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Disclaimer:

Every effort has been made to prepare best and summarized notes. Still if you want to give feedback or find some errors, then please bring them to my notice through e-mail.

Mail id: hereforeducation@rediffmail.com
BRIEF HISTORY OF INDIAN VAT SYSTEM
Points:

· Value Added Tax was first introduced in France in 1954.
· France became the first European country to implement VAT.
· Development of VAT in other countries 
· The VAT in other countries has been gradually developing.
· Most of the countries were not adopted VAT till sixties. The VAT has come to occupy an important place in the fiscal storage over the years nearly all industrialized countries and large number of Latin American, Asian. 
· This has brought many countries to adopt VAT as their major form of consumption tax. Thus, the augmentation of interest in VAT has been the most remarkable event in the evolution of commodity taxes in the present century. 
· Over 120 countries worldwide have introduced VAT over the past three decades and India is amongst the last few to introduce it.
· In India, whatever we called as VAT is not a PURE VAT SYSTEM.

· In Foreign countries there is no such called Excise Duty or service Tax. Trader or manufactures do not collect any such type of Tax.

· There exists only payment of TAX is VAT ONLY i.e. PURE VAT SYSTEM OF TAXATION.

· In 1982, Indian cabinet ministers visited foreign countries to analyze the Tax structure and after analyzing, they (Govt.) decided to Introduce VAT system of TAXATION on sale of Goods.
· But Government immediately fails because here federal Structure of Taxation is followed. 
FEDERAL STRUCTURE OF TAXATION

[image: image3]
·   Government fails because Manufacturer or Service Provider pays tax to central government and trader pays tax to State govt. Both the govts. are not ready to set off amongst each other.

· Later on, In 1986 Central Govt. decided to provide Credit to manufacturer i.e. if manufacturer pays excise duty, then he will be allowed to take credit of duty paid by him.

· In 1991, the Finance Minister of that time i.e. Mr. Manmohan Singh analysed that State level VAT should be introduced.

· Thereafter a committee of State Finance Ministers is formed and it is decided to introduce STATE LEVEL VAT IN INDIA.
· After that government changed the nomenclature of MODVAT into CENVAT [Central value Added Tax] where Central Government is allowed to set off Excise Duty and service Tax amongst each other.

· Finally in the year 2005, State government decided that Dealers in various states will charge VAT as Tax and can claim VAT CREDIT paid on Input Purchases.

· Present Situation: At present manufacturer and service provider pays Excise duty and service tax and claim CENVAT CREDIT.  And dealer pays VAT and claim VAT Credit.

SALES TAX SYSTEM
Points:

· In India, When there was a Sales Tax System, The TAX on SALE was levied in the following manner:
	Particulars
	A   (`)
	B   (`)
	C   (`)

	Purchase Price

Add: PROFIT

Add: SALES TAX @ say 10%

Selling Price
	100
10

110

  11
121
	121
09

130

  13
143
	143
07

150

  15
165


Observations:

*11---:

      10% of 110

**13---:

   or 10% of 130


or 10% of (121+09)

or 10% of (110+11+09)
Here we are          Here we are    Tax on Value.
charging tax        charging Tax     added at this stage

once again on          on Tax

121 i.e. Double 
Taxation
***15----:

                10% of 150

           or 10% of (143+07)
           or 10% on (130+13+07)
           or 10% on (121+09+13+07)
           or 10% of (110+11+09+13+07)

                      Again same thing is repeating here.
Observation Note:
·  In the above illustration, it is observed that the same goods suffer sales tax at every stage i.e. sales tax is being charge on the selling price of the goods at many times.

· This is Known as CASCADING EFFECT OF TAXATION.
· Under this sales tax System, the Price of the goods tends to be very high. As a result of this, Competitive ability of industry is significantly reduced.

· So to eliminate this Cascading Effect, this system (SALES TAX SYSTEM) is shifted to VAT (VALUE ADDED TAX)

VAT SYSTEM (VALUE ADDED TAX)
	Particulars
	A   (`)
	B   (`)
	C   (`)

	Purchase Price

Add: PROFIT

Add: VAT @ say 10%

Selling Price

VAT PAYABLE: Computation:-

TAX collected on SALES

Less: Tax paid on PURCHASES

NET VAT PAYABLE:
	100.00

10.00

110.00

  11.00
121.00

11.00

-

11.00
	110.00

  09.00

119.00

  11.90
130.90

11.90

11.00

00.90
	119.00

07.00

126.00

  12.60
138.60

12.60

11.90

00.70


Self Notes:

· Tax Collected or Charged on SALES is called as OUTPUT VAT/TAX.
· Tax Paid on PURCHASES is known as INPUT VAT/TAX.
· Availing or Claiming this Input VAT as set off against Output VAT is Known as INPUT TAX/VAT CREDIT.
· The difference between Output Tax and the Input Tax is the NET VAT Payable.

Observation Note:

· In the above illustration, it is observed that under VAT Scenario, every subsequent dealer gets credit of the Tax paid by him on purchases. As a result of this, the selling price has considerably reduced from ` 165 to ` 138.60.

·  As a result of this, CASCADING EFFECT OF TAXATION which was prevailing under Sales tax system is now eliminated under VAT SYSTEM. This will increase the Competitive ability of Indian Industry
Special POINTS/TERMS:

· What is VALUE ADDITION?

  Ans:  Value Addition comprises of Labour, Overhead, Depreciation and other expenses and PROFIT of course. 
VAT SYSTEM prevailing in other countries:
· As previously discussed, there is no Sales Tax, Service Tax, and Excise Duty in other countries.
· Hence all are charging VAT and claims credit of VAT paid by the manufacturer trader or service provider on their purchases.
VARIANTS OF VAT in these countries:

· Variants mean items on which VAT credit is available.
· VAT has three VARIANTS namely:

VARIANTS OF VAT

GROSS PRODUCT VARIANT      INCOME VARIANT           CONSUMPTION VARIANT
GROSS PRODUCT VARIANT (GP VARIANT):

RULE:

· Under GP Variant, VAT credit is allowed only in respect of taxes on RAW MATERIALS (INPUTS). But no deduction is allowed for taxes on CAPITAL GOODS.

· Under GP Variant, Taxes on capital goods such as plant and Machinery are not deductible from the Tax base (i.e. OUTPUT VAT) i.e. no credit will be available for tax paid on purchase of Capital Goods.

[# Deduction means taking or availing credit of tax paid on Input]

Limitations:

· CAPITAL GOODS ARE TAXED TWICE:
1. This would actually mean that when Capital Goods are purchased, then they are subjected to VAT. However the VAT paid is subsequently not deductible.
2. In other words, we can also say Capital Goods carry heavier Tax burden as they are taxed twice i.e. firstly at the time of purchase and 2ndly at the time of sale of goods produced USING those capital goods.
· Modernization and Upgrading of PLANT AND MACHINERY is Delayed  due to this double Tax treatment:
1. This is because suppose an enterprise Purchased a STEEL PLANT of ` 400 Cr and Paid VAT @ 16%. In that case:
Purchase Cost    400 cr

VAT                    64 cr

 TOTAL            464 cr


· For 64 cr: Credit is not available but total investment of 464 cr is required to set up a plant.

· That is why Companies hesitate to invest in Plant and machinery.

· Since Capital goods become costlier, their replacement gets delayed.
SUMMARY/Observation:

*Under this variant, the manufacturers are at considerable disadvantage because they shall not get the credit of VAT paid by them on Purchase of Plant & machinery.

** The traders are at advantage because they otherwise also do not have any investment in Plant & Machinery. So they get full credit of VAT paid by them on purchase of goods (Raw Materials/Inputs)

INCOME VARIANT:

RULE:

· Under this Variant of VAT, entire or full credit is available in respect of Raw materials (inputs) but credit in respect of Capital Goods is allowed only in proportion to DEPRECIATION.

· In other words, we can say that the income Variant of VAT allows for deduction on purchase of raw materials as well as Depreciation on Capital Goods.

Self Note:

a) Since full credit on raw materials is allowed, therefore it is obvious that it is totally allowed in the YEAR of PURCHASE.

b) Since credit on Capital goods is allowed on Proportionate basis (i.e. in the ratio of depreciation) therefore it is allowed in every SUBSEQUENT YEARS i.e. over the life of Capital asset.
c)  In India except Maharastra follows this INCOME Variant. Maharastra follows Consumption variant.

Limitations:

· CONSIDERABLE LEGAL DISPUTE:
1. This Variant provides incentives to assessee to claim his purchases as CURRENT PURHASES [i.e. treating Revenue nature expenditure on Inputs] in order to reduce his tax liability as full credit is available in respect of inputs in the year of purchase [i.e. in same year].
But on the other hand department of tax will treat purchases as CAPITAL Goods and claim credit in proportion to depreciation on capital goods over the period of the life of the asset [i.e. in subsequent years].

For example:
Suppose assessee purchased Spares parts of Machinery. Problem Is this capital or revenue expenditure?

Contensions:

Assessee- may contend this purchase as current expenditure (i.e. Revenue) and hence claim full credit in the year of purchase.

Department-may contends this purchase as capital goods (i.e. expenditure of capital nature) and hence credit will not be available in full. As a result of this, there are considerable legal disputes and lot of time and money is wasted in it.
· Difficulties in fixing the rates of depreciation and estimating the life of Machinery:
1. Under this Variant the assessee will always try to claim lesser life of capital asset as because if life is lower, more credit will be available since credit is allowed over the life of asset.

2. So there always difficulties connected with the specification of any method of measuring depreciation, which basically depends on the life of the asset as well as on the rate of inflation.
CONSUMPTION VARIANT:

RULE:

· Under consumption Variant credit is allowed in respect of both Inputs (raw materials) and capital goods in the SAME YEAR.
Points to be noted:

1.  We can say that in this system Gross Investment is deductible in calculating value added since all business purchases including capital assets are allowed for deduction.

[# Gross Investment is the sum total of VAT paid on raw material PLUS (+) VAT paid on capital goods.

The word ‘gross’ meant to refer only the tax element on total purchases and not the total investment of Purchases [i.e. not the purchase cost including total VAT]

2. Since deduction is allowed is allowed in respect of all business purchases whether capital or Current/ revenue expenditure, this variant neither distinguishes between capital and revenue transactions nor specifies the life of asset or depreciation allowances for different assets.
MERITS:

The consumption variant is widely used variant among the three variants of VAT. Several countries of EUROPE and other continents have adopted this variant, The reason for preference of this variant are:
· Consumption variant is Neutral:
a) with regard to Choice of Business organization:

· Under this variant whether a dealer or trader opt for trading business or manufacturing business, it does not affect the decision (i.e. neutral) regarding Investment in that business as because he (assessee) would get entire credit set off for VAT on both Inputs and Capital goods.

   b) as well as with regard to Production Technique:
        To explain this point, first I need to discuss about what is technique of Production?

· Technique or method or Production means how a manufacturer produces their Final goods i.e. by applying (or using):

i. Either Labour; 

ii. or through Capital assets (or goods) like Plant & Machinery.
· If the organization uses:

i.   Labour as their technique of production, it means concern is a LABOUR INTENSIVE ORGANISATION.
ii.  Capital goods as their factor of production, it means concern is a CAPITAL INTENSIVE ORGANISATION

· Under this variant, whether the assessee is opt for Capital intensive or Labour Intensive method of production, it does not affect (i.e. neutral) regarding investment to make the organization as capital or labour intensive. This is because full credit is available for VAT paid on capital goods.
· Since credit is available in both the goods, capital goods becomes cheaper.

· Hence the system of Consumption Variant equally favours the capital Intensive or labour intensive industry.

· The Consumption variant is convenient from the point of view of administrative expediency as it simplifies the tax administration by obviating (eliminating) the needs to distinguish between purchase of intermediate goods and capital goods on the one hand and Consumption goods on the other hand. 
                                                                   [Exact words taken from ICAI MAT]
SUMMARY taking all three VARIANTS OF VAT:
· GP Variant will favour labour Intensive as because Cost or Investment in Machinery (i.e. Capital goods) is high as no credit is available on Capital assets under this variant.

· While on the other hand, since the capital goods are cheaper because of availability of full credit on capital goods, consumption Variant will favour Capital Intensive rather both as this variant is neutral (i.e. does not affect the decision)
· A Flow chart showing all the three variants of VAT are given below:
Different variants of VAT









One Important question in this regard:
· Explain each of the Variants of VAT [4-5 marks]

The Gross Product Variant: This variant allows deductions for VAT paid on all purchases of raw materials and components from the output VAT. But no deduction of VAT is allowed on purchase of capital goods. That is, taxes on capital goods such as plant and machinery are not deductible from the tax base in the year of purchase and tax on the depreciated part of the plant and machinery is not deductible in the subsequent years.

The Income Variant: This Variant of VAT allows for deductions for VAT paid on purchases of raw materials and components as well as VAT paid on the capital goods in the ratio of life of capital goods from the output VAT. In practice, however, there are many difficulties connected with this method since life of an asset as well as on the rate of inflation can not be calculated with accuracy.

Consumption Variant: This variant of VAT allows for full deduction for VAT paid on purchases of raw materials and components as well as VAT paid on the capital assets. This method does not distinguishes between capital and current expenditure. 

Among the three variants consumption variant is most widely used in the different parts of the world but we follow Income variant in India.
· NOW how these three VARIANTS works are dealt below with a suitable example/illustration:
MASTER PROBLEM:
Suppose Mr. X purchases raw materials for ` 10 lac + 10% of VAT. He also purchases machinery worth ` 40 lac + 10% of VAT. He also sells goods for ` 85 lac + 10% VAT.

The rate of Depreciation capital goods is:
Case a) @ 10% if WDV method is followed

Case b) If SLM method is followed when Life of Cap asset is 10 yrs.

Compute the VAT payable under different VARIANTS of VAT i.e. GP, Income and Consumption variant.

SOLUTION under both cases:
	Case a) WHEN WDV METHOD IS FOLLOWED @ 10% on Capital asset

	
	Gross Product Variant (`)
	Income Variant (`)
	Consumption Variant (`)

	VAT on SALES (OUTPUT VAT)

 10% of 85 Lacs 

Less: VAT on PURCHASES (INPUT VAT CREDIT)

· 10% on 10 Lac on Raw Material
· On Capital goods
	850000

(100000)

No credit is allowed


	850000

(100000)

(40000)

[10% on (40 Lac x 10%)]


	850000

(100000)

(400000)

[Full credit]


	NET VAT PAYABLE
	750000
	710000
	350000


	Case a) WHEN SLM METHOD IS FOLLOWED [LIFE of Capital asset is 10yrs]

	
	Gross Product Variant (`)
	Income Variant (`)
	Consumption Variant (`)

	VAT on SALES (OUTPUT VAT)

 10% of 85 Lacs 

Less: VAT on PURCHASES (INPUT VAT CREDIT)

· 10% on 10 Lac on Raw Material
· On Capital goods
	850000

(100000)

No credit is allowed


	850000

(100000)

(40000)

VAT [400000]


Life of asset [10]
	850000

(100000)

(400000)

[Full credit]



	NET VAT PAYABLE
	750000
	710000
	350000


How will VAT CREDIT be allowed?

OR

What are the Methods of charging VAT
·  There are several methods to Calculate the ‘Value added’ to the goods for levy of TAX. The commonly used methods are:

METHODS TO CALCULATE VAT

Addition method                              Invoice method                  Subtraction Method
ADDITION METHOD:

Computation:

Step 1 
Aggregate all the factor payments including profit to arrive at the total value addition.

Step 2 
Apply the Rate on step 1 to calculate TAX/VAT.
Format of computation:

See illustration discussed below
ILLUSTRATION:

	

	A (`)
	B (`)

	Purchase Price (Inclusive of VAT)

Add: Value Additions:

           Labour

           Overheads

           Depreciation

           PROFITS

VALUE ADDITIONS
	110


20

30

20

80
	275

30

10

10

50

	
	150
	100

	VAT COMPUTATION :FORMAT
	
15


275

[110+150+15]
	10

385

[275+100+10]

	NET VAT PAYABLE @ 10% on VALUE ADDTIONS
Selling Price [Purchase Price + Value addition + VAT]
	
	


Observations Note:
· We can notice from above example that Purchase Price for dealer B is inclusive of VAT, so tax invoice records is not easily available.

· The Drawback of this method does not facilitate matching of Invoices for detecting evasion.

· Also this method does not easily accommodate exemptions of intermediate dealers. 
· Suitability: This method is manly used with the income VARIANT of VAT.
INVOICE METHOD:
This method is also known as ‘TAX CREDIT METHOD’ or ‘VOUCHER METHOD’
Computation:

Step 1 
Compute the TAX to be imposed at each stage of Sales on the entire sales value.

Step 2 
Set off the TAX/VAT paid at the earlier stage (i.e. at the stage of Purchases is set off).

Step 3 
The differential TAX is paid [i.e. OUTPUT VAT minus INPUT VAT]

Format of computation:

See illustration discussed below

ILLUSTRATION:

	

	A (`)
	B (`)

	Purchase Price (Excluding VAT of  ` 10)

Add: Value Additions:

           Labour

           Overheads

           Depreciation

           PROFITS

Add: VAT @ 10% 

Selling Price


VAT COMPUTATION :FORMAT

OUTPUT VAT

Less: INPUT VAT

NET VAT PAYABLE 
	100

20

30

20

80
250

 25
275

25

10


15
	250

30

10

10

50

350

 35

385

35

25

10


Observations Note:

· From the above, we can see that at each stage/level, tax is charged separately. So tax credit cannot be claimed until and unless the purchase Invoice or Voucher is produced. That is why this method is also called ‘Voucher Method’.

· So this method is considered to be the most popular or widely used method for computing tax liability under VAT system.
· The possibility of tax evasion is reduced to minimum because credit can be claimed only when purchase invoice is produced.

