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THE HON’BLE SRI JUSTICE V.V.S.RAO

AND

THE HON’BLE SRI JUSTICE RAMESH RANGANATHAN

 

WRIT PETITION Nos.17092, 17110 AND 17130 OF 2010

 

COMMON ORDER: (Per Hon’ble Sri Justice Ramesh Ranganathan)

 


These three Writ Petitions are filed by M/s Viceroy Hotels Limited. As they are inter-connected they were heard together, and are now being disposed of by a common order.

 


The petitioner has a five star hotel at Hyderabad under the name “Marriott”.  It is also a registered dealer under the A.P. VAT Act, 2005, (hereinafter referred to as the “Act”), on the rolls of the 4th respondent.  The 1st respondent passed an order of assessment dated 21.1.2008, for the periods 2006-07 and 2007-08, resulting in a tax liability of Rs.11,13,285/- and Rs.20,25,705/- respectively. Thereafter the 1st respondent issued a revised order on 26.2.2008 for the aforesaid periods resulting in a tax liability of Rs.11,13,285/- and Rs.7,76,668/- respectively.  Aggrieved thereby, the petitioner preferred an appeal to the Appellate Deputy Commissioner (CT) who, by order dated 7.5.2008, partly allowed, partly remanded and partly dismissed the appeal.  In so far as the 1st respondent had levied VAT on rental charges of lease equipment, the Appellate Deputy Commissioner, while observing that a perusal of the related bills/vouchers of the audio-visual equipment did not point to the transfer of the right to use goods as such, but on the contrary pointed to the fact that effective control and possession of the equipment/decoration etc., rested with the suppliers, held that this aspect needed a thorough verification with the evidence available with the petitioner.  The assessment order was set aside, and the matter was remanded back to the assessing authority directing him to re do the assessment in accordance with law.  

 

The 1st respondent, thereafter, issued notice dated 8.1.2010.  The petitioner filed their objections thereto on 31.3.2010.  The 1st respondent, by order dated 8.4.2010, levied tax on the rental charges for lease of equipment holding that the petitioner was liable to tax under Section 4(8) of the Act, as providing equipment to their customers on rental basis for consideration amounted to transfer of the right to use goods. It is against the assessment order of the 1st respondent dated 8.4.2010 that the present writ petition is filed.  

 


In W.P. No.17110 of 2010 the order of the 1st respondent dated 26.4.2010, demanding interest, is under challenge.  It is the petitioner’s case that, as the liability to tax was itself disputed, interest was payable only after 30 days from the date of receipt of the assessment order; and the petitioner had paid the entire tax demanded, vide cheques dated 7.2.2008 and 15.3.2008, even before the assessment order was passed on 08.04.2010; and the demand of interest was illegal and contrary to Section 22(1) of the Act.

 


W.P. No.17130 of 2010 is filed questioning the order of the 1st respondent dated 28.4.2010 levying penalty of Rs.6,52,770/- at 100% of the under-declared tax under Section 53(3) of the Act.  

 

W.P. No.17092 of 2010:

 


Sri S. Dwaraknath, Learned Counsel for the petitioner, would contend that the petitioner had already paid service tax on this transaction; they could not, simultaneously, be mulcted with liability both under the Finance Act, 1994, and the Act; since the appellate authority had recorded a finding that effective control and possession of the equipment rested with the supplier, the assessing authority had exceeded his jurisdiction in recording a finding to the contrary; in view of the order of the appellate authority, the assessing authority could not have held that there was a transfer of the right to  use audio-visual equipment; the petitioner hires the equipment from their supplier who deputes his men to operate the equipment, and take it back as soon as the customer’s programme is over; neither is possession of the audio-visual equipment delivered to the customer nor is he put in effective control thereof; it is the supplier who retains control over the audio-visual equipment even during the event; effective control and possession of the equipment lay with the third party supplier, and not with the petitioner; the customer could not operate the equipment in the manner they wanted, and had to return it at the end of the event; as the equipment is operated by technically skilled personnel of the supplier alone, there is no transfer of the right to use audio-visual equipment; and, therefore, Section 4(8) of the Act is not attracted.  Learned counsel would submit that the services rendered by the petitioner, i.e., of providing facilities to their customers in the form of audio-visual equipment, is as a ‘Mandap Keeper’ which is a taxable service within the ambit of the Finance Act, 1994; while the supplier had billed the petitioner, the customers were billed by the petitioner; it was a case where services were rendered by the supplier to the petitioner and, in turn, by the petitioner to their customers; the supplier had charged service tax on their bills; the petitioner had also charged service tax on their customers; since the petitioner is paying service tax, they are not liable to pay sales tax on the very same transaction; and the assessing authority had exceeded his jurisdiction in levying tax, on what is essentially a transaction of service, on the erroneous premise that it is a transaction involving transfer of the right to use the audio-visual equipment; as the petitioner had paid service tax on the consideration received for providing audio-visual equipment, parallel levy of VAT on the same turnover was not sustainable as both the levies were mutually exclusive; and, if the petitioner was declared to be liable for VAT, they were entitled for refund of service tax and vice-versa.  Learned counsel would rely on Association of Leasing and Financial Service Companies v. Union of India
[1]; Rashtriya Ispat Nigam Ltd. v. Commercial Tax Officer, Company Circle, Visakhapatnam
[2]; State of Andhra Pradesh and Anr. v. Rashtriya Ispat Nigam Ltd.
[3]; Lakshmi Audio Visual Inc. v. Assistant Commissioner of Commercial Taxes
[4]; Bharat Sanchar Nigam Ltd v. Union of India
[5]; Imagic Creative (P) Ltd v. CCT
[6].

