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The question arising for decision in these appeals is whether the
transactions involved i'n manufacture and supply of ships by the
appellant to its custoners are a sale as defined in clause (n)
of Section 2 of the Andhra Pradesh General Sales Tax Act, 1957
(hereinafter the Act, for short) as held by the High Court or a
wor ks contract as defined in clause (t) of Section 2 of the Act
and hence not exigible to sal es-tax as contended by the
assessee-appel | ant .

Ms. H ndustan Shi pyard Linmted, the appellant before us, is a
public sector wundertaking. It is engaged inthe activity of
buil ding ships for different ship owners under the orders placed
by them and as evidenced by the contracts entered into between
t hem

The facts in brief. Between the assessment years  1974-75 and
1983-84 (both years inclusive) there were 18 ships i nvolved and
formed subject matter of different assessnments. The Assessing

Aut hority and the Conmm ssi oner (Appeal s) held al | t he
transactions in question as transactions of sale liable to
paynment of sales-tax by the appell ant. Several tax _appeals

preferred by the appellant were disposed of by the Sales Tax
Appel late Tribunal, Andhra Pradesh, Hyderabad by a comobn - order
dated 19th July, 1989. It appears that earlier also transactions
regarding building of ships by this very assessee have been a
subj ect of controversy travelling upto the Hgh Court of Andhra
Pradesh and disposed of by a Division Bench by its order dated
27th January, 1969 reported as Hi ndustan Shipyard Limted,
Vi sakhapat nam Vs. The Commercial Tax O ficer, Vi sakhapat nam

1970 (1) Andhra Wekly Reporter 197. The H gh Court having
exam ned several clauses of the contract dated 12:4. 1965 entered
into between the appellant and its customers concluded that the
bui | di ng of the ships under the contract under scrutiny was works
contract and not sale. This decision was heavily relied on by
the appellant before the Tribunal. The Tribunal has analysed the
terns and conditions of all the contracts form ng subject matter
of appeals before it and thereafter divided the contracts into
two groups. The Tribunal noticed that the contracts relating to
10 ships before it incorporated recitals identical or simlar to
the contract dated 12.4.1965 involved before the H gh Court in
1970 (1) Andhra Wekly Reporter 197. As to such contracts the
Tribunal held that it was bound to follow the Division Bench
decision of the Hi gh Court nore so when the Department had not
pursued its challenge to the correctness of the findings of fact
and the principles |aid down therein by approaching the Supreme
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Court. Such contracts were held to be works contract follow ng
the abovesaid decision. This tine also the Departnent has not
pursued the matter further. Therefore as to the transactions
involving 10 ships the order of the Tribunal has becone final
The Tribunal has then noted in its inpugned order that after the
decision of the H gh Court dated 27th January, 1969 there was a
decision of a three-Judges Bench of the Suprene Court delivered
on 6th April 1977 reported as Union of India Vs. The Centra
India Machinery Manufacturing Co. Ltd. (CMMCO & Os. 1977
(40) STC 246, wherein the relevant law was dealt with and the
tests for determning the distinction between a contract of sale
and a works contract were laid down. The decision in ClMMCOs
case was followed by the H gh Court of Andhra Pradesh in P.S. &
Co. Vs. State of Andhra Pradesh 1984 (56) STC 283 dealing
with exigibility to sales-tax of a transaction involved in
construction and supply of harbour ferry. Having followed the
law laid down by the Supreme Court in the case of CIMMCO and
several~ other _decisions and having al so considered the earlier
Di vision /Bench decision of the High Court of Andhra Pradesh in
the case of this assessee, the Division Bench held in PS & Co.s
case the transaction before it tobe a sale and not nerely a
contract for work and labour.” This being the |atest decision of
the jurisdiction H gh Court placed before the Tribunal, for the
transactions relating to remmining 8 ships before it, the
Tribunal applied 'theratio of P.S. & Co.s case and held the
transactions to be those of sales liable to sales-tax and
di smissed appeals filed by the appellant. The appellant feeling
aggrieved by the decision of the Tribunal to the extent to which
the transactions were held to be sales, filed tax revision cases
before the H gh Court. The decision in 1970 (1) Andhra Wedly
Reporter 197 was once again heavily relied onby the appellant
before the H gh Court. The H gh Court exam ned the contention of
the appellant, scrutinised the terms and conditions of the
contracts entered into by the appellant with the several ship
owners and then held that the relevant terns and clauses led to
an irresistible inference of sal es having taken place and such a
situation was governed by the Division Bench decisionin P.S. &
Co.s case (supra). Accordingly, the revisions filed by ~the
appel l ant have been di smissed. The aggrieved appell ant has cone
up to this Court by filing these petitions for special |leave to
appeal

Clauses (n) and (t) of Section 2 of the Act respectively define
sal e and works contract as under :-

Sale with all its grammatical variations and cognhate expressions

nmeans every transfer of the property in goods (Wether as such
goods or in any other formin pursuance of a contract or
ot herwi se) by one person to another in the course of /trade or
busi ness, for cash or for deferred paynent or for /‘any other
val uabl e consideration or in the supply or distribution of goods
by a society (including a co-operative society), club, firm or
association to its nenbers, but does not include a nortgage,
hypot hecati on or pledge of, or a charge on goods.

