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1.

Introduction

VAT has been introduced in a large number of countries. However, it is no
coincidence that it has not been possible to introduce a fully harmonised VAT in any
of the federations. The key difference in introducing VAT in a unitary form of
government and in a federal country lies in designing a ‘destination based’ sub
national VAT. Therefore, the important issue that needs to be addressed in designing
a sub-national VAT relates to treatment o f inter-state trade.
To understand the problems of introducing a harmonised VAT in a federation,
this paper aims at presenting case studies of the structure of VAT in a few select
federal countries, such as Brazil, Canada and India. It illustrates the case of the
European Union (EU), drawing upon the harmonised federal features of its Member
States. The paper also derives lessons from these case studies in order to recommend
a suitable structure for a sub-national VAT in India.
2.

Brazil

Brazil is one of the oldest federations having a comprehensive division of tax
powers between different tiers of governments. The overall system of taxes on
commodities and services is characterised by a variety of taxes. Besides taxes on
income and property, it includes VAT at the federal level as well as at the state level.
In addition, it has some cascade type taxes at the municipal level.
2.1.

Federal VAT
B razil’s system of VAT at the federal level is known as IPI (Imposto Sobre

Product os Industrializados). It is confined to the manufacturing sector only. It is
levied on the value added by the industrial manufacturing sector. That is, the tax is
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levied on raw materials, intermediary products, packaging materials and finished
goods with set-off for the tax paid at the earlier stage of transactions. Set-off is.
however, not available on output exempted from IPI. Agricultural and mineral
products are also excluded from the scope of IPI i.e. no credit is available whether
used as input or as output. Capital goods, in general, are outside the creditable base
but the tax on machinery and equipment produced in Brazil forming part of fixed
assets and used solely in the industrial process is eligible for credit2. As in most other
countries, exports are zero-rated.
Imports are subjected to IPI but the products exempted from import duty are
automatically exempt from IPI. Also, importation of specified machinery and
equipment are exempt. Other exemptions under IPI include:
1. output of firms established in Manaus Free Zone - the ZFM (Zona Franca
de Manaus) and approved by the proper authority,
2. a large number of notified products or projects, and
3. some specified inputs.
The structure of IPI indicates multiplicity of rates with considerable variations
across commodities. In general, there are nine rate categories ranging from 4 to
333%.
More than half the revenue of IPI is generated from a few commodities. These
include vehicles (16.2% ), tobacco products (13.2%), beverages (10.1% ). chemical
products (8.1%), and the products of metal and mechanical industry (7.0% ).
2.2.

State VAT

The system of VAT at the state level, is known as ICMS (Imposto Sobre
Operacoes Relativas A Circulacao D e Mercadorias E Servicos). It replaced the
sales/turnover taxes which prevailed in the sixties. It is levied on the sale of goods at
all stages of the production and distribution process including the retail trade,
agriculture and cattle raising sectors3.
Under ICMS there are five rate categories under ICMS, viz.: 7% on rice,
beans, bread, salt, meat and food items; 8.8% on capital goods; 12% on the supply of
electricity; 18% standard rate (applicable to most other items); and 25% for luxury
consumption items, such as liquor, cigarettes, tobacco, electronic goods, video
games, sports, communications, gas and alcohol.

: W hile the Ministry o f Finance n otifies the eligibility for such tax credit, the C o -o rd in a to r o f the Tax
S ystem approves additional item s for such credit.
1 For details see Purohit, M ahesh (1 9 9 7 ), “ V alue Added Tax in a Federal Structure: A C ase Study o f
B ra zil” , E conom ic a n d P o litic a l W eekly, V o l. 32, N o . 2 , February 15, pp. 3 5 7 -3 6 2 .

Services are outside the scope of Brazilian ICMS4. Also, a large number, of
capital goods produced in Brazil are excluded. In addition, there are many exemptions
for notified items. These include fertilisers and pesticides, goods for agricultural
production, and specified products such as imports of intermediate goods, and the
sale of agricultural equipment in the north-eastern states. Exports are zero-rated.
2.3.

Harmonisation of Inter-State Transactions
Along with India, Brazil is the only other federal country that has adopted an

‘origin’ principle for taxation of inter-state transactions. Accordingly, ICMS is levied
on inter-state transactions by the exporting state. However, the tax levied by the
exporting state varies according to destination. While the general rate of tax on inter
state transactions is 12%, the rate is 7% for goods sent from south-eastern states to
north-eastern states or to the central-western states3.
To neutralise the impact o f tax on these transactions, the importing state gives
set-off for the tax. In effect, by having a higher rate of 12% on exports from the
south-eastern states (other than to the north-eastern
and central-western states) andthe
lower rate of 7 % on imports into that region and allowing rebate o f both these taxes,
the ICMS redistributes tax revenue between the states. The rate o f tax on inter-state
transactions is prescribed by the National Public
Finance Council (CONFAZ)6.In
addition, the CONFAZ grants exemptions to some notified products such as
vegetables, eggs and domestic fish7. Exemptions also include the sale of agricultural
equipment to the north-eastern states and to Para, Amapa, and Rondonia and
agricultural exports. Sales to the ZFM area are zero-rated.
The features of Brazilian VATs described above indicate that there exists a
system of a dual VAT: the IPI - a federal VAT on the manufacturing sector - and the
ICMS - a state-VAT on agriculture and industry. The federal VAT is primarily a tax
on selected commodities and restricted to the manufacturing sector with a plethora of
exemptions. It is also beset with problems, such as non-neutrality. Besides, there
tendency on the part of entrepreneurs to undervalue their output to reduce the
liability. In addition, exemption from IPI is given to machinery produced in
country as against non-exempt imported machinery which creates distortions in
system. No attempt has been made to harmonise IPI and ICMS; both taxes
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4 S ervices are taxed separately by the lo ca l bodies. T he tax on serv ices lev ied by these bodies is a
cascade type tax.
’ There are nine states in the north-east, four in the central-w est and sev en in the north. T hese states
are regarded as less developed states. In all, six states are considered to be d ev elo p ed states.
6 T he C O N F A Z consists o f all states' representatives w ith 27 cou n cillors. U nanim ity is required for
any resolution to go through. The 1988 C onstitution strengthened the legisla tiv e role o f the C O N F A Z .
It now prom otes treaties on tax benefits and harm onises rates.
It is, o f co u rse, important to note that although C O N F A Z harm onises inter-state trade, som e o f the
states try to ‘irant con cession s (such as grant o f paym ent deferrals to attract industries) that are not
p erm issib le.

independent of each other. In addition to IPI and ICMS on goods, the local taxes on
services in general levied by local authorities on a gross sales basis are not integrated
with the taxes on goods. The main source of revenue is. however, the state VAT
(ICMS).
3.

