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FOREWORD 
 
GST is a single comprehensive tax levied on goods and services consumed in an 
economy. It would mainly subsume union excise duties, customs duties 
(CVD/SAD), service tax and state VAT into a single levy. Introduction of GST 
would be the second major reform in India in the area of Indirect Taxes after Value 
Added Tax in the State in 2005. It would require a lot of planning to ensure a smooth 
transition from existing structure to the new one.  

Hon’ble Finance Minister Shri Arun Jaitley, in his budget speech on 10th July 2014, 
asserted working towards approval of legislative scheme to enable introduction of 
Goods and Services Tax in India.  The Institute of Chartered Accountants of India 
(ICAI) also, living to its motto of being a partner in nation building, has committed 
itself to be pivotal in introduction of Goods and Services Tax in India.  

The ICAI, conscious of its responsibility, has been organising various educative 
programmes to spread the awareness about GST among its members and other 
stakeholders. The Indirect Taxes Committee of ICAI has come up with this 
“Background Material on Goods & Services Tax” for distribution among the 
participants of the programmes, seminars and conferences organised focussed on 
GST. This material briefly elucidates the existing indirect tax structure of India, the 
existing GST structure across various countries, the proposed model of GST in India 
and much more.   

I sincerely appreciate CA. Atul Gupta, Chairman, CA. Nihar Jambusaria, Vice-
Chairman and other members of the Indirect Taxes Committee for their efforts in 
bringing out this background material. I hope that the said background material 
proves to be beneficial and handy to all the members. 

Wish you a great learning experience.  

 

Date: 09.10.2014 CA. K. Raghu 
Place: New Delhi President 
 

 

 



 

 



MESSAGE FROM VICE-PRESIDENT 
 

Taxation is a practical mechanism to generate revenue to finance various 
developmental activities of the government. For a growing economy like India, that 
has to benchmark to developed economies having an efficient and fair tax system is 
far from being simple. Our country is continuously evolving tax system to 
streamline its administration and generate more revenue for infrastructure, social 
welfare and a number of other activities. 

Way back in the year 2004, Dr. Kelkar Task Force recommended the need of Goods 
and Services Tax (GST) in India. The Government came out with a First Discussion 
Paper on GST in November, 2009 and introduced the 115th Constitution 
Amendment (GST) Bill in the year 2011. 

GST is nothing but a tax on goods and services, which is leviable at each point of 
sale or provision of service, in which at the time of sale of goods or providing the 
services the seller or service provider may claim the input credit of tax which he has 
paid while purchasing the goods or procuring the services. It is designed to simplify 
present indirect tax system by integrating the union excise duties, customs duties 
(CVD/SAD), service tax and state VAT into a single structure. 

In order to meet upcoming changes and challenges that introduction of GST is set to 
bring, the Institute of Chartered Accountants of India is working in a proactive 
manner. The ICAI is committed to work with Central Board of Excise and Customs 
(CBEC) and other stakeholders to facilitate the implementation of GST in India. 

It is really heartening that the Indirect Taxes Committee of ICAI has brought out a 
“Background Material on Goods & Service Tax”. I wholeheartedly laud the efforts of 
CA. Atul Gupta, Chairman, CA. Nihar Jambusaria, Vice- Chairman, other members 
and secretariat of the Indirect Taxes Committee for bringing out this comprehensive 
material directed to create awareness about GST. 

I am sure this background material would be highly useful to the readers. 

Date: 09.10.2014 CA. Manoj Fadnis 
Place: New Delhi Vice-President 
 

 



 

 

 

 

 

 



PREFACE 
 

GST is a broad based and a single comprehensive tax levied on goods and services 
consumed in an economy. It is levied at every stage of the production -distribution 
chain till retail level with applicable setoffs in respect of the tax remitted at previous 
stages.It is a destination based tax and levied at single point at the time of final 
consumption of goods or services by ultimate consumer. 

More than 100 countries across the world have introduced GST or Federal VAT in 
one form or the other. The GST rate in various countries ranges from as low as 5% in 
Taiwan to as high as 25% in Denmark. India is expecting to have a dual GST model. 
It will comprise of a Central GST and a State GST. The Centre and the States will 
each legislate, levy and administer the Central GST and State GST, respectively. 
There are indications that the Revenue Neutral Rate (RNR) could be in the range of 
16% to 20%. 

The Institute of Chartered Accountants of India, with a view to update the members 
and other stakeholder at large by way organising programme, seminar, and 
conferences, has brought out this Background Material GST. The material covers 
various topics like concept of GST, its pros and cons, its feasibility & impact in India, 
challenges for Indian economy, GST in other countries etc. It is an all-inclusive 
material, which would provide an insight to the basic concepts of GST.  

At this juncture, I would also like to express my sincere gratitude and thanks to CA. 
K Raghu, President, ICAI, CA. Manoj Fadnis, Vice-President, ICAI, CA. Nihar 
Jambusaria, Vice-Chairman, Indirect Taxes Committee as well as other members of 
the committee for their guidance and support in this initiative. I genuinely 
appreciate CA. Rakesh Garg for providing basic material and CA. Vijay Gupta and 
other members of the VAT & GST Study Group for reviewing and bringing this 
material to its being. I wish you all a wonderful and a knowledgeable stride with 
this material. 

I trust this material would prove to be useful in your endeavours. 

Date: 09.10.2014 CA. Atul Gupta 
Place: New Delhi Chairman 

 Indirect Taxes Committee

 



 
 



MESSAGE FROM VICE-CHAIRMAN 
 

One of the biggest taxation reforms in India -- the Goods and Services Tax (GST) -- is 
all set to integrate State economies and boost overall growth. GST will create a 
single, unified Indian market to make the economy stronger. The implementation of 
GST will lead to the abolition of existing taxes such as excise duty, service tax, 
Central Sales Tax, State-level sales tax, octroi, turnover tax, etc. thus avoiding 
multiple layers of taxation that currently exist in India.  

Another reason to go the GST way is to facilitate seamless credit across the entire 
supply chain and across all States under a common tax base. Introduction of GST 
would also rationalize tax content in product price, enhance the ability of companies 
to compete globally, and possibly trickle down to benefit the ultimate consumer. 

ICAI plays a key role in disseminating information regarding upcoming reforms in 
the economy. This is done with the help of various programmes, seminars, webcasts, 
background material, manuals etc. In order to get well versed with the Goods and 
Services Tax (GST), the Indirect Taxes Committee of ICAI has come up with a 
“Background Material on GST”. The material covers various nitigrities connected 
with Goods and Services and addresses many questions, apprehensions of members 
and otherwise with its self-explanatory compilations. Topics like concept of GST, 
benefits arising of GST, its feasibility & impact in India, challenges for Indian 
economy, GST in other countries etc. are covered herein. 

A lot of efforts and hard work is undergone in preparing this material and efforts of 
the contributors are commendable. I hope this material benefits you in the best 
possible manner. I wish you a great learning spree. 

 
Date: 09.10.2014 CA. Nihar Jambusaria 
Place: New Delhi Vice-Chairman 
 Indirect Taxes Committee 
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A-1 
INDIRECT TAX  STRUCTURE  IN INDIA – 

AN INTRODUCTION 
 

India currently has a dual system of taxation of goods and services, which is quite 
different from dual GST. Taxes on goods are described as “VAT” at both Central and 
State level. It has adopted value added tax principle with input tax credit 
mechanism for taxation of goods and services, respectively, with limited cross-levy 
set-off.  

The present tax structure can best be described by the following chart: 

 Present Tax Structure 
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Until the introduction of MODVAT (now CENVAT) Scheme in 1986 in respect  of  
Central Excise Duty, duty was levied as origin based single point tax on 
manufacture of goods with some exceptions where set off scheme was used to 
reduce the  cascading effect of taxes. CENVAT is only at manufacturing level and 
does not go up to retail level. 

At State level, varieties of schemes were framed like origin based single point system 
(first point tax), multi point system with set off, last point (retail level) system, and 
so on. This was, again, not uniform even within a State. States adopted different 
systems for different commodities too. Cascading effect at that time was reduced to 
a great extent with the use of declaration forms, though, that by itself was a complex 
system. With the introduction of State VAT, there is combination of origin based 
(Central Sales Tax) and destination based multi point system of taxation.  

Similarly, there was no Union level tax on services till the introduction of Service 
Tax in 1994 although, selective levy by the States on specified services like 
entertainment tax, is continuing. Service tax is currently charged on all the services 
except the services mentioned in the Negative List and specifically exempted from 
the service tax, although initially tax was charged on selected services. The VAT at 
Union (CENVAT) as well as State Level (VAT) is on goods only, except that at the 
Union level, there is input tax credit mechanism between CENVAT and Service Tax.  

1.1 Excise Duty  
 Central excise duty is an indirect tax levied on goods manufactured in India. 

The tax is administered by the Central Government under the authority of 
Entry 84 of the Union List (List 1) under Schedule VII read with Article 226 of 
the Constitution of India. 

 The Central excise duty is levied in terms of the Central Excise Act, 1944 and 
the rates of duty, ad valorem or specific, are prescribed under the Schedule I 
and II of the Central Excise Tariff Act, 1985.  

 The taxable event under the Central Excise Law is ‘manufacture’ and the 
liability of Central excise duty arises as soon as  goods are manufactured, that 
is, it is not extended upto retail level. The Central Excise Officers are also 
entrusted to collect other types of duties levied under Additional Duties 
(Goods of Special Importance) Act, Additional Duties (Textiles and Textiles 
Articles) Act, Cess, etc. 
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 In 1986, the modified value added tax (MODVAT) was introduced as the first 
step towards reforming Union Excise Duty. This provided set-off for about a 
small number of commodities. In 1987, MODVAT was extended to some 
additional commodities. With the recommendations of the report of Tax 
Reforms Committee (TRC) (1991-93), MODVAT was further extended to a 
large number of commodities. Gradually, the procedures of MODVAT have 
also been overhauled, resulting in a full system of Central VAT (CENVAT).   

 CENVAT is levied on all goods except petro-products and tobacco at 
manufacturing level. It allows instant credit for all the taxes paid on inputs as 
well as on countervailing duty (CVD). 

 Excise duty has general rate of 12%. Additional excise duty in lieu of sales tax, 
special excise duty, cess and surcharges on specified commodities as 
additional levies are also levied. 

 New Central Excise Rules, 2001 replaced the Central Excise Rules, 1944 with 
effect from 1st July, 2001. Other Rules have also been notified namely, 
CENVAT Credit Rules, 2001, Central Excise Appeal Rules, 2001, etc. With the 
introduction of the new rules, several changes have been effected in the 
procedures. These rules were later repealed by The CENVAT Credit Rules, 
2004, having the following broad features: - 

 Elimination of cascading effect through tax credit mechanism 

 Integration of excise duty and service tax and set-off of one against another 

 However, there is no integration of excise duty and sales tax/VAT. 

1.2 Service Tax  
 Service Tax was first imposed in India in the year 1994 with three services 

through Chapter V of the Finance Act, 1994. Over the years, more and more 
services were brought into the tax-net. There is no separate legislation for 
imposition of service tax in India, which is governed and administered by the 
Finance Act, 1994, as amended from time to time.  

 The tax is administered by the Central Government under the authority of 
Residual Entry 97 of the Union List (List 1) under Schedule VII of the 
Constitution of India. 
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 Taxable event of the service tax is provision of services. However, tax is also 
levied on service to be provided, i.e., the advances received for provision of 
services. 

 The CENVAT Credit Rules, 2004 provide for availing of the credit of the 
service tax and central excise duties paid on the input services/inputs/capital 
goods used for providing output services. Such credit amount can be utilised 
by an assessee towards payment of service tax on their output services. 

 The CENVAT credit availed by a manufacturer on the input services can also 
be utilised for discharging its liability towards service tax on output services 
and/or central excise duties. Duties of excise and the countervailing customs 
duty (CVD) paid on the inputs and capital goods and the service tax paid on 
the ‘input’ services can be taken as credit.  

 However, cross levy set-off of service tax and sales tax/VAT is not permissible. 

1.3 Central Sales Tax / State Value Added Tax (VAT)  
Broadly, for taxation purposes, sales can be divided into: - 

(a) Sales within a State (known as ‘Intra-State Sales’ or ‘Local Sales’). 

(b) Sales from one State to another State within the domestic boundaries of India 
(known as ‘Inter-State Sales’ or ‘Central Sales’). 

(c) Sales in the course of export from or import into India. 

While sales tax on the first head, i.e. local sales, is levied by the State Governments 
as per the provisions of their respective State Sales Tax Laws (presently VAT 
Laws), the taxability of inter-State sale under the second head is within the 
purview of the Central Government. Sales under the third head, i.e. in the course 
of export or import, though defined under the Central Sales Tax Act, are exempt 
from the sales tax.  

Entry 92A in the Union List in the Seventh Schedule to the Constitution of India 
confers power upon the Union to legislate in respect of “taxes on the sale or 
purchase of goods other than newspapers, where such sale or purchase takes place 
in the course of inter-State trade or commerce”.  The power to impose sales tax in the 
Union Territory vests with the Parliament under Article 246(4) of the Constitution of 
India. 
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Entry 54 in List II (State List) of the Seventh Schedule read with Article 246(3) of the 
Constitution of India empowers the States to impose “tax on the sale or purchase of 
goods other than newspapers, subject to the provisions of Entry 92-A of the List I”.  

Restrictions  imposed on States to tax sale or purchase of goods through Article 286 
are as under: - 

“286(1)  No law of a State shall impose a tax on the sale or purchase of goods 
where such sale or purchase takes place -   

(a) Outside the State; or  

(b) In the course of the import of the goods into, or export of the goods out 
of, the territory of India.  

286(2) Parliament may by law formulate principles for determining when a 
sale or purchase of goods takes place in any of the ways mentioned in clause 
(1).    

286(3) Parliament may impose restrictions and conditions in regard to the 
system of levy, rates and other incidents of the tax on any law of a State in 
relation to the imposition of - 

(a) A tax on the sale or purchase of goods declared by Parliament by law to 
be of special importance in inter-State trade or commerce, (declared 
goods), or 

(b) A tax on the sale or purchase of goods, being a tax of the nature referred 
to in sub-clause (b), sub-clause (c) or sub-clause (d) of sub-clause (29A) of 
Article 366.”  

In Article 269(1), clause (g) authorises the Government of India to collect tax on the 
sale or purchase of goods other than newspapers, where such sale or purchase takes 
place in the course of inter-State trade or commerce and making it obligatory upon 
the Government of India to assign the tax to the collecting States.   

1.3.1 Enactment of the Central Sales Tax Act, 1956 

In exercise of the authority conferred by the Constitution (Sixth Amendment) Act, 
1956, the Parliament enacted on December 21, 1956, the Central Sales Tax Act, 1956. 
All sections except section 15 (restrictions on the powers of the States to tax on 
declared goods) were brought into force on 5th January 1957 and section 15 was 
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made effective w.e.f. 1st October 1958. Imposition of tax became effective from 1st 
July 1957.  

Therefore, inter-State sale of goods is taxable under the Central Sales Tax Act, 1956. 
For this purpose, goods have been classified into two categories: (a) Declared goods or 
goods of special importance in inter-State trade or commerce, and (b) Other goods. 
Rates of tax have been prescribed under section 8 and differ from State to State and for 
a particular item, it generally depends upon the tax rate prevailing in that State.  

After the amendments vide Taxation Laws (Amendment) Act, 2007 w.e.f. 01.04.2007, 
central sales to unregistered dealers or to registered dealers without declaration in 
Form ‘C’ or other Forms prescribed under the CST Act attract tax at the rate equal to 
the local rate of tax (i.e. the rate applicable within the originating State). For sales 
(declared or other goods) supported by declaration Form C, the CST rate   is 2%, or the 
local rate applicable in that State, whichever is lower. The Central Government had 
reduced the CST rate for sales made to registered dealers on the strength of Form C 
from 4% to 3% with effect from 1st April 2007, which has further been reduced to 2% 
w.e.f. 1st June 2008. 

1.3.2 Value Added Tax 

Value Added Tax, one of the significant reforms in the history of indirect tax 
structure in India, has been implemented by a majority of the States with effect from 
1st April 2005, and this could be possible due to the joint efforts of the Central 
Government and the State Governments. The replacement of the State Sales Taxes 
by the Value Added Tax marked a substantial step forward in the reform of 
domestic trade taxes in India. Implemented under the leadership of Dr. Asim 
Dasgupta, Chairman, Empowered Committee of State Finance Ministers, it 
addressed the distortions and complexities associated with the levy of tax under the 
erstwhile system and resulted in a major simplification of the rate structure and 
broadening of the tax base. 

 “Value Added Tax” (VAT), as its name suggests, is a tax on value addition. It is a 
multi-point tax, which is levied at every stage of sale. It is collected at the stage of 
manufacture/resale and contemplates rebating of tax paid on inputs and purchases. 
Despite its name, VAT is intended as tax on consumption, and is origin based tax.  

In India, VAT replaced the general sales tax which was levied at State level, the 
only difference being the manner of levy. Powers of the States to levy tax on sales 
transactions, in the form of VAT, continue to be drawn from Entry 54 in List II of 
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Seventh Schedule of the Constitution of India. In VAT, every transaction of sale of 
goods in the course of business is taxed, thus providing revenue to the 
Government on value addition at every stage. On account of set off being provided 
on preceding purchase, cascading effect on the cost of goods is avoided. It is a self 
policing system, reducing the scope of tax evasion. VAT reduces scope for under-
valuation and tax evasion, and provides a broad tax base. 

The first preliminary discussion on State-level VAT took place in a meeting of 
Chief Ministers convened by Dr. Manmohan Singh, the then Union Finance 
Minister in 1995. In this meeting, the basic issues on VAT were discussed in 
general terms and this was followed up by periodic interactions of State Finance 
Ministers. Thereafter, in a significant meeting of all Chief Ministers, convened on 
November 16, 1999 by Shri Yashwant Sinha (the then Union Finance Minister), 
three important decisions were taken: - 

(i) Before the introduction of State-level VAT, the unhealthy sales tax rate “war” 
among the States would have to end and sales tax rates would need to be 
harmonized by implementing uniform floor rates of sales tax for different 
categories of commodities with effect from 1st January 2000. 

(ii) In the interest again of harmonization of incidence of sales tax, the sales-tax-
related industrial incentive schemes would also have to be discontinued with 
effect from 1st January 2000. 

(iii) On the basis of achievement of the first two objectives, steps would be taken by 
the States for introduction of State-level VAT after adequate preparation. For 
implementing these decisions, an Empowered Committee of State Finance 
Ministers was set-up. 

Thereafter, the Empowered Committee met regularly, attended by the State Finance 
Ministers, and also by the Finance Secretaries and the Commissioners of 
Commercial Taxes of the State Governments as well as senior officials of the 
Revenue Department of the Ministry of Finance, Government of India. 

The design of State-level VAT has been worked out by the Empowered Committee 
through several rounds of discussion and striking a federal balance between the 
common points of convergence regarding VAT and flexibility for the local 
characteristics of the States. Since the State-level VAT centered around the basic 
concept of “set-off” for the tax paid earlier, the needed common points of 
convergence also relate to this concept of set-off/input tax credit, its coverage and 
related issues. 
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 VAT has since been implemented in all the States of India.  

1.4 Customs Duty  
Indian Customs Department has been assigned a number of tasks; more important 
of which are:- 

(i) Collection of customs duties on imports and exports as per basic Customs laws 
(Customs Act, 1962 and Customs Tariff Act, 1975). 

(ii) Enforcement of various provisions of the Customs Act governing imports and 
exports of cargo, baggage, postal articles and arrival & departure of vessels, air 
crafts etc. 

(iii) Discharge of various agency functions and enforcing various prohibitions and 
restrictions on imports and exports under Customs Act and other allied 
enactments. 

(iv) Prevention of smuggling including interdiction of narcotics drug trafficking.  

(v) International passenger processing. 

The Constitutional provisions have given to the Union Government the right to 
legislate and collect duties on imports and exports as per Entry No. 83 of List 1 to 
Schedule VII of the Constitution. The Customs Act, 1962 is the basic Statute, effective 
from 1.2.1963 which empowers duties to be levied on goods imported into or 
exported from India.  

The categories of items and the rates of duties which are leviable have been specified 
in the Schedules to the Customs Tariff Act, 1975. The First Schedule to the said Act 
specifies the various categories of import items in a systematic and well considered 
manner, in accordance with an international scheme of classification of 
internationally traded goods – termed ‘harmonized system of commodity 
classification’. Different rates of duties are prescribed by the legislature on different 
commodities/ group of commodities mentioned in the First Schedule.  

The duties are levied both on specific and ad valorem basis; while there are few 
cases where at times specific-cum-ad valorem duties are also collected on imported 
items. The Second Schedule to Customs Tariff Act, 1975 incorporates items subject to 
exports duties and rates thereof. 

Where ad valorem duties (i.e., duties with reference to value) are collected, which are 
the predominant mode of levy, the value of the goods is determined for customs duty 
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purposes as per provisions laid down under Section 14 of the Customs Act and the 
Customs Valuation (Determination of Prices of Imports Goods) Rules, 1988 issued 
thereunder.  

Customs Duties on import are primarily of three types: - 

(a) Basic Customs Duty (levied under section 12 of the Customs Act);  

(b) Additional Customs Duty (CVD) under sections 3(1) and 3(3) of Customs 
Tariff Act, in lieu of excise duty;  

(c) Special Additional Duty of Customs (SAD) under section 3(5) of Customs 
Tariff Act to counter-balance the sales tax, value added tax, local tax or any 
other charges for the time being leviable on a like article on its sale, purchase 
or transportation in India. 

1.5 Other Important Indirect Taxes/Duties  
 Octroi  

 Entry Tax  

 Luxury Tax  

 Research and Development Cess  

 Telecom License Fees  

 Turnover Tax  

 Tax on Consumption or Sale of Electricity  

 Taxes on Transportation of Goods and Services 

 Lottery Tax 

 Betting and Gambling Tax 

 Stamp Duty  

 Property Tax 

 Toll Tax, Passenger Tax and Road Tax. 
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1.6 Shortcomings in the Present Structure and need of GST  
(a) Tax Cascading 

 Tax cascading occurs under both Centre and State taxes. The most significant 
contributing factor to tax cascading is the partial coverage by Central and State 
taxes. Oil and gas production and mining, agriculture, real estate construction, 
infrastructure projects, wholesale and retail trade, and range of services remain 
outside the ambit of the Cenvat and the Service Tax levied by the Centre. The 
exempt sectors are not allowed to claim any credit for the Cenvat or the Service 
Tax paid on their inputs.   

 Similarly, under the State VAT, no credits are allowed for the inputs to the 
exempted sectors, which include the entire service sector. Another major 
contributing factor to tax cascading is the Central Sales Tax (CST) on inter-
State sales, collected by the Origin State for which no credit is allowed by any 
State Government.  

(b) Levy of Excise Duty on manufacturing point 

 The CENVAT is levied on goods manufactured or produced in India. Limiting 
the tax to the point of manufacturing is a severe impediment to an efficient and 
neutral application of tax. Taxable event at manufacturing point itself forms a 
narrow base.   

 For example, valuation as per excise valuation rules of a product, whose 
consumer price is Rs. 100/-, is, say, Rs. 70/-. In such a case, excise duty as per 
the present provisions is payable only on Rs.70/-, and not on Rs.100/-.   

 Further, definitional issues as to what constitutes manufacturing, and 
valuation issues for determining the value on which the tax is to be levied, are 
other concerns. However, these concepts have evolved through judicial rulings 
to a great extent. 

(c) Complexity in determining the nature of transaction – Sale vs. Service 

 The distinctions between goods and services found in the Indian Constitution 
have become more complex. Today, goods, services, and other types of 
supplies are being packaged as composite bundles and offered for sale to 
consumers under a variety of supply-chain arrangements. Under the current 
division of taxation powers in the Constitution, neither the Centre nor the 
States can apply the tax to such bundles in a seamless manner. Each 
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Government can tax only parts of the bundle, creating the possibility of gaps or 
overlaps in taxation.  

  Example:- In case of Installation of AC(Air Conditioner) where  a bundle of 
services are provided like wood and other material used for installation , VAT 
is charged on such material and on labour part service tax is applicable, but no 
value is defined separately. VAT and Service Tax are charged on percentage 
basis as defined by State and Central Govt. 

(d) Inability of States to levy tax on services 

 Exclusion of services from the State taxation powers is its negative impact on 
the buoyancy of State tax revenues. With no powers to levy tax on incomes or 
the fastest growing components of consumer expenditures, the States have to 
rely almost exclusively on compliance improvements or rate increases for any 
buoyancy in their own-source revenues. Alternatives to assigning the taxation 
of services to the States include assigning to the States a share of the Central 
VAT (including the tax from services).  

(e) Lack of Uniformity in Provisions and Rates 

 Present VAT structure across the States lacks uniformity, which is not 
restricted only to the rates of tax, but also extends to procedures and, 
sometimes, to the definitions, computation and exemptions.   

(f) Fixation of situs – Local Sale vs. Central Sale 

 Whether a sale takes place in one State or another, i.e. to fix the situs of a sale 
transaction, is the major conflict, as its taxability affects the revenue of the State. 
Though CST is a tax levied by the Central Government, it is collected and 
retained by the collecting State. Whether a transaction is a direct inter-State sale 
from State ‘X’ to the customer ‘ABC’ located in State ‘Y’; or is a stock transfer 
from State ‘X’ to branch in State ‘Y’ first, and then a local sale to the customer 
‘ABC’ in the State ‘Y’, will have a bearing on the revenue of the State ‘X’ or State 
‘Y’, as the case may be. 

 A significant number of litigations pertain to this issue. Ultimately, the Central 
Government made provisions under the Central Sales Tax Act, 1956 and 
created a Central Appellate Authority to resolve such matters.  
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(g) Interpretational Issues 

 Another problem arises in respect of interpretation of various provisions and 
determining the category of the commodities. We find a significant number of 
litigation surrounding this issue only. To decide whether an activity is sale or 
works contract; sale or service, is not free from doubt in many cases. 

(h) Narrow Base 

 The starting base for the CENVAT is narrow, and is being further eroded by a 
variety of area-specific and conditional exemptions.  

 Earlier the service tax was applicable on selective services but after the 
implementation of Finance Act, 2012 the system of comprehensive taxation of 
services was implemented, while excluding few service by specifying them in 
“negative list”. 

  The complexities under the State VAT relate primarily to classification of 
goods to different tax rate Schedules. Theoretically, one might expect that the 
lower tax rates would be applied to basic necessities that are consumed largely 
by the poor. This is not the case under the State VAT. The lowest rate of 1% 
applies to precious metals and jewellery, and related products. The middle rate 
of 5% applies to selected basic necessities and also a range of industrial inputs 
and IT products. In fact, basic necessities fall into all three categories – 
exempted from tax, taxable at 5%, and taxable at the standard rate of 12.5%. 
Higher rate of 20% is also applicable mainly to petroleum products and liquor. 
However, most retailers find it difficult to determine the tax rate applicable to 
a given item without referring to the legislative schedules. Consumers are even 
less aware of the tax applicable to various items. 

(i) Complexities in Administration 

 Compounding the structural or design deficiencies of each of the taxes is the 
poor or archaic infrastructure for their administration. Taxpayer services, 
which are a lynchpin of a successful self-assessment system, are virtually non-
existent or grossly inadequate under both Central and State administrations. 
Many of the administrative processes are still manual, not benefiting from the 
efficiencies of automation. All these not only increase the costs of compliance, 
but also undermine the revenue collection. 
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1.7 Recent Improvements in Tax Structure 
[Source: Economic Survey 2008-09] 

Over the past several years, significant progress has been made to improve the 
indirect tax structure, broaden the base and rationalize the rates. 

Notable among the improvements are: 

 Replacement of the single-point State sales taxes by the VAT in all of the States 
and Union Territories. 

 Reduction in the central sales tax rate to 2 per cent, from 4 per cent, as part of a 
complete phase out of the tax. 

 Introduction of service tax by the Centre, and a substantial expansion of its 
base over the years. 

 Rationalization of the CENVAT rates by reducing their multiplicity and 
replacing many of the specific rates by ad valorem rates based on the 
maximum retail price (MRP) of the products. 

These changes have yielded significant dividends in economic efficiency of the tax 
system, ease of compliance, and growth in revenues. The State VAT eliminated all of 
the complexities associated with the application of sales taxes at the first point of 
sale. The consensus reached among the States for uniformity in the VAT rates has 
largely brought an end to the harmful tax competition among them. It has also 
lessened the cascading of tax. The application of CENVAT at fewer rates and the 
new system of CENVAT credits has likewise resulted in fewer classification 
disputes, reduced tax cascading, and greater neutrality of the tax. The design of the 
CENVAT and State VATs were dictated by the constraints imposed by the 
Constitution, with neither the Centre nor the States being able to levy taxes on a 
comprehensive base of all goods and services and at all points in their supply chain. 

In spite of the improvements made in the tax design and administration over the 
past few years, the systems at both Central and State levels still remains complex. 
The most significant cause of complexity is, of course, policy related and is due to 
the existence of exemptions and multiple rates, and the extant structure of the levies. 
These deficiencies are the most glaring in the case of CENVAT and the service tax. 
The starting base for the CENVAT is narrow, and is being further eroded by a 
variety of area-specific, and conditional and unconditional exemptions. The 
introduction of Goods and Services Tax (GST) would thus be opportune for 
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deepening the reform process already underway. The principal broad-based 
consumption taxes that the GST would replace are the CENVAT and the service tax 
levied by the Centre and the VAT levied by the States. All these are multi-stage 
value-added taxes. 

In defining options for reform, the starting point is the basic structure of the tax. 
The Empowered Committee of State Finance Ministers in November 2007 had 
recommended a “Dual” GST, to be levied concurrently by both levels of 
Government. The dual GST option strikes a good balance between fiscal 
autonomy of the Centre and States, and the need for harmonization. It empowers 
both levels of Government to apply the tax to a comprehensive base of goods and 
services, at all points in the supply chain. It also eliminates tax cascading, which 
occurs because of truncated or partial application of the Centre and State taxes. 



 

A-2 
WHAT IS GST, HOW IT WORKS AND ITS 

ADVANTAGES 
 

2.1 What is GST? 
GST stands for “Goods and Services Tax”, and is proposed to be a comprehensive 
indirect tax levy on manufacture, sale and consumption of goods as well as services 
at the national level. Its main objective is to consolidates all indirect tax levies into a 
single tax, except customs (excluding SAD) replacing multiple tax levies, 
overcoming the limitations of existing indirect tax structure, and creating efficiencies 
in tax administration. 

One of the reasons to go the GST way is to facilitate seamless credit across the entire 
supply chain and across all States under a common tax base. The current framework 
allows limited inter-levy credits between CENVAT (tax on manufacture) and service 
tax. However, no cross credits are available across these taxes and the sales tax/VAT 
paid (on input) or payable (on output). Introduction of GST would thus rationalize 
the tax content in product price, enhance the ability of business entities   to compete 
globally, and possibly trickle down to benefit the ultimate consumer. 

Example: - A product whose base price is Rs.100 and after levying excise duty @ 12% 
value of the product is Rs. 112. On sale of such goods VAT is levied @ 12.5% and 
value to the ultimate consumer is Rs. 126. In the proposed GST system on base price 
of Rs.100 CGST and SGST both will be charged, say @ 8% each, then the value to the 
ultimate consumer is Rs. 116. So, in such a case the industry can better compete in 
global environment. 

Therefore, GST is a broad based and a single comprehensive tax levied on goods and 
services consumed in an economy. GST is levied at every stage of the production-
distribution chain with applicable set offs in respect of the tax remitted at previous 
stages. It is basically a tax on final consumption. To put at a single place, GST may 
be defined as a tax on goods and services, which is leviable at each point of sale or 
provision of service, in which at the time of sale of goods or providing the services 
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the seller or service provider may claim the input credit of tax which he has paid 
while purchasing the goods or procuring the service. 

Internationally, GST is a single levy for all transactions related to goods and services. In 
India, however, currently the power to prescribe the taxation framework, and levy and 
collect taxes has been segregated between the Centre and States under the Constitution.  

For resolving disputes regarding GST, its implementation etc. a GST Council would be 
setup. Given this uniqueness, learnings of other countries cannot be directly 
implemented in India.  

2.2 Illustration of GST [All parties are located in one State] 

Assumptions: (1) Rate of Excise Duty – 8%; (2) VAT Rate – 12.5%;   (3) Central GST 
Rate – 12%; (4) State GST Rate – 8%; (5) Profit Margin – Rs. 10,000/- fixed (before 
tax) 

Particulars Under VAT Under GST
(I) Manufacturer (D1) to Wholesaler (D2)   
Cost of Production 90,000 90,000 
Input Tax Credit (Assuming nil) - - 
Add : Profit Margin 10,000 10,000 
Producers Basic Price 1,00,000 1,00,000 
Add: Central Excise Duty @ 12% 12,000 - 
Add : Value Added Tax @ 12.5% on Rs. 1,12,000/- 14,000 - 
Add : Central GST @ 12% - 12,000 
Add : State GST @ 8% - 8,000 
Sale Price 1,26,000 1,20,000 
(II) Wholesaler (D2) to Retailer (D3)   
Cost of Goods to D2 1,12,000 1,00,000 
Available Input Tax Credit for set off 14,000 20,000
Add : Profit Margin  10,000 10,000 
Total  1,22,000 1,10,000 
Add : Value Added Tax @ 12.5% 15,250 - 
Add : Central GST @ 12% - 13,200 
Add : State GST @ 8% - 8,800 
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Particulars Under VAT Under GST
Total Price to the Retailer 1,37,250 1,32,000 
(III) Retailer (D3) to Final Consumer (C)   
Cost of Goods to D3 1,22,000 1,10,000 
Input Tax Credit 15,250 22,000
Add : Profit Margin 10,000 10,000 
Total 1,32,000 1,20,000 
Add : Value Added Tax @ 12.5% 16,500 - 
Add : Central GST @ 12% - 14,400 
Add : State GST @ 8% - 9,600 
Total Price to the Consumer  1,48,500 1,44,000
Total Tax Payable in All Transactions 28,500 24,000
Verification:- VAT @12.5% [148,500 * 12.5 / 112.5] = 
16,500 + 12,000 (CENVAT) = 28,500 

  

- D1 (12,000 +14,000)  26,000 
- D2 (15,250 - 14,000)  1,250 
- D3 (16,500 - 15,250)                                      1,250 
Verification:- GST @20% [144000 *20 / 120] =24000   
- D1 (12,000 + 8,000)     20,000
- D2 (22,000 - 20,000)   2,000
- D3 (24,000 - 22,000)                                        2,000
Note:  As per the above illustration the major benefit to the consumer in the GST regime is 
that GST is charged always on producer basic price.  

[For illustration on GST on inter-State transactions: Refer Para No. 7.4 (6) of Chapter A-7 
(Inter-State Transactions and GST)] 

It is insignificant to ascertain who the gainer is in monetary terms – Government or 
the Consumer but certainly, GST is a better system which is self-disciplined. 
Moreover, the net impact would be marginal in most of the cases since the RNR 
(Revenue Neutral Rate) would be determined by the Government after taking the 
monetary impact into consideration. 



18 Background Material on GST 

2.3 Features of an Ideal GST 
GST is a comprehensive value added tax on goods and services. It is levied and 
collected on value addition at each stage of sale or purchase of goods or supply of 
services based on input tax credit method but without State boundaries. There is 
no distinction between taxable goods and taxable services and they are taxed at a 
single rate in a supply chain of goods and services till the goods / services reach 
the consumer. The administrative power generally vests with a single authority to 
levy tax on goods and services. The main features of GST are as under:-  

(a)  GST is based on the principle of value added tax and either “input tax method” 
or “subtraction” method, with emphasis on voluntary compliance and accounts 
based system.  

(b)  It is a comprehensive levy and collection on both goods and services at the same 
rate with benefit of input tax credit or subtraction of value of penultimate 
transaction value.  

(c)  Minimum number of floor rates of tax, generally, not exceeding two rates.  

(d)  No scope for levy of cess, re-sale tax, additional tax, special tax, turnover tax etc.  

(e)  No scope for multiple levy of tax on goods and services, such as, sales tax, entry 
tax, octroi, entertainment tax, luxury tax, etc.  

(f)  Zero rating of exports and inter State sales of goods and supply of services.  

(g)  Taxing of capital goods and inputs whether goods or services relatable to 
manufacture at lower rate, so as to reduce inventory carrying cost and cost of 
production.  

(h)  A common law and procedures throughout the country under a single 
administration.  

(i) GST is a destination based tax and levied at single point at the time of 
consumption of goods or services by the ultimate consumer.  

2.4 Advantages of Comprehensive GST 
(a)  Introduction of GST would result in abolition of multiple types of taxes on goods 

and services.  

(b)  It reduces effective rates of tax to one or two floor rates.  

(c)  Reduces compliance cost and increases voluntary compliance.  
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(d)  Removes cascading effect of taxation and also distortion in the economy.  

(e)  Enhances manufacturing and distribution efficiency, reduces cost of production 
of goods and services, increases demand and production of goods and services.  

(f)  As it is neutral to business processes, business models, organization structure, 
geographic location, product substitutes, it promotes economic efficiency and 
sustainable long term economic growth.  

(g)  Gives competitive edge in international market for goods and services produced 
in a country, leading to increased exports.  

(h)  Reduces litigation, and corruption.  

(i)  Results in widening tax base and increased revenue to the Center and State.  

(j)  Reduces administrative cost for the Government.  

According to   Dr. Vijay Kelkar, Chairman of the 13th Finance Commission and 
former Union Finance Secretary and Adviser to the Finance Minister, GST has a 
number of advantages, including:  

(a) Brings a phase change on the tax firmament by redistributing the burden of 
taxation equitably between manufacturing and services.  

(b) Lowers the tax rates by broadening the tax base and minimizing exemptions.  

(c) Reduces distortions by completely switching to the destination principle.  

(d) Fosters a common market across the country and reduces compliance costs.  

(e) Provides a fiscal base for local bodies to enable them to fulfill their obligations. 

(f) Facilitates investment decisions being made on purely economic concerns, 
independent of tax considerations.  

(g) Promotes exports: - A recent study on the impact of GST on foreign trade 
indicates that the rate of growth of exports will be significantly higher than that 
for imports.  

(h) Promotes employment.  

(i) Most importantly, it will spur growth. It has been estimated that the GST 
implementation increased Canadian GDP by 1.4 percent. In India, a similar kind 
of positive impact is expected. This means gains of about 15 billion dollars 
annually. Discounting these flows at a modest 3 percent per annum, the present 
value of the GST works out to about half a trillion dollars. 



 

A – 3 
MODELS OF GST  

 

There are three prime models of GST:  

 GST at Central (Union) Government Level only  

 GST at State Government Level only  

 GST at both, Union and State Government Levels 

 

 Three Prime Models of GST  

     

     

Central GST  State GST  Dual GST 

     

GST to be levied by the 
Centre 

 
GST to be levied by the 

States 

 GST to be levied by the 
Centre and the States 

concurrently 

 

Canada has GST at Union level extending to all goods and services covering all 
stages of value addition. In addition, there is tax at province (State) level in different 
forms which include VAT, Retail Sales tax and so on. European Union (EU) Nations 
(each one is independent Nation but, part of a Union and have agreed to adopt 
common principles for taxation of goods and services) have adopted “classic” VAT.  

In the Indian context, Constitution of India specifically reserves the power to impose 
tax on specific activities to specific level of Government, e.g., tax on import of goods 
can be imposed by Union Government only whereas tax on sale of goods involving 
movement of goods within the State can be imposed by State Governments only. 
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3.1 Central GST  
Under this option, the two levels of government would combine their levies in the 
form of a single National GST, with appropriate revenue sharing arrangements 
among them. The tax could be controlled and administered by the Central 
Government. There are several models for such a tax. Australia is the most recent 
example of a National GST, which is levied and collected by the Centre, but the 
proceeds are allocated entirely to the States. 

In the case of a Central GST (where all goods and services are taxed by the Central 
government only), the Centre will collect most of the country’s total tax revenue, 
leaving very little for the sub-national Governments. As against this, the present 
proposal is to have a dual GST.  

A single national VAT has great appeal from the perspective of establishment and 
promotion of a common market in India. However, the States may worry about the 
loss of control over the tax design and rates. Indeed, some control over tax rates is a 
critical issue in achieving accountable sub-national governance and hard budget 
constraints. The States may also be apprehensive that the revenue sharing 
arrangements would over time become subject to social and political considerations, 
deviating from the benchmark distribution based on the place of final consumption. 
The Bagchi Report also did not favour this option for the fear that it would lead to 
too much centralization of taxation powers.  

The key concerns about this option would thus be political. Notwithstanding the 
economic merits of a National GST, it might have a damaging impact on the vitality 
of Indian federalism.  

Pros:  

 If levied on a comprehensive base at a single rate, it would clear the system of 
virtually all economic distortions and classification disputes. 

 Replacing 36 taxing Statutes (of the Centre and 35 States and Union Territories) 
with only one would lead to a substantial reduction in compliance costs and free 
up resources for other more productive pursuits.  

 It would make common market for India a reality. Goods and services would 
move freely within India with no check-posts, internal-tax frontiers or other 
barriers to trade. 
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 Ideal structure from business perspective – greater stability and facilitation of 
decision making.  

 Businesses will have to deal with only one tax authority and comply with only 
one tax - A significant reduction of compliance costs.  

 Excellent from consumer perspective as the consumer will know exactly how 
much is the indirect tax burden in the goods and service consumed by him.  

 Cascading effect can be removed to a large extent as there will not be taxes at 
two levels leading to improved competitiveness.  

Cons:  

 Near impossibility of achieving the structure – It will require drastic 
modification to the Constitution of India. 

 It might upset the present concept of fiscal federalism, which is the cornerstone 
of Indian polity. 

 Entire infrastructure developed for taxation at both levels will have to undergo 
huge change.  

 States may not agree to give up the power of taxation and depend on the Union 
for resources.  

3.2  State GST  
The second model is to have a State GST in which the States alone levy GST and the 
Centre withdraws from the field of GST or VAT completely. It can be a desirable 
option given the mismatch in resources and responsibilities of the States. In this 
case, the State GST will work as the redistributing mechanism. The loss to the Centre 
from vacating this tax field could be offset by a suitable compensating reduction in 
fiscal transfers to the States. This would significantly enhance the revenue capacity 
of the States and reduce their dependence on the Centre. The USA is the most 
notable example of such arrangements, where the general sales taxes are relegated to 
the States. However, there would be significant hurdles in adopting this option in 
India, and it may not be suitable here. 

Third, a complete withdrawal of the Centre from the taxation of inter-State supplies 
of goods and services could undermine the States’ ability to levy their own taxes on 
such supplies in a harmonized manner. In particular, it would be impractical to 



Models of GST 23 

bring inter-State services within the ambit of the State GST without a significant 
coordinating support from the Centre.  

Pros: 

 Reduction of cascading effect of taxes, as there will not be tax at two levels. 

