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Executive Summary

1. The taxation of goods and services in India has, hitherto, been characterised as a
cascading and distortionary tax on production resulting in mis-allocation of resources and
lower productivity and economic growth. It also inhibits voluntary compliance. Therefore, it
is necessary to replace the existing indirect tax system by a new regime which would foster

the achievement of the following objectives:

(a) The incidence of tax falls only on domestic consumption;

(b) The efficiency and equity of the system is optimized;

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

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

(e) It enhances the cause of cooperative federalism. (Para 2.1)
2. A well designed ‘value added tax on all goods and services (GST) is the most elegant
method of eliminating distortions and taxing consumption. Under this structure, all

different stages of production and distribution can be interpreted as a mere tax pass-

through, and the tax essentially ‘sticks’ on final consumption within the taxing jurisdiction.
(Para 2.2)
3. The ‘flawless’ GST recommended by us comprises of the following elements:

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

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

iii. The Centre and the States should adopt a consumption-type GST?, that is, there
should be no distinction between raw materials and capital goods in allowing input

tax credit. (Para 2.7)

! Reference to GST in this Report includes both CGST and SGST
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iv.  The tax base should comprehensively extend over all goods and services upto the

final consumer point. (Para 2.7)
v. There should be no classification between goods and services in law so as to ensure
that there is no classification dispute. (Para 2.7)
vi.  The GST should be structured on the destination principle. As a result, the tax base
will shift from production to consumption whereby imports will be liable to both
CGST and SGST and exports should be relieved of the burden of goods and service
tax by zero rating. Consequently, revenues will accrue to the State in which the
consumption takes place or is deemed to take place; (Para 2.13)
vii.  The computation of the CGST and SGST liability should be based on the invoice credit
method i.e., allow credit for tax paid on all intermediate goods or services on the
basis of invoices issued by the supplier. As a result, all different stages of production
and distribution can be interpreted as a mere tax pass-through, and the tax will
effectively ‘stick’ on final consumption within the taxing jurisdiction. This will
facilitate elimination of the cascading effect at various stages of production and
distribution. (Para 2.16)
viii.  The CGST and SGST should be credited to the accounts of the Centre and the States
separately. Since the CGST and SGST are to be treated separately, taxes paid against
the CGST should be allowed to be taken as input tax credit (ITC) for the CGST and
could be utilized only against the payment of CGST. The same principle will be
applicable for the SGST. Cross utilization of ITC between the CGST and the SGST
should not be allowed. (Para 2.16)
ix.  Full and immediate input credit should be allowed for tax paid (both CGST and SGST)
on all purchases of capital goods (including GST on capital goods) in the year in which
the capital goods are acquired. Similarly, any kind of transfer of the capital goods at

a later stage should also attract GST liability like all other goods and services.

(Para 2.18)
X.  Ordinarily, there should not be any exemption from CGST or SGST. However, if for

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

a. All public services of Government (Central, State and
municipal/panchayati raj) including Civil administration, health
services and formal education services provided by Government
schools and colleges, Defence, Para-military, Police, Intelligence and
Government Departments. However, public services will not include
Railways, Post and Telegraph, other commercial Departments, Public
Sector enterprises, banks and Insurance, health and education
services;

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

c. any unprocessed food article which is covered under the public
distribution system should be exempt regardless of the outlet
through which it is sold; and

d. education services provided by non-Governmental schools and
colleges; and

e. health services provided by non-Governmental agencies. (Para 2.26)

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

(Paras 2.27 to 2.32)

xii.  all inter-state transactions in goods and services should be effectively zero rated by
adopting the Modified Bank Model. (Paras 3.1 to 3.19)
xiii.  the consignment sales and branch transfers across states should be subject to

treatment in the same manner as if it was a inter-state transaction in the nature of

