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Implementation of GST — Policy Choices and Results

1. Introduction: The Goods and Services Tax (GST) was introduced in India on the 1°* of July after more
than a decade of efforts, to replace a fragmented and complex tax system because of a patchwork of multiple
central and state taxes. The earlier tax system resulted in huge costs to the economy especially due to
restrictions on the free movement of goods because State unilaterally levied egregious ‘entry taxes’ that
collected taxes on all goods that entered its territory. The new GST was designed to bring about a common
policy and administrative framework for taxation of consumption across the entire country and causing
minimum tax based restrictions on trade. This note provides a brief description of the GST and benchmarks
it against best practice as well as against other countries.

2. Brief Outline of the new GST system

2.1 Tax Instrument: Any tax on value added in a federal system of government with overlapping taxing
powers is challenging as taxing powers must be clearly defined and tax rates should as far as possible be
uniform?. The Indian GST has used a unique design and applies to all consumption of either goods or services
occurring throughout the territory of India with taxing powers assigned as follows: -

> All sales within a State is taxed both by the Center as well as the States over a common base and at
half of the applicable rate each. The relevant tax levied is called the State GST (SGST) and the Central
GST (CGST).

» All sales from one State to another as well as exports and imports are taxed by the Center at the full
GST rate applicable. The relevant tax levied is called the Inter-State GST (IGST).

» For sales across State lines, any input taxes on purchases can be deducted (i.e. an Input Tax Credit is
available) from taxes collected on sales regardless of the source of the purchases.

» A common portal called the GST Network (GSTN) is used by the Center as well as all the States to
capture all tax returns and hence allow for verifying Input Tax Credits claimed by the business.

» Tax administration uses common rules for allocating administrative powers to enforce the GST tax
laws.

» Coordination between the Center and the States and, between States is made possible through a
GST council comprising of the finance ministers of all the State governments and the Central
government. The GST council formulates a common policy and administrative framework for the GST
that applies to the entire country.

2.2 Policy Framework: The key policy dimensions of the GST are as follows:-

> Multiple rates for various categories of sales (0%, 5%, 12%, 18%, 28% and additionally 0.25%
for precious stones and 3% for gold). Further, there are several exempted sales and exports
are zero rated. The identification of sales that are exempt or under the various rates are
done through the Harmonized System Nomenclature (HSN) Code for goods and Services
Accounting Code (SAC) for services which identifies all goods and services. The HSN/SAC

1 Canada, Brazil and Pakistan are countries with a VAT/GST in a federal structure each facing unique challenges in
implementing it.



Code are mostly required to be identified up to the 2 and 4 digit level, however there is also
the requirement to identify certain sales up to the 8 digit level.

> Taxpayers with turnover of Rupees 15 million? (US$230,770) or more charge GST on sales at
the prescribed rates and can deduct GST paid on their purchases.

> All taxpayers who have turnover from Rupees 2 million® to 15* million fall under a
‘composition scheme’ whereby they pay tax on turnover instead on value added. The rate
of tax is 5% of turnover for restaurant services and 1% for others including manufacturers.

23 Tax Administrative Framework: The administration of the GST is done in parallel by the Central and
the State GST administrations with the powers to audit and administer being shared.” To support the
administration of the taxpayers, a common nation-wide IT backbone called the GST Network (GSTN) has been
put in place through which all tax returns are required to be filed. The GSTN would also aid in the selection
of taxpayers for audit through a risk based selection mechanism and would support the other main tax
administration functions of the Central and State Tax Administrations.

3. Benchmarking the Indian GST with other countries

3.1 The design of the GST is crucial to achieving the goals of the tax to collect adequate revenue with
few distortions and minimizing the cost of compliance to businesses. While there are not many countries
which have a GST in a federal structure, there are other aspects that are common to all countries. The
experience of other countries demonstrates that there are significant risks and challenges associated with
the initial design and implementation of similar value-added taxes. Risks and challenges can relate to:

e Complex rate structures.

e Many exemptions.

e Modernizing tax administration, including changes in the organizational structure and IT.
e Taxpayer segmentation.

e Inter-jurisdictional aspects in federal systems.

e Political economy aspects.

e Risk of fraud, not least in the context of exports.