 It enhances the revenue capacity of the States and reduces their dependence on 
the Centre. 

Cons: 

 It would seriously impair the Centre’s revenues. The reduction in fiscal transfers 
to the States would offset this loss, but still the Centre would want to have access 
to this revenue source for future needs. 

 Major amendments to the Constitution of India will be required. 

 The option may not be revenue neutral for individual States. The incremental 
revenues from the transfer of the Centre’s tax collection would benefit the 
higher-income States, while a reduction in fiscal transfers would impact 
disproportionately the lower-income States.  

 Businesses will have to comply with tax laws of each State – which will 
definitely lack uniformity and harmony. At the same time, decision making will 
be impacted and may affect business stability.  

 A complete withdrawal of the Centre from the taxation of inter-State supplies of 
goods and services could undermine the States’ ability to levy their own taxes on 
such supplies in a harmonized manner. In particular, it would be impractical to 
bring inter-State services within the ambit of the State GST without a significant 
coordinating support from the Centre. 

 Governments, both States and Union will not find it workable as it will require 
complete change in its finances and allocation of resources - entire distribution of 
taxes will need to undergo changes. But, that too will not be workable as revenue 
collection by each State will vary depending on the level of activities in each 
State and need for support to States – redistribution of taxes will become an 
issue.  

 There may be unhealthy competition among the States using local tax structure 
as a tool to attract industry within the States. This could lead to retaliatory 
measures by other States.  
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3.3  Dual GST  

3.3.1 Non-Concurrent Dual GST  

Under the concurrent dual GSTs, the Centre and State taxes apply concurrently to 
supplies of all goods and services. However, it poses two challenges. First, it 
requires a constitutional amendment. Second, a framework is needed for defining 
the place of supply of inter-State services and for the application of State GST to 
them.  

Therefore, as suggested in the Poddar-Ahmed Working Paper, to circumvent both of 
these hurdles, GST on goods can be levied by the States only and on services by the 
Centre only. The States already have the power to levy the tax on the sale and 
purchase of goods (and also on immovable property), and the Centre for taxation of 
services. No special effort would be needed for levying a unified Centre tax on inter-
State services.   

Under this model, while levying the VAT on services, the Centre would essentially 
play the coordinating role needed for the application and monitoring of tax on 
inter-State services. The Centre would withdraw from the taxation of goods. Even 
the revenues collected from the taxation of services could be transferred back to 
the States, partially or fully.  

Within this framework, cascading could be completely eliminated by the States 
agreeing to allow an input credit for the tax on services levied by the Centre. 
Likewise, the Centre would allow an input credit for the tax on goods levied by the 
States.  

However, the said model may not be acceptable to the Centre as well as the States. 
Moreover, constitutional amendment would still be required in this model since the 
States are not presently empowered to levy sales tax on goods where movement of 
such goods take place in the course of inter-State trade or commerce. Therefore, the 
Government has already announced its intention to follow the Concurrent Dual 
GST.   

3.3.2 Concurrent Dual GST  

Here the GST will be levied by both tiers of Governments concurrently. There will 
be Central GST to be administered by the Central Government and there will be 
State GST to be administered by State Governments. Thus, the GST would comprise 
a Central GST and State GST: a Central-level GST will subsume central taxes, such 
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as, excise duty, CVD, SAD and service tax; and a State-level GST will subsume VAT, 
octroi, entry taxes, luxury tax, etc.  

Therefore, under this model, both goods and services would be subject to concurrent 
taxation by the Centre and the States. This variant is closer to the model 
recommended by the Kelkar Committee in 2002. 

Example: Under existing system Centre can levy tax on goods as well as on 
services, such as Excise duty on manufacture of goods and Service tax on Services 
but State has no power to levy Tax on manufactured goods such as VAT but in 
concurrent dual GST model both Centre and State will have power to levy taxes on 
both Goods and Services. 

Pros: 

 This model is achievable in the short term and no significant changes are 
required in the current structure of indirect taxation, however, some 
amendments will be required in the Constitution.  

 It removes cascading effect of taxes significantly.  

 It strikes a good balance between fiscal autonomy of the Centre and States, and 
the need for harmonization.  

 It empowers both levels of Government to apply the tax to a comprehensive base 
of goods and services, at all points in the supply chain. 

 It requires least change in infrastructure of tax departments at the Union and 
State levels. 

 It improves the competitive environment for company working globally, as 
single taxation system reduces cost to the consumer.  

Cons: 

 It is not an ideal model. It can be a temporary or transitional model since tax 
would continue to be levied at two levels and compliance costs may not reduce 
significantly. 

 There will always be uncertainty since States might depart from the principles of 
uniformity. 

 To frame a comprehensive model for taxation of inter-State transactions of goods 
and services and sharing of its revenue amongst the State will be a challenge. 
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 Taxation of services at State level, especially services provided nationwide (e.g. 
telecommunication service, transportation service), will pose challenge.  

Looking to the facts, it is the most workable GST model especially taking into 
consideration the amendments required in the Constitution of India and 
achievability in the short term. This Model builds on the current structure of 
taxation of goods and services and does not envisage drastic changes in the broad 
mechanism for levy and collection of taxes. 



 

A – 4 
EXPECTED MODEL OF GST IN INDIA 

 

In the Budget Speech for the year 2009-10, the Hon’ble Finance Minister Shri Pranab 
Mukherjee informed the House:  

Para 85: “…………… The broad contour of the GST Model is that it will be a dual 
GST comprising of a Central GST and a State GST. The Centre and the States 
will each legislate, levy and administer the Central GST and State GST, 
respectively. I will reinforce the Central Government’s catalytic role to facilitate the 
introduction of GST by 1st April, 2010 after due consultations with all 
stakeholders.” 

4.1 Indian Model of GST – Dual GST 

4.1.1 Features  

In India, the GST model will be “dual GST” having both Central and State GST 
component levied on the same base. All goods and services barring a few exceptions 
will be brought into the GST base. Importantly, there will be no distinction between 
goods and services for the purpose of the tax with common legislations applicable to 
both. 

For Example, if a product have levy at a base price of Rs. 100 and rate of CGST and 
SGST are 8% then in such case both CGST and SGST will be charged on Rs 100 i.e. 
CGST will be Rs 8 and SGST will be Rs.8. 

Interestingly, as per the recommendations of Joint Working Group (JWG) appointed 
by the Empowered Committee in May 2007, the GST in India may not have a dual 
VAT structure exactly but it will be a quadruple tax structure. It may have four 
components, namely - 

(a) a Central tax on goods extending up to the retail level;  

(b) a Central service tax;  

(c) a State-VAT on goods; and  

(d) a State-VAT on services.  



28 Background Material on GST 

Given the four-fold structure, there may be at least four-rate categories - one for each 
of the components given above. In this system the taxpayer may be required to 
calculate tax liability separately for the different rates of tax. 

The significant features of Dual GST recommended in India, in conjunction with the 
recommendations by the JWG, are as under:  

1.  There will be Central GST to be administered by the Central Government and 
there will be State GST to be administered by State Governments.  

2.  Central GST will replace existing CENVAT and service tax and the State GST 
will replace State VAT.  

3.  Central GST may subsume following indirect taxes on supplies of goods and 
services: 

 Central Excise Duties (CENVAT)  

 Additional excise duties including those levied under Additional Duties 
of Excise (Goods of Special Importance) Act, 1957. 

 Additional customs duties in the nature of countervailing duties, i.e., 
CVD, SAD and other domestic taxes imposed on imports to achieve a 
level playing field between domestic and imported goods which are 
currently classified as customs duties. 

 Cesses levied by the Union viz., cess on rubber, tea, coffee etc.  

 Service Tax 

 Central Sales Tax – To be completely phased out 

 Surcharges levied by the Union viz., National Calamity Contingent Duty, 
Education Cess, Special Additional Duties of Excise on Motor-Spirit and 
High Speed Diesel (HSD).  

4.  State GST may subsume following State taxes:  

 Value Added Tax 

 Purchase Tax  

 State Excise Duty (except on liquor)  

 Entertainment Tax (unless it is levied by the local bodies) 

 Luxury Tax; 
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 Octroi  

 Entry Tax in lieu of Octroi 

 Taxes on Lottery, Betting and Gambling 

5.  The proposed GST will have two components – Central GST and State GST – 
the rates of which will be prescribed separately keeping in view the revenue 
considerations, total tax burden and the acceptability of the tax. 

6. Taxable event in case of goods would be ‘sale’ instead of ‘manufacture’. 

7.  Exports will be zero rated and will be relieved of all embedded taxes and levies 
at both Central and State level.  

8.  The JWG has also proposed a list of exempted goods, which includes items, 
such as, life saving drugs, fertilizers, agricultural implements, books and 
several food items.  

10. Certain components of petroleum, liquor and tobacco are likely to be outside 
the GST structure. Further, State Excise on liquor may also be kept outside the 
GST.  

11. Taxes collected by Local Bodies would not get subsumed in the proposed GST 
system. 

As per the proposed GST regime, the input of Central GST can be utilized only for 
payment of CGST & the input of State GST can be utilized only for payment of 
SGST. Cross- Utilization of input of CGST in payment of SGST and vice-a- versa, 
will not be allowed. (Source:- Hindu Business Line, dated 30-06-2009) 

 

 

 

4.1.2 Railways and Construction Sector might be included in GST  

Dr. Vijay Kelkar, Chairman of the 13th Finance Commission, , has suggested that 
activities like housing, construction and railways should be included in the 
proposed goods and services tax (GST) to increase the tax base and enhance 
collections, either immediately or during a subsequent phase. 

CGST SGST 



30 Background Material on GST 

He added that construction sector is a significant contributor to the national 
economy and housing expenditure dominates the personal consumption 
expenditure, so the two sectors would increase the tax base. 

He said that the inclusion of the railway sector in the tax regime will provide a level 
playing field to road and air transportation sector. 

The inclusion will also ensure that all inter-State transportation of goods can be 
tracked through the proposed I.T. network and, in fact, the railways itself would 
benefit from the inclusion. 

4.1.3 Liquor, Petro Sector, Taxes of Local Bodies might be out of GST  

Goods such as petroleum products are kept outside the purview of GST. But, in the case of 
Tobacco & Liquor some products can be covered in GST and some products will be outside 
the purview of GST.  

(Source: Hindu Business Line dated 30-06-2009) 

4.1.4 Stamp Duty 

It has not yet been decided whether stamp duty will be part of the GST or not. As 
per the Poddar-Ahmad Working Paper, under a modern GST/VAT (e.g., in 
Australia, New Zealand, Canada, and South Africa), housing and construction 
services are treated like any other commodity. Thus, when a real estate developer 
builds and sells a home, it is subject to VAT on the full selling price, which would 
include the cost of land, building materials, and construction services. Commercial 
buildings and factory sales are also taxable in the same way, as are rental charges 
for leasing of industrial and commercial buildings. There are only two exceptions:  

(1)  resale of used homes and private dwellings, and  

(2)  rental of dwellings.  

The Working Paper also emphasized the need to incorporate these concepts in the 
design of GST in India as well, because -   

 Conceptually, it is appropriate to include land and real property in the GST 
base. To exclude them would, in fact, lead to economic distortions and invite 
unnecessary classification disputes as to what constitutes supply of real 
property.  

 In the case of commercial and industrial land and buildings, their exclusion 
from the base would lead to tax cascading through blockage of input taxes on 



Expected Model of GST in India 31 

construction materials and services. It is for this reason that even under the 
European system an option is allowed to VAT registrants to elect to treat 
such supplies as taxable.  

 Housing expenditures are distributed progressively in relation to income and 
their taxation would contribute to the fairness of the GST.  

 The State VAT and the Service Tax already apply to construction materials and 
services respectively, but in a complex manner. For example, there is 
significant uncertainty whether a pre-construction agreement to sell a new 
residential dwelling is a works contract and subject to VAT. Where the VAT 
does apply, disputes arise about the allocation of the sale price to land, goods, 
and services. While land is the only major element that does not attract tax, the 
tax rates applicable to goods and services differ, necessitating a precise 
delineation of the two. Extending the GST to all real property supplies, 
including construction materials and services, would bring an end to such 
disputes, simplify the structure, and enhance the overall economic efficiency of 
the tax.  

 Chairman of 13th Finance Commission, Dr. Vijay Kelkar, also expressed his 
concern on this issue, stating “The construction sector is a significant 
contributor to the national economy. Housing expenditure dominates 
personal consumption expenditure. Further, the present piece-meal taxation 
of this sector encourages perverse incentives. Raw material is charged 
CENVAT, the works contract is charged VAT and stamp duty is levied on the 
sale. With no provision of input tax credit in place, there is little incentive to 
record such transactions either at the construction stage or at the sale stage at 
their correct value. This leads to substantial loss of tax revenues and fuels the 
parallel economy.”  

4.1.5 Intangible Goods 

The advancements in information technology and digitization have distorted the 
distinction between goods and services. Under the present Indian jurisprudence, 
goods are defined to include intangibles, e.g., copyright and software, bringing 
them within the purview of State taxation. However, intangibles are often supplied 
under arrangements which have the semblance of a service contract. For example, 
software upgrades (which are goods) can also be supplied as part of a contract for 
software repair and maintenance services. Software development contracts could 
take the character of contracts for manufacturing and sale of software goods or for 
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rendering software development services, depending on the roles and 
responsibilities of the parties.  

Likewise, the so-called ‘value-added services’ (VAS) provided as part of 
telecommunication services include supplies, e.g., wallpaper for mobile phones, ring 
tones, jokes, cricket scores and weather reports some of which could be considered 
as goods.  

An on-line subscription to newspapers could be viewed as a service, but online 
purchase and download of a magazine or a book could constitute a purchase of 
goods. 

For example: online Subscription of Direct tax updates are considered as services 
and subscription of the same in the  form of Magazine or books on regular interval 
basis are considered as purchase of goods.  

Disputes have also arisen as to whether leasing of equipment without transfer of 
possession and control to the lessee would be taxable as a service or as a deemed 
sale of goods. 

Therefore, the proposed Dual GST must address such issues carefully and should 
have clear provisions for taxation.  

4.1.6 Financial Services 

Financial services are exempt from VAT in all countries. The principal reason, as per 
Poddar-Ahmad Working Paper, is that the charge for the services provided by 
financial intermediaries (such as banks and insurance companies) is generally not an  
explicit fee but is taken as a margin, that is hidden in interest, dividends, annuity 
payments, or such other financial flows from the transactions. For example, banks 
provide the service of operating and maintaining deposit accounts for their 
depositors, for which they charge no explicit fee. The depositors do, however, pay 
an implicit fee, which is the difference between the pure interest rate (i.e., the 
interest rate which could otherwise be earned in the market without any banking 
services) and the interest actually received by them from the bank on the deposit 
balance. The fee is the interest foregone. Similarly, the charge for the services 
provided by banks to the borrowers is included in the interest charged on the loan. It 
is the excess of the interest rate on the loan over the pure rate of interest or cost of 
funds to the bank for that loan. 

However, India has followed the approach of bringing virtually all financial services 
within the ambit of Service Tax where the consideration for them is in the form of an 
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explicit fee. As there are no specific reasons for exempting financial services, the 
same approach can be continued under GST. 

4.1.7 Threshold Limit, Assessment and Administration 

For the purpose of assessment and administration of different assesses, following 
categorization has been recommended:-  

Threshold limit (common for goods and services) can be allowed somewhere 
between Rs. 10 lacs and Rs. 20 lacs. 

Gross turnover of goods upto Rs. 1.5 Crores may be assigned exclusively to the 
State; 

Gross turnover of services upto Rs. 1.5 Crores may be assigned exclusively to the 
Centre.  

Gross turnover of above Rs. 1.5 Crores may be assigned to both the Governments – 
for the administration of CGST to the Centre and for the administration of SGST to 
the State.  

4.1.8 Probable GST Rates in India 

The GST rates in India are expected to be 12% to 20% for the 1st year, 12% to 
18% for the 2nd year and 16% for the 3rd Year and onwards. 

Probably, the GST on goods will comprise of least two nominal rates; and a zero rate 
will also be present for exports and for specified goods. It will, thus, be a three-rate 
structure, at least. With regard to the Federal and the State GST rate on services, it 
should be at par with that on goods. However, a single tax rate for services is also on 
the cards. 
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The multiple rate structure is as follows: 

 

 

4.1.9 Other notable features of the Indian Dual GST 

 There would a single registration or taxpayer identification number, based on 
the Permanent Account Number (PAN) for direct taxation. Three additional 
digits would be added to the current PAN to identify registration for the 
Centre and State GSTs. Also known as BIN (Business Identification Number).  

 States would collect the State GST from all the registered dealers. To minimize 
the need for additional administrative resources at the Centre, States would 
also assume the responsibility for administering the Central GST for dealers 
with gross turnover below the current registration threshold of Rs 1.5 crores 
under the Central Excise (CENVAT). They might collect the Central GST from 
such dealers on behalf of the Centre and transfer the funds to the Centre.  

 Procedures for collection of Central and State GSTs would be uniform. 
Moreover, tax payment Challan might contain some additional information, 
e.g., amount of CGST paid on SGST Challan, and vice-a-versa. Payment of tax 
might be only online through net-banking. 

 There would be one common tax return for both taxes, with one copy given to 
the Central authority and the other to the relevant State authority 
electronically. Moreover, most likely, GST returns will be required to be filed 
online.  
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 HSN will form the basis of product classification for Central GST and State 
GST. 

 Other indirect taxes levied by the Centre, States, or local authorities at any 
point in the supply chain would be subsumed under the Central or the State 
GST, as long as they are in the nature of taxes on consumption of goods and 
services.  

At a broad conceptual level, this model has a lot to commend itself. It strikes a good 
balance between fiscal autonomy of the Centre and States, and the need for 
harmonization. It empowers both levels of Government to apply the tax to a 
comprehensive base of goods and services, at all points in the supply chain. It also 
eliminates tax cascading, which occurs because of truncated or partial application of 
the Centre and State taxes.  

4.2 Inter-GST Credit / Set-Off  
The GST will facilitate seamless credit across the entire supply chain and across all 
States under a common tax base. The current framework allows limited inter-levy 
credits between excise duty (tax on manufacture) and service tax. However, no 
cross credits are available across these taxes and the sales tax paid (on input) or 
payable (on output). Introduction of GST should, thus, rationalize tax content in 
product price, enhance the ability of companies to compete globally, and possibly 
trickle down to benefit the ultimate consumer. 

The Union Budget for 2009-10 spelt out that the efforts of the Empowered 
Committee of State Finance Ministers have translated into a proposal for a dual GST 
model, comprising a Central GST and a State GST. The Centre and the State would 
each legislate, levy and administer the Central GST or the State GST, as the case may 
be. 

Therefore, a dual structure in India would mean that there would be a Central GST 
and a State GST, each levied on a comprehensive base comprising both goods and 
services. Thus, every transaction would attract both taxes. 

It is also learned that under the proposed GST regime, the Centre will give input 
tax credit (set off) only for Central GST and the States will give input tax credit 
only for State GST. Cross-utilisation of credit between Central GST and State GST 
will not be allowed. However, the dealers could claim set-off within the respective 
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heads. If that is so and cross-set-off of Central GST and State GST is not available, 
the very purpose of reform, i.e. to remove cascading effect, would be defeated. 

Taxability of sale/service also determines the exigibility of input tax credit, as under: 

S. No. Nature of Sale Availability of Input Tax 
1 Taxable Sales Yes 
2 Zero Rated Sales Yes 
3 Exempted Sales No 

Moreover, only the registered dealers would be eligible for input tax credit. 

Documents for availing tax credit 

Any one of the following may be prescribed as eligible documentary proof for 
claiming input tax credit:  

 The Invoice 

 Payment of tax 

 Hybrid System 

Most probably, credit would be allowed either on the basis of payment of tax or 
hybrid system. In payment basis, the legislature may stipulate that either the seller 
will pay tax or, alternatively, the buyer will pay tax on reverse charge basis.  

4.3 Refund 
Refund of GST may arise due to the following two factors: - 

 Zero rated supplies, e.g., export of goods and services; or 

 Inter-State transactions. 

The quantum of refund in case of inter-State transactions would depend upon the 
model of payment of tax being adopted by the Government, discussed in Para No. 
7.4 of Chapter A-7 (Inter-State Transactions). If the seller (or the buyer under reverse 
charge system) is required to pay full GST, without adjusting the input tax credit, 
the volume of refund will certainly be higher. 
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4.4 How Dual GST is better than Unified GST  
The Economic Survey 2008-09 recommended the Government to implement the 
goods and services tax (GST) throughout the country as a part of continuing fiscal 
reforms, while favouring a dual GST structure to be levied concurrently by both the 
Centre and State.  

Citing the recommendation on a dual GST by the empowered committee of State 
Finance Ministers, the survey said a dual GST strikes a good balance between Centre 
and State fiscal autonomy, along with eliminating tax cascading. 

“It empowers both levels of Government to apply the tax to a comprehensive base of 
goods and services, at all points in the supply chain. It also eliminates tax cascading, 
which occurs because of truncated or partial application of the Centre and State 
taxes,” said the survey. 

Despite improvements in the country’s tax design and administration over the past 
few years, the systems at both Central and State levels are still complex, said the 
survey. 

The complexities, it says, are policy related and also due to the present system of 
multiple rates and exemptions at State and Centre level. 

The survey noted that deficiencies in CENVAT (Central value added tax) and 
service tax are grave and need to be looked at. For instance, CENVAT’s already 
narrowed base is being further eroded by a variety of area-specific exemptions. “The 
introduction of GST would thus be opportune for deepening the reform process 
already underway,” the survey said. 



 

A-5 
REVENUE NEUTRAL RATE (RNR) 

5.1 Meaning of RNR 
In the proposed GST regime, the revenue of the Government would not be the  same 
in comparison with the present tax structure due to tax credit mechanism or 
otherwise. Therefore, an adjustment in tax rate is required to avoid reduction in 
revenue of the Government. Hence, the rate of tax will have to be suitably adjusted 
to ensure that tax revenue does not reduce. This rate is termed as ‘Revenue Neutral 
rate’ (RNR). It is the rate at which tax revenue remains the same despite giving 
credit of duty paid on inputs and other factors. 

5.2 Determination of RNR 
“For the RNR calculations for 2005-06, the latest year for which the necessary data was 
available the total excise/service tax/VAT/sales tax revenues of the Centre and the 
States in that year were Rs. 134 thousand crore and Rs. 139 thousand crore 
respectively. 

Assuming that approximately 40% of the central excise revenues and 20% of the 
State VAT/sales tax revenues are from motor fuels, the balance of the revenues from 
other goods and services that need to be replaced by the GST are Rs. 89 thousand 
crore for the Centre and Rs 111 thousand crore for the States, making up a total of 
Rs. 200 thousand crore. 

In 2005-06, the total private consumer expenditure on all goods and services was Rs. 
2,072 thousand crore at current market prices. Making adjustments for sales and 
excise taxes included in these values and for the private consumption expenditure 
on motor fuels, the total tax base (at pre-tax prices) for all other goods and services is 
Rs 1,763 thousand crore. 

These values yield a revenue-neutral GST rate of approximately 11% (200 as per cent 
of 1,763 is 11.3%). The RNR for the Centre is 5% and for the States 6.3%. Allowing 
for some leakages, the combined RNR could be in the range of 12%. These estimates 
are by no means precise. Even so, they give a broad idea of the levels at which the 
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rate or rates of GST could be set to achieve revenue neutrality for both levels of 
Government.” 

The GST rates in India are expected to be 12% to 20% for the 1st year, 12% to 18% for 
the 2nd year and 16% for the 3rd Year and onwards. 

 
The Finance Minister has asked the Revenue Department to advance a payment of 
Rs. 500 crores to States as a compensation of CST. 

5.3 Factors for determination of RNR 
 Present tax rates and collection in absolute numbers: 

o Excise duty, which is levied at various rates, median rate is 12% 

o CVD rate on import of goods 

o Service tax rate, presently 12.36% 

o State VAT rate, varies from 0% to 20% (0, 5, 12.5, 20) 

o Collection of the Government from these levies 

 Broadening of tax base in GST: 

o Excise duty may be levied on a lower base by the States. Present threshold 
limit under CENVAT is Rs. 1.5 crores, whereas under GST, it may be 
between Rs. 10 lacs and 20 lacs, 
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o Excise duty would be levied up to retail point instead of at manufacturing 
point 

o More services would come into net 

o Withdrawal of various exemptions 

o Minimizing the number of tax rates. 

 Coverage of GST: 

o Share of revenue from such commodities, which would be kept outside 
the GST structure, e.g., petroleum products, tobacco, liquor, etc. However, 
Central Govt. can charge excise duty on tobacco products over and above 
GST. 

o Number of taxes to be subsumed in the GST, for example stamp duty, 
property tax, toll tax, etc. might be kept outside the GST structure.  

5.4 Success of GST would depend upon the RNR 
The success of GST will largely depend on the determination of ideal rate at Central 
level as well as State level which should be acceptable to the public and revenue 
neutral to Government.  

The golden rule for collection of tax is given by world’s oldest economist Sage 
Kautilya alias Chanakya Muni more than 2000 years ago. He said that the King 
should collect tax from different persons as the humble bee collects honey from 
different flowers without making any harm to them. Thus, all efforts should be 
made to keep the GST rate as low as possible.  

The median rate of 12% adopted for CENVAT, Service Tax rate of 12%, along with 
residuary rate of VAT 12.5% brings the overall rate to 25% to 30%, which is too high 
a rate compared globally.  

Elaborating on why the tax rates are lower in some countries, Dr. P. Shome said 
that voluntary compliance even by large corporations in India was not at the 
desirable level and that countries that had reduced VAT/GST rates have 
subsumed many taxes in that framework and tax structure was made linear by 
doing away with tax breaks. 

Therefore, the GST rates would be fixed after ensuring that there would be no 
revenue loss from the proposed changes and a normal growth is maintained.  
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5.6 Most States agree to common GST rate: Revenue Secretary  
In VAT each State had a separate rate of tax but unlike VAT in  the case of GST all 
the States have reached on a consensus to charge a common rate of tax.  

(Source: Times of India dated 16-07-2009) 

5.7 GST/VAT Rate Globally 

S. No. Country Rate (%) 
1.  Australia 10 
2.  Austria 20 
3.  Canada  7 
4.  China 17 
5.  Denmark 25 
6.  Finland 22 
7.  France 19.6 
8.  Germany 16 
9.  Indonesia 10 

10.  Italy 20 
11.  Japan 5 
12.  Malaysia 5 
13.  Mexico 15 
14.  New Zealand 12.5 
15.  Philippines 10 
16.  Russia 18 
17.  Singapore 7 
18.  South Africa 14 
19.  Sweden 25 
20.  Taiwan 5 
21.  U.K. 17.5 



 

A-6 
TAXES/DUTIES LIKELY TO BE 

SUBSUMED IN GST 

6.1 Probable Taxes/Duties to be subsumed in GST   
As per the dual tax regime that has been announced for GST in India, there will be a 
Central stream for taxes and a State stream for the same taxes. In order to allow this 
model of taxation both the Centre and States will have to make policy changes. It is 
expected that the proposed concurrent dual GST system would preserve and protect 
the fiscal powers and at the same time rationalize the indirect tax structure by 
subsuming a plethora of Central and Local Taxes into a consolidated levy. 

(A)  Central GST may subsume the following indirect taxes/duties on supply of 
goods and services:  

 Central Excise Duties (CENVAT) 

 Additional Excise Duties including those levied under Additional Duties of 
Excise (Goods of Special Importance) Act, 1957 

 Additional Custom Duties in the nature of countervailing duties, i.e., CVD, 
SAD and other domestic taxes impose on imports to achieve a level playing 
field between domestic and imported goods although, under the  GST regime 
all the imports will suffer a reverse charge. 

 Cesses levied by the Union viz., Cess on rubber, tea, coffee etc. 

 Service Tax 

 Central Sales Tax – to be completely phased out 

 Surcharges levied by the Union viz., National Calamity Contingent Duty, 
Education Cess, Special Additional Duties of Excise on Motor-Spirit and High 
Speed Diesel (HSD).  

(B) State GST may subsume the following State taxes  

 Value Added Tax 
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 Purchase Tax  

 State Excise Duty (except on liquor)  

 Entertainment Tax (unless it is levied by the local bodies) 

 Luxury Tax  

 Octroi  

 Entry tax in lieu of Octroi 

 Taxes on Lottery, Betting and Gambling 

6.2 Taxes/Duties not to be subsumed in GST 
(A)  In Central GST  

 Basic Customs Duty 

 Excise Duty on Tobacco products 

 Export Duty 

 Specific Cess 

 Specific Central Cess like Education and Oil Cess.  

(B)  In State GST  

 Taxes on Liquors 

 Toll Tax  

 Environment Tax  

 Road Tax  

 Property Tax  

 Tax on Consumption or Sale of Electricity – Not certain 

 Stamp Duty – Not certain 

(C) Certain components of petroleum, liquor  are likely to be outside the GST 
structure. Further, State Excise on liquor may also be kept outside the GST. In other 
words, in such circumstances, all taxes and duties on these goods will be outside the 
scope of GST. 



 

A-7 
INTER-STATE TRANSACTIONS  

AND GST 
 

7.1 Present Indirect Tax Structure – Inter-State Transactions 

  Inter-State 
Transactions 

  

    
     

Goods 
    Services 
    

       
Powers to levy sales tax on 
inter-State transactions 
vests with the Union 
Government 

    Powers to levy tax on 
inter-State services vests 
with the Union 
Government 

    

       
Powers to levy sales tax on 
transactions within the 
State vests with respective  
State Government 

    Powers to levy service 
tax on transactions 
within the State also vests 
with Union Government 

    

 

7.1.1 Tax on sale of goods 

Entry 92A in the Union List in the Seventh Schedule to the Constitution of India 
confers power upon the Union to legislate in respect of “taxes on the sale or 
purchase of goods other than newspapers, where such sale or purchase takes place 
in the course of inter-State trade or commerce”. The power to impose sales tax in the 
Union Territory vests with the Parliament under Article 246(4) of the Constitution of 
India. 
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Entry 54 in List II (State List) of the Seventh Schedule read with Article 246(3) of the 
Constitution of India empowers the States to impose “tax on the sale or purchase  
of goods other than newspapers, subject to the provisions of Entry 92-A of the  
List I”.  

Restrictions are imposed on the States to impose tax on sale or purchase of goods 
through Article 286, as under: - 

286(1)  No law of a State shall impose a tax on the sale or purchase of goods where 
such sale or purchase takes place - 

(a) outside the State; or  

(b) in the course of the import of the goods into, or export of the goods out 
of, the territory of India.  

286(2) Parliament may by law formulate principles for determining when a sale or 
purchase of goods takes place in any of the ways mentioned in clause (1).    

286(3) Parliament may impose restrictions and conditions in regard to the system of 
levy, rates and other incidents of the tax on any law of a State in relation to 
the imposition of - 

(a) a tax on the sale or purchase of goods declared by Parliament by law to 
be of special importance in inter-State trade or commerce, (declared 
goods), or 

(b) a tax on the sale or purchase of goods, being a tax of the nature referred 
to in sub-clause (b), sub-clause (c) or sub-clause (d) of sub-clause (29A) 
of Article 366. 

In Article 269(1), clause (g) authorises the Government of India to collect tax on the 
sale or purchase of goods other than newspapers, where such sale or purchase takes 
place in the course of inter-State trade or commerce and making it obligatory upon 
the Government of India to assign the tax to the collecting States.   

Import of goods into India is taxed by the Union Government under the Customs 
Act. State Governments are not authorized to impose tax on import and sale in the 
course of import. 

Inter-State sale of goods is taxable under the Central Sales Tax Act, 1956. For this 
purpose, goods have been classified into two categories: (a) Declared goods or goods 
of special importance in inter-State trade or commerce, and (b) Other goods. Rates of 
tax have been prescribed under section 8 and differ from State to State; and for a 
particular commodity, it generally depends upon the tax rate prevailing in that State.  
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After the amendments vide Taxation Laws (Amendment) Act, 2007 w.e.f. 01.04.2007, 
central sales to unregistered dealers or to registered dealers without declaration in 
Form ‘C’ or other Forms prescribed under the CST Act attract tax at the rate equal to 
the local rate of tax (i.e. the rate applicable within the originating State). For sales 
(declared or other goods) supported by declaration Form C, central sales tax  rate   is 
2%, or the local rate applicable in that State, whichever is lower. The Central 
Government had reduced the CST rate for sales made to registered dealers on the 
strength of Form C from 4% to 3% with effect from 1st April 2007, which has further 
been reduced to 2% w.e.f. 1st June 2008. 

7.1.2 Tax on provision of services 
Service tax is imposed by the Central Government under the authority of Residual 
Entry 97 of the Union List (List 1) under Schedule VII of the Constitution of India. 
The Central Government has absolute authority to impose tax on the services 
whether provided within the State or from one State to another. 

Import of services in India are taxable through reverse charge method, i.e., tax is 
payable by the recipient of services in India at the time of import of service.  

Currently, service tax is generally paid by the service provider in the jurisdiction 
where such person is registered, i.e., the place of rendering of service. Since the 
power of levy/collection vests only with Centre, it does not matter where the 
taxpayer is registered and where the service is actually provided, i.e., situs is not an 
issue.  

7.2 GST – To Determine whether a Transaction is an Inter-State 
supply or Not – Determinant Factors 

 
Inter-State Transaction -  

Determinant Factors 
 

     
     
Sale of Tangible 

Goods 
 Sale of Intangible 

Goods and Provision 
of Service 

Composite 
Transactions, e.g., 
Works Contracts 

     
It may depend either 
upon movement of 
goods or location of 

parties 

 It may depend    either 
upon   location of 

parties or consumption 
of service 

 Composite transactions 
involving goods & 

services may be treated 
as provision of services 
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7.3 GST - To determine the Place of Taxation 
GST is generally levied on the basis of the destination principle. For this purpose, 
some countries follow the practice of prescribing a set of rules for defining the place 
of taxation or place of supply. A supply is taxable in a given jurisdiction only if the 
supply is considered to take place in that jurisdiction. An alternative approach 
followed by other countries is to first define what supplies are potentially within the 
scope of the tax, and then provide the criteria for determining which of those 
supplies would be zero-rated as exports. The two approaches yield the same result, 
even though one excludes exports from the scope of the tax, while the other zero-
rates them, having first included them in the scope. A supply of services or 
intangible property might be taxable in a jurisdiction depending upon one or more 
of the following factors:  

 Place of performance of the service  

 Place of use or enjoyment of the service or intangible property,  

 Place of residence/location of the recipient, or 

 Place of residence/location of the supplier. 

However, following services can have their own set of Rules for fixation of situs :  

 Services relating to immovable property, e.g., services of estate agents or 
architects 

 Banking & other financial services 

 Business auxiliary and event management services 

 Transport of goods by road 

 Advertisement, which are given on Pan India basis either in print or electronic 
media. 

Further, special rules might be required for certain other supplies (also referred to as 
mobile services) for which there is no fixed place of performance or  use/enjoyment, 
such as:  

 Passenger travel services  

 Freight transportation services  

 Telecommunication Services  

 Motor vehicle leases/rentals  
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 E-commerce supplies. 

 Development of Software through electronic mode. 

 Supply of Goods during transportation. 

  Possible Place of 
Taxation 

  

    
     

B2B 
(Business to Business) 

 B2C 
(Business to Customer) 

     
 Place of destination can be the place 
where the recipient is established or 
located. 

  Supplies of a tangible/ physical 
nature (e.g., hair cuts, hotel 
accommodation, local transport, & 
entertainment services) - Place of 
destination could be the place where 
the supplier is established or located, 
which is generally also the place 
where the service is performed.  
 For mobile supplies of an 
intangible nature (e.g., 
telecommunication and e-commerce 
services), or general insurance 
service - Place of supply could be the 
place of residence of the customer, or 
the place where services are used or 
enjoyed. 

     
    
 Special rules for specific supplies can be 

designed to yield best results. They serve the 
purpose of providing greater certainty and 
clarity in situations where the place or 
location or residence of the supplier or the 
recipient is not well defined or easily 
ascertainable at the time of supply. 
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7.4 Collection and Payment of Tax - Possible Mechanism in 
GST 

A mechanism is needed for proper application of sub-national tax on inter-State 
supplies of goods as well as services. Instead of zero-rating of inter-State supplies, a 
preferred approach will be required. Various models have been adopted in other 
countries and have been suggested at various forums after improvisation. These are:  

1. Prepaid VAT (PVAT) Model 

In this system, the vendors will collect the destination State GST (SGST) on inter-
State supplies (of goods and services) and remit the full tax (without claiming input 
tax) directly to the Destination State through Bank. The tax will then be creditable in 
the destination State under the normal rules, i.e., if it relates to inputs for use in 
making taxable supplies. Input tax credit on purchases will be claimed by the seller 
from his State either by way of refund or through adjustment against his local CGST 
and SGST output tax liability.  

Features: 

 Under the present CST Act, tax on inter-State sales is charged and retained by 
the Origin State. However, under PVAT, the tax on inter-State supplies will be 
charged and remitted to the Destination State. It preserves the destination 
principle of VAT. Vendor in the Origin State collects the tax on all of their 
domestic supplies, whether intra-State or inter-State. The tax collected on inter-
State supplies will belong to the Destination State and remitted to that State by 
the vendor. On intra-State supplies, the tax collected will be that of the Origin 
State and paid to that State. 

 Buyers who are GST registrants (in B2B transactions) will have a strong 
incentive to ensure that the vendor properly applies the destination tax, which 
will then be creditable against their output tax in the State of destination. 
Otherwise, the goods will be subject to the tax of the origin State, which will 
not be creditable in the State of destination.  

 Most supplies of services and intangibles to consumers and other exempt 
buyers (in B2C transactions) will be taxable in the State of origin, without the 
benefit of zero-rating. However, inter-State shipments of goods to consumers 
will be zero-rated in the State of origin and attract the tax of the destination 
State. An inducement could be created for consumers also to ensure that the 
vendor charges the destination State tax on such shipments.  
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 However, payment of tax by the customers in the consuming State may 
involve many administrative problems, and the Government may decide to tax 
these transactions in the State of origin only since the involvement of tax might 
not be very significant. But, this practice may disturb the essential character of 
the GST, i.e., destination based GST. 

 The PVAT mechanism establishes the output-tax-and-input-credit chain for 
inter-State transactions. Subject to documentary evidence that the seller has 
paid output tax, he (the seller) could claim input GST from the selling State 
by way of refund or through adjustment against local CGST and SGST output 
tax liability.  

 The buyer in the other State could claim credit to the extent of tax deposited 
and remitted by the seller. 

 Demat version can also be incorporated in this Model, where both the seller 
and buyer have to open their respective Demat accounts. When an inter-State 
seller deposits the tax in his State, he will also furnish the details of the 
purchaser on the basis of which, Demat Agency will allow credit to the 
purchaser’s Demat account. 

 Inter-State stock transfer and consignment sales will be carried out in the same 
manner. However, for valuation of these transactions, separate valuation rules 
have to be framed.  

Drawbacks: 

 It may violate the concept of destination based tax to the extent to B2C 
transactions. 

 Buyer will pay the amount of tax (along with sale consideration) to the seller, 
who will deposit the tax in the designated bank. However, both these payments 
are not inter-dependant. Therefore, the buyer will have to unnecessarily wait for 
the remittance, which is subject to payment of tax by the seller in his State. 

 Delay in remittance by bank will create unnecessary hassle to the buyer. 

 Involves extensive refunds in the selling State. 

 Involves heavy administrative cost, resources and infrastructure. 

2. Postpaid VAT (TDS) Model 

As a contradiction of Model No. 1 (PVAT), in TDS model, the buyer pays SGST in 
his (buying) State on the basis of invoice raised by the seller, claims input tax of the 
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amount he has paid into Bank, and issues TDS certificate to the seller. The seller, on 
the basis of such TDS certificate, claims exemption/refund in his (selling) State. 

Features: 

 Separate rules are required for B2C transactions. 

 The buyer will deposit tax electronically and also generate the TDS certificate 
through system only, so that the same amount could also appear against the 
TIN of the seller. 

 Buyer will have an upper hand since seller can claim credit only on the basis of 
TDS certificate issued by the buyer. 

 Bank is not required to transfer the funds to the other State since tax is 
collected in the Destination State itself.  

 Involves considerable refunds in the selling State. 

3. Demat ‘C’ Form Model 

Under this Model, transactions are zero rated/exempt in the selling State, subject to 
Dematted Form C. The procedure can be designed in the following manner: 

 Seller will first enter the details of sale and purchaser through internet. 

 Buyer will access through internet and fill the details of transaction, seller and 
other necessary columns. Subsequently, he will verify and confirm the 
transaction using his digital signature. 

 The State Government will grant permission through internet. 

 On permission being received, system will generate Demat Form C. The said 
Form C will be issued by the buyer to the seller, who can use the same for 
claiming exemption in his State. 

 Inter-State stock transfer and consignment sales will be conducted in the same 
manner.  

 The Model requires extensive automation both at the Department level and the 
dealer level. 

4. Reverse Charge Model with Demat C Form 

This Model is modification of Demat C Form Model, and can have the following 
elements: 
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 Zero rating of inter-State transactions in the selling State. 

 Levy of SGST in the purchasing State using “Reverse Charge Method”, similar 
to that applicable presently for import of services for imposition of service tax. 

 Claim of credit by the purchaser in his State for the amount of tax paid by him. 

 Issue of Demat Form C by the buying State Authorities to buyer. 

 Submission of Form C by the buyer to the seller for claiming exemption by the 
later in his State. 

 The system of issuing and furnishing of Demat Form C is akin to the existing 
system. 

 Inter-State stock transfer and consignment sales will also be conducted in the 
same manner. 

5. IGST Model 

Features 

 Seller in the origin State will charge IGST [(CGST+SGST) on ISS transactions, 
by whatever name called], which will be aggregate of CGST & SGST, i.e., IGST 
= CGST+SGST. 

 Inter-State Seller shall use his input CGST and input SGST for payment of 
IGST, i.e., he shall pay net IGST. 

 Inter-State Buyer shall avail input tax credit on the basis of tax invoice for 
payment of his own IGST, CGST or SGST. 

 Both, the seller and the buyer shall report these transactions in their respective 
e-returns. 

 To maintain the GST to be a destination based tax, amount paid by the seller 
in his State (along with input tax credit claimed by him) will be remitted by 
the Central Agency to the buying State through some mechanism. 

 B2B transactions could get input tax credit without break till it reaches the final 
consumer. 

 It involves lesser refunds since the seller will pay net IGST (after claiming 
input tax credit) in his State. 
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6. Illustration – Inter-State GST  

Assumptions:  

(1)  Central GST Rate – 12%;  

(2)  State GST Rate – 8%;   

(3)  Profit Margin – Rs. 10,000/- fixed (before tax);  

(4)  Both, CGST & SGST, are levied on every transaction starting from 
manufacturing level till it reaches the   final consumer, irrespective of State 
boundaries; and  

(5) The seller pays net GST (after claiming input tax) in his State. 

