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Executive Summary

1. The taxation of goods and services in India has, hitherto, been characterised as a
cascading and distortionary tax on productiogsulting in misallocation of resourceand
lower productivity andeconomic growth. It also inhibitgoluntary compliance Therefore, it
is necessary to replace the existing indirect tax system by a new regime which would foster

the achievement of the following objectives:

(@) Theincidence of takallsonly on domesticonsumption;

(b)  The efficiency amh equity of the system isptimized;

(c) There should be no export of taxes across taxing jurisdictions;

(d)  The Indian market should be integrated into a single common market;

(e) It enhancesthe cause of cooperative federalism. (Para 2.1)
2. A well designed¥alue added tax on all goods and servi@@ST)s the most elegant
method of eliminating distortions and taxing consumption. Under this structure, all

different stages of produatn and distribution can be interpreted as a mere tax pass
GKNRdzZZIKS yR GKS GFE SaaSydiartte waaaodiaqQ 2y

(Para 2.2)
3. CKS WTtil gftSaaQ D{¢ NBO2YYSYRSR o0& dza O2YL

i. It should be adual levy imposed concurrently by the Centre and the States, but
independently to promote cooperative federalism. (Para 2.4)

ii. Both the Central Goods and Services Tax (CGST) and the State Goods and Services
Tax (SGS$Ehould be levied on a common and identical base. (Para 2.4)

ii. The Centre and the States should adopt a consumgjpe GST that is, there
should be no distinction between raw materials and capital goods in allowing input

tax credit. (Para 2.7)

! Reference to GST in this Report includes both CGST and SGST
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iv. The tax base should comprehensively extend over all goods and services upto the
final consumer point. (Para 2.7)

v. There should be no classification between goods and services in law so as to ensure
that there is no classification dispute. (Para 2.7)

vi. The GST should be structured on the destination principiea result, the tax base
will shift from production to consumption whereby imports will be liable to both
CGST and SGST and exports should be relieved of the burden of goods and service
tax by zerorating. Consequentlyrevenues will accrue to the State in which the
consumption takes place or is deemed to take place; (Para 2.13)

vii.  The computation of the CGST and SGST liability should be based on the invoice credit
method i.e., allow credit for tayaid on all intermediate goods or services on the
basis of invoices issued by the supplier. As a result, all different stages of production
and distribution can be interpreted as a mere tax pds®ugh, and the tax will
SFFSOGAGSE & Wa (iphod (within Zhg taxing yjolisfictiod ZTiist Wil
facilitate elimination of the cascading effect at various stages of production and
distribution. (Para 2.16)

vii. The CGST and SG®duldbe credited to the accounts of the Centre and the States
separately. Since the CGST and SGST are to be treated separately, taxes paid against
the CGST should be allowed to be taken as input tax credit (ITC) for the CGST and
could be utilized only againghe payment of CGST. The same principle will be
applicable for the SGST. Cross utilization of ITC between the CGST and the SGST
should not be allowed. (Para 2.16)

ix. Full and immediate input credit should be allowed for tax paid (both CGST and SGST)
on all purchases of capital goods (including GST on capital goods) in the year in which
the capital goods are acquired. Similadyy kind of transfer of the capital goods at
a later stage should also attract GST liability like all other goods and services

(Para 2.18)

X.  Ordinarily, there should not be any exemption from CGST or S@8ever, i for

some reason, it is considered necessary to provide exemption, the Centre and the
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States should draw up a common exemption which should be restricted to the
following:;

a. All public services of Government (Central, State and
municipal/panchayati raj) including Civil administratiohgalth
services and formal education services provided by Government
schools and collegefefence, Paranilitary, Police, Intelligerec and
Government DepartmentsHowever, public services will not include
Railways, Post and Telegraph, other commercial Departments, Public
Sector enterprises, banks and Insurandeealth and education
services

b. Any service transactions between an emploged employee either
as a service provider, recipient or vice versa;

c. any unprocessed food articlewhich is covered under the public
distribution system should be exempt regardless of the outlet
through which it is soldand

d. education servicesprovided by non-Governmental schools and
collegesand

e. health serviceprovided by norGovernmental agenciegPara 2.26)

xi.  The SIN;goods comprising of emission fuels, tobacco products and alcohol should
be subject to a dual levy of GST and excise. No input crediicstbe allowed for
excise.However, industrial fuels should be subjected only to GST (both Central and
State) with the benefit of input credit like any other intermediate good.

(Paras 2.27 to 2.32)

xii.  all inter-state transactions in goods and sees should be effectively zero rated by
adopting the Modified Bank Model. (Paras 3.1 to 3.19)

xiii.  the consignment sales and branch transfers across states should be subject to
treatment in the same manner as if it was a irgate transaction in the rtare of

sale between two independent dealers. (Para 3.20)
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xiv. the function of all state border check posts should be reduced to checking
contrabands by setting up large scanners for trucks to pass through without any
need for physical verificationthe cost of the scanners should be entirely borne by
the Central Government. All cheglosts should be jointly manned by both States so
as to reduce the number of chegosts and enhance efficiency in the road
movement of goods. (Para 3.20)

xv. Keeping inview the compliance cost and administrative feasibility, small dealers
(including service providers) and manufacturers should be exempted from the
purview of both CGST and SGST if their annual aggregate turnover (excluding both
CGST and SGST) of all gants services does not exceed Rs.10 lakh. However, like
in most other countries, those below the threshold limit may be allowed to register
voluntarily to facilitate sales to other registered manufacturers/dealers, limit
competitive distortions and avoidhéquities. Further, the threshold exemption limit
should be uniform for both CGST and SGST and across S{#esas 2.61 and 2.62)

xvi.  Further, with a view to reduce administrative and compliance burden, small dealers
with annual aggregate turnover @oods and services between Rs.10 lakh to Rs.40
laki? may be allowed to opt for a compounded levy ofie percent each towards
CGST and SGST. However, no input credit should be allowed against the
compounded levy or purchases made from exempt dealers. (Para 2.63)

xvii.  Certain high value goods comprising of (i) gold, silver and platinum ornaments; (ii)
LINEOA2dza &adG2ySaT FYyR OAAAO0 odzZ fA2ya oKSN
prone to smuggling due to high tax incidence thereby generating negative
externalities in terms of social and economic disorder. Therefore, we recommend
that dealers in such high value items may, subject to the threshold exemption but
without the ceiling of Rs. 40 lakh, also be allowed to opt for the compounded levy of

one percent, each towards CGST and SGST. (Para 2.64)

2 The limit of Rs 40 lakh is based on the consideration that dealers with turnover of Rs 40 lakh or more are
subject b tax audit under the Income Tax Act, 1961 and therefore they would suffer fromany additional
burden in terms of documentation under the GST.
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xviii. ~ The existingexemption upto Rs.1.5 crores of turnover for smaitale industries

should not be continued under the GST frameworkowever, in order to inspire

confidence of the small scale industry in theasn&ST framework, the scrutiny/audit

of the small scale industry should be conducted only by the state tax administration.
The enforcement by the State tax administration would be adequate to even deal
with CGST evasion. (Paras 2.66 and 2.7

XiX.  The area based exemption in respect of CENaTId not be continuedunder the

GST frameworkln case it is considered necessary to provide support to industry for
balanced regional development, it would be appropriate to provide direct
investmentlinked cash subsidy. (Para 2.74)

xX.  Since the GST is designed to ensure that all producers and distributors are treated as
complete passthrough and exports are zenated, thereshould be no exemption
for the developers of, or units in, the Specialdmmic Zones (Para 2.75)

xxi.  The tax regime for power sector, vehicles, goods and passengers, financial services
and the real estate and housing services sector should be reformed and integrated
into the GST framework along the lines summarized in the paphg 4 to 7 and
explained in detail in Chaptdt.

xxii. Therate of CGST andsSTon all nonrSIN goods and servicebould befixed at a

single positive rateof 5 per cent and 7 per cent, respectively. addition, there

should be azero rate applicable to all goods and services exported out of the
country. (Paras 5.9 and 5.79)
xxiii. ~ The following central taxes should be subsumed in the EGST
a. Central Excise Dufyncluding Alditional Excise Duti¢s
b. Service Tax;
c. Additional Custom§ dzié 6 02YY2yfteé NBFSNNBR (2
d. Surcharges and all cesses

(Para 2.11)

% This is consistent with the proposal of the EC in their Discussion paper dé'tetpﬁOZOOS.
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xxiv. The following State level taxes, as also recommended by the Empowered
Committee (EC) in its discussion paper datell pril, 2008, should be subsumet i
the SGST:

VAT/Sales Tax (including Central Sales Tax and Purchase tax);

o o

Entertainment tax (other than levied by local bodies);

o

Entry taxes not in lieu of Octroi;
d. Other Taxes and Duties (includes Luxury Tax, Taxes on lottery,
betting and gambling, andll cesses and surcharges by States);

Since all taxes on goods and services, levied by the Centre or the States, should be
subsumed in the GST, the following other taxes levied by the States on goods and
services should also be subsumed:

I Stamp duty;

ii.  Taxeon Vehicles;

lii.  Taxes on Goods and Passengers; and

iv.  Taxes and duties on electricity. (Para 2.11)

xxv. Any amount collected through these taxes on the SIN goods should not be subsumed
either in the CGST or the SGST. Similarly any amount which is collected as
tax/fee/charge/cess which is essentially in the nature of a user charge for supply of
goods and services (including environmental goods and services) also should not be
subsumed under the CGST or SGST. Further, both Centre and the States should take
steps b consolidate all taxes (other than proposed GST) on the SIN goods as a single
levy termed as Central Excises and State Excises, respectively. (Para 2.11)

xxvi.  All entry and Octroi duties levied by the thitiér of Government must be abolished.

(Para 2.11)

4, The power sector must form an integral part of the comprehensive GST base
recommended by us over which both the Central and State Governments would have
concurrent jurisdiction. The tax regime for the power sector should be the same as in the

case of any other normal good. The electricity duty levied by the States should be subsumed
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in the SGST. Article 278 and Article 288 of the Constitution should be amended to enable
levy of GST on supply of electricity to Government at all levels liketaey normal goods.

(Para 2.35)
5. The tax on vehicles and the tax on goods and passengkrged by the State
Governments should be subsumed in the GST. All transport equipments and all forms of
services for transportation of goods and services by railways, air, road and sea must form an
integral part of the comprehensive GST base recommenuedis over which both the
Central and State Governments would have concurrent jurisdiction. The tax regime for the
transport equipments and transport services should be the same as in the case of any other

normal goods. (Para 2.38)

6. The consumption of financial serviceshould be comprehensively taxed under the

GST framework on the basis of the full taxation method. (Paras 2.39t0 2.41)

7. Thereal estate sectorshould be integrated into the GST framework by subsuming
the stamp duty on immovable properties levied by the States to facilitate input credit and
eliminate cascading effect. The new GST regime for immovable property transactions and
real estate services should be designed on the lines of the comprehensive taxatioodne

Therefore, the new regime would comprise of the following elements:

a. The GST should apply for all newly constructed property (both residential
and commercial). If it is selfsed by the person who constructed it, the GST
should be applied on theost of construction. If it is sold or transferred, the
GST should be applied on the consideration received at first transfer or sale.
In both cases, credit should be allowed in respect of input tax paid on raw

materials used in construction.

b. Rental charge received (excluding imputed rental values) in respect of
leasing of immovable property used for both residential and commercial

purposes should be charged to GST. Input tax credit would be allowed only in
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respect of input tax paid on goods and servicesdifor maintenance. No
input tax credit should be allowed in respect of tax paid on construction or
acquisition of the property or tax paid on improvements there#dl

secondary market transactions in immovable properties (whether
constructed before oafter the introduction of GST) should be liable to GST.
However, if the property has been constructed after the introduction of GST,
the GST should be levied on the resale value and input tax credit should be
allowed in respect of the GST paid upon condfian or purchase of the
property after making adjustment for inflation. If the property has been
acquired by the seller before the introduction of GST, the GST should be
levied on the difference between the sale price and the cost of acquisition
and improrements thereto. In such cases, no input tax credit would be
allowed.

c. The adjustment for inflation may be made on the basis of the same inflation
index as provided for the purposes of determination of capital gains under
the Incometax Act, 1961.

d. The newregime will also be subject to the threshold exemption of
Rs.10,00,000/ for small businesses thereby eliminating the problem of
excessively large number of landlords seeking GST registration.

e. Immovable property will also include land and, therefore, tr@wvnregime
will also be applicable to land transactions. However, where land is used for
construction of a property, it will be treated as an input. In such cases, the
GST paid in respect of land will be allowed as input tax credit in the same
manner as ther inputs used in construction.

f. The State Governments would continue to perform essential asset registry
functions, and enforces property rights associated with them. These
functions are comparable to those of a depository on the markets. The
registraton fees can be interpreted as user charges for these records

keeping functiong; which justify small charges. The imposition of large scale

Executive Summary Pageviii



Report of the Task Force on Goods and Services Tax
Thirteenth Finance Commission

indirect taxes through registration and stamp duties constitutes a case of
erroneous tax policy. Therefore, Stateayncontinue to levy a registration

fee at a specific rate not exceeding Rs 1000 per transaction in immovable
property, which is merely a user charge for the IT systems used in property

registration.

Since the new regime will impart greater transparencyotlgh market mechanism, it will
also strike a major blow to the underground economy. Therefore, it is imperative that the
reform of the present system of taxation of immovable property transaction and real estate

services forms an integral part of the progeal GST design. (Paras 2.42 to 2.48)

8. In the context of the GST, it is necessary to resolve the problem relating to the
treatment of inter-state sales/transfersn a manner that the incidence of the tax falls on
the consumption of commodities without any distortionary cascading effect and the
revenue accrues to the State where the final consumer is locataéter analysing the
various Models, we recommend a Méidd Bank Model, which comprises, inter alia, of the

following functional components:

(1) In the course of intestate B2B supply, the seller in the origin State shall
collect the SGST leviable on the transaction from the buyer in the destination

State as if the sale was within the origin State.

(i) The seller would issue an invoice to thayer indicating the details of the
transaction (including the date of the transaction) and his business

identification number (BIN).

(i)  The seller shall use the input SGST for payment of the output SG&¥hon
intra-state and interstate transactions. To the extent total output SGST is in
excess othe input SGSTthe sameshall bepaid into any of the authorised
bank in the prescribed manner. This will ensure aadjfistment mechanism

for input credit thereby minimizing the need for issue of mds.
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(iv)  The buyer in the destination State shall make use of the SGST so paid in the

State of origin for making payment of output SGST in the destination State.

(v) All registered dealers across the country shall pay the sum due as CGST and
SGST to theredit of the Central Government and all other States within one

week from the end of the month to which the sale transactions relate.

(v)  The Central Government and State Governments shall jointly identify a nodal
bank to receive the collection of CG&nd SGST by collecting banks. The
nodal bank will also receive all information relating to purchase and sale by

registered dealers.

(vi)  The nodal bank shall host the IT infrastructure, provide payment gateway to
all banks in India and provide screbased upload or file upload facility for

receiving payment and transaction information.

(vii) It would be mandatory for all registered dealers to make the payment by
electronically furnishing Form No. GEWhich would be a combined monthly

payment andeturn form for all intrastate and interstate transactions..

(iX)  As far as the registered dealer is concerned, he would be required to make a
single paymentof the aggregate of all sums due to the Centrelall other
States. Even though he would have collected tax in the Origin State for inter
state transactions with buyers in a number of destination States, he can fulfil
his obligation of directly remitting the tax so collected to all the destination
states through a single payment made along with the electronic furnishing of
Form No. GST This mechanism will have the benefit of extremely low

compliance cost.

(x) It would be mandatory for all registered dealers to make electronic payment
of CGST anché SGST by electronically remitting it in to the RBI, SBI or any

authorized bank.
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(@)  The procedure for making payment of CGST and S&8Tfurnishing
information relating to transactions of both purchases from and sales to

registered dealers in Form NGST shall beasexplainedin para3.12.

9. It is now welrecognised thattax administration is tax policy. An inefficient tax
administration will not be able to provide the requisite level of deterrence thereby leading

to non-compliance and under performance of the tax regime. Therefore, the full potential of
the pure tax regime will remain unaéised. Hence, the structure, design and the business
process of the tax administration is an important factor in the determination of the revenue
performance. The Central Board of Excise & Customs (CBEC) shall be responsible for
implementing the CGST atite State Tax administrations will be separately responsible for
implementing the SGST. The various tax administrative functions such as assessment,
enforcement, scrutiny and audit should be undertaken by the CBEC in respect of the CGST
and by the State taadministration in respect of the SGST subject to our recommendation
on smakscale industries. | 2 6 SGSNE FTNRBY | Gl ELI &8 SNR& LISN&
enforcementprocedures under CGST and SGST shomuichiform.The Central Government

shall establisra common IT infrastructure which will serve the needs of both CGST and
SGST. (Para 4.8)

10.  The jurisdiction between the CBEC and the State Administration may be divided
between the two in such manner that the interface of the taxpayer isfioed to one tax
administration only. The basis for division could be turnover or any other criteria which is

considered reasonable so that the compliance and administrative burden is minimized.
(Para 4.8)

11. All persons with annual aggregate turnowar goods and services exceeding Rs.10

lakh (excluding CGST and SGST) should be required to register and obtain a GST registration
number. Persons with lower turnover may be allowed an option to regisibe GST
registration number should be a twelve digilpha numeric number. The first ten digits

should be the alphaumeric Permanent Account Number (PAN) followed by a space and
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two more digits indicating the state code. This number scheme should be publicised widely
and should be selfjenerated after otaining a PAN. (Para 4.4)

12.  The unit of taxation for the purposes of GST should be persons as defined under the
Income Tax Act. Consequently, for the purposes of CGST, all production units/branches of a
person located anywhere in the country vbk treated as a single taxable entity eligible for
CGST input credit across units/branches. Similarly, for the purposes of SGST, all production
units/branches of a person located anywhere within the State will be treated as a single

taxable entity eligite for SGST input credit across units/branches in that State.

