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I. Introduction

In pursuance of the decision of State Chief Ministers in November, 1999 to
shift from the existing systems of Sales Tax to Value Added Tax (VAT) and subsequent
discussion during the 11th Conference of State Finance Secretaries held in the
Reserve Bank of India (RBI) on 9th January 2003,  a Working Group was constituted
by the RBI on 15th February 2003 to give practical and concrete suggestions for
implementation of the collection mechanism under the VAT.

2. The Group comprised Shri Prabal Sen, Chief General Manager, Department
of Government and Bank Accounts (DGBA), RBI as Convenor and Shri
V.Somasundaran, Principal State Tax Commissioner of Kerala, Shri T.Yugandhar
Reddy, Commissioner of Commercial Taxes,  Andhra Pradesh, Shri V.K.Agarwal,
Commissioner of Sales Tax,  Maharashtra,  Shri Suresh Kumar, Excise & Taxation
Commissioner, Punjab (later substituted by Shri  D.P.Reddy,   Excise & Taxation
Commissioner, Punjab), Shri Arup Mondal, General Manager, State Bank of India,
Shri N. Nagarajan, Sr.Dy. Accountant General, Maharashtra, Shri C.M. Bachhawat,
Commissioner of Commercial Taxes, West Bengal, Dr.Kavita Rao, Fellow, NIPFP
and Shri B.Srinivas, General Manager, RBI  as members.    Shri S.H. Shetti, Member
Secretary, retired from Bank’s service at the end of May 2003.

3. The terms of reference of the Group were:
i) To assess the likely impact of introduction of VAT in terms of volume

of  transactions and to suggest changes required in terms of technology;
ii) To design a uniform format for the challan/Return for payment of VAT;

and
iii) To make any other suggestion on the subject.

Governor had approved constitution of the Working Group vide his order
dated 18-2-2003. A list of members is given in Annex-IV.

4. The Group met twice and deliberated on various issues relating to banking
arrangements for VAT collection.  In this regard, a questionnaire was addressed
to all the State Governments. A copy of the questionnaire  is given in Annex-I.
The States which have responded to the questionnaire are given in Annex-II.

5. The Group expresses deep gratitude to Dr. Rakesh Mohan, Deputy Governor,
RBI for recommending the constitution of the Group and for his able guidance and
support.

6. The Group also would like to place on record its appreciation for the
contributions rendered by all the members and in particular, Dr. R. Kavita Rao,
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Fellow of the NIPFP and Shri G. Selva Kumar, Legal Officer, Legal Department, RBI
for their valuable conceptual inputs in preparing this Report. The Group also records
its sincere gratitude to the secretarial support rendered by Smt. R. Kaushaliya,
Asst. Adviser, DEAP, Shri Girish Kallianpur, Deputy General Manager, Shri U.C.
Jaiswal, Assistant General Manager, Smt. Pushkala Ranganathan, Smt. Rajshri
Srinivasan of the DGBA, Reserve Bank.

Outline of the Report

7. The Report is presented in four Chapters, including introductory Chapter,
Chapter 2 deals with the legislative and institutional setting for the sales tax
regime in India. Chapter 3 draws from the cross-country experience and successful
models at the State level to etch an appropriate approach to instituting the VAT in
India. The Group’s recommendations are presented in Chapter 4.
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1 Annex-III  provides a  State-wise break-up of revenue collection through sales tax.
1 “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”.

II. The Existing
Institutional
Framework

The existing structures and systems for indirect tax collections in India
provided a useful starting point for the work of the Group. Indirect taxes are the
major sources of revenue both for the Central and State Governments so also the
local authorities. In 2002-03, indirect taxes constituted 71.8 per cent of the
combined tax revenues of the Centre and States. Within indirect taxes, excise
duty collections accounted for 39.4 per cent of the Centre’s gross tax revenue
while for the States, sales tax proceeds contributed 42.8 per cent of their tax
revenue.

2.0 Levy of taxes under the Indian Constitution

The power to levy taxes is divided between the Central Government and
the State Governments. The Central Government levies direct taxes such as
personal income tax and corporate tax and indirect taxes like customs duties,
excise duties and central sales tax. The States are empowered to levy state sales
tax apart from various other local taxes like entry tax, octroi, etc.

The allocation of powers of taxation between the Centre and the States is
based on the broad principle that the taxes of local nature are best collected by the
States while taxes with tax bases extending over more than one State, or which
should be levied on a uniform basis throughout the country and not vary from one
State to another, or which can be collected more conveniently by the Centre rather
than the States, have been allotted to the Centre.   The Union Government is
competent to levy taxes under Entries 82 to 92B of List-I (or Union List) of the
seventh schedule to the Constitution of India. State Governments have competency
to levy taxes under entries 45 to 63 under List-II (or State List) of the seventh
schedule to the Constitution of India.

