VAT AND WORKS CONTRACT – AN ANALYSIS

WORKS CONTRACT DEFINITION:

The definition of “tax on sale or purchase of goods” was enlarged by Article 366(29A) of the Constitution of India with effect from February 2, 1983.  This amendment to the constitution widened the scope of sale or purchase of goods to include the goods involved in the works contracts popularly known as deemed sales.  The State Governments amended their local sales tax laws and brought to tax certain special transactions such as works contracts, lease and hire transactions etc.

Section 2(g) of the Central Sales Tax Act, 1956 (Central Act No. 74 of 1956) was also amended with effect from 11.5.2002 incorporating the changes in the definition of “sale” so as to bring to tax the deemed sales transactions.  Thus, goods involved in such special transactions were put to tax by amending the respective sales tax laws.

The Finance Act, 2005 has inserted a new clause (ja), which defines “Works contract”.  As per this clause, “Works contract” means a contract for carrying out any work which includes assembling, construction, building, altering, manufacturing, processing, fabricating, erection, installation, fitting out, improvement, repair or commissioning of any movable or immovable property.

The local Governments have incorporated the above definition in their local VAT Laws.  The definitions are largely similar and comparable.  The State of Maharastra however does not carry the works contract definition.  The works contract dealers have to refer to the Central Sales Tax Act to understand the definition of works contract.  

The Central Sales tax Act 1956, was amended with effect from 11/5/2002, to include deemed sales as part of the Sale definition.  Prior to this amendment, goods moving interstate for execution of a works contract interstate could not be taxed.  This is because the Sale definition under the CST Act did not include deemed sales arising out of a works contract.  Further the destination state could not effectively put the goods to tax because it was beyond the taxing jurisdiction of the destination state.  To put it differently, the goods could not be put to tax by the destination state, because the transaction was not within the state, but involved interstate movement of goods.  It was outside the taxing jurisdiction of the destination state due to the interstate movement of goods.  Thus there were certain transactions, which could escape the tax net.  To plug this loophole the CST Act was amended to include the deemed sales.

Sales Tax was being levied on the goods involved in the course of execution of a works contract.  The goods continued to be liable to sales tax under the new VAT regime.  The basic principles and concepts enunciated by the Supreme Court and followed by all the local governments in their earlier local sales tax law continued to be followed in the new VAT regime.  Thus, what is purported to be taxed is not the entire value of the works contract but only the value of goods involved in the execution of the works contract.

The new VAT Laws are substantially same as of the earlier sales tax laws, except that the approach towards levy and collection of sales tax on goods has undergone a substantive change.  Although a composite works contract is not divisible, the law as it has evolved permits artificial dissection of the transaction to decipher the value of goods and the value of services.

LABOUR AND OTHER LIKE CHARGES:

It is beyond doubt that a sales tax law cannot extend its taxing arm on to the value of services.  Even under the new VAT law, specific provisions have been made to identify the labour charges and other like charges that are relatable to supply of labour and are allowed as a deduction.  Further, the profit attributable to such labour and like charges are also allowed as a deduction from the gross value of the works contract.  Once the value of labour is determined and removed, the balance component reflects the value of goods that are transferred to the customer in the course of execution of the works contract.

Sometimes, it is not either practicable or feasible for a works contract dealer to lead by evidence and claim the deductions towards labour and other like charges.  As in the earlier sales tax laws, the new VAT laws also extend an alternate remedy for the same.  The VAT rules identify different types of works contract for which standard deduction towards labour and other like charges are allowed.  There is a fair degree of uniformity among all the States in so far as this approach is concerned.

The labour and other like charges identified in the various VAT laws is summarized as below:

1.
Charges paid towards labour and sub-contract labour

2.
Charges for planning, designing and architects fees

3.
Charges for obtaining on hire or otherwise machinery and tools used in the Works Contract

4.
Cost of establishment to the extent relatable to supply of labour and services and other similar expenses relatable to supply of labour and services

5.
Cost of consumables such as water, electricity, fuel etc., the property in which is not transferred to the customer

6. Proportionate share of profits as is attributable to such labour and other like charges

The Kerala Value Added Tax Rules that describe labour and like charges [Rule 9(1)(b)] also include the following additional deductions, which are not generally found in other rules:

1.
Where the machinery is owned by the contractor, the interest paid on any loan taken for the purchase of the machinery

2.
Depreciation in respect of such machinery

RATE OF TAX:

What is purported to be taxed is the value of goods that are transferred in the course of execution of a works contract.  The goods could be transferred in the same form or in any other form.  If the goods are transferred in the same form, then they shall be subject to tax at the same rates as the input goods depending upon their classification under different schedules relating to different rates of taxes.  Presently goods are classified under 0%, 1%, 4% and 12.5% categories, besides certain goods, which are kept out of the VAT rates such as demerit goods.  Some of the States are explicit in their rules permitting a proportionate method to derive the value of goods that are transferred in the course of execution of the works contract and being subject to different rates of taxes.  In other words, such States allow determination of taxable turnover of goods transferred in the works contract in the same ratio as the purchase turnover.  However, there are a few other States, which do not provide such clear rules and thereby allowing the revenue to presume that the entire taxable turnover should be subject to 12.5%.

It is imperative to understand that the works contractor needs to establish whether the goods were transferred in the same form or some other form.  For illustration, when sanitary fittings such as wash basin or bathtub is used in a construction contract of a residential building, such sanitary fittings can easily be identified even after the contract is over.  Thus, such goods are transferred in the same form.  There are certain other goods, which get transformed in the course of their application and use in the works contract.  For instance, tiles purchased by the works contractor and laid as flooring material.  It may be noticed that what is purchased are tiles and what emerges after the contract is completed is flooring.  Thus, goods may not be used in the same form.  

Further, there are instances where the input goods get transformed into other goods known by different name and form and are marketable.  For instance, steel purchased and fabricated into grilled windows.  Grilled windows are a new product available in the market as such.  Such a new product is transferred in the course of execution of the works contract.  Therefore, such new product shall have to be classified based on their output identity and not on their input identity.  One another example is use of cement, sand and water as inputs.  When the contractor uses these input items, there emerges a new product called concrete mix, which is applied to the works contract.  This concrete mix has to be classified according to its normal classification and not based on the input identity.

DECLARED GOODS USED IN THE WORKS CONTRACT:

As per the Central Sales Tax Act, Declared Goods cannot be put to more than 4% tax by the local Governments.  They can be subject to multiple levy (with effect from 11th May 2002) but they cannot be taxed beyond 4%.  When such Declared Goods are used in the execution of the Works Contract as it is, then the sale value of the Declared Goods used in the Works Contract cannot be put to tax beyond 4%.

The sale value of goods used in the Works Contract are taxed at 12.5%.  However, to the extent of the sale value of Declared Goods used as such, they can be subject to only 4%.  It is very important that the Declared Goods remain as such after the completion of the contract.  For illustration, steel used in construction, particularly for foundation etc. cannot be taxed beyond 4% because steel remains as steel and does not transform into other moveable goods, marketable in a different name and form.  In other words, no new product emerges.  If the same steel were to be used for fabrication of window grills, then steel looses its identity of Declared Goods and becomes a new product called window grill and therefore, it is taxable at standard rate of 12.5%.

INTERSTATE PURCHASES AND WORKS CONTRACT:

Subsequent to the amendment of the CST Act, the movement of goods with effect from 11.5.2002 from an originating State for purposes of executing a Works Contract in a destination State would be subject to the levy of Central Sales Tax.  Therefore, the originating State would be the appropriate State to tax the deemed sale of goods that moved interstate for purposes of execution of a Works Contract in the destination State.

It follows from the discussion above, that such goods cannot be put to tax in the destination State again based on use or consumption into the Works Contract.  This is because it will amount to double taxation of the same goods in a single transaction.  Thus, the local Government does not have taxing jurisdiction to bring to tax interstate goods that get consumed in the execution of a Works Contract.  To this extent the value of interstate goods should be reduced from the gross value of the works contracts.  It may be appreciated that this is an exclusion and not a deduction.

Clause (h) of Section 2 of the CST Act, 1956 defines “Sales Price”.  A new proviso has been inserted by the Finance Act, 2005 in clause (h) of Section 2 of the CST Act, 1956, viz.,

“Provided that in the case of a transfer of property in goods (whether as goods or in some other form) involved in the execution of a works contract, the sale price of such goods shall be determined in the prescribed manner by making such deduction from the total consideration for the works contract as may be prescribed and such price shall be deemed to be the sale price for the purposes of this clause”.

Section 13 of the CST Act have also been amended to empower the Central Government to make rules for providing the manner of determination of the sale price and the deductions from the total consideration for a works contract under the proviso to clause (b) of Section 2.  

