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I V2/463/RAJI2021

BAORDER-IN-APPEW

M/s Sun Forge Pvt Ltd, Plot No. G-511 & 512, GIDC, Metoda, Rajkot
{(hereinafter referred to as ‘Appellant’) has filed Appeal No. V2/463/RAJ/2021
against Order-in-Original No. 01/DC/KG/2021-22 dated 12.08.2021 (hereinafter
referred to as ‘impugned order’) passed by the Deputy Commissioner, CGST
Division-ll, Rajkot ('hereinafter referred to as ‘adjudicating authority’).

2. The facts of the cose, in brief, are that the Appellant was manufacturer
of Articles of tron pr Steel Forging and also holding Service Tax Registration No.
AAGCS1534EST001. During the course of audit of the records of the Appellant, it
was observed that the Appellant had recovered amounts in the name of job-work
rejection charges from their customers for supplying job-worked goods not as
per their specification. During the period from October 2014 to June 2017, the
appellant had recovered total Rs.12,29,288/- towards job work rejection
charges. It appeared that the Appellant had tolerated the act of damage caused
to them on account of supply of job worked goods not as per the specifieation to
" them and received compensation for tolerating an act or a situation. it appeared
that said at:tivitie.;_, eonstituted declared service under the provisions of Section
66E(e) of the Finance Act, 1944 (hereinafter referred to as ‘Act’) and the

Appellant was liable to pay service tax on such amount.
i :

2.1 Based on audit observations, Show Cause Notice No. Vi(a)/8-214/Circle-
1/AG-07/2019-20 dated 23.03.2020 was issued to the Appellant calling them to
show cause as to. why service tax amount of Rs.1,69,634/- should not be
demanded and recovered from them under proviso to Section 73(1) of the Act,
along with interest:under Section 75 of the Act, and proposmg imposition of
penalty under Sections 77 and 78 of the Act.

2.2 The above I'__"S_how Cause Notice was adjudicated by the adjudicating
authority vide the" ‘impugned order who confirmed demand of service tax of Rs.
1,69,634/- under ‘;ectlon 73(1) of the Act, along with interest under Section 75
of the Act, and imposed penalty of Rs. 1,69,634/- under Section 78 and Rs.
10,000/ - under Section 77 of the Act.

3. Belng aggneved the Appellant has filed the present appeal contending,
inter alia, as beloy :

The adjudicating authority has erred in confirming the demand on
Gy géround that the amount received is covered by the definition of
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V2/463/RAJI2021

‘declared service’ and also not properly considering the definition
of ‘damage’ as referred in para 13.3.9 of th‘e order.

(i), ' The amount received was on account of Elamage to the material
sent to the job worker and hence |t is nothing but the
compensation received and hence it cannot be considered as.
service much less ‘declared service’.

(iii) The appellant was followmg procedu e under law and the
department has also conducted audit and. flled various returns from
time to time and hence was in the knowledge of the fact that the.
appellant was receiving compensation from job worker and hence
the demand is barred by limitation.

(iv) Since the deman_d itself is unsustainable,‘*lt:he. question of-payment
of interest and impositions of penalty doeé_u}_ot arise.
4, Personal hearing was conducted on 19.09. 20212 Shri Paresh Sheth,
Advocate, appeared on behalf of the Appellant. He relterated the submission
made in Appeal Memorandum. He relied upon judgment of South Eastern Coal
Fields Ltd and other judgments submitted with appeal memorandum

5. | have carefully gone through the facts of the ca{e, the impugned order,
grounds of appeal in the appeal memorandum andf;o?ral as well as written
submissions made by the Appellant. The issue to be defci:ded in the present case
is whether the Appellant is liable to pay service tax;,on job-work rejection
charges under Section 66E of the Act and whether the Appellant is liable to
penalty under Sections 77 and 78 of the Act or othem«isp. The demand pertains
to the period October 2014 to June, 2017. , |

i
..lﬂ

6. On perusal of the records, | find that the Appellant had recovered
amounts in the name of job-work rejection charges frorn thelr customers for
supplying job-worked goods not as per their spec1flcat10n. The Appellant had -
recovered said penalty/compensation from the job workers on account of
damage to the material sent to the job worker. The adjt‘ndicating authority held
that said income pertained to tolerating the act or sktuation and is covered
under the provisions of ‘Declared Service’ under Sectlon 66E(e) of the Act and
the Appellant was liable to pay service tax on such penal;y amount.

