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JUDGEMENT
S.H. Kapadia, Chief Justice of India:-
1. Leave granted.

2. In this batch of Civil Appeals, the controvensgrtains to validity of Sections 65(12) and

65(105)(zm) of the Finance Act, 1994 (as amendeshfar as the said provisions seek to levy
service tax on leasing and hire purchase. The Empelcontend that service tax imposed by
Section 66 of the Finance Act, 1994 on the valudagBble services referred to in Section

65(105)(zm) read with Section 65(12) of the Finadas, 1994 (as amended), insofar as it

relates to financial leasing services includingipoent leasing and hire purchase is beyond the
legislative competence of Parliament by virtue didde 366(29A) of the Constitution.

Factsin Civil Appeal @ SLP (C) No. 24704 of 2009:-

3. Appellant is an Association of leasing and firiahcompanies. Finance Act sought to levy
service tax on "banking and other financial semice&section 137 of the Finance Act, 2001
substituted Section 65 of the Finance Act, 1994 bgw Section 65 which defined "banking and
other financial services". Subsequently, this daedin also underwent some changes by way of
Section 90 of the Finance Act, 2004 and Sectiondf3e Finance Act, 2007. The relevant part
of the definition as on date contained in Sectib(18) of the Finance Act, 1994 is as follows:-

"65. In this Chapter, unless the context otherwespiires:-

(12) "banking and other financial services" means:-



(a) the following services provided by a bankingnpany or financial
institution including a non-banking financial comyaor any other body
corporate or commercial concern namely:-

(i) financial leasing services including equipmésasing and hire-
purchase;"

4. Appellant had filed a writ petition under Argc26 of the Constitution before the High Court
challenging the levy of service tax imposed by Bec65(12)(a)(i). During the pendency of the
writ petition, Union of India issued a NotificatioBT dated 1.3.2006 exempting 90% of the
amount repayable under hire-purchase/equipmenintgagreement(s) from service tax on the
ground that the said 90% represented interest inoganned by the service provider. According
to the appellant, the concept of "service tax" firgs introduced by the Finance Act, 1994 which
came into force w.e.f. 1.7.1994 under Chapter V sBiwvice tax was levied by the said Act or by
its subsequent amendment till 2001. However, vidarkce Act, 2001 service tax was imposed
on "banking and other financial services". Vide ti®ac137(a) of the Finance Act, 2001, Section
65 of the Finance Act, 1994 was replaced by a negti& 65 which defined "banking and other
financial services" vide clause (10). By virtue tbé said definition under Section 65(10)(i),
Parliament has sought to bring within the servaeriet, transactions in the nature of financial
leasing, equipment leasing and hire-purchase. Bgti@e 65(72), the expression "taxable
service" has been defined to mean any service gedwio a customer, by a banking company or
a financial institution including NBFC, in relatido banking and other financial services [See
Section 65(72)(zm)]. Being aggrieved by the indusbf hire-purchase and leasing services
within the service tax net, the appellant hereialleimged the amendment of 2001 as ultra vires
the legislative competence of the Parliament. Byithpugned judgment, the Madras High Court
has dismissed the writ petition, hence, this @pipeal.

Submissions: -

5. Mr. Arvind P. Datar, learned senior counsel @ppg on behalf of the appellant(s), submitted
that the effect of Article 366(29A) is to treat spypes of transactions as deemed sales so as to
enable state legislatures to levy sales tax undayB4, List Il; that, the Statement of Objects
and Reasons to the Constitution (Forty-sixth Ameewth Act makes it clear that all six
transactions could have been taxed under Entryi8%7) by Parliament. However, based on the
61 st Report of the Law Commission, the Constitutias now conferred exclusive power to the
States to levy sales tax by expanding Entry 54 ILiby insertion of Article 366(29A). Thus,
having characterized constitutionally the subjeettter of hire-purchase and leasing as a sale
(deemed sale), it is not open to Parliament taliexsame subject matter under Entry 97, List I.
Thus, by reason of the Constitution (Forty-sixth @mdment) Act, there exist six transactions as
"sales". That, inevitable corollary is that powértaxation of hire-purchase/leasing, being sales,
is exclusively with the state legislatures. The pmse of the Constitution (Forty-sixth
Amendment) Act was to reserve the exclusive conmoeteto tax hire-purchase/leasing
transactions with state legislatures which is ¢jeaeen from the 61st Report of the Law
Commission which recommended constitutional amemdnie this connection, learned counsel
has placed reliance on the principles laid dowrthay Court in Bharat Sanchar Nigam Limited
v. Union of India [(2006) 3 SCC 1]. According toetllearned counsel, once by reason of the



Constitution (Forty-sixth Amendment) Act the hirarphase/leasing is deemed to be a sale, any
attempt to levy service tax on the same transaatidnamount to a colourable exercise of
power. According to the learned counsel, when si@rss already paid for the transfer of the
right to use the goods particularly when such fieans a deemed sale under Article 366(29A), it
iS not open to Parliament to impose service tathersame transaction once again. According to
the learned counsel, the impugned judgment of tigd KEourt assumes erroneously that hire-
purchase/leasing transactions include the condegindition of service and, thus, the impugned
judgment needs to be set aside.

6. Mr. T.R. Andhyarujina, learned senior counsgdering on behalf of one of the appellants,
submitted that prior to the Constitution (FortyteixAmendment) Act, the Parliament had the
legislative competence to levy service tax on a-purchase transaction or leasing transaction;
except on the sale part in such transaction, wlaigln the competence of the States under Entry
54, List Il. In this connection, learned counsedgad reliance on the judgment of this Court in
K.L. Johar and Co. v. Deputy Commercial Tax Offi¢ét965) 2 SCR 112]. That, by the
Constitution (Forty-sixth Amendment) Act in ArticB66(29A)(c) and (d), hire-purchase/leasing
transactions were deemed to be sales and, condigtlea legislative competence in respect of
hire part of the transaction was made over to tiaeS. That, the Law Commission in its 61st
Report stated that "the other alternative woulddo&ansfer the entire power to the States. This
will achieve a merger of the existing power of Btates to tax the sale part and the new power to
tax the hire part, which will enable state legistat to provide for a tax on hire purchase price
without demarcation”. As a consequence of the Gotish (Forty-sixth Amendment) Act, the
Parliament's competence to levy a tax on an agtimglating to financial leasing services
including equipment leasing and hire-purchase issgtionally truncated by the newly
conferred exclusive legislative competence of Stabwer the deemed sales in Article
366(29A)(c) and (d). According to the appellant{ghen Section 65 of the Finance Act imposes
a service tax on "value of taxable services", thleie cannot include the elements of transaction
of hire-purchase and leasing, which have now beansterred to the exclusive legislative
competence of the States. That, although Parliarc@mtlevy service tax on the providing of
services of hire-purchase and leasing of equipni¢in¢ service provider levies a charge by way
of management fee, processing fee, documentatarget or administrative fees, the Parliament
cannot levy a service tax in respect of the hiret pa such transactions in view of the
Constitution (Forty-sixth Amendment) Act and, caqsently, the Parliament has no legislative
competence to levy service tax on the hiring chaiigehe transaction. The said hiring charges
are nothing but interest charges on the financeiged in hiring and leasing and hence the
impugned tax cannot extend to tax the interestgdthin the transactions. According to the
learned counsel, various States have been impasileg tax/VAT on the entire transaction of
hire-purchase/leasing including the component i bharges, interest and other charges. This is
done in view of the Constitution (Forty-sixth Amenent) Act. Thus, when sales tax/VAT is
charged by the States on the entire consideratioluding interest received under the hire-
purchase and leasing transactions any tax by Rahton the same is beyond the competence
and residuary power under Entry 97 of List |. Thasgording to the learned counsel, levy of
service tax in respect of the hire part in hireghase/leasing transactions is beyond the
competence of the Parliament.