International experience also suggests that the introduction of a new tax system is the start of a process of
reforms rather than the end and will require strong accompanying measures with continuous adjustments
and improvements during implementation.

3.2 Revenue Performance: India’s relatively high general government fiscal deficits (6-7% of GDP) and
debt (70% of GDP), as well as the need to maintain macro-economic stability, place significant constraints on
borrowing to fund development needs. Successive governments have recognized that maintaining a sound
fiscal policy to support economic growth continues to remain a priority. India’s tax-to-GDP ratio is currently

2 5 million for certain special category states

31 million for certain special category states

4 See 1 above

5 The State Tax Administration administers 90% of taxpayers with turnover less (over) than Rs. 15 million and the
Central Tax Administration the remaining 10%. For taxpayers with turnover over Rs. 15 million, 50% of them are
administered by the Central Tax Administration and 50% by the States.



relatively low at 16.6 percent compared to its peers and emerging countries (Table 1). By comparison, China’s
and Brazil’s ratios are 19.7 percent and 22.9 percent, respectively. Therefore, there is the need to mobilize
higher tax revenue in India.

Table 1: Tax Collection Across Countries (2014)

Total Tax Revenue to Taxes on Goods and Taxes on Income and
GDP (%) Services to GDP (%) Profit (%)

OECD 34.2 11 11.5
Japan 34 6.3 10.2
Korea 24.6 7.4 7.2
Philippines 16.7 6.7 6.6
Malaysia 15.9 3.6 10.9
Singapore 13.9 4.4 6.2
Indonesia 12.2 5.4 5.2
United Kingdom 32.1 12.7 11.2
United States 25.9 10.8 12.3
Australia 27.8 7.5 16.1
Canada 31.2 11.7 15

France 45.5 8.5 10.8
China 19.7 12.5 49
Brazil 22.9 13.9 6.7
India 16.6 7.0 5.7

3.3 Rates of GST applied: The number of Rates under GST is a critical policy parameter that determines
the complexity of the GST. Multiple rates imposes additional costs on compliance for businesses as well as
the tax administration and encourages evasion. Moreover, they may raise political demands for even further
differentiation. The extent of redistribution that can be achieved by VAT rate differentiation is typically very
limited, as it is better handled through expenditure instruments. In most cases equity is the prime reason
why countries use multiple rates whereby consumption by the poor are taxed lightly while items of
consumption by the rich are taxed higher. Hence the decision on the number of rates is a balancing act
between the administrative simplicity of the tax and equity. However, the equity argument for multiple rates
are not based on strong foundations and the GST is a poor tool for equity <IMF study>. This is because many
items of consumption by the poor such as food which is typically taxed at lower rates are also consumed by
the rich and the revenue foregone by not taxing the rich can be substantial. Instead, such consumption should
be taxed just like any regular consumption and the poor compensated by a direct cash transfer. Another
reason why the equity argument is not strong is that the poor are more likely to make their purchases either
from subsidized outlets run by the government which are not taxed or, from smaller businesses that are not
registered under GST and hence no tax is charged by these businesses.

On the other hand, the high cost of compliance imposed on businesses because of multiple rates can be a
significant cost to the business which is then passed on to consumers in the form of higher prices. A study
showed that if Sweden moved to single rate from its current three rates, compliance cost would be reduced
by 30%?°.

6 Compliance Costs of Value-Added Tax in Sweden, Report 3B, Skatteverket, 2006



The efficiency argument also works in the opposite direction to the equity argument. It is well known that
consumption that have high price elasticity to demand should be taxed at a lower rate while those that have
low elasticity should be taxed at higher rates. However, governments typically levy lower tax rates on food
products and essentials which typically have inelastic demand.

Thus, most countries around the World have a single rate of GST. Figure 1 shows the number of countries
and the number of GST rates (not including the zero rate) and Table 2 shows the number of different GST
rates (not including the zero rate) of GST among 115 countries. For GST rates, other than the zero rate, 49
countries use a single rate, 28 use two rates while only 5 countries including India use four rates. The
countries that use four or more rates of GST include Italy, Luxembourg, Pakistan and Ghana.

