Service Tax is a tax on services provided by a person. It is in the nature of an indirect tax. We currently follow the selective approach for taxing services and there is no residuary category for taxing all the services.
The term ‘service’ has not been defined under the law. As such, there are bound to be difficulties in interpretation of the term ‘service’. A balanced approach could be to treat all transactions not pertaining to goods as ‘service’. However, there has to be a consideration attached to a transaction to qualify for a service.
Service Tax is a tax on services rendered/provided. Therefore, if there are multiple persons involved in the transaction chain, only one transaction can be defined to be a service. While the provisions indicate a tilt towards a ‘service-provider centric’ approach, the circular issued by the Central Board of Excise & Customs tilts towards a ‘service-recipient centric’ approach.1
2. No Service Tax on sale of goods :
2.1 No Service Tax on cost of materials — Explanation to S. 67 :
S. 67 of the Finance Act, 1994 deals with the valuation of taxable services and provides that the value of taxable service shall be the gross amount charged to the customer.
By means of an Explanation to the said Section, it is clarified that certain receipts ‘shall not be included’ in the value of taxable service. The relevant provisions are reproduced below :
(ii) the cost of unexposed photography films, unrecorded magnetic tapes or such other storage devices, if any, sold to the client during the course of providing service;
(iii) the cost of parts or accessories, or consumables such as lubricants and coolants, if any, sold to the customer during the course of service or repair of motor cars, light motor vehicles or two wheeled motor vehicles;
(vi) The cost of parts or other materials, if any, sold to the customer during the course of providing maintenance or repair service;
(vii) The cost of parts or other materials, if any, sold to the customer during the course of providing erection, commissioning or installation service.
2.2 No Service Tax
on sale of goods
— Notification 12/2003 :
While service providers under specific categories are already granted benefit by the above-mentioned Explanation, there may be many more situations wherein the service provider may also sell certain goods (whether directly as a sale or indirectly as in a works contract). If the service provider supplies goods and materials while providing the service, value of goods and materials has to be excluded for purpose of payment of service tax. However, this exclusion is allowable only if sale of such goods is evidenced and sale value is quantified and shown separately in the invoice. There should be documentary proof specifically indicating the value of the said goods and materials — Notification No. 12/2003-ST dated 20-6-2003. Also, the said benefit is available only if the CENVAT Credit on the said materials is not claimed (or in a situation wherein it is claimed, the same is reversed).
2.3 What is to be excluded — cost or sale price of goods ?
On comparison of the above, one finds that the Explanation to S. 67 talks of exclusion of ‘cost’, whereas the Notification 12/2003 talks of exclusion of ‘value’. The term ‘value’ would naturally refer to the sale value of the materials sold. However, the said Notification requires the evidencing of the sale on the invoice. Such a requirement does not exist in case of Explanation to S. 67.
From a practical perspective, therefore, one can visualise the following situations :
1. The invoice raised clearly indicates the breakup of the materials sold along with the value of the materials and the service component of the transaction. In such a situation, Service Tax shall be payable only on the service charges levied in view of Notification No. 12/2003. There shall be no levy of Service Tax on either the sale price or the profit component of the materials.
2. The invoice mentions the fact of the sale of materials without assigning specific values and also indicates the service component of the transaction. In such a situation also, Service Tax shall be payable only on the service component. However, the benefit of Notification No. 12/2003 may not be available as the invoice does not categorically indicate the value of the materials sold. One may, therefore, claim a reduction of the cost of materials sold in terms of Explanation to S. 67. If one reconciles to this stand, then one may be called upon to pay Service Tax on the profit component of the material transaction. Again, the benefit of Explanation to S. 67 is available only in specific situations.
