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Appeal No: V2/29/GDMm/ 2020

:: ORDER-IN-APPEAL ::

M/s Gujarat State Electricity Corporation, District: Kutch (hereinafter
referred to as ‘Appellant’) has filed Appeal No. V2/29/GDM/2020 against Order-
in-Original No. 1/Asst. Commr./2020 dated 8.5.2020 (hereinafter referred to as
‘impugned order’) passed by the Assistant Commissioner, CGST Division, Bhuj

(hereinafter referred to as ‘adjudicating authority’).

2. The facts of the case, in brief, which are relevant for the purpose of the
present proceedings, are that the Appellant was engaged in generation of
electricity and was registered with Service Tax department. Investigation carried
out by the Officers of Directorate General of Goods and Service Tax Intelligence
(DGGSTI) revealed that whenever there was delay in supply of materials/services
by their suppliers/contractors, certain amount was deducted by the appellant
from the payment toward ‘penalties’ as per terms and conditions of
agreement/contract. It was further observed that the Appellant had booked such
‘penalties’ under the head ‘Other income’ in their annual financial records. It
was found by the officers of DGGSTI that the Appellant had recovered Rs.
1,81,29,660/- during the period from October, 2013 to June, 2017. It appeared
to the investigating officers that said penalty was collected by the Appellant for
tolerating the act of their suppliers/contractors in terms of agreement/contract
and such penalty was consideration for providing ‘Declared Service’ under
Section 66(e) of the Finance Act, 1994 (hereinafter referred to as ‘Act’) and the
Appellant was liable to pay service tax on such penalty amount.

2.1 Show Cause Notice No. DGGI/SZU/36-22/2019-20 dated 16.4.2019 was
issued to the Appellant, inter alia, calling them to show cause as to why service
tax amount of Rs. 24,25,197/- should not be demanded and recovered under
proviso to Section 73(1) of the Act, along with interest, under Section 75 of the
Act and proposing imposition of penalty under Sections 76, 77 and 78 of the Act.

2.2 The above Show Cause Notice was adjudicated by the adjudicating
authority vide the impugned order who, inter alia, confirmed demand of service
tax of Rs. 24,25,197/- under proviso to Section 73(1) of the Act, along with
interest, under Section 75 of the Act and imposed penalty of Rs. 24,25,197/-
under Section 78 and Rs. 5,000/~ under Section 77 of the Act.

3. Being aggrieved, the Appellant has filed the present appeal contending,
inter alia, as below:-
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Appeal No: V2/29/GDMW/ 2020

(1) That the impugned order is bad in law in as much as the same is
passed contrary to the facts of the case.

(i)  That the penalty collected from the suppliers/ contractors by them
is not covered under the definition of Declared Services. That to get
covered under declared service defined under section 66E(e), it has to be
a standalone transaction. However, penalties are recovered by them from
suppliers/ contractors as per the terms of the performance contract and
are purely financial in nature. No separate contract as well as no varied
service has been provided by the seller with respect to such charges.

Since there is no service, applicability of service tax is out of purview.

(ifi) The appellant has not entered in to any specific contract to
tolerate an act or situation. They had entered in to agreements only for
performance. The clause related to penalty/ liquidated damages had been
incorporated only for the purpose of ensuring the performance of the

contract. This cannot be considered as an agreement for non-performance
of the transaction.

(iv) The company is not allowing to reduce the cost of material/
service, in the invoice of the supplier/ contractor and the supplier/
contractor is charging full rate / contracted rate i.e. basic value plus
excise duty plus VAT / CST etc. Hence, the transaction value for the

company is only agreed / contracted value and not the reduced value.

(v)  Further, deduction of penalty is not a separate transaction but it’s
a kind of original transaction since excise/ service tax has been paid in

toto on original transaction then levying tax once again would amount to
double taxation.

(vi) That for invoking extended period of limitation & imposition of
penalty & is submitted that the issue involved is that of substantial
interpretation of the statutory provisions Every non-payment/non-levy of
tax doesn’t attract extended period & penalty - There must be some
positive action which betrays a negative intention of wilful default - For
operation of extended period of limitation intention to deliberately
default is a mandatory prerequisite and inadvertent non-payment doesn’t

attract extended period of limitation.
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Appeal No: VZ2/29/GDM/ 2020

4, Personal hearing was conducted in virtual mode through video
conferencing on 11.2.2021. Ms. Neeta Ladha, C.A. appeared on behalf of the
Appellant. He reiterated the submission made in Appeal Memorandum. He
further stated that the parties in question were not allowed to deduct the VAT/
Central Excise duty and hence, applicable tax was already paid on amount in
question. She stated that she would submit written submission as well as case

laws in support of her contentions based on which the case may be decided.

