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SERVICE TAX ON CROSS BORDER TRANSACTIONS – 

IMPACT OF BUDGET 2008
A. R. Krishnan 

Chartered Accountant
1.
Changes in Import & Export Rules - Management, maintenance and repair, technical testing and analysis, and technical inspection and certification services provided through internet / computer /electronic network deemed to be performed where goods, material or immoveable property are situated at the time of provision of services – Changes effective from 1.3.2008
1.1 Management Maintenance and Repair services, Technical Testing and Analysis services, and Technical Inspection and Certification services        [“specified services”] in relation to goods, material or immoveable property shall be considered as exported under the Export of Service Rules, 2005 (“Export Rules”) if the services are wholly or partly performed outside India.  In a case where these services are provided through a computer network from a remote location e.g. where the service provider is located in India and the goods are located in the US and the maintenance is done through the internet a question arose whether the services are performed where the service provider is located or where goods are located? The Export Rules have been amended to resolve this issue by providing that –

(a) where the ‘specified services’ are provided through internet or an electronic / computer network or any other means; and 

(b) the goods, material or immoveable property are situated outside India at the time of provision of services,

then such services shall be considered as performed outside India, whether or not the said services are actually performed outside India. 

1.2 Similarly, the Taxation Services (Provided from outside India and received in India) Rules, 2006 (“Import Rules”), have been amended to provide that – 

(a) where the ‘specified services’ are provided through internet or an electronic / computer network or any other means; and 

(b) the goods, material or immoveable property is situated in India at the time of provision of services, 

then such services shall be considered as performed in India, whether or not the said services are actually performed in India. 

2. Exemption from service tax payable by a hotel under the reverse charge mechanism in respect of services availed from overseas entities in relation to booking of accommodations – Changes effective from 1.3.2008
2.1 Services provided to a hotel located in India by a person who has his business establishment, fixed establishment, permanent address or usual place of residence outside India [i.e. “based abroad”] in relation to booking of an accommodation for a customer based abroad is exempt from service tax. Thus, in such cases the hotel located in India need not pay service tax under the reverse charge mechanism. [Notification No.14/2008-ST dated 1.3.2006]

3.
Information Technology Service used for business or commerce – W.e.f – Date to be notified after enactment of the Bill
3.1 Under the existing dispensation, software development
 including upgradation, etc., is not liable for service tax under any of the 100 categories of services presently liable for service tax. Packaged software sold off the shelf, being treated as goods, is leviable to excise duty @ 8%. In this budget, it has been increased from 8% to 12%. The Finance Bill, 2008 (“Bill”) proposes to bring customized software [i.e. specific software developed as per the requirements of the customer] also within the tax ambit viz. service tax, provided the software is used for business or commerce. 

3.2 The nature of service covered under this category would be:

(i) development of IT software,

(ii) adaptation, upgradation, enhancement, implementation and other similar services related to IT software,

(iii) providing advice, consultancy and assistance on IT  software matters, including conducting feasibility studies on implementation of a system, specifications for a database design, guidance and assistance during the startup phase of a new system, specifications to secure a database, advice on proprietary IT software,

(iv) Acquiring the right to use -

· IT software for commercial exploitation including right to reproduce, distribute and sell IT software whether supplied electronically or otherwise.

· software components for the creation of and inclusion in other software products.

3.3 The TRU Circular No. D.O.F. No. 334/1/2008 -TRU dated 29.2.2008 - states that: 

“IT software services provided for use in business or commerce are covered under the scope of the proposed service. Said services provided for use, other than in business or commerce, such as services provided to individuals for personal use, continue to be outside the scope of service tax levy. Service tax paid shall be available as input credit under Cenvat credit Scheme.”  

Thus it appears, that service tax paid to the vendor for customised software would be eligible for input credit and the issue whether it is used for manufacture or provision of taxable output services would not arise. The circular has specifically mentioned this presumably to avoid any litigation on this point.

3.4 Further the Bill seeks to amend the definitions of ‘technical testing and analysis service’ and ‘technical inspection and certification’ service so as to bring testing and analysis of IT software and certification of IT software within the ambit of service tax.