13. The payment of tax and the transaction reporting should rhade through a
combined payment and transaction reporting statemémtForm No. GSIT This statement
should detail all businegs business transactions relating to sales. This statement should be
common for both CGST and SGST compliance and it should be mandatory to file this
statement electronically on a monthly basis while making payment of t&tesVAT period
should be a caledar month. (Para 4.8)

14.  The administration of thitevy should be based on audited accourdad not on the
basis of any form of physical contro&nce the tax base will be common, there should be a
common appellate authority. Similarly, theAuthority for Advance Rulinghould also be
common. Best international practices should be embedded in the Ce@d8dl, particularly

in respect of laws relating to levy of penalties, and circumstances and method of
prosecution. No authorityshould have any power to make preventive detention for the
purposes of CGST and S@%dcedures for collection of both the CGST and SGST should be

uniform. (Para 4.8)

15.  Another important element of the taxpayer information base is MAT invoice

which forms the primary source of information and therefore a crucial control document of
VAT. In an invoice based VAT system, the issue of invoices in the proper form is an essential
part of the procedure for imposing and enforcing the VATherefore, it should be

mandatory fora supplier making a taxable supply to another taxable person to provide a
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VAT invoice with that supply or the payment for it. The requirement should be enforceable
by some penaltyThe VAT invoice should be standardised acrdsstates so as to contain a

minimum of information about the supply being invoiced. (Para 4.6)

16. The choice of a single or a multiple VAT ratesxisemely critical to the efficiency
and performance of the GST. In terms of best international practice, recent experience
shows that the preference of the policymakers is for adoption of a single rate as it is more
efficient. Therefore, we recommenohe_positive rate each for CGST and SGST on all goods
and servicesln addition, thereshouldbe azero rateapplicable to all goods and services

exported out of thecountry. (Para 5.9)

17.  One of the crucial issues relates to the determinationhd tate of CGST and SGST.
Since the GST is primarily intended as an exercise in reforming the consumption tax in India
and not an exercise for additional resource mobilisation through discretionary changes, the
CGST and SGST rates should be such ratek wbuld yield the same revenue as collected
from the various taxes which will be subsumed in the CGST and, #$T, it should be a

WE gSy dzS ySdmiidngv® NI 1SaQ (Para 5.17)

18.  Usingthe fiscal year 20008 as the base year for calailon of the RNRwe first
estimate the GST base under five different methodehese methods are (i) Subtraction
Indirect Method; (i) Consumption Methe@lask Force Estimate; (iii) Consumption Method
NCAER Estimate; (iv) Shome Index Method; and (iv) Rewtathod. The various estimates

of the GST Base f@007-08 are summarized in Tabl®. TheTask Force estimate of the GST

Base using the Consumption method is the highest3{®43,077 crores whereas the
Shome Index method provides the lowest estimatd. dther estimates fall within this

range. Since the five estimates are differeng use their averagéRs 3125,325 crore} as

the size of the comprehensive GST base for ZW®Tor the purposes of estimating the RNR.
Since the tax base for both the CGST and the SGST are proposed to be identical, we use the

same tax base for calculating the RNR for both levies. (Paas 5.22 to 5.75)
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19.  Given the estimate of the GST Base and the level of central taxes which are intended
to be subsumed in the GST, we estimate the RNR for the CGST at 5.0 percent. Similarly, the
RNR in respect of the state levelHakes which are proped to be subsumed in the SGST is
estimated to be 6.0 percenfTherefore, the combined RNR is estimated to be 11 percent.
Incidentally, this estimate is the same as estimated by Poddar and Bagchi in their pioneering
study published in November, 200Theseestimates do not factor in the revenue gains

from increased compliance and GDP. To the extent, the flawless GST will reduce cascading
effect, there will be significant increase in the corporate profits and hence corporate tax
collections.Hence in actualpractice, the RNR of 11 percent will be revenue positive.
However, all entry and Octroi taxes by state governments and other -rsafonal
Governmentsare also proposed to be abolisheficcordinglyjt is imperative to provide for

an alternate buoyant soge of revenue to the thirdier of Government.Hence, we

recommend the following:

i.  The rate of CGST and S@8Hll norSIN goodshould be fixed athe single

rate of 5 percent and 7 percent, respectively

ii. A formulabased devolution of aamount equivalenhto collection of SGST at
2 percentage pointshouldbe madeto the third-tier of Government after an
appropriate Constitutional Amendment;

iii.  The formulashould bebased on the recommendations of the State Finance
Commission.

iv.  Pending Constitutional Amendmgrthe collection from 7 percent SGST shall
accrue to the State Government and devolution to the tHiet Government
should continue to be made on the basis of the recommendations of the
State Finance Commission.

v. Both the Central and the State Governmemhay continue to levy taxes, in
addition to the CGST and SGST, on the variousSiidrgoods as at present.

(Paras 5.76 t0 5.79)
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20.  High import tariffs, excises and turnover tax on domestic goods and services have
enormous cascading effects, leading to a distorted structure of production, consumption
and exports. The existing tax system introduces myriad distortions which favour some
goods and services at the expense of others. These distortionsigedfttient resource
allocation and consequently,inferior GDP growthThe ntroduction of the GSWill bring
Fo2dzi | YI ONRSO2y2YAO RAODGARSYR o0& wWwlhBwzOAy 3

I NBF ReéylFrYAO STF¥SOG&a¢ 2F OFalOlRAy3I GFEFGAZ2Y
indirect taxation by removing the many distortionary features of giresent indirect tax
system.The switchover to a flawless GST will have significartreegonomic effectsThe

overall macroeconomic effect of reduction in economic distortions due to GST would be to

It would provide an impetus to economic growth. Using CGE Model, the NCAER study
commissioned by the Thirteenth Finance Commission estimakes impact of the

introduction of a GST which would eliminate all taxes on production and distribution and

rest on final consumption only. The study is based on two important assumptions of full
employment andthat 50 percent of indirect taxes remain embesldR | YR WA G A O]
LINE RdAzZOGA2Y YR RAAGNAOdzOAZ2Y ® ¢ KaSompréehdzRise O2 y Of
GSTin India will lead to efficient allocation of factors of production thus leading to gain in

GDP and exports. This would translate into enhanaszhemic welfare and returns to the

factors of production, i.e. land, labour and capital. The gains in real returns to land range
between 0.42 and 0.82 per cent. Wage rate gains vary between 0.68 and 1.33 per cent. The

real returns to capital would gaininK'S NJ y3S 2 F n & drurthdr, yhe studgpt n LIS
Ffaz2 akK2ga OGKFG Waorokd gdodsSand beivited y6 expectedDdetéris
LI NAodza> G2 LINPGARS 3JlFAya G2 LYRAFQ&A D5t

Qx
No

The corresponding changm absolute values of GDP over 2008 is expected to be

between Rs42,789 crore and Rs. 83,899 crore, respectively. (Paras 7.1 to 7.5)

21. These additional gains in GDP, originating from the GST reform, would be earned
during allyears in future ove and above the growth in GDP which would have been
achievedotherwise. The present value of the G&form induced gains in GDP may be

computed aghe present value of additional income stream based on some discount rate.
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Assuminghe longterm real rate of interesof about 3 per centas the discount rate,he

present value ototal gain in GDFs computed as between Rs. 1,469 thousand crores and
2,881thousand crores. The corresponding dollar values are $325 billion and $68 dill
asmuchasonthirdtooneK £ ¥ 2F (GKS O2dzy i N®Qa @P&a7.6F 2 N (K

22. Gains in exports are expected to vary between 3.2 and 6.3 per cent with
correspondingabsolute value range as Rs. 24,669 crore and Rs. 48,661 croretdraper
expected to gairsomewhere between 2.4 and 4.7 per cent with corresponding absolute

values rangingpetweenRs. 31,173 crore and Rs. 61,501 crore. (Para 7.11)

23.  The benefit to the poor from the implementation of GST will flow from two sources:

first through increase in the income levels and second through reduction in prices of goods
O2yadzYSR o6& UGUKSY®dP ¢KS LINRPLI2aSR agAidOB2 @SN i
viewed as prepoor and not regressive. Hence, the switchover will improve the vertical

equity of the indirect tax systenSimilarly, to the extent it will impose a higher burden on

the informal economy by reducing the cascading effect, the switchexkralso improve

horizontal equity. (Para 7.22 and Para 7.29)

24.  Prices of agricultural commodities and services are expected to rise. Most of the
manufactured goods would be available at relatively low prices especially textiles and
readymade gaments. The prices of agricultural goods would increase between 0.61 and
1.18 percent whereas the overall prices of all manufacturing sector would decline between
1.22 and 2.53 percent. Consequently, the terms of trade will move in favour of agriculture
between 1.9 to 3.8 percentThe increase in agricultural prices would benefit millions of
farmers in India. Similarly, the urban poor will also benefit from new employment
opportunities. With regard to the food crops the poor would continue to remain secured
through the public distribution system. The prices of many other consumer goods are
expected to decline. These include sugar; beverages; cotton textiles; wool, silk and synthetic

fibre textiles; and textile products and wearing apparel. (Paas 7.24, 7.27 and 7.28)
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25. The changeover to GST is designed to be revenue neutral at existing levels of
complianceDA Sy (KS RSaiaday 2F (KS WTil gt SaaqQ D{¢
be pass through for the GST. Therefore, this poimgjative should witness a higher
compliance and an upsurge in revenue collections. This will also have an indirect positive
impact on direct tax collections. Further, given the fact that GST will trigger an increase in
the GDP, this in turn would yielddher revenues even at existing levels of compliance.
Another important source of gain for the Government would be the savings on account of
reduction in the price levelsf a large number of goods and services consumed by the
Government. However, to the xéent, the Central Government will be required to
incentivise the states to adopt the GST, there will be an increase in the budgetary outgo.
Given the smallness of the size of the compensation, it is expected that there would be a net
gain in the tax revemes. This should enable the Central Governmenbdter manage its
finances (Para 7.31 and 7.32)

26. As regards the State Governments, in the first year of implementation of GST and
phasing out of the Stamp duty, the States should expelditional revenues to the extent of

Rs 70,000 crores (excluding the incentive amount). However, in the subsequent years this
gain would diminish on account of the phasing out of stamp duty but will be more than

adequately compensated as compliance s&amproving. (Para 7.33)

27. Under the proposed GSihe expansion in the power of the States is significantly
larger than the CentreTherefore,the proposed GST will alter the balance of power in

favour of the states thereby reducing the vertiaakialance. (Para 7.36)

28. The GST envisages a mechanism whereby both the Centre and the States will cease
to have any independent power to make changes in the design and structure once agreed
upon. The existing mechanism for arriving at a collectiveisiien on the structure of the

GST should be permanently institutionalised so that changes in the initial design of the GST
are collectively agreed and implemented by both the Centre and the States. The
Empowered Committee of State Finance Ministers magnuthe introduction of the GST,

be transformed into a permanent constitutional body known as the Council of Finance
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Ministers. This Council shall comprise of the Union Finance Minister and all State Finance

Ministers. The Union Finance Minister wouldthe Chairman of this Council
(Paras 8.11 and 8.12)

29. The Council should be responsible oty modification in the initial design tfie

dual GST and regulating the indirect tax system in the country. The initial design of the dual
GS should be approved by the Chairman and thf@erth of the State Finance Ministers.
Thereafter, any change in the structure of the GST (both base and the rates) should be
allowed to be carried out only if the Chairmand two-thirds of the State Finance Ministers
agree to do so. Consequently, neither the Centre nor any State will have the authority to
unilaterally make any change in the agreed design of the GST. However, in the event of a
crisis, the Member State or the Gtee may take immediate steps to impose a surcharge
subject to expost facto approval by the Council within one month. Further, such surcharge

should not be allowed to remain in force beyond a period of one year. (Para 8.13)

30. We do not expect any revele loss to the States on account of the switnler to
GST. However, with a view to incentivising the States and establishing a credible mechanism

for deciding on compensation claims, if any, we recommend the following:

i) A GST Compensation Fund shoulcctEated under the administrative control of
the Council of Finance Ministers

i) The Central Government shall transfer to the GST Compensation Fund a
minimum sum of R6000 crores per annum over the next five yeérs. a total
amount of Rs 30,000 crores) &nd only if, the States
a. AYUONRRdzOS (GKS WFtlgtSaaqQ D{¢ & NBO
b. follow the road map, as suggested by us, for its introduction;

iii) The amounts in the Fund shoube usedonlyfor the following purposes:
a. To compensate the states for angvenue loss on account of the adoption of

GKS WTil gfSaaqQ D{c¢T

b. The balance, if any in the Fund, to be carried forward to the subsequent year;
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c. The balance, if any remaining at the end of the fifth year, to be distributed
amongst the states on the basis ofettsame formula used for distributing
resources in the divisible pool.

iv) The amount will be transferred in quarterly instalments.

v) The amounts shall be disbursed by theouncil on the basis of the
recommendations by a three member Compensation Committee comprising of
the Secretary, Department of Revenue, Government of India, Secretary to the
Council and any fiscal expert appointed by the Central Government for this
purpose.

vi) No ontribution to the Fund shall be made by the Central Government in any
year in which the States fail to adhere to the roadmap for implementation of the
GST.

vii) The methodology to be used for estimating the revenue loss and the
compensation shall be decided the Council.

(Paras 9.3 t0 9.6)

31. The States should also be liable to a penalty in case they deviate from the agreed
design and structure of the GST. (Para 9.8)

32. Since the design of the GST will also impact the indirect tax system @ehtal
Government, it is necessary for the Central Government to play a more proactive role in this

effort. Towards this, the leadershigf the Union Finance Ministewould be vital This will

LINE GARS (GKS ySOSaalNE AYL®YiAzidQ27T @PKOIDLEE DS&E &
33.  On account of lack of adequate preparednefise implementation of the GST
scheduled for T April, 2010 should bepostponeal by six months to % October, 2010.

However, the Council should release a timeline of various activities for introduction of GST

simultaneously with the announcement for postponement. (Para 10.6)

34. All taxes on goods and services including cesses and surchargesalethedState

and subnational level should be subsumed in the SG3dwever, if for some political
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economy reasonst is considered expedient to introduce the GST in a phased way, we

recommend the phasing in the following manner:

a) In the year 201641, allelements of the Flawless GST recommended by us
whereby
i. the single CGST rate should be 5 percent and the corresponding SGST
rate should be 7 percent; and
ii. Transactions in immoveable property.e real estate and housing
sewvices) should be brought withthe fold of GST; and
lii. Stamp dutymay not be subsumed but the rate of stamp duty in all
states should be calibrated so as not to exceed 4 percksta result,
transactions in real estate will be subject to a dual levy like in the case
of SINgoods
b) In the year 201112, same as (a) above, with the modification that the rate of

stamp duty should be reduced to 2 percent; and
C) In the year 201213, same as (a) above, with the modification that

i.  Stamp duty should be eliminated and replaced by a Registratien Fe
at a specific rate;

ii. the revenues attributable to 2 percentage point out of the 7
percentage point of SGST should be set apart for devolution to the
third-tier of Government and the revenues from the balance 5
percentage points will remain with the Sta@overnment so that the
third-tier of Government have a interest in the efficient functioning of
the GST and do not have to impose any cascading taxes like cess,
entry tax or Octroi.

(Paras 10.3t0 10.10)
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CHAPTERI

Introduction

1.1 In 2004,analysng the structure of the prevailing indirect tax system both at the
Central and State levethe Task Force on Implementation of the Fiscal Responsibiiity
Budget Management Act, 20880 a S NIJ S igh irapiért tériffsgekcises and turnover tax

on domestic goods and services have enormous cascading effects, leading to a distorted
structure of production, consumption and exports. This problem can be teféde
addressed by shifting the tax burden from production and trade to final consumption, and
from savings to consumption. The existing tax system introduces innumerable distortions
resulting in inefficient resource allocation and adversely impacting GD®th. It also
provides an incentive to firms to engage in political lobbying for exemptions and favourable
modifications in the tax schedule. The Indian consumer is known to be remarkably sensitive
to apparently small changes in relative prices. Toal of a rational tax system is to
empower household® engage in undistorted decision making, driven by their own needs
and preference®¢ ® | O OtBeNFagkyFareeRE O2 Y Y S ¥y R & Rwell (id&sigiied d
destinationbased value added tax on all goods aedvies is the most elegant method of
eliminating distortions and taxing consumption. Under this structure, all different stages of
production and distribution can be interpreted as a mere tax ghssugh, and the tax
SaasSyidal tte wa ptbrOgitkinhe 2aying furisylidtidh TOe2efore,dné Task
Force recommendedhe introduction of adestination based VAT typdual Goods and

{ SNIAOSa ¢l E OKSNBIFGSNI NEBTFSNNBR (2 Fa wWD{¢C

1.2 In general,the recommendationwas viewedas the ultimate golabut there was

OSNIFAY RS3INBS 2F &aO0SLIWIAOAAY | 02dzi 6 KSUGKSNJI

4 Report of theTask Force on Implementation of Fiscal Responsibility and Budget Management Act, 2003,
Government of India (July, 2004)
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GST. Experts, in particular, were of the view that the dual GST was an idea whose time had

not come.

