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ACT:

Central Sales Tax Act, 1956 read with the Central Sales
Tax (Orissa) Rules, 1957-Sales tax leviable on transaction
of sale and not of works contract-Wether a transaction is
contract for sale or  contract for~ works depends upon main
obj ect of the parties in the circunstances of the
transaction and no fixed rule-is applicable.

HEADNOTE
After the Government of U S.S. R, under an agreenent,
granted a licence to the Gover nnent of India for

manuf acturing and assenbling of aircrafts, both the
Covernments signed a protocol in the matter of manufacturing
of MG aircrafts in India. The Governnent of Indiain their
turn entrusted the manufacture of the said aircrafts to the
appel lant, Ms Hindustan Aeronautics Ltd., (H A L. ~for
short). The Governnent of India informed H A L. that the
materials inported by H AL for this purpose and other
equi prent etc. were the property of Governnent of |India. For
the inplenentation of the entrustment H AL  had three
di visions nanely, Koraput (in the State of Oissa), Nasik
(in the State of Maharashtra) and Hyderabad (in the State of
Andhra Pradesh). The H A L. manufactured MG aircraft
engines at Koraput (Oissa) and sent sone of themto its
Nasi k Division for being fitted to the MG aircrafts to be
supplied to the Government of India and some to the |ndian
Air Force directly as per instructions fromthe M nistry of
Def ence. The H A L. received paynents from Governnent - of
India or Indian Air Force for the manufacturing progranme.
In respect of paynents so received, the Sales Tax Oficer

Koraput | Circle of the State of Oissa levied central sales
tax on the ground that the transactions were inter-State
sales. The Assi stant Conmi ssioner of Sales Tax while
confirmng the order of the Sales Tax O ficer observed that
H A. L. had charged sone percentage of profit in the invoices
sent to the Governnent of India for the MG engines as in a
conmercial transaction in case of sale which gave a clear
indication that this was a case of transaction of sale and
not of agency. In appeal the Sales Tax Tribunal negatived
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the contention of H A L. that the transaction was a works
contract and not a sale. Hence this appeal

Al'l owi ng t he appeal
N

HELD: The transaction is not a contract for sale but a
contract for work and | abour. [275 D

There is no rigid or inflexible rule applicable alike
to all transactions which can indicate distinction between a
contract for sale and contract for work and | abour. Whet her
a particular contract was one of sale or for work and | abour
depended wupon the mmin object of the parties in the
circunmstances of the transactions. |In a contract for sale,
the main object of the parties is to transfer property in
and delivery of possession of a chattel as a chattel to the
buyer. The primary
268
di fference between a contract ~for work or service and a
contract for sale of goods is that in the former there is in
the person performing or rendering service no property in
the thing produced as a whol e notw thstanding that a part or
even the —whole material used by him may have been his
property. In the case of a contract for sale, the thing
produced as a whole ~has individual existence as the sole
property of the party who produced it sone time before
delivery and the property therein passes. only under the
contract relating thereto to the other party for price. [275
E-F. 276 F-§

M s H ndustan ' Aeronautics Ltd v State of Karnataka,
[1984] 2 S.C.R 248 referred to.

In the instant case, taking into consideration the
correspondence and ci rcunst ances under which this
entrustnent had to be wunderstood, there was no transfer of
property in the MG Aero Engines by H'A L. to the Governnent
of India. The materials and equi pnments sent by the
Government of U.S.S.R and the MG Aero Engi nes assemnbl ed by
H AL from such materials belonged to the Governnent of
India at all material tinmes. The Appellant had no ownership
inthe materials which were all supplied by the Governnent
of U SS Rmnor in the finished products and no question of
sales tax on the inpugned transaction could arise.” Even on
the indigenous nmaterials procured or manufactured by the
appellant in the process of fitting in and assenbling, the
appel l ant had no di sposing power as the appellant was never
the owner of these materials. The H A L. only perforned-the
job entrusted to them for and on behalf of the Governnent
and all incidental steps naturally entering into contract,
procurenent, paynment of price and billing and invoices had
to be done in that light. The transfer of the Aircrafts to
the Nasik Division was for the purpose of conpletion of the
job and the nmking of the invoices was a matter of
accounting and carrying out the job of entrustnent [275 GH
276 A-B; 275 B; 276 E]

JUDGVMVENT:
CIVIL APPELLATE JURISDICTION : Civil Appeal No. 1658 of
1982.

Appeal by Special leave fromthe Judgnent and Order
dated the 31st Decenber, 1981 of the Menber, Sales Tax
Tribunal, Oissa, Cuttack in Second Appeal No. 29(C of
1978-79.