3.5 The Finance Act, 2007 had inserted an explanation in the context of service tax on “Management, Maintenance and Repair” of goods or properties to clarify that “goods” for the purposes of this service includes “computer software”. The present Bill further seeks to clarify that the word “properties” includes IT software. Thus, the intention is to cover all kinds ‘software maintenance’ under the category of “Management, Maintenance and Repair” services for the purpose of levy of service tax. Here, one is not able to see any distinction between computer software and IT software and also, the fact that computer software is “goods” and IT software is “properties”. Further, “properties” would include goods. However, there is always an issue whether the ‘software maintenance’ could be considered as in the nature of “maintenance, repair, servicing, reconditioning or restoration” of “goods” or “properties” as is normally understood to attract service tax under this category. In most cases ‘software maintenance’ would be considered as ‘software development’ and ‘software development’ would now be covered only under the proposed new category of service viz. ‘IT software’ provided it is used for business or commerce but those which are used for personal use would be excluded. 

3.6 The new category ‘IT software service for business/commerce’ seeks to bring ‘the right to use software’ within the service tax ambit. However, it is to be noted that ‘the right to use software’ is a copyright and the amount received towards the use of copyright is specifically excluded under the category of a service presently liable for service tax viz. Intellectual Property Rights service. Hence, there could be an argument advanced that an item which is specifically excluded under one category cannot be taxed under another category. However the counter argument of the department would be that the proposed category is more specific to copyright on IT software than the more general category of Intellectual Property Rights services and accordingly applying the rules of classification u/s. 65A the provision of ‘right to use software’ would be more appropriately covered under the proposed category.

3.7 It would be important to note under what category the service would be notified for the purpose of import or export of services - whether under the ‘service recipient’ criteria or the ‘part performance’ criteria. Presumably, it would be under the ‘service recipient’ category in which case there would be an add on cost on imported customised software but in many cases it would be revenue neutral due to availability of cenvat credit. As regards software development exports there would be a good case to consider it as export of services under Export of Service Rules 2005 provided the export conditions viz. that such service is provided from India and used outside India and payment for such services is received by service provider in convertible foreign exchange are complied. In such a case the introduction of Service tax on IT software would benefit the IT companies who are in the business of software development mainly for exports since the various input/input services which bear the incidence of service tax would now be entitled for credit / refund. Infact the new levy would benefit the IT companies – a silver lining in the otherwise dropping revenues due to rising rupee! However, in case it gets notified under the ‘part performance’ criteria the benefit would be restricted to software development where atleast some onsite work is done abroad. Thus, software development for exports done offsite, in India, would not be entitled to the export benefit.

3.8 In this regard it is to be noted that the “Management, Maintenance or Repair” services, “Testing and analysis” services, “Technical inspection and Certification” services are under the category of ‘part performance’. However maintenance, Testing and certification services provided to overseas customers by way of remote access would be considered as performed abroad and be entitled to be considered as ‘exports’. [See changes to Export Rules para 1].

3.9 Thus, in sum, most of the IT software companies with export focus would infact benefit from the introduction of the new levy of service tax on IT software since they would be able to salvage their input credit though they will have to knock the heavy doors of the department for refunds!

4.
Supply of tangible goods for use - W.e.f – Date to be notified after enactment of the Bill
4.1 Presently, rent of certain specified immoveable property is liable for service tax. The amount received towards right to use any goods is leviable to sales tax / VAT as deemed sale in case where possession and control of goods is given to the user of the goods. The Bill proposes to levy service tax on the supply of tangible goods including machinery, equipment and appliances for use, where there is no transfer of the right of possession and effective control of such machinery, equipment and appliances.

4.2 The TRU Circular no. D.O.F. no. 334/2008-TRU dated 29.2.2008 has clarified that:

“supply of tangible goods for use and leviable to VAT / sales tax as deemed sale of goods, is not covered under the scope of the proposed service. Whether a transaction involves transfer of possession and control is a question of fact and is to be decided based on the terms of the contract and other material facts. This could be ascertainable from the fact whether or not VAT is payable or paid.”

Thus the intention it appears is to subject rent / hire of movable property to either VAT or service tax depending on the facts of the case. 

4.3 Some of the examples given by the said Circular with regard to goods in this context are “excavators, wheel loaders, dump trucks, crawler carriers, compaction equipment, cranes, etc., offshore construction vessels & barges, geo-technical vessels, tug and barge flotillas, rigs and high value machineries”.

5.
Banking and Other Financial Services to include Purchase and Sale of Foreign Currency including Money Changing - W.e.f – Date to be notified after enactment of the Bill
5.1 Presently, foreign exchange broking is liable for service tax under the category of Banking and Other Financial Services. However, the activity of purchase and sale of foreign exchange / money changing is not liable for service tax. The Central Government after a lot of flip flop on this issue clarified vide Circular No. 92/3/2007, dated 12th March, 2007 that service tax is not applicable on buying or selling of exchange. This was followed by the Master Circular No. 96/6/2007-ST, dated 23rd August, 2007. 