2.1 System of Levy of Sales Tax in India

For the States, the major source of revenue is the sales tax1.  There are
two major components of sales tax – the Central Sales Tax (CST) and the State
sales tax also known as the General Sales Tax (GST).  The Central Sales Tax Act,
1956, enacted by the Sixth Constitutional Amendment which introduced Entry
92A in List I (Union List) of the Seventh Schedule1  authorized the Parliament to
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2 A sale or purchase of goods shall be deemed to take place in the course of interstate trade or commerce if the sale  or
purchase—
a) occasions the movement of goods from one state to another
b) is effected by a transfer of documents of title to the goods during their movement from one state to another.

3 There are some instances wherein the goods are moved out of the selling state and yet they are not considered inter
state sales such as Intra-state sales, Import and Export sales or purchases, Sale through commission agent / on account
sales, delivery of Goods for executing works contract etc.

4 The first State to resort to a GST was Tamil Nadu which introduced a multi-point sales tax in 1939.  Following Tamil
Nadu, many States resorted to this form of taxation during and after the Second World War. Seven of the States adopted
this form of levy in the 1940s viz. West Bengal and Punjab adopted it in 1941, Bihar in 1944, Maharashtra in 1946,
Orissa in 1947 and Assam & Uttar Pradesh resorted to it in 1948. Many other States also imposed sales tax before 1950.

5 The important changes made by the amendment were:
(a) taxes on sale or  purchase of goods in the course of inter state trade or commerce were brought within the purview

of the legislative jurisdiction of the Parliament;
(b) restrictions could be imposed on the powers of state legislatures with respect to the levy of taxes on the sale or

purchase of goods within the states where the goods are of special importance in inter-state trade or commerce; and
(c) power was given to Parliament to formulate principles for determining when a sale or purchase takes place in the

course of inter-state trade or commerce or in the course of export or import or outside a state in order that the
legislative spheres of Parliament and the State legislatures could be demarcated.

6 Under Article 286(2) of the Constitution of India empowers the Parliament to make laws and formulate the principles
for determining when a sale or purchase of goods take place in the course of import or export.  Accordingly, under
Section 5 of the Central Sales Tax Act, 1956, a sale or purchase is in the course of export or import if it occasions the
export or import of goods out of, or into, India, or the sale is effectuated by a transfer of documents of title to the goods-
(a) in case of export, after the goods cross, and
(b) in case of import, before the goods cross customs frontiers of India.

levy tax on the sale or purchase of goods (other than newspapers) in the course of
inter-State trade2 .  The revenue from this tax was assigned to the States by
amending Article 269 of the Constitution. Accordingly, the CST is levied on sale or
purchase of goods in the course of inter-State trade and commerce. The power to
collect  CST is  assigned to the  exporting   State. 3

Under Article 246 of the Constitution of India, the States are empowered to
make laws for entries enumerated in List II of the Seventh Schedule.  Entry 54 of
List II empowers the States to levy sales tax. The State List authorizes levy of
duties such as excise or CVD on alcoholic liquors made for human consumption,
Indian hemp and other narcotic drugs.  The States can levy tax on the entry of
goods into the local area, taxes on consumption and sale of electricity and taxes on
the sale or purchase of goods other than newspapers.  Each State has its own
State tax laws4 . Article 286 of the Constitution of India was amended in 1956 by
the Constitution (Sixth Amendment) Act5  which imposed certain restrictions on
the power of the State to impose sales tax.

The power of the States to levy sales tax under Entry 54 is subject to
limitations.  In terms of entry 92A of List-I, taxation of inter-State sales are
subject to Central Laws.  Moreover, under Article 286 of the Constitution, the
States’ power to levy sales tax has been subjected to a few restrictions with a
view to control inter-State and international trade and commerce in goods of
special importance which are free from State-level taxation.  Under these
provisions, a State is debarred from levying tax on interstate sale or purchase.
Secondly, no State can tax a sale or purchase taking place outside the State.
Thirdly, the State is debarred from levying a tax on sale or purchase taking
place in the course of import or export6 .  Fourthly, Parliament is empowered to
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7 Section 14 of the Central Sales Tax Act, 1956 contains a list of such goods.  The restrictions on taxation of sales
of such goods imposed under Section 15, inter alia, are ; a tax shall be levied only on the last sale or purchase
inside the state; it shall be levied only at one stage and  at a maximum rate of 3% of the sale price of the commodity.

8 A sale or purchase of goods is said to take place when the transfer of property in the existing goods or future goods
takes place for consideration of money.

impose restrictions on State taxation of sale or purchase of goods of special
importance7 .

Each State has framed its own sales tax laws.  Broadly, the GST contains
provisions relating to rates of sales tax that are charged for different categories
of goods.  In most of the cases the tax on the sale or purchase of goods is at a
single point8 .  Under the provisions of some State laws the assessees are divided
into several categories such as manufacturer, dealer, selling agent etc. and each
such assessee is required to obtain a registration certificate to that effect. The
sales tax or the purchase tax is levied on that assessee on the basis of his category
such as dealer, manufacturer etc. on production of certain forms or certificates.
Generally, a quarterly return of sales or purchases is insisted upon and the
assessee is required to furnish the return in the prescribed form. Every dealer
should apply for registration and obtain a registration certificate to that effect.
The registration certificate number should be quoted in all the bill / cash memos.

