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S. P. Bharucha, S. N Phukan, Ruma Pa

JUDGVENT:

BHARUCHA, J.

Before it was  held to be unconstitutional on 28th
April, 1993, Section 13AA of the Orissa Sales Tax Act read
thus 13- AA Deduction of tax at source from the
paynment to works contractor

(1) Notwi thstandi ng anythi ng contained in Section 13
or any other law or contract to the contrary, " any person
responsible for paying any sum to any -contractor for
carrying out any works contract in pursuance of a  contract
between the contractor and (a) Central Governnent or any
State Governnment, or (b) any local authority, or (c¢) any
authority or Corporation established by or under a statute,
or (d) any Conpany incorporated under the Conpanies Act,
1956 (1 of 1956) including any State or Central Governnent
undertaking, or (e) any Co-operative Society or any other
Associ ation regi stered under the Societies Registration Act,
1860, (21 of 1860)

shall at the time of credit of such sumto the account
of the contractor or at the time of payment thereof in cash
or by issue of a cheque or draft or any oter node, whichever
is earlier, deduct an ampunt towards sales tax equal to two
percentum of such sumin respect of the works contract

Provided that if the value of the works contract does
not exceed rupee one | akh, no such deduction shall be nade.

(2) While making deduction as referred to in
sub-section (1), the deducting authority shall - grant a
certificate to the contractor in the form prescribed and
shall send a copy thereof to the Sales Tax Officer wthin

whose jurisdiction the works contract is executed.

(3) The amount deducted fromthe Bills or Invoices
shall be deposited into the Government Treasury within one
week fromthe date of deduction in such formor challan as
may be prescribed.

(4) Such deposit into the Treasury shall be adjusted
by the Sales Tax O ficer towards the sales tax liability of
the Wirks contractor and woul d al so constitute a good and
sufficient discharge of the liability of the deducting
authority to the <contractor to the extent of the anount
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deposi t ed.

(5) |If any person contravenes the provisions of
sub-section (1) or sub-section (2) or sub-section (3) of
this Section, the Sales Tax O ficer shall, after giving him
an opportunity of being heard, by an order in witing,
i npose on such person penalty not exceeding tw ce the anount
required to be deducted and deposited by himinto Governnent
Treasury.

Section 13AA, as it was then read, was struck down by
the Hi gh Court of Oissa on 28th April, 1993 in the case of
Brajendra Mshra vs. State of Orissa & Os., [1994] 92 STC
17. The High Court held that Section 13AA did not provide
any mechanismto exclude a transaction fromits purvi ew even
if, ultimtely, the transaction was not at all liable to the
levy of sales tax. |In other words, even in the case of a
pure and . sinple |abour contract or service contract where
the question of sale would not arise, the person responsible
for nmaking any paynent to a contractor had no option but to
deduct two per-cent of such sumtowards sales tax. Though a
transaction which mght not be a sale at all was made liable
for levy of sales tax, yet in respect of that transaction
power had been conferred to make deduction of two per cent
from the anount /'to “be paid. In the absence of any
discretion with the authority and inthe absence of any
mechani sm by which the contractor ~could approach any
authority and obtain a certificate to the effect that the
transaction did not amount to asale, the deduction of two
per cent fromthe amount coul d not but be held to be grossly
discrimnatory and confiscatory in nature and, therefore,
the sanme had to be struck down. The Hgh Court added that
by conferring arbitrary, unbridled and uncanal i sed powers on
the person concerned to deduct two per-cent from the sum
payable to the <contractor, irrespective of the question
whet her, ultimately, the transaction was |iable for paynent
of any sales tax at all, could not be held to be a/'l evy of
tax under any valid legal provision. It was true'that the
deduction of two per cent under Section 13AA was 'to be
ultimately adjusted where the transaction in question was
liable for levy of sales tax, but where the transacti on was
not at all liable for levy of sales tax, there the question
of adjustment would not arise and, therefore, the deduction
woul d be confiscatory in character and effect and it could
not be held to be a valid provision within.the 1egislative
conpet ence of the legislature i mposi ng. the tax and
authorising the collection thereof. A bare reading of
Section 13AA made it explicitly clear that the anplitude of
the incidence of tax had been wi dened so as to include
transactions which were outside the sphere of taxation
available to the State | egislature under Entry 54 of List Il
of the Seventh Schedule to the Constitution. Inasnmuch as
even in respect of a purely labour contract or service
charges, Section 13AA authorised deduction of two per  cent
from the bills of the contractor, it could not but be held
to be unconstitutional and void. The decision of the Hgh
Court was accepted and Section 13AA was replaced on 4th
Cctober, 1993 in the followi ng terns, which are now under
chal | enge. 13-AA : Deduction of tax at source from the
payment to works contractors

