VAT
Justification of VAT
	The VAT not only provides full set-off for input tax as well as tax on previous purchases, but it also abolishes the burden of several other taxes, such as turnover tax, surcharge on sales tax, additional surcharge, special addition tax etc.
In addition central sales tax is also going to be phased out.

Bird  Eye View for VAT
1. Illustration 1
	Total of tax element in respect of sales voucher
	A

	Total of tax element in respect of purchase voucher
	B

	VAT Payable by dealer
	A Minus B



2. Illustration 2
	Particular
	Price Without VAT
	Gross VAT
	Net VAT payable by delaer

	Raw Material Supplied
P to X Ltd. (VAT Chrged by P @ 12.5%)
Q to X Ltd. (VAT Chrged by Q @ 4%)
	
1000
6000
	
125
240
	
125
240

	Manufactured goods Sold By
X Ltd. To Y ltd. (VAT Charged by X Ltd. From Y Ltd. @ 12.5%)
Less: VAT credit Availabale to X Ltd. (125 + 240)
	
10000
	
1250
365
	

885

	Goods sold by wholesaler
Y Ltd. To Z ltd. (VAT Charged by Y Ltd. From Z Ltd. @ 12.5%)
Less: VAT credit Availabale toY Ltd. (1250)
	
17000

	
2125
1250
	

875

	Goods sold by retailer
Z Ltd. To consumer. (VAT Charged byZ Ltd. From Cuns. @ 12.5%)
Less: VAT credit Availabale to Z Ltd. (2125)
	
22000

	
2750
2125
	

625


In the Above Case VAT Collection By Government is as followes
	Who will pay VAT to govt.
	Rs.

	P
	125

	Q
	240

	X Ltd.
	885

	Y Ltd.
	875

	Z
	625

	Total Vat Collected By Govt.
	2750



VAT is a tax on Value added
· The Method consists of levying a tax on value added to product at each satge of ts production & distribution. For this purpose value added is taken as the difference between the sales and purchase of intermediate product or goods for resale of a business.
· On the face of if the simplest way to levy a VAT is to tax the value assed in a business process embodied in the difference between q business’s sales and purchase


What is the need for introducing VAT
1. VAT is more equitable way of taxing as well as all dealers share the tax burden
2. VAT is more transparent as easy procedures exist under it and only two rates are there
3. Simpler – easy communication and easy compliance
4. Credit for input taxation leading to cost efficiency
5. Better compliance through self policing
6. Prevents cascading effect by providing inpur rebate
7. Avoids distortions in trade and economy due to uniform tax rates.
What are the benefits of VAT in brief?
1. Set-off will be given for input tax as well as tax paid on previous purchase
2. Other taxes, such as turnover tax, surcharge, additional surcharge etc. will be abolished
3. Overall tax burden will be rationalized
4. Prices will in general fall
5. There will be self-assessment by dealers
6. Transparency will increase
7. There will be higher revenue growth.
What are the merits of VAT
1. Eliminates multiple Tax
· Set off will be given for the input tax as well as tax paid on previous purchase
2. Simple
· It is based on simply on transaction and not on a base that required complicated definition like income or wealth
· VAT  has the merit of certainty and is required ease to understand
· In most countries, the pre-VAT commodity tax systems are found to be very complicated, in fact all those countries that have gone in for VAT had a genuine need for simplifying their tax systems.
3. Lowering of TAX burden
· VAT reduces tax burden and helps in reduce price
4. Fairness
· VAT is a move towards more efficiency, equal competition and fairness in the tax system
· VAT helps common people, trade, industry & also the government.
5. Tax Evasion will be reduced
· There is a self assessment and therefore better tax compliance being less chances of tax eveson
· It has the merit of ‘self-policing’ in that it induces business to demand invoice from the supplier to enable them to obtain credit for the tax paid on their purchase against their total tax liability.
6. Tax transparency
·  The buyer knows, out of the total consideration paid for purchase of material, what is tax component. Thus, the system ensures transparent also.
· This transparency enables the state govt. to know as to what is the exact amount of tax coming at each stage. Thus, it is a great aid to the govt. wheich takng decisions regard to rate of tax etc.
7. Higher Tax revenue
·  Higher revenue growth
8. Uniformity
· Greater uniformity in this system


