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PREFACE

Sales tax is an important member of the tax family of
almost every country. It originated in ancient Greek City=-
States in a rudimentary'form and appeared with refined but
complicated forms in modern times, Sales tax had to face
many critical situations during its life time and was
severely criticised as regressive tax mainly from the
eighteenth century to the early part of the twentieth
century, Its usé was almost abandoned during this period.
However, financial erisis created by World War I revived the
tax and the general attitude towards sales fax changed
drastically because of its fiscal sufficliency. So, the use
of the tax had continued to expand rapidly year after year
and the tax attracted the attention of not only fiscal
authoritles but also the academicians, politicians and even
common people, Nowadays, sales tax is considered an ima
portant source of government revenue especially in develop=-
ing countries and occuples a respectable position in the
modern tax structure., Considering the gfowing importance
of sales tax, this study is designed to discuss various
forms of sales taxes particularly from the point of view
of their practical usefulness in developing countries, to
trace out the historical development of sales tax, to
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examine its relative importance and to analyse its incidence,

Keeping in view these objectives, the study is divided
into four chapters. Chapter I briefly discusses different
types of commodity taXxes so that it is possible to draw a
demarcation line between sales tex and other commodity taxes.
This chapter also attempts to define sales tax and identifies
various forms of sales taxes, Here, our attention is focuss-
ed on the practical usefulness of different types of sales
taxes in developing countries. Chapter II traces the.his;
torical background of ssles tax and exemines its relative
importance in the modern tax structure, Here, the analysis
ié based on the Nepalese and Indian experiences, Chapter III
analyses the shifting and incidence in order to find out the
burden of sales tax, This chapter seeks first to review the
theoretical development of the concepts and then examines
some empirical gtudies conducted in this field in India,
Chapter 1V summarises the main findings of the study,

In the course of the study, I have benefited from dis-
cussions with a number of people.
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help, critical comments and valuable suggestions., Besides
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thié capable guidance, his ever smiling face and gentle
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CHAPTER I

DEFINITION AND FORMS OF SALES TAX

Sales tax 1s one of the important members of the tax
family, It belongs to that type of taxation which is known
as "commodity taxatlon®", This chapter seeks first to in;
troduce the concept of coumodity taxation with a brief dis;
cussion of various types of commodity taxes. Then, we enter
inpp a detalled discussion of sales taxation, Here, we will
first define general sales tax, which is known in general as
sales tax, Then an attempt will be made to i1llustrate different
forms of sales taxes., Here, we shall go over the classifications
of sales tax given by some economists, We shall also try to
identify major forms of sales taxes and point out their ad;
vantages and disadvantages. During the course of discussion
of various types of sales taxes, attention will be focussed

on their practical usefulness in developing countries,
1.1 Introduction

The term *tax' 1s as familiar as the term !government®
to the common man, It is well known that tax is the money
pald by citizens to the government for financing its activi;
ties, The Shorter Oxford English Dictionary defines tax as
a compulsory contribution to the support of government,

levied on persons, property, income, commodities etc. Here
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the last term commodity refers to both goods and services,
Taxes upon goods and services are known as 'commodity taxes',
Commodity taxes may be levied at different stages from
production of a commodity to its final consumption, They can
be imposed upon production, importation, exportation, sales,
purchases or uses of the commodities, If the tax is imposed
upon the domestic production of commodities for sales or con-
sumption within the country, the tax is celled an excise duty,
In contrast to excise duties, levied on natife goods, customs
duties are imposed when goods leave or enter a country. A
tax imposed upon goods leaving a country is called an export
duty whereas an import duty is levied upon goods arriving in
a country., Another lwportant type of commodity tax is sales
tax which is imposed upon the sale of both goods and services,
On the other hand, purchase tax applies to the purchases by
dealers rather than sales by them, Value:added tax (VAT) is
a recent innovation in the field of commodity taxation., It
is included in the sales tax family but from an analytical
point of view it 1s better to remember that VAT is essentially
different from sales tax because the legal tax base of VAT
(i,e, value~-added at each stage) is different from the base
of sales tax (i.e, total sale value). Since it is customary
to include VAT in the sales tax systew, this study also follows
the same tradition., Gross receipts business tax and use tax

are the other two varieties of commodity taxation which are
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not so popular in developing countries. The former tax, gene-
rally charged at less than one per cent, 1s regarded as a
chahge for the privilege of carrying business activities and
intended to place burden upon business1 while the latter tax
is a levy imposed upon commodities bought elsewhere and used
and stored in the state., The rationale behind the latter tax
is that in a federal system consumers do avoid a sales tax if
they are in a position to buy similar commodities free of tax
from neighbouring states or by mail. The states are restrict-
ed in their power to impose sales tax upon goods and services
involved in inter;state trade., So,use tax is imposed as supple-
mentary to the general sales tax to avoid inter-;state evasion
of sales tax, Octroli duty is another member of commodity tax
family. This is imposed by local bodies (municipalities in
towns ete,) on goods leaving or entering the city gates,
Generally, the tax is levied upon the goods that enter into
the local area for consumption, Other commodity taxes are
motor vehicles tax, taxes on passengers and goods, entertain-
ment tax and electricity duties. For the purpose of assessw=
went, commodity taxes may be specific (rates are based on
physical units) or ad valorem (rates are based on prices).
Nowadays commodity taxes are considered very im-
portant especially in developing countries, Governments in
these countries are unable to raise reéuired revenue by means
of income and property taxes because of mass poverty. More-

over, these taxes require an adequate and efficient system of
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tax administration because of their cowplicated valuation
methods. But developing countries generally lack a well
equipped tax administration. In contrast, commodity taxes are
proad-based, productive and comparatively easy to administer.
They are important sources of government revenue, For exaumple,
they provide more than three fourth of the total tax revenue
in Nepal and India.2

Beslides the revenue purpose, commodity taxes also help
to achieve a number of socio~economic objectlives. For example,
import duties are levied to protect domestic industries against
competition from abroad. Heavy import dutieé on final goods
and exemption or nominal rates on raw materials, machines and
equipments help to increase domestic production, Excise dutles
also help to stimulate production in desired sectors by means
of tax rebate or tax credit,

Excise duties are also imposed to reduce the consump-
tion of goods, such as alecohol and tobacco, involving socially
undesirsble effects. Until recently health was the prime
concern in this regard. But now negative externalities are
being taken seriously.3 Because consumption of tobacco and
alcohol imposes costs on individuals other than those who
consuwe them. ",.,(It) is unpleasant to sit in the same
cinema as cigarette smokers or to be endangered by drunken
drivers on the way home.“k

Both excises and sales taxes are used to reduce the

consumption of luxuries by means of higher rates on them,
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Similarly, bigh import duties are intended to restrict the
consumption of limported luxuriles,

Customs dutlies are used to improve the balance of pay=-
ment situation by restricting imports and encouraging exports,
Excises and sales taxes also help to achieve this objective
curtailing domestic consumption and exempting exports from
tax net.