COMPOSITION SCHEMES:

Most of the State Governments have extended an option to the works contract dealer to opt for what is called a composition scheme.  In a composition scheme, the WC dealer opts to pay a smaller percentage of tax on the aggregate works contract turnover instead of paying regular rate of tax on the value of goods that are transferred in the course of execution of the works contract.  This scheme is an alternate approach to the normal methods of dissecting works contract turnover into taxable and non-taxable components and bringing to tax the taxable component at regular rates.  This scheme is particularly aimed at facilitating small dealers, who would find it difficult to maintain books and substantiate their claims with respect to labour as well as non-taxable goods.

There seems to have been a fair degree of consistency among States to put certain standard restrictions to a dealer opting for the composition scheme.  The restrictions are:

1.
That the dealer should not be importing goods into the State either by way of interstate purchases or by way of imported purchases.

2.
That the dealer should not be a first dealer selling in the State.  This would cover a manufacturing dealer and also dealers resorting to purchases from other dealers, who are either not registered or not required to be registered under VAT law.


Thus, it may be noticed that composition scheme is discriminatively extended only to such local dealers, who buy locally and sell locally.  In other words, dealers resorting to mobilization of goods from another state or country would become ineligible to the composition scheme.

A local dealer purchasing inputs from another local dealer would have paid the input taxes on his purchases.  Such a dealer opting for composition, is required to absorb the input taxes as his cost.  This is because he is not allowed to charge and collect VAT tax under composition basis and claim input tax credit to discharge such tax liability.  For this reason, the composition tax rate is also kept at a lower rate than the normal rate.

If a local VAT dealer imports goods into the local State or purchases goods from another State, there is no local tax paid by him on such purchases.  Import of goods are free from purchase tax.  Similarly, interstate purchase of goods are subject to CST taxes and the tax is enjoyed by the State from where the goods originate.  Therefore, the destination State does not collect any tax on such transactions.  The local VAT dealer resorting to import/interstate purchase would enjoy an undue advantage if he is allowed to opt for the composition scheme.  The local Government would squarely be at a disadvantage because the purchases are out of their taxing jurisdiction and the sales would be subject to the composition rate of tax, which would be much lower than the regular rate of tax.

The State of Maharastra has imposed the above restrictions to dealers in retail trade.  However, these restrictions are not extended to cover the works contractors.  Therefore, a works contract dealer in Maharastra could buy goods interstate or import the goods into the State, execute a works contract and pay tax under a composition scheme.

Karnataka Government requires the dealer to apply for composition and provides a separate registration for such dealers.  Most of the States require the dealers to exercise their option to come under a composition scheme through an application.  Further, the concerned VAT Officer is required to sanction permission to the dealer granting the composition scheme.  Further, in most States, the composition option is exercised for a period.  The State Governments provide choice to the dealers to opt into composition scheme and opt out of the composition scheme subject to certain conditions.  However, the composition scheme operates for a tax period.

There is one interesting exception in the State of Maharastra.  The dealers need not have to apply for permission to opt into the composition scheme.  All that they are required to do is to maintain VAT accounts in a manner verifiable by the concerned authorities.  Further the works contract dealer has the liberty to avail the composition scheme for all his contracts or he can also avail the composition scheme for selected individual contracts.  Thus, the works contract dealers have freedom to discreet.  With respect to material intensive contract, they could opt for composition and with respect to labour intensive contracts, they could come under full VAT scheme and minimize their taxes.  

TAX RESTRICTIONS UNDER COMPOSITION SCHEME:

A dealer opting for the composition scheme is further subject to the following tax restrictions:

1.
He cannot claim input tax credit with respect to the taxes paid on the local purchases.

2.
He cannot charge the composition tax and collect the same from his customer.

3.
The customer cannot claim any input tax credit when he buys goods from a dealer, who is under a composition scheme.


Largely, all the States seem to have followed the tax restrictions outlined above.  However, there are a few States who have varied their law from the approach outlined above.  For example, Maharastra State allows input tax credit on the purchases made by a dealer opting for composition.

INPUT TAX RESTRICTIONS:

The States have come up with list of goods that are subject to input tax restrictions.  The primary aim of such restriction is not to extend tax credit when the goods are used as consumables or for captive consumption.  Whenever these goods are resold or used in manufacture for sale, the restrictions do not apply.  The restriction applies only when there is no sale with a corresponding output tax liability.