1.3 By mid2004, the State Governments were alreadgt an advance stage of
preparation for a switch over from the cascading type sales tax paréal VAT regime
which was eventually introduced with effect from thé&' April, 2005. The VAT has two
basic rates of 4 percérand 12.5 percent. There is an exempted category and a special rate
of 1 percent for a few selected items. The items of basic necessities and goods of local
importance are put under the exempted category. Special rate of 1 percent is applicable for
Gold, silver and precious stones. The 4 per cent rate applies to other essential items and
industrial inputs. The 12.5 percent is residual rate of VAT applicable to commodities not
covered by other schedules. There is also a category with 20 percent floorfréd®, dut

the commodities listed in this schedule will not be subjected to VAT. This category covers
items like motor spirit (petrol, diesel, and aviation turbine fuel), liquor, &thile input

credit is availablefor intra-state transactions, no such estit is available for intestate
transactions. Therefore, the VAT, like its predecessor the Sales tax, continues to be
characterised by narrow base, plethora of exemptions, multiple rate structure and cascading
effect on account of break in the inpgtedt chain The introduction of VAT is, at best,

G2RRf SNDR&a GSyulraAgdS adSLI d2¢6F NRa AYRANBOIU

1.4 As a step towards the eventual introduction of the GS1e Centre also took
immediate steps to integrate the CENVAT and the services tax anddeipa scope of the
service tax in a phased mann&ecognising the need for a giant leap to cleanse the indirect
tax system of its distortionary impact on the economyetFinance Ministerwhile
presenting the Union Budg&006:07, set April 1, 2010 abe date for introducing GST and
requested the Empowered Committee of State Finance Ministers to work with the Central

Government to prepare a road map for introduction of GST in India.

*4Cfl 6t Saaé D{¢ YSIya I D{¢ gKAOK Kla Iff (K
6 Haryana was the first State totroduce the partial VAT regime in 2003.

(0p))
w
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1.5 The Thirteenth Finance Commission has been mandated to make recommendations
after considering the impact of the proposed implementation of (R8T with effect from

the 1% April, 2010including its impact on foreign tradeFor this purpose, it is necesgdn

know the structure of the Goods and Services Tax which will be in place. The authority to
RSaA3dy GKS &a0GNHzOGdzZNBE 2F (GKS D{¢ az2RSftf 22Aylif
Finance Ministers and the Central Governmélitie Empowered Committdarought out its
preliminary views on the design of the GST ipaper of April, 2008 and the Union
Government gave its response to these proposals. After further consultations, the
Empowered Committee presented the first discussion paper in November9. 200he

contours outlined in this paper do not adequately advance the cause of indirect of tax
reforms due to a number of infirmities. This initiative seems to be an amalgam of
compromises and continued fear of possible revenue losses and adverse inmpe w

income groups. Clearly, there are a number of important unresolved issues relating to the
design of the GST and resolving these will need further discussions between Central and
State Governments. Hopefullipy providing comprehensive discussiof the issuesthis

Report of the Task Force will make useful contribution towards the Union and the State
D2OSNYyYSyia NBIFIOKAYy3 &dzOK | WINIYR oHNAIFAYQ

India

741 a2RS8t YR w2l R al Ll T2 NVien@d tREEmpoyidted CEiiitdeOfState ¢ | E Ay
CAYlyOS aAyAaiaSNBReé:E bSg 5SEtKAZ !'LINAf onZ HAny®o®
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CHAPTER

Goods and Services Tax: The Model

2.1 In the absence of a firm Model of the GST, it is necessaryddo construct a
comprehensive Model in the light of the roadmap prepared by EC, the views expressed by
the Central Government, the ongoing discussion on unresolved issues and besttioteaha
practice. Therefore, the Group seeks to design the Model in such manner as viaatket

the achievement of the following objectives:

(@  The incidence of takallsonly ondomesticconsumption;

(b)  The efficiency amh equity of the system isptimized,;

(© There should be no export of taxes across taxing jurisdictions;

(d) The Indian market should be integea into a single common market;

(e) It enhancesthe cause otooperativefederalism.

2.2  With a view to attaining theobjectives setout above we recommenda VAT type
Goods and&rvicesTax (GST) In the context of the design of the GSJome ofthe

important issuesre discussed in the following paragraphs

a. Single GST versusDual GST

2.3 In a federal country like India where the power to tax domestic trade is divided
between the Central Government and the State Government, the designing of a destination
based GST becomes extremely complicatedl. conventional national G&TEannot be
implemented without the States losing their fiscal autonomy. However, this is not feasible
AAYyOS NB@YSydzSa FTNBY {GlFraS !¢ | O02dzyd F2NJ
Therefore, the solution has to be found within the existing federal framework wheth

levels of Governments have the concurrent powers to tax domestic trade in goods and

services.

® This refers to a single National level GST to be levied and collected by the Central Government.
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2.4 In view of the above, we recommend the following:

(@ The GST will be a dual levy imposed concurrently by the Centre and the
States, but independeit. It will have two components: one levied by the
Centre (hereinafter referred to as CGST), and the other levied by the States
and Union Territories (UTs) [henaifter referred to as SGST].

(b) Both the CGST and SGST will operate over a common baagkis, the base

will be identical.

b. Type of GSTz Consumption, income or production

2.5 There are three possible variants of VAT, depending upon what naggegate the
government wants to tax: gross income, net income or consumptiagrods product type
VATtreats both consumption and capital formation as final uses of the good; hence capital
goods purchased by the dealer would not be treated as inputs. Input tax credit will not be
available on taxes paid on capital goodsnéome typeVATwould give credit for tax paid

on current inputs and tax paid on capital goods to the extent attributable to depreciation of
capital goods, in any given year. Credit for tax on capital goods will therefore be spread over
the life of the capital goodA consumption type VATgoes a step further in that only final
consumption is treated as the final use of a good; full credit, therefore, is given for taxes

paid on capital goods as well, in the year of purchase.

2.6 The consumption base has been a muclvotaed tax base from both the
perspective of economic neutrality and ease of administration. It is also the only VAT that is
equivalent to a retail sales tax, in that it restricts the burden of the tax to final consumption
goods. In effect, the tax is onlyn the pure value added within the production stage in
guestion. Consumption VATs are also the easiest to compalietaxes previously paid on
purchases from other firms to be simply subtracted from taxes due on sale. No distinction
needs to be drawn beteen capital goods and other inputs, and no depreciation need be
computed. Consumption, it is argued, is also a broad measure of the ability to pay taxes,
much like income. Furthermore, it excludes savings from the base, hence does not

discourage investment
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2.7  From an economic growth perspective, both the income and gross product VAT have
an anttinvestment bias. This is all the more significant in countries that impose substantial
income taxes. An income tax taxes saved income and hence investment teneeas the
income is being earned and again as the rewards for saving appear as interest and profit,
which are again taxed. Since income tax is fairly well established in India, we recommend

that-

(@8 The Centre and the States should adopt a consumptioe 3T, i.e. there
should be no distinction between raw materials and capital goods in allowing

GST credit. Only this GST variant is equivalent to a retail sales tax.

(b)  The tax base of both CGST and SGST should comprehensively extealdl over
goods and servicesgoing up to the final consumer (retail level), reflecting the

tax base of a typical consumption VAT.

(c) Since the tax base will extend to all goods and services, no distinction will be
maintained between goods and services. A registered dedlebe required
to collect taxes on every invoice irrespective of whether the supply is for
goods or services. Therefore, no classification of goods and services should

be provided for in law. This will eliminate all classification disputes.

2.8 In the course of discussion with officials in the Department of Revenue a view was
expressed that in the context of service tax, it should be levied on all services but there
should be a positive list of such services. This view was based on the considdratitmet

assessing officer feels comfortable in levy and collection of tax if he knows exactly on which

servicethe levy ibeing imposed.

2.9 In this context, we would like to point out théitstly, it is not possible to draw up a
positive list which is all comprehensive. Invariably there would be gaps in the base.
Secondly it would lead to classification disputes thereby imposing higher compliance and
administrative burdenThirdly, with the introdudion of the GST no distinction is required to

be made between goods and services. Therefore, the issue relating to separate taxation of
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services does not ariséourthly, under the GST regime, it is not necessary for the assessing
officer to know what heIsould be taxingThe design should be so structured that he would
need to know that all supply transactions will attract GST except those prescribed. Since the
negative list is intended to be a very small list, it would not be difficult for him to adraimist

In the case of a positive list, the assessing officer must familiarize himself with a much
longer list and any gap in his knowledge base could lead to erroneous judgement.
Therefore, we are not inclined to agree with the view of the Department of Reven
officials that the taxation of services should be based on a positive list. Accordingly, we
recommend that all goods and services should be subject to tax other than those specified

in the negative list.

2.10 Inview of the fact that the CGST and SGST are intended to be levied on consumption
of all goods and services, these two taxes must subsume all taxes presently levied on various
goods and services by the Centre and the States, respectively. For the ¢mirpbs
identifying the taxes which needs to be subsumed in the CGST and @& &Ttommend

that the following principle$ shouldbe adopted:

(@) Taxes or levies to be subsumed should be primarily in the nature of indirect
taxes, either on the supply of gde or on the supply of services.

(b)  Taxes or levies to be subsumed should be part of the transaction chain which
commences with import/manufacture/production of goods or provision of
services at one end and the consumption of goods and services at tee oth

(c) The subsummation should result in free flow of tax credit at the intra and
inter State levels.

(d)  Any tax/fee/charge which is in the nature of a user charge for supply of goods
& services should not be subsumed under the GST.

°In general, these principles are consistent with the principles laid down by the EC in their Discussion Paper
dated 38" April, 2008.
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2.11 Based on the aforesaid principlege recommenadhe following:

a. The followingcentral taxes should be subsumed in the C&ST
1. Central Excise Dufincluding Alditional Excise Dutigs
2. Service Tax;
3. RRAUGAZ2Y I [/ dzaG2Ya 5dzie 602YY2yf e
4. Sucharges and all cesses
b. The followingState level taxesas also recommended by thEmpowered
Committee(EC)in its discussion paper dated B@pril, 2008, should be
subsumed in the SGST:
i. VAT/Sales TaXincluding @ntral Sales Taxand Purchase
tax'));
ii. Entertainment tax (other than levied by local bodies);
iii.  Entry taxes not in lieu of Octroi;
iv.  Other Taxes and DutiéscludesLuxuryTax, Taxes on lottery,
betting and gambling and all cesses and surcharges by
Stated'?

c. Sinceall taxes on goods and services, levied by the Centre or the States,
should be subsumed in the GSfie following other taxes levied by the
States on goods and services should also be subsumed:

I.  Stamp duty;
ii. Taxes on Vehicles;
iii. Taxes on Goods and Passengarsl

iv. Taxes and duties on electricity.

°This is consistenwith the proposal of the EC in their Discussion paper datéWil,2008.

" The Discussion Paper dateo‘h?@pril, 2008 released by the Empowered Committee indicates that Purchase

Tax will be subsumed by the SGST. However, the Discussion Paper releagdNovember, 2009 indicates

GKFG t dzNOKIF &S ¢l E gAff y20 068 adzoadzySR o6& GKS {D{¢d ¢
a retrograde step in the reform of indirect taxes. We recommend that the purchase tax should be subsumed in

the SGST.

'2This does not include (i) Stamp Duty,(ii) Taxes on Vehicles, (iii) Taxes on Goods and Passengers, and (iv)

Taxes and Duties on electricity.
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d. Any amount collected through these taxes on the SIN goods should not
be subsumed either in the CGST or the SGST. Similarly any amount which
is collected as tax/fee/charge/cess which is essentially in the nature of a
user charge for supply of goods and servi¢esluding environmental
goods and servicesglso should not be subsumed under the CGST or
SGST. Further, both Centre and the States should take steps to
consolidateall taxes (other than proposed GSDn the SN goodsas a
single levy termed a€entral Excises and State Excisespectively.

e. All entry and Octroi duties levied by the thitier of Government must
be abolished?

2.12 For the purposes dahis Report the set of taxes which the EC has recommended for
being subsumed in the SGST will be refeneasd 9-d | E Sindady, thelarger set of
taxes which we have recommended for being subsumed in the SGST will be réteasd
a¢iCr ESae o

C. Origin ver sus Destination Principle

2.13 A GSTcan be implemented under either the origin or the destination principle.
Under the former, theGSTis imposed on the value added of all taxable products that are
produced domestically; under the latter, theSTis imposed on the value added of all
taxable products that are consumed domestically. Obviously, the two principles are identical
in a closed economy. In an open economy, the difference between them lies solely in their
treatment of imports and exports:xports are taxed but imports are not under the origin
principle, while just the converse holds under the destination principle. It is important to
note that the distinction between the two principles is based on the location of production
and consumptionln view of our recommendation fa consumptiortype GSTand the need

for increased international competitiveness, we recommeimat -

3 This has already been done by all States other than Maharashtra.
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a. the GSTshould be structuren the destination principleAs a result, the tax
base will shift from production to consution whereby imports will be
liable to tax and exports will be relieved of the burden of goods and service
tax. Consequently,revenues will accrue to the State in which the
consumption takes place or is deemed to take pjace

b. international exports shoulbbe zero rated,;

c. international importsshouldbe subject to both CGST and S@She time of
importation irrespective of whether or not the imported goods are produced
domestically

d. SGST on B2B importsosiid be collected by the same agency which collects
the CGST and ehld be remitted to the state in which the place of
destination of the imports is located regardless of where the goods enter the
country. However, the place of destination may be defined to mean the
address of the importer on the importwoice; and

e. SGST on B2C importssid be collected by the same agency which collects
the CGST and shld be remitted to the state in which the place of residence
of the person importing the goods is located regardless of where the goods

enter the country.

d. Method of Computation

2.14 There are essentially three methods of computing VAT liability: addition method,
subtraction method and the credit method (also known as the invoice method). The
principal debate concerning choice of methods in computing VAT liability is normally
restricted to the credit and subtraction methods. The credit method requires that the

amount of VAT charged be explicitly stated on the invoice associated with any taxable
transaction. The amount of tax a dealer submits to tax authorities is simply the difference
between the tax he collected on his sales and the tax he paid on his purchases. Under the
ddzo i NI OlGAz2y YSiGiK2RZ SI OK RSIfSNDa& GFE €Al 6Af

rate to the difference between his total sales (inclusive of the VAT elemdns sales price)

10
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and his total purchases (inclusive of the VAT element in his purchase price). Hence, unlike
the credit method, the amount of VAT connected with a taxable transaction is not required

to be explicitly stated on the associated invoice.

2.15 The credit method therefore, is more transparent, whereby the effective tax rate on
any commodity is easily identifiable as the rate applicable to the last transaction in that
commodity. In the case of the subtraction method, the rate of VAT is noaraggly
indicated and to this extent there is a loss of transparency. Further, since the effective rate
under the subtraction method is a weighted average of the rates at the various stages, there
could exist an incentive to shift value added to the stagéh the lower tax rate. This kind

of tax distortion needs to be avoided.
2.16 In view of the above, we recommend that

I the credit method should be adopted for computation of the VAT
liability.

il. The computation of the CGST and SGST liability will be lmasé¢de
invoice credit method i.e., allow credit for tax paid on all intermediate
goods or services on the basis of invoices issued by the supplier. As a
result, all different stages of production and distribution can be
interpreted as a mere tax pasrough, and the tax will effectively
WAGAO1Q 2y TFAYIl O2yadzYLIiA2y 6AGKA
facilitate elimination of the cascading effect at various stages of
production and distribution.

Iii. The CGST and SGST are to be credited to the acaufuthts Centre and
the States separately.

V. Since the CGST and SGST are to be treated separately, taxes paid
against the CGST should be allowed to be taken as input tax credit (ITC)
for the CGST and could be utilized only against the payment of CGST.
Thesame principle will be applicable for the SGST.

11
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V. Cross utilization of ITC between the CGST and the SGST should not be
allowed.
e. Treatment of capital goods

2.17 In the past, a number of countries, introduced accelerated depreciation or
investment allevance to compensate for domestic trade taxes paid on capital goods. With
the gradual introduction of VAT and the feasibility of extending credit for VAT on fixed
assets:* depreciation rates were rationalised. Later in some countries, VAT was used to
slow down the development of capital intensive production processes. To this end, they
disallowed the credit for the VAT on fixed assets (defined as all assets which ard subjec
depreciation) and nomaterial assets, like technical kndvow. The case for allowing full

and immediate credit for the VAT on capital goods rests on several arguments:

1. Depending on the capital intensity of the production process, the VAT on
fixed assets enters into the price, causing uneven effects on consumer prices.

2. Any kind of restriction on full and immediate credit for VAT on fixed assets
deters investment and hampers technological change, unless it can be fully
shifted forward to casumers>.

