

                                  Service Tax on construction Industry	


A. Overview
The service tax law broadly covers three types of services -
	Sr. No.
	Name of taxable service
	Sub-clause of section 65(105)

	1
	Commercial. Or industrial cons. Services.
	zzq

	2
	Construction of complex (residential complex of more than 12 residential units)
	zzzh

	3
	Works contract service
	zzzza



 






B.Definitions

1. Commercial or Industrial construction service

Sec 65 (25b) “commercial or industrial construction service” means- 
 
(a) Construction of a new building or a civil structure or a part thereof; or 
 
(b) Construction of pipeline or conduit; or 
 
(c) Completion and finishing services such as glazing, plastering, painting, floor and wall tiling, wall covering and wall  papering, wood and metal joinery and carpentry, fencing and railing, construction of swimming pools, acoustic applications or fittings and other similar services, in relation to building or civil structure; or 
(d) Repair, alteration, renovation or restoration of, or similar services in relation to, building or civil structure, pipeline or conduit, which is- 
 
     - used, or to be used, primarily for; or 
- occupied, or to be occupied, primarily with; or 
- engaged, or to be engaged, primarily in, commerce or industry, or work intended for commerce or industry, but does not     include such services provided in respect of roads, airports, railways, transport terminals, bridges, tunnels and dams;
  Exemptions
· Construction of Airport, Railways, Transport Terminals, Bridges, Tunnels, dams and Roads in stand alone contract.
· Construction which are for the use of organizations or institutions being established solely for educational, religious, charitable,health, sanitation or philanthropic purposes and not for the purposes of profit are not taxable, being non –commercial in nature. 
 
2. Construction of complex service
 
     Any service provided or to be provided to any person, by any other person, in relation to construction of complex will be taxable   
     service (Sec. 65(105) (zzzh).
 
· Construction of complex means – 
 
(a) Construction of a new residential complex or part thereof,
 
(b) completion and finishing services in relation to residential complex such as glazing, plastering, painting, floor and wall tiling, wall covering and wall papering, wood and metal joinery and carpentry, fencing and railing, construction of swimming pools, acoustic applications or fittings and other similar services,
 
(c) Repair, alteration, renovation or restoration of, or similar services in relation to, residential complex.

 
 Exemptions
· Construction of Residential complex having only 12 or less residential units would not be taxable.
· Residential complex constructed by an individual, which is intended for personal use as residence and is constructs by directly availing services of a construction service provider (i.e.) contractor, is not taxable. (Circular No.B1/6/2005-TRU dated 27.7.2005).

3. Works Contract (Composition scheme for payment of service tax Rules), 2007
  
In common parlance, a ‘work contract’ is a contract which is combination of services or labour and transfer of property in goods. Under work contract certain jobs in execution where of, property in goods of certain material is transferred by the contractor to the contractee.

As per Service Tax Rule:-Services provided in relation to the execution of a works contract [section 65(105) (zzzza)] is a
taxable service. Works contract for the purposes of levy of service tax has been defined to means a contract wherein:-
· Transfer of property in goods involved in the execution of such contract is leviable to tax as sale of goods, and 
·  such contract is for the purposes of carrying out, - 
(a)   Erection, commissioning or installation, 
(b)   Commercial or residential construction and related completion and finishing services, and 
(c)   Turnkey projects including engineering, procurement and construction or commissioning (EPC) projects. 
  
Work contract incorporates the inclusions and exclusions of the commercial or industrial con. Services.(amongst other)  and it is nature of contract(i.e. contract  wherein the transfer of property in goods involved –is leviable to a tax –as a sale of goods) rather than the nature of activity under taken ,that distinguishes it from the other stated taxable services . 

Levy of Vat/ Sales Tax. [For composition Scheme]: VAT / Sales tax leviable on transfer of property in the goods involved in the execution of a work contract. Under this service following work contracts wherein transfer of property in goods involved in execution of such work contract  is leviable mentioned to VAT/Sales tax ,are covered  namely:-
· Work contract carrying out erection, commission or installation 
· Commercial and industrial construction.
· Construction of complex
· Trunkey projects in including EPC projects.



C. Analysis of Amendments /Notifications/Circulars

A ‘deemed service’ provision has been introduced in case of construction service w.e.f. 1-7-2010. Any industrial or commercial construction or construction of residential complex will be subject to tax if such complex or part thereof is sold prior to obtaining ‘completion certificate’. Consequently, installment purchases of immovable property will become chargeable to the service tax.
Notification no. 24/2010 dated 22 June 2010 has specified the effective date of operation of certain provisions of the Finance Act 2010, which include subject amendment, to be 1 July 2010.
Following players in real estate sector will get affected by the Amendment.
A pure Developer/Builder, who might have outsourced or contracted out the construction activities to a Contractor, in the case of a civil works contract. And Developer/Builder cum Contractor, who undertakes the construction himself and consequently doubles as a Contractor.


Pre-Finance Act, 2010 provisions in respect of construction service
Service tax provisions relating to construction cover three types of services –
· Commercial or industrial construction which is taxable w.e.f. 10-9-2004.
· Construction of complex (residential complex of more than 12 residential units)    which is taxable w.e.f. 16-6-2005.
· If sales tax/VAT/works contract tax is payable on these construction activities, related services get covered under ‘works contract service’ w.e.f. 1-6-2007 and not under first two categories of services.
As far as sale of flats by builders is concerned, it was more or less settled, on basis of Court decisions and CBE&C circulars, that a builder entering into contract for sale of flat or industrial unit (gala) or shop or a developer entering into contract for construction of an individual flat for personal residential use of client are not liable to pay service tax.

As a result where agreements are made with the prospective buyers, builders were mostly out of service tax net because in such cases it was considered that no service is rendered.