· If at any stage even the transaction is kept out of books [i.e. not recorded], there is no loss of revenue to the government. The department will be in a position to recover the full tax at the next stage.
For example:

Suppose in our Illustration, Dealer A has not recorded the transaction in his book but Dealer B has paid the Input VAT of ` 25, so govt. can easily identify the net tax payable to the department.

Even A tries to do not disclose the VAT of Output VAT of ` 25, dept. will be in a position to collect full VAT payable to them i.e. TATAL VAT = of ` 15 + 10 =    ` 25.

So in a chain if a dealer doest not record any transaction and does not pay VAT collected on sales, govt. can easily identify the amount of Tax to be collected as production of Invoice is mandatory or compulsory in this method.

· However proper measures should be implemented to prevent the production of fake invoice to claim the credit of tax at an earlier stage.

· Suitability: Under Central excise LAW, Tax Credit Method is followed. 
SUBTRACTION METHOD:
Computation:

Step 1 
Compute the value added.

                  [Value added can be computed in 2 ways/methods]

Step 2 
Apply the Rate of TAX based on method selected in step 1.

Notes:

Under Subtraction Method, value added is nothing but the difference between SALES and PURCHASES.

These Sales and Purchases may be taken in two ways:

· Both are taken at Inclusive of VAT

· Both are taken at Exclusive of VAT

Subtraction Method



Indirect or Intermediate method                                    Direct Subtraction Method                             
Both sales and Purchases                                                        Both sales and Purchase figures are inclusive of VAT                                             figures are exclusive of VAT
Format of computation:

See illustration discussed below

ILLUSTRATION:

Intermediate Subtraction method
	

	A (`)
	B (`)

	Selling Price (inclusive of VAT)

Less: Purchase Price (inclusive of VAT)


VALUE ADDITIONS

VAT COMPUTATION :FORMAT

Since Value addition indicates 110% and we are required to find the amount equivalent to 10%, so the Back calculation will be:

FOR DEALER A:                 FOR DEALER B:

165 x 10                                    110 x 10  

     110                                            110
NET VAT PAYABLE 
	275

110

165

15
	385

275

110

10


Observations Note:

· We have solved our example using Indirect method (taking both figures inclusive of VAT). If it would have been solved by using Direct method (taking both figures are excluding VAT), then we do direct calculation in the following manner:

For A:

Selling Price minus Purchase price = 250-100=150, VAT will be 150 x 10 % = `15                
For B:

Selling Price minus Purchase price = 350-250=100, VAT will be 100 x 10% = `10                                                                 

· Since Purchase Price is deducted from selling price and tax is paid on the net amount only i.e. Value added. Thus when the tax is paid on the net amount, dealer’s margin is disclosed.
· So this method is being objected on the ground that under this method tax is levied on Income (MARGIN). The value addition at each stage may not be only due to profit but may be partly due to freight/transportation and other services. The incidence of tax is on the sale of goods. However mode of calculation of taxable turnover is value added. Therefore, the method cannot be said to be imposing tax on Income/Profit.
· Suitability:

This method is normally applied where tax is not charged separately. 

SUMMARY taking all three METHODS:

· Under TAX CREDIT Method and also Subtraction Method every subsequent dealer will have to produce invoice of his supplier. Accordingly there is a system of cross checking and the govt. will be able to verify whether the other person has paid the tax or not. This will prevent tax evasion.

· However under Addition method, there is no requirement to produce the invoice of the supplier. There is no cross checking and therefore tax evasion cannot be prevented.
· A Flow chart showing all the three Methods of VAT are given below:
                                             Different Methods of VAT













One Important question in this regard:
· Explain each of the Variants of VAT [4-5 marks]
There are several methods to calculate the ‘value added’ to the goods for levy of tax. The three commonly used methods are:

(a) Addition method,

(b) Invoice method and

(c) Subtraction method.

The subtraction method can be further divided into:

(a) Direct subtraction method

(b) Intermediate subtraction method

(a) Addition Method:

This method aggregates all the factor payments including profits to arrive at the total value addition on which the rate is applied to calculate the tax. This type of calculation is mainly used with income variant of VAT. Addition method does not easily accommodate exemptions of intermediate dealers. A drawback of this method is that it does not facilitate matching of invoices for detecting evasion.

(b) Invoice Method: 
This is the most common and popular method for computing the tax liability under 'VAT' system. Under this method, tax is imposed at each stage of sales on the entire sale value and the tax paid at the earlier stage is allowed as setoff. In other words, out of tax so calculated, tax paid at the earlier stage i.e., at the stage of purchases is set-off, and at every stage the differential tax is being paid. The most important aspect of this method is that at each stage, tax is to be charged separately in the invoice. This method is very popular in western countries. In India also, under Central Excise Law this method is followed. This method is also called the 'Tax Credit Method' or 'Voucher Method'.

(c) Subtraction method 

While the above-stated invoice or tax-credit method is the most common method of VAT, another method to determine the liability of a taxable person is the cost subtraction method, which is also a simple method. Under this method, the tax is charged only on the value added at each stage of the sale of goods. Since, the total value of goods sold is not taken into account, the question of grant of claim for set-off or tax credit does not arise. This method is normally applied where the tax is not charged separately. Under this method for imposing tax, 'value added' is simply taken as the difference between sales and purchases.
OBSERVATION:
a) We can see in our all the three illustrations of VAT computations (under different methods) that the result of VAT payable is same i.e. for A ` 15 and For B ` 25. This is because VAT rate is same in all the tree examples.

b) If we take different rate of VAT, then answer will differ.

Different rates of VAT:
Suppose the rate of VAT for A is 4% and For B is 10%. Recomputed VAT under Tax Credit Method and Subtraction Method.

Solution: under TAX CREDIT METHOD:
	
	A (`)
	
	B (`)

	Purchase Price (excluding VAT of ` 4)

Value Addition:

Add: VAT @ 4%

Selling Price

OUPUT VAT

Less: Input VAT

VAT PAYABLE
	100

150

250

10

260

10

(04)

06
	Purchase Price (excluding VAT of ` 10)

Value Addition:

Add: VAT @ 10%

Selling Price

OUPUT VAT

Less: Input VAT

VAT PAYABLE
	250

100

350

35

385

35

(10)

25


Solution: under SUBTRACTION METHOD (DIRECT METHOD):
	
	A (`)
	
	B (`)

	Selling Price (excluding VAT)

Less: Purchase Price (excluding VAT)

Value Addition

VAT PAYABLE

[150 x 4%]
	250

100

150


06
	Selling Price(excluding VAT)

Less: Purchase Price (excluding VAT)

Value Addition:

VAT PAYABLE

[100 x 10%]
	350

250

100


10


Reason for difference in the VAT liability of the B under two methods:
· Under Tax Credit method, B charges Output VAT of 10% on the entire ` 350 but he subsequently gets credit only 4% on ` 250. As a result of this, he is required to Pay more VAT under Tax Credit Method than Subtraction Method.

· In other words, when VAT on OUTPUT SOLD and VAT on INPUT PURCHASES differ, then the total amount of VAT will vary.
NOTE:

3) So the total amount of VAT varies under various methods due to differences in rates of VAT on Inputs and Outputs.

4.) When VAT rate on Input and Output varies and we are asked to calculate VAT payable under Subtraction method, then it is advisable to adopt Indirect Subtraction method (i.e. taking inclusive figures) instead of Direct Method.

PROBLEM ON DIFFERENT RATE:
Inputs used for the production of Output ‘M’ are ‘X’ and ‘Y’ respectively. The following are the details of inputs ----

Input                                     VAT Rate                     Invoice Price (inclusive of Vat)
Product X                                 12.5%                                      45000

Product Y                                   4%                                         26000

The following are the details of Sales and the rate of VAT applicable for Output ‘M’ is 12.5%:-

Description         A to B         B to C          C to D            D to E       E to Consumer
Invoice Price       `.76500      `.112500      `.180000      `. 225000     `.270000

From the above details, Calculate the VAT collected at each stage and the VAT finally remitted using the two different methods i.e. (a) Invoice method; and (b) Subtraction method.

Solution:
UNDER INVOICE METHOD:

Discussion: 

The Invoice prices given are equivalent to 112.5%. so to calculate Output VAT, we need to use back calculation i.e. Invoice price x 12.5% / 112.5.
	Particulars
	A
	B
	C
	D
	E

	OUTPUT VAT: (see Discussion)

Less: INPUT VAT 
	8500

(6000)

(W N)
	12500

(8500)
	20000

(12500)
	25000

(20000)
	30000

(25000)

	NET VAT PAYABLE
	2500
	4000
	7500
	5000
	5000

	Total VAT PAYABLE 2500 + 4000 + 7500 + 5000 + 5000 = 30000


Working Note:

Computation of Input VAT for A:                                      `
Product X 45000 x 12.5 / 112.5                                        5000

Product Y 26000 x 4 / 104                                                1000

                                                                                          6000

UNDER SUBTRACTION METHOD (INDIRECT):

	Particulars
	A.
	B
	C
	D
	E

	Sale Price

(inclusive of VAT)

Purchase Price

(Inclusive of VAT)
	76500

71000
	112500

76500
	180000

112500
	225000
180000
	270000

225000

	Value added

(Inclusive of VAT)
	610
	36000
	67500
	45000
	45000

	VAT *

(on value added)
Value added

        x 

  12 / 112.5
On Inputs By A (W. N)
	610

6000
	4000

----
	7500
----
	5000

----
	5000

-----

	NET VAT PAYABLE
	6610
	4000
	7500
	5000
	5000

	Total VAT PAYABLE 6610 + 4000 + 7500 + 5000 + 5000 = 28110


Working Note:

1. Invoice Value of Inputs:              `                             

Product X                   45000 

Product Y                   26000          71000
2. Computation of Input VAT for A:                   `
Product X 45000 x 12.5 / 112.5                              5000

Product Y 26000 x 4 / 104                                      1000

                                                                                 6000


Self Note:
In the above problem, total collections under Invoice Method (i.e. ` 30000) and Subtraction Method (i.e. ` 28110) differs due differences in rates of VAT on Inputs and Outputs.
MERITS AND DEMERITS OF VAT:
· MERITS:

Disclaimer:
· Whatever Merits given or written in ICAT’S MAT is written in the context of ORIGINAL VAT [i.e. PURE SYSTEM OF VAT] which are followed in WESTERN COUNTRIES.
· So we have to learn Merits (given in MAT) by keeping above disclaimer in mind, so that we can easily understand.
· MERITS of VALUE ADDED TAX ( VAT):

1. NO TAX EVASION:
· It is said that VAT is a logical beauty.

· Under VAT, credit of duty paid is allowed against the liability on the final product manufactured or sold.

· Thereafter unless proper records are kept in respect of various inputs, it is not possible to claim credit.

· Hence suppression of purchases or production will be difficult because it will lead to loss of revenue.

· A perfect system of VAT will be a perfect chain where tax evasion is difficult.

2. NEUTRALITY:
· Since the system has anti-cascading effect (i.e. credit is available) it is neutral with regard to choice of production techniques as well as business organization.
· All other things remaining same, the issue of tax liability does not vary the decision about the source of purchase.
· VAT facilitates precise identification and rebate of the tax on purchases and thus ensures that there is no Cascading effect of tax. In short, the allocation of resources left to be decided by the free play of market forces and competition.
Explanations to 2nd arrow:

· How VAT is neutral with regard to choice of Business organization as well as choice of technique of production is already discussed in topic CONSUMPTION VARIANT.

· And CONSUMPTION VARIANT is widely followed in western countries and we know western countries follow PURE VAT system.
Explanations to 3rd arrow:
How issue of tax liability varies the decision about source of purchase is dealt below:

· This can be understood with the help of a example:

For ex: An assessee wants to purchase a Projector. He can have this; I mean purchase this projector either from TRADER or directly from MANUFACTURER [i.e. he has 2 sources of purchase is available for buying projector]
Trader’s selling Price is `100000 and Manufacturer’s selling price is `110000.
In such case:
Assessee will take his decision to purchase from manufacturer even the manufacturer’s selling price id higher than trader.

This is because if he (assessee) purchase from manufacturer, he has to pay excise duty. Therefore he can avail CENVAT CREDIT of excise duty on purchases.

 [# CENVAT CREDIT means the availing credit of tax paid on purchases or services received by him on Input purchases or services against excise duty and service tax collected on final products or service tax #].
But on the other hand, if assessee decides to purchase it from trader, then he has to pay VAT and VAT paid on purchases cannot be allowed to set off against service tax collected on output service.

So this is how issue of tax liability varies the decision about source of purchase [i.e. whether to buy from trader or manufacturer].

This problem of taking purchase decision prevails only in INDIAN VAT SYSTEM regarding issue of tax liability.

I mean to say that the above problem is only lies in INDIA where assessee is always tries or wants to buy from manufacturer in order to take the greater advantage.

BUT, BUT. And BUT as mentioned in the real text, the issues of tax liability DOES NOT vary the decision about the source of purchase in the ORIGINAL/ PURE VAT SYSTEM.

This is because the PURE VAT SYSTEM is totally neutral regarding advantages or disadvantages to each type of assessee as there everyone pays the only tax i.e. VAT.
Self NOTE:

1. When we talk about trader concept of VAT credit is used.

2. When we talk about Manufacturer, concept of CENVAT Credit is used.

3. CERTAINTY:
· The VAT is a system based simply on transaction. Thus there is no need to go through complicated definitions like Sales, Sales Price, Turnover of Purchases, turnover of Sales, etc.
· The tax is also broad based and applicable to all sales in business (i.e. all types of business for ex-service, sales) leaving little room for different interpretations.
· Thus, this system brings certainty to a great extent.
Explanations to above points:

· Foe example, in all state VAT act, there is given many definitions of sales but not in PURE VAT.

· Certainty can also be understood with the help of a following example:

For ex: Suppose an assessee has given a contract for Construction of Building. Contractor applies his labour (i.e. services) and constructs building according to the job advised. Now the problem arises is:

Whether this contract is SALE or SERVICE i.e. the assessee is liable to pay Sales Tax or service Tax?
It may be said that it is more services than Sale or both. We know India follows Federal structure of taxation (see the introduction page of this notes at the beginning).

State government will demand Sales tax by treating the contract as Contract for SALE.
Central Government will ask for service Tax by treating the contract as Contract of SERVICE.
In that Case, assessee will confuse in legal uncertainty regarding which tax [i.e. either sales tax or service tax] is to be paid to which govt. [i.e. either to state govt. or central govt.]

Hence legal Uncertainty i.e. Legal dispute arises.

This problem of legal disputes arises only in INDIAN VAT SYSTEM not in PURE OR ORIGINAL VAT SYSTEM as there is only payment of tax is VAT only for all types of contracts whether it is related to services or sales.
4. TRANSPERANCY:
· Under VAT system it is transparent to know the amount of tax component out of total consideration paid for the purchase of materials.
· Hence, a buyer knows exactly how much VAT has been paid by him at all stages. Thus, the system ensures transparency.
· This transparency enables the state govt. to know as to what is the exact amount of tax coming at each stage. Thus, it is great aid to the govt. while taking decisions with regard to rate of tax, etc.
5. BETTER REVENUE COLLECTION AND STABILITY:
· The government will receive its due tax on the final consumer/retail sale price.
· There will be a minimum possibility of revenue leakage, since tax credit will be given only if the proof of tax paid at earlier stage is produced.
· This means that if the tax is evaded at one stage, full tax will be recoverable from the person at the subsequent stage or from a person unable to produce proof of such tax payment. Hence, the probability of the tax evasion is reduced.
· Thus, in particular, invoice of VAT will be self-enforcing and will induce business to demand invoices from the suppliers.
· Another attribute of VAT is that it is an exceptionally stable and flexible source of govt. revenues.
· In short we cay say that revenue of the govt. will be increased under the VAT system of Tax payment.
6. EFFECT ON RETAIL SALE PRICE:
· A persistent criticism of the VAT form has been that since the tax is payable on the final sale price, the VAT usually increases the prices of the goods. However VAT does not have any inflationary impact as it merely replaces the ‘existing equal sale tax’.
· It may be also pointed out that, with the introduction of the VAT, the tax impact on raw material is to be totally eliminated. Therefore there may not be any increase in the prices.
Explanations to 1st arrow:

Under VAT, tax is payable on final sale price and thus VAT merely (only just) replaces the existing Sales tax system. BUT HOW?

When there was sales tax system, there are two methods of charging sales tax under Sales tax system:

SALES TAX SYSTEM



    Multiple Levy                                                             One Point Last Stage System

Under this system,                                                                                Sales Tax is Tax charged at each and every stage                                                    is charged at one time 
                                                                                                 i.e. on the final sale price

* VAT prices always less                                                                 * VAT price and 
   from Multiple levy                                                                       last stage One point 

                                                                                               systems are equal

                                                                                                 See example given below

EXAMPLE showing how VAT payable and Sales tax payable under one point last stage sales system are equal:

Suppose A purchased certain goods and sells it for ` 150 to B. B sells those goods to final consumer for ` 200. A does not paid any VAT. Tax rate is @ 10%

Solution:

Under One Point Last Stage System                 (`)
A pays sales tax                                              NIL

B pays sales tax @ 10% on 200                       20

TOTAL Sales tax payable to Govt.                  20
Under VAT System                                            (`)
A pays 10% on 150                                         15
B pays:

Output tax (10% on 200)                                 20

Less: Input Tax                                               (15)
                                                                          05


TOTAL VAT payable to Govt. (A+B) 15 + 05 = 20

OBSERVATION:

*We can see that VAT implemented in INDIA is just replaces the last stage sales tax system.

* For this reason, it is criticized that VAT only increase the prices of the goods as tax is payable on the final sale price.

* This criticism lies only in the VAT in INDIAN context.

