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Indirect Tax Reform

. I.8. Gulati

T.is review of the Revor® of the Jha Enquiry Committee on
Indirect Taxation is, in one sense, partiesl because it is based on
ony the first part that has been released to the public.* The
other part has yet to see the light of the day. Thoﬁéh;the
inmediate interest in the Report has been occaaioned-by the forth-
coming 1978-79 Budget, it would be only fair and proper if one
concentrates largely on the substantive conclusions and-recommen-

dations of the Committes.

General Bias

"The most significant weakness of the system which comes to
notice is that it is not an integrated system but a juxtaponition
of a number of systems. Thougk the levies fall mostly on the -
very same prcducts, their cumulative effect ig not looked at or

regulated by any single suthority. While individuvally, the eys tem:s

do vty veg rd %o progressinn as well as economic factors, since

the main_emphasis in gac: of these levies is to bring in revenue

under the pressure of circurstances, Lheir cumulative effect does

not subgerve these objectives." (Emphasis ours).
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%*Prescnting the Fudist for 197(-77, Shri C.Subramaniam winounced the
decision tu appoini x conmiitee to review the existing structure

of in’irect taxes iz tae country. The Committee was headed by

Shri .L.K.Jha and had zpart from tiare: economists/civil servints,
three« ropresentetiveas »f trade and industry, two of them from
Chambers of Commerce. Part I of the Committee's report outlining
its main coxznclusions and racommendations was presented to the
present Government in CGetober, 1977 and has now been made public,
Part II has also been submitted but has not been released. o



Reading the above surming up in the very firat few pages
¢f an olmost 200-page long rencrt, the Committee's bias in
{favour ol centralisation, in th: tax fisld, was hard to miss. It
¢nly remained to spsculats how Tar the Courittee went in that
diirection, given its wide ranging terms o5 refererce including the
¢ne entitling it to suggest changes necessary in the Constitution
fio implement its recummendations. Personally, I was relieved when
|' read through the Report and fourd that it had rejected the
tluggestion to abolish State sales taxes and that the farthest it
vent was to suggest that only if the States cannot be persuaded
"to accept a more rational and s mplified system of sales taxation
un the lipes recommended now" and "if voluntary agreement with the
iftates is noct found to be practicable, it would becone neceaéary

i inelude thes powers to levy sales tax in the concurrent list."”

Not that I agree at all with the aforesaid suggestion of the
Iha Comnittee for the transfer of sales tax to the concurrent list.
I the whole,the States have shown gquitec a good performance with
respect to sales taxation. ihe rate of crowth of sales tax revenue
lins been at least as good as of Centr:l ezcise. BSales taxes, on the
Wtole, have shown a higher i come clasiicity (of more than unity)
lhan Central excise (of 0.75) so that revenucs of the former could
|mprove with lower, or less frcguest, enhancemant of rates. This,
the States could achieve inspite of ths constraints (such as thoss
Juposed by provisions about (1) declared goods, (2) additional
#ccise duties in lieu of sales taz and (3) inter-State sales
lexetion) ﬁhich var .ous Central legislations imposed on them in

this regard,
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Let me strainghtcway make my position clear on the subject
of ocntrelisation. It iz my judgement, naturally a political
judgement altogether, that for & ccuntry of our size and variety what
is naedea to keep it together is less, end not more, of eentralisation.
So to the extent that the Report under review invokes existing or
new powers with the Centre to achieve its objectives, however

laudable inthemselves, I consider them retrograde.

Cumulative Burden

But quite independently of one's view on the desirability or
othervise of increaesing centralisation, the Jhe Committee's obser-
vation that because the cumulative effect of indirect taxes is mot
1looked af, or'regulated by eny single authority and because in gursuit
largely of revenue each texing authpfity tends to introduce
autoniomous changes, the progressivity or economic objectives are
not = served is not quite dborne out by the Committee's own empirical
findings, at least not in ac f~r as progressivity is concerned.
Accordiag to th; Lok l.swliace stedy ¢onrissicned by the Committee,
the indirecf “ta;'Ptructqre turns out to be uriformly progressive
over the entire range of expenditiure c-nsidered", the incidence
ranging froa 3% for households with per capita monthly expenditure
not exceeding Rs.15 to nearly 22% for those in the group with
expenditurs above Rs.100 per capita. (Incidentzlly, the Cosmittes is
quite eware that since at the upprer end of the .income scals c¢cansumption

expernditure is likely to comprise a lower proport-on of income, Fthe
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tix inmidence with reference to income may “tend towards reduced progre-
£115n or even regression at the top"). So the case fcr centralisation or
eren bringing different tax sutberities “under a discipline”, as “the Report
prrs it, does rot acppear to be strorz, —ol on the ground of progressivity,
1! the problem is «f caleul~tirg the cvrulative incidence from time toc
t re, let the exercises be undertaken tc determine it on a regular besis. -

