
Inverted Duty Structure – 
Anomalies removed, but is it enough?



Introduction

The basic structure of GST was to attain paradigm shift from ‘partial input credit’ to ‘seamless flow of credit’. GST 
was introduced with a four-tier tax structure, meaning thereby that multiple permutations remained for input and 
output rates. Another divergent feature in GST was proposal to allow refund in case of Inverted Duty Structure 
i.e. cases where GST rate on inputs is higher than GST rate on final products. However, as simple as it may 
sound, this concept of Inverted Duty Structure refund has aggravated multiple complications for taxpayers. The 
unfortunate part is that most impacted taxpayers are ones which manufacture goods attracting GST of 5% and 
12%, rates reserved for goods of mass importance. 

Controversy 

While legislative provision allowing for refund in case of Inverted Duty Structure is contained in Section 54 of the 
Central Goods & Services Tax Act, 2017, the refund formula which has attracted controversies is contained in 
Rule 89(5) of the Central Goods & Services Tax Rules, 2017 (‘CGST Rules’). The formula is

Further, Explanation appended to Rule 89(5) provides that Net ITC shall only mean ITC availed on inputs. 
Therefore, by using the word ‘input’ in the Explanation, refund under inverted duty structure was restricted only 
to the inputs and no refund was allowed for ITC accumulated on account of input services and capital goods.

This restriction of not allowing refund in respect of ITC on input services / capital goods was challenged on 
multiple grounds, including being ultra-vires of Section 54. The Supreme Court settled the issue in favour of the 
revenue in case of UOI v. VKC Footsteps India Private Limited, 2021-VIL-81-SC. The Apex Court concluded 
that refund is admissible only on inputs and not on input services.

A very important part of the decision of the Supreme Court was that it acknowledged inequities tied to the 
formula. It observed that the formula makes faulty presumption that output tax payable on supplies has been 
entirely discharged from ITC accumulated on account of inputs and there has been no utilisation of ITC on 
input services. Owing to the same, the Supreme Court urged GST Council to reconsider the formula and make 
necessary policy corrections, not going to the extent of setting it aside for being non-workable or ambiguous. 

Amendment in formula 

Recently, in lieu of recommendation in 47th GST Council Meeting, amendment has been brought in formula 
of refund under Rule 89(5). The revised formula is factoring utilisation of ITC on account of inputs and input 
services for payment of output tax on inverted rated supplies, in same ratio in which ITC has been availed on 
inputs and input services during said tax period [Refer Notification No. 14/2022 – Central Tax dated July 5, 
2022]. The substituted formula is as under:



The revised formula will provide some respite to taxpayers who have accumulated ITC on account of Inverted 
Duty Structure, as it will increase refund amount to some extent. The same is illustrated with an example:

Hence, change in formula is a welcome measure and should improve working capital of the taxpayers due to 
higher refund eligibility.



Parting thoughts – controversies to continue?

One of the first question which taxpayers should pose is whether revised formulae will be applicable to refunds 
for erstwhile period (prior to amendment) or not. The same is specifically in light of observations of Court in 
VKC’s decision that the formula in itself is unequitable and should be amended. Further, when meaning of Net 
ITC was changed back in 2018, same was done retrospectively from July 2017. Hence, it is only equitable that 
amendment in formula adjusting for ITC on input services being utilized is also done retrospectively. 

It is also worth noting that the legislature has done this amendment by way of substitution in Rule 89(5), and 
Courts on multiple occasions have interpreted ‘substituted’ to imply new provision existed in statute book from 
date of commencement of statute itself and has given retrospective effect to such amendment. 

Another mid-way for taxpayers in this regard might be to consider retroactive applicability of amended formula, 
meaning thereby that it will not apply to refunds already granted but will apply to refunds to be filed post amendment 
(even though for past period). However, this seems to be an uphill battle, since department is expected to dispute 
any stand which results in higher refund to taxpayers. 

Further, another open question is that GST Council has limited its thought process to utilisation of ITC on 
input services for output tax liability and has still not considered utilisation of ITC on capital goods for the 
same (1refer last column of Illustration above). Taxpayers with Inverted Duty Structure should file representation 
before GST Council as such exclusion only leads to increased accumulation, and ultimately increased prices for 
end consumers. The true intent of the formula will be achieved only when ITC on capital goods is also suitably 
adjusted. 
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