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ATO issues draft ruling on software and 

royalty withholding tax  
Snapshot 

 

On 25 June 2021, the Australian Taxation Office (ATO) published Draft Taxation Ruling TR 2021/D4 (Draft 

Ruling), which addresses the circumstances in which receipts from the licensing and distribution of software 

will be royalties as defined in Australian domestic law.  

With effect from the same date, the ATO also withdrew its long-standing ruling on computer software 

(Taxation Ruling TR 93/12 (Old Ruling)). 

The Draft Ruling provides guidance to software owners, software distributors and end users of software, and 

sets out the ATO’s views of the tax law applicable to three software distribution models: 

• Packaged software 

• Digital downloading of software, and 

• Cloud computing arrangements. 

  

25 June 2021 

Australia 2021/12 



2 

The Draft Ruling confirms that consideration for ‘simple use’ of software, where a licensee’s use of copyright 

is restricted to no more than is necessary to facilitate the use of the software would not be regarded as a 

royalty under the domestic definition.  

However, in what will be viewed by many as an expansion of the domestic royalty base, the Draft Ruling 

distinguishes the example of simple use from situations in which an intermediary entity (e.g. a local 

‘software distributor’) is considered to have paid for the right to ‘stand in the shoes’ of a ‘software owner’ (as 

owner of the relevant copyright) with the consequence that those payments are to be characterised as 

royalties under domestic law. This is in contrast to the Old Ruling that held that payments for a licence for 

simple use only of computer software are not royalties, irrespective of whether the software is acquired by a 

distributor for sub-licencing to end-users or by end-users directly.  

The determinative question in the Draft Ruling can be summarised as asking whether the relevant 

distribution agreement has conferred exclusive rights of a copyright owner on the distributor. If it has, then 

payments made under that agreement may be considered royalties by the ATO under domestic law. This 

issue is complex and the eight examples provided in the ruling (summarised diagrammatically in 

Attachment A) may not provide clarity for all taxpayers, as discussed further below. 

The Draft Ruling when finalised is to apply both before and after its date of issue. However, the Old Ruling 

which applied to some of the arrangements covered by the Draft Ruling, can be applied historically to the 

extent it has been relied on.   

Subject to further ATO clarification, the Draft Ruling could therefore have a significant effect on existing 

software distribution arrangements, including those arrangements recently restructured to eliminate any risk 

under the Multinational Anti-Avoidance Law (MAAL), as well as businesses planning for entry into the 

Australian market – including exposure to royalty withholding tax of up to 30% on relevant cross-border 

payments, subject to the operation of any applicable double tax agreement (DTA).   

Businesses should immediately review their existing arrangements involving the licensing or distribution of 

software in Australia, particularly those involving intermediaries, to consider the potential effect of the Draft 

Ruling on their business - including supply chain structure, after-tax cashflow modelling and financial 

statements. 

Legislative context rules 

The Draft Ruling considers the scope of the definition of royalty in section 6(1) of the Income Tax 

Assessment Act, 1936 which, inter alia, includes payments for: 

(a)  the use of, or the right to use, any copyright, patent, design or model, plan, secret formula or 

process, trademark, or other like property or right; 

(c)  the supply of scientific, technical, industrial or commercial knowledge or information; 

(d)  the supply of any assistance that is ancillary and subsidiary to, and is furnished as a means of 

enabling the application or enjoyment of, any such property or right as is mentioned in paragraph (a) 

…… or any such knowledge or information as is mentioned in paragraph (c) … 

The Draft Ruling notes that the definitions of royalty in Australia’s DTAs are generally “in similar terms”. As 

always, the specific terms of any applicable DTA will need to be considered. 

The Australian tax position will ultimately depend upon the relevant agreements, and the facts and 

circumstances together with an analysis of the Australian domestic law and any applicable DTA. 
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What has changed from the Old Ruling? 

For almost three decades, taxpayers have relied on the Commissioner’s position in the Old Ruling1 that: 

1. Consideration for the granting of a licence to reproduce or modify a computer program in a manner that 

would, without the licence, constitute an infringement of copyright is a royalty; 

2. Consideration for the supply of know-how, including supply of source code or algorithms of a program, is 

a royalty 

3. A payment for transfer of all rights and proceeds from sale of integrated hardware and software and 

tangible media on which software is embodied is not a royalty 

4. Consideration for a licence granted that allows only simple use of software is not a royalty, irrespective 

of whether the software is acquired by a distributor for sub-licencing to end-users or by end-users 

directly. 

The ATO has been considering for the past few years how these positions are to be applied to modern 

methods of distribution such as digital download and cloud arrangements (including software-as-a-service). 

The Draft Ruling now publicly sets out the ATO’s view, in particular providing examples of scenarios where 

software distributors could be subject to royalty withholding tax on payments to the licensor (i.e. the 

copyright holder). 