XXX XXX XXX XXX
XXX

Wirks Contract includes any agreement for carrying out for
cash or for deferred paynment or for any other val uabl e
consi derati on, the bui I di ng construction, manuf act ur e,
processing, fabrication, erection, installation, fitting out,
i mprovenent, nodification, repair or conm ssioning of any novabl e
or inmmovabl e property.
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The distinction between a contract of sale and a works contract
is not free from difficulty and has been subject matter of
several judicial decisions. No straight-jacket fornmula can be
made avail abl e nor can such quick-witted tests devised as would
be infallible. It is all a question of determning the intention
of the parties by culling out the same on an overall reading of
the several terns and conditions of a contract. In State of
Gujarat Vs. Variety Body Builders (1976) 38 STC 176 this Court
observed that there 1is no standard forrmula by which one can
di stinguish a contract of sale froma contract for work and
| abour. There may be many comnmon features in both the contracts,
sonme neutral in a particular contract, and yet certain clinching
terns in a given case may fortify a conclusion one way or the
ot her. It will depend upon the facts and circunstances of each
case. The question is not always easy and has for all tines
vexed jurists all over.

We woul d straightaway proceed to notice the relevant recitals of
the contracts in question. During the course of hearing Shr

T.L. V. lyer,~ the Ilearned senior counsel for the appellant
submitted that in the case at hand there are different contracts
relating to 8 ships.  The ternms and conditions of these severa

contracts are nore or less simlar to each other though not the
sane and it wll suffice if the terns and conditions of one

contract, viz. the one entered into between the appellant and
the Geat Eastern Shipping Co. Ltd. -dated 3rd February, 1971
are taken into consideration. This contract relates to
construction of four notor vessels of Jag Darshan type. The

relevant recitals and terns and conditions of the contract are
sunmari sed and wherever -necessary reproduced, as under: -

1. The appellant is called the Builder and the custonmer the
Great Eastern Shipping Co. Ltd. -"is called the Oaner.
2. The Preanble to the contract speaks of the Builder having

agreed to build, launch, fit, equip, test and conplete in al
respects four vessels at its Shipyard and after conpletion . and
successful trials in all respects deliver them al ongside safe
berth at Vi sakhapatnam from which supplies could be conveniently
| oaded and the crew enbarked and the owner having agreed to
accept delivery fromthe Builder of the said four vessels _upon
the ternms and conditions hereinafter set forth.

(3) The vessels shall have Builders hull nunbers 171002-3- 4-7
respectively and shall be constructed, fitted and conpleted /in
strict accordance with the plans and specifications form ng part
of the contract.

(4) The Bui | ders shal | arrange for assi gnment of a
representative/s called the Cassification Surveyor -to the vesse

from Lloyds Register of Shipping throughout the construction

The plans and drawings, materials and workmanship  shall /& be
subject to instructions and tests by the Cdassification Surveyor
for which the facilities shall be furnished by the Builder
wi t hout any charge to the owner.

(5) The Builder shall furnish all |abour, machinery, materials,
equi prents, appurtenances, spare parts and outfits required for
the construction of the vessel to nake it conpletely ready.

(6) The total price of the vessel is fixed at Rs.5,50,00,000/-
per vessel which shall be called the contract price to be paid in
the follow ng manner :-
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(a) 5% of the Contract Price upon signing this Contract.

(b) 10% of the Contract Price upon Builder producing adequate
document ary evidence to the Omer confirming that the Builder has
pl aced order for main engine and steel requirenent.

(c) 10% of the Contract Price upon keel l|aying of the vessel

(d) 15% of the Contract Price wupon Builder submitting its
certificate to the Omer that 50%by weight of the stee
structure of the vessels hull has been erected. (Panels placed
on berth).

(e) 15% of the Contract Price upon |aunching of the vessel

(f) 10% of the Contract Price upon Builder submitting its
certificate to the Ower that the mmin engine has been | owered in
position ‘'on"board the vessel

(g) 15% of the Contract Price upon satisfactory conpletion of the
dock trials.

(h) 20% of the Contract Price upon delivery of the vessels.

(7) The contract, vide Article 3, nakes provision for paynment of
liquidated damages 'at the prescribed scale by reference to the
period of delay for delayed delivery and al so makes a simlar
provision for paynent of bonus by the owner to the Builder for
advanced delivery.

(8) The owner has the right to appoint at its expense one or nore
superintendents who wll be allowed to inspect regularly the
bui | di ng of the vessel and also the nmachinery and all accessories
and wor kmanshi p during the work in progress.

(9) |If owner may suggest any changes and alteration in the plans
and drawi ngs the sanme shall be carried out by the Builder subject
to nutual agreenment arrived at in witing between the owner  and
the Buil der regardi ng additional debits and credits invol ved.

