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PREFACE

Ihis is the secand in a senes of poliey briefs that we have initialed
this year. Our altempl in these series 1s ta present to the interested citizen
policy ssoes that are normally the preserve ol academics and experts, For
this purpose we intend 1o draw not only on the findings of policy oriented
risearch done at JCRIFR but also on relevant high quality research done
elspwhere,  We know from our own policy exporience that purcly aea
demic research muost be fillered throush @ screen ol practicality and prag-
malism for it to be converted into useful palicy actions. We hope that these
briefs, by making this knowledue and expertise more widely available, will
improve the quality of public discussion of complicated policy issues. By
prpowering the non-specialist eager 1o learn about and participate in pub-

lie pohicy discourse we may also get a frosh perspective on these issues,

Dr. Arvind Virmanmi

Director and Chiel Execulive
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Intemnational Economic Relations (ICRIER). This Policy Briet
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he most signilicant domestic indirect tax 15 the Central Excise tx levied on manutactured: goods. 11 was

modified duning the late eighties by the introduction of selected Teatures of VAT and christened *8MOUVA |

Recently it was converted it a Cenlral VAT and ro-chnstenad "CLNVALL A3 a per cont of GDP, Central
excise collections fell froen an sverape of 4.5% of GDF between 1980-81 and 198990 [0 an average f 1.0%
errierg, THER8E Fn T9Y9-2000 fure 1, right scalen, This 3% point of QDR declioe of cantral paeise s revenues
weds o Tause of the deterioratineg fiscal situation,

Figure 1: Excise Revenue Collection Rale (% )
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Canes of thes reasons fon e dee lane collae o tates s that anbibe i many ather countries tat itioduacod a YA
syl By el i s ear al Db st e ieor tese byt sangiles VAT, e pieo e b b o iy
A cnt oo It Chver 100 counties across e seothd e o

Veadvme A hdes ] Tos syt of ancireet laxes,  The
e s Gl reman s oot o lon b

FATI AT et ettt peee] o VB BT aned b apgslie abile fon reressd s Tears i U SHE | pen FALEr 0 weds cany
SO TR PR T Pen IS as o et eenl ol GEEP treaty manoactueinge itatal & restesbe o) vweas Oon o lear dsenitrennd
dhuring e cesd vine yesars This was pomaan by doe o the precemed! dod somewbuat ad e esdeosiom ol MO AT
The peedsees frem g MEOEWA T 1o o Central Value Added tas CFSVATE was made o the Budeet of 2000 1 based on
sbenmeipl note prepared i C0eler TR0 aned rewsed i Dlecember 14949 Thoush the concepr o CESVAT was
aveopiid i 2000 1 therr swas o pap betaeen what was recommended and what conerged i the bodeer. Thoosh
i ety has narronved since then, swee sl do ot have a complere CENVAT e w comiprehensive and consistent
apphoation of YA principles o Comal e e

Figura 2: Excise Ravanus Collection as % of GDP from Manufaciuring
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Anwher resson for the decline in collection rate s the progressive mnrease in theocallisd “551 exemption,”
aned the related “elimbility limit™ for availing of this exemmntion The 551 pvemphion was rased o Rs 30 lakhs i
1993-94 (from Rs 20 lakhst and to Rs | creee o 20007, while the ehmbility mit for availing ot this exemption has
risen from 75 lakhs i 198586 10 Bs. 1.5 crore in 1906 87 1o Bs. 2 crore in 198990 and foallv 1o RS, 5 erore in
199586, Currenthy firms wath up to Rs 3 crore of total sales can avail of ssemption an up to Ks. | crorm of wales,

Fhis Febsie appressh can be seen i Voo (19990 Soine clements soere mtrodieed oo the 499492000 oot Bomed onanes
|'II':'|‘I.II|'|'| i Mareh 1995 ad Breceilwy 1008
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The Task foree o Inditec! laxes s proposed implementabion in @ time bound manner, by giving detaile
recommendations for phasing In of econoncally sound but politically ditficult measures (e.g. roduction of S8
exemption). 11 has also Hleshed out the administrative measures that are essential Tor effeclive simpldication from
the tax PrrOTs perapes lve

