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Importance of Classification

The revenue department could object to the rate adopted or exemption claimed when
mistake or error comes to light in the course of assessment, investigation or revenue audit. This
could lead to multiple demands at all stages of supply and also denial of credit. The customer
may object to the classification or the rate. The assesse himself may come to know of the error
due to competitors using different rates, paying or not paying, attending some awareness
session, reading articles, books. Errors may also come to light at the time of due diligence,
internal audit, statutory audit, outsourced consultant changing, etc.

Cost of mistakes in GST classification

Some assessees could suffer loss of business in period of uncertainty till proper
classification is arrived at as they may have adopted some rate for their supplies as they could
not afford to stop. After that they maybe following the same unless there is any objection.
Nobody could have got ready for the numerous rates and exemptions due to the fact that they
were announced too late. In this period of 7 months, rate changes have taken place in 2017 and
expected to continue in 2018. Those who get ready in March 2018 post Budget 2018 ( not much
expected in rates) will be able to be better prepared and in case of unreasonable rates,
represent to the GST Council and get the same corrected.

Cost of mistakes in GST classification would include the following:

1. In case of higher tax charged, assessee may have to suffer the loss of orders and cost
of re-establishing with the customers, the loss of credibility with customers. The cost of
discounts is not factored which one is forced to give to retain the customer.

2. In case of goods or services supplied which are nil rated or exempted the denial of credit
by the revenue up to 5 years can be fatal for the business. Demands maybe made at
multiple stages is a major departure from the earlier regime.

3. In case of short charge due to incorrect classification or claim of exemption which is not
available, would result in non-recoverability of taxes from the customers and cost of
interest. In business, breaking the credit chain could make business unviable.

4. Valuation methods prescribed for certain categories of goods and or services would be
dependent on the classification of such goods and/or services. Wrong classification
would lead to wrong payment of tax.

5. On certain goods and/or services GST is to be discharged by the recipient of supply
under reverse charge mechanism. Wrong classification may result in non-payment of tax
or un-necessary payment of tax.

6. Denial of benefits under FTP such as duty drawback and incentives being provided for
various goods and/or services at varied rates can be the result.

7. Non-payment of compensation Cess, if any, applicable on specified goods and or
services which may result in penal proceedings

8. Getting the liability on Import of goods/Services all wrong or not claiming the ITC (Input
Tax Credit) benefit of export on goods/service exports due to improper classification
could also happen. This could happen when the alternative headings available have
different import/export criterion being applicable to them.

In case of revenue raising the short charge or ineligible exemption issues, in addition to the
above costs: the cost of penalty, denial of credit availed, cost of dispute resolution at



adjudication, appeal, Court stages also would arise. It should be kept in mind that the internal
manpower resources could get substantially involved to resolve the issue inspite of the fact that
a specialist in GST may be outsourced to prepare the reply, appearance etc.

It is said that a stitch in time saves nine - an old English proverb. It is and a business fact
that cost of prevention is negligible against the cost of a cure. The time involved in seeking
clarity later or resolving the dispute could be used more productively for doing business.

The tax department (adjudication, appeal), the Tribunals and Courts are clogged with old
disputes and in India are a major reform area being focused by Government. Their time and
effort for a non-productive activity is a loss to the nation.

Procedure for Classification of Goods

The supplier shall identify the correct classification of the goods as per the notifications
issued under GST law and ascertain the rate of tax which is payable. The goods have to be
primarily classified as per the description of the goods specified therein and next as per the
trade or commercial understanding of the product.

Understand the global scenario and then the Indian scenario of that business or activity, the
alternative methods or variants, the domain knowledge of the transaction, Whether the GST
paid is available as ITC and the customer profile. A brief study including web search for images.

The steps involved are:

1. The first step is to find out the classification heading based on the description and nature
of the goods being supplied as per the notified rate schedule. Confirm that the product is
also similarly or more specifically covered in the Customs Tariff and HSN 2017. The
Section Notes and Chapter Notes to the Schedule to be read.

2. If there is no ambiguity, the classification is final and there is nho need to apply the non-
statutory principles of classifications set out in commentary section above.

3. If there is ambiguity, first reference shall be made to the Rules for interpretation of the
Customs Tariff. Find the trade understanding of the terms used in the Schedule, if the
meaning is not clear. If the trade understanding is not available, the next step is to refer
to the technical or scientific meaning of the term. If the tariff headings have technical or
scientific meanings, then that has to be ascertained first before the test of trade
understanding. If none of the above are available reference may be had to the dictionary
meaning or ISI specifications. Evidence may be gathered on end use or predominant
use.

4. In case of the unfinished or incomplete goods, ascertain if the unfinished product has the
essential characteristics of the finished product, if yes, apply that classification to the
unfinished product.

5. If the classification is not ascertained as per point (e) mentioned above, find out the
heading, which is more specific to the nature of product.

6. If the classification is still elusive, ascertain which material gives the article its essential
characteristics and use that classification.

7. While doing so, consideration as to the following non-statutory principles can also
applied for classification, however it should be understood that statutory principles shall
have precedence over non-statutory principles.



8. Find the trade understanding of the terms if the meaning is not clear.

9. If the trade understanding is not available, the next step is to refer to the technical or
scientific meaning. However if the tariff headings have technical or scientific meanings,
then that has to be ascertained first before the test of trade understanding.If none of the
above is available, reference may be made to the dictionary meaning or ISl
specifications. Evidence may be gathered on end use or predominant use.

10. Once the goods are appropriately classified, then examine whether any exemption or
concessional notification exists. Here care is to be taken to ensure conditions if any are
complied with/compliable in full or substantially.