2.2 System of Collection of Sales Tax in India

In the existing system, the collection mechanism for sales tax can be broadly
divided into three categories. Under the first category, some of the States allow
the dealers to submit their return-cum-challan along with a cheque/cash for the
required amount at any of the participating bank branches or the sales tax office.
The return is passed on to the Revenue Department of the State by the bank’s
nodal link branch of the district. The money is directly credited to the treasury. In
some States, the banks only accept cheques of the same branch, which puts
unwarranted restrictions on the functioning of the dealer.

Under the second category, some of the States require the dealers to submit
their cheques and returns to the sales tax offices directly and the Department then
takes on the job of listing and sending the cheques for clearance to the banks. The
problem with this system is that the Sales Tax Department is saddled with some
additional documentation and is faced with delay in actually realising the dues.

Under the third category, some of the States require the dealers to deposit
the money at the treasury/bank against a challan and then attach that challan
with the return to be submitted to the Department. This system requires a visit to
a bank or the treasury as also to the Sales Tax Office.

While the collections occur through the banking system either by way of
cheque or cash deposited in the bank, it is observed that in some of the States
cash can be directly credited into their treasuries, which are non-banking entities
and outside the banking system.
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          It would be observed from the above that the process of Sales Tax collections
and tax administration in India suffer from lack of uniformity which has caused
several anomalies to the detriment of the Government and the tax payer.    Dealers
operating in different States are required to comply with different forms, different
set of rules which would rather discourage the dealer, expectedly busy with his
normal business, to comply with the complicated rules and procedures.
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III. The Approach
to VAT in India
and Abroad

           The indirect tax system in India suffers from a number of serious drawbacks
such as numerous levies, multiplicity of tax rates, narrow tax base, lack of
transparency and clarity, procedural complexities and a cascading of tax burden
on consumers through mark-ups in the prices of commodities.  In general, the
emphasis hitherto has been on mobilization of resources and not on the impact of
the tax collection system per se on the economy. Since sales tax has to be collected
at the first stage itself, the tax rate has to be more. This encourages evasion and
really sales tax becomes a tax on honesty (i.e. more the honesty, more the tax
payable).    If somehow, goods escape the tax at first stage, the goods escape tax
net altogether as there is no way by which it can be caught at any subsequent
stage. There is ample scope for under-valuation at first stage, since there is no
tax payable at subsequent stages, even if goods are subsequently sold at much
higher prices.

         The objective of introduction of Value Added Tax (VAT) is to address the
malignancies inherent in the existing Sales Tax regime.  Although VAT by itself
is not a panacea for all the evils of current regime, an informed and well designed
VAT administration will certainly go a long way in reforming the process of tax
collection for the benefit of the tax collector i.e. the Government as also the tax
payer.

The VAT is a tax collected on the sale of goods. The underlying principle of
taxation is that only the value added at each stage of production and distribution
is taxed. The assessee at every stage can offset taxes on inputs against the tax on
output by claiming input tax credits. Thus the VAT does away with tax on tax.     It
is expected to promote transparency, efficiency in investment and export activity,
and would avoid the cascading burden of sales and other indirect taxes.

There are many differences between a sales tax and a VAT with regard to
administrative and operational aspects. These differences impact on costs of tax
administration and the timing of revenue flows to the treasury. Firstly, these
differences relate to administrative and operational aspects of the two types of
taxes. These aspects affect administration and compliance costs, tax evasion,
and the timing of revenue flows to the treasury. Secondly, VAT is intended to be
efficient, neutral, buoyant and revenue-raising tax. Thirdly, under VAT, tax
revenue is attributed to each stage in the production-distribution chain as tax
is applied to each stages of value added. In contrast, under sales tax, tax revenue
is attributed to a single-stage i.e. the retail stage.  Fourthly, the revenue flow to
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the Government under VAT, tax payable on sales made in a reporting period is
due immediately after a reporting period ends and credit for input tax paid in a
reporting period is claimable immediately after the end of the reporting period
in which tax is paid. Fifthly, sales tax is less effective in taxing services while
VAT is tax on goods as well as services. Sixthly, VAT is neutral with respect to
international trade by freeing exports to tax and taxing imports like domestic
goods, while sales tax does not provide rebate on exports. Finally, VAT transfers
part of the tax liability to tax payer who must prove that they are entitled to tax
credit on purchases which encourages better compliance and less evasion, unlike
sales tax.