(10) Before the vessel being delivered there shall be trial runs
intimati on whereof shall be given by thirty worki ng days advance
notice in witing and all expenses in connection with'the tria
runs of the vessel are to be borne by the Builder. ~Prior to the
trial runs the vessel shall be dry-docked and the bottom shall be
painted as per the specifications. Dry-dockeing and painting
shall be at the expenses of the Builder. The required quantity
of the fuel oil, lubricating oils and greases shall be provided
by the owner but paid for by the Buil der

(11) dause 5 of Article 6 provides nmethod of acceptance or
rejection as under: -

If after successfully conpleted technical trial test procedures
according to the Specifications no legitinate conplaints are made
concerning the conpletion or correct functioning of the vesse
according to this Contract, the Drawi ngs and Specifications, the
Omner shall accept the vessel and confirm the acceptance in
witing.

(12) If any defects become evident they shall be nmade good by the
Buil der at his own expense. The owner may demand a new set of
trial which shall be conducted by the Builder on the same terns
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and conditions as applicable to the first trial and paid for by
the Builder. After the first or second trial runs, as the case
may be, the owner nmay accept or reject the vessel by serving
notice in witing within seven days and stating the reasons for
rejection.

(13) Vide Article 7, there are the different dates appointed for
the four vessels by which the Builder agrees to deliver the
respective vessels. Simultaneously with the delivery the owner
has to fulfil its obligation for paynent as sti pul at ed

Thereupon protocol of delivery shall be signed. Al  the
docunents relating to the vessel have to be delivered by the
Builder to the owner upon the acceptance of the vessel by the
owner .

(14) dause 5 of Article 7, dealing with title and risk, reads
as under: -

Title and risk of the Vessel shall pass to the Oaner upon
acceptance ~when delivery of the Vessel is effected, as stated
above, it being expressly understood that, until such delivery is
ef fected, the Vessel and equipnent thereof, is at the entire risk
of the Builder, including, but not limted to, risks of war,
insurrection and seizure by CGovernnent or Authorities, whether
I ndi an or foreign, 'and whether at war or at peace.

(15) There is warranty of quality to remain valid for a period of
12 calendar nonths ‘from the date of actual delivery of the
vessel .

(16) Vide Article 11, for a certain period of delay and default
on the part of the owner the sane is liable to the conpensated by
paynment of interest. Delay and default beyond a certain tine
entitles the Builder to rescind the contract whereupon the
Buil der shall refund to the owner all the instalnments already
paid by the owner to the Builder without any interest thereon

In this Article nothing is said about the vessel 'which inplies
that the vessel continues to remain with the Builder

(17) Article 15 entitled property in the vessel reads as
under : -
Article 15 Property in the vessel : Wthout prejudice to Article

17 hereof, the vessel as constructed and her engines, boilers and
machinery and all materials fromtine to tine intended for her or
appropriated to the Contract whether in the  building berth,
fitting out basin, workshop or el sewhere shall inmediately after
paynment of the first instalnment on account of vessel as the work
proceeds, becone the property of the Owmer and such property

shall be conspi cuously marked with the hull nunber-or w th other
appropriate markings for identification, as belongi ng to
vessel /Owmer as its property and shall not be wthin the
ownership or disposition of the Builder. Until the vessel is

conpleted and delivered the Builder, shall not use or pernmt to
be used any such part/s, nmaterial/s, equipnment and nachi nery so
allocated to the vessel for any other vessel. The Owmer to the
extent of paynent nade by himw Il have a right to nortgage his
interest in materials nmentioned above to Indian Governnent,
Lender and/or Shi ppi ng Devel opment Fund Committee for | oans taken
by Omner and fornalities as required by Lender/Omer shall be
conpleted by the Builder. But the Builder at all tinmes shal

have a lien on the above-nentioned property fcr any unpaid
portion of the price. All materials and ot her t hi ngs
appropriated but not used for the purpose of this Contract shal
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after conpletion of the vessel becone the property of Buil der

(18) Vide Article 16, in the event of the Builder defaulting in

the construction of the vessel, the owner may at his option and
after due notice :-

take possession of the vessel in her then state and of al

engi nes, boilers and nmachinery and all materials intended for her
as before mentioned and to conplete the vessel, engines, boilers
and machinery. For this purpose the Omer shall have power to
enter into any contract with other Builders or manufacturers, and
to wuse the Yard or Yards; Workshops, Machinery and tools of the
Buil ders or such other Builders or manufacturers with whom the
Buil ders nmay have entered Sub-contracts, and costs directly
incurred by the Owners by the exercise of any of the powers
vested under this clause shall be deducted fromthe contracted
price then remaining unpaid is sufficient, and if not sufficient,
shal | be nade good by the Buil ders.

