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1. Introduction

The replacement of the state sales taxes by theeVatded Tax in 2005 marked a
significant step forward in the reform of domedtiade taxes in India. Implemented
under the leadership of Dr. Asim Dasgupta, ChairniEampowered Committee of State
Finance Ministers, it addressed the distortions @mdplexities associated with the levy
of tax at the first point of sale under the erstesl8ystem and resulted in a major
simplification of the rate structure and broaderofighe tax base. The state VAT design
is based largely on the blueprint recommended 183 report of the National Institute
of Public Finance and Policy, prepared by a teadh g late Dr. Amaresh Bagchi
(hereinafter, the “Bagchi Report®).In recommending a state VAT, the Bagchi Report
clearly recognized that it would not be the perfarctirst best solution to the problems of
the domestic trade tax regime in a multi-governnfeathework. However, the team felt
that this was the only feasible option within thésgng framework of the Constitution
and would lay the foundation for an even more retigegime in the future.

Buoyed by the success of the State VAT, the Ceitethe States are now embarked on
the design and implementation of the perfect sotuéilluded to in the Bagchi Report. As
announced by the Empowered Committee of State Eeafinisters in November 2007,
the solution is to take the form of a ‘Dual’ Goaalsd Services Tax (GSTp be levied
concurrently by both levels of government.

The essential details of the dual GST are stillkmaiwn. Will it necessitate a change in
the constitutional division of taxation powers beén the Centre and the States? Will the
taxes imposed by the Centre and the States be hamdp and, if so, how? What will be
treatment of food, housing, and inter-state sesvigich as transportation and
telecommunication? Which of the existing Centne &tate taxes would be subsumed
into the new tax? What will be the administrativérastructure for the collection and
enforcement of the tax? These are issues whighaikly define the political, social, and
economic character of the tax and its impact ofeidiht sectors of the economy, and
households in different social and economic strata.

It is some of these aspects of the proposed GSTatkahe subject matter of this paper.
We focus on the essential questions relating tdid GST design, and first discuss the
need for, and the objectives of GST reform. WentHlescribes alternatives to the Dual
GST already endorsed by the Empowered Committeebexause they are superior in

any way to the Dual GST, but to allow a fuller dission of the trade-offs involved in the

choice among them. Subsequent sections considequdstion of tax base and rate, and
proper treatment of various components of the &sel{e.g., food, housing, and financial
services) in light of international best practic@he last section provides a discussion of
the issues that arise in the taxation of crossdyotchnsactions, both inter-state and

! Bagchi, Amaresh et al (1994)..



international. An important question in this retjas the feasibility of, and the rules for,
taxation of inter-state supplies of services.

2. The Current Taxes and Their Shortcomings

The principal broad-based consumption taxes that G&8T would replace are the
CENVAT and the Service Tax levied by the Centre gn@dVAT levied by the states. All
these are multi-stage value-added taxes. Thetgteuof these taxes today is much better
than the system that prevailed a few years aga;iwivas described in the Bagchi Report
as “archaic, irrational, and complex — accordingktmwledgeable experts, the most
complex in the world”. Over the past several yeaignificant progress has been made
to improve their structure, broaden the base atidnaize the rates. Notable among the
improvements made are:

» the replacement of the single-point state salesstéy the VAT in all of the
states and union territories,

* reduction in the Central Sales Tax rate to 2%, fd% as part of a complete
phase out of the tax,

» the introduction of the Service Tax by the Cendired a substantial expansion
of its base over the years, and

* rationalization of the CENVAT rates by reducing ithenultiplicity and
replacing many of the specific rates by ad valoreates based on the
maximum retail price (MRP) of the products.

These changes have yielded significant dividendgdanomic efficiency of the tax
system, ease of compliance, and growth in revenues.

The State VAT eliminated all of the complexities@dated with the application of sales
taxes at the first point of sale. The consensashred among the States for uniformity in
the VAT rates has brought an end to the harmfuttampetition among them. It has also
lessened the cascading of tax.

The application of CENVAT at fewer rates and thevrsystem of CENVAT credits has
likewise resulted in fewer classification disputesgduced tax cascading, and greater
neutrality of the tax. The introduction of the SeevTax has been a mixed blessing.
While it has broadened the tax base, its structsireomplex. The tax is levied on
specified services, classified into one hundrededsht categories. This approach has
spawned many disputes about the scope of eachocgtddnlike goods, services are
malleable, and can and are often packaged into esitepbundles that include taxable as
well as non-taxable elements. Also, there is nad#tedized nomenclature for services,
such as the HSN for goods.

The design of the CENVAT and state VATs was dicidig the constraints imposed by
the Constitution, which allows neither the Cent@ the States to levy taxes on a
comprehensive base of all goods and services aalll @ints in their supply chain. The



Centre is constrained from levying the tax on gobelgond the point of manufacturing,
and the States in extending the tax to services. diliision of tax powers makes both the
CENVAT and the state VATs partial in nature andtdbates to their inefficiency and
complexity. The principal deficiencies of the cunresystem, which need to be the
primary focus of the next level of reforms, arecdissed below.

A. Taxation at Manufacturing Level

The CENVAT is levied on goods manufactured or poedlin India. This gives rise to
definitional issues as to what constitutes manufawy, and valuation issues for
determining the value on which the tax is to beide¢ While these concepts have
evolved through judicial rulings, it is recognizétht limiting the tax to the point of
manufacturing is a severe impediment to an efficiemd neutral application of tax.
Manufacturing itself forms a narrow base.

Moreover, the effective burden of tax becomes deeenon the supply chain, i.e., the
taxable value at the point of manufacturing rekatio the value added beyond this pdint.
It is for this reason that virtually all countribave abandoned this form of taxation and
replaced it by multi-point taxation system extemglio the retail levef.

Australia is the most recent example of an indakzed country replacing a tax at the
manufacturing or wholesale level by the GST extegdo the retail level. The previous
tax was found to be unworkable, in spite of thehhdegree of sophistication in

administration in Australia. It simply could notalewith the variety of supply chain

arrangements in a satisfactory manner.

B. Exclusion of Services

The States are precluded from taxing services. dtiemmgement has posed difficulties in
taxation of goods supplied as part of a compositeksy contract involving a supply of
both goods and services, and under leasing costnabich entail a transfer of the right
to use goods without any transfer of their owngrshhile these problems have been
addressed by amending the Constitution to bring stamsactions within the ambit of the
State taxatioh(by deeming a tax on them to be a tax on the mafrirchase of goods),

2 A detailed discussion of the problems can be fdaoritle Bagchi Report.

3 See Ahmad and Stern (1984) for the definitionfteative taxes and applications to India. Bagciéiga)
provides estimates of effective excise tax ratdschvare shown to vary from less than one peraentdre
than 22%.

* For example, these were precisely the reasorthéareplacement of the federal manufacturers’ dabes

by the Goods and Services Tax in 1991. See Cdbadartment of Finance (1987), and Poddar, Satya and
Nancy Harley (1989).

® The Constitution (48 Amendment) Bill 1982 amended Article 366 (29A}né Constitution to deem a

tax on six items to be a tax on the sale or puelogoods.



services per se remain outside the scope of saasidn powers. This limitation is
unsatisfactory from two perspectives.

First, the advancements in information technology aigitization have blurred the
distinction between goods and services. Under implisprudence, goods are defined to
include intangibles, e.g., copyright, and softwdrenging them within the purview of
state taxation. However, intangibles are often Bappunder arrangements which have
the appearance of a service contract. For exarepfayare upgrades (which are goods)
can be supplied as part of a contract for softwaair and maintenance services.
Software development contracts could take the charaf contracts for manufacturing
and sale of software goods or for rendering so#vekavelopment services, depending on
the roles and responsibilities of the parties. $becalled ‘value-added services (VAS)
provided as part of telecommunication servicesuitel supplies (e.g., wallpaper for
mobile phones, ring tones, jokes, cricket score$ \&rather reports), some of which
could be considered goods. An on-line subscriptionewspapers could be viewed as a
service, but online purchase and download of a mageor a book could constitute a
purchase of goods. This blurring also clouds th@iegtion of tax to transactions relating
to tangible property. For example, disputes haveearwhether leasing of equipment
without transfer of possession and control to #ssée would be taxable as a service or as
a deemed sale of goods.

The traditional distinctions between goods andisesv(and for other items such as land
and property, entertainment, and luxuries) founthanIndian Constitution have become
archaic. In markets today, goods, services, aner @yipes of supplies are being packaged
as composite bundles and offered for sale to coasunnder a variety of supply-chain

arrangements. Under the current division of taxapowers, neither the Centre nor the
States can apply the tax to such bundles in a esambanner. Each can tax only parts of
the bundle, creating the possibility of gaps orrtages in taxation.

The second major concern with the exclusion ofises/from the state taxation powers is
its negative impact on the buoyancy of State taemaes. With the growth in per capita
incomes, services account for a growing fractiomhef total consumer basket, which the
states cannot tax. With no powers to levy tax ocomes or the fastest growing
components of consumer expenditures, the States twavely almost exclusively on
compliance improvements or rate increases for angydncy in their own-source
revenues. Alternatives to assigning the taxatioseo¥ices to the states include assigning
to the states a share of the central VAT (includimg tax from services), as under the
Australian model.

C. Tax Cascading

Tax cascading occurs under both Centre and States.taThe most significant
contributing factor to tax cascading is the partiaverage Central and State taxes. OIl
and gas production and mining, agriculture, whdéesand retail trade, real estate
construction, and range of services remain outdideambit of the CENVAT and the



service tax levied by the Centre. The exempt se@e not allowed to claim any credit
for the CENVAT or the service tax paid on theiruitg

Similarly, under the State VAT, no credits are akad for the inputs of the exempt
sectors, which include the entire service sectal property sector, agriculture, oil and
gas production and mining. Another major contribgtfactor to tax cascading is the
Central Sales Tax (CST) on inter-state sales, @elkby the origin state and for which
no credit is allowed by any level of government.

While no recent estimates are available for therxof tax cascading under the Indian
tax system (although see Ahmad and Stern 1984 @@, and Bagchi for earlier work),
it is likely to be significant, judging by the exjpence of other countries which had a
similar tax structure. For example, under the Camadhanufacturers’ sales tax, which
was similar to the CENVAT, the non-creditable tax lausiness inputs and machinery
and equipment accounted for approximately one-thirttal revenues from the tax. The
extent of cascading under the provincial retaiésahxes in Canada, which are similar to
the State VAT, is estimated to be 35-40% of totalenue collections. A priori, one
would expect the magnitude of cascading under BBR\AT, service tax, and the State
VAT to be even higher, given the more restrictepuincredits and wider exemptions
under these tax&sThe Service Tax falls predominantly on businesbusiness (B2B)
services and is thus highly cascading in nature.

Tax cascading remains the most serious flaw oftthreent system .It increases the cost
of production and puts Indian suppliers at a coitipetdisadvantage in the international
markets. It creates a bias in favor of imports,cuhilo not bear the hidden burden of
taxes on production inputs. It also detracts froneatral application of tax to competing
products. Even if the statutory rate is unifortre effective tax rate (which consists of
the statutory rate on finished products and theliampor hidden tax on production
inputs) can vary from product to product dependinghe magnitude of the hidden tax
on inputs used in their production and distributi®he intended impact of government
policy towards sectors or households may be nedatelde indirect or hidden taxation in
a cascading system of taxes.