Various committees have been set up by the government from time to
time to address the problems prevalent in the indirect taxation system and to
bring in elements of predictability, certainty and uniformity into the system.  In
this regard, the L.K.Jha Committee recommended a manufacturing Value Added
Tax system known as MANVAT and the Chelliah Committee suggested a Modified
Value Added Tax system known as MODVAT but this was not a pure form of Value
Added Tax system. In 1986, the Central government implemented the MODVAT
with a system of giving credits for the excise duty paid on inputs. Beginning with
a few select commodities, MODVAT was extended to all goods manufactured or
produced in the country. MODVAT was replaced by the Central VAT (CENVAT) in
the Union Budget, 2000-01. The multiplicity of rates that marked the initial years
has been reduced over time. At present, a single CENVAT rate of 16 per cent is in
existence with three special excise duty rates of 8 per cent, 16 per cent and 24 per
cent. The CENVAT covers all goods except a few items like petroleum, tobacco
products, pan masala and items attracting specific duties.

One of the major constraints that has prevented introduction of a full fledged
VAT in India is the federal structure wherein the States do not want to forego
their revenue as there is an apprehension that revenue collections will come
down since VAT is implemented.  In this regard, a major initiative has been
undertaken in the Union Budget, 2003-04 to facilitate the implementation of the
VAT as a part of State-level fiscal reforms. The Central Government has agreed to
compensate 100 per cent of the possible revenue loss in the first year of the
introduction of the VAT, 75 per cent in the second year and 50 per cent in the
third year. Moreover, countries with federal structures viz. Federal Republic of
Germany, Brazil, Mexico, Argentina, Canada etc. have adopted various methods to
overcome such apprehensions. Experience from various countries has shown that
after the introduction of Value Added Tax system, the revenue collection has
increased and there is a certain amount of predictability and uniformity to the
entire taxation system. It is worthwhile, therefore, to survey the cross-country
experience to gather lessons for the future course of the institution of a full-fledged
VAT in India.
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3. 1 The Cross-Country Experience

VAT has been implemented in most of the countries to avoid the cascading
of tax burden. It has provided a large measure of certainty and, therefore,
transparency to the taxation system. The VAT has generally improved the
generation of tax revenues for these countries.

In Germany, VAT is handled by States who collect the tax at uniform
rates fixed by the federal government. The total VAT revenue is shared between
the Federal Government and the States roughly in the ratio of 70:30, with some
special provisions for a larger share for economically weaker States. The sharing
between the Federal Government and the States is reviewed periodically and
fixed through privileged and fairly difficult negotiations.

In 1988, the Brazilian constitution was modified to empower the States
to set the State VAT themselves. Under the new system the States are to get 75
per cent of the revenue from the State VAT and the balance 25 per cent would go
to municipalities. Prior to 1988, the Brazilian VAT system was similar to the
German system in the sense that the Federal Government determined the base
and the rates.

In Mexico, States are in charge of collection and administration of
VAT and they remit the entire revenue to the Federal Government and get
in return certain percentage of the collections. Even though the model is
similar to that of Germany, States are entitled to get comparatively lower
share in VAT revenue. The Mexico revenue sharing formula is based on
economic conditions in different States. The collection efficiency also varies
substantially from State to State.

Argentina has a federal VAT, which is administered by the Federal
Government.   Under the system, the tax revenue is shared with the states,
using a revenue sharing formula which empowers the States to grant exemptions
under VAT.

In Turkey, VAT is applicable to the deliveries of goods made by merchants
within the framework of their commercial and industrial activities, to the
performance of services and to the importation of goods and services of all kinds9 .
Exclusions are also granted10 .

9 The value added is calculated on the documents that taxpayers draw up for their taxable transactions and the value
added on their receipts for taxable transactions are set-off against one another and if there is a positive balance, it is
paid to the tax office. Value added tax is levied on the basis of declaration that the person with the tax liability files.
Those who are responsible for deducting this tax are also obliged to file a declaration.

10 Some of the exclusions are : (a) Deliveries that take the form of exports and services related to them as well as services
rendered on behalf of a client located outside the country, (b) Services rendered and deliveries of goods made for
those who are engaged in oil exploration on condition that they shall be limited to such exploration activities (c)
Transaction that are covered by banking and insurance transaction tax (d) Transport work between through Turkey
and foreign countries. (e) Deliveries of water made for agricultural purposes.
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In Korea, a person who is engaged in the supply of goods or services
independently in the course of business11 , whether or not for profits, is liable to
VAT.  VAT is charged on transactions, which are related to the supply of goods12

and services13 . There are certain categories of the supply of goods and services,
which are zero-rated, and input tax is refundable.  The exempted categories of
goods and services are subject to exemption and the input tax incurred thereon is
not refundable. However, the traders may elect not to be exempted.  A trader is
required to furnish to the Government a return of the tax amount payable or
refundable within 25 days from the date of the termination of each preliminary
return period. He is required to pay the tax amount payable to the Government at
the time of furnishing the return.

3.2 Recent Sub-National Initiatives in India

In India, the Governments of Andhra Pradesh and Maharashtra have made
attempts to levy Sales Tax on the model of VAT.  Studies from the Andhra Pradesh
and Maharashtra models are of considerable help in terms of gaining experience
on the preparatory steps necessary pending legislation on VAT in India and for
exploring the possibility of developing a uniform model that could be followed across
the States. Specimen challan Forms of the Governments of Andhra Pradesh and
Maharashtra are given in Annex - II (A) and (B), respectively.