sale between two independent dealers. (Para 3.20)
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the function of all state border check posts should be reduced to checking
contrabands by setting up large scanners for trucks to pass through without any
need for physical verification. The cost of the scanners should be entirely borne by
the Central Government. All check-posts should be jointly manned by both States so
as to reduce the number of check-posts and enhance efficiency in the road
movement of goods. (Para 3.20)
Keeping in view the compliance cost and administrative feasibility, small dealers
(including service providers) and manufacturers should be exempted from the
purview of both CGST and SGST if their annual aggregate turnover (excluding both
CGST and SGST) of all goods and services does not exceed Rs.10 lakh. However, like
in most other countries, those below the threshold limit may be allowed to register
voluntarily to facilitate sales to other registered manufacturers/dealers, limit
competitive distortions and avoid inequities. Further, the threshold exemption limit
should be uniform for both CGST and SGST and across States. (Paras 2.61 and 2.62)
Further, with a view to reduce administrative and compliance burden, small dealers
with annual aggregate turnover of goods and services between Rs.10 lakh to Rs.40
lakh? may be allowed to opt for a compounded levy of one percent, each towards
CGST and SGST. However, no input credit should be allowed against the
compounded levy or purchases made from exempt dealers. (Para 2.63)
Certain high value goods comprising of (i) gold, silver and platinum ornaments; (ii)
precious stones; and (iii) bullions (hereafter referred to as “high value goods”) are
prone to smuggling due to high tax incidence thereby generating negative
externalities in terms of social and economic disorder. Therefore, we recommend
that dealers in such high value items may, subject to the threshold exemption but
without the ceiling of Rs. 40 lakh, also be allowed to opt for the compounded levy of

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

? The limit of Rs 40 lakh is based on the consideration that dealers with turnover of Rs 40 lakh or more are
subject to tax audit under the Income Tax Act, 1961 and therefore they would suffer fromany additional
burden in terms of documentation under the GST.
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The existing exemption upto Rs.1.5 crores of turnover for small-scale industries

should not be continued under the GST framework. However, in order to inspire

confidence of the small scale industry in the new GST framework, the scrutiny/audit
of the small scale industry should be conducted only by the state tax administration.
The enforcement by the State tax administration would be adequate to even deal
with CGST evasion. (Paras 2.66 and 2.67)

The area based exemption in respect of CENVAT should not be continued under the

GST framework. In case it is considered necessary to provide support to industry for
balanced regional development, it would be appropriate to provide direct
investment linked cash subsidy. (Para 2.74)
Since the GST is designed to ensure that all producers and distributors are treated as
complete pass- through and exports are zero-rated, there should be no exemption
for the developers of, or units in, the Special Economic Zones. (Para 2.75)
The tax regime for power sector, vehicles, goods and passengers, financial services
and the real estate and housing services sector should be reformed and integrated
into the GST framework along the lines summarized in the paragraphs 4 to 7 and
explained in detail in Chapter-II.

The rate of CGST and SGST on all non-SIN goods and services should be fixed at a

single positive rate of 5 per cent and 7 per cent, respectively. In addition, there

should be a zero rate applicable to all goods and services exported out of the
country. (Paras 5.9 and 5.79)
The following central taxes should be subsumed in the CGST?:

a. Central Excise Duty (including Additional Excise Duties);

b. Service Tax;

c. Additional Customs Duty (commonly referred to as ‘CVD’);

d. Surcharges and all cesses

(Para 2.11)

® This is consistent with the proposal of the EC in their Discussion paper dated 30" April,2008.
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The following State level taxes, as also recommended by the Empowered
Committee (EC) in its discussion paper dated 30" April, 2008, should be subsumed in
the SGST:-
a. VAT/Sales Tax (including Central Sales Tax and Purchase tax);
b. Entertainment tax (other than levied by local bodies);
c. Entry taxes not in lieu of Octroi;
d. Other Taxes and Duties (includes Luxury Tax, Taxes on lottery,
betting and gambling, and all cesses and surcharges by States);
Since all taxes on goods and services, levied by the Centre or the States, should be
subsumed in the GST, the following other taxes levied by the States on goods and
services should also be subsumed:
i Stamp duty;
ii. Taxes on Vehicles;
iii. Taxes on Goods and Passengers; and
iv. Taxes and duties on electricity. (Para 2.11)
Any amount collected through these taxes on the SIN goods should not be subsumed
either in the CGST or the SGST. Similarly any amount which is collected as
tax/fee/charge/cess which is essentially in the nature of a user charge for supply of
goods and services (including environmental goods and services) also should not be
subsumed under the CGST or SGST. Further, both Centre and the States should take
steps to consolidate all taxes (other than proposed GST) on the SIN goods as a single
levy termed as Central Excises and State Excises, respectively. (Para 2.11)
All entry and Octroi duties levied by the third-tier of Government must be abolished.