 


Sri A. Rajasekhara Reddy, Learned Senior Standing Counsel for Customs, Central Excise and Service Tax, would submit that the petitioner having paid service tax, and not having challenged the service tax assessment, cannot now contend that, if they are held liable to pay sales tax, they should be refunded the service tax paid by them; unless the service tax assessment is set aside, the question of granting refund of service tax paid by them does not arise; the department had accepted the service tax returns filed periodically by the petitioner which amounted to an assessment in law; and, having paid service tax voluntarily, it is not open to the petitioner to now contend that they should be refunded the service tax paid by them earlier.  Learned Senior Standing Counsel would state that, once a transaction falls within the ambit of “taxable service” under Section 65(105) of the Finance Act, 1994, the service provider is required to pay tax on the amount relating to the service; and service tax is liable to be paid even on that part of the transaction which relates to the transfer of the right to use the audio-visual equipment, on the application of the ‘dominant nature test’.  Learned counsel would rely on T.N. Kalyana Mandapam Association v. Union of India
[7]; Gujarat Ambuja Cements Ltd v. Union of India
[8]; Imagic Creative (P) Ltd.6; All India Federation of Tax Practitioners v. Union of India (UOI)
[9].
 


On the other hand, Sri A.V. Krishna Koundinya, Learned Standing Counsel for Commercial Taxes, would submit that ‘dominant intention’ is no longer the applicable test; in a composite contract, sales tax can be levied to the extent it relates to the transfer of the right to use goods; burden is on the petitioner to establish that they continued to retain effective control and possession of the audio-visual equipment even during its usage; the appellate authority had held that the aspect, whether or not there was a transfer of the right to use the audio-visual equipment, needed a thorough verification with the evidence available with the petitioner; as such the matter was remitted back to the assessing authority; and the assessing authority was, therefore, justified in examining the transactions in question, and in arriving at an independent conclusion that there was a transfer of the right to use the audio-visual equipment.  Learned Standing Counsel would rely on Bharat Sanchar Nigam Ltd.5; Tata Consultancy Services v. State of Andhra Pradesh
[10]; and T.N. Kalyana Mandapam Assn.7. 

 

At the outset, it is necessary to note the provisions of the A.P. VAT Act, 2005 and the Finance Act, 1994 to the extent relevant herein.  Section 2(28) of the Act defines ‘sale’, with all its grammatical variations and cognate expressions, to mean every transfer of property in goods, (whether as goods or in any other form in pursuance of a contract or otherwise), by one person to another in the course of trade or business for cash, or for deferred payment, or for any other valuable consideration or in the supply, distribution of goods by a society, (including a cooperative society), club, firm or association to its members, but not to include a mortgage, hypothecation or pledge or a charge on goods.  Under Explanation (iv) thereto, a transfer of right to use any goods for any purpose, (whether or not for a specified period), for cash, deferred payment or other valuable consideration shall be deemed to be a “sale”.  Section 2(34) (d) defines ‘tax’ to mean a tax on the sale or purchase of goods payable under the Act, and to include a tax on the transfer of the right to use any goods for any purpose whether or not for a specified period for cash, deferred payment or other valuable consideration.  Section 4 of the Act relates to charge to tax and, under sub-section (8) thereof, every VAT dealer who transfers the right to use goods taxable under the Act, for any purpose whatsoever whether or not for a specified period, to any lessee or licensee for cash, deferred payment or other valuable consideration, in the course of business shall, on the total amount realised or realisable by him by way of payment in cash or otherwise on such transfer of the right to use such goods from the lessee or licensee, pay a tax for such goods at the rates specified in the Schedules. 

Service tax, under the Finance Act, 1994, is also a value added tax, and is a destination based consumption tax in the sense that it is on commercial activities, and is not a charge on the business but on the consumer.  Broadly “services” fall into two categories, namely, property based services and performance based services. Property based services cover service providers such as architects, interior designers, real estate agents, construction services, mandapwalas, etc. Performance based services are services provided by service providers like stockbrokers, practising chartered accountants, practising cost accountants, security agencies, tour operators, event managers, travel agents, etc. (All-India Federation of Tax Practitioners9). The provisions relating to “service tax” in the Finance Act, 1994 make it clear, under Section 64(3), that the Act applies only to taxable services. Taxable services has been defined in Section 65(105). Each of the clauses of that sub-section refers to different kinds of services provided. The rate of service tax has been fixed under Section 66.  Under Section 65(66), “Mandap” is defined to mean any immovable property, as defined in Section 3 of the Transfer of Property Act, 1882, and to include any furniture, fixtures, light fittings and floor coverings therein let out for consideration for organizing any official, social or business function.  Under the Explanation thereto, social function includes a marriage.  Section 65(67) defines “mandap keeper” to mean a person who allows temporary occupation of a mandap for a consideration for organizing any official, social or business function.  Under the Explanation thereto, ‘social function’ includes marriage.  Under Section 65(105)(m) ‘taxable service’ means any service provided or to be provided to any person by a mandap keeper “in relation to” the use of mandap in any manner including the facilities provided or to be provided to such person “in relation to” such use and also the services, if any, provided or to be provided as a caterer.  Section 65(105) (zzw) defines ‘taxable service’ to mean any service provided or to be provided to any person by a pandal or shamiana contractor “in relation to” a pandal or shamiana in any manner, and also to include the services, if any, provided or to be provided as a caterer.  The expression 'in relation to' is of wide amplitude, and is used in the expansive sense. The term 'relate' means to bring into “association” or “connection with”. The expression “in relation to” is a very broad expression which presupposes another subject matter. These are words of comprehensiveness which might have both a direct significance as well as an indirect significance depending on the context." (T.N. Kalyana Mandapam Assn.7; Doypack Systems Pvt. Ltd. v. Union of India
[11]; Renusagar Power Co. Ltd. v. General Electric Company
[12]). Any service rendered by the petitioner as Mandap Keeper, in relation to the use of mandap in any manner including the facilities provided or to be provided to such a person, would alone constitute “taxable service” under the Finance Act, 1994.  Sale of goods, including deemed sale in the form of transfer of the right to use goods, does not, and cannot, form part of such taxable service, and is, therefore, exigible to tax under the Act.
Section 93(1) of the Finance Act, 1994 enables the Central Government, if it is satisfied that it is necessary in the public interest so to do, by a notification in the official gazette, to exempt, generally or subject to such conditions as may be specified in the notification, taxable service of any specified description from the whole or any part of the service tax leviable thereon. The Central Government, in exercise of the power conferred on it by Section 93 of the Finance Act, 1994, issued notification dated 26.06.1997 exempting an amount of service tax leviable on a Mandapam - keeper, in excess of the amount of service tax calculated on 60% of the gross amount charged from the client by the Mandapam –Keeper, for the use of the Mandapam including the facilities provided to the clients in relation to such use, and also for certain charges. The said notification also provided that the exemption shall apply only in such cases where the Mandapam -Keepers also provide catering services i.e. supply of food and drinks, and the bill issued for this purpose indicates that it is inclusive of charges for catering services. The said Notification came into force on 01.07.1997.  

