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Karnataka HC quashes amendment to Rule
89(4)(C) which restricts refund of unutilized
ITC under GST

Executive summary

This Tax Alert summarizes a recent ruling of Karnataka High Court (HC)! on the
validity of the amendment carried out in Rule 89(4)(C) of Central Goods and
Services Tax Rules, 2017 (CGST Rules).

The amendment restricted the “turnover of zero-rated supply of goods” to 1.5
times the value of like goods domestically supplied by same or similarly placed
supplier, for the purpose of computing refund of ITC.

The key observations of the HC are:

The intention of zero-rating is to make entire supply chain of exports tax free.
Accordingly, Section 16(3) of the Integrated Goods and Services Tax Act, 2017
(IGST Act) allows refund of input tax paid in the course of making zero-rated
supplies. The Rule in whittling down such refund is ultra vires in view of the well
settled principle of law that Rules cannot override the parent legislation.

The amended Rule is violative of Article 14 and Article 19(1)(g) of the
Constitution of India as the restriction is only provided in case of refunds of
zero-rated supply of goods without payment of tax. There is no such restriction
on exporting goods with payment of tax. This results into hostile discrimination
between two classes of persons.

The terminologies used in the impugned Rule "like goods" and "“same or
similarly placed supplier” does not have any precise meaning in the said Rules
and no guidelines is present in that respect.

The impugned amendment is arbitrary and unreasonable as it bears no rational
nexus with the objective sought to be achieved by Section 16 of the IGST Act.

Basis above, HC held that the amendment carried out in Rule 89(4)(C) is ultra vires
the GST law and the Constitution of India and consequently, deserves to be
quashed.

Building a better
working world



Background

The petitioner is engaged in designing, developing,
building and deploying various types of advanced
imaging and sensor systems to sense, understand
and control complex environments.

It exported various customized products without
payment of tax as per Section 16(3)(b) of the
Integrated Goods and Services Tax Act, 2017 (IGST
Act) during the period from May 2018 to March
2019 and claimed refund of unutilized input tax
credit (ITC) during the month of May 2020.

Meanwhile, Rule 89(4)(C) of the Central Goods and
Services Tax Rules, 2017 (CGST Rules) was
amended w.e.f. 23 March 2020 to restrict the
“turnover of zero-rated supply of goods" to 1.5
times the value of like goods domestically supplied
by same or similarly placed supplier, for the
purpose of computing refund of ITC.

Show cause notices (SCNs) were issued by Revenue
on the ground that the petitioner had not given any
proof which was required to be given in terms of the
amended Rule 89(4)(C).

The petitioner inter-alia submitted that the
amended Rule was not applicable in its case since
the period of refund was prior to the amendment in
the said Rule and therefore, would be governed by
the old provisions. Consequently, Revenue passed
orders rejecting the refund claim.

Aggrieved, the petitioner filed a writ petition before
the Karnataka High Court (HC) challenging the
above orders as well as the validity of Rule
89(4)(O).

Petitioner's contentions

The very intention of the zero-rating is to make
entire supply chain of exports tax free. Accordingly,
Section 16(3) of the IGST Act allows refund of ITC
paid in the course of making zero-rated supplies.
The Rule in whittling down such refund is ultra vires
in view of the well settled principle of law that Rules
cannot override the parent legislation.

The impugned Rule is also ultra-vires Article 269A
read with Article 246A of the Constitution of India
as the Parliament has no legislative competence to
levy Goods and Services Tax (GST) on export of
goods.

No such restriction is provided where refunds are
filed on export of goods with payment of tax as per
Section 16(3)(a) of the IGST Act. Accordingly, the
impugned amendment is violative of Article 14 and
Article 19(1)(g) of the Constitution of India.

The impugned amendment is arbitrary and
unreasonable as it bears no rational nexus with the
objective sought to be achieved by Section 16 of
the IGST Act.
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While the above Section seeks to make exports tax-
free by “zero-rating” them, the impugned Rule aims
to do just exactly the opposite by restricting the
guantum of refund of tax expended in making such
exports.

The entire concept of refund of unutilized ITC
relating to zero-rated supply would be obliterated,
in case any limitation or condition is placed that
takes away petitioner’s right to claim refund of all
the taxes paid on the domestic purchases used for
the purpose of exports.

