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Challenge in this appeal is to the legality of the judgnent
rendered by a Division'Bench of the Rajasthan Hi gh Court,
Jodhpur hol di ng that 4A of the Rajasthan Sales Tax Act, 1994
(in short the 'Act’) as introduced by the State Finance Act,
2004 was not |egally sustainable to the extent that tax on first
poi nt sal e of drugs, nedicines or any formulation or for that
matter any other commuodity by a
manuf act ur er/ whol esal er/di stributor to retail er where
"M nimum Retail Price" (in short 'MRP' ) is published on
package, measure to which rate of tax is to be applied cannot
be with reference to such published MRP which is neither
charged nor chargeabl e by the whol esaler fromthe retailer
whet her the tax is charged on sal esor on purchase by the
parties to sale under Section 4A and the concerned
Notification in this regard. Wit application filed by the
respondent - Associ ati on was all owed to that extent.

The controversy arose in the foll owi ng background:

By the Finance Act, 2004 Section 4A was i ntroduced
whi ch reads as foll ows:

"4A. Levy of tax on retail sale price:- (1)
Not wi t hst andi ng anyt hi ng contai ned in any

ot her provision of this Act or the rul es nade
thereunder, tax on sale of such goods, as nmay
be specified by the State Governnment by
notification in the official Gazette, shall be

l evied and collected on the retail sale price of
such goods abated by the rate specified in the
said notification.

(2) The goods to be specified under Sub-
Section (1) shall be those in relation to which it
is required under the provisions of the

St andards of Wights and Measures Act, 1976

or the rul es nmade thereunder or under any

other law for the tine being in force, to declare
on the package hereof the retail sale price of
such goods.
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(3) The State Governnment may, for the
purpose of fixing the rate of abatenent under
sub-section (1), take into account the anount
of sales tax and other local taxes, if any,
payabl e on such goods.

Expl anation: (i) Where on the package of any
goods different retail sale prices are declared
with reference to different areas, the retail sale
price declared with reference to the area with

the State in which, it is sold shall be deemed

to be the retail sale price for the purpose of

this Section.

(ii) Were on the package of any goods
different retail sale prices are declared with
reference to different areas and none of the
areas fall within the State, the maxi mum of

such retail sale prices shall be deened to be

the retail price for the purpose of this Section."

Wit Petition was filed by the present respondent
guestioning constitutional validity of the aforesaid provision
Section 4A in terns envisaged | evy of sales tax on any
transaction of sale of notified goods not on-the actual price of
consi deration which iis paid or beconmes payabl e by the buyer
to seller on such sales as have taken place, but on the MRP of
the goods decl ared on the package as per the provisions of the
St andards of weights and Measures Act, 1976 (in-short
"Wei ght and Measures Act’) or the Rules franmed thereunder or
any other law for the tinme being in force which is chargeable
only at the last point sale by the retailer. The provision is not
extended generally to all commodities sold in package and in
relation to which it is required toprint retail price thereon, but
only to such goods as may be specified by the State
CGovernment by the Notification in the official Gazette as nmay
be abated by the rates specified in the said Notification

Primary chal l enge before the Hi gh Court was on the

ground that it takes into account an artificial anmount as
turnover for the purpose of tax on "sal es of goods". ~The tax on
sal e must be leviable with reference to sonmething related to
taxing event, the sale or purchase of goods which becomres

subj ect of charge and not de hors it. Wth reference to Entry
54 of the Second List of Seventh Schedule to the Constitution
of India, 1950 (in short the 'Constitution’) it was submtted
that expression "tax on sale of goods" used in said Entry
neans tax on the sale of goods as defined under the Sales of
CGoods Act, 1930 (in short the 'Sales Act’) as

nodi fi ed/ extended by C ause 29-A of Article 366 of the
Constitution, inserted by 42nd Amendment Act, 1982. Single
point tax is leviable on sale of medicines as per Notification
i ssued under the Act.

Factually, the first point of sale in the State of Rajasthan
in nmost cases which attracts levy of sales tax is by the
whol esal e distributors to the retailers and not by retailers to
end consuners when al one MRP can be charged. Under the
Wei ghts and Measures Act and the provisions of Drug Price
Control Order, 1995 (in short 'Control Order), issued by the
Central Governnent under Section 3 of the Essentia
Conmodities Act, 1955 (in short the 'Essential Commodities
Act’), the maximumretail price is deternmned in the case of
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Schedul ed Formul ati ons only. On the other hand, MRP is

required to be displayed on the | abel of container as well as
package in respect of all drugs whether schedul ed or non
schedul ed formul ati ons. Mention of price on the package

under the concerned provisions is the MRP and not the price
necessarily or actually charged at the end sale for any
transaction of sale of nmedicines in the State. The first sale
within the State which alone is taxable is in reality at much

| esser price than the MRP printed and the sane is paid or
payabl e on contractual basis. Under the Control Order the
margin at which the nmedicines are to be sold to retailer has
been fixed at a mnimum/level, that is to say, unless otherw se
permtted, a formulation has to be sold to a retail er keeping at
| east 16% nmargin in the case of schedul ed drugs. Thus by

devi sing aforesaid legal fiction for deeming an artificial sale
price for levy of tax having no nexus to the taxable event i.e.
transactions of sale of goods at a nmoney consideration paid or
payabl e as defined under the Sales Act, is beyond the

| egi sl ative conpetence of the legislature in the State, and
therefore the provision is ultra-vires.