(Para 2.11)

The power sector must form an integral part of the comprehensive GST base

recommended by us over which both the Central and State Governments would have

concurrent jurisdiction. The tax regime for the power sector should be the same as in the

case of any other normal good. The electricity duty levied by the States should be subsumed
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in the SGST. Article 278 and Article 288 of the Constitution should be amended to enable
levy of GST on supply of electricity to Government at all levels like any other normal goods.
(Para 2.35)
5. The tax on vehicles and the tax on goods and passengers levied by the State
Governments should be subsumed in the GST. All transport equipments and all forms of
services for transportation of goods and services by railways, air, road and sea must form an
integral part of the comprehensive GST base recommended by us over which both the
Central and State Governments would have concurrent jurisdiction. The tax regime for the
transport equipments and transport services should be the same as in the case of any other

normal goods. (Para 2.38)

6. The consumption of financial services should be comprehensively taxed under the

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

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

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

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

materials used in construction.

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

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

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

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

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

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

keeping functions — which justify small charges. The imposition of large scale
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indirect taxes through registration and stamp duties constitutes a case of
erroneous tax policy. Therefore, States may continue to levy a registration
fee at a specific rate not exceeding Rs 1000 per transaction in immovable
property, which is merely a user charge for the IT systems used in property

registration.

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

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

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

following functional components:-

(i) In the course of inter-state B2B supply, the seller in the origin State shall
collect the SGST leviable on the transaction from the buyer in the destination

State as if the sale was within the origin State.

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

identification number (BIN).

(iii) The seller shall use the input SGST for payment of the output SGST on both
intra-state and inter-state transactions. To the extent total output SGST is in
excess of the input SGST, the same shall be paid into any of the authorised
bank in the prescribed manner. This will ensure a self-adjustment mechanism

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

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

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

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

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

registered dealers.

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

receiving payment and transaction information.

(viii) It would be mandatory for all registered dealers to make the payment by
electronically furnishing Form No. GST-I, which would be a combined monthly

payment and return form for all intra-state and inter-state transactions..

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

compliance cost.

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

authorized bank.
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(xi) The procedure for making payment of CGST and SGST and furnishing
information relating to transactions of both purchases from and sales to

registered dealers in Form No. GST-I shall be as explained in para 3.12.

9. It is now well-recognised that tax administration is tax policy. An inefficient tax
administration will not be able to provide the requisite level of deterrence thereby leading
to non-compliance and under performance of the tax regime. Therefore, the full potential of
the pure tax regime will remain unrealised. Hence, the structure, design and the business
process of the tax administration is an important factor in the determination of the revenue
performance. The Central Board of Excise & Customs (CBEC) shall be responsible for
implementing the CGST and the State Tax administrations will be separately responsible for
implementing the SGST. The various tax administrative functions such as assessment,
enforcement, scrutiny and audit should be undertaken by the CBEC in respect of the CGST
and by the State tax administration in respect of the SGST subject to our recommendation
on small-scale industries. However, from a taxpayer’s perspective all compliance and
enforcement procedures under CGST and SGST should be uniform. The Central Government
shall establish a common IT infrastructure which will serve the needs of both CGST and

SGST. (Para 4.8)

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

considered reasonable so that the compliance and administrative burden is minimized.

(Para 4.8)

11. All persons with annual aggregate turnover of goods and services exceeding Rs.10
lakh (excluding CGST and SGST) should be required to register and obtain a GST registration
number. Persons with lower turnover may be allowed an option to register. The GST
registration number should be a twelve digit alpha numeric number. The first ten digits

should be the alpha-numeric Permanent Account Number (PAN) followed by a space and
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two more digits indicating the state code. This number scheme should be publicised widely

and should be self-generated after obtaining a PAN. (Para 4.4)

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

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

13. The payment of tax and the transaction reporting should be made through a
combined payment and transaction reporting statement in Form No. GST-I. This statement
should detail all business to business transactions relating to sales. This statement should be
common for both CGST and SGST compliance and it should be mandatory to file this
statement electronically on a monthly basis while making payment of taxes. The VAT period

should be a calendar month. (Para 4.8)

14. The administration of this levy should be based on audited accounts and not on the
basis of any form of physical controls. Since the tax base will be common, there should be a
common appellate authority. Similarly, the Authority for Advance Ruling should also be
common. Best international practices should be embedded in the Central-GST, particularly
in respect of laws relating to levy of penalties, and circumstances and method of
prosecution. No authority should have any power to make preventive detention for the
purposes of CGST and SGST. Procedures for collection of both the CGST and SGST should be

uniform. (Para 4.8)

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

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

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

16. The choice of a single or a multiple VAT rates is extremely critical to the efficiency
and performance of the GST. In terms of best international practice, recent experience
shows that the preference of the policymakers is for adoption of a single rate as it is more
efficient. Therefore, we recommend one_positive rate, each for CGST and SGST on all goods
and services. In addition, there should be a zero rate applicable to all goods and services

exported out of the country. (Para 5.9)