Another potential reason for exercise revenue deline s e e momanmidactored espors (ero rated) as a
prcaeclion ol roanulacTurse anlpls

A. ELEMENTS OF CENVAT

T miniraise the canges of making mistakes L og hastily amd regrettiog at leisore) and then making repeatel
vostree Henrs oveer falure bodgels, the puosential features of cuch 4 CLMY AT nead o be cloar, They dre as follows: '

1. Universal incidence & Set-off

[E%] |:Il‘ {'u||i.‘i| ol |li |."I'I111_I|| "i-".""'uT. '||'II"' oxc1sc Lx st e commgeeebirmsmeee _||||;| |_j||i\,'|‘lr\|1||_ wll |||,|| T !”“[i”g'pr pravs
g ise iy om Dis Jedal ety of goonds. Fsose pand an all escsed or exosable mputs used 0 the production
nr markelip of the pood whether they are “consumable.” “desizn and drasangs”, ar amthing else muost b
deductible rrom excise poaad on e tinal ourpar Extession ol e systiees To e b les be lesesd sein e Gae e
aennl s lane ol dheghos e or sel=lE A conshituhiomal banee ar dereement sith the States that al lows
e eopalil poverrmient o o wholesale trade mte the CLNVA L pet, while OIS W 1ot e e
rveriues trom value added an the seholesale stage would be desirabile,

2o Smple Basic Rate

Thee ke tera connpeehemsmes VAT Pepw systiesm s g sinple peneral or boase ad valorem rate, which s cligible for
Vacl deducthion tor creditn, The base rne has been ot by the ninstey ol Boanoe ab T3, eseern thondh o T5%
late s somewhal simpler T laxpayees ras s e o sysbemg Thes rate talls o the bangd mowhoeh most
ettt b e NAT mades [ies St ol these commties ooy ol honssyvier, P seprarabes state sales taxes, Owr state
satlisn laxesare mostly in the range of 8% 10 12, with a few rates eom. cars, petrol) as high as 20%; I salos and
other domestic tases were incorporated our domestie mdoecl g rates woalel Beoon e lewpt brrie ke and o a
feswedemscthiey ares among he biglesst i thie wordd

Wohion we estenddiod the MOENVAT vl churing the muwtees, yver hagl comsowansly chosen to []rr_n,'mlne foor
(bl expensing of the exose pard on capetal goods rather than set up a systern of annual depreciation related
dleductions. The spreadingof the excise deduction on capital goeds over bwo vears (oo an implicit siraighi Hee
depreciation over two years; an the 20001 budger unnecessanily complicated the system and viliates the
petential berelits lom drastine stomplificanion of the admimstrative system & procedures. 1t also rased the
el e exeise lax on r.;-|p|1a1 ll_’.UGdE. by about 3% at a nme when gross domestic investment was declining
sharply, The high tax rate on polyester, a hangover oo the past, constitules a serious vialation of ths nifvire
Trasivc rale principle (Deprimen) of Bevenue (79950 The high exciee ratés on carbonated heverages also
siialate the spinit of the CENVATL

s bewaeeer & mistake 1o think that the CLAVAL should have onbv one rate. Thie equity and etticiency

considerations tha justifv selective vasiations from unity are discussed below,
3. Lguity

An equildble indirect tas svstern reguires loweer effective indirect tax ratés for basic human necessitics,
Food s a very importart part of the consumption basker of the poot. With such a large proporion of the
population poor and an equal proporion (ABLY living under the threat of poverty, tood products must be
exermnpted from the CENVAT to ensure that it s egquataile.  This will tin my view! produce a simpler system
than ane in which food 15 subject 1o half the basic rate as proposed by the Task forcel. The new systam of
cecmed crediss for value added inagncolbers (peoposed below! woold allow s lo retain the basic CENVAT
rale o paronessen agricullural prodocts g processed ood products, cotton textilest, while reducing the
currently high effective rate on value added by agro processing companics,  This will also educe the bias
against modernisation of he entire agro-prodessing sec o When poverty (s per carrent dedinition is elimi-
nalesh andd the country ressches middledneome levels in the nest decade (hetween 2010 and 2020) these
exemptions can gradually be phated out