The subject matter of tax under the provisions of the Finance Act 1994, is not the “sale of goods” but “service”. It may be that both the levies are to be measured on the same basis, but that does not make the levy the same.  (Gujarat Ambuja Cements Ltd.8). The nature and character of the levy of the service tax is distinct from a tax on the sale or hire purchase of goods. (T.N. Kalyana Mandapam Assn.7).  

Before examining the rival contentions, we shall consider the scope and purport of Article 366(29-A)(d) of the Constitution of India, the power of the State to levy tax on the transfer of the right to use goods; and the power of the Centre to levy service tax under the Finance Act, 1994.

 

In A.V. Meiyappan v. Commissioner of Commercial Taxes
[13], a Division bench of the Madras High Court held that mere sale of a film, regarded as material, to another by the owner of the copyright would count for nothing unless there was the conferment of a right to exploit the film; in a transaction of this kind, it was this latter right which was more valuable; and the supply of the film was ancillary to the exercise of that right. It is to remove the basis of the judgment in A.V. Meiyappan13 that clause (29-A)(d) was inserted to Article 366 by the Forty Sixth Amendment to the Constitution.

 


Clause (29-A) of Article 366 of the Constitution provides for an inclusive definition and has two limbs. The first limb says that the tax on sale or purchase of goods includes a tax on transactions specified in sub-clauses (a) to (f). The second limb provides that such transfer, delivery or supply of goods, referred to in the first limb, shall be deemed to be a sale of those goods by the person making the transfer, delivery or supply and purchase of those goods by the person to whom such transfer, delivery or supply is made. (Association of Leasing and Financial Service Companies1).  The object of the new definition, introduced in clause (29-A) of Article 366, is to enlarge the scope of ‘tax on sale or purchase of goods’ wherever it occurs in the Constitution so that it may include within its scope the transfer, delivery or supply of goods that may take place under any of the transactions referred to in sub-clauses (a) to (f) thereof wherever such transfer, delivery or supply becomes subject to levy of sales tax. (Builders’ Association of India v. Union of India
[14]; Gannon Dunkerley and Co. v. State of Rajasthan
[15]).  The power of the States to levy taxes on the sale and purchase of goods, including “deemed” sale and purchase of goods under clause (29-A) of Article 366, is to be found only in Entry 54 of List II of the VII Schedule, and not outside it. (Builders' Assn. of India14).  Article 366(29-A), as introduced by the Forty-Sixth Amendment, not being equivalent to a separate entry in List II is subject to the same discipline/limitations as Entry 54 of that list. (Bharat Sanchar Nigam Ltd.5; Builders Association of India14; Gannon Dunkerley and Co.15).

 

The Forty Sixth amendment introduced a fiction by which six instances of transactions were treated as deemed sale of goods. (Bharat Sanchar Nigam Ltd.5). When the law creates a legal fiction, such fiction should be carried to its logical end. If the power to tax a sale, in an ordinary sense, is subject to certain conditions and restrictions imposed by the Constitution, the power to tax a transaction which is deemed to be a sale under Article 366(29-A) of the Constitution should also be subject to the same restrictions and conditions. (Builders' Assn. of India14).  The said definition, as to deemed sales, will have to be read in every provision of the Constitution wherever the phrase “tax on sale or purchase of goods” occurs. (Bharat Sanchar Nigam Ltd.5).  The fiction in Article 366 (29-A) operates to deem what is not otherwise a sale of goods as a sale of goods i.e. even the transfer of a right to use goods is deemed to be a sale of the goods.  (Bharat Sanchar Nigam Ltd.5).   

The title to the goods, under sub-clause (d) of Article 366 (29-A), remains with the transferor who only transfers the right to use the goods to the purchaser. Yet, by fiction of law, it is treated as a sale.  In other words, contrary to A.V. Meiyappan13, a lease of a negative print of a picture would be a sale. All the sub-clauses of Article 366(29-A) serve to bring transactions, where one or more of the essential ingredients of a sale as defined in the Sale of Goods Act, 1930 are absent, within the ambit of purchase and sale for the purposes of levy of sales tax. Deemed sale, under each particular sub-clause of Article 366(29-A), has to be determined only within the parameters of the provisions in that sub-clause. Each fiction by which those transactions, which are not otherwise sales, are deemed to be sales independently operates only in that sub-clause. One sub-clause cannot be projected into another, and fiction upon fiction is not permissible.  Article 366(29-A) has served to extend the meaning of the word “sale” to the extent stated, but no further.  (Bharat Sanchar Nigam Ltd.5). 

 


Under Article 366(29-A)(d), levy of tax is not on the use of goods, but on the transfer of the right to use goods. The right to use goods accrues only on account of the transfer of the right and, unless there is a transfer of the right, the right to use does not arise. It is the transfer which is the sine qua non for the right to use any goods. If goods are available, (irrespective of where the goods are located), and a written contract is entered into between the parties, the taxable event on such a deemed sale would be the execution of the contract for the transfer of the right to use goods. Oral or implied transfer of the right to use goods may, however, be effected by delivery of the goods. (20th Century Finance Corpn. Ltd. v. State of Maharashtra
[16]).