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

‘revenue neutral rates’ or ‘RNR’). (Para 5.17)

18. Using the fiscal year 2007-08 as the base year for calculation of the RNR, we first
estimate the GST base under five different methods. These methods are (i) Subtraction-
Indirect Method; (ii) Consumption Method-Task Force Estimate; (iii) Consumption Method-
NCAER Estimate; (iv) Shome Index Method; and (iv) Revenue Method. The various estimates
of the GST Base for 2007-08 are summarized in Table-10. The Task Force estimate of the GST
Base using the Consumption method is the highest (Rs.37,43,077 crores) whereas the
Shome Index method provides the lowest estimate. All other estimates fall within this
range. Since the five estimates are different, we use their average (Rs 31,25,325 crores) as
the size of the comprehensive GST base for 2007-08 for the purposes of estimating the RNR.
Since the tax base for both the CGST and the SGST are proposed to be identical, we use the

same tax base for calculating the RNR for both levies. (Paras 5.22 to 5.75)
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19. Given the estimate of the GST Base and the level of central taxes which are intended
to be subsumed in the GST, we estimate the RNR for the CGST at 5.0 percent. Similarly, the
RNR in respect of the state level TF-taxes which are proposed to be subsumed in the SGST is
estimated to be 6.0 percent. Therefore, the combined RNR is estimated to be 11 percent.
Incidentally, this estimate is the same as estimated by Poddar and Bagchi in their pioneering
study published in November, 2007. These estimates do not factor in the revenue gains
from increased compliance and GDP. To the extent, the flawless GST will reduce cascading
effect, there will be significant increase in the corporate profits and hence corporate tax
collections. Hence, in actual practice, the RNR of 11 percent will be revenue positive.
However, all entry and Octroi taxes by state governments and other sub-national
Governments are also proposed to be abolished. Accordingly, it is imperative to provide for
an alternate buoyant source of revenue to the third-tier of Government. Hence, we

recommend the following:-

i.  The rate of CGST and SGST on all non-SIN goods should be fixed at the single

rate of 5 percent and 7 percent, respectively;

ii. A formula-based devolution of an amount equivalent to collection of SGST at
2 percentage points should be made to the third-tier of Government after an
appropriate Constitutional Amendment;

iii.  The formula should be based on the recommendations of the State Finance
Commission.

iv.  Pending Constitutional Amendment, the collection from 7 percent SGST shall
accrue to the State Government and devolution to the third-tier Government
should continue to be made on the basis of the recommendations of the
State Finance Commission.

v.  Both the Central and the State Governments may continue to levy taxes, in
addition to the CGST and SGST, on the various non-SIN goods as at present.

(Paras 5.76 to 5.79)
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20. High import tariffs, excises and turnover tax on domestic goods and services have
enormous cascading effects, leading to a distorted structure of production, consumption
and exports. The existing tax system introduces myriad distortions which favour some
goods and services at the expense of others. These distortions yield inefficient resource
allocation and consequently, inferior GDP growth. The introduction of the GST will bring
about a macroeconomic dividend by reducing what have been called the “negative grey
area dynamic effects” of cascading taxation. As a result it reduces the overall incidence of
indirect taxation by removing the many distortionary features of the present indirect tax
system. The switchover to a flawless GST will have significant macroeconomic effects. The
overall macroeconomic effect of reduction in economic distortions due to GST would be to
It would provide an impetus to economic growth. Using CGE Model, the NCAER study
commissioned by the Thirteenth Finance Commission estimates the impact of the
introduction of a GST which would eliminate all taxes on production and distribution and
rest on final consumption only. The study is based on two important assumptions of full
employment and that 50 percent of indirect taxes remain embedded and ‘stick’ on
production and distribution. The study concludes that ‘implementation of a comprehensive
GST in India will lead to efficient allocation of factors of production thus leading to gain in
GDP and exports. This would translate into enhanced economic welfare and returns to the
factors of production, i.e. land, labour and capital. The gains in real returns to land range
between 0.42 and 0.82 per cent. Wage rate gains vary between 0.68 and 1.33 per cent. The
real returns to capital would gain in the range of 0.37 and 0.74 percent.” Further, the study
also shows that ‘implementation of GST across goods and services is expected, ceteris
paribus, to provide gains to India’s GDP somewhere within a range of 0.9 to 1.7 per cent.
The corresponding change in absolute values of GDP over 2008-09 is expected to be

between Rs. 42,789 crore and Rs. 83,899 crore, respectively. (Paras 7.1 to 7.5)