3.2.1 Andhra Pradesh Model

In Andhra Pradesh, there are about 3,76,000 dealers registered under the
Sales Tax system. The number is likely to get reduced mainly on account of
threshold limits adopted for registration in the VAT system.  The total number of
dealers do not pay tax regularly on monthly basis in the present system. On the
other hand, in a VAT system at least 50 per cent of the registered persons or about
1,50,000 dealers will pay tax on monthly basis as against only 50,000 dealers under
the existing system.  When a VAT return is filed every month, deductions can be
claimed on input tax credit.  If the tax credit exceeds the amount payable by the
registered dealer on the output, the dealer is entitled for refund.  If the registered
dealer is an exporter, refund of input tax on purchases is made on month-to-month
basis and if such registered dealer has exports as well as domestic sales, the
input tax is refunded proportionately.

Tax is collected by way of cheques and the instruments are delivered either
in tax offices or in e-seva centres.  There is no requirement of a bank directly
collecting instruments except cash remittance made by taxpayers directly into
bank accounts.  The banks in Andhra Pradesh are not authorised to collect tax

11 If it is a newly started business such a business must register the required particulars of each place within twenty
days from the business.

12 includes those of delivering or transferring of goods due to all contractual or legal actions.
13 includes the supply of services, which incorporates rendering of services or having a person use or utilise goods,

facilities or right due to all legal or contractual actions.
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returns.  182 tax offices and about 40 e-seva centres collect cheques which are
sent subsequently by tax officers to the banks.  Only the State Bank of Hyderabad
and the State Bank of India have been dealing  with sales tax remittances for the
last 45 years. Recently, UTI Bank has been permitted to handle the instruments
on behalf of the Government of Andhra Pradesh and credit the sales tax amount
into Government Account.

3.2.2 Maharashtra Model

In Maharashtra, there are about 5,80,000 dealers registered currently under
the Sales Tax system.   The total number of dealers is expected to go up to between
1,50,000 and 2,00,000 with the inclusion of AED goods (sugar, textile and tobacco).
The number of dealers is expected to go up once the State is empowered to tax
services. In a VAT system at least 50 per cent of the registered dealers will pay tax
on a monthly basis.

In Maharashtra, 23 nationalized banks deal with sales tax remittances. The
dealers are allowed to submit their return-cum-challan along with cheque for the
required amount at the banks of the same branch where their accounts are
maintained. Cash can however, be deposited in any of the authorised bank branch.
The bank then passes on the return to the department through the link branch of
the district. The return-cum-challan comprises of two pages to facilitate submission
by the dealer. On-line submission of returns is contemplated and in this regard, the
software and other systems are being developed to meet the expected increase in
the number of dealers.

3.3 The limited experience from the States of Andhra Pradesh and Maharashtra,
superimposed upon the canvas of the cross-country experience indicates that the
introduction of VAT is likely to increase the number of tax paying dealers.  Given
the existing system of tax administration, it would be difficult to cope up with such
increases. It is now well recognized that unless there is a change in the way the tax
departments are organized, implementing the new tax system would pose difficulties
both for the assessees and the Department.

3.4 A critical element in this envisaged reorganization is the role of the
banking system in the mechanism for collection of taxes.  In the collection
mechanism one of the channels that is envisaged for the tax payers is to make
their tax payments through banks.  While it is still not clear as to how many
States would be offering this option to their taxpayers, even maintaining status
quo would mean an increase in the number of transactions in States, given the
experience of Maharashtra which already offers this option. Using banks to collect
VAT has generally been successful in other countries (Argentina, Brazil, Italy,
Japan, Mexico, Portugal and Spain) since banks have the necessary expertise in
handling such receivables and payables. The role of banks can vary, from receiving
payments only or receiving tax returns only or filing ‘no tax due’ reports or a
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multifaceted role combining all these aspects. In some countries, banks are
also in charge of data entry and data transfer to the tax administration.
Notwithstanding the view in some States in India that the existing banking
arrangement for Sales Tax Collection is adequate for meeting demands of VAT
regime, the workload of the banks is likely to increase sharply. The level of
technology is still at a nascent stage in some of the banks.  Proper networking is
required between the collecting branches and the Zonal Office/Nodal Office and
the concerned Government Department for onward processing of returns/challans
and payments.  It is in this regard that the implementation of the VAT emerges
as a key concern for the Reserve Bank in its role as the regulator and supervisor
of the financial system, arbiter of the payment and settlement system  and agent
for the Government.