S.T. Desai, Y.S. Murty & C.S.S. Rao for the Appellant.

V.S. Desai and R K. Mehta for the Respondent.

The Judgrment of the Court was delivered by
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SABYASACHI MUKHARJI, J. This is an appeal by specia
| eave fromthe order dated 31st Decenber, 1981 passed by the
Sales Tax Tribunal, Oissa. The appellant who was the
assessee under the Central Sales Tax Act, 1956 went up in
appeal agai nst t he confirmng orders of Assi st ant
Conmi ssioner in respect of the assessment years 1974-75,
1975-76 and 1976-77. The Sales Tax O ficer, Koraput 1
Crcle,

269

Jeypore had made the orders under Rule 12(3) of the Centra
Sales Tax (Orissa) Rules, 1957 meking demands of Rs.
1,21,38,586.00 for the year 1974-75, Rs. 1,29, 64,637.00 for
the year 1975-76 and Rs. 1,37,72,652.00 for the year 1976-
77. The appellant is a dealer registered under section 7(1)
of the Central Sales Tax Act, 1956 under Koraput | Circle in
the State of Oissa.

M s Hi ndust an-Aeronautics Limted (hereinafter referred
to as "HAL.> of which appellant is a division was
establ i shed on 1st October, 1964. The objective of formation
of the H AL was to carry  on in.India and el sewhere, the
busi ness, -inter alia, in ~aeroplanes including manufacture,
assenbling, buying and selling etc. of the same. In its
division at Sunabeda, manufacture of MG engines for MG
aircrafts required  for-defence and overhauling of aero
engi nes of Indian Air Force were undertaken. Sone of the MG
engi nes manufactured by it were sent to Nasik Division of
H A L. and sone to Indian Air Force as per instructions from
the Mnistry of Defence. The appellant received paynents
from Governnent of « India or Indian Ar Force for the
manuf acturing programe. I n respect of payments so received,
the Sales Tax Oficer, Koraput | Crcle levied Central Sales
Tax on the ground that the transactions were interstate
sal es. This was disputed by the appellant accordi ng to whom
the latter was only an agent of the Government of India. In
the alternative it was contended that the transacti ons were
not hing but works contract and as- such not exigible to
Central Sal es Tax.

Bei ng aggrieved by the decision of the Tax Authorities
as nentioned hereinbefore, the appellant had gone ‘up in
appeal before the Tribunal. The Tax Authorities had
negatived both the contentions of the appellant. As comon
guestion of lawon simlar facts was raised, the sane was
di sposed of by one order by the Tribunal. Before the
Tribunal, only one ground nanely, that the transaction
represented works contract was urged.

It is necessary at this stage to understand the
background in which the manufacture of M G engines were
undertaken by H A L. In this connection it is material to
refer to the letter dated 22nd Septenber, 1970 to the
Chairman of the appellant conpany for and on behalf of the
President of |India by the Joint Secretary to the Governnent
of India, Mnistry of Defence, Departnent of Defence
Production. As the said letter is inportant, it is necessary
to set out the letter
270

" Secr et

Annexure "A"
EXTRACT OF
No. 11(228)/69/1/DP/ Contracts
CGovernment of India,
M ni stry of Defence,
Depart nent of Defence Producti on,
New Del hi .
the 22nd Septenber, 1970.
The Chai r man,
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H ndustan Aeronautics Ltd.,
I ndi an Express Buil di ng,
Vi dhana Veedhi, Bangal ore-1

Sub : - Manuf acture of M G21 M Aircraft and

ot her equi prent in |ndia.
Dear Sir,

On behalf of the President of India, | have to
state that an Agreenment was signed on 30th Cctober,
1969 (copy already forwarded to you) between the
Governnment of India and the CGovernment of Union of
Soviet Socialist Republics for the manufacture under
l'icence.

2. The manufacture of the said Equipnment as
defined in the above said Agreenment is hereby entrusted
to Hi ndustan Aeronautics Linmited, Bangalore in ternms of
the said Agr eenment .~ Under this entrustnent t he
responsibility for ~the proper inplementation of the
Agreenent _shall be exclusively that of Hindustan
Aeronautics Limted except ' that the Governnent may from
time to tine advise the Conpany about the programe of
manufacture of the sai'd Equi pment.

3. Al payments ~falling due wunder the said
Agreenent to the Governnent of the Union of Soviet
Socialist Republics shall be made by Hi ndust an
Aeronautics Limted, Bangal ore on behal f of the
Gover nment .

