
CHAPTER 9 

REFORM OF INDIRECT TAXATION IN INDIA 

The importance of indirect taxation in India stems from the fact that it 

accounts for 78.7 per cent of the total direct and indirect tax revenues of the 

Central and State Governments. Even in case of the Centre alone, indirect taxes 

provide 71.6 per cent of tax revenues, while direct taxes yield 28.4 per cent 

thereof (1994-95 B.E.). As regards the States, the weightage in favour of indirect 

taxes is even more; they account for 90.5 per cent of revenues as compared to 

9.5 per cent in case of direct taxes. 

Criticism is often made that in developed countries, the revenue from direct 

taxation is higher than that from indirect taxation, while in India the ratio of the 

former is declining. The basic point however is that in a developing country 

where the number of income tax payers is very small in relation to the entire 

population, it is inevitable that the Government would have to depend for bulk 

of revenues upon indirect taxes.Raising direct taxes is not the solution. How~ver, 

during 1994 - 95, there is some increase in the ratio of direct taxes to indirect 

taxes. (Vide Table 7.4) 

Chelliah Committee1 has emphasized upon the importance of progressive 

taxation and increasing share of direct taxes. However, there is overwhelming 

evidence in literature of (a) the increasing relevance of indirect taxes, particularly 

in developing countries, where a vast section of population is outside the purview 

of direct taxes, and agricultural incomes cannot be taxed, (b) the futility of 

high income and wealth taxes to achieve distributional equity and (c) the 

importance of government expenditure programmes and transfer payments as 

effective instruments for correcting distribution of income and wealth in 

developing countries. 
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9.1 Composition of Tax Structure of Various Countries with Different Per 

Capita Incomes 

An analysis of the composition of the tax structure of various countries 

with differing levels of per capita incomes (Vide Table 9.1) shows that in 

countries with per capita income of between$ 200 and$ 300, income taxes and 

taxes on property comprise 17.5 per cent and 3.9 per cent of total tax revenue, 

while customs and excise duties account for about 62.5 per cent. The picture is 

sharply different in the case of countries with per capita income of between$ 500 

and$ 900. Income taxes account for 24.7 per cent of tax and property taxes 7.5 

per cent, while customs and excise duties provide only 22 per cent of tax revenue. 

In the case of a highly industrialized country like the USA, revenue from income 

taxes amounts to about 48.2 per cent, payroll taxes 24.1 per cent, and property 

taxes 9.4 per cent, while revenue from customs and excise duties accounts for 

only 14.4 per cent of total tax revenue. Thus while indirect taxes yield the major 

portion of taxes in developing countries, as per capita income rises, income tax 

and other direct taxes assume increasing importance; and in developed countries, 

they yield the major portion of taxes, while the contribution of customs and 

excise duties is proportionately less. 

Discussing the Fiscal Reform of Colombian Tax System, R A Musgrave and 

Malcolm Gillis2 state that indirect taxes should be designed to increase the revenue 

elasticity of the tax system so that it is able to meet the rising expenditures 

associated with rapid economic development. 'The resulting revenue- expenditure 

gap that would persist in the absence of provision for greater revenue elasticity 

would, if further inflation is to be avoided, have to be filled by either vastly 

expanded external or internal borrowing or by periodic advances in tax rates .. 

Therefore, a key objective to indirect tax reform should be increasing the 

responsiveness of the revenue system to changes in economic activity'. This thesis 

is applicable to various developing countries including India. The revenue-elasticity 

of the tax structure could be increased by heavier taxation of luxury expenditure 
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and by inclusion of more such income - elastic items in the overall indirect tax 

base. 

It may be mentioned that the heavier taxation of luxury items is based 

upon : (a) redistributive considerations in that consumption by richer classes 

would be diminished; (b) foreign exchange constraint on growth would be reduced 

as imported consumer goods include luxury items, and the consumption pattern 

of upper income groups is characterized by a high import content; and (c) to the 

extent that heavier luxury taxes would be wholly demand absorbing rather than 

demand deflecting, they would provide greater public saving that might be used 

for purposes of public and private capital formation. 

