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PREAMBLE

The purpose of this Ruling is to state the Conm ssioner's
views on the definition of "royalty" and "royalties" in subsection
6(1) of the Incone Tax Assessnent Act 1936 (the Assessnent Act)
and the various double tax agreenents in the Schedules to the
I ncone Tax (International Agreenents) Act 1953. The Ruling al so
provi des gui delines to distinguish between royalty paynents and
paynments for services. Wth respect to paynents for the
acquisition of conputer software, the general principles expressed
inthis Ruling will apply. However, a separate Ruling dealing
Wi th specific issues relating to conputer software will be issued.

2. The definition of "royalty" or "royalties" in subsection 6(1)
lists certain types of paynents that are to be treated as
royalties for purposes of the Income Tax Assessnent Act.

The definition is inclusive. Paynents that are "royalties" within
the ordinary neaning of that termconme within its scope. So too
do the types of paynents listed in the subsection.

3. The expanded definition wll apply for all purposes of the
Assessnent Act, including section 6C, paragraph 26(f) and D vision
3B of Part VI. The provisions concerning the collection of tax on
royalties paid to non-residents (Division 3B) are the subject of a
Ruling which is expected to issue shortly.
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4. The term"royalty" is also defined in Australia's double tax
agreenents in simlar terns to the subsection 6(1) definition,
except that the list of paynents which are defined as royalties is
I ntended to be exhaustive. Hence royalties within the ordinary
meani ng of the termwhich do not also cone within the treaty
definition are not royalties for purposes of the double tax
agreenents. Thus, for exanple, natural resource royalties are not
treated as royalties under the double tax agreenents.

5. To the extent that the treaty definition and the definition in
subsection 6(1) are the sane, the views expressed in this Ruling
in relation to the donestic |law definition wll apply equally to
the definition in double tax agreenents.

6. Wiere there is a conflict between the definition of royalties
for purposes of Australia' s donestic tax law and that in a
particul ar double tax agreenent, the definition in the rel evant
doubl e tax agreenment will override subsection 6(1) of the
Assessnent Act (subsection 3(9), Inconme Tax (International
Agreenents) Act).

SUMVARY

7. As a general proposition, a paynent for services does not
constitute the paynent of a royalty. However, a paynent for
services that are ancillary to, or part and parcel of, enabling
rel evant technol ogy, information, know how, copyright, nmachinery
or equipnent to be transferred or used will constitute a royalty
paynment. \Whether the paynent is a royalty paynent or a paynent
for services depends on the nature and purpose of the arrangenent
having regard to all the circunstances of the particul ar case.
Waile it is not practicable to exhaustively cover the issue, this
Rul i ng provi des sone guidelines.

RULI NG

8. This Ruling exam nes the distinction between royalty paynents
and paynents for services in three stages:

(1) by considering the ordinary neaning of the term
"royalty";
(i) then, by | ooking at how the definition in subsection

6(1l) extends the ordinary nmeaning; and finally

(1ii) by focussing on the differences between royalty
paynents and paynents for services.

O di nary Meaning of Royalty

9. The ordinary neaning of a royalty has been considered by the
Courts on many occasions. In Stanton v. F.C. of T. (1955) 92 CLR
630; 11 ATD 1 the Full Court of the High Court of Australia
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descri bed the essence of a royalty. The Court said at CLR page
641 (ATD page 4) that :

the nodern applications of the termseemto fall under two
heads, nanely the paynents which the grantees of nonopolies
such as patents and copyrights receive under |icences and
paynents which the owner of the soil obtains in respect of
the taking of some special thing formng part of it or
attached to it which he suffers to be taken".

Later, at CLR page 642 (ATD page 4) the Court stated:

10.

"In the case of nonopolies and the like the essential idea
seens to be paynent for each thing produced or sold or each
performance or exhibition in pursuance of the licence. 1In the
same way in the case of things taken fromthe |and the
essential notion seens to be that the paynent is made in
respect of the taking of sonething which otherwi se m ght be
considered to belong to the owner of the land in virtue of his
ownership. In other words it is inherent in the conception
expressed by the word that the paynents should be made in
respect of the particular exercise of the right to take the
substance and therefore should be cal culated either in respect
of the quantity or value taken on the occasi ons upon which the
right is exercised."”