5.2 The Bill seeks to amend the definition of Banking and Other Financial Services so as to bring a separate item viz., “purchase and sale of foreign exchange including money changing” within the ambit of service tax. Further an explanation is sought to be added to provide that “purchase or sale of foreign currency, including money changing” includes purchase or sale of foreign currency, whether or not the consideration for such purchase or sale, as the case may be, is specified separately. Thus the intention is to bring foreign exchange traders and brokers both within the ambit of service tax. The Circular No. D.O. F. No.334/1/2008-TRU dated 29th February, 2008 clarifies that:
“to enable determination of taxable value, where the consideration for the services provided in relation to purchase or sale of foreign currency is not explicitly indicated by the service provider, a method under rule 6(7B) of the Service Tax Rules, 1994 shall be prescribed. As per this provision, the service provider has the option to pay service tax calculated at the rate of 0.25% of the gross amount of currency exchanged.
Illustration:

Buying rate : US$ 1 = Rs.38
//
Selling rate : US$ 1 = Rs.40

(i) Purchase of US$ 100 by the service provider:

Gross amount of currency exchanged in rupees = Rs.3800 (Rs.38 x 100)

Service tax payable 



  = Rs.9.5 (0.25% x 3800)

(ii) Sale of US$ 100 by the service provider:

Gross amount of currency exchanged in rupees = Rs.4000 (Rs.40 x 100)

Service tax payable 



  = Rs.10 (0.25% x 4000)”

Thus service tax would be payable by the foreign exchange dealer on purchase and sale of foreign currency since both purchase and sale of foreign currency is considered as money changing activity resulting in a taxable event.

5.3 The service tax rules are proposed to be amended to provide an option for determining the amount of service tax payable. Here it maybe noted that in this case the money changer would either have to state a consideration for his services and pay service tax on that consideration or in the alternative pay service tax @ 0.25% as stated above. 

5.4 The above proposed amendment has far reaching implications. Further, when a person buys and sells foreign exchange on his own account it may not result in any service and hence this taxing entry maybe constitutionally challenged. Lastly, if the transaction of purchase and sale is between two authorised dealers, there would be service tax on purchase and sale resulting in a certain amount of multiplicity notwithstanding the availability of Cenvat credit which maybe subject to several conditions and compliances.
6.
Book entries in respect of transactions between associated enterprises - deemed charge and payment – Effective from date of enactment of the Bill
6.1 The Bill seeks to amend section 67 to provide that as regards transactions between “Associated Enterprises” (“AE”) as defined in section 92A of the Income-tax Act, 1961, the “gross amount charged” by one enterprise on the other shall include any amount credited or debited, as the case may be, to any account, whether called “Suspense account” or by any other name, in the books of account of the person liable to pay service tax. The Circular No. D.O. F. No.334/1/2008-TRU dated 29th February, 2008 states that necessary amendment in rule 6(1) of the Service Tax Rules, 1994 would also be made subsequently to consider the amount as “paid”. Further the Circular No. D.O. F. No.334/1/2008-TRU dated 29th February, 2008 vide para 6.3 states that:

“As an anti-avoidance measure, it is proposed to clarify that service tax is leviable on taxable services provided by the person liable to pay service tax even if the amount is not actually received, but the amount is credited or debited in the books of account of the service provider. In other words, service tax is required to be paid after receipt of payment or crediting/debiting of the amount in the books of accounts, whichever is earlier. However, this provision is restricted to transaction between associated enterprises. This provision shall also apply to service tax payable under reverse charge method (Section 66A) as taxable services received from associated enterprises. For this purpose section 67 and rule 6(1) are being amended.”

