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Foreword

Laws and rules relating to indirect taxes have been evolving on account of
development in business models, economic growth of the country, global
developments, and technological advances and also with reforms in the field
of taxation especially, in the area of service tax.

The introduction of value added tax in the year 2005 marked a significant step
forward in the reform of domestic trade taxes in India. Introduction of VAT in
the States has been a more challenging exercise in a federal country like
India, where each State, in terms of Constitutional provision, is sovereign in
levying and collecting State taxes. However, now all the States and Union
Territories have implemented State-Level VAT.

Though the broad design of the State-level VAT is uniform across the country
but every State has its own VAT legislation and procedures differ on many
counts from one State to another. It is often found that information in respect
of VAT laws of various States is not available readily at one place.
|, therefore, congratulate the Indirect Taxes Committee and in particular,
CA. Madhukar N Hiregange, Chairman, Indirect Taxes Committee for bringing
out a “Compilation of Works Contract Provisions under VAT Laws of
Different States”. Compilation of ‘works contract’ assumes significance as
taxation of works contract has always been a challenging area for the
professionals.

| am sure that members will find this compilation very useful in their day to
day practice in respect of State-Level VAT.

Date: 29t January, 2013 CA. Jaydeep Narendra Shah

Place: New Delhi President






Preface

Works contract taxation is considered to involve a lot of complexities and
controversies which in the short term may not get resolved. Since the time
when the concept of deemed sale was introduced under sales tax,
transactions that would be liable to tax under the guise of works contract
have always been a matter of debate and dispute.

Earlier the Courts took a view that in the case of composite contracts
involving sale of goods and execution of works, no sales tax could be levied
at all - the landmark decision on the issue being the Supreme Court’s ruling in
the case of State of Madras vs. Gannon Dunkerley & Co. (Mad) Ltd. [1958] 9
STC 353 (SC). However, in order to enable the States to collect the sales
tax, the 46t amendment to the Constitution provided for the taxation of
transfer of materials used in the execution of a works contract as deemed
sale. Clause 29A was added to Article 366 of the Constitution of India to
cover ‘transfer of property in goods involved in execution of works contract’.

‘Works contract’ is defined in the Central Sales Tax, 1956 as 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. Majority of the States have adopted this definition for works
contract in their VAT legislations. Though the basic framework of the works
contract provisions is broadly the same across the country, the administrative
and procedural provisions do vary from State to State depending upon the
size and developmental status, the experiences in implementation and
monitoring of compliances, the extent of computerization of each State and
SO on.

Considering the positive feedback of the Committee’s publication,
“Compilation of Registration Provisions under VAT Laws of Different States”,
the Indirect Taxes Committee of the ICAl decided to prepare a similar
compilation of the provisions of works contract under the VAT laws of
different States to assist the members of ICAl who practice in different States
and are called upon by the businesses operating in multi States. This would,
in effect, facilitate the members to practice across geographies thereby



enabling even a small town practitioner to render services in any State with
the aid of technology.

This “Compilation of Provisions of Works Contracts under the VAT Laws of
Different States” will also be of assistance to those experts/ officers working
on Goods and Services Tax to understand the process being followed in
different States, adopt best practices and achieve uniformity in provisions
across all States to facilitate businesses operating in different states.

Information in respect of provisions of Works Contract of twenty-six States
has been collated in this compilation. For quick reference and easy
understanding, the provisions have been tabulated against a set of common
questions for all the States.

| am thankful to CA. Jaydeep Narender Shah, President, ICAlI and
CA. Subodh Kumar Agrawal, Vice-President, ICAlI who have been supporting
the initiatives and the members of Committee in particulars by CA. Sanjay M.
Dhariwal, CA. Rajiv J. Luthia and CA. Pulak Saha who provided valuable
inputs for this publication. Also, | acknowledge with thanks, contribution
made by CA. Gaurav Gupta and CA. Brijesh Verma. | must compliment and
appreciate the substantial assistance provided by the Indirect Taxes
Committee Secretariat in bringing out this publication.

| look forward to feedback for further improvements in this Compilation at
idtc@icai.org and queries on www.pdicai.org.

Date: 29t January, 2013 CA. Madhukar N. Hiregange
Place : New Delhi. Chairman
Indirect Taxes Committee

Vi
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INTRODUCTION

The Indian Constitution is considered to be the “Mother of all Law”, where the
powers have been given to enact laws in the matters enumerated in Seventh
Schedule between Central and States. It acts as machinery by which laws are
made. One of the important characteristic of the Constitution is ‘Division of
Power' between the Union and the State Governments. Article 246 of the
Constitution deals with ‘Distribution of Legislative Powers’. The legislative power
under the Indian Constitution is subject to the limitation of the rule that a State
Legislature cannot legislate extra-territorially, though Parliament does not suffer
from this limitation.