Still1, to dismiss the Re crt un'er review on the score that its
T)itical judgement runs counter tc one's own would be rather unfair., Let:
ui turn therefore to its me icr conclusi: ns and recommendaticns.
Sy ious Deficiencies

According to the Jha Comrittee, the most sericus deficiencies of the
vitieting Indirect texes, Central and Stzte, can be traced to (a) texation
u! inputs, (b) overlap of excise and sales taxation over a wide range of
pieducts end (¢) inequitable distribution of tax buxdan of sales tax
bistween States. The major proposels o! the Committee, therefcre, are
#iund at rectifying these deficienc e=.
Jiput Taxation

To start with input taxsation, i! i= the Jha Cormittee's finding that
tis: averasz neminal retes of ercise ntias, In 1975-7¢ were 25,37 on hasic
riw mgterirls, 15.2% on other inpute =nd 13.5% v finel products, an
¢riering thet the Committer w 11d frarldy like to see reversed, but
riveme-wise a reduction by rercentsge noin*s n in~uts could be made up
by stepping wup the tax on fi-+1 predv tionmh  1.P percentage peints,
Fiiently, the tex base et thr Tinel stace iz slmost 3 times as lsrge as
&l the intemediate stage. iz fcr imort duties, nolprecise figures are

fiver but we are assumed that “"th~ most immortant socurces of reverue from
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import duties are industrial irputs and cazpital goods¥, a situztion that
the Jha Cormittee would evidently Aisapprcve of ~ven though the rate
applying to most basic raw materials is 4% ccmpared to 757 or other
inputs and 127 or final provuct:, & ordering that obvicusly cenforms to
the Committee's line of rcascming. The exrlenstion frr the reverue still
coming largely from irput taxaticr ir the chvious ore, nsmely the quanti-
tative restrictions which aprly tr the imports of fully prccessed goods
with a view mainly to encouraging <om-stic pr-cessing, With respect to the
State sales taxes, though the Renort speal's cf "the extensive sales texat-
ion of inputs , nc attempt scems to have been made by the Comittee (eon
the evidence at least of the part bzing presently reviewed) tc cuantify it. Howev
a tablo is given in the Rerort, of 16 selected items, to illustrate
“the ways in which different dutiecs am texes levied by different euthori-
ties bring about a marked difference Letween the nozinal rstes of.cm:iae-
duties and sales taxes i~pesed on the products an the total curulative
levies on ther". This table thrcws light on the relative incidence of in-
put taxation imposed in cifferent forms, According to this table,for 9
out of 16 items import taxetion of irmute accounts for 20# or more of the
curmlatire dety; for 1 3t - sise rr inputs sccounts for 202 or
mcre of the cumulative du'y ~x’ fer cnly ene itew Joes sales taxaticn of
input works cut to 2% of the cr-ulative duty. If we take irpert and
excise duties tcgether, ir 524 2¢ they are hy the Centre, then Tor 14
out of 16 items the input ‘exaticr -~ cunis for 207 cr more of the curul-
ative levy,

Cascading

Anyway, why was inrut taxatic:: s very bad? Vhen texes fall cn both
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inpy's and final products they fall not only on the value of the products
but * each stage =n Lhe taxes levied on them earlier., Alsc at each stage,
the i~ i a profit merk ur including the mark up 6on tex paid. Also,
inéd. 'ry cr trade has, et each stree, to get a larger an;mmt of finance
whi 1 raises costs, A11 this is usually referred to as cescading, which
has 'ts undesirskle ccnscouenc=s such as (2) it is difficult to cortrcl
the ncidence on final products, (B) it promotes the tendency to vertical
inta, reticn and (c) it rlaces exrorts at a competitive disadventage.