11. It is suggested to classify and to declare all the goods supplied including by-products,
intermediate products, stock transfers, job work, waste and scrap, if any generated
during the manufacturing process. (Exempted items are also to be declared as an
additional disclosure as a measure of caution)

12. The supplier should as far as possible, provide the description of the goods as it is to be
invoiced or as it is understood in the market (including brand name, if any). It would be
advisable to enclose trade literature. The HSN description need not be reproduced. For
example, the spindle assembly is basically a part of wiper for cars. Instead of declaring
the same as ‘Parts of Wiper”, declare the same as ‘Spindle Assembly for Wipers of
Cars.’

It is possible that the rate arrived at is higher than what others in organized/unorganized
trade/industry are using. Also that there is a doubt. In such cases, till clarity emerges, the
additional action points could be as under:

(a) Represent truthfully background that specifies of the goods seeking, conformity fairness
equality, pounding reasons for rate sought. This needs to be made to the GST council as
well as all the State GST Commissioners.

(b) Simultaneously on could go through the association which represent many.
(c) Go for an advance ruling. If satisfied with finding all right, if not go for appeal.

Procedure for Classification of Services

One could start with understanding the service generally anywhere in the world and India.
Need to know the variants by using the massive authenticated information on the internet.
Understand what the receiver really wants, confirm from the terms of agreement, work order,
statement of work, master service agreement.

The following steps may be followed while classifying the services;
1. The first step is to determine and confirm whether it is a supply of service.

2. If more than one item viz. goods and/or services are being supplied together, determine
whether it is a composite supply or mixed supply.

3. In case of composite supply, identify the principal supply and decide whether it is supply
of goods or supply of service.

4. Verify whether it is a mixed supply. Identify the different supplies in the mixed supply and
classify all the supplies involved.

5. Refer to Schedule Il to the CGST Act, 2017 to confirm whether the supply is a deemed
service.



6. Refer the exemption Notification No. 12/2017-Cental Tax (Rate), dated 28.06.2017, to

decide whether a particular service is exempt or not. The classification under HSN is
irrelevant in deciding the exemption since the exemption is based on the description of
the service and not on the basis of classification under HSN. Nonetheless, the
classification of exempt service is required to be mentioned in the invoice, returns and
records.

Find out the classification heading based on the description and nature of the service
being supplied in the notification 11/2017-Central Tax (Rate) dated 28/6/2017 and
determine the four digit classification heading.

8. Determine the rate of GST by referring to the relevant notification.

These steps complete the determination of classification and rate of GST payable.

Reference may be made to Scheme of Classification of Service Accounting Code (SAC)
published by the CBEC for better understanding of the coverage of each heading. Since the
SAC contains more detailed sub-headings in each chapter heading, will give more clarity for
classification.

Procedure for Claiming Exemption

The disastrous consequence of making a mistake in classification of claiming an exemption
which is not available has not been appreciated till dat. The possibility of denial of credit for the
transaction and multiple demands at various points of supply only makes the issue worse. The
procedure to ensure that one claims the only eligible exemption is as under:

1.

w

The classification of the activity into its 4 as well as 8 digit code in CTA maybe
necessary so that the Customs Tariff Act read with the section and chapter notes can be
referred for specific entries.

The fact that when there is an exemption which is unconditional and one has to claim it
as per CGST Act is a deterrent to err in favour of revenue or take a safe course. The
credit could be denied at a later date if exemption clearly available.

The nil rated goods and services schedule is to be perused.

The effective date of the exemption is to be determined as many exemptions have been
extended by way of notification later.

Itis also possible that the exemption is available for a limited period. If so then it needs
tobe ensured that exemption not claimed after the last date and confirm that there is no
amending notification extending the effective date.

The next step is to see whether the exemption is conditional or unconditional. If
unconditional exemption to be claimed inspite of fact that the customer can avail the
credit.

If conditional then the condition or conditions have to be read carefully to see if all met.
If there is a doubt on fulfilling the conditions in full, then it maybe advisable not to claim
the exemption.

The comparison to erstwhile service tax exemption for identical exemption may provide
valuable pointers to the understanding, definition, the case law development which may
provide an advanced view.



10. It is important that the jurisdictional GST officer should be sent a letter by RPAD/ Speed
Post setting out the reasons for claiming the exemption and seek the confirmation. While
revenue may not confirm, the charge of mala fide and period of demand for longer
period can be avoided.

11. In case of doubt in the exemption and trade practice of claiming it maybe ideal to take
the following additional procedures:

a. Make a representation to the GST Council on the doubt- seeking clarity

b. Follow up on the disclosure made to the jurisdictional officer periodically for
confirmation.

c. Inthe interim pay the GST under protest, after availing the ITC credit. If customer
able to avail the credit pass it on and if not absorb as part of your price.

d. One can also go for advance ruling. [ Hopefully this would be resolved within 2
Months]

12. In case at any point the doubt on availability of the exemption is resolved and it is liable
then one needs to see that a supplementary invoice is prepared and GST charged to the
customers. The eligible ITC could be availed within the time limits available.

Procedure to Claim a Concessional Rate

The claim of concession would be identical to the claim of exemption but the impact would be
less due to the eligibility of the ITC in most cases. However in cases where the concession is
subject to the condition of not claiming ITC, the impact would be the same as exemption. The
procedure to that extent needs to be modified.

This article is adapted from the book on Classification & Exemption Under GST published by
Bharat Law House in Dec 2017. Sequel after the Budget.For feedback please mail
madhukar@hiregange.com, vasant.bhat@hiregange.com or nagedra@hiregange.com
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