3. Limiting the credit for VAT on fixed assets in any manner results in increased
cost of exports thereby undermining international competitiveness. Hence, it

serves as a disincentive to exports.

4, Capital goods need to be defined thereby dneg scope for considerable
disputes.
5. Denial of immediate credit for VAT on capital goods leads to implicit taxation.

This is further aggravated if excess credits are not refunded but must be

14 Other reasons for rationalizing tHepreciation rates were significant control over rate of inflation in the price
of capital goods and reduction in corporate tax rates.

5> However, forward shifting is unlikely if competing imports can be sold without the element of tax on capital
goods.

12
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applied against VAT on future sales. Further, in the fadeflaition, the real
value of the tax credits carried forward declines rapidly becoming equivalent
in effect to a tax on fixed assets. Any denial of full and immediate credit for

the VAT on capital goods violates the neutrality of VAT.

2.18 Therefore, inrecent years, most countries have introduced a full and immediate
credit for the VAT on capital goods applied for the purpose of registered businesses. Under
the Central Excise Act, credit for CENVAT paid on capital goods or CVD on imported capital
goodsis spread over two years resulting in the kind of distortions discussed above. The
rationale for this spread over is essentially loss in revenues. The estimated total credit for
CENVAT paid on capital goods and CVD on imported capital goods #020@3Rs. 8,500

crore and could be expected to increase to about Rs. 9,000 crore irn@®ince the credit

is allowed over a period of two years, the loss in revenues is, therefore, estimated to be
Rs.4,500 crore and restricted to the transitional year omdpwever, in the context of
revenue gain from reduction in depreciation rates proposed in the section on corporate tax,
the impact on revenue could be fully absorbed. In the light of the arguments in support of
full and immediate credit for VAT on capitalogls and the revenue implications thereof, we
recommendthat-

I. Full and immediate input credit should be allowed for tax paid (both CGST
and SGST) on all purchases of capital goods (including GST on capital
goods) in the year in which the capital goods acquired and

il. any kind of transfer of theapital goodsat a later stage should also attract

GST liability like all other goods and services.
f. Exemption from GST
2.19 Suppliers of goods and services are either taxable or tax exempt. By definition,
SESYLIWiAz2zy NBtAS@Sa (GKS SESYLIW GNFRSNDa gt d
including capital goods are taxed. Exemption will therefore increase the amount of tax

finally paid on intermediate goodsthe opposite effect that the exemption was supposed

13
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to provide. In the case of final goods, exemption eliminates the tax on value added in the

final stage only. In other words, if a commaodity is exempt only at the retadl| then only

the retail level is freed of VAT. Although the retailer would not charge VAT on its sale, the
retailer would not be entitled to a credit for tax paid on the purchase of an exempt item. If a
commodity or service is zero rated, the zero ratedNJ RSN a @ f dzS I RRSR A a
trader receives a credit for the tax paid on the purchase of materials and other inputs used.

Zero rating, in theory, is the only way to ensure that a product is truly free of VAT, since any

tax paid would be crdated on the last sale. The considerations influencing the choice
between zero rating and exemption are:

(1) The desirability of freeing users of specific goods or services completely from
VAT (as with zero rating), or only partially (as with exemption);

(2) The merits of excluding certain firms from the registration and filing of
returns. Even from the perspgee of firms themselves, there are conflicting
O2y&aARSNI GA2yad LT F FANVQa 3I22RaA | NB
register or file a return, but the prices of the goods sold by the exempt firm

will include the tax incurred by the exempt firrm @s purchases.

220 ¢KA& YI& 0S LI NILAOdz I NI & 202SO0GA2ylotS
receive credit for the embedded tax. In this case, exemption would place the exempt firm at

a competitive disadvantage.

2.21 If the objective is to haa broader tax base, however, exempting certain goods may
become preferable to zero rating them. In addition, the administrative burden of the zero
rating procedure can be onerous. Zeawating implies buildup or payout of refunds, which

may entail huge @ministrative costs, requiring verification and disbursement of refund
cheques. Furthermore, there is the issue of controlling evasion or fraud. Zero rating creates
an incentive for sellers to exaggerate the values of their final sales and to correspignding

inflate the value of taxable inputs purchases, in order to avail themselves of the refund of a

14
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larger input tax element. The resources needed to cadssck such claims can impose

additional and perhaps unsustainable demands on prevailing systems.

2.22 Further, tax exemptions are economically inefficient, inequitable, lead to revenue
loss, breed renseeking behaviour, increase compliance cost and enhance administrative
burden. The case for tax incentives is further weakened in the existing tax redime o

moderate tax rates.

2.23 In generala case is often made for exemptifigod on the consideration that the

levy of GST would have a significant impact on those living at or below the subsistence
levels.Food constitutes a large variety of items antempt at any definition will lead to
complexity in legislation. If the exemption is extended to all categories of food items, the
revenue base will shrink significantly and the standard rate would need to be substantially
higher. This would trigger demarsdfor other goods which form the consumption basket of
the poor.To the extent the poor consume other goods also, any increase in the standard
rate will also adversely affect them. Contrary to popular perception, food items are indeed
subject to tax at thestate level though at lower rates. As stated in earlier paragraphs, the
distribution channel for unprocessed food in the rural sector is either a direct sale by the
farmer to the final consumer in villageats or through small retail stores who would even
otherwise remain exempt because of the threshold exemption for dealer registration. A
lower rate for food in contrast to the relatively high standard rate would mean a two rate
structure and gradual expansion of the lower rate category as is the interrti
experience As a compromise, we recommend that any food item which is covered under
the public distribution system should be exempt regardless of the outlet through which it is

sold. This principle may be applied to other Hood items also.
2.24 In the case ohealth servicesthere are two approaches. The first approach is the

full taxation model whereby the health services form partlod comprehensivécST base

As a result, there is effectively zero tax liability in the case of publicly fuedbdidised
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health care facilities since input tax credit will be more than the output tax. As regards,
health care availed in other health care facilities covered by insurance, there would be no
additional burden on the consumer since the expenditure widog borne by the insurance
company and can be claimed as input credit. Essentially, there would be zero incidence of
GSTon health care. Consequently, there would be opportunities for reduction in the price of
health care. The second approach is the exaompapproach which does not allow for full
rebating of input taxes and therefore, effectively there is a significant element of GST
embedded in the price of the final health care. Therefore, while public may prefer
exemption, in reality it imposes a highéax burden particularly on the publicly funded
health care and for care provided in facilities covered by insurance. Since health services do
not form part of our sample used faalculation of our RNR in the later part of this Report,

the choice of themethod of treatment of health services will not impact the estimation of
the GST base and hence the RNR rate. Accordingly, we recommend that the choice may be

madekeeping in view the considerations discussed above.

2.25 The considerations discussed inetltontext of health services similarly apply to
education services except that these services are not covered by insurance. In fact, the
problem is more complex since the sector is more diverse covering child care facilities,
formal education (both schoohnd college levels), professional education, occupational
programs, diploma programs and recreational programs. Therefore, defining educational
servicesis more complex. However, given the multitude of schools and colleges in the
country and the disproporbnately large administrative burden, we recommend that the
educational services may be exempted from the levy of GST and such exemption should be

limited to formal education servicggovided byschools and colleges.
2.26 Keeping in view th@bovementioned economic and administrative implications of

exemptions and zero ratingve summarize ourecommendtions on exemption from GST

as under:
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a. Ordinarily, there should not be any exemption from CGST or SGSar
some reason, it is consideratecessary to provide exemption, the Centre
and the States should draw up a common exemption;

b. Thecommon list of exemption should be restricted to the following:

I. Al public services of Government (Central, State and
municipal/panchayati raj) including Wi administration, health
services and formal education services provided by Government
schools and collegefefence, Paranilitary, Police, Intelligence and
Government DepartmentsHowever, public services will not include
Railways, Post and Telegramither commercial Departments, Public
Sector enterprises, banks and Insurandeealth and education
services

ii.  Any service transactions between an employer and employee either
as a service provider, recipient or vice versa;

iii. any unprocessedfood article which is covered under the public
distribution system should be exempt regardless of the outlet
through which it is soldand

iv. education servicesprovided by non-Governmental schools and
collegesand

v. health servicegprovided by norGovernmental agencies

g. Treatment of petroleum products

2.27 One of the classes of products whose consumption needs to be checked to restrict
negative externalities is petroleum products. The entire range of petroleum products is
subject to multiple taxation at both the Centrahd State level. As a result, the incidence of
tax on products essentially used as intermediate inputs cannot be estimated and leads to a
cascading effect on downstream products. Consequently, it is necessary to rationalise the

tax treatment of petroleunproducts.
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2.28 The petroleum products can essentially be classified into two categories: (i) industrial
inputs or fuels such as crude ;djii) transportation fuels comprising oHSD, MS and ATF;

and (iii) household fuels comprising of kerosene anddfigd Petroleum Gas (LPGYhile
industrial fuels are intermediate inputdransportation fuels and kerosene (collectively
NEFSNNBER (2 I aared ®atibdth AL yiternfedizfef idpéit® and in final
consumption. Themissionfuelsgenerate negativexterndities, whose consumption needs

to be checked. Therefore, generally, such emission fuels are subject to an excise against
which no input tax credit is allowed in respect of inputs (including capital goods) used in the
manufacture of such fuels. Heawer, in large number of cases, such emission fuels are also
used as intermediates. As a result, the cascading effect of embedded input taxes is

significant.

2.29 In view of the above, the Task Force recommends a dual levy of GST and excise on
the entirerange ofemissionfuels. As a general rule, no input credit will be allowed to any
person in respect of GST on thmissionfuels sinceemissionfuels are predominantly used

in final consumption and has the potential for creating a flourishing marketaiting of
invoice and input tax credit. However, this general rule should be relaxed in the case of
consumption oftransportationfuels by the Ministry of Railways, the State Road Transport
Corporations, the Airlinegruckers, taxi operatorand a dealéef’ trading in these goods on

the consideration that the consumption is essentially intermediate in nature and the
unlikelihood of these entities indulging in purchase of bogus involdesiever, in the case

of truckers and taxi operators, the benefit of itax credit has the potential of misuse and
therefore credit may be allowed through the abatement mechanaty. Further, no input

tax credit in respect of excise would be allowed to ather person.

2.30 We also recommend that the industrial fuels should be subjected only to GST (both

Central and State) with the benefit of input credit like any other intermediate good.

'® For example, a dealer operating a petrol station will be allowed input credit in respect of GST on
petrol purchased by him from an oil marketing company.
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2.31 Both the Central and the State Governments may determine the appropriate

revenueneutral rate of excise in the case of emission fuels.

h. Treatment of tobacco goods and alcohol

2.32 Like emission fuels,laobacco goods and alcohol aeésoSINgoods”’. Therefore,

on the same analogy, we recommend a dual levy of GST and excise on the entire range of
these goods. As a general rule, no input credit will be allowed to any person in respect of
GST on these goods since they are predominantly used inchnaumption. However, this
general rule should be relaxed in the case of a dealer trading in these goods on the
consideration that the consumption is essentially intermediate in nature. Further, no input
tax credit in respect of excise would be allowedatay person. Both the Central and the

State Governments may determine the appropriate revenue neutral rate of excise in the
case of these productsiowever, ve would like topoint out that excessively high rates of

tax on tobaccoand alcoholmay encourageevasion and become a source for financing of

undesirable activities.

Treatment of natural gas

2.33 Natural gas, like petroleum products, is derived from the same source. However,
unlike petroleumproducts natural gas does not generate negative externalities. Therefore,
the tax regime for natural gas should be distinctively different from the regime applicable to
petroleum products. Accordingly, natural gas should be subjected only to GST (both Central
and State) with all the benefits of input credit as in the case of other normal goods. We

recommend accordingly.

o SINgoodsare goods whose consumption create negative externalities and for the purposes of ploig,Re
collectively or severally, refers to emission fuels, tobacco goods and alcohol.
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J- Treatment of the power sector

2.34 Power is one of the most important inputs in the process of production of goods and
services. Hete, it is necessary to rationalise the tax treatment of the power sector so as to
ensure that there is seamless flow of input tax credit across all the processes/activities in
the power sector. At present, the power sector is subject to multiple taxatién.the
Central Government level, power equipments are either exempt from CENVAT or subject to
concessional rates. As a result, either no or partial input tax credit is available and the input
taxes remain embedded in the cost of the power equipmentss roblem is further
compounded by the absence of a levy on power generation, distribution or consumption
thereby denying input tax credit even for equipments and stores which are subject to
CENVAT. Similarly, at the State level, there is no benefipof tax credit in respect of the
State VAT on inputs used in the process of power generation and distribution. The
cumulative impact of the taxation regime at both the Central and State level is significant
cascading effecf of taxes when power is used an intermediate input. This phenomenon
partly explains the cause for high cost of power generation and distribution. As a result, the

international competitiveness of Indian industry is significantly undermined.
2.35 In view of the above, we recommend the following:
0] The electricity duty levied by the States should be subsumed iISGST

(i) The power sector must form an integral part of the comprehensive GST base
recommended by us over which both the Centasld State Governments

would have concurrent jurisdiction.

(i)  The tax regime for the power sector should be the same as in the case of any

other normal good.

® The Task Force has not made any independent assessment of the impact of the embedded taxes in power
generation and distribution. However, discussions with experthénfield suggest that the embedded taxes
could account for as high as 30 per cent of the cost of power production and distribution.
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(iv)  Article 278 and Article 288 of the Constitution should be amended to enable
levy of GST omupply of electricity to Government at all levels like any other

normal goods.

2.36 The inclusion of the power sector in the GST model would significantly reduce the
cost of power projects and consequently the cost of generation and distribution of
eledricity. As a result, it will improve profitability of power projects thereby attracting new
investments into the sector. To the extent the cost of power will withess reduction,
downstream industries wilhlso benefit from cost savings and thus beconterimationally

more competitive.

K. Treatment of transport services

2.37 Transport services, like most other services, is used both as intermediate input and
in final consumption. Further, the transport equipments are also subject to multiple
taxation at both Central and State level. The present regime leads to cascading effect of
embedded taxes on the downstream industry which do not get rebated thereby leading to
enhanced cost for such industries. Hence, it is imperative to rationalise the taxagone

for transport services.
2.38 Accordingly, we recommend the following:

0] The tax on vehicles and the tax on goods and passengers levied by the State

Governments should be subsumed in the GST.

(i) All transport equipments and all forms of sem$ for transportation of goods
and services by railways, air, road and sea must form an integral part of the
comprehensive GST base recommended by us over which both the Central

and State Governments would have concurrent jurisdiction.

(i)  The tax regira for the transport equipments and transport services should

be the same as in the case of any other normal good.
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(iv) It is not necessary to levy higher rates of taxes on vehicles as is the existing
practice since it is proposed to subject the use ofsh vehicles to tax at
higher rates through excise on emission fuels. Accordingly, the present

practice of levying higher rates of taxes on vehicles should be done away.

Treatment of financial services

2.39 The financial sector constitutes a significant component of the gross domestic
product and also private final consumption. Further, in developing countries, taxation of
consumption of financial services is viewed as progressive because such serviaadrag ba
brokerage, property and casualty insurance and foreign exchange transactions are
connected closely with those having higher income and wealthe progressive revenue
objective thus dictates as wide an application of VAT to financial servicessiblpo It also
encourage countries to consider compensatory taxes where an exemption must be provided
and even additional ad hoc taxes for revenue purposes. Therefore, given the progressive
nature of taxation of financial services and the distortionianpact of compensatory and ad

hoc taxes, we recommend that the consumption of financial services should be

comprehensively taxed under the GST framework.

2.40 We recognise that there are predominantly three alternative methods for levying
GST on finandiaservices: the exemption method, the zero rating method and the full
taxation method. While the exemption method and the zero rating method reduces the
potential GST base and also distorts consumption across financial services and other
business serviceghe full taxation method significantly enhances the tax base and also
results in equal treatment of all services. Therefore, we recommend that the consumption

of financial services should be taxed on the basis of the full taxation method.

2.41 There arealternative approaches to full taxatiaof financial servicesThese are the
addition method, the subtraction method and the cash flow methdle recommendhat

the choice of the methodhay be based on administrative and compliance constia®ra
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m. Treat ment of immovable properties

2.42 Thecase forincluding the real estate sector in the tax base for the GST rests on a
number of competing reasonsFirstly, the construction and exploitation of real estate
comprises one of the larger sources of gross domestic product. Therefore, any exclusion of
the real estate sector would lead to significant reduction in the tax base. This would lead to
an increase in tb GST rate for other sectors thereby distorting economic efficiency and

incentive for compliance.

2.43 Secondly expenditure on housing also constitutes a significantly large proportion of
total personal consumption expenditure. Therefore, the exemptidrthe housing sector

from the GST base would distort the consumption pattern. Further, it would also
undermine vertical equity in as much as consumption of housing services is relatively high in

the case of the rich.

2.44 Thirdly, real estate is subgt to multiple taxation at both levels of Governme#t

the Central Government level, there has been an attempt to introduce service tax on
housing services and allow credit for inputs used for the supply of such services. However,
at the State level input tax credit is not available for all taxes, thereby leading to significant
cascading effect. Further, there is no incentive to the purchaser to obtain an invoice.
Consequently, the audit trail of such transactions is lost and producers of inpuislsare
encouraged to suppress such transactions. The cumulative effect is to incentivise

transactions in black money.