(1) Notwi thstanding anything contained in Section 13
or any other law or contract to the contrary, any person
responsi bl e for payi ng any sum to any contractor
(hereinafter referred to in this section as the deducting
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authority) for <carrying out any works contract which
i nvol ves transfer of property in goods, in pursuance of a
contract between the contractor and

(a) Central Government or any State Government, or (b)
any local authority, or (c) any authority or Corporation
established by or wunder a statute, or (d) any Conpany
i ncorporated under the Conpanies Act, 1956 (1 of 1956)
including any State or Central Governnent undertaking, or
(e) any Co-operative Society or any other Association
regi stered under the Societies Registration Act, 1860 (21 of
1860) .

shall, at the time of credit of such sum to the
account of the contractor or at the tinme of paynent thereof
in cash or by issue of a cheque or draft or any other node,
whi chever is earlier, deduct an anbunt towards sales tax
equal to (four~ percentum of such sumin respect of the
wor ks- | contract, if the value of the works contract exceeds
rupee one | akh.

(2) While making deduction as referred to in
sub-section (1), the deducting authority shall grant a
certificate to the contractor in the form prescribed and
shall send a copy thereof to the Sales Tax Oficer wthin

whose jurisdiction the works-contract is executed.

(3) The anount deducted fromthe Bills  or Invoices
shall be deposited into a Government Treasury - within one
week fromthe date of deductionin such formor challan as
may be prescri bed.

(4) Such deposit into Governnent Treasury shall be
adjusted by the Sales Tax Oficer towards the Sales Tax
l[iability of the contractor and would al so constitute a good
and sufficient discharge of the liability of the deducting
authority to the contractor to'the extent of the anount
deposi t ed.

(5)(a) Were, on an application being nmade by the
contractor in this behalf, the Conm ssioner is  satisfied
that any works contract of the nature referred to in
sub-section (1) involves both transfer of property in goods
and | abour or service or involves only |abour or  service
and, accordingly, justifies deduction of tax on a part of
the sumin respect of the works-contract or, as the case my
be, justifies no deduction of tax, he shall, after giving
the contractor a reasonable opportunity of ‘being heard,
grant him such certificate as may be appropriate, in the
manner prescribed

Provided that nothing in the said certificate @ shal
affect the assessment of the sales tax liability of the
contractor under this Act.

(b) Were such a certificate is produced by a
contractor before the deducting authority, until such
certificate is cancelled by the Conm ssioner, the deducting
authority shall either make no deduction of tax or nmake the
deduction of tax as the case may be, in accordance with the
said certificate.

(6) If any person contravenes the provisions of
sub-section (1) or (2) or (3) or of clause (b) of sub-
section (5), the Sales Tax Oficer shall, after giving him
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an opportunity of being heard, by an order in witing inpose
on such person penalty not exceeding twice the anount
required to be deducted and deposited by himinto governnent
treasury.

The appellant has a steel plant at Rourkela in the
State of Oissa. A vast nodernisation programme has been
i npl enented there. The appellant has entered into contracts
with parties in India and abroad for the design and
engi neering of plant and equi pnent and for the manufacture
of plant, equipnment, conmponents, machinery and spares which

will be incorporated into the contracts for erecting the
noder ni sed systemand plant. |In other words, it has entered
into, inter alia, works contracts. One of such works

contractors was Ms Mikund Iron and Steel Wrks Ltd.
(hereinafter called the Mukund). The contract between the
appel lant and Mikund was for the design, engineering,
manuf acture, supply, transportation, erection, installation
testing and comm ssioning of a basic oxygen furnace plant.
The value thereof was Rs. 532 crores. According to the
appel l ant, the break-up thereof is as follows: (a) Supply
of equipnents from States outside Orissa by way of CST
Sal es. Central Sales Tax paid in Non-Orissa States. Bot h
under Section 3(a) and 6(2) of the CST.

Rs. 317 Crores (b) Supply of equipnments from other
countries outside India on H gh Seas Sales basis under
Section 5 of the CST Act

Rs. 16 Crores (c) Supply of Steel by SAIL

Rs. 18 Crores (d) Design Engineering and other
services Rs. 103 Crores

(e) Fabrication, erection, structural, construction,
civil construction, etc. Rs. 78 Crores