The State on the other hand took the stand that what is
to be the measure of tax on'a sale is within the domain of the
State Legi slature. Under the inpugned provision, tax is |evied
on a conpleted sale within the nmeani ng of Section 4 of the
Sal es Act. However, in what nanner the charge is to be levied
is a mtter of details which can be worked out by Legislation
The fact that nmaximumretail price isto be deternined
statutorily and the State Legi sl ature has taken into account
the fact that the actual consideration at the first point tax may
be | esser than the maximnumretail price that nmay be charged
ultimately fromthe consumer at the | ast point sale as provided
for abatement of MRP by reducing therefromthe sum at
prescribed rates of abatenment for the purpose of levy of tax, it
provi des sound basis for uniformliability in the State on such
transaction. The levy of tax cannot be said to be wanting in
nexus with the taxing event. Therefore, the inpugned
provi sions and the Notifications cannot be said to'be ultra
vires any provision of the Constitution. It was however not
di sputed that but for taking the MRP as a basis to provide
nmeasure of tax, no fictional price can be fixed as a neasure of
tax on sale of goods. The H gh Court on analyzing the
provision in great detail cane to hold as foll ows:

"If Section 4A is designed to bring a levy into

exi stence which is divorced fromthe sale

subject to tax under the Act, it falls foul with

the | egislative conpetence under Entry 54 of

List Il of Schedule VII so also notification-

Annex.3 to the extent it is intended to |evy tax

on first point sale with reference to price which

could be charged in respect of a subsequent

sal e whi ch has not come into existence at the

time liability to tax arise and is determ ned ex-

hypot hesi. However, the perusal of the

| anguage of Section 4A and the notification

i ssued thereunder by itself does not show that

it applies only in case of sales to be taxed at

first point. In case the levy is on the |ast point

and the maxinumretail price is to be fixed

and published under any Statute, whether

i nstead of determ ning price actually charged

in each case fixed fornmula is provided by the

enact ment which has correlation with

determ ning price by keeping in viewthe
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provi sions of Section 9 of the Sale of Goods Act
whet her the provision still falls beyond the
scope of Entry 54 has not been the subject
matter of contention. In this case and
therefore, we have not been called upon to
decide. In absence of any contention having

been raised, it will be hazardous to coment
upon the validity of provisions of Section 4A in
isolation and the notification issued

thereunder in its entirety.

In view thereof, we confine our conclusion and
hold that to the extent that tax on first point sale
of drugs, nedicines or any fornulation or for that
matter any other commodities by a

manuf act ur er/ whol esaler/di stributor to retailer
where MRP is published on package, neasure to
which rate of tax is to be applied cannot be with
reference to such published MRP, which is neither
charge nor chargeabl e by the whol esal er fromthe
retailer whether the tax i s charged on sales or on
purchase by the parties to sal'e under Section 4A
and notification.

The additional tax collected with
ref erence to neasure provided under Section
4A by the wholesalers to retailers at first point
sal e shall not be refunded to the dealers. In
case the additional tax charged has not been
transmtted to buyers, the excess tax paid may
be adjusted against future liability under the
Act of 1994 or any other dues to the Revenue
under Rajasthan Sal es Tax Act."

In support of the appeal, |earned counsel for the
appel l ants submitted that there is a source of power of the
State to levy tax under Article 246 read with Entry 54 of List Il
of Schedule VII of the Constitution. A plain reading of the
Entry clearly denonstrates that tax under the said Entry can
be levied on the event of sale or purchase of goods. The said
Entry nowhere requires or nandates that the same can only
be on the sale price of goods. Strong reliance is placed on
decisions in Andhra Sugars Ltd. V. State of A P. (1968 (1) SCR
705) and Ganga Sugar Corpn. Ltd. V. State of U P. (1980 (1)

SCC 223) to contend that the Constitution enpowers the

States to levy and collect tax on the happening of the taxable
event and thereafter the quantum of tax to be |evied and the
nmeasure on which the sane can be levied is necessarily left for
the State to decide.

Per contra, |learned counsel for the respondent subnitted
that the High Court’s decisionis on terra firma. On an
el aborate analysis of the |l egal position the decision has been
rendered and needs no interference. It was pointed out that
the decisions in Andhra Sugar and Ganga Sugar cases (supra)
were rendered on the peculiar facts of the cases and they
nowhere depart fromthe normal principle that tax is to be
| evied on the sale price.

In order to appreciate rival subm ssions a few decisions
of this Court which throw beacon |ight on the issues involved
need to be noted. In fact, the H gh Court has referred to many
of them

Sales Tax O fice, Pilibhit v. Ms Budh Prakash Jai .
www.taxcode.in
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Prakash (AR 1954 SC 459) arose under the U. P. Sal es Tax

Act, 1948. In that case the issue related to |l evy of tax by the
assessing authority on the turnover relating to forward
contract. The assessee had chal |l enged that the inposition of
sales tax on forward contracts was ultra vires the powers of

the State Legislature. The U P. Sales Tax Act, 1948 had been
enacted by the provincial legislature in terns of the |egislative
power conferred under the Governnment of |ndia Act, 1936

under Entry 48 in List Il of the Schedul e Seventh of the said
Act. Under Section 2(h) of the U P. Act, a sale was defined to

i nclude forward contracts. This Court upheld the chall enge by
hol di ng that the power conferred under Entry 48 to inpose tax
on the sal e of goods can be exercised only when there is a sale
under which there is a transfer of property in the goods, and
not when there is a nere agreenent to sell. The State
Legi sl ature cannot, by enlarging the definition of "sale" by
including forward contracts arrogate to itself a power which is
not conferred upon it by the Constitution, and the definition of
"sal e" lin Section 2(h) of the Act XV of 1948 nust, to that
extent, be decl ared ultra-vires.

It was inter-alia held as foll ows:

"I't would be proper to interpret the expression
"sal e of goods" in/Entry 48 in the sense in
which it was used in legislation both in

Engl and and India and to hold that it

aut hori zes the inposition of a tax only when
there is a conpleted sale involving transfer of
title".

Significantly, the Court observed about substance of the
| evy as under:

"The substance of the matter is that the sales
tax is a levy on price of the goods, and the
reason of the thing requires that such a | evy
shoul d not be nade, unless stage has been
reached when the seller can recover the price
under the contract."