2.45 At the State level, the taxes on the real estate sector incde | f Sa GFEQ 2y
contract, state level VAT on various inputsed in the construction of real estate, stamp

duty and registration fee. Registration and stamp duties exhibit the same distortionary
cumulative and cascading effects as excises. The problem is further compounded by the fact

that in most states, the statory rates of stamp duty on immovable property transaction
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are high. Therefore, the effective rate on value addition is exorbitant, thereby encouraging
under-reporting of transactional value and evasion of stamp duty. Since stamp duties are
directly or indrectly related to other taxes, any stamp duty evasion triggers a similar
adverseresponse to compliance with other taxes. As with other transaction taxes, it
generates a bias in favour of not selling, and inhibits the development of a liquid secondary
market. In the context of a distortionary tax regime governing the real estate industry in
India, there is a strong tendency for this industry to remain outside the organised sector and
consequently the regulatory framework. Therefore, it serves as a brgegiiound for tax

evasion and criminal activities.

2.46 Fourthly, rationalisation of the tax regime governing the real estate industry could
yield numeroudenefits:improve tax compliance in the property tax which is critical for the
revenue base of lad government, a reduced role for black money, and a reduced role for
the criminal element in the real estate sectand significantly lowering of costs by mass

housing

2.47 Keeping in view the implications of the different methdds taxing real estat and
housing services discussed in Annéxeve recommend the following strategy for

integrating the real estate sector into the GST framework:

i. The stamp duty on immovable properties levied by the States should be

subsumed in th& ST tdacilitate input credit and eliminate cascading effect.

il. The new GST regime for immovable property transactions and real estate
services should be designed on the lines of the comprehensive taxation
method. Therefore, the new regime would comprise thie following

elements: -

€)) The GST should apply for all newly constructed property (both

residential and commercial). If it is seled by the person who
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constructed it, the GST should be applied on the cost of construction.
If it is sold or trandrred, the GST should be applied on the

consideration received at first transfer or sale. In both cases, credit
should be allowed in respect of input tax paid on raw materials used

in construction.

Rental charges received (excluding imputed rental values) in respect
of leasing of immovable property used for both residential and
commercial purposes should be charged to GST. Input tax credit
would be allowed only in respect of input tax paid on goodsl a
services used for maintenance. No input tax credit should be allowed
in respect of tax paid on construction or acquisition of the property or

tax paid on improvements thereto.

All secondary market transactions in immovable properties (whether
constructed before or after the introduction of GST) should be liable
to GST. However, if the property has been constructed after the
introduction of GST, the GST should be levied on the resale value and
input tax credit should be allowed in respect of theTG&id upon
construction or purchase of the property after making adjustment for
inflation. If the property has been acquired by the seller before the
introduction of GST, the GST should be levied on the difference
between the sale price and the cost ofgagsition and improvements

thereto. In such cases, no input tax credit would be allowed.
The adjustment for inflation may be made on the basis of the same

inflation index as provided for the purposes of determination of

capital gains under the Incorrtax Act, 1961.
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(e) The new regime will also be subject to the threshold exemption of
Rs.10,00,0006/for small businesses thereby eliminating the problem

of excessively large number of landlords seeking GST registration.

() Immovable property will alsinclude land® and, therefore, the new
regime will also be applicable to land transactions. However, where
land is used for construction of a property, it will be treated as an
input. In such cases, the GST paid in respect of land will be allowed as
input tax credit in the same manner as other inputs used in

construction.

iii. The State Governments would continue to perform essential asset registry
functions, and enforces property rights associated with them. These
functions are comparable to those @ depository on the markets. The
registration fees can be interpreted as user charges for these records keeping
functions¢ which justify small charges. The imposition of large scale indirect
taxes through registration and stamp duties constitutes a cdsermneous
tax policy. Therefore, States may continue to levy a registration fee at a
specific rate not exceeding RO00 per transaction in immovable property,

which is merely a user charge for the IT systems used in property registration.

2.48 The promsed new regime willead to more efficient allocation of resourcés as
much as it will be comprehensive in its scope for taxation of immovable property

transactions and real estate services. It will be neutral between old and new properties, and

! The increase in the value of land is attributable to the direct or indirect improvements in the form
of development otownships, landscaping, and construction of infrastructure that make it usable for
agricultural, industrial, or residential purposes. Raw land is similar to the minerals underneath,
which are of little or no value unless they can be extracted for commérdustrial use or
consumption. VAT is applied to the full selling price of minerals. In the same manner, VAT should
apply to the full value of land.
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betweenrented and self occupied properties. It will be administratively less burdensome
since no distinction would be required to be made between residential and commercial
properties. Similarly, the treatment of input tax credit will be relatively simple whih tax

paid on construction/acquisition of the property being allowed as a set off, after inflation
indexing, against the GST on resale of the propang any tax paid on minor repairs and
maintenance being allowed as set off against the rental char§esyi in the same year.
Further, under the model, the real estate developer will also be entitled to set off input tax
on all inputs (including land) used for the purposes of construction and development of the
real estate. As a result, the distortionacascading effect of the existing tax regime for
immovable property transaction and real estate services will be fully eliminated. This would
have significant downward effect on pricing of real estate. The new regime has the potential
for creating an effi@nt secondary market in immovable property and real estate services
which will facilitate better price discovery. The role of the underworld elements associated
with this sector will be eliminated. Since the new regime will impart greater transparency
through market mechanism, it will also strike a major blow to the underground economy.
Therefore, it is imperative that the reform of the present system of taxation of immovable
property transaction and real estate services forms an integral part of the gep@ST

design.

n. Place of supply rules

2.49 The valueadded tax system is based on tax collection in a staged process, with
successive taxpayers entitled to deduct input tax on purchases and account for output tax
on sales. Each business in the supply chain takes part in the process of controlling and
colleding the tax, remitting the proportion of tax corresponding to the margin realised on
transactions, or the difference between the VAT paid out to suppliers and the VAT charged

to customers.

2.50 In practice,most countries with value added taxes impose ttax at all stages and
normally allow immediate deduction of taxes on purchases by all but the final consumer.

These features give value added taxes their main economic advantage, that of neutrality.

27



Report of the Task Force on Goods and Services Tax
Thirteenth Finance Commission

The full right to deduction of input tax through the qulp chain, with the exception of the
final consumer, ensures the neutrality of the tax, whatever the nature of the product, the
structure of the distribution chain and the technical means used for its delivery (stores,

physical delivery, Internet).

2.51 Internationally, VAT is designed on the destination principle which allows thetax

keep i neutrality in crossborder trade Accordingto this principle, exports are exempt
GAGK NBTFTdzy R 2 EFNJAIRIEAIO (I yERS &4 YLdd IN2  ad&ith( | E SR
the same rates as local productiofhis VAT on imports is generally collected at the same

time as customs duties, although in some countries collection is postponed until declared on
GKS AYLRNISNRAE ySEG +! ¢ NID atazpdftarions5iStRedzénier 2y 2 °
way as input tax deduction on domestic supply, ensures neutrality and no distortion of
international trade. This implies that the total tax paid in relation to a commodity is
determined by the rules applicable in the jurisdictiof its consumption and therefore all

revenue accrues to the jurisdiction where the sale to the final customerreccu

2.52 In the intenational trade in tangible goodshe place of taxation (or the place of
supply) is the place of delivergr shipment of the goods to theaecipient (buyer). In other
words, a sale of goods is taxable in a jurisdiction if the goods are made available in, or

delivered/shipped, that jurisdiction.

2.53 However, he nature of service and intangible products does not allow the
application of the same rules. In principle, the provider should account for the tax in the
jurisdiction where the service or the intangible property is consumed or used, irrespective of
the contract, payment, beneficial interest or the location o&thupplier and customer at

the time of the supply. Whether intangible property is used or a service is actually
performed in a jurisdiction is essentially a matter of fact. However, it is not always easy to
determine where services and intangibles areljikes be consumed. The increasing global
nature of businesses and communication technologies makes it more difficult to apply a
pure consumption test. The solution developed in most countries consists of identifying the

place of consumption by reference faroxies rather than directly trying to identify the
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actual or intended place of consumption. The nature of those proxies and the way they are

used vary widely across jurisdictions since they result from local history and legal

frameworks.

2.54 While the wules and approaches vary across countries, the basic criteria for

determining the place of taxation (or place of supply) in the case of services is as follows:

a)

b)

In the case of a sale of real property, the place of supply is the jurisdiction in
which the poperty is located. Similarly, services directly connected with real
property (i.e services provided by real estate agents or architects) are also
taxed in the place in which the property is located.
In the case of mobile services (that is, passenger traeeVices, freight
transportation services, telecommunication services, motor vehicles
lease/rentals and fommerce supplies), there is no fixed place of
performance or use/enjoyment of the service. Therefore special rules need to
be framedkeeping in mind the basic destination principle.
In the case of other services and intangible property, the place of supply is
determined on the basis of one or more of the following proxies:

i.  Place of performance of service;

ii. Place of use or enjoyment tiie service or intangible property;

iii.  Place of location/residence of the recipient; and

iv.  Place of location/residence of the supplier

2.55 In defining the place of supply of services and intangible property, a distinction is

often made between supplies mad® tbusinesses (B2B) and final consumers (B2C). In

general, the place of supply in the case of B2B transaction is the place where the recipient is

located or established regardless of where the services are performed or used. This is

particularly in the casef intangible services like advisory or consulting services for which

the place of performance is not important. Therefore, all such services rendered to-a non

resident are zergated. By contrastmany B2C services tend to be tangible or physical in

nature, e.g. haircuts, hotel accommodation, local transportation and entertainment services
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which are consumed in the place of their performance. Therefibre place of supply in the
case of B2C transaction is the place where the supplier is lochtesbmecountries even

such services to neresidents is zeroated.

2.56 In addition to the above, there are a variety of other complex clomsler
transactions for which supplementary rules are requiréml ensure uniformity and
consistency across jurisdictianhey relate to global transactions(or master service
agreements) for individual supplies to legal entities of a corporate group around the world,
triangular transactions, supplies among branches and between braramdead office,

and cost reimbursementllocation arrangements.

2.57 The place of supply rules indicated above relate to international transactions of
goods and services. Ordinarily, these rules should also apply to-stater supplies
However, in practice there are subst&l deviationsin these rules. fie recipient of the
services may be located in more than one state and there is no practice to determine the
residency of the recipient unlike in the case of international transactions. Therefore, it is
extremely diffcult to identify the place in which the recipient is established/ located. In
general, it would be desirable to tax B2B supplies of services and intangibles in the State of

destination, and not of origin.

2.58 Given that any tax on B2B supplies would generally be fully afddit excessive
sophistication would not be warranted for defining the place of destinatibsuch supplies.

For multiestablishment business entities, the place of destination should be defined as the
place of predominant use of the service. However,thére is no unique place of
predominant use, the place of destination could be the mailing address of the recipient as
stated on the invoice, which would normally be the business address of the contracting
party. The risk of misuse of this rule would benimial if it is limited to B2B supplies where

the tax is fully creditable.

2.59 For B2C services, the place of supply should be the State in which the supplier is
located, which, in turn, could be defined as the place where the services are performed. If

there is no unique place of performance of the service, the place of supply could be defined
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recipient is located.

2.60 The rules relating to the place of supply of goaas services, discussed above, are
in conformity with best international practice and expert advice. Efae, we recommend
that the Centre and the States may consider framing tthies on the basis of the guidelines

indicated above.

0. Threshold Limit for registration of GST dealers

2.61 Typically a small number of firms account for a large proportion of revenues from
taxes on goods and services. Simultaneously, resources used in the collection of taxes are
scarce and must therefore be deployed efigety; these need to be concentrated on the
largest taxpayers as part of the risk management strategy. Further, the compliance burden
under the invoice credit method is relatively high and it is uneconomical to collect revenues
from a large number of smataxpayers. Hence, keeping in view the compliance cost and
administrative feasibility, small dealers (including service providers) and manufacturers
should be exempted from the purview of both CGST and SGST if their annual aggregate
turnover (excluding bdt CGST and SGST) of all goods and services does not exceed Rs.10
lakh. However, like in most other countrjésose below the threshold limit may be allowed

to register voluntarily to facilitate sales to other registered manufacturers/dealers, limit

compditive distortions and avoid inequities.

2.62 A case is made out that the states should be allowed to adopt different threshold
limits keeping in view the size of the revenue base. Consequently, states with low revenue
potential like the Northeastern stées in particular must be allowed to adopt a lower
threshold limit to protect their revenues. The objective of providing a threshold exemption
is two-fold; firstly to mitigate the incidence of tax on the poor who generally make
purchases of their goods andervices from small dealers and secondly rexduce

administrative burden of dealing with a multitude of small dealers who account for-a dis
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proportionately low share in the revenues. Hence, allowing some states to adopt a lower
threshold implies that thepoor in these states will bear the incidence of tax on their
consumption unlike those similarly placed in other statasd therefore, would be
inequitable This willalso have the potential to trigger talnduced migration from these
states Accordingly, w recommend that thehreshold exemption limishouldbe uniform

for both CGST and SGST and across States.

2.63 Further, with a view to reduce administrative and compliance burden, we also
recommendsmall dealers with annual aggregate turnover of goodd aervices between
Rs.10 lakh to Rs.40 l&Rimay beallowed to opt fora compounded levy ofone percent

each towards CGST and SGSTowever, no input credit should be allowed against the
compounded levy or purchases made from exempt dealers.

2.64 TheGroup recognizeshit certain high value goods comprising of (i) gold, siwet
platnum2 Ny I YSy G4aT O6AAO0 LINBOA2dza adt2ySaT |yR
@l t dzS &eproRedc sinuggling due to high tax incidence thereby genegatayative
externalities in terms of social and economic disorder. Therefore, we recommend that
dealers in such higlalue itemsmay, subject to the threshold exemption but without the
ceiling of Rs. 40 laklalso be allowed to opt for the compounded lesfyone percent each
towards CGST and SGST.

p. Treatment of Small Scale Industries

2.65 At present small scale industries are entitled to exemption from payment of CENVAT
in respect of their turnover upto Rs.1.5 crores. However, there is no such thdesho
exemption in respect of state level VAT. The main reason for exemption from payment of
CENVAT is tiberate them from the onerous compliance burden under the CENVAT regime
particularly in the context that, in general, the small scale industries are managed by one or

two entrepreneurs with the support of a handful of segkilled office staff.

2 The limit of Rs 40 lakh is based on the consideration that dealers with turnover of Rs 40 radde @re
subject to tax audit under the Income Tax Act, 1961 and therefore they would suffer fromany additional
burden in terms of documentation under the GST.
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2.66 In the context & the GST, we have recommended the reporting of payment and
transaction information of both CGST and SGST through the combined Form Nb. GST
Therefore, in any case the small scale industry has to comply with the reporting of payment
and transaction infonation of SGST. No additional burden is cast upon the small scale
industry for compliance with the CGST. Hence, the case for continuing with the existing
exemption upto Rs.1.5 crores of turnovierextremely weak. Accordingly, we recommend

that this exemption should not be continued under the GST framework.

2.67 Further, the small scale industries are generally wary of dealing with multiple tax
administrations. Therefore, in order to inspire confidence of the small scale industry in the
new GST fraework, we also recommend that the scrutiny/audit of the small scale industry
should be conducted only by the state tax administration. However, the State tax
administration may seek the assistance of the central tax administration or any other state
tax aministration if the operations of the small scale industry transcend the state
boundaries. Since the CGST and the SGST are proposed to be levied on an identical GST tax
base, the outcome of any investigation impacting S@@ITalso have a corresponding
impact onCGSTTherefore, enforcement by the State tax administration would be adequate

to even deal with CGST evasion.

g. Area based exemptions

2.68 Under the CENVAT, industries set up in the North East, Jammu & Kashmir, Sikkim,
Uttaranchal andl A YI OKIFf t Nl RSaK O6KSNBAYI FGSNI NBTSNI
exemption from payment of CENVAT. This area based exempteates economic

distortions and affect economic viability of units located in mo®@mpt areas. They are

difficult to administer and prone to misuse. Moreover, durability of investment attracted by

such measures beyond the exemption period is also doubtful.
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2.69 Thet NA Y S a Eopriomié AIXdor Council, which had recently examined the
issue of area based exemption in the context of its impacplearmaceutical industry, &

observed that:

G¢KS LIfAOE 2F AN YyGAYy3I | NBtcreddd & 198 of SE S Y LI
distortions. We have to design and introduce subterfuges to neutralize those
distortions. But such subterfuges make the tax administration needlessly clumsy

and complex and run counter to our declared policy of simplifying the &pstem.

There is clearly a case for revisiting the whole issue of area based tax exemptions.

If their premature withdrawal is not possible for political and business reasons, at

the minimum such incentives should not be extended to fresh areas and theson

It NBFRe Ay T2NDS &aK2dxZ R 0SS SEGAYy3IdAaKSR 6

2.70 Further, tie existing exemption for Uttranchal and Himachal has been objected to by
many States. In particular, Chief Ministers of Haryana, Uttar Pradesh and Punjatifteave

expressed their opposition to such exemptions as these had the effect of diverting

industries to Himachal Pradesh and Uttranchal.