ut as the Committee is fully aware, input taxation has often times
to ! resorted to on sccnomic and/or administrative grounds., Since the
bull. I in ut It.umtinn, 8 the illustrative table referred to above shows,
is ji1.:=ad by the Central Government itself, as either customs or excise
dutiv:, the rationalisation, one could think of seri.csual'y, should have
takey <n the form of an item by item examinaticn to check where, and teo
what . stent, irput taxation had cutlived its grounds - good eccrnomic and
adri: -*rative ressons - original or subsecuent, Where these gr-unis
rema. valid, the econcric cnes i: rarticular, there is no question of
provi. rz a zet off gt the firal stage. (therwise, the whole purpose
Will - deleszted. My own ju ‘.!?'.;?!cni‘ i thet =t India's present stage of
devel 1-ent the economic srorrds will becere -wre, and not less, pervasive.
To the oxtent this judge-cnt is valid, tlc case for s comprehensive
systir of offeat for iryut taxes Lecomes extremely wrak, The case for a
VAT, « n the linited viricty advccrted L the Jha Cormittes, namely MAIVET
apply 1 to manufactured comiodities only, ic even.weaker. I am not
opp(:s-- , nowever, to pllcwir;g fer offsets of reverue duties so long as
the a.' .orities fix the ratec at the (inel stage in full awereness of

the pe: ibility of offset.
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Capitsl Goods

A distinctior has besr irzwn hy thr Cormit- ee between the taxation
of inputs ani the toxatiow of eovilel peoas. Although, exciss duty on
industrial rachirer iz = r-1.y; 1w (ourvlstive incidence is estimsted
to very from about 2.6, to #I', tue Cexdtter's cese is fer keeping the
rates low, if rot abolish thor «inogether, Let me refer slso to the
related recommendetion made by the Committoe, in the context «of encour-
aging new industrics, fevcuring the cl? deirlopment rebate or the new
investment allcwarce which tha' ks Lo the 1€77-78 Budget nreserted by the
rresent Finance Minister, covers "ell except negetive list of 30 relati-
vely lew priority industries'. To me hoth the recommendations zre anti-
employment, They derive frem a view which ignores net only that within
practically every industry there is ccnsiderable scope for substitution of
capital by labour but thet there is alwgys ccensidersbly erezter scope for
cheice between mcre and less capitel intensive indus*rics and that con-
cessional treatment of capital gcods tilts this choice in favour of the
[orser,
Zax on Cesent

Intercetingly, *+»' - " .er  for reducing the Auty on capitel
goeds, particulerly thuse ot! r than industrie} wachinery, is illustrated
by the Cormittee by reference to, wha' is regp.rde iy it as » very high
rate cf duty on cemert. *: - he Jommit s pute it, thcugh cerent is Fa
key and substantial ingredi-ri" ¢f censtruction setivity still it is
-ax~d at - very high rate of 2,57 «n grev an' 3°,5¢ on white cement, a
rate which raises the costs of all c:ritsl preiects and inhibite a

lebcuir intensive end socially desireble activity like heuschelding,
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fpperently, the Comritte. bhel’eved that st its present controlled price
inclusive of tax, there was an excc-zss supnly of cemert, ‘ctuaily, th-
s«ituation has been exactly the ornosite and ce~ent is difficult. fer =r
ordinary person to buy ~t 2 preriur ~f less than 50f. In fact, practically
~very other day, the Cement Controllcr in the Central Minietry -f Infustry
is urgirg the public, through large ads, to "ccnserve cemert for develrr-
ment projecta" by nsing "less of ceront and rore substitute moterials,

The same ad, points cut, by way of illustretion, that "“homes and walls
ion't necd cenert, they can last and endure or lime mcrtar”, May be, the
com-ittee chcse the wrong item to undcrline its case for texing goris ot
Lower rates, Hewever, in the preerss the Cowittec has, unwittingly
though, dencnstrated the felliLility of arbitrary numbers, whatever they
are.

While we are still on the subject of excise, let us take note «f
the eminently reascnable recommendeticn of the Ccrmittee tc reduce the
curber ~f rete crtegories., “Whathar the rate catcgeries should he as few
«8 eight, 0 to 35 in multiples «f 5, en” whcether the ranpe should be =s
narrow, £ thet Svgfnﬂm..'.s-r' et re f iudpoment which is hoauxi te
'iffer from time tc time,
wwitchover to Advglerem Tutire

Reference was mede shove to the relatively lower incare éasticity of
«xcice reverme, This deriizs cri-cijally fro- the feet that still crne-
sidersble revemue is accourt<? for by specific duties, The Covitt:r hes
pleaded, quite rightly in =y criniom, for™be naximwm possible switchov r,

fren specific te adv-lcrem “utics'. It is Bcurr' to lend a larger re: sivre
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of income elasticity to c¢xzise revemue,
Import Du“ies

Vhile no major refcr is snge sted with respect to import duties,
the Comrittee is oponly suzrse tr v ry high rates of duty that now obtein
an’ has urred that ncw when vur foreigr exchenee pesiticn is comforteble the
trend should be reversed with Lhe leng term cbjective of lower rates of
duty on inputs and mechinery. #s was stated above, inmits are already

taxed tc impert duty at rates lower than the o a plying to consumer gocis
for the understandable rea:cr that such Jifferential taxation encourages

domestic rrcceesing, Bvidently, what the Jha Committee is pleeding for is

a lowering of absclute rates ¢f i-pert r'-ut;f. Due homage is paid howpver to 1:1‘
need for protection.

