FRANCHISE AGREEMENT BETWEEN ABC FRANCHISE CORPORATION (NEVADA CORPN.)  AND XYZ.COM INDIA PVT. LTD.
1. Background

ABC Franchise Corporation ("ABC") is engaged in the business of licensing independent trading & financial education & training centers that utilizes its unique System (distinctive format and method of doing business developed and used for the operation of Online Trading Academy Franchised Business) and Intellectual Property (software, data, information, Manuals, Marks, Confidential information & trade secrets, Course Materials and all other proprietary, copyrightable materials) used in the operation of the System.

XYZ.com India Pvt. Ltd. ("XYZ") desires to set up and operate such Online Trading Academy Centers in India as a franchisee.

1.1 Scope of Franchise Agreement

ABC has awarded franchise to XYZ to operate Online Trading Academy Centers in India and ABC utilizes its own Intellectual Property and the System in the operation of such centers. Such franchise has been awarded for a term of 10 years.

1.2 ABC's Role, Obligations and Rights

i. To provide all Course Material content free of charge to XYZ
ii. To provide initial training to XYZ's initial General Manager, sales personnel and instructors of between two to five weeks at ABC's corporate headquarters. All salaries & expenses to be borne by XYZ.

iii. ABC may charge up to $ 150 per day per person for training more than three of XYZ's attendees at the Training or supplemental  training requested by it

iv. Conduct mandatory yearly meeting to discuss the business activities. XYZ to attend at its own costs

v. Conduct optional or mandatory staff training courses, seminars, etc at its corporate training center. Costs to be borne by XYZ
vi. ABC agrees to provide, at its cost, on-site consultations in implementing the System. Consultations shall be on such length, at such times and by such personnel that ABC considers appropriate in its business judgment

vii. ABC will find an instructor in its system who will be willing to work with XYZ in India helping it to conduct classes until a local cadre of instructors in India can be hired and trained to teach these classes. ABC would help in negotiating a reasonable cost for these services and make suitable arrangements with the instructor, and XYZ would bear all costs of this arrangement 

viii. ABC will attempt to assist XYZ with replacement instructors on a temporary, “as available” basis at XYZ's costs and expenses

2. XYZ's Role, Obligations and Rights

i. To open at least 5 centers within 60 months at Mumbai, Delhi and in any other city

ii. To purchase Course Materials from ABC / designated suppliers

iii. To purchase certain designated Products and services directly from ABC's designated suppliers

iv. May replicate and translate the Course Materials content and / or Educational Products into localized content using the ABC brand, content standards and business processes without any copyrights to XYZ as that will always belong to ABC
v. May create original Course Material content / Educational Products  to be used in India under the ABC brand, standards and processes

vi. All Intellectual Property rights in such modified Course Material content / Educational Products and in franchisee created content / educational products shall belong to ABC
vii. Locate & select site(s) for the Centers and submit lease and all site-related documents to ABC
viii. To comply with all standards and specifications regarding design, decoration, layout, equipment, furniture, fixture, signs, etc.

ix. Use only designated equipment and suppliers approved by ABC
x. Spend at least $ 3,000 on a grand opening marketing program for each Center

xi. Pay Franchise fees of $ 300,000 in three parts

xii. Pay Royalty fees @ 10% of the Gross Volume generated each month

xiii. Contribute 3% of the Gross Volume per month to a Marketing Fund established for promotion of ABC Centers and Brand

xiv. Pay Portal subscription Fees not exceeding $ 100 per center per month for utilizing web-based, proprietary application for use in connection with the Franchised Business

xv. Pay website hosting charges of $ 200 per center per month

xvi. Pay Search Engine Key Word Positioning Fee of $ 300 per center per month

2.1 Intellectual Property

XYZ has a non-exclusive right to use the Intellectual Property. ABC has all the rights in and to the Intellectual Property. The ABC brand belongs to ABC. Goodwill relating to the business shall be owned by XYZ.