 

Illustration 

Particulars GST A/C Total 
 CGST 

@ 12% 
SGST  
@ 8% 

 

(I)   Manufacturer (D1-Delhi) to 
Wholesaler (H2- Haryana)  

   

Cost of production   90,000 
Input GST on Raw Material 6,000 4,000 - 
Add : Profit Margin    10,000 
Producers Basic Price   1,00,000 
Add : GST  12,000 8,000 20,000 
Less : Input GST 6,000 4,000  
GST Payable 6,000 4,000  
Sale Price   1,20,000 
(II)  Wholesaler (H2) to Retailer (H3) 

in Haryana 
   

Cost of Goods to H2   1,00,000 
Input GST  12,000 8,000  
Add : Profit Margin    10,000 
Total    1,10,000 
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Particulars GST A/C Total 
 CGST 

@ 12% 
SGST  
@ 8% 

 

Add : GST  13,200 8,800 22,000 
Less : Input GST 12,000 8,000  
GST Payable 1,200 800  
Total Price to the Retailer (H3)   1,32,000 
(III)  Retailer (H3) to Final Consumer 

(C) in Haryana 
   

Cost of Goods to H3   1,10,000 
Input GST  13,200 8,800  
Add : Profit Margin   10,000 
Total   1,20,000 
Add : GST 14,400 9,600 24,000 
Less : Input GST 13,200 8,800  
GST Payable 1,200 800  
Total Price to the Consumer (C)  1,44,000
Total Tax Payable in All Transactions 14,400 9,600 24,000
Verification: GST @20% on 120000 = 
24000 

  

- D1 on inputs                                          - 6,000 4,000 10,000
- D1 on output                                         - 6,000 4,000 10,000
- H2                                                          - 1,200 800 2,000
- H3                                                          - 1,200 800 2,000

 

7. Pre-requisites of all these models 

All these Models discussed above require the following pre-requisites for successful 
implementation of GST: 

 Extensive Computerization and strong IT infrastructure 

 E-filing of periodical returns 

 E-payment of tax 
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 Common tax period 

 National portal for access of information 

 National Agency 

 Trained and well equipped staff. 

7.5 Taxation of Import 
As per Poddar-Ahmad Working Paper, in most countries, imports attract VAT/GST 
at the time of entry into the country. The tax is generally applied on the value of 
goods declared for customs purposes, including the amount of the customs duty. 
However, there are no well-established precedents for the application of sub-
national taxes to imports. In India, the Centre levies an additional duty (called the 
special additional duty - SAD) on imports at the rate of 4%, which is meant to be in 
lieu of the State VAT. This duty is allowed as a credit against the central excise duty 
on manufacturing or refunded where the imports are resold and the State VAT is 
charged on them.  

In Canada, the provincial HST is collected by the Customs Authorities on non--
commercial importations of goods. The tax is collected at the time of importation on 
the basis of place of residence of the person importing the goods, regardless of 
where the goods enter the country. Commercial importations do not attract the 
provincial HST because of difficulties in determining their destination within the 
country. For example, a large consolidated commercial shipment could contain 
goods that are initially destined to a central warehouse, for subsequent distribution 
to various parts of the country.   

The Canadian system is conceptually appealing and could be considered for the 
application of State taxes under the Dual GST in India.   

7.6 Other Issues that Need consideration of the Government  
(a) Specific provisions are required for determination of nature of an activity, i.e., 

whether it is a sale or service. 

(b) Specific rules for determination of sale price/consideration, i.e., what form part 
of the sale price. To illustrate, in a transaction of sale of aggregates (of stone) to 
other State, freight element is sometimes more than the price of aggregates in 
total consideration - to decide whether amount of such freight is service or sale. 
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(c) Provisions to allow inter-GST (between Central GST and State GST) set-
off/credit of input tax to avoid cascading effect. It is understood that these two 
taxes will run parallel to  each other  and there will not be cross set-off. If that 
is so, it may defeat the basic purpose of the reform. 

(d) Whether to continue exemption for sale in the course of import and high seas 
sales under section 5(2) of the CST Act. Presently States are not authorized to 
impose tax on sale in the course of import under Article 286(1) of the 
Constitution of India. 

(e) Whether to allow exemption to penultimate exports as defined under section 
5(3) of the CST Act – Probably, will not be allowed. 

(f) Whether to continue exemption on subsequent sales under section 6(2) of the 
CST Act – Probably, will have to go. 

(g) Taxation on the sale or purchase of goods declared by Parliament to be of 
special importance in inter-State trade or commerce, (declared goods) under 
Article 286(3) of the Constitution of India read with Sections 14 and 15 of the 
CST Act. 

(h) To prescribe extensive rules for determination of value in case of transfer of 
goods to branches or consignment agent or inter-related parties. 

(i) Since the Government has decided to levy dual GST, measures to avoid 
litigation which may arise due to fixation of situs.  

(j) Precise provisions for sharing of revenue amongst the States on inter-State 
transactions to avoid disputes in relation thereto. 



 

A-8 
PRESENT TAXATION VS. GST 

 

S.N. Particulars Present Taxation GST (Expected) 
1. Structural 

Difference 
 Two separate VAT 

systems operate 
simultaneously at two 
levels, Centre and State, 
and tax paid (input tax 
credit) under one is not 
available as set off 
against the other 

 Tax on services is levied 
under separate 
legislation by Centre 

 No comprehensive 
taxation of services at 
the State level; few 
services are taxed 
under separate 
enactments 

 Imports in India are not 
subjected to State VAT 

A dual tax with both 
Central GST (CGST) & 
State GST (SGST) levied 
on the same base. Thus, 
all goods and services, 
barring a few exceptions, 
will be brought into the 
GST base. 
There will be no 
distinction between 
goods and services for 
the purpose of tax with a 
common legislation 
appli-cable to both 
It allows seamless tax 
credit amongst Excise 
Duty, Service Tax & 
VAT 

2. Place of Taxation Taxable at the place of sale 
of goods or rendering of 
service 

It is consumption 
(destination) based tax 

3. Excise Duty Imposed  by Centre under 
separate Act; Taxable 
event: Manufacture; Taxed 
up to manufacturing point 

To be subsumed in 
CGST; Taxable event : 
Sale; To be taxed up to 
retail level 

4. Basic Customs 
Duty 

Imposed by Centre, under 
separate Act; Taxable 
event: Import 

- No Change - 

5. CVD/SAD Imposed by Centre under To be subsumed in 
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S.N. Particulars Present Taxation GST (Expected) 
separate Act; Taxable 
event: Import 

CGST; Taxable event : 
Import 

6. Service Tax Imposed by Centre under 
separate Act; Taxable 
event: Provision of Service 

To be subsumed in 
CGST & SGST ; Taxable 
event : Provision of 
Service 

7. Central Sales Tax Imposed by Centre under 
CST Act; Collection 
assigned to States; Taxable 
event : Movement of goods 
from one State to another 

To be phased out 

8. State VAT Imposed by States; Taxable 
event : Sale within the State 

To be subsumed in SGST; 
Taxable event : Sale 
within State 

9. Inter-State 
Transactions 

Goods & Services : 
Imposed by the Centre 

To be subsumed in GST 
& subject to SGST & 
CGST 

10. Powers to levy Tax 
on Manufacture 

As Excise Duty (CENVAT) 
:Centre 

No such powers in GST 

11. Powers to levy Tax 
on Sale of Goods 

-  Inter-State: Centre 
-  Local: State 

Concurrent powers to 
Centre & State 

12. Powers to levy Tax 
on Provision of 
Services 

Centre Concurrent powers to 
Centre & State; States to 
tax more than 40 services 

13. Tax on Import in 
India 

-  Goods : Under 
Customs Duty 
(comprises Basic 
Customs Duty, CVD & 
SAD); 

-  Services : Under 
Service Tax 

-  Basic Custom Duty 
on goods : No 
Change; 

-  CVD & SAD on 
import of goods and 
import of services : 
To be subsumed in 
GST 

14. Tax on Export of 
Goods & Services 

Exempt/Zero-rated - No Change - 

15. Tax on inter-State 
Transfer of Goods 

Exempt against Form F To be taxable 
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S.N. Particulars Present Taxation GST (Expected) 
to Branch or Agent  

16. Tax on Transfer of 
Goods to Branch or 
Agent within States 

Generally exempt; 
Depending upon State 
procedures 

Might be taxable, unless 
BIN of transferor and 
transferee is same 

17. Cross-Levy set-off Excise duty and Service tax 
: Cross set off allowed 

No cross set-off between 
CGST and SGST 

18. Cascading Effect Allows tax credit between 
Excise Duty & Service Tax, 
but not with VAT 

Allows seamless tax 
credit amongst Excise 
Duty, Service Tax & 
VAT 

19. Non-Creditable 
Goods 

Exists Might exist 

20. Credit on Inputs 
used for Exempted 
Activities 

Not allowed Will not be allowed 

21. Various 
Exemptions – 
Excise Free Zone or 
VAT Exemption 
 

Exists May go in a phased 
manner 

22. Exemption for 
transit Inter-State 
Sale and High Seas 
Sale 

Exists Might be taxable 

23. Transactions 
against Declaration 
Forms 

Exists under the CST Act Forms will be abolished 

24. Taxation on Govt. 
and Non-Profit 
Public Bodies 

Partially taxed Might not Change 

25. Stamp Duty Presently taxed 
concurrently by the Centre 
and State 

Status not clear; If 
subsumed under GST, 
big relief to real estate 
industry : to claim input 
tax 

26. Tax Base Comparatively, Narrow Wider 
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S.N. Particulars Present Taxation GST (Expected) 
27. Excise Duty – 

Threshold Limit 
Rs. 1.5 crores - Rs.10 lacs to 20 lacs 

(Turnover of Rs. 1.5 
crores & above to be 
administer by Centre 
and less than Rs. 1.5 
crores to be administer 
by States) 

28. VAT - Threshold 
Limit 

Rs. 5 lacs to 10 lacs Rs. 10 lacs to Rs. 20 lacs 

29. Service Tax - 
Threshold Limit 

Rs. 10 lacs Rs. 10 lacs to Rs. 20 lacs 

30. Classification of 
Commodities 
 

- Excise Duty : HSN; 
- VAT : None 

HSN 

31. VAT/GST Regis-
tration Number  

Simple TIN (some States : 
PAN based) 

PAN based BIN 
 

32. Procedures for 
Collection of Tax 
and Filing of 
Return 

CENVAT & Service Tax: 
Uniform 
VAT : Vary from State to 
State 

Will be uniform 

33. Administration Complex due to number of 
Taxes 

Comparatively, simple 

34. Use of Computer 
Network 

Just started by the States; 
very minimum 

Extensive; It is necessity 
for implementation of 
GST 

35. Nature of Present 
Litigations 

a. Sale vs. Service 
b. Classification of goods 
c. Situs issue :   between 

States 
d. Interpretation of 

provisions 
e. Sale vs. Works Contract 
f. Valuation of Composite 

Transactions, etc. 

Will be reduced, 
provided GST 
Legislations are properly 
drafted 

 



 

A-9 
ROADMAP TO GST IN INDIA 

 
STEPS TOWARD IMPLEMENTATION OF GST 
YEARWISE DEVELOPMENTS 
2004 Dr. Kelkar Task Force recommended the need of a National GST 
  
Jan. 2007 First GST study released by Dr. Shome 
  
2007 Consultation with stakeholders on GST Model 
  
April 1, 2007 CST phase out started 
  
May 2007 Joint Working Groups appointed by E.C. 
  
Nov. 2007 13th Finance Commission Constituted 
  
Nov. 2007 Joint Working Groups submitted  Report 
  
Feb. 2008 F.M. Announced introduction of GST from 1.4.2010 in Budget 

Speech 2008-09 
  
April 2008 Empowered Committee (EC) finalized its views on GST Structure 
  
July 2009 F.M. announced Dual GST from April 1, 2010 in Budget Speech 2009-10  
  
Oct. 2009 13th Finance Commission to submit its Report 
  
Nov. 2009 Release of First Discussion Paper on GST 
  
- Consultation on Model of inter-State transactions, RNR and other issues - In 

progress 
  
 Nandan Nilekani has been  given the responsibility for creating the 

required IT structure 
 NSDL has been chosen as the technology partner for operating the structure. 
2014  Follow up measures  by the  new Government 
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9.1 Roadmap to GST 
“Let us Gear Up for Goods & Service Tax”. This is the call given by Dr. Asim K. 
Dasgupta, Chairman of Empowered Committee and the then Finance Minister Shri 
Pranab Mukherjee. They had firmly reiterated that GST will be definitely introduced 
w.e.f. 1.4.2010. In the Budget Speech 2009-10, the F.M. informed the House:   

Para 85: I have been informed that the Empowered Committee of State Finance 
Ministers has made considerable progress in preparing the roadmap and the design of 
the GST. Officials from the Central Government have also been associated in this 
exercise. I am glad to inform the House that, through their collaborative efforts, they 
have reached an agreement on the basic structure in keeping with the principles of 
fiscal federalism enshrined in the Constitution. I compliment the Empowered 
Committee of State Finance Ministers for their untiring efforts. The broad contour of 
the GST Model is that it will be a dual GST comprising of a Central GST and a State 
GST. The Centre and the States will each legislate, levy and administer the Central 
GST and State GST, respectively. I will reinforce the Central Government’s catalytic 
role to facilitate the introduction of GST by 1st April, 2010 after due consultations 
with all stakeholders. 

Former Finance Minister Mr. P. Chidambaram had also been making this call in his 
four Budget Speeches, as under:  

Budget Speech 2004-05: 

Para 119: Now I turn to my indirect tax proposals ……….….. It is my intention to 
align India’s tariff structure to those of ASEAN countries. Eventually, there should 
be a uniform rate of tax on goods and services. 

Budget Speech 2005-06: 

Para 94: In the medium to long term, it is my goal that the entire production – 
distribution chain should be covered by a National VAT, or even better a goods and 
service tax, encompassing both the Centre and State. 

Budget Speech 2006-07: 

Para 155 : It is my sense that there is large consensus that the country should move 
towards a National level Goods and Service Tax (GST) that should be shared between 
the Centre and the State. I propose that we set April 1, 2010 as the date for 
introduction of GST. World over goods and services attract the same rate of tax. That 
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is the foundation of the GST. People must get used to the idea of GST. Hence we must 
progressively converge the service tax rate and the CENVAT rate. ……. 

Budget Speech 2007-08: 

Para 116: I wish to record my deep appreciation of the spirit of cooperative federalism 
displayed by State Governments and especially their Finance Ministers. At my 
request, the Empowered Committee of State Finance Ministers has agreed to work with 
the Central Government to prepare a roadmap for introducing a national level Goods 
and Services Tax (GST) with effect from April 1, 2010. 

Budget Speech 2014-15: 

The debate whether to introduce a Goods and Services Tax (GST) must  now come to 
an end. We have discussed the issue for the past many years. Some States have been 
apprehensive about surrendering their taxation jurisdiction; others want to be 
adequately compensated. I have discussed the matter with the States both individually 
and collectively. I do hope we are able to find a solution in the course of this year and 
approve the legislative scheme which enables the introduction of GST. This will 
streamline the tax administration, avoid harassment of the business and result in 
higher revenue collection both for the Centre and the States. I assure all States that 
government will be more than fair in dealing with them. 

9.2 Background - Kelkar II Task Force Report 
GST was first brought to the fore by Kelkar II Task Force Report. This Committee 
made a number of recommendations that are, it is learnt, under the study of Union 
Finance Ministry.   

The Kelkar Task Force was constituted with the mandate to recommend measures to 
enable the Government of India to implement the Fiscal Responsibility and Budget 
Management (FRBM) Act, 2003, which sought to eliminate the revenue deficit by 
March 31, 2008. 

As the main proposal for tax reform, Dr. Vijay Kelkar and his team recommended a 
single GST (Goods and Services Tax) – replacing the CENVAT/excise duty, sales 
tax, service tax, etc. It would use the VAT principle to tax consumption of almost all 
goods and services – with full tax credits across all goods and services.   

The Task Force has adopted the following strategy: - 

 Widen the tax base 
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 Few Rates; Low rates 

 Enhance equity of the tax system 

 Shift to non-distortionary consumption taxes 

 Tariffs, excises, turnover taxes etc. have cascading effects. The aim is to 
eliminate these taxes by using the destination-based VAT 

 Focus on buoyancy and not on immediate sources of tax revenue – The report 
asserts that though it is always easier to resort to imposing taxes in an ad-hoc 
manner on particular sectors like telecom, banking etc., the strategy focuses on 
increasing tax revenues by first, increasing GDP growth and second, increasing 
buoyancy. 

9.3 First Report on GST released by Dr. Shome 
The first Report on GST was released by the Advisor to Finance Minister, Dr. P. 
Shome in January 2007. While releasing the report, Dr. Shome said, 

“Developing a common market is the crux of the issue here. GST should enable 
free trade within the country. Impediments to free trade within the country 
have to be removed, especially when we are signing a number of free trade 
agreements abroad. This is an important challenge before us.”  

He emphasized, “We have to think of a rate that is not too high and at the same time 
appropriate for meeting State expenditure”. Enlisting the challenges in the 
implementation of GST, he said one of the biggest tasks was to conceptualize a 
model, which will fetch adequate revenues for the Centre and States, but that too 
with a lower rate.  

Dr. Shome identified six major challenges that policy makers need to overcome for 
introduction of GST. These include issues relating to Constitutional provisions, tax 
assignments vis-à-vis revenue sharing, the overall level of rates, the type of rate 
structures, development of a common market, and successful operation of TINXSYS 
(Tax information exchange system).  

9.4 Appointment of Joint Working Group 
The real work started with the appointment of Joint Working Group (JWG) in May 
2007 by the Empowered Committee of State Finance Ministers to give 
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recommendations regarding detailed framework to be adopted for GST. JWG was 
given the task to suggest a model for the base and rate structure of GST.  

The Working Group consisted of the following members: 

a Dr. Parthasarathi 
Shome 

Adviser to Hon’ble Union Finance Minister. 
Permanent Invitee, Empowered Committee 

Convener 

b Shri Satish 
Chandra 

Member Secretary, Empowered Committee 
of State Finance Ministers 

Convener 

c Shri L.K. Gupta Joint Secretary (ST), Department of 
Revenue 

Member 

d Shri Gautam Ray Joint Secretary (TRU-I), Department of 
Revenue 

Member 

e Shri R. Sekar Joint Secretary (TRU-II), Department of 
Revenue 

Member 

f Shri P.K. Mohanty Joint Secretary (DBK), Department of 
Revenue 

Member 

g Secretaries/Principal Secretaries of Finance/Taxation from all 
the States and Union Territories 

Members 

9.5 Role of Joint Working Group 
The Joint Working Group was required to study the various models of GST existing 
globally and other relevant material available on the subject. It was also to identify 
the possible alternative models for introduction of GST in India and examine their 
various characteristics and assess their suitability in India’s fiscal federal context. 
After these studies, the Working Group had to present its findings before the 
Empowered Committee for decision on the most appropriate model for introduction 
of GST in India. 

The Working Group was also assigned the role to identify the Central Taxes and 
State Taxes which possess properties to be appropriately subsumed under GST. The 
Working Group was required to keep the following in mind: 



66 Background Material on GST 

(a)  GST should be so designed that it should be revenue neutral to the Centre and 
States. Interests of the Special Category, North Eastern State and Union 
Territories have to be especially kept in mind.  

(b)  The group should examine different models and see that power of levy, 
collection and appropriation of revenue needs to be vested in the Centre and 
the States by looking at the pros and cons.  

(c)  Various models suggested by the working group should ensure that double 
taxation is avoided.  

(d)  Working Group should ensure that the suggested model takes into account the 
problems faced during inter-State transactions and any revenue loss.  

(e)  Working Group should consider how zero rated goods and services and Non-
VAT items, such as, petroleum goods and alcohol might be treated under the 
new regime.  

(f)  The model to be developed should reflect the interest of the Centre, States, 
trade, industry, agriculture and services.  

9.6 Recommendations of Joint Working Group 
JWG submitted its report in November 2007 after making study of GST Acts of 
several countries and making study tours to Brazil, Australia and Singapore. The 
JWG of EC laid down various recommendations. Few of them are: 

(1)  GST, when it rolls out on 1st April 2010, shall have two components a Central 
tax and a single uniform State tax across the country. 

(2) A tax over and above GST, which may be levied by the States on tobacco, 
petroleum and liquor, may help the report to find favour with the States. 

(3) The GST may not have a dual VAT structure but a quadruple tax structure. It 
may have four components, namely: - 

(a) a Central tax on goods extending up to the retail level;  

(b) a Central service tax;  

(c) a State-VAT on goods; and  

(d) a State-VAT on services.  
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 Given the four-fold structure, there may be at least four-rate categories - one 
for each of the components given above. In this system, the taxpayer may be 
required to calculate tax liability separately for the different rates of tax. 

(4) The States must tax intra-State services while inter-State services must remain 
with the Centre.  

(5) Petroleum products, including crude, high-speed diesel and petrol, may 
remain outside the ambit of GST. 

(6) Elimination of the area-based and sectorial excise duty exemptions that are 
being given by the Centre. 

(7) Central cess, like education and oil cess may be kept outside the dual GST 
structure to be introduced from April 2010. Besides Central Cess, the EC of 
State Finance Ministers has also recommended to keep purchase tax and octroi, 
which are collected at State and local levels, outside the GST framework. 

(8) To keep Stamp duty, which is a good source of revenue for States, out of the 
purview of the GST. Stamp duty is levied on transfer of immovable like houses 
and land. 

(9) To keep levies, like the toll tax, environment tax and road tax, outside the GST 
ambit, as these are user charges. 

(10) If the levies are in the nature of user charges and royalty for use of minerals, 
and then they must be kept out of the purview of the proposed tax. 

9.7Constitution of the  13th Finance Commission  
The President constituted the Thirteenth Finance Commission under Article 280(1) 
of the Constitution. Dr. Vijay L. Kelkar, former Union Finance Secretary and Adviser 
to the Finance Minister was appointed as Chairman of the Commission. Shri B.K. 
Chaturvedi, Member, Planning Commission was appointed as  the part-time 
Member, and Dr. Indira Rajaraman, Emeritus Professor, National Institute of Public 
Finance and Policy, Dr. Abusaleh Shariff, Chief Economist, National Council of 
Applied Economic Research, Prof. Atul Sarma, Former Vice-Chancellor, Rajiv 
Gandhi University (formerly Arunachal University) as  the full time Members of the 
Commission. Shri Sumit Bose was the Secretary to the Commission. 
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The 13th Finance Commission was also required to study the likely impact of the 
proposed implementation of Goods and Services Act (GST) with effect from 1st 
April, 2010, including its impact on foreign trade.  

The recommendations of the 13th Finance Commission were to cover the period of 
five years from 1st April, 2010 to 31st March 2015. The Commission was expected to 
make available its report by 31st October, 2009. 

9.8 A clear roadmap to implement GST Needed 
At a workshop on Goods and Services Tax organised by the Indian Chamber of 
Commerce, several speakers, while welcoming the Government’s plan to launch the 
tax from next April, also emphasized the need for a clear roadmap on 
implementation of the new system of taxation to enable people at large and the 
business community, in particular, to familiarize themselves with the same, 
according to a press release issued by the chamber.   

  It was felt that the implementation of GST might require amendment to the 
Constitution authorizing the Centre to tax sale or supplies of goods outside factory 
gates at any point in the supply chain and to permit States to levy tax on services. 
Another key issue that needed to be addressed was the determination of the manner 
of application of GST on inter-State or cross-border transactions. 

[Source: The Hindu Business Line, dated 30/07/2009] 



 

A-10 
CHALLENGES BEFORE  
THE GOVERNMENT &  

TRANSITIONAL ISSUES 
 

10.1  Challenges before the Government 
Most concerns expressed about the implementation of GST can broadly be divided 
into three categories – 

A. Design issues 

B. Operational issues 

C. Infrastructure issues. 

A. Design issues  

The broad framework of GST is now clear. This is on the lines of the model 
approved by the Empowered Committee of the State Finance Ministers. The GST 
will be a dual tax with both Central and State GST component levied on the same 
base. Thus, all goods and services barring a few exceptions will be brought into the 
GST base. Importantly, there will be no distinction between goods and services for 
the purpose of the tax with a common legislation applicable to both.  

However, a number of issues remain to be resolved, which are under the consideration 
of the Empowered Committee. These issues include: - 

(a) Constitutional Amendments. Amongst other, significant are: 

 To shift the taxable event in case of excise duty from ‘manufacture’ to 
‘sale’. 

 To allow the States to levy tax on services. 

 To authorize the Union Government to impose tax on sale of goods 
which take place within the State. 
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 To authorize States to impose tax on sales of goods which take place in 
the course of inter-State trade or commerce. 

(b) Enactment of Legislations - It has been stated by the Hon’ble Finance Minister 
in his Budget speech for 2009-10 that the Centre and the States will each 
legislate, levy and administer the Central GST and State GST, respectively. 

(c) GST Rates: 

 Finalizing the rate structure – Separate RNR for Central GST and State 
GST. 

 Which tax/duty/cess will finally be subsumed in CGST and SGST 
respectively? 

 How many rates of tax would be there in GST. 

 Finalization of goods and services that will enjoy exemption, such as, 
food grains, education, health, etc. 

(d) Activities which will be exempted and zero rated. 

(e) Extensive definition of ‘goods’ and ‘services’. 

(f) Rules of supply for goods and services. 

(g) Seamless input tax credit removing all cascading effects. 

(h) Treatment of inter-State transaction of goods and services, determining the 
taxable event thereof and model of payment and collection of tax. 

(i) How to broaden the tax base. 

(j) To determine the threshold limit (basic exemption). 

(k) Non-Vatable goods and services; and other circumstances when input tax 
credit would be denied. 

(l) The framework for exemptions and composition. 

(m) Future of various existing exemptions under CENVAT and State VAT. 

(n) Taxation on the sale or purchase of goods declared by Parliament to be of 
special importance in inter-State trade or commerce, (declared goods) under 
Article 286(3) of the Constitution of India read with Sections 14 and 15 of the 
Central Sales Tax Act. 
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(o) The taxes to be charged on Long Duration Projects, say for three-four years. 

(p) To make Points of Taxation and place of Provision rules, etc. 

(q) Taxation of imports under GST. 

B. Operational issues 

(a) Common approach of the States, i.e., a common law, a common assessment 
procedure and even a common return. 

(b) Monitoring of inter-State trade, whether to abolish check-posts. 

(c) Sharing of information using comprehensive IT network. 

(d) Improving relations between the Centre and the States. 

C. Infrastructural Issues 

(a) IT infrastructure - A simple system for inter-State transactions and 
verification of dealers is essential to ensure tax compliance and check 
avoidance. Given the volume of such transactions, this system necessarily 
has to be IT based. The present Tax Information Exchange System 
(TINXSYS) does not appear to be fully operational across all States. There 
are asymmetric benefits to States in putting in place such infrastructure 
and this appears to be affecting their incentives to do so. 

(b) Decision on elimination of Check Posts to avoid enormous delays in 
road traffic, and reducing delivery times for goods.  

(c) Impact on Small Enterprises - The impact of GST on small enterprises is 
often cited a concern. On the State GST component, the position will be 
exactly the same as under the present VAT regime. There may be three 
categories of small enterprises in the GST regime:  

 Those below the threshold need not register for the GST.  

 Those between the threshold and composition turnovers might 
have the option to pay a turnover based tax or opt to join the GST 
regime. Given the possibilities of input tax credit, not all small 
enterprise may seek the turnover tax option.  

 The third category of small enterprises above the turnover 
threshold will need to be within the GST framework.  
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 Possible downward changes in the threshold in some States 
consequent to the introduction of GST may result in obligations 
being created for some dealers. In such cases suitable provisions 
could be made to provide direct assistance to the affected small 
enterprises, if considered desirable. 

 In respect of Central GST, the position is slightly more complex. 
Small scale units manufacturing specified goods are allowed 
exemption of excise up to a turnover of Rs 1.5 crores presently. 
These units, which may be required to register for payment of State 
GST, may see this as an additional cost. 

(d) Harmonization - For GST to be effective there should be identical GST 
laws across States as well as at the Centre. Moreover, not only the law but 
also the procedures relating to levy, assessment, collection and 
appropriation of the GST should be similar across States and the Centre. 

(e) There should be a thorough re-engineering of the departments of SGST 
and the CGST. This is to clearly define the responsibility, accountability 
and authority of both departments. The day-to-day operations should be 
assigned to the States. That is the dealers would register and submit their 
return to the State department where they are located. The dealers should 
interact with a single tax authority only. 

(f) Cross-verification of documents must be strengthened - In the absence 
of proper cross-verification; the dealers avoid tax payment and claim 
undue credit for taxable sales. Tax evasion can be prevented by setting 
up departments similar to centralized and regional anti-evasion 
organisation in France. 

(g) Common procedure for Levy, assessment, collection and appropriation 
- For industry to reduce the transaction and compliance costs, it is 
necessary that apart from a common law, implementation of the law be 
also similar across States. All stages of the taxation chain from the levy of 
the tax to its assessment, collection and appropriation should be similar. 
This would involve similar rules across the States dealing not only with 
assessments, audit, refunds, but also more basic issues, like registration, 
filing of returns, treatment of transportation of goods etc.  
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(h) A common dispute resolution mechanism as well as a mechanism for 
giving advance rulings would further facilitate trade and industry.  

(i) Persuasions of the State Government - Few State Governments have 
recently indicated their opposition to the implementation of GST at the 
present juncture. While their objections need to be carefully examined, it 
must also be recognized that while implementation of the GST is aimed 
at being revenue neutral to the States, it will be budget positive for the 
Government. This is because Governments are large purchasers in the 
market for their own consumption and their cost of procurement will 
come down significantly with the implementation of GST.  

(j) Role of the Finance Commission - It is possible that some States may 
want assurances that existing revenues will be protected when they 
implement GST. The Commission is willing to consider providing for 
compensation in order to advance the implementation of a “flawless” 
GST.  

(k) Training - Since the dual GST is considerably different from the present 
indirect tax regime, a massive training initiative would be required at 
both federal and State levels to familiarize the respective administrations 
with the concepts and procedures of the dual GST. However, the task is 
not limited to technical training but also extends to a similar effort to re-
orient the attitude and approach of the tax administration in order to 
achieve a fundamental change in mindset. 

10.2 Compensation Package to the States for Losses 
Another major challenge before the Government is to finalize the compensation 
package for the States in case of loss due to implementation of the GST. 

State Finance Ministers, at a pre-budget meeting with the then Finance Minister Sh. 
Pranab Mukherjee, demanded that the Center should compensate States for any loss 
of revenue following implementation of the GST. Although the Centre is mulling a 
five-year compensation programme, States are of the view that there should not be 
any time-frame for compensation scheme.      

Under the GST structure, the tax would be collected by the States where the goods 
or services are consumed, and hence losses could be heavy for the producer States 
and the Centre would be required to compensate them for loss of revenue.  



74 Background Material on GST 

The Centre had earlier come out with a similar scheme to compensate States for loss of 
revenue following implementation of value added tax (VAT), which came into effect 
from April 1, 2005. The compensation structure was 100% in the first year, 75% in the 
second year and 50% in the third year. Compensation was also provided to the States 
for loss of revenue due reduction in CST rate from 4% to 2%. 

CHALLENGES 

Given the above context, let us look at some of the challenges. 

GST rates 

Clearly, arriving at the appropriate GST rates is the fundamental challenge. The 
Empowered Committee (EC) has set up a Working Group to address this issue and 
the group is likely to finalize its recommendations in the near future. As yet, no 
official confirmation of the GST rates is available. According to information available 
in the public domain, it appears that the aggregate rate of GST, on both goods and 
services, is likely to be in the range of 14 per cent to 16 per cent, with a high 
probability of introduction of the 16 per cent rate. The question remains as to 
whether the GST rate on goods at the Federal and State levels ought to be a single or 
a multiple one. It is most likely that the GST on goods would comprise at least of 
two nominal rates and a zero rate would also be present for exports and for 
specified goods. It would, thus, be a three-rate structure, at the least. There are many 
other dimensions to this debate. With regard to the Federal and the State GST rate 
on services, the country needs to come to terms with the fact that the GST rate on 
services will be at par with that on goods. Given that there is no State service tax at 
the moment, this would mean a significant enhancement in the aggregate incidence 
of taxation of services. 

Constitutional changes 

Another fundamental challenge is with regard to the Statute. Evidently, the GST law 
needs to be written from first principles and the present myriad indirect tax laws 
such as the Central Excise Act, 1944, the Finance Act, 1994 as well as various State 
VAT Acts need to be replaced by a new legislation relating to the GST. In addition, 
various amendments/ modifications to the Constitution would also be required, 
based on the particular dual GST model that will be finally adopted. This challenge 
is a formidable one. It is unclear whether enough preparatory work has been done 
and how soon it can be completed. 
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Inter-State transactions 

A key challenge under the dual GST model concerns the taxation of inter-State 
supplies of goods and services. Given that the existing taxable events of 
manufacture and sale of goods under the present excise and VAT regimes 
respectively will no longer be relevant, it would be essential to draw up 
comprehensive rules for identifying the time and the place of ‘supplies’ of goods 
and services in order to tax them appropriately. The problem is limited to the State 
GST on such inter-State supplies since the Federal GST would, in any event, be 
charged and collected by the Federal Government. Here again, it is understood that 
a specific Working Group has been formed within the EC to come up with 
recommendations on the taxation of such inter-State supplies. Since the Central Sales 
Tax, which is relevant for inter-State sales of goods, is scheduled to go down to zero 
with the introduction of the GST, and since there is presently no service tax at the 
State level, the final model of taxation of inter-State supplies of goods and services 
under the GST would need to evolve through a mature give-and-take approach 
between the Centre and the States in the EC. This consensual approach is key to the 
successful implementation of the GST. 

Threshold levels 

It is well-recognized that GST is inherently a tax which only reasonably-sized 
businesses can comply with, for several reasons. Consequently, it is the universal 
practice not to extend the GST to taxpayers below a certain size. Hence, a key 
decision needs to be taken with respect to the threshold of turnover for dealers 
which would determine the cut-off for inclusion within the ambit of the GST. In 
India, this discussion is made complex because of the present varying levels of 
exemption threshold that exist under the federal excise and service tax as also 
under the State VAT regimes. The relevant threshold under excise is Rs. 1.5 crore 
and that under service tax is Rs. 10 lakh. As regards the State VAT, varying 
threshold exist ranging from Rs. 10 lakh to Rs. 20 lakh. There are serious equity 
considerations that need to be kept in mind and a final decision on threshold will 
inevitably be influenced by political compulsions. 

IT readiness 

It is, by now, quite clear that a successful implementation of the dual GST is based 
on substantive IT capability both at the tax administration level and at the taxpayer 
level. While efforts are going on to implement an all-India VAT data exchange and 
validation model called the TINSYS, significant additional investment required in 
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either scaling up this system to cater to the GST or, alternatively, to put in place an 
entirely independent IT infrastructure to administer the tax. 

Training 

Finally, since the dual GST is considerably different from the present indirect tax 
regime, a massive training initiative would be required at both federal and State 
levels to familiarize the respective administrations with the concepts and procedures 
of the dual GST. However, the task is not limited to technical training but also 
extends to a similar effort made to re-orient the attitude and approach of the tax 
administration in order to achieve a fundamental change in mindset. The knowledge 
and awareness of the GST, at both Federal and State levels, at the staff and 
operational levels at present is almost non-existent and the challenge in regard to 
training is, thus, perhaps the most formidable of all that have been discussed in this 
article. 

Therefore, it is now universally acknowledged and recognized that the GST, in 
whatever form, should be introduced at the earliest as a fundamental fiscal reform 
measure. If we are really serious about the early introduction policy makers, as also 
the tax administrations at the Federal and State levels, need to be immediately 
galvanised into action under a clearly laid-out timetable for introduction and 
implementation. 



 

A-11 
IMPACT ON KEY INDUSTRIES / 

SECTORS 
 

11.1 India’s GST Model 
With the announcement of Finance Minister in Budget Speech 2009-10, it is now 
clear that India’s GST will be a “Dual GST”. Both, Central Government and the State 
Governments will levy respective GST concurrently on a common base value. Thus, 
all goods and services, barring a few exceptions, will be brought into the GST base. 
Importantly, there will be no distinction between goods and services for the purpose 
of imposition of tax. 

11.2 Impact – Generally 
(a) Change in law, concept and procedure: Since it is a major indirect tax reform in 

India, there would be new legislations and procedures. The industry, traders 
and professionals would be required to devote a lot of time in understanding 
the new concept. 

 Industries’ gains or losses, depending upon the existing laws that are settled, 
need examination afresh especially when the repealed laws will have no 
significance at all. The entire indirect tax code will be a new one and any 
comparison with the old laws will be doing disfavour to the new legislations. 

(b) Change in tax-rates: The standard rate of 12% adopted for CENVAT, Service Tax 
rate of 12%, along with residuary rate of VAT at 12.5% brings the overall rate 
to 25%-30%. But, post GST, it is likely to be in the range of 18%-20%; a net gain 
of almost 6%-10%. 

Therefore, most of the dealers would experience the change in tax rates, either 
significantly or marginally. Therefore, they would be required to conduct a 
detailed study of the changed scenario. 

(c) Changed system of tax credit: The GST will facilitate seamless credit across the 
entire supply chain and across all States under a common tax base. The current 
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framework allows limited inter-levy credits between excise duty (tax on 
manufacture) and service tax However, presently, no cross credits are available 
across these taxes and the sales tax paid (on input) or payable (on output). 
Introduction of GST should thus rationalize tax content in product price, 
enhance the ability of companies to compete globally, and possibly trickle 
down to benefit the ultimate consumer. 

However, it is learnt that under the proposed GST regime, the Centre will give 
input tax credit (set off) only for Central GST and the States will give input tax 
credit only for State GST. Cross-utilisation of credit between Central GST and 
State GST will not be allowed. Nevertheless, the dealers could claim set-off 
within the respective heads.  

Presently, input tax credit is available under the Excise Duty and Service Tax 
on payment basis. However, under the State VAT, it is allowable on the basis 
of tax invoice, irrespective of date of payment. It is probable that tax credit 
under GST would be available on the payment basis. The dealers, who are 
presently registered under the VAT only, will have to accordingly adjust their 
business norms to avoid unnecessary blockage of working capital for payment 
of tax.  

(d) Stock transfers from one State to another: Presently, such transfers take place free 
of tax against Form F. However, under the GST, stock transfers from one State 
to other to one’s branch or consignment agent might be treated as inter-State 
sale. 

(e) Stock transfers to branches/consignment agents within the State: Presently, 
treatment of these transactions varies from State to State. However, under GST, 
these transfers might also be subject to tax, unless  the BIN of transferor and 
transferee is same. 

For Example if a dealer is transferring any goods or service from one branch in 
a State to other branch in the same State having the same BIN (Business 
Identification Number) the Dealer   would not be   liable to pay GST on such 
transaction.    

(f) Sale vs. Service: Presently, in a number of cases, particularly, transfer of 
intangible goods suffers the VAT as well as Service Tax. This issue could be 
resolved in GST by redefining the both definitions. This will reduce perennial 
litigation on this issue. 
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(g) Situs Issue: Since it is the Dual GST, situs issue, i.e., where a transaction is 
taxable, may continue, causing stupendous litigation. However, if the overall 
principles of GST are practiced seriously by all the stake holders, this may 
ultimately finish litigation on this issue. 

(h) Industries will have to learn to redesign their business procurement models to 
optimize tax outgo.  

(i) All existing contracts may go under changes; industry has to examine the impact 
without delay and go for amendments etc., or they might have to face losses. 

(j) GST will be based on HSN: It will reduce the interpretational issues in respect of 
class of commodities.  

(k) Grey-market operators: Will have a field day; with total GST levy likely to be in 
the range of 20%-22%; hence industry will have to take all precautions to 
ensure such operators are curbed by the Government very seriously. Especially 
on consumer goods markets, this phenomenon has been playing havoc in 
countries where GST was introduced. With high tax rate on purchase and sale 
of goods; the greed will only increase. 

(l) Upgradation of Software: Dealers and service providers need to upgrade their 
accounting and tax software. In the modern world, when all large  companies 
have sophisticated software like SAP etc., to upgrade and customize the same 
will be a big challenge to the software companies. Huge Cost to begin with; 
continuous training and development of people at each level and continuous 
updation of all operating system. 

(m) Training: Comprehensive training will be required to the staff members of the 
business community, both at senior level and also at junior level. Further, the 
scope of such training should be extended to the marketing personnel, apart 
from accountants and legal department.  

(n) Competent Professionals: At present, the industry, generally, has separate 
consultants for Excise Duty, Service Tax and VAT. With the merger of all three 
major taxes, they might require only a single consultant who can handle their 
GST matters. 
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11.3  Impact on specific Sector 

11.3.1 Agriculture  

In India, food items are generally exempt from the CENVAT. However, many food 
items, including food grains and cereals, attract the State VAT at the rate of 4% in 
many States. In Delhi, these are exempt from VAT. However, exemption under the 
State VAT is restricted to unprocessed food, e.g., fresh fruits and vegetables, meat 
and eggs, and coarse grains.  

These items may be subject to tax in GST at a lower rate, which is likely to be 8% 
(combined GST rate), which, if so, will certainly make these items dearer by 4%. 

The alternative of exempting (or zero rating) food altogether would not be any 
better, which would certainly have an adverse impact on the Revenue Neutral Rate. 
While the poor would pay less tax on food, they would pay more on other items in 
their consumption basket. Whether and to what extent they would be better off 
would depend on the composition of their consumption basket. 

11.3.2 Traders  

 Central Sales Tax Act: Since CST Act will be abolished, no sale or purchase 
could take place against Form C. Moreover, inter-State purchases (against 
Form C) presently costs minimum @2% of the purchase price (non-vatable), 
whereas, in GST, the traders would be saved from this non-vatable burden.  

 Requirement of additional working capital: There are various models 
suggested for payment of tax on inter-State transactions. PVAT model (full tax 
paid by seller) and Post VAT model (tax paid by the buyer in his State) must be 
discouraged since gross tax will first be paid, and then, claimed as refund by 
the seller from the Department, which would require a lot of additional 
working capital.  

 No subsequent sale under the CST Act against Form E-I/II: Such exemption 
under section 6(2) of the CST Act might be withdrawn. 

11.3.3 Manufacturers  

The activity of manufacture is subjected to CENVAT levied and administered by 
Union Government. CENVAT has a VAT mechanism and is creditable against 
CENVAT and Service tax. As CENVAT is imposed by the Union Government, the 
rates of tax are uniform across the country and no complications are created by 



Impact on Key Industries/Sectors 81 

movement of goods throughout the country. Threshold limit under the excise duty 
is Rs. 1.5 crores. In addition to excise duty, they are also liable to pay central sales 
tax/VAT, and sometimes, service tax. 