T i ) L W e
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V2/463/RAJ2021

6.1 The Appellaﬁt has captended that the aseunt received was on account of
damage to the matérial sent to the job worker and hence it is nothing but the
compensation received and hence it cannot be considered as service much less
‘declared service’. ‘i’hey relied upon the cases of South Eastern Coalfields Ltd -
2020-TIOL-1711-CESTAT-DEL and MP Poorva Kshetra Vidyut Vitaran Co - 2021(46)
GSTL409. . ¢ |

7. Before going to the merits of the case, it would be prudent to examine
the legal provisions covering the issue on hand, which are discussed in
subsequent paragraphs. -

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 ‘.szcla'red Service’ has been defined under Section 66E of the
~ Act. The clause (e) the_reof, which is relevant in the present case, reads as
under:

“SECTION 66£..Declared services. — The following shall constitute declared

services, namely:—

@ .. .. o

(e} Agreeing td?rhe obligation to refrain from an act, or to tolerate an act or a
situation, or to'do an act.”
7.3  Further, to satisfy the definition of service contained in Section 65B(44) of
the Act ibid, the activity should be carried out by a person for another for a
consideration. Thdué,h the term ‘consideration’ has not been specifically defined
under the Act but Explanation (a) to Section 67 of the Act provides that
"consideration” inéludes any amount that is payable for the taxable services

provided or to be .p'rovidéd.

8. On examinit{ig_ the present case in backdrop of the above legal provisions, |
find that-the point; to be decided in the instant case is as to whether the amount
recovered in the riame of job-work rejection chargés from the job workers for
‘supplying job-wori;(éd goods not as per their specification would amount to a

HANQN as énvisaged in the Service Tax law or not and then only the
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question of taxability arises in the matter. The er;Jdicating authority has
observed that the said amount is nothing but a consige;ration for tolerating an
act. )

9. In the instant case the appellant has sent goodsf;for job work and when’
goods returned after job work were not as per the spe{:iﬁcation, the appellant
charged certain amount from the job worker. In normat trade parlance, in case
of job work, the job worker agrees to perform ariy work .?s per the specifications
of the principal manufacturer. If the resultant produ,ct_‘s after job work is not
according to the specifications of the principal manufagturer, then it would of
no use to him and sometimes causes damages to the méterials resulting te toss
to the principal manufacturer. Thus, it is in nature of:af: contract and when the
job worker fails to carry out the work as specified by tbe' principal manufacturer
it becomes a breach of contract. Here, it is pertinent tc examine the provisions
contained in Section 53 of the Indian Contract Act, whuch’ reads as under:

i
K

“When a contract contains reciprocal promises and one party to the coniract
prevents the other from performing his promise, !‘he 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—pen%rmance of the comracr

(Ehbhasw supplied)

9.1 From the above legal provision, it is amply ciea{ that what is provided
therein is the entltlement of a compensation to the pé’rty who was prevented
from performing the contract for any loss whicly,be may sustain as a
consequence of the non-performance of fhe contract. Mgefely because there is a
mutual consent on the amount of compensation receii'\%able in the everit of a
breach of promise/agreement, | the compensation doe:s;j_not take the colour of
consideration as arrived upon by the adjudicating duf\thority._ What is to be
understood is the fine distinction between the tetrﬁs “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 awarded to the sufferer on account of breach of the
contract/promises by the other party. Needless . Eo mention that the
consideration involves desire of the promisor whereas compensation involves
breach. It is not disputed that definition of the term ‘senﬁce” as given in Section
65B8(44) of the Act envisages “consideration” and not “eempensation” 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 compensatlon When that being so,
such a transaction is ctearly in the nature as enwsaged in Section 53 of the

o W L

. mmE- 1R
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¥

Indian Contract Act, 1872 gagishence, the amugdsso retained /collected 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...