Under the terns of Section 13AA as presently enacted,
the appellant deducted sales tax at source at the rate of
four per cent in respect of paynments to Mikund pertaining to
(d) and (e) above. It did not deduct tax at -source .in
respect of paynents under itens (a), (b) and (c) for the
reason that they were in respect of inter-State -sales,
outside sales and inport sales and, therefore, outside the
purview of the Orissa Sales Tax Act. The  Conmercial Tax
Oficer, Rourkela, did not accept this stand  of the
appel l ant and issued to it notices to show cause why penalty
proceedings should not be initiated in respect of. the
Assessment  Years 1994-95 and 1995-96. The notices were
chal l enged by the appellant by a wit petition filed in the
H gh Court of Orissa. At an interimstage, the authorities
were permtted to proceed with the hearing on the show cause
notices but the final order thereon was nade subject to the
result of the wit petition. Thereafter, the H gh Court
ordered that no coercive steps for recovery should be taken
against the appellant. Pursuant to the show cause notices,
the Sales Tax O ficer inposed penalties upon the appell ant
for the Assessment Years 1994-95 and 1995-96 on the ground
that the appellant should have deducted four per cent of the
totality of its paynments to Mukund. The penalties, in the
sum of Rs. 26.98 crores inposed by the order dated 11th
Novenber, 1997 for the Assessment Years 1994-95 and 1995-96,
were challenged by the appellant in a fresh wit petition.
On the earlier wit petition the order under challenge in
the appeal was passed. It held that Section 13AA was not
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ultra vires the Constitution. On the second wit petition
an order of deposit of fifty per cent of the denmand was
made, and that order is separately chall enged. Upon the
petition for leave to appeal to this Court, recovery of tax
and penalty was stayed pending the disposal of the appeal

By virtue of Entry 54 of List Il of the Seventh Schedule
read with Article 246 of the Constitution of India, the
States are enpowered to | evy taxes on the sale or purchase
of goods, other than newspapers. The Forty- sixth Amendnent
to the Constitution introduced, inter alia, clause (29A)(b)
in Article 366 of the Constitution; as a result, tax on the
purchase or sale of goods included a tax on the transfer of

property in goods (whether as goods or in sonme other form

involved in the execution of a works contract. Article
286(1) of the Constitution states that no law of a State
shall inpose, or authorise the inposition of, a tax on the

sal e or purchase of goods where such sale or purchase takes
pl ace outside the State or in the course of the inmport of
goods into, ~or export of goods out of the territory of
I ndi a. Article 286(2) authorises Parlianent by law to
formul ate principles for determning when a sale or purchase
of goods takes place in any of the ways nmentioned in
sub-Article (1). Acting upon this power, Parlianent has set
out in Sections 3, 4 and 5 of the Central Sales Tax Act,
1956 principles for determ ning when a sale or purchase of
goods can be said to take place in the course of inter-State
trade or commerce, when a sale or purchase of goods can be
said to take place outside the State and when a sale or
purchase of goods can be said to take place in the course of
import or export. In Ms Gannon Dunkerley and Co. & Os.
vs. State of Rajasthan & Os., (1993) 1 SCC 364, this Court
has held that it is necessary to exclude fromthe value of a
wor ks contract the value of goods which are not taxable by a
State in view of Sections 3, 4 and 5 of the Central ' Sal es
Tax Act, 1956. The val ue of ‘goods involved in the execution
of a works contract has to be determ ned after maki ng these
exclusions fromthe value of the works contract. Wth this
background, we turn to analyse Section 13AA as it presently
st ands. By reason of sub-section (1) thereof, the person
responsible for paying any sum to any contractor for
carrying out any works contract which.involves the transfer
of property in goods (now, for convenience, referred to as
the owner) is obliged to deduct, at the tinme of credit of
that sumto the account of the contractor or paynent thereof
to him an anpbunt towards sales tax equal to four per cent
of such sumin respect of the works contract, provided the
value of the works contract exceeds rupees one lakh. The
deduction, therefore, is towards the sales tax that 1is
payable to the State upon the works contract and it is of
f our per cent of the value of the works contract.
Sub-section (2) requires the owner to grant -to t he
contractor a certificate in respect of such deduction. By
reason of sub-section (3), the anpbunt that the owner has
deducted mnust be deposited by him into the CGovernnent
treasury within a week of the deduction. By reason of sub-
section (4), such deposit is required to be adjusted by the
Sales Tax Oficer towards the sales tax liability of the
contractor and it constitutes good and sufficient discharge
of the liability of the owner to the contractor to the
extent of the anmount deposited. Sub-section (5)(a) permts
the contractor to make an application to the Conm ssioner of
Sales Tax and if the Commi ssioner is satisfied thereon that
any works contract involves both transfer of property in
goods and |abour or service or involves only I|abour or
service and, accordingly, justifies deduction of tax on a
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part of the sumin respect of the works contract or, as the
case mmy be justifies no deduction of tax, he shall

grant him such certificate as nay be appropriate in the
manner prescribed. To the extent of the anpunt nentioned in

the certificate the owner nust, by reason of sub-section
5(b), nmake no deduction of tax. The Commi ssioner is
required only to see whether the works contract involves
transfer of property in goods and | abour or service or only
| abour or service. If it involves only |abour or service,
he rmust certify that no deduction of tax shall be made and
if it involves both transfer of property in goods and | abour
or service, he shall certify the deduction of a part of the
sum payable by the owner to the contractor. Sub- section
5(a) takes no account of the fact that even if a works
contract involves both transfer of property in goods and
| abour or service, State sales tax nmay not be payable upon
the entire value ascribable to the transfer of property in
goods for the reason that it is in the course of inter-State
sal es, outside sales or sales in the course of export; nor
i s such account taken el sewhere in Section 13AA