Commodity taxes divert resources to desired sectors
which plays crucial'role in the development of developing
countries, Resources can be diverted from consumption goods
industries to investwment goods industries through heavy taxa-
tion on luxuries and exemption of capital goods. Similarly
resources can be diverted from imports to domestiec products
through import duties., Thus, commodity taxes are assigned to
play an important role in the development process, especially
in a developing country,

However, commodity taxes are considered as regressive
taxes., There 1s still the presumption that a large part of
commodity taxes is shifted forward to the consumer. They
apply to all spending irrespective of its volume. They do
not provide minimum taxable 1imit as do income taxes.. More-
over, they do not take into account the part of incomes saved,
the size of families, the number of taxpayer's dependents, In

addition, they tax all consumers at the same rate irrespective
of their wealth and 1ncomes.5



Commodity taxes are considered inequitable even 1if
they are not shifted. Because they are based on production,
imports, sales or purchases of the commodities irrespective
of profits, losses, indebtedness, and other factors affecting
the condition of the business of the taxed vendors where one
cannot find out the actual tax paying capaclity of different
vendors.6

Thus, on the one hand while coumodity taxes are very
important taxes especlally for developing countries, they are
at the same time regressive, Hence, attempts should be made
to make the commodity tax system more efficieht and also to
minimise their regressiveness.

To ensure efficiency, tax should be imposed on the
final goods alone and not on intermediate goods, because
commodity texes are ultimately paid by consumers., Tax on
producers goods does not reduce the tax burden in any way
rather it increases the tax burden. An input tax stimulates
producers to change their choices of inputs to avoid taxes
which leads to less efficlent choice of inputs.’ It means
inefficiencies in production,

Then, the question arises as to how the tax burden
ought to be distributed among final goods? From the point of
view of administrative convenience and economic efficiency,

a uniform and universal commodity tax system 1s preferable,

It is easier to administer in the sense that there is no

necessity to classify commodities into taxed and untaxed groups
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and taxed commodities according to their rates., It also re;
duces the burden on the part of businessmen since there is

no need to keep separate records, It is easier for tax assess=
ment and difficult for tax avoidance. Moreover, the universal
nature of tax eliminates the distortion of consumer's cholce
between different commodities which, in other words, means
minimisation of welfare losses.

However, such a tax "will have a disincentive effect
on the choice between work and leisure, since the proceeds of
work cannot be spent without liability to the tax."8

. Moreover, a uniform and universal tax ignores the
equity aspect, It does not take into account the source of
tax revenue, importance of diversion of resources to desired
sectors and regulatory and promotional role of commodity taxa~
tion,

Basic necessities such as food, coarse cloth etc.
should be exempted and luxuries should be taxed heavily in
order to minimise the regressiveness of commodity taxation,
That is why now a days high rates on luxuries and low rates
on goods of common consumption are widely accepted as rules.9

However, a highly selective and differential tax
system erodes the tax base, It makes tax administration more
complicated., It Increases cost of collection, It also gives
incentive for tax evasion which further brings erosion in the

tax base., Hence, such a tax system results in considerable

revenue loss,
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Similarly, a highly selective and differential tax
system causes welfare loss because of distortion., Distortion,
in other way, means economic inefficlency because it changes
consumption pattern away from optimality.lo

Hence, there should be a good trade-off between equity
and efficiency and an ideal system of cqmmodity taxation
should mininise bothﬁ?fficiency and inequity and should maxi;
mise revenue yield. with this brief background of commodi ty

taxation, we will switch over to a discussion of sales tax,

1.2, Definition of Sales Tax

In general sales tax is readily understandable, As
the name suggests, sales tax is a levy imposed upon the sales
of both goods and services., But it is duite difficult to
define the term precisely. Because excises, purchase tax,
gross receipts business taxes are éuite close to sales tax
in their structures and probable economlc effects. That is
why many economists fall to draw a clear cut demarcation line
between sales tax and other commodity taxes though it could
be done on the basis of thelr respective tax bases,

According to A. G. Buehler, "A general sales tax 1s
really a system of sales taxes on a great number of cbmmo-
dities at more or less uniform rates and with more or less
uniform exemptions, deductions, and other provisions,

Different members of the general commodity tax family have

been described as general sales taxes.“ll
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This definition first indicates the general nature of
sales tax which applies to a great number of commodities,
Then it points out the structure of sales tax, It carries
practical importance in the sense that it takes into account
different aspects of sales taxes such as rates, exemptions,
deductions which are associated with almost all sales tax
systems existing in different countrles, However, it fails
to mention explicitly the base of sales tax, In this connec-
tion the definition given by Pogue and Sgontz seems to be more
satisfactory because they have explicitly pointed out the tax
base of sales tax. They say : "Sales taxes are levied on |
sales of products and services, with the tax typically being
collected from the seller. They may be general, applying to
all sales or selective, applying to the sales of only specified
commodities ,.. Sales taxes are, therefore, taxes on income
uses, incontrast with income taxes, which are on income
sources, "2

According to John F, Due, "A sales tax is a levy im;
posed upon the sales, or elements incidental to the sales,
such as recelipts from them, of all or a wide range of commo=-
dities, excluding taxes imposed at fractional rates upon
gross recelpts in the form of business occupation or licence
taxes."13

This is the most clear, wide and satisfactory defini-
tion of sales tax, Because it first clearly points out the
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base of sales tax as sale value by which we are able to
distinguish sales tax from customs duties, excises and pur;
chase tax, Then it indicates the general nature of sales tax
which distinguishes sales tax from other commodity taxes of
limited coverage as use tax and other commodity taxes on
particular services, Finally, it specifically excludes gross
receipts business tax from the purview of sales tax, However,
it must be said that unlike the preceding definition, this
definition fails to mention that sales tax is a levy on 1n;
come uses in contra;t with income taxes, imposed on income
sources,

John F, Dué adds another feature of sales tax describ-
ing 1t as a levy'imposed, Yusually with the legislative expecta-
tion that the tax will be shifted forward to the qonsumer“.lh
However, this description applies to other commodity taxes
also,

— Now we can briefly say that sales tax is a levy on
income uses in contrast with income taxes, levied on income
sources., Sales tax 1s generally imposed upon the sales of
wide range of commodities. Hence, legal tax base of sales tax
is sale value of taxable goods and services. The value of sales
depends upon the cash expenditure by consumers on consumption
goods and services and by wanufacturers on producers goods,
Thus, expenditure both by consumers and manufacturers con;
stitutes the potential tax base of sales tax, Moreover, it
1s desirable to consider the potential expenditure on
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necessities and luxuries separately in order to have a better

idea of the potential tax base,

1.3 Forms of Sales Taxes

There are different forms of sales tax existing in
different parts of the world, They vary in nature, scope,
methods of collection, rates and even regarding effects and
burden to some extent, So it is quite difficult to classify
these taxes on a single basis. Even though ecohomists try to
classify sales taxes on different grounds, they fail to give
satisfactory classification of sales tax,
| National Industrisl Conference Boardls (hereinafter
NICB) classifies sales tax mainly into three groups as follow;
ing: |

l, Multiple turnover tax
1.1 General turnover tax
1.2 Commodity transfer tax
2. Single turnover tax
2.1 Production tax
2,2 Retall tax

3. Luxury turnover tax

v This classification is neither a purely stagewise nor
a purely commoditywise classification. It mixes both., It is
confusing because it classifies sales tax, at the same time,
on the basis of stages as well as of types of commodities,

If the tax applies to all stages in production and distribution
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process, it is sald to be multiple turnover tax and if it is
limited to one stage it 1s said to be single turnover tax.