7. Mr. Goolam E. Vahanvati, learned Attorney Gehdoa India, submitted that the basic
contention advanced on behalf of the appellangghat by reason of introduction of Article
366(29A) by the Constitution (Forty-sixth Amendmye#itct, the entire power of taxation in
respect of hire-purchase transactions is now vestédin the States under Entry 54 of List Il
and that the Parliament has no power at all inalyidhe power to levy a service tax. According
to the Attorney General, the said argument is basethe contents of the 61 st Report of the
Law Commission, particularly, in relation to theckground in which clauses (c) and (d) of
Article 366(29A) were recommended. The learned ity General invited our attention to the
historical background of Article 366(29A) and thé& 6t Report of the Law Commission in
support of his submission that a legal fiction wasight to be inserted in Article 366 in order to
give an artificial extension to the definition afls so as to include the power to levy sales tax
even on the hiring part, and this is all that AetiB66(29A) intended to do. From that, according
to learned Attorney General, one cannot infer Bediament has divested itself of the power to
levy service tax. According to learned Attorney &, the question of service tax was not even
present in the mind of Parliament when the Cortgtu(Forty-sixth Amendment) Act was
enacted and, therefore, reliance on the 61st Regottie Law Commission was completely
misconceived. According to learned Attorney Genetla¢ reliance placed on Para 44 of the
Bharat Sanchar Nigam Limited (supra) by the apptla is completely misconceived because
that judgment read in entirety recognizes the powvddnion of India to levy service tax. The
learned Attorney General placed heavy reliance len judgment of this Court in All-India
Federation of Tax Practitioners v. Union of Ind{2(J07) 7 SCC 527]. The learned Attorney
General drew our attention to the conceptual distin between a service tax and a tax on hiring
transaction. According to him, the business of lbaplor organizing financial services is an
organized activity and service tax is imposed oat thctivity of financial leasing services
provided by a banking company, a non-banking firdr@mpany, a body corporate engaged in
the business of financial leasing, etc. That, sertéax is not imposed on the hiring part of a hire-
purchase transaction. According to the learnedrA&p General, it is wrong to suggest that the
whole "field" is covered by Entry 54 of List Il as sought to be contended on behalf of the
appellant(s) because Article 366(29A), by way ddgal fiction, deems a tax on the delivery of
goods on hire purchase to be a sale. To interpiefittion to mean that even a tax on financial
leasing services is a tax on delivery of goods ant®to creating a fiction within a fiction, which
is impermissible in law. Therefore, according te tlearned Attorney General, there is no
guestion of the impugned levy being a levy of se\tax on a hire-purchase transaction. Relying
on the doctrine of pith and substance, it was stibththat the substance of the impugned law
must be looked at in order to determine whethés ih pith and substance within a particular
entry whatever its ancillary effect may be. Applyithe said test, it was submitted that
imposition of service tax on financial leasing seeg including equipment leasing and hire
purchase does not, in pith and substance, fallinvitie scope of Entry 54 of List Il as extended
by Article 366(29A). On the other hand, accordiogthe learned Attorney General, in three
decisions of this Court in the case of T.N. Kalaydandapam Association v. Union of India
[(2004) 5 SCC 632], Gujarat Ambuja Cements LtdUwion of India [(2005) 4 SCC 214] and
All-India Federation of Tax Practitioners (supri)has been held that levy of service tax falls
within Entry 97 of List I. For the afore-stated seas, it was submitted that the impugned levy is
within the legislative competence of Parliamenthwitference to Entry 97 of List | of Seventh
Schedule of the Constitution and, thus, the saroenstitutionally valid.



Relevant provisions of the Finance Act, 2001 (asamended):-

8. By the Finance Act, 2001, Section 65 of the Ra@aAct, 1994 stood substituted. For deciding
this batch of cases, we are concerned with Se66¢h0) read with Section 65(72)(zm), relevant
parts whereof are quoted hereinbelow:-

"65. Definitions:- In this Chapter, unless the context otherwiseiregu
(10) "banking and other financial services" meati® following services
provided by a banking company or a financial iasiitn including a non-banking
financial company, namely:-

() financial leasing services including equipmeleasing and hire-
purchase by a body corporate;

(72) "taxable service" means any service provided,-
(zm) to a customer, by a banking company or a @r@ninstitution
including a non-banking financial company, in relatto banking and
other financial services;"
9. The point to be noted is that whereas Sectiqfi@BSection 65(12) defines what is "banking
and other financial services", Section 65(72)(zegt®n 65(105)(zm) indicates what is "taxable
service". Section 65(12) read with Section 65(19%)( as amended, read as under:-
"65. Definitions:- In this Chapter, unless the context otherwiseiregu
(12) "banking and other financial service" means:-
(a) the following services provided by a bankingnpany or a financial
institution including a non-banking financial comgaor any other body

corporate, namely:-

(i) financial leasing services including equipméasing and hire-
purchase by a body corporate;

(105) "taxable service" means any service provided,
(zm) to a customer, by a banking company or a @r@ninstitution
including a non-banking financial company, in rglatto banking and

other financial services;"

10. We also quote hereinbelow Section 66 of Finafxcie 2001 which deals with charge of
service tax and the relevant portion whereof reedsnder:-

"66. Charge of servicetax:-



(1) On and from the date of commencement of thigp@dr, there shall be levied a
tax (hereinafter referred to as the service taixjhe rate of five per cent. of the
value of the taxable services referred to in saosés (a), (b) and (d) of clause
(72) of section 65 and collected in such mannenag be prescribed."

11. We also quote hereinbelow Section 67 of Finakate 2001 which deals with valuation of
taxable services for charging service tax. The veele portion of Section 67 is quoted
herebelow:-

"67. Valuation of taxable services for charging service tax:- For the purposes of this
Chapter, the value of any taxable service shalhbegross amount charged by the service
provider for such service rendered by him."