Explanations to 2nd arrow:

* In the 1st arrow, author talking about the VAT applicable to our country i.e. INDIAN VAT SYSTEM [Impure VAT system].

*In this point, author pointing the PURE VAT SYSTEM. Under pure VAT system, everyone pays the VAT and thus there may not be any increase in price of the goods.

7. BETTER ACCOUNTING SYSTEM:
· Under VAT, credit of tax is allowed against the liability on the final product manufactured or sold.
· Therefore unless proper records are kept in respect of various inputs, it is not possible to claim credit. Since the tax paid on an earlier stage is to be received back, the system will promote better accounting practices.
8. SELF-ASSESSMENT:
· Dealers are not required to appear before the assessing authority for their yearly assessment as under VAT, there is provision for self-assessment.
· All the cases will be accepted by the department as correct and only few will be selected for audit as is being done by the Income TAX Dept. and Excise Dept. at present.
9. FAIRNESS:
· VAT is a move towards efficiency, equity in competition and fairness in the taxation system.
· It helps the common people, trade, industry and also the government.
· The overall burden of tax is rationalized.
· DEMERITS:

Disclaimer:
· Whatever demerits given or written in ICAT’S MAT are written in the context of INDIAN SYSTEM OF VAT [i.e. not the PURE VAT SYSTEM] which is now prevailing in our country at present.
· So we have to learn Demerits (given in MAT) by keeping above disclaimer in mind, so that we can easily understand.
NOTE:

[* MERITS - Given in the context of PURE VAT SYSTEM

 * DEMERITS- Given in the context of INDIAN SYSTEM OF VAT]

· DEMERITS of VALUE ADDED TAX ( VAT):

1. DIFFERENTIAL RATES OF TAX:
· The merits accrue in full measure only under a situation where there is only one rate of VAT and VAT applies to all commodities without any question of exemptions whatsoever.
· Concessions like differential rates of VAT, Composite schemes, exempted schemes, exempted category of goods, etc distorts the system.
· Thus fundamentals principle that VAT will totally eliminate cascading effect of taxes will also be subject to qualifications.
Explanations to 1st arrow:

· In Indian system of VAT, there are different rates of VAT on different types of goods, therefore drawback arises.

Explanations to 2nd arrow:

· Since rates varies, govt. time to time announces exemptions schemes but still in that case also VAT not proved to be advantageous.

For Ex: For composite scheme-Under this scheme, dealer is required to pay small %age of tax on turnover. The person opts for composite scheme can neither claim VAT credit nor can issue tax Invoice. Since rate of tax is comparatively lower than the VAT rate, VAT will be proved to distort the system.
[For more details on COMPOSITE SCHEME, please see later]

Explanations to 3rd arrow:

· Under VAT, there is no guarantee of eliminating the cascading effect of taxation since rates varies. 
2. DISINTEGRATION / NO CREDIT FOR TAX PAID ON INTER-STATE PURCHASES:
· In the federal structure of India in the context of sales-tax, so long as Central VAT is not integrated with the State VAT, it will be difficult to put the purchases from other States at par with the State purchases.

· Therefore, the advantage of neutrality will be confined only for purchases within the State.
Explanations to above points:

· If we purchase goods from another state and sell it within the same state, then credit for CST [i.e. CENTRAL SALES TAX] paid is not available.

· Therefore it becomes the biggest problem of introduction of VAT i.e. the non availability of credit for tax paid on inter-state purchases.
Self NOTE:

# A detail discussion regarding CST is dealt afterwards with some illustrative examples.

# Inter-state means outside the state

# Intra-state means within the state i.e. same state.
3. ACCOUNTING COST:
· Compliance with the VAT provisions requires better accounting records maintenance which will COST more. 
· Such incremental cost may not reflect any incremental benefit to the traders and small firms.
4. INCREASING WORKING CAPITAL REQUIREMENT:
· Since the tax is to be imposed or paid at various stages and not on last stage, it would increase the working capital requirement and the interest burden on the same. 
· In this way, it is considered to be non beneficial as compared to single stage last point taxation system.
Explanations to above points:

· For example: A sell goods for 1 CRORE to B.

Under last stage system:
He will not pay any tax as tax will be levied at last point. B sells those goods to customer and then he is required to pay tax say 20 LAC.

So working capital of 20 lac is required for payment and it is to be paid by B only.

Now under VAT system:

A is required to pay VAT say 20 LAC and B is also required to pay say 5 LAC.
Here we can see that working capital requirement will be increased for both of them which is only increased for B only in the last stage sales tax system.

5. VAT TENDS TO REGRESSIVE IN NATURE:
· VAT is a form of consumption tax. Since, the proportion of income spent consumption is larger for the poor than for the rich, VAT tends to be regressive.

· However, this weakness is inherent in all the forms of consumption tax.

· While it may be possible to moderate the distribution impact of VAT by taxing necessities at a lower rate, it is always advisable to moderate the distribution considerations through other programmes rather than concessions or exemptions, which create complications for administration.
Explanations to above points:

· VAT is a form of consumption tax, it means, it is a tax where consumer pay tax on goods which he consumes.

· It may also be said that consumption tax is nothing but the indirect form of tax.

· Since we know both person whether he is RICH or POOR will buy or consume same consumption goods i.e. necessaries. But it may so happen that their income varies (i.e. Poor’s income is lower than the Richer).

· Now suppose:       

                               POOR                             RICH

      Earns                 ` 100                            ` 1000
Cost of Necessity    `    90                            `     90


Proportion of                  90     x 100                   90     x 100             

their income spent          100                             1000
                            =    90%                          =      9%
Thus we can see that the proportion of their income spent on consumption is much larger for the poorer than the richer (i.e. 81% [90% - 9%] lower than poorer).

Now suppose, tax rate for necessary is @ 4% for both of them.
                                     4% on 90                          4% on 90

                                   =     3.60

    =      3.60

This ` 3.60 is also spent by them out of their INCOME.


Proportion of                  3.60 x 100                 3.60   x 100             

       Income                     100                            1000

                                =         3.60%                =    0.36%

So we can see that poor is paying 3.60% which is very higher than the rich.

Thus the VAT tends to take the little character of regressive.

[Regressive is nothing but the NATURE OF TAX SYSTEM where rate of tax falls when income increases. Here VAT does not adopt the full character, here we can see above that richer whose income is higher and proportion of income spent on tax is getting or tends to lower and for the poorer is vice-versa].

That is why indirect taxes are often criticized for their regressive character. For this reason, it is always said that in every economy, Direct tax should be charged more and indirect tax should be less {i.e. the person should be taxed according to the income which they earns}. If the person earns less (in case of poor) he will not be required to pay more. So it is recommended that indirect tax should be charged less in order to reduce the Poverty..

Also it is advisable to moderate the distribution consideration trough other programmes like introducing Progressive nature of tax system, keeping lower rate for the necessities rather than providing exemptions.

[Progressive nature of tax system is a situation where rate of tax increases with the increase in income. In our country this system is prevalent in case of Direct taxes.]
6. INCREASE IN ADMINISTRATION COSTS:
· As a result of introduction of VAT, the administration cost increases for the state as the number of dealers to be administered will go up significantly.

Explanations to above points:

· In our previous sales tax system, very less no. of member were registered, hence administration cost was very low.
· But with the introduction of VAT, vast member are registering in order to claim credit. Hence administration cost will naturally increases for the state.
Self Note:
· Whatever explanations are discussed above under merits and demerits are just given to understand that particular point. However theses explanations are not reqd. to be given in the exam.

CENTRAL SALES TAX (CST)
Points:

· As we know, in India VAT Scheme is implemented for state level transactions only.
· CST - Central sale tax is a tax on sale outside the local city. It means sale on central area.
· As per the national consensus, the inter-State transaction of purchase and sale will be continue to be governed by the CST Act at least for some time till the State- Level Value Added Tax is Settled and an alternative system is envisaged in the white paper is implemented.
· Who has the authority to collect the CENTRAL SALES TAX?

· Central sales tax is charged on every Inter-State Sale i.e. when a dealer of one state sells goods to dealers of another state.
· Although it is a Central Act but CST is collected by State from the place where the sales is generated i.e. takes place.
· State as to when credit is available and when not available to manufacturers, traders, etc?

· At present a manufacturer can claim CENVAT credit of Excise duty and Service tax paid on his purchases or services received by him. But he cannot claim credit of State level VAT or sales tax which is paid by him on purchases.
· A dealer of a particular state can claim credit only for state level VAT paid by him within the state. He cannot claim credit of excise duty, service tax at all.

· If we purchases goods from another state [i.e. inter-state] and sell it within the same state [i.e. intra-state] then credit for CST paid is not available.
FOR EXAMPLE:

Mr. X of West Bengal purchases goods from Mr. Y of Gujarat and pays CST ` 5000. He sells goods ton Mr. Z of West Bengal and charges WBVAT of ` 8000. Compute Tax Liability.

Solution:

FOR MR. X                                  (`)
OUTPUT VAT                           8000

Less: CST paid in GUJARAT   (NIL)

NET VAT PAYABLE               8000

· Since Mr. X purchases from other state and sold it within the same state where he deals, therefore no credit will be available.
· If we purchases goods within the state [i.e. intra-state] and sell outside the state [i.e. inter-state], then VAT can be set off against CST payable.
FOR EXAMPLE:

Mr. X of West Bengal purchased goods in West Bengal and pays WBVAT ` 5000. He sells goods in Assam and CST charged ` 7500. Compute Tax Liability.

Solution:

FOR MR. X                                  (`)
CST PAYABLE                         7500

Less: INPUT WBVAT              (5000)

NET VAT PAYABLE                2500
· Since Mr. X purchased within the state and sold outside the state, therefore credit will be available.

· CST will be paid in WEST BENGAL i.e. where the sales takes place [since dealer sold from W.B]

CONCLUSION:

· No credit for state level VAT or sales tax against CENVAT.

· CST (input) paid cannot be set off against VAT.
· VAT can be set off against CST (output).

· CST paid (input) cannot be set off against other CST (output).
HOW WILL VAT CREDIT BE SET OFF?
OR

CARRY FORWARD FOR VAT CREDIT:
Input tax credit is first to be utilized for payment of VAT. The excess credit can be then

adjusted against the central sales tax (CST) for the said period. After the adjustment of VAT

and CST, excess credit, if any, will be carried over to the end of the next year. If there is any

excess unadjusted input tax credit at the second year, then the same will be eligible for

refund. However, some States have decided to grant refund after the end of the first financial

year itself.

Explanation of above rule:

· Firstly Input VAT will be set off against OUTPUT VAT ONLY.
· Thereafter, it will be set off against CST upto the extent of CST (output).

· The Balance Input VAT (if any) is allowed to carry forward to the next 1 or 2 year and later on adjusted or set off by some states. However some states grant it as refund in the same year.
FOR EXAMPLE:

INPUT VAT = ` 200000

OUTPUT VAT = ` 125000

CST = ` 40000

Solution:

Rule is: 

Istly Input VAT will be set off against Output VAT only i.e.

Output VAT              125000

Less: Input VAT      (125000)

 VAT PAYABLE         NIL

Thereafter remaining 200000-125000 = ` 75000 is allowed to be set off against CST but to the extent of ` 40000.
CST (output)                     40000

Less: Excess Input VAT (40000)
NET CST PAYABLE
NIL.    
The Balance (75000-40000) = ` 35000 will be either gets refund or will be carry forward till 1 or 2 year depending on the State VAT Act.
REFUND TO:
· EXPORTER: - The refund shall be granted within a period of 3 months from the end of period in which the transaction of Export took place.

· Exemption to SEZ and EOU: - Units located in Special Economic Zone (SEZ) and Export Oriented Unit (EOU) are granted either exemption from payment of Input tax, or refund to input tax paid within 3 months (this period may be reduced).
DISCONTINUANCE OF CENTRAL SALES TAX (CST)
· A decision has been taken by the Empowered Committee for duly phasing out of Inter-State Sales Tax or CST. The White paper in this regards says that:
· “There is also a need, after introduction of VAT, for phasing out of CST. However the states are now collecting nearly 15000 crores every year from CST. There is accordingly a need for compensation from the govt. of India for the loss of revenue as CST is phased out. Moreover, while CST is phased out, there is also a critical need for putting in place a regulatory frame-work in terms of Taxation Information Exchange System to give a comprehensive picture of inter-State trade of all commodities. As already mentioned, this process of setting up of Taxation Information Exchange System has already been started by the Empowered Committee, and is expected to be completed to be within one year.”
· However since the state will stand to loose large revenue on account of its discontinuance, a mechanism called GST i.e. GOODS AND SERVICE TAX is being thought of for compensating states for such loss of revenue.

GOODS AND SERVICE TAX (GST)
 Short Note:

· At present, there are inherent limitations in set off of the VAT credit.

· In order to remove these limitations, it has been proposed to bring a constitutional amendment whereby one central government shall become the sole authority to collect taxes on goods and services.

· The state however revenue share in the above tax.

· It is further proposed to abolish the laws relating to excise, service tax, customs and the state VAT act as well as the central Sales TAX.
· A new law on goods and service tax would then be incorporated while shall be full fledged VAT system in India. 

· The ultimate system of indirect taxes in India will be of goods and service tax. Under such a system there will be one central authority administering a uniform goods and service tax. Input tax credit will be available between goods and services throughout the country.

· After the introduction of GST, there will be free flow of trade and commerce through out the length and breadth of the country. India will then become a vast common market.

· The Union Finance Minister in his Budget Speech for the year 2006-07 has announced 1st April, 2010 as the target date to introduce GST. But still it has not yet been introduced and expected to be introduced and implemented from 1st April, 2011.
Why Audit is required under VAT system? [3 to 4 marks]
·  VAT is relatively a new taxation system and large numbers of dealers are not educated enough to fully understand the implications of new system. Therefore a Chartered Accountant will be in much better position to the dealers in understanding the implications of new system.

· Under VAT system, by and large the return submitted by the dealers is accepted by department without much verification [i.e. Self-Assessment]. Assessment with verification of books is done in exceptional cases [i.e. in Scrutiny assessment]. Thereafter if a chartered Accountant audits the accounts, the chances of tax evasion are minimized.

· In India too, evasion of excise and sales-tax is estimated to be very high. If no audit is prescribed under VAT law, the chances of evasion of VAT tax will increase causing revenue leakage for the Government. It is, therefore, essential that the audit of the proposed VAT system is attempted on a regular basis. However, it is not possible to conduct the audit of all the VAT dealers. Therefore, the criteria for audit can be the amount of turnover or the class of dealer dealing in specified commodities.

· Therefore, there is a strong need to see that the tax payers discharge their tax liability properly while filing the returns. This can be ensured only when the particulars furnished by the tax payers are verified by an independent auditor in minute details by:

* going through the books of account and

* analyzing and interpret the provisions of the State -Level VAT laws and

*reporting the under-assessment, if any, made by the dealer requiring additional payment or

* reporting any excess payment of tax warranting refund to the tax payer.

List the role of ICAI in VAT [2 marks]

· The ICAI has rendered pioneering service in evolving the necessary accounting guidelines both for CENVAT as well as State Level VAT. It has brought out Guidance Notes for accounting for CENVAT as well as State-Level VAT. These Guidance Notes address all the accounting issues in regard to CENVAT and State-Level VAT.

· Further, the Institute has brought out a comprehensive study on State-Level VAT in India. It contains an elaborate discussion of the various general principles of VAT and State Level VAT. These general principles have been incorporated in the various State -Level VAT legislations. 

· However, there are special provisions contained in the respective State level legislations to cater to the specific needs of the States. Various State governments have issued detailed clarification on different practical issues arising on implementation of the State-Level VAT.

Explain the role of CHARTERED ACCOUNTANT in VAT? [5 marks]
   Chartered Accountants have a key role to play in proper implementation of VAT:

· Record keeping:
· VAT requires proper record keeping and accounting. 

· Systematic records of input credit and its proper utilization is necessary for the success of VAT. Chartered Accountants are well equipped to perform such tasks.

· Tax Planning:
· In order to establish an efficient plan for purchases and sales, a careful study of VAT is required.
· A Chartered Accountant is competent to analyze the impact of various alternatives and choose the most optimum method of purchases and sales in order to minimize the tax impact.
· Negotiations with supplier to reduce price:
· VAT credit alters cost structure of goods supplied as inputs. 

· A Chartered Accountant will ensure that the benefit of such cost reduction is passed on by the suppliers to his company. However, if the buyers of his company make the similar demand, he must be ready with full data to resist the claims.

· Handling the audit by departmental officers:
· There will be audit wing in department and certain percentage of dealers will be taken up for audit every year on scientific basis. 

· Chartered Accountant can ensure proper record keeping so as satisfying the departmental auditors. 

· The professional expertise of a Chartered Accountant will help him in effectively replying audit queries and sorting out audit objections.

· External audit of VAT records:
· Under VAT system, trust has been reposed on tax payers as there will be no regular assessment of all VAT returns but only few returns will be scrutinized. 

· In other cases, return filed by dealer will be accepted. 

· Thus, a check on compliance becomes necessary.

·  Chartered Accountants can play a very vital role in ensuring tax compliance by audit of VAT accounts.

· Verification of Books of Accounts:
· The auditor has to verify the following:

· going through the books of account and

· analyzing and interpret the provisions of the State -Level VAT laws and

· reporting the under-assessment, if any, made by the dealer requiring additional payment or

· reporting any excess payment of tax warranting refund to the tax payer.

White Paper on State-Level VAT in India

· The Empowered Committee of State Finance Ministers met regularly and with the repetitive discussions and collective efforts brought out a White paper on 17.01.2005, which provided a base for the preparation of various State VAT legislations.

· The White Paper consists of the following:

· Justification of VAT and Background

· Design of state level VAT

· Steps taken by the States.

