TTHtheimpasse overthe deci-
‘ ;‘ ; sion on the rate structure in
the GST Council, the eupho-
ria with which GST was touted as a
“game changer” and the "reformof the
century” is gradually waning. Surely,
thereare questionson the claimsabout
achieving simplicity, unification in
markets, acceleration in the growth
rateand increase in exports. The com-
promises involved in implementation
bring intherealitycheck that the struc-
turethat willemerge willfall well short
of whatishoped. Whileit wasclearthat
flawlessGSTisamirage, itwasfervent-
1y hoped that the implementation will
not violate the fundamental principles
and will at least serve as the next stage
of consumptiontax reform.

The critical elements of the tax re-
formarethatitshould reduce theadmin-
istration, compliance and distortion
costs to the economy. According to the
best practice approach, the tax should
have a broad base, low rates, less differ-
entiated rates and should be simple and
transparent. It was with this objective
that the sales tax system with 14-16 tax
rates in themid-1990s was gradually con-
verged intotwobroadrates inadditionto
exemption and a low rate on precious
metals when the value added tax reform
was implemented in2005.

Reaching consensus of all the states
to achieve this is a major landmark. In
contrast, the multiplicity of ratesin the
proposed GST structure, iscleardyretro-
grade as it will increase the administra-
tive complexities and compliance cost.
Rather than moving towards neutrality,
thereformwill increase distortions.

The proposed GST structure entails
six rate categories excluding exemp-
tions. Evenif the low rate for gold is ex-
cluded, there are five rate categories
namely, 6%, 12%, 18%, 26% and addi-
tional cess on sumptuary items to fund
the compensationfor revenue loss. The
low rate on gold is unavoidable not for
reasons of equity but compliance. In-
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Avoid birth defects

Having achieved some unification in tax rates at the state level, increasing the number of slabs is retrograde

deed, on equity grounds,
the general rate should be
applied but given the low
volume-high value of the
commodity and the possi-
bility of informalisation
in the production of jew-
ellery, levying the tax at

system look progressive.
The proposed tax rates
of 6% and 26% are clearly
avoidable. The 6% rate
seems to be due to the fact
that almost 300 items are
exempt in the Union ex-
cise duty and the govern-

more than 4% could result ’ ment does not want to tax
inlarge scale tax evasion. M GOVINDA them at 12% suddenly.
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thisis better done through
appropriate expenditure
policy. After conductinga
series of incidence studies, Pechman
and Okhner conclude that the US tax
system is not significantly progressive
andthestudy inChilefoundthe tax sys-
tem mildly regressive. However, in In-
diancontext, withonly 3% of the popu-
lation paying income tax, any changes
ininequality through the directtax sys-
tem leaves out 97% of the population
and therefore, having two rates is un-
avoidable at this juncture to make the

consumer durables in-
cluded in this category, it
will create a lot of admin-
istrative and compliance problems.
Perhaps, the better option istolevy the
standard rateat 20% and avoid this ad-
ditional rate. This should adequately
takecareof revenue considerations. As
creating an additional rate category
from the prevailing VAT system is
clearly retrograde.

There will be more discussions when
thelistof exempted goods and services
and those belongingto the different rate

categories is put out. Hopefully, care wil
betakentoavoidlevyinglowerrateonin
puts. Since the basic principle of GST i
toprovideinputtaxcredit, thereisnorea
sonforlevying lowerrate. Taxing input:
atlower rate provides incentive toevade
thetaxonthefinal productsby suppress
ing the value of output. In fact, thisis:z
major shortcoming of the prevailing
VAT and GST implementation provide:
anopportunitytoovercomethis.

The problem with multiple rate cate
gories isthatitcomplicatesthestructure
adds toboth administrative and compli
ance costs, leads to classification dis
putesand opensupavenues forspecial in
terest groups to lobby for lower rates
Indeed, withunprocessed food exemptec
and basicconsumer goodssubjecttolow
ertax, thelow-income householdswill be
adequately insulated from the priceesca
lationonaccount of GSTand there isnc
reason for having so many rates. As re
gards, the cess for compensating the
statesisconcerned, it is hoped that seed
ingthe PANnumber inthe GST registra
tion will improve income tax complianece
significantlyas ithad happened inmany
developing countries.

AsarguedbyRichard Birdand Pierre
Pascal Gendron, some imperfection:
may even be an essential element of get
ting GST acceptedin the first placeinde
veloping countries. However, it is impor
tant to ensure that the fundamentals o
thereformarenotviolated. InIndia, hav
ingachieved ameasureof unification ir
tax rates at the state level already, in
creasingthenumber of rates iscertainly
retrograde and hopefully GST Counci
will avoid this. The developments alsc
havecastserious doubts onthe ability tc
accomplishthereform by April 2017, anc
rather than forcing the issue, it isdesir
able to implement the reform after ade
guatepreparationsduring 2017.
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