The ratio of tax to G D P which was 14.5 per cent in 1980 - 81 increased 

to about 16.5 per cent in 1990 - 91. This compares unfavourably with other 

countries, where the percentage of tax toG D Pis much higher: UK 37.8, USA 29, 

Japan 27.7, and Turkey 18.8 (OECD figures for 1983). While the long term fiscal 

policy document ascribes the low level of aggregate revenues, inter alia, to the 

restricted tax base, given the low incomes of large sections of the population, 

deductions in tax laws and evasion, a prime factor is that while considerable 

outlays during the last three decades of planning have gravitated to the agricultural 

sector owing to massive plan investment, the contribution of this sector to 

general revenues has not been proportionate to the investment made. Land 

revenue and agricultural income - tax are state subjects; they are neither elastic 

nor progressive, and have not yielded adequate returns. The fiscal policy does 

not strive to resolve this problem, although efforts are to be made to tap rural 

savings. Government's categorical assertion that it would not tax agricultural 

incomes because of the conceptual and administrative problems involved leaves 

a major lacuna in the Indian tax system, which will continue to distort the ratio 

of direct to indirect taxes and to G D P. 
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9.2 Role of Indirect Taxes in Subserving Objectives of Tax Policy 

Indirect taxes have to be so structured that they subserve the basic objectives 

of tax policy in underdeveloped economies: 

Revenue Productivity: Taxes on commodities should be productive of adequate 

revenue for the consumption and investment functions of the state, and they 

should be revenue elastic in relation to increase in G D P. Taxes on goods with 

high income elasticity of demand would serve this purpose, as revenues would 

increase more than proportionately as production and incomes increase. While 

luxuries and 'harmful' goods like tobacco and liquor have to be heavily taxed 

both for revenue and pursuit of community interest, large revenues can be 

obtained by taxing at low rates commodities of mass consumption which are 

inelastic ~n demand. This also assists in curbing consumption of persons with 

low incomes whose propensity to consume is near unity, and to absorb part of 

their incremental incomes for purposes of development. Selective taxation of 

necessaries appears unavoidable, if resources have to be garnered for financing 

public investment. 

Growth : They should curb consumption from rising proportionately to 

increase in productivity and incomes, and contribute towards increasing the 

incremental savings ratio; they should stimulate growth by increasing the ratio 

of capital formation toG D P; and they should assist in mobilization of a portion 

of the growing surplus in rural areas for developmental purposes. 

Horizontal Equity : Widening the Tax Base Function : In developing economies, 

indirect taxes also perform a special role, which we would term 'widening the 

tax base function'. We have observed that (a) agricultural incomes as also (b) 

incomes below certain levels, are often beyond the reach of direct taxes such as 

income - tax and wealth tax due to various reasons including political and 

administrative constraints. In order to increase horizontal equity, rich farmers 

and others can be made to contribute to the exchequer by imposition of excise 
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duties on items which they are particularly prone to consume, as also inputs for 

agricultural production. Similar is the case with persons who have incomes 

below the threshold at which income - tax becomes applicable. 

Resource Allocation : Suitably formulated, indirect taxes should promote 

efficient resource allocation in the private sector. They can be designed both in 

regard to structure and rates, in such a manner that they stimulate investment 

in priority, export and labour - intensive industries. Indirect taxes can also be a 

useful instrument for altering the consumption pattern of households, as also 

techniques of production. Depending upon the elasticities of demand and supply 

of various imports and exports, customs duties could be utilized to remedy 

balance of trade, encourage import substitution and check superfluous imports. 

Stabilization : Indirect taxes should contribute towards stabilization in the 

economy. To fulfil this role, they should apply most heavily to commodities 

with a high income elasticity of demand, so that in a recession consumption 

falls off more than proportionately to income. Besides, indirect taxes should be 

based on ad valorem basis rather than specific basis, so that in times of inflation, 

the yield from such taxes automatically rises, which is also anti- inflationary as 

it results in mopping up purchasing power. Alternatively, the taxes could be 

inflation indexed to serve a similar purpose, although this adds to complications. 