(19) Article 17 provides that the vessel shall be at the risk and
expense of the Builder until handed over and accepted by the

owner and wuntil then so far the interest of the owner is
concerned the Builder shall keep her insured at its own cost for
all Builders risks under a policy or policies taken out in the
joint names of the Builder and the owner. The sanme cl ause

further provides :-

If, before delivery to the Oamer, the Vessel " (including the
engi nes, boilers, appurtenances or materials intended for her)

hul | sustain damage not anpunting to total or -~ constructive or
conprom sed total loss, this Contract shall not be.invalidated in
any way. But such damage shall be made good by the Buil der as
speedily as may be reasonably expected having regard to all the

circunmstances to the satisfaction of the Classification Society
and the reasonable satisfaction of the Oaners aut hori sed

representative or representatives. The | nsurance noneys
recoverable in respect of such danmage shall be applied by the
Bui |l der to such reinstatement of the Vessel. The Oaner shall not
on account of the said damage or repair be entitled to object to
the Vessel, engines, boilers, material or equiprment or to make
any claimfor any alleged consequential |oss or depreciation

If due to any cause the Vessel before delivery to the Ower shal

be destroyed or lost or so damaged as to becone or to be deened
to becone at any tinme a total or constructive, ~arranged ~or
conprom sed total |loss the Builder shall refund to the Oaner the
instal ments of the Contract Price if any; plus interest at the
rate of 5 per cent per annumfromthe date of paynment of nonies
by the Owmer to the Builder out of nonies payable by the
Underwriters under the insurance effected with themin ternms @ of
this Contract. Every anount of the instal ment, shall be endorsed
on the policy/policies and such endorsenent shall be ‘sufficient
authority to the Underwiters, to pay to the Omer the ampunt of
such instalments plus interest. On paynent of such instal nents
by the Underwiters to the Oamer, the Ower shall have no further
right or claimon the Builder in respect of this Contract and the
Contract in respect of the particular Vessel or Vessels shall be
deemred to have ended in all respects. The remaining anounts
received fromthe Underwiters shall be retained by the Buil der

The decision of the Underwiters as to whether the Vessel is a
total or constructive, arranged or conprom sed total |oss shal
be bi ndi ng upon the parties to this Agreenent.
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Even if the recovery of the claimfor |oss, damage or destruction
of the ship cannot be nmade fromthe insurers in terns of
i nsurance policies either because the risks are not insured or
for any reason whatsoever the Builder shall refund to the Oaner
the ampunts of instalnents paid by the Omer together wth
interest at the rate of 5 per cent per annum formthe dates of
paynments of nonies by the Owmer to the Buil der

W will shortly revert back to anal ysing the above-said terns and
conditions of the contract and in between try to find out the
tests which would enable determnation of the nature of the
transactions covered by such contracts. The distinction between
contract of sale and contract for work and | abour has been so
stated in Halsburys Laws of England (Fourth Edition, Vol.41,
para 603) : -

Contract of sale distinguished fromcontract for work and | abour.
A contract of sale of -goods mnust be distinguished froma contract
for work and |labour. The distinctionis often a fine one. A
contract “ of sale is a contract the nmain object of which is the
transfer —of the property in, and the delivery of the possession
of, a chattel as such to the buyer. Wuere the main object of
wor k undertaken by the payee of the price is not the transfer of
a chattel as such, ‘the contract is one for work and | abour. The
test is whether /or not the work and | abour bestowed end in

anything that can properly becone the subject of sale. Nei t her
the ownership of the materials, nor-the value of the skill and
| abour as conpared with the value of ‘the nmaterials, is

concl usi ve, although such matters may be taken into consideration
in determning in the circunstances of a particular case whether
the contract is in substance one for work and labour or one for
the sale of a chattel

In Benjami ns Sal e of Goods (Fourth Edition) it is stated that it
is sonetines extrenely difficult to decide whether a particular
agreenent is nore popularly described as a contract of sale of
goods, or a contract for the perfornance of work or services to
which the supply of nmaterials or some other goods is incidental.
The Ilearned author suns up the test for distinction in' the
foll owing words (vide para 1.042) :-

VWere the parties have not settled the question by the form of
their contract, the decision whether the bargain is one for the
performance of work or the sale of a chattel must be made by the
court. It is now well established that the court does so by
having regard to the substance of the contract - a test which
assunes that every contract nmust be in substance one or the
ot her. This is alegitimate inquiry where the supply of the
goods and the performance of the work are, to sone  extent at
| east, separate elenents in the bargain; but it breaks down | in
the case where all the work goes into the nmaking of the goods to
be supplied, so that the two are inseparable. This @ point has
unfortunately not been appreciated. In the forner type of
contract, the determ nation of the substance is a matter of
degree, involving an assessnment of the relative inportance of the
two el enents; but in the latter type the designation of the
contract as one of work or sale nmust depend wupon either an
arbitrary formula or a superficial inpression

The same |earned author discusses the following types of
contracts : -

1. Chattel to be affixed to |l and or another chattel. Were work
is to be done on the land of the enployer or on a chatte
bel onging to him which involves the use or affixing of materials
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bel ongi ng to the person enpl oyed, the contract will ordinarily be
one for work and materials, the property in the latter passing to
the enpl oyer by accession and not under any contract of sale.

2. Material s supplied wholly or principally by enployer. Were
an article is to be manufactured, and all the materials are
supplied by the person for whomthe work is to be done, it is
obvious that there <can be no sale unless thereis a specific
transfer of the materials followed by a repurchase of the

product . VWere each party provides some of the materials or
conponents, the task of the court is to determ ne which of them
has supplied the principal materials; it then follows that the

materials supplied by the other vest by accession in the owner of
the principal materials.

