                                                     Introduction on Works Contracts


Definition as per Service tax and VAT
As per Service Tax
Section 65(105)(zzzza) imposes service tax in respect of services provided or to be provided to any person by any other person in person in relation to the execution of a works contract, excluding works contract in respect of roads, railways, transport terminals, bridges, tunnels and dams is a taxable service.
Works contract defined to mean a contract wherein

(a) Transfer of property in goods involved in the execution of such contract is leviable to tax as sale of goods and
(b) Such contract is for the purposes of carrying out
a. Erection, commissioning or installation of plant, machinery, equipment or  structures, whether pre-fabricated or otherwise, installation of electrical and electronic devices, plumbing, drain laying or other installations for transport of fluids, heating, ventilation or air-conditioning including related pipe work, duct work and sheet metal work, thermal insulation, sound insulation, fire proofing or water proofing, lift and escalator, fire escape staircases or elevators; or
b. Construction of a new building or a civil structure or a part thereof, or of a pipeline or conduit, primarily for the purposes of commerce or industry; or

c. Construction of a new residential complex or a part thereof; or
d. Completion and finishing services, repair, alteration, renovation or restoration of, or similar services, in relation to (b) and (c); or
e. Turnkey projects including engineering, procurement and construction or commissioning (EPC) projects;


Hence it can be clearly understood that service tax is not payable on all works covered under ‘Works contract service’ of Service Tax Rules but payable only on those specified in the above definition. 

This taxable service is effective from 01.06.2007.
As per AP VAT Act,
Works Contract includes any agreement for carrying out for cash or for deferred payment or for any other valuable consideration, the building construction, manufacture, processing, fabrication, erection, installation, laying, fitting out, improvement, modification, repair or commissioning of any movable or immovable property;
As per Board circular dated 22.05.07 has clarified that contracts which are treated as works contract for the purpose of levy of VAT / Sales Tax also to be treated as works contract for the purpose of levy of Services.
Effect of above Definitions and Circular
From the above it is clear that if VAT/ sales tax are payable on works contract of erection, commissioning or installation service, commercial or industrial construction service or construction of complex service or completion & finishing services, repair, alteration, renovation or turnkey projects, it will be classified under works contract service head but not under respective service head for the purpose of levy of service tax.
There is no option to the service provider to classify the service as per his choice.
Value and Tax Rates

As per Service Tax

Works contract is a composite contract and hence specific provisions have been made in respect of valuation. Broadly, two options are available to service provider-
(1) Calculate value of service as per rule 2A of the Service (Determination of Value) Rules, 2006 and pay service tax at normal rate @ 10.3% (inclusive of Education Cess and SH Education Cess) on such Value (or)
(2) Pay service tax under ‘works contract (composition scheme for payment of service tax) rules, 2007 at 4.12% ((inclusive of Education Cess and SH Education Cess) of gross amount charged for works contract.
Value of Service as Per Rule 2A- It shall be equivalent to the gross amount charged for the works contract less the value of transfer of property in goods involved in the execution of the said works contract. 
Note 1: Gross amount charged for the works contract shall not include Value Added Tax (VAT) or sales tax, as the case may be paid, if any.

Note 2: Where Value Added Tax or sales tax, as the case may be, paid on the actual value of transfer of property in goods involved in the execution of the works contract, then such value adopted for the purposes of payment of Value Added Tax or sales tax shall be taken as the value of transfer of property in goods involved in the execution of the said works contract for determining the value of works contract service as per Rule 2A of the Service (Determination of Value) Rules, 2006.

Note 3: Assessee can treat each works contract separately and choose option (1) or (2) as suits him. It is not that he has to follow same option in respect of all contracts.

Cenvat Availability On Inputs, Input Services And Capital Goods

If assessee opts to pay 10.3% on value of service as per rule 2A of the Service tax valuation rules then he can avail cenvat on Inputs, Input Services and Capital Goods.
As per rule 3(2), ‘works contract (composition scheme for payment of service tax) rules, 2007, the assesse cannot avail cenvat credit on inputs if he opt for composition scheme. Thus he can avail cenvat only on input services and capital goods.