12. Since In this batch of cases there is a clgdleto the Constitutional validity of the
imposition of service tax on hire-purchase/leasmdactions, we are also required to quote
hereinbelow Article 366(29A) of the Constitution:-

"(29A) "tax on the sale or purchase of goods" idels-

(a) a tax on the transfer, otherwise than in purseaf a contract, of property in
any goods for cash, deferred payment or other éduzonsideration;

(b) a tax on the transfer of property in goods (lvbe as goods or in some other
form) involved in the execution of a works contract

(c) a tax on the delivery of goods on hire-purchassany system of payment by
installments;

(d) a tax on the transfer of the right to use aogds for any purpose (whether or
not for a specified period) for cash, deferred pagmor other valuable
consideration;

(e) a tax on the supply of goods by any unincorgarassociation or body of
persons to a member thereof for cash, deferred @alyrar other valuable
consideration;

(H a tax on the supply, by way of or as part of aarvice or in any other manner
whatsoever, of goods, being food or any other larfier human consumption or
any drink (whether or not intoxicating), where sscipply or service, is for cash,
deferred payment or other valuable consideration,

and such transfer, delivery or supply of any goshisll be deemed to be a sale of those
goods by the person making the transfer, delivargupply and a purchase of those
goods by the person to whom such transfer, deliwegupply is made;"

13. We also quote hereinbelow Articles 246 and @4®e Constitution, which read as follows:-



"246. ubject-matter of laws made by Parliament and by the L egidatures of States:-

(1) Notwithstanding anything in clauses (2) and, Barliament has exclusive
power to make laws with respect to any of the maté@umerated in List 1 in the
Seventh Schedule (in this Constitution referredgadhe "Union List").

(2) Notwithstanding anything in clause (3), Parkarhand subject to clause (1),
the Legislature of any State also, have power thenta@ws with respect to any of
the matters enumerated in List Il in the SeventheSule (in this Constitution
referred to as the "Concurrent List").

(3) Subject to clauses (1) and (2), the Legislatdi@eny State has exclusive power
to make laws for such State or any part theredf waspect to any of the matters
enumerated in List Il in the Seventh Schedule lfis Constitution referred to as
the 'State List').

(4) Parliament has power to make laws with respeeiny matter for any part of
the territory of India not included in a State nhstanding that such matter is a
matter enumerated in the State List.

248. Resduary powers of legislation:-

(1) Parliament has exclusive power to make anywath respect to any matter
not enumerated in the Concurrent List or State List

(2) Such power shall include the power of making &w imposing a tax not
mentioned in either of those Lists."

14. We are also required to quote Entry 97 of Listhich reads as under:-

"97. Any other matter not enumerated in List Il bist Ill including any tax not
mentioned in either of those Lists."

15. We quote hereinbelow Entry 54 of List Il, whigads as under:-

"54. Taxes on the sale or purchase of goods otien hewspapers, subject to the
provisions of entry 92A of List I."

M eaning of the words " banking and other financial services' in Section 65(12) of Finance
Act, 1994.-

16. Before dealing with the submissions we needlaafy the concept of "banking and other
financial services" which expression finds placé&ettion 65(12)(a)(i) of the Finance Act, 1994
(as amended).



17. At the outset, it may be noted that the App{H is a non-banking financial company
['NBFC", for short]. The RBI was constituted undbe RBI Act, 1934 ("1934 Act", for short)
inter alia to regulate the country's monetary systi is appointed as a regulator to secure the
monetary stability and to operate the credit sysbémme country. Chapter IlI-B of the 1934 Act
deals with provisions relating to NBFCs and finahanstitutions. Under Section 45-I(a), "the
business of a NBFC" is defined to mean carryingtlon business of a financial institution
referred to in clause (c) of Section 45-1 and idelsi business of a NBFC. The expression
"financial institution” means any non-banking itigion which carries on as its business an
activity inter alia of financing, whether by way wiaking loans or advances or otherwise. Thus,
Section 45-1(c) treats financing as an activity.degn Section 45-I(f), an NBFC is defined to
mean a financial institution which is a companyan-banking institution which is a company
and which as a matter of business receives depositshich lends in any manner. These
activities are regulated by RBI under the 1934 Adtus, all NBFCs which carry on these
activities as part of their business come withia plurview of being financial institutions. Under
Section 45-1A, no NBFC shall carry on the busine$sa non-banking financial institution
without obtaining a certificate of registration fmoRBI. Under Section 45-JA the RBI is
authorized in public interest to issue directions NBFCs relating to income recognition,
accounting standards, deployment of funds etc.sarath NBFCs shall be bound to follow the
policy so determined. Accordingly, under notificati dated 2.1.1998 bearing No.114, the
deposit taking activities of NBFCs was sought tadgulated. Under the said notification, there
is classification of NBFCs. Vide Clause 5 it hagmelarified that several instances have come
to the notice of RBI where NBFCs conducting theusipess as loan companies claim
themselves to be equipment leasing/hire-purchasa¢e companies with the intention to avalil
of higher borrowing limits and thus an NBFC havimg less than 60% of its assets and deriving
not less than 60% of its income from equipmentifepsand hire-purchase activities taken
together will only be eligible for being classified equipment leasing company/hire-purchase
finance company. The said notification is reliedmnly to demonstrate that the classification
of loan or investment companies is not only asedtiacome based but also that certain NBFCs
undertake activities of equipment leasing and puechase financing in addition to giving of
loans. Under clause (a) of the said Direction, RB$ categorized NBFCs on the basis of the
businesses in which they are engaged includingngiwf loans, hire-purchase finance and
equipment leasing activities [See Taxmann's Stat@aide to NBFCs page 224].

18. The Institute of Chartered Accountants of Ind@Al) has also issued AS-19 "Accounting
for Leases". It is mandatory in respect of finahlgases executed on or after April, 2001. It inter
alia provides for capitalization of finance leasseds in the books of the lessee instead of lessor.
The lessor [NBFC] is required to show the assetsdd only as receivables in its balance sheet
instead of as fixed assets. The implication ofdheve AS-19 for the NBFC prescribed by RBI
vide amendments to the 1998 Directions is thafirsincial leases would now be accounted like
hire-purchase transactions [See Manual of NBFCsEglition Page 268]. Similarly, under the
RBI Guidelines dealing with accounting for investitee NBFCs having not less than 60% of the
total assets in lease and hire purchase and dgmaoh less than 60% of their total income from
such activities can be classified as hire purclegsgment leasing companies. All these
circulars and guidelines issued by RBI are relipdruonly to show that equipment leasing and
hire-purchase are activities undertaken as busibgs8IBFCs which are regulated as para
banking activities by the RBI under the provisiaighe 1934 Act. They are regulated not only



to protect depositors but also customers [See @edb-I(c)(iii)(i))]. The above activities are
financing activities encompassed under Section(@ghl which in turn constitutes "rendition of
services to its customer(s)" which is the taxableneé under Section 65(105)(zm) of the Finance
Act, 1994 (as amended). Apart from NBFCs, even bahkough their subsidiaries with the
approval of RBI can undertake equipment leasing-purchase business and financial services.
These are not direct lending activities. HowevedB| Reats them as services or facilities. The
financial facilities are extended by way of equipinkeasing or hire-purchase finance subject to
approval of RBI [See Taxmann's RBI InstructionsBanking Operations 7th Edition page 224].