3. Servi ces independent of creation or furnishing of product.
VWhere work or skill is involved over and above what goes into the
maki ng ~ of the goods delivered, it is possible and often correct
to view the contract as substantially one for work or services.

A doctor or veterinary surgeon who supplies nedicines does so as
an incident to a contract for professional services, which
i nclude diagnosis and advice over and above any work in the
maki ng up of the medicine. ~In contrast, a chem st who nmakes up a
prescription sells it, since his work and skill goes entirely
into the product- it is sinply a conponent reflected in the price
of the goods.

4. Wrk wholly ‘a' conponent of article produced. The nost
difficult type of contract remamins to be discussed. |In this case
the whol e of the work or skillinvolved goesinto the creation of
the product which is ultimately delivered in performance of the
contract: for exanple, a contract to nmake a suit of clothing or
to build a ship. The work or skill is here a conponent - perhaps
the nost inportant - of the thing produced, but is a conponent
and nothing nmore. It is not logical to ask whether in such a
case the parties contracted primarily or substantially for the
performance of work or for thetransfer of a chattel: t hey
contracted for both. 1In Clay v. Yates Pollock C/B. suggest ed
that the court should ask whether it was the work or  the
materials supplied that was of the essence of the contract, a
question to be determ ned by conparing the inportance, though not
per haps necessarily the value, of the two itens.

Pollock & Milla on Sale of Goods Act (1990, Fifth Edition, at
page 53) lay down the test for distinction as under:-

Cenerally a contract to make a chattel and deliver it, when made
is a contract of sale, but not always. The test would seemto be
whether the thing to be delivered has any individual / existence
before delivery as the sole property of the party who is to
deliver it.

The | earned aut hors have thereafter noted by way of illustrations
several decided cases to notice how the principle has played wth
several courts in its actual application and then drawn the
foll owi ng deduction fromthe deci ded cases: -

It will be observed that in the cases where there is no sale
there is never a monent when the thing produced is as a whole the
makers absol ute property, notw thstanding that part, or even the
whole, of the naterials may have been his property, whereas in
the other case he might, if he found it possible and profitable,
and if not restrained by patent, copyright or any other sinilar
branch of |aws, make in duplicate or in greater nunbers chattels
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of the kind ordered, appropriate one at his will to fulfil the
special contract, and sell the others to other persons (s).

A nunber of authorities were cited at the Bar during the course
of heari ng. It would suffice for our purpose to notice only a
few of them nanely, Patnaik and Conpany Vs. The State of Oissa
- 1965 (16) STC 364, The State of CQujarat Vs. Kai | ash
Engi neering Co. (Pvt.) Ltd. - 1967 (19) STC 13, State of
Guj arat (Conmi ssioner of Sales Tax, Ahnedabad) Vs. Variety Body
Buil ders - 1976 (38) STC 176, Union of India Vs. The Centra

India Machinery Manufacturing Co.Ltd. and Os. - 1977 (40) STC
246, Sentinel Rolling Shutters & Engi neeri ng Conpany Pvt. Ltd.
Vs. The Conmi ssioner of Sales Tax - 1978 (42) STC 409, Hi ndustan

Aeronautics Limted Vs. ~The State of Orissa - 1984 (55) STC 327.
The principles deduci ble fromthe several decided cases may be
sunmed up as under: -

1. It is difficult to lay down any rule or inflexible rule
applicable alike to all transactions so as to distinguish between
a contract for sale and a contract for work and | abour

2. Transfer of property of goods for a price is the linchpin of
the definition of sale. Wether a particular contract is one of
sal e of goods or for work and | abour depends upon the main object
of the parties found out from an overview of the terms of the
contract, the circunstances of the transactions and the custom of
the trade. It is the substance of the contract docunent/s, and
not nerely the form which has to be | ooked into. - The Court nmay
form an opinion that the contract is one whose main object is
transfer of property in a chattel as a chattel to the buyer,
though some work may be required to be done under the contract as
ancillary or incidental to the sale, then it is a sale. [If the
primary object of the contract isthe carrying out of work by
bestowal of |abour and services and materials are/ incidentally
used in execution of such work then the contract i's one for-work
and | abour.

3. If the thing to be delivered has any individual existence
before the delivery as the sole property of the party who is  to
deliver it, then it is a sale. If A nmay transfer property for a

price in athing in which B had no previous property then the
contract is a contract for sale. On the other hand where the
mai n  object of work undertaken by the payee of the price is not
the transfer of a chattel qua chattel, the contract is one for
wor k and | abour.

(4) The bulk of material used in construction belongs to the
manuf acturer who sells the end product for a price, then it is a
strong pointer to a conclusion that the contract is in substance
one for the sale of goods and not one for work and |abour

However, the test is not decisive. It is not the bulk _of the
material alone but the relative inportance of the naterial qua
the work, skill and |abour of the payee which have to be wei ghed.

