Maze of Complexities Surrounding JDA’s     


With the Joint Development Agreements (JDA) becoming a ‘rage’ today in the construction industry we can witness a large number of Land Owners preferring JDA’s with developers to an outright sale of land. The various kinds of arrangements between the land owners, developers and contractors have given rise to VAT and Service Tax complexities. We have made an attempt in this article to understand this maze of complexities particularly in the light of service tax law.   

Let us consider the following illustration as enumerated below
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In the above case, Mr. L and Mr. D enter into a JDA, wherein Mr. D undertakes to develop the Land belonging to Mr L into Residential /Commercial units for sale. Mr L and Mr D agree on apportioning the constructed units amongst them as consideration for the land or effort. Further Mr. D enters into contract with Mr. C for construction of building. Mr. L and Mr. D may enter into agreements with prospective buyers to sell the apartments.
 Who is liable to VAT and/or Service Tax? 

Situation I:
· Building constructed is, either a residential building consisting of more than twelve units or, is a commercial building.
· Apartment is sold to purchaser after the building is completed. 

Mr. L and Mr. D are selling the flats/units as a completed unit. As the same amounts to sale of immoveable property no liability on account of either VAT or Service tax can arise.  
However Mr. C who undertakes to construct for Mr.D is liable to both VAT as well as Service Tax.  
Situation II: 
· Building constructed is, either a residential building consisting of more than twelve units or, is a commercial building.

· Flat/ unit are sold to purchasers during the construction of building. 

In this situation going by the rationale laid down in the case of K RAHEJA DEVELOPMENT CORPORATION V/s STATE OF KARNATAKA (2005) STT 178, the Land owner, Developer as well as the Contractor are liable to sales tax. 

As per Circular No96/2007 dated 23.08.07 where a contract for construction of the building is given to a single contractor by the developer, only the contractor would be liable to service tax.

Case 2:  
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The Facts of Case 2 are similar to that of Case 1 except that Mr. D enters into contract with Mr.C1, Mr.C2 and Mr.C3 for construction of building. 
Who is liable to VAT and/or Service Tax?
In this case regard may be had to a recent judgment of CESTAT in the matter of M/s ROHAN BUILDERS LTD v/s CCE ST/439/07, Bangalore where it was held that if a developer enters into contract with more than one contractor, he, the developer is liable to Service Tax.  The judgment has failed to take into consideration the fact that sale of immovable property is outside the ambit of service tax and VAT. Again it has failed to consider that the said service could be taxed under the taxable head “works contract”. 

Hence this area is highly litigated both in the arena of VAT as well as Service tax.
When is Developer liable to tax?

As per K RAHEJA DEVELOPMENT CORPORATION V/s STATE OF KARNATAKA (2005) STT 178 – Estate developer taking possession of land from owner thereof under development agreement and constructing thereon residential and commercial apartments for direct sale to intended purchasers under agreement for sale. The Transaction amounts to works contract and developer is liable to pay tax on his turnover of works contract. Even the owner of property can be said to be carrying on works contract if he enters into agreement to construct flats for sale. However, if agreement for sale of flats is entered into after Completion of flats, there would be no works contract
When is Developer not liable to tax?

In the case of ASSOTECH REALTY PVT LTD 2007-TIOL-297-HC-ALL-CT it was held that in the case of Raheja the construction was for an on behalf of the person who had agreed to purchase the flats. But in this case the petitioner is constructing the flats/apartments not for and on behalf of the prospective allottees but otherwise. The right, title and interest in the construction continue to remain with the petitioner. It cannot be said that the constructions were undertaken for and on behalf of the prospective allottees.
What is the appropriate head under which Service tax is to be levied?

Under the Service Tax the construction activity was taxed under the head “Residential Complexes”.  However, a new entry “works contract” was brought into the levy in the Finance Act of 2007. The extract of the budget speech of the honorable Finance Minister is produced herein:

 “154. State Governments levy a tax on the transfer of property in goods involved in the execution of works contract.  The value of services in a works contract should attract service tax.  Hence, I propose to levy service tax involved in the execution of works contract.  However, I also propose an optional composition scheme under which service tax will be levied at only 2% of the total value of the works contract”. 

A reference can be made to the budget speech to understand the intention of the legislators. Having regard to the above it can be contended that the tax on developer/ contractor will be under the head Works Contract from 01.06.2007. 
In the judgment relating to Rohan Builders a passing reference has been made to Rolls Royce Indus. Power V/s CCE 2006 3 STR 292 Delhi CESTAT. In the said case it has been held that prior to 01.06.2007 service tax on “works contract” cannot be levied.  
Whether Service provider- recipient relationship exists between Developer and Land Owner?
In FAQIR CHAND GULATI Vs. UPPAL AGENCIES PVT LTD 2008-TIOL-147 SC-MISC it has been held that where a Land owner is entering into an agreement with a builder for construction of an Apartment Building and for sharing of the constructed area, the question raised was whether the builder is a service provider to the Land owner.  The apex court held under the Consumer Protection Act, that builder is a service provider and the Land owner is a consumer. One must keep in mind that this judgment is passed under a Non fiscal statute.
The authorities may apply the rationale of this judgment to levy service tax in respect of the built up area given in exchange of land. This could have far reaching effects.

Two views are prevalent in this kind of transaction. 

View I: One view among the Service tax fraternity is that such a transaction should be liable to service tax. The argument is that since there is exchange of land for share in constructed area what Mr. L gets in consideration of undivided interest in land is constructed flats and hence service tax is applicable. Again the value of service is  to be determined having regard to Section 68 of Service Tax Law read with Service Tax- Determination of Value Rules.
View II: Another faction of the service tax fraternity is of the view that no service tax can be levied on such a transaction. This is because the Construction of the building is under a joint development arrangement and in such a arrangement the parties to the JDA cannot tax the other for an activity which is jointly undertaken. Again this might amount to levy of service tax on transfer of right in immovable property. This is because the land owner is interpreted under the Consumer Protection Act to be a consumer who against the consideration of undivided interest in land gets a share of constructed flats/ units. The consideration which the Service Provider gets is undivided interest inland and hence what would get taxed is land. Land is outside the ambit of service tax. 
In the light of the above we can conclude that the law surrounding Construction activities needs to be simplified so as to resolve the existing complexities. The amendment in legislature which introduced the service tax head “works contract” was intended to simplify the law relating levy of service tax in relation to construction industry has resulted in a further confusion. 
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