D. Complexity

In spite of the improvements made in the tax deaiggh administration over the past few
years, the systems at both central and state leswlain complex. Their administration
leaves a lot to be desired. They are subject $putés and court challenges, and the
process for resolution of disputes is slow and ezpe. At the same time, the systems
suffer from substantial compliance gaps, excepthe highly organized sectors of the
economy. There are several factors contributintpiounsatisfactory state of affairs.

® Kuo, C.Y., Tom McGirr, Saya Poddar (1988), “Measgrthe Non-neutralities of Sales and Excise Taxes
in Canada”, Canadian Tax Journal, 38, 1988, proeglenates of tax cascading under the Canadiamefiede
manufacturers’ sales tax and the provincial retales taxes.



The most significant cause of complexity is, of 5@, policy related and is due to the
existence of exemptions and multiple rates, andittagional structure of the levies.
These deficiencies are the most glaring in the cdslee CENVAT and the Service Tax.
The starting base for the CENVAT is narrow, antesg further eroded by a variety of
area-specific, and conditional and unconditionakregtions. A few years ago the
Government attempted to rationalize the CENVAT sdtg reducing their multiplicity
but has not adhered to this policy and has reintted concessions for several
sectors/products.

The key problem with the service tax is the bagipreach of levying it on specified
services, each of which generates an extensivaealelsao what is included in the base.
Ideally, the tax base should be defined to inclatleservices, with a limited list of
exclusions (the so-called “negative lisf”he Government has been reluctant to adopt
this approach for the fear that it could bring irte tax net many services that are
politically sensitive.

The complexities under the State VAT relate pritgato classification of goods to
different tax rate schedules. Theoretically, onghhiexpect that the lower tax rates
would be applied to basic necessities that arewuoed largely by the poor. This is not
the case under the State VAT. The lowest rate ofapjlies to precious metals and
jewellery, and related products—nhardly likely tora@ked highly from the distributional
perspective. The middle rate of 4% applies to setebasic necessities and also a range
of industrial inputs and IT products. In fact, ioasecessities fall into three categories —
exempted from tax, taxable at 4%, and taxable atdfandard rate of 12.5%. The
classification would appear to be arbitrary, witto mwell accepted theoretical
underpinning. Whatever the political merits of thigproach, it is not conducive to lower
compliance costs. Most retailers find it diffictdt determine the tax rate applicable to a
given item without referring to the legislative sdules. Consumers are even less aware
of the tax applicable to various items. This gixies to leakages and rent seeking.

Another source of complexity under the State VAT&termining whether a particular
transaction constitutes a sale of goods. This prabhs most acute in the case of software
products and intangibles such as the right to iigke/exhibit movies or time slots for
broadcasting advertisements.

Compounding the structural or design deficienciegach of the taxes is the poor or
archaic infrastructure for their administrationxpayer services, which are a lynchpin of
a successful self-assessment system, are virtoatigxistent or grossly inadequate under
both central and state administrations. Many of @deninistrative processes are still
manual, not benefiting from the efficiencies ofauation. All this not only increase the
costs of compliance, but also undermines revenliection.

’ For a detailed discussion of the flaws of the enrapproach to taxation of services, see Rao §2001
which recommended replacement of taxation of setesérvices by a general tax on all services (other
than excluded services).



3. Objectives of Tax Reform

A. Basic Objectives

The basic objective of tax reform would be to addrihe problems of the current system
discussed above. It should establish a tax systehis economically efficient and
neutral in its application, distributionally atttaxe, and simple to administer.

As argued in Ahmad and Stern (1991), distributicorakectoral concerns have been at
the heart of the excessive differentiation of theidn tax system—nbut that the objectives
are negated by the cascading effects of the taWésle an optimal design of the
consumption tax system, taking into account botdpction efficiency and distributional
concerns, would not imply uniformity of the over#dix structure, the desired structure
can be achieved by a combination of taxes andfeemns

Ahmad and Stern (1991) analyze the optimal pattériax rates implied by a given
degree of aversion to poverty and concern for theer.p At high levels of concern for the
poor, one would reduce the tax on cereals (butlaoy products) and increase the taxes
on non-food items (durables). Thus, a differentladbgerall structure appears desirable
for a country in which the government has consttexxpressed a concern for the poor.
However, individual taxes should not be highly eli#intiated, as that complicates
administration and makes it difficult to evaluate bverall effects of the tax design. This
applies particularly to value-added type of taxegrinciple, a single rate (or at the most
two-rate) VAT, together with excises and spendingasures could achieve the desired
distributional effects, for reasonable degreesiefjuality aversion of policy makers.

In particular, it is important from an administkegiperspective that close substitutes
should not be taxed at very different rates—to deakages and distortions. Revenue
considerations suggest that the tax base shoudddael, and comprise all items in the
consumer basket, including goods, services, asaseibal property.

The neutrality principle would suggest that:
» the tax be a uniform percentage of the final rgtade of a product, regardless of
the supply-chain arrangements for its manufactuaimg) distribution;
» the tax on inputs be fully creditable to avoid tascading; and
» the tax be levied on the basis of the destinatiorciple, with all of the tax on a
given product/service accruing in the jurisdictafrits final consumption.

Multiple VAT rates become a source of complexitpdadisputes, for example, over
borderlines, adding to the costs of tax adminigtnadand compliance. It is for this reason
that countries like New Zealand, Singapore, anédiddave chosen to apply the tax at a



low and uniform rate, and address any concernstalastical equity through other fiscal
instruments, including spending programs targetddwer-income households.

Another important objective of tax reform is sinfijglation of tax administration and
compliance, which is dependent on three factorse Tibst determining factor for
simplicity is the tax design itself. Generally, t@re rational and neutral the tax design,
the simpler it would be to administer and encourag@pliance. If the tax is levied on a
broad base at a single rate, there would be fessifieation disputes and the tax-specific
record keeping requirements for vendors would beimal. The tax return for such a
system can be as short as the size of a postdavebuld simplify enforcement, and
encourage voluntary compliance.

The second factor is the infrastructure for tax idstration, including the design of tax

forms, data requirements, system of tax rulings iatetpretations, and the procedures
for registration, filing and processing of tax mets;, tax payments and refunds, audits,
and appeals. A modern tax administration focuseprouiding services to taxpayers to

facilitate compliance. It harnesses informationhteology to enhance the quality of

services, and to ensure greater transparency imedration and enforcement.

The third factor in a federation such as Indiahis tlegree of harmonization among the
taxes levied by the Centre and the States. Theoeqed Committee has already
indicated a preference for a dual GST, consistih@ €entre GST and a State GST.
Under this model, harmonization of the Centre atadleSGSTs would be critical to keep
the overall compliance burden low. Equally impottes harmonization of GSTs across
the states.

B. Fiscal Autonomy and Harmonization

An important consideration in the design of refooptions is the degree of fiscal
autonomy of the Centre and the States. It godsowitsaying that the power to govern
and to raise revenues go together. The Constitationdia lays down a clear division of
powers between the Centre and the States, includemgower to levy taxes. Should the
Centre and the States then have complete autonor@yying and collecting the taxes
within the parameters specified in the Constitutian should they voluntarily or
otherwise conform to certain common principles amstraints? Should they collectively
agree to have their individual taxes consolidated a single national tax, the revenues
from which get shared in some agreed manner amioagdnstituent units? Such a
system would have much to commend itself from tespectives of economic efficiency
and the establishment of a common market withinalnkhdeed, such political-economy
compromises have been adopted by China and Aastr&@lhina moved to a centralized
VAT with revenue sharing with the provinces — emsgrthat provinces got as much
revenues as under the prior arrangements, pluara shthe increment. In Australia, the

8 Canada provides a refundable tax credit, GST €resver-income households through the personal
income tax system. The credit is paid in quartergallments and income-tested for higher-income
households.

10



GST is a single national levy and all the GST rem=ncollected by the center are
returned to the states. However, such a compromigalikely to find much favor with
the States in India, as is already revealed i fireiference for the Dual GST.

To give political substance to the federal struetur India, the States (as well as the
Centre) are likely to insist that they have certaitonomy in exercise of their taxation
powers. Full autonomy would mean that:

* retain the power to enact the tax,

* enjoy the risks and rewards of ‘ownership’ of th& ti.e., not be insulated
from fluctuations in revenue collections),

* be accountable to their constituents, and

* be able to use the tax as an instrument of socita@nomic policy.

Notwithstanding the above, there is a clear redagnif the need for harmonization of
the Centre and State Taxes. Fiscal autonomy igriapt to allow the Centre and the
States to set the tax rates according to theimey@eeds. Harmonization of tax laws and
administrative procedures is needed to simplify gliamnce and enforcement. It is also
necessary to ensure that inter-state differenceslinies and procedures do not generate
additional economic distortions. An important gimstthen is the desired degree of
harmonization and the mechanism for achieving it.

The elements of harmonization can be divided ihted broad sets: tax rates, tax base
and tax infrastructure, i.e., the administratiord asompliance system. The first two
elements could be viewed as important levers orchvBitates would want to have some
degree of control to achieve their social, econgnaind fiscal policy objectives.
However, the experience of other countries as agltheir sub-national governments
suggests that changes to the GST base are nottablsuinstrument for social and
economic policy (as discussed in greater detaib ifater section in considering the
treatment of food). While the tax base is a subjéantense debates at the time the tax is
introduced, changes in the base after its intradnchave been infrequent. This has
especially been the case where the tax was igitiadied on a broad and comprehensive
base. Where the tax was initially levied on a narbase, subsequent changes in the base
have then been felt necessary to minimize anomalistortions, and revenue leakages
created by the narrow base. Achieving such changes the tax has been brought in,
however logical, is invariably politically conteati because of vested interests. It is thus
important to get the structure right at the outsstthe base (and quite often the rate)
cannot be easily changed, ex post facto.

The VAT in the European Union is an example reffgcthese policy considerations.
The base for the EU VAT is uniform, as codifiedtlie EU Directivé, which is binding

in all Member States. There are important varigionthe base, but these are essentially
in the form of derogations granted for the arranget®: existing at the time of
introduction of the tax, and were intended to bagerary (though this has not always

° The Commission Directive on the Common Systemalfi¢ Added Tax, which replaced the Sixth
Directive.
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been the case). The tax rates are specified asréites (with some provision for reduced
rates and maximum rates), below which Member Stargaot set their rates.

Administration and compliance is an area where riked for harmonization is the
greatest, and where Centre-State or inter-staiatiars are unlikely to serve any social
or economic policy objective. This includes itemgcls as the taxpayer registration
system, taxpayer identification numbers, tax fortag,reporting periods and procedures,
invoice requirements, cross-border trade infornmatisystems and IT systems.
Harmonization of these elements would result innifigant savings in costs of
implementing the GST (by avoiding duplication ofoef in each government), as well as
recurring savings in compliance costs. Harmoniratieould also permit sharing of
information among governments, which is essentaldffective monitoring of cross-
border transactions. A common set of tax identifiembers across states and the central
government is a key element in the efficient exgieaof information.

Harmonization of tax laws is also critical. Varatiin the wording and structure of tax
provisions can be an unnecessary source of comfueiol complexity, which can be
avoided by having the Centre and the States adoptanon GST law. An alternative is
to agree on the key common elements if separate e/ chosen. Some of the critical
elements for harmonization include common time plade of supply rules, as well as
common rules for recovery of input tax, valuatidrsopplies and invoicing requirements.
There would then be merit in harmonizing the systéitax interpretations and rulings as
well (e.g., about classification of goods and s®¥sj determination of what constitutes
taxable consideration, and definition of export angdort).