Following are the main impacts on the manufacturers:  

 Manufacturers having turnover less than Rs. 1.5 Crores: Under the proposed 
GST, States will assume the responsibility for administering the Central GST of 
dealers having gross turnover of less than Rs. 1.5 crores, whereas such dealers 
are presently exempt under the Central Excise (CENVAT). This would 
adversely impact the tiny sector and household industry. 

 Purchasing capital goods against Form C from other States:  Under the State 
VAT, the manufactures are facing certain restrictions in respect of eligibility of 
input tax credit on capital goods. To avoid the same, they can purchase such 
capital goods from other States at a concessional rate of tax against Form C. 
However, with the withdrawn of form C under the GST, they have to redesign 
their procurement model.  

 Valuation for the purpose of Excise Duty: With the shift of taxable event from 
‘manufacture’ to ‘sale’, confusion in respect of valuation of goods for the 
purpose of levy of CENVAT will be removed to a great extent. Under the GST, 
sale consideration will be subject to GST.  

 Other impacts: Same as to those on Traders – Refer Para . 11.3.2. 

11.3.4 Works Contractors  

Works contracts can straddle three taxable activities as per the current law. There is 
supply of goods, then, due to the very nature of the contract, there is supply of 
services. Further, if in the process of completing the works contract a new 
commodity comes into existence, there is the taxable event of manufacture. 

As of now, the supply of goods is taxable in the form of Value Added Tax (VAT), 
while the services element is taxable as service tax. If a new commodity comes into 
existence, in the process of executing a works contract, then, Central Excise duty 
may be levied. Hence, different aspects of the same activity have a potential to be 
taxed by different Statutes. 

In law, this is covered by the doctrine of aspects. However, there have been differing 
views of the Supreme Court and the High Courts on the applicability of this theory. 
The final word of the Apex court in  BSNL and Others vs. Union of India (SC 2006)[Give  
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correct citation]  was that the aspects doctrine pertains to legislative competence and 
not the application of taxation on the same components of a transaction. 

At present, State VAT laws have specific provisions for taxing works contracts. To 
avoid taxing the services element, these laws and associated rules provide for either 
separation of labour and materials or percentage deductions in transaction value. 
The Central Statute of service tax has also provided for similar treatment to avoid 
taxation of sale of goods as part of a works contract. 

With the probable introduction of GST in India, it is expected that simplification 
and consolidation of taxes would lead to multitude of case laws and legislative 
history on works contracts becoming irrelevant. 

The overarching concept in a GST is one of supply which subsumes the concepts of 
sale of goods, provision of services and manufacture. If States and the Central 
Government share the powers of taxing services and goods, the separation instituted 
between provision of services and sale of goods, for segregation of taxing powers, will 
become redundant. The elaborate schema of deductions and credits for taxing works 
contracts may slide into history. 

This, of course, is based on the premise that GST will have a simple structure, and 
goods as well as services will be taxed on a uniform rate. Multiplicity of rates in 
goods or services in GST may lead to complexity of interpretation as well as 
implementation. 

Other impacts on the contractors are as under: - 

 Interpretational Issues: Complexities and confusion presently faced might be 
resolved in the GST to a great extent, as follows:  

— Whether a given activity is a works contract or a sale. 

— When a transaction relating to works contract does takes place in the 
course of inter-State trade and commerce. 

— Can tax be levied on goods, having a nominal value, which are transferred 
incidentally while executing a works contract. 

— Determination of taxable turnover and manner of raising invoice by the 
contractor and sub-contractor respectively. 

— How much consideration is taxable under the VAT/CST and how much 
under service tax, and so on. 
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 Goods fabricated at site: Presently, the contractors are generally liable to either 
VAT or the Service Tax; and are not liable to CENVAT, either due to certain 
specific exemptions or since the goods fabricated by them are not marketable 
commodities. Therefore, the contractors are liable only for a tax of maximum of 
12.5%. However, these exemptions and interpretations might go away in GST 
and the contractors would be liable to a total tax of 16% to 20%, leaving an 
additional tax of 4% to 8%; particularly, in relation to building projects where 
the contractee could not get through  benefit of input tax credit. 

 No subsequent sale under the CST Act against Form E-I/II: The contractors are 
generally engaged in subsequent sales and high seas sales to the Contractee. 
However, in GST, in the absence of such exemptions, they have to change their 
execution and revenue model. 

11.3.5 Leasing Companies  

 Interpretational Issues: Like, the works contractors, leasing companies and the 
persons engaged in renting activities are facing, sometimes, the dual taxation: 
both under the VAT and Service Tax. If there is transfer of right to use goods 
involving transfer of effective control and possession, then it is subject to VAT; 
otherwise, it is  subject to service tax. However, to decide the exact nature is to 
invite the litigation. Therefore, GST might bring a relief to such Companies in 
deciding: - 

— Whether transaction is subject to VAT or service tax. 

— When does a transaction relating to transfer of right to use goods takes 
place in the course of inter-State trade and commerce. 

— Where is situs of a transaction of transfer of right to use movable goods. 

11.3.6 Power Sector  

Power to levy tax on the consumption or sale of electricity vests with the State 
Governments under Entry No. 53 in List II of Seventh Schedule of the Constitution of 
India. Though electricity is “goods”, sales tax is not imposed on sale of electricity in 
India. Therefore, it is tax-free goods. 

The noteworthy advantage available to the Power Companies is that they can 
purchase goods for generation and distribution of electricity from other States at a 
concessional rate of tax (CST) of 2%.  
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With the abolition of CST Act and inability of these companies to purchase at 
concessional rate, this sector will certainly be adversely affected, unless sale of 
electricity is brought within the scope of GST and set-off of input tax credit is 
allowed for tax paid on purchases. 

11.3.7 Telecommunication  

Revenue of telecommunication sector is either subject to service tax or the VAT. 
Therefore, GST would not have any adverse impact of this sector, except that 
which may arise due to variation in tax rates. However, for certain activities, e.g., 
sale of sim cards, rental on telecom equipments and composite transactions (such 
as, sale of phone instrument with talk time), confusion persists whether such 
activities are subject to service tax or sales tax, or both. With the integration of 
service tax and VAT into the GST, such controversy will be resolved to a great 
extent.   

Similar to Power Companies, Telecom Companies can also purchase goods for 
telecommunication network from other States at a concessional rate of tax (CST) of 
2%. With the abolition of Central Sales Tax Act and inability of these companies to 
purchase at concessional rate, these companies could claim input tax credit on 
capital goods since their activities would be subject to GST. 

11.3.8 Intangible goods  

Controversy in relation to transfer of intangible goods (such as software, intellectual 
property rights, goodwill, copyright, etc.) in respect of taxability, i.e., whether 
taxable under the service tax or VAT or both, will definitely be resolved. Generally, 
in other countries, transfer of intangible goods is taxed as service.    

11.3.9 Exempt units 

These exemptions can be classified into two parts: 

(a)  Area based exemption, such as, North East, J&K etc. – These exemptions might 
continue till their current eligibility period. 

(b)  Product based exemption, such as, exemptions available in Himachal Pradesh, 
Uttarakhand, etc. – These exemptions might be converted into cash refund.   

Considerable litigation on this issue is expected post GST era. It is better that such 
exempt units start dialogue with the respective Governments immediately and 
ensure their benefits are incorporated into the new Enactment. Once the old Acts are 
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repealed without a saving clause in clear words, the Governments will be helpless to 
give benefits. 

11.3.10 Certain petroleum, liquor and tobacco products 

There are indications that certain components of petroleum, liquor and tobacco shall 
be kept outside the GST.  

At present these products are known as demerit goods and are taxable not only at 
higher rate of tax but also subject to multiple taxes. However, these products 
contribute a major share to the total Government revenue. 

By excluding these products from GST, its manufacturers would be adversely 
affected by cascading effect since they could not claim full input tax credit. 

11.3.11 International Trade 

Importers of goods and services may be affected under the GST regime due to - 

 probable withdrawal of exemption high-seas sales under the CST Act (subject 
to amendment in the Constitution); and 

 the impact which may arise due to change in tax rates. 

Exporters of goods and services shall continue to be zero rated and will be eligible to 
claim refund of input tax credit. 

11.3.12 Land & Real Estate  

It is not yet clear whether land and real estate would form part of GST. However, in 
many countries (e.g., in Australia, New Zealand, Canada, and South Africa), for the 
purpose of imposing GST/VAT, housing and construction services are treated like 
any other commodity. Thus, when a real estate developer builds and sells a home, it 
is subject to VAT on the full selling price, which would include the cost of land, 
building materials, and construction services. Commercial buildings and factory 
sales are also taxable in the same way, as are rental charges for leasing of industrial 
and commercial buildings. However, there are only two exceptions: (1) resale of 
used homes and private dwellings, and (2) rental of dwellings. 

As per Poddar-Ahmad working paper, conceptually, it is appropriate to include 
land and real property in the GST base. To exclude them would, in fact, lead to 
economic distortions and invite unnecessary classification disputes as to what 
constitutes supply of real property. In the case of commercial and industrial land 
and buildings, their exclusion from the base would lead to tax cascading through 
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blockage of input taxes on construction materials and services. It is for this reason 
that even under the European system, an option is allowed to VAT registrants to 
elect to treat such supplies as taxable. 

Further, the State VAT and the Service Tax already apply to construction materials 
and services respectively, but in a complex manner. For example, there is significant 
uncertainty whether or not a pre-construction agreement to sell a new building is a 
works contract and subject to VAT. Where the VAT does apply, disputes arise about 
the allocation of the sale price to land, goods, and services. While land is the only 
major element that does not attract tax, the tax rates applicable to goods and services 
differ, necessitating a precise delineation of the two. Extending the GST to all real 
property supplies, including construction materials and services, would bring an end 
to such disputes, simplify the structure, and enhance the overall economic efficiency 
of the tax.  

One potential argument against the levy of GST to land and real property would be 
that they already attract  stamp duty. As per the said Working Paper, this argument 
can be quickly discarded, as the purpose and structure of the stamp duty is quite 
different from that of the GST. Stamp duty is a cascading tax on each conveyance of 
title to real property, whereas the GST is a tax on final consumer expenditures. Thus, 
the two taxes cannot be viewed as substitutes. However, the application of GST to real 
property transactions does warrant a review of the structure and rates of stamp duties 
and registration fees. The rates should be lowered and the structure rationalized when 
the GST is introduced.  

11.3.13 Service Providers 

Presently, services are taxed at the place of rendering; however in GST, they would 
be taxed at the place of consumption. If services are rendered from one State to 
another, then tax would ultimately go to the consuming State. Therefore, in terms of 
procedure, their compliance will increase substantially. 

Moreover, more than 40 services will be transferred to the States. Further, their base 
may further be widened by specifying more services or withdrawing the existing 
exemptions. 

With the inclusion of VAT and Service Tax into GST, the controversy as to the nature 
of activity will be resolved. Moreover, disputes as to availability of certain 
exemption towards value of goods sold (such as photography services) will also be 
put to rest. 
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11.4 Conclusion 
All stake holders need to get ready for a Dual GST – whether we like it or not. Tax is 
money and whether the stake holders will gain or loss depends upon the tax 
schedules, final GST rates and the laws that are framed for availing input tax credit 
on item-to-item basis or on cross basis. The stake holders need to take immediate 
steps and start discussions, industry specific, to frame their final view on the draft 
legislation, as and when released.   

We would only say that the impact will be tremendous; laws will be simplified and 
if the stake holders rightly understand the intricacies of the law, take timely steps to 
upgrade their software and systems; the financial gains will be all pervasive. 

The exact impact of GST on various industries could be quantified only after the 
release of, at least, draft legislation. A good gesture can be inverted if it is done in a 
wrongful manner. That is, if the provisions  are susceptible to  conflicting  
interpretations, or  drafted erroneously, definitely, with the continuance of litigation 
the  entire process and purpose of the reform will be adversely affected. 



 

A-12 
EXPECTATIONS OF INDUSTRY  

FROM GST 
 

[Based on Papers by Experts in Industries and Media Reports] 

12.1 Expectations from GST in general 
A.  Expectations from the Central & State Government – Gearing up by both 
Governments for GST  

(a)  Centre-State interaction  

 Considering the federal nature of our country and Centre – State relationships, 
Central Government should be prepared to pass more powers of taxation to 
the States and share more revenue with the States, if GST has to be successful.  

(b)  Constitutional amendments  

 Under the scheme of our Constitution, no tax can be levied without the 
authority of law. Power to levy tax on goods and services are vested with both 
Central Government and State Government under Article 246 and List-I and 
List-II of the VII Schedule of the Constitution of India. Neither the Central 
Government nor the State Government can usurp the powers of others without 
amending several provisions of the Constitution.  

(c) Stability of GST Act and Rates  

 As recommended by Dr. Kelkar, there should be an agreement between 
Central Government and all State Governments that there should not be any 
change in the GST Act or rates without concurrence of both Central and State 
Governments.  Only this can lead to stability of GST Act and will give global 
reputation to Indian continent. Such gearing up for GST by the two tiers of 
Government is the industries’ expectation because it will facilitate smooth 
introduction and operations of GST.  
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(d)  Re-engineering of Central & State employees  

 There should be a thorough re-engineering of the department of GST at 
Central level as well as State level. This is very much required to clearly define, 
understand and administer functions in such a way that the responsibility, 
accountability and authority of each tax department at the Central and State 
level are clearly understood.  

(e)  Single Authority to deal with  

 As it is known that the  number of officials at the  Centre  is less as compared 
to State level officials, it is expected that Central officials be assigned special 
task to monitor the operations of large dealers (who have pan India 
operations) under CGST and SGST. The day to day operations related to 
registration, payment of tax and submission of returns for all the dealers 
(irrespective of their size) should be assigned to the State. The assesses with 
specific turnover, say, upto Rs. 500 Crore and the assesses whose operations 
are limited to one State only should be assessed by State Department for both 
CGST and SGST. In general, the idea is that assesses should interact with  a 
single tax authority only.  

 Presently, under the recommendation of Joint Working Group, CGST will be 
monitored by the Central Government and SGST will be monitored by the 
State Government. It means that assesses will have to deal with two authorities 
which may be unacceptable by all dealers. Because from the past practical 
experience, everyone knows that interpretations, procedures, whims and 
approach widely differ at both levels. If this happens, then instead of helping, 
GST will create more harassment and nuisance.  

(f)  Verification Agency  

 Cross verification of documents should be strengthened under GST to avoid 
evasion and wrong claims. In France, the Government has created an  
organization called “National Directorate of Verification” which verifies 
transactions above 300 million Francs, involving national and international 
dealings. Similarly, there is Regional Directorate of Verification which verifies 
similar transactions within the districts / divisions. Similar arrangements 
should be made under Indian GST regime also.  
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(g)  MIS amongst different Government Departments  

 MIS has to be an integrated activity of the CGST and SGST offices as well as 
other Government Departments.  

 The integration of activities of CGST, SGST, customs and income tax through 
PAN number - TINXYS should be an essential part of GST regime.  

(h)  Creation of IT infrastructure – GST Public Services Offices  

 Cross verification, MIS and interaction between different departments and 
dealers necessitate complete computerization of all Government departments 
in all States and availability of computer facility with each and every dealer 
covered under GST. Even today, it is observed that computers and internet 
facilities are not easily available in villages and towns. Lack of knowledge of 
computer in such areas is a hard reality. Therefore, there is a need to bring the 
awareness about the computer amongst the dealers across India. In the initial 
period of five years, opening of Government sponsored kiosk at various 
centers facilitating compliance of law through internet and computers should 
be seriously considered. In fact, we are reminded of Mr. Sam Pitroda who 
created the Center for Development of Telematics (C-DOT), an autonomous 
telecom R&D organization which made yellow signed Public Call Offices 
(PCO) ubiquitous throughout India. In the same fashion, it  is  expected  that 
GST PSO (Public Service Offices) should be created in every town in the form 
of computer kiosks.  

 Currently,Mr.  Nandan Nilekani has been given  the responsibility for creating 
the required IT structure for GST wherein 3 major services i.e. registration, 
return and payments will likely be provided . The technology partner for 
operating the structure would be NSDL. 

(i)  Training of Staff  

 Today excise and service tax officials do not know much about VAT 
provisions. Similarly, State employees administering VAT Act do not know 
excise and service tax provisions. Thus, both Central and State staff will 
require learning and training in the administration of GST Act. Further, staff 
needs to be trained in computer operations also. 

B.  Expectations from the GST Acts  

(a) Uniformity in the rates of tax, definitions and provisions across the States.  
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(b)  Inter-changeable set-off/credit of Central GST and State GST.  

(c) No SGST on CGST or vice-a-versa - As per legal position as on today, sales 
tax/VAT is charged on excise duty element also. Under the new system, excise 
duty, i.e., CGST will be levied on each value added transactions upto consumers. 
It means that, SGST will further increase on such element with each value added 
transaction. For example, if CGST is 10% and SGST is also 10%, with each value 
added transaction, there will be additional burden of 1% of SGST (10% SGST on 
10% CGST). Ultimately, there will be a heavy burden on consumers. Hence, it is 
highly recommend that no SGST should be levied on any CGST element, or vice-
a-versa; and both taxes to be levied at the common base. 

(d)  Inter-State transactions: It is presumed that Central Sales Tax will be phased 
out with the introduction of GST, but issue of GST on inter-State transactions 
will be there. Proper mechanism needs to be introduced so that dealers get input 
credits for any GST levied on inter-State transactions. Only this can avoid 
cascading effect in the real sense.  

(e) Uniformity across the States in procedures relating to granting of 
registrations, preparation of bills, filing of returns, scrutiny of returns, 
assessments, granting of refund, audit, cross-verification, appeal, allowance 
of credit notes, etc. 

(f)  While VAT has been implemented in most of the States w.e.f. 01.04.2005 and 
by other States subsequently, the State machinery is still engrossed in the 
pending work related to assessment, appeals etc. relating to previous sales tax 
regime in all States. As a result, many officers are not well equipped with the 
VAT laws, which is not desirable. Hence, it is highly expected that when GST 
is planned to be implemented with effect from 01.04.2010, all steps are taken to 
ensure that no pending work relating to either sales tax, VAT or other indirect 
taxes remains outstanding so that everybody can concentrate on the new law. 
It is therefore, suggested that some schemes for summary disposal for all the 
pending cases should be pronounced before GST comes into operation. In such 
schemes, the approach should be to lure almost all the dealers to settle their all 
the disputes rather than miserly offering schemes, which do not help in 
achieving the objective of the scheme.  

C.   A clear Roadmap  

Recently, at a workshop on Goods and Services Tax organised by the Indian 
Chamber of Commerce, the need for a clear roadmap on implementation of the new 
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system of taxation was emphasized to enable people at large and the business 
community, in particular, to familiarize themselves with the same. 

12.2 Expectations of Works Contractors 
A transaction of  works contract, which was immune from any tax till the 46th 
Constitutional Amendment in 1982, is now, sometimes, taxed twice; firstly as sale by 
the State Government and secondly as service by the Central Government. The tax 
payer, who along with his consultants is under confusion till date as to which tax to 
be levied on which portion, is left in the hands of both the imposition authorities 
and the Courts to litigate the matter. 

A. Competing Taxes 

Works contracts can straddle three taxable activities as per the current law. There is 
of course supply of goods. Then, due to the very nature of the contract, there is 
supply of services. Further, if in the process of completing the works contract, a new 
commodity comes into existence, there is the taxable event of manufacture. 

As of now, the supply of goods is taxable in the form of Value Added Tax (VAT), 
while the services element is taxable as service tax. If a new commodity comes into 
existence, in the process of executing a works contract, then, at least in theory, 
Central Excise duty may be levied. Hence, different aspects of the same activity have 
a potential to be taxed by different Statutes. 

B. Legislative, judicial background 

In law, this is covered by the doctrine of aspects. However, there have been differing 
views of the Supreme Court and the High Courts on the applicability of this theory. 
The final word of the Apex court in BSNL and Others vs. Union of India (SC 2006) was 
that the aspects doctrine pertains to legislative competence and not the application 
of taxation on the same components of a transaction. 

C. Present Status  

At present, State VAT laws have specific provisions for taxing works contracts. To 
avoid taxing the services element, these laws and associated rules provide for either 
separation of labour and materials or percentage deductions in transaction value. 

Another method is of prescription of a lower rate of tax in a composition/lump-sum 
scheme for works contracts. The service tax law has also provided for similar 
treatment to avoid taxation of sale of goods as part of a works contract. 
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As far as Central Excise is concerned, the law seeks to preclude the applicability of 
service tax wherever the activity amounts to manufacture. In case the works contract 
leads to an immoveable property coming into existence, the operation of Central 
Excise levy anyway is out of question, as only goods can be taxed. 

The actual picture on the ground is however not as clear. Disputes on taxability and 
taxable value for the three competing taxes still refuse to fade away. 

D. Opportunity in GST 

Taxes on works contracts assume significance for the real estate/construction 
industry and those engaged in erection, commissioning and installation of plant and 
machinery. In these activities, apart from taxability, the concepts of right to use, 
credit of capital goods, and usage of consumables also come into play giving rise to 
various tax consequences. 

With the probable introduction of GST in India, it is expected that simplification and 
consolidation of taxes would lead to multitude of case laws and legislative history 
on works contracts becoming irrelevant. 

The overarching concept in a GST is one of supply which subsumes the concepts of 
sale of goods, provision of services and manufacture. If States and the Central 
Government share the powers of taxing services and goods, the separation instituted 
between provision of services and sale of goods, for segregation of taxing powers, 
will become redundant. The elaborate scheme of deductions and credits for taxing 
works contracts may slide into history.  

This, of course, is based on the premise that GST will have a simple structure; and 
goods as well as services will be taxed on a uniform rate. Multiplicity of rates in 
goods or services in GST may lead to complexity of interpretation as well as 
implementation. 

12.3 Expectations to have Kelkar’s GST 
Following were the expectations of Chairman of 13th Finance Commission, Dr. Vijay 
Kelkar who has always pitched for the introduction of GST: 

A well designed destination-based GST on all goods and services should be the most 
elegant method of eliminating distortions and taxing consumption.  
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 Under this structure, all stages of production and distribution should be 
interpreted as a mere tax pass-through, and the tax essentially ’sticks’ on the 
final consumption within the taxing jurisdiction.  

 The introduction of GST should also bring about a macro-economic dividend, as 
it reduces the overall incidence of indirect taxation, and therefore, the overall 
tax burden by removing many adverse features of the present sales tax system.  

 The effective revenue neutral rate at which GST can be implemented should be 
far lower than 30% indicating a significant reduction in the effective tax burden 
on our economic agents.  

 The comprehensive GST should fully eliminate the export of taxes and 
improve international competition. This, in turn, should help in increasing the 
production and exports of labor-intensive manufacturers and also, boost 
employment in our economy.  

 Considering the high level of distortions in the indirect tax system, one can 
argue that the real output effect of a well implemented GST in India would be 
at least 1.4% of the GDP in Canada. This amounts to $15 billion annually, 
implying that the economic value of GST reforms would, at a modest 3% 
discount rate, be close to half a trillion dollars or 50% of the country’s present 
GDP.  

 More importantly, this means potentially creating an additional productive 
employment for as many as 4 to 5 million persons. Introduction of GST would 
also be a reform measure whose economic impact will rival that of the 
elimination of licensing in 1991.  

 The existing tax system introduces myriad distortions which favour some goods 
and services at the expense of others. Such distortions in our tax system are also 
adversely affecting the growth of manufacturers, particularly labor-intensive 
manufacturers, who are extremely important in meeting the challenge of 
providing productive employment. This should be achieved by the 
introduction of GST.  

 



 

A-13 
GST  IN  OTHER  COUNTRIES 

 

13.1 GST/HST in Canada 
The goods and services tax (GST) is a tax that applies to the supply of most goods 
and services in Canada. Three provinces (Nova Scotia, New Brunswick, and 
Newfoundland and Labrador, referred to as the participating provinces) 
harmonized their provincial sales tax with the GST to create the harmonized sales 
tax (HST). The HST applies to the same base of taxable goods and services as the 
GST. 

Effective from January 1, 2008, the GST rate was reduced from 6% to 5%, and the 
HST rate from 14% to 13%.  

Almost everyone has to pay GST/HST on purchase of taxable supplies of goods and 
services (other than zero-rated supplies). Some sales and supplies are exempt from 
GST/HST. 

Although the consumer pays the tax, businesses are generally responsible for 
collecting and remitting it to the government. Businesses that are required to have a 
GST/HST registration number are called registrants. 

Registrants collect the GST/HST on most of their sales and pay the GST/HST on 
most purchases they make to operate their business. They can claim a credit, called 
an input tax credit (ITC), to recover the GST/HST they paid or owe on the purchases 
they use in their commercial activities. 

Taxable supplies:  Taxable supplies refer to supplies of goods and services that are 
provided in the course of a commercial activity and are subject to GST/HST, or are 
0% (zero-rated). 

Zero-rated supplies: Zero-rated supplies refer to a limited number of goods and 
services that are taxable at the rate of 0%. This means there is no GST/HST charged 
on the supply of these goods and services, but GST/HST registrants can claim an 
ITC for the GST/HST they pay or owe on purchases and expenses made to provide 
them. 
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Exempt supplies: Exempt supplies are goods and services that are not subject to 
GST/HST. Registrants cannot claim input tax credits to recover the GST/HST they 
pay or owe on expenses related to such supplies. 

What is HST?  

Three provinces - Nova Scotia, New Brunswick and Newfoundland and Labrador - 
harmonized their provincial sales tax with GST to create HST. These three provinces 
are known as participating provinces. Effective from January 1, 2008, the GST rate 
was reduced from 6% to 5%, and the HST rate from 14% to 13%.  

The HST is composed of the GST and the 8% provincial tax and applies to the same 
base of goods and services that are taxable under GST. HST follows the same general 
rules as GST. 

GST/HST registrants continue to collect GST on taxable supplies (other than zero-
rated supplies) of goods and services made in Canada outside the participating 
provinces. On supplies made within the participating provinces, they collect HST. 
All GST registrants are automatically registered for HST.  

[Source: http://www.cra-arc.gc.ca] 

13.2 Australian GST 
In Australia, the GST is a broad-based tax of 10% on most goods and services. In 
most cases, GST is included in the price which is paid. Only registered business 
entities are entitled to a tax credit. The effect of this provision is that consumers are 
not reimbursed for the GST paid on purchased goods and services.  

Most food items, including meat, fruit and vegetables, are GST-free. However, some 
food and beverages have been included in GST — for example, prepared food, 
takeaway food, restaurant meals, confectionery, ice cream, snack foods, alcoholic 
beverages and soft drinks. Other GST-free items include most education and health 
services, eligible child care, and a range of other goods and services. 

Supply 

A sale in GST terms is referred to as a “supply”. The definition of supply has been 
drafted very widely to cover most receipts so that all revenue of business is subject 
to GST. A supply includes: - 

 Supplying goods  

 Providing services  
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 Providing advice or information.  

 Granting, assigning or surrendering real property. 

 Creating, granting, transferring, assigning or surrendering any right. 

 Financial services. 

 Entering into an obligation to do something, refrain from doing something, or 
to tolerate something, or releasing someone from such an obligation.  

 Any combination of these, that involves value (money, or goods/services, or 
in-kind) changing hands is a supply for GST purposes.  

Categories of Supplies  

There are three types of GST sale or supply:  

 Taxable supplies  

 GST-free supplies  

 Input taxed supplies  

It is important to mention that collection and payment of GST or entitlement to 
claim GST credits depends upon the category of sales/ supply, as foretasted.  

Taxable Supplies  

It means supplies of goods and services, connected with Australia, made by 
registered persons or entities, for consideration. Entities that are registered for GST 
must charge GST on their taxable supplies, and will be entitled to input tax credits 
on the GST they have paid on purchases to make those supplies. Such entities which 
are not registered for GST cannot charge GST on their invoices.  

A taxable supply specifically excludes supplies that are GST-free and supplies that 
are input taxed. The main elements, which must exist in order for the supply to be a 
taxable supply, are:  

 Supply must be for consideration  

 Supply must be made in the course of or furtherance of an enterprise  

 Supply must be connected with Australia  

 The supplier must be registered or required to be registered for GST.  
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Therefore, a taxable supply is:  

 a supply made for consideration  

 in the course and furtherance of an enterprise,  

 of a registered entity  

 And the supply is connected with Australia.  

unless the supply is - 

 GST-free  

 Input-Taxes.  

 outside the scope  

GST-Free Supplies  

GST is not charged, or payable on GST-Free supplies. The major categories of GST-
free supplies are:  

 Child care  

 Exports (goods and services)  

 Religious services  

 Non commercial activities of charitable institution  

 Raffles and bingo conducted by charitable institutions  

 Water, sewerage and drainage  

 Overseas transport  

 Sale of a continuing business  

 Grants of freehold or similar interests by Governments  

 Certain farmland  

 Cars for use by disabled people  

 International mail  

 Certain transitional arrangements  
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Input Taxed Supplies  

If a person provides input taxed suppliers, GST is not charged to the purchaser, and 
the seller is unable to claim any input tax credit for GST paid on purchases made for 
the input taxed supply. The major categories of input taxed supplies are:  

 Residential rents  

 Certain residential premises  

 Financial Services such as interest, loans, dealings in shares Superannuation, 
life insurance and other financial instruments.  

  

Collecting and claiming GST on different types of sales  

 

Type of sale  Whether to      collect GST? Whether to claim    GST 
credits? 

Taxable  Yes Yes 
GST-free  No Yes 
Input taxed  No No 

Out of Scope Supplies  

All supplies do not fall into the three categories listed above. Some supplies will be 
outside the scope of reporting as far as GST is concerned if they do not meet one of 
the tests outlined for a taxable supply.  

Examples of transactions outside the scope of GST include: - 

 supplies made by unregistered persons  

 supplies made for no consideration  

 payments of certain Government taxes and charges  

 unconditional grants and donations (no supply is made in these circumstances 
by the recipient of the grant/donation)  

 Salaries and wages.  

GST will not be included in the price of supplies outside the scope of GST. However, 
if a person is registered for GST purposes, he will be entitled to claim input tax 
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credits for GST included in the price of things acquired for the purpose of making 
these types of supply.  

13.3 Indirect Tax in U.K. 
In U.K., the indirect tax structure comprises excise duty as well as VAT. However, 
the scope of excise duty is restricted to limited commodities.  

Excise duties are charged on certain goods, such as, motor fuel, alcohol, tobacco, 
betting and vehicles. Taxable event in case of excise duty is manufacture of goods. 

Value Added Tax (VAT) is a tax that is charged on most goods and services that 
VAT-registered businesses provide in the UK. It is also charged on goods and some 
services that are imported from countries outside the European Union (EU), and 
brought into the UK from other EU countries.  

VAT is charged when a VAT-registered business sells to either another business or 
to a non-business customer. When VAT-registered businesses buy goods or services, 
they can generally reclaim the VAT they have paid. 

There are three rates of VAT, depending on the goods or services the business 
provides. The rates are: - 

 Standard - 15 per cent  

 Reduced - 5 per cent  

 Zero - 0 per cent  

There are also some goods and services that are: - 

 exempt from VAT, or  

 Outside the UK VAT system altogether.  

VAT is a tax that is charged on most business transactions in the UK. Businesses add 
VAT to the price they charge when they provide goods and services to: - 

 business customers - for example a clothing manufacturer adds VAT to the 
prices they charge a clothes shop;  

 Non-business customers - members of the public or ‘consumers’ - for example 
a hair-dressing salon includes VAT in the prices they charge members of the 
public.  
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If a person is a VAT-registered business, in most cases, he: - 

 charges VAT on the goods and services he provides  

 Reclaims the VAT he pays when he buys goods and services for his business.  

If he is not a VAT-registered business or organization, then he cannot reclaim the 
VAT he pays when he purchases goods and services.  

If he is VAT-registered, the VAT he adds to the sale price of his goods or services is 
called his ‘output tax’. The VAT he pays, when he buys goods and services for his 
business, is called his ‘input tax’.  

13.4 GST in Singapore 
In Singapore, Goods and Services Tax (GST) is a tax on domestic consumption. The 
tax is paid when money is spent on goods or services, including imports. It is a 
multi-stage tax which is collected at every stage of the production and distribution 
chain.  

“Output tax” is the GST a registered trader charges on his local supplies of goods 
and services. The tax is collected by him on behalf of the Comptroller of GST. 
“Input tax” is the GST that the trader has paid on purchases of goods and services 
for the purpose of his business. The input tax is deductible from output tax to 
arrive at the GST payable by the trader, or amount to be refunded to him. 

Overview of Singapore GST 

GST was first introduced in Singapore on 1st April 1994 at 3%. The GST rate was 
increased to 4% in 2003 and to 5% in 2004. As announced in Budget 2007, the GST 
rate was raised to 7% in 2007. 

GST is levied on: 

 goods and services supplied in Singapore by any taxable person in the course 
or furtherance of a business; and  

 goods imported into Singapore by any person.  

In general, a supply is either taxable or exempt. A taxable supply is one that is 
standard-rated or zero-rated. Only a standard-rated supply is liable to GST at 7%. 

Zero-rating a supply means applying GST at 0% for the transaction. A GST 
registered trader need not charge GST on his zero-rated supplies, but he is, 
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nevertheless, allowed a refund of the tax he has paid on his inputs. In Singapore, 
only “export” of goods and “international” services are zero-rated. 

If a supply is exempt from GST, no tax is chargeable on it. A GST registered trader 
does not charge his customer any GST on his exempt supplies. At the same time, he 
is not entitled to claim input tax credits for any GST paid on goods and services 
supplied to him for the purpose of his business. The “sale and lease of residential 
properties” and “financial services” are exempt from GST in Singapore. 

[Source : http://www.mof.gov.sg] 



 

A-14 
GST - ROLE OF CHARETRED 

ACCOUNTANTS 
 

A Chartered Accountant is, by virtue of his academic knowledge and practical 
training, well equipped to play a pivotal  role  as an advisor and facilitator for due 
compliances of  law relating to goods and services tax to  the general business 
community.  The nature of services can be: 

(i) Restructuring of Business System 

Under the proposed GST, taxes would be levied on destination base as 
compared origin base in the existing excise and VAT law. The business 
would require restructuring their system to minimise taxation and require 
the services of Chartered Accountants for the same.       

(ii) Tax planning 

In order to establish an efficient plan for purchases and sales, a careful study 
of VAT is required.  A Chartered Accountant is competent to analyze the 
impact of various alternatives and choose the most optimum way of doing 
business in order to minimize the tax impact.       

(iii) Advisory services    

A chartered accountant is a qualified, competent and knowledgeable 
professional who can interpret the proposed GST law and may provide 
required guidance and advisories to the business.  

(iv) Audit of books of account 

The return under the proposed GST is expected to be assessed on ‘self-
assessment’ basis meaning thereby that the tax liability calculated and paid 
by the tax payers through their periodical returns will be accepted by and 
large and the tax payers will not be called to substantiate the tax liability 
shown by them in the returns by producing books of account and other 
relevant material. The assessments with books of account will be an 
exception. Thus, a check on compliance becomes necessary.  Chartered 
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Accountants can play a very vital role in ensuring tax compliance by audit of 
VAT accounts. 

(v) Certification work 

A Chartered Accountant can certify the record/documents required by the 
various authorities and Banks.  

(vi) Procedural Compliances 

Like present tax law, assessee would be required to do the following under 
the proposed GST law:  

 Registration; 

 Filing of Returns;  

 Payment of taxes and; 

 Assessment etc. 

A Chartered Accountant is well equipped to assist the business entities in 
ensuring all the above the necessary legal compliances.  

(vii) Record keeping  

GST would require proper record keeping and accounting.  Systematic 
records of credit of input/input service and its proper utilisation is necessary 
for the success of GST. Chartered Accountants are well equipped to perform 
such tasks.  

(viii) Negotiations with suppliers  

Credit of input/input service would alter cost structure of goods/services 
supplied as input/input services.  A Chartered Accountant will ensure that 
the benefit of such cost reduction is passed on by the suppliers to his 
company.  However, if the buyers of his company make the similar demand, 
he must be ready with full data to resist the claims.  

(ix) Personal Representation 

At present, a Chartered Accountant is allowed to appear before the VAT, 
Excise, Service Tax, Customs authorities and  are fully equipped professional 
to  represent his /her clients before the GST authorities too as and when 
required.  
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(x) Appellate work 

At present, a Chartered Accountant is allowed to file and contest the appeals 
on the legal and factual issues before Commissioner (Appeals) and Appellate 
Tribunals of VAT, Service Tax, Customs and Excise for and on behalf of his 
clients. In GST regime, a Chartered Accountant can play this role also. 

(xi) Authoring book 
The experienced members of accountancy profession may also play a 
significant role by authoring books on GST which may help other 
professional members in understanding the GST law.  

 



 

B-1 
WORKING PAPER [NO. 1/2009-DEA]  

ON GOODS & SERVICES TAX1 

GST REFORMS AND INTER-GOVERNMENTAL 
CONSIDERATIONS IN INDIA 

[Source : www.finmin.nic.in] 

1.  Introduction  
The replacement of the state sales taxes by the Value Added Tax in 2005 marked a 
significant step forward in the reform of domestic trade taxes in India. Implemented 
under the leadership of Dr. Asim Dasgupta, Chairman, Empowered Committee of 
State Finance Ministers, it addressed the distortions and complexities associated 
with the levy of tax at the first point of sale under the erstwhile system and resulted 
in a major simplification of the rate structure and broadening of the tax base. The 
State VAT design is based largely on the blueprint recommended in a 1994 Report of 
the National Institute of Public Finance and Policy, prepared by a team led by late 
Dr. Amaresh Bagchi (hereinafter, the “Bagchi Report”).2

 
In recommending a State 

VAT, the Bagchi Report clearly recognized that it would not be the perfect or first 
best solution to the problems of the domestic trade tax regime in a multi-
government framework. However, the team felt that this was the only feasible 
option within the existing framework of the Constitution and would lay the 
foundation for an even more rational regime in the future.  

Buoyed by the success of the State VAT, the Centre and the States are now embarked 
on the design and implementation of the perfect solution alluded to in the Bagchi 
Report. As announced by the Empowered Committee of State Finance Ministers in 
November 2007, the solution is to take the form of a ‘Dual’ Goods and Services Tax 
(GST), to be levied concurrently by both levels of government.  

                                                           
1 By Satya Poddar and Ehtisham Ahmad. 
2 Bagchi, Amaresh et al (1994). 
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The essential details of the dual GST are still not known. Will it necessitate a change 
in the Constitutional division of taxation powers between the Centre and the States? 
Will the taxes imposed by the Centre and the States be harmonized, and, if so, how? 
What will be treatment of food, housing, and inter-state services such as 
transportation and telecommunication? Which of the existing Centre and State taxes 
would be subsumed into the new tax? What will be the administrative infrastructure 
for the collection and enforcement of the tax? These are issues which ultimately 
define the political, social, and economic character of the tax and its impact on 
different sectors of the economy, and households in different social and economic 
strata.   

It is some of these aspects of the proposed GST that are the subject matter of this 
paper. We focus on the essential questions relating to the Dual GST design, and first 
discuss the need for, and the objectives of GST reform. We then describes alternatives 
to the Dual GST already endorsed by the Empowered Committee, not because they 
are superior in any way to the Dual GST, but to allow a fuller discussion of the trade-
offs involved in the choice among them. Subsequent sections consider the question of 
tax base and rate, and proper treatment of various components of the tax base (e.g., 
food, housing, and financial services) in light of international best practices. The last 
section provides a discussion of the issues that arise in the taxation of cross-border 
transactions, both inter-state and international. An important question in this regard is 
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 the GST would replace are the 
CENVAT and the Service Tax levied by the Centre and the VAT levied by the States. 
All these are multi-stage value-added taxes. The structure of these taxes today is 
much better than the system that prevailed a few years ago, which was described in 
the Bagchi Report as “archaic, irrational, and complex – according to knowledgeable 
experts, the most complex in the world”. Over the past several years, significant 
progress has been made to improve their structure, broaden the base and rationalize 
the rates. Notable among the improvements made are: - 

 the replacement of the single-point state sales taxes by the VAT in all of the 
states and union territories  

 reduction in the Central Sales Tax rate to 2%, from 4%, as part of a complete 
phase out of the tax  
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 the introduction of the Service Tax by the Centre, and a substantial expansion 
of its base over the years, and  

 rationalization of the CENVAT rates by reducing their multiplicity and 
replacing many of the specific rates by ad valorem rates based on the maximum 
retail price (MRP) of the products.  

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

The State VAT eliminated all of the complexities associated with the application of 
sales taxes at the first point of sale. The consensus reached among the States for 
uniformity in the VAT rates has brought an end to the harmful tax competition 
among them. It has also lessened the cascading of tax.  

The application of CENVAT at fewer rates and the new system of CENVAT credits 
has likewise resulted in fewer classification disputes, reduced tax cascading, and 
greater neutrality of the tax. The introduction of the Service Tax has been a mixed 
blessing. While it has broadened the tax base, its structure is complex. The tax is 
levied on specified services, classified into one hundred different categories. This 
approach has spawned many disputes about the scope of each category. Unlike 
goods, services are malleable, and can and are often packaged into composite 
bundles that include taxable as well as non-taxable elements. Also, there is no 
standardized nomenclature for services, such as the HSN for goods.  

The design of the CENVAT and State VATs was dictated by the constraints imposed 
by the Constitution, which allows neither the Centre nor the States to levy taxes on a 
comprehensive base of all goods and services and at all points in their supply chain. 
The Centre is constrained from levying the tax on goods beyond the point of 
manufacturing, and the States in extending the tax to services. This division of tax 
powers makes both the CENVAT and the State VATs partial in nature and 
contributes to their inefficiency and complexity. The principal deficiencies of the 
current system, which need to be the primary focus of the next level of reforms, are 
discussed below.  

A. Taxation at Manufacturing Level  

The CENVAT is levied on goods manufactured or produced in India. This gives rise 
to definitional issues as to what constitutes manufacturing, and valuation issues for 
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determining the value on which the tax is to be levied.1
 
While these concepts have 

evolved through judicial rulings, it is recognized that limiting the tax to the point of 
manufacturing is a severe impediment to an efficient and neutral application of tax. 
Manufacturing itself forms a narrow base.   

Moreover, the effective burden of tax becomes dependent on the supply chain, i.e., 
the taxable value at the point of manufacturing relative to the value added beyond 
this point.2

 
It is for this reason that virtually all countries have abandoned this form 

of taxation and replaced it by multi-point taxation system extending to the retail 
level.3

 
 

Australia is the most recent example of an industrialized country replacing a tax at 
the manufacturing or wholesale level by the GST extending to the retail level. The 
previous tax was found to be unworkable, in spite of the high degree of 
sophistication in administration in Australia. It simply could not deal with the 
variety of supply chain arrangements in a satisfactory manner.  

B. Exclusion of Services  

The States are precluded from taxing services. This arrangement has posed 
difficulties in taxation of goods supplied as part of a composite works contract 
involving a supply of both goods and services, and under leasing contracts, which 
entail a transfer of the right to use goods without any transfer of their ownership. 
While these problems have been addressed by amending the Constitution to bring 
such transactions within the ambit of the State taxation4

 
(by deeming a tax on them 

to be a tax on the sale or purchase of goods), services per se remain outside the scope 
of state taxation powers. This limitation is unsatisfactory from two perspectives.  