The most important implication of the Draft Ruling is in relation to the treatment of payments made under 

an agreement for the distribution of software via an intermediary: 

• In the Old Ruling it was noted that payment for a licence for simple use of software is not a royalty, 

irrespective of whether the software was acquired by a distributor and is sub-licenced to the end-users, 

or licenced to end-users directly2. This conclusion was based on the rights ultimately obtained by the 

end-user, being ‘simple use’ rights – that is, rights to use the software as designed, with limits on the 

number of computers or devices it may be installed on, and limits on the ability to transfer the software, 

or make copies or adapt the software. Thus, where the distributor only has the right to sub-licence 

simple use rights to the end-user, it would be no different to the software copyright holder licencing 

those simple use rights directly.  

• The Draft Ruling now states that a payment by a software distributor for the right to sub-licence the use 

of software is a royalty whether the payment by the distributor is for the right to grant licences for the 

simple use of the software or to grant licences which confer more extensive rights3. The Draft Ruling 

asserts that the ability to grant any such licences is a right that is the exclusive right of the copyright 

holder. Thus, where the distributor obtains such rights, even if it is rights to sub-licence simple use 

rights, the distributor is seen by the ATO as “using” the copyright, and therefore payments made by the 

distributor are royalties. The ATO position in this respect appears to result in an odd commercial 

outcome – whereby simple use licences granted directly to the end-user, or distribution agreements that 

do not involve the requirement by distributors to sub-licence to end-user (e.g. in the case of distribution 

of tangible packaged software), do not attract royalty treatment, but the involvement of a distributor 

with rights to sub-licence simple use software would attract royalty treatment.  

In the Draft Ruling, the ATO relies on the definition of copyright in subsection 31(1) of the Copyright Act 

1968. That is, that a right to reproduce, adapt, or communicate software is an exclusive right of a copyright 

holder4, as is the right to ‘authorize’ a person to do such an act5. Although the characterisation of rights to 

reproduce and modify or adapt software as royalties is consistent with examples contained in the OECD 

commentary6, it is the Draft Ruling’s commentary on other rights satisfying the element of ‘communication’ 

or ‘authorization’ that may be surprising. For example, merely making software “accessible to or … used by 

an end user via cloud based technology such as software-as-a-service … without being downloaded on the  

 

 

1 The Old Ruling also addressed the assessability of receipts as well as the treatment of trading stock.  The Draft Ruling does not 
address these matters as the ATO considers them to be “well understood” and will be dealt with under separate guidance to be 
included on the ATO website. 
2 Paragraph 29, Old Ruling  
3 Paragraph 75, Draft Ruling 
4 Paragraph 56, Draft Ruling 
5 Paragraph 63, Draft Ruling 
6 Paragraph 13.1 OECD Commentary 
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end user’s computer or device” is considered sufficient in the Draft Ruling to communicate software, while in 

a digital download model, the distributor is considered to ‘authorise’ the end using to reproduce the software 

as part of the process of installing the software.  

This “extension” of copyright is stated by the ATO to seek to address the challenges of copyright in the 

digital age by improving copyright protection in an online environment7. The Draft Ruling does suggest, 

however, that there can still be distribution arrangements that do not involve use of the copyright, providing 

as an example (see Example 6 below) distribution of a shrink-wrapped, or a packaged computer game. On 

the other hand, examples in which the distributor does not have rights to reproduce or modify software 

(Example 4) or where it has none of the exclusive rights of a copyright owner other than to specify the 

terms on which the customer can use the software (Example 5) are both held to result in the payment of 

royalties. This is potentially inconsistent with international practice and at odds with the guidance in the 

OECD commentary8, inviting questions as to whether there could be inconsistencies between the 

characterisation of payments under Australia’s domestic definition and treaty definitions and potential 

conflicts between the ATO view and tax authorities in treaty countries.  

The most notable point of difference in these examples which taxpayers will inevitably be drawn to, is that 

the end-user licence agreement remains between the end-user and the copyright owner in Examples 3 and 

6, whereas it is between the customer and distributor in Examples 4 and 5. As a result of this view, foreign 

software owners who have responded to ATO MAAL risk assessments by restructuring their Australian sales 

into a local distributor may now find the ATO asserting an additional taxing right that would not otherwise 

have arisen.  

Taxpayer’s should also be aware of the attribution of the character of the primary services to related 

ancillary services (see Examples 7 and 8).  

What should businesses do? 

• The practical application of the Draft Ruling will be fact specific. Businesses should immediately review 

their existing arrangements involving the licensing or distribution of software in Australia to consider 

whether the arrangements could be considered to confer copyright in the manner described in the Draft 

Ruling. This may include obtaining specialist advice on the operation of Australian copyright law to the 

particular facts.  

• The provisions of any relevant DTA, as modified by the Multilateral Instrument if applicable, should be 

considered to determine whether the effect of the DTA is inconsistent with Australian domestic law. If 

relevant, this may require an analysis of the principal purpose test in connection with any relevant 

limitation of benefits provision.  