These considerations suggest that harmonizatiartofally all major areas of GST law
and administration would be desirable. There isitmerkeeping even the GST rate(s)
uniform, at least during the initial years untiétimfrastructure for the new system is fully
developed (see Ahmad, Poddar et al, 2008 for th€ @fposals). Harmonized laws
would mean lower compliance costs for taxpayersmay also improve the efficiency of
fiscal controls.

The Central Sales Tax (CST) in India provides ayveseful for model for such
harmonization. The CST is a state-level tax, &gbtd inter-state sales of goods, based
on the origin principle. The tax law (includingetlbase, rates, and the procedures) is
enacted by Parliament, but the States collect aegp khe tax. It is a perfect example of
absolute harmonization, with the States enjoyirggrieks and rewards of ownership of
the tax.

It is worth emphasizing that harmonization shoutt he viewed as constraining the
fiscal autonomy of the Centre or the States. Rathés is a framework that facilitates
more efficient exercise of taxation powers, andjatlsdictions would be worse off
without harmonization. This was the case under ghevious State sales tax system,
under which inter-state tax rate wars became atmatee bottom. Even today, they all
suffer because of lack of harmonization of inforimatand technology architectures, as a
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result of which they are unable to share informratbm inter-state trade. Harmonization
should allow greater exploitation of the benefita @ommon market.

C. Centre and State Taxation Powers

As noted earlier, the current division of taxatiohpowers under the Constitution is
constraining for both the Centre and the States.eithdr is able to design a
comprehensive and neutral tax on goods and servicdse type found in modern tax
systems. The Constitution divides taxation powetsvben the Centre and the States by
sector (e.g., agriculture, manufacturing, and land property) or type of taxes (e.g.,
luxury tax, tax on the sale or purchase of goodd, excise duty). A notable feature of
the current division is that the two levels of gowaent have no area of concurrent
jurisdiction, with the exception of stamp dutieBhis approach, while it may have served
the country well in the past, is no longer optinial modern economies where the
traditional dividing lines between sectors are tddy and new social, environmental, and
economic issues emerge which require new formaxation instruments. The need for a
substantial realignment of taxation powers is alsphasized by Rao (2008):

“Paradigm shift in tax policy is necessary to rateg that tax bases of central
and state governments are interdependent.  Tiheigle of separation of tax
bases followed in the Constitutional assignment sdo®t recognise the
interdependence. It is therefore desirable to ideowoncurrent tax powers to
Centre and States in respect of both income ancesiiienconsumption taxes. In
the case of personal income tax, separation optavers between the centre and
states based on whether the income is from agni@llor non-agricultural sector
has been a major source of tax evasion. As aguieuis transformed into a
business it is important to levy the tax on incomexeived from all the sources
both for reasons of neutrality and to minimise @g&sion. At the same time, both
centre and states could be allowed to levy themiéx the latter piggybacking the
levy on the central tax subject to a ceiling ramilarly, it is important to unify
multiple indirect taxes levied by the central amates governments into a single
goods and services tax (GST) preferably with stpiggybacking on the central
levy with clearly defined tax rooms for the two éw of government. The
transition to such a concurrent tax system requirgdsgrating the existing
CENVAT and service taxes and extending the takéorétail level which would,
inter alia, entail amendment of the Constitutiofhe states could piggyback on
the levy.”

Thus, the current search for options for tax refawarrants a review of the existing

Constitutional arrangements, which may well requaresubstantial realignment. For

example, the dual GST would require giving the @eand the States concurrent indirect
taxation powers, subject to prohibition on extratterial taxation, i.e., that the incidence

of tax be restricted to consumption within theitery of the taxing jurisdiction.
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While such a review is beyond the scope of thisepapur discussion of alternative
options in the next section proceeds with the apsiom that suitable constitutional
amendments would be made to enable the implementatithe chosen option.

4. Options for the Centre and State GSTs

In defining options for reform, the starting poistthe basic structure of the tax. For
purposes of this discussion, we start with the ragsion that any replacement of the
current taxes would be in the form of a classic&lTyY which is consumption type
(allowing full and immediate credit for both curteand capital inputs attributable to
taxable supplies) and destination based (i.e.tjakdevied on the basis of the place of
consumption of the goods and services, not theepdd@roduction). Under this system,
credits for input taxes are allowed on the basisinebices issues by the vendors
registered for the tax. This is the most commaretgf structure adopted around the
world. Its superiority over other forms of consuropttaxes is well accepted in India as
well as other countries.

The choices that remain then relate essentialliggassignment of powers to levy the tax
to the Centre and the States, and the tax baseatexl In the remainder of this section
we deal with the question of assignment, and tlem to the question of tax base and
rates in the next section.

The main options for the VAT assignments include:

e Concurrent Dual GST,
* National GST, and
e State GSTs.

All these options require an amendment to the Qotisin. For the sake of
completeness of discussion, we also consider atiaua option, Non-concurrent Dual
VAT, that does not require an amendment to the atien. We now discuss each of
these options in turn below.

A. Concurrent Dual GST

Under this model, the tax is levied concurrentlythgy Centre as well as the States. Both
the Central Government and the Empowered Comnmafipear to favor this model.

While full details of the model are still awaitedyo variants have been identified in
public discussions so far. The initial variant,adissed in November, 2007, entailed both
the Centre and the States levying concurrently@8& on goods, but most of the services
(except services of a local nature) remaining silifethe Centre GST only. The Central
GST would thus apply to both goods and serviceenehkng to the entire supply chain,
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including wholesale and retail trade. The Statd &8ould largely be confined to goods
only, with minor changes from the current State AT

Under the more recent variafitboth goods and services would be subject to coeatr
taxation by the Centre and the States. This vaisatibser to the model recommended by
the Kelkar Committee in 2002.

The main difference between the two variants ighentreatment of services, reflecting
apprehensions about the feasibility of defining fiece of supply (i.e., destination) of
inter-state services. Even the more recent varetgnizes that there would be a set of
inter-state services for which the place of desibmawould be difficult to determine. The
State tax on these services would be collectethdentre, and then apportioned among
the States in some manner.

Other notable features of this variant are as Wdto

* There would a single registration or taxpayer idiation number, based on the
Permanent Account Number (PAN) for direct taxatidinree additional digits would
be added to the current PAN to identify registrafior the Centre and State GSTs.

» States would collect the State GST from all ofibgistered dealers. To minimize the
need for additional administrative resources aiQhgtre, States would also assume
the responsibility for administering the CentralTG8r dealers with gross turnover
below the current registration threshold of Rscxdres under the central Excise
(CENVAT). They would collect the Central GST fronnch dealers on behalf of the
Centre and transfer the funds to the Centre.

» Procedures for collection of Central and State G8dsld be uniform. There would
be one common tax return for both taxes, with a®ygiven to the Central authority
and the other to the relevant State authority.

» Other indirect taxes levied by the Centre, Staiefycal authorities at any point in
the supply chain would be subsumed under the Qenmtthe State GST, as long as
they are in the nature of taxes on consumptiorootlg and services.

At a broad conceptual level, this model has a dotammend itself. It strikes a good
balance between fiscal autonomy of the Centre atate§ and the need for
harmonization. It empowers both levels of governmém apply the tax to a
comprehensive base of goods and services, at altspm the supply chain. It also
eliminates tax cascading, which occurs becauseuntated or partial application of the
Centre and State taxes.

The apprehension about feasibility of applicatiérbtate GST to inter-state services is
understandable, given the complete absence ofranyefvork in India for determining
their place of supply. However, the task of develgpof such a framework is not
insurmountable. In fact, such frameworks do alreagist for application of national
VAT to international cross-border services, whicbuld be adapted for inter-state

19See Empowered Committee of State Finance Milsi§2808).
" Kelkar, Vijay, et al (2004).
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services. Canada has developed such a frameworpfdication of provincial sales
taxes or GST to services.

Another point to note is that inter-state serviegs provided predominantly by the
organized sector (e.g., telecom and transportaservices), which is generally tax
compliant. Once the rules are framed, they woutdy@m their accounting and invoicing
systems to collect and remit the tax accordingly.

Admittedly, there are inter-state services whictenao unique place of supply. Take for
example the supply of group health insurance torparation with employees throughout
India, or auditing or business consulting serviggevided to a corporation or
conglomerate with business establishments in se@&astes. The determination of place
of supply of such services is going to be somewahaitrary. However, such services are
almost entirely B2B supplies, the tax on whichuByf creditable to the recipient under a
comprehensive taxation model. The arbitrarineghénrules would thus have no impact
on the final tax collections of the Centre or that&s.

The Empowered Committee proposal is silent on batinent of land and real property
transactions in the description of this option. Uagg this omission is deliberate, it is a
major drawback of the option. As discussed furtinethe next section, modern VATSs
apply to all supplies, including supplies of lanttaeal property. The Service Tax has
already been extended to rentals of commercial gstppand construction services.
There are no compelling social or economic poliegsons for excluding these services
from the scope of the GST.

B. National GST

Under this option, the two levels of government ldocombine their levies in the form
of a single national GST, with appropriate revesbaring arrangements among them.
The tax could be controlled and administered byGbatre, States, or a separate agency
reporting to them. There are several models foh sutax. Australia is the most recent
example of a national GST, which is levied andexitd by the Centre, but the proceeds
of which are allocated entirely to the States.

12 The Australian constitutional situation is thattbthe States and the Commonwealth (the Federal
Government) have power to tax supplies of goodssamdces. The constitution prevents laws intenfgri
with interstate trade (including tax laws) and gitlee power to collect Customs and excise taxes
exclusively to the Federal Government. It is fodad for the Commonwealth to tax State Property. To
meet this requirement, the GST implementation Jaksvhich there are 6, simply state that they db n
impose tax on State properties and the States &twdp/iew, at least at the moment. The GST was
introduced on the pretence that it was a Statbée#ng collected by the Commonwealth in order to (a)
secure the States’ agreements to abolish someiofiteexisting transaction taxes, in particulataia
stamp duties, financial institutions duties, etd @) to ensure that the States wouldn’t startuamdoof
attempts to challenge the constitutional validityie law (as was done, unsuccessfully, in the pékt
income tax, which both States and Commonwealthlzse power to collect. The current Government has
acknowledged that GST is in fact simply a Fedeed that it uses to make grants to the States aad as
result of this acknowledgement, the Auditor Genbea for the first time since 2000 agreed to apptbe
Commonwealth accounts.
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In China, the VAT law and administration is cenizedl, but the revenues are shared with
the provinces. In going to this model, the Certagl assure the provinces that they
would continue to get what they did under the pyasiarrangement and that changes in
revenue shares would be phased in over an extgoeléad of 15 years—see Ahmad
2008.

Under the Canadian model of the Harmonized Sales(FH&T), the tax is levied at a
combined federal and provincial rate of 13 per¢eéft federal rate, 8% provincial rate)
in the three participating provinces. Tax desigml @ollection are controlled by the
Centre, but the provinces have some flexibilitwé&wy their tax rate. The revenues from
the tax are shared among the participating proginoa the basis of consumer
expenditure data for the participating provinces.

In Austria, and Germany, the tax design is corgwblby the Centre, but states collect the
taxes. This has led to incentive problems, as soirike Lander have begun to use tax
administration measures to achieve tax policy gdaldMexico, the establishment of a

VAT at the center replaced state sales taxes, ddttd be part of a political-economy

compromise that assured the states an automatie shthe revenues generated from all
federal taxes.