Canada

Canada is an example of a federal country where better harmonisation of VAT
between federal VAT and state sales tax/VAT has been achieved8.
3.1.

Federal VAT

At the federal level a comprehensive VAT known as goods and services tax
(GST) has been in force since 1991. It covers all sales of goods and services. The tax
is levied at the rate of 7 %.
While having comprehensive coverage, GST provides for exemption of
specified goods and services. Sales made by small traders with annual taxable
turnover of less than CAD 30,000 and occasional sales by private individuals (such as
the private sale of a used car) are exempt. Residential rents (other than temporary
accommodation), most health and dental services, financial services9, day care
services, and educational services are also exempt. In addition, the resale of private
dwellings is exempt. Some individuals and agencies are exempt because of
constitutional immunity granted to them. Supplies to Aboriginal Indians living in
reserve areas are also exempt.
Certain items including basic groceries (excluding snack foods, non-food
beverages, prepared foods and restaurant meals), prescription drugs, and medical
devices are zero-rated. All supplies made to provincial and territory governments are
zero-rated either through mutual agreements or through treaties. Supplies to farmers
are also generally zero-rated. These include seeds and fertilisers bought in large
quantities. Exports also fall in the category of zero-rated transactions. Individuals and
organisations having diplomatic immunity are eligible to buy goods under zero-rating.
GST has a provision for granting a rebate of tax paid on inputs to some
specified institutions as follows:
•
•

Municipalities10 57.14%
Universities and public colleges - 66%

8 See for details, Purohit, M ahesh C . (2 0 0 1 ), "Structure and A dm inistration o f V A T in Canada:
L essons for India", In tern ation al V AT M on itor, N ovem b er-D ecem b er, pp. 3 1 1 -3 2 3 .
’ T hese include interest on loans, charges for accounts, credit card fees and c o m m issio n on transactions
in stocks or other securities.
10 M unicipalities, academ ic institutions, sch o o ls and hospitals are know n as M A SH sector.

3.2.

•

Schools - 68%

•
•

Public hospitals - 83 %
Government registered charities and non-profit organisations - 50%

Provincial Sales Tax/VAT
In addition to the imposition o f GST by the federal government, all provinces

except Alberta levy a provincial tax on the sale of tangible personal property11. The
different forms of sales tax in the provinces are as follows:
First, a retail sales tax, known as provincial sales tax (PST), is levied by five
provinces viz. British Columbia, Ontario, Manitoba, Prince Edward Island, and
Saskatchewan. O f these, Prince Edward Island levies PST on the GST inclusive base.
The rest of the provinces impose PST on the price exclusive of GST. The PSTs levied
by these five governments vary considerably in terms of coverage.
Second, VAT is levied at the provincial level by Quebec. It is known as
Quebec sales tax (QST). Quebec collects its own QST and the GST levied by the
federal government. Quebec applies zero-rating of QST on inter-provincial sales and
exports. It remits GST yield net o f the cost o f collection to the federal government.
Efforts were made by the federal government to harmonise GST and the
provincial sales taxes since the introduction of GST in 1991. After protracted
negotiations, eventually in 1996, the federal government entered into an agreement
with three provinces, namely, Newfoundland, Nova Scotia, and New Brunswick, to
introduce a harmonised sales tax (HST) to replace GST and PST.
Effective 1 April 1997, HST is a VAT imposed by the federal government at
15% consisting o f two parts - the federal tax component at 7% and the provincial tax
component at 8%. HST is legislated and administered by the federal government. The
provinces receive their share (8%) from the federal government. The share is allocated
primarily on the basis of consumption although other variables are also included in the
distribution formula. In addition, the provinces received adjustment assistance to
compensate for the loss of revenue due to the reduction in the tax rate. The grant of
CAD 961 million was payable over a period o f four years.
In the Canadian system, there is no effective tax on inter-provincial
transactions. In the provinces that have a retail sales tax, the tax is not imposed on
inter-provincial transactions. In the other provinces, such transactions are zero-rated
under VAT.

Alberta has considerable revenue from g asolin e.

From the above description of the Canadian system of VAT and sales tax, it
can be seen that the Canadian federation has succeeded in fashioning a system that is
essentially rational from the economic point of view. That is to say there is no
element of cascading and inter-provincial transactions are not taxed. However, there
is no perfect or near perfect harmonisation. It has three interesting but distinct
features:
1. separate federal and provincial VATs administered provincially (QST);
2. joint federal and provincial VATs administered federally (HST); and
3. federal GST and provincial retail sales taxes (PSTs) administered
separately.
4.

European Union

The VAT structure o f the EU could also be considered an illustration o f VAT
under a federal system, wherein VAT is levied by all the Member States (MSs).
The EU has ensured that the domestic trade taxes levied by the MSs would be
rational by insisting that any country which wishes to be part of the Union should
adopt a VAT and must refrain from levying any effective tax on intra-Community
transactions. Prior to the abolition o f internal fiscal frontiers within the Union
( l sl January 1993), this objective was achieved by zero-rating exports o f goods from
the MS of origin and taxing their importation in the MS o f destination. As from the
abolition of fiscal internal frontiers, the concept o f zero-rated exports o f goods was
replaced by zero-rated intra-Community supplies o f goods and the concept o f taxed
importation of goods was replaced by taxed intra-Community acquisitions o f goods.
Form 1st January 1993, the concept o f zero-rated export was restricted to the
movement of goods from one MS to non-EU countries and the concept o f taxed
importation of goods was restricted to imports into the EU from non-EU countries.
Coverage of VAT in the EU includes both goods and services. The basis of
assessment was substantially harmonised in 1979 through the entry into effect of the
Sixth Directive. Further, a degree of rate harmonisation was achieved by the Union
stipulating that there shall be a minimum standard rate of 15%, with one or two
reduced rates on a few specified items, with a minimum of 5% following the removal
of border controls. The standard rate ranges from 15 to 25%. Agreement to this
effect was reached by the Finance and Economic Ministers o f the Member States
(MSs) in 1992.
Thus the EU has succeeded in preserving the common market with a
harmonised VAT. In order to achieve this, it proposed two systems. The first relates
to the origin principle, that requires a clearing house mechanism and the second
relates to the traditional destination principle.

