
Dilemma of Inverted Duty 
Refund – The Road Not Taken!
“The law is not a brooding omnipotence in the sky but a pragmatic instrument of social order”
                                                                                                                         -   Justice Krishna Iyer



In 2017, GST was introduced with the objective of eliminating cascading effects of multiple prevalent taxes, 
ensuring seamless flow of Input Tax Credit (‘ITC’), and creating a common national market. While GST heralded 
a new Indirect Taxation regime addressing many complexities of earlier regime, it did not fully address challenge 
of accumulation of ITC on account of ‘Inverted Duty Structure’. 

‘Inverted Duty Structure’ though not defined under the Central Goods and Services Tax Act, 2017 (‘the Act’), 
covers a situation where ITC is accumulated because of tax on inputs being higher than tax on output. While 
GST law allowed refund of unutilized ITC in such situation (not permitted in earlier Excise or Service Tax laws), 
refund is allowed only on inputs and not on input services and capital goods.

The taxpayers challenged exclusion of input services from purview of ‘Inverted Duty Structure’ refunds before 
multiple High Courts. The divergent judgments of the Gujarat and the Madras High Courts in cases of VKC 
Footsteps India Private Limited1 and TVL Transtonnelstroy Afcons Joint Venture2 complicated the issue 
further. All these cases went to the Supreme Court which has settled this issue recently in case of UOI v. VKC 
Footsteps India Private Limited3. The Apex Court has concluded that refund is admissible only on inputs and 
not input services.

The authors vide this Article, have discussed underlying issues and correctness of this judgment in the light of 
express provisions of GST law.

First proviso to Section 54(3) – Is it a restriction or condition of eligibility? 

The taxpayers challenged constitutional validity of Section 54(3) of the Act and Rule 89(5) of the Central Goods 
and Service Tax Rules, 2017 (‘the Rules’). Section 54(3) allows refund of unutilised ITC. Clause (ii) of first proviso 
to Section 54(3) envisages circumstance of grant of refund where ITC is accumulated on account of Inverted 
Duty Structure on inputs thereby excluding accumulation on account of input services. 

As per taxpayers, first proviso reads as ‘Provided that no refund of unutilised ITC shall be allowed in cases other 
than’. Further, clause (ii) of proviso commences with expression ‘where’. Cumulatively, language of this proviso 
clearly indicates that it refers to a case / situation / circumstance in which a taxpayer becomes eligible for refund 
of unutilised ITC. It does not restrict refund to particular category of goods. To the contrary, the revenue viewed 
it as a restriction on entitlement to refund. As per the revenue, refund of unutilised ITC is only allowed in cases 
envisaged in the proviso viz. Inverted Duty Structure on inputs and nothing beyond. 

The Supreme Court whilst agreeing with the revenue’s arguments, upheld vires of Section 54(3) of the CGST 
Act and Rule 89(5) of the CGST Rules. The Court interpreted the proviso as restrictive in scope and not merely 
condition of eligibility. The Court observed that refund on input services was not admissible under Section 54(3).

In Authors’ view, the Apex Court incorrectly treated proviso as a restriction. The Court grossly failed to appreciate 
that Section 54(3) is a complete code in itself, setting out conditions for eligibility of refund. Further, proviso to 
Section 54(3) allowed refund of ‘any unutilised ITC’ without discriminating any goods and services. Consequently, 
refund on input services is available.
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Constitutional validity of Rule 89(5) of the Rules vis-a-vis Section 54(3) of the Act

The taxpayers challenged vires of Rule 89(5) on the ground that being subordinate legislation, it transgressed 
contours of parent legislation viz. Section 54(3). The taxpayers contended that while the Act allowed refund in 
all cases, Rule 89(5) excluded input services from scope of ‘Net ITC’ for computation of refund. In contrast, the 
revenue argued that Rule 89(5) was within contours of restriction placed under Section 54(3).

The Apex Court on its earlier conclusion that the parent statute restricts refund to inputs, upheld constitutionality 
of Rule 89(5) being in line with Section 54(3).

The Authors differ with conclusion that Rule 89(5) is in line with Section 54(3) as Section 54 does not restrict 
availability of refund but only puts forth circumstance or situation eligible for refund. Rule 89(5) travelled beyond 
Section 54(3) and in garb of fixing formula, restricted refund only to inputs. A delegated legislation must restrict 
itself to mode or manner of implementation of Act. Therefore, restriction created by Rule 89(5) is ultra vires, 
unconstitutional and bad in law.

Conclusion

In a year marred with volatility in trade and rising costs, this issue had significant prominence for industry as 
significant funds remain blocked through accumulated ITC. While upholding validity of Rule 89(5) vis-à-vis 
Section 54, the Apex Court acknowledged anomalies in formula like fact that tax on inverted rated supply might 
also be paid by utilising ITC on input services etc. Consequently, it urged GST Council to re-consider formula 
provided under Rule 89(5).

With this ruling, the industry has again failed in testing judicial review of fiscal laws as the Supreme Court 
failed to define correct boundary. The Authors differ with the Court’s conclusion that refund on input services is 
not available. It is noteworthy that if the legislature felt dichotomy in statutory provisions pursuant to contrary 
High Court rulings, it was well within its power to review the provision and set right these anomalies through 
retrospective amendment. In nutshell, just like other contentious issues, fate of this issue has also been decided 
by the Apex Court. 
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