A single national VAT has great appeal from thespective of establishment and
promotion of a common market in India. However 8tates may worry about the loss
of control over the tax design and rates. Indeemhescontrol over tax rates is a critical
issue in achieving accountable sub-national govermaand hard budget constraints
(Ambrosiano and Bordignon, 2006). The States ma&yp d&le apprehensive that the
revenue sharing arrangements would over time becarbgect to social and political

considerations, deviating from the benchmark distion based on the place of final
consumption. The Bagchi Report also did not falis bption for the fear that it would

lead to too much centralization of taxation powers.

These concerns can be addressed partially throutgbke administrative arrangements
and centre-state agreements. The tax design beuhdade subject to joint control of the
Centre and the States. The States would necessasitythe flexibility of inter-state
variation in tax design, but that is also the pimex strength of this option. Given that
the Centre does not have the machinery for the radtration of such a tax, the States
would presumably play a significant role in its adistration. The revenue sharing
formula could also be mandated to be based on ek#@ndtion principle, as under the
Canadian HST.

The key concerns about this option would thus bétiged. Notwithstanding the

economic merits of a national GST, will it have araging impact on the vitality of
Indian federalism? With no other major own-souregenues, will individual States
become too dependent on collective choices and desgimpowered to act on their
priorities? Will it be possible for the governmentith such diverse political interests
and philosophies to reach a consensus and adhig?e to
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While one can have a healthy debate on each oé tisssies, international experience
suggests that discretionary use of broad-baseduogifon taxes for social, political, or
economic policy purposes tends to be limited. ®oeninant consideration in their
design is their neutrality and efficiency in ragirevenues. This is also reflected in the
design of the State VATs in India. In spite of tvpselitical and economic differences
among them, States have been able to forge a cars@m a common VAT design. A
national GST would extend this consensus to ther€eBut participation of the Centre
could fundamentally alter the delicate balancendérests that currently prevails in the
Empowered Committee and make the consensus hardehieve.

C. State GSTs

Under this option, the GST would be levied by th@t& only. The Centre would
withdraw from the field of general consumption téem@. It would continue to levy
income taxes, customs duties, and excise dutieel@cted products such as motor fuels
to address specific environmental or other polibjectives. The loss to the Centre from
vacating this tax field could be offset by a sugabompensating reduction in fiscal
transfers to the States. This would significanthha&nce the revenue capacity of the
States and reduce their dependence on the Cefttiee USA is the most notable example
of these arrangements, where the general sales daa@eelegated to the states.

There would be significant hurdles in adopting tbjstion in India. First, it would
seriously impair the Centre’s revenues. The reduacin fiscal transfers to the States
would offset this loss, but still the Centre wowlént to have access to this revenue
source for future needs. Second, the option maybaaevenue neutral for individual
States. The incremental revenues from the trarsfeahe Centre’s tax room would
benefit the higher-income states, while a reduciiorfiscal transfers would impact
disproportionately the lower-income states. Thus teform would be inequality
enhancing—and against the traditions of succeggivernments in India (of all political
shades). Third, a complete withdrawal of the Ceffitoen the taxation of inter-state
supplies of goods and services could undermin&tates’ ability to levy their own taxes
on such supplies in a harmonized manner. Inqaati, it would be impractical to bring
inter-state services within the ambit of the S@&T without a significant coordinating
support from the Centre.

D. Non-concurrent Dual VATs

Under the concurrent dual GSTs, the Centre ande States apply concurrently to
supplies of all goods and services. It poses twall@hges. First, it requires a
constitutional amendment. Second, a framework isdeé for defining the place of
supply of inter-state services and for the appbcaof State GST to them. Both of these
hurdles can be circumvented if the GST on goodeuerbe levied by the States only
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and on services by the Centre only. The Stateadyraave the power to levy the tax on
the sale and purchase of goods (and also on imreyabperty), and the Centre for
taxation of services. No special effort would bedwed for levying a unified Centre tax
on inter-state services.

This option would not address any of the deficieaaf the current system identified in
Section 2 above, if the taxes on goods and serwees to be levied in an uncoordinated
manner as two separate partial taxes. It wouldgtegbe the difficulties in delineating

supplies of goods and services, and compound soadang.

The main appeal of this option is as a variant led State GST option discussed
immediately above. In levying the VAT on servicdse Centre would essentially play
the coordinating role needed for the application amonitoring of tax on inter-state

services. The Centre would withdraw from the taatof goods. Even the revenues
collected from the taxation of services could lams$ferred back to the States, partially or
fully.

Within this framework, cascading could be completdiminated by the States agreeing
to allow an input credit for the tax on servicegidd by the Centre. Likewise, the Centre
would allow an input credit for the tax on goodadel by the States.

The discussion above suggests that the design @6® is going to be a challenge,
regardless of the option chosen. All options reggignificant Centre-State coordination
and harmonization, and there may be very littlenrdor variance in rate setting by States
at least in the near future. The best option wapgear to be a national GST (either
through the constitution or on a voluntary basigth an appropriate Centre-State and
inter-State revenue sharing arrangement. If a fveonle for taxation of inter-state
services can be devised, then the concurrent dadl &buld be the most supportive of
the objective of fiscal autonomy. To ensure harnzation of tax base, rules and
procedures, it would be desirable to have a simglmmon legislation enacted by
Parliament, following the model for the CST. Thevlwould delegate the collection of
tax to the Centre and States on their respectivédases, i.e., the Centre to collect the
central GST on supplies of goods and services amgrevin India, and the States to
collect the state GST on supplies within their egatas per the place-of-supply rules
specified in the legislation).

5. Tax Base and Rates

We turn now to the question of the tax base anesrawithin the broad structure of a
consumption-type, destination-based, credit-invd@®8T. Ideally, the tax should be
levied comprehensively on all goods and servicessaigle rate to achieve the objectives
of simplicity and economic neutrality. However, gowments often deviate from this
ideal either because of concerns about distributforax burden (e.g., food), or because
of administrative and conceptual difficulties inpipng the tax to certain sectors of the
economy (e.g., health care, education, and finseixices). These concerns are likely
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to be paramount at both Centre and State levelstlzer@ will inevitable be calls to
exempt, or tax at a reduced rate, items of impodato the poor or other particular
groups.

As noted earlier, reduced rates or exemptionsdsrdinecessities may not be an efficient
way of helping the poor, because of a significgnllaver of their benefits to the rich.
Although the rich spend a smalleroportion of their income on such goods than do the
poor, because their income is higher they are bBksby to spend a largeabsolute
amount. As a result, the rich might gain most frapplying a reduced tax rate to such
goods. The needs of the poor could be more effdgtizddressed through spending and
transfer programs. Distributional concerns shdddseen as part of the overall balance
of all fiscal instruments and not solely for the TGSMoreover, multiple rates and
exemptions increase the costs of administration empliance. They give rise to
classification disputes, necessitate additionabnee&eeping, and create opportunities for
tax avoidance and evasion through misclassificaifsales.

Notwithstanding the virtues of a single-rate anchpoehensive base, debates about the
proper treatment of food and a variety of othemgeare inevitable. In what follows, we
discuss some of the most critical aspects this tdelstarting with a discussion of the
revenue neutral tax rates in the absence of anygxens or other preferences.

A. Tax Rates

In discussions on the GST design for India, it b@sn suggested that the tax would need
to be levied at a combined Centre-State tax ragdgfercent, of which 12% would go to
the Centre and 8% to the states (vide, for exanipdeKelkar Task Force Report). While
they fall below the present combined Centre anteStatutory rate of 26.5% (Cenvat of
14%, and VAT of 12.5%), GST at these rates wouldoanter significant consumer
resistance, especially at the retail level, andld/@ive rise to pressures for exemptions
and/or lower rates for items of daily consumptidiith the notable exception of
Scandinavian countries, where the tax is leviagtiatstandard rate of 25%, few countries
have been successful in levying and sustaining &/&ST at such high rates.

Successful GST models adopted by other countriésheery broad base and a relatively
modest tax rate, especially at the time of inceptieor example, the New Zealand GST
was introduced at the rate of 10%, with a baseisting of virtually all goods and
services (with the exception of financial servicd¥)e Singapore GST was introduced at
3%, but the rate has now been raised to 7% addieeif excises and customs duties have
been progressively eliminated.

Table 1 provides a comparison of the tax base atesrin selected international
jurisdictions with ‘modern’ VAT/GST. It provides ta on C efficiency, which is a
widely-used measure of the comprehensiveness ofathdase. It is calculated as the
ratio of the share of GST revenues in consumptiothé standard rate. Any deviation
from a 100 percent C-efficiency indicates deviativom a single tax rate on all
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consumption. Zero-rating of some consumption iterasld lead to a C-efficiency of less
than 100 percent while inclusion of investment dr@ak in the GST chain could lead to
a C-efficiency higher than 100 percent. While affi&siency of 100 does not imply a

perfect VAT, it can serve as a useful indicatorttted productivity of GST revenue per
percentage point of GST rate. The last columméntable shows revenue productivity of
GST in these countries, measured as GST revenugmin of the standard rate divided
by the GDP (i.e., (Aggregate Revenues/Standard)rEDP).

Table 12

Comparison of GST Base and Rates, Selected Jurisdictions

Country Year | Standard | Consumption Revenue
Rate % % of GDP C Efficiency | Productivity

Canada 2005 | 7 74.8 0.46 0.34

Japan 2004 | 5 75.5 0.67 0.50

New Zealand| 2005 12.5 76.0 0.94 0.73

Singapore 2004 | 5 54.2 0.70 0.40

Source: Various IMF reports and authors’ own estamna

As shown in Table 2, the New Zealand GST, whiclevged at a single rate on virtually
all goods and services, has the highest C effigiehbhe Canadian GST, also levied at a
single rate, has low C efficiency because of zatoyg of food and medicines, and
rebates for housing and non-profit sector. JapahSingapore levy tax at a single rate to
a comprehensive base, including food. Yet, theiefficiency is lower than in New
Zealand mainly on account of exemptions for sugpltig non-profit organizations. The
C efficiency of European VATs is generally much éwin the range of 50%, as these
taxes are levied at multiple rates, and with ex@mpfor land and housing, financial
services, and supplies by public bodies. In gen&fAlTs that have been introduced
around the world in the last few years have a highefficiency than the ‘old’ VATSs.

A low C efficiency translates into lower revenu@quctivity of tax, as shown in the last
column of the table.

With this background, we turn to an estimationh# size of the GST base in India and
the GST rates that would be required to replacectimeent indirect tax revenues of the
Centre and the States.

Poddar and Bagchi (2007) calculations show thdhéf GST were to be levied on a
comprehensive base, the combined Centre-Stateuevezutral rate (RNR) need not be
more than 12%. This rate would apply to all goadd services, with the exception of
motor fuels which would continue to attract a seppéntary levy to maintain the total
revenue yield at their current levels.

Here are some basic ingredients of the RNR calounlstffor 2005-06, the latest year for

which the necessary data are available. The totalse&/service tax/VAT/sales tax
revenues of the Centre and the States in thatwaamRs.134 thousand crore and Rs.139
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thousand crore respectively. Assuming that appmately 40% of the central excise
revenues and 20% of the state VAT/sales tax reveeatefrom motor fuels, the balance
of the revenues from other goods and servicesged to be replaced by the GST are Rs
89 thousand crore for the Centre and Rs 111 tholusaore for the states, making up a
total of Rs 200 thousand crore.

In 2005-06, the total private consumer expenditare all goods and services was
Rs.2,072 thousand crore at current market priceskifg adjustments for sales and
excise taxes included in these values and for thetp consumption expenditure on
motor fuels, the total tax base (at pre-tax prides)all other goods and services is Rs
1763 thousand crore.