But the above classification also includes iuxury turnover
tax, tax on the sale of luxury articles and on the performance
of services of luxury, as a third variety of sales tax which
makes this classification unacceptable,

Furthermore, multiple turnover tax is further divided
into two groups according to the scope of the tax. A general
turnover tax applies to the sale or transfer of tanglble
materials and commo&ities, comperclial or professional ser-
‘vicés, immovable properties or other particular categories of
transfer or servicés. On the other hand commodity transfer
tax is limited to the sale or transfer of tangible material
and commodities,

As multiple turnover tax, single turnover tax is also
further divided into two groups, viz, production tax and
retall sales tax, This classification is made according to
the transaction that gives rise to the tax 1liability. Pro-
duction tax is imposed upon the sale of a producer while re-
tall sales tax liability rests upon the sale to final con-
sumers, | '

This classification is not a complete classification
because 1t does not include wholesale sales tax which 1s an
important mwewber of sales tax family, Moreover, it is not

necessary to consider luxury tax as a separate branch of



13
sales tax, It was adopted by different countries simply as a
supplementary tax to other forms of sales tax.

C. V. Oster16 classifies sales taxes according to

scope, legal basls, turnover and coverage as following:

1. According to scope
1.1 Selective sales tax

1.2 General sales tax

2. According to legal basis

2.1 . Tax legally on the seller
2.2 Tax legally on the buyer

3. According to turnover

3.1 Multiple turnover tax

3.1.1 General turnover tax
3.1.2 Commodity transfer tax

3.2 Single turnover tax

3,2.1 Manufacturers sales tax
392.2 Wholesalers sales tax
3.2.3 Retall sales tax
L, According to coverage
%.,1 Retail sales tax
4,2 General sales tax
4.3 Gross receipts tax

4,4 Gross income tex

This is a detailed classification which includes all

possible types of sales tax. However, it includes gross
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receipts tax and gross incowe tax under the purview of sales
tax, According to Oster gross receipts tax covers retall,
wholesale, extractive and wanufacturers sales plus personal
and professional services. In addition to this, gross income
tax includes recelpts from non-business activities as wages and
salaries, We have already distinguished sales tax and gross
receipts tax and the inclusion of gross income tax under sales
tax seems to be improper. Furthermore, it would be better to
separate purchase tax, the tax that is legally imposed on the
buyer, from sales t;; because their legal tax bases are differ-
ent.. The present study follows this line of thinking,

Most satisféctory classification of sales tax is given
by John F. Due.l” According to him sales taxes can be classie

fied into three groups as following:

1) Multiple stage tax
2) Single stage tax
3) Value~added tax

Single stage tax can be further divided into three

categories,

a) Manufacturers' tax
b) Wholesale tax
¢) Retail tax

This classification is superior to preceding types of
classification, It is a clearcut classification. It neither
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involves unnecessary classification nor does it exclude anjr
important type of sales tax from the purview of sales tax, As
mentioned above, the classification given by the NICB fails to
include wholesale tax while unnecessarily classifies luxury
turnover tax as a separate form of sales tax., Oster's classi;
fication includes gross receipts tax, gross income tax and
purchase tax under the purview of general sales tax., Classi-
fication given by John F, Due does not suffer from such pro-
blems and as such it 1s the most populaf classification., We
shall also follow this classification for the purpose of our
analysis.

10 3.1 MultiE].e Stage Tax

Multiple stage tax is also known by the name of turn-
over tax, cascade tax or transaction tax, The modern turnover
tax was essentlally a German development and adopted by many
other countries during the early part of twentieth century,

The multiple stage tax, in its pure form, applies to
all sales at all stages of production and distribution, In other
words, a complete multiple stage tax applies "to all transac;
tion through which commodities pass on the way from initial
production of materisls to final sale to the consumer, and
often to many services #* Thus, the tax is imposed upon the
sale by wanufacturer to wholesaler, wholesaler to retailer
and retailer to consumer, Moreover, principally the tax is

characterised by a low and uniform tax rate and no sale of
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goods or services is exempted from taxation in its pure form,
Thus the tax is very comprehensive'in nature,

However, in practice, none of the multiple stage taxes
is complete and uniform. For example, Germeny was the country
which had used multiple stage tax to the greatést extent,
even though, German Umsatzsteuer imposed a low rate to whole;‘
salers.t® gimilarly, Belgian'? and Italian®® sales taxes did

not cover sales by the retailers in their scope while Norwegian21

sales tax did not include sales by the manufacturer in 1ts
scope, Similarly, mhny countries do exempt some goods and
services from the tax net, Thus, in practice we do not find
multiple stage tax in its complete and uniform form,

One of the important advantages of multiple stage tax
is that it is highly productive. A substantial amount of
revenue can be collected with a relatively low rate of tax,

For example, Germany collected around 40 per cent of national

revenue fromw this tax.22

7 Because of the low rate of tax, tax payers find it
less burdensome. So there 1s very little urge towards tax
evasion, Even if there is evasion at one stage, it may not be
possible to do so at other stages. So the revenue loss will be
much less in this system, |
However, multiple stage tax suffers from many dis-
advantages, It discriminates non-integrated firms in favour

of integrated firms and gives incentive to integration, Since
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it is levied at all stages of production and distribution, in-
tegrated firms are able to avoid a part of tax, Here, the tax
provides an incentive to the firms to produce their own
materials and parts used in production instead of purchasing
from independent suppliers, Moreover, they will try to sell
their products directly to retailers or sometimes even to the
consumers, So the wholesale level, sometimes even the retail
level, might be forced out of existence, The tax puts those
firms which do not want to change their method of doing busi-
ness and also the small dealers who cannot get themselves in;
tegrated, at a disadvantage, "It is claimed in both France and
Germany that the turnover tax has artificially favoured inte=-
gration, and that the integrated establishments have secured
important competitive advantages, It is very difficult to
determine to what extent integration has resulted from the
turnover tax, but its influence in that direction is no doubt
felt. The higher the tax rate, the greater will be the tendency
to.integrate."23 Integration is an unintended effect of taxa-
tion which brings unnecessary changes in the methods of doing
business., It therefore represents inefficiency in taxation,
Non-uniforwity of consumer burden is another disadvan:
tage of this form of tax, As noted above, tax burden‘depends
upon the number of stages in the production and distribution
process through which a taxed commodity passes, Hence, "...
commodities which passed through a short chain of trans‘fers in