The aforesaid decision nmakes it clear that subject "tax on
sal es of goods’ in Entry 48 of List Il of the Seventh Schedul e of
the 1935 Act providing for legislative field of sale of goods
ought to be confined to levy of tax on sal es of goods as defined
in the Sales Act and in substance, it is a levy on price of goods
and the State Legi sl ature does not have power tol enlarge the
definition of sales by creating a legal fiction and |l evy tax on a
sal e which has not cone into existence.

State of Madras v. Gannon Dunkerley & Co (AR 1958 SC
560) is another decision which needs to be noted. A
Constitution Bench of this Court considered the construction
of Entry 48 in List Il of Seventh Schedule of the 1935 Act. Tax
on the sale of goods is in pari materia with Entry 54 in List 11
of Schedule VII of the Constitution. The case arose under the
Madras Ceneral Sales Tax Act, 1939 as anended by Madras
CGeneral Sal es Tax (Anendnent) Act, 1947. The definition of
"sale" in Section 2(h) was enlarged so as to include "a transfer
of property in goods involved in execution of works contract"”.
By creating a legal fiction, it was deened that in execution of a
work, property in the goods involved in works contract is
transferred as goods so as to include value (not the price) of
such goods as part of taxable turnover.
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After referring to the definition of expression "sale of
goods" fromthe tinmes of Roman Law and the Law i n Engl and,
this Court culled out and approved the follow ng principle
stated in Benjam n’s book "Sal e of Goods": -

"Hence it follows that to constitute a valid sale
there nmust be a occurrence of the follow ng
elenents viz. (i) the parties conmpetent to
contract (2) mutual assent; (3) thing of sale or
general property in which transfer fromseller

to buyer and; (iv) a price in nmoney paid or

prom sed".

On the aforesaid prem ses, the Court on considering the
I ndi an Law and after referring to Section 77 of the Contract
Act, (before enactnent of Sale of Goods Act) defining sale as
originally enacted in it, and the provisions of Sales Act reached
the follow . ng conclusions about price as an essential elenent:

"that it nust be supported by npney
consi deration, and that as a result of the
transaction property must actually passed on
the goods unless all these elenents are
present, there can be no sale".

Fol | owi ng conclusi ons were arrived approving the viewin
Budh Prakash’s case (supra):-

"A power to enact a law with respect to tax on
sal e of goods under Entry 48 nust, to beintra
vires, be once relating in fact to sale of goods,
and accordingly, the Provincial Legislature
cannot, in the purported exercise of its power
to tax sales, tax transacti ons which are not
sal es by nerely enacting that they shall be
deened to be sal es; \005\005\005.."sale" in Entry 48
must be construed as having the sane
meani ng which it has in the Sale of Goods Act,

1930\ 005\ 005\ 005\ 005.. It is of the essence of this
concept that both the agreenment and the sale
should relate to the sanme subject matter".

Sunming up the conclusions it was held -

"the expression "sale of goods" in Entry
48 is a nonen juris, its essential ingredients
bei ng an agreenment to sell noveable for a price
and property passing therein pursuant to that
agreenment”.

The State Legislature does not have |egislative
conpetence to give the expression "sale of goods" extended
meaning and to enlarge its legislative field to cover those
transactions for taxing which do not properly conformto
el ements of sale of goods within the Sales Act. Tax on val ue of
the material used in construction of building was held to be
ultra-vires.
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The decision in Firmof Ms Peare Lal Hari Singh v. The
State of Punjab and Anr. (AIR 1958 SC 664) also relates to
i mposition of tax on supply of materials used in building
contracts and this Court followed its earlier decision in
Gannon and Dunkerl ey case (supra) and held that the
expression "sale of goods" in Entry 48 in List Il of Seventh
Schedul e of the Governnent of India Act, 1935 has the same
i mport which it bears in the Sales Act.

The principle was reiterated i n Bhopal Sugar Industries
Ltd., MP. v. D.P. Dube Sales Tax O ficer, Bhopal Region
Bhopal (AIR 1967 SC 549) where the question arose whether
gi ving extended definition of "retail sale" which sought to
render consunption by the owner of notor spirit liable to tax
under the concerned Sales Tax Act by virtue of Section 3, is
beyond the conpetence of the State Legislature and hence
void. This Court relying on its earlier decision in Gannon and
Dunkerl ey (supra) held as follows::

"I'n a transaction of sale of goods which is
liable to tax there nmust be concurrence of the
four elenents, viz;

(1) parties conpetent to contract;
(2) nut ual assent;
(3) a thing, the absolute or general property

in which it is transferred fromthe seller to
the buyer; and

(4) a price in noney paid or prom se

A transacti on which does not conformto this
traditional concept of sale cannot be
regarding as one in respect of which the State
Legi slature is conmpetent to enact ‘an Act

i mposing liability for paynent of tax".

The Court quashed the assessment mnade on the
af oresai d prem ses.
Levy by the State of Utar Pradesh as to the basis of 1evy
once a transaction is held to be a transaction of sale came up
for consideration by a Constitution Bench in Ganga Sugar’s
case (supra). This Court said:

"Tax on sal e or purchase nust be on the
occurrence of a taxing event of sale
transacti on".

This Court in Ms CGovind Saran Ganga Saran V.
Conmi ssi oner of Sales Tax & O's. (AIR 1985 SC 1041) on
anal yzing Article 265 noted as foll ows:

"The conponents which entered into tax are
wel | known. The first is the character of the
i mposition known by its nature which
transpires attracting the levy. The second is a
cl ear comuni cation of the person on whom
the levy is inposed and which is obliged to pay
the tax. The third is rate at which the tax is
i mposed and the fourth is the nmeasure or
value to which the rate is applied for
conputing the tax liability".
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Qoviously, all the four conmponents of a particular concept of
tax has to be inter related having nexus with each ot her
Having identified tax event, tax cannot be |levied on a person
unconnected with event, nor the measure or value to which

rate of tax can be applied can be altogether unconnected with
the subject of tax, though the contours of the same may not be
identified.