XYZ shall use the Intellectual Property as the sole identification for the Centers. It cannot use any other Mark or commercial identification as part of business or trade name.

Thus XYZ obtains course material, training manuals and uses incidentally the logo / Trade Mark of ABC without any rights being transferred to XYZ.

3. Applicability of provisions of Indian Income-Tax Act, 1961to the Franchise Agreement

Sec. 9(1)(i) provides that all income accruing or arising through or from any business connection in India shall be deemed to accrue or arise in India and accordingly shall be included in the total income of a non-resident as per Sec. 5(2). As ABC derives income from Centers operating in India under franchise for a term of 10 years, it can be said it is deriving income from a business connection in India.

However, Section 9(1) further deals with specific sources of income such as salary, dividend, interest, royalty and fees for technical services. It is well settled in law that when specific provisions exist, they shall prevail over general provisions. Hence, provisions of Sec. 9(1)(vi) regarding royalty income and Sec. 9(1)(vii) regarding fees for technical services need to be examined.

a) Royalty

Royalty is defined in Explanation 2 to Sec. 9(1)(vi). Sub-clause (i) defines royalty as consideration for the transfer of all or any rights (including the granting of a licence) in respect of a patent, invention, model, design, secret formula or process or trade mark or similar property. 

The Franchise Agreement grants a right to XYZ to use ABC's Marks and Intellectual Property. It needs to be examined whether such a grant of rights attracts this sub-clause and deems the entire consideration to be treated as royalty.

ABC is in the business of licensing its ABC-branded education and training centers. It is replicating its business model by way of franchising the same to other independent operators. For effective brand-identification and promotion of the business activity as well as implementation of its established business processes & procedures, it requires the franchise to operate under its trade marks. Hence, the granting of such right to use the trade mark is incidental and ancillary to its main business of franchising. It is important to note that such rights are granted on an non-exclusive basis and ABC retains all ownership rights over the intellectual property including trade marks and the ABC brand. 

Hence it can be concluded that the entire consideration cannot be said to be in nature of royalty. At the most, as granting of rights over trade marks is only incidental in nature, a small part of the consideration may be attributable to royalty income. 

b) Fees for Technical Services

It is defined in Explanation 2 to Sec. 9(1)(vii) as any consideration (including any lump sum consideration) for the rendering of any managerial, technical or consultancy services (including the provision of services of technical or other personnel) but does not include consideration for any construction, assembly, mining or like project undertaken by the recipient or consideration which would be income of the recipient chargeable under the head “Salaries”.

As ABC is providing its System which is a distinctive format and method of doing business in the education and training Centers, it is in nature of consultancy services, the  consideration for which can be said to be in the nature of Fees for Technical Services that is taxable under this clause.

In terms of Sec. 90(2) of the I.T. Act, in cases where a Double Taxation Avoidance Agreement has been entered into by India with the country of the non-resident, provisions of the I.T. Act shall apply to the extent they are more beneficial to the non-resident. Hence, in the instant case, provisions of the India - USA DTAA need to be examined to determine the taxability of the consideration under the Franchise Agreement as Fees for Technical Services and whether that would be more or less beneficial to the ABC.

4. Applicability of provisions of India - USA DTAA to the Franchise Agreement

I . Article 12 - Royalties and Fees for Included Services:

As discussed in Para 3 above, the consideration is in the nature of Fees for Technical Services under the Indian I.T. Act. The corresponding provisions under the India-USA DTAA are specified in Article  12 dealing with Royalties and Fees for included services which are defined as under:

3. The term “royalties” as used in this Article means :

    (a)  payments of any kind received as a consideration for the use of, or the right to use, any copyright or a literary, artistic, or scientific work, including cinematograph films or work on film, tape or other means of reproduction for use in connection with radio or television broadcasting, any patent, trade mark, design or model, plan, secret formula or process, or for information concerning industrial, commercial or scientific experience, including gains derived from the alienation of any such right or property which are contingent on the productivity, use, or disposition thereof ; and

    (b) payments of any kind received as consideration for the use of, or the right to use, any industrial, commercial, or scientific equipment, other than payments derived by an enterprise described in paragraph 1 of Article 8 (Shipping and Air Transport) from activities described in paragraph 2(c) or 3 of Article 8.