If the mmjor conponent of the end product is the materia
consunmed in producing the chattel to be delivered and the skil

and | abour are enployed for converting the main conponents into
the end products, the skill and | abour are only incidentally used
and hence the delivery of the end product by the seller to the
buyer would constitute a sale. On the other hand if the nmain
object of the contract is to avail the skill and | abour of the
seller though sonme material or conponents may be incidentally
used during the process of the end product being brought into
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exi stence by the investnment of skill and | abour of the supplier
the transaction would be a contract for work and | abour

There may be three categories of contracts: (i) The contract may
be for work to be done for renmuneration and for supply of
materials used in the execution of the work for a price; (ii) It
may be a contract for work in which the use of the naterials is
accessory or incidental to the execution of the work; and (iii)
It may be a contract for supply of goods where sone work is
required to be done as incidental to the sale. The first
contract is a conposite contract consisting of two contracts one
of which is for the sale of goods and the other is for work and
| abour. The second is clearly a contract for work and | abour not
i nvolving sale of goods. The third is a contract for sale where
the goods are sold as chattels and the work done is nerely
i ncidental to the sale.

Two siml e iI'lustrations may be gi ven to denonstrate
applicability of the above-said principles. A custonmer goes to a
tailoring shop -acconpanied by a suit length in his hands and
entrusts the same to the tailor for stitching a suit for him as
per his neasurenents. The-tail or by devoting his skill and
| abour stitches the suit and delivers the same to the customer.
In this process the tailor utilises lining, buttons and threads
of his own. The transaction would remain a contract for work and
| abour . The stitched suit delivered by the tailor to the
customer is not a sale. It would not nake any difference if the
customer woul d have selected a piece of cloth of his own choice
for a price to be paid or paid and having purchased the suit
length left it with the tailor for being stitched into a suit.
The property in the suit length had passed to the custoner and
physi cal possession over the suit |ength by the tailor thereafter
was nerely that of a bailee entrusted with the ‘suit |ength.
However, if the tailor prom ses to stitch and deliver the suit
for a price agreed upon, investing his own cloth and| stitching
materials such as lining, buttons and threads, and utilising his
own skill and | abour then though the custonmer m ght have chosen
the piece of <cloth as per his own liking as to  the texture,
colour and qualilty and given his own instructions in the matter
of style, the transaction would remain a contract for sale of
goods, that is, a stitched suit piece in as much as the object of
the contract was to transfer property in the stitched suit piece
alongwith delivery of the suit by the tailor to the custoner, al

i nvestments, whether of nmaterial or of skill and labour having
been nmade by the tailor incidental to the fulfillnent of the
contract. Yet another illustration is provided by Benjamn

(ibid, para 1.046). A doctor or veterinary surgeon who supplies
nmedi ci nes does so as an incident to a contract for professiona
services, which include diagnosis and advice over and above any
work in the making up of the nedicine. 1In contrast, a chem st
who nmakes wup a prescription sells it, since his work and skil
goes entirely into the product - it is sinply '‘a conponent
reflected in the price of the goods. Benjanmin concludes - \Were
work or skill is involved over and above what goes into the
maki ng of the goods delivered, it is possible and often  correct
to view the contract as substantially one for work or
services. In our opinion a reverse case would be one of sale.
Benjamin gives yet another illustration. A neal supplied to a
customer in a restaurant is a sale of goods, the element of
service being subsidiary; but a nmeal supplied to a | odger or a
resi dent hotel guest is part of a contract for services.

Patnaik & Co.s case (supra) is a Constitution Bench deci sion.
The appellant entered into a contract with the State of Oissa
for the construction of bus bodies on the chassis supplied by the
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State. On an interpretation of the ternms of the contract this
Court by a mpjority of 4:1 concluded that the bus body built by
the appellant passed to the Government as noveable. It did not

make any difference that the process of manufacture was
supervi sed by purchaser. The contract was held to be a contract
for sale of goods.

In Sentinel Rolling Shutters & Engineering Conpanys case
(supra), the assessee carried on business as engi neers,
contractors, manufacturers and fabricators. It entered into a
contract for fabrication, supply, erection and installation of
two rolling shutters in two sheds belonging to the customer for a
price which was inclusive of charges for erection at site.
Once the goods were delivered, rejection claimwere not to be
ent ert ai ned. Al masonry works required before and/or after
erection was to be carried out by the assessee. Paynents were to
be nade on overall neasurenents to be checked by the custoner
after nstallation. This Court held that the erection and
installation of rolling shutters was as nuch the fundanental part
of the contract as the fabrication and supply. The contract was
held to be a contract for work and ['abour and not a contract for
sal e.

In CIMMCOs case (supra) this Court enmphasised the need of
looking into the/ substance and not nerely the format of the
contract. Reading the terms and conditions of the contract
before it as a whole this Court concluded that the property in
the materials procured or purchased by the conpany agai nst 90%
bill of which advance was taken fromthe railways did not, before
their use in the <construction of the wagons, pass to the
railways. Wth an exception of a relatively small portion of the
conponents supplied by the railways, the entire wagon including
the material at the tinme of its conpletion and delivery was the
property of the conmpany. It was held that the wagons were sold
for a price and the contract was a contract for the sale of
wagons and not a work contract.