21. These additional gains in GDP, originating from the GST reform, would be earned
during all years in future over and above the growth in GDP which would have been
achieved otherwise. The present value of the GST-reform induced gains in GDP may be

computed as the present value of additional income stream based on some discount rate.
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Assuming the long-term real rate of interest of about 3 per cent as the discount rate, the
present value of total gain in GDP is computed as between Rs. 1,469 thousand crores and
2,881 thousand crores. The corresponding dollar values are $325 billion and $637 billion or

as much as one-third to one-half of the country’s GDP for the year 2009-10. (Para 7.6)

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

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

23. The benefit to the poor from the implementation of GST will flow from two sources:
first through increase in the income levels and second through reduction in prices of goods
consumed by them. The proposed switchover to the ‘flawless’ GST should, therefore, be
viewed as pro-poor and not regressive. Hence, the switchover will improve the vertical
equity of the indirect tax system. Similarly, to the extent it will impose a higher burden on
the informal economy by reducing the cascading effect, the switchover will also improve

horizontal equity. (Para 7.22 and Para 7.29)

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

fibre textiles; and textile products and wearing apparel. (Paras 7.24, 7.27 and 7.28)
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25. The changeover to GST is designed to be revenue neutral at existing levels of
compliance. Given the design of the ‘flawless’ GST, the producers and distributors will only
be pass through for the GST. Therefore, this policy initiative should witness a higher
compliance and an upsurge in revenue collections. This will also have an indirect positive
impact on direct tax collections. Further, given the fact that GST will trigger an increase in
the GDP, this in turn would yield higher revenues even at existing levels of compliance.
Another important source of gain for the Government would be the savings on account of
reduction in the price levels of a large number of goods and services consumed by the
Government. However, to the extent, the Central Government will be required to
incentivise the states to adopt the GST, there will be an increase in the budgetary outgo.
Given the smallness of the size of the compensation, it is expected that there would be a net
gain in the tax revenues. This should enable the Central Government to better manage its

finances. (Para 7.31 and 7.32)

26. As regards the State Governments, in the first year of implementation of GST and
phasing out of the Stamp duty, the States should expect additional revenues to the extent of
Rs 70,000 crores (excluding the incentive amount). However, in the subsequent years this
gain would diminish on account of the phasing out of stamp duty but will be more than

adequately compensated as compliance starts improving. (Para 7.33)

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

favour of the states thereby reducing the vertical imbalance. (Para 7.36)

28. The GST envisages a mechanism whereby both the Centre and the States will cease
to have any independent power to make changes in the design and structure once agreed
upon. The existing mechanism for arriving at a collective decision on the structure of the
GST should be permanently institutionalised so that changes in the initial design of the GST
are collectively agreed and implemented by both the Centre and the States. The
Empowered Committee of State Finance Ministers may, upon the introduction of the GST,

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

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

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

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

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

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

i) A GST Compensation Fund should be created under the administrative control of
the Council of Finance Ministers.

ii) The Central Government shall transfer to the GST Compensation Fund a
minimum sum of Rs 6000 crores per annum over the next five years (i.e. a total
amount of Rs 30,000 crores) if, and only if, the States-

a. introduce the ‘flawless’ GST as recommended by us; and
b. follow the road map, as suggested by us, for its introduction;

iii) The amounts in the Fund should be used only for the following purposes:-

a. To compensate the states for any revenue loss on account of the adoption of
the ‘flawless’ GST;

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

iv) The amount will be transferred in quarterly instalments.

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

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

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

(Paras 9.3 to 9.6)

31. The States should also be liable to a penalty in case they deviate from the agreed

design and structure of the GST. (Para 9.8)

32. Since the design of the GST will also impact the indirect tax system of the Central
Government, it is necessary for the Central Government to play a more proactive role in this
effort. Towards this, the leadership of the Union Finance Minister would be vital. This will

provide the necessary impetus to the process of ‘grand bargaining’ for the GST. (Para 10.4)

33. On account of lack of adequate preparedness, the implementation of the GST
scheduled for 1* April, 2010 should be postponed by six months to 1* October, 2010.
However, the Council should release a timeline of various activities for introduction of GST

simultaneously with the announcement for postponement. (Para 10.6)

