Sale And Works Contract: Are Both Exigible?
 [Abstract]
Insofar as sales tax is concerned, the controversy has been over legislative competence. Certain contracts – works contracts being one such example – have elements of transfer of property as well as service. Are they to be taxed, then, as a sale of goods or as a rendering of services? The difficulty arises because the States have the competence to tax sales of goods; while the Union has the competence to tax services.

[Introduction]
Sale - An agreement by which one of the contracting parties, called the seller, gives a thing and passes the title to it, in exchange for a certain price in current money, to the other party, who is called the buyer or purchaser, who, on his part, agrees to pay such price. To constitute a valid sale there must be, i) Proper parties; ii) A thing which is the object of the contract iii) A price agreed upon; and, iv) The consent of the contracting parties, and v) tTe performance of certain acts required to complete the contract. These will be separately considered.

Works Contract - Some contracts are for contracts for labour, work or service and not for sale of goods, though goods are used in executing the contract for labour, work or service e.g. when a contractor constructs a building, the buyer pays for cost of building which includes cost of building material, labour and other services offered by the Contractor. Property in building is passed on to buyer and there is no contract for supply of building material as such.

[Background]
Starting with the history, SC in a very old case of State of Madras v. Gannon Dunkerley & Co.,
 had held that no tax can be levied on works contract, as tax can be levied only on ‘sale of goods’ as defined in Sale of Goods Act. The issue was discussed elaborately in the context of building contracts. The Court held that the concept of ‘sale’ must be given its legal understanding for the purposes of ascertaining legislative competence; and involved three elements – (i) the objective existence of goods; (ii) the intention of the parties to transfer title in those goods; (iii) actual transfer of title in furtherance of that intention, supported by consideration. It was held that a tax on an alleged sale of goods in building contracts would be outside the legislative competence of states. 
In an elaborate judgment, Justice Venkatrama Aiyar said,
“We are… of opinion that on the true interpretation of the expression "sale of goods" there must be an agreement between the parties for the sale of the very goods in which eventually property passes. In a building contract, the agreement between the parties is that the contractor should construct a building according to the specifications contained in the agreement, and in consideration therefore receive payment as provided therein… there is in such an agreement neither a contract to sell the materials used in the construction, nor does property pass therein as movables. It is therefore impossible to maintain that there is implicit in a building contract a sale of materials as understood in law…” 
Applying this logic, a typical works contract would not involve a sale of goods. In short, in the good old days, no sales tax was levied on works contact.
Needless to say as a consequence of this treatment, works Contract became one of the ways of avoiding sales tax. Hence, Constitution was amended on 2nd February, 1983 (46th amendment). Clause 29A was added to Article 366 to cover ‘transfer of property in goods involved in execution of works contracts. Subsequently, most of States have amended their sales tax laws to cover ‘works contract’, but Central Sales Tax Act was not amended till May 2002. Thus, till 11-5-2002, CST was not leviable on indivisible works contracts. In brief, works contract is now exgible to sales tax as ‘deemed sale’. This new addition has surely condensed the burden of the court. 
[Judicial View]
Before 46th Amendment:
i) In 1972, the Supreme Court, in a landmark judgment (State of Punjab v. Associated Hotels)
, differentiated between sale and works contract as follows-
“…where the principal objective of work undertaken by the payee of the price is not the transfer of a chattel qua chattel the contract is of work and labour. The test is whether or not the work and labour bestowed end in anything that can properly become the subject of sale…neither the ownership of the materials nor the value of skill and labour as compared with the value of the materials is conclusive although such matters may be taken into consideration in determining in the circumstances of a particular case, whether the contract is, in substance, one of work and labour or one for the sale of a chattel. A building contract or a contract under which a movable is fixed to another chattel or on the land where the intention plainly is not to sell the article but to improve the land or the chattel and the consideration is not for the transfer of the chattel, but for the labour and work done and the material furnished, the contract will be one of work and labour…”
ii) Then in Associated Cement Co. Ltd. v. CIT,
 Justice Chandrachud, speaking for the Bench, laid down the test as follows-

