May 25, 2011

CLARIFICATION ON ISSUES RELATING TO CENVAT CREDIT RULES 2004

The Board has issued Circular No. 943/04/2011-CX, dated: April 29, 2011 and has clarified the eligibility of credit with respect to the amendment made in Cenvat Credit Rules, 2004. Some of the issues and clarification to the same are as follows:

1) Meaning of the word “no relationship whatsoever with the manufacture if final product”
	Sr. No.
	Issue
	Clarification 

	1
	How is the “no relationship whatsoever with the manufacture of final product” to be determined?
	Credit of all goods used in the factory is allowed except in so far as it is specifically denied. The expression “no relationship whatsoever with the manufacture of a final product” must be interpreted and applied strictly and not loosely. The expression does not include any goods used in or in relation to the manufacture of final products whether directly or indirectly and whether contained in the final product or not. Only credit of goods used in the factory but having absolutely no relationship with the manufacture of final product is not allowed. Goods such as furniture and stationary used in an office within the factory are goods used in the factory and are used in relation to the manufacturing business and hence the credit of same is allowed.


The amended definition of inputs includes all goods used in the factory by the manufacturer of the final product or all goods used for providing output service. The exclusion clause specifies that goods having no relationship whatsoever with the manufacture of the final product are not eligible for cenvat credit.
It can be seen from the clarification provided that the term “no relationship whatsoever with the manufacture of final product” shall have restricted meaning and the goods which have absolutely no relationship are only excluded. It has been specified that goods such as furniture and stationery used in office within the factory are considered to be used in relation to manufacturing business and hence credit on the same shall be allowed.

Further, it can be seen from the definition of inputs that goods which fall under the definition of capital goods are not to be treated as inputs. Thus, if any particular product which does not fall within the definition of capital goods & if the same is used in the office within the factory, it shall eligible as inputs. For Example: furniture items fall under chapter no 94 and hence not covered within the meaning of the term capital goods. If these items are used in the office within the factory, the same will be considered as inputs.

Similarly, goods used in the office of the service provider shall also be eligible for credit as inputs. For Example: Chairs, tables etc. used in the office of the service provider can be said to be used for providing output service in view of the wide interpretation as given in the above clarification.

2) Eligibility of credit of service tax on commission paid to Commission Agent
	Sr.No.
	Issue
	Clarification 

	2
	Is the credit of Business Auxiliary Service (BAS) on account of sales commission now disallowed after the deletion of expression “activities related to business”?
	The definition of input services allows all credit on services used for clearance of final products upto the place of removal.  Moreover activity of sale promotion is specifically allowed and on many occasions the remuneration for same is linked to actual sale. Reading the provisions harmoniously it is clarified that credit is admissible on the services of sale of dutiable goods on commission basis.


The definition of input services has been amended and the term “activities relating to business” has been removed. It has been clarified by the Board that sales commission is an activity used for clearance of final product up to the place of removal and also the same being specified in the inclusive clause of the definition, credit of the said services is eligible.

3) Treatment of availment of credit on input or input services used for trading
	Sr.No.
	Issue
	Clarification 

	3
	What shall be the treatment of credit of input and input services used in trading before 1.4.2008?
	Trading is an exempted service. Hence credit of any inputs or input services used exclusively in trading cannot be availed. Credit of common inputs and input services could be availed subject to restriction of utilization of credit up to 20% of the total duty liability as provided for in extant Rules.


The definition of exempted service has been amended w.e.f. 1.4.2011 to include trading activity. It can be seen from the above clarification that Board is of the view that trading activity shall be considered as exempted service even for the period prior to April 2011.
During the period prior to April 2008, rule 6(3)(c) provided for reversal of cenvat credit being commonly used for providing taxable as well as exempted service which is as follows:

“the provider of output service shall utilise credit only to the extent of an amount not exceeding twenty per cent of the amount of service tax payable on taxable output service”

As per the clarification, trading is an exempted service even prior to 01.04.08. Therefore as provided in erstwhile rule, credit shall be utilised only to the extent of 20% of service tax payable on taxable output service.
However, the said rules do not provide any such restriction to a manufacturer. 
4) Determination of value of traded goods

	Sr.No.
	Issue
	Clarification 

	4
	While calculating the value of trading what principle to follow- FIFO, LIFO or one to one correlation?
	The method normally followed by the concern for its accounting purpose as per generally accepted accounting principles should be used.


