18th April, 2011
Shri Pranab Mukherjee

Hon’ble Union Finance Minster 





Ministry of Finance 

Room No.134,
North Block, 

NEW DELHI-110 001 
Respected Sir,

Sub:  Post Budget representation on unfeasible rules in Point of Taxation

Rules, 2011 and other problem areas
On behalf of the members of Construction Federation of India (CFI), engaged in critically important infrastructure development, may we take this opportunity to bring to your kind attention certain serious complications that have arisen from changes made through the Union Budget 2011-12.  While these changes have been seen as having negative repercussion in general, we would like to stress that the impact on the construction industry engaged in infrastructure building has been particularly severe. 

Before listing the problem areas, CFI would like to emphasize that the construction sector is characterized by a set of business and operational practices which are unique to it and are not shared by either the manufacturing sector or the service sector.  

The sector has not been classified under the category of normal manufacturing activities and there has been a judicial interpretation to this   effect.  That it is unlike other activities, classified under the service sector, has also been now recognized.  A reference may be made to the Economic Survey released by the Government of India this year where two sets of figures for contribution of service sector to GDP have been given for the first time -   one including the construction sector and the other excluding it.

The unique aspects of construction sector have unfortunately not been recognized fully while formulating taxation policies. This has led to considerable complexities in the past. More often than not, it happens that while a particular tax measure can be implemented smoothly by the normal manufacturing or service entities, its adoption by the construction sector becomes either extremely complicated or downright unfeasible.

Construction sector is today playing a crucial role in achieving the highly ambitious targets set for the infrastructure sector in the current as well as the forthcoming five year Plan. It is, therefore, of paramount importance that the government policies affecting it must be efficient and not lead to a host of problems and disputes especially when the past record in the sphere of project implementation has not been very encouraging and the construction activities have been witnessing prolonged disputes, arbitration etc. 

An unfeasible, complicated and dispute prone tax measure in fact also goes against the very spirit of reforms being undertaken in our taxation system for simplifying the procedures and make them convenient for all stakeholders.

It is in this perspective that we would like to explain the following problems:  
1. Point of Taxation Rules, 2011: 
In the Budget, the new Point of Taxation Rules 2011 (POT) has been introduced vide Notification 18/2011 dated 1st March 2011 effective from 1st April 2011.   Due to numerous anticipated difficulties, attempts have been made to simplify some of the provisions by bringing some changes in the provisions of POT vide Notification No.25/2011-ST dated 1st April 2011.

i)  Single supply Service (Other than continuous supply Service):
	S.No.
	Scenario
	Point of Taxation

	1
	Invoice issued within 14 days from the completion of service 
	Date of  Invoice

	2
	Service completed, but invoice not issued within 14 days 
	Date of completion of service

	3
	Advance received before completion 
	Date of receipt to the extent of advance received.

	4
	Invoice issued before completion of service
	Date of invoice 


ii)  Continuous Supply Service: 

	S.No.
	Scenario
	Point of Taxation

	1
	Invoice issued within 14 days from the completion of milestone for payment 
	Date of Invoice

	2
	Invoice not issued within 14 days from the completion of milestone for payment 
	Date of milestone for payment  

	3
	Advance received before completion of milestone for payment 
	Date of receipt to the extent of such advance

	4
	Invoice issued before completion of milestone for payment 
	Date of invoice

	5
	No milestone for payment agreed in the contract and no amount received till completion of service and invoice raised within 14 days from completion
	Date of invoice

	6
	No milestone for payment agreed in the contract and no amount received till completion of service and invoice not issued 
	Date of completion of service

	7
	No milestone for payment and part amount received before completion 
	Date of such receipt to the extent of such amount.


Sir, most of our Members are providing continuous supply services and hence we would like to express the diffculties in following the provisions of POT and also the impact of changes brought in the  CENVAT Credit Rules, 2004  for your persusal and kind consideration: 

Example: Let us consider a hypothetical situation.  For work done during the month of April, 2011 (periodical completion of work done on montly basis) where invoice is raised within 14th May, the POT is the date of raising of invoice and accordingly due date of deposit of taxes would be 6th of the suceeding month,  i.e. 06.06.2011.  However, where it was thought that invoice could be raised within 14th May but for some reason could not be so raised, the POT will date back to the date of completion of provision of services, i.e. 30.04.2011 and accordingly due date of deposit of taxes would be 06th May, 2011 which has already passed (since we come across this situation after 14th May, 2011).  Thus, following the new POT Rules, would lead to an absurd situation as to leviability of tax which is neither clearly defined nor ascertainable.
However, the said Rules as a whole will bring about a paradigm shift in the basic modus operandi of calculation of monthly Service Tax liability and its subsequent deposits,  for the following reasons:

a) In Construction Industry, the Service Provider generally rendering ‘Works Contract Services’ is required to submit the Running Account (R/A) Bill based on the work done to be arrived at considering various measurements as to quantity of work done and rates as per Bill of Quantities (BOQ) of the Contract. However, submission of periodical R/A Bill within 14 days from the date of completion of specified event as per Contract as proposed in amended budget is not feasible at all due to many complexities involved in quantity measurement of work done in Construction industry and position gets worse when final bill is to be raised/submitted. Subsequently the bill gets certified by the client after various adjustments as to recoveries and other deductions which would result into substantial variation for each bill in view of amount duly certified being lower than what was submitted earlier.  Unless such bill is certified by the client, the Contractor cannot claim any amount on the basis of submitted bill.
b) Further, in case of jobs performed for PWD/CPWD Departments, the measurement  book is the basis for raising the invoice and calculating the value of services rendered and signing off of the measurement book takes considerable time.  Accordingly, following the POT Rules, as proposed, in such jobs will be unfeasible and impractical to implement. 

c) If a Works contractor is required to discharge his service tax deeming the provision of service as date of invoice (since payment in most of the cases is received usually after raising of a R/A Bill), such requirement would necessitate various adjustment of taxes subsequent to certification of bill in view of the fact that such submitted bill may be certified partly or for a lesser amount or some of the items therein may not be certified at all in future. Thus, discharging service tax on the basis of submitted invoice and adjustment of taxes subsequent to certification of bill coupled with uncertainty in realisation of full payment would make the whole process unworkable since there cannot be determination of actual Service Tax prior to certification and realisation of amount from the client.

d) Thus, shifting of the incidence of levy from payment “receipt basis” to   Billing/Invoicing or date of completion of an event in terms of a contract will necessitate substantial involvement of funds from the pockets of the service provider in advance without realisation  is not justified and not good in law.  

e) Service provider is also required to raise invoice on clients in respect of escalation, statutory variation, additional work and subsequent legislation etc.  Verification and certification of such bills by the client takes enormous time and in some cases even more than a year. It is also possible that such bills are not entertained by the clients at a later date. It is a common practice to refer such disputed bills to Arbitration by the affected party i.e. either by the service provider or service receiver which takes years together for settlement and more, the settlement may be partly or not at all.

f) Advance payment: In construction sector, there is a practice of providing mobilization advance at the option of the service provider.  The advance is released subject to payment of interest or on execution of a bank guarantee. The purpose of advance is to promote preliminary site formation etc. before commencing any provision of service.  This is equal to an amount otherwise borrowed from any third party including financial institution.  Therefore, this advance has nothing to do with the provision of taxable service.  Further, such advance is subject to periodical adjustment in the Running Bill Account.   However, the service provider receives gross amount of payment and also pays service tax on the gross amount.  Therefore, wherein an assessee pays service tax on gross receipt and the mobilization advance is adjustable periodically, as per contract no service tax should be charged on the mobilization advance when received.  
g) Similarly, retention money does not partake the character of services rendered as this amount is not receivable from the client till completion of defects liability period. Therefore, retention money cannot be a part of value of taxable service until received.  Unless the defects liability period is over, services rendered cannot be said to be completed.   In some cases the Client takes the liberty to adjust the retention money for purported non-completion of snag list and releases only part amount.  Such adjustments some time lead to litigation also. 
h) The point of taxation rules also make the linkage with the date on which payment is liable to be made as per the contract.  This is impractical and without any rationale since in most of the contracts, the said dates are not adhered to by the service recipient.  There are instances that the project work comes to a halt for a temporary period very frequently during the course of construction due to social, environmental and legal reasons.
i) Even though most of the contracts incorporate clauses to the effect that payment is to be made within a particular duration, however, very rarely the said clauses are adhered to and never strictly followed.  The problem is all the more accentuated with the government clients who despite certifying the bills perennially suffer from fund crisis and release the payment only when fund is available irrespective of the date of payment to be made as per contract.
j) At times, Clients release ad hoc payments to the service providers which may not be equivalent to the value of the invoice raised pending certification of the invoices.  In some of the cases even after the invoice is certified ad hoc payments are made by the clients.  This common industry practice will also put the contractor into a disadvantageous position if there is a shift in the point of taxation from receipt basis to accrual basis.
k) Further, if POT Rules are introduced it would amount administrative hurdles and accounting problems because a huge records/ documents will have to be maintained in relation to the operation. It would be impossible to explain and satisfy the field formation and reconcile the service tax payment in view of the requirement of complicated procedures and cumbersome accounting system.
l) On representation from Chartered Accountants,  Company Secretaries, Architects etc. the Government has simplified the POT Rules by amending the Notification No.18/2011-S.T. by introducing Notification No.25/2011-S.T.  dated 31.3.2011 which allows POT on receipt basis for them after considering the particular nature of their services.  Similarly, Construction/Works Contract Services cannot be treated at par with other services given the complex mechanism of billing, revenue recognition etc. followed in the said industry.  Hence, following the POT as proposed in case of Construction/Works Contract Services, as aforesaid, would be unworkable and deferral of the new POT   Rules by 3 months would not provide any respite to players in the construction sector.  Accordingly, existing provisions as to POT, on receipt basis may please be continued.   
Sir, the changes also defies well recognized settled legal position of cannon of taxation vulnerable to its scrutiny by the judiciary for validity aspects.  Apt to the issue at hand, the following observation of apex court in the case for Govind Saran Ganga Saran (60 STC/1/(SC) deserves a reference):