In Union of India v. Bonmbay Tyre International Ltd. (AR
1984 SC 420) the expressions subject of tax, the neasure of
tax and nexus between the two have been succinctly anal ysed.
The deci sion arose in the context of Central Excise and Salt
Act, 1944 (in short 'Excise Act’). The controversy was what
shoul d be included in the nmeasure of conmputation of liability
and what fell outside the scope of measure to be excl uded
fromconsideration. Referring to a |arge nunmber of decisions of
di fferent ‘courts, including sone of the decisions we have
referred to above, the principle succinctly stated in Seervai’s
Consti tutional-Law was approved by observing as foll ows: -

"Anot her pri'nci ple for reconciling
apparently conflicting tax entries follows from
the fact that a tax has two el enments, the
person, things or activity on which the tax is
i nposed, and the anpbunt of the tax. The
amount nmay be measured in many ways, but
deci ded cases establish-a clear distinction
bet ween the subject matter of a tax and the
standard by which the ampunt of tax is
neasured. These two el enents are descri bed
as the subject of a tax and the neasure of a
tax."

The Court also held that the measure of tax though not
al ways essential but is often a rel evant consideration to judge
the nature of levy. Follow ng passage from R R Engi neering
Conpany v. Zila Parishad Bareilly (AR 1980 SC 1088) was
appr oved:

"It may be and is often so, that the tax on

ci rcunst ances and property is levied on the

basi s of inconme which the assessee receives
fromhis profession, trade, calling or
property\ 005\ 005\ 005. Therefore, while determning
the nature of a tax, though the standard on

which the tax is levied may be a rel evant
consideration, it is not a conclusive

consi derati on".

This Court recognised greater freedomin adopting

nmeasure of the tax to be assessed by its own standard and
admi ni strative conveni ence and other factors may influence
the stage at which the levy may be collected and there may be
deviation in contours of nmeasure of tax, but did not
countenance it to be divorced fromthe nature of tax, by
observing as follows:

"Any standard whi ch nmaintain a nexus .
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with the essential character of the levy can be
regarded as a valid basis for assessing the
nmeasure of the |evy".

Wth these prem ses this Court found that while nature
of an excise levy is indicated by the fact that it is inposed in
respect of manufacture or production of an article, the point at
which it is collected is not determ ned by the point of tine
when manufacture is conpleted but will rest on consideration
of adm nistrative convenience and that generally it is collected
when the article | eaves the factory for the first tinme.

The question of tax on sale of goods nmay be examined in
the sai d background. The subject of tax being sale, nmeasure of
tax for the purpose of quantification nmust retain nexus wth
"sal e’ which is subject of tax.-As noticed above, tax on sale of
goods, /s tax on vendor in respect of his sales and is
substantially a tax on sale price. The vendor or buyer cannot
be taxed de hors the subject of tax that is sale by the vendor
or purchase by the buyer. The four essential ingredients of any
transaction of sale of goods include the price of the goods sold,
therefore, in any taxing event of sale, which becone subject
matter of tax price conponent of such sale, is an essentia
part of the taxing event. Therefore, the question does arise
whet her a particul ar taxing event of sale could be subjected to
tax at the prescribed rate to be nmeasured w th such price
which is not the conponent of the transaction of sale, which
has attracted the sal es tax.

Andhra Sugars’s case (supra) concerned the challenge to
| evy of sales tax under Andhra Pradesh Sugarcane Regul ation
of Supply and Purchase Act. The tax was |levied on the
purchase of sugarcane as per the weights of the goods
purchased. One of the contentions raised before this Court
challenging its validity was that the tax nmust be levied with
reference to the turnover only and it cannot be levied with
reference to the wei ght of the goods purchased. The contention
was rejected by this Court by saying:

"Where the purchase tax is |levied on a
dealer, the levy is usually with reference to his
turnover, which normally neans the aggregate
of the ampunt of purchase prices. But the tax
need not necessarily be levied on a deal er by
reference to his turnover. It may be |evied on
the occupier of a factory by reference to the
wei ght of the goods purchased by him™

However, where tax is to be neasured in terns of price or
in terms of weight or quantity of goods sold, whether the
nmeasure can be different fromthe contents of taxing event was
not the proposition |aid.

It was observed in Ganga Sugar’'s case (supra) as foll ows:

"It is a superstition, cultivated by famliarity,
to consider that all sales tax must necessarily
have nexus with the price of the commodity.
course, price as basis is not only usual but
al so safe to avoi d uneven, unequal burdens,
although it is conceivable that a | egislature can
regard prices which fluctuate as too
impractical to tailor the purchase tax. It may
www.taxcode.in
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even be, in rare cases, iniquitous to link
purchase tax with price, if nore sensible bases
can be found".

It was a case in which weight of the comodity was made
the basis for levy of the tax. But, price of goods was approved
to be usual neaning of levy of tax on sale of goods. It does not
deviate frombasic principle that a tax of any nature is
det ermi ned ex-hypothesi on occurrence of taxing event. Its
actual conputation and collection takes place |ater on through
the machi nery provi ded. However, the determ nation of charge
ex- hypot hesi instantly on occurrence of taxing event which
inheres into it that nmeasure of tax is integrally connected with
occurrence of taxing event and is not postponed to a |later
dat e.

Thus primarily the rate of tax relates to nmeasure of tax to
cone into existence sinmultaneous with occurrence of taxing
event. The machi nery provisions relating to its quantification
and col | ection can take place |ater. Providing neasure to
which rate is to be applied is integrally connected with charge
itself.