Value and rate as per Vat Rules 
VAT is payable on the goods incorporated in the project at their schedule rates (i.e., either 4% or 12.5%) as applicable subject to maintaining of accounts of goods purchased and used in the project. 
In case no accounts are maintained by the Works Contractor and opted for composition scheme a uniform rate of 12.5% on the total consideration received or receivable subject to deductions stipulated in Rule 17(g) 
VAT Input Credit

If accounts maintained and vat payable on the goods incorporated in the project at their schedule rates (i.e., either 4% or 12.5%) then the VAT dealer shall be eligible to claim input tax credit on ninety percent (90%) of the tax paid on the goods purchased other than those specified in sub-rule (2) of Rule 20 and shall be eligible to issue a tax invoice.
If accounts not maintained to determine the correct value of the goods at the time of incorporation and vat payable as per composition scheme in such cases the contractor shall not be eligible to claim input tax credit.
Combination of Valuation for VAT/Sales tax and service tax

a. Pay Vat/sales tax under composition scheme and service tax also under composition scheme.

b. Pay Vat/sales tax under composition scheme and service tax on actual basis.

c. Pay Vat/sales tax on actual value basis and service tax on actual value basis.

d. Pay vat/sales tax on actual value basis and service tax under composition scheme.
Audit Implications
X ltd undertaking annual maintenance contracts (AMC) for various companies and pay VAT on such contracts. 
Here X Ltd cannot get covered under works contract service since the ‘works contract service’ covers only defined services. Even though it is works contract as per VAT rules but it is not works contract as per service tax. This service is taxable under Maintenance or repair service.

If X Ltd undertaking Erection, commissioning or installation service of towers for various companies for Rs.10 Lacs and pay VAT on such contracts and received Cenvat on goods and materials Rs.10000, service tax paid on input services Rs.30000, capital Goods Rs.10000 and received Vat input of Rs.1000.
Here X Ltd should pay service tax under works contract service head since Vat payable on such work and covered under works contract service defined as per section 65(105)(zzzza) even though there is no transfer of tower (property in good). But not under Erection, commissioning and installation service head.
Service tax and VAT calculation on Invoice to be in the following manner

Erection, commissioning or installation service
Civil work on tower       Rs.5 Lacs

Electrical works              Rs.4 Lacs

Other services                 Rs.1 Lac

Total value of Contract                         Rs.10 Lacs

Service tax @4.12%                                    0.412 Lacs     

(Works contract service composition scheme)
VAT@ 8.75% (12.5%*30% deduction)      0.875 Lacs
(VAT composition scheme)
                                                                -------------------

                                                                    11.287 Lacs  

From the above service tax payable                                                                                  41200

Less: Cenvat credit to be utilized for payment-

(a) Cenvat credit on  goods and materials                                                                 NA

(b) Cenvat credit on service tax paid on input services                                           30000

(c) Cenvat credit of duty paid on capital goods(upto 50% of duty paid in the       5000
                                                                         Year of purchase)

                                                                                                                              _______


Net service tax payable                                                 
​​6200
From the above Vat Payable                                                                                                           87500

Less: Vat input credit (cannot be availed in composition scheme)                                                NA

If X Ltd undertaking Erection, commissioning or installation service of towers for various companies for Rs.10 Lacs and not pay VAT on such contracts and received Cenvat on goods and materials Rs.10000, service tax paid on input services Rs.30000, capital Goods Rs.10000.

Here XLtd should pay service tax under Erection, commissioning and installation service head since Vat not payable on such work and there is no transfer of tower (property in good) defined as per section 65(105)(zzzza) even though covered under works contract service.

Service tax and VAT calculation on Invoice to be in the following manner

Invoice Details of Erection, commissioning or installation service
	Particulars
	Amount(Rs.)

	Civil work on tower       
	500000

	Electrical works              
	400000

	Other services                 
	100000

	Total value of Contract                         
	1000000

	Service Tax @ 3.399%
	33990

	VAT@ 8.75% (12.5%*30% abatement)      
	87500

	Total Invoice Value
	1121490


Note: For the above service tax payable one should not use Cenvat credit on inputs, input services and capital goods cannot be availed as per notification no.1/2006.                                                                                                                                  
Thanks & Regards

Mouli CS CWA (CA)                                                                                        