Origin principle: The European Commission’s initial idea of harmonising VAT
in the EU was based on the origin principle necessitating the establishment of a
clearing house. The Commission’s idea was that supplies of goods removed from one
MS to another would be taxed in the MS from which the goods were supplied (‘MS of
origin’) and the customer in the Member State of destination would be entitled to a tax
credit. To make the destination principle work, the exporting state would remit the
VAT collected on exports to the administration of the importing state. Only net
balances would have to be settled, through a mechanism of a central clearing house. It
was thought that each Member State would calculate its total VAT sales and purchases
for intra-Community trade for the month by aggregating all VAT charged and claimed
by registered traders on sales and purchases to EU Member States. The net position
would be calculated vis-a-vis the EU and not against each individual state. So each
country would create a monthly statement showing its total VAT input and output
figures for intra-Community trade. The statement would establish a claim or payment.
Under this system, clearing would be a perpetually on-going process.
While the benefits of the clearing house mechanism were clearly recognised,
the members of the EU anticipated problems relating to the accuracy of likely claims
involving large flows of money. The Commission proposed to tackle this through the
mechanism of standardised audit trails, improved control and co-operation between
MSs. Subsequently, the Commission proposed clearing on the basis of estimates of
consumption in MSs.
However, considering the enforcement asymmetry in the working of the
clearing house12, the MSs were not ready politically or administratively to implement
the system of clearing house mechanism.
Destination principle: The EU subsequently adopted a transitional regime to
deal with the treatment of intia-Community transactions in goods. In conjunction with
this, a VAT information exchange system (VIES) was set up to monitor intraCommunitv trade of goods1'. As per the ‘transitional rei’ime

the taxable event in

cross border transactions takes place in the country o f destination. Eor example, a
manufacturing firm producing finished goods, located say in France, ‘imports" raw
maleiial worth EUR 500 from the UK where this transaction is subject to 17.5%
VAT. When the transaction involves the movement of goods from UK to France, the
transaction is taxed at the zero rate in the UK provided the sale is made to a registered
trader in France. With a view to ensuring that non-registered traders do not benefit
from this zero rate, the registration number of the French customer would have to be
mentioned on the invoice of the UK supplier. Thus, the supplier who sends goods to
other EU countries will need to obtain the VAT registration number of its foreign
customer and quote it with his own VAT number on the sales invoice. Thus, the
i: See L ee. Pearson and Sm ith (1 9 8 8 ).
15 Sec for details Puroliit (2 0 0 1 a ) and C n ossen (2 0 0 1 ).

‘exports’ to France would effectively be free o f UK tax, but the French customer has
to account for French VAT on the intra-Community acquisition (19.6% o f EUR 500).
The French customer pays the same amount o f VAT on goods purchased from
suppliers in other Member States as he would have to pay to French suppliers.
In addition, when the UK supplier dispatches goods, there is no paperwork to
present to customs officials because for VAT purposes fiscal frontiers have been
abolished. Apart from spot checks for drugs, anti-terrorism measures etc. there would
be no delays in the transportation of goods from one MS to another.
Similarly, the French dealer is not required to clear the goods into France;
neither is he required to pay French VAT to French customs officials at the time the
goods enter the country. When the goods arrive at his premises, the French dealer
accounts lor French 'acquisition' VAT on his VAT return. If he has acquired these
goods for resale, he is entitled to deduct the acquisition VAT on the same VAT
return. The same procedure applies in reverse if the goods are moving from France to
the U .K .14. In this regime, taxation of intra-Community transactions in goods takes
place in the consuming state.
This scheme was originally scheduled to apply only from 1993 through
1996'\ However, there has been no consensus among the MSs about changing to the
new regime. Hence, the transitional regime still continueslf’.
5.

The “ Little Boat M odel”

While the above systems relate to those existing in some federations, some
proposals have been set out in public finance literature, which need serious
consideration.
One such proposal based on dual VAT has been proposed by Varsano1'. It is
called a "little boat model". It is a destination-based consumption type dual VAT
without zero rating of inter-state exports.
Using the analogy of a riverboat, it suggests that lax levied by the state of
origin from where goods are exported may not cross the border (say, a river).

14 Buckelt. A lan (1 9 9 2 ), V AT in th e E u ropean C o m m u n ity, L ondon, Butterworths
The EC C om m issio n w as supposed to report to the E coF in C ou n cil before D ecem b er 3 1 , 1994 on
the w orkings o f the regim e and subm it proposal for a final sy stem . H o w ev er, as ol today the sam e
transitional system is in v o g u e.
Il' See European C om m unity (1 9 8 7 ), C o m p letin g th e In tern a l M arket

The In trodu ction oJ a
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C learing M ech an ism fo r In tra-C om m u n ity S ales, p p . 7.
17 V arsano, Ricardo (2 0 0 0 ). Sub-national T axation and T reatm ent o f Inter-slate
Problem s and a P roposed S olution,

in S. J.

Burki and G Peary,

A cco u n ta b ility o f the P u b lic S ector, W ashington, D C . W orld Bank.

trade in Brazil:

(F .ds.). D ec e n tra liza tio n a n d

regardless of how many times this border is crossed. If goods cross a border, a tax
credit must exist, to avoid double taxation in the next transaction; however, the state
of origin cannot provide the credit to the importer, who is a taxpayer in another
jurisdiction.
To make the system destination based, a dual VAT system is required: a
federal VAT levied in all states and a supplementary state-VAT levied in each state.
It further asserts that for the purpose of the federal part the state borders are
irrelevant because it is levied all over the federation. But the tax jurisdiction of state
VAT ends when the commodity moves out of the state. Hence, the exporters and
importers, who are federal taxpayers, transport the state tax across the border
embodied in the federal tax. That is, the federal government collects both the state
VAT and the federal VAT and enables the corresponding credits to the importer. The
result is that sub-federation VAT reaches the other bank o f the river free from
previous tax collections and ready to follow its course as a tax of the state of
destination.
This simple procedure would cover, automatically and practically at no cost,
registered traders subject to the normal tax regime i.e. the bulk of inter-state trade.
Where the importer is an identifiable household (distance selling), a non-registered
trader or a small registered trader not subject to the VAT legislation a different
scheme must be used. Both the federal tax and the state tax are remitted to the federal
government but separately, so that total state tax collection may be known. The
proceeds of the state tax are distributed among the states in proportion to their
respective contributions18.
The "little boat model"

requires registered traders to distinguish four

components of their total sales:
1. Intra-state sales, including those to non-registered residents of other
jurisdictions (cross border shopping), to which the federal and tlie slate
rates apply:
2. Inter-state sales to registered taxpayers, except small traders subject to
special simplified tax regimes, in which case the state tax is zero rated and
the federal tax is assessed at a rate equal to the sum of the federal and the
state rates:

Prof. M cL u ic c;illed tlic tax corresponding to the proposed sch em e a com p en satin g VAT (("V A T ),
w hich is an adequate technical nam e. It should be noted, h o w ev er , that tw o different C V A ls arc
c o lle c te d , one em bodied in the federal tax, and the other ex p licitly , as d escrib ed in this one. Im b o d ied ,
but not e x p licit, C V A T g iv e s rise to a tax credit against the federal tax.

3. Inter-state sales to unregistered traders, small traders, and households
domiciled in other jurisdictions (distance-selling), to which the federal and
the state rates are applied, but the state tax, is paid to the federal
government (explicit CVAT); and
4. Exports to countries outside the federation, which are zero-rated.
At the end of the VAT assessment period, each registered trader is liable for
three pieces of information on tax:
a.

The net state tax liability (difference between its state liabilities, except the
explicit CVAT, and state credits);

b. The net federal tax liability (difference between its federal liabilities and
credits); and
c. The explicit CVAT paid to the federal government, which distributes Ihe
proceeds among the states'9.
The proposed procedure is superior to both the approaches suggested in the
EU. First, its administrative costs are insignificant compared to those of the Ell
methods. For the taxpayer, accounting and administrative procedures would be less
expensive and less effort-consuming than with the present tax arrangements
[transitional regime]. For the public sector no new institution is required ft)
administer the procedure; even sharing of explicit CVAT between states can be
managed automatically by the banks collecting the tax. All the banks need to know is
the distribution of state VAT revenue. Furthermore, this is the only statistical
requirement of the method, so that distribution may be based on almost contemporary
information.
In contrast, the clearing house method on a transaction basis, though
providing an accurate distribution of revenue between states based on almost
contemporary data, bears a very high cost of collecting and processing informal ion
shown on invoices. On the other hand, when the method is based on aggregates,
information to process revenue sharing is always lagged. M oreover, no reliable
statistics on consumption might exist in a federation. As the value of trade flows It om
one state to another, as informed by the former, will equal that obtained from the
latter, the differences mean potential conflicts in the federation.

|g It should be noted that, regarding p ie c e 2, both federal lax liabilities and cred its include the value ol
the em bodied C V A T ; and, co n cern in g p iece 3 , no credit for previou sly paid taxes corresp on d s to the
ex p licit C V A T liabilities; credits are netted out against state tax liab ilities.

6.

India

India’s indirect tax system is unique in that under the Constitution, the union
government has the authority to impose a broad spectrum of union excise duties
(UEDs) on production or manufacture while the state governments are assigned the
power to levy tax on sale of goods. In addition, states are empowered to levy tax on
many other goods and services in the form of entertainment tax, electricity duty,
motor vehicles tax, passengers and goods tax, entry tax, octroi, and so on. Due to
this dichotomy of authority under the Constitution, India has been rather slow to
adopt a unified value added tax (VAT).
With the given distribution o f tax powers between the union and the states,
VAT/sales tax is levied by both the tiers of governments. The union government
levies CenVAT (which has replaced the basic UEDs) along with other excise duties
(the details of which are given subsequently). The state governments levy state sales
taxes on domestic sales with partial input credits. The authority to levy tax on inter
state transactions rests with the union government, which has assigned it to the states,
who administer it and levy on the basis of origin.
UEDs/Central VAT
The union government initially levied basic UEDs on a few items which
raised a small proportion of its total tax revenue. With the passage of time, the rates
were raised, the base was enlarged, and more and more items were brought within its
scope. It was then levied mainly on finished goods but also covered raw materials,
intermediate goods and capital goods.
In 1986, for the first time, reforms were initiated in the basic UEDs through
the introduction of modified value added tax (M odVA T)20. This provided for s e to f f
for the taxes paid on inputs. The scheme was extended in 1987 to some additional
commodities. Beginning in 1991, with the adoption of the policy o f liberalisation and
globalisation21, M odVAT was further extended to a large number of commodities.
Gradually, more and more items were brought within the scope o f M odVAT. It now
covers almost all items except gas oil/diesel, motor spirit (gasoline) and match-boxes.
The procedures of M odVAT have also been overhauled resulting in converting the
then existing basic UEDs in to a full system of Central VAT (CenVAT).
CenV A T allows instant credit for all tax (CenVAT) paid on inputs. Input
credit is also given for additional customs duty, known as countervailing duty

T his w as based on the Report o f the Jha C om m ittee. S ec, G overnm ent ol India (1 9 7 8 ), R eport of thr
In d irect T axation E nquiry C o m m itte e , M inistry o f Finance, N ew D elhi.
’’ G overnm ent o f India (1 9 9 1 -9 3 ), R e p o rt o f th e Tax R eform s C om m ittee, Vol. I to III, M inistry of
F inance, N ew D elh i.

(CVD)22 collected at the time o f importation. For capital goods, however, only 50%
of the duty can be claimed as input credit in a financial year; the remaining credit can
be claimed in the next financial year, provided the goods are still in use (except for
spares and components). Manufacturers producing only exempt final products are not
allowed to take this credit. However, it is fully permissible for a manufacturer who
produces both dutiable and exempted final products in the same factory23.
The existing rate under CenVAT is 16%. In addition, eight commodities pay
SED, at the rate o f 16%, which is levied over and above CenVAT. This makes the
effective rate of CenVAT on commodities covered under SED: 32%. In the years to
come the union government aims at having one rate category for all items under
CenVAT.
"
In addition, the union government levies an additional excise duty in lieu of
sales tax (AEDILST), an additional excise duty on textiles and textile articles and a
cess21 on specified commodities.
AEDILST is levied on tobacco, textiles and sugar under a tax rental2’
arrangement between the union and the states. According to this arrangement the
union government levies AEDILST and the states refrain from levying sales tax on
these items. The net proceeds of this duty were being distributed among the states
until the Eleventh Finance Commission gave its Report, which recommended
inclusion of revenue from AEDILST under the pool to be shared. In view of this, it
has now been proposed that AEDILST be merged with CenVAT and the states be
allowed to levy sales tax (VAT) on these items.
Cess on specified commodities and additional excise duty on textiles are
primarily meant to raise resources for the development of the industries concerned.
The union revenue depaitment administers it but other union departments also help in
this endeavour.