 


The State is, however, not competent to levy sales tax on the transfer of the right to use goods, which is a deemed sale, if such sale takes place outside the State or is a sale in the course of inter-State trade or commerce or is a sale in the course of import or export.
The transaction, of a transfer of the right to use goods, cannot be termed as a contract of bailment as it is a deemed sale within the meaning of the legal fiction engrafted in clause (29-A)(d) of Article 366 of the Constitution wherein the location, or the delivery, of the goods to be put to use is immaterial. (20th Century Finance Corpn. Ltd.16). 

 


Location or delivery of goods within the State cannot be made the basis for levy of tax on the sale of goods. Delivery of goods may be one of the elements of transfer of the right to use, but would not be a condition precedent for a contract of transfer of the right to use goods. Where a party has entered into a formal contract, and the goods are available for delivery irrespective of the place where they are located, the situs of such sale would be where the property in the goods passes i.e., where the contract is entered into. (20th Century Finance Corpn. Ltd.16).

In order to fall within the ambit of sub-clause (d) of Article 366(29-A) all that is required is that there is a transfer of the right to use the goods. What is necessary is that the goods should be in existence so that they may be used, and the contract in respect thereof is executed. Of no relevance to the deemed sale is where the goods are delivered for use pursuant to the transfer of the right to use them. (20th Century Finance Corpn. Ltd.16). The essence of the right, under Article 366(29-A)(d), is that it relates to user of goods. It may be that the actual delivery of the goods is not necessary for effecting the transfer of the right to use the goods but the goods must be available at the time of transfer, must be deliverable and delivered at some stage. It is assumed, at the time of execution of an agreement to transfer the right to use, that the goods are deliverable. If the goods are not deliverable, the question of the right to use those goods would not arise. (Bharat Sanchar Nigam Ltd.5). In cases where goods are not in existence, or where there is an oral or implied transfer of the right to use goods, such transactions may be effected by the delivery of the goods. In such cases the taxable event would be on the delivery of goods. (20th Century Finance Corpn. Ltd.16).  
ASPECT THEORY:

 

The law “with respect to” a subject might incidentally “affect” another subject in some way, but that is not the same as the law being on the latter subject. There might be overlapping, but the overlapping must be in law. The same transaction may involve two or more taxable events in its different aspects.  (Federation of Hotel & Restaurant Assn. of India v. Union of India
[17]).  The ‘aspect theory’ would not apply to enable the value of the services to be included in the sale of goods, or the price of goods in the value of the service, as that doctrine merely deals with legislative competence. (Bharat Sanchar Nigam Ltd.5; Imagic Creative (P) Ltd.6).

 

DOMINANT INTENTION TEST:

 


In Rainbow Colour Lab v. State of M.P.
[18], the Supreme Court held that division of a contract can be made only if the contract involved a dominant intention to transfer the property in goods, and not in contracts where the transfer in property takes place as an incident of a contract of service; the Forty-Sixth Amendment does not empower the State to indulge in a microscopic division of contracts involving the value of material used incidentally in such contracts; what is pertinent to ascertain is what was the dominant intention of the contract; every contract, be it a service contract or otherwise, may involve the use of some material or the other in execution of the said contract; the State is not empowered to impose sales tax on such incidental material used in such a contract unless there is a sale and purchase of goods, (either in fact or deemed), and which sale is primarily intended and not incidental to the contract; and the State cannot impose sales tax on a contract simpliciter in the guise of the expanded definition found in Article 366(29-A) of the Constitution of India.  

 


In Associated Cement Companies Ltd. v. Commissioner of Customs
[19], the Supreme Court held that the aforesaid observations in Rainbow Colour Lab18 ran counter to the express provisions of Article 366(29-A), and the Constitution Bench judgment in Builders Association of India14; the Forty-Sixth Amendment was made precisely with a view to empower the State to bifurcate a contract; and, even if the dominant intention of the contract is the rendering of a service, after the Forty-Sixth Amendment the State would now be empowered to levy sales tax on the material used in such a contract.  

 


In Kerala Colour Lab. Association v. Union of India
[20] the Division Bench of the Kerala High Court held that,
once a taxable event is determined as service rendered and not the sale of goods, irrespective of whether it is a works contract or a contract for the sale of goods, the taxable event would occur; the taxable event occurs because of the service rendered; merely because the measure or valuation of tax is linked to the gross consideration received in the transaction, it does not determine the nature of tax; the taxable event determines the true event of the tax; and the measure of tax does not determine the nature of tax, but the quantum of tax which can be levied and collected. The decision of the Kerala High Court, in Kerala Colour Lab Association20, was approved by the Supreme Court in C.K. Jidheesh v. Union of India
[21]. However, in Bharat Sanchar Nigam Ltd5, the Supreme Court held that, after the Forty-Sixth Amendment, the sale element of those contracts, which are covered by the six sub-clauses of Clause (29-A) of Article 366, are seperable and may be subjected to sales tax by the States under Entry 54 of List II; there was no question of the dominant nature test applying; and that C.K. Jigdeesh21, which held that the observations in Associated Cement Companies19 were merely obiter, and Rainbow Colour Lab18 was still good law, was not correct.


The dominant nature test may, however, be applied to a composite transaction not covered by Article 366(29-A). If there is an instrument of contract which may be composite in form, in any case other than the exceptions in Article 366(29-A), unless the transaction in truth represented two distinct and separate contracts, and was discernible as such, the State would not have the power to separate the agreement to sell from the agreement to render service, and impose tax on the sale. The test, therefore, for composite contracts, other than those mentioned in clauses (a) to (f) of Article 366(29-A), continues to be: Did the parties have in mind or intend separate rights arising out of the sale of goods? If there was no such intention there is no sale even if the contract could be disintegrated. The test for deciding whether a contract falls into one category or the other is as to what is “the substance of the contract” ie., the dominant nature test. (Bharat Sanchar Nigam Ltd.5).   
 