· The white Paper, taken into account the very basis of VAT system, laid down a policy statement that set off will be allowed to both manufacturers and traders.
Different rates of VAT

To reduce the multiplicity of sales-tax rates between various States in India, it was recommended that VAT will have broadly the following tax rates:
Rates of VAT


     Exempted Goods                      1%                              4%                       12.5%
EXEMPTED GOODS                           
1. Consists of 50 commodities which comprises of;
a) Natural and Unprocessed Products in Unorganized sector

b) Items which are legally barred from taxation.

c) Items which have social implications.

2. maximum of 10 commodities flexibly chosen by individual states from a list of goods which are of local social importance for the states without having any inter-state implication.

3. Other commodities in the list will be common for all the states.
1% CATEGORY                           
1. The rate of 1% is applicable on gold, bullion, Jewellery, silver, etc.

4% CATEGORY                           
1. Consists of all largest no. of goods, common for all the states. 

2. It comprises of item of basic necessity such a medicines, drugs, all agriculture and industrial input, capital goods and declared goods.

12.5% CATEGORY                           
1. The remaining commodities common for all the states, fall under this general VAT rate.

NON VAT GOODS

Non- VAT goods refers to those goods on which tax is charged @ 20 %. These goods have however been kept outside the purview of VAT laws and therefore Input Tax Credit (ITC) or set off not available.

Examples of such goods are Petrol, Diesel, Alcoholic, Liquor, Lottery tickets, Aviation turbine fuel, etc

[That is the reason for now a day’s petrol or fuel price are being available at very high price. On one side, tax rate is too high (i.e. @20%) and other side also credit for that will not be available.]
ZERO-RATED GOODS

Zero rated goods are those goods on which tax rate is 0% but credit for tax paid on such goods are available.

Here one question arises that tax rate is 0% (i.e. tax is not charged) but credit is available: HOW this is possible?

Ans: It may so happen that raw material purchased on which tax is charged at certain %age but when it is produced or converted into finished goods, it becomes Zero rated goods. In that case, credit for tax paid at the time of purchase (i.e. input tax) will be available. There is no doubt, when these goods (Zero-rated) are sold, output tax is also 0 as tax rate is 0%. The input tax paid on raw material may be adjusted against the other output tax.
Self NOTE:
· Exempted Goods- Tax is not charged but credit is available.
· Zero-rated goods- Tax is not charged but credit is available.

· Non VAT goods- Tax is charged but no credit will be available.
CST RATE
· If goods are sold to registered dealer against FORM C, then CST rate will be: VAT rate or 2% - whichever is lower.

· Other Cases, then CST rate will be same as VAT rate.
CONCEPT OF INPUT TAX AND OUTPUT TAX
INPUT TAX:

Input tax is the tax paid or payable in the course of business on purchase of any goods made from registered dealer of the State.

OUTPUT TAX:

Output tax is the tax charged or chargeable by a registered dealer for sale of goods in the course f business.
SCOPE OF INPUT TAX CREDIT (ITC)
INPUT TAX CREDIT;

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

SCOPE:
· Input Tax credit shall be allowed to a registered dealer only if he purchases goods within the state from a registered dealer.

[# Registered Dealer is a dealer holding valid certificate of registration under the Act. #]
· Further, the input tax credit will be given to both manufacturers and traders for purchase of inputs/supplies meant for both sale within the State as well as to other States, irrespective of when these will be utilized/sold.
Suppose:

A manufacturer sold his manufactured goods at ` 10000. 

FOR MANUFACTURER:                 (`)
Selling Price                                  10000

Add: Excise Duty @ 16%              1600 [on manufacturing]

                                                      11600

Add: VAT @ 10%                          1160 [on selling goods]

 
12760

· Excise duty of ` 1600 is to be paid by the manufacturer. So input tax on manufacturing is allowed as set off.
FOR TRADER: VAT of ` 1160 is to be charged by the manufacturer i.e. paid by the Trader. This is an input tax on purchase of purchasing goods. So this input tax is also allowed as set off.
Conclusion: So ITC will be available to both manufacturer and trader. But it is to be noted that VAT will only be set off against VAT not CENVAT (i.e. Excise duty)

INPUT TAX PAID ON STOCK TRANSFER:
· Stock transfer means assessee is transferring goods either to consignor (on consignment basis) or to the Branch outside the state.

· Inter-State transfers do not involve sale and, therefore they are not subjected to sales-tax. The same position continues under VAT.

· Here also we will get credit for tax paid at the time of purchasing those goods (which are transferring) is available. BUT not full credit.
· RULE IS : the tax paid on:

(i) Inputs used in the manufacture of finished goods which are stock transferred; or

(ii) Purchases of goods which are stock transferred

 will be available as input tax credit after retention of 4% of such tax by the State Governments.

Explanation of above rule:

· Input VAT paid in excess of 4% will be eligible for tax credit.
· In other word, ITC is available after retention of 4% of such tax by the State govt.
FOR EXAMPLE:

Case I:
X ltd purchased goods from within the state for `1 Lac plus 12.5% VAT. However these goods were transferred to a branch in Assam:

Solution:

In this case, tax rate on input is 12.5%, but we will only get credit of 8.5% (12.5%-4%).

(`)
Total VAT paid                                             12500

(12.5% on 1 Lac)

Less: Credit allowed in excess of 4%           (8500)
(8.5% on 100000)

VAT payable                                                 4000
Case II:

X ltd purchased goods from within the state for `1 Lac plus 3% VAT. However these goods were sent on consignment basis to consignor say transferred to its one of the branch in Assam:

Solution:

Here no credit will be allowed as ITC is available in excess of 4% and Input Tax is less than 4% i.e. 3%. So no credit will be awarded,
(`)
Total VAT paid                                             30000

(3% on 1 Lac)

Less: Credit allowed                                     (NIL)

VAT payable                                                 30000
Self NOTE:

· It is also to be noted that in some states Partial ITC is available in respect of inputs used for manufacture of FG or inputs purchased which are exempted.

· In general, in case of exempted goods, credit is not available, but still some states credit is provided @ 10 or 20% on those goods.

· Exempted goods and its details are already discussed, so please refer previous notes.
INPUT TAX CREDIT ON CAPITAL GOODS:
Concept of providing ITC on CAPITAL GOODS:
While fixing up the sale price of the business products, the dealer has to include some portion towards the cost of the acquisition of capital assets as part of the sale price. If the input credit is not allowed in full then certainly, to the extent of disallowance, the principle of VAT gets defeated.

 For example, a dealer has purchased furniture for his business, costing ` 1, 00,000/-. Assuming that the vendor has charged tax to him @ 12.5%, he will incur an additional cost of `12, 500/- by way of VAT. Now, if the credit for VAT paid is allowed, the dealer can consider the cost of acquisition at ` 1, 00,000/-. If the credit of tax paid is not allowed then he has to consider the cost of purchase at ` 12,500/-.

While marking up his price on account of establishment cost he has to consider this cost of furniture as one of the components. If cost remains higher, obviously to that extent the mark up will go up. If the cost is lower i.e. after considering input credit of ` 12,500/- the cost will be lower and to that extent the mark up will al so be lower, resulting in an overall lower sale price.

When the tax is collected on sales, indirectly there is collection of tax on the cost of capital goods also which includes tax paid on purchase of such assets.

HOW CREDIT (ITC) IS TO BE ALLOWED?

· As per the policy statement given in the White Paper: The policy in the White Paper lays down that in relation to capital goods;
· ITC on Capital goods will be available to both trader and manufacturer

· And it shall be allowed over a maximum of 36 monthly installments.

· However if CAPITAL ASSET is sold within 36 months, then proportionate credit will be withdrawn.
FOR EXAMPLE:

If assessee Purchased Machinery for ` 10 Lac in January, sold in February. VAT rate is @10

Solution:

VAT on ` 10 Lac is =10% on 10 Lac = 1 Lac

This ` 1 Lac is only available as credit for 35 months only, as asset is sold next month i.e. in Feb

Therefore Proportionate credit will be withdrawn

35 x 1 Lac = ` 972222- credit will be withdrawn
     36 

Reason for withdrawal:

Previously what happened was trader started purchasing Capital Goods and availing Tax credit and thereafter using 1 or 2 months, they sell that capital goods. This practice of availing credit is frequently practiced. Thus govt. places restriction.

The restriction is- if any assessee sold capital goods within a period of 36 months, the proportionate credit will be withdrawn.

Self note:

· Some states provide this ITC in 24 Installments instead of 36 monthly installments.

· As per the White Paper, there will be a negative list for capital goods which will be based on certain pre-agreed principles by the Empowered Committee. The capital goods mentioned in the negative list would not be eligible for input tax credit.
	ELIGIBLE PURCHASES FOR AVAILING INPUT TAX CREDIT


For the purpose of claiming input tax credit, the taxable goods should be purchased for any one of the following purposes:

(i) for sale/resale within the State;

(ii) for sale to other parts of India in the course of inter-State trade or commerce;

(iii) to be used as-

(a) containers or packing materials;

(b) raw materials; or

(c) consumable stores,

required for the purpose of manufacture of taxable goods or in the packing of such

manufactured goods intended for sale in the State or in the course of inter-State trade or commerce;

(iv) for being used in the execution of a works contract;

(v) to be used as capital goods required for the purpose of manufacture or resale of taxable goods;

(vi) to be used as

(a) raw materials;

(b) capital goods;

(c) consumable stores and

(d) packing materials/containers for manufacturing/packing goods to be sold in the course of export out of the territory of India;

(vii) for making zero-rated sales other than those referred to in clause (vi) above.

Explanation to Points (i) and (ii)

· Two marks question can be asked on these two points.

· These two points are the cases or situations where trader is eligible for credit (ITC)

      [Mention the eligible purchases for claiming tax credit by a trader: 2marks]

· If trader do not resells the goods which he had purchased, then no credit will be available.

Explanation to Point (iii)

· This points covers all the raw materials inputs including indirect material which are required for manufacturing goods intended for sale in the state.

Explanation to Point (iv)

· This can be easily understood when we go back to take the example illustrated in the merits of VAT under the head ‘CERTAINTY’.

· In a works contract, it involves both sale and service.

· When the ownership of Building is transferred, it is considered as sale, hence credit is available.

· Works contractor is not a trader or even not a manufacturer. He is a hybrid of two and claiming credit.

Explanation to Point (v)

· This points tries to tell us that if we assembles (i.e. purchase) Raw Capital Component for building (or making) a complete Capital asset (good) which is being utilised for production of finished goods, then input VAT paid on purchase of raw capital components can be allowable as VAT credit against Output VAT of Finished goods.

· Logic behind this availability of credit is: As we know capital goods are used to or utilised for manufacture of finished goods and we know finished goods are also taxable. Since credit for tax paid on FG is available, therefore tax paid on raw capital components required for building capital asset is also deductible.

· Secondly, in simple words we can also say, if tax paid on capital goods is deductible, then tax paid on raw capital components required for building Capital asset also must be deductible.
An Example will clear more clearly:

A Manufacturer purchases certain (say five component A, B, C, D, E, & F) components to make machinery and paid VAT of ` 10000 each on them. Using these raw components, a Capital asset is build up and produced finished goods using this capital asset and sold those goods and charges VAT of ` 80000.
In such case, Input VAT paid on purchase of five components is set off against the output VAT of goods sold.                                         (`)
Output VAT                                                 80000

     Less: Total Input VAT will be 10000 x 5 = (50000)

NET VAT PAYABLE                                       30000
Explanation to Point (vi) & (vii)

· If FG are exported, then VAT is not charged but Input credit is allowable.

· If FG are ‘Zero-rated’, then input tax credit shall be allowable.

· As previously mentioned that in case of exempted goods, ITC will not be available.

PROBLEM on Eligible Purchases for ITC:
An assessee deals in 4 types of transactions:

Compute VAT Liability?
SOLUTION:
	Particulars
	(`)
	(`)

	OUPUT VAT (on sale of FG-A)
Less: INPUT VAT:
* RM-A                                                          

* RM-B                                                             

* RM-C-Since exempted, no credit will be available                                  

* RM-D- Since Zero rated i.e. goods are taxable, so credit will be available                               

                                  NET VAT PAYABLE
	15000

5000

NIL

4000

	100000

(24000)

76000


	PURCHASES NOT ELIGIBLE FOR INPUT TAX CREDIT


Input tax credit may not be allowed in the following circumstances:

(i) purchases from unregistered dealers;

(ii) purchases from registered dealer who opt for composition scheme under the provisions

of the Act;

(iii) purchase of goods as may be notified by the State Government;

(iv) purchase of goods where the purchase invoice is not available with the claimant or there

is evidence that the same has not been issued by the selling registered dealer from whom the goods are purported to have been purchased;

(v) purchase of goods where invoice does not show the amount of tax separately;

(vi) purchase of goods, which are being utilized in the manufacture of, exempted goods;

(vii) goods in stock, which have suffered tax under an earlier Act but under VAT Act they are covered under exempted items;

(viii) purchase of goods used for personal use/consumption or provided free of charge as gifts (partial credit is available in the State of Maharashtra);

(ix) goods imported from outside the territory of India (commonly known as high seas

purchases);

(x) goods imported from other States viz. inter State Purchases.
Explanation to Point (i) 

· If we purchase from unregistered dealer, credit will not be available.

Explanation to Point (ii) 

For this point, we have to understand the concept of DEALERS:
DEALERS


     REGISTERED DEALER                                               COMPOSITE DEALER      
POINTS:
· Govt. gives option to small dealers to:

               a) either registered as a Registered Dealer 

               b) or opt for Composite Scheme.

· Under Composite Scheme, a dealer will be called as COMPOSITE DEALER.

· In order to provide relief to small dealers, the White paper specifies that registration for VAT is not compulsory whose total taxable turnover does not exceed ` 5 Lac (now ` 10 Lac as per the decision of the Empowered Committee of State Finance Ministers).

· In simple words, upto ` 5/10 Lac, no registration is required for any dealers.

· For turnover between ` 5/10 Lac to ` 50 Lacs, dealers can either apply for registration under VAT scheme or they can opt for Composite Scheme.

· However if turnover exceeds ` 50 Lac, then registration is mandatory (i.e. compulsory).
COMPOSITE SCHEME:
· If a dealer chooses to composite scheme, they he shall be required to pay a very small percentage (%age) of tax on TURNOVER. [Minimum tax rate being 0.25%].

     FOR EXAMPLE:
           Sales ` 8 Lac, say tax rate is 1.2%, then tax will be 1.25% of 8 Lac = ` 10000.

· Composite Dealer will merely required to pay 10000 as tax, nothing more than that.

· They (comp. dealer) can neither claim VAT credit nor can issue Tax Invoice (i.e. cannot charge Output VAT)

· They do not require following VAT procedures.
SUMMARY:
	REGISTERED DEALER
	COMPOSITE DEALER

	1.) If turnover exceeds specified limit, then must apply for registration.

2.) They can claim set off of VAT credit and issue Tax Invoice.

3.) They have to follow VAT procedures.


	1.) If turnover does not exceeds specified limit, (5/10Lac), then dealers may opt for composite scheme.

2. Composite dealers are required to pay specified %age of tax on turnover.

3. They neither claim VAT credit nor issue Tax Invoice.

4. They are not required to follow VAT procedures.


ADVANTAGES OF COMPOSITE SCHEME
This decision will depend on the fact as to how VAT affects the dealer’s business. The advantage of this scheme is that it saves a lot of labour and effort in keeping records. It also simplifies calculation of tax liability of a dealer. Such schemes generally have the following features: 

(i) very small tax will be payable;

(ii) there will be a simple return form to cover longer return period.

DISADVANTAGES OF COMPOSITE SCHEME
The major disadvantage of this scheme is the ineligibility of the dealer to avail input tax credit and issue tax invoices in order to pass on tax credit. Hence, the dealers desirous of availing input tax credit on their purchases may not prefer to buy from composition dealers.

ELIGIBILITY FOR THE COMPOSITION SCHEME
Every registered dealer who is liable to pay tax under the respective State VAT Acts and whose turnover does not exceed `50 lakhs in the last financial year is generally entitled to avail this scheme. 

However, the following are not eligible for the composition scheme:

(i) a manufacturer or a dealer who sells goods in the course of inter-state trade or commerce; or

(ii) a dealer who sells goods in the course of import into or export out of the territory of India.

(iii) a dealer transferring goods outside the State otherwise than by way of sale or for execution of works contract.
HOW TO EXERCISE THE COMPOSITE SCHEME: CONDITIONS TO BE FULFILLED BY A COMPOSITE DEALER
· A dealer who intends to avail such composition scheme shall exercise the option in writing for a year or a part of the year in which he gets himself registered. For this the dealer has to intimate to the Commissioner. 
· If a dealer avails this scheme, he need not maintain any statutory records as prescribed under the Act. Only the records for purchase, sales, and inventory should be maintained. 
· The dealer should not have any stock of goods which were brought from outside the State on the day he exercises his option to pay tax by way of composition and shall not use any goods brought from outside the State after such date. 
· The dealer should also not claim input tax credit on the inventory available on the date on which he opts for composition scheme.

Important question under this topic:

· A composite dealer breaks the chain in VAT –Comment:
ANS: As soon as the dealer opts for composition scheme, the VAT chain is broken
Loss to the seller (Composite Dealer)

· If the composition scheme is availed by a dealer then such dealer cannot avail input tax credit in respect of input tax paid. 

· Hence the dealer will be loosing the input tax credit on purchases made by him. He will not be able to pass on the benefit of input tax credit, which will add to the cost of the goods.

· SEE DEALER E IN THE EXAMPLE GIVEN BELOW

Loss to the purchaser (Registered Dealer)

· The purchaser shall not get any tax credit for the purchases made by him from the dealer operating under the composition scheme. 