This Court ‘considered the anbit and scope of |egislative
power of the State Legislature while inposing tax on sal e of
goods in Hotel Balaji & Ors v. State of ‘Andhra Pradesh and
Os. (AR 1993 SC 1048) wherein this Court said:

"So long as the |l evy retains the basic character
of a tax on sale, the legislature can levy it in
such node or in such manner as it things
appropriate".

In this connection, it is relevant for the present purpose to
notice that in upholding the validity of additional purchase tax
on goods, when the goods nanufactured by the buyer are sold
outside State was that the tax was related to purchase price

whi ch was part of transaction of purchase and not payabl e on
price at which he shall be selling his goods. Therefore, it
retained its character on tax on purchase otherwi se it would
have beconme Duty of excise on value of goods determ ned in

terns of price charged by manufacturer, when such sale was

not subject of tax levied by State Legislature.

In Ganga Sugar’s case (supra) the court enphasized the
tax on sale or purchase nust be on occurrence of taxing event
of sale transaction. Wile accepting that, price of the sale
transaction is not necessarily the only criterion which may
formthe basis of levy of tax but it opined that price as basis is
not only usual but also safe to avoid unequal, uneven
burdens. The Court also stated that it is conmon sense that
the reliable standard is the price although in regard to custom
duties there are still items on which duties is |evied on the
nature of goods rather than its val ue in noney.

The issue which the Court was considering was the |evy
of tax on sale of sugarcane and the court found that weight of
cane which has sucrose contents have a cl ose nexus with
price although theoretically they may appear unconnected and
consequently the levy of tax with reference to wei ght of
sugarcane was held to be a pernissible hypothesis for
determ ning the tax.

In Hotel Balaji’s case (supra) |levy of purchase tax at the .
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| ast point sale within the State by a deal er/ manuf act urer who
has sol d the goods nmanufactured by himin the course of inter
state trade and comerce, on the purchase price of the raw
materials, was the subject of challenge. The contention has
been rai sed before this Court that since tax was leviable in
cases where the goods manufactured were not sold in the

State, it amounted to | evy of Excise Duty on manufacture
though named as purchased tax. In holding that |evy was
essentially a tax on purchase of goods within the State, one of
the factors which weighed with this Court was that the |evy
was upon the purchase price of the raw material and not upon
the val ue of the manufactured products. That is to say when
the tax was levied at the transaction of purchase,
notwithstanding it was |eviable in case of goods nanufactured
by the dealer and were sold in a manner not taxable within the
State is nonethel ess tax |eviable at purchase price and not on
the val ue of the nmanufactured products. So it was held that

the essential character of tax on purchase was retai ned and
consequently it did not lose its character as a tax on purchase
of goods.' The Court obviously indicated that in the case of tax
on sale, price on which transaction took place and not the

val ue of goods is relevant criterion to hold nexus between
measure of tax and the taxing event.

The position would have been different had the tax on
taxabl e transaction of purchase have been |evied with
reference to price relatable to subsequent transaction of sale.
In that event, the price formng part of subsequent sale would
have | ost nexus with the transaction that becone taxable in
the State.

However, this case did not |ay down the principle that
where price is the neasure to which rate of tax can be appli ed,
it can be sonething else other then the price conponent of
taxi ng event, whether agreed by nutual consent or as
regul ated by statutes.

These cases give a clear picture that Entry 54 in List Il of
Seventh Schedul e enmpowers the State Legislature to inpose
and col l ect taxes on sale of goods. The neasure to which tax
rate is to be applied nust have a nexus to taxable event of sale
and not divorced fromit.

The pivotal question, therefore, which needs to be
consi dered is whether the neasure to which rate of taxis to be
appl i ed on single point transaction of sale of any fornul ation
by the whol esaler to the retailer can be something notiona
which is not related to subject of tax or to say in other words,
whet her MRP to be chargeabl e subsequent to taxing event by a
retailer when he sells the same goods to consuner can provide
a basis which has a nexus with taxable event to provide a valid
nmeasure to which rate of tax can be applied.

The principal contention about the invalidating of the
basi s of the neasure of tax envisaged under section 4A of the
Act as inserted vide Finance Act, 2004 is that while it levies
taxes on the sale transaction carried on by the manufacturer
or whol esal ers or distributor the neasure with which tota
turnover is to be determined is not part of the sale which
attracts tax but its premise is to be found on subsequent sale
whi ch, under the schene of single point tax is not excisable to
tax at all. The MRP which a whol esal er can charge in respect
of schedul ed formulations too is fixed by Control Order. In
respect of schedul ed formul ati ons whol esaler is required to
| eave at least 16% margin in the MRP for the retail ers and he
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is entitled to retain not nore than 8% profit on the purchase
price. There being statutory prohibition against the

whol esal ers to charge MRP fromits buyer, the maxi mum ret ai
price fixed on the packet has no rational connection with the
taxabl e sale effected by the whol esal ers and whi ch becones
subj ect matter of charge as a first point tax. In such event,
there exists no nexus between the neasure of |evy and subject
of levy.

In the context of neaning assigned to expression ’sale of
goods’ or price or consideration el enent of such ’'sale of goods’
as taxabl e event, the conclusion that can fairly be reached is
that for the taxing event of sale, if the price is to be the basis
for nmeasuring tax, it must relate to actual transaction of sale
that become subject of tax and not to a different transaction
that may take place in future at a price.

Accepting the contention of Revenue that the retail sale
price likely to be received when such transaction takes place is
taken only as a basis to provide neasure of |evying tax on a
conpl et ed transacti on between whol esal ers and retailer would
make it suffer from basic fallacy of inmporting the conposition
of sal e which has not conme into existence to determ ne tax
which is fixed as soon as the taxable sale is conpl et ed.