3.5 Proposed design of VAT in India

Under the VAT, every individual dealer would pay taxes on purchases
and collect taxes on sales. The difference between the taxes collected on sales
and taxes paid on purchases is to be deposited as tax due in that tax period. If
the dealer sells locally as well as inter-State, the taxes collected on sales would
include VAT on local sales and CST on the value of inter-State sales. The
quantum of tax to be deposited would be computed suitably. If the dealer is an
exporter, the system allows for refund of taxes paid on purchases towards such
a transaction. This would mean that the dealer would not deposit any taxes
with the department. After scrutinising the return, the department will issue
a refund cheque to the exporting dealer. For dealers undertaking inter-State
transfers to another dealer,  the State is expected to allow tax rebate on
purchases.  In this event, a refund cheque would be issued by the department.
In any combination of these transactions, i.e. local as well as inter-State
transaction the taxes collected on sales would be pooled and those paid on
purchases too would be pooled to determine, whether tax is payable by the dealer
in any given tax period. Once the amount of tax payable is determined, the
payment system is expected to capture who pays the tax and how much tax is
paid. This principle remains unchanged across regimes.

Keeping in view the goals of VAT administration referred to earlier, the
main guidelines of operational framework envisaged for the VAT should be
designing a taxpayer identification number (TIN), invoicing and book-keeping
requirements, the collection function, including the role of electronic data
processing and design of tax forms.

A TIN is a code to identify a taxpayer. The two main objectives are to
facilitate computer applications, such as detecting stopfilers and delinquent
accounts and to help cross-check information on taxpayer compliance. While
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designing taxpayer identification number (TIN) it is important to consider the
purpose of the TIN and the problems related to its use.

            Some of the basic requirements for successful administration of VAT are
the following :

a) an appropriate taxpayer identification system;

b) a simple VAT return form which does not request information that
cannot be processed in a timely fashion;

c) an effective taxpayer assistance program;

d) a reliable electronic data processing (EDP) system which provides
accurate and timely information;

e) system for cross-checking information in VAT returns with
information from other sources to detect underreporting;

f) an enforcement system that applies different strategies to different
kinds of non-compliance; and,

g)  finally, a sound and effectively applied penalty system.

An important feature of the proposed design of the VAT is the tax return.
The Group is of the view that the VAT return-cum-challan should be simple and
user-friendly so as to facilitate scrutiny as well as speed of remittances.
Furthermore, uniform returns could be adopted across the States containing this
minimum but vital information. This information can be captured in a Tax
Information Network that can be accessible by the tax Departments as well as
banks for better coordination. A model return-cum-challan which could be
considered by the States is given in Appendix.

3.6 There is considerable time lag between onward transmission of challans/
returns and the remittances by the banks to the department.  Under the present
system, the remittances are credited to Government accounts within 5 days for
local cheques and 9 days for outstation cheques. One way of reducing the time lag
is to let banks undertake the responsibility of capturing some of the data in the
return and pass it on to the department as a part of the scroll. It is envisaged that
with the use of advanced technology in the banking sector, the time lag could be
reduced to T+3, and gradually to T+0, as both funds and data can move on-line.
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IV. Recommendations

Against the backdrop of the existing legal and institutional framework of
indirect tax administration in India, the cross-country experience and the lessons
drawn from experiments in the two States in India,  the Group makes the following
recommendations for implementing VAT in India :

I. Mode of Collection of Taxes

Collection of taxes must pass through banking channel so as to enable the
department to track the flow of funds. This would also facilitate flow of information
that may be required by the Government.

a) Challans to be routed through banks

(i ) The simplest solution would be to consider extending
Maharashtra’s form of payment: the dealer deposits the tax in the
bank along with a return/return-cum-challan. Increase in the
number of banks authorised to collect taxes would help reduce the
inconvenience imposed by requiring cheques from the same
branch. With increase in computerisation and networking,
acceptability of cheques from other banks too can be explored. Here,
since the return travels to departments through the banks -  a
process which can take some time - it would be useful, if some
basic data can be captured at the time of submission of the return
at the bank. One part of the first page (Receipt for Return) (See
Appendix) could be returned to the dealer as evidence of submission
of return and tax due and the other part forwarded to the treasury
(Summary Report/Challan) (See Appendix). The return itself can
be passed on to the department.

(ii) To begin with, it is proposed that the information in the Summary/
Receipt part of the “Model Return”, can be keyed in (See Appendix).
For this process to be efficient from the point of view of the banking
system, it would be desirable for this information to be separately
indicated so that the operator keying in the information can
function without confusion. This information can be electronically
transmitted to the department as a part of the scroll, for ready
update of information on the department’s database.

b) Credit Card/ Debit Cards

A technology intensive and superior option can be found in the use of
electronic payment systems through payment gateways. Payment
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here could be made on the basis of credit cards or debit cards or ECS
(debit). This would require significant upgradation of facilities with
service providers. Further, given the apprehensions about the level
of technical skill required to utilise these options, it would appear
that such a system cannot be expected to replace the existing systems
in the immediate future. They can however be put into place, over a
period of time.  We expect that such a scenario will take place by
December, 2004.

c) Automatic Teller Machine

A third option can be thought of, where the payment can be routed
through ATM machines and the return can be dropped off at designated
drop-boxes for the sales tax department. Here three possibilities can
be thought of:

(i)   Operating with the existing network of ATM machines, if dealer
identification information can be made accessible from these
machines, it is possible to imagine a system, where the tax
payer

•  uses the debit card/credit card to access the service,

•  chooses to pay VAT

•  keys in the TIN number, verifies the identification details

•  keys in the amount of tax due and the amount of tax paid

This operation would be akin to transfer of money across accounts.
The machine can be programmed to issue a transaction number
which can be quoted in the return. This completed return can
then be dropped off at the designated drop box of the department.
The information on this transaction can be instantaneously
updated to the database or if security considerations are
overriding, then the information can be separately transmitted
to the department for suitable updation. This option requires the
basic identification information to be available to the ATM
machines.

(ii) The Sales Tax Department/or the State treasury can setup
designated machines which provide two slots for cards. The tax
payer can be issued a card which contains information on the
identity of the dealer. This card would provide access to the dealer
to these machines. Once access is ascertained, the dealer can
key in the amount of tax due and the amount of tax being paid.
The second slot can be used to insert a debit card and the payment
can be completed. Once again, the machine can be programmed
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to issue unique transaction number, which can be quoted in the
return to be submitted to the department. In this system, it is
possible to imagine a uniform tax payer identification number (TIN)
for all taxes, which would also make information sharing across
databases easier. In this system, the taxpayer would have to select
the tax towards which the payment is being made. Alternatively,
all the TINs issued to any dealer can be encoded on to one smart
card and the system could function as before.

d) Hybrid Model

A combination of these two options (b & c) also can be constructed.
The government can tie up with some of the banks to provide an
optional service to the customers: the debit cards encoded with the
sales tax and other tax identification details. These cards can then
be used in the existing ATM machines to pay taxes with clear
information on which tax is being paid, who pays the tax and how
much tax is being paid. A unique transaction number issued by the
machine can once again be quoted in the return for identifying the
payment transaction.

e) Smart Card

The last of the options requires the issue of smart cards to the tax
payers but can utilise much of the existing banking system with some
changes in the software being used. The other two options require
either for networking of the tax department’s computers with the
banking system or the installation of new set of machines specifically
for the use of the treasury. Both these options might require more
investment and a longer gestation lag than the third option discussed
above. The quick access to taxes collected and the prompt information
flow make these options commendable.

II. IT Enabled Services

(i) A suitable software may be developed to encourage the dealer to make
his/her tax payment through credit card/debit card/smart card.
Simultaneously, the department should provide required facility for
filing on-line returns. This would definitely speed up the entire system
of collection and flow of information to the department.  These
measures could encourage the assessee to pay his taxes regularly.
Some options for electronic payment systems are suggested in the
earlier paragraphs.
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(ii) Use of technology must be encouraged at all levels for filing returns,
processing and storage of data and accessing the same as and when
required through an appropriate network within the department. It
would also aid more efficient utilisation of the manpower of the
Government.

(iii)Collection of taxes across the States should be done uniformly
through the banking system. Accordingly, the banks must also gear
up towards computerisation and networking of their local branch
with the Nodal branch.  The Nodal branch could pool all the
information and forward the same to department.  This flow of
information must be passed on to the department within 3 working
days.  With the implementation of VAT in many States, the number
of dealers filing their return would go up considerably. Therefore, it
is all the more necessary for the banks as well as the Departments
to use modern technology.

III. Any Where Banking

Usage of a unique identification number (comparable to PAN for Income
Tax) would facilitate the assessee to pay taxes at any bank branch in the country.
If there is networking within the departments in a State where the information
about the particular dealer is maintained by the department and the bank is
networked with the server of the department, then information regarding payment
could be updated.  This would facilitate the dealer to pay taxes at any place in
that State and he is not bothered to visit his branch and the information gets
automatically updated.

IV. Other issues

(i) The return/challan must be made simple and as far as possible a
uniform format could be adopted by the States.  The model as
suggested by the Group in this regard could be considered. This
would help in the design of a common gateway for payments and
filing of returns. The banking system too would benefit from such
uniformity since the information to be keyed in by the bank is easily
identifiable.

(ii) Time lag in remittance of money and flow of information must be
reduced. It is recommended that the money as well as the information
must reach the concerned department within stipulated period of time
i.e., within three working days (T+3) from the date of realisation of
cheques/drafts etc., failing which the banks would have to pay penalty
for withholding both information and money.
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(iii) Dealers must be encouraged to pay taxes directly in the bank which
would enable the department to keep focus on scrutiny of returns.

(iv) All tax refunds could be made through ECS or refund cheques which
will enable the funds to flow through banking channel.