9.2  An agreement has to be read as a whole so as to gather the intention of
the parties. THo iri!:ention of the Appellant and their contractors was for supply
of materials/service. The consideration contemplated under the agreements
would have been ffor execution of such contracts 'as per the contours of the
contracts. The intention of the parties certainly would not for flouting the terms

of the a_greement 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 car}not, by any stretch of imagination, be said that recovering
any sum by invokihg the penalty clauses is the reason behind the execution of
the contract for an agreed consideration. It cannot be the intention of the
Appeliant to 1mpose any penalty upon the other party nor would it be the
intention of the other party to get penalized.

9.3 In view thereof, | am of the considered view that the amount charged by
the Appellant frong‘1 ihe job workers, for their failure to supply the goods after

'Job work accordfng to the specifications of the appellant, has to be considered

in the nature of : a compensation as enwsaged in Section 53 of the Indian
Contract Act, 1872 and such penalty does not, per se, amount to a
consideration. When there is no consideration, there is no element of service as
defined under ’thel'Ari:t and consequently there cannot be any question_ of levying
service tax in the .r_zn__att_er. I, therefore, hold that said !:ranséctions do not per se
constitute any ‘se(yi;:e’ or ‘Declared Service’ as envisaged under Section 65B(44)
and Section 66E(e]t of the Act, respectiw)ely and consequently service tax is not

- attracted on the io'c_’ome booked under job work rejection charges in their books

of accounts in reso'eét of penalty recovered from their job workers.

10. In this regard, | 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-171 I-CESTAT-DEL, wherein it has been held that,

“24. What foﬂml»'s from the aforescid 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

henefit of the service provider and that the amount charged has necessarily to
M onsideration for the taxable service provided under the Finance Act. Any
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amount charged which has no nexus with the raxabte service and is not u
consideration for the service provided does not become part of the value which
is taxable. It should also be remembered thal there is marked distinction
between "conditions fo a contract” and "considerations for the contract”. A
service recipient may be required to fulfil certain conditions contained in the
coniract but that would not necessarily mean that this vaiue would form part of
the value of taxable services rhat are prowded - .

25. Itisin the hghf of what has been stated above that the provisions of
section 66E(e) have to be analyzed. Section 65B(44) defines service to meéan
any activity carried out by a person for another for consideration and includes
a declared service. One of the declared services conremplared under section
66E is a service contemplated under clause (e) which sery:ce is agreeing to the
obligation to refrain from an act, or 1o tolerate an act or a situation, or 1o do
an act. There has, therefore, 10 be a flow of consideration Jfrom one person to
another when one person agrees io the obligation to refrain from an act, or to
tolerate an act, or a situation, or 1o do an act. In other words, the agreement
should not only specify the activity to be carried ot byg a.person for another
person but should specify the: :

(i) consideration for agreeing to the obligation to reﬁam ﬁ'om an act; or
(ii} consideration for agreeing to rolera?e an act or a situation; or
(iii} consideration to do an act. SR

k
26. Thus, a service conceived in an agreement where one person, for a
consideration, ag: ees to an obligation to refrain from an act, would be a
‘declared service' under section 66E(e) read with sectiofr 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 66E(e).