Section 4A of the Act which projects itself as an exception
to Section 4, creates a legal fictionin respect of price of subject
sale, on which rate of tax is to be applied. But |evy of tax
remai ns single point levy in a series of sales. Point of taxable
sale remains the first point sale i.e. fromthe
manuf acturer/di stributor or the wholesaler to the retailer. The
tax is to be charged on turnover of the Assessnent Year in
aggregate. "Turnover" is defined under Section 2(44) and
"Taxabl e Turnover" under Section 2(42) of the Act. For the
taxabl e event that has occurred, the anpunt received or
receivable is assuned to be different fromwhich is neither
received nor receivable and that amount which neither flows
fromthe Control Oder, nor which flows from buyer to seller
under the contract but is relatable to a transaction of sale by a
retailer which may not have conme into exi stence. For the
present, the price to which rate of tax is sought to be applied
to a sale by a wholesaler to a retailer is neither the price
agreed upon by the parties to the contract of taxable sale to
whi ch charge is attracted nor flows fromthe Control O der
under which also, it is the price of formulation before end sale
is to be determined within prescribed limts.

The charging Section 4 stipulates that the tax payable by
a deal er under the Act shall be at single point in the series of
sal es by successive dealers, as nay be prescribed and shall be
| evied at such rates not exceeding fifty per cent on the taxable
turnover, as may be notified by the State Government in the
Oficial Gazette. This shows that there is no scope for nult
point levy of tax and the tax is levied on the first point sale
within the State in a series of sales and tax is leviable at rate
applied to aggregate of price received or receivable by the
deal er on such sal es.

Section 4A does not become workabl e unl ess read al ong
with definition of "turnover” and "taxable turnover".

The retail price of a fornulation needs determ nation
under paragraph (7) of the order and the Governnent if
enpowered by order to fix the price in accordance with
paragraph (7) of the order to be charged by a retailer. Were
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the maximumretail price is fixed as provided under paragraph
7 of Control Order, para 19 provides for price that can be
charged froma retailer by a wholesaler, it reads as under

"19. Price of formulation sold to the dealer- (1)
A manufacturer, distributor or whol esal er shal

sell a fornulation to a retailer, unless

ot herwi se permitted under the provisions of

this Order or any order nade thereunder, at a

price equal to the retail price, as specified by

an order or notified by the Governnent

(excl udi ng excise duty, if any), mnus sixteen

per cent thereof in the case of schedul ed

drugs"

Appl ying the principles enunciated above, the inevitable
conclusion is that when the wholesaler sells any formul ation
to a retailer inbulk quantity, taxable event of sale of goods
takes place where whol esaler and retailers are the parties to
contract, the goods in question are the fornmulations and the
consi deration-is one whichis agreed to between the parties to
that transaction within the limts permissible by |aw By
substituting the assumed quantity of goods or a price which is
not subject matter of that contract of conpleted sale for the
purpose of neasuring tax the |egislature assunes existence of
contract of sale of drugs by legal fiction which has not taken
pl ace and whi ch cannot be considered to be a-sale in the
manner stated in the Sales Act, which al one can be subject of
tax under Entry 54 in List Il. Substitution of assumed price or
the assuned quantity in place of ‘actual price/quantity in a
conpl eted sal e transaction, for the purpose of levy of tax on
the subject matter of tax results in taking away fromit the
character of 'sale of goods’ as envi saged under the Sal es Act.

Anot her di stinguishing feature to be kept in nmind is that
centre point of |legislation under Entry 54 of List Il of Seventh
Schedule is "sale’ in contrast with central point of |egislation
under Entry 84 of List | of Ei ghth Schedule i.e. Goods
manuf act ured or produced". While basic nexus of levy in the
fornmer is "sale of specified goods", in the latter it is "goods
manuf actured or produced in India".

Every transaction of sale is independent and can be
subject to levy of tax and the conponents and the neasure
whi ch can make the tax levy effective nust have nexus with
the taxabl e event.

By devising a methodology in the matter of |evy of tax on
sal e of goods, |aw prohibits taxing of a transaction which is
not a conpleted sale and also confine sale of goods to nean
sal e as defined under the Act. This cannot be overridden by
devising a nmeasure of tax which relates to an event which has
not come into existence when tax is ex-hypothesi determ ned,
much | ess which can be said a conmpl eted sal e and which
cannot be subject of |egislation providing tax on 'sale of goods’
by transplanting a sumrelated to as "likely price" to be
charged for subsequent sale to be taxed by the devise of
measuring tax for the conpleted transacti on which has
become subject of tax.

It may be relevant to recall here that this Court in Hote
Balaji’s case (supra) held that where a tax was levied as a
purchase tax and was confined to the purchase price paid by
the buyer, and was not chargeable at the price at which the
end produce was sold later, it had retained its character as a
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tax on purchase.

If the legislation can provide for a neasure of tax on
subj ect of tax by substituting any notional value, which at no
poi nt of time becones part of or related to subject of tax viz.
sal e of goods, then the fact that it is related to MRP loses its
significance altogether. If this is pernmitted to be done the
| egi sl ati on can provide for any neasure the purpose of
applying the rate of tax, whether it is founded on MRP or any
ot her fixed value which legislature may provide will make little
difference. It is not contended by appellant that even if the
measure is not relatable to MRP, it can substitute any val ue as
a neasure of tax. Subject of tax is not the goods or goods sold,
but a transaction of 'sal e of goods’ as defined under the Sal es
Act .