2.71 Para 3.3.2.(viiipf the draftof 6 ! y | LILINR | BKA §8 (i 8haNdlemt | v ¢

commented on the undesirabilityfahe area based exemptions. To quote :

G¢KS SEAalGAY3I AyOSydiAaA@S LINRPINIYYSE adzOK
J&K, Himachal Pradesh and Uttranchal need to be reviewed with a view to
assessing their impact on industrialization in these regiorihe extension of excise

duty exemption to Himachal and Uttranchal has had an adverse impact on
industrial investments in both the North Eastern region and the adjacent States.
Consideration would need to be given to restricting these incentives to onifyh

areas or to replacing these incentives by a special programme for roadways and
NFAfgolre RSOSE2LIVYSYyd Ay G(GKS&S {0 1Saodé

2.72 The area based exemptions erode tiag base.Therevenue foregone on account of

areabased exemptions estimated to be R8,073crores in 20@-08.
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2.73 Further, the case for providing area based exemptioextsemelyweakened in the

face ofour recommendation for &harp reduction in the combined rates of CGST and SGST
and the ease of compliance through a combirtegthsacton reporting and payment Form
No.GSHl.

2.74 In view of the above, we recommend that the area based exemption in respect of
CENVAT should not be continued under the GST framewdmkcase it is considered
necessary to provide support to industry fbalanced regional development, it would be

appropriate to provide direct investment linked cash subsidy.

r. Treatment of Special Economic Zones

2.75 Since the GST is designed to ensure that all producers and distributors are treated as
completepass through and exports are zenated, there is no case for allowing any form of
incentive to the developers of, or units in, the Special Economic Zones. We recommend

accordingly.
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CHAPTERIII

Treatment of Inter -State transactions

3.1 The Indian Quastitution as it originally stood envisaged taxation of interstate sales
only in the state where it was consumed. Unfortunately, this led some states to issue
notices to dealers not resident within their jurisdictions to file returns. To bring some order
in the matter, a law was enacted by the Parliament in 1956 authorising the central
government to levy a tax on interstate sales called the central sales tax (CST). But the power
to administer the tax was delegated by the Centre to the states of origtheokales who
were also allowed to retain the revenue. Initially, the tax was levied at the rate of only 1 per
cent but it was raised successively to 4 per cent. In Z0Q&he Central Government and
the State Governments came to an understanding tduee CST in a phased manner and
completely eliminate it by L April, 2010. Accordingly, the CST was reduced to 3 per cent. in
2007-08 and subsequently to 2 per cent. in 2608 However, on account of revenue
implications, it has now been decided to continue with the CSMheapresent level of 2 per

centuntil GS is introduced.

3.2 The rate of CST is 2 per cent if the sale is between two registered dealers across
adlrdisSa FyR GKS (NIXyalOiAz2zy Aa R20dzyYSyidSR (KN
by the importing state to the importing registeratbalers within the state, and is submitted

to the exporting dealer in order that the latter can avail himself of the concessional rate of

tax. If the good is sold to unregistered dealers outside the state and is not a declared

good, the transaction, by laattracts the rate applicable in the exporting state. If the rate
applicable in the exporting state is less than the CST rate, the transaction is not required to

0S R20dzYSYyiuSR UGUKNRdZAK GKS &/ C2NXEO {AyO0S
tax is attracted when goods move from one state to another as transfer between branches

2T GKS alyYS SyGiSNIINRaAS 2N 2y | wO2yaArAdayyYSyidc

3.3 The CST constitutes a distorting factor in the location of industries and the flow of

internal trade, impedinghe growth of a truly common market in the country. It also causes
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inter-jurisdictional inequity and reduces the international competitiveness of exports.
Further, the administration of and compliance with the CST is also beset with problems. The
Departnent is constantly under pressure to monitor the exports to registered dealers.
{AYATf I NI & GKS AYLRNILISNAR KIFI@S G2 AyOdz2NJ O2ya
from the department. The exporters are also burdened with the responsibility of abtain

0KS da/ C2N¥aé¢ FTNRY (GKS AYLRNISNARA 2y GAYSO
consignment sale under the CST provides an easy avenue for evasion. In spite of the
adverse economic implications of the CST, the States have come to acqestd wmterest

in maintaining the statusjuo since it account for about 15 per cent of their tax revenues.

3.4 In the context of the GST, it is necessary to resolve the problem relating to the
treatment of interstate sales/transfers in a manner that thecidence of the tax falls on the
consumption of commodities without any distortionary cascading effect and the revenue

accrues to the State where the final consumer is located.

3.5 The Empowered Committee of State Finance Ministers had set up a Wonlkdng G
for designing the model. The following models for treatment of idiate trade have been

analysed by the Group:

i Bank model
ii. TDS model
iii. SGST authority model

iv. CGST authority model

V. TINXSYS (Beatted Gform) model

Vi. TINXSYS with reverse charge model
Vii. Ful Demat model
viil. Inter-State Demat model

iX. IGST model

3.6  After a detailed analysis of the merits and demerits of all the models, the Group

recognised that the success of every model depended on the followirgeprésites:
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Efiling of return every montiwith dealer wise transaction details

T o

E-payment of taxes
National Portal for access to information by member States and dealers
National agency for overseeing the flow of information and taxes

Strong IT infrastructure for the above issues

= o o o

The intra andnter state rates of tax should be equal to avoid evasion and

camouflaging the intra state transactions as inter state transactions.

3.7 Based on its analysis, the Group has recommended the adoption of the IGST Model

for implementation with the caveat thata WA GNByY 3 L¢ AYFNIF adNHzOUG
information of the interstate transactions is a precondition and essential prerequisite for
considering the IGST model. Without addressing these fundamental concerns of IT
infrastructure and information support ggsns, the adoption of IGST model which is still at a
conceptual stage is far from realistic at this stage in adoption of GST in the course of

AYGSNRGFIGS GNIyalOGA2y Ay 3J22R& YR D{¢ FT2NJ

38 ¢KS Ww2lIR al Ll 42 D{ ¢Q GhipfoSVinEterRpropasedih& S 9 Y L
Bank Model as a mechanism to deal with irstaite transaction of goods and services. The

functional components of the Model are :

a. Collection of SGST by the seller of the selling State.

b. Remittance of SGST collected by thesf £ SNJ (12 GKS NBALISOG A
Account in the designated bank, along with the details of buyers and invoices.

C. Transfer of remitted tax amount by the designated bank to the respective
buying State.

d. Refund of input SGST by the selling state t® $kller in the event of inter
state transactions

e. Allowance of Input tax credit to the buyer in the buying State to the extent of

the SGST received by remittance and transfer of tax amount.
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3.9 The Bank Model was found to be more suitable Model, to itoorthe interstate

transactions of goods including stock transfer, on the following assumptions:

I. This model would ensure evasion free tax environment and easy
administration of credit flow to the buyers in the buying States.
il. This model envisages a lewal automation that would ensure capturing all
the information relating to interstate transactions in the exporting state and
transferring the same to the importing state.
iii. This model requires the bank to evolve an IT infrastructure to communicate
electronially with all concerned in respect of interstate transaction of goods
through a national level portal and to provide the related information to all
concerned.
310 ¢KS 22NJAy3 DNRdzLJ NBO23ayAaSR G4KFdG GKS .t
evasionfreanter-a G 1S o0dzaAySaad SY@ANRYYSYyiGiQoe | 26SISN
would entail higher cost of both compliance and administration. Further, it was also
FfFNYSR o6& GKS FFHOG GKFEG WTFSg wiysmB8d\itheQ ONSI
importing States permit their buyers to pay tax to the sellers of the exporting States and wait
for the tax money so paid till remittance by the sellers and transfer by the bank to their
SEOKSIjdzSNKT |yR gKe& OFyQi GKS L YLdasdsy 3 { (|
treating them as import from outside for commencement and flow of SGST credit in the

A Y L2 NI A y Fherefare, thé&SGrougabandoned the Bank Model.

3.11 We have also analysed the various Models presented in the Report of the Working
Group. The IGST Model recommended by the Group, while requiring a IT and complex
accounting infrastructure, would also require a separate legislation for levy of IGST on inter
state transactions. This will have to be similar to the present CST legislation erf-tivéh

IGST Model envisages that the IGST may be paid either by using the CGST or the SGST.
Similarly, credit for the IGST by the buyer can be claimed to make payment of either CGST or
SGST. Rules would also be required to be framed for prioritisingetheff against CGST,

IGST and SGST. This implies a complex accounting of input tax credit and apportionment
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between CGST and SGST which would considerably enhance both compliance and
administrative burden. Further, the Centre and the States may alse k@ compensate
each other at different points in time. It also envisages the establishment of a centralized
agency for settlement of accounts between the Centre and the States. Therefore, we do not
support the adoption of the IGST Model. We would reocmend a modified version of the

'yl a2RStf O6KSNBF TSN NBTSNNERtatditade indgootisa 2 RA T

and services.
3.12 The functional components of thdodified Bank Modelwould be as under-:

0] In the course of intestate B2B supply, the seller in the origin State shall
collect the SGST leviable on the transaction from the buyer in the destination

State as if the sale was within the origin State.

(i) The seller would issue an invoice to thayer indicating the details of the
transaction (including the date of the transaction) and his business

identification number (BIN).

(i)  The seller shall use the input SGST for payment of the output SGI&3thon
intra-state and interstate transactions. To the extent total output SGST is in
excesf the input SGSTthe sameshall bepaid into any of the authorised
bank in the prescribed mannerhis will ensure a se#fdjustment mechanism

for input credit thereby minimizing the need for issue of medis.

(iv)  The buyer in the destination State shall make use of the SGST so paid in the

State of origin for making payment of output SGST in the destination State.

(V) All reqgistered dealers across the country shall pay the sum due as CGST and
SGST to theredit of the Central Government and all other States within one

week from the end of the month to which the sale transactions relate.

(vi) The Central Government and State Governments shall jointly identify a nodal

bank to receive the collection ac€GST and SGST by collecting banks. The
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nodal bank will also receive all information relating to purchase and sale by

registered dealers.

The nodal bank shall host the IT infrastructure, provide payment gateway to
all banks in India and provide serebased upload or file upload facility for

receiving payment and transaction information.

It would be mandatory for all registered dealers to make the payment by
electronically furnishing Form No. GEWhich would be a combined monthly

paymentand return form for all intrastate and interstate transactions..

As far as the registered dealer is concerned, he would be required to make a
single paymentof the aggregate of all sums due to the Cenand all other
States. Even though he would have collected tax in the Origin State for inter
state transactions with buyers in a number of destination Statescan fulfil

his obligation of directly remitting the tax so collected to all the destination
states through a single payment made along with the electronic furnishing of
Form No. GST This mechanism will have the benefit of extremely low

compliance cost.

It would be mandatory for all registered dealers to make electronic payment
of CGST ahthe SGST by electronically remitting it in to the RBI, SBI or any

authorized bank.

The procedure for making payment of CGST and Sg#ETfurnishing
information relating to transactions of both purchases from and sales to

registered dealers in FormaNGSTl shall be as under:

(@) Seller will open Nodal Bank website or approach GST facilitation centre
(which will provide Bank website access and also guide Seller) to submit
Form No.GST The Nodal Bank would only serve as the payment
gateway to facilitate payment in any bank in which the dealer has an

internet banking account.
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(b) Seller will enter his basic details such as his BIN, Name, Phone and email
(Financial year will be current yehy default and can be changed, date

of deposit will be the current date) on Form No.@ST

(c) In case the number of Invoices for sale to registered dealers and
purchases from registered dealers is less than 10, the Seller shall enter
the details of such indidual invoices online (Invoice number, date of
the invoice, BIN of the registered purchaser or seller and amount of
GST collected or paid for the Invoice). If the number of invoices for sale
or purchase to registered dealers is more than 10 , the sed@ar enter

these details offline and upload the file.

(d) The total of GST will be computed automatically and Seller can enter
additional details for Interest, penalty or other amounts as applicable.
The complete total will be calculated automatically and nmemed in

figures and words.

(e) Seller will have to submit this information for payment by direct debit
to his bank account (as per his selection on the Nodal Bank website) as

is the procedure for any-payment.

()  Nodal Bank will transmiDNLYhe total GST amaut information, along
with details of the Seller as per the challan information, to the bank for
RSoAl G2 GKS {SffSNNAa NOTtrdrsmitlatyO 2 dzy G d

information about the Invoices to the bank.

(g) The Internet banking website of the bank will be opened automatically
and the Seller will have to enter his login and password relevant for

internet banking to access his bank account. Then the total GST amount
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as per the challan will be debited to his aoat and credited to

Government account by the bank.

(h) The bank will confirm to Nodal Bank details of successful deposit of GST

amount to Government account.

(i) Nodal Bank, upon receipt of confirmation from bank of the GST payment
by Seller, would generate tifeorm No. GST, which can be printed out by

the Seller for his own record purposes.

() The Seller would issue an Invoice to the Buyer with details of the Invoice
Number and the GST amount for that Invoice. The Buyer can verify if the
GST amount has been crestl to the Government by using the Seller BIN,
Invoice number, date of invoice and Invoice Amount to verify the

corresponding entry from the nodal bank website.

Input credit for GST would be available to the Buyer against that Invoice by
using thecombination of Seller BIN, Invoice Number, date of invoice and

Amount of GST for that Invoice

All banks receiving payments from the registered dealers would be required
to transfer the funds to the Nodal Bank on T+1 basis. The Nodal Bank in turn

would credit the funds to the respective States.

The software can be designed in a manner which would have the capacity to
allocate the amount paid by any registered dealer between the States on the
basis of the business identification number of theybr. The amounts so
allocated can be automatically credited to the account of the destination
States without any manual intervention. As a result, it would not be
necessary to set up any clearing house mechanigmreby atany given

point in time sums wold be due to, or from, any other States. Therefore,
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the destination State would not be dependent on any other State for

collection of revenue.

(xv)  There will be no requirement for the buyer to make grayment of taxes
separately for each transactian the destination State. It will also eliminate
GKS LINRPo6ftSY 2F SEGSyardsS R20dzySyidldazy

(xv)  Since every registered dealer would be required to furnish information
relating to both the purchases and sales registered dealers, this would
enable automatic matching of input credit claims and identify all mismatches
for follow up action. This will eliminate any possibility of fraudulent claim of

input credit and evasion.

(xvi) The Nodal Bank should be paid ogr pransaction record basis and the entire

cost should be borne by the Central Government.

(xvii) Further, in case of any default, the administrative responsibility and control

over the collection and recovery of SGST should vest in the origin State.

3.13 As described above, the Modified Bank Model will continue to be evasion proof as
the Bank Model. Since the Model envisages a single payment mechanism through a
combined monthly paymertumreturn Form No. GSIT the registered dealer can develop

the daa relating to the transactions on a real time basis over the entire month and
eventually upload the file anytime in the first week of the following month. As a result the

compliance cost would be minimal.

3.14 The IT infrastructure would be hosted ljze Nodal Bank and the State tax
administration would be required to establish a central computer server to download the
data from the Nodal Bank. The data so downloaded can be allowed to be used by its
officers through IT Network or through any othernemunication system. This will also

reduce immediate pressure to set up the IT infrastructure in all States on or befokerd,
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2010. Further, the Model does not envisage the establishment of a clearing house

mechanism. Therefore, the Model is also administratively efficient.

3.15 As stated above, the Bank Model was abandoned by the Working Group in view of

an alarm set off byew States. In this context, it must be recognised that trade flow is, in
general, a two way process between States. Buyers in the destination State have to pay tax

G2 GKS &aStftSNB Ay GKS 2NARA3IAY {0GFGS Ade Fft C
LI @YSyid G2 aSttSNR Ay {dFdS WwW.Q FyRX GKSNBF¥
WI Q> GKSNB g2dZ R 0S AAYAT I N aAldzr GA2y & 6 KSNJ
322R OSNIIFAY FY2dzyda G2 SAGKSwdldraswtin@lmsst Q 2 NJ
no gain or loss to any State as they would mostly cancel each other over a period of time

and over a number of transactioR5.The problem lies in the fact that the seller is allowed a

float for a certain period before remitting thamounts to the destination States. The

alternate remedy of collecting taxes like on imports at the State border check posts is
fraught with severe economic inefficiency. It has been well documented that border check

posts are extremely inefficient mechiams for tax collection since they slow down the
movement of goods across borders which in turn translates into high cost of inventory
management. The deadweight loss on account of such economic inefficiencies far outweighs

the loss on account of float allved to the sellers in the origin State. Therefore, we are of

the view that the apprehensions expressed by few States on the Bank Model are

exaggerated in the absence of sufficient information and analysis.

3.16 The Modified Bank Model would not regaiftarge resources to be committed since
the nodal bank would be paid on per transaction record basis. Further, since the cost would
be entirely borne by the Central Government, it would not impose any additional burden on
the States. In fact, the states Wbe able to save resources since input credit mismatches

will be automatically detected thereby significantly improving its effectivity. This Model

' This may not apply to States which are net exporters. However, in the Modified Bank Mogleseddby us,
the input tax which would be required to be refunded by these States to the registered dealers within their
jurisdiction on account of intestate transactions would be required to be paid directly to the importing State
and not to the dealer
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does not require any separate clearing house mechanism as under the Bank Model. Under
this Model, there is10 possibility of default or failure on the paot the Sellers of the selling
State to remit the SGST collected to the destination State since a single consolidated

payment is required to be made in respect of all CGST and SGST liability.