4. This | entrustnment shall remain in force till it
is revoked or ‘altered by the President of India.

271

5. The CGover nnent of the Union of Soviet
Socialist Republics i's” being i nfornmed of this
entrustnent and they are being requested to cooperate
and deal directly with H ndustan Aeronautics Linited,
and do all things necessary for the effective operation
of the said Agreenent according to the terns thereof."
There was another letter regarding the determ nation of

prem um under Emergency Risks (Goods) |nsurance Act, 1962.
The said letter on behalf of the Government of |ndia stated,
inter alia, as follows:

"That the materials inported by HAL for
manuf act ur e/ assenbl y of
Aircraft/Engi nes/ Helicopter/other equipnent and -also
goods, stocks and stores work-in-progress etc. for
which 'on account’ paynments have been nmde and are
bei ng made by DCDA(AF) are the property of |I.A F. and
that the itens nanufactured out of the categories of
materials stated above are to be supplied only to the
Indian Air Force or as authorised by GCovernnent of
India. The naterials therefore belong to the Governnent
of India."

It may be nentioned as appearing fromthe order of the
Sal es Tax Tribunal that there was an agreement between
Government of U S.S.R and the Government of India on 29th
August, 1962 whereby CGovernment of U S.S.R had granted a
licence to the Governnment of India for manufacture  of
speci al equi prent and assenbling of aircrafts. Thereafter
both the Governnents signed a protocol on 29th Septenber
1964 in the matter of manufacturing of MG aircrafts in
India. Governnent of India in their turn by the secret
letter dated 22nd Septenber, 1970 nentioned herein before
entrusted the nmanufacture of the said aircrafts to H A L.
Bangal ore. In pursuance of the said entrustnent, H A L.
undertook the work of assenbling and nanufacturing of MG
engines. For the inplenmentation of the entrustment H A L.
has three divisions nanely Koraput (in the State of Oissa),
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Nasik (in the State of Mharashtra) and Hyderabad (in the
State of Andhra Pradesh). At Koraput and Hyderabad, engines
whi ch are el ectronic equi pnent s wer e respectively
manuf actured and the MG aircrafts were finally assenbl ed at
Nasi k for delivery to the Government of |ndia.

In this background, the question that arose before the
Tri bunal was whether the contract between the Union of India
and the appel | ant
272
for manufacture and supply of MG engi nes was a contract of
sale as contended by the Revenue or a works contract as
submitted by the assessee. There is no consolidated docunent
on record to show the terns of contract between the Union of
India and the appellant. Both sides for this purpose relied
upon sone correspondence and invoices which are on record.
Mention in this connection may be made to a conmuni cation
which is inthe formof a corrigendum to the Mnistry’'s
| etter regarding 'on-account’ paynents to HAL. for MG
Aircrafts, the letter dated 28th July, 1970 fromthe Under
Secretary to the Government ~ of India, Mnistry of Defence,
to the Chief Accounts O ficer, H gh Commission for India in
U K and the Chief Accounts Oficer, Enbassy of Indiain
Washi ngton on the subject ~of "Procurement of bought out
items against the requirenents of I.AF. for 1st and 2nd
line servicing", which dealt wth the procedure sanctioned
by the Governnent of India for the purpose of "avoiding two
custonmers viz. Hi ndustan Aeronautics Linmted and the Indian
Air Force going to 'the same supplier abroad for the sane
items", the letter dated 20th Decenmber, 1971, from the Under
Secretary to the Government of India, Raksha Mantral aya,
Raksha Ut padan Vi bhag, witten to the General WManager of the
Nasi k Division of the appellant, the letter of 28th April
1969 on the subject of "On Account’ paynents to H A L. for
. A F. manufacturing progranmes of ‘H A L. Nasik, Koraput and
Hyderabad", letter dated 8th Decenber, 1972 from Under
Secretary to the Governnment of India, Mnistry of Defence on
"pricing of H A L. nmanufactured ‘aircraft and margin profit
etc." and the invoice dated 19th March, 1976.

Rel i ance was also placed on behalf of the Revenue
before us, on the order of the Assistant Conmm ssioner of
Sales Tax for the assessment years 1974-75 and 1975-76,
wherein he had referred to a statenent furnished with a copy
of the claimagainst price proposal for 6 F2S details
engines as accepted by the Governnent by their |letter dated
4th June, 1976. That claimis against price proposal for 6
F2S details engines accepted by the Government. Their break
up is as follows: -