the process of manufacturer and distribution bore less tax
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w2t It has two

than similar goods passing through a large chain,
implications : "One result is diserimination among consumers on
the basis of thelir relative preferences, another is potential
distortion of resource allocation away from optimum."zs This

is because, those consumers who prefer commodities which change
many hands during the production and distribution process and
thus taxed many times have to bear greater burden in comparison
with other consumers who buy commoditlies which pass only few
stages. Hence, tax tends to increase prices of different
commodities differemtly depending upon their number of transac-
tion during production and distribution process. It affects
relative prices which causes a reallocation of'consumer eX-
penditures. There is disincentive to consume relatively heavily
taxed commodities. Thus because of differences in tax burden,
consumer has to shift from a prefer}ed commodity to less pre=
ferred one which causes "excess burden",

There is a greatér possibility of pyramiding of tax in
this form of sales tax, Pyramiding of tax arises because of
the application of percentage mark-ups to purchase prices
which include tax, Hence tax is imposed upon tax. It can be
shown that consumers have to bear burden by amounts in excess
of the tax. 4An implication of pyramiding is that there is a
substantial difference between nominal rate of the tax and its
effective rate. For example, ",.., on pulses, a multipoint tex

rate of &4 per cent works out to be as high as 16 per cent on

the consumer."26 Thus, consumers have to pay three four times
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higher prices than normal tax rates, Though competition eli;
minates such pyramiding tendency, it works very slowly and im-
perfectly.27

Thus, the tax is not neutral. It causes distortions
i.e., brings unnecessary and unintended changes in relative
prices and methods of doing business, as mentioned earlier. So
it cannot be used as an effective fiscal instrument to achieve
desired objectives,

Exports are generally exempted from sales tax, So sales
tax borne by exports is to be refunded to the exporters., But
it i3 quite difficult to calculate the exact amount of tax
levied on exports in this system of sales tax., Due to the
integration effect, tax on the same commodity produced and
exported by different firms may be different, depending upon
the stages of transactions. The cascading element further
aggravates the problem, Hence, the actual amount of sales tax
paid on exported commodities cannot be ascertained,

"Under this system, imported goods are often favoured
over domestically produced goods because generally the number
of times that imported goods chenge hands is fewer than the
case of domestically produced goods.

This tax puts the small dealers at a disadva.nfage. As
stated above, they cannot take the advantage of integration,

Moreover, they cannot maintain records and are often harassed

by tax authorities,
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Finally, a broad;based sales tax with uniform rate is
regressive, If atfempts are made to exempt necessaries ahd to
introduce rate differential in order to remove regressive
element, the tax gives rise to administrative complications.,
Because of all these disadvantages, the use of multiple stage

tax has been decreasing gradually,

1.3.2 Single Stage Tax

Single stage tax is imposed at any one stage in produc;
tion and distribution process. It may be imposed at the manu;
factyrers' level or wholesalers' level or at the retail level.
Let us discuss these different forms of single stage tex im-

posed at different levels separately.

1.3.2.1 Manufacturers! Tax

Manufacturers' tax is essentially a Canadian innova;
tion and later adopted by other countries, It is imposed on
the sale by manufacturer of finished products. "The intention
o.f a manufacturers' tax is to make the charge at that point by
reference to the "factory door" pri.ce."'28 Hence manufacturers'
tax and excise duties seews to be identical since they both
are imposed on manufacturer or producer. However, as mention;
ed elsewhere, excises are levied upon production not on sales
while wanufacturers sales tax is imposed upon the sale made
by producers or manufacturers, Thus, excises are collected

from manufacturers on his production irrespective of sales of
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his products while sales taxes are collected only when goods
are sold.

The rationale behind this tax is that it can be ad-
ministered more easily than any other type of sales tax be;
cause of smaller number of manufacturers, Moreover, since
manuf acturers are more organised and large, their book keep;
ing system is adequate., This makes checking and cross-check;
ing more possible. Therefore at this stage tax payers are
less inclined towards direct evasion of tax.29

This tax attracts special attention in a developing
country where tax administration is not efficient and retailers
are very small and scattered, retailing is non.commercial in
character or is conducted by individuals or families to a
large extent, who are mostly illiterate and do not keep even
elementary records and where retailing is often seasonal and
without a fixed place., v

There are many disadvantages of manufactﬁrers' tax., As
with turnover tax, pyramiding effect is associated with manu;
facturers' tax. Because of the application of percentage
mark-ups, manufacturers' tax tends to pyramid on the way to
the final consumers where consumers have to bear burden by
amount in excess of the tax, However, now price is pjramided
to a lesser extent than is the case with multiple stage tax,

This form of tax "unduly influence the economic deve-

lopment of industry by diécouraging manuf acturers from
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integrating forward, or may even encourage them to leave to
wholesalers certain functions such as transport, warranty}and
installation which might often be more satisfactorily under-
taken by the manufacturers."30 Here, the firms that do not
change thelr distribution process will be penalised.31
Manufacturers' tax requires a higher rate of tax to
provide reéuired amount of revenue, It is said that a manu-:
facturers' tax may require a rate of 8 to 10 per cent to pro-
duce the same revenue as a retail sales tax of 5 per cent, in
a situation where same exemptions are provided in both tax
syst’ems.32 This 1is because of the difference in their cover;
age., Manufacturerst tax is imposed upon manufacturers' sales
price. In additionrto this, retall sales tax covers value;
added at wholesale and retall stages. Hence, the tax base of
manufacturers' tax is the narrowest. So,it requires a higher
rate of tax in order to provide the reéuired amount of revenue,

Higher rates give incentive for tax evasion which may result

in considerable loss of revenue,

1.3.2.2 Wholesale Tax

Wholesale tax is imposed on the last wholesale tran;
saction. In other words, it applies to the sales by the
wholesaler to the retailer, This tax was first introduced by
Australia, followed by New Zealand, Switzerland and other
countries.