State Sales Tax/V AT
All the states levy Sate Sales Tax. It is the most important tax yielding almost
two-third of the state own tax revenue '’. Initially, stales have adopted different
This is levied as per the provisions o f the C ustom s Act wherein this is reterred to as Addition'll Duty
o f Customs. H o w ev er , this is popularly known as countervailin'! duly (C V D ). The rale ol tax ol C v D
on imported good s is equivalent to the lax rate ol C e n V A T

levied

on

i i K l i g c n n u ‘; l y

m an u la eim ed

'<!'■.

’’ this is subject to certain conditions viz., maintenance o f separate records in respect ol i n p u t s u s e d to
manufacture exem p ted products or payment o f 8 et> o f the total price (excluding taxes) ol the exempted
final products or in the case o f a few specified items, on reversal ol the credit availed.
:l Cess is levied for a specific purpose. See 1B1:D (1 9 8 8 ), In tern a tio n a l Tax G lo ssa ry. A m sterd a m .
~ Tax rental refers to the amount paid for the transfer o f the right to levy a particular tax.
States o w n lax revenue refers to revenue generated by the states through the taxes allocated to them
as per the Indian Constitution The total tax revenue o f the states com prise their o w n revenue and tax

structures of sales tax, such as first-point tax, last-point tax, double-point tax and
multi-point tax. Over the years, except for Delhi, Haryana and Rajasthan which have
some commodities under last-point tax (retail sales tax), and Karnataka and Kerala
that have a multi-point turnover tax on items falling under residuary entry (i.e. levied
on goods not covered under different rate categories) most of the states have
gradually switched over to a first-point tax. In this system the tax is levied on the sale
by the first registered vendor within the state. All the other registered vendors buy
‘tax-paid’ goods from the first-point vendor. Owing to this feature of the first-point
tax, most of the revenue in all the states is collected from a small number of vendors
selling at first-point in the state. The rest of the vendors in the chain of transactions
do not pay any tax to the government.
In addition, many of the states levy other sales tax related levies such as
additional sales tax, turnover tax or surcharge on the first-point sales tax.
Considerable variations exist in these levies between the states.
The prevailing system of first-point sales tax suffers from many weaknesses
such as cascading and uncontrolled incidence of tax, multiplicity of rates, vertical
integration of firms and lack of neutrality and efficiency in the tax system.
In view of the above deficiencies in the existing structure of sales tax, efforts
have been made to replace the existing State Sales Taxes by a system of State VATs.
The Committees o f State Finance Ministers (in 199527 and 199828, respectively) and of
the Chief Ministers (in 1999)29 made recommendations to replace sales tax by a State
VAT. This was ratified by the conference o f Chief M inisters and Finance Ministers
on 16th November 1999. The states are now planning to introduce State VATs to
replace their existing State Sales Tax from April 2003.
Prior to the plan to introduce State VATs, states attempted to rationalise their
existing State Sales Tax systems by adopting two major reforms. The first reform
relates to the adoption of a four-rate structure (i.e. zero, 4 % , 8% and 12%) into the
existing State Sales Tax. These rates are in addition to two special rates of 1% and
20% for a few specified items. The recommended rates are a minimum; the states

share revenue received from the union govern m en t. T he latter is allocated to them on the basis o f the
recom m endation o f the Finance C o m m issio n o f India.
11 S ee the R ep o rt o f th e C o m m ittee o f S ta te F inance M in iste rs on S a les Tax R eform , A ugust 1905.
28 See the R ep o rt o f th e C o m m ittee o f S ta te F in an ce M in isters fo r C h artin g a Tim e P ath f o r Introduction
o f VAT, A ugust 1998.
]q S ee the R ep o rt o f th e C o m m ittee o f C h ie f M in isters on Value A d d e d Tax a n d In cen tives to B ackw ard
A rea s, 1999.

have the freedom to apply higher rates to any o f the commodities on the list. This has
checked rate war and diversion of trade among the states30.
The second reform pertains to abolition of sales tax-related incentives. In the
past, all the states granted such incentives to new industries. These were given in one
or the other form of exemption from tax on the purchase of inputs as well as on the
sale of finished goods. Incentives were also available in the form of sales tax loans
and/or tax deferral. Various studies and committee reports11 have already argued
against such incentives. In terms of loss of revenue, all the states put together
sacrifice about 25% of the sales tax base. In addition, the incentives take the form of
tax competition or harmful tax practices in a fe d e ra tio n 1. In this context, it is
important to note that to begin with all the sub-national governments have stopped
granting sales tax related incentives to new industrial units. The concessions already
granted to the existing units are continued. However, when VAT is introduced, those
incentives will also be converted into a system of tax deferral33 or remission34. This
would allow the chain of VAT transactions to be continued35.
Harmonisation of Inter-state Tax (CST)
The Indian sales tax system, as stated earlier, empowers the states to levy tax
on the intra-state transactions only. Inter-state transactions fall within the purview of
the union government. However, under the Central Sales Tax Act l l)56. enacted by

Here it is im poitant to indicate tli.it w hen the states started im plem entin': the four rate categories
many o f them found it d ifficu lt to fo llo w the floor rates in som e co m m o d ities. Hither the cla ssifica tio n
had som e problem or there w ere adm inistrative d ifficu lties in im plem enting the floor rates. H ence, a
few changes w ere m ade in the item s falling under exem pt list. S om e ch an ges w o p : m ade in the items
falling in other categories as w e ll. T his w as n ecessitated due to the fact that the R ep o rt of the f'inoncr
M in isters C om m ittee f/W J ) luid suggested that "fine tuning o f thi^ <h n sifh o tio n w<-nld h n v to V done
In a sp e c ia l » ro u p ". As this w as not done prior to the adoption o f floor rates, it has now been it" i<etl.
H ow ever, under the VAT rceim e the states w ould have three r>tc categoi ics as ft. 4 and 1.1.5','? (or
som e rate category w hich cou ld be revenue neutral lor the state con cern ed ).
11 See esp ecially the R epoit ol the F i n a n c e Mi n i s t e t s C o m m u t e r to C h a n a T i me I \ n h ( r
the
I n t t i x l m l i o n o f VI / ' ( A u g u t I'HS) and the Report o f the C o m m i t t e e o( l i n a m e Se<>''tanr\ /<>/
Identification o f B a c k w a r d A r e as (N o v em b er l l)9 ()).
The em pirical studies attempted for the N C R R egion indicate that 'he co n c essio n s o f sales (a- d > not
affect the location o f industry.