A contract for sale has hence to be distinguished from a contract of work. Whether a particular agreement falls within one or the other category depends upon the object and intent of the parties, as evidenced by the terms of the contract, the circumstances in which it was entered into and the custom of the trade. The substance of the matter and not the form is what is of importance. If a contract involves the sale of movable property as movable property, it would constitute a contract for sale. On the other hand, if the contract primarily involves carrying on of work involving labour and service and the use of materials is incidental to the execution of the work, the contract would constitute a contract of work and labour. One of the circumstances which is of relevance is whether the article which has to be delivered has an identifiable existence prior to its delivery to the purchaser upon the payment of a price. If the article has an identifiable existence prior to its delivery to the purchaser, and when the title to the property vests with the purchaser only upon delivery, that is an important indicator to suggest that the contract is a contract for sale and not a contract for work.
After 46th Amendment:
iii) In Builders' Association of India v. UOI
 (SC 5 member constitution bench), it has been observed that ‘After the 46th amendment, the works contract which was indivisible one, is by a legal fiction altered into one for sale of goods and the other for supply of labour and services. After 46th amendment, it has become possible for States to levy tax on value of goods involved in a works contract in the same way in which the sales tax was leviable on the price of goods and materials supplied in a building contract which had been entered into two distinct and separate parts.’

iv) In Associated Cement Companies Ltd. v. CC
 (SC 3 member bench), it was held that even if the dominant intention of the contract is rendering of service which will amount to a works contract, after 46th amendment to Constitution, the State would now be empowered to levy sales tax on material used in such contract.
v)  As Justice Ruma Pal stated in BSNL v. Union of India,
 
“By introducing separate categories of 'deemed sales', the meaning of the word 'goods' was not altered. Thus the definitions of the composite elements of a sale such as intention of the parties, goods, delivery etc. would continue to be defined according to known legal connotations…” 
The only change is where the amendment specifically includes the concept of deemed sales. Works contracts are one such element; and states do have the competence to levy sales tax on works contracts.
 vi) The Supreme Court in Imagic Creative,
 discussed the extent of taxability. Imagic dealt with whether the charges collected towards the services for evolution of a certain design, on which service tax had been paid under the relevant provisions of the Finance Act, 1994 were also liable to tax under the Karnataka Value Added Tax Act, 2003. The Court held,
“Payments of service tax as also the VAT are mutually exclusive. Therefore, they should be held to be applicable having regard to the respective parameters of service tax and the sales tax as envisaged in a composite contract as contradistinguished from an indivisible contract. It may consist of different elements providing for attracting different nature of levy. It is, therefore, difficult to hold that in a case of this nature, sales tax would be payable on the value of the entire contract; irrespective of the element of service provided.” 
Thus, the Court held that sales tax would not be payable on the entire value of the contract – the service element must be calculated; and sales tax would be payable on the remainder
vii) A recent decision of the Punjab and Haryana High Court in Commissioner of Central Excise v. Vahoo Colour Lab
 has attempted to clarify the scope of service tax in the context of works contracts. The Court had to determine the extent to which service tax would be payable. Consequently, a result analogous to Imagic was reached; and the Court held that service tax and sales tax operate in two different spheres; and service tax would be payable only on the service component and not the whole amount of the consideration.
[How To Establish?]
It is difficult to establish whether a particular contract is ‘contract for work’ or ‘contract of sale’ and rigid and inflexible fast tests cannot be laid down. It depends on main object of the parties, circumstances and custom of trade. Generally, a contract of sale is a contract whose main object is the transfer of the property in, and delivery and possession of, a chattel as a chattel to the buyer. Where the main object of work undertaken by the payee of the price is not the transfer of a chattel qua chattel, the contract is one for labour and work. The aspects like ownership of material, value of skill and labour compared to value of material can be considered, but these are not conclusive.

Some instances of works contract:

1. An air conditioner manufacturer may undertake a ‘works contract’ for designing, fitting and commissioning of air conditioning equipment;

2. Laying of pipe line is yet another example of works contract, where passing of property in the pipe is incidental to works contract;

3. Construction of building.
In these contracts, there is a ‘contract for sale of labour and material’ and not ‘contract of sale’. Property in air conditioning equpment, pipe line and building passes as an incidental to the works contract. Here, there is no sale of ‘goods’. It is a ‘works contract’ and not liable to CST.

[Conclusion]
As a resut if the nature of transaction involved is composite contract, of service and sale and if the components of sale element are discernible, then both the components cannot be re-mixed for the purpose of relevant taxIssues around works contracts have always been controversial in relation to service tax as well as sales tax. Hopefully, these difficulties will be cleared by the comprehensive Goods and Services Tax.
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