One of the important advantages of this form of tax
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is that it can be regulated and administered more easily than
retail tax because the number of wholesalers is smaller. More-
over, wholesalers are more organised than retailers. So, they
do keep better records than retailers which facilitates tax
administration,

Wholesale tax is superior to manufacturerst tax in the
sense that it is more neutral than manufacturers!' tax because
it 1s imposed at one stage nearer to the point of final cone
sumption, As a result "it causes less price;pyramidingﬁ.
Moreover, a lower tax rate can produce the required revenue
because of broader tax base resulting from the inclusion of
value;added at the wholesale level,

However, it 1s difficult to define wholesale dealers
and wholesale transactions. Generally, second sales i.e. sales
after the sales by producers, manufacturers or importers are
considered as wholesale sales, However, to locate this stage
of sale is extremely difficult especially in the case of un-
organised manufacturing and production and also in the case of
direct lmports by the consumers,

Like multiple stage tax and wanufacturers' tax, whole=
sdle tax also causes price-pyramiding to some extent. Similarly,
this tax is also not neutral because businessmen can évoid tax
liability through reorganisation of their business. In order
to avold tax, manufacturers directly sell to retailers keeping

the wholesale stage out of existence,
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In developing countries much wholesaling is conducted
on a small scale basis where wholesalers do not keep adquate
records, So,it is difficult to control and administer this
tax., Nepal has had a bitter experience with this form of sales
tax.33 Furthermore, the tax base of wholesale tax is narrower
when compared to that of the retalil tax., Hence, higher rates
are reéuired as compared to the retall tax in order to provide

the required amount of tax revenus.
1.3.2.3 Retall Tax

) Retall sales tax is imposed on the final sale to the
consumer, It is widely used in American states, Canadian pro-
vinces and other countries,

Retail sales tax is considered as the most satisfactory
form of single point tax on many grounds, Firstly, this tax is
more neutral than other types of sales taxes. Like other taxes,
it does not stimulate the firms to change their production and
distribution systems., Since the tax is levied on the actual
selling price to consumer, tax 1iability will be the same
regardless of the systems of production and distribution, Thus,
unlike other forms of sales taxes, it does not bring undesired
and unnecessary changes’in the methods of doing business.

Uniformity of consumer burden is another advantage.of
retail tax, Since the tax is imposed at the last point, it is
shifted to the final consumer by the exact amount of the tax,
It avoids discrimination between individuals on the basis of



25

relative preferences for various goods and also avoids the poten-
tial distortion of optimum allocation of resources.

As stated above, since the retail sales tax is lmposed
at the last‘point, it is shifted to the consuwmer by the exact
amount. It does not enter into the purchase price of the dealer.
So there is no possibility of the application of percentage
mark-ups to tax amount, Hence, the possibility of pyramiding
is avoided and the incidence can be kept under control to a
great extent.

Since the tax base is broader, a lower rate can provide
a gi;en revenue-yield. This lower rate lessens the incentive
toward evasion,

Under the retail tax system, tax can be quoted separately
which increases the consclousness of the consumers,

Thus, retall tax is the most satisfactory form of sales
tax because it is more neutral since it does not bring unin-
tended and unnecessary changes in relative prices and methods of
doing business, It also eliminates the cascading effects and
- produces greater yield with relatively small tax rate.

However, retall tax is also not free from limitations,
The first limitation is the large number of small retailers
brought under the tax net. According to one study the number
of tax payers under this system will be 8 to 15 times as great
as the number of tax payers under a tax at the manufacturing

34

or wholesale stage, As mentioned elsewhere, developing

countries generally lack an adequate and efficient system of
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tax administration which could administer effectively such large
number of retallers.

The tax can be successfully operated only in those
countries where retail trade is handled by medium or large
commercial establishments that keep proper récords.35 However,
the tax'creates problems and encourages large scale evasion in
a developing couhtry where a large part of retailing .is non;
commercial in character, retailers are small, scattered,
seasonal, illiterate and do not keep even elementary records,
The problem becomes more serious in the case of differential
rates., Many retallers sell a number of commodities and cannot
apply. properly the different rates to various goods they sell.36

To solvevthe.problem of smwall vendors, économists re-
commend that they be excluded from compulsory registration,
Here, a tax on sales by large retailers to consumers and to
small unregistered retailers is advised.3’ But it is difficult
to draw a demarcation line between the firms that wmust register
and those that are excluded. The larger firms will be divided
into several smaller units to escape liability for registration
and there will be a revenue loss. To check it some sort of
incentives should be given to the firms to get themselves
registered. For exawple, in India, Jha Committee38 recommended
not only a raise in the limit for compulsory registration to
a turnover of 2,5 lakhs but also recomumended voluntary re-

gistration of dealers whose turnover is less than 2,5 lakhs,
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This recommendation was made in order to enable small dealers,
whose turnover is less than 2.5 lakhs, "to purchase inputs free
of tax and supply them to manufacturer®, which would reduce

evasion,

1.3.3 Value-Added Tax

Value-added tex (VAT) is the most recent innovation in
the field of sales tax, Frahce led the way and many other
European and Latin American countries followed the footsteps
of France., This form of tax was considered as the standard
form of sales tax for the Europeen Common Market countries.

The tax was considered in great depth even in the United States
of America, Canada, Japan and also in some countries of Latin
America,

As the name suggests, VAT is a levy imposed on the
value-added by each firm through its production and distribu;
tion activity. Value-added for a firm is nothing more than its
gross receipts from sales minus all expenditures for goods and
services purchased from other firms., This very value;added is
the legal tax base of VAT,

VAT is descended as a hybrid of multiple stage tax
and retail sales tax. It is similar to the multiple stage
tex in the sense that both of these taxes are imposed at each
stage in the chain of production and distribution. It is
similar to retail tax because their tax bases become identical.

This will be shown by an illustration at the end of this
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paragraph, However, VAT differs from multiple stage tax be-
cause the latter is imposed on total value at each stage while
the forwer is imposed only on value;added at that stage,
Siwilarly, VAT differs frowm retall tax in the sense that the
former is imposed at each stage of production and distribution
whlle the latter is imposed only at one stage, the final stage.
To wake matters clear an illustration would prove to
be illuminating. Consider the case of a manufacturer who buys
cotton from a farmer at Rs, 100, He converts cotton into shirt
and sells to wholesaler at Rs. 200, wholesaler sells to re-
taller at Rs. 256 and finally retailer sells to consumer at
Rs. 300, Suppose tax rate is § per cent in both VAT and retail
tax, In the case of'VAT, tax base is value;added at each stage
which is Rs, 300 (i.e, 100 + 100 + 50 + 50) and in the case of
retall tax, tax base is retail sale price which is also Rs.300.
The same amount of tax revenue will be collected in both the
systems. The only difference is that in the case of retail
tax, retailer will pay Rs, 15 while in the case of VAT this
amount will be collected at different stages, i.e. Rs. 5 from
the farmer, Rs, 5 from the manufacturer, Rs. 2.50 from the
wholesaler and Rs, 2,50 from the retailer, (according to their
respective value-added) which finally comes to Rs. 15. On the
other hand, multiple stage tax will be imposed on Rs, 850
(i.es 100 + 200 + 250 + 300) and if tax rate is the same,
Rs.42,50 will be collected as tax revenue in this system of

sales tax,
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There are three types of VAT : the consumption type,
the income type and the gross national product type. Under the
consumption type VAT all capital goods purchased from other
firms, in the year of purchase, are excluded from the tax net,
Hence the tax applies only to the consumer goods. The base
of this tax becomes identical to the base of retail sales tax
on consumer goods and services. On the other hand both income
type and gross product type of value-added taxes do include the
purchase of capital goods from other firms under their tax net.
The difference between these two types of VAT is that the
former tax does exclﬁde the depreciation on capital goods em=-
ployed from the tax base while the latter tax does not do 0,37