As stated above, trading has been considered as ‘exempted service’. The value towards such activity shall be computed as follows:
· Selling price – Cost of Goods Sold (COGS) or

· 10% of COGS,

whichever is higher

It has been clarified by the Board that for the purpose of calculating the above, the method normally followed by the company (i.e. LIFO, FIFO, Average or any other method) shall be applied provided the same is in accordance with generally accepted accounting principles.
COGS = Opening Stock + Purchases – Closing Stock

It has been specified that for the purpose of computing the purchase cost, expenses incurred towards such purchases shall be excluded.

Accordingly, broadly it can be stated that following cost element shall be included for the computation of purchase cost:
· Value of goods
· Duties/ taxes paid (eg. VAT, Excise duty, Import duty if any) to the extent credit is not available
· Packing or Repacking cost
· Transportation expense

· Insurance in transit
The following shall be excluded for the computation of purchase cost:

· Purchase Commission

· Warehousing
· Insurance on storage
· Discount receivable at the year end or end of certain period.
The value of closing stock shall be cost price or market price whichever is less (as specified under AS-2 Valuation of Inventories)

5) Reversal of credit for service provider providing services taxable under Banking & Other Financial Service or Life Insurance Service
	Sr.No.
	Issue
	Clarification 

	5
	Sub-rules 3B and 3C of rule 6 apply to whole entity or independently in respect of each registration?
	The sub-rules 6(3B) and 6(3C) impose obligation on the entities providing banking and financial services (in case of a bank and a financial institution including a non-banking financial company) or life insurance services or management of investment under ULIP service. The obligation is applicable independently in respect of each registration. When such a concern is exclusively rendering any other service from a registered premise, the said rules do not apply. In addition to BoFS and life insurance services if any other service is rendered from the same registered premises, the said rules will apply and due reversals need to be done.


Rule 6(3) of the Cenvat Credit Rules, 2004 provides for reversal of cenvat credit in case of inputs/ input services being commonly used for providing taxable as well as exempted service.

Special provisions have been made by Rule 6(3B) for banking company and a financial institution including a non-banking financial company providing services categorized under “Banking & Other Financial Service”. Such assessee would be required to reverse an amount of 50% of value availed on input and input service.

Similarly, Rule 6(3C) provides for special provision with respect to services provided under the category of Life Insurance Service & Management of ULIP service wherein these services provider are required to reverse an amount of 20% of Cenvat Credit availed by them.

With respect to these provisions, the following two points have been clarified by the Board in the said circular:
· If the specified service provider providing Banking & Other Financial Service or Life Insurance service or Management of ULIP service also provides exclusively any other service from a premise which is separately registered then the above provisions of rule 6(3B) & 6(3C) shall not be applicable for such other services provided. Therefore, no reversal of credit availed under such premises is required to be made.
· In case the other services are also provided from the same premises, then the provisions of the said rule shall be applicable to such other services too.
The clarification given by the Board reproduced above does not appear to be in line with the provisions contained in rule 6(3B) and rule 6(3C) of Cenvat Credit Rules, 2004 in following respect.

(a) When the service provider provides the services which are taxable under the category other than Banking & Other Financial Service (BOFS) or Life Insurance Service (LIS) or Management of Investment under ULIP (MIULIP), the restriction under rule 6(3B) and 6(3C) does not apply on the credit availed in respect of other category of service. Therefore the credit availed on input and input services needs to be bifurcated between the credit taken under BOF, LIS, MIULIP and other categories. The reversal of credit is required to be made only for credit taken under BOFS, LIS & MIULIP.