The key characteristics of a coormon law royalty (i.e. a

royalty wthin the ordinary nmeaning of the ternm) were outlined by
R H Wellner, T.J. Vella and R S. Chippendale in Australian
Taxation Law, CCH Australia Ltd, 1989 at pages 272-273. They

identified that a conmmon |law royalty will normally have all of the
foll ow ng features :

(a) It is a paynent nade in return for the right to exercise a
beneficial privilege or right (e.g. to renove mnerals or
natural resources such as tinber, to use a copyright, or
to produce a play) - McCauley v. F.C. of T. (1944) 69 CLR
235; 7 ATD 427; E.C. of T. v. Sherritt Gordon Mnes Ltd
(1977) 137 CLR 612; 77 ATC 4365; 7 ATR 726. Anobngst ot her
t hi ngs, copyright can cover nusic, literary and artistic
wor ks, various fornms of nechanical, electronic and
bi ol ogi cal know edge, equi pnent and processes. Were, for
exanpl e, the copyright is licensed to soneone to
manuf acture and sell records, conpact discs, books, prints
of art works, notor vehicle engi nes, packaged conputer
software etc., for an anount based on the nunber of units
produced or sold, the anmount paid would be a royalty.

(b) The paynent is nmade to the person who owns the right to

confer that beneficial privilege or right - Barrett v.

F.C. of T. (1968) 118 CLR 666; Sherritt Gordon M nes Ltd,;
Case H9 76 ATC 39; 20 CTBR(NS) Case 64. However, the
paynment would still be a royalty if paid to another person
or otherwi se applied or dealt with at the direction of the
owner. Mbreover, paynents for the use of the right that
are made to a person who has been |icensed or sub-1licensed
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to deal with the right will also be regarded as royalty
paynent s.

(c) The consideration payable is determ ned on the basis of
the anobunt of use made of the right acquired - MCaul ey;
Stanton; Sherritt Gordon M nes; Case H9.

(d) The consideration payable will usually be paid as and when
the right acquired is exercised - MCaul ey; Stanton; Case
H9. However, a lunp sum paynent will be a royalty where
it 1s a pre-estimate or an after the event recognition of
t he amount of use made of the right acquired - 1.R
Conmm ssioners v. Longmans Green & Co Ltd (1932) 17 TC 272,
MIls v. Jones (1929) 14 TC 769; Constantinesco v. R
(1927) 11 TC 730.

How Subsection 6(1) Extends the Meani ng of Rovalty

11. Subsection 6(1) expands the neaning of royalty to include
certain amounts which may not be royalties within the ordinary
nmeaning of that term Many paynents covered by the definition
wll be royalties on general principles, e.g., a paynent for use
of a patent. Ohers, however, are royalties only by reason of
their inclusion in the definition, e.g., paynents for use of
scientific equipnent.

12. The definition includes as royalties anmounts paid or credited
for:

(a) the use of, or the right to use, any copyright patent,
desi gn or nodel, plan, secret formula or process,
trademark, or other |ike property or right;

(b) the use of, or the right to use, any industrial,
commercial or scientific equipnent;

(c) the supply of scientific, technical, industrial or
commerci al know edge or information (e.g. know how
paynents) ;

(d) the supply of any assistance that is ancillary and
subsidiary to, and is furnished as a neans of enabling the
application or enjoynent of, any such property or right as
is nentioned in paragraph (a), any such equi pnent as is
menti oned i n paragraph (b), or any such know edge or
information as is nentioned in paragraph (c);

(e) the use of, or the right to use, notion picture filns,
films or video tapes for use in connection with
tel evision, or tapes for use in connection with radio
br oadcasti ng; or

(f) a total or partial forbearance in respect of the use of,
or the granting of the right to use property of any of the
kinds referred to in paragraphs (a), (b) or (e), or the
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supply of know edge, information or assistance of any of
the kinds referred to in paragraphs (c) or (d).

13. The definition requires the dissection or apportionnent of a
paynent made partly as a royalty and partly as sonething else, to
ascertain how nuch of the paynent is to be classified as a royalty.
For exanple, a |unp sum paynent made under an agreenent providi ng
both for the outright sale of machinery used to produce certain
articles and for the right to manufacture and sell those articles
under a brand nane would be a royalty to the extent that it was
attributable to the right to use the brand nane. No hard and fast
rul es can be applied in determ ning how nuch of a paynent represents
a royalty. Each situation has to be resolved on its own particul ar
facts.

14. It is inportant to note that the definition enconpasses a
paynent for the use of, or the right to use, a right or property,
or for the supply of know edge or information or assistance, even
t hough the right, property or know edge etc., is not used
physically by the person nmaking the paynment or is not supplied
directly by the person to whomthe paynent is made. For exanpl e,
paynent by a filmdistributor to a non-resident for the
distributor's right to exploit a filmby allow ng cinema owners to
exhibit it wll be aroyalty. Simlarly, a paynent by an
Australian parent conpany to a United States' corporation for
know-how wi || be a royalty as defined whet her the know how and any
connected rights were to be used by the Australian parent conpany
or by its manufacturing subsidiary, and whet her the know how was
to be supplied directly by the United States' corporation itself,
or by a local or foreign conpany associated with that corporation.