Sales Toxes

From what has been pointed cut elresdy, it should be obvious that it
would be quite unfair tc ‘critit:jse sales texes on the ground that trey
impinge on inputs and th.rcty ‘disturk” the incidence cn final producticn,
The Comrittee also draws & frw oth-r inferrnces in regard to seles tax-
ation which, tc sgy the least, are ~rgu-hle,

Tud. sales texaticr ¢ imvis, «Paerves the Ropcrt, "clso means that its
burden falls on comsumers outside Lh: S.-te™, N-iL necessarily. T:e input
taxing State itself may he rm-nufacturing anc consuping thée finished )
products, An. if a State gives corcessionel trestment te inruts used in
manufactiring within the Snte ibhe ccercession is aveileble alsc tc consumers
of final products rutsidc th: ¢h the latter heve to bear the inter-State
tax, The frct that the Etatewis> ¢ llecticns «f inter-State sales tax

fevour the better develen d States v fleets more the anomalous legal
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pesition tolsy under which while agricultural) inruts ! ricly esecape
irter-State taxation, industrirl prefucts cwrrne’, rothe » than the ir-
armuity in the system of inter-Stet: bexeticn. “ne warl have likad to
&1:: the Jha Committee recomres cteys - r ~cv. the aF va ancmely r-ther
than a drestic reduction fram thu pres<t 47 0 1 of inte -State sales
1ax., Was it reelised that the rel-tiv pesiticn of the States, even
‘uiler 17 inter-State s-les tr¥- tien, weuld romein =5 irequitous ac b=fore,
thmgh all would be ccllecting corsid re2ly low.r reveonme?

Since reducticn of inter-ltate ssles ax will, by itself,not cnsure
uniform prices of durable geeds like cars =snd refrifer tore and essentials
live ce‘ent, medicines, venaspnti an over pelreleuw products, the Committcc

“.l:_'em.menrla that the a‘ditionel exeis: duty ir licv of sales tax should
.ct:n.n:r such items with a view to preventing uneccnomic 'ive rsicn of trade.
Bi.! one fails tc notice any recopniticn by the Coamittoe that in a countrv
witt wide inter-regionel disreriti s it -sy he nuit: in order tc promote
8. ro: diversicn of trade ard in‘ustrv 1. sccurc e more couitahle inter-
reipicnal Jistribulicon,

Pessibly, the lesst aces~tablc 1 1Y€ Simiittee's recrmmendztism on
selis tax woulA be that the St -t e should ~eve ~vor to 2 system of singlec
palot taxetiorn at the last st -, That th: cyull of szles taxatiorn through-
oul the country is sirgic yrivt Is tn p For azy no te sec, But to
su7 .3t that it shaudc be 211 levie!' at th 128t su:pe ignires that the
Bt e or peint of fexat cr: is umially fuci led 1o for occh item Aepen: ins
upen its channel of trrde, 7ou t-x  an item s the peint where it is
eziit 8t tc resch admiristrati 1y, Yeu crunct sacrifice this administr-
ativ. cidvantege f:r the ssk cf reechin- ‘" vrlue aided rfter the ex-

fa:t ry stege; ir the pregess rwry the x-fretory valve =eneges larpely
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to escape the salcs tax net. While I do not wish to be misconstruzd as
auggesting that every thing is fine with sales texation, I um consireined

L¢ Sry that the Jha Committee's conclusions and recommendaticns do not
bear the stemp of thorcugh understending of the issues in sales
taxation,
Ccneluding Observations

As I said at very outset whatever the suggestions for structural

referi, the irmediate interest in the Jha Cormittee's report derives,
very largely from such of the observaticns and recommendations, dis-
persed 211 aver the report, as may get reflected in the fertheoming
Central Budget, I have deliberstely tried tc resist that temptation,
for the Repert must, ir -11 feimese, be judged cn the basis of its

leng-ters sugpestions for in irect t2x refore.
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