COMPOSITE CONTRACTS – BOTH VAT AND SERVICE TAX CAN BE LEVIED ON THE PARAMETERS OF “SALE” AND “SERVICE” ENVISAGED THEREIN:

 

Transactions which are mutant sales are limited to the six clauses of Article 366(29-A). All other transactions would have to qualify as “sales” within the meaning of the Sale of Goods Act, 1930 for the purpose of levy of sales tax.  (Bharat Sanchar Nigam Ltd.5). For the tax to amount to a tax on the sale of goods, it must amount to a “sale” according to the established concept of a “sale” in the Law of Contract or the Sale of Goods Act, 1930. The Legislature cannot enlarge the definition of “sale” so as to bring within the ambit of taxation transactions which cannot be a “sale” in law. (T.N. Kalyana Mandapam Assn.7).

While the States have the legislative competence to levy tax on sales if the necessary concomitant of a sale is present in the transaction, and the sale is distinctly discernible therein, they are, however, not allowed to entrench upon the Union List and tax services by including the cost of such service in the value of the goods. (Bharat Sanchar Nigam Ltd.5; Association of Leasing and Financial Service Companies1). The fact that tax on the sale of goods, involved in a service, can be levied does not mean that a service tax cannot be levied on the service component of the transaction. (T.N. Kalyana Mandapam Assn.7). 

 

In Bharat Sanchar Nigam Ltd.5, the Supreme Court observed (at para 88):- 

 “………..Even in those composite contracts which are by legal fiction deemed to be divisible under Article 366(29-A), the value of the goods involved in the execution of the whole transaction cannot be assessed to sales tax. As was said in Larsen & Toubro v. Union of India141: (SCC p. 
395, para 47)
“The cost of establishment of the contractor which is relatable to supply of labour and services cannot be included in the value of the goods involved in the execution of a contract and the cost of establishment which is relatable to supply of material involved in the execution of the works contract only can be included in the value of the goods.…..” (emphasis supplied)

 

The distinction between an indivisible contract and a composite contract must be borne in mind. If a contract contains an element of service the object for which Clause (29-A) was inserted in Article 366 of the Constitution of India must be kept in mind. Service tax and VAT are mutually exclusive.  They should be held to be applicable having regard to the respective parameters of “service” and “sale” as envisaged in a composite contract as contra-distinguished from an indivisible contract. It may consist of different elements providing for attracting different nature of levy. (Imagic Creative (P) Ltd.6). 

 


The principles governing “transfer of the right to use goods”, to the extent relevant, were summed up in M/s. G.S. Lamba & Sons, represented by Mr. Gurusharan Singh Lamba v. State of Andhra Pradesh
[22] as:-
 

(a) (a)    The Constitution (Forty-sixth) Amendment Act intends to rope in various economic activities by enlarging the scope of “tax on sale or purchase of goods” so that it may include within its scope, the transfer, delivery or supply of goods that may take place under any of the transactions referred to in sub-clauses (a) to (f) of Clause (29-A) of Article 366. The works contracts, hire purchase contracts, supply of food for human consumption, supply of goods by association and clubs, contract for transfer of the right to use any goods are some such economic activities.

(b) (b)   The transfer of the right to use goods, as distinct from the transfer of goods, is yet another economic activity intended to be exigible to State tax.

(c) (c)    There are clear distinguishing features between ordinary sales and deemed sales.

(d) (d)   Article 366(29-A)(d) of the Constitution implies tax not on the delivery of the goods for use, but implies tax on the transfer of the right to use goods. The transfer of the right to use goods contemplated in sub-clause (d) of clause (29-A) cannot be equated with that category of bailment where goods are left with the bailee to be used by him for hire.

(e) (e)    In the case of Article 366 (29-A)(d) the goods are not required to be left with the transferee.  All that is required is that there is a transfer of the right to use goods.  In such a case taxable event occurs regardless of when or whether the goods are delivered for use.  What is required is that the goods should be in existence so that they may be used.

(f) (f)      The levy of tax under Article 366(29-A) (d) is not on the use of goods.  It is on the transfer of the right to use goods which accrues only on account of the transfer of the right.  In other words, the right to use goods arises only on the transfer of such right to use goods.

(g) (g)    The transfer of right is the sine qua non for the right to use any goods, and such transfer takes place when the contract is executed under which the right is vested in the lessee.  

(h) (h)   The agreement or the contract between the parties would determine the nature of the contract. Such agreement has to be read as a whole to determine the nature of the transaction.  If the consensus ad idem as to identity of the good is shown the transaction is exigible to tax.

(i) (i)      The locus of the deemed sale, by transfer of the right to use goods, is the place where the relevant right to use goods is transferred. The place where the goods are situated or where the goods are delivered or used is not relevant.  

 

To the afore-extracted principles we may, to the extent relevant to the cases before us, add a few more:-

(j) (j)      Tax leviable, by virtue of sub-clause (d) of Clause 29-A of Article 366 of the Constitution, is subject to the same discipline/limitation as is applicable to a law made under Entry 54 of List II of the VII Schedule to the Constitution.

(k) (k)   The fiction in Article 366(29-A) operates to deem what is not otherwise a sale of goods as a sale of goods i.e., even the “transfer of the right to use goods” is deemed to be a “sale of goods”;

(l) (l)      The earlier view that, once a taxable event is determined as a service rendered and not the sale of goods, the taxable event would occur because of the service rendered, is no longer applicable as, after the Forty Sixth amendment to the Constitution, the sale element of contracts, which are covered by the six sub-clauses of Clause 29-A of Article 366 of the Constitution, are separable, and that part of the contract which relates to “sale” or “deemed sale” of goods may be subjected to sales tax by the State under Entry 54 of List II of the VII Schedule to the Constitution.

(m) (m) The State is not competent to levy sales tax on the transfer of the right to use goods, even though it is a deemed sale, if such sale takes place outside the State or is a sale in the course of inter-State trade or commerce or is a sale in the course of import or export.