15. The formof a paynent and the way in which it is conputed wl|
not be conclusive in determ ning whether or not the paynent is a
royalty under the definition. Nor will the description given to a
paynent in any agreenent between the parties be conclusive. |If,
having regard to the substance of the contract, a paynent falls
within the scope of the definition, it will be a royalty whet her
it is paidin a lunp sumor periodically. Unlike the ordinary
nmeani ng of royalty, it is not necessary for the paynent to be
calcul ated by reference to the degree of use of the property,
right or know how. For exanple, in the case of a film a paynent
wll be a royalty whether it represents so nuch for each show ng,
a lunp sumto cover an agreed nunber of showings or is a share of
the gross or net takings for exhibition of the film

Par agraph (a) of Rovalty Definition:

16. Paynents of the kinds described in paragraph (a) of the
definition do not require a great deal of explanation. The
concept of paynent "for the use of, or the right to use" covers
all forms of exploitation of a right or property short of outright
sale of the right or property. As to copyright, a paynent for the
right to produce, reproduce or exploit a work or other subject
matter in which copyright subsists will be a paynent for the use
of the copyright, whether or not the right is actually used by the
person paying the royalty. For exanple, paynents for the right to
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reproduce audi o or video tapes, or |aser or conpact discs, wll
cone within paragraph (a). Qher exanples of paynents for the use
of, or the right to use, copyright would include paynents to the
owner of a fanpbus painting to produce prints, or paynents to the
owner to produce books of original literary works.

17. The reference in the definition to "other |ike property or
right" is a reference to property or a right that is alike to any
of the previously naned itens. A paynent for a l|licence or
franchise to use a trade nane or distinctive shape or appearance
which is protected in equity by way of a passing off suit is one
exanpl e. A nunber of beverages are manufactured in Australia
under |icence and the paynents for those licences are royalties.

Par agr aph (b) of Rovalty Definition:

18. Paynents for the use of or the right to use industrial,
commercial or scientific equipnent formthe second category of
anounts that will be royalties. |In this context 'equipnent' does
not have a narrow neani ng and i ncludes such things as nachinery
and apparatus. A paynent for the rental of confectionary w apping
pl ant woul d be a royalty under this head, as would a paynent for
the hire of a conputer

Par agr aph (c) of Rovalty Definition:

19. Under paragraph (c) of the definition, paynents for the supply

of scientific, technical, industrial or comrercial know edge or

i nformation are royalties. In this context, the main type of
know edge or infornmation intended to be covered by this paragraph
Is what is generally referred to as "know how', i.e., undivul ged

techni cal know edge, infornmation, experience or technique that is
necessary for the industrial reproduction of a product or process.
Exanpl es of this would include technical data, sanples or
patterns, or details of processing or production nethods.

20. The scope of paragraph (c) of the definition is not entirely
clear. Paynents for know how cone within the definition. So too
do paynents for access to unpublished knowl edge or infornmation
gai ned through scientific, technical etc. experience. For
exanpl e, paynents for the supply of information on markets or
fashion trends would cone within the definition, as would paynents
for information concerning future technol ogi cal advances or
paynents for access to unpublished information contained in a

dat abase. On the other hand, paynents for published know edge or
I nformation, e.g. paynents for technical books or journals or
subscriptions to comrercial publications, would not be considered
to be royalties.

21. The words "the supply of ... know edge or information" are
used in their usual sense and inply the conmmuni cation or inparting
of know edge or information gained in any way - whether by

pur chase, experience, |earning, research, or otherw se. The
definition does not require that any special neans of

comuni cation be enployed. It wll be effective whether the

know edge or information is supplied in a verbal, witten,
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el ectronic or other form whether it is supplied directly or

t hrough an agent or enployee, and whether it is supplied at
regular or irregular intervals or on an ad hoc or once and for al
basi s.