Distributive Justice : Commodity taxes should be progressive and equitable, 

and promote distributive justice. The structural framework of commodity taxation 

has to be so designed as to effect additional taxation of luxuries and semi

luxuries at high rates, and broad - based taxation of commodities of mass 

consumption at low rates. This would secure progressivity in taxation and curb 

consumption from absorbing the entire increase in incomes and productivity of 

the rich. 

Administrative Convenience : Excise duties are levied at the manufacturing 

stage and collected from organized industries. This contributes to ease of 
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administration ; and evasion is also considerably less. 

There will undoubtedly be some conflict between the principle of progressive · 

taxation and taxation of necessities; between distributive justice and curbing 

consumption of the lower and middle classes, whose standards of living are 

already low. But these dilemmas have to be faced and conflicting objectives 

reconciled as best they can, in structuring the framework of commodity taxation. 

R. J. Chelliah3 believes that to secure the policy objectives, diversion of resources 

and purchasing power is necessary in certain directions from the private to the 

public sector; from consumption goods industries to production goods industries 

in the private sector, and diversion of demand from imports to domestically 

produced goods. Taxation of luxuries and exemption of capital goods would 

encourage such diversion. Besides, high import duties on luxuries would curb 

demand for imported goods, and also support domestic industries against foreign 

competition. 

Taxes on commodities tend to be inflationary. It has been observed that 

increase in excise duties in the annual budget often leads to some price rise. If 

excise duties are increased on a large scale they will have an inflationary impact, 

particularly on account of the cost - push factor. Rise in prices may lead to 

higher levels of wages and a consequent further increase in prices. Commodity 

taxes do reduce purchasing power in the hands of the people, but this is partly 

neutralized by the factors noted above. Excise duties are convenient to administer 

and collect as they are imposed upon organized manufacturing industries, whose 

products constitute the taxation base. But value added tax (V AT) is far superior, 

as it avoids the cascading effect of excise duties on intermediate products which 

constitute the raw materials of other industries. 

9.3 Jha Committee's Report 

The Indirect Taxation Enquiry Committee Gha Committee)4 set up in 1976 

- 77, stated that the existing tax structure lacked uniformity and had developed 
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in a haphazard manner. It was characterized by considerable diversity in regard 

to rates, coverage, specifications, exemptions, procedures, administration et al, 

particularly in the case of State sales taxes and octroi. Two important shortcomings 

also vitiated the indirect tax structure: it lacked inbuilt elasticity and its cascading 

effect was not conductive to export promotion; and the snowballing effect resulted 

in multiple taxation of the same product and increase in final cost of commodities. 

Since raw materials and intermediates also bore the burden of indirect taxation, 

besides the final product, the total incidence of excise duty and sales tax, 

considerably added to the cost of the final commodity. The aggregate of taxes 

collected by the Centre and the States could not entirely be refunded in the case 

of exports, and this acted as a deterrent to exports. 

Import duties on raw materials, machinery and equipment also resulted in 

escalating costs on a cascaded basis, as the final end products were subjected to 

excise duty and sales tax also. The Committee felt that due to widespread taxation 

of inputs by both the centre and state authorities, it was not possible to control 

the incidence of taxes on the final products. It recommended that excise duties 

should be on ad valorem basis since specific duties were regressive. Ad valorem 

duties were also income elastic and did not necessitate frequent revision. While 

certain items including raw materials and inputs should be exempt from excise 

duty, similar items should bear the same rates of duty. Besides, different slabs 

of excise duty with a general average of 20 per cent should be improvised. Jha 

Committee also recommended lower excise duties on raw materials and capital 

goods. Incidentally, this coincides with the recommendation of Chelliah 

Committee (1992-93). 