These values yield a revenue neutral GST rate mfoap 11% (200 as percent of 1763 is
11.3%). The RNR for the Centre is 5% and for ttages 6.3%. Allowing for some
leakages, the combined RNR could be in the rand2%. The Centre excise duty rates
have been reduced substantially (the standardedteed from 16% to 10%) since 2005.
At the current duty rates, the Centre RNR is likielyoe in the range of 3%, bringing the
combined RNR to below 10%.

These estimates are by no means precise. Evéineyogive a broad idea of the levels at
which the rate of a national GST could be set toea® revenue neutrality for both levels
of government. An important question for policy raek is the costs and benefits of
deviating from this benchmark of single rate GSWhile there would be pressing calls
for all kinds of exemptions and lower rates, thergenic benefits of a single rate are
enormous. The experience of countries like New atedjl Japan and Singapore suggests
that it is feasible to resist such calls by keepihg tax rate low. There is increasing
political support for such an option. It would maak clean break from the legacy
structures and herald a new era of simple andgearsat tax administration.

There is virtue in keeping the GST rate in the 1@¥ge, especially at inception. Any
revenue shortfall at this rate could be made uphleyuse of supplementary excises on
select demerit goods (e.g., tobacco, and alcohelides motor fuels. Excises could also
be used for select luxury items which do alreadsaet tax at higher rates. This would
help minimize undesirable shifts in the distribatiof tax burden (see the discussion in
Ahmad and Stern, 1984 and 1991). Clearly, suchsescshould be limited to a very
small list of items which are discrete and not aatd® to tax avoidance and evasion.

B. Food

The main issue in the application of GST to foodhis impact it would have on those
living at or below subsistence levels. In 2005ad&od accounted for one-third of total
private final consumer expenditures. For thosehat llottom of the income scale, it
doubtless accounts for an even higher proportiortotdl expenditures and incomes.
Taxing food could thus have a major impact on therp By the same token, a complete
exemption for food would significantly shrink thextbase.
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There are additional considerations that are pattito the treatment of food.

* Food includes a variety of items, including graamsl cereals, meat, fish, and poultry,
milk and dairy products, fruits and vegetablesdyaand confectionary, snacks,
prepared meals for home consumption, restauranisireeal beverages. In most
jurisdictions where reduced rates or exemptionpereided for food, their scope is
restricted to basic food items for home consumptidiowever, the definition of such
items is always a challenge and invariably gives to classification disputes. In
India, basic food, however defined, would likelynstitute the vast bulk of total
expenditures on food.

* InIndia, while food is generally exempt from thEIVAT, many of the food items,
including food grains and cereals, attract theesta&T at the rate of 4%. Exemption
under the state VAT is restricted to unprocessed,fe.g., fresh fruits and
vegetables, meat and eggs, and coarse grains.dg@eseare generally taxable, with
the exception of milk.

* In the rural sector, the predominant distributiblmnel for unprocessed food would
be either a direct sale by the farmer to final coners or through small
distributors/retailers. Even where food is witthie scope of the GST, such sales
would largely remain exempt because of the smalinass registration threshold.

* Given the large size of farm community in India,iethis mostly unorganized,
consideration needs to be given to whether it \ssatble to exempt (with no right of
input tax deduction) all unprocessed farm prodwte By them at the farm gate. In
the case of cash crops (produce for further matwdfag or processing, e.g., cotton,
coffee beans, and oil seeds), it would not be éniiterest of the farmers to be
exempted from tax. They should thus be allowedftteon of voluntary registration
to pay the tax. It is recognized that an exemphborirst sale at the farm gate would
be difficult to administer and create inefficiersia distribution and marketing of
farm produce.

These considerations pose some difficult policyuess Given that food is currently
exempt from the CENVAT, the GST under a singlesrat@mprehensive-base model
would lead to at least a doubling of the tax burdenfood (from 4% state VAT to a
combined GST rate of 10-12%). It would call fomeotangible measures to offset the
impact on the lower-income households. One wouldobkmit the exemption only to
cereals (see Table 1) as some of the other foadsiteave lower distributional
characteristics.

The alternative of exempting food altogether (orozeating) would not be any better.
First, the revenue neutral rate would jump from1P9 to 18%. While the poor would
pay less tax on food, they would pay more on oiteens in their consumption basket.
Whether and to what extent they would be bettenoiiild depend on the composition of
their consumption basket. The higher standaw watuld, in turn, lead to pressures for
exempting other items (e.g., medicines, books, LB@] kerosene). Third, it could
preclude unification of the tax rate on goods witat on services, which are currently
taxable 12.36%. Imposition of tax rate at 18% othdito exempt services (e.g.,
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passenger travel, health, and education) wouldwarteo significant political resistance.
Fourth, one cannot expect any improvement in taspagmpliance at such high rates.
To the contrary, greater visibility of the Cent@xtat the retail level could have a
negative impact on compliance. Thus, an exemptoridod has the potential to totally
unravel the simplicity and neutrality of GST.

One could consider a lower rate for food, instehdamplete exemption. If the lower

rate were to be 5%, the revenue neutral standgedlyased on 2005 rate structure) would
be pushed up to 16%. This may be a reasonablerocomge, provided all other goods

and services are made taxable at the single stmdtr of 16%. The risk is that the

lower rate for food would become the thin edge lué wwvedge which would create

irresistible demands for the opening the door wider

An important question is the definition of food thveould be eligible for the lower rate.
To keep the base broad, and limit the preferendtetmes of consumption by the lower-
income households, the lower rate should be coafitee ‘unprocessed’ food items
(including vegetables, fruit, meat, fish, and poglt Its scope can be further restricted by
excluding from the preference food pre-packageddtail sale. . This definition would
not be without problems, especially where the meirg value added is small. For
example, if wheat were taxable at 5% as unprocefeset] but flour taxable at 16% as
processed food, it would encourage consumers tonheat and then have it processed
into flour.

Overall, the preferred option would appear to lsngle-rate, comprehensive-base GST.
While no option is perfect, it has the advantagesiofplicity and neutrality. As noted
earlier, sales of unprocessed food in rural Indoaube largely remain exempt under this
option because of the small business exemptiore pbior can be further insulated from
its impact through direct spending programs, andkampt from tax any sales under the
Public Distribution System (PDS).

C. Land and Real Property

Under the ‘old’ VATs (such as those in Europe),diaand real property supplies are
excluded from the scope of the tax. To minimize dletrimental impact of an exemption
under a VAT, business firms are given the optioerlézt to pay tax on land real property
supplies.

Under a modern GST/VAT (e.g., in Australia, New [Bed, Canada, and South Africa),
housing and construction services are treateddike other commodity. Thus, when a
real estate developer builds and sells a home sitibject to VAT on the full selling price,
which would include the cost of lati building materials, and construction services.

13 Actually, in Australia and New Zealand, this ig atways the case. In New Zealand, land (like afhgo
“goods”) can be the subject of a deemed input tagitunder the “second hand goods” scheme, whash h
the effect that the tax on a development of larglied from an unregistered person is the margihef
supplier. To a large extent, this removes the Ugihgrland value from tax. In Australia, a margcheme
for land is used to work out the taxable valueiinilgr circumstances: the margin scheme operates as
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Commercial buildings and factory sales are alsalifexin the same way, as are rental
charges for leasing of industrial and commercialldmgs. There are only two
exceptions: (1) resale of used homes and privatdlidgys, and (2) rental of dwellings:

A sale of used homes and dwellings is exemptedusecthe tax is already collected
at the time of their first purchase, especiallyliomes acquired after the
commencement of the tax. If the sale were to béentaxable, then credit would
need to be given for the tax paid on the originatpase and on any renovations and
additions after the purchase. Except where tleepinave gone up, the net
incremental tax on resale may not be significariteoretically, this system does
create a windfall for the existing homes build aeduired prior to the
commencement of the tax. In practice, the wind&tiot significant as the home
construction would have attracted other taxes orsttoction materials and services
that prevailed at the time.

Residential rentals are also exempted for the saason. If rents were to be made
taxable, then credit would need to be allowed enpilrchase of the dwelling and on
repairs and maintenance. Over the life of the bimgelthe present value of tax on the
rents would be approximately the same as the takquathe purchase of the

dwelling and on any renovation, repair, and maiatee costs. In effect (and as with
other consumer durables), payment of VAT on thepgufchase price at acquisition is
a prepayment of all the VAT due on the consumpsiervices that the house will
yield over its full lifetime. A resale of a dwellins exempted for the same reason: the
tax was pre-paid when the dwelling was initiallgjaiced.

Many private individuals and families own residahtdwellings (including their
homes and summer residences) which they may resth&ss. They are generally not
in the VAT system, so do not get a credit for thET\paid when they initially

acquire their new home. Nor do they claim any driegtiany repairs or renovations
they may have made to the existing homes. If thealef such dwelling were subject
to tax, owners should also be given a credit ferttxes paid on such costs—which
would be complex, and difficult to monitor.

Thus, virtually all countries exempt long-term cksitial rents and resale of used
residential dwelling. However, short-term resid@naccommodation (in hotels, for
example) is normally subject to VAT. Any commissionharged by the agents and
brokers for the sale or rental of a dwelling agated as a service separate from the sale
or rental of the dwelling and attract tax regarslles whether paid by the buyer or the
seller.

Sale or rental of vacant land (which includes rewofacar parking spaces, fees for
mooring of boats and camping sites) is also taxabtier the ‘modern’ VAT system.

It would make sense to incorporate these concagteeidesign of GST in India as well.

second hand scheme and as a transitional rulet@pr the value of most (but not all) of the vadfieand
as at 1 July 2000 entering into the tax base.
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» Conceptually, it is appropriate to include land asa property in the GST base. To
exclude them would, in fact, lead to economic digtas and invite unnecessary
classification disputes as to what constitutes lyupfpreal property.

* Inthe case of commercial and industrial land amttimgs, their exclusion from the
base would lead to tax cascading through block&ggoat taxes on construction
materials and services. It is for this reason évan under the European system an
option is allowed to VAT registrants to elect tedt such supplies as taxable.

» Housing expenditures are distributed progressiwehglation to income and their
taxation would contribute to the fairness of theTGS

» The State VAT and the Service Tax already applyotastruction materials and
services respectively, but in a complex manner. eikample, there is significant
uncertainty whether a pre-construction agreemesélica new residential dwelling is
a works contract and subject to VAT. Where the \WOES apply, disputes arise
about the allocation of the sale price to land,dg0@nd services. While land is the
only major element that does not attract tax, #xerates applicable to goods and
services differ, necessitating a precise delineaticthe two. Extending the GST to
all real property supplies, including constructioaterials and services, would bring
an end to such disputes, simplify the structurd,emhance the overall economic
efficiency of the tax.

One potential argument against the levy of GSTatalland real property would be that
they already attract the stamp duty. This arguneamt be quickly discarded as the
purpose and structure of the stamp duty is quitierdnt from that of the GST. Stamp
duty is a cascading tax on each conveyance oftbitteal property, whereas the GST is a
tax on final consumer expenditures. The GST do¢snmainge on commercial property
transactions, after taking into account the beréfihput tax credits. It does not result in
tax cascading. Under the model described abovwhgeicase of residential dwellings, the
GST would apply to the first sale only. Thus, theottaxes cannot be viewed as
substitutes. However, the application of GST & pgoperty transactions does warrant a
review of the structure and rates of stamp dutiesragistration fees. The rates should be
lowered and the structure rationalized when the @Stroduced.