Par agr aph (d) of Rovalty Definition:

22. Paragraph (d) of the definition extends the neaning of royalty
to cover paynents that are for the supply of any assistance that
Is ancillary and subsidiary to, and is furnished as a neans of
enabling the application or enjoynent of any property or right
referred to in paragraph (a), any equipnent referred to in
paragraph (b), or any know edge or information referred to in
paragraph (c). For exanple, in a contract for the supply of

rel evant property or know how, paynents under the contract
covering ancillary assistance given as a neans of enabling the
application or enjoynment of the property or know how are royalties
i rrespective of the extent of such paynents in relation to the
"pure" property or know how paynent. Ancillary and subsidiary
services could be perforned, for exanple, in pronoting the
transaction by denonstrating and expl ai ning the use of the
property, or by assisting in the effective inplenentation of the
property transferred, or by perform ng services under a guarantee
relating to such effective inplenentation

Par agr aph (e) of Rovalty Definition:

23. Paragraph (e) of the definition ensures that any paynents for
the use of, or the right to use, notion picture filnms, filnms or
video tapes for use in connection with television, and tapes for
use in connection with radio broadcasting are royalties. Were
these include original works, copyright would exi st and paragraph
(a) of the definition would also apply.

Par agraph (f) of Rovalty Definition:

24. Paragraph (f) extends the definition to cover anmounts paid or
credited for a total or partial forbearance in respect of the use
of, or the right to use, property of any of the kinds referred to
I n paragraphs (a) to (e). An exanple of this would be where a
person who has acquired the right to use an industrial process or
technology that is protected by patent or copyright, pays the
owner of the process or technology not to make the process or
technol ogy avail able to any other person. Paynents to prevent
anot her person obtaining a dealer franchise are anot her exanple.
Paragraph (f) was added to the definition to renmedy a defect
exposed by the Victorian Suprene Court's decision in Acktiebol aget
Volvo v. F.C. of T. 78 ATC 4316; 8 ATR 747. W thout paragraph
(f), transactions could be inplenented in a way that m ght result
I n paynents not being regarded as royalties because they are paid
for forbearance rather than for the use of the rel evant property.

Di stinction between Royalties and Paynents for Services Rendered

25. Paynents for services rendered and work done are not royalties
unl ess the services are ancillary to, or part and parcel of,
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enabl ing rel evant technol ogy, information, know how, copyright,
machi nery or equi pnent to be transferred or used. Wether the
paynent is a royalty paynent or a paynent for services depends on
the nature and purpose of the arrangenent giving rise to the
paynent. Only those paynents which are for the use of, or the
right to use, property or a right belonging to another person are
"royalties" within the definition.

26. Most commonly, it is the distinction between paynents for
services rendered and paynents for the supply of know how t hat
causes concern. Exanples of the types of paynents where this

I ssue arises include paynents nade for preparing or devel opi ng
desi gns, nodels, plans, drawings or other |ike property, or for
perform ng engi neering, research, testing, experinental or other

| i ke services. Paragraphs 28-36 bel ow set out sone guidelines for
di stingui shing between paynents for services and paynents for the
supply of know how.

27. The general characteristics of know how have been descri bed by
the courts in Mriarty v. Evans Medical Supplies Ltd (1957) 3 Al
ER 718, Rolls Royce v. Jeffrey (1962) 1 All ER 801 and J. Gadsden
& Co Ltd v. Commr of I.R (N Z.) (1964) 14 ATD 18. They have
descri bed know how as:

(a) not property in the usual sense;
(b) an asset, but not necessarily a capital asset; and
(c) sonet hi ng whi ch can be di sposed of for val ue;
whi ch can be exploited by its owner in one of the follow ng ways:
(d) by using it hinself in the process of his own trade;
(e) by communicating it to others by :
(i) outright sale; or
(ii) inparting it to sonme other trader, perhaps retaining
the right to use it in his own business or to share
it with others; or
(f) by retaining the asset intact and exploiting it by
applying it in the course of rendering services to
ot hers.

Di sti nqui shi ng El enents

28. Three inportant el enments energe which can be used as a basis
for distinguishing between a contract for the supply of know how
and one involving the rendering of services. These are that under
a contract for the supply of know how :

(a) a "product" (i.e. know edge, information, technique,
formula, skills, process, plan etc.) which has already
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been created or developed or is already in existence is
transferred,;

(b) the product which is the subject of the contract is
transferred for use by the buyer (i.e. it is supplied);
and

(c) except in the case of a disposition where the seller
di vests hinself conpletely of any further interest in the
product, the property in the product remains with the
seller. Al that is obtained by the buyer is the right to
use the product. Subject to the terns of the contract,
the seller retains the right to use the product hinself
and to transfer it to others.