I he c o n cessio n could b e relevant, it at all. w h e n <:i\cn I n on.; Ma t e

alone. Sim ilai tesnlts are seen from the other studies as w e ll. W hen all the stairs gi
Mr h
co n cessio n s, such co n cessio n s result in zero sum gam e. N o slate b e n tits I t e m these ci'Mcc M' n . 5-< ••
for details. Purohit, M ahesh C et. el. (1 9 9 2 ),F isca l P o licy f o r the N CR R eg io n , V ikas I'nhli-hing
H ou se, N ew D elhi.
V1 D eferral refers to co llectin g tax on sale but not paying to the govern m en t im m ed iately. Payment is
deferred for a certain period.
11 R em ission sign ifies that the tax on the sales is co llected by the dealer and paid to the governm ent.
H ow ever, the governm ent rem its the tax back to the dealer and continues the situation as it the dealer
is not liable to pay tax.
” T o attract investm ent in the state, the stales have given sales tas exem p tion to new iu d u sn ics on
purchase o f inputs as also on their sa les. Ib is has reduced the sales tax base ol the states b> -5 petcent
o f their potential. The states have now d ecid ed to stop in cen tive to a new unit.
‘rem issio n ’ schem es w ould be a via m edia for the com m itm en ts already m ade.

‘D eferra l’ or

the union government, the tax is levied when goods are sold to another state. While
the authority to levy the tax remains under the jurisdiction of the union government,
the tax has been assigned to the states. Thus, the power to adm inisterv collect and
retain the revenue earned from the Central Sales Tax (CST) lies with the exporting
state, on the basis o f 'origin'. The rate of tax on such transactions is 4% when the
goods are sold to a registered dealer and 10% when sold to a non-registered trader or
to a consumer. The higher rate o f tax is charged to the registered trader to prevent
the registered trader from entering into inter-state trade for any competitive
advantage.
In addition, there are certain documentation procedures to prove that the
goods have actually been sold to a dealer in another state. Officers o f the sales tax
department in the destination state manage this through the issue o f Form C which
must be submitted to the officer o f the state o f origin to enable a dealer to charge tax
at the lower rate o f 4%.
Assessm ent o f the Existing System o f CST
The existing ‘origin’ based system constitutes a serious impediment to the free
flow of goods and to the formation of a unified market within the Indian federation. It
is inimical to competition and efficiency and militates against the established
principles of inter-jurisdictional equity. Data on distribution of revenue from CST
(Table 1) indicate that six high income states account for 55% of the CST revenue,
while the low income states receive a meager 18% of it.
CST on inputs levied at an earlier stage cascades and results in higher price
(Table 2). The producing states use this measure to ‘export’ their tax to the
consumers in other states. Such a tax also encourages consumers to buy locally
produced goods at the expense of the national economy.
Experiences of other federations presented above also suggest that the
principle of 'origin' may not the best way to tax inter-state sales. The different
models available from the international experience suggest that India could adapt
many o f the aspects from these illustrations.
D esirable Features o f a Rational System
Before we look for a suitable solution in the Indian scenario, it is useful to
keep in mind the desirable features that one should be looking for in a rational system
of inter-state taxation. Along with the other objectives of reforms viz. neutrality,
efficiency, transparency, lack of vertical integration of firms and autonomy of states,
it is important to consider the aspects of administrative expediency for any solution
that is recommended.

Taking into account the desirable features for a rational solution to the
problem of taxation of inter-state trade and the given provisions under the Indian
constitution, one could draw some lessons from the treatment of inter-state taxation
by the different federal formations discussed above.
Firstly, as indicated by the international experience, there should be no
cascading and escalation of cost, as is the case with Canada and the EU. Even in
Brazil where the origin base is adopted for inter-state taxation, it ensures that no
cascading takes place as a result of set-off in the consuming state.
Secondly, three alternative solutions emerge from the international experience:
1. the clearing house mechanism,
2. zero-rating of inter-state sales, and
3. carrying state VAT along with federal VAT to the consuming state.
The advantage of the clearing house mechanism is that the rate of tax for a
transaction will be the same for any given state. Thus, it is not necessary to differentiate
between inter-state and intra-state transactions. The important problem in the clearing
house mechanism, however, relates to transfer of amount to the central pool and
redistribution o f the collected money by the central pool to the concerned states
according to their respective imports. In a country like India, this would be an
impossible task given the state o f computerisation in different states. In fact, this is one
of the reasons why this mechanism has not been adopted in the EU.
It is, however, important to note that the ‘little boat model' could be
implemented only when federal VAT as well as state VAT has the same coverage. In
the Indian context, the federal VAT is levied only up to the manufacturing level. It is,
therefore, difficult to adopt the Varsano model in the Indian system. Given the above
limitations, the three alternative proposals for a rational solution to the problem o f
inter-state trade are given below:
=> Zero-Rating o f State-VAT and reducing CST to Zero: The first solution is
to have zero-rating o f state-VAT and to reduce CST to zero. This would
convert the state VAT into a destination based VAT. The tax would be
levied in a state until the commodity is exported. When exported, all the
state tax already levied would be refunded. The rate of CST on such
transactions would be zero. However. Form C would still be required for
the sake of cross-checking and verification. This would, in effect, mean
that all the taxes would be levied in the consuming state only.