Despite representations for the merger of sales tax with excise duty, it 

refrained from accepting the suggestion owing to strong resistance from the 

States; however it recommended a single point sales tax at the last stage and a 

diminution in the rates of central sales tax. 
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The Jha Committee as a measure of long - term reform approved the 

introduction of value added tax (V A T), which is applicable on the net value 

added at each stage. In effect, the aggregate liability of VAT on a commodity 

is in proportion to the final value of the product and there is no cascading effect 

even though the commodity may have passed through various stages of 

manufacturing or trading. Due to administrative and other problems that may 

be encountered, the Committee suggested the adoption of Manvat (manufacturing 

value added tax) by the centre on a pilot basis in respect of three or four industries 

manufacturing finished products ; thereafter it could be extended to other 

commodities. Although it decided continuance of sales tax at the state level, on 

long- term basis, it recommended adoption of VAT at both the central and state 

levels in replacement of excise, sales tax and octroi. 

The Union Government implemented some of the suggestions of Jha 

Committee and introduced Modvat (modified version of V AT) at the central 

level in 1987- 88 Budget to all industries except tobacco, textiles and petroleum. 

Excise duty was not increased to neutralize the relief in duty owing to reduction 

of the cascading effect. With the changes effected in the Modvat scheme, 

Government claimed that it had successfully eliminated the cascading effect of 

excise duty and given a measure of excise relief. Thanks to accelerated growth, 

excise duties were bound to grow sizeably. 

The Governinent also simplified the indirect tax structure and merged various 

excise duties into a single basic rate while retaining cesses as separate levies. 

This was intended to promote economic growth, equity, simplicity and built in 

revenue raising capacity. Rationalization of customs duty, it was envisaged, 

would lead to greater efficiency in the allocation of resources. 

The principal indirect taxes in India are excise duties, customs duties and 

sales taxes. According to the Constitution, the Union Government is entitled to 

levy excise duties on all commodities (except liquor) and customs duties. The 
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State Governments are authorized to impose sales tax on all commodities (except 

newspapers and advertisements), excise duties on alcoholic liquor, tax on motor 

spirit and motor vehicles, electricity duties, entertainment tax, registration and 

stamp duties and octroi. Our discussion here would be limited to excise duties, 

customs duties and sales tax. 

9.4. A Review of Some Important Indirect Taxes 

(a) Union Excise Duties 

Excise duties initially had a chequered career. Imposed in 1890 on cotton 

yarn, it was converted into an excise on mill - made cloth, later abolished in 

1926, and reimposed in 1949. Prior to 1935, the principal excise duties levied 

were on motor spirit (1917), kerosene (1922), silver (1930) and steel ingots, 

sugar and matches (1934). During the War- years, excise duties were imposed 

on tea, coffee, tobacco, betelnuts, tyres and vegetable products. In 1954, 

excise duties were levied on cement, soap, footwear and art silk. 

It has been stated that indirect taxes are often regressive in that they equally 

impinge upon both the rich and the poor. This is particularly true of commodities 

of mass consumption. Commodities which had to bear the burden of excise 

duties prior to 1955 were mostly items of mass consumption; the Government 

in its quest for revenues on a large scale, almost overlooked the equity aspect. 

The Taxation Enquiry Commission5 (1955) also failed to take cognizance of the 

equity aspect and recommended substantial increase in rates of duties on sugar, 

kerosene and matches and moderate increase in excise on cloth and tea - all 

items of mass consumption. The revenue productivity aspect predominated their 

recommendations, particularly as the yield from such items is considerable, since 

the demand for most of them is inelastic. 

The Government, taking advantage of the T E C Report, increased the 

rates of excise duties on cloth and other commodities, and imposed fresh duties 

on a number of items including paper, woollen cloth, paints, batteries, diesel 
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and furnace oils et al in the next three budgets in the years 1955 to 1958. Since 

then, excise duties have grown enormously in coverage of commodities and 

almost the entire manufacturing sector (except small - scale sector) and other 

commodities are subject to excise duties. 