"I nported materials. Rs.. 48, 39, 454. 08
I ndi genous naterial and
MCH- Frei ght etc. Rs. 2,64,925.79
Total material cost Rs. 51, 04,579. 27
Labour cost Rs. 2,96,480.60
Sundry direct charges Rs. 12,87, 865.89
Tot al Rs. 56, 58, 724. 36
273
Profit @15% on HAL's effort Rs. 2,47,809.00
Rs. 69, 06, 533. 36
or
Rs. 69, 06, 533. 00
The Break up of HAL's effort also indicated as

foll ows: -
"Frei ght Rs. 66, 320. 41
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Mat eri al Over head Rs. 1,03,067.55
Ind. materials Rs. 96, 536. 03

Rs 2,64,925.79
Labour cost Rs. 2,96, 480.00
Trai ning cost & other expenses Rs. 6, 000. 00
Tool i ng expenditure Rs 1, 50, 000. 00
Last test expenses Rs 8, 34, 342. 65
I nsurance freight Rs 1, 00, 347. 67
Total HAL's effort Rs. 16,52,096.71
15% profit on HAL's effort Rs. 2,47,814.00"

The Assistant Conmi ssioner had observed that after the
engi nes were despatched to Nasik Division to be fitted in
the Aircrafts, the bill" used to be drawn by H A L. and the
debit was raised against the Government of India. After
sanction of the price, “the paynent was made. The Assi stant
Conmi ssi oner had further observed that it appeared fromthis
letter that six MG engines were delivered by HAL. to
|.A F., the cost of which was Rs. 69,06,530.00. He had
further observed that it ~was significant to note that the
sanction had been accorded for payment towards the cost of 6
engines delivered to I.AF. According to the Assistant
Conmi ssi oner, the argunent advanced on behalf of the
assessee that the /delivery was made to Nasi k Division which
was a branch of H A /L. appeared to be inconsistent with the
sanction order. He had further observed that MG engines
were delivered to Nasik Division whereas the invoice was
rai sed and paynent received fromthe Governnent of India.
The purpose of
274
gi ving physical delivery, according to the Assistant
Conmi ssioner, of the MG engines to Nasik Division was for
the purpose of fitting in the Aircrafts. In that ‘event,
according to the Assistant Commi ssioner, Nasik Division
becane the custodian or the trustees of the MG engines for
which the price had already been paid to HAL. The
Assi stant Conmi ssi oner concluded that the property in the
engi nes passed to the Governnent of India and not to H A L.
Nasi k Di vision. He had further observed that the break up of
the cost was towards the material cost, |abour cost and
sundry direct charges. The total cost cane to  Rs.
68, 58, 724.36. The further break up of the total cost of Rs.
68, 58, 724. 36 was i nported materials, indigenous material and

MCH freight etc., labour cost and sundry direct charges.
Apparently the cost of the material both inported as well as
procured locally had been charged in the bill. According to

the Assistant Comm ssioner, further profit of 15% had been
charged on H A L.’s effort which included freight, materia
over head, indigenous nmaterial, |abour cost, training cost
and ot her expenses, tooling expenditure, |ast test expenses,
i nsurance and freight. The total cost of these itens as per
the bill stood at Rs. 16,52,096.71. 15%of this had been
charged towards the profit. The Assistant Conm ssioner had
further observed that profit was charged as in a comercia
transaction in case of sale. Comm ssion was allowed in case
of agency transaction between the Principal and the Agent.
But in the supply of MG engines, a profit had been charged.
The Assistant Conmi ssioner concluded that this gave a clear
indication that this was a case of transaction of sale and
not of agency. Wt are unable to accept this reasoning of the
Assi stant Conmi ssi oner. According to us the procedure
indicated in the break up has to be wunderstood in the
background of the entire transaction between the parties.
The pricing procedure had to be judged in the |light of the




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 7 of 8

entire facts and circunstances especially in the background
that the entire transaction was entrusted to H A L.
Bangalore in terms of the agreenment between the Governnent
of India and the Government of U . S.S.R for the manufacture
on behalf of the Governnent of India of MG engines for
which 1licences had been granted by the GCovernment of
US. SR to the Governnent of India. The letter dated 22nd
Septenber, 1970 set out hereinbefore indicated clearly that
under the entrustnent the responsibility for the proper
i mpl ementation of the areement would be exclusively that of
the appellant except that the Governnent m ght fromtine to
time advise the Conpany about the progranme of manufacture
of the equipnments. The ‘various correspondence referred to
herei nbefore, in our opinion, lead to the irresistible
conclusion that the property in the aircrafts as well as in
the equi prents and spares used in themwere always in

275

the CGovernment. These were procured for and on behalf of the
Governnment of ~India in pursuance of the agreement with the
CGovernment of India and U S.S.R The entrustnment of jobs on
behal f of — the Governnent and the incidental necessary works
to be done in these connections had to be performed by the
appellant. In this background, the pricing, the invoice, the
transacti ons have to be understood.