34, All taxes on goods and services including cesses and surcharges levied at the State

and sub-national level should be subsumed in the SGST. However, if for some political
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economy reasons it is considered expedient to introduce the GST in a phased way, we

recommend the phasing in the following manner:-

a) In the year 2010-11, all elements of the Flawless GST recommended by us
whereby
i. thesingle CGST rate should be 5 percent and the corresponding SGST
rate should be 7 percent; and
ii. Transactions in immoveable property (i.e real estate and housing
services) should be brought within the fold of GST; and
iii. Stamp duty may not be subsumed but the rate of stamp duty in all
states should be calibrated so as not to exceed 4 percent. As a result,
transactions in real estate will be subject to a dual levy like in the case
of SIN-goods;
b) In the year 2011-12, same as (a) above, with the modification that the rate of

stamp duty should be reduced to 2 percent; and
c) In the year 2012-13, same as (a) above, with the modification that-

i.  Stamp duty should be eliminated and replaced by a Registration Fee
at a specific rate;

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

(Paras 10.3 to 10.10)
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CHAPTER -1

Introduction

1.1 In 2004, analysing the structure of the prevailing indirect tax system both at the
Central and State level, the Task Force on Implementation of the Fiscal Responsibility and
Budget Management Act, 2003 observed that “high import tariffs, excises and turnover tax
on domestic goods and services have enormous cascading effects, leading to a distorted
structure of production, consumption and exports. This problem can be effectively
addressed by shifting the tax burden from production and trade to final consumption, and
from savings to consumption. The existing tax system introduces innumerable distortions
resulting in inefficient resource allocation and adversely impacting GDP growth. It also
provides an incentive to firms to engage in political lobbying for exemptions and favourable
modifications in the tax schedule. The Indian consumer is known to be remarkably sensitive
to apparently small changes in relative prices. The goal of a rational tax system is to
empower households to engage in undistorted decision making, driven by their own needs
and preferences.”. Accordingly, the Task Force recommended that “a well designed
destination-based value added tax on all goods and services is the most elegant method of
eliminating distortions and taxing consumption. Under this structure, all different stages of
production and distribution can be interpreted as a mere tax pass-through, and the tax
essentially ‘sticks’ on final consumption within the taxing jurisdiction®. Therefore, the Task
Force recommended the introduction of a destination based VAT type dual Goods and

Services Tax (hereafter referred to as ‘GST’).

1.2 In general, the recommendation was viewed as the ultimate goal but there was

certain degree of scepticism about whether India should immediately move to a ‘flawless’

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

not come.

13 By mid-2004, the State Governments were already at an advance stage of
preparation for a switch over from the cascading type sales tax to a partial VAT regime
which was eventually introduced with effect from the 1% April, 2005°. The VAT has two
basic rates of 4 percent and 12.5 percent. There is an exempted category and a special rate
of 1 percent for a few selected items. The items of basic necessities and goods of local
importance are put under the exempted category. Special rate of 1 percent is applicable for
Gold, silver and precious stones. The 4 per cent rate applies to other essential items and
industrial inputs. The 12.5 percent is residual rate of VAT applicable to commodities not
covered by other schedules. There is also a category with 20 percent floor rate of tax, but
the commodities listed in this schedule will not be subjected to VAT. This category covers
items like motor spirit (petrol, diesel, and aviation turbine fuel), liquor, etc. While input-
credit is available for intra-state transactions, no such credit is available for inter-state
transactions. Therefore, the VAT, like its predecessor the Sales tax, continues to be
characterised by narrow base, plethora of exemptions, multiple rate structure and cascading
effect on account of break in the input-credit chain. The introduction of VAT is, at best, a

toddler’s tentative step towards indirect tax reform.

1.4 As a step towards the eventual introduction of the GST, the Centre also took
immediate steps to integrate the CENVAT and the services tax and expand the scope of the
service tax in a phased manner. Recognising the need for a giant leap to cleanse the indirect
tax system of its distortionary impact on the economy, the Finance Minister, while
presenting the Union Budget 2006-07, set April 1, 2010 as the date for introducing GST and
requested the Empowered Committee of State Finance Ministers to work with the Central