2.4 Would deemed sales be eligible for the benefit ?
Deemed sales refer to transactions like works contracts, lease, instalment sales, hotel supplies, etc., specified in Entry 29A of the Constitution to be sale. Can such extended definition of ‘sale’ be applied to the above Notification to claim the benefit of exclusion of materials involved in such transactions ? It should be noted that the term ‘sale’ is not defined under the Finance Act, 1994 but is defined under the Central Excise Act, 1944 as under :
(h) ‘sale’ and ‘purchase’, with their grammatical variations and cognate expressions, mean any transfer of the possession of goods by one person to another in the ordinary course of trade or business for cash or deferred payment or other valuable consideration.
As such, to the extent that all the deemed sales include a transfer of possession of goods, one can claim the benefit of the Notification. However, in situations where there is no transfer of possession (either express or deemed), it will be difficult to claim the benefit of the Notification.
2.5 Is the cost/value to be excluded or reduced from the value of the services ?
Both the Explanation as well as the Notification use the term ‘shall not include’ and not the term ‘shall be reduced’. The impact of such minor differences is already felt in plethora of cases u/s.80-HHC of the Income-tax Act, 1961 and hence is likely to create difficulties wherein the entire value is offered for taxation and a reduction is sought to be claimed on account of materials sold. Consider for example, a comprehensive maintenance contract wherein the cost of replacement parts cannot be known beforehand.
2.6 Presumptive schemes :
Recognising practical difficulties, which could be faced while implementing the claim for exclusion, certain Notifications are issued for presumptive abatements. Such presumptive abatements are generally subject to the following conditions :
1. The value of taxable service includes the sale price of the goods involved.
2. No abatement is claimed towards the sale of goods under Notification No. 12/2003.
3. No CENVAT Credit is claimed on the inputs and capital goods.
The presumptive schemes of abatement are summarised in the statement below :
2.7 Sale v. Consumption :
In certain cases, there is no sale of materials (either directly or indirectly) but mere consumption thereof. Consider for example, paints consumed by an authorised service station or cosmetics consumed by a beauty parlour. In such a situation, since there is no sale of goods, there can be no exclusion. None of the above benefits are available. Service Tax is attracted on the entire value of the transaction.
2.8 Department’s clarifications/
judgements — An illustrative list is given in the statement below :
2.9 Alternative remedy — CENVAT Credit :
In a situation wherein the material component is included in the value of taxable service, the assessee is entitled to claim a CENVAT Credit of the central excise duty paid on the purchase of the materials. The said benefit is available for purchase effected after 10.9.2004 and is subject to CENVAT Credit Rules, 2004.
3. Is the levy of Service Tax and Sales Tax alternative to each other ?
It is generally felt that once a sales tax or deemed Sales Tax (like Works Contract Tax) is attracted, there can be no levy of Service Tax. This need not be true in all cases. In case of Works Contract Tax, there can definitely be a levy of Service Tax to the extent of the service component. Even in case of Sales Tax levy, the Courts are hesitant in favouring the challenge against constitutionality. In fact, there is a judicial trend to view a transaction in different aspects consisting of sale as well as a service. This ‘aspect theory’ has been elaborated by the Kerala High Court in the case of Escotel Mobile and also advocated by the Supreme Court in the case of State of Uttar Pradesh v. Union of India.
3.1 Aspect theory — Escotel Mobile :
This was a case of mobile service provider, also selling SIM cards to the subscribers. An amount was charged for the sale of SIM cards and a further amount was charged as activation charges. A SIM card is a computer-based chip (hardware) inserted in a mobile phone. The Kerala High Court held that the entire amount of sale as well as activation charges were liable to Kerala General Sales Tax (since activation was incidental to the sale and the sale could not be complete without the process of activation). The entire amount was also held to be liable to Service Tax as all these amounts were in relation to the ‘telephone services’ rendered by the company. Even the sale of SIM cards had an aspect of service embedded within itself.
3.2 Aspect theory — DoT :
This was a case of telephone instrument given on rental basis to the subscriber by the company. The Supreme Court held that there was a transfer of right to use the moveable property and hence the rentals were liable to lease tax. It also held that the fact that such rentals were liable for Service Tax was irrelevant to the context. A trans-action can have varying aspects and the legislatures are competent to levy taxes on different aspects of the same transaction.