27. Itis trite that an agreement has to be read as a whole 50 as 1o garher 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 var'_mus types of services.
The consideration contemplated under the agreements was for such supply of
coal, materials or for availing various types of serwce.s The intention of the
parties_certainly was not for flouting the terms of the agreement so that the
penal clauses get artracred 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 penally
clauses is the reason behind the execution of the contract for gn agreed
consideration. [t 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.
; . . Bt

28 It also needs to be noted that section 63B(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

payable for the taxable services provided or fo be provided The recovery of

liguidated damages/penalty from other party cannot be said to be towards any

service per se, since neither the appellant is carrying on any activity (o receive

compensalion nor can there be any intention of the other parly to breach or

v:olate the_contract and suffer g 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

expeciation of the appe!lanr is that rhe other party compLes with the terms of
if there is non-camphance

of

-
Ty
3
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29, The situation would have been different’if the party purchasing coal had
an option to purchase codl 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 fo 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 tpon the appellant 10 refrain from an act or folerate 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 hetween 'conditions to a contract' and ‘considerations for a
contract’. i = '

.......

35. Referente can also be made to a decision of the Tribunal in Lemon Tree

. Hotel. The iSsue that arose for consideration was whether jorfeiture 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 fax under
section 66E (2)...." : :

. 43. It is, therefore, not possible fo sustain the view taken by the Principal
Commissioner that penalty amount, forfeiture of earnest money deposit and
liguidated 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.” '

: .(Emphasis supplied)

10.1 | also rely cn the Order passed by the Hon'ble CESTAT, New Delhi in the
case of MP Poorva:Kshetra Vidyut Vitran Company Ltd reported as 2021(46)
GSTL 409, wherein it has been held that; | |
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«22. It is, thus, clear that where service tax is chargeable on any taxable .
service with reference 1o its value, then such value shall be determined in the
manner provided for in (i), (i) or (iii) of sub-section (1) of Section 67. What
needs to be noted is that each of these refer to “where the provision of service
is for a consideration”, whether it be in the form of money, or not wholly or
partly consisting of money, or where it is not ascertainable. In either of the
cases, there has to be a “consideration” for the provision of such service.
Explanation to sub-section (1) of Section 67 clearly prowdes that only an
amount that is payable for the taxable service ‘will be considered as
“consideration”. This apart, what is important to note is that the term
“consideration” is couched in an “inclusive” deﬁmnam .

23. A Larger Bench of the Tribunal in Bhayana ,Bmlders (P} Lid v
Commissioner of Service Tax [2013 (32) ST.R. 49 (’IH LBj}] observed that
implicit in the legal architecture is the coricept that any consideration, whether
monetary or otherwise, should have flown or should flow from the service
recipient to the service provider and should accrue 16 the benefit of the latter.
The concept of “consideration”, as was also expounded in the decision
pertaining to Australian GST Rule.s wherein a caregor:cal distinction was
made between “conditions” to a contract and “consideration for the
contract”. It has been prescribed under the said GST Rules that certain
“conditions” .contained in the contract cannot be :seen in the light of

“consideration” for the contract and merely because'the service recipient has
to fulfil such conditions would not mean that this value'wouid form part of the
value of the taxable services that dre provided, b

24. This precise issue was considered by a Division Bench of this Tribunal in
M/s. South Eastern Coalfields Ltd. wherein certain clause.s' providing penalty
for non-observance/breach of the terms of the conrqct entered during the
course of business came up for consideration. The case of Department was that
the amount collected by the appellam towards compensation/penally was
taxable as a * declared service” under Section 66E(g) of the Finance Act.
After considering the decision of a Larger Bench of ¢ the Tribunal in Bhayana
Builders and the decisions of the Supreme Court in Commissioner of Service

- Tax v. M/s. Bhayana Builders [2018 (2) TMI 1325 = 2018 (10) GS.T.L 118

- (8.C.)] and Union of India v. Intercontinental Consultants and Technocrats
[2018 (10) G.S.T.L. 40! (S.C.)] as aiso the decision pe’rfammg to Australian
GST Rules, the Bench observed as follows :

------

27. Ultimately, the Tribunal has held as follows :

“43. It is, therefore, not possible to sustain the wew,taken by the Principal
Commissioner that penalty amount, forfeiture of earnest money deposit and
liguidated 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.” i

i
R
1
»

......