Learned counsel for the appellant submtted that Union
of India and Anr: v. A’ Sanyasi Rao and Ors. (1996 (219) ITR
330) supports his stand. Section 44AC was inserted in Incone
Tax Act; 1961 (in short 'IT Act’') by the Direct Tax Laws
(Amendrment)  Act, 1989 w. e.f. 1.4.1989. Section 206C was
inserted in the said Act by Finance Act, 1988 w.e.f. 1.4. 1988.
Expl anation to Section 44AC was inserted by Fi nance Act,

1990 w.e.f. 1.4.1991. These provisions enabled the revenue to
estimate the profits on a presunptive basis in the case of
persons dealing in country liquor, tinber, forest produces etc.
Revenue’s intention was to get over the problem of assessing

i ncome and recovering tax in cases of person dealing in such
commodi ti es, as business of such persons existed only for

short period, and after period of contract in many cases, it was
not even possible to trace the concerned assesses and nmany
were found to be dealing benami . Section 44AC occurred in
Chapter IV of the I.T. Act deals with "conputation of income".
Section 44AC(1) determines profits and gains of the year from
trading of certain specified goods like |iquor at a particular
per cent age of package price specified therein. The object of
sai d provision was explained in a'menorandumas "with a

view to conbat |arge scale tax evasi on by person deriving

i ncone from such businesses where the bill seeks to insert

new Section 44AC to provide for determnati on-of inconme in
such cases". About Section 206C it was stated that "it is
proposed to introduce a new Section 206C to provide that any
person being a seller referred to in Section 206C shall collect
i ncomre tax of a sumequal to 20% of the anpunt paid or

payabl e by the buyer as increased by a surcharge for the

pur pose of Union".

Interpretation of the two sections cane up before Andhra
Pradesh Hi gh Court. The said Court while upholding the
validity of the Act read down the Section 44AC of the Act and
held it only to be an adjunct to Section 206C and to explain
provi sion of Section 206C and not to dispense with the regul ar
assessment in accordance with the provisions of the I.T. Act. It
was held that the subject matter of tax vis. ’'income’ cannot be
det erm ned notionally by nmaking such specific provisions
when in all other cases only the real incone to be conputed in
accordance with provision of Section 28 to Section 43C. This
Court noted that one of the contentions raised in the petition
was that "tax is levied on "hypothetical incone" and not on
"real inconme". In other words, the determnation of "rea
i ncome"” was held to be the statutory nandate.

If Section 4-A is designed to bring a levy into existence
which is divorced fromthe "sal e" subject to tax under the Act,
it is beyond | egislative competence under Entry 54 of List Il of
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Seventh Schedul e. The notification to the extent it intends to
levy tax on first point sale with reference to price which could
be charged in respect of a subsequent sal e which has not

cone into existence at the tinme liability to tax arise and is
det erm ned ex-hypothesi is unsustainable on that basis.

Though the decision in Ganga Sugar case (supra) at first
flush appears to be supporting the stand of the appellants, on
a deeper scrutiny it is crystal clear that the said decision was
rendered on peculiar facts of the case. The three chall enges as
cul l ed out from paragraphs 22, 23 and 25 of the judgnent
make the position clear that there was no discussion in the
background of Entry 54. Para 16 of the judgnent traced the
hi story of |evy on sugarcane and 40 years old practice of |evy
on sugarcane was |inked with weight. It was significantly
noted that it was in the background of "peculiar
ci rcunst ances of sugarcane econony”. The | ogi c cannot be
applied to the facts of the present case.

I'n Buil ders’ Associ ation of .India and Ors. v. Union of
India and Ors. (1989 (2) SCC 645) it was noted as foll ow

"36. Even after the decision of this Court in the
State of Madras v. Gannon Dunkerley & Co.
(Madras) Ltd. it was quite possible that where
a contract entered into in connection with the
construction of a building consisted of two
parts, nanely, one part relating to the sale of
materials used in the construction of the
bui l ding by the contractor to the person who
had assi gned the contract and anot her part
dealing with the supply of |abour and services,
sal es tax was | eviable on the goods which were
agreed to be sold under the first part. But
sal es tax could not be |evied when the contract
in question was a single and indivisible works
contract. After the 46th Amendnent the works
contracts which was an indivisible one is by a
legal fiction altered into a contract which is
divisible into one for sale of goods and the
ot her for supply of |abour and services. After
the 46th Amendnment, it has becone possible
for the States to levy sales tax on the val ue of
goods involved in a works contract in the sane
way in which the sales tax was | eviable on the
price of the goods and materials supplied in a
bui I di ng contract which ad been entered into
in two distinct and separate parts as stated
above. It could not have been the contention of
the revenue prior to the 46th Anendnent that
when the goods and materials had been
supplied under the distinct and separate
contract by the contractor of the purpose of
construction of a building the assessnment of
sal es tax could be nade ignoring the
restrictions and conditions incorporated in
Article 286 of the Constitution. If that was the
position can be States contend after the 46th
Amendnent under which by a legal fiction the
transfer of property in goods involved in a
wor ks contract was nmade |iable to paynent of
sal es tax that they are not governed by Article
286 while |l evying sales tax on sale of goods
i nvol ved in a works contract? They cannot do
so. When the law creates a legal fiction such
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fiction should be carried to its |ogical end.
There shoul d not be any hesitation in giving

full effect toit. If the power to tax a sale in an
ordinary sense is subject to certain conditions
and restrictions inposed by the Constitution,

the power to tax a transaction which is deemed
to be a sale under Article 366(29-A) of the
Constitution should al so be subject to the

sane restrictions and conditions. Odinarily,

unl ess thee is a contract to the contrary in the
case of a works contract the property in the
goods used in the construction of a building
passes to the owner of the | and on which the
building is constructed, when the goods or
materials used are incorporated in the

bui | di ng. The contractor becones liable to pay
the sales tax ordinarily when the goods or
materials are so used-in the construction of

the building and it-is not necessary to wait till
the final bill is prepared for the entire work. In
Hudson’ s Building Contracts (8th Edn.) at page
362 it is stated thus:

"The well known rule is that the
property in all materials and fittings,
once incorporated in or affixed to a
building, will pass to the freehol der '\ 026
qui cquid plantatur 'solo cedit. The
enpl oyer under a buil ding contract may
not necessarily by the freeholder, but
may be a | essee or |licensee, or even have
no interest in the land at all, as in the
case of a sub-contract. But once the
bui |l der has affixed materials, the
property in them passes fromhim and at
| est as agai nst himthey becone the
absol ute property of his enployer,
what ever the latter’s tenure of or title to
the land. The buil der owner nay hinself
be entitled to sever them as agai nst. sone
ot her person \026 e.g. as tenant’s fixtures.
Nor can the builder reclaimthemif they
have been subsequently severed fromthe
soi|l by the building owner or anyone el se.
The principle was shortly and clearly
stated by Bl ackburn J. in Appleby v.
Meyers(1867 LR 2 CP 651): 'Materials
wor ked by one into the property of
anot her becone part of that property’.
This is equally true whether it be fixed or
novabl e property. Bricks built into a wall
becorme part of the house, thread stitched
into a coat which is under repair, or
pl anks and nails and pitch worked into a
shi p under repair, becone part of the
coat or the ship."

