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LIQUIDATED DAMAGES

Schedule II of the CGST Act, 2017 prescribes activities or transactions which 
are treated as supply for the purpose of levying tax. Sl. No. 5 (e) provides 
taxing an agreement to do or to not do something i.e., agreeing to an 
obligation to refrain from an act, or to tolerate an act or a situation, or to do 
an act. This is a very open ended entry which when liberally read could 
include any act of a person to be brought under the tax net. A similar 
provision was also provided for under Section 66E (e) under the erstwhile 
service tax law which also uses the exact wording. This being the scenario, 
there were several demands of Service Tax and now under GST for damages 
or compensation awarded to parties which were deemed taxable as they 
were agreeing to an obligation or tolerating an act, for example, an 
employee leaving an office before the end of his/ her contract. Further, sever-
al advance rulings were also issued in GST and held that liquidated damages 
are taxable.

While the Courts have held that mere receipt of money without a valid 
contract cannot be held as a service/ supply, a rather narrow view was taken 
up and many demands were confirmed for receipt of liquidated damages as 
the same was held to be tolerating the act of the other party breaching the 
contract.. In fact, the Hon’ble Madras High Court, in the case of M/s. GE T&D 
India Limited Vs. Deputy Commissioner of Central Excise, Chennai [2020 
(35) G.S.T.L. 89 (Mad.)], held that an amount recovered from an employee 
from quitting the company without serving their notice period is not the 
employer tolerating the act of the employee but imposing cost upon such 
employee for the act. Such notice pay in lieu of sudden termination does not 
give rise to rendition of service either by the employer or employee and set 
aside the notice.
 
Under the GST regime as well, as discussed above, the said provision exists 
under Schedule II and it has been argued time and again that notice pay/ 
damages received cannot be treated as tolerating an act. Damages are 
awarded/ received when there is a breach of contract and is a provision in 
the contract itself wherein the parties to the contract agree to compensate if 
one of the parties to the contract breach the terms of the same. .  

- P. Sai Makarandh
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LIQUIDATED DAMAGES

However, the essence of the contract was never to breach the contract but to 
perform the contract, and merely because one of the party is compensating 
the other for breach  of contract, the party receiving damages was held to be 
tolerating the act of the other party breaching the contract . However, 
performance of contract is one of the cardinal principles of the contract. 
Liquidated damages are put in place to ensure that the parties to the 
contract do not breach the terms of the contract. The same reasoning is now 
provided for by the Department vide Circular No. 178/10/2022- GST dated 
03.08.2022. 

While the above position was argued many times, it was not accepted by the 
Department. However, with the advent of the above Circular, the position is 
now finally clarified. Forfeiture of earnest money/  liquidated damages are 
stipulated in such cases not as a consideration for tolerating the breach of 
contract but as a compensation for the losses suffered and as a penalty.  
Such payments being merely flow of money are not a consideration for any 
supply and are not taxable.

7.1.4 In  this  background  a  reasonable  view  that  can  be  
taken  with  regard  to  taxability  of liquidated damages is 
that where the amount paid as ‘liquidated damages’ is 
an amount paid only to  compensate  for  injury,  loss  or  
damage  suffered  by  the  aggrieved  party  due  to  breach  
of  the contract  and  there  is  no  agreement,  express  or  
implied,  by  the  aggrieved  party  receiving  the liquidated 
damages, to refrain from or tolerate an act or to do anything 
for the party paying the liquidated damages, in such cases 
liquidated damages are mere a flow of  money from 
the party who causes breach of the contract to the party 
who suffers loss or damage due to such breach. Such 
payments do not constitute consideration for a supply 
and are not taxable
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When Neil Armstrong said “It’s a small step for a man, a giant leap for 
mankind” to his colleagues on their moon-landing or when the revolutionary 
Martin Luther King Jr spoke “I have a dream” to a myriad gathering, they 
would have hardly known that these quotes would be etched in history. 
When we celebrate our 75th Independence day today, I honestly feel that, we 
should take few minutes sojourn from our cob-web routines, and read this 
historical speech by the then Prime Minister Mr. Jawaharlal Nehru on the eve 
of Indian Independence.
When read without any bias or mudslinging, to me, this speech is one of the 
greatest renditions of all-time, worth a read at least once in a lifetime, and that 
too for a citizen and his country, seeking redemption and direction on its 
Platinum Jubilee.
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Long years ago we made a tryst with destiny, and now the time comes when 
we shall redeem our pledge, not wholly or in full measure, but very 
substantially. At the stroke of the midnight hour, when the world sleeps, India 
will awake to life and freedom.