The components which enter into the concept of a tax are well known.  The first the character of the imposition known as its nature which prescribes the taxable event attracting the levy, the second is a clear indication of the person on whom the levy is imposed and who is obliged to pay the tax, the third is the rate at which the tax is imposed and the fourth is the measure or value to which the rate will be applied for computing the tax liability.  If those components are not clearly and definitely ascertainable, it is difficult to say the levy exists in point of law.  Any uncertainty or vagueness in the legislative scheme defining any of those components of the levy will be fatal to its validity.
Suggestion: In view of the fact mentioned above, it is practically impossible to operate as per the provisions of POT. We earnestly request that the  rules in the POT are suitably amended so as to collect service tax on `receipt basis’ instead of `accrual basis’ as prevailing earlier in respect of continuous services relating to construction industry. 
2. Re-introduction of prosecution provisions under Service tax Law


One of the major budget-related negative developments has been the re-introduction of the provisions related to prosecution. Prosecution provisions shall be applicable in specific situations mentioned  below :

· Provision of service without invoice

· Availment and utilization of Cenvat Credit without receipt of inputs or input services

· Submitting false information

· Non-payment of Service Tax collected for a period of more than 6 months

As aforesaid, the Finance Bill, 2011, has proposed to bring back the prosecution related provisions into the statute book, in an expanded and obnoxious form. The above amendment  will, without doubt, lead to a lot of unintended issues, cropping up in service tax matters.

You will appreciate that service provider will not be able to prove the actual receipt of taxable input service, as any availment without such receipt could lead to prosecution.  

The prosecution could be launched even in respect of transactions covered under Section 68(2). Consequently, even an importer of services can be prosecuted for ‘providing' a taxable service, without an invoice.  An importer cannot be expected to generate an invoice for input of service which is in accordance with the statuatory provisions. He is not required to raise an invoice himself. 
It seems quite undersirable that prosecution can be initiated against service providers when they don't issue invoices. Invoice is only a document, based on which, the service tax liability is computed, in certain circumstances. The penalty provisions can be tweaked to penalize the service providers who do not issue invoices, but, there seems to be no justification to invoke the prosecution proceedings for what are essentially, administrative lapses. Mens rea, is not necessary, for prosecution proceedings to be initiated, in terms of the present draft of Section 89(1). The section uses the words “shall”. This is a very worrisome development. If mens rea is a necessary ingredient for imposition of penalty in terms of Section 80, under which, penalty can be waived if the assessee proves that there was reasonable cause for the failure, one cannot understand as to how, prosecution proceedings can be initiated in cases where, no mens rea , is involved

Suggestion: In view of the re-introduction of unwarranted Section 89(1), CFI makes a strong request on behalf of its members to rethink the decision and drop such draconian section in the interest of the industry.

3. Unjustified Hike in Interest Rates

On enactment of the Finance Bill, 2011, the rate of interest is being revised with effect from the 1st of April, 2011 to 18%  per annum under the existing provisions of sections 11AA and 11AB.

It is clearly unfair that this rate of interest is rather curative when compared with the rate of interest paid by the central government or delayed refunds has remained stagnant  at 6% even after nearly eight years.

There appears to be no yardstick laid down in hiking the interest rate from 13% to 18% from 1st April, 2011 except that it gives the assessees a months respite from the additional burden. 

Suggestion: In view of the aforesaid reasons, CFI requests that the Government should restore the earlier rate of 13% till introduction of GST. 
4.
Rule 14 of CENVAT Credit Rules, 2004:

We draw your kind attention to Rule 14 of the CCR, 2004 with regard to “Recovery of CENVAT Credit wrongly taken or erroneously refunded.  Subsequently, the Board has also clarified that interest would be recoverable under Rule 14 of the CCR,2004 when credit has been wrongly “taken” even if it has not been utilized vide Circular No.942/03/2011 CX dated 14.02.2011.