4.1 In written submission dated 12.2.2021, the Appellant, inter alia,

contended that,
(i)  They paid Central Excise duty / VAT on the penalty amount
recovered. This penalty has been emerged from the transaction pertaining
to supply on which Excise/ VAT had already been charged by the supplier.
They are not allowing to reduce the cost of material/ service, in the
invoice of the supplier/ contractor and the supplier/ contractor is
charging full rate / contracted rate i.e. basic value plus excise duty plus
VAT / CST etc. Hence, it is clear that the transaction value for the
company is only agreed / contracted value and not the reduced value.

Hence, service tax is not applicable where service tax is applicable.

(ii)  That there is no specific agreement to tolerate an act or situation.
They had not entered into any agreement with the contractor agreeing to
an obligation to tolerate the delay in the performance of the contract on
the part of the contractor. They had entered in to agreements only for
the performance of the said agreements. Merely inclusion of penalty
clause in the agreement cannot be considered as an agreement to
tolerate the delay. The purpose of agreeing to payment of penalty/
liguidated damages is to ensure performance. It cannot be said to be a
consideration for tolerating non-performance Payment of damages or the
forfeiture of deposit does not restitute the person to whom loss or
damage is caused. Penalty/ Liquidated damages are in nature of a
measure of damages to which parties agree, rather than a remedy. By
charging damages or forfeiture, one party does not accept or permit the
deviation of the other party. It is an expression of displeasure. Liquidated
damages/ penalty cannot be said to be the desired income or result of the
contract. By no stretch of imagination can these penal charges, deducted
by the appellant from the contractor’s bill on account of poor quality of
work, delay in supply/ execution of work be termed as consideration.

iquidated damages are recovered for compensating the loss suffered by
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the recipient. Hence, charging service tax on liquidated damages/ penalty
once again would amount to double taxation and relied upon following
case laws:

(a)  South Eastern Coalfields Ltd. - 2020-TIOL-1711-CESTAT-DEL
(b) MP Poorva Kshetra Vidyut Vitran Company Ltd - 2021-TIOL-105-
CESTAT-DEL.

5. | have carefully gone through the facts of the case, the impugned order,
grounds of appeal in the appeal memorandum and oral as well as written
submissions made by the Appellant. The issue to be decided in the present case
is whether the Appellant is liable to pay service tax on the incomes booked
under the heads ‘Other Income’ under Section 66E of the Act and whether the
Appellant is liable to penalty under Sections 77 and 78 of the Act or otherwise.

6. On going through the records, | find that the Appellant had booked
income under the head ‘Other Income’, which was recovered from their
suppliers/contractors whenever there was delay in supply of materials/services
as per terms and conditions of agreement/contract. The adjudicating authority
held that said penalty was collected by the Appellant for tolerating the act of
their suppliers/contractors in terms of agreement/contract and such penalty was
consideration for providing ‘Declared Service' under Section 66(e) of the Act and

the Appellant was liable to pay service tax on such penalty amount.

7s It would be pertinent to examine the legal provisions covering the issue

on hand, which are detailed below.

7.1 The term “service” is defined under clause (44) of Section 65B of the
Finance Act, 1994 as under:

"(44) ‘service’ means any activity carried out by a person for another for

consideration and includes a declared service.”

7.2 | find that ‘Declared Service’' has been defined under Section 66E of the
Act. The clause (e) thereof, which is relevant in the present case, reads as

under:

“SECTION 66E. Declared services, — The following shall constitute declared
services, namely :—

{: ) J—

(e) Agreeing to the obligation to refrain from an act, or to tolerate an act or a

situation. or to do an act.™
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7.3 Further, to satisfy the definition of service defined in Section 65B(44) of
the Act ibid, the activity should be carried out by a person for another for a
consideration. Though the term ‘consideration’ has not been specifically defined
under the Act but Explanation (a) to Section 67 of the Act provides that
"consideration” includes any amount that is payable for the taxable services

provided or to be provided.

8. On examining the present case in backdrop of the above legal provisions, |
find that the first point to be decided in the instant case is as to whether the
amount deducted by the Appellant from the payment made to the suppliers for
delay in supply of materials/ services would amount to a consideration as
envisaged in the service tax law or not and then only the question of taxability
arises in the matter. The adjudicating authority has observed that the said
amount is nothing but a consideration for tolerating an act of delay in supply of
materials/ services by their contractors. It is undisputed that there was an
agreement between the appellant and their contractors, as per which, the
contractors were liable to penalty in the event of delay in supply of materials /
services. Thus, both parties had agreed for compensation in the event of breach
of contract in terms of Section 53 of the Indian Contract Act. The relevant
Section 53 of the Indian Contract Act reads as under:

“When a contract contains reciprocal promises and one party to the contract

prevents the other from performing his promise, the contract becomes

voidable at the option of the party so prevented; and he is entitled to

compensation from the other party for any loss which he may sustain in

consequence of the non-performance of the contract.”