An important development took place in 1957. Till then there was no 

linkage between Union excise duties and sales- tax imposed by the States. With 

the States agreeing to relinquish their imposition of sales - tax on textiles, sugar 

and tobacco, the Central Government imposed additional excise duties on these 

commodities, and the entire revenues derived from this tax are being distributed 

amongst the states. The latter, however, are averse to increasing this list of 

commodities on similar basis. 

The growth in importance of excise duties as the principal source of revenue 

for the Central Government is evident from the quantum leap in the yield, 

which increased from Rs.68 crores in 1950- 51 to Rs.6500 crores in 1980- 81 and 

Rs. 42780 crores in 1995 - 96 (B.E.). It thus accounted for a meagre 16.7 per cent 

of total tax revenue in 1950 -51 and massive 49.3 per cent in 1980 - 81 and 41.2 

per cent in 1995 - 96 (Vide Table 7.2) 

Taking the cue from Bhoothalingam Report, in 1975 - 76 Budget, the 

Government imposed a general excise duty of one per cent ad valorem on all 

items (with some exemptions) not subjected so far to excise duties. This, however, 

proved to be the thin end of the wedge. The general excise duty was increased 

by stages to 12 per cent in 1985 - 86 and the expected yield was about Rs.880 

crores. Besides, administrative inconvenience, the cost of collection was high. 

The Government's Discussion Paper6 Ouly 1993) stated that it hoped to 

augment tax revenues by a reformed and modernized system of taxation~ 'Over 

decades, our tax structure had become unduly complex .. special exemptions and 

preferences had proliferated, nominal rates were high and evasion widespread. 

Tax rates and procedures were subject to frequent change. Tax policies encouraged 
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economically unsound investment and production choices. The burden of taxation 

across tax payers was often unfair'. Administration had also become cumbersome 

and unsatisfactory. The Government sought to rationalize the system and move 

towards a simple tax structure with moderate tax rates, fewer exemptions and 

greater certainty and transparency. This should provide buoyancy, reduce evasion 

and litigation, widen the tax base and remove economic distortions. 

The 1993 - 94 Budget initiated reform of excise duty structure on an 

impressive scale. The Finance Minister effected an unprecedented volume of 

cuts in excise duties. The reduction in excise duties covered a broad spectrum 

ranging from automobiles, refrigerators and television sets to cosmetics, plastics 

and textiles, which should stimulate demand for these products through increased 

consumer spending and increased investment in capital goods producing these 

items. It would also assist industries and the economy as a whole to overcome 

recession. 

Simplification of excise duties structure had been commenced with 

moderation in the high rates of duties on some commodities and reduction in the 

scope of exemptions. The objective of budgetary exercise was to 'simplify the 

rate structure, to give some relief on articles of mass consumption, help the 

domestic capital goods industry so as to increase its competitiveness and also 

reduce capital costs, assist industries suffering from depressed demand conditions 

and to provide relief to small - scale industry'. (Budget Speech 1993 - 94)_7 

The 1994- 95 Budget carried this process of restructuring and modernizing 

the tax system further : 

(1) Reduction in tax rates which were high. 

(2) Conve_rsion of several specific duties into ad valorem duties leading 

to greater built in buoyancy of revenues. For instance, excise duty structure on 

man made and cotton fabrics had been entirely converted to ad valorem basis 

and rates rationalized to three categories: 5 per cent, 10 per cent and 20 per cent. 
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{3) Reduction by about 50 per cent of the number of special exemption 

notifications. 

(4) Removal of complicated price list procedure; assessees would be allowed 

to pay duty on the basis of value as stated in the invoice. 

(5) Coverage by Modvat of capital goods and petroleum products. 

{6) Reclassification of various products into fewer rate categories. 

Rationalization of the excise tax structure was envisaged to stimulate 

manufacturing output and employment, render tax administration easier and 

less discretionary and reduce scope for evasion, disputes and wrong classification. 