Tax liability can be calculated by different methods®
The substraction and.addition methods and the tax credit
method, Under the substraction method value-added 1is ascer-
tained as net turnover which is obtained by substracting cost
of materials from sales proceeds whilile in case of the addition
method, the same tax base is obtained by adding the incomes
produced by the firm (i.e, the sum of profits, salaries, wages
etc.). Tax credit method is also known as invoice method.
Under this method the tax applies to the total value of sales and
the tax payers are permitted to deduct from their gross tax
liability the texes already pald by thelr suppliers and passed
on to them, This method is used in countries of the EEC.ho

VAT is considered to be more neutral. Since it is
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imposed only on value-added'at each stage of production and
distribution, tax liability will be the same regardless of the
systems of production and distribution., This further results in
the same proportion of the tax in the final price of any parti;
cular product irrespective of the number of hands that commodity
changes, Here it avoids the major disadvantages of turnover

tax viz., diserimination against non-integrated firms and un-
even burden on various commodities. _

VAT has wide coverage : "... the direct impact of the
tax is spread out over a much wider range of texpayers than is
the case with the sirgle stage taxes, and much of the tax is
collected from large firms at stages prior to retailing.“ul
In this system, tax evasion will be more difficult and minimum,
Since the tax is levied at different stages, 1t spread out over
a large number of tax payers. Hence, each tax payer has to
pay relatively a small fraction of the tax. So there will be
less incentive for tax evasion in comparison with the single
stage tax system., Moreover, tax evasion is quite difficult
at pre-retail stage because of the cross-checking method., For
example, under tax credit method "the amounts shown on invoices
are important for the calculation of the tax liability of both
the seller and the buyer and they are regarded as identifiable
items by both of them, Also, it is in the interest of é tax-
able person to insist on his suppliers collecting the tax and
furnishing an invoice, as otherwise he would not be able to

claim tax creclit."l"2 If retallers do evade, there will be not



3l
much loss in revenue becausé a large part of the tax has been
already collected prior to the retail level.

This tax is more attractive from the point of view of
foreign trade considerations. "... sinpe it does not raise costs
through input taxation and since under it exports could be fully
relieved of internal indirect taxation, the VAT helps a country
to maintain the collective competitiveness of its industries in
the world market,"*3

However, fhié tax is more cumbersome because it requires
more extensive records, which are not possible in a developing
country having large humber of small unorganised and uneducated
vendors, Since a large number of tax payers are brought under
the purview of the tax, it increases administrative complexity.
Though it has a cross-audit feature, it is not an automatic one,
It requires proper record system and frequent checks, Otherwise,
there is a possibility of great tax evasion,

Thus no system of sales tax 1is perfect. There are cer;
tain advantages and disadvantages of each system. For example,
retail tax and VAT are most neutral and productive but are
difficult to handle in a country having inefficient tax ad-
ministration and also an unorganised business sector. VAT is
one step ahead of retail tax in this matter, Other taxes are
distortive, since they bring unintended and unnecessarf changes
in relative prices and methods of doing business. Moreover,
successful operation of any type of sales tex depends upon

economic conditions, institutlional(business) set up and adminis-

trative condition of a particular country at a particular stage,
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CHAPTER 1T

DEVELOPMENT AND RELATIVE
IMPORTANCE OF SALES TAX

The history of sales tax is as old as the history of
organised states, Sales tax was imposed even in ancient Greek
City-States., However, its history is not smooth and con-
tinuous, rather it is tumultuous. This chapter seeks first to
trace out its historical development from its ancient rud1;
mentary form to the present day refined but complicated forms.
While doing so, an attempt will be made to trace out briefly
the historical deve}opment of sales tax in general, Then we
will come to developing countries where the case of Nepal and
of India will be presented,

In the course of our discussion, an attempt will also
be made to point out the specific reasons for the imposition
of sales tax in a particular country. Here, the attention
will be focussed wainly on Nepal and India. We shall also try,
wherever possible, to mention some major changes in the sales
tax systems of these two countries.

Then, we shall examine the relative importance of
sales tax, especlally among other commodity taxes in terms of
coverage and in quantitative terms with reference to India
and Nepal. The reason for showing relative importance of

seles tax among commodity taxes is that these taxes are most

3
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important taxes which provide around 80 per cent of total tax

revenue in both these countries,

2.1 Development of Sales Tax

2.1.1 Eistor;ggl Baékground

The history of sales tax is very long. If we try to
trace out its history, we reach the ancient Greek City;states
(4+04+=354% B,.C,) where "heavy transfer taxes were levied on the
sales of wholesale merchants® in order to provide funds for
the protection of commerce, which was an important function of
Greek City-sta.tes.1 It was also imposed in ancient Egypt and
Rome.?

Taxes on sale of particular commodities and especially
upon necessaries of life were common in Europe throughout the
Middle Ages. For example, taxes on beverages and salt known
as aldes and gabelle, respectively were common in France.3

After the twelfth century, turnover taxes became
common in Italian, French, German and Spanish commercial
cities.u '

In France, King Philip the Fair introduced the turn-
over tax at national level ip the year 1292.5 But the tax was
opposed, abandoned and reintroduced at different periods till
the out-break of French Revolution, which ultimately abolish-
ed this tex.®

Spain was the only country where sales tax was levied

permanently. The tax, which was started in the early middle
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ages in the communes, was introduced as a national tax by the
name alcabala, in the year 1342, The tax included virtually
all articles7 and was levied on every stage of the production
and distribution process. The rate reached 10 per cent over
the years.s, Slowly, it became a burden on industry, trade and
commerce as well as on the consumer.9 So the tax vas severely
opposed. Some attempts were made to reform the tax system in
1785, As a result, the tax was made applicable only to the
initial transfer of goods and different tax rates were fixed,
However, since it was not popular, it was finally abolished
in 1819.10 :

Alcabala was highly condemned by many economlists. Adam
Smith condemned it as a major factor in the decay of Spain.11
According to Seligman "The alcabala in short, has been notorious
as an example of misdirected zeal in public finance."12 While
John ¥, Due considers it as "..,a discredited and hated word in
the field of taxation®,l3

Sales tax became most unpopular during eighteenth and
nineteenth centuries because of the unpopularity of Spanish
aléabala, development of the ability to pay principle and
emergence of democratic governments and the concept of welfare,
Sales tax was therefore confined to two countries, Mexico and

the Philippines before the outbreak of World War I.