(n) (n)   The title to the goods, under Article 366(29-A)(d) and Section 4(8) of the Act, remains with the transferor and he merely transfers the right to use the goods. Yet, by fiction of law, it is treated as a “sale”;

(o) (o)    Location or delivery of goods may be one of the elements of transfer of the right to use, but is not a condition precedent for a contract of the transfer of the right to use goods;

(p) (p)   All that is required in such a case is that the goods should be in existence so that they may be used; the goods must be available at the time of transfer, must be deliverable, and must be delivered at some stage.  It is assumed, at the time of execution of the agreement of the transfer of the right to use goods, that the goods are deliverable;

(q) (q)    In cases where goods are not in existence, or there is an oral or implied transfer of the right to use goods, such transactions may be effected by the delivery of goods and, in such cases, the taxable event is on the delivery of goods;

(r) (r)     Article 366 (29-A) has served to extend the meaning of the word “sale” to the extent stated, but no further.  Each fiction by which those transactions, which are not otherwise sales, are deemed to be sales independently operate only in that sub-clause of Article 366 (29-A).  One sub-clause cannot be projected into another, and fiction upon fiction is not permissible.

(s) (s)    Other than these transactions which are “deemed” to be sales, in view of the fiction under Article 366(29-A), all other transactions would have to qualify as “sales”, within the meaning of the Sale of Goods Act, 1930, for the purpose of levy of sales tax;

(t) (t)     While the State has the legislative competence to levy tax on sale of goods, if the necessary concomitant of a sale is present in the transaction and “sale” is distinctly discernable therein, they are not allowed to entrench upon the Union list and tax services by including the cost of such services in the value of goods;

(u) (u)   Likewise while the Centre can levy service tax, on the service component of a transaction, it cannot tax intra-state sale of goods by including the value of the goods in the cost of such services;

(v) (v)     Unlike an indivisible contract, Service Tax and VAT (which are mutually exclusive) can be levied in a composite contract having regard to the respective parameters of “Service” and “Sale”;

(w) (w)  The “aspect doctrine” relates only to legislative competence, and would not apply to enable the value of services to be included in the sale of goods or the price of goods to be included in the value of services.  

(x) (x)    The “dominant intention test”, whereby the State is empowered to divide a contract only if the contract involves a dominant intention to transfer the goods, and not in contracts where transfer of the goods takes place as an incident of a contract of service, falls foul of the express provisions of Article 366(29-A) of the Constitution of India and the judgment of the Supreme Court in Builders Association of India14;

(y) (y)    Even if the dominant intention of the contract is the rendering of a “service”, the State is empowered, after the Forth Sixth amendment, to bifurcate the contract, and levy sales tax on the material component of the contract;

(z) (z)    The dominant intention/nature test may, however, be applied to composite transactions not covered by Article 366(29-A) of the Constitution;

(za) In the case of composite contracts, other than those         referable to Article 366(29-A), unless the transaction         represents two distinct and separate contracts, and is         discernable as such, the State would not have the power to         separate the agreement to sell from the agreement to         render service, and impose tax on the “sale”

 


On a notice being issued, calling upon them to show cause why the transaction relating to hire of audio-visual equipment should not be treated as a “deemed sale” under Section 4(8) of the Act as it involved the transfer of the right to use the said equipment, the burden lay on the petitioner to adduce proof, by way of documentary evidence, that the hiring of audio-visual equipment did not involve the transfer of the right to use such goods.  A perusal of the bill, enclosed as part of the documents annexed to the Writ Petition, shows that M/s Abbot Industries was charged Rs.12,500/- towards audio-visual equipment rental charges, in addition to the charges for food, liquor etc.  The contents of the “bill” does not justify the petitioner’s plea show that the audio-visual equipment rentals charged on the consumer did not involve the transfer of the right to use the audio-visual equipment.  In their objections to the show cause notice the petitioner, vide letter dated 31.3.2010, stated that they had outsourced certain items during conferences/meetings, and were collecting consideration from the parties who were renting such LCD projectors, audio and video equipments etc; they had transferred part of the consideration to the provider of such equipment, and had retained the balance amount; providing equipment, and operating them through their own operators, for the conferences, meetings and functions  amounted to “service”, and did not fall within the ambit of Section 4(8) of the Act; and effective control and possession of the equipment vested in the hands of the out-sourcing agency. They relied on the decision of the Karnataka High Court in Lakshmi audio-visual4, and the Division bench judgment of this Court in Rashtriya Ispat Nigan Ltd2, to contend that they did not fall within the ambit of Section 4(8) of the Act.  

In Rashtriya Ispat Nigam Ltd.2, a Division Bench of this Court held that, in bailment, there is a transfer of goods for a particular period and, thereafter, the goods have to be returned to the person delivering them; one of the categories of bailment is hire of chattel; it is this category of bailment of goods that is the tax base under Section 5-E of the APGST Act (similar to Section 4(8) of the Act); the taxable event under Section 5-E is the transfer of the right to use any goods; this meant that, unless there is a transfer of the right to use the goods, no occasion for levying tax arises; providing a facility which involves the use of goods nor even a right to use the goods is not enough; there must be a transfer of that right; the essence of transfer is the passage of control over the economic benefits of property which results in terminating rights and other relations in one entity and creating them in another; a transfer of the right to use the goods, necessarily, involves delivery of possession by the transferor to the transferee; delivery of possession of a thing must be distinguished from its custody; it is not uncommon to find the transferee of goods in possession, while the transferor is having custody; and whether there is a transfer of the right to use or not is a question of fact which has to be determined in each case having regard to the terms of the contract under which there is said to be a transfer of the right to use.  The aforesaid judgment was affirmed by the Supreme Court in Rashtriya Ispat Nigam Ltd3 which, in turn, was referred to in Bharat Sanchar Nigam Ltd.5.