It would increase revenue elasticity and prepare ground for ultimate adoption of 

VAT. Although rates had been modified in several cases to make up for loss 

of revenue, generally it was ensured that goods of mass consumption were not 

saddled with high taxes. For instance tea, coffee, edible oil, bicycles, handloom 

products et al continued to be exempt from excise duty, while rates on sugar, 

matches and vanaspati had not been increased. 

The Finance Minister sought to widen the base for domestic indirect taxes 

by imposing tax of 5 per cent on services such as telephones, general insurance 

and share brokerage. 

The Discussion Paper envisaged that while Modvat would be extended to 

all sectors, the ultimate objective was to move to a full - fledged value added 

tax (V A T). This would necessitate constitutional amendment over allocation 

of taxation powers between the Centre and the States. Ad valorem excise duties 

should be substituted for specific duty rates or a 'system of automatic, inflation 

-indexing of specific rates' should be adopted. Tax base should be widened to 

include exempt commodities and some services and the tax structure should be 

rationalized. All commodity specific and user specific exemptions should be 

abolished. Mechanization of tax collection and verification was proposed to be 
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adopted. A significant feature of tax reforms would be to move towards only 

one or two rates for raw materials and intermediate goods, with differential 

J;ates on necessaries, ordinary goods and luxuries constituting finished 

consumables. Efforts should be made to increasingly incorporate VAT principles 

in the present Excise - cum - Modvat system. 

(b) Customs Duties 

Customs duties constituted the principal source of revenue for the Central 

Government during the pre - War period; the yield accounted for about 53 per 

cent of the total tax revenue. Its importance was eroded during the post- War 

period and the percentage contribution to revenues of the Central Government 

declined to 38. 9 per cent in 1950- 51 and 19.8 per cent in 1960- 61. However, 

revenue productivity of customs increased to 25.9 per cent in 1980 - 81 and 28.4 

per cent in 1995- 96 (B.E.). In terms of actual revenues, Customs yielded Rs.157 

crores in 1950 - 51, Rs.3409 crores in 1980 - 81 and Rs. 29500 crores (B.E.) in 

1995 - 96 (Vide Table 7.2). 

An essential function of customs duty in the early days of industrialization 

was to provide protection - on a discriminating basis - to Indian industries. 

Manufacturing industries which developed under the protective umbrella included 

inter alia sugar, iron and steel, matches, heavy chemicals, sewing machines, 

and bicycles. B. P. Adarkar in his book 'Indian Fiscal Policy' stated that 'it is not 

the infant- industry but the infant- country argument that justifies a judicious 

tariff policy to help rapid development of our potential economic resources'. As 

industrial development progresses, import of capital goods and raw materials 

gathers momentum, while there is comparative decline in the import of items 

of. general consumption and luxury items. This is reflected in the revenues 

derived from these commodities. 

Export duties were also levied - particularly after the devaluation of the 

rupee in 1966- on certain commodities like jute manufactures, tea, coffee, raw 
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cotton, mica et al, while import duties on machinery and raw materials were 

reduced to soften the impact of devaluation. However, export duties gradually 

lost importance over the years as a source of revenue due to the emerging difficult 

foreign exchange position. 

Customs duties over the years have yielded to excise duties the primary 

position as source of revenue for the Central Government; even then in monetary 

terms as indicated above, they retain an important place because of the policy 

of protection, increase in consumer goods industries, import and exchange 

control, and light taxation of capital goods which are being increasingly imported. 

The Government seeks to recoup the revenue lost owing to decline from customs. 

The quantum of customs duties basically depends upon the volume of trade. 

The bulk of revenue under this head is derived from import duties, as exports 

cannot be burdened with duties; actually, subsidies had to be provided prior 

to devaluation in 1991. 

The Chelliah Committee Report8 described the import tariff system prevalent 

in India as 'very complex and economically irrational'. The multiplicity and 

wide spread of rates and heavy incidence of duties upon most commodities, 

together with a large number of exemptions and concessional rate notifications, 

rendered the administration complex and led to 'unintended and undesirable 

effects on the allocation of resources in the economy'. 