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

> “Flawless” GST means a GST which has all the elements described in para 3 of the Executive Summary.
e Haryana was the first State to introduce the partial VAT regime in 2003.
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1.5 The Thirteenth Finance Commission has been mandated to make recommendations
after considering the impact of the proposed implementation of the GST with effect from
the 1% April, 2010 including its impact on foreign trade. For this purpose, it is necessary to
know the structure of the Goods and Services Tax which will be in place. The authority to
design the structure of the GST Model jointly vests in the Empowered Committee of States’
Finance Ministers and the Central Government. The Empowered Committee brought out its
preliminary views on the design of the GST in a paper’ of April, 2008 and the Union
Government gave its response to these proposals. After further consultations, the
Empowered Committee presented the first discussion paper in November, 2009. The
contours outlined in this paper do not adequately advance the cause of indirect of tax
reforms due to a number of infirmities. This initiative seems to be an amalgam of
compromises and continued fear of possible revenue losses and adverse impact on the low
income groups. Clearly, there are a number of important unresolved issues relating to the
design of the GST and resolving these will need further discussions between Central and
State Governments. Hopefully, by providing comprehensive discussion of the issues, this
Report of the Task Force will make useful contribution towards the Union and the State
Governments reaching such a ‘grand bargain’ so that we have a world class GST regime in

India.

7 “A Model and Road Map for Goods and Services Tax in India-Views of the Empowered Committee of State
Finance Ministers”, New Delhi, April 30, 2008.
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CHAPTER-II

Goods and Services Tax: The Model

2.1 In the absence of a firm Model of the GST, it is necessary for us to construct a
comprehensive Model in the light of the roadmap prepared by EC, the views expressed by
the Central Government, the ongoing discussion on unresolved issues and best international
practice. Therefore, the Group seeks to design the Model in such manner as would foster
the achievement of the following objectives:

(a) The incidence of tax falls only on domestic consumption;

(b) The efficiency and equity of the system is optimized;

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

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

(e) It enhances the cause of cooperative federalism.

2.2 With a view to attaining the objectives set out above, we recommend a VAT type
Goods and Services Tax (GST). In the context of the design of the GST, some of the

important issues are discussed in the following paragraphs.

a. Single GST versus Dual GST

2.3 In a federal country like India where the power to tax domestic trade is divided
between the Central Government and the State Government, the designing of a destination
based GST becomes extremely complicated. A conventional national GST® cannot be
implemented without the States losing their fiscal autonomy. However, this is not feasible
since revenues from State VAT account for substantial proportion of State’s revenues.
Therefore, the solution has to be found within the existing federal framework where both
levels of Governments have the concurrent powers to tax domestic trade in goods and

services.

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

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

(b) Both the CGST and SGST will operate over a common base. That is, the base

will be identical.

b. Type of GST - Consumption, income or production

2.5 There are three possible variants of VAT, depending upon what macro-aggregate the
government wants to tax: gross income, net income or consumption. A gross product type
VAT treats both consumption and capital formation as final uses of the good; hence capital
goods purchased by the dealer would not be treated as inputs. Input tax credit will not be
available on taxes paid on capital goods. A income type VAT would give credit for tax paid
on current inputs and tax paid on capital goods to the extent attributable to depreciation of
capital goods, in any given year. Credit for tax on capital goods will therefore be spread over
the life of the capital good. A consumption type VAT goes a step further in that only final
consumption is treated as the final use of a good; full credit, therefore, is given for taxes

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

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

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

that-

(a) The Centre and the States should adopt a consumption type GST, i.e. there
should be no distinction between raw materials and capital goods in allowing

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

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

tax base of a typical consumption VAT.

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

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

2.8 In the course of discussion with officials in the Department of Revenue a view was
expressed that in the context of service tax, it should be levied on all services but there
should be a positive list of such services. This view was based on the consideration that the
assessing officer feels comfortable in levy and collection of tax if he knows exactly on which

service the levy is being imposed.

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

be made between goods and services. Therefore, the issue relating to separate taxation of
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services does not arise. Fourthly, under the GST regime, it is not necessary for the assessing
officer to know what he should be taxing. The design should be so structured that he would
need to know that all supply transactions will attract GST except those prescribed. Since the
negative list is intended to be a very small list, it would not be difficult for him to administer.
In the case of a positive list, the assessing officer must familiarize himself with a much
longer list and any gap in his knowledge base could lead to erroneous judgement.
Therefore, we are not inclined to agree with the view of the Department of Revenue
officials that the taxation of services should be based on a positive list. Accordingly, we
recommend that all goods and services should be subject to tax other than those specified

in the negative list.

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

that the following principles’ should be adopted:-

(a) 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.