First, the advancements in information technology and digitization have blurred the 
distinction between goods and services. Under Indian jurisprudence, goods are 
defined to include intangibles, e.g., copyright, and software, bringing them within 

                                                           
1 A detailed discussion of the problems can be found in the Bagchi Report. 
2 See Ahmad and Stern (1984) for the definition of effective taxes and applications to India. 

Bagchi (1994) provides estimates of effective excise tax rates, which are shown to vary from 
less than one percent to more than 22%. 

3 For example, these were precisely the reasons for the replacement of the federal 
manufacturers’ sales tax by the Goods and Services Tax in 1991. See Canada Department of 
Finance (1987), and Poddar, Satya and Nancy Harley (1989). 

4 The Constitution (46th Amendment) Act 1982 amended Article 366 (29A) of the Constitution 
to deem a tax on six items to be a tax on the sale or purchase of goods. 
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the purview of state taxation. However, intangibles are often supplied under 
arrangements which have the appearance of a service contract. For example, 
software upgrades (which are goods) can be supplied as part of a contract for 
software repair and maintenance services. Software development contracts could 
take the character of contracts for manufacturing and sale of software goods or for 
rendering software development services, depending on the roles and 
responsibilities of the parties. The so-called ‘value-added services (VAS) provided as 
part of telecommunication services include supplies (e.g., wallpaper for mobile 
phones, ring tones, jokes, cricket scores and weather reports), some of which could 
be considered goods. An on-line subscription to newspapers could be viewed as a 
service, but online purchase and download of a magazine or a book could constitute 
a purchase of goods. This blurring also clouds the application of tax to transactions 
relating to tangible property. For example, disputes have arisen whether leasing of 
equipment without transfer of possession and control to the lessee would be taxable 
as a service or as a deemed sale of goods.  

The traditional distinctions between goods and services (and for other items such as 
land and property, entertainment, and luxuries) found in the Indian Constitution 
have become archaic. In markets today, goods, services, and other types of supplies 
are being packaged as composite bundles and offered for sale to consumers under a 
variety of supply-chain arrangements. Under the current division of taxation 
powers, neither the Centre nor the States can apply the tax to such bundles in a 
seamless manner. Each can tax only parts of the bundle, creating the possibility of 
gaps or overlaps in taxation.  

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

C. Tax Cascading  

Tax cascading occurs under both Centre and State taxes. The most significant 
contributing factor to tax cascading is the partial coverage Central and State taxes. 
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Oil and gas production and mining, agriculture, wholesale and retail trade, real 
estate construction, and range of services remain outside the ambit of the CENVAT 
and the service tax levied by the Centre. The exempt sectors are not allowed to claim 
any credit for the CENVAT or the service tax paid on their inputs.   

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

While no recent estimates are available for the extent of tax cascading under the 
Indian tax system (although see Ahmad and Stern 1984 and 1991, and Bagchi for 
earlier work), it is likely to be significant, judging by the experience of other 
countries which had a similar tax structure. For example, under the Canadian 
manufacturers’ sales tax, which was similar to the CENVAT, the non-creditable tax 
on business inputs and machinery and equipment accounted for approximately one-
third of total revenues from the tax. The extent of cascading under the provincial 
retail sales taxes in Canada, which are similar to the State VAT, is estimated to be 35-
40% of total revenue collections. A priori, one would expect the magnitude of 
cascading under the CENVAT, service tax, and the State VAT to be even higher, 
given the more restricted input credits and wider exemptions under these taxes.1

 
The 

Service Tax falls predominantly on business to business (B2B) services and is thus 
highly cascading in nature.  

Tax cascading remains the most serious flaw of the current system .It increases the 
cost of production and puts Indian suppliers at a competitive disadvantage in the 
international markets. It creates a bias in favor of imports, which do not bear the 
hidden burden of taxes on production inputs. It also detracts from a neutral 
application of tax to competing products. Even if the statutory rate is uniform, the 
effective tax rate (which consists of the statutory rate on finished products and the 
implicit or hidden tax on production inputs) can vary from product to product 
depending on the magnitude of the hidden tax on inputs used in their production 
and distribution. The intended impact of government policy towards sectors or 

                                                           
1 Kuo, C.Y., Tom McGirr, Saya Poddar (1988), “Measuring the Non-neutralities of Sales and 

Excise Taxes in Canada”, Canadian Tax Journal, 38, 1988, provide estimates of tax 
cascading under the Canadian federal manufacturers’ sales tax and the provincial retails 
sales taxes.  
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households may be negated by the indirect or hidden taxation in a cascading system 
of taxes.  

D. Complexity  

In spite of the improvements made in the tax design and administration over the 
past few years, the systems at both central and state levels remain complex. Their 
administration leaves a lot to be desired. They are subject to disputes and court 
challenges, and the process for resolution of disputes is slow and expensive. At the 
same time, the systems suffer from substantial compliance gaps, except in the highly 
organized sectors of the economy. There are several factors contributing to this 
unsatisfactory state of affairs.  

The most significant cause of complexity is, of course, policy related and is due to 
the existence of exemptions and multiple rates, and the irrational structure of the 
levies. These deficiencies are the most glaring in the case of the CENVAT and the 
Service Tax.  

The starting base for the CENVAT is narrow, and is being further eroded by a variety 
of area-specific, and conditional and unconditional exemptions. A few years ago the 
Government attempted to rationalize the CENVAT rates by reducing their 
multiplicity but has not adhered to this policy and has reintroduced concessions for 
several sectors/ products.  

The key problem with the service tax is the basic approach of levying it on specified 
services, each of which generates an extensive debate as to what is included in the 
base. Ideally, the tax base should be defined to include all services, with a limited list 
of exclusions (the so-called “negative list”).1

 
The Government has been reluctant to 

adopt this approach for the fear that it could bring into the tax net many services 
that are politically sensitive.  

The complexities under the State VAT relate primarily to classification of goods to 
different tax rate schedules. Theoretically, one might expect that the lower tax rates 
would be applied to basic necessities that are consumed largely by the poor. This is 
not the case under the State VAT. The lowest rate of 1% applies to precious metals 
and jewellery, and related products—hardly likely to be ranked highly from the 
distributional perspective. The middle rate of 4% applies to selected basic necessities 

                                                           
1 For a detailed discussion of the flaws of the current approach to taxation of services, see 

Rao (2001), which recommended replacement of taxation of selected services by a general 
tax on all services (other than excluded services). 
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and also a range of industrial inputs and IT products. In fact, basic necessities fall 
into three categories – exempted from tax, taxable at 4%, and taxable at the standard 
rate of 12.5%. The classification would appear to be arbitrary, with no well accepted 
theoretical underpinning. Whatever the political merits of this approach, it is not 
conducive to lower compliance costs. Most retailers find it difficult to determine the 
tax rate applicable to a given item without referring to the legislative schedules. 
Consumers are even less aware of the tax applicable to various items. This gives rise 
to leakages and rent seeking.  

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

Compounding the structural or design deficiencies of each of the taxes is the poor or 
archaic infrastructure for their administration. Taxpayer services, which are a 
lynchpin of a successful self-assessment system, are virtually non existent or grossly 
inadequate under both central and state administrations. Many of the administrative 
processes are still manual, not benefiting from the efficiencies of automation. All this 
not only increase the costs of compliance, but also undermines revenue collection.  

3. Objectives of Tax Reform  

A. Basic Objectives  

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

As argued in Ahmad and Stern (1991), distributional or sectoral concerns have been 
at the heart of the excessive differentiation of the Indian tax system—but that the 
objectives are negated by the cascading effects of the taxes. While an optimal design 
of the consumption tax system, taking into account both production efficiency and 
distributional concerns, would not imply uniformity of the overall tax structure, the 
desired structure can be achieved by a combination of taxes and transfers.  

Ahmad and Stern (1991) analyze the optimal pattern of tax rates implied by a given 
degree of aversion to poverty and concern for the poor. At high levels of concern for 
the poor, one would reduce the tax on cereals (but not dairy products) and increase 
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the taxes on non-food items (durables). Thus, a differentiated overall structure 
appears desirable for a country in which the government has consistently expressed 
a concern for the poor. However, individual taxes should not be highly 
differentiated, as that complicates administration and makes it difficult to evaluate 
the overall effects of the tax design. This applies particularly to value-added type of 
taxes. In principle, a single rate (or at the most two-rate) VAT, together with excises 
and spending measures could achieve the desired distributional effects, for 
reasonable degrees of inequality aversion of policy makers.  

In particular, it is important from an administrative perspective that close 
substitutes should not be taxed at very different rates—to avoid leakages and 
distortions. Revenue considerations suggest that the tax base should be broad, and 
comprise all items in the consumer basket, including goods, services, as well as real 
property.  

The neutrality principle would suggest that:  

 the tax be a uniform percentage of the final retail price of a product, regardless 
of the supply-chain arrangements for its manufacturing and distribution;  

 the tax on inputs be fully creditable to avoid tax cascading; and  

 the tax be levied on the basis of the destination principle, with all of the tax on 
a given product/service accruing in the jurisdiction of its final consumption.  

Multiple VAT rates become a source of complexity, and disputes, for example, over 
borderlines, adding to the costs of tax administration and compliance. It is for this 
reason that countries like New Zealand, Singapore, and Japan have chosen to apply 
the tax at a low and uniform rate, and address any concerns about vertical equity 
through other fiscal instruments, including spending programs targeted to lower-
income households.1

 
 

Another important objective of tax reform is simplification of tax administration and 
compliance, which is dependent on three factors. The first determining factor for 
simplicity is the tax design itself. Generally, the more rational and neutral the tax 
design, the simpler it would be to administer and encourage compliance. If the tax is 
levied on a broad base at a single rate, there would be few classification disputes 
and the tax-specific record keeping requirements for vendors would be minimal. 
                                                           
1 Canada provides a refundable tax credit, GST Credit, lower-income households through the 

personal income tax system. The credit is paid in quarterly installments and income -tested 
for higher-income households. 
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The tax return for such a system can be as short as the size of a postcard. It would 
simplify enforcement, and encourage voluntary compliance.  

The second factor is the infrastructure for tax administration, including the design of 
tax forms, data requirements, system of tax rulings and interpretations, and the 
procedures for registration, filing and processing of tax returns, tax payments and 
refunds, audits, and appeals. A modern tax administration focuses on providing 
services to taxpayers to facilitate compliance. It harnesses information technology to 
enhance the quality of services, and to ensure greater transparency in administration 
and enforcement.  

The third factor in a federation such as India is the degree of harmonization among 
the taxes levied by the Centre and the States. The Empowered Committee has 
already indicated a preference for a dual GST, consisting of a Centre GST and a State 
GST. Under this model, harmonization of the Centre and State GSTs would be 
critical to keep the overall compliance burden low. Equally important is 
harmonization of GSTs across the states.  

B. Fiscal Autonomy and Harmonization  

An important consideration in the design of reform options is the degree of fiscal 
autonomy of the Centre and the States. It goes without saying that the power to 
govern and to raise revenues go together. The Constitution of India lays down a 
clear division of powers between the Centre and the States, including the power to 
levy taxes. Should the Centre and the States then have complete autonomy in 
levying and collecting the taxes within the parameters specified in the Constitution, 
or should they voluntarily or otherwise conform to certain common principles or 
constraints? Should they collectively agree to have their individual taxes 
consolidated into a single national tax, the revenues from which get shared in some 
agreed manner among the constituent units? Such a system would have much to 
commend itself from the perspectives of economic efficiency and the establishment 
of a common market within India. Indeed, such political-economy compromises 
have been adopted by China and Australia. China moved to a centralized VAT with 
revenue sharing with the provinces — ensuring that provinces got as much revenues 
as under the prior arrangements, plus a share of the increment. In Australia, the GST 
is a single national levy and all the GST revenues collected by the Center are 
returned to the states. However, such a compromise is unlikely to find much favor 
with the States in India, as is already revealed in their preference for the Dual GST.  
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To give political substance to the federal structure in India, the States (as well as the 
Centre) are likely to insist that they have certain autonomy 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 the tax (i.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 social or economic policy.   

Notwithstanding the above, there is a clear recognition of the need for 
harmonization of the Centre and State Taxes. Fiscal autonomy is important to allow 
the Centre and the States to set the tax rates according to their revenue needs. 
Harmonization of tax laws and administrative procedures is needed to simplify 
compliance and enforcement. It is also necessary to ensure that inter-state 
differences in policies and procedures do not generate additional economic 
distortions. An important question then is the desired degree of harmonization and 
the mechanism for achieving it.  

The elements of harmonization can be divided into three broad sets: tax rates, tax 
base and tax infrastructure, i.e., the administration and compliance system. The first 
two elements could be viewed as important levers on which States would want to 
have some degree of control to achieve their social, economic, and fiscal policy 
objectives. However, the experience of other countries as well as their sub-national 
governments suggests that changes to the GST base are not a suitable instrument for 
social and economic policy (as discussed in greater detail in a later section in 
considering the treatment of food). While the tax base is a subject of intense debates 
at the time the tax is introduced, changes in the base after its introduction have been 
infrequent. This has especially been the case where the tax was initially levied on a 
broad and comprehensive base. Where the tax was initially levied on a narrow base, 
subsequent changes in the base have then been felt necessary to minimize 
anomalies, distortions, and revenue leakages created by the narrow base. Achieving 
such changes once the tax has been brought in, however logical, is invariably 
politically contention because of vested interests. It is thus important to get the 
structure right at the outset, as the base (and quite often the rate) cannot be easily 
changed, ex post facto.  
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The VAT in the European Union is an example reflecting these policy 
considerations. The base for the EU VAT is uniform, as codified in the EU Directive1, 
which is binding in all Member States. There are important variations in the base, 
but these are essentially in the form of derogations granted for the arrangements 
existing at the time of introduction of the tax, and were intended to be temporary 
(though this has not always been the case). The tax rates are specified as floor rates 
(with some provision for reduced rates and maximum rates), below which Member 
States cannot set their rates.  

Administration and compliance is an area where the need for harmonization is the 
greatest, and where Centre-State or inter-state variations are unlikely to serve any 
social or economic policy objective. This includes items such as the taxpayer 
registration system, taxpayer identification numbers, tax forms, tax reporting 
periods and procedures, invoice requirements, cross-border trade information 
systems and IT systems. Harmonization of these elements would result in significant 
savings in costs of implementing the GST (by avoiding duplication of effort in each 
government), as well as recurring savings in compliance costs. Harmonization 
would also permit sharing of information among governments, which is essential 
for effective monitoring of cross-border transactions. A common set of tax identifier 
numbers across States and the Central Government is a key element in the efficient 
exchange of information.  

Harmonization of tax laws is also critical. Variation in the wording and structure of 
tax provisions can be an unnecessary source of confusion and complexity, which can 
be avoided by having the Centre and the States adopt a common GST law. An 
alternative is to agree on the key common elements if separate laws are chosen. 
Some of the critical elements for harmonization include common time and place of 
supply rules, as well as common rules for recovery of input tax, valuation of 
supplies and invoicing requirements. There would then be merit in harmonizing the 
system of tax interpretations and rulings as well (e.g., about classification of goods 
and services, determination of what constitutes taxable consideration, and definition 
of export and import).  

These considerations suggest that harmonization of virtually all major areas of GST 
law and administration would be desirable. There is merit in keeping even the GST 
rate(s) uniform, at least during the initial years until the infrastructure for the new 

                                                           
1 The Commission Directive on the Common System of Value Added Tax, which replaced 

the Sixth Directive. 
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system is fully developed (see Ahmad, Poddar et al, 2008 for the GCC proposals). 
Harmonized laws would mean lower compliance costs for taxpayers and may also 
improve the efficiency of fiscal controls.  

The Central Sales Tax (CST) in India provides a very useful for model for such 
harmonization. The CST is a state-level tax, applied to inter-state sales of goods, 
based on the origin principle. The tax law (including the base, rates, and the 
procedures) is enacted by Parliament, but the States collect and keep the tax. It is a 
perfect example of absolute harmonization, with the States enjoying the risks and 
rewards of ownership of the tax.  

It is worth emphasizing that harmonization should not be viewed as constraining 
the fiscal autonomy of the Centre or the States. Rather, this is a framework that 
facilitates more efficient exercise of taxation powers, and all jurisdictions would be 
worse off without harmonization. This was the case under the previous State sales 
tax system, under which inter-state tax rate wars became a race to the bottom. Even 
today, they all suffer because of lack of harmonization of information and 
technology architectures, as a result of which they are unable to share information 
on inter-state trade. Harmonization should allow greater exploitation of the benefits 
of a common market.  

C. Centre and State Taxation Powers  

As noted earlier, the current division of taxation of powers under the Constitution is 
constraining for both the Centre and the States. Neither is able to design a 
comprehensive and neutral tax on goods and services of the type found in modern 
tax systems. The Constitution divides taxation powers between the Centre and the 
States by sector (e.g., agriculture, manufacturing, and land and property) or type of 
taxes (e.g., luxury tax, tax on the sale or purchase of goods, and excise duty). A 
notable feature of the current division is that the two levels of government have no 
area of concurrent jurisdiction, with the exception of stamp duties. This approach, 
while it may have served the country well in the past, is no longer optimal for 
modern economies where the traditional dividing lines between sectors are blurred, 
and new social, environmental, and economic issues emerge which require new 
forms of taxation instruments. The need for a substantial realignment of taxation 
powers is also emphasized by Rao (2008):  

“Paradigm shift in tax policy is necessary to recognise that tax bases of central 
and state governments are interdependent. The principle of separation of tax 
bases followed in the Constitutional assignment does not recognise the 
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interdependence. It is therefore desirable to provide concurrent tax powers to 
Centre and States in respect of both income and domestic consumption taxes. 
In the case of personal income tax, separation of tax powers between the centre 
and states based on whether the income is from agricultural or non-
agricultural sector has been a major source of tax evasion. As agriculture is 
transformed into a business it is important to levy the tax on incomes received 
from all the sources both for reasons of neutrality and to minimise tax evasion. 
At the same time, both Centre and States could be allowed to levy the tax with 
the latter piggybacking the levy on the central tax subject to a ceiling rate. 
Similarly, it is important to unify multiple indirect taxes levied by the Central 
and State Governments into a single goods and services tax (GST) preferably 
with States piggybacking on the Central levy with clearly defined tax rooms 
for the two levels of government. The transition to such a concurrent tax 
system requires integrating the existing CENVAT and service taxes and 
extending the tax to the retail level which would,      inter alia, entail 
amendment of the Constitution. The States could piggyback on the levy.”  

Thus, the current search for options for tax reform warrants a review of the existing 
Constitutional arrangements, which may well require a substantial realignment. For 
example, the dual GST would require giving the Centre and the States concurrent 
indirect taxation powers, subject to prohibition on extra-territorial taxation, i.e., that 
the incidence of tax be restricted to consumption within the territory of the taxing 
jurisdiction.1

 
 

While such a review is beyond the scope of this paper, our discussion of alternative 
options in the next section proceeds with the assumption that suitable constitutional 
amendments would be made to enable the implementation of the chosen option.  

                                                           
1 The division of taxation powers between federal and provincial governments in Canada 

provides an interesting example of such concurrent powers. Under the Canadian 
Constitutions, the federal government can levy any tax, and the provinces have the power 
to levy any direct tax within the province. A tax is considered to be a direct tax if its 
incidence falls on the person on whom it is levied. Thus, it includes all forms of income and 
wealth taxes. A sales tax or VAT is also viewed to be a direct if it is levied on the 
buyer/consumer, but not on the vendor. The tax can be collected and remitted by the 
vendor, acting as an agent of the government, but it has to be levied on the buyer. As a 
result, the two levels of concurrent powers for all types of taxes, subject to the condition 
that the provincial taxes can only be levied on persons within the geographical boundary of 
the provinces. 
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4.  Options for the Centre and State GSTs  
In defining options for reform, the starting point is the basic structure of the tax. For 
purposes of this discussion, we start with the assumption that any replacement of 
the current taxes would be in the form of a classical VAT, which is consumption 
type (allowing full and immediate credit for both current and capital inputs 
attributable to taxable supplies) and destination based (i.e., the tax levied on the 
basis of the place of consumption of the goods and services, not the place of 
production). Under this system, credits for input taxes are allowed on the basis of 
invoices issues by the vendors registered for the tax. This is the most common type 
of structure adopted around the world. Its superiority over other forms of 
consumption taxes is well accepted in India as well as other countries.  

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

The main options for the VAT assignments include:  

 Concurrent Dual GST  

 National GST and  

 State GSTs.  

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

A. Concurrent Dual GST  

Under this model, the tax is levied concurrently by the Centre as well as the States. 
Both the Central Government and the Empowered Committee appear to favor this 
model.  

While full details of the model are still awaited, two variants have been identified in 
public discussions so far. The initial variant, discussed in November, 2007, entailed 
both the Centre and the States levying concurrently the GST on goods, but most of 
the services (except services of a local nature) remaining subject to the Centre GST 
only. The Central GST would thus apply to both goods and services, extending to 
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the entire supply chain, including wholesale and retail trade. The State GSTs would 
largely be confined to goods only, with minor changes from the current State VATs.  

Under the more recent variant,1
 
both goods and services would be subject to 

concurrent taxation by the Centre and the States. This variant is closer to the model 
recommended by the Kelkar Committee in 2002.2

 
 

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

Other notable features of this variant are as follows:  

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

 States would collect the State GST from all of the registered dealers. To 
minimize the need for additional administrative resources at the Centre, States 
would also assume the responsibility for administering the Central GST for 
dealers with gross turnover below the current registration threshold of Rs 1.5 
crores under the central Excise (CENVAT). They would collect the Central GST 
from such dealers on behalf of the Centre and transfer the funds to the Centre.  

 Procedures for collection of Central and State GSTs would be uniform. There 
would be one common tax return for both taxes, with one copy given to the 
Central authority and the other to the relevant State authority.  

 Other indirect taxes levied by the Centre, States, or local authorities at any 
point in the supply chain would be subsumed under the Central or the State 
GST, as long as they are in the nature of taxes on consumption of goods and 
services.  

At a broad conceptual level, this model has a lot to commend itself. It strikes a good 
balance between fiscal autonomy of the Centre and States, and the need for 

                                                           
1 See Empowered Committee of State Finance Ministers (2008). 
2 Kelkar, Vijay, et al (2004). 
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harmonization. It empowers both levels of government to apply the tax to a 
comprehensive base of goods and services, at all points in the supply chain. It also 
eliminates tax cascading, which occurs because of truncated or partial application of 
the Centre and State taxes.  

The apprehension about feasibility of application of State GST to inter-state services 
is understandable, given the complete absence of any framework in India for 
determining their place of supply. However, the task of developing  such a 
framework is not insurmountable. In fact, such frameworks do already exist for 
application of national VAT to international cross-border services, which could be 
adapted for inter-state services. Canada has developed such a framework for 
application of provincial sales taxes or GST to services.   

Another point to note is that inter-State services are provided predominantly by the 
organized sector (e.g., telecom and transportation services), which is generally tax 
compliant. Once the rules are framed, they would program their accounting and 
invoicing systems to collect and remit the tax accordingly.  

Admittedly, there are inter-State services which have no unique place of supply. 
Take for example the supply of group health insurance to a corporation with 
employees throughout India, or auditing or business consulting services provided to 
a corporation or conglomerate with business establishments in several States. The 
determination of place of supply of such services is going to be somewhat arbitrary. 
However, such services are almost entirely B2B supplies, the tax on which is fully 
creditable to the recipient under a comprehensive taxation model. The arbitrariness 
in the rules would thus have no impact on the final tax collections of the Centre or 
the States.  

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

B. National GST  

Under this option, the two levels of government would combine their levies in the 
form of a single national GST, with appropriate revenue sharing arrangements 
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among them. The tax could be controlled and administered by the Centre, States, or 
a separate agency reporting to them. There are several models for such a tax. 
Australia is the most recent example of a national GST, which is levied and collected 
by the Centre, but the proceeds of which are allocated entirely to the States.1

 
 

 In China, the VAT law and administration is centralized, but the revenues are 
shared with the provinces. In going to this model, the Centre had assured the 
provinces that they would continue to get what they did under the previous 
arrangement and those changes in revenue shares would be phased in over an 
extended period of 15 years—see Ahmad 2008.  

 Under the Canadian model of the Harmonized Sales Tax (HST), the tax is 
levied at a combined Federal and Provincial rate of 13 per cent (5% federal rate, 8% 
provincial rate) in the three participating provinces. Tax design and collection are 
controlled by the Centre, but the provinces have some flexibility to vary their tax 
rate. The revenues from the tax are shared among the participating provinces on the 
basis of consumer expenditure data for the participating provinces.  

 In Austria, and Germany, the tax design is controlled by the Centre, but States 
collect the taxes. This has led to incentive problems, as some of the Länders have 
begun to use tax administration measures to achieve tax policy goals. In Mexico, the 
establishment of a VAT at the Center replaced State sales taxes, but had to be part of 
a political-economy compromise that assured the states an automatic share of the 
revenues generated from all federal taxes.  
                                                           
1 The Australian Constitutional situation is that both the States and the Commonwealth (the 

Federal Government) have power to tax supplies of goods and services. The Constitution 
prevents laws interfering with interstate trade (including tax laws) and gives the power to 
collect Customs and excise taxes exclusively to the Federal Government. It is forbidden for 
the Commonwealth to tax State Property. To meet this requirement, the GST 
implementation laws, of which there are 6, simply state that they do not impose tax on 
State properties and the States accept that view, at least at the moment. The GST was 
introduced on the pretence that it was a State tax being collected by the Commonwealth in 
order to (a) secure the States’ agreements to abolish some of their preexisting transaction 
taxes, in particular certain stamp duties, financial institutions duties, etc and (b) to ensure 
that the States wouldn’t start a round of attempts to challenge the constitutional validity of 
the law (as was done, unsuccessfully, in the past with income tax, which both States and 
Commonwealth also have power to collect. The current Government has acknowledged 
that GST is in fact simply a Federal Tax that it uses to make grants to the States and as a 
result of this acknowledgement, the Auditor General has for the first time since 2000 agreed 
to approve the Commonwealth accounts. 
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A single national VAT has great appeal from the perspective of establishment and 
promotion of a common market in India. However, the States may worry about the 
loss of control over the tax design and rates. Indeed, some control over tax rates is a 
critical issue in achieving accountable sub-national governance and hard budget 
constraints (Ambrosiano and Bordignon, 2006). The States may also be apprehensive 
that the revenue sharing arrangements would over time become subject to social and 
political considerations, deviating from the benchmark distribution based on the 
place of final consumption. The Bagchi Report also did not favor this option for the 
fear that it would lead to too much centralization of taxation powers.  

These concerns can be addressed partially through suitable administrative 
arrangements and Centre-State agreements. The tax design could be made subject to 
joint control of the Centre and the States. The States would necessarily lose the 
flexibility of inter-state variation in tax design, but that is also the perceived strength 
of this option. Given that the Centre does not have the machinery for the 
administration of such a tax, the States would presumably play a significant role in 
its administration. The revenue sharing formula could also be mandated to be based 
on the destination principle, as under the Canadian HST.  

The key concerns about this option would thus be political. Notwithstanding the 
economic merits of a national GST, will it have a damaging impact on the vitality of 
Indian federalism? With no other major own-source revenues, will individual States 
become too dependent on collective choices and feel dis-empowered to act on their 
priorities? Will it be possible for the governments with such diverse political 
interests and philosophies to reach a consensus and adhere to it?  

While one can have a healthy debate on each of these issues, international 
experience suggests that discretionary use of broad-based consumption taxes for 
social, political, or economic policy purposes tends to be limited. The dominant 
consideration in their design is their neutrality and efficiency in raising revenues. 
This is also reflected in the design of the State VATs in India. In spite of vast political 
and economic differences among them, States have been able to forge a consensus 
on a common VAT design. A national GST would extend this consensus to the 
Centre. But participation of the Centre could fundamentally alter the delicate 
balance of interests that currently prevails in the Empowered Committee and make 
the consensus harder to achieve.  
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C. State GSTs  

Under this option, the GST would be levied by the States only. The Centre would 
withdraw from the field of general consumption taxation. It would continue to levy 
income taxes, customs duties, and excise duties on selected products such as motor 
fuels to address specific environmental or other policy objectives. The loss to the 
Centre from vacating this tax field could be offset by a suitable compensating 
reduction in fiscal transfers to the States. This would significantly enhance the 
revenue capacity of the States and reduce their dependence on the Centre. The USA 
is the most notable example of these arrangements, where the general sales taxes are 
relegated to the states.  

There would be significant hurdles in adopting this option in India. First, it would 
seriously impair the Centre’s revenues. The reduction in fiscal transfers to the States 
would offset this loss, but still the Centre would want to have access to this revenue 
source for future needs. Second, the option may not be revenue neutral for 
individual States. The incremental revenues from the transfer of the Centre’s tax 
room would benefit the higher-income states, while a reduction in fiscal transfers 
would impact disproportionately the lower-income states. Thus the reform would 
be inequality enhancing—and against the traditions of successive governments in 
India (of all political shades). Third, a complete withdrawal of the Centre from the 
taxation of inter-state supplies of goods and services could undermine the States’ 
ability to levy their own taxes on such supplies in a harmonized manner. In 
particular, it would be impractical to bring inter-state services within the ambit of 
the State GST without a significant coordinating support from the Centre.  

D. Non-concurrent Dual VATs  

Under the concurrent dual GSTs, the Centre and State taxes apply concurrently to 
supplies of all goods and services. It poses two challenges. First, it requires a 
Constitutional amendment. Second, a framework is needed for defining the place of 
supply of inter-state services and for the application of State GST to them. Both of 
these hurdles can be circumvented if the GST on goods were to be levied by the 
States only and on services by the Centre only. The States already have the power to 
levy the tax on the sale and purchase of goods (and also on immovable property), 
and the Centre for taxation of services. No special effort would be needed for 
levying a unified Centre tax on inter-State services.  

This option would not address any of the deficiencies of the current system 
identified in Section 2 above, if the taxes on goods and services were to be levied in 
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an uncoordinated manner as two separate partial taxes. It would perpetuate the 
difficulties in delineating supplies of goods and services, and compound tax 
cascading.  

The main appeal of this option is as a variant of the State GST option discussed 
immediately above. In levying the VAT on services, the Centre would essentially 
play the coordinating role needed for the application and monitoring of tax on inter-
state services. The Centre would withdraw from the taxation of goods. Even the 
revenues collected from the taxation of services could be transferred back to the 
States, partially or fully.  

Within this framework, cascading could be completely eliminated by the States 
agreeing to allow an input credit for the tax on services levied by the Centre. 
Likewise, the Centre would allow an input credit for the tax on goods levied by the 
States.  

The discussion above suggests that the design of a GST is going to be a challenge, 
regardless of the option chosen. All options require significant Centre-State 
coordination and harmonization, and there may be very little room for variance in 
rate setting by States at least in the near future. The best option would appear to be a 
national GST (either through the constitution or on a voluntary basis), with an 
appropriate Centre-State and inter-State revenue sharing arrangement. If a 
framework for taxation of inter-state services can be devised, then the concurrent 
dual VAT could be the most supportive of the objective of fiscal autonomy. To 
ensure harmonization of tax base, rules and procedures, it would be desirable to 
have a single common legislation enacted by Parliament, following the model for the 
CST. The law would delegate the collection of tax to the Centre and States on their 
respective tax bases, i.e., the Centre to collect the central GST on supplies of goods 
and services anywhere in India, and the States to collect the State GST on supplies 
within their states (as 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 and rates, within the broad structure of a 
consumption-type, destination-based, credit-invoice GST. Ideally, the tax should be 
levied comprehensively on all goods and services at a single rate to achieve the 
objectives of simplicity and economic neutrality. However, governments often deviate 
from this ideal either because of concerns about distribution of tax burden (e.g., food), 
or because of administrative and conceptual difficulties in applying the tax to certain 
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sectors of the economy (e.g., health care, education, and financial services). These 
concerns are likely to be paramount at both Centre and State levels and there will 
inevitable be calls to exempt, or tax at a reduced rate, items of importance to the poor 
or other particular groups.  

As noted earlier, reduced rates or exemptions for basic necessities may not be an 
efficient way of helping the poor, because of a significant spillover of their benefits 
to the rich. Although the rich spend a smaller proportion of their income on such 
goods than do the poor, because their income is higher they are also likely to spend 
a larger absolute amount. As a result, the rich might gain most from applying a 
reduced tax rate to such goods. The needs of the poor could be more effectively 
addressed through spending and transfer programs. Distributional concerns should 
be seen as part of the overall balance of all fiscal instruments and not solely for the 
GST. Moreover, multiple rates and exemptions increase the costs of administration 
and compliance. They give rise to classification disputes, necessitate additional 
record keeping, and create opportunities for tax avoidance and evasion through 
misclassification of sales.  

Notwithstanding the virtues of a single-rate and comprehensive base, debates about 
the proper treatment of food and a variety of other items are inevitable. In what 
follows, we discuss some of the most critical aspects this debate, starting with a 
discussion of the revenue neutral tax rates in the absence of any exemptions or other 
preferences.  

A. Tax Rates  

In discussions on the GST design for India, it has been suggested that the tax would 
need to be levied at a combined Centre-State tax rate of 20 per cent, of which 12% 
would go to the Centre and 8% to the states (vide, for example, the Kelkar Task 
Force Report). While they fall below the present combined Centre and State 
statutory rate of 26.5% (CENVAT of 14%, and VAT of 12.5%), GST at these rates 
would encounter significant consumer resistance, especially at the retail level, and 
would give rise to pressures for exemptions and/or lower rates for items of daily 
consumption. With the notable exception of Scandinavian countries, where the tax is 
levied at the standard rate of 25%, few countries have been successful in levying and 
sustaining a VAT/GST at such high rates.  

Successful GST models adopted by other countries had a very broad base and a 
relatively modest tax rate, especially at the time of inception. For example, the New 
Zealand GST was introduced at the rate of 10%, with a base consisting of virtually 
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all goods and services (with the exception of financial services). The Singapore GST 
was introduced at 3%, but the rate has now been raised to 7% as inefficient excises 
and customs duties have been progressively eliminated.  

Table 1 provides a comparison of the tax base and rates in selected international 
jurisdictions with ‘modern’ VAT/GST. It provides data on C- efficiency, which is a 
widely-used measure of the comprehensiveness of the tax base. It is calculated as the 
ratio of the share of GST revenues in consumption to the standard rate. Any 
deviation from a 100 per cent C-efficiency indicates deviation from a single tax rate 
on all consumption. Zero-rating of some consumption items would lead to a C-
efficiency of less than 100 per cent while inclusion of investment or a break in the 
GST chain could lead to a C-efficiency higher than 100 per cent. While a C-efficiency 
of 100 does not imply a perfect VAT, it can serve as a useful indicator of the 
productivity of GST revenue per percentage point of GST rate. The last column in 
the table shows revenue productivity of GST in these countries, measured as GST 
revenues per point of the standard rate divided by the GDP (i.e., (Aggregate 
Revenues/Standard Rate)/GDP).  

Table 1 

Comparison of GST Base and Rates, Selected Jurisdictions 

Country Year Standard 
Rate % 

Consumption 
% of GDP 

C-Efficiency Revenue 
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 estimates]  

As shown in Table 1, the New Zealand GST, which is levied at a single rate on 
virtually all goods and services, has the highest C-efficiency. The Canadian GST, 
also levied at a single rate, has low C-efficiency because of zero-rating of food and 
medicines, and rebates for housing and non-profit sector. Japan and Singapore levy 
tax at a single rate to a comprehensive base, including food. Yet, their C-efficiency is 
lower than in New Zealand mainly on account of exemptions for supplies by non-
profit organizations. The C-efficiency of European VATs is generally much lower, in 
the range of 50%, as these taxes are levied at multiple rates, and with exemption for 
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land and housing, financial services, and supplies by public bodies. In general, 
VATs that have been introduced around the world in the last few years have a 
higher C-efficiency than the ‘old’ VATs.  

A low C-efficiency translates into lower revenue productivity of tax, as shown in the 
last column of the table.   

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

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

Here are some basic ingredients of the RNR calculations for 2005-06, the latest year for 
which the necessary data are available. The total excise/service tax/VAT/sales tax 
revenues of the Centre and the States in that year was Rs.134 thousand crore and Rs. 
139 thousand crore respectively. Assuming that approximately 40% of the central 
excise revenues and 20% of the state VAT/sales tax revenues are from motor fuels, 
the balance of the revenues from other goods and services that need to be replaced by 
the GST are Rs 89 thousand crore for the Centre and Rs 111 thousand crore for the 
states, making up a total of Rs 200 thousand crore.  

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

These values yield a revenue neutral GST rate of approx. 11% (200 as per cent of 
1763 is 11.3%). The RNR for the Centre is 5% and for the states 6.3%. Allowing for 
some leakages, the combined RNR could be in the range of 12%. The Centre excise 
duty rates have been reduced substantially (the standard rate reduced from 16% to 
10%) since 2005. At the current duty rates, the Centre RNR is likely to be in the range 
of 3%, bringing the combined RNR to below 10%.  

These estimates are by no means precise. Even so, they give a broad idea of the 
levels at which the rate of a national GST could be set to achieve revenue neutrality 
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for both levels of government. An important question for policy makers is the costs 
and benefits of deviating from this benchmark of single rate GST. While there would 
be pressing calls for all kinds of exemptions and lower rates, the economic benefits 
of a single rate are enormous. The experience of countries like New Zealand, Japan 
and Singapore suggests that it is feasible to resist such calls by keeping the tax rate 
low. There is increasing political support for such an option. It would mark a clean 
break from the legacy structures and herald a new era of simple and transparent tax 
administration.  

There is virtue in keeping the GST rate in the 10% range, especially at inception. Any 
revenue shortfall at this rate could be made up by the use of supplementary excises 
on select demerit goods (e.g., tobacco, and alcohol), besides motor fuels. Excises 
could also be used for select luxury items which do already attract tax at higher 
rates. This would help minimize undesirable shifts in the distribution of tax burden 
(see the discussion in Ahmad and Stern, 1984 and 1991). Clearly, such excises should 
be limited to a very small list of items which are discrete and not amenable to tax 
avoidance and evasion.  

B. Food  

The main issue in the application of GST to food is the impact it would have on 
those living at or below subsistence levels. In 2005, data, food accounted for one-
third of total private final consumer expenditures. For those at the bottom of the 
income scale, it doubtless accounts for an even higher proportion of total 
expenditures and incomes. Taxing food could thus have a major impact on the poor. 
By the same token, a complete exemption for food would significantly shrink the tax 
base.  

There are additional considerations that are pertinent to the treatment of food.  

 Food includes a variety of items, including grains and cereals, meat, fish, and 
poultry, milk and dairy products, fruits and vegetables, candy and 
confectionary, snacks, prepared meals for home consumption, restaurant 
meals, and beverages. In most jurisdictions where reduced rates or exemptions 
are provided for food, their scope is restricted to basic food items for home 
consumption. However, the definition of such items is always a challenge and 
invariably gives rise to classification disputes. In India, basic food, however 
defined, would likely constitute the vast bulk of total expenditures on food.  
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 In India, while food is generally exempt from the CENVAT, many of the food 
items, including food grains and cereals, attract the state VAT at the rate of 4%. 
Exemption under the state VAT is restricted to unprocessed food, e.g., fresh 
fruits and vegetables, meat and eggs, and coarse grains. Beverages are 
generally taxable, with the exception of milk.  

 In the rural sector, the predominant distribution channel for unprocessed food 
would be either a direct sale by the farmer to final consumers or through small 
distributors/retailers. Even where food is within the scope of the GST, such sales 
would largely remain exempt because of the small business registration threshold.  

 Given the large size of farm community in India, which is mostly unorganized, 
consideration needs to be given to whether it is advisable to exempt (with no 
right of input tax deduction) all unprocessed farm produce sold by them at the 
farm gate. In the case of cash crops (produce for further manufacturing or 
processing, e.g., cotton, coffee beans, and oil seeds), it would not be in the 
interest of the farmers to be exempted from tax. They should thus be allowed 
the option of voluntary registration to pay the tax. It is recognized that an 
exemption for first sale at the farm gate would be difficult to administer and 
create inefficiencies in distribution and marketing of farm produce.  

These considerations pose some difficult policy issues. Given that food is currently 
exempt from the CENVAT, the GST under a single-rate, comprehensive-base model 
would lead to at least a doubling of the tax burden on food (from 4% state VAT to a 
combined GST rate of 10-12%). It would call for some tangible measures to offset the 
impact on the lower-income households. One would be to limit the exemption only 
to cereals (see Table 1) as some of the other food items have lower distributional 
characteristics.  

The alternative of exempting food altogether (or zero rating) would not be any 
better. First, the revenue neutral rate would jump from 10-12% to 18%. While the 
poor would pay less tax on food, they would pay more on other items in their 
consumption basket. Whether and to what extent they would be better off would 
depend on the composition of their consumption basket. The higher standard rate 
would, in turn, lead to pressures for exempting other items (e.g., medicines, books, 
LPG, and kerosene). Third, it could preclude unification of the tax rate on goods 
with that on services, which are currently taxable 12.36%. Imposition of tax rate at 
18% on hitherto exempt services (e.g., passenger travel, health, and education) 
would encounter significant political resistance. Fourth, one cannot expect any 
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improvement in taxpayer compliance at such high rates. To the contrary, greater 
visibility of the Centre tax at the retail level could have a negative impact on 
compliance. Thus, an exemption for food has the potential to totally unravel the 
simplicity and neutrality of GST.  

One could consider a lower rate for food, instead of complete exemption. If the 
lower rate were to be 5%, the revenue neutral standard rate (based on 2005 rate 
structure) would be pushed up to 16%. This may be a reasonable compromise, 
provided all other goods and services are made taxable at the single standard rate of 
16%. The risk is that the lower rate for food would become the thin edge of the 
wedge which would create irresistible demands for the opening the door wider.  

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

Overall, the preferred option would appear to be a single-rate, comprehensive-base 
GST. While no option is perfect, it has the advantage of simplicity and neutrality. As 
noted earlier, sales of unprocessed food in rural India would largely remain exempt 
under this option because of the small business exemption. The poor can be further 
insulated from its impact through direct spending programs, and/or exempt from 
tax any sales under the Public Distribution System (PDS).  