Thus, the intention it appears is to ensure service tax is paid when the income/expense in respect of taxable service is booked but the payment therefor has not been received. However, the amendment in Section 67 may also cover cases where the amounts are debited/credited unilaterally but are not charged.
6.2 The term ‘associated enterprise’ has the same meaning as assigned to it in section 92A of the Income Tax Act, 1961. It is a relative concept i.e. an enterprise is an associated enterprise when it is viewed in relation to other enterprises. This concept is used in the Income Tax Act for applying transfer pricing provisions. An enterprise which participates, directly or indirectly, or through one or more intermediaries, in the management or control or capital of the other enterprise is considered as associated enterprise. It also covers an enterprise in respect of which one or more persons who participate, directly or indirectly, or through one or more intermediaries, in the management or control or capital of the other enterprise. Section 92A(2) of the Income Tax Act specifies various situations under which two enterprises shall be deemed to be associated enterprises. Enterprise means a person who is engaged in the provision of any services of any kind. However, it may be noted that the definition of an associated enterprises in the context of Transfer Pricing Regulations for Income-tax Act, 1961 is relevant only in case of international transactions but, in case of service tax, it would also be relevant for domestic transactions.
7.
Cenvat credit - Availability and utilization of credit on common inputs – principle of proportionality introduced
7.1 Under the existing rules, Rule 6(1) of the Credit Rules, provides that CENVAT credit shall not be allowed on input services which is used for providing “exempted services” except in the circumstances mentioned in sub-rule (2). Sub-rule (2) provides that where inputs / input services are used for providing taxable as well as exempted services then input or input service for taxable output services is to be determined by separate accounts. Rule 6(3)(c) of the Credit Rules, inter alia provides that where a service provider opts not to maintain separate accounts as per rule 6(2) for determining the inputs / input services used for providing taxable output services he shall utilize credit only to the extent of an amount not exceeding 20% of the amount of service tax payable on taxable output service. 

7.2 It was represented that this rule is not equitable inasmuch as it does not distinguish between a service provider who has a low percentage of taxable turnover (say only 10%) as against another service provider who has a higher percentage of taxable turnover (say 95%) and ideally the availability of input credit should be a proportion of taxable turnover to total turnover and related to the amount of tax paid on the input and not on the tax payable on output. It was also pointed out that in other revenue laws like sales tax, set-off is available in the ratio of the taxable turnover to total turnover and relatable to the input tax and not the output tax and that such a rule has also been recognized in the UK VAT Act, 1994.

7.3 W.e.f. 1.4.2007 an option was given to general insurance companies to utilize proportionate Cenvat credit in lieu of 20% credit where taxable services and exempted services are provided. 

7.4 Rule 6(3) has now been amended w.e.f. 1.4.2008 to dispense with the 20% restriction and to provide that service providers providing taxable and exempt services and not maintaining separate accounts as per rule 6(2), may avail the entire credit on inputs / input services but opt for either of the following :

(a) pay 8% of the value of exempted services and utilise the entire credit available; or  

(b) pay an amount equal to the cenvat credit attributable to exempt services computed in a prescribed manner (broadly speaking in proportion of exempt turnover to total turnover) and utilise the entire credit available.

In the above context the following needs to be noted:

(i) The service provider can choose only one of the above options for all his exempted services which will remain in force during the currency of a financial year. This option cannot be withdrawn for the remaining part of the financial year. 

(ii) Credit shall not be allowed on inputs and input services used exclusively for the provision of exempted services.

(iii) The payment envisaged above maybe made by debiting the CENVAT credit or otherwise on or before the 5th day of the following month except for the month of March, when such payment shall be made on or before the 31st day of the month of March.

7.5 Consequent to the above changes the specific option given to general insurance companies has now been deleted and the above provisions would apply to them. However, rule 6(5) continues. This rule provides that ‘notwithstanding anything contained in sub-rule (1), (2) and (3) of Rule 6’ in case of input services falling within certain “specified categories”, 16 in number
, the credit of service tax paid on such services would be fully “allowed” irrespective of the fact that no separate records are maintained unless such services are used exclusively for providing exempted services,
� Circular No. D.O.F.No. 334/1/2007 dated 28.2.2007 vide Para 7.9 clarifies as     follows:


“Consequently, maintenance or repair of computer software will be leviable to service tax under this category. It may be noted that development of computer software is distinct from maintenance or repair of computer software and development of computer software continues to be not leviable to service tax being an “information technology service”. 





� The specified services are: 1. Consulting engineer; 2. Architect; 3. Interior decorator; 4. Management and Business consultant; 5. Real estate agent; 6. Security agency; 7. Scientific and technical consultancy services; 8. Banking and financial services; 9. Insurance auxiliary services relating to life insurance; 10. Erection, commissioning and installation; 11. Management, Maintenance and repair services; 12. Technical testing and analysis; 13. Technical inspection and certification; 14. Non-corporate foreign exchange brokers; 15. Commercial or Industrial Construction services; 16. Intellectual property services.








PAGE  