Prabal Sen
Convenor

V.K. Agarwal V. Somasundaran, IAS T. Yugandhar Reddy
Member Member Member

D.P. Reddy Arup Mondal N. Nagarajan, IA&AS
Member Member Member

C.M. Bachhawat, IAS Dr. Kavita Rao B. Srinivas
Member Member Member
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Ë ÌHÍ Î�ÏcÐ>ÑfÒ�ÓlÔ�Õ'ÏcÕ'Ñ Ö
Ë Ì2ÌHÍ×Î�Ò�ØEÒ8ÓhÙ&ÏcÚQÛ&ÏcÜ!Ñ<ÝyÞßË à#Ñ3Ïcá Ñ<ÝyÞ<Í#ÏcÕxâ&ÝyÑ<Þ3Ñ<ã�Õ Ö
Ë ÌHÌHÌ2ÍäÎ�Ò�ØEÒ8ÓhÙ&ÏcÚQÛ&ÏcÜ!Ñ<ÝyÞßË à#Ñ3Ïcá Ñ3Ý=Þ3Í�Ñ3Ú�â&Ñ3å<Õ'Ñ3æ Ö

ÏcÓ-Õ5Ñ3ÝxÌ ã�Õ'Ý=Ò�æ&ç�å<Õ'Ì Ò�ãtÒ�Ó�è�é�Ù
Ë Ì2ê!ÍëÎ�Ò�Ø�Ò8Ó#Ù&ÏcÚ�ì�Ò�á á Ñ<å3Õ5Ì Ò�ã�ìAÑ3ã�Õ'Ý=Ñ3ÞNÏcã�æ Ö

á Ò�å<ÏcÕ5Ì Ò�ã^Ý=Ñ<ícç�Ì Ý=Ñ<ætÓ-Ò�ÝmèEé�Ùtå<Ò�á á Ñ3å<Õ'Ì Ò8ã
Ë ê!ÍïîLÌ-Þ3Õ�Ò8Ó�Þ3Ñ3ã�Þ!Ì ÕVÌ ê!Ñ^Ë ð�Ì ñ�ðIå3Ò8á-á Ñ3å3ÕVÌ-Ò8ã�Íhì�Ñ3ã�ÕVÝyÑ3Þ Ö
Ë ê!Ì2ÍëìAÒ8âLÜ>Ò�Ó�ò&á Ïcã�óXÙ&ÏcÚUô�Ñ<Õ'ç�Ý=ã�õºìAð�Ïcá á Ïcã Ö

âLÝyÑ<Þ<Ñ<ã�Õ5á ÜNÌ ãßç�Þ<ÑöÌ ãßÕ'ð�Ñ�Ô�Õ5ÏcÕ'Ñ�Ó-Ò8ÝºÔ�Ï8á Ñ<ÞöÙLÏcÚ
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Ë ÌHÚ�Íúî�Ì Þ<ÕlÒ�Ó�ÏcæLæ&Ì Õ'Ì Ò�ã�Ï8á�ò&Ïcã�óûòLÝ=Ïcã�å<ð�Ñ3ÞUÝyÑ<í8ç�Ì Ý=Ñ<æ Ö

Õ'Ò]ð�Ïcã�æ&á ÑfÌ ã�å<ÝyÑ3ÏcÞ3Ñ3æßÕ'ÝyÏcã�Þ3Ïcå3Õ'Ì Ò8ã�Þ
Ë Ú�Íüì�ð�Ïcã�ñ3ÑCýLÌ Ó�Ïcã�Ü�ý�ÝyÑ<ícç�Ì Ý=Ñ<æfÕ5ÒUò&Ñ/â&ç�Õ�Ì ã Ö

â&á Ïcå<Ñ>Ì ãûò&Ïcã�ó&Ì ã�ñUÏcÝ=Ý=Ïcã�ñ3Ñ3Ð0Ñ3ã�Õ'Þ>Ó-Ò�Ý
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Ë Ú�ÌHÍúÎ�Ï8Ð>ÑXÒ�ÓhÎAÒ8æLÏcá�þhÓ-Ó-Ì å<Ñ<Ý0Õ'Ò�Ì ã�Õ'Ñ<Ý=Ïcå<Õ Ö
ÿ Ì Õ'ðûÕ'ð�Ñ���Ò�Ý=óLÌ ã�ñU÷#ÝyÒ�ç�â
éEæCæ�ÝWÑ!Þ!Þ Ö

Ù�Ñ!á2Ñ�â�ð�Ò�ã�Ñ Ö

� é�� Ö

Ñ��-ÐUÏ�Ì2á Ö

Ë Ú�ÌHÌ2Í é�ã�Ü�Ò�Õ'ð�Ñ<Ý0ÝyÑ<á Ñ<ê3Ïcã�ÕxÌ ã�Ó-Ò8Ý=Ð>ÏcÕ'Ì Ò8ã�Ø Ö

Ô�Ì-ñ�ã�Ï�ÕVç�ÝWÑ Ö
Î�Ï&ÐöÑ Ö
àlÑ�Þ�Ì2ñ8ã�ÏLÕ�Ì2Ò�ã Ö
Ù�Ñ�áWØ Î�Ò�Ø Ö

� é�� Î�Ò�Ø Ö
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