C. Land and Real Property  

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

Under a modern GST/VAT (e.g., in Australia, New Zealand, Canada, and South 
Africa), housing and construction services are treated like any other commodity. 
Thus, when a real estate developer builds and sells a home, it is subject to VAT on 
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the full selling price, which would include the cost of land1, building materials, and 
construction services. Commercial buildings and factory sales are also taxable in the 
same way, as are rental charges for leasing of industrial and commercial buildings. 
There are only two exceptions: (1) resale of used homes and private dwellings, and 
(2) rental of dwellings:  

 A sale of used homes and dwellings is exempted because the tax is already 
collected at the time of their first purchase, especially for homes acquired after 
the commencement of the tax. If the sale were to be made taxable, then credit 
would need to be given for the tax paid on the original purchase and on any 
renovations and additions after the purchase. Except where the prices have 
gone up, the net incremental tax on resale may not be significant. Theoretically, 
this system does create a windfall for the existing homes build and acquired 
prior to the commencement of the tax. In practice, the windfall is not 
significant as the home construction would have attracted other taxes on 
construction materials and services that prevailed at the time.  

 Residential rentals are also exempted for the same reason. If rents were to be 
made taxable, then credit would need to be allowed on the purchase of the 
dwelling and on repairs and maintenance. Over the life of the dwelling, the 
present value of tax on the rents would be approximately the same as the tax 
paid on the purchase of the dwelling and on any renovation, repair, and 
maintenance costs. In effect (and as with other consumer durables), payment of 
VAT on the full purchase price at acquisition is a prepayment of all the VAT 
due on the consumption services that the house will yield over its full lifetime. 
A resale of a dwelling is exempted for the same reason: the tax was pre-paid 
when the dwelling was initially acquired.  

                                                           
1 Actually, in Australia and New Zealand, this is not always the case. In New Zealand, land 

(like any other “goods”) is the subject of a deemed input tax credit under the “second hand 
goods” scheme, which has the effect that the tax on a development of land acquired from 
an unregistered person is the margin of the supplier. This provision affects mainly the land 
held by individuals outside a business at the commencement of the GST. Such land is 
permanently sheltered from tax, even where it subsequently enters a commercial supply 
chain. In Australia, a margin scheme for land is used to work out the taxable value in 
similar circumstances: the margin scheme operates as a second hand scheme and as a 
transitional rule to prevent the value of most (but not all) of the value of land as at 1 July 
2000 entering into the tax base. 
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 Many private individuals and families own residential dwellings (including 
their homes and summer residences) which they may rent to others. They are 
generally not in the VAT system, so do not get a credit for the VAT paid when 
they initially acquire their new home. Nor do they claim any credit for any 
repairs or renovations they may have made to the existing homes. If the rental 
of such dwelling were subject to tax, owners should also be given a credit for 
the taxes paid on such costs—which would be complex, and difficult to 
monitor.  

Thus, virtually all countries exempt long-term residential rents and resale of used 
residential dwelling. However, short-term residential accommodation (in hotels, for 
example) is normally subject to VAT. Any commission charged by the agents and brokers 
for the sale or rental of a dwelling are treated as a service separate from the sale or rental 
of the dwelling and attract tax regardless of whether paid by the buyer or the seller.1

 
 

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

It would make sense to incorporate these concepts in the design of GST in India as 
well.   

 Conceptually, it is appropriate to include land and real property in the GST 
base. To exclude them would, in fact, lead to economic distortions and invite 
unnecessary classification disputes as to what constitutes supply of real 
property.  

 In the case of commercial and industrial land and buildings, their exclusion 
from the base would lead to tax cascading through blockage of input taxes on 
construction materials and services. It is for this reason that even under the 
European system an option is allowed to VAT registrants to elect to treat such 
supplies as taxable.  

 Housing expenditures are distributed progressively in relation to income and 
their taxation would contribute to the fairness of the GST.  

 The State VAT and the Service Tax already apply to construction materials and 
services respectively, but in a complex manner. For example, there is 
significant uncertainty whether a pre-construction agreement to sell a new 

                                                           
1 Poddar (2009) provides a more detailed discussion of the options for taxation of housing 

under VAT/GST. 
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residential dwelling is a works contract and subject to VAT. Where the VAT 
does apply, disputes arise about the allocation of the sale price to land, goods, 
and services. While land is the only major element that does not attract tax, the 
tax rates applicable to goods and services differ, necessitating a precise 
delineation of the two. Extending the GST to all real property supplies, 
including construction materials and services, would bring an end to such 
disputes, simplify the structure, and enhance the overall economic efficiency of 
the tax.  

One potential argument against the levy of GST to land and real property would be 
that they already attract the stamp duty. This argument can be quickly discarded as 
the purpose and structure of the stamp duty is quite different from that of the GST. 
Stamp duty is a cascading tax on each conveyance of title to real property, whereas 
the GST is a tax on final consumer expenditures. The GST does not impinge on 
commercial property transactions, after taking into account the benefit of input tax 
credits. It does not result in tax cascading. Under the model described above, in the 
case of residential dwellings, the GST would apply to the first sale only. Thus, the 
two taxes cannot be viewed as substitutes. However, the application of GST to real 
property transactions does warrant a review of the structure and rates of stamp 
duties and registration fees. The rates should be lowered and the structure 
rationalized when the GST is introduced.  

D. Non-profit Sector and Public Bodies  

Historically, supplies made by governmental bodies and non-profit organizations 
(including religious institutions, social welfare agencies, and sports and cultural 
organizations) have been exempted from VAT on the grounds that such bodies are 
not engaged in a business and their activities are not commercial in nature. But this 
is often, and increasingly, not the case. Public enterprises are involved in a wide 
range of industrial and commercial activities. As deregulation proceeds, the 
dividing line between public administration and industrial/commercial activities 
becomes increasingly blurred. For example, postal and telecommunication services 
were historically viewed as public administration, but this is no longer the case. 
Government agencies/ enterprises provide such services in competition with 
private firms. The same is true for other activities such as local and inter-city transit, 
operation of airports, radio and television broadcasting, and provision of water, 
sewer, and sanitation services. Moreover, the public sector in India, as in many other 
countries, is large and pervasive.  
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Under the EU VAT Directive, activities of the public sector are divided into three 
categories: non-taxable, taxable, and exempt. A public body is in principle eligible to 
claim input tax deductions only in respect of the VAT paid on inputs acquired for 
use in making taxable supplies (though a number of member states pay refunds of 
VAT by matching grant). While this approach may have provided the EU Member 
States with the needed flexibility in dealing with their domestic environment, it falls 
short of achieving the principal criteria of an efficient VAT system identified above. 
The exempt or nontaxable status of a wide range of supplies by public bodies 
violates the criterion of economic neutrality. Biases are created in favor of the self-
supply of services within the public sector to minimize the amount of non-
deductible VAT on inputs. Consumers may be influenced in their purchasing 
decisions by the fact that the VAT does not apply to certain public sector goods and 
services. The non-deductible input VAT embedded in the prices of public sector 
goods and services is passed along to persons in the production-distribution chain 
who are not final consumers.  

The application of a value added tax requires identification of a supply and the 
consumer or buyer to whom the supply is made, and valuation of consideration for 
the supply.  

Determination of each of these elements gives rise to issues in the public sector due to 
the nature of the way services are delivered by governments and the manner in which 
the services are funded. For example, a public body may provide its services for no 
explicit charge (e.g., museum admissions, water, health, and education) and there may 
not be any identifiable buyer or consumer for certain services provided on a collective 
basis (e.g., sanitation, and police protection). In addition, the political sensitivity to the 
taxation of certain services, and the methods of inter-governmental funding may detract 
from a neutral application of tax to the public sector activities. As a result, the public 
sector is subject to special rules in almost all VAT systems currently in place throughout 
the world.  

This is a matter that cannot be dealt with satisfactorily without a systematic review 
of all of the activities of the governmental bodies and non-profit organizations. 
However, at this stage it is useful to describe the two broad approaches that other 
countries have followed.  
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First, the highly-regarded VAT system in New Zealand (and later Australia1) treats 
all activities of public sector and non-profit bodies as fully taxable2. They thus collect 
the VAT on all of their revenues, with the sole exception of revenues from taxes, 
interest and dividends, and gifts and charitable donations. Under this broad and 
comprehensive approach, no distinction is made between public administration and 
commercial/ industrial activities of the state or non-profit organizations. By the 
same token, these bodies are eligible to claim a full credit for their input VAT in the 
same manner as private enterprises. This system is conceptually simple, and 
consequently is in some respects easy to operate. And—by putting public and 
private sectors on an equal footing—it minimizes potential distortions of 
competition. In Australia, certain basic medical and educational supplies, and 
supplies by non-profit organizations below market value (i.e., subsidized supplies) 
are zero-rated.3

 
Other supplies are taxable under the standard GST rules, as in New 

Zealand.  

                                                           
1 The Australian system is structured quite different from the New Zealand one, even though 

the net outcome is similar. New Zealand’s GST is designed to tax all flows of money 
through the Government, whereas Australia’s is complicated by the Federal Structure. The 
Commonwealth does not in fact pay GST or claim ITCs--it just does so notionally--, 
whereas the States actually do pay and claim. New Zealand taxes appropriations, whereas 
Australian says that they are not taxed. In addition, a range of Government provided 
services are GST-free or exempt. 

2 See Peter Barrand (1991), for a description of the New Zealand system. Aujean, Michel, Peter 
Jenkins and Satya Poddar provide an analytical framework for such a system. 

3 Zero-rated (called GST-free) supplies are defined as follows: 
38-7 Medical services 
(1)   A supply of a medical service is GST-free.  
(2)   However, a supply of a medical service is not GST-free under sub-section (1) if:  

(a) it is a supply of a professional service rendered in prescribed circumstances 
within the meaning of regulation 14 of the Health Insurance Regulations made 
under the Health Insurance Act 1973 [other than the prescribed circumstances set 
out in regulations 14(2)(ea), (f) and (g)]; or  

(b)   it is rendered for cosmetic reasons and is not a professional service for which 
Medicare benefit is payable under Part II of the Health Insurance Act 1973. 

[Medical services are defined by cross-reference to services covered by a health and 
health insurance law]  
38-85 Education courses  
A supply is GST-free if it is a supply of:  
(a)    an education course; or  
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The second is the traditional approach followed in most other countries. Under this 
approach, the activities of public and non-profit bodies are divided into two lists: 
taxable and exempt. There are no simple or mechanical rules for this division, which 
in practice is based on a variety of economic, social, and practical considerations. For 
example, public enterprises engaged in industrial or commercial activities are 
generally taxable, especially if their revenues from their clients are expected to 
exceed their costs. Some countries exempt all other fees and charges, while others 
tax them on a selective basis (including postal charges, airport landing fees, port 
loading and unloading charges, sale of statistical and other publications, and fees for 
licenses and permits). Given that not all of the activities of an organization are 
considered taxable under this approach, an input tax credit is allowed for only those 
inputs that relate to the taxable activities of the organization.  

This latter approach creates difficulties in determining what is taxable and what is 
exempt, and also in allocating the input taxes between the two (since credit would 
be given only in respect of taxable activities). It also creates a distortion in the form 
of a bias against the use of outside contractors by public bodies in their exempt 
activities. For example, if a municipality used a contractor for construction of a road 
or a bridge, it would pay the VAT on the contractor’s fees, and not be eligible to 
claim a credit for the tax. However, it could avoid the tax if it hired its own 
employees to do the construction work. As noted above, some countries provide a 
full or partial rebate of the tax related to minimize this ‘self-supply’ bias.  

There is little doubt that the New Zealand approach is conceptually superior. It 
does, however, lead to a larger number of taxpayers, many of which will be entitled 

                                                                                                                                                                     
(b)   Administrative services directly related to the supply of such a course, but only if 

they are supplied by the supplier of the course. 
[‘Education course’ defined as a course leading to a diploma or degree from a primary, 
secondary or tertiary school with cross-references to recognition by the appropriate State 
education authority]  
38-250 Nominal consideration etc.  
(1)  A supply is GST-free if:  

(a)  the supplier is a charitable institution, a trustee of a charitable fund, a gift-
deductible entity or a government school; and  

(b)    the supply is for consideration that:  
(i)   if the supply is a supply of accommodation – is less than 75% of the GST 

inclusive market value of the supply; or  
(ii)  if the supply is not a supply of accommodation – is less than 50% of the GST 

inclusive market value of the supply.  
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to refunds. Since the management of refunds is an especially problematic aspect of 
the VAT, particularly in developing countries, the control issues may be a significant 
drawback.  

If Governments and public bodies are partially exempted, then one other issue that 
needs to be considered is the treatment of supplies to governments. This is especially 
important in a federation. Should one Government apply its non-creditable tax to 
supplies to another Government? Or should all Governments be immune from 
taxation as sovereign bodies? In India, CENVAT and State VAT currently apply to 
Government procurement.  

Likewise, the GST could be made applicable to supplies to Governments with no 
special rules. However, as noted earlier, this then would create a self-supply bias for 
public bodies where they buy inputs for an exempt activity.  

E. Financial Services  

Financial services are exempted from VAT in all countries. The principal reason is 
that the charge for the services provided by financial intermediaries (such as banks 
and insurance companies) is generally not explicit - a fee -  but is taken as a 
margin, that is hidden in interest, dividends, annuity payments, or such other 
financial flows from the transactions. For example, banks provide the service of 
operating and maintaining deposit accounts for their depositors, for which they 
charge no explicit fee. The depositors do, however, pay an implicit fee, which is 
the difference between the pure interest rate (i.e., the interest rate which could 
otherwise be earned in the market without any banking services) and the interest 
actually received by them from the bank on the deposit balance. The fee is the 
interest foregone. Similarly, the charge for the services provided by banks to the 
borrowers is included in the interest charged on the loan. It is the excess of the 
interest rate on the loan over the pure rate of interest or cost of funds to the bank 
for that loan.  

It would be straight-forward to levy the tax on this implicit fee if the reference ‘pure 
rate’ were easily observable—but it is not. The spread between borrowing and 
lending rates, could be measured, and taken as measuring the total value added by 
the intermediary. But in order for the crediting mechanism to work properly, it is 
necessary to go further and allocate this value-added to borrower and lender (with a 
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credit on the tax paid due only to registered taxpayers)—which again raises the 
problem of identifying a reference pure interest rate.1

 
 

Some financial services are, of course, charged for by a direct and explicit fee, 
examples being an account charge or foreign exchange commission. Services 
provided for an explicit charge could be subjected to VAT in the normal way with 
the taxable recipient having a right of deduction, and a growing number of countries 
do this. Nevertheless, some countries exempt them all, while others limit the 
exemption to banking and life insurance. The exemption avoids the need to measure 
the tax base for financial transactions, but gives rise to other distortions in the 
financial markets. The denial of credit to the exempt financial institutions for the 
VAT charged on their inputs creates disincentives for them to outsource their 
business process operations. Where they render services to business clients, the 
blockage of input tax credits results in tax cascading, adversely affecting their 
competitive position in the international markets.  

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

In China, financial services are taxable under their business tax, which is a tax on 
turnover with no tax credits allowed on inputs. Because it is a turnover tax, it can be 
applied to the total spread for margin services, with no need to allocate the spread 
between borrowers and depositors. Israel, and Korea also apply tax in such 
alternative forms.  

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

                                                           
1 These concepts are discussed in greater detail in Poddar, S. and M. English (1997) and 

Poddar, Satya (2003). 
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 Merchant discounts on credit/debit card transactions are taxable as a 
consideration for credit card services, as are any explicit fees or late payment 
charges collected from the card member.  

 In foreign currency conversion transactions without an explicit fee, tax applies 
to a deemed amount of consideration equal to 2% of the amount converted.  

 The tax applies to that portion of life insurance premiums that represents a 
cover for risks.  

As there are no compelling economic or social policy reasons for exempting financial 
services (other than the practical difficulties of defining the consideration for margin 
services), it would be appropriate to continue this approach under GST. There are, 
however, certain technical flaws in the measurement of consideration that need to be 
addressed when switching over to GST. For example, in the case of insurance, the 
tax applies to the gross amount of risk premium, while a proper measure would be 
the premiums net of any claims (whether the claim is settled in cash or in kind). This 
can be accomplished by allowing a credit in respect of any claims paid.  

Consideration could also be given to bringing interest margin on non-commercial 
loans and deposits within the next net on an aggregate basis, as opposed to for each 
transaction separately1.

 
This could be done by computing the aggregate interest 

margin and apportioning it between the margin from B2B and B2C transactions. The 
B2B margin could then be zero-rated, and the tax applied to the B2C margin.  

In some countries, transactions in gold, silver and other precious metals are also 
treated as part of the financial sector, given that these metals are often bought as 
investments, and not for consumption. They are exempted from tax. However, 
unlike the approach followed in India of applying a reduced rate of 1% to such 
metals and articles made of such metals, the exemption is confined to only metals of 
investment-grade purity levels. Jewellery and other articles made of such metals 
remain taxable at the standard rate.  

6.  Treatment of Inter-State and International Trade  
Treatment of inter-State and international supplies of goods and services is one of 
the most crucial elements of the design of a Dual GST. A set of rules is needed to 

                                                           
1 For a more complete discussion of the system in India and how it can be modified and 

extended, see Poddar, Satya (2007). 
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define the jurisdiction in which they would be taxable under the destination 
principle. Further a mechanism is needed for enforcing compliance to those rules.  

The Rules can be relatively straightforward for the application of the Central GST. 
However, there is a concern that, under a sub-national destination-based VAT, 
taxation of cross-border transactions could be a significant challenge in the absence 
of any inter-state fiscal border controls. Even if such border controls were to exist, 
they would be ineffective for taxation of services, which entail no physical inter-state 
movement. This concern has been a topic of increased discussion over the recent 
years due to the growth in internet sales and transactions. Cross-border VAT 
leakage is also a growing concern in the EU because of the removal of border 
controls between Member Countries.  

In what follows, we first start with the basic framework for defining the place of 
supply, then look at the policy options for ensuring proper compliance. 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 basis of the destination principle. 
For this purpose, some countries follow the practice of prescribing a set of rules for 
defining the place of taxation or place of supply. A supply is taxable in a given 
jurisdiction only if the supply is considered to take place in that jurisdiction. An 
alternative approach followed by other countries is to first define what supplies 
are potentially within the scope of the tax, and then provide criteria for 
determining which of those supplies would be zero-rated as exports. The two 
approaches yield the same result, even though one excludes exports from the 
scope of the tax, while the other zero-rates them, having first included them in the 
scope. The Service Tax in India follows the second approach.  

While the rules and approaches vary from country to country, the basic criteria for 
defining the place of taxation are as follows (approaches for taxation of services 
depicted in Chart 1):1

 
 

                                                           
1 What are discussed below are only the basic concepts. The actual rules can be complex, and 

highly varied from one jurisdiction to the next. For a more rigorous discussion of the 
approaches being followed in selected international jurisdictions, see Millar, Rebecca 
(2007). 
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 A sale of goods is taxable if the goods are made available in or 
delivered/shipped to that jurisdiction (i.e., on the basic of place of delivery or 
shipment to the recipient).  

 A sale of real property is taxable if the property is located in that jurisdiction 
(i.e., on the basis of place of location of the property). Services directly 
connected with real property are also taxable on this basis (e.g., services of 
estate agents or architects).  

 A supply of other services or intangible property is taxable in that jurisdiction 
depending on one or more of the following factors:  

o Place of performance of the service  

o Place of use or enjoyment of the service or intangible property  

o Place of residence/location of the recipient  

o Place of residence/location of the supplier  

 Special rules apply for certain supplies (also referred to as mobile services) for 
which there is no fixed place of performance or use/enjoyment, such as:  

o  Passenger travel services  

o  Freight transportation services  

o  Telecommunication Services  

o  Motor vehicle leases/rentals  

o  E-commerce supplies   

 

 



 

CHART-1 
PLACE OF TAXATION (Of Supplies Other Than Goods) 
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In defining the place of taxation of services and intangible property, a distinction is 
often made between supplies made to businesses (B2B) and final consumers (B2C). 
B2B supplies are generally defined to be made where the recipient is located or 
established, regardless of where the services are performed or used. This is 
particularly the case for the so-called intangible services (e.g., advisory or consulting 
services) for which the place of performance is not important. Thus, all such services 
rendered to non residents become zero-rated, and subject to a reverse charge in the 
country of the recipient, which charge is deductible as long as the recipient is fully 
taxable. This avoids tax cascading, which would otherwise occur. 

By contrast, B2C services are deemed to be made in the jurisdiction where the 
supplier is located. Many B2C services tend to be tangible or physical in nature, e.g., 
haircuts, and admissions to place of amusement, which are used/consumed at the 
place of their performance. In some countries, B2C intangible services are treated in 
the same manner as B2B services, i.e., they are zero-rated when rendered to non-
resident customers.  

Special rules apply to the so-called mobile services. For transportation services, the 
place of supply is defined by reference to the point of origin or destination. In 
Europe, rail passenger transportation is taxed based on distance traveled in the 
taxing jurisdiction. For telecommunication, e-commerce and satellite broadcasting 
services, the origin rule (taxation in the country of the supplier) can lead to non-
taxation, and various solutions have been followed to prevent this. For example, in 
the EU, e-commerce suppliers to EU final consumers are required to register and 
account for tax in the country of their customer, using a ‘one stop shop’ registration 
facility, if they wish. This rule is being extended to intra-EU supplies of 
telecommunications, e-commerce and satellite broadcasting from 1/1/2015 to 
present suppliers obtaining an arbitrage advantage by setting up their business in a 
low rate member state. In Canada, a “two-out-of-three” rule is followed, i.e., the 
supply is made in the jurisdiction if the points of origin and termination are in that 
jurisdiction, or if one of the points is in the jurisdiction and the supply is billed to an 
account in the jurisdiction. The rules for e-commerce are varied, but generally follow 
the rules for telecommunication services. Internet connectivity services are in fact 
telecommunication services. Goods and services bought and sold on-line are 
generally taxed on the same manner as those bought off-line.   

For short-term car rentals, in Europe the place of supply is where the car is first 
made available to the customer, regardless of the place of its subsequent use. For 
long-term leases, place of supply could depend on the place of use of the vehicle or 
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the residence of the customer; the EU is adopting such a rule from 1/1/2010 to 
prevent ‘rate shopping’. Often, similar rules are adopted for leases and rentals of 
other goods also.  

In addition to the above, there are a variety of other complex cross-border 
transactions’ for which supplementary rules are required. They relate to global 
transactions (or master service agreements) for individual supplies to legal entities 
of a corporate group around the world, triangular transactions, supplies among 
branches and between branches and head office, and cost reimbursement/ allocation 
arrangements. The complexity of the rules for such transactions has been an issue 
under discussion by working groups at the OECD, with a view to developing a 
framework or guidance for uniformity and consistency in the treatment of 
international services and intangibles in different jurisdictions.1

 
 

It is recognized that under these rules tax could be charged to nonresident business 
customers on supplies of an intermediate nature (i.e., not for final consumption) 
which would lead to cascading and create competitive distortions. To address this 
concern, many countries have provisions to provide a rebate of the tax charged to 
business customers.2

 
Such rebates can also be extended to non-business customers, 

e.g., rebates to foreign tourist for the tax paid on goods bought locally for 
subsequent export when they return back.  

Generally, these rules apply in a symmetrical manner to define exports and imports. 
Thus, where the supply of, say, consulting services by a domestic supplier is zero-
rated because it is supplied to a business located outside the country, the supply of 
such services by a foreign supplier to a business located in the country would be 
taxable as an imported service. Imports generally attract tax at the customs border. 
For services and intangibles, the tax is self-assessed by the recipient under the 
reverse-charge mechanism.  

The combined result of these rules (including the system of rebates for nonresident 
customers) is to define the place of destination of services and intangibles as follows:  

 For B2B supplies, the place of destination is the place where the recipient is 
established or located.  

 For B2C supplies of a tangible/physical nature (e.g., hair cuts, hotel 
accommodation, local transportation, and entertainment services), the place of 

                                                           
1 For discussion of the issues and approaches, see OECD (2004). 
2 For example, such rebates are provided under Article XXX of the EU VAT Directive. 
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destination is the place where the supplier is established or located, which is 
generally also the place where the service is performed. For highly mobile B2C 
supplies of an intangible nature (e.g., telecommunication, e-commerce and 
satellite broadcasting services, for which the place of performance is not linked 
to the rendering of the service), the place of supply could be the place of 
residence of the customer (as for B2B supplies), or the place where the services 
are used or enjoyed. But, because it is wholly impractical to subject final 
consumers to the reverse charge, in Europe the non-resident supplier is 
required to register and account for VAT to customers resident in the 
European Union.  

 Special rules for specific supplies are generally designed to yield a result 
similar to that for other supplies. They serve the purpose of providing greater 
certainty and clarity in situations where the place of location or residence of 
the supplier or the recipient may not be well defined or easily ascertainable at 
the time of the supply.  

B. Place of Taxation, Inter-State Transactions  

An important question in the context of the Dual GST is whether these rules for 
international cross-border supplies can be adopted for domestic inter-State supplies 
also. Conceptually, there are no compelling reasons to deviate from them for 
defining the place of supply at the sub-national level. The only precedent available 
of a destination-based VAT at the sub-national level is that of Harmonized Sales Tax 
(HST) in Canada. (The precedent of the EU is different because it is a community of 
27 Sovereign Member States rather than a single nation made up of a union of states 
in a federation. The EU solution of taxing intra-EU B2B supplies of goods and 
services by means of zero-rating and then reverse charge accounting in the member 
state of the taxable recipient may not be the right answer—and has led to the 
problem of carousel fraud). Surprisingly, Canada deviated from these rules in 
defining the place of supply in a province in one important respect. In defining the 
place of supply of services at the provincial level, the primary criterion used in 
Canada is the place of performance of the service. Thus, if all or substantially all of a 
service is performed in a province, then the place of supply of the service is 
considered to be that province, regardless of whether it is a B2B or B2C supply, and 
where it is used or enjoyed. There appear to be two reasons for it, which are also 
relevant for the design of the Dual GST in India.  
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First, it is recognized that the place where the supplier or the recipient is established 
cannot be defined uniquely at the sub-national level within a common market. A 
supplier may have establishments/ offices in several States and one or more of them 
could be involved in rendering the service. At the national level, the country of 
residence of the counter parties to a transaction needs to be determined for direct tax 
as well as other regulatory purposes. However, at the sub-national level, such 
determination is not necessary, especially where there is no direct tax at that level. 
The basic rules outlined above for international supplies cannot be applied in the 
absence of supplementary rules for defining the place where the supplier and the 
recipient are located or established. Take, for example, an HR consulting firm with 
offices in several States providing recruitment services to a corporate entity with 
operations through India. In this case, the basic rule of defining the place of supply 
of the service to be where the recipient is established cannot be applied as the 
recipient is established in more than one State.    

Second, under the Canadian HST, any input tax paid by a business can be claimed 
back as an input credit under the federal GST or the HST regardless of where it is 
established, as long as the inputs are used in a taxable activity. Thus, there is no 
adverse consequence of collecting the HST on services rendered to businesses 
located in other provinces. The HST is integrated with the GST to such an extent that 
it best fits the description of as a national GST, not a Dual GST.  

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

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

Given that any tax on B2B supplies would generally be fully creditable, excessive 
sophistication would not be warranted for defining the place of destination of such 
supplies. For multi-establishment business entities, the place of destination could be 
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defined simply as the place of predominant use of the service. Where there is no 
unique place of predominant use, the place of destination could be simply the 
mailing address of the recipient on the invoice, which would normally be the 
business address of the contracting party. The risk of misuse of this provision 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 State where the supplier is established, 
which, in turn, could be defined as the place where the services are performed. 
Where there is no unique place of performance of the service, the place of taxation 
could be defined to be the State where the supplier’s establishment most directly in 
negotiations with the recipient is located. This would be similar to the Canadian 
rule.  

C. Taxation of Imports by the States  

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

In Canada, the provincial HST is collected by the Customs authorities on non-
commercial importations of goods. The tax is collected at the time of importation on 
the basis of place of residence of the person importing the goods, regardless of 
where the goods enter the country. Commercial importations do not attract the 
provincial HST because of difficulties in determining their destination within the 
country. For example, a large consolidated commercial shipment could contain 
goods that are initially destined to a central warehouse, for subsequent distribution 
to various parts of the country.  

The Canadian system is conceptually appealing and could be considered for the 
application of State taxes under the Dual GST in India.   

D. Monitoring of Inter-State Supplies  

We turn now to the design of a suitable mechanism for payment and collection of 
tax on inter-state supplies. As noted earlier, there is a concern that a sub-national 
destination-based VAT could be subject to substantial leakages in the absence of 
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effective inter-state border controls. Many policy prescriptions have been made to 
deal with the issue, but none implemented so far at the sub-national level.1

 
 

In our view, these concerns are exaggerated, especially under a dual GST, 
harmonized between the Centre and the States and across the States. It is possible to 
design suitable mechanisms for proper application of tax on inter-state supplies, 
without resorting to border controls. The current border controls for goods, in the 
form of inter-state check posts have not been effective in the past. Border controls 
would not even be feasible for services and intangibles, which involve no physical 
inter-State movement.  

As noted by Bird and Gendron2, under a dual GST, the application of the Centre 
GST to all domestic supplies would automatically serve as an audit control for 
reporting of inter-State supplies for purposes of the State GST. The aggregate of the 
turnovers reported for the State GSTs must equal the total turnover reported for the 
Centre GST. Dealers can misclassify the turnover to different States, but would not 
be able suppress the turnover for State GST below the level reported for the Centre 
GST. Where the GST design, rate and the base is harmonized across the States, the 
dealers would have little incentive to misclassify the turnover. Under such a system, 
the focus of the authorities should be on proper reporting of the total turnover, not 
inter-State turnover.  

Notwithstanding the above, a mechanism is needed for proper application of sub-
national tax on inter-State supplies of goods as well as services. For reasons outlined 
elsewhere3, zero-rating of inter-State supplies is not advisable. Instead, the preferred 
approach would be to require the vendors to collect the destination state GST on 
inter-State supplies (of goods and services) and remit the tax directly to the 
destination state. The tax would then be creditable in the destination state under the 
normal rules, i.e., if it relates to inputs for use in making taxable supplies.  

This mechanism, referred to as Prepaid VAT (PVAT), is similar to the mechanism of 
the CST. Under the CST, the tax on inter-state sales is charged and remitted to the 
origin state. Under PVAT, the tax on inter-state supplies would be charged and 

                                                           
1 See, for example, McLure, Charles (2000):, Keen, Michael and Stephen Smith (2000), and 

Poddar, Satya (1990). 
2 See Bird and Gendron (1998). 
3 See Poddar, Satya, Eric Hutton, (2001). 
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remitted to the destination state.1
 
It preserves the destination principle of VAT. 

Vendor in the origin State collect tax on all of their domestic supplies, whether intra-
State or inter-State. The tax collected on inter-state supplies would be that of the 
destination state and remitted to that state by the vendor. On intra-State supplies, 
the tax collected would be that of the origin State and paid to that State.  

Buyers who are GST registrants (in B2B transactions) would have a strong incentive 
to ensure that the vendor properly applies the destination tax, which would then be 
creditable against their output tax in the state of destination. Otherwise, the goods 
would be subject to the tax of the origin state, which would not be creditable in the 
state of destination.  

Most supplies of services and intangibles to consumers and other exempt buyers (in 
B2C transactions) would be taxable in the State of origin, without the benefit of zero-
rating. However, inter-State shipments of goods to consumers would be zero-rated 
in the state of origin and attract the tax of the destination state (including, for 
example, mail order supplies of goods). An inducement could be created for 
consumers also to ensure that the vendor charges the destination State tax on such 
shipments. This could be done by imposing a self-assessment requirement in the 
destination state on any inter-state purchases on which the vendor has not charged 
and remitted the destination state tax.  

The PVAT mechanism establishes the output-tax-and-input-credit chain for inter-
state transactions and, thereby, strengthens the audit trail property of the VAT 
system. Unlike the system of zero-rating, it creates strong incentives for both the 
origin and the destination states to monitor compliance independently of each other, 
as revenues of both are affected by the zero-rated sales declared by the vendor. This 
is a unique feature of PVAT, and perhaps it is most significant. Under the traditional 
system of zero-rating, the quantum of zero-rated sales reported by the vendor affects 
the revenues of the origin state, but not of the destination state. PVAT creates a 
simple and effective link between the two.  

                                                           
1 The PVAT mechanism as originally developed by the authors entailed a prepayment of the 

destination State VAT before the goods are shipped. However, under a harmonized Dual 
GST, such prepayment may not be necessary. There would be enough safeguards in the 
system to enforce payment of tax on inter-state supplies at the same time as on intra-state 
supplies. 
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7. Harmonization of Laws and Administration  
The need for Centre-State and inter-State harmonization is paramount under the 
Dual GST. The ultimate goal would be a unified base and one set of rules for the two 
taxes.  

What should be the mechanism for achieving this harmonization? Different options 
have been adopted in other federations or trading blocks. At one extreme is the 
example of Australia where the GST is imposed and administered as a single unified 
tax levied by the national government. All the revenues from the tax are then 
distributed to the States. Another such example is that of Harmonized Sales Tax 
(HST) in Canada, which is levied in three of the ten provinces. The tax is levied and 
administered under a unified law by the national Government, much like the 
Australian GST. The key difference is in the revenue allocation system. Under the 
Canadian system, provincial participation in the HST is elective, not mandatory. The 
tax is levied at the national rate of 7 per cent (now reduced to 5%), which is 
increased by 8% per cent in those provinces which have elected to participate in it. 
The revenues attributable to the supplementary rate of 8 per cent are then 
distributed among the participating provinces on the basis of a statistical calculation 
of the tax base in those provinces (which approximates the revenues they would 
have collected if they had levied a separate tax of their own). In Australia, there is no 
State “participation”. The tax is a federal tax that is distributed to the States under a 
political agreement. The revenues are distributed as grants to the States, taking into 
account factors such as fiscal capacity and need of individual States. In terms of the 
operation of the law, the enactment of the law, and the jurisdiction of law, it is 
exclusively a federal tax.  

The system in the Province of Quebec in Canada offers another model of 
harmonization of the national and sub-national taxes. Quebec levies a goods and 
services tax, called Quebec Sales Tax (QST), the legislation for which follows very 
closely the model for the federal GST. The two taxes have the same base, definitions, 
and rules, but levied under two separate statutes. To ensure harmonization of 
administration, the two governments have entered into a tax collection agreement 
under which the collection, administration and enforcement of the federal GST is 
delegated to the provincial government. The agreement defines the role and 
responsibilities of the two governments and the policies and procedures to be 
followed in administering the tax. The federal government retains the power to 
make any changes in the legislation and to issue rulings, and interpretations, which 
are adhered to by the province in administering the federal GST. In practice, the 
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province accepts the federal rulings and interpretations for both GST and QST, given 
the similarities in the two statues.  

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

As noted earlier, the CST in India also offers an interesting model of the 
harmonization mechanism. The CST law is Central, but the tax is administered and 
collected by the States. Indeed, this appears to be most suitable model for India. The 
GST law for both the Centre and the States would be enacted by Parliament under 
this model. It would define the tax base, place of taxation, and the compliance and 
enforcement rules and procedures. The rates for the State GST could be specified in 
the same legislation, or delegated to the State legislatures. The legislation would 
empower the Centre and the States to collect their respective tax amounts, as under 
the CST.  

If the Governments fail to reach a political compromise on the CST model, the 
Quebec model would appear to be the next best alternative. It respects fiscal 
autonomy of the two levels of government, yet facilitates harmonization through the 
mechanism of binding tax collection agreements between the Centre and the States. 
These agreements would, in turn, encourage adoption of a common GST law.  

The Centre can play an important role of providing a forum to discuss and develop 
the common architecture for the harmonized administration of the two taxes. It 
would have responsibility to develop policies and procedures for GST, in 
consultation with the Empowered Committee, e.g., on the place of supply rules, 
taxpayer registration and identification numbers, model GST law, design of tax 
forms and filing procedures, data requirements and computer systems, treatment of 
specific sectors (e.g., financial services, public bodies and governments, housing, and 
telecommunications), and procedures for collection of tax on cross-border trade, 
both inter-State and international. The proposal made by the Empowered 
Committee (for delegation of administration of the Centre GST for smaller dealers to 
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the States) is very similar, even though the contractual framework for it is yet to be 
developed.  

8. Conclusion  
The Empowered Committee describes the GST as “a further significant 
improvement – the next logical step -towards a comprehensive indirect tax reforms 
in the country.” Indeed, it has the potential to be the single most important initiative 
in the fiscal history of India. It can pave the way for modernization of tax 
administration -make it simpler and more transparent – and significant 
enhancement in voluntary compliance. For example, when the GST was introduced 
in New Zealand in 1987, it yielded revenues that were 45% higher than anticipated, 
in large part due to improved compliance. Its more neutral and efficient structure 
could yield significant dividends to the economy in increased output and 
productivity. The Canadian experience is suggestive of the potential benefits to the 
Indian economy. The GST in Canada replaced the federal manufacturers’ sales tax 
which was then levied at the rate of 13% and was similar in design and structure as 
the CENVAT in India. It is estimated that this replacement resulted in an increase in 
potential GDP by 1.4%, consisting of 0.9% increase in national income from higher 
factor productivity and 0.5% increase from a larger capital stock (due to elimination 
of tax cascading).  

However, these benefits are critically dependent on a neutral and rational design of 
the GST. The discussion of selected issues in this paper suggests that there are many 
challenges that lie ahead in such a design. The issues are not trivial or technical. 
They would require much research and analysis, deft balancing of conflicting 
interests of various stakeholders, and full political commitment for a fundamental 
reform of the system.  

Opportunities for a fundamental reform present themselves only infrequently, and 
thus need to be pursued vigorously as and when they do become available. As the 
choices made today would not be reversible in the near future, one needs a longer-
term perspective. Achieving the correct choice is then a political economy balancing 
act that takes into account the technical options and the differing needs and 
constraints of the main partners. Fortunately, there is a very substantial consensus 
among all stakeholders in the country for a genuine reform. In the circumstances, an 
incremental or timid response would be neither politically expedient, nor would it 
serve the needs of India of the 21st century. Experience of countries with modern 
VATs, such as New Zealand, Singapore, and Japan suggests that a GST with single-
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rate and comprehensive base can be a win-win proposition for taxpayers and the fisc 
alike.  
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B-2 
ICAI’s  CONCEPT  PAPER –  

GST MODEL FOR INDIA SUGGESTIONS 
 

1 Background  
1.1 India is on a growth trajectory with the economy growing at higher and higher 
rate, year on year. Economic liberalization and sectoral reforms have been the chief 
contributors to this growth. Tax reforms too have kept pace and India has moved 
from the origin based system of taxation of goods to destination based system; 
introduced taxation of services and moved to a more robust system based on value 
added principles. The tax reform process is also gaining ground with experience and 
exposure and the pace of reform is now faster.  

1.2 After achieving, what many considered as an almost impossible task, of 
moving from sales tax system for taxation of goods at State level to more modern 
system of value added tax at the state level, now is the time to move to consolidation 
of taxes on goods and services and achieve true value added tax system (also 
referred to – as Goods and Service Tax) encompassing both goods and services at all 
levels. This, as compared to the earlier task of moving to value added tax system, is 
an even greater challenge in the political and constitutional structure of the country. 
But, given the resolve of the States to have a fairly simple to comply and less 
burdensome system of taxation, India will achieve the target set by Finance Minister 
of introducing a comprehensive Goods and Services Tax (GST) by 2010.  

2 Scope of this Concept Paper  
2.1 This Concept Paper suggests GST Model for the country that could be adopted 
in short term and identifies issues that arise in designing and implementation of 
comprehensive GST in India.  
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3 Design Alternatives  
3.1 There are a  variety of models for taxation of goods and services. All models 
either adopt one of the following principles or are derived from a combination of:  

— Origin based single point levy (e.g. excise duties) 

— Destination based single point levy (e.g. retail sales tax) 

— Destination based multi point levy with input tax credit mechanism (e.g. 
GST/VAT). 

3.2 The models may be comprehensive covering all goods and services or be 
selective, applicable only to specified goods and/or services.  

3.3 The model may provide for levy of taxes at all stages or only at specified stages 
of value chain from manufacture to consumption. The stage at which tax is imposed 
may also vary between commodities and services.  

3.4  All these combinations result in a  wide variety of models adopted across 
countries. Different countries adopt different models for taxing goods and services 
to suit their own situations. Vast majority of countries, during the  last 50 years, have 
moved to destination based system for taxation of goods and services. Some start at 
the origin and follow the goods through its journey from origin to destination e.g. 
countries in the European Union, Australia, Canada whereas some levy tax at retail 
level (e.g. USA). More than 100 countries have adopted Value Added Tax (VAT) 
system with input tax credit mechanism covering transactions from origin 
(manufactured or imported into the country) to destination (final consumption). The 
VAT system adopted by countries varies from what could be described as “classic” 
VAT system encompassing all transactions of sale/supply of goods and services in 
the economy at all levels, from manufacturing to consumption, to modified versions 
applicable only to select goods and/or services, applied upto different stages of 
value chain.  

3.5 The design of model depends a great deal on the nature of activities in the 
economy, level of growth of economy, sizes of businesses, political structure, 
Constitutional powers, stage of advancement of the economy and like. No one 
model can be said to be ideal for all countries.  

3.6 Thus, India will have to design its own model to suit its own requirements 
especially, given the federal structure of governance and the provisions of 
Constitution.  
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4 India’s Current Model  
4.1 India currently has a mixed system of taxation of goods and services; it is not 
“classic” VAT or GST system although the taxes on goods are described as “VAT” at 
both Central and State level on goods and it has adopted value added tax principle 
with input tax credit mechanism for taxation of goods and services.  

4.2 Until introduction of MODVAT (now CENVAT) Scheme in 1986 in Central 
Excise Duty, that duty was an origin based single point taxation system on 
manufacture of goods with some exceptions where set off scheme was used to 
reduce cascading effect of taxes. At that time, at State level, variety of schemes were 
used like origin based single point system, multi point system with set off, last point 
(retail level) system and so on. This was, again, not standard even within a State. 
States adopted different systems for different commodities too. Even now, with 
introduction of State VAT, there is combination of origin based (Central Sales Tax) 
and destination based multi point system of taxation. CENVAT is only at 
manufacturing level and does not go upto retail level.  

4.3 Similarly, there was no union level tax on services till introduction of Service 
Tax in 1994 although, there was and there continues selective levy by States of 
Service Tax on specified services like entertainment tax, electricity duty etc.. Even 
now, Union Service Tax is not comprehensive; it is levied on large number of select 
services and there is no comprehensive Service Tax at State Level. The “VAT” at 
Union as well as State Level is on goods only except that at the Union level there is 
input tax credit mechanism between CENVAT and Service Tax.  

4.4 Principal differences between the current structure and classic VAT are:  

 Two separate VAT systems operate simultaneously at two levels, Centre and 
State, and tax paid under one is not available as set off (input tax credit) 
against the other.  

 Tax on services and on goods is under separate legislations at Centre Level.  

 There is no comprehensive taxation of services at the State level – few services 
are taxed under separate enactments.  

 Imports in the country are not subjected to VAT.  

4.5 Current structure of indirect taxes is, thus, in a sense, dual one where tax on 
activity of manufacture and provision of services is collected by Union Government 
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and that on sale of goods is collected by State Governments (refer Annexure 1). 
Relevant provisions of Constitution are in Annexure 2.  