19. The significance of the above circulars anddeiines is to show that the activities
undertaken by NBFCs of equipment leasing and hirefiase finance are facilities extended by
NBFCs to their customers; that, they are finandatvices rendered by NBFCs to their
customers and that they fall within the meaningtled words "banking and other financial
services" which is sought to be brought within Sexvice tax net under Section 66 of the
Finance Act, 1994. One more aspect needs to bdéidghtgd. With the application of AS-19, the
leased assets are required to be shown as "retesVadnd not as fixed assets which further
shows that equipment leasing and hire-purchasendeare financial facilities which thereby
funds projects presented by the customers to banksother financial institutions including
NBFCs. Thus, the impugned tax is levied on theseices as taxable services. It is not a tax on
material or sale. The taxable event is renditiorserivice. Hence, the impugned tax is different
and distinct from tax on sale of goods under ErfdyList Il of the VIith Schedule to the
Constitution.

20. According to Sale of Goods Act by Mulla [6thitiach] a common method of selling goods is
by means of an agreement commonly known as a hirehpse agreement which is more aptly
described as a hiring agreement coupled with almpd purchase, i.e., to say that the owner
lets out the chattel on hire and undertakes toits&llthe hirer on his making certain number of
payments. If that is the real effect of the agresmieere is no contract of sale until the hirer has
made the required number of payments and he reradagee till then. But some so-called hire-
purchase agreements are in reality contracts tchpae, the price to be paid by instalments and
in those cases the contract is a contract of sadenat of hiring. It depends on the terms of the
contract whether it is to be regarded as a contrloiring or a contract of sale. A hire-purchase
agreement partakes of the nature of a contractirnbnt with an element of sale added to it.
However, if the intention of the financing party adbtaining the hire-purchase and the allied
agreements is to secure the return of the loannagdhato its customer the transaction would be
merely a financing transaction. [See page 75]. ftiat which needs to be re-stated is that the
funding activity undertaken by the financing pawtynich could be in the form of loan or
equipment leasing or hire-purchase financing, wdaddexigible to service tax if such activity
falls in the category of "banking and other finahcservices" under Section 65(12) of the
Finance Act, 1994. The financial transaction wadiezaout of the tax net. In the process there
are two different and distinct transactions, vihe financing transaction and the equipment
leasing/hire-purchase transaction. The former igilele to service tax under Section 66 of
Finance Act, 1994 (as amended) whereas the latbeifidwbe exigible to local sales tax/VAT.
Funding or financing the transaction of equipmeasing and hire-purchase covers two different
and distinct transactions. The activity of fundmrgfinancing by NBFC who is in the business of
financing by giving loans, or equipment leasinghoe-purchase finance falls in the category of



financial services rendered by NBFCs to their cotis. It is an activity in relation to the hire-
purchase or lease transaction. In this connectisand by way of illustration we need to give an
illustration which brings out the distinction bewvea "finance lease" and "operating lease". A
finance lease transfers all the risks and rewandgléntal to ownership, even though the title
may or may not be eventually transferred to thedesin the case of "finance lease" the lessee
could use the asset for its entire economic lifé #rereby acquires risks and rewards incidental
to the ownership of such assets. In substanceyd&ase is a financial loan from the lessor to
the lessee. On the other hand an operating lease l&mase other than the finance lease.
Accounting of a "finance lease" is under AS-19,ahhas stated above, is mandatory for NBFCs.
It is a completely different regime. According tditfy on Contract, a hire-purchase agreement
is a vehicle of instalment credit. It is an agreatmender which an owner lets chattels out on hire
and further agrees that the hirer may either retioengoods and terminate the hiring or elect to
purchase the goods when the payments for hire teaehed a sum equal to the amount of the
purchase price stated in the agreement or upon gratyof a stated sum. The essence of the
transaction is bailment of goods by the owner ®hiter and the agreement by which the hirer
has the option to return the goods at some tintheoother [See para 36.242, 36.243]. Further, in
the bailment termed "hire" the bailee receives lpatésession of the chattel and the right to use it
in return for remuneration to be paid to the ba[®ee para 32.045]. Further, under the head
"equipment leasing", it is explained that it isoanh of long-term financing. In a finance lease, it
is the lessee who selects the equipment to be isdpipy the dealer or the manufacturer, but the
lessor [finance company] provides the funds, aeguihe title to the equipment and allows the
lessee to use it for its expected life. During gexiod of the lease the risk and rewards of
ownership are transferred to the lessee who biarsigks of loss, destruction and depreciation
or malfunctioning. The bailment which underliesaiite leasing is only a device to provide the
finance company with a security interest [its reu@nary right]. If the lease is terminated
prematurely, the lessor is entitled to recoupdsital investment [less the realizable value of the
equipment at the time] and its expected financegdsa/less an allowance to reflect the return of
the capital] [para 32.057]. In the case of hireghase agreement the periodical payments made
by the hirer is made up of:-

(a) consideration for hire
(b) payment on account of purchase

21. To sum up, NBFCs essentially are loan compaiiiesy basically conduct their business as
loan companies. They could be in addition theratahe business of equipment leasing, hire
purchase finance and investment. Because NBFCsbaseally loan companies, they are
required to show the assets leased as "receivaibléséir balance sheets. That, the activities of
hire-purchase finance/equipment leasing undertbyedBFCs come under the category of "para
banking". That, in substance a finance lease, @ndik operating lease, is a financial loan
(assistance/facility) by the lessor to the les3d®t, in the bailment termed "hire" the bailee
receives both possession of the chattel and tlm raguse it in return for remuneration. On the
other hand, equipment leasing is long term finagairhich helps the borrower to raise funds
without outright payment in the first instance. eléne "interest" element cannot be compared to
consideration for lease/hire which is in the natfreemuneration (consideration) for hire. Thus,
financing as an activity or business of NBFCs ffedent and distinct from operating lease/hire-



purchase agreements in the classical sense. Timemte of the finance lease or loan transaction
are quite different from those in equipment lea#img-purchase agreements between owner
(lessor) and the hirer (lessee). There are twagpedéent transactions and what the impugned tax
seeks to do is to tax the financial facilities exted to its customers by the NBFCs under Section
66 of the 1994 Act (as amended) as they come utmking and other financial services"
under Section 65(12) of the said Act. "The finafesse" and "the hire-purchase finance" thus
squarely come under the expression "financial lgaservices" in Section 65(12) of the Finance
Act, 1994 (as amended).