A moment comes, which comes but rarely in history, when we step out from 
the old to the new, when an age ends, and when the soul of a nation, long 
suppressed, finds utterance. It is fitting that at this solemn moment we take 
the pledge of dedication to the service of India and her people and to the still 
larger cause of humanity.

At the dawn of history India started on her unending quest, and trackless 
centuries which are filled with her striving and the grandeur of her success 
and her failures. Through good and ill fortune alike she has never lost sight of 
that quest or forgotten the ideals which gave her strength. We end today a 
period of ill fortune and India discovers herself again.

The achievement we celebrate today is but a step, an opening of opportunity, 
to the greater triumphs and achievements that await us. Are we brave 
enough and wise enough to grasp this opportunity and accept the challenge 
of the future?

Freedom and power bring responsibility. The responsibility rests upon this 
assembly, a sovereign body representing the sovereign people of India. 
Before the birth of freedom we have endured all the pains of labour and our 
hearts are heavy with the memory of this sorrow. Some of those pains 
continue even now. Nevertheless, the past is over and it is the future that 
beckons to us now.

That future is not one of ease or resting but of incessant striving so that we 
may fulfil the pledges we have so often taken and the one we shall take 
today. The service of India means the service of the millions who suffer. It 
means the ending of poverty and ignorance and disease and inequality of 
opportunity.

The ambition of the greatest man of our generation has been to wipe every 
tear from every eye. That may be beyond us, but as long as there are tears 
and suffering, so long our work will not be over.

And so we have to labour and to work, and work hard, to give reality to our 
dreams. Those dreams are for India, but they are also for the world, for all the 
nations and peoples are too closely knit together today for anyone of them to 
imagine that it can live apart.
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Peace has been said to be indivisible; so is freedom, so is prosperity now, and 
so also is disaster in this one world that can no longer be split into 
isolated fragments.

To the people of India, whose representatives we are, we make an appeal to 
join us with faith and confidence in this great adventure. This is no time for 
petty and destructive criticism, no time for ill will or blaming others. We have 
to build the noble mansion of free India where all her children may dwell.

The appointed day has come – the day appointed by destiny – and India 
stands forth again, after long slumber and struggle, awake, vital, free and 
independent. The past clings on to us still in some measure and we have to do 
much before we redeem the pledges we have so often taken. Yet the turning 
point is past, and history begins anew for us, the history which we shall live 
and act and others will write about.

It is a fateful moment for us in India, for all Asia and for the world. A new star 
rises, the star of freedom in the east, a new hope comes into being, a vision 
long cherished materialises. May the star never set and that hope never 
be betrayed!

We rejoice in that freedom, even though clouds surround us, and many of our 
people are sorrow-stricken and difficult problems encompass us. But 
freedom brings responsibilities and burdens and we have to face them in the 
spirit of a free and disciplined people.

On this day our first thoughts go to the architect of this freedom, the father of 
our nation, who, embodying the old spirit of India, held aloft the torch of 
freedom and lighted up the darkness that surrounded us.

We have often been unworthy followers of his and have strayed from 
his message, but not only we but succeeding generations will remember this 
message and bear the imprint in their hearts of this great son of India, 
magnificent in his faith and strength and courage and humility. We shall 
never allow that torch of freedom to be blown out, however high the wind or 
stormy the tempest

Our next thoughts must be of the unknown volunteers and soldiers of 
freedom who, without praise or reward, have served India even unto death.

We think also of our brothers and sisters who have been cut off from us by 
political boundaries and who unhappily cannot share at present in the 
freedom that has come. They are of us and will remain of us whatever may 
happen, and we shall be sharers in their good and ill fortune alike.
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The future beckons to us. Whither do we go and what shall be our 
endeavour? To bring freedom and opportunity to the common man, to the 
peasants and workers of India; to fight and end poverty and ignorance and 
disease; to build up a prosperous, democratic and progressive nation, and to 
create social, economic and political institutions which will ensure justice and 
fullness of life to every man and woman.

We have hard work ahead. There is no resting for any one of us till we redeem 
our pledge in full, till we make all the people of India what destiny intended 
them to be.

We are citizens of a great country, on the verge of bold advance, and we have 
to live up to that high standard. All of us, to whatever religion we may belong, 
are equally the children of India with equal rights, privileges and obligations. 
We cannot encourage communalism or narrow-mindedness, for no nation 
can be great whose people are narrow in thought or in action.

To the nations and peoples of the world we send greetings and pledge 
ourselves to cooperate with them in furthering peace, freedom 
and democracy.

And to India, our much-loved motherland, the ancient, the eternal and 
the ever-new, we pay our reverent homage and we bind ourselves afresh to 
her service. 

- Jawaharlal Nehru

Jai Hind!  
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