VAT –MYTH AND REALITIES

Structure of State VAT Laws

1. VAT is supposed to be very uniform all over the country, not only with respect to the rate of taxes but also with respect to the way the law is laid out.  A model VAT bill was circulated by the Central Government among all the States.  It was believed that the VAT law would be largely similar and comparable. Respecting the sovereign constitutional rights, the empowered committee persuaded the member States to put up a VAT law which should at least be similar if not identical.  For illustration Double Taxation Avoidance Agreement (DTAA) is based on OECD Model prescribed.  All the member nations follow the OECD model in structure and in substance while drafting taxation treaties.  Similarly all the States were expected to follow in structure and in substance the model proposed by the Central Government. However it is not so.  For instance some of the States have listed input tax restricted goods in a schedule attached to their Act.  Some other States have listed the input tax restricted goods in the Rules supporting the Act. Some other States have used the notification as an approach to notify the input tax restricted goods. Maharashtra VAT for instance is very different in structure, layout, definitions etc., when compared to the proposed standard model.

Input Tax Credits

2. Unabsorbed input tax credits are allowed to be carried forward to the subsequent tax period.  However, while a few States give the carry forward credit, the status of current tax credit, some other States do not make the matter explicit in the law, arousing fear in the minds of the tax paying public that carry forward input tax credits could lapse or be denied.
3. Many of the States do not have a clear-cut provision for reversal of input tax credit and their restoration when the goods are moved to a sub-contractor who is located outside the State and received back after the job work is done.

4. VAT should be simple to understand and easy to implement for it to be successful.  Dealers claiming capital goods input tax credit, or claiming tax concessions and deferments, or using common inputs for taxable and non-taxable outputs are subject to requirements such as verification of books, assessments and re-assessments before the claimed credits and concessions are allowed to them.  To that extent VAT does not meet the objective of reducing the interface between the taxpayer and the department and gives scope for more and more subjectivity and discretion leading to corruption.

HSN and VAT

5. Introduction of HSN (Harmonised System of Nomenclature) is believed to bring uniformity among the States in classification of the taxable goods.  However in reality it is creating nightmarish experience to the trade because they are forced to be dependent on excise consultants to decipher the correct classification of goods.  Thus VAT is making the dealers more dependent than independent in comparison to the previous tax regime. The nightmarish experience is because reference is drawn to Central Excise Act, the approach to classification is based on reference to Central Excise classification Chapter Notes etc.  These in fact make the VAT more complicated and heavy and achieve exactly the reverse effect.  It is a practitioners paradise as against dealers pain.

Industrial Inputs

6. Some of the inputs are taxed at 4% while the other inputs are charged at 12.5%.  The items notified as industrial inputs are taxed at 4%.  These items are identified as industrial inputs irrespective of the status of the dealer buying or selling such inputs.  Thus even a trader dealing with industrial inputs shall be subject to 4% tax in as much as the manufacturing dealer who purchases the same inputs for purposes of use in the manufacture for sale of taxable goods.   By resorting to this approach surely VAT has done away with the procedure of obtaining declaration forms from the manufacturers as in the previous regime.  However it may be appreciated that not all inputs used in the industry are identified as industrial input.  Only a few items as notified are considered as industrial inputs and taxed at 4%.  However other industrial inputs not notified are subject to 12.5% tax even though they are used as raw materials or component parts of finished goods that are taxable.  To this extent there is a blatant discrimination of one class of industrial inputs against another.  

7. Taxing one class of industrial inputs at 4% as against the rest of the industrial input at 12.5% does not in the least improve the price of the goods in so far as the end customer is concerned. This is because VAT is a last point tax, and what is collected by the government is the tax levied at the last point. All the earlier taxes collected are given back to the dealers as input tax credit. Therefore there is no merit in taxing certain of the industrial inputs at 4% and certain others at 12.5%. The only benefit perhaps is the impact on working capital for a manufacturing dealer who would have otherwise paid 12.5% input tax and waited for its reclaim on sale.  

Capital Goods

8. The concept, definition and approach to taxation of capital goods also leaves more confusion than clarity that one may expect.  The input purchased takes the character of capital goods only when used in the business otherwise than by way of sale.  When a sale or a resale is involved such goods cannot be capital goods. To this extent they differ in tax treatment when compared with that of the industrial inputs.  Whereas industrial inputs continue to be industrial inputs irrespective of the status of the buyer or seller, capital goods can be so, only when there is captive use of such goods by the buyer.  Thus when goods are normally traded they are charged to full rate of tax.  When the same goods are purchased for captive use then they would partake the character of capital goods and would be subject to concessional rate of tax of 4% if so notified, besides the input tax utilization being deferred over a prescribed period of time.  Thus a selling dealer has to determine the class of the purchasing dealer, whether he is a trader or an actual user in captive consumption.  This again would require some kind of a declaration form to distinguish one class of buyer from another. Thus this issue would once again bring back the declaration forms into force. Whether the simplicity of VAT is being distorted intentionally or innocently, is left to one’s own presumption.