The incentive given would lose its meaning and
would cause grave hardship to the exporters who
are earning valuable foreign exchange for the
country. The exporters factor such incentives in the
pricing mechanism and thus, the impugned
restriction is highly unreasonable.

The amended Rule also suffers from the vice of
vagueness as words "like goods' and “'similarly
placed supplier' are completely open-ended and not
defined anywhere in the GST law.

It is not possible to have any “like goods" and
“same or similar placed supplier” for the unique and
customized products manufactured by the
petitioner and the preciseness of definitions as
found in the customs legislation is missing herein.

The Rule also fails to clarify, as to what would be
the consequence if:

no such goods are supplied in domestic market
and value of like goods provided by other
suppliers is not available;

the supplier has different pricing policy for
different local customers; or

supplier who would be pricing the local goods
differently in different states for the same
products being exported.

Thus, when it is impossible for any exporter to show
proof of value of “like goods"” domestically supplied
by the “same or, similarly placed, supplier”, the
refund itself cannot be denied to such exporter
which he is otherwise entitled to in terms of Section
54 of the Central Goods and Services Tax Act, 2017
(CGST Act) read with Section 16 of the IGST Act.

Respondent’s contentions

Zero-rated turnover declared by the petitioner
cannot be accepted for the purpose of calculation
of eligible refund amount as the petitioner has not
submitted the required proof that export turnover is
1.5 times the value of like goods domestically
supplied.



HC Ruling

Rule 89(4)(C) is violative of Article 14 and Article
19(1)(g) of the Constitution of India as the
restriction is only provided in case of refunds of
zero-rated supply of goods without payment of tax.
There is no such restriction on exporting goods with
payment of tax. This results into hostile
discrimination between two classes of persons.

The guarantee of equal protection of the laws must
extend even to taxing statutes. If the same class of
property or persons similarly situated is subjected
to an incidence of taxation, which results in
inequality, the law may be struck down as creating
an inequality amongst holders of the same kind of
property or persons.

The object of zero rating would be lost if exports
are made to suffer GST as the exporter would either
pass it on to the foreign recipient or would absorb it
himself. This would mean that taxes are exported
and make exports uncompetitive being against the
stated policy of the Government.

The amending words, therefore, do not sub serve
the objectives set out in Section 16 of the IGST Act
or 54 of the CGST Act.

Further, the terminologies used in the impugned
Rule “like goods"” and “same or similarly placed
supplier” does not have any precise meaning in the
said Rules and no guidelines is present in that
respect.

As per the minutes of the 39" GST Council meeting,
the only ground for the impugned amendment
seems to be a possible misuse without any factual
data supporting the same. The same cannot be
countenanced as having a reasonable basis in law.

It is well settled that if the Government perceives
that there could be a possibility of abuse of a
provision, it should adopt measures to keep a check
on the same. However, the law cannot be amended
on the premise of distrust.

Further, in the aforesaid GST Council meeting, it
was stated that the free-on-board (FOB) value of
exports will not be changed, which means that there
is no doubt about the valuation of goods. Therefore,
the artificial restriction of refunds by taking the
value of domestic supplies seems irrational.

Further, the policy of the Government itself will
have to satisfy the test of rationality and must be
free from arbitrariness and discrimination.

The impugned Rule is arbitrary and unreasonable,
in as much as possibility of taking undue benefit by
inflating the value of the zero-rated supply of goods
cannot be a ground to amend the rule.

Accordingly, HC reiterated and agreed to all the
contentions of the petitioner and held that the

amendment carried out in Rule 89(4)(C) is ultra
vires and consequently deserved to be quashed.
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Comments

a. Thisis a welcome ruling for the exporters
claiming refund of unutilized ITC w.r.t. export of
goods.

b. HC has reiterated that the objective of the
Government is not to tax exports in any manner
and hence, entire supply chain of exports should
be tax free.

c. Taxpayers whose refund claims were rejected in
the past or claimed lower refund in accordance
with the impugned Rule may evaluate the
possibility and mechanism to claim the
differential refund.

d. There is yet another disparity in tax implication
concerning export of goods made with and
without payment of tax. For the purpose of
refund of unutilized ITC, the value of goods
exported is the least of FOB value or the value
declared on invoice, as against invoice value in
case where export is made with payment of tax.
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