=> Prepaid VAT: The second plausible solution is to have a prepaid VAT36
(PVAT). That is, dealers in the importing state would pay VAT of the
importing state on imports into the state. The importing dealer would then
provide a proof o f this payment to the dealer in the exporting state. On
submission of this pro o f (e.g., in the form o f a copy o f the tax deposit
receipt), the sale is zero-raied in the state of origin. In this case, the dealer
in the importing state who is a VAT dealer would have a strong incentive
to pre-pay the tax, which would then be creditable against his output tax in
the state of destination. Unregistered dealers or consumers would have the
choice of paying the local tax or the destination tax. The proposed system
would not place any additional burden of administration on dealers in
exporting or importing states.
=> Destination Based Central Purchase Tax (DBCPT): Another solution
could be to have a DBCPT. The main features o f the DBCPT would be as
follows: First, the importer would pay the tax into the bank account of the
destination state. That is, while the tax on intra-state sales is paid to the
dealer, the tax on inter-state purchases would be paid to the bank account
of the destination state. The rate of tax would be the same as for the
existing CST with its attendant rules. The importer would supply the
receipt of payment of tax to the exporter37. The receipt would thus serve as
proof of export. Alternatively, the existing mechanism of Form C with
reversal of the rules could be implemented. W hen the receipt of the tax
paid in the exporting state or the Form C originating in the importing state
is issued on the strength of the payment of tax received by the importer,
no tax would be charged by the exporter on the basis of ‘origin’. The
dealer in the exporting stale would refund the tax already borne by the
commodity. This would be done on the strength of the proof of the tax
paid on inter-state purchases. The DBCPT paid by registered dealers
would be eligible for input tax credit in the state o f destination. These
procedures would be almost similar to those for VAT on intra-state sales.
If the proof of payment of DBCPT is missing, the VAT of the exporting
state would be levied as if the commodity has been sold within the state.
DBCPT would be collected at a low rate from the registered dealers, as is
the case with the CST today.

36 S ee for d etails, N IP F P (1 9 9 4 ), R efo rm o f D om estic T rade T axes in In d ia : Issues and O ptions, N ew
D elh i. T his idea has recently b een reiterated. S ee Poddar, Satya (2 0 0 1 ), “ Zero-R ating o f Inter-State
S ales under a Sub -N ation al V A T : A N e w A pproval” , paper presented at the 9 4 th Annual C onference o f
N T A , B altim ore, N o v em b er 8 -1 0 .
37 It m ay be noted that such p ro v isio n s exist e v e n today w hen the d ealers export com m od ities to
countries like Bhutan or N ep al. A s per the treaties b etw een India and th ese countries, the exporters get
refund o f the taxes paid in India w h en they pay the tax in these co u n tries. G enerally, the dealers pay
their tax in these cou n tries and subm it the proof for refund o f tax paid in India on the strength o f the
receipt o f the resp ective countries.

However, for the non-registered dealers in the importing state the rate of
the DBCPT would be equivalent to the local VAT. That is, unregistered
dealers or the consumers having a direct sale or entering into mail order
would pay the local VAT. Such a system would not require any clearing
house mechanism. Also, it would not be based on integrated inter-state or
national coordination although states of origin as well as destination would
have incentives to monitor the authenticity of payments made under
DBCPT. For the state of ‘origin’ this would be important for refund of
input tax and for the importing state it would be important for zero-rating
under the local tax
7.

Revenue Implications

The above solution to the taxation of inter-state trade would have the effect of
reducing states' revenue from CST to zero. That would have some implications for
all the states but would be felt more by those who are receiving a major proportion of
revenue from this source.
Therefore, the states have to be given some time for making necessary
adjustments. They should, however, be helped to augment their revenues from other
sources.
Some measures have already been implemented and are producing results such
as:
1. The adoption of minimum rates agreed upon by the Conference of Chief
Ministers and Finance Ministers on 16th November 1999 by almost all
states has already served to increase revenue from local sales taxes
considerably because of the elimination of rate competition. Similarly,
phasing out of sales tax incentives to industries will soon lead to a
substantial increase in revenue to most states.
2. The adoption of new minimum rates for VAT viz. 0% , 4% and a revenue
neutral rate for all states, and application of VAT would also mean a
reduction in the number of exempted items38. This step increases the
neutrality of the tax system and serves to increase revenue buoyancy o f the
system.
3. Adoption of VAT would mean that the base of the tax would include not
only the value at the manufacturing stage as under the first-point tax but
M W ith the introduction o f V A T , exem ption from tax o f a particular com m od ity w ou ld on ly m ean
exem ption from tax o f a very sm all part o f value added at that particular stage. M oreo v er, every
exem ption creates a break in the chain o f V A T credit and, therefore, puts the con cern ed dealers to
disadvantage (as those w ho purchase the exem pted com m od ity from them w o u ld not be able to claim
input tax in their tax return).

the entire value added to commodities, right down to retail level. Hence,
VAT would yield in the medium term much higher revenue than the firstpoint tax. Further, the introduction of VAT would also bring down
undervaluation at the manufacturing stage considerably.
Apart from the above, the states would gain in revenue growth through
strengthening the administration o f VAT by computerisation and other measures. It
has been suggested that in the medium term the union government should promote
and effect measures that would enable the state governments to raise more revenues
through an enhancement of the tax space available to them.
There
considered39.

is

general

agreement that

the

following

measures

would

be

•

The union government should at the earliest amend the CST Act to the
effect that the ‘declared goods’ could be taxed at more than one stage by
those states that provide for full set-off for taxes on all goods used as
inputs and on purchases for resale, i.e., the states which adopt a full
system of VAT40. Without such amendment in the CST Act, a state VAT
cannot be implemented satisfactorily.

•

If the system of zero rating is adopted or if the states agree to a system of
central purchase tax, Form C would be a condition for claiming set-off of
inputs paid in the exporting state. However, if the states adopt the system
of pre-paid destination based tax, such a form may not be required.

•

Under an agreement entered into by the union and the state government in
1956, an additional excise duty in lieu of sales tax (AEDILST) was levied
on sugar, textiles and tobacco in 1957. As a measure of augmenting
resources the states should be allowed to levy state VAT on these items in
addition to the AEDILST, which has now become part of the overall pool
to be shared.