The form of the certificate which is referred to in
sub-section(5) of Section 13AAis to be found in Form Xl -C
of the Oissa Sales Tax Rules. Part | thereof is the form
for the application for the grant of a certificate and Part
Il is the formof the certificate itself.  Both the forns
nmake it clear that all that the Commissioner is required to
ook at is whether any |abour or service is involved in the
wor ks contract. Under sub-section(6) of Section 13AA, an
owner who acts contrary to the provisions of sub-sections
(1), (2), (3) and (5)(b) thereof is liable to penalty not
exceeding twice the amount required to be deducted and
deposited .. The owner, therefore, should he contravene
sub-section (1), would be liable to a penalty not exceeding
twice the anount that he should have deducted under @ that
sub-section. In Bhawani Cotton Mlls Ltd. vs. State of
Punjab & Anr., (1967) 3 SCR 577, this Court said, - If a
person is not liable for paynent of tax at all, at ‘any tine,
the collection of a tax fromhim wth possible contingency
of refund at a later stage, will not nake the original |evy
val i d; because, if particular sales or purchase are exenpt
from taxation altogether, they can never —be taken -into
account, at any stage, for the purpose of calculating or
arriving at the taxable turnover and for |evying tax.

There can be no doubt, upon a plain interpretation of
Section 13AA, that it is enacted for the purposes of
deduction at source of the State sales tax that is payable
by a contractor on the value of a works contract. For/ the
purposes of the deduction neither the owner _nor the
Comm ssioner who issues to the contractor a certificate
under Section 13AA(5) is entitled to take into account the
fact that the works contract involves transfer of property
in goods consequent upon of an inter-State sale, an outside

sale or a sale in the course of inport. The owner _is
required by Section 13AA(1) to deposit t owar ds t he
contractors liability to State sales tax four per cent of

such amount as he credits or pays to the contractor,
regardl ess of the fact that the value of the works contract
includes the value of inter-State sales, outside sales or
sales in the course of inport. There is, in our view,
therefore, no doubt that the provisions of Section 13AA are
beyond the powers of the State legislature for the State
| egi sl ature may nake no law | evying sales tax on inter-State
sal es, outside sales or sales in the course of inport. It
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was contended on behalf of the State that the appellant, as
owner, had no locus to challenge the validity of Section
13AA. It was contended that the nobneys that were deducted
were noneys that belonged to the contractor and it was only
the contractor who could successfully lay such a chall enge.
The contention ignores the fact that the appellant owner is
aggrieved and damified by the penalty that has been inposed

upon it under sub-section (5) for contravention of
sub-section (1) of Section 13AA. It has, therefore, the
standing to contest the validity of Section 13AA. It was

then contended by |earned counsel for the State that the
Preamble of the Oissa Sales Tax Act took account of the
fact that that statute was limted to the sale or purchase
of goods in Orissa. Unfortunately, it woul d appear that the
State legislature overlooked its [imtations, even as
contained in the Preanbl e, when enacting Section 13AA It
was al so contended that the deduction that was required to
be rmade under Section 13AA(1l) was of four per cent of the
amount | credited or paid by the ower to the contractor,
whereas 'the sales tax liability of the contractor thereon
was eight per-cent. It was contended that this requirenent
proceeded on the assunption that half of the anpbunt was not
liable to tax being in respect of inter-State sales, outside
sales and export sales.. No such assunption based on the
rate of tax at any given point of tine can be made. Section
13AA should have been precisely drafted to nake it «clear
that no tax was levied on that part of the anpbunt credited
or paid that related to inter-State sales, outside sales and
sales in the course of import, ~particularly after the
previous Section 13AA had been struck down by the Oissa
Hi gh Court for the reason that it was couched in terns w der
than were permissible to the State |egislature and that
j udgrment was accept ed.

In the result, the appeal is allowed and the judgnent
and order under appeal is set aside. Section 13AA of the
Oissa Sales Tax Act, as anended with effect from 4th
Cct ober, 1993, is struck down as being beyond the purview of
the Oissa State Legislature. Such anbunt as has been
collected fromthe appellant under the provisions of Section
13AA shall forthwith be refunded by the State. There shal
be no order as to costs. Civil Appeal Nos. 1748-1749 &
2606 of 1998 : Followi ng the judgment just delivered in
C A No. 1750 of 1998, the appeals are allowed and the
orders under appeal are set aside. Such anpunt as has been
collected fromthe appellant under the provisions of Section
13AA shall forthwith be refunded by the State. No order as
to costs.