9. Simpler System
· VAT system is comparatively simpler than the sales tax system of taxation as there would be no dispute regarding taxable stage of sale and classification of goods at a particular rate of tax and there would be minimum requirement of declaration form.
10. Neutral
· The greatest virtue of VAT lies in its neutrality that is, non-interference with the choices or decisions of economic agents in the matter of location of business, as well as business organization
· Under VAT, the allocation of resources is left to be decided by the free play of market forces and competition and not driven by tax consideration
11. Stable source of revenue
· In OECD countries t was found that every 1% point of VAT yields 0.4 percent of GDP in revenue.
Demerit of VAT in brief
To get maximum benefit of VAT should……
1. Extends through the production and distribution chain aright up to the retail stage.
2. Has its base as broad as possible
3. Permits registered firms to obtain full and immediate credit for VAT paid on inputs
4. Limits the extent of rate differential and,
5. Follows the destination principle.
Demerit in Indian context
1. It does not cover goods as well as service
· VAT extends to the retail stage, its base is nor comprehensive enough to compare all goods and services that go into final consumption
2. Exemptions
· Under continuous pressure from various quarters the number of commodities, which are now being exempted from VAT in various states.
3. Floor Rate
· There are supposed to applied uniformity in all states and so although they are describe as “floor rates, the states will have no discretion to go below as above the prescribed rates, country to what a floor rate ordinary implies.
· There is also an exempted category, which will bear no tax, but no rebate will be given for taxes paid on their purchase at the time of sale at a final consumer.
4. General rate of 12.5%
· Unduly its high rate
· A high rate became all the more necessary on revenue considerations because a large number of commodities and industrial inputs have been included in 4% categories.
5. Classification of capital goods
· Classification of goods under different lists is, in many instance arbitrary and leaves wide room for doubts and disputes as to whether a particular item comes within the lower rate category or not.
6. Another major flaw of the rate structure is the inclusion of capital goods and industrial inputs in the 4% list.
Input Tax
	It is the tax paid or payable in the course of business on purchase of any goods made from registered dealer on the state.
Output Tax
	Output tax means tax charged or chargeable under the act, by a registered office dealer for the sale of goods in the course of business

Input Tax Credit
	The input tax credit in relation to any period means setting off the amount of input tax by a registered dealer against the amount of its output tax.

Coverage of Set-off input tax credit
Input tax credit is generally given for the entire VAT paid within the state on purchase of taxable goods meant for resale/manufacture of taxable goods.
However, generally no credit is available in respect of purchases given below
1. Goods purchased from unregistered dealer
2.  Goods purchased form other states/countries
3. Purchase of goods used in manufacture of exempted goods
4. Purchase of capital goods (n some cases credit is avail in installments)
5. Purchase of goods used in fuel and power generation
6. Purchase of goods used in manufacture of goods to be dispatched outside any state as branch transfer/consignments.
7. Purchase of goods in cases where the dealer does not have invoices showing amounts of tax charged separately by the selling dealer.
8. Purchase of non-creditable goods
9. Purchase from a dealer who has opted for composition scheme
Carrying over of Tax credit
· If the tax credit exceeds the tax payable on sales in a tax period, it shall be carried over to the next tax period. F there is any excess unadjusted input tax credit at the end of the financial year; it shall be eligible for refund.
· VAT collected in a tax period is lower than input tax credit in respect of local purchases and inter-state purchases, only the balancing amount is carried forward to the next period and it will be adjusted in the next tax period on the same basis.
· However, unadjusted tax credit at the end of the financial year is generally refunded.
· Tax credit on capital goods may be adjusted over a maximum of 36 equal monthly installments.
· There is a negative list for capital goods not eligible for input tax credit.
Treatment of exports
· For all exports made out of the country, VAT paid within the state will be generally refunded in full within stipulated periods (generally it is 3 months).
· Units located in SEZ and EOU will be generally granted either exemption from payment of in put tax or refund of the input tax paid within the aforesaid period.
What are variants of VAT
1. Gross product variant
· This variant allows deductions for all purchases of raw materials and components but no deduction is allowed for capital inputs.
· In this way, capital goods such as plant and machinery are not deductible from the tax base in the year of purchase and depreciation on the plant and machinery in not deductible in the subsequent years.
· Capital goods carry a heavier tax burden as they are taxed twice.
· Modernization and upgrading of plant and machinery is delayed due to this dual tax treatment.