According to Article 246, Union has been given exclusive power to make laws in
respect of the matters listed in List | [called Union List] of the Seventh Schedule.
Simultaneously, States have been given power to make laws in respect of the
matters listed in the List Il [called State List] of the Seventh Schedule. Further,
this article also gives power to Union and States to make laws in respect of
matters not included in either Union List or State List but listed in List IIl [called
Concurrent List]. The power given to the States in respect of matters listed in
Concurrent List is subject to limitation of Article 254. It means that in the event of
any inconsistency between the laws made by Parliament and laws made by the
State Legislature, the former will prevail. Overall it is important to note that there
is no implied restriction on the States while exercising powers under legislative
heads unless expressly provided in the Constitution itself. The works contract
i.e., levy of tax on transfer of property in goods is enumerated in Entry 54 of List Il
under State Legislature. It is well settled that these laws are not free from
disputes. This book is intended to highlight the basic provisions pertaining to
works contract in 26 States.

The Constitution (Forty Sixth Amendment) Act, 1982, granted powers to State
Governments to enact laws for providing the levy of tax on the transfer of property
involved in the execution of works contract, which to hither was not possible in
lieu of Honorable Supreme Court's decision in the case of State of Madras Vs.
Gannon Dunkerley & Co (Mad) Ltd. [1958] 9 STC 353 (SC). Even after the said
amendment in the Constitution of India on the subject under context, there still
persist disputes between the trade and the tax authorities.

A works contract is a contract which involves labour as well as materials and
where the materials are partially transferred. The quantum of materials could vary
from contract to contract. The State law has the capability of only charging the
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tax on the goods and is not in a position to tax the service element of the
transaction.

As a result of the 46 Amendment to the constitution, the contract which was
single and indivisible was altered by a legal fiction into a contract which could be
divisible into contract for sale of goods and contract for supply of labour and
services. If the legal fiction introduced by Article 366(29A)(b) is carried to its
logical end, it follows that even in a single and indivisible works contract there is
a deemed sale of the goods which are involved in the execution of a works
contract. After the 46th amendment, it has become possible for the States to
levy sales tax on the 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.

The difference between a sale and a works contract is that a sale involves
transfer of property in the goods whereas in a works contract, there is only a
contract to render work on the customer’s property whether movable or
immovable. Works Contract includes any agreement for carrying out for
cash, deferred payment or other valuable consideration, the assembling,
construction, building, altering, manufacturing, processing, fabrication,
installation, fitting out, improvement, repair or commissioning of any
moveable or immovable property. Transfer of goods involved in the
execution of works contract is a deemed sale and therefore, works contract
can be split into contract for labour and contract for sale. The transfer of
property in goods involved in execution of works contract is chargeable to
VAT. In arriving at the taxable turnover, various deductions from the contract
receipts are allowed. The various deductions are in respect of labour
charges, purchases of material from local registered dealers and payments
to sub-contractors.

In the case of Gannon Dunkerley and Co Vs. State of Rajasthan (SC) 88 STC
204, the Hon'ble Supreme Court held that the measure of levy of the tax
contemplated by Article 366(29-A)(b) is the value of goods involved in the
execution of works contract. The value of goods for levying tax can be assessed
only on the basis of cost of acquisition of the goods by the contractor and not on
the basis of the value at the time of incorporation of such goods in the works
contract as incorporation of the goods in the works forms part of the contract
relating to work and labour which is distinct from the contract for transfer of
property in goods. Therefore, the cost of incorporation of goods in the works
cannot be made a part of the measure for levy of tax contemplated by Article
366(29A)(b).



Introduction

Sale price in relation to transfer of property in goods whether as goods or in
some other form is arrived at by deducting from the amount of valuable
consideration paid or payable to a person for the execution of the works
contract, the amount representing labour charges for such execution.
In Gannon Drunkenly and company and others vs. State of Rajasthan and
others (1993) 88 STC 204 (SC), it was stated that the value of the goods
involved in the execution of works contract will have to be determined by
taking into account the entire value of the contract and deducting there from
the charges towards labour and other services. In other words labour,
service and other charges not relatable to transfer of property has to be
deducted from the total consideration of works contract. Where such labour
and other service charges are not quantifiable, the sale price shall be the
cost of acquisition of the goods and the margin of profit on them prevalent in
the trade plus the cost of transferring the property in the goods and all other
expenses in relation thereto till the property in them, whether as such or in
any other form, passes to the Contractee and where the property passes in a
different form shall include the cost of conversion. The value of the goods
involved in the execution of a works contract will, therefore, have to be
determined by taking into account the value of the entire works contract and
deducting there from the charges towards labour and services which would
cover :

(i) labour charges for execution of works
(i) amount paid to sub-contractor for labour and service

(iii) charges for obtaining on hire or otherwise machinery and tool used for
execution of the works contract

(iv) charges for planning, designing and architect’s fees
v) cost of consumables used in the execution of the works contract

(vi) cost of establishment of the contractor to the extent it is relatable to
supply of labour and services

(vii) other similar expenses relatable to supply of labour and services and

(viii)  profit earned by the contractor to the extent it is relatable to supply of
labour and services.