· Therefore, as soon as a dealer opts for the composition scheme, the VAT chain will be broken, and the benefit of tax paid earlier will not be passed on to the subsequent buyers.

· SEE DEALER F IN THE EXAMPLE GIVEN BELOW

Hence, the dealers desirous of availing input tax credit on their purchases may not prefer to buy from composition dealers.
EXAMPLE showing explanation:
A-Registered Dealer

B- Registered Dealer

C- Registered Dealer

D-Composite Dealer

E- Composite Dealer 

F- Registered Dealer

G- Registered Dealer

A VAT charged     B VAT charged         C VAT charged        D Tax charged      E 
          ` 5000
           ` 7000
                     ` 12000                    ` 20000         Tax chg.

                                                                                                                            ` 30000

                                                                                                                                   F

                                                                                                    G
   VAT charged

                                                                                                                          ` 35000

Observation From Above example:                                                            (`)
* A will pay VAT of (5000 - NIL)                                                              5000
* B will pay VAT of (7000 - 5000)                                                             2000
* C will pay VAT of (12000 – 7000)                                                          5000
* Here all credit vanishes i.e. breaks the CHAIN
*D will pay a small %age of Tax on 20000

*E will pay a small %age of Tax on 30000 [LOSS TO SELLER]

*F will pay- now again new chain starts [LOSS TO PURCHASER]    35000
*G will pay VAT of (35000 - 30000)                                                         5000
Don’t forget we are on the EXPLANATONS to topic ‘Purchases not Eligible for ITC’

Now

Explanation to Point (iii) 

· Some goods are notified by the state govt. on which credit is not available.

Explanation to Point (iv) 

· As previously mentioned, credit is only available until and unless Invoice is produced.

· If Invoice is not available (say it is stolen), then no credit will be given.

Explanation to Point (v) 

· To avail credit, Tax invoice must show the VAT charged separately.

· Suppose Purchase price is ` 2 Lac inclusive of tax. Here break up of VAT charged is mot available.

Explanation to Point (vi) 

· As already discussed, in case of Exempted goods, credit will not be given. It may so happen that raw material is utilised for the production of Exempted goods. Tax paid on raw material also is not allowed to set off.
Explanation to Point (vii) 

· It may so happen that, before the introduction of VAT, there may be some items on which tax is applicable but after VAT those items are covered under exempted goods.

· For exempted goods. No credit.

Explanation to Point (viii) 

· If we purchase goods and utilised for personal purpose or our own consumption, then also no ITC

· For example: If we go to a restaurant and consume foods items worth ` 1000 and paid the bill including VAT of ` 125. No ITC will be given for ` 125.

Explanation to Point (ix) & (x) 

· Inter State purchases (i.e. Purchases from outside he state) and Purchases from outside India (i.e. Imported goods) are not eligible for ITC.
SUMMARY ON INPUT TAX CREDIT (ITC)
To sum up:
INPUT TAX CREDIT (ITC) is:

· available to both manufacturers and trader.

· available on both Inputs and Capital Goods.

· on Capital goods will be allowed over a max. of 30 monthly installments. If goods are sold within 36 months proportionate credit will be withdrawn. However in state of Maharashtra, since consumption variant is followed, ITC will be allowed in same year.
· paid in excess of 4% is available in case of Stock transferred to Branch or to consignor.

· shall be allowed only if raw material must utilised for production of taxable FG. Taxable goods mean goods other than the goods which are specified in the schedule of tax free goods. Where the purchased goods are used partially for the purpose specified above, input tax credit shall be allowed proportionate to the extent the purchases are used for the purposes specified above.

·  will be available, if FG are exported. [But VAT is not charged in case of Export (i.e. no output VA)]

· will be available, if goods are Zero rated and shall not be allowed if FG are exempted.

· not allowed in case of Inter-state Purchases and Imports from other countries or from outside the territories of India (commonly known as high seas purchases).

· Not allowed to Composite dealers.

· [Above is the only summary given, all details with explanations are already discussed above]
PROBLEM: 1
From the following information, Compute VAT liability.

Mr. X purchased goods for 450000 including VAT @ 12.5%. He incurs processing charges of 80000. Profit margin @ 40% on Total Cost

VAT rate @ 12.5%.

Solution:
COMPUTATION OF SALES PRICE
	Particulars
	(`)

	Purchases [450000 x 100

                      112.5]

Processing Charges

TOTAL COST 

Add: Profit @ 40%

SALES (exclusive of VAT)

Add: VAT @ 12.5%

SALES including VAT 


	400000
80000

480000

192000

672000

84000


756000


VAT PAYABLE:                                               (`) 
Output VAT                                                        84000

Less: Input VAT Credit (12.5% on 400000)     (50000)

                                                                             34000

PROBLEM: 2
Mr. X is a registered dealer from west Bengal has purchased the goods as under:

	Purchases FROM:
	Amount of Purchases (excluding Taxes) (`)
	Amount of Taxes (`)

	A of West Bengal

B of Delhi

C of West Bengal

D of Tamil Nadu

E of USA
	200000

100000

550000

400000

200000
	WBVAT 25000

CST 2000


Excise Duty 50000

WBVAT 75000

TNVAT 50000

Custom Duty 50000


Other Informations:

1. X purchased Packing materials of 45000 from a local dealer of WB inclusive of VAT @ 12.5%.

2. In May, 09 he purchased a Machinery on which he paid a VAT of 36000.

3. Processing charges incurred 500000

4. Profit margin is @ 20% on sales.

5. a) 60% of the goods were sold within WB

    b) 40% of the goods details are:

         * 20% in Rajasthan

         * 20% in Assam 

6. Assume WB Govt. allows VAT credit over 36 monthly installments.

Compute VAT liability for the year 09-10 (April to march).
Solution:
COMPUTATION OF SALES PRICE using COST sheet:
	Particulars
	(`)

	· A of West Bengal

· B of Delhi ( 100000  + 2000)

· C of W.B (550000 + 50000) 

· D of Tamil Nadu ( 400000 + 50000) 

· E of USA ( 200000 + 50000)

Add: Packing Charges [450000 x 100

                                            112.5]

Add: Processing Charges

TOTAL COST 

Add: Profit @ 25 % on TC 2142000

SALES (inclusive of VAT)


	200000

102000

600000

450000
250000

1602000
40000

500000




2142000

535500

2677500


Self Notes:

1.  Above calculation is nothing but the Purchase price Plus Value additions to arrive Selling Price.

2. WBVAT of ` 25000 paid on purchase from W.B will be allowed as credit. So it does not form the part of our cost to be recovered from customer.

3. CST of ` 2000 on purchase from B of Delhi will not be allowed as credit. So it is to be added with purchase cost as it is a irrecoverable cost.

4. Similarly Excise duty of ` 50000 and Custom Duty of ` 50000 cannot be set off, so these also are to be added. 

5. TNVAT of ` 50000 will not be allowed as credit since credit for Inter-State Purchases (i.e. from outside the state) is not available.

COMPUTATION OF OUTPUT TAX:

	
	Within W.B (`)
	Outside W.B (`)

	Sales

(26775500 is to be distributed in the ratio of 60:40)


WBVAT @ 12.5%

(Since problem is silent take this rate)

CST @ 2% (assuming goods are sold to a registered dealer)

TOTAL TAX
	1606500

200813

NIL


200813
	1071000

NIL

21420

21420


Note:

Now all Input taxes firstly allowed against Output VAT. If there is deficit, then we will set off against CST. Excess Deficit will be carried forward assuming WBVAT ACT allows excess Input tax to cay forward.

COMPUTATION OF NET VAT PAYABLE:
	PARTICULARS
	(`)
	(`)

	OUPUT TAX ( as computed above)

Less: INPUT TAX CREDIT
· VAT on Purchases form A of West Bengal

· CST - not eligible for set off

· Excise Duty – not deductible 

· VAT on Purchases form D of Tamil Nadu 

· VAT on Machinery – allowed over 36 months  36000  x 11

                             36


Add: VAT on Packing Charges [45000 – 40000] 

NET VAT PAYABLE
	25000

NIL

NIL

75000

NIL

11000

5000
	200813

(116000)

84813



Note:

Since enough balance, no question of setting off against CST.
COMPUTATION OF CST PAYABLE:
CST (output) payable                                                         21420

Less: Input tax credit not adjusted against Output tax       NIL

                                       NET CST PAYABLE                 21420
TOTAL TAX PAYABLE = VAT + CST PAYABLE = 84813 + 21420 = 106233
PROBLEM: 3
Compute the VAT Liability from the following information (Assume tax rate is 12.5% for the dealer Mr. X of W. B)

1. Sales of goods within West Bengal (inclusive of VAT @ 12.5%       625000

2. Export sales                                                                                         1000000

3. Sale of Exempted goods in West Bengal                                            1200000

4. Sale of Zero rated goods                                                                       400000

5. Sale to a dealer in Assam (exclusive of CST @ 2%)                            600000

The assessee has purchased the following goods:

1. Purchases (inclusive of CST @ 2% from a dealer in Gujarat)             500000

2. Purchases from a dealer in West Bengal raw material which included WBVAT of ` 25000. The finished goods were exempted.

3. Purchases from a manufacturer goods inclusive of excise duty 14.42% and VAT @ 12.5%. The manufacturer is in west Bengal. These purchases are classified as under:
                                                                                   EXCISE DUTY             WBVAT
(i). Goods which are subsequently sold in W. B                    500000                400000

(ii). Goods subsequently exported                                            40000
    50000

(iii). Goods which are Zero rated sales


  10000
    12000

(iv). Goods which are sold in Assam



  45000
    30000

4. Capital goods were purchased during MAY, 09 (exclusive of VAT @ 12.5%) ` 12 Lac.

NOTE All above data is for MAY, 10

SOLUTION:

Self Note:

· In this sum we cannot use the same format of presenting our ans which we followed in our previous problems.

· Since bifurcation of each sales and purchases are given, we are not required to prepare Cost sheet to arrive sales and also profit margin is not given.

· In this sum , we will directly calculate Output Tax

COMPUTATION OF OUTPUT TAX:

	
	Within W.B (`)
	Outside W.B (`)

	For Sale of goods in W.B

12.5 x 6250000
    112.5

For Export sales – no VAT is charged 

No Output VAT on Zero rated and Exempted Goods.

For Goods sold in Assam

[CST @ 2%  on 600000)

TOTAL TAX
	694444

NIL

NIL

NIL




694444
	NIL

NIL

NIL

12000

12000


COMPUTATION OF NET VAT PAYABLE:
	PARTICULARS
	(`)
	(`)

	OUPUT TAX ( as computed above)

Less: INPUT TAX CREDIT
· CST paid to a dealer in Gujarat - not eligible for set off

· Input WBVAT of ` 25000 in respect of Exempted gods- no set off

· WBVAT of ` 50000 paid in respect of FG Exported 

· Input WBVAT on Zero rated goods- set off will be available.

· Input WBVAT on sale in W.B

· Input WBVAT on goods sold in Assam

· VAT on Machinery – allowed over 36 months  1200000  x 12.5% x 1

                             36

NET VAT PAYABLE
	NIL

NIL

NIL

50000

12000

40000

4167



	694444
(496167)

198277


Self Note:

Since enough balance, no question of setting off against CST.
COMPUTATION OF CST PAYABLE:
CST (output) payable                                                         12000

Less: Input tax credit not adjusted against Output tax       NIL

                                       NET CST PAYABLE                 12000
TOTAL TAX PAYABLE = VAT + CST PAYABLE = 198277 + 12000 = 210277
Notes:

· Input Tax Credit on Capital goods is allowed over 36 months. But here we are required to allow only 1 month as only date for the month of MA is only given.

· CST (input) cannot be set off against CST (output) collected on Sale in Assam under sales tax system.

VAT PROCEDURES
[Purely theoretical Chapter; chap 6 of ICAI MAT]
REGISTRATION
Registration is the process of obtaining certificate of registration (RC) from the authorities

under the VAT Acts. A dealer registered under the VAT Acts is called a registered dealer.

· Who are liable for Registration?
     Ans The following persons are liable for registration:

1. Dealers whose total turnover in respect of purchases and sales in the State as per the State VAT Act are to get registered under the Act.

2. casual traders, agents of non-resident dealers in Jewellery irrespective of quantum of turnover shall obtain registration.

3. dealers who intend to commence the business, on option may obtain registration.

· What are the circumstances in which the Registration can be cancelled?
Ans: Cancellation of registration: The registration can be cancelled on:

(i) discontinuance of business; or

(ii) disposal of business; or

(iii) transfer of business to a new location; or

(iv) annual turnover of a manufacturer or a trader dealing in designated goods or services falling below the specified amount.

· What is meant by TIN and what are its uses?
Ans: TIN: TAX PAYER’S IDENTIFICATION NUMBER is the registration number of the dealer.

Representation of the Character:

· The tax payer’s identification number will consist of 11 digits numerals through out the country.

· First 2 Characters represents the state code as used by the Union Ministry of Home Affairs.

· The set up of the next 9 digit are numerical in character will be different in different states.
USES: [2 marks]

· TIN facilitates computer applications, such as detecting stop filers and delinquent accounts.

· TIN also helps in cross checking of information on Tax Payer’s Compliance. For E.g. selective cross checking of sales and purchases among the VAT payers.

· Explain the meaning of VAT INVOIVCE:
Ans: The whole structure of the VAT with input tax credit is founded on the documentation of a tax invoice, a cash memo or a bill.

MEANING:

· Invoice is a document listing goods sold with price, tax charged and other details as may be prescribed and issued by a dealer authorized under the Act.

Persons eligible to Issue:
· Every registered dealer whose turnover of sales exceeds the specified amount shall issue to the purchaser a serially numbered tax invoice, cash memo or bill with the prescribed particulars.

Exception:

· Composite Scheme dealers cannot issue.
· IMPORTANCE OF VAT INVOICE:
Invoices are very crucial documents for administering VAT. In the absence of the invoices, VAT paid by the dealer earlier cannot be claimed as set off. Invoices should be preserved with full care. Incase any original invoice is lost or misplaced, a duplicate authenticated copy must be obtained the issuing dealer.
A VAT invoice:

(i) helps in determining the input tax credit;

(ii) prevents cascading effect of taxes;

(iii) facilitates multi-point taxation on the value addition;

(iv) promotes assurance of invoices;

(v) assists in performing audit and investigation activities effectively;

(vi) checks evasion of tax.

· What are the contents of VAT/TAX INVOICE?
Ans: Contents of VAT invoice
VAT legislations of all States provide for the contents of the tax invoice. a regular invoice can also be termed as tax invoice if it has the prescribed contents. the following are the contents of the Tax Invoice prescribed by the various legislations:

(i) the words ‘tax invoice’ in a prominent place;

(ii) name and address of the selling dealer;

(iii) registration number of the selling dealer;

(iv) name and address of the purchasing dealer;

(v) registration number of the purchasing dealer (may not be required under all VAT legislations);

(vi) pre-printed or self-generated serial number;

(vii) date of issue;

(viii) description, quantity and value of goods sold;

(ix) rate and amount of tax charged in respect of taxable goods;

(x) signature of the selling dealer or his regular employee duly authorized by him for such purpose.
· What are the contents of Other Invoices and when it is issued?
Ans: In case of small dealers or if the sale is to end consumer, other invoices are permitted without the details of tax. Such invoices should contain the following particulars:

See the contents of VAT invoice from point no (ii) to (viii) and then point no. (ix) written below:

ix) Signature of the dealer of his/her representative.

· There is no declaration forms in VAT – Comment:
Ans:

· Most of the declaration forms that existed before the introduction of VAT have been dispensed with. 

· Use of declaration forms is expected to be stopped completely. Lot of time and energy is wasted by the dealer in getting declaration forms from the department.

· There is no provision for concessional sale under the VAT Acts since the provision for set off makes the input zero-rated. Hence, there will be no need for declaration form.

Explanation to above points:

· In old sales tax system, if the goods sold then he has to declare in a prescribed form that he is a registered dealer.

· In VAT, no such declaration form is required as because invoice is sufficient document required to verify by the govt.

· What are the objectives of Filling Return and explain the return filling procedure under VAT law?
Ans:  Objectives of Return Filling:

Return filing procedures under VAT laws are designed with the objective of:

(i) reducing the compliance costs incurred by the businesses in completing and filing their returns; and

(ii) encouraging businesses to comply with their obligations to file returns and pay VAT through the application of penalties in case of late payment of VAT and late filling of returns; and

(iii) ensuring the efficient processing of the data included in the returns.

PROCEDURE OF FILLING RETURN:

1. Returns are to be filed monthly/quarterly/annually, along with requisite details as per the provisions of the State Act or Rules. Returns should be filled along with the payment challans. If the State has devised return cum challans, then the returns along with the payment can be filled with the treasury.

2. Revised Return: The Returns filed can also be revised in case of any mistake.
3. Scrutiny: Every return furnished shall be scrutinized within a prescribed time limit from the date of filling return. If any technical mistake is detected on the scrutinizing, the dealer shall be required to pay the deficit appropriately.
· Write Short NOTE on Deemed Assessment:
Ans: 

· There is no compulsory assessment at the end of each year under VAT system.

· The VAT liability is self assessed by the dealer himself at the time of filling the returns.

· If no specific notice is issued proposing departmental audit of the books of account of the dealer within the time limit specified in the Act, the dealer will be deemed to have been self-assessed on the basis of the returns submitted by him. Scrutiny may be done in cases where a doubt arises of under-reporting of transaction or evasion of tax.

· Explain the system of cross checking:
Ans: A cross-checking computerized system is being worked out on the basis of coordination between the tax authorities of the State Governments and the authorities of Central Excise and Income-tax. Under VAT, since more emphasis has been laid on self-assessment.