29. A Dtvwmn Bench of the Trlbunai in KN. Food Indu.s‘h':es examined the
provisions of Section 66E(e} in the context of an asSessee manufacturing for
and on behalf of M/s. Parley and clearing the same upon payment of central
excise duty. In a situation when the capacity of the assessee was not fully
utilized by M/s. Parley, ex gratia charges were cla:med 50 as {o compensate
the assessee from financial damage or injury. The Departmenr invoked the
provisions of [Section] 66E(e} to levy tax on the amount so received The
Tribunal held that the ex gratia charges were for making good the damages
due to the breach of the terms of the contract and did not emanate from any

T N
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obligation on the part ofany of the pafries tatelerate an act or a situation and
cannot be considered to be towards payment for any services. The relevant
portion of the decision is reproduced below :

“4q *#tﬁ#i* L= L Lt LR L L L L]

We find that appellant is admittedly manufacturing confectionaries for and
on behalf of the M/s. Parle and is clearing the same upon payment of
Central Excise duty on the basis of MRP declared by M/s. Parle. It is only in
situation when the appellants capacity, as a manufacturer, is not being fully
utilized by M/s. Parle, their claim of ex gratia charges arises so as to
compensate them from the financial damage/injury. As such, ex gratia
amount is not fixed and is mutually decided between the two, based upon the
terms and conditions of the agreement and is in the nature of compensation
in case of low/less utilization of the production capacity of the assessee.

kR k kR sk ook

In the present case apart from manufacturing and receiving the cost of the
same, the appellants were also receiving the compensation charges under
'the head ex gratia job charges. The same are not covered by any of the Acts

-~ as described under Section 66E(e) of the Finance Act, 1994. The said sub-
clause prqceeds‘ to state various dactive and passive actions or reactions
which are. declared to be a service namely; to refrain from an act, or to
tolerate an act or a situation, or to do an act. As such for invocation of the
said clause, there has to be first a concurrence to assume an obligation to
refrain fram an act or tolerate an act etc. which are clearly absent in the
present case. In the instant case, if the delivery of project gets delayed, or
any other -terms of the contract gests breached, which were expected to
cause some damage or loss to the appellant, the contract itself provides for
compensation to make good the possible damages owning to delay, or
breach, as the case may be, by way of payment of liquidated damages by the
contractor.to the appellant. As such, the contracts provide for an eventuality
which was. uncertain and also corresponding consequence or remedy if that
eventuality occurs. As such the present ex gratia charges made by the Ms.
Parle to the appellant were towards making good the damages, losses or
injuries arising from “unintended” events and does not emanate from any
obligation on the part of any of the parties to tolerate an act or a situation
and cam:o: be considered to be the payments for any serwces

10.2 | also rely on' the order of Hon’ble CESTAT, Chennai in the case of M/s
Neyveli Lignite éOrmration Ltd & others- 2021 (53) G.S.T.L. 401 (Tri. -
Chennai), 'wherein; the Hon’ble Tribunal, in identical facts of recovery of amount
as liquidated damég;es, held that consideration received by the Appellant, in the
form of liquidateél Idamages from. their supplier for not completing the task
within the time schedule, is not subjected to service tax under Section 66E(e) of
the Finance Act, 1994

11.  In view of abbve discussions, | hold that the Appellant is not liable to pay
service tax on recavery made in the fbrm of job-work rejection charges from the
. job workers for nc?t carrying out the job work on the goods supplied as per the
specifications of the appellant. 1, therefore, set aside the confirmation of
service tax demand on this count. Since, the demand is set aside, recovery of
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interest under Section 75 and imposition of penalty under Section 77 and 78 are,

also required to be set aside and | order accord_ingly.

12. In view of the above discussion and findings, ! set aside the impugned

order and atlow the appeal.

3. oiiadd gr1 ol 1 7E rdie o1 FveRr e adid A s g |
13.  The appeal filed by the Appellant is disposed off a§ abdve.
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