2,1.2 Development of Sales Tax
uring Present Century

Sales tax has been viewed from different angles since
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World War I, It was first introduced by different countries as
a temﬁorary measure in order to solve financial prdblems cregt;
ed by World War I, Germany and France took ploneering stéps in
this direetion. Germany levied a stamp tax upon the sale of
commodities and their transfer in 1916.14 Since the yield was
disappointing, the tax was converted into a more general turn-

over tax known as Umsatzsteuer, 1h 1918.15 The tax was appli.

cable to the sales of commodities and services, This tax was
accompanied by a retail sales tax on luxuries.l6
France was one step ahead of Germany in this direction
having already introdﬁced a stamp tax on the sales of larger
retailer in;191h.17 However, with some exceptions, she in-
troduced general sales tax on sales of all ordinary articles and
personal services in 1920. As in Germany, the tax wés supported
by a retall sales tax on luxuries.l8 |
Similarly, Italy also adopted a retail sales tax in

19 while Czechoslovakia adopted multiple stage tax in the

1919
s ame year.20

In order to eliminate the deficit and retire war debt,
Canada introduced a turnover tax as new source of revenue in
1920 which was replaced by manufactures' tax in 1923.21

Sales tax movement attracted wany countries in the year
1921, Belgium,22 Hungary,23 Rumania,zh USSR,25 Yugoslavia?6
and West Virginia,27 an American State, introduced sales tax
in their tax structure in that year. In 1922, sales tax was

introduced by three countries, namely Brazil,28 Cuba29 and
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Luxembourg.3o Austria,31 Bolivia.,32 and Poland33 included
sales tax in their tax structure in 1923 while Equador and
Turkey3h introduced 1t in'1925 and Uruguay in 1928,

Thus, more than 20 countries adopted sales tax during
the period of World War I to the beginning of the Great De;
pression of the Thirties., As mentioned above, the maln reason
for the introduction of sales tax was to solve the financial
difficulties created by World War I. Sales tax movement gather-
ed momentum in the beginning of the twenties while it became
slack during late twenties, However, depression of thirties
revived the trend of Eales tax development, Many countries
adopted sales taxes in order to meet deficit resulting from the
depression. Other cbuntries, which were already adopting sales
taxes, brought changes in thelir sales tax system in order to
raise their revenue,

Australia introduced wholesale tax to offset the de=-
cline in reyenues from customs duties, resulting from depres-
sion, in 1930.35 The Argentine Republic entered the sales tax
field in 1931 with multiple stage tax3° while China adopted
commodity tax in the same year.37 Netherlands38 and New
Zealand3? also adopted sales tax in order to eliminate deficits
arising out of depression_cqndition in 1933. Norway entered
the sales tax field in 19350

The great depression also stimulated ﬁany American

states to adopt sales taxes, During the depression, public
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expenditure increased heavily but the required revenue could not
be raised from existing sources. So most of the states adopted
general sales taxes as emergency measures. During the period
from 1933 to 1937, retail sales taxes were introduced by 29

sta.tes.,+1

World War II was further responsible for the development
of sales tax. Though most of the countries involved in the war
had already adopted sales tax, World War II further increased
the importance'of sales tax as an effective instrument of
resource mobilisation., The war forced some of the countries to
adopt sales tax and b.ring about changes in the sales tax system
in others already having the sales tax,

United Kingdom preferred to impose purchase tax in 1940.
The tax was levied mainly to raise additional revenue for war
purposes. and to check inflationary process.l"2 Similarly,
Finlandk3 introduced sales tax in order to bolster war revenue

and Switzerlanduh

adopted it to meet the sharply increased
defence spending in 1941, Sweden introduced sales tax in 19&0”5

while Chile entered the sales tax field inm 19436

2.1.3 Development of Sales Tax
in Developing Countries

Thus, World War I gave rise to sales tax movement, and
Depression of the Thirties and World War II accelerated its
pace. The trend continued after World War II also., Since then,

sales tax spread wainly over developing countries. Developing
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countries adopted sales tax in order to generate revenue for

financing their enormous developmental activities. Countries,
already using sales tax, brought a number of reforms in their
sales tax system,

Most of the developlng countries started planned deve-
lopment since fifties. Hence, the governments were burdened
with a number of responsibilities. A huge amount of revenue
was required to finance developmental activities. So they
looked for new sources of revenue, The experience of develop-
ed countries had already shown sales tax as highly productive
source of revenue, So developing countries adopted it one
after another. Besides being used for revenue purpose, sales
tax is also used as a fiscal weapon for channelising resources
to the desired sectors through differential tax rates, It is
used to control the potential increase in consumption. Hence,
sales tax became popular in developing countries particularly
after World War II, For example, most of the Indian states
adopted sales tex during the forties. Pakistan'/ (1948),
Indonesia.h'8 (1950), sri Lanka,l+9 (1962), Malaysiago (1965),
Nepal’! (1965), The Republic of Korea,’2 Thailand,’3 Vietnamo*
adopted sales tax one after another. Similarly, Ghana, Algeria,
Tanzania, Madagascar, Uganda, Rhodesia, South Africa, Ivory
Cost, Portugal, Hunduras, Nicaragua, Bolivia, Peru, Venezuela,
Colowbla and Guatemala adopted sales tax in different years.55
We shall not go into the development of sales tax in all these
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countries but shall concentrate on its development in India and

Nepal,

2.1.3.1 Development of Sales Tax in India

In Indla, sales tax movement started during the
thirties. The Government of India Act, 1935, gave power to the
provinces to levy "taxes on the sales of goods and advertise-
ments“.s6 At first; Bombay Province introduced selective sales
tax on the sales of tobacco within certain limited urban and
suburban areas in 1938.77 In the same year, Madhya Pradesh
imposed sales taXx on -retall sales ¢of motor fuel and lubri.
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cants. However, it was Madras, which led the movement of
general sales tax in India as Madras was the first state which
introduced multiple stage general sales tax in the year 19‘39.59
Then many other states followed Madras during the forties, The
trend continued at a rapid pace till the beginning of the

fifties. By that time, almost all the states had introduced

sales tax in their tax structure.60

In India, sales tax is mainly a state concern. States
have full freedom to tax all internal sales and purchases
within their territories. States were also imposing taxes on
inter-state sales of goods prior to the enactment of the con-
stitution in 1950, Under this system "a single inter-state
transaction was taxed by more than one state iaposing a heavy
and unregulated burden both on the consumer and the trade."6l

To remove this undesirable situation, the constitution
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restricted the power of the states in levying tax on the sale
or purchase of goods outside the state, Central Government:
was empowered to levy taxes on the sale or purchase of goods
in the course of inter-state trade or commerce.