The system constantly compares the tax returns and set off documents of VAT system of the states and those of central excise and Income tax. Dealers may be asked to submit the list of sales or purchase above a certain monetary value or to give the dealer wise list from whom or to whom the goods have been purchased or sold for values exceeding a prescribed monetary ceiling.

Advantages:

1. The comprehensive cross-checking system will help reduce tax evasion and also lead to significant growth of tax revenue.

2. This system helps in protecting the interests of tax complying dealers against the unfair practices of tax evaders.

3. The system will also bring in more equal completion in the sphere of trade and industry.

· What are the records to be maintained under the VAT system?[4 marks]
 Ans: 
RECORDS

The following records should be maintained under VAT system:

(i) Purchase records

(ii) Sales records (Separate record of any exempt sale)
(iii) VAT account

 (v) Record of Inter-State Sales and Inter-State transfer of goods (supported by statutory declarations)
VAT DOCUMENTS TO BE RETAINED

Further, the following records should also be kept and produced to an officer:

(i) copies of all invoices issued, in serial number;

(ii) copies of all credit and debit notes issued, in chronological order;

(iii) all purchase invoices, copies of customs entries, receipts for payment of customs duty or tax, and credit and debit notes received to be filed chronologically either by date of receipt or under each supplier’s name;
(iv) details of the amount of tax charged on each sale or purchase;

(v) total of the output tax and the input tax in each period and a net total of the tax

payable or the excess carried forward, as the case may be, at the end of each

month;

(vi) details of goods manufactured and delivered from the factory of the taxable person;

(vii) details of each supply of goods from the business premises, unless such records should be preserved for the period specified in respective state provisions.

PENALTY:

All records should be preserved for the period specified in respective State provisions. Failure to keep these records may attract penalty.

No Concessional sales:

Since the provisions of Input tax credit makes input Zero-rated, VAT act do not permit concessional sales.

Note:

The dealer shall keep a counterfoil or duplicate of tax invoice duly signed and dated.
· Explain how Audit is supposed to be conducted under VAT act:
Ans:

 Department Audit:
a) Correctness of Self-assessment will b checked through a system of Department Audit. A certain percentage of the dealers will be taken up for audit very year on a scientific basis. If tax evasion is detected in the course of audit, the previous records of the concerned dealer may be taken up for audit.

b) Procedure: Authorized officer of the Department will visit the business place of the deals to conduct the audit. The auditors will examine the correctness of the returns the vis-a-vis the books of accounts of the dealers or any other information available with them. They will be equipped with the information gathered from various agencies such as suppliers, Income tax Dept., Excise Dept ad Custom Dept, and Bank, etc.

Supervision:

Officers of the higher rank will supervise to ensure that the audit work is done in a free, fearless, and impartial manner.

Audit by CHARTERED ACCOUNTANTS:

The sales tax Depts. of various states have not been able to effectively check the menace of tax avoidance and tax evasion. Therefore, apart from the Departmental audit many states have also incorporated the concept of Audit of Accounts by Chartered Accountants.
NOTE:
Auditing for all the dealers may not be necessary and audit may be conducted on a selective basis.
· What are the administrative procedure adopted by different states:
Ans: Write in very brief for the points mentioned below:

* Invoice

* Registration

* TIN

* Self-Assessment

* Return

* Audit

* Coverage of goods under VAT

* VAT rates and classification of commodities

Every thing has been already discussed in detail for each point. Here we ill present our ans in very brief for every point.

· How the states will be compensated for the Loss of Revenue?
Ans: In the initial year of introducing VAT, it was expected that there may be Loss of Revenue in some states. Due to this reason, some of the states govt. was opposed to introduce VAT. Therefore Govt. of India agreed to compensate the states for the Loss of Revenue.

Govt. agreed to compensate the loss in the following manner:


a) 100% of the Loss in the FIRST year

b) 75% of the Loss in the SECOND year
           of introduction of VAT

c) 50% of the Loss in the THIRD year

Self Note:

· The loss would be computed on the basis of an agreed formula.

· However in the first year of introduction of VAT, only a few states have claimed such compensation.

LAST 6 TERMS Questions ON VAT:
EXAM QUESTIONS
PCC MAY, 08: 
2 marks Question:
Q 6 (e) Briefly explain the income variant of VAT. 
Q 6 (f) What is the demerit of VAT from the view point that it is a form of consumption tax? 

ANSWER
Ans 6 (e)
Refer page no. 9 

Ans 6 (f)
Refer page 26 (point 5) write without explanation.
3 Marks Question:
Q 8 (c) What are the different stages of VAT? Can it be said that the entire burden falls on the final consumer? 

Q 8 (d) Briefly explain how VAT helps in checking tax evasion and in achieving neutrality. 

ANSWER:
Ans 8 (c) 
Different Stages of VAT
The Value Added Tax (VAT) is a multistage tax levied as a proportion of the value added (i.e. Sale minus purchase) which is equivalent to wages plus interest, other costs and profits.

In an economy, apart from the manufacturers and final consumers, there would be wholesalers and retailers also. The wholesaler might supply to retailer, and each one of them could supply to the manufacturer and the end consumer. VAT will be collected at each stage, and wherever applicable, the manufacturer or retailer will claim input credit.

Thus, VAT is collected at each stage of production and distribution process, and in

principle, its entire burden falls on the final consumer, who does not get any tax credit.

Thus VAT is a broad-based tax covering the value added to each commodity by parties during the various stages of production and distribution.
Ans 8 (d) 
Refer page 20 see merits and write point 1 and 2

PCC NOV, 08:
2 marks Question:
Q 6 (a) Can we say that levy of VAT will have effect on retail price of goods? 
ANSWER
Ans 6 (a) 
Refer page 22 (point no.6) of Notes given above.
3 Marks Question
Q 8 (b) Explain “Input Tax Credit” in context of VAT. 

Q 8 (c) What are the exceptions to input tax credit? 

ANSWER
Ans 8 (b) The Value Added Tax (VAT) is a multistage tax levied as a proportion of the value added (i.e. sales minus purchases) which is equivalent to wages plus interest, other costs and profits. The method of computing VAT on proportion of value added is taxes collected on sales less tax paid on purchases by a registered dealer over a period. 

Accordingly, input tax credit means the amount of tax allowed to set off/ reduced to a dealer against the amount of output tax. 

Ans 8 (c) 
Refer page 42 of Notes given above. Note: Write any three points can be given in the above answer.

PCC JUNE, 09 (Exam was conducted in JUNE due to Election)
2 marks Question:
Q 6 (e) Discuss the word “transparency” in the context of VAT system. 
ANSWER
Ans 6 (e) 
Refer page 22 see merits (point 4) of Notes given above.
3 Marks Question
Q 7 (a) Compute the VAT amount payable by Mr. A who purchases goods from a manufacturer on payment of ` 225000 (including VAT) and earns 10% profit on sale to retailers. VAT rate on purchase and sale is 12.5%. 
Q 8 (c) How can an auditor play role to ensure that the tax payers discharge their tax liability properly under the VAT system? 
Q 8 (d) Discuss the ‘subtraction method’ for computation of VAT.
ANSWER
Ans 7 (a) 

 Computation of SALES PRICE 
	
	Amount (`)

	Purchase price   [225000 x 100]

                                   112.5

Add: Profit margin (10% of Cost Price)
Sale price before VAT
	200000

20,000


220000


Computation of VAT payable by Mr. A:-
	
	

	Output VAT    (@ 12.5% on ` 220000)                                                                                     

Less: VAT input credit (225000 x 12.5)/112.5                                    

VAT payable by Mr. A                                                                          
	27500
25000
2500


Ans 8 (c) 
For ans refer page 34 point name ‘External Audit of VAT Records’.
Under the VAT system, trust has been reposed on tax payers, as there will be no regular assessment of all VAT returns, but only a few VAT returns will be taken up for scrutiny assessment. In other cases, the return filed by the trader will be accepted. It will not be also seen whether proper records have been maintained by the trader. As a consequence, a check on compliance becomes essential. Chartered Accountants can ensure tax compliance by:-

(i) helping the client in systematic record keeping;

(ii) helping the client in interpretation of the provisions of VAT law, and

(iii) performing audit of VAT accounts.

(iv) reporting the under-assessment, if any, made by the dealer requiring additional

payment or

(v) reporting any excess payment of tax warranting refund to the tax payers.
Ans 8 (d) 
Under the subtraction method, the tax is charged only on the value added at each stage of the sale of the goods. Since, the total value of goods sold is not taken into account, the question of grant of claim for set-off or tax credit does not arise.
This method is normally applied where the tax is not charged separately. Under this

method for imposing tax, ‘value added’ is simply taken as the difference between sales and purchases.
NOV, 09:
PCC
5 Marks Question
Q 7 Mr. Goenka is a trader selling raw materials to a manufacturer of finished products. He imports his stock in trade as well as purchases the same from the local markets. Following transaction took place during financial year 2008-09:-
Calculate the VAT and invoice value charged by him to a manufacturer. Assume the rate of VAT @ 12.50%:

                                                                                                                             (`)
(1) Cost of imported materials (from other State) excluding tax                      100000

(2) Cost of local materials including VAT                                                        225000

(3) Other expenditure including storage, transport, interest and loading and

unloading and profit earned by him                                                                     87500 
ANSWER
Ans 7 
Computation of Sales Price of goods:-

	Particulars
	(`)
	(`)

	Imported material cost 
Add: VAT levy in other States (@ 12.50%)

[Since, this is not a VAT levied inside the State; it will form part of cost of input]
Add: Cost of local materials 

Less: VAT @12.5% 
[Since, credit of ` 25,000 would be available; it will not be included in cost of input] 

Add: Other expenses and profit 
Sales Price of goods 
Add: VAT on the above @12.5% 
Invoice value charged by Mr. Goenka to a manufacturer 


	225000
25000

	100000
12500

200000
87500

400000
50000

450000



VAT charged by MR. GOENKA is equal to 50000
3 Marks Question
Q 8 (b) VAT would increase the working capital requirements and the interest burden. Discuss. 

ANSWER
Ans 8 (b) 
Refer page no. 26 ‘Demerits of VAT’ point no.4
NOV, 09:
IPCC
[2 x 4 =8 marks]
Q 7 Answer the following:
(a) What are the different rates under VAT system?
(b) Under what circumstances registration can be cancelled under VAT?
(c) Briefly explain the income variant of VAT.
(d) State with reasons in brief whether the following statement is true or false with reference to the provisions of value added tax. The VAT rate on sale of lottery ticket is 4%.
ANSWER
Ans 7 a) 
To reduce the multiplicity of sales-tax rates between various States in India, it was recommended that VAT will have broadly the following tax rates:

(a) Zero rate for tax free goods,
(b) 1% on precious or semi-precious metals i.e., bullion etc.
(c) 4% on items of basic necessities, agricultural and industrial inputs, capital goods

and declared goods
(d) 20% on non VAT goods
(e) 12.5% on other goods.
Ans 7 b) 
Refer page no.54 2nd highlighted question ‘Cancellation of registration’
Ans 7 c) 
Refer page no. 9 
                        OR

The Income Variant: This Variant of VAT allows for deductions for VAT paid on purchases of raw materials and components as well as VAT paid on the capital goods in the ratio of life of capital goods from the output VAT. In practice, however, there are many difficulties connected with this method since life of an asset as well as on the rate of inflation can not be calculated with accuracy.
Ans 7 (d) 
False. Since VAT is not applicable on sale of lottery tickets, the question of rate does not arise.
Q 8 (a) Mr. X, a manufacturer sells goods to Mr. B, a distributor for `2000 (excluding VAT). Mr. B sells goods to Mr. K, a wholesale dealer for `2400. The wholesale dealer sells the goods to a retailer for `3, 000, who ultimately sells to the consumers for `4000. 

Compute the tax liability, input credit availed and tax payable by the manufacturer, distributor, wholesale dealer and retailer under invoice method assuming VAT rate @ 12.5%.
Ans 8 (a)

	
	X 

(Manufacturer)
	B 

(Distributor)
	K 
(wholesaler)
	Retailer

	OUTPUT VAT

[Tax Liability]

Computation

Less: INPUT VAT CREDIT availed
	250

(2000 x12.5%)

(NIL)
	300

(2400 x 12.5%)

(250)
	375

(3000 x 12.5%)

(300)
	500
(3000 x 12.5%)
(375)

	VAT PAYABLE
	250
	50
	75
	125


 Computation of VAT payable:
3 x 3 = 9 Marks Question
Q 8 (b) Answer the following:

(i) What are the different stages of VAT? Can it be said that entire burden falls on the final consumer?
(ii) Discuss filing of return under VAT.
(iii) List six purchases which are not eligible for input tax credit. 

ANSWER
Ans 8 (b) (i) 
Different Stages of VAT
The Value Added Tax (VAT) is a multistage tax levied as a proportion of the value added (i.e. Sale minus purchase) which is equivalent to wages plus interest, other costs and profits.

In an economy, apart from the manufacturers and final consumers, there would be wholesalers and retailers also. The wholesaler might supply to retailer, and each one of them could supply to the manufacturer and the end consumer. VAT will be collected at each stage, and wherever applicable, the manufacturer or retailer will claim input credit.

Thus, VAT is collected at each stage of production and distribution process, and in principle, its entire burden falls on the final consumer, who does not get any tax credit.

Thus VAT is a broad-based tax covering the value added to each commodity by parties during the various stages of production and distribution.
Ans 8 (b) (ii)
For ans Refer page no. 56 3rd highlighted question 2nd para.  
VAT returns are to be filed monthly/quarterly/annually along with tax paid challans according to the provisions of the State Acts. They should contain details of output tax liability, value of input tax credit and payment of VAT and should be filed within the prescribed time schedule. In case of any mistakes, revised returns may be filed. The returns will be checked and any deficiency in payment of tax may have to be made good. 

Filing of returns are designed with a view:

(i) to reduce cost of compliance

(ii) to encourage businesses to comply with their obligations; and

(iii) to ensure efficient processing of data.
Ans 8 (b) (iii) 
Refer page 42 of Notes given above. Note: Write any Six points can be given in the above answer.
MAY, 10:
PCC
2 Marks Question
Q 6 (iv) Do you agree with the statement that tax cannot be evaded under VAT system?

ANSWER
Ans 6 (iv)

The statement that tax cannot be evaded under VAT system is correct. Refer page no. 20 see merits point no.1 ‘No Tax Evasion’
3 Marks Question
Q 8 a) Compute the VAT liability of Mr. P Kapoor for the month of October, 09 using the ‘Invoice method’ of computation of VAT:
	Purchase from the local market (includes VAT @ 4%)
	65000

	Storage cost incurred
	750

	Transportation Cost
	1750


Goods sold at a margin of 5% on the cost of such goods.

VAT rate on sales 12.5% 
Q 8 c) What are three variants of VAT? Which of these methods is most widely used and why? 

ANSWER
Ans 8 a) Computation of Sale price using Cost sheet
	Particulars
	Amount (`)

	Purchase price   [65000 x 100]

                                   104

Add: Storage Cost
Add: Transportation Cost

Cost Price

Add: Profit @ 5% on 65000

Sale price before VAT

	62500
750
1750
65000
3250
68250


Computation of VAT Liability of Mr. P Kapoor for the month of October,2009 using Invoice method of Computation of VAT
	Particulars
	Amount (`)

	Output VAT     (12.5% on 68250)                                                                                    

Less: VAT input credit (65000 x 4)/104                          
	8531

2500

	        VAT payable by Mr. A                                                                          
	6031


Ans 8 c) 
The three Variants of VAT are:

i) Gross Product Variant: Tax is levied on all sales and deduction for tax paid on inputs excluding capital inputs is allowed.
ii) Income Variant: Tax is levied on all sales with set-off for tax paid on inputs and only depreciation on capital goods.

iii) Consumption Variant: Tax is levied on all sales with deduction for tax paid on all business inputs (including capital goods).
Among the three variants, the consumption variants most widely used.

The reasons are:

1. It does not affect decision regarding investment because the tax on capital goods is also set off against the VAT Liability. Hence, the system is tax neutral in respect of techniques of production.

2. The Consumption variant is convenient from the point of view of administrative expediency as it simplifies the tax administration by obviating (eliminating) the needs to distinguish between purchase of intermediate goods and capital goods on the one hand and Consumption goods on the other hand. 

MAY, 10:
IPCC
2 marks Question:
Q. 7. Answer the following questions on VAT: 

(a) What are the items aggregated in the Addition method to calculate the VAT payable? When is this method mainly used?
(b) Is any threshold exemption limit fixed for dealers to obtain VAT registration, as per the White Paper? If yes, why is the same provided?
(c) Is the VAT chain continued when a purchasing dealer opts for VAT composition scheme? What is the loss to the seller and buyer opting for the composition scheme, and the subsequent buyers?
(d) Can it be said that VAT brings about certainty to a great extent in the matter of interpretational issues? If so, how?
ANSWER
Ans 7 (a) 

Under addition method of calculation of VAT 

i) The aggregate of all factor payments such as rent/depreciation of building, hire charges/depreciation of machinery, interest on capital, wages and salaries, etc
ii) Profit, are added to arrive at the value addition on which VAT rate is applied to compute the VAT payable.

This method is mainly used with the Income Variant of VAT. 

Also this method is mainly used when the relevant details and Invoices of sales and purchases made by the dealer are not available and assessment of VAT liability is not possible through Invoice method.
Ans 7 (b) 

The threshold limit for small traders, as per the White paper is ` 5 Lac. The same was subsequently increased to `10 Lac.

The same is fixed to provide relief to small traders.

Ans 7 (c) 

As soon as the dealer opts for composition scheme, the VAT chain is broken.
When a composition scheme is availed by a seller or buyer, he cannot claim the input credit of the tax paid on purchases. This will add to the cost of the goods. The benefit of the tax paid earlier will not be passed on to the subsequent buyer.