Nature and character of service-tax:-

22. In All India Federation of Tax Practitionera'se (supra), this Court explained the concept of
service tax and held that service tax is a ValudeddTax (VAT' for short) which in turn is a
destination based consumption tax in the sensdttlsalkevied on commercial activities and it is
not a charge on the business but on the consurhat, Jervice tax is an economic concept based
on the principle of equivalence in a sense thatseomption of goods and consumption of
services are similar as they both satisfy humadseEoday with the technological advancement
there is a very thin line which divides a "saledrft'service". That, applying the principle of
equivalence, there is no difference between prasluair manufacture of saleable goods and
production of marketable/saleable services in thenfof an activity undertaken by the service
provider for consideration, which correspondindignsls consumed by the service receiver. It is
this principle of equivalence which is inbuilt intbe concept of service tax under the Finance
Act, 1994. That service tax is, therefore, a taxaaractivity. That, service tax is a value added
tax. The value addition is on account of the astivihich provides value addition, for example,
an activity undertaken by a chartered accountarda broker is an activity undertaken by him
based on his performance and skill. This is froenghint of view of the professional. However,
from the point of view of his client, the charter@ctountant/broker is his service provider. The
value addition comes in on account of the actiwtydertaken by the professional like tax
planning, advising, consultation etc. It gives ‘ealaddition to the goods manufactured or
produced or sold. Thus, service tax is imposed yeuw@ne service is rendered to the
customer/client. This is clear from the provisiafsSection 65(105)(zm) of the Finance Act,
1994 (as amended). Thus, the taxable event is esmitise/activity undertaken by the service
provider and each time service tax gets attracié@. same view is reiterated broadly in the
earlier judgment of this Court in Godfrey Phillipwlia Ltd. v. State of U.P. [(2005 (2) SCC 515]
in which a Constitution Bench observed that in thessical sense a tax is composed of two
elements : the person, thing or activity on whiak is imposed. Thus, every tax may be levied
on an object or on the event of taxation. Sendoeid, thus, a tax on activity whereas sales tax is
a tax on sale of a thing or goods.

Law asit stood before the Constitution (Forty-sixth Amendment) Act, 1982:-

23. The principle that legislative entries mustgbeen the widest interpretation is subject to the
exception that where the entries use legal terhes; thust be given their legal meaning. This
principle was established in The State of Madra&amnon Dunkerley and Co., (Madras) Ltd.
[(1959) SCR 379] where it was held that in Entry U8t Il, Seventh Schedule of the

Government of India Act, 1935, the words "sale 0bds" had the same meaning which those



words have in the Sale of Goods Act, 1930 ("193@' Aar short). Thus, a legislature cannot
extend its taxing power by defining the words "saflgoods” to cover transactions which did not
constitute "sale of goods" within the 1930 Act. Aatingly, it was held in Gannon Dunkerley's
case that in a building contract there was neitlecontract to sell materials used in the
construction nor did the property in the matergdss as movables. Accordingly, it was held that
the provisions of the Madras General Sales Tax (#fment) Act, 1947 defining a sale to
include "a works contract” were ultra vires. It waedd that the exercise of legislative power by
the State legislature was an exercise to enlargepgbwer which would amount to amending
Entry 54 of List Il by an ordinary law which was permissible because under that Entry the
subject of the legislative power was tax on salgaufds.

24. The word "sale" is a nomen juris. It is the Bawha consensual contract. The law with regard
to chattels is embodied in the Sale of Goods Actcohtract of sale is different from an
agreement to sell and unlike other contracts, aeerhy itself and without delivery to transfer
the property in the goods sold. The word "sale"notes both a contract and a conveyance or
transfer of property. The law relating to buildiegntracts was well-known when Gannon
Dunkerley's case was decided and under that lawstipply of goods as part of the works
contract was not a sale. Thus, the essential imgred of the "sale" are agreement to sell
movables for a price and property passing theramsyant to an agreement. Therefore, to allow
subsequent exercise of legislative power to enléingé power, would be to amend the entry
relating to that power in the Constitution by amioary law, which is not permissible. The
principle of Gannon Dunkerley's case, however, masapplication to a law enacted by the
Parliament imposing sales tax on supply of mateiialbuilding contracts since Parliament has
power to legislate in respect of Part C States uAdbcle 246(4). It is important to note that
such power in the Parliament on the above matteldcalso be found in Entry 97, List | read
with Article 248(2). Entry 97 gives effect to Aic248. Thus, although a sales tax on materials
supplied under a building contract is outside Eridy List Il, as held in Gannon Dunkerley's
case, Parliament has power to impose such a tae (®nstitutional Law of India by H.M.
Seervai, pp. 2437]

25. In K.L. Johar and Co. v. Deputy Commercial Tatkicer [(1965) 2 SCR 112], this Court
held that a hire-purchase agreement had two elesmamtelement of bail and an element of sale.
When all the terms of the said agreement stoodfeati and the option to purchase was
exercised, only at that stage sales tax would glds; but the legislature would have no power
to tax such agreements till that stage was reach#é#dhat stage, a hire-purchase agreement is
not a sale. It is important to note that under Klbhar's case, bailment termed as "hire" fell
within the competence of the Parliament, the tasala of goods came within the competence of
the State Legislature. Further, delivery whichhe essence of bailment was not treated as an
essential element of sale as a taxable event aadesilt certain consequences as enumerated in
the Statement of Objects and Reasons to the Qatiatit(Forty- sixth Amendment) Act ensued,
as highlighted hereinbelow.