Exports

9. Due to the continuance of the CST Act raw materials purchased inter-State and used in the manufacture of goods for export is not available to be zero rated. To that extent the VAT is not able to bring down the cascading effect of inter-state tax paid on purchases which becomes part of the cost of production/sale to the exporter.
10. Exports are covered under the CST Act and they are exempt. Local governments are required to refund the input taxes suffered by the dealer on their purchases relatable to exports.  The commercial tax department in their anxiety to ensure that there is no false refund claims do indulge in methods such as requiring the dealer to produce proofs in support of export refunds claimed along with monthly returns.  These make the entire procedure one of scrutiny and assessment, which is not what the new VAT regime stands for.  The department could take its own sweet time to verify the records before approving a claim for export refund.

11. While the State governments have promised to zero rate the exports and refund the relatable input taxes in cash, the commercial tax department are raising one technical issue or another to find ways to either deny or at least delay the refund of input taxes relatable to export. For instance with respect to the 4% purchase tax paid by the exporter on purchase of rubber from agriculturists in Kerala State, the Kerala commercial tax department are not releasing the refund of input taxes paid relatable to the export of rubber.  

Exports and input tax restricted goods

12. When goods exempted from VAT are sold, the related input tax credits are required to be absorbed as cost by the dealer. However when exempted goods are exported out of India the input taxes are given back as refund.  This analogy cannot however be applied in respect of restricted capital goods.  Where a dealer buys capital goods for which input taxes are denied (restricted), then such input taxes on capital goods are not available even when the goods manufactured using such capital goods are exported out of India. To that extent the input tax paid on negative goods cannot be zero rated on export.  If this input tax credit on restricted goods used in the manufacture of export is allowed, it would make the exporters goods competitive in the international market.

Works Contracts

13. Rate for works contract – the Karnataka confusion.  The commercial tax department has clarified that when multiple inputs are used in a works contract with different input tax rates then the works contract shall be subject to 12.5% tax.  If this approach to tax is correct, then declared goods used in the works contract as such would also be subject to 12.5% VAT.  Such a taxation approach would result in infringement of law to the extent that the provisions of the CST Act with regard to the declared goods are not being followed.  This abuse of the CST Act and the constitutional provisions remains to be challenged.

14. Consumables used in a works contract which cease to exist cannot be taxed as the ownership in them cannot be transferred.  Therefore the cost of consumables and the attributable profits relatable to the consumables were exempted from the levy of works contract tax under the erstwhile sales tax laws. However under the new VAT consumables which cease to exist are covered under the definition of labour and other like charges.  This approach is wrong and requires rectification.  The VAT laws should allow these consumables as a deduction from gross value of goods, and not mix them up with labour and other like charges.

15. Goods moved inter-state by a works contractor for its ultimate consumption in an existing works contract, shall be taxed by the originating State under the CST Act.  The same cannot once again be brought to tax by the destination State at the point of its consumption, as that would amount to double taxation of the same transaction.  To this extent the VAT rules should have clear provisions to exclude such interstate turnover from the works contract turnover.  This is a matter of exclusion and not a deduction.

Right to use

16. Right to use transactions are taxed under VAT as deemed sales.  When capital goods are leased by a dealer, the hire and other instalments are subject to VAT tax.  Since sale includes deemed sale, such dealers must be entitled to full input tax credits instantly without deferment.  However the VAT law and the rules are not clear and explicit on this point.  It can be argued that the right to use dealer is leasing out goods which are capitalized in his books and therefore he should be subject to deferment procedure.  Clarity is required in this regard.

17. Car insurance, road tax, paid on leased assets and recovered from the lessee as cost reimbursements showing them separately in the invoices, should not be subject to VAT tax.  The rules must clearly provide for the same.

Procedural issues

18. The aspect of the accounting details required, the audit of such details, the department audit in the premises of the dealer needs to be brought out clearly to the dealer, for them to understand and appreciate that such requirements are in lieu for the summary assessments on filing of the returns filed which are accepted prima-facie on trust.

19. Previously in the old sales tax regime dealers were expected to file two sales tax returns.  One under the CST Act and another under LST Act.  With the advent of VAT the dealers are pretty confused whether they are required to file separate return under the CST Act or the local VAT return alone would amount to sufficient compliance.  While VAT aims to implement the concept of summary assessment with respect to the local sales tax turnover, it is not clear whether such summary assessment procedure extends to interstate transactions also. The presumptive logic is, regular assessment should continue.  This is because sale against ‘C/H’ forms have to be verified, ‘F’ forms for branch transfers have to be verified.  By merely reducing the CST rate to 2% or 0%, these procedures cannot be wished away with, till such time these procedures are also removed from the statute book.

Conclusion

20. State governments have been apprehensive about introduction of VAT and consequential fall in revenue. However the first quarter of 2005-06 witnessed increase in tax collection by several States. The average increase in collection is reported to be around 25%. The States are yet to allow credit on transitional stock and capital goods. The States also have not been extending the cash refunds to the exporters for several reasons.  When such credits and refunds are allowed the buoyancy witnessed in the first quarter may be hit. However since the reduction in CST rates have not yet been brought to force, the States did not record fall in their collection as feared. It is believed that the remaining States will also implement VAT by April 2006 and pave way for further tax reforms.