Ans 7 (d)

Refer to page no. 21 point no. 3 ‘CERTAINTY’ 

NOV, 10: 

PCC
5 Marks Question
Q 1 (d) Compute net VAT liability of Rishi from the following information:
	Particulars
	Amount (`)
	Amount (`)

	Raw materials from foreign market

(includes duty paid on imports @ 20%)

Raw material purchased from local market

Cost of raw material

Add : Excise duty @ 16%

Add : VAT @ 4%

Raw material purchased from neighboring State (Includes CST @ 2%)

Storage and transportation cost

Manufacturing expenses
	250000

40000

290000

11600


	120000

301600

51000

9000

30000


Rishi sold goods to Madan and earned profit @ 12% on the cost of production. VAT rate on sale of such goods is 4%. 
ANSWER
Ans 1 (d) 
Computation of Selling Price:

	Particulars
	`
	`

	Raw materials from foreign market (including duty paid on imports @ 20%)
Cost of raw material (local market) 
Add : Excise duty @ 16%

Inter state purchase of raw material (including CST) 

Storage and transpiration cost 

Manufacturing expenses 
Cost of production 

(+) Profit mark up @ 12% 

Sales 
	250000

40000


	120000
290000
51000
9000
30000
500000
60000
560000


Computation of VAT Liability
	Particulars
	`

	Output VAT (560000 x 4% )
Less:  Input VAT credit on local Purchases (given)

VAT payable by Rishi   
	22400 
11600

10800


4 marks Question
Q 6 (b) Raj and Co., a manufacturer of Product 'X' sold its goods to a distributor at `11250 inclusive of tax. The distributor sold the goods to wholesaler for `13500. The wholesaler sold the goods to a retailer for `16875. The retailer sold the goods to consumer at `22500. All the sales were inclusive of VAT @ 12.5%.

Compute the total VAT payable under the subtraction method. 
Q 7 (e) List out the merits of VAT. 
ANSWER
Ans. 6 (b)
Under Subtraction Method:

	Particulars


	Sale Price

(inclusive of VAT)
	Purchase Price

(Inclusive of VAT)


	Value added

(Inclusive of VAT)


	VAT *

(on value added)



	Raj and Co.
Distributor
Wholesaler
Retailer
	11250
13500
16875
22500


	--
11250
13500
16875
	11250
2250
3375
5625


	1250

250

375

625


	TOTAL VAT PAYABLE                                                                     2500


                                                                                              12.5

* VAT on value added = Value added inclusive of VAT x ------

                                                                                              112.5
Alternatively:

	Particulars
	Raj and Co.
	Distributor
	Wholesaler
	Retailer

	Sale Price

(inclusive of VAT)

Purchase Price

(Inclusive of VAT)
	11250
--

	13500
11250

	16875
13500

	22500

16875

	Value added

(Inclusive of VAT)
	11250

	2250

	3375

	5625



	VAT *

(on value added)
Value added

        x 

  12 / 112.5
	1250


	250


	375


	625



Ans 4 (e) Refer page no. 20-21 ‘merits of VAT’. Write in very brief, just points and 2-3 major lines.

NOV, 10:

IPCC
5 Marks Question
Q 1 (d) Mr. Rajesh is a registered dealer and gives the following information. You are required to compute the net tax liability and total sales value under Value Added Tax: 

Rajesh sells his products to dealers in his State and in other States.

The profit margin is 15% of cost of production and VAT rate is 12.5 % of sales.

(i) Intra State purchases of raw material ` 250,000- (excluding VAT @ 4%)

(ii) Purchases of raw material from an unregistered dealer ` 80000/-(including VAT @ 12.5%)

(iii) High seas purchases of raw material are ` 185000- (excluding custom duty @ 10% of ` 18500)

(iv) Purchases of raw materials from other States (excluding CST @ 2%) Rs 50000

(v) Transportation charges, wages and other manufacturing expenses excluding tax ` 145000/-

(vi) Interest paid on bank loan ` 70,000/-. 

ANSWER
Ans. 1 (d)
Computation of Total Sales Value:
	Particulars 
	`

	Intra State Purchases

Purchase of raw material from an unregistered dealer

High seas purchases of raw material (185000 + 18500)
Purchase of raw material from other state (50000 + 2%)
Transportation charges, wages and other manufacturing expenses

Cost of production

(+) Margin @ 15%

Sales
	250000

80000

203500

51000

145000
729500

109425

838925


Computation of VAT Liability
	Particulars
	`

	Output tax (838925 x 12.5%) 

Less:  Input VAT credit (250000 X 4%)
VAT payable by Mr. A   payable rounded off in multiples of Re 
	104866 10000

94866


Note – 1: Input tax credit is not available on purchase of raw material from Unregistered Dealer and hence it is included in the cost of production.
Note – 2: Duty paid on High Seas purchases i.e. imports is not a State VAT, so the Input tax credit is not available in respect of the same and it is part of the cost of production. Self note: For High seas Purchases-Refer above notes page no. 42, 3rd last bullet in summary on ITC

Note - 3: Set-off of tax paid on Inter State purchases is not available.

Note – 4: Tax on Intra state purchases is 10000. As credit of the same will be available, it is not included in the cost of production.

Note – 5: The tax credit of customs duty is not available and hence it is included in the cost of production.
Note -3-: CST paid on inter state purchase is not available for input tax credit.
Note – 7: Interest on Loan has been excluded for calculating the cost of production on the presumption that the loan is availed for purposes other than working capital.

Note -8: It has been assumed that the entire production is sold.

4 marks Question
Q 2 (c) What record should be maintained under VAT system by a registered dealer? 
Q 3 (c) State the Variants of VAT. Present them in schematic diagram and explain each one briefly.
Q 4 (c) State with reasons in brief whether the following statements are correct or incorrect with reference to the provision of Value Added Tax. [2 x 2 = 4 marks]
(i) It is permitted to issue 'tax invoice' inclusive of VAT i.e. aggregate of sales price & VAT.

(ii) A registered dealer is compulsorily required to get its books of accounts audited under VAT Laws of different states irrespective of limit of turnover.
Q 5 (c) What are the conditions to be fulfilled by the dealer accepting the composition scheme under the Value Added Tax? 
Q 6 (c) Mention the purchases which are not eligible for input tax credit (any eight items) under Value Added Tax. 
Q 7 (c) Compute the VAT amount payable by Mr. Shyam, who purchased goods from a manufacturer on payment of `4, 16,000 (including VAT) and earned 20% profit on purchase price. VAT rate on both purchases and sales is 4%. 
ANSWER
Ans 2 (c) 
Refer page no. 57 Last Bullet/highlighted question.
Ans 3 (c)
 VAT could be levied under the following three variants:

a) Gross product variant.

b) Income variant.

c) Consumption variant.
Different variants of VAT


The Gross Product Variant: This variant allows deductions for VAT paid on all purchases of raw materials and components from the output VAT. But no deduction of VAT is allowed on purchase of capital goods. That is, taxes on capital goods such as plant and machinery are not deductible from the tax base in the year of purchase and tax on the depreciated part of the plant and machinery is not deductible in the subsequent years.

The Income Variant: This Variant of VAT allows for deductions for VAT paid on purchases of raw materials and components as well as VAT paid on the capital goods in the ratio of life of capital goods from the output VAT. In practice, however, there are many difficulties connected with this method since life of an asset as well as on the rate of inflation can not be calculated with accuracy.
Consumption Variant: This variant of VAT allows for full deduction for VAT paid on purchases of raw materials and components as well as VAT paid on the capital assets. This method does not distinguishes between capital and current expenditure. 

Among the three variants consumption variant is most widely used in the different parts of the world but we follow Income variant in India.
Ans 4 (c) (i) 
The Statement is incorrect.
Reason:

One of the requirements under the contents of tax invoice is that rate and amount of tax charged in respect of taxable goods should be distinctly shown in the ‘tax invoice’ in order to claim input tax credit.

However In case of small dealers or in case the sale is to an end consumer (i.e. in cases where VAT invoices are not required to be issued), the invoice may not contain details of tax (i.e. rate and amount of tax).
Ans 4 (c) (ii) 
The Statement is incorrect.

Reason:

Most of the State VAT laws in India provide for audit of accounts of a

registered dealer, if his turnover exceeds an amount specified in the law itself. Hence every registered dealer is not compulsorily required to get its books of accounts audited under VAT Laws of different states irrespective of limit of turnover.
Ans 5 (c) 
Refer page no. 44 last highlighted topic ‘How to exercise scheme: conditions to be fulfilled by a composite dealer’
Ans 6 (c) 
Refer page no. 42 ‘PURCHASES NOT ELIGIBLE FOR INPUT TAX CREDIT’ 
[Note “: Write any eight points]

Ans 7 (c)

Computation of Sale price 

	Particulars
	Amount (`)

	Purchase price   [416000 x 100]

                                   104
Add: Profit margin (20% of Cost Price)

Sale price before VAT 
	400000

80000

480000


Computation of VAT payable by Mr. A:-
	Particulars
	Amount (`)

	Output VAT    (@ 4% on ` 480000)                                                                                     

Less:  Input VAT credit (416000 x 4)/104
VAT payable by Mr. A                                                                          
	19200

16000
3200


RTP QUESTIONS
PCC MAY, 08: 
Q 24 Compute the VAT payable at each stage using ‘Invoice method from the particulars given below:
	Stage
	Particulars
	PROFIT (as % of Cost Price)

	I
	Sambhav Medicaids Ltd sold the medicines manufactured by it to the distributors of medicines-Rishabh Pharmacy-at Rs 4000
	------

	II
	Rishabh Pharmacy sold the medicines to the Wholesalers-Suhani Medicos
	56.25%

	III
	Suhani Medicos sold the medicines to the Retailers-Galaxy Medicines
	25%

	IV
	Galaxy Medicines sold the medicines to the ultimate Consumers
	25%


Assume that the VAT rate is 4% and that there was no value addition at various stages of sale except profit margin.
Q 25 Briefly explain the ‘addition method’ of computation of VAT. What is the drawback of the addition method?

ANSWER
Ans 24:
	
	Manufacturer (Sambhav Medicaids Ltd)
	Distributor (Rishabh Pharmacy)
	Wholesaler (Suhani Medicos)
	Retailer (Galaxy Medicines)

	Purchase price

Add: Value addition


	-----
-----

	4160

(4000 + 160)

2340

(4160 +56.25%)
	6600
(6500 +100)

1650
(6600 + 25%)

	8320
(8250 + 70)
2080
(8320 + 25%)



	Selling price
	4000
	6500
	8250
	10400

	OUTPUT VAT

[Tax Liability]

Computation

Less: INPUT VAT CREDIT availed
	160

(4000 x4 %)

(NIL)
	260
(6500 x 4%)

(160)
	330
(8250 x 4%)

(260)
	416
(10400 x 4%)

(330)

	VAT PAYABLE
	160
	100
	70
	86


 Computation of VAT payable:
Ans 25:

Addition Method:

Addition Method aggregates all the factor payments including profits to arrive at the total value addition on which the rate is applied to calculate the tax. This type of calculation is mainly used with the Income variant of VAT. Addition Method does not easily accommodate exemptions of intermediate dealers.

A drawback of this method is that it does not facilitate matching of invoices for detecting evasion.

PCC NOV, 08:
Q 20. Write a note on different methods of computation of VAT.

ANSWER
Ans 20 

There are several methods to calculate the ‘value added’ to the goods for levy of tax. The three commonly used methods are:

(a) Addition method,

(b) Invoice method and

(c) Subtraction method.

The subtraction method can be further divided into:

(a) Direct subtraction method

(b) Intermediate subtraction method

(a) Addition Method:

This method aggregates all the factor payments including profits to arrive at the total value addition on which the rate is applied to calculate the tax. This type of calculation is mainly used with income variant of VAT. Addition method does not easily accommodate exemptions of intermediate dealers. A drawback of this method is that it does not facilitate matching of invoices for detecting evasion.

(b) Invoice Method: 
This is the most common and popular method for computing the tax liability under 'VAT' system. Under this method, tax is imposed at each stage of sales on the entire sale value and the tax paid at the earlier stage is allowed as setoff. In other words, out of tax so calculated, tax paid at the earlier stage i.e., at the stage of purchases is set-off, and at every stage the differential tax is being paid. The most important aspect of this method is that at each stage, tax is to be charged separately in the invoice. This method is very popular in western countries. In India also, under Central Excise Law this method is followed. This method is also called the 'Tax Credit Method' or 'Voucher Method'.

(c) Subtraction method 

While the above-stated invoice or tax-credit method is the most common method of VAT, another method to determine the liability of a taxable person is the cost subtraction method, which is also a simple method. Under this method, the tax is charged only on the value added at each stage of the sale of goods. Since, the total value of goods sold is not taken into account, the question of grant of claim for set-off or tax credit does not arise. This method is normally applied where the tax is not charged separately. Under this method for imposing tax, 'value added' is simply taken as the difference between sales and purchases.
PCC JUNE, 09 (Exam was conducted in JUNE due to Election)
Q 22 a) Role of ICAI in implementation of VAT 
         b) Discuss the role of Chartered Accountants in implementation of VAT.
Q 25. Elaborate the following statements:-

(a) There is a minimum possibility of revenue leakage under VAT system.

(b) Administrating VAT in India is a real big challenge.
ANSWER
Ans 22
 a) Refer page no.33
 b) Refer page no. 34
Ans 25 a)
 Refer page no. 22 point no. 5 ‘Better revenue collection & stability’. Write upto 3rd arrow as question demands only better revenue collection and not stability. 

OR

There is a minimum possibility of revenue leakage under VAT system. The reason is that under VAT system, the tax credit will be given only if the proof of tax paid at an earlier stage is produced. This means that if the tax is evaded at one stage, full tax will be recoverable from the person at the subsequent stage or from a person unable to produce proof of such tax payment. Hence, the probability of the tax evasion is reduced.
Ans 25 b)
Administrating VAT in India is a real big challenge. The major reasons can be outlined as below:-

(i) Many small dealers maintain only primitive accounts and it is very difficult for such dealers to maintain proper and detailed accounts needed for VAT purposes. As a result, it is difficult to administer the tax system at retail and wholesale stage.

(ii) Retailer and wholesalers usually deal in numerous commodities and products. Consequently, matching of input and output taxes will be very difficult.

(iii) Administrative costs may be higher at the initial stage of operation.
NOV, 09:
PCC
Q 24. Briefly explain the three variants of VAT. Which of these methods is most widely used and why?
Q 25 Compute the VAT liability of Mr. S. Banerjee for the month of January, 2009using the ‘Invoice method’ of computation of VAT:
	Purchase Price of Inputs Purchased from the local market (inclusive of VAT)
	26000

	VAT rate on purchases
	4%

	Storage cost incurred
	250

	Transportation Cost
	950

	Goods sold at a margin of 5% on the cost of such goods.
	

	VAT rate on sales 
	12.5%


ANSWER
Ans 24) 

The three Variants of VAT are:

i) Gross Product Variant: Tax is levied on all sales and deduction for tax paid on inputs excluding capital inputs is allowed.
ii) Income Variant: Tax is levied on all sales with set-off for tax paid on inputs and only depreciation on capital goods.

iii) Consumption Variant: Tax is levied on all sales with deduction for tax paid on all business inputs (including capital goods).
Among the three variants, the consumption variants most widely used.

The reasons are:

1. It does not affect decision regarding investment because the tax on capital goods is also set off against the VAT Liability. Hence, the system is tax neutral in respect of techniques of production.

2. The Consumption variant is convenient from the point of view of administrative expediency as it simplifies the tax administration by obviating (eliminating) the needs to distinguish between purchase of intermediate goods and capital goods on the one hand and Consumption goods on the other hand. 

Ans 25) 
Computation of Sale price using Cost sheet
	Particulars
	Amount (`)

	Purchase price   [26000 x 100]

                                   104

Add: Storage Cost

Add: Transportation Cost

Cost Price

Add: Profit @ 5% on 26200

Sale price before VAT
	25000
250

950
26200
1310
27510


Computation of VAT Liability of Mr. P Kapoor for the month of October,2009 using Invoice method of Computation of VAT
	Particulars
	Amount (`)

	Output VAT     (12.5% on 27510)                                                                                    

Less: VAT input credit (26000 x 4)/104                                    

VAT payable by Mr. S. Banerjee
	3438.75
1000
2438.75


OBSERVATION: Both the above question of VAT has came in PCC MAY, 10 exam [see above]
NOV, 09: 

IPCC
Q 13. Briefly explain the three variants of VAT. Which of these methods is most widely used and why?
Q 14 Calculate the total VAT liability under the State VAT law for the month of October 2009 from the following particulars:
	Particulars
	`


	Inputs purchased within the state 
Capital goods used in the manufacture of the taxable goods 

Finished goods sold within the state 
	170000
50000
200000


Applicable tax rates are as follows:-

VAT rate on capital goods 12.5%

Input tax rate within the state 12.5%

Output tax rate within the state 4%
Q 15 Explain briefly, how a VAT system discourages the tax evasion.
Q 16 Compute the total value of purchases eligible for input tax credit from the following particulars:-
	Particulars
	`


	Inputs purchased from a registered dealer who opts for composition scheme under the provisions of the VAT Act 
Inputs purchased for being used in the execution of a works contract 
Raw material purchased from unregistered dealers 
High seas purchases of inputs 

Goods purchased for sale to other parts of India in the course of inter- State trade or commerce 
	10000
100000
70000
100000
20000


Q 17 Who are not eligible for composition scheme?
Q 18. Enumerate the tax rates under VAT.
ANSWER
Ans 13) 

The three Variants of VAT are:

i) Gross Product Variant: Tax is levied on all sales and deduction for tax paid on inputs excluding capital inputs is allowed.
ii) Income Variant: Tax is levied on all sales with set-off for tax paid on inputs and only depreciation on capital goods.

iii) Consumption Variant: Tax is levied on all sales with deduction for tax paid on all business inputs (including capital goods).
Among the three variants, the consumption variants most widely used.