The Committee suggested rates of duty on ad valorem basis between 5 per 

cent and 30 per cent, with consumer goods bearing 50 per cent. The lowest 

duties were to be on raw materials and metals, intermediate rates of duties on 

components and machinery and highest rates on finished goods. This would 

encourage value addition activities at home, and keep costs of production low 

in the economy. Domestic industries should also have protection. Machinery for 

dealing with anti - dumping matters should be strengthened, so that immediate 

countervailing measures in case of dumping could be instituted expeditiously. 
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The suggested rates should be achieved within two three years by 1996 - 97. 

The Government reduced customs duties to ensure that industry obtained 

raw materials, intermediates and components at reasonable cost, which would 

increase their competitiveness. It was also sought to reduce the existing high 

levels of protection to industry, which should lead to higher levels of efficiency 

and quality of goods produced, thereby increasing competitive abilities. Successive 

budgets reduced the peak rates of import duties from 200 per cent in 1990- 91 

to 65 per cent in 1994 - 95 (except on certain items like liquor and passenger 

baggage). 

Other countries had reduced customs duty to between 10 and 20 per cent 

for most commodities except consumer goods. Despite reducing customs duties 

in three budgets, the rates were still one of the highest in the world. It was 

difficult to become competitive with such high rates of duty. High customs 

duties on consumer goods and import restrictions provided considerable protection 

to consumer goods industry in India; this protection also needed to be reduced; 

otherwise it would divert productive resources from other sectors to consumer 

goods sector. 

Customs tariff reforms had to provide for maintenance of revenues in order 

to reduce budget deficits. The reforms would include : 

(a) gradual reductfon in average tariff level to between 25 per cent and 50 

per cent (excluding exempted imports); 

(b) Rationalization of customs duties and import policies for consumer 

goods in a phased manner, ·so that by 1996- 97 most consumer goods would be 

on 'tariff- cum - 0 G L import regime'; 

(c) End - use specific exemptions would be eliminated (except inputs for 

export production); and 

(d) Exemptions from countervailing duty would also be eliminated. 
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These measures were designed to ensure that the Indian economy became 

competitive and integrated with the global economy through freer trade. 

(c) Sales Tax 

Sales tax has developed into the most important and productive source of 

revenue for the States. There was progressive increase in the yield from sales tax 

: Rs.54 crores in 1951 - 52 to Rs.338 crores in 1965 - 66 and Rs.14,546 crores in 

1989- 90 (B.E.). Sales tax accounted for 58.3 per cent of tax revenues of the States 

(excluding share in Central taxes) and aggregated to Rs.17,681 crores in 1990- 91 

(R.E.). 

Sales tax was first levied in Madhya Pradesh in 1938 at 5 per cent on motor 

spirit and oils. Since then sales tax has been imposed by all the States on a large 

number of commodities. Rates of sales tax vary from commodity to commodity. 

Besides, there are differential rates of sales tax, varying widely from one State 

to another. The tax system is complex, with various deductions and exemptions; 

administration leaves much to be desired and evasion is considerable. 

The basic defect with sales tax is that it is collected at different points and 

may become applicable to raw materials, intermediates, finished products and 

capital equipment, resulting in considerable cascading effect. In certain States, 

in effect it works out to be a multipoint levy. Actually it should be a single point 

levy, imposed at the stage of final consumption. Sales tax on raw materials and 

intermediates adds to the cost of production and has an inflationary effect. 

Sales tax, imposed by State Governments in India, constitutes multiple 

taxation of the same product both at the point of manufacture and the point of 

sale. Since there is widespread evasion of sales tax, and much less of excise 

duty, additional excise duty in lieu of sales tax is imposed by the Union 

Government in the case of cloth, sugar and tobacco, and the proceeds are 

distributed among the States. Extension of this to other commodities would 

increase the overall revenues of the State Governments, but on grounds other 
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than fiscal, the latter are reluctant to replace sales tax with additional excise 

administered by the Centre. The Tripathi Committee in October 1983 recommended 

the replacement of sales tax by additional excise duties on five more commodities: 

vanaspati, drugs and medicines, cement, paper, and petroleum products. The 

Finance Minister assured the States that this would not be imposed against their 

will; and revenue from these items would be maintained even after replacement, 

but the proposal is facing difficulties in implementation. 