4.6 Finance Commission determines the overall and individual share of states in 
the taxes collected by Union. The overall share of states in taxes at present is 30.5 % 
1of the total taxes collected by Union Government from all taxes i.e. direct and 
indirect.  

5  GST – Alternative models and issues  
5.1 Design of a GST model involves three key components:  

 Determination of the system – origin based, destination based, single point, 
multi point and so on  

 Identification of activities and/or goods and services to be covered under each 
system  

 Determination of level of government imposing and collecting GST.  

5.2 There is a fair degree of consensus in India so far as system is concerned; we 
have adopted and are moving towards consolidation of goods and services tax 
under destination based multi point system of taxation. Also, there is fair degree of 
consensus so far as coverage of activities and goods and services are concerned; we 
will, like most other countries, continue to have customs duty which would not be 
rebatable and rest of the principal taxes i.e. CENVAT, State VAT and Service Taxes 
would form part of proposed GST.  

5.3 Few other issues remain to be addressed like whether stamp duty should also 
become part of GST, which are other taxes being levied by each of the states and to 
determine whether they should become part of GST or remain out of it. Stamp duty, 
being more in the nature of tax on property, rather than on transaction, ought to 
remain outside GST as is the position in other countries. However, to the extent, 
stamp duties are imposed on agreements involving sale of goods and/or provision 
of services (e.g. agreement for works contract in the State of Maharashtra), the same 
ought to be removed. Similar  issue relates to octroi  which is currently levied by 
various municipalities and, in some cases, by states on entry of goods in the local 
area for use, consumption or sale therein. This also ought to be merged with GST 
and a mechanism to transfer resources to local authorities from out of the total 
revenues of the states needs to be worked out.  
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5.4 This Concept Paper thus addresses the third key component on which consensus 
building is in progress. This component of the design is relevant for a country having 
federal structure of governance (e.g. Canada, Brazil or, for that matter, even European 
Union).  

5.5 There are three alternatives in this context:  

 GST at Union Government Level only (Alternative I) 

 GST at State Government Level only (Alternative II) 

 GST at both, Union and State Government Levels (Alternative III). 

5.6 Canada has GST at Union Level extending to all goods and services covering 
all stages of value addition. In addition, there is tax at Province (State) level in 
different forms which include VAT, Retail Sales tax and so on. European Union (EU) 
nations (each one is independent nation but, part of a Union and have agreed to 
adopt common principles for taxation of goods and services) have adopted “classic” 
VAT. If we consider EU as a country equivalent and member nations as state 
equivalents, EU has only State Level VAT with special rules for intra-community 
(inter-member state) transactions.  

5.7 In the  Indian context, an additional dimension is added by the provisions of 
Constitution which specifically reserve power to impose tax on specific activities to 
specific level of government e.g. tax on import of goods can be imposed by Union 
Government only whereas tax on sale of goods involving movement of goods within 
the state can be imposed by State Governments only.  

6 Analysis  

6.1 Alternative I: GST at Union Level Only  

This Model envisages principal indirect taxes on goods and services to be levied by 
Union Government only. No such taxes to be levied by State Governments leading 
to only one GST throughout the country.  

Pros  

 Ideal structure from business perspective – greater stability and facilitation of 
decision making – also, businesses will have to deal with only one tax 
authority and comply with only one tax - there will be significant reduction of 
compliance costs. 
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 Excellent from consumer perspective as the consumer will know exactly how 
much is the indirect tax burden in the goods and service consumed by it. 

 Cascading effect can be removed to a large extent as there will not be taxes at 
two levels leading to improved competitiveness. 

 Feel good factor for any one doing business with the country.  

Cons  

 Near impossibility of achieving the structure – will require modification of 
Constitution. 

 States may not agree to give up power of taxation and depend on the Union for 
resources. 

 Entire infrastructure developed for taxation at both levels will have to undergo 
huge change. 

6.2  Alternative II : GST at State Level Only  

This Model envisages levy of GST by State Governments only meaning only State 
specific GST across the country and no GST by Union Government.  

Pros  

 Reduction of cascading effect of taxes as there will not be tax at two levels.  

Cons  

 Amendment(s) will be required in Constitution which may be supported by 
industrial and large States and opposed by smaller States which do not have 
significant source of revenues. 

 Businesses will have to comply with tax laws of each State – not worse off than 
current situation but not better off as well except that they will not have to deal 
with Central Level taxation which is the current position. At the same time, 
decision making will be impacted and may affect business stability. 

 Governments, both local and Union will not find it workable as it will require 
complete change in its finances and allocation of resources -entire distribution 
of taxes will need to undergo changes - Centre can retain entire direct tax 
collection and States may retain indirect taxation collection. But, that too will 
not be workable as revenue collection by each State will vary depending on the 
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level of activities in each state and need for support to states – redistribution of 
taxes will become an issue. 

 There may be unhealthy competition among states using local tax structure as 
a tool to attract investments within the states, which may be at the cost of other 
states. This could lead to retaliatory measures by other States.  

 Entire infrastructure for taxation will have to undergo change as States will 
need additional resources whereas Union’s infrastructure will be freed up.  

6.3  Alternative III : GST at both levels  

This model envisages GST at two levels operating parallelly – one, at Union Level 
and another at State Level.  

Pros  

 Achievable in the short term. 

 No significant change required in the current structure of indirect taxation 
although, some amendments may be required to the Constitution. 

 Partial removal of cascading effect of taxes. 

 No change required in infrastructure of tax departments at the Union and State 
levels. 

Cons  

 Not ideal model – tax would continue to be at two levels and compliance costs 
may not reduce significantly. 

 Constitutional amendments may be required – principal one being extension of 
CENVAT to the consumer level and granting authority to states to impose 
taxes on services. 

 Uncertainty of states changing laws, rates of taxation and like will continue 
affecting business sentiments. 

 Taxation of services at state level especially services provided nation wide (e.g. 
telecommunication service, transportation service) will pose challenge.  
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6.4  Suggested GST Model  

We suggest that Alternative III - GST at two levels – Union and State operating 
parallelly be adopted to begin with this reform process. Although, it is not ideal 
Model, we recommend the same to – kick start the move to GST as:  

 It is the most workable model especially taking into consideration the changes 
required in the Constitution and achievability in the short term.  

 This Model builds on the current structure of taxation of goods and services 
and does not envisage drastic changes in the broad mechanism for levy and 
collection of taxes.  

 It results in allocation of taxes between Union and States and between states 
based on fair and transparent criteria of consumption within a State.  

6.5  Implementation Imperatives  

This implementation of this suggested Model will require following steps:  

 Constitutional Amendments :  

— Consolidate separate Entries in the Constitution empowering Union and 
State Governments to impose taxes on manufacture and sale of goods 
and services into one Entry which empowers both Union and State 
Governments to impose tax on sale and supply of goods and services (Refer 
Annexure 2 for relevant entries).  

— Alternatively, modify Constitution only to the extent required 
immediately specifically, to extend CENVAT to consumer level and to 
authorize States to collect and retain tax on services.  

 Amend CST law to introduce VAT on import of goods and introduce import 
VAT – tax on imports is within the jurisdiction of Union Government and 
Union Government could appropriate it to the State Governments. This 
collection would need to be allocated to the states where the goods move on 
importation since that is the state where the sale will take place and which will 
give credit for import VAT against output VAT.  

 Consolidate taxes on services imposed under different enactments by State 
Governments e.g., duty on entertainment, and electricity, luxury tax.  

 Consolidate taxes on goods and services at each Union Level and State Level.  

This will require many steps, significant ones being:  
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— bringing into effect provision empowering State Governments to collect 
and retain Service Tax; determination of services which could be taxed at 
both levels and those which could be taxed only by Union Government. 
Ideally, all services ought to be taxed at both levels as services are used 
by businesses for making sales or providing services which could be 
taxable at either or both levels and non availability of input tax credit 
could lead to cascading. At the same time, considering difficulties of 
developing structure or taxation of services which are nationwide such 
that there is no double taxation or no taxation is extremely tough task 
and, therefore, to begin with, some services like telecommunication, 
transportation, banking and financial services could be retained at the 
Union level.  

— enacting comprehensive GST law ( Standard draft could be used at both 
levels) consolidating CENVAT and Service Tax at Union Level and State 
VAT and taxes on various services at the state level.  

— determination of tax system for sales and services involving inter-state 
movements. A Concept Paper on these issues is under development at 
Fiscal Law Committee.  

— Determination of GST rate at Union and State Levels – Current standard 
rate of 16% adopted for CENVAT can be lowered and possibly brought 
down with extension of CENVAT to consumer level due to additional 
revenue to be generated from subsequent value addition which is 
currently not captured although, some part of it is already captured 
under Service Tax. Similarly, the standard rate of State VAT of 12.5 % 
could be reduced as additional resources will be generated from taxation 
of services.  

— Developing standard system of classification to be adopted by both 
Union and States -the current system adopted for Customs and CENVAT 
may be adopted by the States with separate list of items of local nature 
which may not find place in Customs or CENVAT classification list.  

— Determination of exemption threshold – the threshold at Union level, is 
currently Rs 200 lakhs (SSI Exemptions) whereas that for services is Rs 8 
lakhs and atSstate level it is, generally, Rs. 5 lakhs.  

 Consequential changes in determination of share of States in Union Tax 
collection may also be required.  
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Annexure 1 

Broad overview of current structure of principal Indirect Taxes 

1.  Import of goods into India  

Imports are subjected to customs duty which is imposed and administered by Union 
Government.  

Customs duty has different components; the principal ones being Basic Customs 
Duty and Additional Customs Duty. Current rate of Basic Customs Duty is 10%. 
Additional Customs Duty is equivalent to CENVAT (Central Value Added Tax) 
imposed and administered by Union Government. This component is creditable 
against CENVAT if imported products are used for manufacture of Cenvatable 
goods in India and against Service Tax if imported goods are used in providing 
taxable services. The standard rate of CENVAT is 16 %.  

Imports are not subjected to import VAT as of now since VAT is imposed by State 
Governments and State Governments do not have power to impose tax on imports; 
that power is with the Union Government only.  

2.  Manufacture in India  

The activity of manufacture is subjected to CENVAT levied and administered by 
Union Government.  

CENVAT has a VAT mechanism and is creditable against CENVAT and Service tax. 
As CENVAT is imposed by the Union Government, the rate of tax is uniform across 
the country (16 %) and no complications are created by movement of goods 
throughout the country. Export of goods outside India is freed of CENVAT and 
import of goods is subjected to CENVAT (See 1 above).  

3.  Sale of goods in India  

This activity, to the extent the sale involves intra-State movement, attracts State VAT 
(applicable in major states except state of Uttar Pradesh which has yet to transition 
to VAT system, it continues with the system of Sales Tax). This is a modified form of 
classic VAT. The principal difference is that it covers goods only. VAT paid in one 
state is creditable against VAT paid on purchase of goods within the same state 
only. The standard rates of VAT are 4% and 12.5% with few exceptions where goods 
are exempt or where higher rate of 20% applies.  
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There is reasonable degree of uniformity in classification and rate of tax across India 
and differences do exist.  

If the transaction of sale involves movement of goods from one state of India to 
another state, it constitutes inter-state sale and is subject to Central Sales Tax (CST). 
CST is a Union levy but is administered by states and the revenue is retained by the 
state from which the movement of goods originates. It is an origin based levy. The 
standard rate of CST for sales to registered dealers in other states is 3% (reduced 
from 4% with effect from 1.4.2007 and will be reduced by 1% every year hereafter). 
All other states (direct to consumers) attract the VAT rate applicable in the 
originating state.  

Many destination States i.e. the States receiving goods from another State, impose 
Entry Tax (often equivalent to VAT rate) on the goods entering the State for sale, 
consumption or use within the State. This Entry Tax is creditable against VAT when 
goods are sold in the state.  

States have physical barriers to check entry of goods in the States.  

Import of goods into India is not subjected to State VAT (see 1 above). Export of 
goods outside India is freed from VAT by different mechanisms.  

4.  Provision of services  

These are subjected to Service Tax which is imposed and administered by the Union 
Government.  

Service Tax is creditable against CENVAT (levied on manufacture of goods and) 
Service Tax. It is not creditable against state VAT. The standard rate of Service Tax is 
12% and is  the same across the country.  

Specific services are subjected to tax by States principal being entertainment which is 
taxed fairly heavily by states and rates vary from State to State.  

Annexure 2 

Relevant Articles of Constitution : Refer Chapter  B-3 of this Book 

 

Relevant Entries in Lists I and II as contained in the Seventh Schedule to 
the Constitution: Refer Chapter B-4 of this Book 

 



 

B-3 
RELEVANT ARTICLES OF THE 

CONSTITUTION OF INDIA 
 
245.  Extent of laws made by Parliament and by the Legislatures of States 

(1)  Subject to the provisions of this Constitution, Parliament may make laws for 
the whole or any part of the territory of India, and the Legislature of a State 
may make laws for the whole or any part of the State.  

(2)  No law made by Parliament shall be deemed to be invalid on the ground that it 
would have extra-territorial operation. 

246.  Subject-matter of laws made by Parliament and by the Legislatures of States 

(1)  Notwithstanding anything in clauses (2) and (3), Parliament has exclusive 
power to make laws with respect to any of the matters enumerated in List I in 
the Seventh Schedule (in this Constitution referred to as the “Union List”).  

(2)  Notwithstanding anything in clause (3), Parliament, and, subject to clause (1), 
the Legislature of any State also, have power to make laws with respect to any 
of the matters enumerated in List III in the Seventh Schedule (in this 
Constitution referred to as the “Concurrent List”).  

(3)  Subject to clauses (1) and (2), the Legislature of any State has exclusive power 
to make laws for such State or any part thereof with respect to any of the 
matters enumerated in List II in the Seventh Schedule (in this Constitution 
referred to as the “State List”’).  

(4)  Parliament has power to make laws with respect to any matter for any part of 
the territory of India not included in a State notwithstanding that such matter 
is a matter enumerated in the State List. 

248.  Residuary powers of legislation 

(1)  Parliament has exclusive power to make any law with respect to any matter 
not enumerated in the Concurrent List or State List.  
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(2)  Such power shall include the power of making any law imposing a tax not 
mentioned in either of those Lists. 

249.  Power of Parliament to legislate with respect to a matter in the State List in 
the national interest 

(1)  Notwithstanding anything in the foregoing provisions of this Chapter, if the 
Council of States has declared by resolution supported by not less than two-
thirds of the members present and voting that it is necessary or expedient in 
the national interest that Parliament should make laws with respect to any 
matter enumerated in the State List specified in the resolution, it shall be 
lawful for Parliament to make laws for the whole or any part of the territory of 
India with respect to that matter while the resolution remains in force.  

(2) A resolution passed under clause (1) shall remain in force for such period not 
exceeding one year as may be specified therein:  

 Provided that, if and so often as a resolution approving the continuance in 
force of any such resolution is passed in the manner provided in clause (1), 
such resolution shall continue in force for a further period of one year from the 
date on which under this clause it would otherwise have ceased to be in force.  

(3) A law made by Parliament which Parliament would not but for the passing of 
a resolution under clause (1) have been competent to make shall, to the extent 
of the incompetency, cease to have effect on the expiration of a period of six 
months after the resolution has ceased to be in force, except as respects things 
done or omitted to be done before the expiration of the said period.  

265.  Taxes not to be imposed save by authority of law 

No tax shall be levied or collected except by authority of law. 

268.  Duties levied by the Union but collected and appropriated by the States 

(1)  Such stamp duties and such duties of excise on medicinal and toilet 
preparations as are mentioned in the Union List shall be levied by the 
Government of India but shall be collected—  

(a)  in the case where such duties are leviable within any Union territory, by 
the Government of India, and  

(b)  in other cases, by the States within which such duties are respectively 
leviable.  
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(2)  The proceeds in any financial year of any such duty leviable within any State 
shall not form part of the Consolidated Fund of India, but shall be assigned to 
that State. 

268A.  Service tax levied by Union and collected and appropriated by the Union 
and the States 

(1)  Taxes on services shall be levied by the Government of India and such tax shall 
be collected and appropriated by the Government of India and the States in the 
manner provided in clause (2). 

(2)  The proceeds in any financial year of any such tax levied in accordance with 
the provisions of clause (1) shall be –  

(a)  collected by the Government of India and the States;  

(b)  appropriated by the Government of India and the States,  

 in accordance with such principles of collection and appropriation as may be 
formulated by Parliament by law. 

269.  Taxes levied and collected by the Union but assigned to the States 

(1)  Taxes on the sale or purchase of goods and taxes on the consignment of goods 
shall be levied and collected by the Government of India but shall be assigned 
and shall be deemed to have been assigned to the States on or after the 1st day 
of April, 1996 in the manner provided in clause (2). 

 Explanation.—For the purposes of this clause, - 

(a)  the expression “taxes on the sale or purchase of goods” shall mean taxes 
on sale or purchase of goods other than newspapers, where such sale or 
purchase takes place in the course of inter-State trade or commerce;  

(b)  the expression “taxes on the consignment of goods” shall mean taxes on 
the consignment of goods (whether the consignment is to the person 
making it or to any other person), where such consignment takes place in 
the course of inter-State trade or commerce.  

(2)  The net proceeds in any financial year of any such tax, except in so far as those 
proceeds represent proceeds attributable to Union territories, shall not form 
part of the Consolidated Fund of India, but shall be assigned to the States 
within which that tax is leviable in that year, and shall be distributed among 
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those States in accordance with such principles of distribution as may be 
formulated by Parliament by law.  

(3) Parliament may by law formulate principles for determining when a sale or 
purchase of, or consignment of, goods takes place in the course of inter-State 
trade or commerce. 

270.  Taxes levied and distributed between the Union and the States 

(1)  All taxes and duties referred to in the Union List, except the duties and taxes 
referred to in Articles 268 and 269, respectively, surcharge on taxes and duties 
referred to in article 271 and any cess levied for specific purposes under any 
law made by Parliament shall be levied and collected by the Government of 
India and shall be distributed between the Union and the States in the manner 
provided in clause (2). 

(2) Such percentage, as may be prescribed, of the net proceeds of any such tax or 
duty in any financial year shall not form part of the Consolidated Fund of 
India, but shall be assigned to the States within which that tax or duty is 
leviable in that year, and shall be distributed among those States in such 
manner and from such time as may be prescribed in the manner provided in 
clause (3).  

(3)  In this Article, “prescribed” means, —  

(i) until a Finance Commission has been constituted, prescribed by the 
President by order, and  

(ii)  after a Finance Commission has been constituted, prescribed by the 
President by order after considering he recommendations of the Finance 
Commission. 

271. Surcharge on certain duties and taxes for purposes of the Union 

 Notwithstanding anything in Articles 269 and 270, Parliament may at any time 
increase any of the duties or taxes referred to in those articles by a surcharge 
for purposes of the Union and the whole proceeds of any such surcharge shall 
form part of the Consolidated Fund of India. 
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274.  Prior recommendation of President required to Bills affecting taxation in 
which States are interested 

(1)  No Bill or amendment which imposes or varies any tax or duty in which States 
are interested, or which varies the meaning of the expression “agricultural 
income” as defined for the purposes of the enactments relating to Indian 
income-tax, or which affects the principles on which under any of the 
foregoing provisions of this Chapter moneys are or may be distributable to 
States, or which imposes any such surcharge for the purposes of the Union as 
is mentioned in the foregoing provisions of this Chapter, shall be introduced or 
moved in either House of Parliament except on the recommendation of the 
President.  

(2)  In this Article, the expression “tax or duty in which States are interested” 
means—  

(a) a tax or duty the whole or part of the net proceeds whereof are assigned 
to any State; or  

(b)  a tax or duty by reference to the net proceeds whereof sums are for the 
time being payable out of the Consolidated Fund of India to any State. 

276.  Taxes on professions, trades, callings and employments 

(1)  Notwithstanding anything in Article 246, no law of the Legislature of a State 
relating to taxes for the benefit of the State or of a Municipality, District Board, 
Local Board or other local authority therein in respect of professions, trades, 
callings or employments shall be invalid on the ground that it relates to a tax 
on income.  

(2)  The total amount payable in respect of any one person to the State or to any 
one municipality, district board, local board or other local authority in the State 
by way of taxes on professions, trades, callings and employments shall not 
exceed two thousand and five hundred rupees per annum.  

(3)  The power of the Legislature of a State to make laws as aforesaid with respect 
to taxes on professions, trades, callings and employments shall not be 
construed as limiting in any way the power of Parliament to make laws with 
respect to taxes on income accruing from or arising out of professions, trades, 
callings and employments. 
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286.  Restrictions as to imposition of tax on the sale or purchase of goods 

(1)  No law of a State shall impose, or authorise the imposition of, a tax on the sale 
or purchase of goods where such sale or purchase takes place— 

(a)  outside the State; or  

(b)  in the course of the import of the goods into, or export of the goods out 
of, the territory of India.  

(2)  Parliament may by law formulate principles for determining when a sale or 
purchase of goods takes place in any of the ways mentioned in clause (1).  

(3)  Any law of a State shall, in so far as it imposes, or authorises the imposition 
of,—  

(a)  a tax on the sale or purchase of goods declared by Parliament by law to 
be of special importance in inter-State trade or commerce; or  

(b)  a tax on the sale or purchase of goods, being a tax of the nature referred 
to in sub-clause (b), sub-clause (c) or sub-clause (d) of clause (29A) of 
Article 366,  

 be subject to such restrictions and conditions in regard to the system of levy, 
rates and other incidents of the tax as Parliament may by law specify. 

287.  Exemption from taxes on electricity 

 Save in so far as Parliament may by law otherwise provide, no law of a State 
shall impose, or authorise the imposition of, a tax on the consumption or sale 
of electricity (whether produced by a Government or other persons) which is—  

(a)  consumed by the Government of India, or sold to the Government of 
India for consumption by that Government; or  

(b)  consumed in the construction, maintenance or operation of any railway 
by the Government of India or a railway company operating that railway, 
or sold to that Government or any such railway company for 
consumption in the construction, maintenance or operation of any 
railway,  

 and any such law imposing, or authorising the imposition of, a tax on the sale 
of electricity shall secure that the price of electricity sold to the Government of 
India for consumption by that Government, or to any such railway company as 
aforesaid for consumption in the construction, maintenance or operation of 
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any railway, shall be less by the amount of the tax than the price charged to 
other consumers of a substantial quantity of electricity. 

288.  Exemption from taxation by States in respect of water or electricity in certain 
cases 

(1)  Save in so far as the President may by order otherwise provide, no law of a 
State in force immediately before the commencement of this Constitution shall 
impose, or authorise the imposition of, a tax in respect of any water or 
electricity stored, generated, consumed, distributed or sold by any authority 
established by any existing law or any law made by Parliament for regulating 
or developing any inter-State river or river-valley.  

 Explanation.—The expression “law of a State in force” in this clause shall 
include a law of a State passed or made before the commencement of this 
Constitution and not previously repealed, notwithstanding that it or parts of it 
may not be then in operation either at all or in particular areas.  

(2)  The Legislature of a State may by law impose, or authorise the imposition of, 
any such tax as is mentioned in clause (1), but no such law shall have any effect 
unless it has, after having been reserved for the consideration of the President, 
received his assent; and if any such law provides for the fixation of the rates 
and other incidents of such tax by means of rules or orders to be made under 
the law by any authority, the law shall provide for the previous consent of the 
President being obtained to the making of any such rule or order. 

301.  Freedom of trade, commerce and intercourse 

 Subject to the other provisions of this Part, trade, commerce and intercourse 
throughout the territory of India shall be free. 

302.  Power of Parliament to impose restrictions on trade, commerce and 
intercourse 

 Parliament may by law impose such restrictions on the freedom of trade, 
commerce or intercourse between one State and another or within any part of 
the territory of India as may be required in the public interest. 

303.  Restrictions on the legislative powers of the Union and of the States with 
regard to trade and commerce 

(1)  Notwithstanding anything in article 302, neither Parliament nor the Legislature 
of a State shall have power to make any law giving, or authorising the giving 
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of, any preference to one State over another, or making, or authorising the 
making of, any discrimination between one State and another, by virtue of any 
entry relating to trade and commerce in any of the Lists in the Seventh 
Schedule.  

(2)  Nothing in clause (1) shall prevent Parliament from making any law giving, or 
authorising the giving of, any preference or making, or authorising the making 
of, any discrimination if it is declared by such law that it is necessary to do so 
for the purpose of dealing with a situation arising from scarcity of goods in any 
part of the territory of India. 

304.  Restrictions on trade, commerce and intercourse among States 

 Notwithstanding anything in Article 301 or Article 303, the Legislature of a 
State may by law—  

(a)  impose on goods imported from other States or the Union territories any 
tax to which similar goods manufactured or produced in that State are 
subject, so, however, as not to discriminate between goods so imported 
and goods so manufactured or produced; and  

(b)  impose such reasonable restrictions on the freedom of trade, commerce 
or intercourse with or within that State as may be required in the public 
interest:  

 Provided that no Bill or amendment for the purposes of clause (b) shall be 
introduced or moved in the Legislature of a State without the previous 
sanction of the President. 

366  Definition 

 In this Constitution, unless the context otherwise requires, the following 
expressions have meaning hereby respectively assigned to them, that is to say: 

(12)  ‘goods’ includes all materials, commodities and articles;  

(28) “taxation” includes the imposition of any tax or impost, whether general or 
local or special, and “tax” shall be construed accordingly;  

(29-A) “tax on the sale or purchase of goods” includes - 

(a)  a tax on the transfer, otherwise than in pursuance of a contract, of 
property in any goods for cash, deferred payment or other valuable 
consideration;  
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(b)  a tax on the transfer of property in goods (whether as goods or in some 
other form) involved in the execution of a works contract; 

(c) a tax on the delivery of goods on hire-purchase or any system of payment 
by installments;  

(d) a tax on the transfer of the right to use any goods for any purpose 
(whether or not for a specified period) for cash deferred payment or other 
valuable consideration;  

(e) a tax on the supply of goods by any unincorporated association or body 
of person to a member thereof for cash, deferred or other valuable 
consideration;  

(f) a tax on the supply, by way of or as part of any service or in any other 
manner whatsoever, of goods, being food or any other article for human 
consumption or any drink (whether or not intoxicating), where such 
supply or service, is for cash, deferred payment or other valuable 
consideration; and such transfer, delivery or supply of any goods shall be 
deemed to be a sale of those goods by the person making the transfer, 
delivery or supply and a purchase of those goods by the person to whom 
such transfer, delivery or supply is made. 



 

B-4 
ENTRIES IN SCHEDULE  VII TO THE 

CONSTITUTION OF INDIA (RELATING 
TO INDIRECT  TAXES) 

 

List I—Union List 
83.  Duties of customs including export duties. 

84.  Duties of excise on tobacco and other goods manufactured or produced in 
India except— 

(a)  alcoholic liquors for human consumption; 

(b)  opium, Indian hemp and other narcotic drugs and narcotics, 

 but including medicinal and toilet preparations containing alcohol or any 
substance included in sub-paragraph (b) of this entry. 

89.  Terminal taxes on goods or passengers, carried by railway, sea or air; taxes on 
railway fares and freights. 

90.  Taxes other than stamp duties on transactions in stock exchanges and futures 
markets. 

91.  Rates of stamp duty in respect of bills of exchange, cheques, promissory notes, 
bills of lading, letters of credit, policies of insurance, transfer of shares, 
debentures, proxies and receipts. 

92.  Taxes on the sale or purchase of newspapers and on advertisements published 
therein. 

92A.  Taxes on the sale or purchase of goods other than newspapers, where such sale 
or purchase takes place in the course of inter-State trade or commerce. 

92B.  Taxes on the consignments of goods (whether the consignment is to the person 
making it or to any other person), where such consignment takes place in the 
course of inter-State trade or commerce. 



Entries in Schedule VII to the Constitution of India 179 

92C. Taxes on services. 

97. Any other matter not enumerated in List II or List III including any tax not 
mentioned in either of those Lists. 

List II—State List 
45.  Land revenue, including the assessment and collection of revenue, the 

maintenance of land records, survey for revenue purposes and records of 
rights, and alienation of revenues. 

47.  Duties in respect of succession to agricultural land. 

49.  Taxes on lands and buildings. 

50.  Taxes on mineral rights subject to any limitations imposed by Parliament by 
law relating to mineral development. 

51.  Duties of excise on the following goods manufactured or produced in the State 
and countervailing duties at the same or lower rates on similar goods 
manufactured or produced elsewhere in India:— 

(a)  alcoholic liquors for human consumption; 

(b)  opium, Indian hemp and other narcotic drugs and narcotics, 

 but not including medicinal and toilet preparations containing alcohol or any 
substance included in sub-paragraph (b) of this entry. 

52.  Taxes on the entry of goods into a local area for consumption, use or sale 
therein. 

53.  Taxes on the consumption or sale of electricity. 

54.  Taxes on the sale or purchase of goods other than newspapers, subject to the 
provisions of Entry 92A of List I. 

55.  Taxes on advertisements other than advertisements published in the 
newspapers and advertisements broadcast by radio or television. 

56.  Taxes on goods and passengers carried by road or on inland waterways. 

57.  Taxes on vehicles, whether mechanically propelled or not, suitable for use on 
roads, including tramcars subject to the provisions of Entry 35 of List III. 

58.  Taxes on animals and boats. 
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59.  Tolls. 

60.  Taxes on professions, trades, callings and employments. 

61.  Capitation taxes. 

62.  Taxes on luxuries, including taxes on entertainments, amusements, betting and 
gambling. 

63.  Rates of stamp duty in respect of documents other than those specified in the 
provisions of List I with regard to rates of stamp duty. 

66.  Fees in respect of any of the matters in this List, but not including fees taken in 
any court. 

List III—Concurrent List 
44.  Stamp duties other than duties or fees collected by means of judicial stamps, 

but not including rates of stamp duty. 

47.  Fees in respect of any of the matters in this List, but not including fees taken in 
any court. 
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Foreword  
If the Value Added Tax (VAT) is considered to be a major improvement over the 
pre-existing Central excise duty at the national level and the sales tax system at the 
State level, then the Goods and Services Tax (GST) will be a further significant 
breakthrough - the next logical step - towards a comprehensive indirect tax reform 
in the country.  

Keeping this overall objective in view, an announcement was made by Shri P. 
Chidambaram, the then Union Finance Minister in the Central Budget (2007-2008) to 
the effect that GST would be introduced from April 1, 2010 and that the Empowered 
Committee of State Finance Ministers, on his request, would work with the Central 
Government to prepare a road map for introduction of GST in India. After this 
announcement, the Empowered Committee of State Finance Ministers decided to set 
up a Joint Working Group (May 10, 2007), with the then Adviser to the Union 
Finance Minister and the Member-Secretary of Empowered Committee as Co-
convenors and the concerned Joint Secretaries of the Department of Revenue of 
Union Finance Ministry and all Finance Secretaries of the States as its members. This 
Joint Working Group, after intensive internal discussions as well as interaction with 
experts and representatives of Chambers of Commerce and Industry, submitted its 
report to the Empowered Committee (November 19, 2007).  
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This report was then discussed in detail in the meeting of Empowered Committee 
(November 28, 2007). On the basis of this discussion and written observations of the 
States, certain modifications were made and a final version of the views of 
Empowered Committee at that stage was prepared and was sent to the Government 
of India (April 30, 2008). The comments of the Government of India were received 
on December 12, 2008 and were duly considered by the Empowered Committee 
(December 16, 2008). It was decided that a Committee of Principal 
Secretaries/Secretaries of Finance/Taxation and Commissioners of Trade Taxes of 
the States would be set up to consider these comments, and submit their views. 
These views were submitted and were accepted in principle by the Empowered 
Committee (January 21, 2009). Consequent upon this in-principle acceptance, a 
Working Group, consisting of the concerned officials of the State Governments was 
formed who, in close association with senior representatives of the Government of 
India, submitted their recommendations in detail on the structure of GST. An 
important interaction has also recently taken place between Shri Pranab Mukherjee, 
the Union Finance Minister and the Empowered Committee (October 19, 2009) on 
the related issue of compensation for loss of the States on account of phasing out of 
CST. The Empowered Committee has now taken a detailed view on the 
recommendations of the Working Group of officials and other related matters. This 
detailed view of the Empowered Committee on the structure of GST is now 
presented in terms of the First Discussion Paper, along with an Annexure on 
Frequently Asked Questions and Answers on GST, for discussions with industry, 
trade, agriculture and people at large.  

The Discussion Paper is divided into four sections. Since GST would be further 
improvement over the VAT, Section 1 begins with a brief reference to the process of 
introduction of VAT at the Centre and the States and also indicates the precise 
points where there is a need for further improvement. This section also shows how 
the GST can bring about this improvement. With this as the background for 
justification of GST, Section 2 then describes the process of preparation for GST. 
Thereafter, Section 3 presents in detail the comprehensive structure of the GST 
model. For illustrating this GST model further, there is in the end an Annexure on 
Frequently Asked Questions and Answers.  

This Discussion Paper has been the result of truly collective efforts on the basis of 
hardwork of all the concerned officials of the States, the officials of Empowered 
Committee Secretariat and the Adviser and officials of the Union Finance Ministry, 
the counsel and active participation of Finance Ministers and concerned Senior 
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Ministers of the States at each stage, and the encouragement and advice of the Union 
Finance Minister.  

With the release of this First Discussion Paper and the Annexure on Frequently 
Asked Questions and Answers, we now sincerely invite interaction with the 
representatives of industry, trade, agriculture and common people. This interaction 
and campaign will immediately start at the national level and at the State levels. As 
a part of this interaction, we look forward to receiving the views of industry, trade, 
agriculture as well as consumers in a time-bound manner.  

Asim Kumar Dasgupta 
Chairman, 

Empowered Committee of 
State Finance Ministers 

& 
Minister of Finance & Excise, 
Government of West Bengal 

 

New Delhi, November 10, 2009  
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1. Introduction  
1.1  Introduction of the Value Added Tax (VAT) at the Central and the State level 
has been considered to be a major step – an important breakthrough – in the sphere 
of indirect tax reforms in India. If the VAT is a major improvement over the pre-
existing Central excise duty at the national level and the sales tax system at the State 
level, then the Goods and Services Tax (GST) will indeed be a further significant 
improvement – the next logical step – towards a comprehensive indirect tax reforms 
in the country.  

1.2  Keeping this objective in view, an announcement was made by the then Union 
Finance Minister in the Central Budget (2007-08) to the effect that GST would be 
introduced with effect from April 1, 2010 and that the Empowered Committee of 
State Finance Ministers, on his request, would work with the Central Government to 
prepare a road map for introduction of GST in India. After this announcement, the 
Empowered Committee of State Finance Ministers decided to set up a Joint Working 
Group (May 10, 2007), with the then Adviser to the Union Finance Minister and 
Member-Secretary of the Empowered Committee as its Co-convenors and concerned 
four Joint Secretaries of the Department of Revenue of Union Finance Ministry and 
all Finance Secretaries of the States as its members. This Joint Working Group got 
itself divided into three Sub-Groups and had several rounds of internal discussions 
as well as interaction with experts and representatives of Chambers of Commerce & 
Industry. On the basis of these discussions and interaction, the Sub-Groups 
submitted their reports which were then integrated and consolidated into the report 
of Joint Working Group (November 19, 2007).  

1.3  This report was discussed in detail in the meeting of the Empowered 
Committee on November 28, 2007, and the States were also requested to 
communicate their observations on the report in writing. On the basis of these 
discussions in the Empowered Committee and the written observations, certain 
modifications were considered necessary and were discussed with the Co-convenors 
and the representatives of the Department of Revenue of Union Finance Ministry. 
With the modifications duly made, a final version of the views of Empowered 
Committee on the model and road map for the GST was prepared (April 30, 2008). 
These views of Empowered Committee were then sent to the Government of India, 
and the comments of Government of India were received on December 12, 2008. 
These comments were duly considered by the Empowered Committee (December 
16, 2008), and it was decided that a Committee of Principal Secretaries/Secretaries of 
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Finance/Taxation and Commissioners of Trade Taxes of the States would be set up 
to consider these comments, and submit their views. These views were submitted 
and were accepted in principle by the Empowered Committee (January 21, 2009). As 
a follow-up of this in-principle acceptance, a Working Group consisting of the 
concerned officials of the State Governments was formed who, in association with 
senior representatives of Government of India, submitted their recommendations in 
detail on the structure of GST. An important interaction has also recently taken place 
between Shri Pranab Mukherjee, the Union Finance Minister and the Empowered 
Committee (October 19, 2009) on the related issue of compensation for loss of the 
States on account of phasing out of CST. The Empowered Committee has now taken 
a detailed view on the recommendations of the Working Group of officials and other 
related matters. This detailed view is now presented in terms of the First Discussion 
Paper, along with an Annexure on Frequently Asked Questions and Answers on 
GST, for discussion with industry, trade, agriculture and people at large. Since the 
GST at the Centre and States would be a further improvement over the VAT, a brief 
recalling of the process of introduction of VAT in India is worthwhile.  

Value Added Tax at the Central and the State level  

1.4  Prior to the introduction of VAT in the Centre and in the States, there was a 
burden of multiple taxation in the pre-existing Central excise duty and the State 
sales tax systems. Before any commodity was produced, inputs were first taxed, and 
then after the commodity got produced with input tax load, output was taxed again. 
This was causing a burden of multiple taxation (i.e. “tax on tax”) with a cascading 
effect. Moreover, in the sales tax structure, when there was also a system of multi-
point sales taxation at subsequent levels of distributive trade, then along with input 
tax load, burden of sales tax paid on purchase at each level was also added, thus 
aggravating the cascading effect further.  

1.5  When VAT is introduced in place of Central excise duty, a set-off is given, i.e., 
a deduction is made from the overall tax burden for input tax. In the case of VAT in 
place of sales tax system, a set-off is given from tax burden not only for input tax 
paid but also for tax paid on previous purchases. With VAT, the problem of “tax on 
tax” and related burden of cascading effect is thus removed. Furthermore, since the 
benefit of set-off can be obtained only if tax is duly paid on inputs (in the case of 
Central VAT), and on both inputs and on previous purchases (in the case of State 
VAT), there is a built-in check in the VAT structure on tax compliance in the Centre 
as well as in the States, with expected results in terms of improvement in 
transparency and reduction in tax evasion. For these beneficial effects, VAT has now 
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been introduced in more than 150 countries, including several federal countries. In 
Asia, it has now been introduced in almost all the countries.  

1.6  In India, VAT was introduced at the Central level for a selected number of 
commodities in terms of MODVAT with effect from March 1, 1986, and in a step-by-
step manner for all commodities in terms of CENVAT in 2002-03. Subsequently, 
after Constitutional Amendment empowering the Centre to levy taxes on services, 
these service taxes were also added to CENVAT in 2004-05. Although the growth of 
tax revenue from the Central excise has not always been specially high, the revenue 
growth of combined CENVAT and service taxes has been significant.  

1.7  Introduction of VAT in the States has been a more challenging exercise in a 
federal country like India, where each State, in terms of Constitutional provision, is 
sovereign in levying and collecting State taxes. Before introduction of VAT, in the 
sales tax regime, apart from the problem of multiple taxation and burden of adverse 
cascading effect of taxes as already mentioned, there was also no harmony in the 
rates of sales tax on different commodities among the States. Not only were the rates 
of sales tax numerous (often more than ten in several States), and different from one 
another for the same commodity in different States, but there was also an unhealthy 
competition among the States in terms of sales tax rates – so-called “rate war” – 
often resulting in, revenue-wise, a counter-productive situation.  

1.8  It is in this background that attempts were made by the States to introduce a 
harmonious VAT in the States, keeping at the same time in mind the issue of 
sovereignty of the States regarding the State tax matters.  

The first preliminary discussion on State-level VAT took place in a meeting of Chief 
Ministers convened by Dr. Manmohan Singh, the then Union Finance Minister in 
1995. In this meeting, the basic issues on VAT were discussed in general terms and 
this was followed up by periodic interactions of State Finance Ministers. Thereafter, 
in a significant meeting of all the Chief Ministers, convened on November 16, 1999 
by Shri Yashwant Sinha, the then Union Finance Minister, two important decisions, 
among others, were taken. First, before the introduction of State-level VAT, the 
unhealthy sales tax “rate war” among the States would have to end, and sales tax 
rates would need to be harmonised by implementing uniform floor rates of sales tax 
for different categories of commodities with effect from January 1, 2000. Secondly, 
on the basis of achievement of the first objective, steps would be taken by the States 
for introduction of State-level VAT after adequate preparation. For implementing 
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these decisions, a Standing Committee of State Finance Ministers was formed which 
was then made an Empowered Committee of State Finance Ministers.  

1.9  Thereafter, the Empowered Committee has met regularly. All the decisions 
were taken on the basis of consensus. On the strength of these repeated discussions 
and collective efforts, involving the Ministers and the concerned officials, it was 
possible within a period of about a year and a half to achieve nearly 98 per cent 
success in the first objective, namely, harmonisation of sales tax structure through 
implementation of uniform floor rates of sales tax.  

1.10  After reaching this stage, steps were initiated for systematic preparation for 
introduction of State-level VAT. In order again to avoid any unhealthy competition 
among the States which may lead to distortions in manufacturing and trade, 
attempts have been made from the very beginning to harmonise the VAT design in 
the States, keeping also in view the distinctive features of each State and the need for 
federal flexibility. This has been done by the States collectively agreeing, through 
discussions in the Empowered Committee, to certain common points of convergence 
regarding VAT, and allowing at the same time certain flexibility to accommodate the 
local characteristics of the States. In the course of these discussions, references to the 
Tenth Five Year Plan Report of the Advisory Group on Tax Policies & Tax 
Administration (2001) and the report of Kelkar (Chairman) Task Force were helpful.  

1.11 Along with these measures, steps were taken for necessary training, 
computerization and interaction with trade and industry. While these preparatory 
steps were taken, the Empowered Committee got a significant support from Shri P. 
Chidambaram, the then Union Finance Minister, when he responded positively in 
providing Central financial support to the States in the event of loss of revenue in 
transitional years of implementation of VAT.  

1.12  As a consequence of all these steps, the States started implementing VAT 
beginning April 1, 2005. After overcoming the initial difficulties, all the States and 
Union Territories have now implemented VAT. The Empowered Committee has 
been monitoring closely the process of implementation of State-level VAT, and 
deviations from the agreed VAT rates has been contained to less than 3 per cent of 
the total list of commodities. Responses of industry and also of trade have been 
indeed encouraging. The rate of growth of tax revenue has nearly doubled from the 
average annual rate of growth in the pre-VAT five year period after the introduction 
of VAT.  
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Justification of GST  

1.13 Despite this success with VAT, there are still certain shortcomings in the 
structure of VAT both at the Central and at the State level. The shortcoming in 
CENVAT of the Government of India lies in non-inclusion of several Central taxes in 
the overall framework of CENVAT, such as additional customs duty, surcharges, 
etc., and thus keeping the benefits of comprehensive input tax and service tax set-off 
out of reach for manufacturers/ dealers. Moreover, no step has yet been taken to 
capture the value-added chain in the distribution trade below the manufacturing 
level in the existing scheme of CENVAT. The introduction of GST at the Central 
level will not only include comprehensively more indirect Central taxes and 
integrate goods and service taxes for the purpose of set-off relief, but may also lead 
to revenue gain for the Centre through widening of the dealer base by capturing 
value addition in the distributive trade and increased compliance.  