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

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

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

’In general, these principles are consistent with the principles laid down by the EC in their Discussion Paper
dated 30™ April, 2008.
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2.11 Based on the aforesaid principles, we recommend the following:-

a. The following central taxes should be subsumed in the CGST™:
1. Central Excise Duty (including Additional Excise Duties);
2. Service Tax;
3. Additional Customs Duty (commonly referred to as ‘CVD’);
4. Surcharges and all cesses
b. The following State level taxes, as also recommended by the Empowered
Committee (EC) in its discussion paper dated 30" April, 2008, should be
subsumed in the SGST:-
i. VAT/Sales Tax (including Central Sales Tax and Purchase
taxll);
ii.  Entertainment tax (other than levied by local bodies);
iii. Entry taxes not in lieu of Octroi;
iv.  Other Taxes and Duties (includes Luxury Tax, Taxes on lottery,
betting and gambling, and all cesses and surcharges by

States)lz;

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

i Stamp duty;
ii.  Taxes on Vehicles;
iii.  Taxes on Goods and Passengers; and

iv.  Taxes and duties on electricity.

1% This is consistent with the proposal of the EC in their Discussion paper dated 30" April,2008.

" The Discussion Paper dated 30" April, 2008 released by the Empowered Committee indicates that Purchase
Tax will be subsumed by the SGST. However, the Discussion Paper released on 10" November, 2009 indicates
that Purchase Tax will not be subsumed by the SGST. This does not advance the cause of a ‘flawless’ GST and is
a retrograde step in the reform of indirect taxes. We recommend that the purchase tax should be subsumed in
the SGST.

'2 This does not include (i) Stamp Duty, (i) Taxes on Vehicles, (iii) Taxes on Goods and Passengers, and (iv)
Taxes and Duties on electricity.
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d. Any amount collected through these taxes on the SIN goods should not
be subsumed either in the CGST or the SGST. Similarly any amount which
is collected as tax/fee/charge/cess which is essentially in the nature of a
user charge for supply of goods and services (including environmental
goods and services) also should not be subsumed under the CGST or
SGST. Further, both Centre and the States should take steps to
consolidate all taxes (other than proposed GST) on the SIN goods as a
single levy termed as Central Excises and State Excises, respectively.

e. All entry and Octroi duties levied by the third-tier of Government must

be abolished.’

2.12 For the purposes of this Report, the set of taxes which the EC has recommended for
being subsumed in the SGST will be referred to as “EC-taxes”. Similarly, the larger set of
taxes which we have recommended for being subsumed in the SGST will be referred to as

“TF-taxes”.

C. Origin versus Destination Principle

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

for increased international competitiveness, we recommend that -

 This has already been done by all States other than Maharashtra.
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the GST should be structured on the destination principle. As a result, the tax
base will shift from production to consumption whereby imports will be
liable to tax and exports will be relieved of the burden of goods and service
tax. Consequently, revenues will accrue to the State in which the
consumption takes place or is deemed to take place;

international exports should be zero rated;

international imports should be subject to both CGST and SGST at the time of
importation irrespective of whether or not the imported goods are produced
domestically;

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

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

enter the country.

Method of Computation

2.14 There are essentially three methods of computing VAT liability: addition method,

subtraction method and the credit method (also known as the invoice method). The

principal debate concerning choice of methods in computing VAT liability is normally

restricted to the credit and subtraction methods. The credit method requires that the

amount of VAT charged be explicitly stated on the invoice associated with any taxable

transaction. The amount of tax a dealer submits to tax authorities is simply the difference

between the tax he collected on his sales and the tax he paid on his purchases. Under the

subtraction method, each dealer’s tax liability is computed by applying the applicable VAT

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

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

to be explicitly stated on the associated invoice.

2.15 The credit method therefore, is more transparent, whereby the effective tax rate on
any commodity is easily identifiable as the rate applicable to the last transaction in that
commodity. In the case of the subtraction method, the rate of VAT is not separately
indicated and to this extent there is a loss of transparency. Further, since the effective rate
under the subtraction method is a weighted average of the rates at the various stages, there
could exist an incentive to shift value added to the stages with the lower tax rate. This kind

of tax distortion needs to be avoided.
2.16 Inview of the above, we recommend that-

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

ii. The computation of the CGST and SGST liability will be based on the
invoice credit method i.e., allow credit for tax paid on all intermediate
goods or services on the basis of invoices issued by the supplier. As a
result, all different stages of production and distribution can be
interpreted as a mere tax pass-through, and the tax will effectively
‘stick’ on final consumption within the taxing jurisdiction. This will
facilitate elimination of the cascading effect at various stages of
production and distribution.

iii. The CGST and SGST are to be credited to the accounts of the Centre and
the States separately.

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

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

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

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

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

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