It is felt by members of the CFI that there appears to be some drafting error and hence need amendment.  The beginning sentence states “where the CENVAT Credit has been taken or utilized ……………… recoveries.”  You will appreciate that taking credit in the books account is nothing but a book entry without any liability to the Government.  It is only when the credit is utilized and if it is erroneously utilized it needs penal action and not for mere book entry.  Similarly the said Rule and the Circular needs to be modified to read as “taken and utilized” instead of “taken or utilized” since it is utter injustice in the law to charge interest or impose penal action for a mere book entry. 

Suggestion:  CFI requests the Government to review Rule 14 and change the word from taken or utilized to taken and utilized.   
5. Deletion of Rule 6(5) of the Cenvat Credit Rules

Rule 6 of the CCR has been completely modified in the Budget and here again, the whole Construction Industry basically the Realty Sector and Works Contractors would stand to be a major loser. The Board in its instruction in F.No.137/203/2007-CX dated 01.10.2007 has clarified that the basic purpose of indentifying 17 specified services for special dispensation under Rule 6(5) of the CENVAT Credit Rules was that these services are used in relation to the entire activities of the service provider and cannot be correlated or apportioned with any individual service provided by such service provider. 
Consequently, there was no restriction in taking and utilizing of credit on these services.  Now the said Rule is proposed to be done away with without considering the intention/objective with which the same was originally introduced.  Since there is no change in the nature or treatment of the said services even today there seems to be no justification for deletion of Rule 6(5) of the CCR.    The Commercial Realty sector and Works Contractors were one of the largest beneficiaries of Rule 6(5) of the CCR, as ‘Commercial or Industrial Construction' services, apart from certain other services like Architect's services, Management or Business Consultants, Consulting Engineer's services etc. fell under Rule 6(5). Thus, substantial quantum of Cenvat Credit will now not be available and this will be a direct cash loss in the hands of the Company. This will, further, negatively impact the working capital of the Company.  

Suggestion: In view of the adverse affect of the deletion of Rule 6(5) to the Construction Industry, CFI requests that the said Rules should be restored as deletion of the same will result into additional burden on the infrastructure Sector particularly in case of ongoing contracts and there is no way the cost can be reimbursed by the service receiver as subsequent legislation.
6. Amendments to CENVAT Credit Rules and its drastic effect on            realty players  

For Works Contract services where service tax is paid under composition scheme, the CENVAT credit is now restricted to the extent of 40 per cent of tax paid on input services provided service tax is discharged on full value of the services after availing the credit of inputs. 
The key questions that arise here are :

· How will the works contractors (being service recipients) know if their service providers (providing input services like erection, commissioning & installation, commercial or industrial construction etc) have availed the benefit of exemption notification No. 1/2006-ST or not while discharging their service tax liability? 
· How can the Developer/Builder/Works Contractor ensures that, his service provider has not availed of cenvat credit, except, to take over the accounting function of his service provider. 
The move to restrict cenvat credit to the Developer/Builder/Works Contractor, based on the availment of cenvat credit by the service providers, is very unfortunate, obnoxious and unsustainable. Further, even if insisted by the Works Contractor, there is no guarantee that service providers will disclose the methodology adopted by them for discharging Service Tax.     

As per the amended provisions, restriction has been imposed on the manufacturer (most of our Clients classify as one) to avail cenvat credit on inputs as well as input services. Thus, Construction services (‘Commercial or Industrial Construction Services’ as well as ‘Construction of Residential Complex Services’) /Works Contract Services rendered to them being input services on their part, any Service Tax paid on account of the same shall not be available to them for set-off against their output tax liability. This will result in significant cost escalation for the service recipient and accordingly most of the service recipients will adopt a methodology which will result in lowest cash outgo on account of Service Tax. 
Further, assessees undertaking ‘Works Contract Services’ and discharging Service Tax at full rate (without opting for the composition scheme or without discharging Service Tax only on the service element) should be allowed to avail Credit in respect of inputs, input services as well as capital goods without any bar whatsoever.  The same is nowhere specified under the Rules. 
Suggestion:  CFI requests the Government to consider the issue and allow works contract services providers under composition scheme to avail 100% CENVAT Credit instead of 40% of tax paid on input services when service tax is discharged on full value of the services after availing the credit of inputs as otherwise it would adversely affect the on going projects.    

Sir, in view of the facts on the Point of Taxation Rules, 2011 and amendments made to CENVAT Credit Rules, 2004 which are bound to impact construction business, CFI seeks your kind consideration of its request on a priority basis, since there are severe ramifications on project cost apart from administrative complexities and constraints. 
Thanking you, 

Yours faithfully,  

For CONSTRUCTION FEDERATION OF INDIA 

(Siddharth Singh)

Secretary General
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