• To the extent there is a potential new exposure to royalty characterisation under the Draft Ruling 

businesses should model the potential historical withholding tax cost and whether such amounts would 

be creditable in the country of the royalty recipient, having regard to the domestic law in that other 

country together with any relevant DTA.  

• Consequential implications for financial statement measurement of tax positions as well as transfer 

pricing compliance (see Attachment B) should also be evaluated.  

• Businesses may also use this as a catalyst to review and modernise their existing supply-chain 

arrangements having regard to the Draft Ruling and Australian tax system changes in response to the 

digital economy including the Multinational Anti-Avoidance Law and Diverted Profits Tax.  

Submissions 

The ATO is requesting comments on the Draft Ruling by 23 July 2021, including specifically on “the proposed 

date of effect”. 

 
  

 

 

7 Paragraph 62 Draft Ruling 
8 Paragraph 14.4 and 17.3 OECD Commentary 
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Attachment A: Diagrammatic summary of examples from the Draft Ruling 

Example 1: Licence to reproduce software 

Ruling outcome: Royalty 

 

 

 

Example 2: Licence to modify software including access to source code 

Ruling outcome: Royalty 
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Example 3: Licence for the simple use of software 

Ruling outcome: Not a royalty 

 

 

 

Example 4: Software distribution agreement conferring right to enter into EULA 

Ruling outcome: Royalty 
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Example 5: Software distribution agreement conferring the right to enter into cloud services 

agreements 

Ruling outcome: Royalty 

 

 

 

Example 6: Software distribution agreement not conferring copyright 

Ruling outcome: Not a royalty 
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Example 7: Services ancillary to the modification of software 

Ruling outcome: Royalty  

 

 

 

Example 8: Services ancillary to the simple use of software 

Ruling outcome: Not a royalty  
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Attachment B: Transfer pricing implications 

From a transfer pricing perspective, the Draft Ruling raises a number of matters that taxpayers would need to 

consider: 

1. Impact on existing formal arrangements with the ATO (for example, Advance Pricing Arrangements, 

settlement deeds). 

2. The “unbundling” of hardware/software where the software component extends beyond simple use 

rights. 

3. How to address the regular payments made by the distributor to its foreign related party supplier (and 

the typical transfer pricing methods that underpin such payments). 

4. Review of existing intercompany agreements  

Where taxpayers have entered into formal arrangements with the ATO, for example an Advanced Pricing 

Arrangement or a settlement deed (as typical for software distribution type arrangements that have been 

restructured under the Multinational Anti Avoidance Law provisions), the characterisation (and withholding tax 

obligations) of any payments being made to offshore related parties may have already been considered and/or 

signed off by the ATO in some cases.  

The Draft Ruling will not apply to taxpayers to the extent it conflicts with the terms of settlement of a prior 

agreed dispute. Whilst this may give taxpayers some comfort where a settlement deed has been entered, it 

remains to be seen whether the ATO will respect prior undertakings entered into through the APA process. 

Furthermore, for those taxpayers currently within the APA program, it would be expected that the ATO would 

include the characterisation of any outbound payments to related parties as a collateral issue for resolution 

prior to agreeing to an APA.  

Close review will now be required for those taxpayers where both hardware and software are being imported 

and re-sold into the Australian market. As noted in the Draft Ruling, proceeds from the sale of goods where 

hardware and software are sold to end-users in a bundled or integrated form, without separate pricing, are not 

considered royalties. However, this is only limited to cases where the end-user is only granted a simple use 

right of the software. To the extent the Australian distributor is receiving a right beyond that to license to an 

end-user for simple use, any payments being made to the related affiliate overseas (where such payments 

themselves are not separately priced) would require careful judgment as to the apportionment between the 

hardware and software components. Taxpayers will need to work with their overseas suppliers to determine a 

“fair and reasonable” apportionment of the payments to be made.  

A typical transfer pricing approach for an inbound software distributor is to set a “target” profit margin 

(expressed as a percentage of sales) for its import and distribution activities. Throughout the financial year, 

outbound payments to related affiliates may be set on a budgeted level of sales and associated operating 

expenditure. A “true up/down” is then posted monthly, quarterly, or annually. Where such outbound payments 

are now subject to royalty withholding tax, an accurate determination of withholding tax to be levied on such 

payments may not be known for some time, depending on the regularity with which the taxpayer reviews its 

profit outcomes. In circumstances where this results in underpayment of royalty withholding tax, the taxpayer 

may be exposed to penalties and interest. Where it results in overpayment, a refund may be available.  

Taxpayers should ensure they continue to review their arrangements, ensuring adherence to arm’s length 

principles and document their arrangements with regard to ATO guidance such as this Draft Ruling, Taxation 

ruling TR 2014/8 (Income tax: transfer pricing documentation and Subdivision 284-E) and Practical 

Compliance Guide PCG 2021/D4.  
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