1.14  In the existing State-level VAT structure there are also certain shortcomings as 
follows. There are, for instance, even now, several taxes which are in the nature of 
indirect tax on goods and services, such as luxury tax, entertainment tax, etc., and 
yet not subsumed in the VAT. Moreover, in the present State-level VAT scheme, 
CENVAT load on the goods remains included in the value of goods to be taxed 
under State VAT, and contributing to that extent a cascading effect on account of 
CENVAT element. This CENVAT load needs to be removed. Furthermore, any 
commodity, in general, is produced on the basis of physical inputs as well as 
services, and there should be integration of VAT on goods with tax on services at the 
State level as well, and at the same time there should also be removal of cascading 
effect of service tax. In the GST, both the cascading effects of CENVAT and service 
tax are removed with set-off, and a continuous chain of set-off from the original 
producer’s point and service provider’s point upto the retailer’s level is established 
which reduces the burden of all cascading effects. This is the essence of GST, and 
this is why GST is not simply VAT plus service tax but an improvement over the 
previous system of VAT and disjointed service tax. However, for this GST to be 
introduced at the State-level, it is essential that the States should be given the power 
of levy of taxation of all services. This power of levy of service taxes has so long been 
only with the Centre. A Constitutional Amendment will be made for giving this 
power also to the States. Moreover, with the introduction of GST, burden of Central 
Sales Tax (CST) will also be removed. The GST at the State-level is, therefore, 
justified for (a) additional power of levy of taxation of services for the States, (b) 
system of comprehensive set-off relief, including set-off for cascading burden of 
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CENVAT and service taxes, (c) subsuming of several taxes in the GST and (d) 
removal of burden of CST. Because of the removal of cascading effect, the burden of 
tax under GST on goods will, in general, fall.  

1.15   The GST at the Central and at the State level will thus give more relief to 
industry, trade, agriculture and consumers through a more comprehensive and 
wider coverage of input tax set-off and service tax setoff, subsuming of several taxes 
in the GST and phasing out of CST. With the GST being properly formulated by 
appropriate calibration of rates and adequate compensation where necessary, there 
may also be revenue/ resource gain for both the Centre and the States, primarily 
through widening of tax base and possibility of a significant improvement in tax-
compliance. In other words, the GST may usher in the possibility of a collective gain 
for industry, trade, agriculture and common consumers as well as for the Central 
Government and the State Governments. The GST may, indeed, lead to the 
possibility of collectively positive-sum game.  

2.  Preparation for GST  
2.1  Keeping this significance of GST in view, an announcement was made by the 
then Union Finance Minister in the Union Budget, as mentioned before, to the effect 
that GST would be introduced from April 1, 2010, and that the Empowered 
Committee of State Finance Ministers would work with the Central Government to 
prepare a road map for introduction of the GST. After this announcement, the 
Empowered Committee, as stated earlier, had set up a Joint Working Group which 
submitted a report on a model and road map for GST. After accommodating the 
views of the States appropriately on this report, the views of the Empowered 
Committee on the model and road map were sent to the Government of India on 
30th April, 2008. The comments of the Government of India were received on 12th 
December, 2008. These comments were duly considered by the Empowered 
Committee in its meeting held on 16th December, 2008 and it was decided that a 
Committee of Principal Secretaries/Secretaries (Finance/Taxation) and  
Commissioners of Trade Taxes should consider the comments received from the 
Government of India and submit its views and also work out the Central GST and 
State GST rates. The Committee held detailed deliberations on 5th and 6th January, 
2009, and submitted its recommendations to the Empowered Committee. The 
Empowered Committee considered these recommendations in its meeting held on 
21st January, 2009 and accepted them in principle. The Empowered Committee also 
decided to constitute a Working Group consisting of Principal Secretaries/ 
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Secretaries (Finance/Taxation) and Commissioners of Trade Taxes of all States/UTs 
to give their recommendations on (a) the commodities and services that should be 
kept in the exempted list, (b) the rules and principles of taxing the transactions of 
services including the transactions in inter-State services, and (c) finalization of the 
model suggested for inter-state transaction/movement of goods including stock 
transfers in consultation with the State Bank of India and some other nationalized 
banks. It was also decided that the senior representatives from the Government of 
India may also be associated. The Working Group deliberated on the issues on 10th 
February, 2009 and decided to form three Sub Working Groups to deliberate each 
item in depth. The Reports of the Working Group on the three issues have already 
been received, and the Empowered Committee has taken a view on these 
recommendations for concluding the details of GST structure.  

While making this preparation of GST, it was also necessary, as mentioned earlier, to 
phase out the CST, because it did not carry any set-off relief and there was a 
distortion in the VAT regime due to export of tax from one State to other State. The 
Empowered Committee accordingly took a decision to phase out CST on the 
understanding with the Centre that, since phasing out of CST would result in a loss 
of revenue to the States on a permanent basis, an appropriate mechanism to 
compensate the States for such loss would be worked out. The rate of CST has 
already been reduced to 2% and will be phased out with effect from the date of 
introduction of GST on the basis of such GST structure which, with necessary 
financial support to the States, should adequately compensate for the loss of the 
States on a permanent basis. With these steps at preparation in mind, it is important 
now to turn to the proposed model of GST.  

3. Goods & Services Tax Model For India  
3.1  It is important to take note of the significant administrative issues involved in 
designing an effective GST model in a federal system with the objective of having an 
overall harmonious structure of rates. Together with this, there is a need for 
upholding the powers of Central and State Governments in their taxation matters. 
Further, there is also the need to propose a model that would be easily 
implementable, while being generally acceptable to stakeholders.  

Salient features of the GST model  

3.2  Keeping in view the report of the Joint Working Group on Goods and Services 
Tax, the views received from the States and Government of India, a dual GST 
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structure with defined functions and responsibilities of the Centre and the States is 
recommended. An appropriate mechanism that will be binding on both the Centre 
and the States would be worked out whereby the harmonious rate structure along 
with the need for further modification could be upheld, if necessary with a 
collectively agreed Constitutional Amendment. Salient features of the proposed 
model are as follows:  

(i)  The GST shall have two components; one levied by the Centre (hereinafter 
referred to as Central GST), and the other levied by the States (hereinafter 
referred to as State GST). Rates for Central GST and State GST would be 
prescribed appropriately, reflecting revenue considerations and acceptability. 
This dual GST model would be implemented through multiple statutes (one 
for CGST and SGST statute for every State). However, the basic features of law 
such as chargeability, definition of taxable event and taxable person, measure 
of levy including valuation provisions, basis of classification etc. would be 
uniform across these statutes as far as practicable.  

(ii)  The Central GST and the State GST would be applicable to all transactions of 
goods and services made for a consideration except the exempted goods and 
services, goods which are outside the purview of GST and the transactions 
which are below the prescribed threshold limits.  

(iii)  The Central GST and State GST are to be paid to the accounts of the Centre and 
the States separately. It would have to be ensured that account-heads for all 
services and goods would have indication whether it relates to Central GST or 
State GST (with identification of the State to whom the tax is to be credited).  

(iv)  Since the Central GST and State GST are to be treated separately, taxes paid 
against the Central GST shall be allowed to be taken as input tax credit (ITC) 
for the Central GST and could be utilized only against the payment of Central 
GST. The same principle will be applicable for the State GST. A taxpayer or 
exporter would have to maintain separate details in books of account for 
utilization or refund of credit. Further, the rules for taking and utilization of 
credit for the Central GST and the State GST would be aligned.  

(v)  Cross utilization of ITC between the Central GST and the State GST would not 
be allowed except in the case of inter-State supply of goods and services under 
the IGST model which is explained later.  

(vi)  Ideally, the problem related to credit accumulation on account of refund of 
GST should be avoided by both the Centre and the States except in the cases 
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such as exports, purchase of capital goods, input tax at higher rate than output 
tax etc. where, again refund/adjustment should be completed in a time bound 
manner.  

(vii)  To the extent feasible, uniform procedure for collection of both Central GST 
and State GST would be prescribed in the respective legislation for Central 
GST and State GST.  

(viii)  The administration of the Central GST to the Centre and for State GST to the 
States would be given. This would imply that the Centre and the States would 
have concurrent jurisdiction for the entire value chain and for all taxpayers on 
the basis of thresholds for goods and services prescribed for the States and the 
Centre.  

(ix)  The present threshold prescribed in different State VAT Acts below which 
VAT is not applicable varies from State to State. A uniform State GST threshold 
across States is desirable and, therefore, it is considered that a threshold of 
gross annual turnover of Rs.10 lakh both for goods and services for all the 
States and Union Territories may be adopted with adequate compensation for 
the States (particularly, the States in North-Eastern Region and Special 
Category States) where lower threshold had prevailed in the VAT regime. 
Keeping in view the interest of small traders and small scale industries and to 
avoid dual control, the States also considered that the threshold for Central 
GST for goods may be kept at Rs.1.5 crore and the threshold for Central GST 
for services may also be appropriately high. It may be mentioned that even 
now there is a separate threshold of services (Rs. 10 lakh) and goods (Rs. 1.5 
crore) in the Service Tax and CENVAT.  

(x)  The States are also of the view that Composition/ Compounding Scheme for 
the purpose of GST should have an upper ceiling on gross annual turnover 
and a floor tax rate with respect to gross annual turnover. In particular, there 
would be a compounding cut-off at Rs. 50 lakh of gross annual turn over and a 
floor rate of 0.5% across the States. The scheme would also allow option for 
GST registration for dealers with turnover below the compounding cut-off.  

(xi)  The taxpayer would need to submit periodical returns, in common format as 
far as possible, to both the Central GST authority and to the concerned State 
GST authorities.  

 (xii)  Each taxpayer would be allotted a PAN-linked taxpayer identification number 
with a total of 13/15 digits. This would bring the GST PAN-linked system in 
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line with the prevailing PAN-based system for Income tax, facilitating data 
exchange and taxpayer compliance.  

(xiii)  Keeping in mind the need of tax payer’s convenience, functions such as 
assessment, enforcement, scrutiny and audit would be undertaken by the 
authority which is collecting the tax, with information sharing between the 
Centre and the States.  

Central and State Taxes to be subsumed under GST  

3.3  The various Central, State and Local levies were examined to identify their 
possibility of being subsumed under GST. While identifying, the following 
principles were kept in mind:  

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

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

 (iii)  The subsumation should result in free flow of tax credit in intra and inter-State 
levels.  

(iv)  The taxes, levies and fees that are not specifically related to supply of goods & 
services should not be subsumed under GST.  

(v)  Revenue fairness for both the Union and the  States individually would need to 
be attempted.  

3.4  On application of the above principles, it is recommended that the following 
Central Taxes should be, to begin with, subsumed under the Goods and Services 
Tax:  

(i) Central Excise Duty  

(ii) Additional Excise Duties  

(iii) The Excise Duty levied under the Medicinal and Toiletries Preparation Act  

(iv) Service Tax  

(v) Additional Customs Duty, commonly known as Countervailing Duty (CVD)  

(vi) Special Additional Duty of Customs - 4% (SAD)  



194 Background Material on GST 

 

(vii) Surcharges, and  

(viii) Cesses.  

Following State taxes and levies would be, to begin with, subsumed under GST:  

(i)  VAT / Sales tax  
(ii)  Entertainment tax (unless it is levied by the local bodies). 
(iii)  Luxury tax  
(iv)  Taxes on lottery, betting and gambling.  
(v)  State Cesses and Surcharges in so far as they relate to supply of goods 

and services.  

(vi)  Entry tax not in lieu of Octroi.  

Purchase tax: Some of the States felt that they are getting substantial revenue from 
Purchase Tax and, therefore, it should not be subsumed under GST while majority 
of the States were of the view that no such exemptions should be given. The 
difficulties of the food grains producing States and certain other States were 
appreciated as substantial revenue is being earned by them from Purchase Tax and 
it was, therefore, felt that in case Purchase Tax has to be subsumed then adequate 
and continuing compensation has to be provided to such States. This issue is being 
discussed in consultation with the Government of India.  

Tax on items containing Alcohol: Alcoholic beverages would be kept out of the 
purview of GST. Sales Tax/VAT can be continued to be levied on alcoholic 
beverages as per the existing practice. In case it has been made Vatable by some 
States, there is no objection to that. Excise Duty, which is presently being levied by 
the States may not be also affected.  

Tax on Tobacco products: Tobacco products would be subjected to GST with ITC. 
Centre may be allowed to levy excise duty on tobacco products over and above GST 
without ITC.  

Tax on Petroleum Products: As far as petroleum products are concerned, it was 
decided that the basket of petroleum products, i.e. crude, motor spirit (including 
ATF) and HSD would be kept outside GST as is the prevailing practice in India. 
Sales Tax could continue to be levied by the States on these products with prevailing 
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floor rate. Similarly, Centre could also continue its levies. A final view whether 
Natural Gas should be kept outside the GST will be taken after further deliberations.  

Taxation of Services : As indicated earlier, both the Centre and the States will have 
concurrent power to levy tax on all goods and services. In the case of States, the 
principle for taxation of intra-State and inter-State has already been formulated by 
the Working Group of Principal Secretaries/Secretaries of Finance/Taxation and 
Commissioners of Trade Taxes with senior representatives of Department of 
Revenue, Government of India. For inter-State transactions an innovative model of 
Integrated GST will be adopted by appropriately aligning and integrating CGST and 
SGST. The working of this model is elaborated below.  

3.5  Inter-State Transactions of Goods and Services:  The Empowered Committee 
has accepted the recommendations of the Working Group of concerned officials of 
Central and State Governments for adoption of IGST model for taxation of inter-
State transaction of Goods and Services. The scope of IGST Model is that Centre 
would levy IGST which would be CGST plus SGST on all inter-State transactions of 
taxable goods and services with appropriate provision for consignment or stock 
transfer of goods and services. The inter-State seller will pay IGST on value addition 
after adjusting available credit of IGST, CGST, and SGST on his purchases. The 
Exporting State will transfer to the Centre the credit of SGST used in payment of 
IGST. The Importing dealer will claim credit of IGST while discharging his output 
tax liability in his own State. The Centre will transfer to the importing State the 
credit of IGST used in payment of SGST. The relevant information will also be 
submitted to the Central Agency which will act as a clearing house mechanism, 
verify the claims and inform the respective governments to transfer the funds.  

The major advantages of IGST Model are:  

(a) Maintenance of uninterrupted ITC chain on inter-State transactions.  

(b) No upfront payment of tax or substantial blockage of funds for the inter-State 
seller or buyer.  

(c) No refund claim in exporting State, as ITC is used up while paying the tax.  

(d) Self monitoring model.  

(e) Level of computerization is limited to inter-State dealers and Central and State 
Governments should be able to computerize their processes expeditiously.  



196 Background Material on GST 

(f) As all inter-State dealers will be e-registered and correspondence with them 
will be by e-mail, the compliance level will improve substantially.  

(g) Model can take ‘Business to Business’ as well as ‘Business to Consumer’ 
transactions into account.  

3.6  GST Rate Structure: The Empowered Committee has decided to adopt a two-
rate structure –a lower rate for necessary items and goods of basic importance and a 
standard rate for goods in general. There will also be a special rate for precious 
metals and a list of exempted items. For upholding of special needs of each State as 
well as a balanced approach to federal flexibility, and also for facilitating the 
introduction of GST, it is being discussed whether the exempted list under VAT 
regime including Goods of Local Importance may be retained in the exempted list 
under State GST in the initial years. It is also being discussed whether the 
Government of India may adopt, to begin with, a similar approach towards 
exempted list under the CGST.  

The States are of the view that for CGST relating to goods, the Government of India 
may also have a two-rate structure, with conformity in the levels of rate under the 
SGST. For taxation of services, there may be a single rate for both CGST and SGST.  

The exact value of the SGST and CGST rates, including the rate for services, will be 
made known duly in course of appropriate legislative actions.  

3.7  Zero Rating of Exports: Exports would be zero-rated. Similar benefits may be 
given to Special Economic Zones (SEZs). However, such benefits will only be 
allowed to the processing zones of the SEZs. No benefit to the sales from an SEZ to 
Domestic Tariff Area (DTA) will be allowed.  

3.8 GST on Imports: The GST will be levied on imports with necessary 
Constitutional Amendments. Both CGST and SGST will be levied on import of 
goods and services into the country. The incidence of tax will follow the destination 
principle and the tax revenue in case of SGST will accrue to the State where the 
imported goods and services are consumed. Full and complete set-off will be 
available on the GST paid on import on goods and services.  

3.9  Special Industrial Area Scheme: After the introduction of GST, the tax 
exemptions, remissions etc. related to industrial incentives should be converted, if at 
all needed, into cash refund schemes after collection of tax, so that the GST scheme 
on the basis of a continuous chain of set-offs is not disturbed. Regarding Special 
Industrial Area Schemes, it is clarified that such exemptions, remissions etc. would 
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continue up to legitimate expiry time both for the Centre and the States. Any new 
exemption, remission etc. or continuation of earlier exemption, remission etc. would 
not be allowed.  

In such cases, the Central and the State Governments could provide reimbursement 
after collecting GST.  

3.10  IT Infrastructure: After acceptance of IGST Model for Inter-State transactions, 
the major responsibilities of IT infrastructural requirement will be shared by the 
Central Government through the use of its own IT infrastructure facility. The issues 
of tying up the State Infrastructure facilities with the Central facilities as well as 
further improvement of the States’ own IT infrastructure, including TINXSYS, is 
now to be addressed expeditiously and in a time bound manner.  

3.11 Constitutional Amendments, Legislations and Rules for administration of 
CGST and SGST: It is essential to have Constitutional Amendments for 
empowering the States for levy of service tax, GST on imports and consequential 
issues as well as corresponding Central and State legislations with associated rules 
and procedures. With these specific tasks in view, a Joint Working Group has 
recently been constituted (September 30, 2009) comprising of the officials of the 
Central and State Governments to prepare, in a time bound manner a draft 
legislation for Constitutional Amendment, draft legislation for CGST, a suitable 
Model Legislation for SGST and rules and procedures for CGST and SGST. 
Simultaneous steps have also been initiated for drafting of a legislation for IGST and 
rules and procedures. As a part of this exercise, the Working Group will also 
address the issues of dispute resolution and advance ruling.  

3.12 Harmonious structure of GST and the States’ autonomy in a Federal 
Framework: As a part of the exercise on Constitutional Amendment, a special 
attention would be given, as mentioned earlier in para 3.2, to the formulation of a 
mechanism for upholding the need for a harmonious structure for GST along with 
the concern for the States’ autonomy in a federal structure.  

3.13  Dispute Resolution and Advance Ruling: As a part of the exercise on drafting 
of legislation, rules and procedures for the administration of CGST and SGST, 
specific provisions would also be made to the issues of dispute resolution and 
advance ruling.  

3.14 Need for compensation during implementation of GST: Despite the sincere 
attempts being made by the Empowered Committee on the determination of GST 
rate structure, revenue neutral rates, it is difficult to estimate accurately as to how 
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much the States will gain from service taxes and how much they will lose on account 
of removal of cascading effect, payment of input tax credit and phasing out of CST. 
In view of this, it would be essential to provide adequately for compensation for loss 
that might emerge during the process of implementation of GST for the next five 
years. This issue may be comprehensively taken care of in the recommendations of 
the Thirteenth Finance Commission. The payment of this compensation will need to 
be ensured in terms of special grants to be released to the States duly in every month 
on the basis of neutrally monitored mechanism.  

3.15  With the release of this First Discussion Paper and the Annexure on Frequently 
Asked Questions and Answers on GST, interaction with the representatives of 
industry, trade and agriculture would begin immediately at the national level, and 
then also simultaneously at the State levels. Similarly awareness campaign for 
common consumers would also be initiated at the same time. As a part of the 
discussion and campaign, the views of the industry, trade and agriculture as well as 
consumers are being sought in a structured and time bound manner.  

Annexure  

Frequently Asked Questions and Answers on GST  

Question 1 : What is the justification of GST ?  

Answer : There was a burden of “tax on tax” in the pre-existing Central excise duty 
of the Government of India and sales tax system of the State Governments. The 
introduction of Central VAT (CENVAT) has removed the cascading burden of “tax 
on tax” to a good extent by providing a mechanism of “set off” for tax paid on 
inputs and services upto the stage of production, and has been an improvement over 
the pre-existing Central excise duty. Similarly, the introduction of VAT in the States 
has removed the cascading effect by giving set-off for tax paid on inputs as well as 
tax paid on previous purchases and has again been an improvement over the 
previous sales tax regime.  

But both the CENVAT and the State VAT have certain incompleteness. The 
incompleteness in CENVAT is that it has yet not been extended to include chain of 
value addition in the distributive trade below the stage of production. It has also not 
included several Central taxes, such as Additional Excise Duties, Additional 
Customs Duty, Surcharges etc. in the overall framework of CENVAT, and thus kept 
the benefits of comprehensive input tax and service tax set-off out of the reach of 
manufacturers/dealers. The introduction of GST will not only include 
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comprehensively more indirect Central taxes and integrate goods and services taxes 
for set-off relief, but also capture certain value addition in the distributive trade.  

Similarly, in the present State-level VAT scheme, CENVAT load on the goods has 
not yet been removed and the cascading effect of that part of tax burden has 
remained unrelieved. Moreover, there are several taxes in the States, such as, Luxury 
Tax, Entertainment Tax, etc. which have still not been subsumed in the VAT. 
Further, there has also not been any integration of VAT on goods with tax on 
services at the State level with removal of cascading effect of service tax. In addition, 
although the burden of Central Sales Tax (CST) on inter-State movement of goods 
has been lessened with reduction of CST rate from 4% to 2%, this burden has also 
not been fully phased out. With the introduction of GST at the State level, the 
additional burden of CENVAT and services tax would be comprehensively 
removed, and a continuous chain of set-off from the original producer’s point and 
service provider’s point upto the retailer’s level would be established which would 
eliminate the burden of all cascading effects, including the burden of CENVAT and 
service tax. This is the essence of GST. Also, major Central and State taxes will get 
subsumed into GST which will reduce the multiplicity of taxes, and thus bring down 
the compliance cost. With GST, the burden of CST will also be phased out.  

Thus GST is not simply VAT plus service tax, but a major improvement over the 
previous system of VAT and disjointed services tax – a justified step forward.  

Question 2. What is GST? How does it work ?  

Answer : As already mentioned in answer to Question 1, GST is a tax on goods and 
services with comprehensive and continuous chain of set-off benefits from the 
producer’s point and service provider’s point upto the retailer’s level. It is 
essentially a tax only on value addition at each stage, and a supplier at each stage is 
permitted to set-off, through a tax credit mechanism, the GST paid on the purchase 
of goods and services as available for set-off on the GST to be paid on the supply of 
goods and services. The final consumer will thus bear only the GST charged by the 
last dealer in the supply chain, with set-off benefits at all the previous stages.  

The illustration shown below indicates, in terms of a hypothetical example with a 
manufacturer, one wholeseller and one retailer, how GST will work. Let us suppose 
that GST rate is 10%, with the manufacturer making value addition of Rs.30 on his 
purchases worth Rs.100 of input of goods and services used in the manufacturing 
process. The manufacturer will then pay net GST of Rs. 3 after setting-off Rs. 10 as 
GST paid on his inputs (i.e. Input Tax Credit) from gross GST of Rs. 13. The 
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manufacturer sells the goods to the whole seller. When the whole seller  sells the 
same goods after making value addition of (say), Rs. 20, he pays net GST of only Rs. 
2, after setting-off of Input Tax Credit of Rs. 13 from the gross GST of Rs. 15 to the 
manufacturer. Similarly, when a retailer sells the same goods after a value addition 
of (say) Rs. 10, he pays net GST of only Re.1, after setting-off Rs.15 from his gross 
GST of Rs. 16 paid to whole seller. Thus, the manufacturer, whole seller and retailer 
have to pay only Rs. 6 (= Rs. 3+Rs. 2+Re. 1) as GST on the value addition along the 
entire value chain from the producer to the retailer, after setting-off GST paid at the 
earlier stages. The overall burden of GST on the goods is thus much less. This is 
shown in the table below. The same illustration will hold in the case of final service 
provider as well.  

Table 

Stage of 
supply chain  

Purchase 
value of 
Input  

Value 
addition  

Value at 
which 
supply of 
goods and 
services 
made to 
next stage  

Rate 
of 
GST  

GST 
on 
output  

Input 
Tax 
credit  

Net 
GST= 
GST on 
output – 
Input tax 
credit  

Manufacturer  100  30  130  10%  13  10  13–10 = 3  

Whole seller  130  20  150  10%  15  13  15–13 = 2  

Retailer  150  10  160  10%  16  15  16–15 = 1  

Question 3 : How can the burden of tax, in general, fall under GST ?  

Answer : As already mentioned in Answer to Question 1, the present forms of 
CENVAT and State VAT have remained incomplete in removing fully the cascading 
burden of taxes already paid at earlier stages. Besides, there are several other taxes, 
which both the Central Government and the State Government levy on production, 
manufacture and distributive trade, where no set-off is available in the form of input 
tax credit. These taxes add to the cost of goods and services through “tax on tax” 
which the final consumer has to bear. Since, with the introduction of GST, all the 
cascading effects of CENVAT and service tax would be removed with a continuous 
chain of set-off from the producer’s point to the retailer’s point, other major Central 
and State taxes would be subsumed in GST and CST will also be phased out, the 
final net burden of tax on goods, under GST would, in general, fall. Since there 
would be a transparent and complete chain of set-offs, this will help widening the 
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coverage of tax base and improve tax compliance. This may lead to higher 
generation of revenues which may in turn lead to the possibility of lowering of 
average tax burden.  

Question 4 : How will GST benefit industry, trade and agriculture ?  

Answer : As mentioned in Answer to Question 3, the GST will give more relief to 
industry, trade and agriculture through a more comprehensive and wider coverage 
of input tax set-off and service tax set-off, subsuming of several Central and State 
taxes in the GST and phasing out of CST. The transparent and complete chain of set-
offs which will result in widening of tax base and better tax compliance may also 
lead to lowering of tax burden on an average dealer in industry, trade and 
agriculture.  

Question 5 : How will GST benefit the exporters?  

Answer : The subsuming of major Central and State taxes in GST, complete and 
comprehensive setoff of input goods and services and phasing out of Central Sales 
Tax (CST) would reduce the cost of locally manufactured goods and services. This 
will increase the competitiveness of Indian goods and services in the international 
market and give boost to Indian exports. The uniformity in tax rates and procedures 
across the country will also go a long way in reducing the compliance cost.  

Question 6 : How will GST benefit the small entrepreneurs and small traders?  

Answer : The present threshold prescribed in different State VAT Acts below which 
VAT is not applicable varies from State to State. The existing threshold of goods 
under State VAT is Rs. 5 lakhs for a majority of bigger States and a lower threshold 
for North Eastern States and Special Category States. A uniform State GST threshold 
across States is desirable and, therefore, the Empowered Committee has 
recommended that a threshold of gross annual turnover of Rs. 10 lakh both for 
goods and services for all the States and Union Territories may be adopted with 
adequate compensation for the States (particularly, the States in North-Eastern 
Region and Special Category States) where lower threshold had prevailed in the 
VAT regime. Keeping in view the interest of small traders and small scale industries 
and to avoid dual control, the States considered that the threshold for Central GST 
for goods may be kept at Rs.1.5 crore and the threshold for services should also be 
appropriately high. This raising of threshold will protect the interest of small 
traders. A Composition scheme for small traders and businesses has also been 
envisaged under GST as will be detailed in Answer to Question 14. Both these 
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features of GST will adequately protect the interests of small traders and small scale 
industries.  

Question 7 : How will GST benefit the common consumers?  

Answer : As already mentioned in Answer to Question 3, with the introduction of 
GST, all the cascading effects of CENVAT and service tax will be more 
comprehensively removed with a continuous chain of set-off from the producer’s 
point to the retailer’s point than what was possible under the prevailing CENVAT 
and VAT regime. Certain major Central and State taxes will also be subsumed in 
GST and CST will be phased out. Other things remaining the same, the burden of tax 
on goods would, in general, fall under GST and that would benefit the consumers.  

Question 8 : What are the salient features of the proposed GST model?  

Answer : The salient features of the proposed model are as follows:  

(i) Consistent with the federal structure of the country, the GST will have two 
components: one levied by the Centre (hereinafter referred to as Central GST), 
and the other levied by the States (hereinafter referred to as State GST). This 
dual GST model would be implemented through multiple statutes (one for 
CGST and SGST statute for every State). However, the basic features of law 
such as chargeability, definition of taxable event and taxable person, measure 
of levy including valuation provisions, basis of classification etc. would be 
uniform across these statutes as far as practicable.  

(ii) The Central GST and the State GST would be applicable to all transactions of 
goods and services except the exempted goods and services, goods which are 
outside the purview of GST and the transactions which are below the 
prescribed threshold limits.  

(iii) The Central GST and State GST are to be paid to the accounts of the Centre and 
the States separately.  

(iv) Since the Central GST and State GST are to be treated separately, in general, 
taxes paid against the Central GST shall be allowed to be taken as input tax 
credit (ITC) for the Central GST and could be utilized only against the payment 
of Central GST. The same principle will be applicable for the State GST.  

(v) Cross utilisation of ITC between the Central GST and the State GST would, in 
general, not be allowed.  
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(vi) To the extent feasible, uniform procedure for collection of both Central GST 
and State GST would be prescribed in the respective legislation for Central 
GST and State GST.  

(vii) The administration of the Central GST would be with the Centre and for State 
GST with the States.  

(viii) The taxpayer would need to submit periodical returns to both the Central GST 
authority and to the concerned State GST authorities.  

 (ix) Each taxpayer would be allotted a PAN-linked taxpayer identification number 
with a total of 13/15 digits. This would bring the GST PAN-linked system in 
line with the prevailing PAN-based system for Income tax facilitating data 
exchange and taxpayer compliance. The exact design would be worked out in 
consultation with the Income-Tax Department.  

(x) Keeping in mind the need of tax payers convenience, functions such as 
assessment, enforcement, scrutiny and audit would be undertaken by the 
authority which is collecting the tax, with information sharing between the 
Centre and the States.  

Question 9 : Why is Dual GST required ?  

Answer : India is a federal country where both the Centre and the States have been 
assigned the powers to levy and collect taxes through appropriate legislation. Both 
the levels of Government have distinct responsibilities to perform according to the 
division of powers prescribed in the Constitution for which they need to raise 
resources. A dual GST will, therefore, be in keeping with the Constitutional 
requirement of fiscal federalism.  

Question 10 : How would a particular transaction of goods and services be taxed 
simultaneously under Central GST (CGST) and State GST (SGST)?  

Answer : The Central GST and the State GST would be levied simultaneously on 
every transaction of supply of goods and services except the exempted goods and 
services, goods which are outside the purview of GST and the transactions which 
are below the prescribed threshold limits. Further, both would be levied on the same 
price or value unlike State VAT which is levied on the value of the goods inclusive 
of CENVAT. While the location of the supplier and the recipient within the country 
is immaterial for the purpose of CGST, SGST would be chargeable only when the 
supplier and the recipient are both located within the State.  
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Illustration I: Suppose hypothetically that the rate of CGST is 10% and that of SGST 
is 10%. When a wholesale dealer of steel in Uttar Pradesh supplies steel bars and 
rods to a construction company which is also located within the same State for , say 
Rs. 100, the dealer would charge CGST of Rs. 10 and SGST of Rs. 10 in addition to 
the basic price of the goods. He would be required to deposit the CGST component 
into a Central Government account while the SGST portion into the account of the 
concerned State Government. Of course, he need not actually pay Rs. 20 (Rs. 10 + Rs. 
10 ) in cash as he would be entitled to set-off this liability against the CGST or SGST 
paid on his purchases (say, inputs). But for paying CGST he would be allowed to 
use only the credit of CGST paid on his purchases while for SGST he can utilize the 
credit of SGST alone. In other words, CGST credit cannot, in general, be used for 
payment of SGST. Nor can SGST credit be used for payment of CGST.  

Illustration II: Suppose, again hypothetically, that the rate of CGST is 10% and that 
of SGST is 10%. When an advertising company located in Mumbai supplies 
advertising services to a company manufacturing soap also located within the State 
of Maharashtra for, let us say Rs. 100, the ad company would charge CGST of Rs. 10 
as well as SGST of Rs. 10 to the basic value of the service. He would be required to 
deposit the CGST component into a Central Government account while the SGST 
portion into the account of the concerned State Government. Of course, he need not 
again actually pay Rs. 20 (Rs. 10+Rs. 10) in cash as it would be entitled to set-off this 
liability against the CGST or SGST paid on his purchase (say, of inputs such as 
stationery, office equipment, services of an artist etc). But for paying CGST he would 
be allowed to use only the credit of CGST paid on its purchase while for SGST he 
can utilise the credit of SGST alone. In other words, CGST credit cannot, in general, 
be used for payment of SGST. Nor can SGST credit be used for payment of CGST.  

Question 11 : Which Central and State taxes are proposed to be subsumed under 
GST ?  

Answer : The various Central, State and Local levies were examined to identify their 
possibility of being subsumed under GST. While identifying, the following 
principles were kept in mind:  

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

(ii) Taxes or levies to be subsumed should be part of the transaction chain which 
commences with import/ manufacture/ production of goods or provision of 
services at one end and the consumption of goods and services at the other.  
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(iii) The subsumation should result in free flow of tax credit in intra and inter-State 
levels.  

(iv) The taxes, levies and fees that are not specifically related to supply of goods & 
services should not be subsumed under GST.  

(v) Revenue fairness for both the Union and the States individually would need to 
be attempted.  

On application of the above principles, the Empowered Committee has 
recommended that the following Central Taxes should be, to begin with, subsumed 
under the Goods and Services Tax:  

(i) Central Excise Duty  

(ii) Additional Excise Duties  

(iii) The Excise Duty levied under the Medicinal and Toiletries Preparation Act  

(iv) Service Tax  

(v) Additional Customs Duty, commonly known as Countervailing Duty (CVD)  

(vi) Special Additional Duty of Customs - 4% (SAD)  

(vii) Surcharges, and  

(viii) Cesses. [43??] 

The following State taxes and levies would be, to begin with, subsumed under GST:  

(i)  VAT / Sales tax  

(ii)  Entertainment tax (unless it is levied by the local bodies). 

(iii)  Luxury tax  

(iv)  Taxes on lottery, betting and gambling.  

(v)  
State Cesses and Surcharges in so far as they  relate to supply of goods and 
services. 

(vi)  Entry tax not in lieu of Octroi.  

Purchase tax: Some of the States felt that they are getting substantial revenue from 
Purchase Tax and, therefore, it should not be subsumed under GST while majority 
of the States were of the view that no such exemptions should be given. The 
difficulties of the food grain producing States was appreciated as substantial 
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revenue is being earned by them from Purchase Tax and it was, therefore, felt that in 
case Purchase Tax has to be subsumed then adequate and continuing compensation 
has to be provided to such States. This issue is being discussed in consultation with 
the Government of India.  

Tax on items containing Alcohol: Alcoholic beverages would be kept out of the 
purview of GST. Sales Tax/VAT could be continued to be levied on alcoholic 
beverages as per the existing practice. In case it has been made Vatable by some 
States, there is no objection to that. Excise Duty, which is presently levied by the 
States may not also be affected.  

Tax on Tobacco products: Tobacco products would be subjected to GST with ITC. 
Centre may be allowed to levy excise duty on tobacco products over and above GST 
with ITC.  

Tax on Petroleum Products: As far as petroleum products are concerned, it was 
decided that the basket of petroleum products, i.e. crude, motor spirit (including 
ATF) and HSD would be kept outside GST as is the prevailing practice in India. 
Sales Tax could continue to be levied by the States on these products with prevailing 
floor rate. Similarly, Centre could also continue its levies. A final view whether 
Natural Gas should be kept outside the GST will be taken after further deliberations.  

Taxation of Services : As indicated earlier, both the Centre and the States will have 
concurrent power to levy tax on goods and services. In the case of States, the 
principle for taxation of intra-State and inter State has already been formulated by 
the Working Group of Principal Secretaries /Secretaries of Finance / Taxation and 
Commissioners of Trade Taxes with senior representatives of Department of 
Revenue, Government of India. For inter-State transactions an innovative model of 
Integrated GST will be adopted by appropriately aligning and integrating CGST and 
IGST.  

Question 12 : What is the rate structure proposed under GST ?  

Answer : The Empowered Committee has decided to adopt a two-rate structure –a 
lower rate for necessary items and items of basic importance and a standard rate for 
goods in general. There will also be a special rate for precious metals and a list of 
exempted items. For upholding of special needs of each State as well as a balanced 
approach to federal flexibility, it is being discussed whether the exempted list under 
VAT regime including Goods of Local Importance may be retained in the exempted 
list under State GST in the initial years. It is also being discussed whether the 
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Government of India may adopt, to begin with, a similar approach towards 
exempted list under the CGST.  

For CGST relating to goods, the States considered that the Government of India 
might also have a two-rate structure, with conformity in the levels of rate with the 
SGST. For taxation of services, there may be a single rate for both CGST and SGST.  

The exact value of the SGST and CGST rates, including the rate for services, will be 
made known duly in course of appropriate legislative actions.  

Question 13: What is the concept of providing threshold exemption for GST?  

Answer : Threshold exemption is built into a tax regime to keep small traders out of 
tax net. This has three-fold objectives:  

(a) It is difficult to administer small traders and cost of administering of such 
traders is very high in comparison to the tax paid by them.  

(b) The compliance cost and compliance effort would be saved for such small 
traders.  

(c) Small traders get relative advantage over large enterprises on account of lower 
tax incidence.  

The present thresholds prescribed in different State VAT Acts below which VAT is 
not applicable varies from State to State. A uniform State GST threshold across 
States is desirable and, therefore, as already mentioned in Answer to Question 6, it 
has been considered that a threshold of gross annual turnover of Rs. 10 lakh both for 
goods and services for all the States and Union Territories might be adopted with 
adequate compensation for the States (particularly, the States in North-Eastern 
Region and Special Category States) where lower threshold had prevailed in the 
VAT regime. Keeping in view the interest of small traders and small scale industries 
and to avoid dual control, the States also considered that the threshold for Central 
GST for goods may be kept Rs.1.5 Crore and the threshold for services should also 
be appropriately high.  

Question 14 : What is the scope of composition and compounding scheme under 
GST?  

Answer: As already mentioned in Answer to Question 6, a Composition/ 
Compounding Scheme will be an important feature of GST to protect the interests of 
small traders and small scale industries. The Composition/Compounding scheme 
for the purpose of GST should have an upper ceiling on gross annual turnover and a 
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floor tax rate with respect to gross annual turnover. In particular there will be a 
compounding cut-off at Rs. 50 lakhs of the gross annual turnover and the floor rate 
of 0.5% across the States. The scheme would allow option for GST registration for 
dealers with turnover below the compounding cut-off.  

Question 15 : How will imports be taxed under GST ?  

Answer : With Constitutional Amendments, both CGST and SGST will be levied on 
import of goods and services into the country. The incidence of tax will follow the 
destination principle and the tax revenue in case of SGST will accrue to the State 
where the imported goods and services are consumed. Full and complete set-off will 
be available on the GST paid on import on goods and services.  

Question 16 : Will cross utilization of credits between goods and services be 
allowed under GST regime?  

Answer : Cross utilization of credit of CGST between goods and services would be 
allowed. Similarly, the facility of cross utilization of credit will be available in case of 
SGST. However, the cross utilization of CGST and SGST would generally not be 
allowed except in the case of inter-State supply of goods and services under the 
IGST model which is explained in answer to the next question.  

Question 17 : How will be Inter-State Transactions of Goods and Services be 
taxed under GST in terms of IGST method ?  

Answer : The Empowered Committee has accepted the recommendation for 
adoption of IGST model for taxation of inter-State transaction of Goods and Services. 
The scope of IGST Model is that Centre would levy IGST which would be CGST 
plus SGST on all inter-State transactions of taxable goods and services. The inter-
State seller will pay IGST on value addition after adjusting available credit of IGST, 
CGST, and SGST on his purchases. The Exporting State will transfer to the Centre 
the credit of SGST used in payment of IGST. The Importing dealer will claim credit 
of IGST while discharging his output tax liability in his own State. The Centre will 
transfer to the importing State the credit of IGST used in payment of SGST. The 
relevant information is also submitted to the Central Agency which will act as a 
clearing house mechanism, verify the claims and inform the respective governments 
to transfer the funds.  

The major advantages of IGST Model are:  

(a)  Maintenance of uninterrupted ITC chain on inter-State transactions.  
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(b)  No upfront payment of tax or substantial blockage of funds for the inter-State 
seller or buyer.  

(c) No refund claim in exporting State, as ITC is used up while paying the tax.  

(d) Self monitoring model.  

(e) Level of computerisation is limited to inter-State dealers and Central and State 
Governments should be able to computerise their processes expeditiously.  

(f) As all inter-State dealers will be e-registered and correspondence with them 
will be by e-mail, the compliance level will improve substantially.  

(g) Model can take ‘Business to Business’ as well as ‘Business to Consumer’ 
transactions into account.  

Question 18: Why does introduction of GST require a Constitutional 
Amendment?  

Answer : The Constitution provides for delineation of power to tax between the 
Centre and States. While the Centre is empowered to tax services and goods upto 
the production stage, the States have the power to tax sale of goods. The States do 
not have the powers to levy a tax on supply of services while the Centre does not 
have power to levy tax on the sale of goods. Thus, the Constitution does not vest 
express power either in the Central or State Government to levy a tax on the ‘supply 
of goods and services’. Moreover, the Constitution also does not empower the States 
to impose tax on imports. Therefore, it is essential to have Constitutional 
Amendments for empowering the Centre to levy tax on sale of goods and States for 
levy of service tax and tax on imports and other consequential issues.  

As part of the exercise on Constitutional Amendment, there would be a special 
attention to the formulation of a mechanism for upholding the need for a 
harmonious structure for GST along with the concern for the powers of the Centre 
and the States in a federal structure.  

Question 19: How are the legislative steps being taken for CGST and SGST ?  

Answer : A Joint Working Group has recently been constituted (September 30, 2009) 
comprising of the officials of the Central and State Governments to prepare, in a 
time-bound manner a draft legislation for Constitutional Amendment.  

Question 20: How will the rules for administration of CGST and SGST be 
framed?  
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Answer : The Joint Working Group, as mentioned above, has also been entrusted the 
task of preparing draft legislation for CGST, a suitable Model Legislation for SGST 
and rules and procedures for CGST and SGST. Simultaneous steps have also been 
initiated for drafting of legislation for IGST and rules and procedures. As a part of 
this exercise, the Working Group will also address to the issues of dispute resolution 
and advance ruling. 

  