3.3 No plea against double taxation :
In both the above cases, the plea against double taxation was rejected as the levies were not under the same statute.
3.4 SC Larger Bench decision in case of TCS :
The recent Supreme Court decision in the case of Tata Consultancy Services has held that software amounts to goods and hence is liable to Sales Tax. It has however left the issue of whether customised software amounts to service contract open-ended.
3.5 Is it a tax on tax ?
In case of simultaneous levy, neither of the taxes should be loaded on one another, as there is no provision to levy a tax on tax amount.
4. Tax implications of
Composite Contracts :
On first principles, considerations received for sale of goods are chargeable to Sales Tax (a State subject), whereas considerations received for provision of services are chargeable to Service Tax (a Centre subject).
In practical terms, one may however not find such straight-jacket transactions. There could be disputes in case of composite contracts, wherein both goods are sold (whether directly or indirectly) as well as certain services are rendered (may be purely labour or service element) and the contract may not be a divisible contract.
The Supreme Court in Gannon Dunkerly’s case (88 STC 204 SC) held that in case of transactions where goods are transferred in pursuance of an indivisible works contract and are not explicitly sold, there can be no levy of Sales Tax. This decision prompted the Constitution Amendment whereby certain composite transactions like works contracts, leases, hire purchases, etc., were made exigible to Sales Tax to the extent that these transactions involved a direct or an implicit transfer of goods to the contractee.
Similar analogies are attempted to be drawn in the case of transactions, where there is a service element embedded in an indivisible contract. The Service Tax implications of such turnkey projects were discussed by the Delhi CEGAT in the case of Daelim Industrial Co. Limited, wherein the Tribunal held that a turnkey contract cannot be artificially vivisected so as to levy Service Tax on the service component. The judgement has been assented by the Supreme Court.
The decision mentioned above is a path-breaking one and hence the facts of the case have to be appreciated so as to understand the principles laid down by it. In the instant case, there was a contract for the construction of a sulphurisation plant for Indian Oil Corporation. Engineers India Limited were the lead consultants for this turnkey job. The designs for the plant were prepared and approved by Engineers India Limited. A part of the contract was sub-contracted to Daelim. Some detailed designing was naturally involved in the execution of the contract. However, no separate charges were levied for the same. The Department tried to artificially vivisect the composite contract to identify the design component thereof and levied a Service Tax on the design component under the category of ‘consulting engineers’.
The Department’s attempt did not find favour with the judicial authorities due to various factors.
Firstly, the Service Tax law does not contain any rules for notional valuation. The then existing provisions did not have rules for exclusion of sale price of goods, nor were presumptive abatement schemes available. There was also no alternate remedy in terms of CENVAT Credit.
Secondly, the tax was attempted to be levied under the category ‘consulting engineers’, which covered transactions relating to advice, consultancy or technical assistance. Thus, transactions pertaining to execution were not covered (commissioning and installation category did not exist at that time).
As such, the judgement has to be looked upon as a precedent only in case of similar facts. It might therefore be risky to suggest that all transactions wherein works contract tax is levied would not be liable for Service Tax.
The transaction in Daelim was predominantly a transaction for execution of works. The service element was embedded within the transaction. The impugned category talked of only covering the advice component and hence the transaction was not taxable.
The situation might be different in case of a contract, where the category attempts to cover the execution component. For example, repairs and maintenance or construction services. In such situations, the judgement may not be of much help. The only solace will be the reduction available for sale of goods in the execution of the contract.
5. Conclusion :
With a multiplicity of indirect taxes, one is now very frequently compounded with a single transaction liable to more than one tax. In such a situation, due care needs to be taken while entering into a transaction. One should also take care not to be unduly adventurous as far as indirect taxes are concerned, because non-collection of an indirect tax implies a lost opportunity !
 