The reasons are:

1. It does not affect decision regarding investment because the tax on capital goods is also set off against the VAT Liability. Hence, the system is tax neutral in respect of techniques of production.

2. The Consumption variant is convenient from the point of view of administrative expediency as it simplifies the tax administration by obviating (eliminating) the needs to distinguish between purchase of intermediate goods and capital goods on the one hand and Consumption goods on the other hand. 
Ans 14) 

Computation of the VAT liability for the month of October 2009:-
	Particulars
	Amount
(`)
	Amount
(`)

	Output VAT  [(within the State)]   (4% on 200000)                                                                                    

Less:  Input VAT credit:

Inputs purchased within the state (170000 x 12.5%)

Capital goods used in the manufacture of the taxable goods (50000 x 12.5%) 
                  Set off restricted to 8000          

VAT PAYABLE
Excess credit carried forward to subsequent period 
	21250

6250
	8000

(8000)

	
	
	

	
	
	NIL
19500


Ans 15) 

Refer page no.20 point no. 1 ‘No tax Evasion’
Ans 16) 

Computation of purchases eligible for input tax credit:-

	Particulars
	Rupees

	Inputs purchased for being used in the execution of a works contract 

Goods purchased for sale to other parts of India in the course of inter-State trade or commerce 
	100000
20000

	Purchases eligible for input tax credit 
	120000


Note: For the purpose of computation of value of purchases eligible for input tax credit, following have not been included:-

(1) Inputs purchased from a registered dealer who opts for composition scheme under the provisions of the Act of worth ` 10000.

(2) Raw material purchased from unregistered dealers of worth ` 70000.

(3) The inputs imported from outside the territory of India commonly known as high seas purchases of worth `100000.
Ans 17. 
Following are not eligible for composition scheme:-

(i) a manufacturer or a dealer who sells goods in the course of inter-state trade or commerce; or

(ii) a dealer who sells goods in the course of import into or export out of the territory of India.

(iii) a dealer transferring goods outside the State otherwise than by way of sale or for execution of works contract.
Ans 18. 

Tax rates under VAT:

1. Exempted category: - There are about 50 commodities which are legally barred

from taxation and items which have social implications.

2. 4% VAT category: - Under 4% VAT rate category, there are largest number of

goods comprising of items of basic necessities, all agricultural and industrial inputs,

capital goods and declared goods.

3. 12.5% category:-The remaining commodities, common for all the States, fall under the general VAT rate of 12.5%.

4. 1% Category:-The special rate of 1% is meant for precious stones, bullion, gold

and silver ornaments etc.

5. Non-VAT goods: - Petrol, diesel, ATF, other motor spirit, liquor and lottery tickets

are kept outside VAT. The States may or may not bring these commodities under

VAT laws.
MAY, 10: 

IPCC
Q 20 Explain the addition method for computation of VAT.
Q 21. Explain the role of a Chartered Accountant in proper implementation of VAT.
Q 22. A dealer purchases goods for `250000 (exclusive of VAT). He incurs `35000 on the goods and sells them at a profit of `15000. Compute the invoice value to be charged and amount of tax payable under VAT. The rate of VAT on purchases and sales is 4%.
Q 23. Compute the net VAT liability from the following information:-
	Particulars
	`


	Raw material purchased from foreign market (including duty paid on imports @ 20%) 

Raw material purchased from local market (including VAT charged on the material @ 4%) 
Raw material purchased from neighbouring state (including CST paid

on purchases @ 2%) 
Storage, transportation cost and interest 
Other manufacturing expenses incurred 
	12000.00
20800.00
7140.00
2500.00
600.00


The goods are sold at 10% profit on cost of production. VAT rate on sale of such goods is 12.5%
Q 24. How is transparency ensured under VAT system?
Q 25. Do VAT laws allow input tax credit on capital goods? Explain the policy as envisaged in the White Paper.
ANSWER
Ans 20) ADDITION METHOD:

 In addition method for computing VAT, all the factor payments including profits are aggregated to arrive at the total value addition on which the rate is applied to calculate the tax. This type of calculation is mainly used with income variant of VAT. A drawback of this method is that it does not facilitate matching of invoices for detecting evasion.
Ans 21)

Refer page no. 34
Ans 22)

Computation of Sale price 

	Particulars
	Amount (`)

	Purchase price   

Add: Incurred 

         Profit margin 
	250000

35000

15000

	Sale price before VAT 
	300000


Computation of VAT payable by Mr. A:-
	Particulars
	Amount (`)

	Output VAT    (@ 4% on ` 300000)                                                                                     

Less:  Input VAT credit (250000 x 4%
VAT payable by Mr. A                                                                          
	12000

10000
2000


Ans 23)

Computation of sale price and VAT payable thereon
	PARTICULARS
	Amount

	Raw material purchased from foreign market (Note – 1) 
Add: Raw material purchased from local market (` 20,800 – ` 800) (Note – 2) 

Raw material purchased from neighbouring state (Note 3) 

Storage, transportation cost and interest 
Other manufacturing expenses incurred 
	12000.00
20000.00
7140.00
2500.00
600.00

	Cost of production 

Add: Profit @10% on `42240 
	42240.00
4224.00

	Sale Price 
	46464.00


Computation of VAT liability:-

	Particulars
	Amount (`)

	Output VAT    @ 12.5% on sales i.e. on 46464.00

Less:  Input VAT credit 
VAT payable 
	5808.00

800.00
5008.00


Notes:-

1. Since, the duty paid on imports is not a State VAT; it will form part of cost of input.

2. VAT charged by the local suppliers is (20800 x 4 / 104) =800. Since, the credit of this would be available; it shall not be included in the cost of input.

3. Credit/set-off for tax paid on inter-State purchases (inputs) is not allowed.
Ans 24) Refer page no. 22 point no. 4 ‘Transparency’
Ans 25)

Refer page no. 39 2nd highlighted para: Policy statement

OR

The policy in the White Paper lays down that in relation to capital goods set off will be available to traders and manufacturers. Tax credit on capital goods may be adjusted over a maximum of 36 equal monthly installments. The States may at their option reduce this number of installments. The State of Maharashtra has decided to give full input tax credit in the month of purchases only. However, if the capital asset is sold within the period of 36 months proportionate input tax credit will be withdrawn. There will be a negative list for capital goods not eligible for input tax credit.
MAY, 10: 

PCC
Q 23. Compute the net VAT liability from the following information:-
	Particulars
	`


	Raw material purchased from foreign market (including duty paid on imports @ 20%) 

Raw material purchased from local market (including VAT charged on the material @ 4%) 
Raw material purchased from neighbouring state (including CST paid

on purchases @ 2%) 
Storage, transportation cost and interest 
Other manufacturing expenses incurred 
	12000.00
20800.00
7140.00
2500.00
600.00


The goods are sold at 10% profit on cost of production. VAT rate on sale of such goods is 12.5%
Q 24)Briefly discuss, under what circumstances subtraction method of computing VAT is normally applied?
Q 25. Illustrate the demerits of VAT system.

ANSWER
Ans 23) See solution above in IPCC MAY, 10 section exactly same question

Ans 24)
The subtraction method of computing VAT is normally applied where:-

(a) the tax is not charged separately and

(b) the same rate of tax is attracted on all, including consumables and services, added

at all the stages of production/distribution.
Ans 25) 

Refer page no. 25 ‘Demerits of VAT’ Write without explanations
NOV, 10: 

IPCC
Q 17)

Compute the VAT payable at each stage using ‘Invoice method from the particulars given below:
	Stage
	Particulars
	PROFIT (as % of Cost Price)

	I
	Sambhav Medicaids Ltd sold the medicines manufactured by it to the distributors of medicines-Rishabh Pharmacy-at Rs 4000
	------

	II
	Rishabh Pharmacy sold the medicines to the Wholesalers-Suhani Medicos
	56.25%

	III
	Suhani Medicos sold the medicines to the Retailers-Galaxy Medicines
	25%

	IV
	Galaxy Medicines sold the medicines to the ultimate Consumers
	25%


Assume that the VAT rate is 4% and that there was no value addition at various stages of sale except profit margin.

Observation –Exactly same question was given in RTP may, 08
Q 19) Rosesh Ltd of Gujarat made a total purchase of input and capital goods of Rs 5500000 during the month of January, 2010. The following further information is available:

(i) Goods worth Rs 1500000 were purchased from Assam on which C.S.T @ 2 % was paid. 

(ii) The purchases made in January, 2010 include goods purchased from Unregistered dealer amounted to Rs 1850000.
(iii) It purchased Capital goods (not eligible for input credit) worth Rs 650000 and those eligible for input credit for Rs 900000.

(iv) Sales made in Gujarat during the month of January, 2010 of Rs 100000 on which VAT @ 12.5% is payable.

Assuming that the all purchases are given exclusive of tax and VAT @ 4% is paid on them, Calculate 

(i) amount of input tax credit available for the month of January, 2010

(ii) VAT payable for the month of January, 2010 and

(iii) Input tax credit carried forward 

Note: The input tax credit on eligible capital goods is available in 36 equal monthly installments.

Q 23) Briefly explain the ‘addition method’ of computation of VAT. What is drawback of the addition method?

Q 24) Under which of the following cases, the purchases are eligible for availing input tax credit:

(a) Ram & co. of Gujarat purchased the goods to be resold within the State of Gujarat.

(b) Rishabh purchased goods from a registered dealer. He claims that he has paid the amount of VAT on the said goods, but the invoice pertaining to said purchases has been lost on account of negligence of a clerk in his office.
(c) Goyal Manufacturers has purchased some raw material and used it in the manufacture of exempted goods.

Q 25) VAT invoices act as the nucleus of entire machinery of VAT system. Elaborate

ANSWER
Ans 17 SEE Solution of Ans 24 in RTP PCC MAY, 08, exactly same question
Ans 19) 

Computation of purchases eligible for input tax credit:-

	Particulars
	Rupees
	Rupees

	Total Purchases made in January, 2010

Less:

Inter State purchases (i.e.  from Assam)
Purchase from Unregistered Dealer 

Capital goods not eligible for input credit
	1500000

1850000

650000
	5500000

(4000000)

	Purchases eligible for input tax credit 
	
	1500000


Computation of input tax credit available for the month of January, 2010:-
	PARTICULARS
	Amount

	INPUT VAT on Inputs (other than capital goods)

[4% on (1500000 – 900000) = 600000]

INPUT VAT on Capital goods (those eligible for credit)

[4% on (900000 x 1 / 36 ) = 25000]
	24000

1000

	INPUT VAT CREDIT AVALABLE FOR JANUARY, 10
	25000


Computation of VAT liability:-

	Particulars
	Amount (`)

	Output VAT    @ 12.5% on sales i.e. on 100000

Less:  Input VAT credit (as computed above)

NET VAT payable 
	125000

25000
100000

	Input tax credit carried forward to February, 10
NIL


Ans 23) 
ADDITION METHOD:

 In addition method for computing VAT, all the factor payments including profits are aggregated to arrive at the total value addition on which the rate is applied to calculate the tax. This type of calculation is mainly used with income variant of VAT. 
Drawback:

A drawback of this method is that it does not facilitate matching of invoices for detecting evasion.
Ans 24) 

a) The purchases made by Ram & co. are eligible for claiming input tax credit because goods purchased for sale within the state are eligible for availing input tax credit.

b)  The purchases made by Rishabh are not eligible for claiming input tax credit because purchase invoice is not available with the claimant.

c) The credit of the VAT paid on the inputs used in the manufacturing the exempted goods cannot be claimed by the Goyal Manufacturers.
Ans 25)

 Refer page no. 55 ‘Importance of VAT INVOICE’

OR

VAT invoices act as the nucleus of entire machinery of VAT system. This Statement is absolutely justified. Invoices are very crucial documents for administering VAT. In the absence of the invoices, VAT paid by the dealer earlier cannot be claimed as set off. Invoices should be preserved with full care. Incase any original invoice is lost or misplaced, a duplicate authenticated copy must be obtained the issuing dealer.
NOV, 10: 

PCC
Q 24)

Compute the VAT payable at each stage using ‘Invoice method from the particulars given below:
	Stage
	Particulars
	PROFIT (as % of Cost Price)

	I
	Sambhav Medicaids Ltd sold the medicines manufactured by it to the distributors of medicines-Rishabh Pharmacy-at Rs 4000
	------

	II
	Rishabh Pharmacy sold the medicines to the Wholesalers-Suhani Medicos
	56.25%

	III
	Suhani Medicos sold the medicines to the Retailers-Galaxy Medicines
	25%

	IV
	Galaxy Medicines sold the medicines to the ultimate Consumers
	25%


Assume that the VAT rate is 4% and that there was no value addition at various stages of sale except profit margin.

Observation –Exactly same question was given in RTP may, 08
Q 25) Briefly explain the ‘addition method’ of computation of VAT. What is drawback of the addition method?

ANSWER
Ans 24) See solution above in IPCC NOV, 10 section exactly same question

Ans 25) See solution above in IPCC NOV, 10 section(ans no.23) exactly same question
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	-
	-
	--
	--
	-
	2, RTP
	RTP
	RTP

	Subtraction
	-
	
	3
	-
	-
	RTP
	-
	-
	-

	All 3 Methods
	-
	RTP
	-
	-
	-
	-
	-
	-
	

	Different Stages of VAT
	3
	-
	--
	-
	3
	-
	-
	-
	-

	Merits (either 1 point or all)
	3
	2
	2, RTP
	-
	RTP
	2
	2, RTP
	4 (all)
	-

	Demerits (either 1or all)
	2
	-
	-
	3
	-
	RTP (all)
	-
	-
	-

	Purchases not eligible for ITC


	-
	3
	-
	-
	3
	-
	4
	-
	-

	Role of CA or ICAI
	-
	-
	RTP

(CA &

ICAI)
	-
	-
	-
	RTP (CA)
	-
	-

	Composite Scheme
	-
	-
	-
	-
	RTP
	-
	(2+2)=4
	-
	4

	Rates of VAT
	-
	-
	-
	-
	2, RTP
	-
	-
	-
	-
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 BEST OF LUCK !!!!!
Special characteristics of this NOTE:
1. Short and concise.

2. Use of bullets and charts.
3. Simple language and understandable.

4. Coverage of all important topics included in syllabus.

5. Explanations to ICAI’s Study Mat language with suitable examples.

6. Past 6 terms Exam questions with solutions.

7. Past 6 terms RTP questions with solutions.
8. Summary & Trend analysis of Exam and RTP questions at the end.
Special Attention:
Generally, people use to post or prepare notes keeping a copyright and as a result many can’t access or made available to others. Keeping such thought in mind, this note is copyright free note and available for all users/readers and also can be transferable to anyone.

        Note:

· Please do not try to edit this file as it contains many numbers of objects, tables and arrows, so please keep as it is in order to get easy and friendly access to the notes.

· Suggestions and feedback are always highly appreciated.
· Mail at hereforeducation@rediffmail.com
STATE GOVERNMENT





Will Collect


SALES TAX or VAT





CENTRAL GOVERNMENT





1. EXCISE DUTY


2. SERVICE TAX


3. CUSTOM DUTY dUTY





INPUT VAT PAID:              (`)                       OUPUT VAT CHARGED:    (`)


RM-A                                 15000                               FG-A (Taxable)             100000


RM-B                                   5000                               FG-B (Exported)               NIL


RM-C                                   6000                               FG-C (Exempted)             NIL


RM-C                                   4000                               FG-D (Zero rated)             NIL


[RM means Raw material]                                    [FG means Finished Goods]                 








Income


Variant





Consumption Variant





Gross Product Variant


Variant





VAT is levied on sales with


deduction for tax paid on all business inputs including


capital goods.





VAT is levied on sales with set-off for tax paid on inputs and depreciation is charged only on capital goods





VAT is levied on sales and


deduction for tax paid on


input is allowed excluding


capital inputs








Income


Variant





Consumption Variant





Gross Product Variant


Variant





VAT is levied on sales with set-off for tax paid on inputs and depreciation is charged only on capital goods





VAT is levied on sales with


deduction for tax paid on all business inputs including


capital goods.





VAT is levied on sales and


deduction for tax paid on


input is allowed excluding


capital inputs








Hence, this method is


the most popular


method all over the world.





Due to this capital goods carry a heavier tax


burden as they are taxed twice. Therefore


mordernisation and upgradation of capital goods is


delayed due to this double taxation.





This is easy to operate and does not discriminate between


labour intensive industries and capital intensive industries





Credit of tax on Capital


goods is not allowed which discourages investments in capital goods.





This method is suitable when tax is not charged separately in invoice





Subtraction method





Invoice Method:





Addition Method:


Variant





Under this method, the tax is charged only on the value added at each stage of the sale of goods. Since, the total value of goods sold is not taken into account, the question of grant of claim for set-off or tax credit does not arise.





Under this method, tax is imposed at each stage of sales on the entire sale value and the tax paid at the earlier stage is allowed as setoff.





This method aggregates all the factor payments including profits to arrive at the total value addition on which the rate is applied to calculate the tax.





The most important aspect of this method is that at each stage, tax is to be charged separately in the invoice. This method is very popular in western countries. In India also, under Central Excise Law this method is followed.





This type of calculation is mainly used with income variant of VAT. Addition method does not easily accommodate exemptions of intermediate dealers.





This method is normally applied where the tax is not charged separately. Under this method for imposing tax, 'value added' is simply taken as the difference between sales and purchases.








This method is also called the 'Tax Credit Method' or 'Voucher Method'.





A drawback of this method is that it does not facilitate matching of invoices for detecting evasion.
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