      4.  For purposes of this Article, “fees for included services” means payments of any kind to any person in consideration for the rendering of any technical or consultancy services (including through the provision of services of technical or other personnel) if such services :

    (a) are ancillary and subsidiary to the application or enjoyment of the right, property or information for which a payment described in paragraph 3 is received ; or

    (b) make available technical knowledge, experience, skill, know-how, or processes, or consist of the development and transfer of a technical plan or technical design.

The memorandum of understanding  to the said DTAA  defines the terms "technical services" and

"consultancy services", which are the only types of services that are considered "included

services" provided  they are described in subparagraph (a) or (b) of paragraph 4 and are not excluded under paragraph 5. A technical service means a service requiring expertise in a technology. A consultancy service means an advisory service. These two categories are to some extent overlapping because a consultancy service could also be a technical service. However, the

category of consultancy services also includes an advisory service, whether or not expertise in a

technology is required to perform it. Thus, under paragraph 4(b), consultancy services which are

not of a technical nature cannot be included services.

As already discussed and concluded earlier,  the nature of services to be provided by ABC to XYZ under the Franchise Agreement is in the form of consultancy services. However, to attract the provisions of para 4(a), such services should be ancillary or subsidiary to the application or enjoyment of the right to use ABC's trade marks and intellectual property which is clearly not the case. In fact, the reverse is happening in the instant case as, ABC , by way of a franchise is replicating its successful business model of operating education & training centers and for that purpose is granting non-exclusive rights to its trade marks thus making it incidental or ancillary to the franchise activities. Provisions of para 4(a) are therefore not applicable.

Further, as discussed, these consultancy services are not technical requiring expertise in a technology  and hence are advisory in nature. Thus, these services do not fall within the ambit of provisions of para 4(b) and it can be concluded that the consideration under the Franchise Agreement cannot be regarded as Royalty or Fees for included services under Article 12.

II.  Articles 5 &7 - Permanent Establishment and Business Profits:
It is clear that consideration payable to ABC is in the nature of business income for ABC. Article 7 of the said DTAA deals with business profits and provides that such profits can be taxed in the source state provided it carries on business through a Permanent Establishment ('PE') in the source state but only so much of the profit as is attributable to that PE. Hence, it needs to be examined whether ABC has a PE in India. 

Article 5(1) of the said DTAA defines a PE as a fixed place of business through which the business of an enterprise is wholly or partly carried on. Article 5(2) lists the specific inclusions in the term PE. Sub-clause (l) applies to the instant case and is as reproduced hereunder:

(l)  the furnishing of services, other than included services as defined in Article 12 (Royalties and Fees for Included Services), within a Contracting State by an enterprise through employees or other personnel, but only if:

   (i)  activities of that nature continue within that State for a period or periods aggregating more than 90 days within any twelve-month period ; or

  (ii)  the services are performed within that State for a related enterprise [within the meaning of paragraph 1 of Article 9 (Associated Enterprises)]
As per the terms of the Franchise Agreement, its is XYZ's responsibility to identify, locate, set-up and operate the centers in India. It is clearly evident that ABC is not operating in India through a fixed place of business. However, ABC is obligated to provide, at its cost, on-site consultations in implementing the System for such length of time and at such times and by such personnel that ABC considers appropriate in its business judgment. In case its personnel are present in India for more than 90 days in any twelve-month period, it would attract the above-mentioned provisions of Article 5(1)(l) and be deemed to be operating from a PE in India and profits attributable to this PE would be taxable in India. 

Hence actual data on the number of days that ABC's personnel were present in India is required to assess the existence or otherwise of a PE in India. In case such period is less than 90 days, the consideration would not be subject to tax in India , as it is in the nature of business income from activity carried out without a PE in India.