Sales tax is not only productive of revenue for the States but also has 

flexibility. It is however highly regressive, in that both the rich and the poor 

have to pay the same tax on a commodity. Some progressivity, however, can 

be secured by imposing higher rates of tax on luxuries and lower rates on items 

of mass consumption. Sales taxes are imposed at differential rates by different 

state governments, and this causes distortion in prices. The Union Government 

should persuade the states to agree to uniformity in sales tax throughout the 

country. 

Sales tax however is an elastic source of revenue and its yield increases 

with enhanced economic activity and trade. Another advantage of sales tax is 

that it can reach commodities for taxation which are not covered by import or 

excise duties. Despite the cost of sales tax collection to State Governments being 

high, they are reluctant to give up this tax as it is their principal mainstay of 

revenue. 

The question of replacing inter- State sales tax by VAT has been analyzed 

by Amaresh Bagchi.9 He states 'Multiple cascading levies, numerous rates drawing 

hairsplitting distinction among commodities, exemptions of all kinds narrowing 

the base, "tax wars" among the States with bizarre results, cumbersome laws 

and procedures, thousands of cases pending before the courts - all these surely 

do not conjure up a comfortable picture of commodity taxation in the country; 

this cannot go on and the system calls for some radical reform'. 

289 



Suitably formulated, V A T is superior principally because it facilitates 

taxation of consumption of goods and services without interference with market 

forces; and it contributes to freeing exports from domestic trade taxes. It thus 

ensures neutrality, both internal and external. Thanks to its wide base and structure, 

V A T provides an instrument for buoyant and 'non - distortionary source' of 

revenue to governments. 

Bagchi concludes that 'there can be no real reform of the domestic trade 

taxes and progress towards a common market in India unless the States stop 

taxing inter - State trade. They should recognise the damage that it causes to 

their economy and the inter - jurisdictional inequity that results from it. No 

other country in the world practises this kind of suicidal taxation'. 

A comprehensive reform of indirect taxes in India would ideally incorporate 

V A T to replace not only Central excise, but also State sales taxes, and the 

municipal octroi, with revenue being shared by the three levels of government 

on an equitable basis. The Chelliah Committee is itself sceptical about introduction 

of a comprehensive V A T of this nature, and for the immediate future, it 

recommends a more complete central V A T at the manufacturers' level. The 

States are not likely to agree to relinquish sales tax or its administration, whether 

with V A T or a Central excise as substitute. The major deterrent is the 

apprehension of losing revenue and fiscal autonomy. 
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Table 9.1 

Average Composition of Tax Structures for Sample of Countries at Various Levels of Per Capita Income 

Per Capita Income Income Taxes on Taxes on Taxes on Total Excluding Payroll 
in Dollars Taxes Property International Production Payroll Taxes Taxes 

Trade and sales 

Under100 16.3 4.1 38.5 28.0 96.7 3.3 

100-200 19.6 2.0 33.4 33.8 96.3 3.7 

200-300 17.5 3.9 35.2 27.3 91.3 8.7 

300-400 22.3 5.9 27.9 30.6 81.8 18.2 

400-500 23.4 8.4 34.7 29.2 84.9 15.1 

500-900 24.7 7.5 13.5 8.5 85.3 14.7 

United States 48.2 9.4 0.1 14.3 75.9 24.1 

Source : R. A. Musgrave and P. B. Musgrave, Public Finance in Theory and Practice, 4th Edn., McGraw Hill Book 

Company, Singapore, p 795. 

Note : Figures for at USA are for Fiscal year 1979. 

Total 

100 

100 

100 

100 

100 

100 

100 
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