(b) The rule is applicable only when the input or input services have been used commonly for both taxable service as well as exempted services. This does not apply when the input or input services have been specifically used for providing taxable services. Therefore it is felt that utilization of 50% will be applicable only for the credit taken on input or input services which are commonly used for exempted services or taxable services. This view is also supported by the clarification given in para 1.16 of circular dated 28-2-2011 issued by TRU in which it is clarified that the basic purpose of making the said rule is to disallow the credit of input or input services have been used for interest income. Therefore 50% of credit taken on input or input service under BOF, LIS or MIULIP as well as for earning interest/dividend is only required to be reversed.
6) Availability of credit on services received before 1.4.11 but for which payment is made after 1.4.11
	Sr.No.
	Issue
	Clarification 

	6
	Is the credit available on services received before 1.4.11 on which credit is not allowed now? E.g. rent-a-cab service 
	The credit on such service shall be available if its provision had been completed before 1.4.2011


As stated earlier, the definition of input services has been amended w.e.f. 1.4.2011. There may be instances where the services have been used prior to 1.4.2011 but the payment for the same has been made on or after 1.4.2011. It can be seen from the above clarification that eligibility of cenvat credit has to be seen when such services are used. Thus, if a particular service was eligible for cenvat credit as input service, credit on the same shall be allowed if the payment has been made during the period when the amended definition excludes the said service.
For example: Outdoor catering services were eligible for cenvat credit during the period prior to 1.4.2011. The amended definition of input service has specifically excluded such services. Thus, in view of the said clarification if the payment for such outdoor catering service is made in the month of April-2011 for services used prior to April – 2011, the credit of the same is eligible. 
7)  Incidence of Cenvat Availability against Input Services:  Cenvat credit against input services may be availed on or after the day on which the invoice, bill or challan is received. If the payment of service value and Service Tax is not made within three months of the date of invoice or bill etc, the service provider is liable to pay an amount equal to the Cenvat Credit so wrongly availed.
However, in case of input services where the Service Tax is liable to be paid on reverse charge basis, like Goods Transport Agency Services say GTA, Cenvat Credit against such input services would be allowed only after the payment of the value of input service along with the Service Tax is made.

8) Liability of Interest on Wrongly Availed Cenvat: Cenvat Credit may be availed only when the same is duly qualified, otherwise interest would be payable on the same even if the credit is not so utilized. [Ref: Circular No. 942/03/2011 – CX Dated 14/03/2011].
9) Exempted Services - definition widened: Exempted services are the ones which are not leviable to Service Tax. The definition of exempted service has been widened to include the partially ‘exempted services’ and ‘trading services.’

10) Input Services – Specific Exclusions: The following services have been specifically excluded from qualifying as input services –
(a) Architects’ Services   

(b) Authorized Service Station

(c) Port Services

(d) Airport Services

(e) Commercial / Industrial Construction

(f) Construction of complex Services

(g) Works Contract Services

However, Cenvat benefit against the aforesaid input services is allowed when the above said input service is utilized for providing an output service which also falls under one of the category of one of the aforesaid input services as listed above.

 Restricted Cenvat
      The availability of Cenvat Credit has been restricted against the following services -

1. Commercial or industrial construction services.
2. Construction of residential complex services.
3. Erection, commissioning or installation services.
HIGHLIGHTS OF SERVICE TAX PROVISIONS

                        Finance Act 2011 [8 of 2011] Effective since 1st May 2011

[Some provisions are effective since 1st March 2011 and 1st April 2011]

A. IMPLEMENTATION OF NEW SERVICES
· Accommodation in hotels, inns, guest houses, clubs etc. up to a period of three months. [Thus, paying - guests not to be taxed].

· Air-conditioned restaurants serving alcoholic beverages with or without food.

      [Even partly air-conditioned ones included].

B. GTA RELATED AMENDMENTS
Although the Point of Taxation Rules have been implemented which provide for payment of Service Tax considering the date of invoice, provision of service and date of payment. However, the Assessee liable to pay the Service Tax under the category of GTA Services [Goods Transport Agency Services] may continue to discharge their Service Tax liability as per the existing system of ‘payment basis.’ 

That is, Service Tax is required to be paid only after the freight is paid to the transport agencies but in any case, the Tax must be paid within six months from the date of invoice.

C. EXPANSION OF SERVICES

Legal Consultancy Services to include services provided by a business entity to individuals. Services provided by an individual to an individual are already taxable. A service provided by an arbitral tribunal to a business entity is also liable to tax. 
Inclusion of services in relation to legal representation [provided to any business entity] before any court, tribunal or authority. The same would be taxable whether provided by Advocates, Chartered Accountants, Company Secretaries or Cost Accountants.