In Lakshmi Audio-visual4, it was held that, if the transaction was one of leasing/hiring/letting simpliciter under which the possession of the goods, i.e., effective and general control of the goods was to be given to the customer with the freedom and choice of selecting the manner, time and nature of use and enjoyment, though within the frame work of the agreement, it would then be a transfer of the right to use the goods and fall under the extended definition of "sale"; on the other hand, if the customer had entrusted to the assessee the work of achieving a certain desired result, and that involved the use of goods belonging to the assessee and rendering of several other services, and the goods used by the assessee to achieve the desired result continued to be in the effective and general control of the assessee, then the transaction would not be a transfer of the right to use goods falling within the extended definition of "sale"; if the petitioner hired audio/visual multimedia equipment to the customer without rendering any other service, i.e., it merely delivered the equipment to the customer on hire, and left it to the customer to transport the equipment, install and operate them in any manner he wanted, and, at the end of the period of hiring, return them to the petitioner, then possession and effective control was transferred to the customer, and the transaction would be a “deemed sale” exigible to tax; on the other hand, if the customer engaged the petitioner for providing audio-visual services for any programme or event, and the petitioner did not deliver any equipment to the customer, but took the equipment to the site of the programme, installed them, operated them and then dismantled them and brought them back after the period of hiring, possession and effective control never left the petitioner, and the customer never got the right to the use of equipment; and, in such an event, there was no deemed sale attracting tax. 

In the impugned order of assessment dated 8.4.2010, the assessing authority notes that the sample bill, produced as part of the objections, revealed that the petitioner-hotel was providing equipment to its customers on rental basis; this amounted to a “deemed sale” under Explanation (iv) to Section 2(28) of the Act; the bill produced for verification did not reveal that technicians were provided along with the LCD projectors or audio/video equipment; consideration was charged exclusively for the equipment; effective control over the said goods had been transferred to the ultimate customer for use in their functions; the petitioner had given the LCD projectors and audio/video multimedia equipment on hire to their customers without rendering any other service i.e., they merely delivered the equipment to their customers on  hire; the customer could use the equipment in any manner he wanted, and had to return the equipment at the end of the event; possession and effective control was transferred to the customer during the event, and the customer had the right to use the same; in view of Explanation (iv) to Section 2(28), the activity of renting of LCD projectors and audio and video equipments was “sale” attracting tax under Section 4(8) of the Act; and, in the judgments relied on by the petitioner possession vested with the service provider, whereas, in the present case, the petitioner  had transferred possession and control of the equipment rented to their customers.  

 


Admittedly, there is no privity of contract between the   outsourcing agency and the petitioner’s customers.  It is the case of the petitioner that they hire audio-visual equipment from the outsourcing agency for consideration and, in turn, provide the facility of audio-visual equipment to their customers for consideration.  On the petitioners’ own admission, they do not render any service to their customers in relation to the audio visual equipment. The contract between the petitioner and their customers is not a contract of “service” as it is not even the petitioner’s case that they render any service to their customers with regards the audio visual equipment facility provided to them.  Section 16(1) of the Act places the burden of proving that any sale, effected by a dealer, is not liable to tax on the dealer. The assessing authority has held that the bill produced by the petitioner does not disclose that technicians were provided along with LCD projectors or the audio-video equipment.  In the absence of any evidence being produced by the petitioner in this regard, the assessing authority was justified, in view of Section 16 of the Act, in holding that, since the bill merely reflected audio-visual equipment rentals, there was a transfer of the right to use the audio-visual equipment.  As Section 16 of the Act casts the onus on the petitioner to establish that the transaction is not one of “deemed sale” involving transfer of the right to use goods, the petitioner’s contention, that it was for the assessing authority to enquire and satisfy himself to the contrary, does not merit acceptance.  To establish that the outsourcing agency had deputed their men to operate the audio-visual equipment, and the A.V. equipment remained under the control and possession of the outsourcing agency during the customer’s conference, the petitioner should have produced the agreement between them and the outsourcing agency and other documents in support thereof.  No copy of any such agreement was placed either before the assessing authority or before this Court.

 

The assessing authority has recorded the finding that the audio visual equipment was delivered to the customer who paid rental charges for such equipment; the petitioner nowhere figured in the process of the customer putting the audio-visual equipment to use; and, during the period of the conference, it was the customer who was using the said audio-visual equipment.  It is thus evident that effective control over the audio visual equipment has been transferred to the customer who pays rental charges to the petitioner. The assessing authority was, therefore, justified in treating the said transaction as a transfer of the right to use goods, and levying tax thereupon under Section 4(8) of the Act.  

 

The appellate authority had earlier held that the aspect, as to whether there was a transfer of the right to use goods, needed a thorough verification on the evidence available with the petitioner.  The matter was remanded to the assessing authority to examine, on the basis of the evidence placed by the petitioner, whether there was a transfer of the right to use goods.  No final finding of fact has been recorded by the appellate authority.  The observations made by him, when examined in the light of his directing the assessing authority to cause a thorough verification in this regard, would negate the petitioner’s contention that the appellate authority had finally concluded that there was no transfer of the right to use goods attracting Section 4(8) of the Act.  

 

As noted hereinabove in a composite contract, (unlike an indivisible contract), both service tax and VAT can be levied having regard to the respective parameters of “service” and “sale”. The service-tax assessments are not the subject matter of challenge in these proceedings.   It is also not clear whether the petitioner has paid service tax on the audio-visual equipment rentals.  We see no reason, therefore, to direct refund of the service tax paid by them.    Suffice to hold that the order now passed by us shall not preclude the petitioner, if they are so entitled, from claiming refund of service tax paid by them in appropriate legal proceedings.  The challenge to the impugned assessment order dated 08.04.2010, however, fails.  W.P. No.17092 of 2010 is, accordingly, dismissed.  

 

W.P. No.17110 of 2010:

 

By the order, impugned in this Writ Petition, dated 26.4.2010 the assessing authority informed the petitioner that a show cause notice dated 8.4.2010 was issued proposing to charge interest of Rs.1,99,460/- under Section 22(2) of the Act; despite  service of notice on 12.4.2010 the petitioner had not filed any objections; and, therefore, the order proposing levy of interest at Rs.1,99,460/- was being confirmed.  