Figure 1: Number of Non-Zero Rates under GST around the World
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Table 2: Number of countries and number of non-zero GST Rates

Number of non- Number of
zero GST Rates Countries
Single Rate 49
Two Rates 28
Three Rates 32
Four Rates 5
Five Rates 2

The multiple rates by India is a key policy decision that has affected several decisions that have been made
as a “correction” to the GST with wide ranging consequences which will be discussed later.

The second issue is the rates of GST especially the highest rate. India’s highest rate at 28% is the second
highest among the 115 countries shown in Figure 2 with the highest rate of 50% in the case of Chile. High
rates of GST results in greater pressure to evade taxes and lower efficiency as higher tax rates depresses
demand and contributes to lower revenue. Table 3 shows the highest and lowest region in the regions around



the globe. The ASEAN region has the lower rates as compared to the other regions.
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Figure 2: Highest Rate under GST
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Table 3: Highest and Lowest GST/VAT rates
Region Highest tax rate Lowest tax rate
Europe Hungary (27%) Jersey, Channel
Islands (5%)
North & Central Dominican Republic Canada (5%)
America, Caribbean (18%)
Middle East and Madagascar/Morocco Nigeria (5%)
Africa (20%)
Latin America Uruguay (22%) Paraguay (10%)
Oceania New  Zealand,  Fiji, Niue (5%)

Samoa and Tonga (15%)

Asia (excl. ASEAN)

India (28%)

Taiwan-China (5%)

ASEAN

Philippines (12%)

Malaysia (6%)

3.4 Threshold to register under GST

The threshold to register for a full GST is another critical policy parameter. By full GST we imply that
businesses can collect GST on sales and can claim input tax credit. Those businesses having annual sales
above the higher threshold of rupees 15 million fall under the full GST. Those above annual sales above the
lower threshold of 2 million and below 15 million are required to register for the GST and pay a ‘flat’ 1% tax
on sales but are neither allowed to charge GST on sales nor deduct any taxes on inputs. Figure 3 shows the
GST threshold for 31 countries including all the EU countries and China and Malaysia. India started with the
higher threshold of $116,000 (7.5 million rupees) but in the span of a few months doubled it to $232,000 (15
million rupees) mainly to ease the cost of compliance for SMEs. The GST council have announced that this
could be raised further to Rs. 20 million. India’s new threshold is the highest among all the 31 comparator
countries. The lower threshold of Rs. 2 million ($30,770) is in line with most countries in the EU, however, in

the EU this threshold applies to the full GST unlike in the case of India.

Argentina




Figure 3: GST Thresholds in different countries
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3.5 Simplified schemes

In some countries have a simplified (or presumptive) scheme for SMEs under the GST whereby businesses
below a certain threshold pay a (lower) ‘flat’ turnover tax and not being allowed to collect tax as well as
claiming input tax credits. Another simplification used is a ‘deemed’ input tax credit that could be deducted
from sales). As mentioned earlier, India has a special scheme for GST for SMEs whereby businesses with
turnover between rupees 2 million and 15 million pay a fixed 1% of sales as GST’. China and Poland use a
similar ‘flat’ rate scheme of 3% of turnover. In other simplified schemes, businesses collect taxes on sales just
like other registered GST registered business but can pay the tax as a ‘flat’ percentage of sales but the input
credit is ‘deemed’ as a fixed percentage of sales. Such countries include the UK, Canada, Austria and Belgium.
The disadvantage of having a simplified and presumptive tax regime is that it inevitably fragments the tax
system and is hence inconsistent with good tax administration. Also, firms once safely ensconced in the
‘small’ sector remain there almost indefinitely with little or no risk of audit or exposure. A key problem going
forward, however, is how to keep out large and medium enterprises that try to look like small enterprises.

3.6 Exemptions

The extent of exemptions and sales at a zero rate is a critical design parameter for a GST. Fewer exemptions
and sales that are taxed at a zero rate reduces the tax base and forces higher rates on other sales. An Ideal
GST is one with a broad base and a single flat rate. Exemptions typically are not the best approach from a tax
policy standpoint as they are generally used in support of social policies unrelated to tax considerations and
for activities in public interest (education, healthcare, culture, charitable activities and public sector activities
which are within the scope) or where supplies are technically difficult to tax. Exemptions usually apply also

” There is a higher rate of 5% of turnover for those supplying restaurant services.



to land and other immovable property. However, exemptions compromise the logic of the GST as they can:
(i) reintroduce cascading where an exempted good or service is an input into another taxable good or service;
(ii) create dis-incentives for vertical integration to keep the exempt status; (iii) raise compliance costs by
making it necessary to allocate input taxes between exempt and non-exempt output when manufactured or
traded together.