(Emphasis supplied)

8.1 From the above legal provision, it is amply clear that what is provided
therein is the entitlement of a compensation to the party who was prevented
from performing the contract for any loss which he may sustain as a
consequence of the non-performance of the contract. Merely because there is a
mutual consent on the amount of compensation receivable in the event of a
breach of promise/agreement, the compensation does not take the color of
consideration as held by the adjudicating authority. What is to be understood is
the fine distinction between the terms “consideration” and “compensation”. As
per the Indian Contract Act, 1872 consideration means a promise made by the

promisee in reciprocation. Whereas the compensation is something which is

the sufferer on account of breach of the contract/promises by the

& TRANT g
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other party. Needless to mention that the consideration involves desire of the
promisor whereas compensation involves breach. It is not disputed that
definition of the term ‘service” as given in Section 65B(44) of the Act envisages
“consideration” and not “compensation”. It is not the case of the Department
in the present case that the amount agreed to pay to the appellant is not in the
nature of a compensation. When that being so, such a transaction is clearly in
the nature as envisaged in Section 53 of the Indian Contract Act, 1872 and hence
the amount so retained by the Appellant would definitely amount to a
compensation. Mere receipt of money which is in the nature of a compensation

cannot be treated as consideration for any activity.

8.2  An agreement has to be read as a whole so as to gather the intention of
the parties. The intention of the appellant and their contractors was for supply
of materials / service. The consideration contemplated under the agreements
would have been for supply of such materials/ services. The intention of the
parties certainly would not for flouting the terms of the agreement so that the
penal clauses get attracted. The penal clauses are in the nature of providing a
safeguard to the commercial interest of the appellant and it cannot, by any
stretch of imagination, be said that recovering any sum by invoking the penalty
clauses is the reason behind the execution of the contract for an agreed
consideration. It cannot be the intention of the appellant to impose any penalty

upon the other party nor would it be the intention of the other party to get
penalized.

8.3  In view thereof, | am of the considered view that the amount deducted by
the Appellant, in the form of penalty, from the payment made to their suppliers
for breach of contract was in the nature of a compensation as envisaged in
Section 33 of the Indian Contract Act, 1872 and such penalty does not per se
amount to a consideration and consequently such transaction does not per se
constitute any service or ‘Declared Service’ as envisaged under Section 65B(44)
and Section 66E(e) of the Act, respectively. When there is no consideration,
there is no element of service as defined under the Act and consequently there
cannot be any question of levying service tax in the matter.

9. | rely on the Order passed by the Hon'ble CESTAT, New Delhi in the case

of South Eastern Coalfields Ltd Vs CCE, Raipur reported as 2020-TIOL-1711-
CESTAT-DEL, wherein it has been held that,
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“24. What follows from the aforesaid decisions of the Supreme Court in
Bhayana Builders and Intercontinental Consultants, and the decision of the
Larger Bench of the Tribunal in Bhayana Builders is that "consideration" must
flow from the service recipient to the service provider and should accrue to the
benefit of the service provider and that the amount charged has necessarily to
be a consideration for the taxable service provided under the Finance Act. Any
amount charged which has no nexus with the taxable service and is not a
consideration for the service provided does not become part of the value which
is taxable. It should also be remembered that there is marked distinction
between "conditions to a contract" and "considerations for the contract". A
service recipient may be required to fulfil certain conditions contained in the
contract but that would not necessarily mean that this value would form part of
the value of taxable services that are provided.

25. It is in the light of what has been stated above that the provisions of
section 66E(e) have to be analyzed. Section 65B(44) defines service to mean
any activity carried out by a person for another for consideration and includes a
declared service. One of the declared services contemplated under section 66k
is a service contemplated under clause (e) which service 1s agreeing to the
obligation to refrain from an act, or to tolerate an act or a situation, or to do an
act. There has, therefore, to be a flow of consideration from one person to
another when one person agrees to the obligation to refrain from an act, or to
tolerate an act, or a situation, or to do an act. In other words, the agreement
should not only specify the activity to be carried out by a person for another
person but should specify the:

(i) consideration for agreeing to the obligation to refrain from an act; or
(ii) consideration for agreeing to tolerate an act or a situation: or
(iii) consideration to do an act.