We have referred'to the several correspondence which
according to us, /indicate that the property in the
aircrafts, in the equipnments and the materials had al ways
been with the CGovernment. The nmaterials inported under the
licence or procured indigenously for the nmanufacture were
al ways and had al ways remained the property of the
Government. The appellant had no property, in any part
thereof, and had no right to dispose of or disposal over
these materials and spares. These had to be regul ated by the
procedure envisaged in the agreenent between the parties.
The test by which these transactions should be judged in
deci di ng whether this was a works contract or a contract of
sale of any part of the material has been enphasised in
several decisions of this Court. Sone of these principles
have been reiterated in the decision of Ms Hindustan
Aeronautics Ltd. vs. State of Karnataka in Cvil Appeal Nos.
1386-91 (NT) of 1977 of this Court. (1)

As enmphasised by this Court, there is no rigid or
inflexible rule applicable alike to all transactions which
can indicate distinction between a contract for sale and a
contract for work and | abour. But the tests-indicated in the
several decisions of this Court nerely focused on one or the
ot her aspect of the transaction and afforded sonme gui dance
in determning the question, but basically and primarily,
whet her a particular contract was one of sale or for work
and | abour depended upon the mmin object of the parties in
the circunstances of the transactions. In a contract for
sale, the main object of the parties is to transfer property
in and delivery of possession of a chattel as a chattel to
the buyer. It has to be enphasi sed, t aki ng i-nt o
consi deration the correspondence and circunstances under
which this entrustnment had to be understood that at no point
of time before the delivery of MG engines, HAL. was the
owner of the property either in the equipnent or in the
spares or in the aircrafts and as such there could not have
been transfer of any property fromH A L. to the Governnent
of India. The H A L. only performed the job entrusted to
them for and on behalf of the Governnent and all incidenta
steps
276
naturally entering into contract, procurenment, paynent of
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price and billing and invoices had to be done in that |ight.
There was no transfer of property in the MG Aero Engi nes by
HAL to the Government of India. The nmaterials and
equi prents sent by the Government of U S.S.R and the MG
Aero Engi nes assenbled by HAL. from such nmaterials
bel onged to the Governnent of India at all material tinmes.
The appellant had no ownership in the materials which were
all supplied by the Governnent of US. SR nor in the
finished products and no question of sales tax on the
i mpugned transaction could arise. Even on the indigenous
materials procured or nmanufactured by the appellant in the
process of fitting in and assenbling, the appellant had no
di sposing power as the ‘appellant was never the owner of
these material s.

The paynments required in the work of "manufacture of
M Q1M Aircrafts and other equipnents in India" were to be
made as indicatedin the letter dated 22nd Septenber, 1970
by the appell ant-on behalf of the "Government of India".

The ‘entire correspondence ~and the nature of the
instructions from tine to tinme issued by the Governnent
i ndi cated that the function of H A L. was the inplenentation
of the said entrustnent.

There cannot be-any question, in our opinion, of any
sales tax in respect of Aero-Engines transferred to the
Nasi k Divi sion of HAL. for installing the sane in
Aircrafts. It was the transfer of the Aircrafts to the Nasik
Division for the purpose of conpletion of the job and the
maki ng of the invoices was a matter of accounting and
carrying out the job of entrustment. As had been enphasi sed
by this Court, that the primary difference between a
contract for work or service and a contract for sale of
goods is that in the fornmer there is .in the person
performng or rendering service no property in the thing
produced as a whole notw thstanding that a part or even the
whol e of material used by himmay have been his property. In
the case of a contract for sale, the thing produced as a
whol e has individual existence as the sole property of the
party who produced it sone tine before delivery and the
property therein passes only under the contract relating
thereto to the other party for price. This cannot be said to
be in respect of any of the itenms involved in these
transactions. These transactions were carried out in
i npl enentation of the entrustnment job for the manufacture by
H AL and all paynents and actions taken in this behalf
were on behal f of the Governnent of India.

We are therefore of the opinion that the Tribunal was
in error
277
in concluding that there was sale involved in - these
transactions. It 1is not necessary for us in this connection
torefer to the principles in detail which the Court should
accept in deciding in each particul ar case the nature of the
transactions. These principles have been reiterated in the
decision of this Court in the case of Ms H ndustan
Aeronautics Limted v. State of Karnataka.(1).

In the above view of the matter, the appeal is allowed,
The assessnments are set aside. Necessary adjustnments and
refund, if necessary, of the tax paid should be done
accordingly. In the facts and circunstances, parties wll
bear their respective costs throughout.

H S K appeal all owed.
278