D. Non-profit Sector and Public Bodies

Historically, supplies made by governmental bodesd non-profit organizations
(including religious institutions, social welfaregemcies, and sports and cultural
organizations) have been exempted from VAT on tloeirgds that such bodies are not
engaged in a business and their activities areomimercial in nature. But this is often,
and increasingly, not the case. Public enterprees involved in a wide range of
industrial and commercial activities. As dereguatproceeds, the dividing line between
public administration and industrial/commercialiaties becomes increasingly blurred.
For example, postal and telecommunication serwee historically viewed as public
administration, but this is no longer the case. €&pment agencies/enterprises provide
such services in competition with private firms.el$dame is true for other activities such
as local and inter-city transit, operation of anppradio and television broadcasting, and
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provision of water, sewer, and sanitation servib&seover, the public sector in India, as
in many other countries, is large and pervasive.

Under the EU VAT Directive, activities of the publsector are divided into three
categories: non-taxable, taxable, and exempt. Aigpudody is in principle eligible to
claim input tax deductions only in respect of th&TVpaid on inputs acquired for use in
making taxable supplies (though a number of menstates pay refunds of VAT by
matching grant). While this approach may have pledithe EU Member States with the
needed flexibility in dealing with their domestiovonment, it falls short of achieving
the principal criteria of an efficient VAT systerdeintified above. The exempt or non-
taxable status of a wide range of supplies by pubbdies violates the criterion of
economic neutrality. Biases are created in favathefself-supply of services within the
public sector to minimize the amount of non-dechletVAT on inputs. Consumers may
be influenced in their purchasing decisions by fdet that the VAT does not apply to
certain public sector goods and services. The raluctible input VAT embedded in the
prices of public sector goods and services is phaking to persons in the production-
distribution chain who are not final consumers.

The application of a value added tax requires ifleation of a supply and the consumer
or buyer to whom the supply is made, and valuatbrtonsideration for the supply.
Determination of each of these elements givestoisesues in the public sector due to the
nature of the way services are delivered by govemimand the manner in which the
services are funded. For example, a public body prayide its services for no explicit
charge (e.g., museum admissions, water, healthedinciation) and there may not be any
identifiable buyer or consumer for certain servipesvided on a collective basis (e.qg.,
sanitation, and police protection). In additione folitical sensitivity to the taxation of
certain services, and the methods of inter-govenmtahfunding may detract from a
neutral application of tax to the public sector\aties. As a result, the public sector is
subject to special rules in almost all VAT systeawsrently in place throughout the
world.

This is a matter that cannot be dealt with sattefdyg without a systematic review of all
of the activities of the governmental bodies and-pwmofit organizations. However, at
this stage it is useful to describe the two bropgreaches that other countries have
followed.

First, the highly-regarded VAT system in New Zeadlgand later Australid) treats all
activities of public sector and non-profit bodiesfally taxable'®> They thus collect the

4 The Australian system is structured quite difféfeom the New Zealand one, even though the net
outcome is similar. New Zealand’s GST is desigretax all flows of money through Government,
whereas Australia’s is complicated by the FedetalcBure. The Commonwealth does not in fact pay GST
or claim ITCs-- it just does so notionally--, whasethe States actually do pay and claim. New Zdalan
taxes appropriations, whereas Australian saysttiegtare not taxed. In addition, a range of Govemim
provided services are GST-free or exempt.

15 See Peter Barrand (1991), for a description oiee Zealand system. Aujean, Michel, Peter Jenkins
and Satya Poddar provide an analytical frameworlsfich a system .
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VAT on all of their revenues, with the sole exceptbf revenues from taxes, interest and
dividends, and gifts and charitable donations. Wnités broad and comprehensive
approach, no distinction is made between public iadtnation and commercial/
industrial activities of the state or non-profitganizations. By the same token, these
bodies are eligible to claim a full credit for thaiput VAT in the same manner as private
enterprises. This system is conceptually simplel emnsequently is in some respects
easy to operate. And—by putting public and privegetors on an equal footing—it
minimizes potential distortions of competition.

The second is the traditional approach followedmaost other countries. Under this
approach, the activities of public and non-probtitles are divided into two lists: taxable
and exempt. There are no simple or mechanical fakehis division, which in practice
is based on a variety of economic, social, and tigalcconsiderations. For example,
public enterprises engaged in industrial or comrmagactivities are generally taxable,
especially if their revenues from their clients argected to exceed their costs. Some
countries exempt all other fees and charges, wdthers tax them on a selective basis
(including postal charges, airport landing feest pmading and unloading charges, sale
of statistical and other publications, and feeslifmnses and permits). Given that not all
of the activities of an organization are considet@dble under this approach, an input
tax credit is allowed for only those inputs thalate to the taxable activities of the
organization.

This latter approach creates difficulties in determg what is taxable and what is
exempt, and also in allocating the input taxes betwthe two (since credit would be
given only in respect of taxable activities). B@lcreates a distortion in the form of a bias
against the use of outside contractors by publididsoin their exempt activities. For
example, if a municipality used a contractor fonstuction of a road or a bridge, it
would pay the VAT on the contractor’s fees, and b®tligible to claim a credit for the
tax. However, it could avoid the tax if it hired bwn employees to do the construction
work. As noted above, some countries provide adufartial rebate of the tax related to
minimize this ‘self-supply’ bias.

There is little doubt that the New Zealand approecleonceptually superior. It does,
however, lead to a larger number of taxpayers, nadnyhich will be entitled to refunds.
Since the management of refunds is an especiathplgmatic aspect of the VAT,
particularly in developing countries, the contssues may be a significant drawback.

If governments and public bodies are partially epd, then one other issue that needs
to be considered is the treatment of supplies t@gonents. This is especially important
in a federation. Should one government apply ts-oreditable tax to supplies to
another government? Or should all governments lmeuine from taxation as sovereign
bodies? In India, CENVAT and State VAT currentlypBpto government procurement.
Likewise, the GST could be made applicable to depgb governments with no special
rules. However, as noted earlier, this then woukhie a self-supply bias for public
bodies where they buy inputs for an exempt activity
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E. Financial Services

Financial services are exempted from VAT in all minies. The principal reason is that
the charge for the services provided by financideérmmediaries (such as banks and
insurance companies) is generally not explicitee-fbut is taken as a margin, that is
hidden in interest, dividends, annuity paymentssweh other financial flows from the
transactions. For example, banks provide the senfioperating and maintaining deposit
accounts for their depositors, for which they cleang explicit fee. The depositors do,
however, pay an implicit fee, which is the diffecerbetween the pure interest rate (i.e.,
the interest rate which could otherwise be earmethé market without any banking
services) and the interest actually received byntfrem the bank on the deposit balance.
The fee is the interest foregone. Similarly, tharge for the services provided by banks
to the borrowers is included in the interest chdrge the loan. It is the excess of the
interest rate on the loan over the pure rate ef@st or cost of funds to the bank for that
loan.

It would be straightforward to levy the tax on thigplicit fee if the reference ‘pure rate’

were easily observable—but it is not. The spread/éen borrowing and lending rates,
could be measured, and taken as measuringtalevalue added by the intermediary. But
in order for the crediting mechanism to work prdypeit is necessary to go further and
allocatethis value-added to borrower and lender (withelitron the tax paid due only to
registered taxpayers)—which again raises the pnoldé identifying a reference pure

interest raté?

Some financial services are, of course, chargethya direct and explicit fee, examples
being an account charge or foreign exchange cononisServices provided for an
explicit charge could be subjected to VAT in themal way with the taxable recipient
having a right of deduction, and a growing numbecauntries do this. Nevertheless,
some countries exempt them all, while others lithé exemption to banking and life
insurance. The exemption avoids the need to meatheetax base for financial
transactions, but gives rise to other distortiamghe financial markets. The denial of
credit to the exempt financial institutions for thAT charged on their inputs creates
disincentives for them to outsource their busin@gsgess operations. Where they render
services to business clients, the blockage of inautcredits results in tax cascading,
adversely affecting their competitive position e international markets.

Taxing explicit fees for financial services, bugdating margin services as exempt, is a
possible answer, but it is conceptually flawed (as same service will be treated
differently for VAT purposes depending on how teenuneration for it is taken) and runs
the risk that there will be some arbitrage betwintwo methods of charging to lessen
the VAT charge (particularly in the case of supplie final consumers with no right of
deduction).

1 These concepts are discussed in greater det&biidar, S. and M. English (1997) and Poddar, Satya
(2003).
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In China, financial services are taxable underrthxeisiness tax, which is a tax on
turnover with no tax credits allowed on inputs. cBese it is a turnover tax, it can be
applied to the total spread for margin serviceshwio need to allocate the spread
between borrowers and depositors. Israel, and Kalga apply tax in such alternative
forms.

Under the Service Tax, India has followed the apginoof bringing virtually all financial
services within the ambit of tax where the constlen for them is in the form of an
explicit fee. It has gone beyond this by bringsgjected margin services (where the
consideration is the spread between two financiflbws and outflows) within the
Service Tax net. The following are principal exdesppof such taxable margin services:

* Merchant discounts on credit/debit card transasteme taxable as a consideration for
credit card services, as are any explicit feesiar payment charges collected from
the card member.

» In foreign currency conversion transactions withaexplicit fee, tax applies to a
deemed amount of consideration equal to 2% of th@uat converted.

» The tax applies to that portion of life insurancemiums that represents a cover for
risks.

As there are no compelling economic or social potieasons for exempting financial
services (other than the practical difficulties dgfining the consideration for margin
services), it would be appropriate to continue tagproach under GST. There are,
however, certain technical flaws in the measurenzéntonsideration that need to be
addressed when switching over to GST. For exanipléie case of insurance, the tax
applies to the gross amount of risk premium, wiil@roper measure would be the
premiums net of any claims (whether the claim testin cash or in kind). This can be
accomplished by allowing a credit in respect of elayms paid.

Consideration could also be given to bringing iesémargin on non-commercial loans
and deposits within the next net on an aggregatis bas opposed to for each transaction
separately” This could be done by computing the aggregateréstemargin and
apportioning it between the margin from B2B and B&hsactions. The B2B margin
could then be zero-rated, and the tax appliededB®C margin.

In some countries, transactions in gold, silver atieer precious metals are also treated
as part of the financial sector, given that thestals are often bought as investments,
and not for consumption. They are exempted from tebowever, unlike the approach
followed in India of applying a reduced rate of 18&such metals and articles made of
such metals, the exemption is confined to only teet&investment-grade purity levels.
Jewellery and other articles made of such metataietaxable at the standard rate.

" For a more complete discussion of the systemdialand how it can be modified and extended, see
Poddar, Satya (2007).
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6. Treatment of Inter-State and International Trade

Treatment of inter-state and international supptiegoods and services is one of the
most crucial elements of the design of a Dual G5¥et of rules is needed to define the
jurisdiction in which they would be taxable undée tdestination principle. Further a
mechanism is needed for enforcing compliance tedhales.

The rules can be relatively straightforward for theplication of the Central GST.
However, there is a concern that, under a sub-matitestination-based VAT, taxation of
cross-border transactions could be a significaatlehge in the absence of any inter-state
fiscal border controls. Even if such border corgreere to exist, they would be
ineffective for taxation of services, which entad physical inter-state movement. This
concern has been a topic of increased discussientbe recent years due to the growth
in internet sales and transactions. Cross-border \éakage is also a growing concern in
the EU because of the removal of border contrai&dxen member countries.