3.17 In somequarters, doubts have been expressed about the efficacy of the Bank
process in transfer and reconciliation of SGST remittances arability to handle and
transfer the vast information of intestate transactions of goods between millions of
business etities across the State borders In this context, it may be pointed out that, even
today, all taxes of the Central and State Governments are collected by the banks, reconciled
and transferred to the Government at different levels. Further, the large volahtata can

be smoothly handled by creating appropriate IT structure. Such capacity has been
RSOSt2LISR o0& ¢/ { F2NI b{5[] (2 KFIYyRtS G4KS LyO
other large IT firms like Infosys and WIPRO also have similar software dedidh project
executing capacity. The Nodal Bank can hire any such firm for developing the IT structure for
GST payment and transaction information management. Therefore, such doubts are entirely

misplaced.

3.18 Another apprehension expressed relates ttee refund of accumulated Input tax
credit on the basis of interstate transaction of goods which would continue to be a
challenge and require high level of audit trails. The accumulated input tax credit on the basis
of interstate transaction can be utilideo make payment of output SGST in respect of local
transactions. In most cases the accumulated credit would be fully exhausted. In cases where
accumulated credit remains unutilised, the same would have to be refunded. The number of
such cases may not hery large. Nevertheless, the Government can establish a centralised
processing centre (CPC) for processing of returns (Form Nd¢)Gfdng the same lines as

the CPC established by the Income tax Department at Bangalore. This will fully meet the

challeng of issuing refunds.
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3.19 Another argument advanced against the Bank Model is that there is no international

precedence (even in EU) in favour of adopting this model to the complexities of Indian

situation. Unlike in the EUwe have acommon threadin the form of CGSWhich binds

inter-state transactions This, coupled with the system of consolidated payment of CGST

and SGSandtransaction related information, ensures a fool proof compliance mechanism.

3.20 In view of the above, we recommend that

all inter-state transactions in goods and services should be effectively zero
rated by adopting the Modified Bank Model along the lines discussed in the
aforesaid paragraphs.

the consignment sales and branch transfers across states should be subject
to treatment in the same manner as if it was a intate transaction in the
nature of sale between two independent dealers.

the function of all state border check posts should be reduced to checking
contrabands by setting up large scanners for trucks tesphsough without

any need for physical verification.

The cost of the scanners should be entirely borne by the Central
Government.

All checkposts should bgointly manned by both States so as to reduce the
number of checlkposts and enhance efficiency the road movement of

goods.
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CHAPTERV

Administrative Structure

4.1 It is now welrecognised that tax administration is tax policy. An inefficient tax
administration will not be able to provide the requisite level of deterrence thereby leading
to non-compliance and under performance of the tax regime. Therefore, the full potential of
the pure tax regime will remain unrealised. Hence, the structdesign and the business
process of the tax administratias an important factor in the determinatioof the revenue

performance.

4.2 In the context of the GST we are not embarking on an exercise of comprehensively
designing all the elements of the tax administration. We intend to restrict our

recommendations only to a few important issues.

a. Registratiorof taxpayers

4.3 The creation of an efficient taxpayer information system for the purposes of
FRYAYAAOGSNAY3I | ! ¢ ySOSaalNxte Syidliata GKS
mechanism of registration of all dealers liable to GST. Registratingsba person within

the control of the tax authorities. Steps towards its compilation must be taken well in

advance of the start of the GST.

4.4  Fortunately, there exists a unique taxpayers identification number at the central
level in the Income Taxdpartment in the form of the Permanent Account Number (PAN).

All persons who are liable to income tax or whose sales exceed Rs.5,00,000 are required to
obtain a PAN. The Customs and the Central Excise Department has already adopted the PAN
for registration of importers and exporters and manufacturers. Since the operation of a
successful VAT entails coordination between the tax administrations at both the national

and the state level through computerised information sharing we recommend the following:
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I. All persons with annual aggregate turnover of goods and services
exceeding Rs.10 lakh (excluding CGST and SG#ilJ be required to
register and obtain a GST registration numb@&ersons with lower
turnover may be allowedin option to register.

il. The GST regiration number should be a twelve digit alpha numeric
number. The first ten digits should be the alpmameric Permanent
Account Number (PAN) followed by a space and two more digits indicating
the state code. This number scheme should be publicisealyidnd
should be selfjenerated after obtaining a PAN

iii. There will be a single GST registration number for all branches in a State.
Therefore, a dealer having branches across States will have as many GST
registration numbers as the number of Statesvinich he operates.

iv. The registrant dealer should be required to furnish a form, only by way of
information, indicating the registration number for every State in which he
operates. He should not be allowed to use the registration number,
though selfgeneratd, unles he has furnished the form.

V. Since the number is PAN based, it is not necessary to have any pre
registration verification. However, the states may, if necessary, undertake
postregistration verification to eliminate any potential abuse.

Vi. To begin with, on the eve of the introduction of GST, the dealer must
furnish a consolidated form for all States in which he operates. If, at a
later stage, the dealer extends his operation to a new State, he should be
required to furnish a form for extesion of activities and register the self
generated number for the new State.

Vii. Overtime, the string corresponding to PAN will be replaced by the Unique
Identification Number (UIN) proposed to be issued to all residents.

viii. It should be mandatory for all regrsint dealers to obtain an-enail ID and

2 At present, PAN has been allotted to more than 80 million people, including companies, firms and other
business entities. Therefore, it is highly unlikely that there would be any existing business entity which would
not have obtained a PAN.
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also open an internet banking account with any bank. The form must
capture the email ID and the internet bank account number.
ix. All persons with annual aggregate turnover of goods and services exceeding
Rs.10 lakhgxcluding CGST and SGST) would be required to compulsorily
acquire the 18 digit identification number. Persons with lower turnover will

have the option of obtaining the identification number.

4.5 These recommendations will enable the GST administrabcsave on considerable
time for registration and also enable computerisation of transactions by distinguishing one
record from another. Given the simplicity of the proposed registration system, the GST

administration can begin registration of dealers frathJanuary, 2010.
b. GST invoice

4.6  Another important element of the taxpayer information base is the VAT invoice,
which forms the primary source of information and therefore a crucial control document of
VAT. In an invoice based VAT system, the issuesoices in the proper form is an essential
part of the procedure for imposing and enforcing the VAT. Typically, under the VAT laws the
allowance of a credit for input tax is conditional on the existence of a VAT invoice issued
during the period for whichthe credit is claimed. An invoice is also required by the tax
authorities to audit the collection of VAT. Further as indicated above, the VAT invoices form
the primary source from which the return of VAT invoices will have to be prepared and
furnished totax authorities for third party information matching. Accordingly, we make the

following recommendations relating to VAT invoices:

i.  The law should require a supplier making a taxable supply to another taxable
person to provide a VAT invoice with that supptythe payment for it. The
requirement should be enforceable by some penalty.

ii.  The VAT invoice should be standardised across all states so as to contain a

minimum of information about the supply being invoiced.
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c. Periodicity of GST Payment

4.7  Since the amount of VAT collected by a dealer is related to his turnover, the dealer is
likely to accumulate a huge VAT liability within a very short period. Hence, it is necessary to
minimise the risk of payment defaults by dealers, in particulabyiyight operators. Given

that the collection under VAT will serve as the dominant source of revenue for state
governments it is imperative to provide for a collection mechanism which would ensure a
periodic flow of revenue to the exchequer subject to a minimagompliance burden on
taxpayers and risk of revenue lo3herefore, we recommend that théAT period should be

a calendar month.

d. Administrative structure

4.8 Theproposed GST will be a dual levy. Therefore, concern has been expressed at
different fora on the administrative structure for implementing the CGST and the SGST
consistent with the autonomy of the different levels of Government. Therefore, we
recommendthat the tax administration and procedures for the dual GST shoulieb&ned

in the following manner:

(@ The Central Board of Excise & Customs (CBEC) shall be responsible for
implementing the CGST and the State Tax administrations will be separately
responsible for implementing the SG&TThe various tax administrative
functions such as assessnt, enforcement, scrutiny and audit should be
undertaken by the CBEC in respect of the CGST and by the State tax
administration in respect of the SGSUibject to our recommendation on

smallscale industries

(b)  All procedures under CGST and SGS8ilildbe uniform.

% The juisdiction between the CBEC and the State Administration may be divided between the two in such
manner that the interface of the taxpayer is confined to one tax administration only. The basis for division
could be turnover or any other criteria which is soered reasonable so that the compliance and
administrative burden is minimized.
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Each taxpayer should be allotted a PAN based taxpayer identification

number,as recommended above.

The unit of taxation for the purposes of GST should be persons as defined
under the Income Tax Act. Consequently, for the purpose€®GET, all
production units/branches of a person located anywhere in the country will
be treated as a single taxable entity eligible for CGST input credit across
units/branches.  Similarly, for the purposes of SGST, all production
units/branches of a persolocated anywhere within the State will be treated

as a single taxable entity eligible for SGST input credit across units/branches
in that State.

The Central Government shall establish a common IT infrastructure which

will serve the needs of both &% and SGST

The Central Government will be responsible for establishing a taxpayers
information network (TIN) keeping in view the information requirement of
CBEC and the State tax administration. The TIN will be shared bethveen

Centre and the $tes.

The paymenbf tax and the transaction reporting should beade through a
combined payment and transaction reporting statementForm No. GSIT

This statement should detail all business to business transactions relating to
sales. This statemershould be common for both CGST and SGST compliance
and it should be mandatory to file this statement electronically on a monthly

basis while making payment of taxes.

Taxpayers opting for the compounded lewyay be required to pay their

taxes and filgheir returns on a quarterly basis.

Electronic filing of k other returns, if any, should also be mandatory.
Therefore, the return forms should be common for CGST and SGST

compliance.
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0) The information furnished shall be stored a common database to which

both the CBEC and the State tax administration will have access.

(9] For the purposes of audiboth CBEC and the State tax administration can
design an independent risk management strategy. However, both must
coordinate b ensure that the same taxpayer is not subjectstmultaneous

auditunder CGST and SGST.

0 The administration of this levy should be based on audited accounts and not

on the basis of any form of physical controls.

(m)  Since the tax base will be common, there should be a common appellate

authority. Similarly, théuthority for AdvanceRulingwill also be common.

(n) Best international practices should be embedded in the Ce@f@T,
particularly in respect of laws &ing to levy of penalties, and circumstances

and method of prosecution

(o) No authority should have any power to make preventive detention for the

purposes of CGST and SGST.
(p) Procedures for collection of both the CGST and SGST should be uniform.

4.9 The uniformity in the procedures recommended by us will considerably reduce
compliance and administrative cost. This should undoubtedly result in improved voluntary

compliance.
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CHAPTERV

Rates of Tax

l. Single or Multiple Rate s

5.1 The choice of a single or a multiple VAT rates is highly controvers$iale is a belief

that the public willaccepta VAT type GSimore easily if products consumed by lamcome
households are taxed at lower rates than products consumed by those thabedter off.
Administrators who actually implement the tax know that every additional rate will
significantly increase cost and complexiffjhe cost of auditing the classification of exempt
and taxable items and the applicable rates thereon at eveagesof production, distribution

and sale is also extremely highherefore, they support the elegance of a single rate (other
than the zero rates). Economisspouse the optimality ofax rates based on elasticityln
general, business and industry alespouse a single rate sindteis simple to comply and
eliminatesthe problem of classification whichrisesunder the multiple rates regimkadng

G2 LINRPGNI OGSR € S3If RA & EdditieS dultiple/rikes aldo inpliee S NA Q
that the standard rate is relatively highSince taxes result in economic distortion which
increases exponentially with the increase in the applied tax rate, a relatively high standard
rate createsmuchlarger economic distortionlt alsoprovides an incentive for eésion and

frequent lobbying by trade and industry for favourable modifications in the tax schedule.

5.2  Early VAT systemgere characterised by a progressive &tructure whereby basic
necessities were taxed at lower rates, luxuries at higher rates and all other goods and
services at a standard rate The problem was further compounded by numerous
exemptions. However, since the 1990s there is a growing trend towards glesipositive

rate, a zero rate and some, or no, exemptions.
5.3 The Task Force on Implementation of the Fiscal Responsibilities and Budget

Management Act, 2003ketched the elements of a reform strategy which would achieve

the core economic policy goatsf promoting efficiency, equity and high quality growth.

54



Report of the Task Force on Goods and Services Tax
Thirteenth Finance Commission

These elements, intealia, included low and few rates. The Task Force expressed the view
0 K FHigh téx rates distort economic decisions and fuel and deployment of resources into
tax avoidance andbax evasion. A large number of rates of taxes exacerbates the problem of
bracket creep and classification disputes. These arguments suggest that a rational tax
system is one with very few rates and low rates. For example, debates on customs duties
have unversally argued that if customs tariffs have to exist, there should be a single uniform
rate on all goods. Similarly, it is well accepted that there should be a single VAT rate covering
FE£f 1AYR 2IFviewdfihefaeOtinhbdtly thedCentre anthe States had multiple
rates, the service tax base was extremely narrow, and the States had not moved tth&AT,
Task Force, even while recognising the efficacy of a single VAT rate, recommended multiple
ratesas a transitory step towards a single VABTa. The recommendation does not, in any

way, undermine the efficacy of a SinQIAT raté>.

5.4 Bogetic and Hassan (1983pnalysed a diverse group of 34 countries on a wide
spectrum of VAT structures bases and revenuegerms of VAT structure, two groups of
countries were identified: single rate and multiple rate countries. Given the revenue
performance data and the consensus preference of tax experts for single rates, they
examined whether existing data on VAT sugipgbe contention that countries with single

rate mobilise more revenue than those that have multiple rates. The empirical results
confirm that the dispersion of rates fibund to negatively affect VAfEvenues. The results
also confirm in other conventiai view that VAT generates, other things being constant,
higher revenue in single VAT rate countries than in multiple rates countries. The difference
in the estimated models for the two country groups statistically significant indicating a
structural chang®’. Accordingly, they recommend thdb generate superior revenues, a
VAT should be levied in a single rate on as broad base as possible; it also must be

accompanied by a strong tax administration to ensure enforcement and compliance.

**This has been ascertained from Dr. Vijay L. Kelkar, who headed the Task Force.

% The recommendation for multiple VAT rates was adversely commented upon by experts.

**Bogetic, Zeljko and Fareed Hassan ( 1998)erminants of ValuAdded Tax Revenue: A Cr&exction
Analysis, The World Bank Working Paper No.1203.

o They also point out that the change in the pattern of VAT revenues cannot be exclusively explaimetsin te
of difference in rate structures.
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5.5 Mello (2008¥° empirically analyses 38 OECD and +@BCD countries and concludes
that VAT efficiency is inversely related to the statutory rate and the share of tax
administration costs in tax revenue (proxying for tax administration efficiéhcyhe VAT
efficiency is affeted adversely by the level of the statutory rate. Theetficient in the tax is

small in magnitudealthough it is highly significant, so that the loss in efficiency due to an
increase in the VAT rate is relatively modest. The elasticity of VAT revenuég rate is-J

0.3 approximately. Silvani and Wakefield (2002) analyse a sample of 22 countries in the
1990s and show that, if the VAT tax rate is raised by one percentage point, productivity falls

by 3.6 per cent.

5.6 The Group took note of the fathat, in 200708, the combined statutory incidence
of CENVAT, CST and State level VAT on geoexign the range o27 per centand 30 per
cent’. This combined rate is one of the highest in the world and is not conducive to

voluntary compliance. Furtheit,also underscores the need for multiple rates.

5.7  The Group also took note of the need to minimize the tax burden on consumption by
low income households. However it does not recommend a low rate of tax, or exemption,
for products consumed by low inme households since the same products also form part of
the consumption basket of the middle and high income households. As stated etdier,
introduction of a low rate or exemption for products commonly consumed by low income
households also resulta increase in the standard rate. Since low income households also
consume goods liable to tax at the standard rate, the cumulative burden on the aggregate

consumption by the low income households remains unaffected in spite of the exemption or

8 Mello, Luiz de (2008). Avoiding the Value Added Tax: Theory and@ossy Evidence, OECD, Economics
Department Working Paper No. 604.

2 VAT efficiency also tends to be higher in countries where the regulatargefvork in product markets is
pro-business and governance (regulatory quality, rule of law and government effectiveness) is strong.
Moreover, VAT productivity does not seem to differ in a statistically significant manner between OECD
members and nomembes. Finally, the ratio of administrative costs to tax revenue is the-pegborming
indicator of tax administration quality used in the empirical analysis, with other metrics, such as the ratio of
audit and other noraudit verification assessments to netvenue having a much lower predictive power.

* This does not include the incidence of embedded taxes which are not vatable. This combined statutory
incidence has since reduced to a lower range of 18 per cent to 20 per cent irfD2088a consequence thfe
sharp temporary cut in the CENVAT rate.

56



Report of the Task Force on Goods and Services Tax
Thirteenth Finance Commission

low rate fa the common goods consumed by thenThe Group also recognized that, in
general, the low income householggirchasetheir requirement ofdaily necessities from
the small neighbourhood retail outlets whose turnover is generally low/moderate.
Therefore, the burden of GST ortonsumption bylow income householdshould be
minimized more appropriately, by providing a moderate threshold exemption for
registration of dealersAccordingly,the Group hasin para 2.61 above recommended a

threshold exemption limitof Rs.10 lakh

5.8 Further, in terms of best international practicescent experience shows that the

preference of the policymakers is for adoption of a single rate as it is more effitient.