The GST is a poor instrument for equity as it is difficult to target the consumption of the poor through a GST.
A broad base with a lower rate implies reduced motivation for businesses to evade taxes and lower efficiency
costs. India collects about 7 % of GDP in taxes on goods and services prior to the introduction of the GST.
Assuming the new GST would collect the same amount of tax (a revenue neutral policy was an important
goal of the reform)and the GST rate is 15% (average of the 12% and 18% rate), this implies a GST-efficiency
of approximately 47%. Figure 5 shows that India is 42" among the 106 countries being compared with
Norway having the best GST-efficiency. To move towards a higher efficiency, India would need to reduce the
number of items that are exempted or taxed at lower rates including zero. Broadening the base allows
moving to a lower rate increasing the compliance and thus further improving the efficiency.

Figure 4: India’s projected GST-Efficiency compared to other countries
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4. Complexity and policy reversals under India’s GST: After the introduction of the GST, the media have

been reporting that many businesses especially SMEs have been facing severe difficulties with reports of
some SMEs even closing. These difficulties have been largely driven by policy choices as well as administrative
requirements that imposed high cost of compliance for businesses. In response, the government has
progressively modified the policy over time. Prominent among these include moving many items taxed at
28% into the 18% bracket and doubling of the threshold of complying with a full GST from 7.5 million rupees
to 15 million rupees. Some of these policy changes such as raising the GST threshold and progressively
loosening the reporting requirements has likely undermined the system with potential negative
consequences for the stability of the GST in the future.



The principal design issues that have added to the compliance burden as well as the tax burden on businesses
include:-

a) Use of too many rates of taxes

b) Heavy reporting requirements especially requirement to quote HSN and SAC codes for each invoice
along with onerous invoice matching requirement

c) Many exemptions and sales taxed at zero rates

d) Risk averse approach to allowing input tax credits only on proof of payment putting pressure on
working capital requirements

e) Delays in issue of refunds for exporters

Out of these issues, (a), (b) and (c) are policy choices that has contributed to the complexity of the GST while
(d) and (e) are the result of less than optimal implementation of the GST. The use of multiple rates has
contributed to the decision to require that all invoices must include the 2, 4 or sometimes 8 digit HSN code.
There are reports that the issues relating to classification has been burdensome for businesses who were
worried that any misclassification could invite adverse proceedings by the tax administration. For example,
different paper products are taxed at four different rates. Risk averse businesses end up applying the higher
rate when there is a doubt on the correct rate to be used. Had only a single rate been used, such issues would
be significantly reduced. Along with the need to apply the correct rate, invoice matching implies that
HSN/SAC codes are required to be reported for each sale. Invoice matching has been the most onerous of all
the requirements under the GST as imperfect matching implies incomplete input tax credit under the strict
rules that has been employed. The large number of exemptions have also contributed to the additional
burden on businesses. A broader base would have enabled a lower rate of GST thereby lowering the burden
on consumers. Implementation issues such as delays in allowing of Input Tax Credits and delays in providing
refunds are being addressed by the government. The government has raised the threshold to reduce the
compliance burden on businesses especially SMEs. It is expected that over time these issues could be
resolved over time however, the policy choices mentioned above need to be addressed.

5. Conclusion:

The new GST has been suffering from teething problems. As this note brings out, these problems have largely
resulted from policy choices that were made. The use of multiple rates and many exemptions implied that
the government had to use a much higher rate of tax which considerably increased the cost of compliance
of businesses due to the onerous reporting requirements because of multiple rates. The heavy compliance
burden was mitigated by raising the GST threshold but this decision on the other hand narrowed the
participation of businesses under the GST and potentially undermining compliance in the future. Reversing
these policy choices could rectify these issues and improve compliance as well as increasing the tax collection
at lower costs of compliance which was one of the main goals of the introduction of the GST.