The transfer of property in goods (whether as goods or in some other form)
involved in the execution of works contract is sale of the goods. Under the VAT
System, tax is to be charged on each sale of taxable goods and tax invoice
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showing the tax element separately is to be issued in respect of every sale of
taxable goods in the State by a registered dealer.

If a contractor-registered dealer is engaged in the execution of works contract of
moveable property of a Contractee in the State and is not availing the
composition scheme of paying a lump-sum amount in lieu of tax, then he will
charge tax on the value of goods transferred in the works contract and will issue
tax invoice to the Contractee. In case the Contractee is a registered dealer under
the Act, he would claim input tax credit in respect of such goods received in the
works contract from the contractor. The contractor-registered dealer will also be
entitled to claim input tax credit in respect of the goods purchased from within the
State, which were transferred in the execution of the works contract.

If a contractor-registered dealer is engaged in the execution of works contract of
immovable property of a Contractee in the State and is not availing the
composition scheme of paying a lump-sum amount in lieu of tax, then he will
charge tax on the value of goods transferred in the works contract and will issue
tax invoice to the Contractee. The Contractee would not be entitled to claim input
tax credit in respect of the goods received in the works contract. However, the
contractor registered dealer will be entitled to claim input tax credit in respect of
the goods purchased in the State, which were transferred in the execution of the
works contract.

If a contractor-registered dealer is availing composition scheme as applicable
under the relevant State VAT Act and is engaged in the execution of works
contract of immovable property of a Contractee in the State, then he is not
entitled to charge tax in respect of the goods transferred in the works contract.
The contractor registered dealer is also not entitled to claim input tax credit in
respect of purchase of any goods from within the State, which were transferred in
the execution of works contract of the immovable property to the Contractee. The
Contractee registered dealer will also be not entitled to claim input tax credit in
respect of the goods received by way of transfer in the works contract of
immovable property from the contractor -registered dealer.

If a contractor-registered dealer is availing composition scheme as applicable
under the relevant State VAT Act and is engaged in the execution of works
contract of moveable property of a Contractee in the State, then he is not entitled
to charge tax in respect of the goods transferred in the works contract and will not
issue tax invoice to the Contractee. The contractor- registered dealer is also not
entitled to claim input tax credit in respect of purchase of any goods from within
the State, which were transferred in the execution of the works contract. The
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Contractee- registered dealer will also be not entitled to claim input tax credit in
respect of the goods received by way of transfer in the works contract of
moveable property, from the contractor registered dealer.

The rates of tax applicable to various kinds of works contract are specified in
respective schedules. The transaction can be considered to be works
contract generally only if there is any accession or accretion to the property
of the customer. Purely labour contracts not involving supply of any goods by
the contractor to his customer will not attract any VAT or works contract tax.

As a basic feature, tax is chargeable on the transfer of property in goods
involved in the execution of works contract at the rates prescribed for the
concerned goods in the schedules of the concerned State VAT legislation.
Where value of each item of material transferred in the course of execution of
works contract is identifiable, tax can be charged on the value of individual
items of materials as provided under the schedules to the concerned State
VAT Legislation. On inputs, the contractor is entitled to avail Input Tax
Credit(ITC).

Most of the State VAT laws provide input tax credit on inputs used for
executing Works Contract. Some States however, are not considering
consumables at par with inputs. In case of composition schemes some
States do not allow any input tax credit while in some States allow partial tax
credit.

The following are certain important principles with respect to works contracts:
. There should be transfer of property in goods.

. Pure labour contracts or service contracts are outside the purview of
the works contract under the State law. In case if any of the goods
are consumed during the execution of works contract and their
identity is lost and accordingly there is no transfer of property in
goods then in such instance such consumables are not leviable to
VAT under the State VAT law.

° There must exist an individual and composite works contract. The
divisible contracts are outside the scope of the works contract.

. Transfer of property in goods must pass as goods or in some other
form. Form of goods has no relevance.

. In works contract transaction vesting of property must occur not by
contract but on the theory of accretion and accession.



Compilation of Works Contract Provisions under VAT Laws of Different States

° There must be dominant intention to affect the transfer of property in
goods in execution of works contract, passing of the property in
goods must not be only incidental to the contract.

. Such transfer of property in goods may be in the form of goods itself
or in some other form.

. Such goods, which are being transferred, should be involved in the
execution of works contract.

If any of the above said propositions are not fulfilled, then the activity is not
covered under the scope of levy under VAT. However, there are numerous
decisions in this context under various sales tax laws considering different
types of activities independently. Therefore, though the above is only a broad
principle, each transaction would be required to be examined in the light of
the circumstances and the decided case laws as may be applicable to the
goods dealt in with by them. Considering the above factors, it becomes
essential to identify whether the activity is covered under the scope of levy in
the course of execution of works contract or not. If it is so covered, then the
next question would be the quantification of such levy. The quantification of
tax levy will be based on the tax rate, which has to be applied on the value to
be determined.
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