
executod under the ambit of a particular MSA and whether SOW should be given
precedence over MSA,

The maltcr has been examined. 1t is clarified that the wax benefits under sections
10A, 10AA and 10B would not be denied merely on the ground that 2 scparate
and specific MSA docs not exist for cach SOW. The SOW would nonnally
prevail over the MSA in detcrmining the eligibility for tax benefits unlcss the
Assessing Officer is able to establish that there has been splitting up or
reconstruction of an existinng business or non-fulfilment of any other preseribed
condition.
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WHETHER, RESEARCH_AND DEVELOPMENT (RRID_ACTIVILIES PERTAINING 1Q
SQFTWARE,_REVELOPMENT WOULD BE COVERED UNDEK THE DECINITION OF
“COMPULER SOFTWARE" STPULATED UNDER, EXBLANATION 2 TO_SECTIONS 10A
AND 10B,

The definition of “computer softwarc™ stipulated under Explanation 2 to sections
10A and 10B includes “any customized electronic data or any product or service
of similar naturc, as may be notified by the Board....". The CBDT had alrcady
issued Notification No. 890(E) dated 26.09.2000 specifying such items. The
notification includes Engincering and Design but does not specifically include
Research and Development activities relawed 1o software development in respect
of which clarification has been sought,

After examining the matter, it is clarified that the services covered by the
aforesaid Notification, in particular, the ‘Engincering and Design' do have the in-
built elements of Research and Development. However, {or the sake of clarity, it
is reitcrated that any Research and Development activity embedded in the
‘Engineering and Design’. would also be covered under the said Notification for
the purposc of E.xplananon 2 to the above provisions.
- “UONS JQA, 10AA AND. 198 WOULD CONTINUE
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The vital factor in determining the above issue would be facts such as how a
slump-sale is made and what is its nature. Tt will also be important to ensurc that
the slump sale would not result into any splitting or recanstruction of existing
business. These arc factual issucs requiring verification of facts. 1t is, however,
clarified that on the sole ground of change in ownership of an undertaking, the
claim of excmption cannot be denied 1o an otherwise cligible undertaking and the
tax holiday can be availcd of for the uncxpired period at the rates as applicable
for the remaining years, subjcct to fulfilment of prescribed conditions.

WHETHER AT IS NECESSARY 10 MAINTAIN SEFARATE BQUKS OF ACCOUNT FOR AN
ASSESSEY, IN RESPECT QF ITS ELIGIBUE UNITS CLAIMING TAX BUNEFITS UNDLK
SECTIONS 10A AND [OB.

Since there is no requirement in law (0 maintain separate books of account, the
same camnot be insisted upon. However, since the deductions under these
sections are available only to the cligible units, the Assessing Officer may call
for such details or inforimation pertaining to different units to verify the claim
and quantum of exemption, if so required.

wu_rmw,g Iﬁx Em!:i-l K] ;mm»;g § r;;uQ_u QM CAN BE EELQ LRBY AN ELIGILE

This issue relates to cases where an eligible SEZ unit is shifted from one SEZ to
another SEZ on account of commercial exigencies. This shifting is permissible
under Instruction No.59 (F.No.C-4/2/2010-SEZ) issued by Department of
Commerce (SEZ Division), provided approval from the Board of Approvals
(BOA) has been obtained. Doubts have been raised whether such shifting of an
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cligible unit would deprive the univunderiaking of tax benefits, provided there is
ne splitting or reconstruction of an existing business.

The matter has been examined and it is clarificd that the tax holiday should not
be denied merely on the ground of physical relocation of an cligible SEZ unit
from one SEZ to another in accordance with Tnstruction No. 59 of Department of
Commcree (referred to above) and if all the prescribed conditions are satisfied
under the Income-tax Act, 1961. It is further clarified that the unit so relocated
will be ¢ligible to avail of the tax benefit for the unexpired period at the rates
applicable to such years.,
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EXPANSION OF THF EXISTING UNIT/AUNDERTAKING

Whether sctting up of new univundertaking in a location {covered by scctions
104, 10AA or 10B), where an eligible vnit is already existing, would amount to
expansion of such already cxisting unit is a matter of fact requiring examination
and verification. However, it is clarified that setting up of such a fresh unit in
itself would rot make the unit ineligible for tax bencfits, as long as the unit is sct-
up after oblaining nccessary approvals from the competent authorities; has not
been formed by splitting or reconstruction of an cxisting business; and fulfils u))
other conditions prescribed in the relevant provisions of law.

The above may be brought to the notice of all concerned.

ol

N

(SURABHI SHARMA)
Under Scerctary (ITA.L)
Telefax: 23093070

The Chairperson, Members and all other officers of the CBD'I of the rank of Under
Secretary and above.

All Chief Commissioncrs/Directors General of Income-tax.

The Director (PR, PP & OL}), Mayur Bhawan, New Delhi for printing in the quarierly
tax bullctin and for circulation as per usual mailing list (100 Copies).

The Comptroller and Auditor General of India (40 copies).

All Dirgctors of Income-tax, New Delhi.

The Director General of Income-tax, NADT, Nagpur.

Guard File.

(SURABHI SHARMA)
Under Sccretary (ITA.D



	IT_Circular_no_1_jan_2013