I health iz an important cause of peopla moving rom above the poverty line (APL) to below the poverty
e (BPLY. I principle, theretore medicine/drugs and miedical equipment e, disegse & doquey relalee]) shonhl

See Wirmmn ¢ 20025 for detailed rationale
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be fully exempt, The current system of exermptions i lie saving doogs, life saving squipment and special
gackgets anek eouipraen Tor e bamdicapped conld be aniversalised to cover all scheduled drugs, and drugs &
medical equiprient required to prevent of treatl disease and disability, This is also consistent with the ronewiod
thrust tor Knowledee Based inglustries like biotechnolos,

4. Positive Lxternalities

Lower tax rates can also he justified on selected goods on enviconmental grounds.  Thus fatural & biolosi
cal fotilisors & pestrolarding agents could be exempiocd from CEMNYAT, as they act aq sulestitules for arlifi al
lerlilisers & preshinides, which-are water polluting sources Mroduction & supphy of Biogas and solar enerpy
should alsa be completely exempt. There should also be a lower rate of tax on clean fuels such as LNG and
LPC, avthese tuels are sulsstinaes tor polluting kerosene aoel tuel seood, For this reason thiere shwoald b
sitlesicly o Keromenie ] e general CERYAT sbiould coplys Caosriimenl efloeks shonlel b focnssidd on
{aciltatig commuesrcral wupphy of cookinn cas toall urban & semuurban hoosehalds and to promoto Biogas in
raral areas,

-l

special Lxcise

A balancing of revenoe and souity considerations dleo suppests g few ligher rates for demerit poods lile
1obacco products (cigarettes, cigars, chewing 1olacco o maed o pan masalal anel tor foal, Fnished, Tusoey

cenvmtannet shovalle womads ke carss Thiesee sbuaaled Tsee en thie Sopeee sl a0 “sprecial v vse®, bl isonesl eligibibe Ty
WA credil Specral excse rates of 5% to 209 015 o 195 Dwould be appropoate of the base CENYAL rato s
S T T

Spectal exciee can also e imposed on grounds of enyvironmiental pollution,  Thus polluting fucls ke
Sotor Spirit and Dicsel as woll gs selootied dyes & chemicals that danage weter souroes couhd Dave speial

e Ts s G leypy il e !.51'|||'r.|| talee 42l T2 {1h%
ho hpert & Expord

A brnpoits would also be subject 1w an dentical deduciible CESWVAT and nooededud il spuecial eicise as on
S ITIR IS .I]l',.' prensedi e pocdds Thee “Agdhitionsal Doty ATY Glen knoswen s Canntervailing Duly or CVTH must
be renamed CLMNYA T 10 make WO compatble, The customs department must keep d separate account for
this renamed ADOVD sothat itcan e distingaished fron protective (oe basicl customes duey ael canappoa
rselesr o separales acenuel CCFRNYAT o Toaports Faprorts seontled b oreeratind anel o led deraorefone onoall
CLMWAL pand,

B. SERVICE [AX

Canlral Service s relorm an extension must be designed 1o ietegrate i0with the CFSVAT by 2006-7; kivping
in ming the ullimate chpective of a Natleeal VAL The cantral service tax should therafore be itegrated into the
CERWAT by (e eod of (he 1000 plare, Then all seevices, particularly goodeen peodoctionn seevices sucle as rarspoel
and communication, under thie 1ax authority of the centre would also b cubsject b the same basic CENVAT rala,
Similarly the 1ax paid on any services wied 2a input eo “telephone” or “insurance”) Inta the production of
cxcisable services of goods would be deductible setoft, Any comprehensive Sorvice Tax law must keop thaso
abjeclives in viea,

