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GST, by other means

A full-fledged GST will take time in the present political environment. But the Union government
canbegin by transforming its own indirect taxes into a GST at the manufacturing stage

_—

A
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THE INITIATIVE to reform the multiple produc-
tion and consumption taxes at the Union and
state levels into a dual goods and services tax
(GST) has runintorough weather once again
The reformhas been on the agendafor a con-
siderable period of time. Several deadlines
were announced and missed. With the
Constitution{ 122 nd Amendment)Bill not get-
ting passedin Parliament, thisseemstobe yet
another case of the missed deadline.

The experienceon the GST reform throws
upthreeimportant concems. First, in amajor
reform involving the Union government, 29
states and two Union territorieswith legislat-
ures, it would be unrealistic toexpect a “flaw-
less"GST. The modifiedbill has shortcomings,
bothin its coverage andin the relentionofthe
tax on inter-state transactions. Thisis only the
beginning of a series of compromises that
may have to be made when the issue of struc-
ture and operational details are discussed in
the GST Council. Second, theextent of produc-
tivity gains will depend on the structure that
will ultimately be adopted. Optimistic projec-
tions about its gains, particularly inrelation
to growth, without knowing the structure of
the tax, could lead to disappointments later.
Finally,it ishighly unlikely that the reformcan
be operationalised by April 2016. Besides
passing the bill in Parliament and getting half
the states to ratify it, there are a number of is-
sues on which the GST Council will have to
take decisions. Going by past experience, this
is not likely tobe smooth

The interesting question is, can the Union
government, by itself, transform its domestic
indirect taxes into a GST at the manufacturing
stage by April 2016, without having to amend
the Constitution? This could alsoprovidea clear
roadmap for making a full-fledged transition
to the GST asand when the constitional hur-
dle is cleared. Further, it can be a major moti-
vator for states to move onthe reform path.

TheGSTis an important reform for improv-
ing competitivenessin Indian manufacturing,
However, the extent of productivirty gainswill

depend on the structure and operational de-
tails of the levy that will eventually emerge.
There are some shortcomings in the present
bill and the most important of these relates to
the 1 percent ax oninter-state transacions. In
fact, this gnes against the GST's fundamental
principle of making the tax destination-based
andensuring seamless transactions across the
country. The exclusion of motor spirit and
high-speed diesel will add to the cascading.
With almost 30-35 percent of sales tax being
collected from motor spirit and high-speed
diesel, states are hesitant. One solution s to in-
clude them in the GST,buthavea separate ex-
cise tax or carbon tax. Similardy, in the case of
alcoholic products, the international experi-
ence is to include them in the GSTand have a
separate “sin" tax on therm.

The bill provides only a minimalist frame-
waork and leaves the structureand operational
detailsto the GSTCouncil. Thisimplies that the
entire gamut of issues relating to thestructure
andoperationofthe levy hastobe negatiated
and decided on by the council. These include
the taxes to be subsumed, the listof goods and
servicesto be exempted, thresholds for Central
GST and state GST, structure of rates, place of
supply rules, arangements for special cate-
2ory states, harmonised tax lawsand the date
of including the tax on petroleum products, al-
cohol and tobacco products, operational de-
tails of the tax administration, including the
GSTnerwork, anddates for discontinuing the
tax oninter-state saleofgoods and services. In
eachcase, the interests of the negotiating par-
ties are not always similar. Decisions have to
be taken by voting in the council. With the
Union government having two-thirds of the
vate, no decision can be carmied without itsap-
proval,even ifitis desired by all the stategov-
emments. The important issue is, the GSTthat
will eventually emerge out of compromises
will have a number of infirmities.

There has beenconsiderable debate onthe
structureof rates for the proposed GST. The bill
has left the issue to be settled by the GST
Coungil. The council will have to consider the
revenue-neutral rate of tax estimated by an
expert body. Gains to the economy willdepend
on having a broad base and low rate. When
tworates are levied for Central and state GST,
the standard rate isbound to be higher than
when asingle rateis applied. Whatever is the
rate structure recommended by the commit-
tee under the chief economic advisor, the
Empowered Committee of State Finance
Ministers will have to takea final call [twould
be inappropriate to fix the maximum rate in
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There are questions about
the feasibility of introducing
the tax by April 2016. Given
the number of hurdles, the
Centre can partially fulfil its
promise of introducing the
GST by transforming its
own domestic indirect taxes
into the GST at the
manufacturing stage. This
can be achieved by working
out a common threshold for
excise duty and service tax,
rationalising the excise duty
by making all rates ad
valorem, converging and
unifying the rates into two
— one for items of common
consumption and the other,
a standard rate to be applied
toallremaining goods and
services — and providing
input tax credit for poods
against services and

vice versa.
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the Constitution because this is an executive
decision. However, while taking a decision
in the council, the Union government may
agreeto have the standard rateat 10 per cent
for bothCentral and state GST evenif the rev-
enue-neutral estimate is higher, which
means the Centre will have to compensate
for any shortfall in revenue collection. Since
most revenue-neutral estimatesdonot take
into account improvernent in compliance,
this is a calculated risk the government will
have to take. Furthermore, linking GST regis-
trationnumbers withtheincome tax PAN in
the GSTnetwork could substantially increase
revenue collection from income tax.

There are questions about the feasibility
of introducing the tax by April 2016. Given
the numberofhurdles, the Centrecan parti-
ally Fulfil its promise of introducing the GST
by transforming its own domestic indirect
taxes into the GST at the manufacturing
stage. This canbeachieved by working out a
common threshold for excise duty and serv-
icetax, rationalising theexcise duty by mak-
ing all rates ad valorem, converging and uni-
fying the ratesinto two — one for items of
commonconsumption and the other, astan-
dard rate to be applied to all remaining goods
and services—and providing input tax credit
for gonods against services and vice versa.
Even at present, the tax credit mechanism
existsfor goods and services. Rationalisation
along these lines will substantially simplify
the system and transform the Central indi-
rect taxes into a GST atthe manufacturing
stage. This, infact, wasthe recommendation
of the expert group on the taxation of serv-
icesin2001 and can be accomplished with-
out going through a constitutional amend-
ment. Even as introducinga full-fledged GST
is likely to take time, this reform will help in
its eventualintroduction. Thiscanbe accom-
plished by April 2016 and the finance min-
ister can legitimately claim that, under the
constraints placed on him, he has brought
about reform in Central indirect taxes.

Transforming the prevailing domestic in-
direct taxes into a destination-based G5T is
surely animportant reform. Inthe given po-
litical enwironment, however, it may be bet-
ter toapproach the reform as a process and
notan event.
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