5.9 In the light of the above, the Group recommenaise podtive rate, eachfor CGST

and SGS®n all goods and servicesn addition thereshouldbe a zero rateapplicable to all

goods and services exported out of tbeuntry.

5.10 A view has been expressed that a single rate of State GST for all goods and services
will, in our country with its large low income population, be highly regressive. It is mainly
the articles of common consumption which are in the lower rate bands of VG single
revenueneutral rate will definitely be much higher than the rate now prevailing at the
lower bands. In short, the incidence of taxation on the articles consumed by the common
man will rise, while the rate of tax on luxuries will fall. Thelengentation of a regressive

tax during an economic slowdown is even worse than doing so in a boom. In other
countries where such a shift to a single rate has occurred, an increased propensity to evade
has also been noticed. Those who argue for a sirgfie GST on grounds of economic
efficiency and growth are ignoring the adverse distributional consequences. The

implementation of a single rate will thus be highly unpopular with the common man.

5.11 Under the present Indirect Tax regime at the State lethe lower rate is generally 4
per cent. However, in the absence of a seamless flow of the input credit mechanism

resulting in cascading of taxasd the CENVAinclusive tax base, the incidence on products

$aAOKESE YSSY oHnnOY G2KFEG YFE18&a + adzO0Saatdd +! ¢KE X
2009 at the National Institute of Public Finance and Policy (NIPFP), New Delhi.
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liable to the lower rate of 4 per cenis subsantially higher. Since werecommendin para

5.79 a single ratewhichis extremely lown comparison tahe existing standard rate of 12.5

per cent, there is little scope for providing a further lower rate. In addition, the proposed
GST design structure envisages a comprehensive base with a seamless flow of the input
credit mechanism. Consequently, the cascading effect would be negligible. Ftingnésx

base will be exclusive of CENVAT. The cumulative effect would be that the real tax
incidence under the proposed GST model would approximate the statutory rate and would
not be significantly different from the present levels of incidence on sucilucts. The
proposed single rate GST regime will be transparent in comparison to the present opaque
system. A move to a single rate of GST is regressive if the initial point is a destination based
VAT type regime across a comprehensive base and atidorrseamless flow of input credit
where the cascading effect is either nexistent or negligible. Since the existing indirect tax
structure is characterised by significant cascading effect, the move to a single rate of GST
which approximates the realncidence, does not result in any adverse distributional

consequences.

5.12 A tax on consumption can be regressive. The structure should be designed to
alleviate the tax incidence on consumption by the relatively poorer section of the society.
One of tre methods could be to identify such items of consumption by the poor and either
exempt them from GST or subject them to a lower rate. Under this method, consumption
by the rich would also suffer the same level of tax since no distinction can be madedetwe
the rich and the poorer consumers at the point of sale. Therefore, this method is highly
regressive. The second method is to provide for a moderate threshold exemption level for
registration of dealers. Consequently, all small dealers would remasndeuthe purview of

the GST and, therefore, the tax incidence on products sold through such dealers would be
relatively lower. Since the poorer section of the society tend to make their purchases from
such small and unregistered dealers, the consumptibany commaodity by the poor would
bear a relatively lower incidence of tax than the consumption of the same commodity by

the relatively richer section of the society. In the aforesaid paragraphs, we have
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recommended a modest threshold exemption levelRs.10 lakh. This recommendatiisn

aimed toaddress the issue.

5.13 The distributional consequences of the proposed GST should be analysed keeping in
view its impact on economic growth and employment. To the extent it enhances economic
efficiency, it vill also create new opportunities for employment which would obviously
benefit the relatively poorer section of the society and improve ed@ityThere is yet
another instrument to improve the distributional outcome of this by direct cash transfer to
the target groups. With the proposed UIN system such a policy is feasible and a more

efficient option.

5.14 In view of the above, the apprehension that the move to a single rate would be

regressive is misplaced.

5.15 It has been argued that the proposal tave a uniform rate of State GST reduces the
autonomy of the States and, therefore, undermines the federal structure of our
Constitution. Further, the States would lose the flexibility to swiftly respond to any®risis

In the present context, the desigof the structure of the GST will kaetermined through

the collectt5 LINR OSaa 2FQlF 0 PABBER OGKBAV BYIiNBS | yR
collective welfare of its people. The decision to have a uniform shtaild therefore, be
viewed asa colletive decision of all States and Centeeharmonize the tax ratesarrived

on the basis of consensus in the Empowered Committee of State Finance Ministers. Further,
the proposed GST structure would confer upon the States the power to tax services which
acounts for about 54 per cenvf the GDP. This would significantly improve the vertical
imbalance in the federal fiscal relations in favour of the SttesThe States would also
have the flexibility to impose surcharges to meet any financial need in argancylike

situation.

% Unemployment results in aimplicit taxation of the poor at the rate of 100 per cent.

% Some States have argued that but for the flexibility, the Central Government would not have been able to
reduce the CENVAT rate as a response to the economic slowdown witnessed in the sdfcofithddiscal

year 200809.

% This would be so even after making appropriate adjustment for allowing the Centre to levy tax upto the
retail stage.
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5.16 Itis now well recognised that the performance of GST is dependant, amongst others,

0 EDBXD WA 3D €701 OKDOET 0 1 6l

35 . . .
OO 1o ]*. Therefore, the ratio is less thaane if

on the ratid

there are multiple rates. Hence, it is necessary to adopt a single rate so as to optimize the

performance of the GST.

[l. Determination of the rate of GST

5.17 One of the crucial issues relates to the determination of the rate of CGST and SGST.
Since the GST is primarily intended as an exercise in reforming the consumption tax in India
and not an exercise for additional resource mobilisation through discretjooaangesthe

CGST and SGST rates should be such rates which would yield the same revenue as collected
from the various taxes which will be subsumed in the CGST and(B&&atter such rates

shall be referred to aBE @Sy dzS y SdEN® £ NI 1S3 Q

5.18 The Thirteenth Finance Commission has been maato make its
recommendations having regard to the basis of levels of taxation likely to be reached at the
end of 200809. However, thdiscal year 20089 has been characterised by unprecedented
ecoromic meltdown necessitating immediate and temporary midyear corrections in the
rates of CENVAT and Service Tax. Further, due toyie&naextreme volatility in the prices

of various commodities, the levels of taxation achieved in 20@&re substantiajl lower

than what would have been achieved if the trend of the preceeding five years had
continued.Further, detail firm leveldata is required for the purposes of calculation of RNR.
This is available only upto the fiscal year 2087 Therefore, theGroup has used the fiscal

year 200708 as the base year for calculation of the RNR.

% Astandard rateis defined to mearthe rate onsupply of all generagoods and servicesr which
no other specific rate is provided. In effect, this is the rate applicable to the residuary category of
goods and services. Further, detail analysis of this is presented in Chafiter
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5.19 The RNR for the CGST and the SG&Iamminedin accordance with the formula

RNR= R X 100
B
Where,

RNR : Reveme Neutral Rate for the Centr@r the States as the case
may be;
R : Collection from the Central or State taxes, as the case may be,
which are proposed to be subsumed in the CGST and SGST;
B : Estimated Tax base of the GST

a. Taxes to besubsumed in the GST

5.20 The Central taxeswhich are proposed to be subsumedy the Empowered
Committeein the CGST are indicated in Paral of Chapterll of this ReportWe concur in
this proposal of the EGurther, the SIN goods will be subject to @atllevy comprising of
the CGST and Excis@%ie total collection from these central taxes in 2008 was Rs
233435 crores (including collection from petroleum and tobacco produt®f which
collection from norSIN goods and services WRs 157733 croresnty. The breakup of the
collections igpresented inTablel. Since the SHgoods will continue to be subject to excises
as at presentthe RNR for the CG$lIsought to be calculatednly in respect 0fRs157733

crores being the collections from neSINgoods and services

Table-1: Revenues from Central taxes to be subsumed in CGST

SINo Nature of Tax Non-sSiN POL Tobacco | Total
Goods
1 |CVD 53510 5199 0 58709
2 |Union Excise Duties 52922 60231 10272] 123425
3 |Service Tax 51301 0 0 51301
4 |[Total 157733 65430 10272| 233435

Mote: Union Excise Duties includes Additional Excise Duties and the various cesses listed out for
subsumation in the CGST
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5.21 Similarly, the total collection fromit 9-i I E $15260708 was Rs118356 crores
(excluding collection from petroleum, alcohol and tobacco products). However, the total
collection from & ¢t€ E S @xcluding collection from petrelm, alcohol and tobacco
products) wadks188285croresin 200708 as per details presented in TakeSince we are

of the view that all thedt ¢-({Cl E $haufd be subsumed in the SGST, our RiXEhe SGST is

sought to be calculated irespect ofanamount 0fRs188285crores

Table2: Revenues from State taxes to be subsumed in SGST

sl. No Nature of Taxes "::.1" POL | Tobacco | Alcohol | Total
1 |Stamp Duty 38473 38473
2 |Taxes on Vehicles 15549 15549
3 |Taxes on Goods & passengers 6719 6719
4 |Taxes and Duties on Electricity 9188 9188
5 Sales TaxfVAT (incl. CST and Purchase Tax) 110826 56442 3000 114500 1821718
& |Entertainment tax 1062 1062
7 |Entry taxes not in lieu of Octroi 3914 3914
B | Other taxes and Duties* 2554 2554
9 |Total (sum of 1 to 8) 188285 259177
10 | TF- Taxes (sum of 1 to 8) 188285
11 JEC- Taxes ( sum of 5 to 8) 118356

* This includes (i) taxes on lottery, betting and gambling; (ii)luxury tax; and (iii) cesses and

surcharges by States
b. Estimation of the GST base

5.22 For the purposes of estimating the RNR, we need to éistimate the GST bas&

the light of the GST Modelesigned by us There are essentially two methods of estimating
the GST baseOne methodis to estimate the final consumption in the country and make
appropriate allowance for leakage. However, the-@8T indirect tax system is generally

characterised by high leakagwhile the shift to aconsumptiontype GST is compliance
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enhancing. Therefore, estimating the degree of leakage under the proposed GST is
vexatious. Thasecond methodis to estimate the gross value addition by the producers of
goods and services and nekppropriate adjustments relating to imports and exports. The
gross value addition by the producers can be estimated by either using the-oojpout

table or the profit and loss account of the producers.

5.23 For the purposes of estimation of the GSJ¥ase, we use the following

methods/approaches:

1. SQubtractivecg indirect method(SI method);
2. Consumption method

i.  Task Forc&stimate and

ii. NCAERstimate
3. Shome Index method

4. Revenue method

5.24 We use the average of the estimates under these methods aestienate of the

GST Base for the purposes of calculating.RNR
1. Subtractiveg indirect method (SI method)

5.25 At the producer level, the GST base is equivalent to the value added which is the
value that a producer adds to his raw materials or purchasesrbetelling the new or
improved product or service. That is, the inputs (the raw materials, transport, rent,
advertising, and so on) are bought, people are paid wages to work on these inputs and,
when the final good or service is sold, some profit is |63b value added can be looked at
from the additive side (wages plus profits) or from the subtractive side (output minus

inputs).

5.26 Value added = wages + profits = outgutnput. If the tax rate on this value added
W (th@re are four basic form$at can produce an identical result:

(1) t(wages + profits) : the additivedirect (accounts) method;
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(2)  t(wages) + (profits): the additive; indirect method®,
(3)  t(outputcginput) : the subtractive; direct (accounts) method; and

(4) t (output) ¢ t (input) : the subtractiveg indirect (the invoice or credit)
method.
5.27 While there are four possible ways of levying a VAT, in practice, the method used
(number 4) never actually calculates the value added; instead, the tax rate is applied to a
compaent of value added (output and inputs) and the resultant tax liabilities are
ddzo 0N} OGSR G2 384 GKS FAaylLrt ySG GFE LIelots

assess the tax on value added.

5.28 The Subtractiveg indirect method (SI method)sibased on the profit and loss
account of producersSince extensive producer level data was available with the Income Tax
Department, the Groupanalysed the profit and loss accounts 28, 51, 248 business
entities for the financial year ending on the 3March, 2008 (financial year 20@B) which
have electronically filed their profit and loss account along with their return of income with
the Income Tax Department for assessment year 2088 The activities of these entities
are classified into 9 semts and further sub classified m{74 subsectors (refer Annex|ll).
Further, the sample include%50,894companies and®,84,425partnership firms. Since it is
mandatory for firms with an annual turnover of more than Rs.40 laddsall companies to
electronically file their return of income, the dataset includes all companies and such firms,
who have filed their return upto 8" August 20® for the financial year 20038
(assessment year 20a®). In addition, it also includes othéusinessentities which have
voluntarily opted to electronically file their returrizor the purposes of this exercise, we
assume that thes@8, 51248 entities constitute the universe of the GST taxpayers. This
sample does not include the multitude of taxpayers who haleel their tax returns in paper
form. Charitable organizations are required to file their return only in paper form.

Therefore, the sample does not include the tax returns of any charitable organization. Since

% This method is so called because value added itself is not cadutait only the tax liability on the
components of value added calculated.
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most entities engaged in providing educationdahealth services operate as charities, the
sample does not include education and health services providers. Further, since agricultural
income is exempt from income tax, the sample does not capture the data relating to the

agricultural sector.

Table-3: Turnover based Distribution of sample entities

Amount of Share in the
Turnover® range Nuz?:sr of Output base | total turnover

(Rs in crores) (in percent.)
Less than zero 2014 -715 -0.01
Between 0 to Rs 10 lakh 1616862 253761 0.28
Between 10 lakh to Rs 25 lakh 237333 38933 0.42
Between 25 lakh to Rs 40 lakh 146984 43061 0.51
Between 40 lakh to Rs 100 lakh 333047 219065 2.34
Between 1 crore to Rs 2 crore 199099 280778 3.00
Between 2 crore to Rs 5 crore 165385 519055 5.55
Between 5 crore to Rs 10 crore 71341 498382 5.33
Between 10 crore to Rs 100 crore 71332 1840605 19.65
Above 100 crore 8160 5884524 62.91
Gross Total 2851557 0354445 100|
Less: Indirect Taxes 281168
Turnover net of indirect taxes 9073277

* Turnowver is defined as total credits in the Profit and Loss Account as reduced by the value
of closing stock. This is the same definition used for computing the GDP

5.29 The distribution of taxpayers across turnover is showiable3. For this purpose,
GOdzNYy2O0SNE Aad RSTFAYSR (2 YSFHy GKS F33aNB3aFGs
[2a& | OO02dzyd a2 +a G2 FtA3Iy Al fahédurpadsdsS RS T/

of National Accounts by the CS@eTaggregatgrossvalue of outputof the sample entities
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is R90,73,277crores’ in 200708 as against the gross value of output of 7Bg8,410
crores estimated by CSO for the nagricultural sectof. Therefore, it is obvious that the
CSO estimation of gross value of output seems to be an under estinfatiéonsequently,
the estimation of GDP, private final consumption etc., by the @S@appears to be under
stated. Therefore, the sample size is etinely large and any estimation of the GST base on

the basis of this sample will be fairly representative of the actual GST base.
5.30 The computation of the GST base under the SI method involves the following steps:

a. The receipt items on the credit sidd the Profit and Loss Account,

which would be liable to output tax, are identified and appropriately

adjusted for indirect taxes to arrive at th&# @I £ dzS 2 F & dzLJLJ

R2YSadAOFfte LINPRdIdzOSR 3I22R&a | YR

as

(hereinafter referred toas Wy S @I f dz§ 2 F & dzLJLJ @&

LINE RdzOSR 3I22Ra FYyR aSNWAOSaAQ
b. {AyOS AYLRZNIa& FINB fAFoftS G®aub{ ¢
2T A YLS2 Myhrég@ed with theWy SG @1 f dzS 27F

-

a d:

R2YSAaUAOlf & LINERdJzOSRved heUR/ES (i yOR £ 08N

2F R2YSaiAOFfttfe | dL.AflFIofS JI22RaA

c. Since exports are zero rated in a GST regime, the value of exports is

Iy R

reduced from theWy SG @I £ dzS 2F R2YSailAOlffe

4 SNt @fva sxthe Wy S G £ dzS 2 Fes availdea | y R

F2N) R2YSalA Qrie@edy adaNBas 8 $ Q2 dzi Lidzi
d. Similarly, the expense items on the debit side of the Profit and Loss

Account, in respect of which input tax credit would be potentially

% Since agricultural income is exempt from income tax and persons whose income is predominantly from
agriculture are not required to file their tax returns, this does not ineltide gross value of output produced

in the agricultural sector.

* This is derived by reducitige aggregate of the value of output of Rs.9,18,846 crores in agriculture, Rs
3,33,098 crores in Public Administration and Defense and Rs 2, 84, 953 crioge$®@ercent of the value of

0 KS 2dzli Lddzi dzy RSNJ WhiKSNJ aSNWAOSaQ F NP Y-0diak Sportetl f dzS
by CSO.

¥ The turnover of the sample entities relate to the organised sector. The under reporting of the ¥alue o

output by the CSO is further accentuated if we adjust for the unorganised sector.
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