26. Thus, a service conceived in an agreement where one person, for a
consideration, agrees to an obligation to refrain from an act, would be a
'declared service' under section 66E(e) read with section 65B (44) and would
be taxable under section 68 at the rate specified in section 66B. Likewise, there
can be services conceived in agreements in relation to the other two activities
referred to in section 66L(e).

27. It is trite that an agreement has to be read as a whole so as to gather the
intention of the parties. The intention of the appellant and the parties was for
supply of coal; for supply of goods; and for availing various types of services.
The consideration contemplated under the agreements was for such supply of
coal, materials or for availing various types of services. The intention of the
parties certainly was not for flouting the terms of the agreement so that the
penal clauses get attracted. The penal clauses are in the nature of providing a
safeguard to the commercial interest of the appellant and it cannot, by any
stretch of imagination, be said that recovering any sum by invoking the penalty
clauses is the reason behind the execution of the contract for an agreed
consideration. It is not the intention of the appellant to impose any penalty
upon the other party nor is it the intention of the other party to get penalized.

=
L.

28. It also needs to be noted that section 65B(44) defines "service" to mean
any activity carried out by a person for another for consideration. Explanation
(a) to section 67 provides that "consideration” includes any amount that is
payvable for the taxable services provided or to be provided. The recovery of
liguidated damages/penalty from other party cannot be said to be towards any
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service per se, since neither the appellant is carrving on any activity to receive
compensation nor can there be any intention of the other party to breach or
violate the contract and suffer a loss. The purpose of imposing compensation
or penalty is to ensure that the defaulting act is not undertaken or repeated and
the same cannot be said to be towards toleration of the defaulting party. The
expectation of the appellant is that the other party complies with the terms of
the contract and a penalty is imposed only if there is non-compliance.

29. The situation would have been different if the party purchasing coal had
an option to purchase coal from 'A’ or from 'B' and if in such a situation 'A' and
'‘B' enter into an agreement that 'A' would not supply coal to the appellant
provided 'B' paid some amount to it. then in such a case, it can be said that the
activity may result in a deemed service contemplated under section 66E (e).

30. The activities, therefore, that are contemplated under section 66E (e),
when one party agrees to refrain from an act, or to tolerate an act or a situation,
or to do an act, are activities where the agreement specifically refers to such an
activity and there is a flow of consideration for this activity.

31. In this connection, it will be useful to refer to a decision of the Supreme
Court in Food Corporation of India vs. Surana Commercial Co. and others
(2003) 8 SCC 636. The Supreme Court pointed out that if a party promises to
abstain from doing something, it can be regarded as a consideration, but such
abstinence has to be specifically mentioned in the agreement. ... ...”

32. In the present case, the agreements do not specify what precise obligation
has been cast upon the appellant to refrain from an act or tolerate an act or a
situation. It is no doubt true that the contracts may provide for penal clauses for
breach of the terms of the contract but, as noted above, there is a marked
distinction between 'conditions to a contract’ and 'considerations for a contract'.

35. Reference can also be made to a decision of the Tribunal in Lemon Tree
Hotel. The issue that arose for consideration was whether forfeiture of the
amount received by a hotel from a customer on cancellation of the booking
would be leviable to service tax under section 66E(e). The Tribunal held that
the retention of the amount on cancellation would not attract service tax under
section 66E (e) ...”

43. It is, therefore, not possible to sustain the view taken by the Principal
Commissioner that penalty amount, forfeiture of earnest money deposit and
liquidated damages have been received by the appellant towards
"consideration” for "tolerating an act” leviable to service tax under section
66E(e) of the Finance Act.

44. The impugned order dated December 18, 2018 passed by the
Commissioner, therefore, cannot be sustained and is set aside. The appeal is,
accordingly, allowed.”™
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9.1 | also rely on the Order passed by the Hon’ble CESTAT, New Delhi in the
case of MP Poorva Kshetra Vidyut Vitran Company Ltd reported as 2021-TIOL-
105-CESTAT-DEL.

10. In view of the above, | hold that the Appellant is not liable to pay service
tax on the income booked under the head ‘Other Income’. |, therefore, set aside
the confirmation of demand of Rs. 24,25,197/-. Since, the demand is set aside,
recovery of interest and imposition of penalty of Rs. 24,25,197/- under Section
78 and penalty of Rs. 5,000/- under Section 77 are also required to be set aside
and | order accordingly.

11. | set aside the impugned order and allow the appeal.

12.  Sfdicieal gRT gol &1 18 ordid &1 FueRT Iwied aiie 9 T S 8 |
12. The appeal filed by the Appellant is disposed off as above.

(kkMilesh Kumar)
Commissioner (Appeals)

Attestgd

(V.T.SHAH)
Superintendent (Appeals)

By R.P.A.D.
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