Motor vehicle services to include decoration and related services provided in relation to motor vehicles except when provided for goods carriage and three wheeler scooter auto rickshaws.

Club or association services has been made liable to tax even on the hands of a non - member.

Business support services to include administrative assistance too.

                               D.   REGULATORY CHANGES

(i)      INTEREST LIABILITY 

Interest liability on delayed payment of Service Tax goes up from 13% to 18% p.a. effective from 01.04.2011. However, in cases where the turnover is up to Rs 60 lakhs, the same would be @ 15% p.a.

(ii) PENALTY 

(a) Penalty for late filing of Return has been increased from Rs 2000/- to a maximum of Rs 20,000/-.

(b) Section 76 has been amended to provide for reduction of penalty for late payment of Service Tax from Rs 200/- to Rs 100/- per day or from 2% to 1% per month whichever is higher but not exceeding 50% of the value of tax which was earlier 100% of the value of tax.

(c) Amendment of Section 77 to provide for enhancement of penalty for non                            specified offences from Rs 5000/- to Rs 10,000/-.

(d)  Amendment of Section 78 [fraud etc] to provide for reduction of penalty from 200% of tax value to 100% of the same in cases related to suppression etc of value of taxable services.

(e) Section 78 has been amended further to provide that where the provisions of Section 78 are invoked, no penalty shall be leviable under the provisions of Section 76.That is, where the failure to pay Service Tax is attributable to reasons other than fraud etc. penalty would not be leviable under Section 78 too.

(f) Insertion of Section 88 to provide for the priority of charge on the property of the Assessee or the person for recovery of Service Tax and any other sum payable under the provisions of Service Tax.  

(iii)  PROSECUTION PROVISIONS 
Insertion of Section 89 to provide for prosecution which may be initiated only with the approval of the concerned Chief Commissioner. Provisions relating to prosecution have been introduced and may be invoked in case   of following lapses:-
(a) Provision of service without issuance of invoice;

(b) Availment and utilization of Cenvat Credit without actual receipt of inputs or output services;

(c) Maintaining false books of accounts or failure to supply any information demanded or submission of false information;

(d) Non - payment of amount collected as Service Tax for a period of more than six months. 

D. EXEMPTION [Section 96J]

Exemption from Service Tax on the membership fees under “club association service” category in relation to the services of association or chambers representing industry or commerce for the period from 16.06.2005 to 31.03.2008.

Exemptions of Service Tax to a tour operator in relation to contract carriage permit for inter state or intra state transportation of passengers effective since 1st April 2000 instead of the earlier exemption dating from 7th July 2009. The tax so paid may be claimed back by way of refund application to be filed within October 31, 2011.

E. POINT OF TAXATION RULES 2011
The Point of Taxation Rules, 2011 notified vide the Notification No. 18 / 2011 – ST dated 1st March 2011 and effective since 1st July 2011 have been framed with the intention to advance the time of incidence of tax by obliging a tax payer to make the tax payment by treating generally the earliest of the following three as the incidence of tax:-

a) Date of invoice. 

b) Date on which the service is completed or to be completed.                              

c) Date of receipt of payment [or part payment] or receipt of advance, if any. 

However, certain specified service providers providing the taxable service in their capacity as individuals, proprietary firms or partnership firms may opt to pay tax on receipt basis for rendering the following taxable services -

Architects’ Services, Interior Decorators’ Services, Practicing Chartered Accountants’ Services, Practicing Cost Accountants’ Services, Practicing Company Secretaries’ Services, Legal Consultants’ Services and Scientific or Technical Consultants’ Services.

F. CONTINUOUS SUPPLY OF SERVICES

The concept of ‘Continuous Supply of Services’ has been introduced with the intent to advance the realization of Service Tax by treating certain specified services as continuous supply of services.

Therefore, this result into the obligation of payment of Service Tax on the completion of a certain phase of service by referring the date, if any, specified in the relevant contract. This also leads to treat a single service into several separate services by means of bifurcating a contract on the basis of the terms incorporated into the same. 
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