The sec ol pasential Teature of the service 1ax law s that g seevice must be reated identically no matler whio
the producer is. Thus once we define what tvpe of educanon services should be exempt (e . primary & secondary!
they must be exempt, irespectivie of whether they are provided by the sovernmient; the ¢o operative.or Corporate
seclon Thitdly, just as atdininishalive convenience reqguires that low volume producers be exernpted Trom escise,
lone wolume producersfellers of services should alsa be sxempl,. There sepms to be nocogent reason for setling
different imits for goods & senaces. | ourth, a5 the Service tax adminstration 13 8 completely new one, it must be
bt on e best and highest standacds of roodem 1ax adminesteation o be tound across the globe, In other words
i must b fechnolooy amd data imtensive e oweb Giling & computerised checking and analvlioal acoounts,
economic flows) rather than manpower intensive and physically intrusive.  ltcan thus serve as pracurser far g
modern VAT administration,

C. EXEMPTIONS

Lzempted manutactured goods a8 well as wholezale trade muest be brousht into the net it we are to have g
comprehensive CERVAT, This isthe only way to ensure that the VAT chain is reasonably complete, There are
atho sorne practic al and coneephinel probilemns peoalia o deseloprog conmiries ke oodia, swelico b car b solvedd as
follonas.
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Primary Inputs: Agricullural

In the case of agro-based pirocessing & manufactures, deemed crodit must be introdu s Tor all agricultural &
allicd products (ule, silk, cotton, 1ea, cofiee, cocoa, leather, meat, fish & pulteyy ' Therefare ar the first
[exeisabile) stage of apro-processing only the value added s taxed at the hasie rate of 15% (16%)." Ariy
subsequent processor will get an oli-et of 15% (6% of purchase value, This will allow us 1o eliminate the
multiplicity of CFNWAT rates in the textile sacior

Joby Wark & Conslruction

Jobwarle done by nnmerins small, disperzed processors (imcluding remaking of jewellery from mald Grranents
IL.ll[_'||.'l|ll¢“'{1l |:"" custenmners! creates valuation disprtes amd complaints of Rarassment, Such iul] il wurrently
tally cxermpn) el Trave e opstacn of paving CUNY AT on the bass ot value acldeed Ly the [obsber [ Gaespaene e d
iy Wb rulies or |:ur1:v:'r*|i||rr*t._l If this O s hosen the 551 CRCmgiem will .-||;-i|lw_\-' ter e e belesed walue tnat the full
sl

Sinmilarhy, ar <rle constracthion actaties will be tased) on e esiso ol saloe arkbee] ot the site with the S5
exemption apphed o the salue adided aned or e valos joeTosive af offsite InpLts,

Giwvernment Purehase

A Coomeerarment i |p:i|. state, central ancludme stratesic] refansd exennpiieons, wirll b 1o be ||:|I|;'|||1IL-'
compensated with a igher budgetary allocation on the peag e ot Bseal meutralivg, The exegse cxomplion 1o
armeed forees as Dising eoisteses e Tor aslanee by purebase of iteras for relatives and tricods sebo are ol eolitleed
ot danilites This eonlid b panle compensated By Biaher active doty allowenees i border s ke Siaehm
S Wl and nsurpency areas, AL fomiliser related] svemptions will lsi Bave e be made fescally neutral
threough & higher Dedeetary solisily

small Industry

Thes 541 sxempton should be standard and availalle e all sediestraes aned sereeos suthypect ton CLRWA | foxeise
ax deg. martches),  The value up o which e eserption apphes shouled be based on o realistic cost-boneti
calealation that takes acconnt of the possibality of evason as well as the necd toran anbroken SYAT cham, On
Ihis basis the aptimal 51 exemption Vo prabably lies betwesn s 10 Laes aned Rs 30 lacs, for the CLNVA
detined here. The current ‘incentive’ appreach bos distonted the structure of production gnd resulted n
[ragimentaliom

The 551 ecremption aleeald ot be dependent on indeadual nonficanons and exceptions. All athor industiy
speecific exemiplions (e g handicrai as wall a6 those selated inpur wse (power wse ar nonsises should be
abalished . The currert 551 exemption woudd lave o be moditied 1o smsore thart,

= S50 esemplion value ot (Vodawill e applied 1o value added (ratlier than taminver) in the olassps of cases
specificd labovel,

= Anescisable input produced 1m 2 unit whose outpat B exempl will e eritled b an 551 exemption on the
excisable inputs, The wiil need pay CPNVAT unly on the value of internal praduction of the excisable
gond abwave he esemption limit input (nor an total fimal outputh,