•

Since the devolution formula has been changed by the 89th Constitutional
amendment, the revenue from the central tax on services also becomes
available for sharing and as the centre extends the scope of the service tax,
the states will receive correspondingly additional revenue. In addition, as

39 T hese have been con sid ered at several conferen ces o f the State C h ief M inisters and Finance
M inisters held to discuss sales tax reform .
40 Under the existin g p rovision s o f C ST the states are not allow ed to tax all the goods “declared o f
special im portance for interstate trade” under their state sales tax regim e at a rate exceed ing C ST rate
(4% ) and at m ore than one point. The list o f these g ood s is quite exten sive covering all raw m aterials,
inputs, and good s falling under the purview o f E ssential C om m odities A ct. See for details, Purohit,
M ahesh C (2 0 0 1 ), S ales Tax a n d VAT in India, Gayatri Publications, N ew D elh i-110052.

recommended by a Committee of Central Government and as resoive^ by
the Empowered Committee of State Finance Ministers, it is likeiy tnai if
and when VAT is adopted by the states, the centre would delegate the
power to collect the tax on a number of services to the state governments,
which would compensate them for the loss of revenue due to zero-rating
of CST.
•

In addition, the Terms of Reference of the next Finance Commission
should contain a specific Term to evolve a scheme to compensate the
states for loss of revenue due to abolition of CST.

Conclusion
As in most federations, India also faces the problem of harmonising tax on
inter-state trade in the context of introducing VAT. The examples of Canada and the
EU suggest that there should be no tax on the basis of 'origin'. The case study of
Brazil suggests that if the tax is levied on the basis of 'origin' the set-off needs to be
given in the importing state, which in addition to making the tax destination based
serves as an 'equalising mechanism' in a federal structure. The other models available
in the literature suggest that the central and state VATs could corroborate each other
in cairying the tax of the origin state to the destination state. However, under the
Indian system of CenVAT, the power to tax extends up to the manufacturing sector
only. Hence, the co-ordination of CenVAT and state VAT for carrying the tax burden
to the exporting state is not feasible. However, the other two models are quite useful
i.e. prepaid destination VAT and destination based central purchase tax.
In all the models discussed above, the revenue of the CST becomes 'nil' as the
tax becomes destination based. The states need to be compensated for the loss of
revenue through various measures including the power to tax services and
compensation to the states through the Finance Commission.
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Distribution o f Revenue from CST among Indian States
States
Andhra Pradesh

1990-91
226.78
(5.51)

1995-96
.520.54
(10.64)

1998-99
448.77
(7.27)

Assam
Bihar

335.21
(5.43)

215.16
(5.23)

Chhattisaarh
Goa
Gujarat
Harvana
Himachal Pradesh

5.28
(.13)
309.76
(7.53)
177.74
(4.32)
6.91
(.17)

15.84
(.32)
555.26
(11.35)
451.22
(9.23)
17.61
(.36)

19.01
(.31)
749.88
(12.15)
483.67
(7.83)
24.05
(.39)

228.6
(5.55)
96.67
(2.35)
198.45
(4.82)
621.85
(15.11)
9.39
(.23)
17.94
(.44)
152.99
(3.72)
37.17
(.9)
278.08
(6.76)

240.65
(4.92)
166.89
(3.41)
341.94
(6.99)
1154.13
(23.6)
15.74
(.32)

448.49
(7.26)
273.66
(4.43)
453.06
(7.34)
1334.88
(21.62)
28.57
(.46)

201.33
(4.12)
81.9
(1.67)
701.34
(14.34)

259.72
(4.21)
134.25
(2.17)
714.45
(11.57)

(■)
426.01
(8.71)
4890.4
(100.)

182.25
(2.95)
283.75
(4.6)
6173.67
(100.)

Jharkhand
Karnataka
Kerala
Madhva Pradesh
Maharashtra
Meahalava
Orissa
Punjab
Rajasthan
Tamil Nadu
Uttaranchal
Uttar Pradesh
West Bengal
All states

119.98
(2.92)
246.97
(6.)
4115.82
(100.)

1999-2000 2000-01 2001-02
(BE)
(RE)
667.3
756.19
562.01
(5.75)
(5.56)
(6.05)
159.8
126.11
(1.38)
(.93)
115
421.66
17.39
(4.54)
(.85)
(.15)
120.29
287.59
(1.04)
(2.12)
20.96
20.96
28.19
(.18)
(.15)
(-3)
1000
1160
956.81
(8.61)
(8.54)
(10.3)
821.16
905.76
613.46
(7.07)
(6.6)
(6.66)
37.06
54.48
31.14
(.32)
(.34)
(-4)
259.93
(1.91)
810.5
689.31
550.75
(5.94)
(5.96)
(5.93)
335.57
421.23
287.31
(2.89)
(3.09)
(3.1)
474
616.01
570.38
(4.2)
(5.31)
(5.1)
1806
1986
1655.18
(15.55)
(14.61)
(17.81)
17.74
28.59
19.33
(.13)
(.25)
(.21)
254
335.89
45.81
(1.87)
(.49)
(2.89)
484.39
387.35
(4.17)
(4.17)
180.07
155
144.69
(1.33)
(1.32)
(1.56)
830.09 1208.41 1389.92
(8.93)
(10.41)
(10.23)
(20.)
(.15)
502.32
424.07
425
(3.7)
(3.66)
(4.56)
315.4
350
270.38
(2.72)
(2.58)
(2.91)
9292.16 11611.54 13590.58
(100.)
(100.)
(100.)

Cascading Effects o f Central Sales Tax in
Consuming States
_________________________________________
(Figures in Rs.)
Destination
Origin Based
Based CST 0%
CST 4%
State A Producing Raw Materials
100.00
100.00
Purchase price of raw materials
50.00
50.00
Value added
150.00
150.00
Value of output
0
6.00
CST collected
State B Producing Intermediate Goods
156.00
150.00
Purchase price from State A including CST
75.00
78.00
Value added
234.00
225.00
Value of output sold to State C
0
9.36
CST collected
243.36
225.00
Purchase Price of Intermediate Goods in State C
112.50
121.80
Value added
337.50
365.16
Value of Finished Goods in State C when Sold to
State D
0
14.60
CST collected
337.50
379.76
Purchase Price of goods in State D
168.75
189.88
Value added
506.25
569.64
Value of output
50.62
56.96
GST collected by consuming State D @10%
0
29.96
Total CST collected by exporting States
86.92
50.62
Total tax burden on consumer
Note: The calculations given above assume forward shifting of the tax
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