26. It is in view of the above problems, that tren§titution (Forty-sixth Amendment) Act, 1982

came to be enacted. The 61st Report of the Law Gssion begins with the genesis. One of the
points referred to in the Law Commission's Repeldted to the restricted scope for the levy of
sales tax by State Governments in respect of wooks$ract and hire-purchase transactions. In



the report it has been stated vide paras 1.6 ahdtJage 10 "since the expression sale of goods'
in Entry 54 of State List has the same meaningnaSale of Goods Act, a hire-purchase
agreement is not a sale, as no property passesinastransaction until the option to purchase is
exercised and the other terms of the agreementuliilbed. Similarly, in a building contract,
which is indivisible, there is no sale of goodsisltcontract of works. Similarly, a transaction
between an hotelier and a resident customer iobservice' and is not taxable as sale of goods';
if there is a consolidated charge for boarding laaiging”. That, Gannon Dunkerley's case is an
example of composite contracts, involving supphgobds and services. It is in this background
that we have considered the question whether theepto tax indivisible contracts of works
should be conferred on the States. It is in thevalimackground that the Law Commission in fact
observes "Supreme Court with respect appears te laopted an unusually restricted
interpretation of the word "sale™. It is true thihe word "sale" is not defined in the Constitution
but is well recognized canon of construction the words used in the three legislative Lists
should receive the widest interpretation and nothe® narrow definition of the word "sale"
contained in the Sale of Goods Act for the purpolseterpreting that expression in Entry 54,
List Il. That is the principal juridical ground avhich we have expressed our preference for the
transfer of power to tax such contracts to theeStagislatures. That, the Commission would
prefer restoration of the power to State legisiatiBee pages 19 and 20]. Thus, to restore the
power to levy sales tax on such contracts, the Gssiom suggested the third out of the three
below-mentioned alternatives:-

(i) amending State List Entry 54;
(i) adding a fresh Entry in the State List;
(i) inserting in Article 366 a wide definition d5ale" so as to include works contract.

27. 1t is the third alternative that brought in idleé 366(29A) vide the Constitution (Forty-sixth
Amendment) Act, 1982 (page 21). Even in the cont#xhire-purchase contracts the same
alternative is opted for by the Commission. Howewo observations of the Commission may
be noticed. The first is in para 25, page 32.dteeas follows:-

"The effect of the judgment in K.L. Johar's caséiseduce the tax base on which sales
tax is payable. A tax on hire-purchase without ale be levied on the full value of the
hire-purchase transaction by the Union under tisgluary power - entry 97 of Union
List."

28. To the same effect is the observation of then@sion at page 37:-

"The power to tax hire-purchase within the Stas® alests in the Union under Union
List, entry 97."

29. Thus, before the Constitution (Forty-sixth Amerent) Act, hire-purchase transaction could
have been taxed by Union under Entry 97, List |dsi matter of policy Parliament brought in
Article 366 (29A) as recommended by the Commissidre point to be noted is that reliance on
the report [though it helps our above reasoninga@me of the aspects] placed by the appellant



(s) only shows that service tax was not in the nahé&arliament when the Constitution (Forty-
sixth Amendment) Act stood enacted. It was not aaghe mind of the Law Commission. That,

as stated above, only on the principal juridicadugrd that the word "sale" in Entry 54, List Il

should have been read widely, the Commission steddbkat Article 366 be amended so that
power to tax such contracts remains with the Statgslature as originally intended. In fact at
page 20, the Commission states "before the judgroénthe Supreme Court in Gannon

Dunkerley's case, the word "sale" was usually mgmras including works contract and works
contract was regarded as falling in Entry 54, Lisind that taxes were in fact being levied and
recovered by the States".

Scope of Article 366(29A):-

30. If one examines Article 366(29A) carefully, ofwieds that clause (29A) provides for an
inclusive definition and has two limbs. The firshb says that the tax on sale or purchase of
goods includes a tax on transactions specifiedilnctauses (a) to (f). The second limb provides
that such transfer, delivery or supply of goodsmefd to in the first limb shall be deemed to be a
sale of those goods by the person making the #gndélivery or supply and purchase of those
goods by the person to whom such transfer, delieergupply is made. Now, in K.L. Johar's
case, this Court held that the States can taxghirehase transactions resulting in sale but only
to the extent to which tax is levied on the saleeyrThis led the Parliament to say, in the
Statement of Objects and Reasons to the ConstitEorty- sixth Amendment) Act, "though
practically the purchaser in a hire-purchase tretiwa gets the goods on the date of entering into
the hire-purchase contract, it has been held bystireme Court in K.L. Johar's case that there
is a sale only when the purchaser exercises therof purchase which is at a later date and
therefore only the depreciated value of the goodslved in such transaction at the time the
option is exercised becomes assessable to saleghialk position has resulted in avoidance of
tax in various ways." Thus, we find from the Stadainof Objects and Reasons that the concept
of "deemed sale" is brought in by the Constitut{orty-sixth Amendment) Act only in the
context of imposition of sales tax and that the dgottransfer, delivery or supply”" of goods is
referred to in the second limb of Article 366(298)broaden the tax base and that as indicated in
the Report of Law Commission prior to the judgmefthis Court in Gannon Dunkerley's case,
works contract was always taxed by the States®pthe word "sale" in Entry 48/54 of List .
The object behind enactment of Article 366(29A}astax the composite price so that the full
value of the hire-purchase price is taxed and todathe judgment in K.L. Johar's case whose
implication was to narrow the tax base resultings@@page of sales tax revenue. It is in that
sense "splitting” of the contract needs to be wtded. Thus, it cannot be said that Parliament
divested itself of the power to levy service tagevienactment of the Constitution (Forty-sixth
Amendment) Act. Even in the Report of the Law Cossian, it has been observed that "if a
hire-purchase transaction results in a sale, saless undoubtedly leviable by the States. No
doubt, it is difficult to determine the "sale prider the purpose of the sales tax law but this has
no bearing on the question of legislative compegérfpage 26). Thus, reliance placed by the
appellant(s) on the expression "splitting up" in.KJohar's case is misconceived because the
"splitting up" referred to in K.L. Johar's case was stated above, in regard to valuation and not
in regard to legislative competence.



Whether the State Legidature has the exclusive competence to levy tax on "financial
leasing services' under Entry 54, List 1172:-

31. On behalf of the appellant(s) it was submittieat the State Legislature has the exclusive
competence to levy a tax on hire-purchase and dinhteasing by reason of Entry 54, List Il
read with Article 366(29A). It was submitted thas held by this Court in the case of Bharat
Sanchar Nigam Limited (supra) [vide para 44], §plif was permissible under Article 366(29A)
only in two cases indicated in sub-clauses (b) @nand that in no other service (including hire-
purchase).

32. For answering the above, we need to keep inl e doctrine of "pith and substance" and
the rule of interpretation of legislative entrieBhese have to be applied to what is stated
hereinabove in the earlier part of our judgmentvinich we have dealt with the concept of
"banking and other financial services" and the re@aand character of "service tax" as a tax on
activities. We may reiterate that Equipment Leasind Hire- Purchase Finance are activities of
long term financing and they fall within the ambft"banking and other financial services". As
stated above, a financial lease is a lease thadfees substantially all risks and rewards incident
to ownership. In the said lease, the lessor (NBR&jely finances the equipment/asset which the
lessee is free to select, order, take delivery anaihtain. The lessor (NBFC) arranges the
funding. It accepts the invoice from the vendomp(dier) and pays him. The income which the
lessor earns is by way of finance/interest changesddition to the management fees or
documentation charges, etc. It is this income wtgohstitutes the measure of tax for the
purposes of calculating the value of taxable sesvignder Section 67 of the Finance Act, 1994.
Thus, a financial lease would come within "finahdeasing services" in terms of Section
65(12)(a)(i). There are different types of finahdeases, namely, a tax-based financial lease, a
leverage lease and an operating lease. In therprease, there is no adjudication of the matter.
The appellant(s) approached the High Court direetithout proper adjudication by the
competent authority under the Finance Act, 1994&nrEm the matter of allocation between the
principal and finance/interest charges, adjudicatioder the Act was warranted which has not
been done. One must also bear in mind that ArBEI&(29A) is essentially sales tax specific. It
was brought in to expand the tax base which st@owed down because of certain judgments
of this Court. That is the reason for bringing e tconcept of "deemed sale" under which tax
could be imposed on mere "delivery" on hire-purehi@ee clause (c)] which expression is also
there in the second limb of the said article.