In Kailash Engineering Co. (Pvt.) Ltd.s case  (supra) —and

Variety Body Builders case (supra), bodies were built for 'the

railways on the wunderframes supplied by the railways. Upon
analysing the terns and conditions of the contract this~ Court
concluded that the assessee was not the owner of the ready
coaches and the property in the bodies vested in the railways
even during the process of construction and therefore the
transaction was a works contract not involving any sale.

In H ndustan Aeronautics Ltd.s case, the assessee HAL was to
manuf acture M G engi nes on behal f of the Government of |ndia for

which the latter had obtained a licence fromthe U S.S/R. For
the inports made fromU S.S. R, all paynents under the agreenent
were nmade by HAL on behalf of the Governnment of - India. The

materials inported by HAL, stocks and stores, work-in-progress
etc., were the property of the Air Force. The bills drawn by HAL
against the CGovernnent of India indicated a break-up of  the
material cost, |abour cost and sundry direct charges and further
profit at a percentage. This Court held that at no point of tine
before the delivery of MG engines HAL was the owner of the
property, either in the equipnment or in the spares or in the
aircrafts and as such there could not have been any transfer of
property from HAL to the Governnent of India. The transaction
was held to be a works contract.

Reverting back to the facts of the contract under consideration
before wus, a few promnent features of the transaction are
clearly deducible from the several terns and conditions and
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recitals of the contract. The contract is for sale of a
conpletely nmanufactured ship to be delivered after successfu
trials in all respects and to the satisfaction of the buyer. It

is a contract for sale of nmade to order goods, that is, ship
for an ascertained price. Al though the plans and specifications
for the ship are to be provided by the custoner and the work has
to progress under the supervision of the classification surveyor
and representative of the buyer, but the conmponents wused in
building ship, all belong to the appellant The price fixed is of
the vessel conpletely built up although the paynment is in a
phased manner or, in other words, at certain percentages
commensurate with the progress of the work. The paynment of 15%
of the price is to be made on satisfactory conpletion of the dock
trials, that 1is when the vessel is ready to be delivered and
strictly speaking excepting the delivery nothing substantia
remains to be done. 20% of the price is to be paid upon delivery
of the vessel. Thus 65%of the price paid before the trials is
i ntended to finance the builder and to share a part of the burden
i nvolved /in the investnents nmade by the builder towards buil ding
the ship. It is a sort of an advance paynent of price. The
title and risk clause quoted as sub-para 14 above is to be
found in 6 out of 8 contracts in question. So far as these 6
contracts are concerned they |eave no manner of doubt that
property in goods passes fromseller to the buyer only on the
ship having been built fully and delivered to the buyer. 1In al
the contracts the ultimate conclusion would remain the sane. The
ship at the tine of delivery has to be a conpletely built up ship
and also seaworthy' whereupon only the owner. nay accept the
del i very. A full reading of the contract shows that the chatte
comes into existence -as a chattel in a deliverable state by
i nvest nent of conponents and labour by the seller and property in
chattel passes to the buyer on delivery of chattel being accepted
by the buyer. Article 15 apparently speaks of property in vesse
passing to the buyer with the paynent of first instalnent of
price but we are not to be guided by the face value of the
| anguage enpl oyed,; we have to -ascertain intention of the
parties. The property in machines, equipnments, engine etc.
purchased by the seller is not agreed upon to pass to the buyer.
The delivery of the ship nust be preceded by trial run or runs to
the satisfaction of the owner. Al the nachinery, nmaterials,
equi prent, appurtenances, spare-parts and outfit required for the
construction of the vessel are to be purchased by the buil der out

of its own funds. Neither any of the said things nor-the hull is
provided by the owner and in none of these the property vests in
the owner. It is not a case where the builderis utilising in
buil ding the ship, the machinery, equipment, spares and nateria
etc. bel ongi ng to the owner, whosoever night have paid for the
sarme. The builder has thereafter to exert and invest. its own
skill and labour to build the ship. Not only the owner does not
supply or nmmke available any of the said things or the hull | of

the ship the owner does not also pay for any of the said things
or the hull separately. Al the things so nade available by the
buil der are fastened to the hull belonging to the builder  and
beconme part of it so as to make a vessel. Wiat the owner pays to
the builder in instalnents and in a phased manner —are al

paynments at the specified percentage which go towards the paynent
of the contract price i.e. the price appointed for the vessel as
a whole. 65 per cent paynment of the price is up to the stage of
the min engine having been |lowered in position on board the

vessel i.e. the stage by which the building of the vessel s
conpl et e. 15 per cent paynment is to be done on satisfactory
conpletion of the trial and 20 per cent upon delivery of the
vessel. G ving maxi mum benefit in the matter of construction and

interpretation of this clause in favour of the appellant it can
be said that it is the property in vessel which starts passing
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gradually to the buyer proportionately with the percentage of
paynments nade and passes fully with the paynment of |[ast
i nstal ment on delivery of vessel having been accepted.