Motor vehicles, furniture and fixtures, building materials used for construction of own buildings, electrical and electronic goods purchased for administrative use etc. are not eligible for input tax credit.  Some States have listed them in the Rules and some of them have listed these goods in a schedule appended to the Act.  But the purpose and the approach seem to be consistently the same.  A works contractor executes what is called a deemed sale transaction.  All sale definitions include deemed sale of goods involved in a works contract also.  Therefore, so long as the works contractor can demonstrate that there has been transfer of such goods in the course of execution of the works contract, then he is entitled to the input tax credits.

INPUT TAX CREDIT – CERTAIN EXCEPTIONS:

Andhra Pradesh VAT Law while extending input tax credits to a works contractor under full VAT scheme restricts the input tax credits to 90% of the qualifying amounts.  In other words, only 90% of the input tax credits are available to be rebated against works contract liability and the balance 10% would lapse and become cost to the works contractor.

While most of the States do not allow input tax credit to works contract dealers under composition scheme, the State of Maharastra however allows the input tax credits to be set off against the composition tax.  However, the allowance of such input tax credit is restricted to 64% of the total eligible credits.

PAYMENT TO SUB-CONTRACTORS:

Prior to the emergence of VAT, most of the local States allowed a deduction from the gross works contract turnover, the payments made to a sub-contractor provided he is a registered dealer.  This is because in a single point taxation approach, the turnover should not be taxed twice.  Thus, the principal contractor would not be paying any further tax with respect to the payments made to the sub-contractor.

This approach has changed with the emergence of the new VAT Law.  Sub-Contractors executing works contract for the principal contractors are now required to be registered with the respective sales tax authorities.  They are required to charge the VAT and collect the same from the principal contractor.  The principal contractor is entitled to input tax credit to the extent of taxes paid to the sub-contractor.  The principal contractor can discharge his output tax liability by availing the input tax credits arising on account of payments made to the sub-contractor.  This approach is keeping in line with the concept of maintaining the transaction chain popularly called the VAT chain.

However, in the State of Maharastra, the old approach is still continued.  The payment made to the sub-contractor is eligible for deduction from the gross works contract.  Even in the case of a works contract dealer opting for composition, such works contract dealer can reduce the value of the sub-contract assigned and discharge the composition tax after deducting the payments to the sub-contractor.

CONSUMABLES USED IN THE WORKS CONTRACT:

Consumables can be broadly divided into two categories.  The first category is that of Consumables that are used in the execution of the works contract the property in which cannot be transferred as they cease to exist.  Such consumables are water, electricity, fuel, gas etc.  The second category of consumables are that which are available in one form or the other.  For instance, electrodes used in welding, paint, solder material used to join electrical components in a printed circuit board etc.  The consumables are identifiable in one form or the other.  Since they exist after the works contract is over, it is reasonable to presume that there can be transfer of property in them to the customer.  Such consumables are subject to tax.

The first category of consumables, which cease to exist, are generally grouped along with labour and like charges.  No tax is levied on such consumables.  Largely all the States have followed this approach, although there may be minor difference in the drafting language.

The consumables that exist in one form or the other are put to 12.5% VAT particularly when there is a transformation in form and cannot be identified with the input.

TAX DEDUCTION AT SOURCE:

This provision is uniformly found in all the local VAT Laws.  The awarder of the works contract is required to deduct tax at source.  The tax to be deducted is the actual liability of the works contractor under the VAT law.  However, the awarder of the works contract would not be in a position to determine the exact tax liability of the works contractor.  Therefore, he is required to obtain a liability statement from the works contractor himself.  The works contractor is expected to give a computation of the works contract liability, the extent of tax credits available to him and the balance tax payable.  Many a times it could so happen that the works contractor is not able to determine the tax liability correctly.  The VAT Laws provide that the works contractor or the awarder could approach the VAT Officer of competent jurisdiction to determine the quantum liability of tax to be deducted.

The awarder of works contract is required to remit the taxes so deducted within 5 to 10 days from the end of the month in which the taxes were deducted.  They are required to maintain books and records clearly evidencing the quantum of deduction and their remittance.  They are required to issue “Tax Deduction at Source” Certificates in the stationery as provided by the Commercial Tax Department within the prescribed time.  The TDS Certificates will entitle the works contractor to claim tax credits against the taxes determined to be paid.

Many of the States have required the Governments and the local authorities to mandatorily deduct tax at source with respect to all works contracts awarded by them.  Certain of the States have included corporate bodies to deduct tax at source.  Some of the States have delegated the responsibility to the Government to notify persons required to deduct tax at source.  Therefore, provisions of each State have their own set of differences and one needs to be careful to read clearly the obligation with respect to an individual State. 