*  The exclse law ey lave o be Changed to promote sutsourcing by large *branded companies” to 550s
wlile pozuring that the value added by them through marketing & branding pays due laxes, This can be
done by treating the comparry along with the S50 from which it oul-sources, as a single manufacturing unit
but giving & desimed 551 eresdil of Vo lacs for sach S50 out soures in calculating the *branded company's
UFNWVAT tax Hability

o Alematively lamd sl the very Tead, Willage, Khadh & HHandloom activities carricd out by separate producars
shonld not be treated a8 3 unit for the purpose of 351 exemption, even i markeling and sale i under a
unified brand niame, That is, cach separate producer can avail of the 581 limit. To avoid disputes such
arganisations wonld Tie pamerd under the rmiles & procedures.

Processing of Food grain, pules yepembles &fnes. milk eby by miodem agro

Ssthg pudustey should b fully dxempiel
y

Cruner CENMAT, bodause esemptions §

izt of the farnaer and the consamer (e spalilude

o tracinonsl procsaanrs glone oy the svdtem azoinst nodemisation, o he dei-

Ihe new slamdard S5 exemption could be nade apglivabde uthe Vidoe added iinstead of e entee vidie of output e ehe fist

wiiee
JHEER,

Thut Tivve T proposed Dy e Task force oo Tidireel tases Cchepmmam e Vogay Belkars
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N. ADMINISTRATIVE SIMPLIFICATION

Thiese changes alless a drastic sioplificative of the escise or MODVAT system, which is the great advantape of

aMAT artrue CLNVA L This simplification s based on a complete transformation of the collection and acdminis
tration machinery, 11 has 1he wollowing related clemeonis,

= Ananvoice and accounts based svsiem or checkine m place of routme physical checking,

*  Basic data on the company land 1= producnion units. warehouses, depats etel would be entored once given
an dppropriste code number and stored on the computog It weoalel oot bave W0 be enlerl on ey
AT E sl prresenl,

= A sirmplified inveice fonm el Tocises on o values ob fonpubs andd oulputs sabyec) e the single VYAT rale, ol
e sebare e antd ddestination of the mpnts ared oniipids mespratvely. This s miost ofiective |:-r' tHisre 15 . \j||‘|[;|12
naiferrm bse CFMVAT rabe with all poods treated equally on both the input and output siele with respect
ter this vt I this case the sile or iverce torm wodld only requito tho total value of goecds sold ancd the

el moaiben gl the cwigieatirne g chestirsation vt

= Monthly, quanerly ool asgregation of the sales aned poore Base slips dependiongg o solume of bisiness
b SSE D o eder by anmad aeerepgation, and only the Lrgesst units boe 1o do monthly aperopation),
Ihe apprepaticn would mvolve shoswans total value of purchuses anel sales By seller & buyer reapectively,
cluaiine the elovant period,

= A comprehensi computerisation of these agareeate cetums, whivh allow cross cleeling ol jopals, sl-
pourts value ackdvd and CERMVAT pand, son s 1o cdites 1 esvasion

o Jhis could Deosupplementon by industey seide databese, sl b ceaen B vsend Lo ielenlily Qivwe aof gowsels aanl
ser i s enlinedy ovtsioe e VAT luin

E. CONCLUSION

A CENYA L system that s simple, emicient and equitable can play o vital rale in improsing the comperitbenss
ot Indian indusieye Optimal as theory shosss that the deraods ol eificency and equity careelash. such an
aptimnsation, howesver has enoemoos demand for gata that i not avallable i practice, he proposec system drows
on he browd conclusions of this theory apd the lmited ntormation availalle g dosign o system ial Dalanges the
thiee oljectives, Becent survess sas thal oue corent imlive | Ly systen seriotsly hanmdicaps Inelian firms wis-a-
wis O lioeee competitor, The proposed CESNVAT svatem will remove many af theze handicaps, A complotely [evel
playing field, howéver, requires the introduction of National Y AT that integrates the coentral ane Stare inclirecl tax
sy stedns.
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