In what follows, we first start with the basic framork for defining the place of supply,
then look at the policy options for ensuring propempliance. This discussion draws on
Ahmad, Poddar et al (2008) for the GCC Secretariat.

A. Place of Taxation, International Transactions

In virtually all countries, VAT is levied on the &ia of the destination principle. For this
purpose, some countries follow the practice of gubsg a set of rules for defining the
place of taxation or place of supply. A supplyagéble in a given jurisdiction only if the
supply is considered to take place in that jurigolic An alternative approach followed
by other countries is to first define what supplaes potentially within the scope of the
tax, and then provide criteria for determining whaf those supplies would be zero-rated
as exports. The two approaches yield the sametresan though one excludes exports
from the scope of the tax, while the other zeresdahem, having first included them in
the scope. The Service Tax in India follows theosélcapproach.

While the rules and approaches vary from countryca@antry, the basic criteria for
defining the place of taxation are as follows (agghes for taxation of services depicted
in Chart 1)

» A sale of goods is taxable if the goods are ma@datie in or delivered/shipped to
that jurisdiction (i.e., on the basic of place efidery or shipment to the recipient)

» A sale of real property is taxable if the propestjocated in that jurisdiction (i.e., on
the basis of place of location of the propertygrn/&es directly connected with real
property are also taxable on this basis (e.g.jcEs\0f estate agents or architects).

18 What are discussed below are only the basic casicdfe actual rules can be complex, and highly
varied from one jurisdiction to the next. For arendgorous discussion of the approaches beingvat
in selected international jurisdictions, see Mjlleebecca (2007).
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A supply of other services or intangible propegyaxable in that jurisdiction
depending on one or more of the following factors:
o Place of performance of the service
0 Place of use or enjoyment of the service or intalegbroperty
o Place of residence/location of the recipient
o0 Place of residence/location of the supplier
Special rules apply for certain supplies (alsorrefitto as mobile services) for which
there is no fixed place of performance or use/engnt, such as:
0 Passenger travel services
Freight transportation services
Telecommunication Services
Motor vehicle leases/rentals
E-commerce supplies

O O Oo0oOo
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Chart 1
Place of Taxation
(of supplies other than goods)

Supplies from Business
Established in the Country

1 1
Specified Supplies Other Supplies
1
1 1
Real Property B2B B2C
Location of Property
International Travel Tangible Supplies Specified Supplies
= o Location of Supplier = Place of Use/Enjoyment
Domestic Intangible Supplies Other
Point of Origin of Travel _ Location of Recipient —_— Location of Supplier

Other
Point of Destination of Travel

International Freight
Point of Destination

E-Commerce
= Location of Recipient
Car Leasing

Short Term: Point of Origin
Long Term: Place of Use

Telecommunication
Billing Address +Origin/Destination
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In defining the place of taxation of services antmgible property, a distinction is often
made between supplies made to businesses (B2B)imadconsumers (B2C). B2B
supplies are generally defined to be made wheredtipient is located or established,
regardless of where the services are performeded.urhis is particularly the case for
the so-called intangible services (e.g., advisorgomsulting services) for which the place
of performance is not important. Thus, all suclvises rendered to nonresidents become
zero-rated, and subject to a reverse charge indtetry of the recipient, which charge is
deductible as long as the recipient is fully tagablhis avoids tax cascading, which
would otherwise occur.

By contrast, B2C services are deemed to be matteijurisdiction where the supplier is
located. Many B2C services tend to be tangiblehysizal in nature, e.g., haircuts, and
admissions to place of amusement, which are useslicoed at the place of their
performance. In some countries, B2C intangible isesvare treated in the same manner
as B2B services, i.e., they are zero-rated whederenl to nonresident customers.

Special rules apply to the so-called mobile sesii¢®r transportation services, the place
of supply is defined by reference to the point afjio or destination. In Europe, rail
passenger transportation is taxed on the basisisthnde traveled in the taxing
jurisdiction. For telecommunication, e-commercd aatellite broadcasting services, the
origin rule (taxation in the country of the suppliean lead to non-taxation, and various
solutions have been followed — for example in the &commerce suppliers to EU final
consumers are required to register and accountjom the country of their customer,
using a ‘one stop shop’ registration facility, fety wish. This rule is being extended to
intra-EU supplies of telecommunications, e-commeand satellite broadcasting from
1/1/2015 to present suppliers obtaining an arb#traglvantage by setting up their
business in a low rate member state. In Canadap-auit-of-three rule is followed, i.e.,
the supply is made in the jurisdiction if the peimf origin and termination are in that
jurisdiction, or if one of the points is in the igdiction and the supply is billed to an
account in the jurisdiction. The rules for e-comoeeare varied, but generally follow the
rule for telecommunication services. Internet catingy services are in fact
telecommunication services. Goods and services Hioaigd sold online are generally
taxed on the same manner as those bought offline.

For short-term car rentals, in Europe the placsupply is where the car is first made
available to the customer, regardless of the ptddés subsequent use. For long-term
leases, place of supply could depend on the plaaseoof the vehicle or the residence of
the customer; the EU is adopting such a rule fraii2010 to prevent ‘rate shopping’.

Often, similar rules are adopted for leases anthlef other goods also.

In addition to the above, there are a variety deotcomplex cross-border transactions’
for which supplementary rules are required. Thégteeto global transactions (or master
service agreements) for individual supplies to lleguities of a corporate group around
the world, triangular transactions, supplies ambranches and between branches and
head office, and cost reimbursement/ allocatiomragements. The complexity of the
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rules for such transactions has been an issue wmsIssion by working groups at the
OECD, with a view to developing a framework or @gnde for uniformity and

consistency in the treatment of international s&wi and intangibles in different
jurisdictions®®

It is recognized that under these rules tax cowddcharged to nonresident business
customers on supplies of an intermediate natuee ot for final consumption) which
would lead to cascading and create competitiveodishs. To address this concern,
many countries have provisions to provide a relmtéhe tax charged to business
customers’ Such rebates can also be extended to non-businstsmers, e.g., rebates
to foreign tourist for the tax paid on goods boulgitally for subsequent export when
they return back.

Generally, these rules apply in a symmetrical maroedefine exports and imports.
Thus, where the supply of, say, consulting sesvlng a domestic supplier is zero-rated
because it is supplied to a business located @ut$id country, the supply of such
services by a foreign supplier to a business lacatéhe country would be taxable as an
imported service. Imports generally attract tathat customs border. For services and
intangibles, the tax is self-assessed by the mtipinder the reverse-charge mechanism.

The combined result of these rules (including tlgstesn of rebates for nonresident
customerkis to define the place of destination of serviaed intangibles as follows:

» For B2B supplies, the place of destination is tlae@where the recipient is
established or located.

* For B2C supplies of a tangible/physical nature.(dngir cuts, hotel accommodation,
local transportation, and entertainment servidés)place of destination is the place
where the supplier is established or located, wisidenerally also the place where
the service is performed. For highly mobile B2@glies of an intangible nature
(e.g., telecommunication, e-commerce and satélttadcasting services, for which
the place of performance is not linked to the reimgeof the service), the place of
supply could be the place of residence of the costdas for B2B supplies), or the
place where the services are used or enjoyedbBaguse it is wholly impractical to
subject final consumers to the reverse chargeumie the non-resident supplier is
required to register and account for VAT to custswesident in the European
Union.

» Special rules for specific supplies are generadigighed to yield a result similar to
that for other supplies. They serve the purpogg@fiding greater certainty and
clarity in situations where the place of locatiorr@sidence of the supplier or the
recipient may not be well defined or easily asceaiale at the time of the supply.

19 For discussion of the issues and approaches, EE®@2004).
2 For example, such rebates are provided underl@gixX. of the EU VAT Directive.
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B. Place of Taxation, Inter-State Transactions

An important question in the context of the Dual TGB whether these rules for
international cross-border supplies can be adojmtledomestic inter-state supplies also.
Conceptually, there are no compelling reasons toatke from them for defining the
place of supply at the sub-national level. The @mgcedent available of a destination-
based VAT at the sub-national level is that of Hamired Sales Tax (HST) in Canada.
(The precedent of the EU is different becauseat éc@mmunity of 27 sovereign member
states rather than a single nation made up of @nuaii states in a federation. The EU
solution of taxing intra-EU B2B supplies of goodslaservices by means of zero-rating
and then reverse charge accounting in the memater st the taxable recipient may not
be the right answer—and has led to the problenaafusel fraud). Surprisingly, Canada
deviated from these rules in defining the placswugdply in a province in one important
respect. In defining the place of supply of sersie¢ the provincial level, the primary
criterion used in Canada is the place of perforraaot the service. Thus, if all or
substantially all of a service is performed in avyance, then the place of supply of the
service is considered to be that province, regasdt whether it is a B2B or B2C
supply, and where it is used or enjoyed. There apfeebe two reasons for it, which are
also relevant for the design of the Dual GST indnd

First, it is recognized that the place where thegpsiar or the recipient is established
cannot be defined uniquely at the sub-nationall leviin a common market. A supplier

may have establishments/offices in several Stateésome or more of them could be

involved in rendering the service. At the natiolelel, the country of residence of the
counter parties to a transaction needs to be detedrfor direct tax as well as other

regulatory purposes. However, at the sub-natioesél] such determination is not

necessary, especially where there is no directatakat level. The basic rules outlined
above for international supplies cannot be appheitie absence of supplementary rules
for defining the place where the supplier and theipient are located or established.
Take, for example, an HR consulting firm with off&c in several States providing

recruitment services to a corporate entity withrapens through India. In this case, the
basic rule of defining the place of supply of trexvice to be where the recipient is
established cannot be applied as the recipierstabkshed in more than one State.

Second, under the Canadian HST, any input tax Ipaia business can be claimed back
as an input credit under the federal GST or the HSjardless of where it is established,
as long as the inputs are used in a taxable actiitus, there is no adverse consequence
of collecting the HST on services rendered to lesses located in other provinces. The
HST is integrated with the GST to such an exteat thbest fits the description of as a
national GST, not a Dual GST.

Given these considerations, Canada defines the mihsupply of services (other than
those subject to special rules) to be the placeravhieey are performed. If they are
performed in more than one province, supplementalgs are employed to determine
the place of supply. The main supplementary rufende the place of supply/taxation to
be the place to which the employee/officer of thppdier, who had responsibility for
negotiating the service contract with the recipiegports. In effect, under these rules the
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sub-national tax on services is applied on thesbaisihe origin principle, i.e., where the
services are performed.

The Canadian approach does not appear to be suftablhe Dual GST in India where
the Centre and State GSTs would be harmonized,nbtitintegrated. It would be
desirable to tax B2B supplies of services (andhigitales) in the State of destination, and
not of origin.

Given that any tax on B2B supplies would generdléy fully creditable, excessive
sophistication would not be warranted for definithg place of destination of such
supplies. For multi-establishment business entitiee place of destination could be
defined simply as the place of predominant uséefservice. Where there is no unique
place of predominant use, the place of destinatearid be simply the mailing address of
the recipient on the invoice, which would normablg the business address of the
contracting party. The risk of misuse of this pswan would be minimal if it is limited
to B2B supplies where the tax is fully creditable.

For B2C services, the tax should apply in the Stdtere the supplier is established,
which, in turn, could be defined as the place whbkeeservices are performed. Where
there is no unique place of performance of theisenthe place of taxation could be
defined to be the State where the supplier’s astabkent most directly in negotiations
with the recipient is located. This would be samilo the Canadian rule.