29. By contrast, in a contract involving the performnce of
servi ces:

(a) the contractor undertakes to perform services which wl|
result in the creation, devel opnent or the bringing into
exi stence of a product (which may or may not be know how);

(b) in the course of devel oping a product, the contractor
woul d apply existing know edge, skill and expertise -
there is not a transfer (i.e. supply) of know how fromthe
contractor to the buyer as such but a use by the
contractor of his know edge for his own purposes; and

(c) the product created as a result of the services belongs to
the buyer for himto use without having to obtain any
further rights in respect of the product. However, in the
course of rendering services the contractor would, in nost
cases, also produce as a by-product a work (e.g. plan,
desi gn, specification, report, etc., - which could contain
know edge, etc. not otherw se known to the buyer and which
may or may not be protected by patents, etc..) in which
copyright would subsist. Unless specifically agreed
ot herwi se, the contractor is the owner of such copyright
and the buyer or any other person is, by law, precluded
fromusing the property in which the copyright subsists
for any purpose other than the purpose for which it was
originally designed without first obtaining the approval
of the contractor. This would not alter the nature of the
contract which would remain one for the perfornmance of
servi ces.

30. Fromthe distinctions drawn above, another very inportant
factor energes which, in itself, can be used to a |arge extent in
di stingui shing between the two types of contracts. The factor
concerned is the incidence of cost, i.e., both the level and the
nature of the expenditure incurred by the seller in making the
"product” (which is the subject of the contract) available to the
buyer.

31. In nost cases involving the supply of know how which is
already in existence there would appear to be very little nore
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whi ch needs to be done by the supplier other than to copy existing
mat eri al, except perhaps for updating or detailing certain
aspects, in which case very little expenditure would be incurred.
On the other hand, a contract for the performance of services
would, in the majority of cases, involve a very nuch greater |eve
of expenditure. However, this would vary considerably from case
to case, e.g., there would probably be a very nmuch | ower |evel of
expenditure incurred by an architect in designing a house than
there would be in designing, say, a nmulti-storey building where
much nore research and detail ed drawi ng woul d be needed.

32. The second aspect of the expenditure elenment is the nature of
the expenditure incurred by the contractor. 1In this regard, a
contract for the performance of services would, depending on the
nature of the services to be rendered, involve the contractor in
such itens of expenditure as salaries and wages to enpl oyees
engaged in researching, designing, testing, drawi ng and ot her
associ ated activities, paynents to sub-contractors for the
performance of simlar services, purchase of parts for testing and
costs associated with site and feasibility studies, as well as
managenent and over head expenses of types which would nornally be
I ncurred by a contractor in the course of perform ng such
services. The general purport of this paragraph - that in know
how cases the incone recipient can be expected to have a | ow | evel
of expenses whereas in cases where services are rendered expenses
wi |l usually be substantial - inplies that a paynent that is

whol Iy a rei nbursenent of deductible expenditure is nost |ikely
not to be a royalty.

33. Although each of the factors nentioned in the foregoing
paragraphs are particularly relevant and nust, of course, be given
due wei ght when exam ning the nature of any contract, they al

point to the one main distinctive feature of knowhow - that it is
an asset and, as such, it is something which is already in

exi stence and is not sonething brought into being in pursuance of

the particular contract. |In these circunstances, therefore, it is
considered that in any case being exam ned the first question to
be answered is: Is the contract one for the supply, for use by the

"buyer"”, of a "product” which is already in existence (or
substantially in existence), or is it one which requires the
contractor to apply special skills and know edge for his own
purposes in order to bring the "product"” into existence for the
buyer? In the first case the contract is for the supply of know
how and will give rise to a royalty. 1In the second it will be a
contract for services rendered.

34. Paynents for design, engineering or construction of plant or
bui l di ngs, feasibility studies, conponent design and engi neering
services woul d generally be regarded as being in respect of a
contract for services, unless there is sone provision in the
contract for inparting techniques and skills to the "buyer".

Apportionnent where Know how and Services are Provided

35. In cases where both know how and services (other than
ancilliary services) are supplied under the sanme contract, an
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apportionnment of the two elenents of the contract should be made.
If the contract provides for separate paynents for the know how
and for the services, this apportionnment nay be accepted provided
t he anbunt of the paynents appear reasonable in relation to the
services to be perforned. |If no allocation is made, or if the

al |l ocati on appears unreasonabl e, an apportionnment wll be fixed
according to the features of the particul ar case.

36. One way of apportioning the price in a contract that requires
paynents of an undivi ded sum would be to proceed on the basis of
details of the "sale price" of each conponent obtained fromthe
transferor conpany. |t may be necessary to apportion the total
contract price on the basis of the estimted cost of providing the
services. For this purpose, an accountant's certificate wll
general ly be acceptabl e evidence of the estimated cost. It may be
necessary in these cases to increase the estimted cost by the

i nclusion of a normal profit margin in order to arrive at the
anount to be allocated for the "unassoci ated” services to be

per f or ned.

COVM SSI ONER OF TAXATI ON
28 Novenber 1991
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