33. To begin we would like to quote hereinbelownirthe judgment of this Court the relevant
observations in the case of The Second Gift Taic@ff Mangalore v. D.H. Hazareth [AIR 1970
SC 999] on the doctrine of pith and substance:-

"The sovereignty of Parliament and the Legislatusees sovereignty of enumerated
entries, but within the ambit of an entry, the el of power is as plenary as any
Legislature can possess, subject, of course, to lithéations arising from the

fundamental rights. The entries themselves do alldvw any logical classification or

dichotomy. As was said in State of Rajasthan vCRawla (1959) Supp 1 SCR 904 =
(AIR 1959 SC 544) the entries in the Lists mustrégarded as enumeratio simplex of
broad categories. Since they are likely to ovedagpasionally, it is usual to examine the



pith and substance of legislation with a view téed@ining to which entry they can be
substantially related, a slight connection with tAeo entry in another List
notwithstanding. Therefore, to find out whetheriacp of legislation falls within any
entry, its true nature and character must be ipa@sto that particular entry. The entries
must of course receive a large and liberal integpian because the few words of the
entry are intended to confer vast and plenary pswérhowever, no entry in any of the
three Lists covers it, then it must be regarded asatter not enumerated in any of the
three Lists. Then it belongs exclusively to Parkatmunder entry 97 of the Union List as
a topic of legislation."

34. We also quote hereinbelow the relevant obsensin the case of M/s Ujagar Prints (Il) v.
Union of India [(1989) 3 SCC 488]:-

"Entries to the legislative lists, it must be réed) are not sources of the legislative power
but are merely topics or fields of legislation amdist receive a liberal construction

inspired by a broad and generous spirit and not imarrow pedantic sense. The
expression "with respect to" in Article 246 bringghe doctrine of "Pith and Substance"
in the understanding of the exertion of the legigtapower and wherever the question of
legislative competence is raised the test is whetieelegislation, looked at as a whole, is
substantially with respect to' the particular topiclegislation. If the legislation has a

substantial and not merely a remote connection thighentry, the matter may well be

taken to be legislation on the topic."

35. On the interpretation of legislative entries taw is well- settled by the judgment of this
Court in the case of M/s. International Tourist @wation v. State of Haryana [AIR 1981 SC
774] in the following terms:-

" ...Before exclusive legislative competence carclbémed for Parliament by resort to

the residuary power, the legislative incompetericehe State legislative must be clearly
established. Entry 97 itself is specific that ateratan be brought under that entry only if
it is not enumerated in List Il or List Ill and the case of a tax if it is not mentioned in
either of those Lists. In a Federal Constitutidee liours where there is a division of
legislative subjects but the residuary power idecd Parliament, such residuary power
cannot be so expansively interpreted as to whitidevn the power of the State

Legislature. That might affect and jeopardise tleeyvfederal principle. The federal

nature of the Constitution demands that an intéagicey which would allow the exercise

of legislative power by Parliament pursuant to riegiduary powers vested in it to trench
upon State legislation and which would thereby dgsor belittle State autonomy must

be rejected . . ."

36. Now coming to the main point whether the whitdéd is covered by Entry 54 and that the
levy of service tax is incompetent, it is importantnote the language of Entry 97, List | and
Article 248 except for the word "other" in Entry.9his is because when one reads Entry 97 of
List | with Article 246(1) it confers exclusive p@w first, to make laws in respect of matters
specified in Entries 1 to 96 in List | and, secondtl confers the residuary power of making laws
by Entry 97. Article 248 does not provide for ampress powers of Parliament but only for its



residuary power. Article 248 adds nothing to thev@oconferred by Article 246(1) read with
Entry 97, List I. In the context of an exhaustiveimeration of subjects of legislation what does
the conferment of residuary power mean? Entry 93t ILwhich confers residuary powers on
Parliament provides "any other matter not enumdreté.ist Il and List Il including any tax not
mentioned in either of those lists". The word "othis important. It means "any subject of
legislation other than the subject mentioned inriest1-96". Lastly, we must keep in mind a
clear distinction between the subject and meastutaxo[See Goodricke Group Ltd. v. State of
West Bengal, (1995) Suppl 1 SCC 707]

37. Applying the above decisions to the preserg,cais examination of the impugned legislation
in its entirety, we are of the view that the impadnevy relates to or is with respect to the
particular topic of "banking and other financiahgees" which includes within it one of the
several enumerated services, viz., financial lepservices. These include long time financing
by banks and other financial institutions (inclugliNBFCs). These are services rendered to their
customers which comes within the meaning of theressgion "taxable services" as defined in
Section 65(105)(zm). The taxable event under thgugned law is the rendition of service. The
impugned tax is not on material or sale. It is otivdy/service rendered by the service provider
to its customer. Equipment Leasing/Hire- Purchasante are long term financing activities
undertaken as their business by NBFCs. As far edakable value in case of financial leasing
including equipment leasing and hire-purchase recemed, the amount received as principal is
not the consideration for services rendered. Suabuat is credited to the capital account of the
lessor/hire-purchase service provider. It is thergst/finance charge which is treated as income
or revenue and which is credited to the revenuewdc Such interest or finance charges
together with the lease management fee/processiefgildcumentation charges are treated as
considerations for the services rendered and aowlydthey constitute the value of taxable
services on which service tax is made payableadt, fthe Government has given exemption
from payment of service tax to financial leasingv&es including equipment leasing and hire-
purchase on that portion of taxable value compyisih 90% of the amount representing as
interest, i.e., the difference between the instalnpaid towards repayment of the lease amount
and the principal amount in such instalments p&ee(Notification N0.4/2006 - Service Tax
dated 1.3.2006). In other words, service tax isalge only on 10% of the interest portion. (See
also Circular F.No. B.11/1/2001-TRU dated 9.7.2@0Which it has been clarified that service
tax, in the case of financial leasing including ipquent leasing and hire-purchase, will be
leviable only on the lease management fees/proge$ses/documentation charges recovered at
the time of entering into the agreement and orfittance/interest charges recovered in equated
monthly instalments and not on the principal ampukterely because for valuation purposes
inter alia "finance/interest charges" are takemw iatcount and merely because service tax is
imposed on financial services with reference taifigiinterest” charges, the impugned tax does
not cease to be service tax and nor does it becarmen hire- purchase/leasing transactions
under Article 366(29A) read with Entry 54, List Thus, while State Legislature is competent to
impose tax on "sale" by legislation relatable tdri®4 of List 1l of Seventh Schedule, tax on
the aspect of the "services", vendor not beingtabla to any entry in the State List, would be
within the legislative competence of the Parliamemder Article 248 read with Entry 97 of List

| of Seventh Schedule to the Constitution.