Post-Finance Act, 2010 provisions in respect of construction service 

In the Finance Act, 2010, an Explanation has been added w.e.f. 1-7-2010, to definition of commercial or industrial construction and construction of residential complex, as follows -
Explanation
For the purposes of this sub-clause, construction of a complex which is intended for sale, wholly or partly, by a builder or any person authorized by the builder before, during or after construction (except in cases for which no sum is received from or on behalf of the prospective buyer by the builder or a person authorized by the builder before the grant of completion certificate by the authority competent to issue such certificate under any law for the time being in force) shall be deemed to be service provided by the builder to the buyer.
Similar Explanation is added In case of commercial or industrial construction service, where in place of word complex, the words used are ‘construction of a new building’.

Effect of the changed Provisions

Extension of scope in the definition of taxable service has been made only in respect of commercial or industrial construction and construction of residential complex service, leaving works contract service un affected by the change.
For the two services covered, service tax will now be payable in cases of sales of flats/shops/galas, unless such sales are made & entire consideration is received after Completion Certificate is obtained for the property sold.
Time for obtaining completion certificate thus becomes a key factor in determining taxability of sales of flats under service tax.

Exclusion of Works contract service from the Amendment

The amendment therefore does not apply if the contract is covered under works contract service i.e. where Vat/Sales tax is payable on the contract.
Thus if a particular construction activity by a builder is covered under VAT provisions, service tax will not be payable on such construction even after the amendment.  Legal position about non applicability of service tax in case of sale of flats will therefore still hold good even after the amendment in case of works contracts for construction.




D. Analysis of Rate of Service Tax.

 Tax incidence of Industrial, commercial and Residential Construction services 
Principally, service tax is payable on value of taxable services.  Thus, if a service provider has proper costing records, it is permissible to deduct value of material and land (or calculate value of service on cost plus profit basis) and pay service tax on value of service @ 10.30%. Developers and Builders have following alternative methods available under the service tax law for payment of service tax liability.
· They can opt to pay service tax under Notification No. 12/2003-ST dated 20-06-2003, as per which, the service provider is exempted from paying service tax on the value of goods sold/transferred. 
The benefit of this Notification is very much available to Developers/Builders/Works Contractors.

· If the service is covered under service of construction of commercial buildings or residential complexes, builder can opt for Abatement Scheme applicable to these services, under which service tax is to be paid on 25%/33% of the gross value received, in terms of Notification No 1/2006. 

With effect from 1.7.2010, any person providing taxable service of commercial or industrial construction or construction of residential complex (except completion and finishing services like glazing, plastering, painting, tiling, wood and metal joinery and carpentry, swimming pools, acoustic applications etc.) can opt to pay service tax as follows
a) On 33% of gross amount charged if the gross amount does not include value of land
b) On 25% of gross amount charged if the gross amount includes value of land (Till 1-7-2010, the 25% scheme was not available. Only 33% scheme was available).
The ‘gross amount’ should include value of goods and materials supplied or provided or used. Thus, if the customer provides some material, its value will have to be added for purpose of payment of service tax.

Conditions for this concession are

(a) No Cenvat of duty/service tax paid on inputs, input services and capital goods and
(b) No benefit of Notification No. 12/2003-ST dated 20-6-2003

Tax incidence of Work contract services

The scheme provides that the service provider shall have an option to pay an amount equivalent to 4 per cent. (earlier it was 2%) of the gross amount charged for the works contract instead of paying service tax at the rate specified in section 66. Gross amount charged for the works contract shall not include VAT or sales tax paid on transfer of property in goods involved in the execution of the said works contract. 
As per NN/no .23/2009-ST dated 07.07.2009 gross amount charge for work contract shall be the sum including:-
· Value of all goods used in relation to execution of work contract. (Include free material provide service recipient*.)
· Value of all services.
· Charges for obtaining Plant and machinery.
Shall exclude 
· VAT/Sales Tax paid on transfer of property in goods involved in execution of said contact,
· Cost of machinery and tool.

Conditions for this concession are:
(a) No Cenvat of duty/service tax paid on inputs, input services and capital goods and
(b) No benefit of Notification No. 12/2003-ST dated 20-6-2003
It may be noted that if sales tax or VAT is payable on goods involved in the contract, the service will be classified under works contract and thus be charged for levy of 4%. Thus developers/builders entering into contract which involves sales taxable / VAT-able goods will pay both VAT rate for Works Contracts @ 4% plus service tax @ 4%.


                                         Comparative features of different alternatives are as under.

	Sr. No
	Issues
	Abatement Scheme-Notn. 1/2006
	Notification No. 12/2003
	WCC Scheme

	1
	      Criteria for Applicability/Selection
	Construction service
	Construction Service or Works Contract Service
	Works Contract Service

	2
	   Inclusion of Land Value in the valuation for the purposes of service tax
	Yes if Abatement is of 75 %
No if Abatement is of 67 %
	No
	No

	3
	Taxable amount on which ST   leviable
	Gross Value charged 
	Gross Value Less value of goods  & Land used in the Provision of Service
	Gross Value charged

	4
	Effective rate of service tax
	2.575%, or 3.40% from date of notification
	10.30 % on the Net Value attributable to service
	4.12%

	5
	Availability of Cenvat credit on service tax paid on input service?
	No
	Yes
	No

	6
	Availability of Cenvat credit   on excise/CVD paid on capital goods?
	No
	Yes
	No

	7
	Communication about selection of option to the Department
	No
	No
	Yes

	8
	Whether service tax is payable on Free Issue Material Value
	Not clear
	No
	Yes, 


.
· Different options for different contracts can be adopted depending upon the amount of tax liability under each option.
· Each contract can be treated as separate contract and valued differently.