 

Sri S. Dwarakanath, Learned Counsel for the petitioner, would contend that under Section 22(2) of the Act, read with Rule 25(5) of the A.P. VAT Rules, 2005 (hereinafter called the “Rules”) and Form VAT 305, tax is required to be paid within 30 days from the date of receipt of a copy of the assessment order; interest at 1% of the tax due is liable to be paid, if tax is not paid within the aforesaid period of 30 days; in the present case the order of assessment, subsequent to its being remanded by the appellate authority, was passed only on 08.04.2010; and, as the petitioner had already paid the tax due even during the pendency of the appeal filed earlier, the assessing authority was not justified in directing them to pay interest of Rs.1,99,460/-. 

Under Section 22(2) of the Act, if any dealer fails to pay tax within the time prescribed or specified therefor, he shall pay, in addition to the amount of such tax, interest calculated at the rate of one percent per month for the period of delay from such prescribed or specified date for its payment.  Rule 25(5) stipulates that the assessing authority shall assess the tax payable, and shall serve upon the dealer an order of the tax assessed in Form VAT 305, and the VAT dealer shall pay the sum within the time and manner specified in the notice.  Form VAT 305, which is the prescribed form for an order of assessment of VAT, stipulates that tax should be paid within 30 days from the date of receipt of the order of assessment, failing which the dealer shall be liable to pay interest for the period of delay.  

The provisions by which the authority is empowered to levy and collect interest, even if construed as forming part of the machinery provisions, is substantive law for the reason that, in the absence of a contract or usage, interest can be levied under the law, and cannot be recovered by way of damages for wrongful detention of the amount. (Union of India v. A.L. Rallia Ram
[23]; J.K. Synthetics Ltd. v. Commercial Taxes Officer
[24]).  Any provision made in a Statute, for charging or levying interest on delayed payment of tax, must be construed as substantive law and not adjectival law. (J.K. Synthetics Ltd.24). 

 

 It is only if the assessed tax is not paid within 30 days from the date of receipt of the assessment order, would the dealer be liable to pay interest for belated payment of the tax due.  It is not in dispute that, even before the impugned order of assessment dated 26.4.2010 was passed, the petitioner had already paid the tax due even during the pendency of the earlier appeal filed by them before the Appellate Deputy Commissioner.  As such the assessing authority was not justified in levying interest.  The impugned order, levying interest of Rs.1,99,460/-, is therefore quashed.  W.P. No.17110 of 2010 is allowed.

 

W.P. No.17130 of 2010:

 

Sri S. Dwaraknath, Learned Counsel for the petitioner, would contend that no penalty can be levied since the issue involved is debatable; in any event, levy of penalty at 100% was not justified in as much as the respondent had not even alleged that the petitioner had committed fraud or was guilty of wilful neglect in payment of the under-declared tax; Section 53(3) could not be invoked without fraud or wilful neglect being alleged; and, while in the earlier round of proceedings prior to the order of the 1st respondent being set aside by the 2nd respondent the penalty levied was 25% of the alleged under-declared tax, in the present proceedings the penalty levied was 100% of the tax due.  

In his order dated 28.4.2010, the assessing authority has levied penalty at hundred percent of the tax due i.e., Rs.6,52,770/-.  The order dated 28.4.2010 records that a show cause notice dated 8.4.2010 was issued earlier proposing penalty of Rs.6,52,770/- under Section 53(3) of the Act; despite service of notice on 12.4.2010, the petitioner had not filed any objections and, therefore, the proposal for levy of penalty of Rs.6,52,770/- was being confirmed. 

 

In the show cause notice dated 8.4.2010 all that is stated is that the books of accounts of the petitioner was audited, and it was found that they had not declared the correct output tax in Form VAT 200 filed by them during the period 2006-07 to 2007-08; therefore an order of assessment dated 8.4.2010 was passed for under-declaration of output tax; according to Section 53(3), any dealer who has under-declared tax, and where it is established that fraud or willful neglect has been committed, shall be liable to pay penalty equalent to the tax declared; in view of Section 53(3), it was proposed to levy penalty under Section 53(3) of the Act of Rs.6,52,770/- which was equalent to the under-declared output tax.  

 


Section 53(1) of the Act stipulates that, where any dealer has under declared tax and where it has not been established that fraud or willful neglect has been committed, if the declared tax is (i) less than ten percent of the tax, a penalty shall be imposed at ten percent of such under declared tax; and (ii) more than ten percent of the tax due, a penalty shall be imposed at twenty five percent of such under-declared tax.  Under Section 53(3), any dealer who has under declared tax, and where it is established that fraud or willful neglect has been committed, shall be liable to pay penalty equal to the tax under declared besides being liable for prosecution.  While under-declaration of tax is liable for penalty under Section 53(1), if fraud or willful neglect has not been established, the rate of tax is 10%/25% of the under- declared tax.  It is only in cases where, in terms of Section 53(3), fraud or willful neglect is established in the under- declaration of tax, is the dealer liable to pay penalty equal to the tax under declared.  Let alone fraud or willful neglect being established in the case on hand, there is not even an allegation that the petitioner is guilty of fraud or willful neglect.  The Show cause notice dated 08.04.2010 merely extracts Section 53(3), and does not reflect the basis on which the assessing authority has formed the opinion that the ingredients of Section 53(3) are attracted.  The jurisdictional facts necessary for imposing penalty under Section 53(3) of the Act are not discernable from the show cause notice.  In the absence of any such basis being disclosed in the show cause notice, the impugned order levying penalty under Section 53(3) must be, and is accordingly, quashed.  W.P. No.17130 of 2010 is allowed.  It is, however, made clear that this order shall not preclude the competent authority from taking action for levying penalty in accordingly with law.

 


As a result W.P. No.17092 of 2010 is dismissed, and W.P. Nos.17110 and 17130 are allowed. However, in the circumstances, without costs. 
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