2. Income Variant
· Deduction are allowed for purchase of raw materials and components as well as depreciation on capital goods
· In practice there are many difficulties connected with specification of any method measuring depreciation, which basically depend on the life of assets as well as on the rate of inflation
3. Consumption variant
· Under this variant, deduction is allowed for purchase for all business purchases including capital assets.
· In other words, the economic base of the tax is equivalent to total private consumption.
· It does not distinguish between capital and current expenditure.
Different modes of computation of VAT
There are three methods for computation of VAT

1. Addition method
· This method is based on the identification of value added, which can be estimated by summation of all the elements of value added.
· This method is also known as the income approach.
· This method is that is does not require matching of invoices in order to check tax evasion
2. Subtraction method
· The subtraction method estimates value-added by means of difference between outputs and inputs
· This is also known as the product approach
· Subtraction method has further variants in the way subtraction is attempted among
i. Direct subtraction method is equivalent to a business transfer tax whereby tax is levied on the defference between the aggregate tax exclusive value of sales and aggregate tax exclusive value of purchase.
ii. Intermediate subtraction method is based on deduction of the aggregate tax-inclusive value of purchase from the aggregate tax-inclusive value of sales and the taking dfference between them
iii. Indirect subtraction method
3. Tax-credit method
· The tax credit method, the tax on inputs is deducted from the tax on sales to arrive at the VAT payable by the dealer.
· This method is also known as the invoice method
Comparative analysis of three methods by illustration
	Methods
	Manufacturer
Rs.
	Wholesaler
Rs.
	Retailer
Rs.
	Total Economy

	Addition Method
a. Wages
b. Rent
c. Interest
d. Profit
e. Value added (a+b+c+d)
f. VAT (12.5 % of e)
	
150
50
25
25
250
31.25
	
300
100
75
25
500
62.50
	
200
20
20
10
250
31.25

	
650
170
120
60
1000
125

	Subtraction method
a. Sales
b. Purchases
c. Value added (a-b)
d. VAT (12.5 % of c)
	
350
100
250
31.25
	
850
350
500
62.50
	
1100
850
250
31.25
	
2300
1300
1000
125

	Invoice method
a. Sales
b. Tax on Sales
c. Purchases
d. Tax on Purchase
e. VAT (b-a)
	

350
43.75
100
12.5
31.25
	

850
106.25
350
43.75
62.50
	

1100
137.5
850
106.25
31.25
	

2300
287.5
1300
162.50
125



What are administrative procdures which are generally adopted by different cities
1. Compulsory issue of tax invoice, cash memo or bill
· Serially numbered tax invoice with prescribed particulars
· Tax invoice will be signed & dated by the dealer or his employer with required particular
· The dealer keeps a duplicate of such tax invoice duly signed and dated
· Failure to comply with the above will attract penalty
2. Registration, Small dealers & Composition Scheme
· Registration of small dealer with gross annual turnover above a specified limit (Say RS. 5 Lakh) is compulsory
· All dealer under the old system of locals sales tax have been automatically registered
· A new dealer is generally allowed 30 days time from the date of liability.
· Small dealers with gross annual turnover not exceeding a specified amount, who are otherwise liable to pay VAT, shall however have the option for a composition scheme with payment of a tax at a small percentage of gross turnover.
· The dealers who obtain composition scheme will not be entitled to input tax credit.
3. Taxpayer’s identification No.
· It consists of a 11 digit numerous throughout the country
· First 2 character will be represented the state code by the govt. of India
· Next 9 characters be different in different states.
4. Return
· Files monthly/quarterly as specified in the state acts with payment Challan
· Every return furnished by dealer will be scrutinized and if any technical mistakes are detected, the dealer will be required to pay the deficit appropriately.
5. Procedures to self assessment of VAT liability
· VAT liability will be self-assessed by the dealer themselves
· Voluntary return will be submitted after setting off the tax credit.
6. Audit
· Correctness of self assessment will be checked through a system of departmental audit.
· However evolution detected on audit, they concerned dealer may be taken up for audit for previous period also.
· The audit team will conduct its work as a time bound manner and audit will be completed within a stipulated period.
· The audit report will be transparently sent to the dealer also
· Simultaneously, a cross checking computerized system is being worked out on the basis of co-ordination between central excise & income tax authority.
· This cross-checking system will help to reduce tax evasion and also lead to significantly growth of tax revenue


7. Declaration form
· There will be no need for any provision for concessional sale under the VAT act, since the provision for setoff makes the input zero rated, hence there will be no need for declaration
8. Other taxes
· Other taxes like turnover, surcharge and additional surcharge have been abolished.
9. Penal provision
· Penal provisions under the VAT are not more significant than in the sales tax system.
10. Coverage of goods under VAT
· All the goods, including declared goods will be covered under VAT and will get the benefit of input tax credit.
· Generally exempted category includes liquor, lottery ticket, petrol, diesel, aviation fuel and other motor spirit since there price are not fully market determined.
11. VAT rate and classification of commodities
· Only two rate is exist one is 4% and other is 12.5%
· Exempted categories generally include natural and unprocessed products in unorganized sector, items which are legally barred from taxation and items which have social implications.
· Included in this exempted category is set of commodities flexibly chosen by individual states? 
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