C. Taxation of Imports by the States

In most countries, imports attract the VAT/GST la time of entry into the country.
The tax is generally applied on the value of goddslared for customs purposes,
including the amount of the customs duty. Howewbgre are no well-established
precedents for the application of sub-national sate imports. In India, the Centre
levies an additional duty (called the special addél duty) on imports at the rate of 4%,
which is meant to be in lieu of the state VAT. JHduty is allowed as a credit against the
central excise duty on manufacturing or refunde@ne@tthe imports are resold and the
State VAT is charged on them.

In Canada, the provincial HST is collected by thastdms authorities on non-
commercial importations of goods. The tax is caéldcat the time of importation on the
basis of place of residence of the person impottieggoods, regardless of where the
goods enter the country. Commercial importationsndb attract the provincial HST
because of difficulties in determining their deation within the country. For example, a
large consolidated commercial shipment could cangaiods that are initially destined to
a central warehouse, for subsequent distributioratmus parts of the country.

The Canadian system is conceptually appealing amddcbe considered for the
application of State taxes under the Dual GST didn
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D. Monitoring of Inter-State Supplies

We turn now to the design of a suitable mechanmnpéayment and collection of tax on

inter-state supplies. As noted earlier, there m@cern that a sub-national destination-
based VAT could be subject to substantial leakagéise absence of effective inter-state
border controls. Many policy prescriptions haverbesade to deal with the issue, but
none implemented so far at the sub-national [Evel.

In our view, these concerns are exaggerated, edlyeuander a dual GST, harmonized
between the Centre and the States and acrossdtes.St is possible to design suitable
mechanisms for proper application of tax on intates supplies, without resorting to
border controls. The current border controls foodg) in the form of inter-state check
posts have not been effective in the past. Bordetrals would not even be feasible for
services and intangibles, which involve no physictdr-state movement.

As noted by Bird and Gendrtfaunder a dual GST, the application of the Cent®d &

all domestic supplies would automatically serveasudit control for reporting of inter-
State supplies for purposes of the State GST. aflgeegate of the turnovers reported for
the State GSTs must equal the total turnover redddr the Centre GST. Dealers can
misclassify the turnover to different States, bauld not be able suppress the turnover
for State GST below the level reported for the @@ST. Where the GST design, rate
and the base is harmonized across the Statesgetiersl would have little incentive to
misclassify the turnover. Under such a systemfdabas of the authorities should be on
proper reporting of the total turnover, not intéat8 turnover.

Notwithstanding the above, a mechanism is needegréper application of sub-national
tax on inter-State supplies of goods as well agices. For reasons outlined elsewli&re
zero-rating of inter-State supplies is not advieabistead, the preferred approach would
be to require the vendors to collect the destinasimte GST on inter-State supplies (of
goods and services) and remit the tax directiywéodestination state. The tax would then
be creditable in the destination state under thienabrules, i.e., if it relates to inputs for
use in making taxable supplies.

This mechanism, referred to as Prepaid VAT (PVA3 gimilar to the mechanism of the
CST. Under the CST, the tax on inter-state saesharged and remitted to the origin
state. Under PVAT, the tax on inter-state supphiesid be charged and remitted to the
destination stat&’ It preserves the destination principle of VAT.endor in the origin

state collect tax on all of their domestic suppli®bether intra-State or inter-State. The

%1 See, for example, McLure, Charles (2000):, Keeithilel and Stephen Smith (2000), and Poddar, Satya
(1990).

%2 See Bird and Gendron (1998.

3 See Poddar, Satya, Eric Hutton, (2001).

% The PVAT mechanism as originally developed byahthors entailed a prepayment of the destination
state VAT before the goods are shipped. Howevatena harmonized Dual GST, such prepayment may
not be necessary. There would be enough safegimtitls system to enforce payment of tax on intates
supplies at the same time as on intra-state sugplie
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tax collected on inter-state supplies would be didahe destination state and remitted to
that state by the vendor. On intra-state supptles,tax collected would be that of the
origin state and paid to that state.

Buyers who are GST registrants (in B2B transacjiovisuld have a strong incentive to
ensure that the vendor properly applies the degimaax, which would then be
creditable against their output tax in the statdestination. Otherwise, the goods would
be subject to the tax of the origin state, whichuldonot be creditable in the state of
destination.

Most supplies of services and intangibles to coressmand other exempt buyers (in B2C
transactions) would be taxable in the state ofilyrigiithout the benefit of zero-rating.
However, inter-state shipments of goods to conssmweuld be zero-rated in the state of
origin and attract the tax of the destination st@beluding, for example, mail order
supplies of goods). An inducement could be cretedonsumers also to ensure that the
vendor charges the destination state tax on suighmshts. This could be done by
imposing a self-assessment requirement in the reggn state on any inter-state
purchases on which the vendor has not chargedemnitted the destination state tax.

The PVAT mechanism establishes the output-tax-apdticredit chain for inter-state
transactions and, thereby, strengthens the awaditptioperty of the VAT system. Unlike
the system of zero-rating, it creates strong ingeatfor both the origin and the
destination states to monitor compliance indepetiglefieach other, as revenues of both
are affected by the zero-rated sales declared éwehdor. This is a unique feature of
PVAT, and perhaps it is most significant. Under tfaditional system of zero-rating, the
quantum of zero-rated sales reported by the veaffects the revenues of the origin
state, but not of the destination state. PVAT ta®a simple and effective link between
the two.

7. Harmonization of Laws and Administration

The need for Centre-State and inter-State harmboizés paramount under the Dual
GST. The ultimate goal would be a unified base @melset of rules for the two taxes.

What should be the mechanism for achieving thisnbaization? Different options have
been adopted in other federations or trading blogksone extreme is the example of
Australia where the GST is imposed and administasea single unified tax levied by the
national government. All the revenues from the &a& then distributed to the states.
Another such example is that of Harmonized Sales(f&T) in Canada, which is levied
in three of the ten provinces. The tax is levied administered under a unified law by
the national government, much like the AustraliaBTG The key difference is in the
revenue allocation system. Under the Canadian myspeovincial participation in the
HST is elective, not mandatory. The tax is leviedha national rate of 7 percent (now
reduced to 5%), which is increased by 8% percettiose provinces which have elected
to participate in it. The revenues attributableghe supplementary rate of 8 percent are
then distributed among the participating provinoaeghe basis of a statistical calculation

39



of the tax base in those provinces (which approtesiéghe revenues they would have
collected if they had levied a separate tax ofrtbemn). In Australia, there is no State
“participation”. The tax is a federal tax that istdbuted to the States under a political
agreement. The revenues are distributed as grantbet States, taking into account
factors such as fiscal capacity and need of indadicStates. In terms of the operation of
the law, the enactment of the law, and the jurigsaficof law, it is exclusively a federal
tax.

The system in the Province of Quebec in Canadasoéfeother model of harmonization
of the national and sub-national taxes. Quebee$ed goods and services tax, called
Quebec Sales Tax (QST), the legislation for whalots very closely the model for the
federal GST. The two taxes have the same basaitdwefs, and rules, but levied under
two separate statutes. To ensure harmonizatiordmirgstration, the two governments
have entered into a tax collection agreement uadieéch the collection, administration
and enforcement of the federal GST is delegateth¢oprovincial government. The
agreement defines the role and responsibilitietheftwo governments and the policies
and procedures to be followed in administeringthe The federal government retains
the power to make any changes in the legislati@htanssue rulings, and interpretations,
which are adhered to by the province in administethe federal GST. In practice, the
province accepts the federal rulings and interpiceta for both GST and QST, given the
similarities in the two statues.

The EU model is yet another example. This modejuise distinct from the Australian
and Canadian models. The focus in the EU modehisnmimization of distortions in
trade and competition, and not on harmonizatioadshinistration. Thus, the VAT base
(subject to continuing derogations) is harmonizesl,are the basic rules governing the
mechanism and application of VAT (time of supplgluation, place of supply etc). The
rates are harmonized only within broad bands (thg.standard rate may not be less than
15%) and administration is largely a matter for thember states to decide (but must
respect basic principles such as neutrality).

As noted earlier, the CST in India also offers @ateresting model of the harmonization
mechanism. The CST law is central, but the taadsiinistered and collected by the
States. Indeed, this appears to be most suitabteeinfor India. The GST law for both

the Centre and the States would be enacted byaRwetit under this model. It would

define the tax base, place of taxation, and theptiance and enforcement rules and
procedures. The rates for the State GST could beifsgd in the same legislation, or
delegated to the State legislatures. The legslatiould empower the Centre and the
States to collect their respective tax amountsinaer the CST.

If the governments fail to reach a political compise on the CST model, the Quebec
model would appear to be the next best alternaltivespects fiscal autonomy of the two
levels of government, yet facilitates harmonizatiorough the mechanism of binding tax
collection agreements between the Centre and #esSt These agreements would, in
turn, encourage adoption of a common GST law.
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The Centre can play an important role of providanéprum to discuss and develop the
common architecture for the harmonized adminigirabf the two taxes. It would have
responsibility to develop policies and procedures GST, in consultation with the

Empowered Committee, e.g., on the place of supplgsr taxpayer registration and
identification numbers, model GST law, design of farms and filing procedures, data
requirements and computer systems, treatment cffpgectors (e.g., financial services,
public bodies and governments, housing, and teleanamcations), and procedures for
collection of tax on cross-border trade, both v8tate and international. The proposal
made by the Empowered Committee (for delegatioadohinistration of the Centre GST
for smaller dealers to the States) is very simiaen though the contractual framework
for it is yet to be developed.

8. Conclusion

The Empowered Committee describes the GST as thefusignificant improvement —
the next logical step - towards a comprehensivérenttax reforms in the country.”
Indeed, it has the potential to be the single nrapbrtant initiative in the fiscal history
of India. It can pave the way for modernizationtaXt administration - make it simpler
and more transparent — and significant enhancernmentoluntary compliance. For
example, when the GST was introduced in New Zealad®87, it yielded revenues that
were 45% higher than anticipated, in large part suanproved compliance. Its more
neutral and efficient structure could yield sigeednt dividends to the economy in
increased output and productivity. The Canadigreggnce is suggestive of the potential
benefits to the Indian economy. The GST in Camagéaced the federal manufacturers’
sales tax which was then levied at the rate of A8%was similar in design and structure
as the CENVAT in India. It is estimated that treplacement resulted in an increase in
potential GDP by 1.4%, consisting of 0.9% increaseational income from higher
factor productivity and 0.5% increase from a largapital stock (due to elimination of
tax cascading)

However, these benefits are critically dependentoreutral and rational design of the
GST. The discussion of selected issues in this rpapggests that there are many
challenges that lie ahead in such a design. Theessare not trivial or technical. They
would require much research and analysis, deftnibalg of conflicting interests of

various stakeholders, and full political commitmdat a fundamental reform of the

system.

Opportunities for a fundamental reform present theres only infrequently, and thus
need to be pursued vigorously as and when theyedorbe available. As the choices
made today would not be reversible in the nearréjtwne needs a longer-term
perspective. Achieving the correct choice is thgpolitical economy balancing act that
takes into account the technical options and tHiterdig needs and constraints of the
main partners. Fortunately, there is a very sulistaconsensus among all stakeholders
in the country for a genuine reform. In the ciratamces, an incremental or timid
response would be neither politically expedient, would it serve the needs of India of
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the 2f' century. Experience of countries with modern VASsch as New Zealand,
Singapore, and Japan suggests that a GST withesiatd and comprehensive base can
be a win-win proposition for taxpayers and the &8ke.
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