In Reid v. Macbeth [1904] A.C. 223 where a contract for the

construction of a ship provided that the vessel, as she is
constructed and all materials fromtinme to time intended for her
[ wherever situated] shall inmmediately as the sane proceeds becone

the property of the purchasers, the House of Lords held as a

matter of construction that various iron and steel plates Iying
in railway stations, which had been passed by the Lloyds

surveryor and which had been marked with their proposed position
in the ship, were still the property of the seller as they had
not yet becone part of the ships structure. (see Benjamn,

i bid, para 5.093).

The marki ng of hull” nunber on nmachi nes, equipnments etc. achieves
the object of the sane being kept available for use in the ship
concerned’ so - as not to hanper the progress of work for want of

material —or the available material having been wutilised for
construction of sone other ship. Such of the things as are left
unused automatically revert back to the seller. |In fact, except
on paper, they were not at all appropriated by the buyer. The
paynments made by buyer are not towards any conponents but towards
the vessel which is yet to cone in existence. The built up
vessel, if the contract nay fail, is available to be sold to sone
one else by the seller. The conparative inportance is nmore of
the hull, rmachine, equipnents, engine, etc. then that of the
| abour . Present one is not a case where the materials used are
insignificant or secondary or have been used just incidental to
the skill and | abour bestowed.

In the event of the owner conmitting a default in honouring the
schedule of paynment and the belated paynment acconpanied by
payment of interest not w ping out the default of the owner, the
vessel continues with the builder ;and the builder nay rescind the
contract. Al that the builder is required to do is'to refund
the instalnents already paid by the owner to the buil'der w thout
any interest thereon.

Cl auses 15, 16 and 17 of the contract confuse the issue to some
extent because of the phraseology enployed in drafting these
cl auses. Article 15 provides the property in the vessel vesting
in the owner sinultaneously wth the paynment of ~the first
instalment and the ownership or disposition of “the builder
ceasing therewith. The owner also becomes entitled to nortgage
his interest in the vessel to the extent of the paynents made by
hi m However, the sane clause goes on to say that such passing
of the property is subject to Article 17 of the contract and al so
subject to the lien of the builder for the unpaid portion of the

price. If the builder may commit a default in fulfilling his
obligations wunder the contract the owner may take possession of
the vessel in the State in which she is and have the  remaining

building of the vessel conpleted el sewhere out of the price
remai ning unpaid and the deficiency, if any, shall be nmade good
by the builder. Vide Article 17, the insurance cover is to be
obtained by the builder, the policy or policies being taken out
in the joint nanes of the builder and the owner. VWhat is
pertinent to note is that the | oss or damage, if any, occasioned
to the vessel before delivery to the owner is to be suffered by
the builder which would not have been so if the property in the
vessel had already stood passed to the owner. It is the
obligation of the builder to nake the |oss or destruction good
for which purpose the builder may reinburse itself by clai munder
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the policy. 1In the event of destruction of the vessel the |oss
though responsibility of the builder may be partly or fully
satisfied to the owner by refunding the amount of the instal nents
of the contract price plus interest at the rate of 5 per cent per
annum for which purpose the builder has to make necessary
endorsenents on the policy and the owner may directly receive
paynments fromthe insurer. This clause also shows that interest
of the owner is only to the extent of the percentage of the
contract price paid by the ower to the builder. Else the |oss
has to be borne by the builder. The H gh Court has observed, and
in our opinion rightly, that Article 15 is a piece of artistic
drafting. Though it is said that the things nentioned therein
becomre the property of the owner sinultaneously with the first
paynment of the instalnment, other clauses of the contract
generally, and Articles 16 and 17 i mediately, go to show that
for all practical purposes the property in the vessel, continues
to remain wth the builder and passes to the owner only (i) on
satisfactory conpletion of the work, (ii) the vessel conming into
exi stence’ in-a deliverable state, and (iii) satisfaction of the
owner as to the vessel being seaworthy al so having been built up
to the satisfaction of the owner in accordance with the terns and
conditions of the contract. It is not the neaning of an
i ndividual recital or the inference flowing fromany term or
condition of the contract read in isolation but an overview of
the contract wherefrom the nature of the transaction covered
thereby has to be determ ned.

The recitals of the contract may also be read in the |ight of the
few provisions of Chapter 1l of The Sale of Goods Act. In a
contract for the sale of specific or ascertained goods the
property in themis transferred to the buyer at such tine as the
parties to the contract intend it to betransferred. Sections 20
to 24 contain rules for ascertaining the intention of the parties
in this regard. Wen sonething renmains to be done on the date of
the contract to bring the specific goods in a deliverable state
the property does not pass until such thing is done and brought
to the notice of the buyer. The(risk in such case 'remains wth
the seller so long as the property therein is not transferred to
the buyer though the delivery nmay be del ayed.

For all the foregoing reasons we are of the opinion that the High
Court and the Tribunal have not erred in taking the view which
they have done. The contracts in question involve sale of the
respective vessels within the nmeaning of clause (n) of the Andhra
Pradesh General Sales Tax Act, 1957 and are not nerely works
contract as defined in clause (t) thereof. The transactions have
rightly been held exigible to sales tax.

The appeals are devoid of nmerit. They are held liable to be
di sm ssed and are di smissed accordingly. |In view of purely |ega
controversy arising for decision it is directed that the costs
shal | be borne as incurred.