40. We are surprised at the attitude of the
States which have put forward the plea that on
the passing of the 46th Amendnent the
Constitution had conferred on the States a
| arger freedomthan what they had before in
regard to their power to |levy sal es tax under
Entry 54 of the State List. The 46th
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Amendnent does no nore than making it

possible for the States to |levy sales tax on the
price of goods and materials used in works
contracts as if there was a sale of such goods
and materials. W do not accept the argunent
that sub-clause (b) of Article 366(29-A) should
be read as being equivalent to a separate entry
in List Il of the Seventh Schedule to the
Constitution enabling the States to | evy tax on
sal es and purchases i ndependent of Entry 54
thereof. As the Constitution exists today the
power of the States to |evy taxes on sales and
pur chases of goods including the "deened"

sal es and purchases of goods under cl ause
(29-A) of Article 366 is to be found only in
Entry 54 and not outside it. W nmay
recapi tul ate here with observations of the
Constitution Bench in-the case of Benga

I mmunity Conpany Ltd. v. State of Bihar

(1955 (2) SCR 603) in which this Court has

hel d t hat the operative provisions of the
several parts of Article 286 which inposes
restrictions on the |l evy of sales tax by the
States are intended to deal with different
topics and one could not be projected or read
into another and each one of them has to be
obeyed while any sale or purchase is taxed
under Entry 54 of the State List."

I n Bhopal Sugar Industries v. D.B. Dube (AR 1964 SC
1037) it was noted as follows:
5. I n Gannon Dunkerl ey & Company’s case
([1959] S.C R 379.), this Court was called
upon to consider whether in a building
contract which is one, entire and indivisible,
there is sale of goods. It was held by the Court
that the Provincial Legislature was not
conpetent under Entry 48, List IIl, Sch. VIl of
the Governnment of India Act, 1935, to inpose
tax on the supply of materials used in such a
contract treating it as a sale. The decision of
the Court did not rest upon any peculiar
character of a building contract. It was held on
the larger ground canvassed in that case, that
the expression 'sale of goods’ within the
nmeani ng of relevant |egislative entry had the
same connotation as 'sale of goods’ in the
I ndi an Sal e of Goods Act, 1930, and therefore
the State Legislature had no power to enact
| egislation to | evy tax under Entry 48 of List 11
in respect of transactions which were not of
the nature of sales of goods strictly so called;
and a building contract not being a transaction
in which there was a sale of materials by the
contractor who constructed the building, the
State was not conpetent to enact legislation to
i mpose tax on the supply of nmaterials used in
a building contract treating it as a sale. It was
therefore, held that the definition of sale in the
Madras Ceneral Sales Tax Act | X of 1939 was
to the extent of the extension invalid.
6. I n Gannon Dunkerl ey & Conmpany’s case
([1999] S.CR 379.), the validity of s. 2(h)(ii) of
the Madras General Sales Tax Act, 1939, as
amended by Act XXV of 1947, in so far as it
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i ncl uded goods included in a works contract
fell to be determined, in the light of the
conpetence of the Provincial Legislature under
Entry 48, List Il, in Seventh Schedul e of the
CGovernment of India Act, 1935. Under the
Constitution the relevant entry conferring

| egi sl ati ve power upon States to tax sal e of
goods in Entry 54, List Il. As the scheme of
di vision of |egislative power under the
Constitution has remai ned unaltered, the
principle of Gannon Dunkerley’'s case ([1999]
S.CR 379.), applies in adjudging the validity
of the provisions of the Madhya Pradesh Act 4
of 1958.

7. Cbnsunptlon by an owner of goods in

whi ch he deals is therefore not-a sale within
the nmeaning of the Sale of Goods Act and
therefore it i's not ' sale of goods’ within the
neani ng of Entry 54, List Il, Schedule VII of
the Constitution. The |egislative power for

l evying tax on sal e of goods being restricted to
enacting legislation for |evying tax on
transacti ons which conformto the definition of
sal e of goods within the neaning of the Sale of
Goods Act, 1930, the extended definition

whi ch includes consunmption by a retail dealer

hi nsel f of motor spirit or lubricants sold to
himfor '"retail sale’ is beyond the conpetence
of the State Legislature. But the clause in the
definition in Section 2(1) "and includes the
consunption by a retail dealer hinself or on
his behalf of notor spirit or lubricant sold to
himfor retail sale" which is ultra vires the
State Legi sl ature because of lack of

conpet ence under Entry 54 in List |I, Schedul e
VIl of the Constitution is severable, fromthe
rest of the definition, and that clause al one
must be declared invalid."

The traditional concept of sale was stressed upon and
reference was nmade to M's Gannon Dunkerley’s case (supra)
for the purpose of interpreting true inport of the expression
"sal e of goods".

In that view of the matter, the judgment of the High

Court does not warrant any interference and the appeal 'is

di sm ssed. However, it is nade clear that if the tax conponent
has been passed on to the subsequent purchases clai mfor
refund shall not be entertained. But where it has not been so
passed on and has been deposited with the authorities, the
sanme shall be adjusted against future demands, if any.

The appeal is dismissed. No costs.
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