38. According to Mr. Arvind Datar and Mr. K. Paresa, learned counsel appearing on behalf of
some of the appellants, once the subject mattéirefpurchase and leasing is constitutionally
characterized as a sale (deemed sale) by the @uiosti(Forty-sixth Amendment) Act, the said
subject matter can be taxed only under Entry 54t LLiand it cannot be taxed under Entry 97,
List I. According to the learned counsel, the objeehind enactment of the Constitution (Forty-
sixth Amendment) Act was to reserve the exclusmametence to tax hire-purchase transactions
with the State Legislature and exclude the Parl@nfrem the legislative sphere. In support of
the above contentions, learned counsel placedhoslian para 44 of the judgment of this Court
in the case of Bharat Sanchar Nigam Limited (sypte relevant portion of which is quoted
hereinbelow:-

"44. of all the different kinds of composite tracsans, the drafters of the Forty-Sixth
Amendment chose three specifications, a works aofita hire-purchase contract and a
catering contract to bring them within the fictioha deemed sale. of these three, the first
and third involve a kind of service and sale atdhme time."

39. Emphasizing the underlined words, the learrmedsel contended that a hire-purchase does
not involve a sale and service at the same time taledefore, service tax cannot be levied on the
interest/finance charges which is sought to be dotiee present case. In our view, the judgment
in Bharat Sanchar Nigam Limited's case has no egijmin to the present case. As stated above,
what is challenged in this case is the servicartgposed by Section 66 of the Finance Act, 1994
(as amended) on the value of taxable servicesreefelo in Section 65(105)(zm) read with
Section 65(12) of the said Act, insofar as it mdato financial leasing services including
equipment leasing and hire-purchase as beyondetjisldtive competence of Parliament by
virtue of Article 366(29A) of the Constitution. Bhort, legislative competence of the Parliament
to impose service tax on financial leasing servinekiding equipment leasing and hire-purchase
is the subject matter of challenge. Legislative petance was not the issue before this Court in
the Bharat Sanchar Nigam Limited's case. In thae,cthe principal question which arose for
determination was in respect of the nature of thrstaction by which mobile phone connections
are enjoyed. The question was whether such commsotonstituted a sale or a service or both. If
it was a sale then the States were legislativelppmient to levy sales tax on the transaction
under Entry 54, List Il of the Seventh Schedulghe Constitution. If it was service then the
Central Government alone had the legislative coemmet to levy service tax under Entry 97,
List | and if the nature of the transaction part@dkhe character of both sale and service, then
the moot question would be whether both the letingaauthorities could levy their separate
taxes together or only one of them. It was held tha subject transaction was a service and,
thus, the Parliament had legislative competendevipservice tax under Entry 97, List I. In para
88 of the said judgment, this Court observed thid bne denies the legislative competence of
the States to levy sales tax on sales providediibatecessary concomitants of a sale are present
in the transaction and the sale is distinctly disitde in the transaction. This does not however
allow the State to entrench upon the Union List tmdservices by including the cost of such
service in the value of the goods". The princidiéaav in para 88 squarely applies to the present
case. As stated above, we are concerned with Hiableasing services" which are sought to be
taxed under Section 65(12)(a)(i). The taxable evenhdicated in Section 65(105)(zm). As
stated above, the impugned provision operates quaadivity of funding/financing of
equipment/asset under equipment leasing under whiddssee is free to select, order, take



delivery and maintain the asset. The lessor (NB&i€)nges the finances. It accepts the invoice
from the vendor (supplier) and pays him. Thus,l#ssor (NBFC) renders financial services to
its customer(s) and what is taxed under the impdigm®vision is the income, by way of
finance/interest charges in addition to managerfesas®/documentation charges, which is earned
by the financier (lessor). The taxable event is $kevice which is rendered by the finance
company to its customer(s). The value of taxabteise under Section 67 is income by way of
interest/finance charges (measure of tax) whiatotsdeterminative of the character of the levy.
Thus, Section 67 of the Finance Act, 1994 seeksaxofinancial services rendered by the
appellant(s) with reference to the income whichdppellant(s) earns by way of interest/finance
charges. In the circumstances and for the reasges gereinabove, the question of splitting up
of transactions, as contended on behalf of the lnés), does not arise. As held hereinabove,
equipment leasing and hire-purchase finance catstibng term financing activity. Such an
activity was not the subject matter of the disaussn the Bharat Sanchar Nigam Limited's case.
The service tax in the present case is neithehemtaterial nor on sale. It is on the activity of
financing/funding of equipment/asset within the mag of the words “financial leasing
services" in Section 65(12)(a)(i). Lastly, we mdgts that this Court has on three different
occasions upheld the levy of service with referetiocEntry 97 of List | in the face of challenges
to the competence of the Parliament based on tinegm List 1l and on all the three occasions,
this Court has held that the levy of service tdbs faithin Entry 97 of List I. The decisions are in
the case of T.N. Kalayana Mandapam Associationréuujarat Ambuja Cements Ltd. (supra)
and All-India Federation of Tax Practitioners (sjpr

Conclusion:-

40. As stated above, the appellant(s) had movedHitje Court in the writ petition challenging
the validity of Section 66 of the Finance Act, 1984the value of taxable services referred to in
Section 65(105)(zm) read with Section 65(12)(aMthout exhausting the statutory remedy. The
contracts entered into by the appellant(s) witfrciistomers were not vetted. There has been no
adjudication under the Act in most of these casels therefore, we hereby direct the competent
authority under the Finance Act, 1994 to decidentlag¢ter in accordance with the law laid down.
Subject to above, for the afore-stated reasonsiolkthat the service tax imposed by Section 66
of the Finance Act, 1994 (as amended) on the vafuaxable services referred to in Section
65(105)(zm) read with Section 65(12) of the said, Aesofar as it relates to financial leasing
services including equipment leasing and hire-pasehis within the legislative competence of
the Parliament under Entry 97, List | of the Setie®thedule to the Constitution. Accordingly,
the appeals are dismissed with no order as to.costs