Moreover, states are also restricted in their power,
to levy tax or to increase rates on articles of special im-
portance without the permissiodpf the Central Government,®2
Essential Goods Act, 1952, declared a large number of goods
as Yessential godds?. These goods were to be excluded from
the purview of state's tax power. States governuwents criticis;
ed this Act because éhey felt that it unduly restricted their
powefé of taxation.63 L.ater on according to the recommendation

of Taxation Enquiry ('Jomm:Lssj.on,f”+

state's tax power was re-
stricted only in relation to commodities of special importance
in inter;state commerce.65 Furthermore, constitution also has
restricted statets power from taxing sales in the course of
exports out of the country.66

Sales tax, however, is mainly the state concern, Taxes
on inter-state sales are also collected by states according to
the rules of Centpal Sales Tax Act. The revenue thus collected
is accordingly appropriated by them, Each state has its own
Sales Tax Act formulated according to the condition of parti-
cular state, Hence, the nature of the tax in different states
may vary depending upon the Sales Tax Act of these states,

Consequently, sales tax systems in different states vary widely
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in their nature and structﬁre. Some states adopted multi;stage
tax while others some sort of single stage tax, In addition to
this, some other states preferred to have a mixed types of sales
taxes combining some features of both multi-stage and single
stage taxes. Similarly, they differ widely regarding rates,
exemptions, turnover limits and so on. Moreover, many states
thought of suitable and effective forms of sales tax over the

years and brought changes accordingly.

2.1.3.2 Development of Sales Tax in Nepal

Sales tax in Nepal was introduced first in the fiscal
year_1965;66 according to the provision of "Aarthik Ain 2022"
and codified in 1966_as the "Sales Tax Act, 1966". The tax was
basically a general sales tax at reta;l level, However, in
the case of non;registered vendors, it was imposed at whole:
sale-import level. Moreover, in the case of sales of manu-;
factured Jjute goods, tobacco products, stalnless steel goods,
alcoholic beverage and matches, the tax was collected at source
i.e. manufacturing-import 1eve1.67 However, retall sales tax
system brought a number of problems both in respect of tax
collection and tax payment. Tax Department, which was esta-
blished only in 1959, was in the stage of infancy. There was
a lack of experienced, trained and efficient personnel, More-
over, the department had to look after a number of taxes, such
as : income tax, urban house and land tax, vehicle tax, air

flight tex, entertainment tex and contract tax, There was not
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even separate sales tax wing under taex department which could
concentrate on the problem of sales tax, On the other hand,
there was a large number of small retailers scattered a2ll over
the Himalayan Kingdom., Many of them were seasonal without even
permanent place for doing business. Moreover, most of them
were illiterate and so small that they'could not maintain even
preliminary records. Thére was no information about the number
of dealers and their way of doing business., Problem of under
billing was serious and tax evasion large. Because of these
problems retall sales tax was substituted by wholesale sales
tax in 1968, Now thé tax was applicable to the sale by whole;
salers of both domestically produced and imported goods. But in
the case of direct 1hports by retallers and other unregistered
dealers, the tax was collected at the time of importation at
customs points., Wholesale tax was expected to be more effec-
tive on the presumption that the number of whoiesalers would

. be small which could be controlled more effectively. However,
the abovépentioned problems remained as they were, in respect
of both tax administration and tax payers. Rather, the problem
of under billing and evasion became acute, Traders began to
import goods through non-existing imaginary firms., So, mainly
to check tax evasion and to reduce administrative problems and
cost of collection, a manufacturing-iwport level tax system was
imposed in place of wholesale tax system in 1974, Under this
system, legal tax 1liability was placed on importer, in the case
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of importation and on manufacturers, in the case of domwestic
production. Since then, tax has been collected at the time of
collecting customs duties in the case of importation, and in
the case of domestically produced goods tax has been collected
on the basis of returns submitted by manufacturers, Since the
country is industrially backward, it has to lmport most of the
goods from outside world. Domesticeally produced goods form a
small proportion of the total goods sold., Hence, wore than
three-fourth of total sales tax revenue is collected from im;
portation, the sale of domestically produced goods constitut-
ing less than one fodrth of the total sales tax revenue.68

" . Sales tax was introduced mainly for revenue purposes
both in India and Nepel. In India, it was initially imposed to
cover the loss of revenue resulting from the policy of prohi-
bition and abolition of internal customs and also to meet the
increasing expenditure on economic development of the states.69
Nepal adopted sales tax td bridge the increasing gap between
revenue and expenditure, In Nepal, developmental activities,
which involved heavy expenditure, were started since the mid
fifties which required a huge amount of revenue. But, exist:
ing sources of revenue were not sufficient to meet even regular
expenditure till 1962-63.7C So, it became virtually necessary
to turn to alternative sources of revenue which could wmobilise
a significant amount of internal resources, In this connec-
tion, sales tax was considered to be a highly productive source

of revenue, So, the tax was introduced in 1965 in Nepal,
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Sales taxes were aléo used as fiscal weapons which could
perform some distributional functions such as cutting down the
consumption of luxuries and diverting resources to desired
sectors. This explains why essential goods such as food
stuffs, coarse cloths etc, are exempted and luxuries are tax-

ed with higher rates both in Nepal and India,.

2.2 Relative Importance of Sales Tax

Sales tax, in its modern form, is relatively a new
phenomenon in modern tax system. But it possesses a key posi-
tion in the tax family of different countries, This tax is
broadest in base, covers largest number of goods and services
and provides a significant portion of revenue, Furthermore,
it deserves speclal attention in a federal set up in order
to provide autonomy to the states in mobilising their intera
nal resources,

2.2,1 Relative Importance of Sales
Tax in Terms of Coverage

Commodity taxes, as mentioned earlier, are considered
very luportant especially in developing countries, Among
commodity taxes, customs duties, excises and sales tax are
important taxes., Most of the other commodity taxes are narrow
in their bases and do not provide much revenue as their big

brothers (i.e, customs duties, excises and sales tax),Though
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the gross receipts business tax can have a base of a similar
magnitude as the general sales tax, 1t is generally levied at
the rete of less than one per cent and is not popular in deve-
loping countries. The use of purchase tax is also limited in
some countries and in some goods, As in India, purchase tax is
applicable only to few commodities such as foodgrains, gur,
ollseeds, deshighee etc.71 Use taxes are limited only to im-
ported commodities from other states while octrol dutles are
imposed only by local authorities., Similarly, other taxes on
services are also very limited in their bases and provide rela-
tively less revenue, .

) As mentioned elsewhere, customs duties are imposed upon
the commodities whicﬁ either leave or enter the country and
excises are limited on the production of native commodities,

On the other hand, sales tax covers all commodities, domesti-
cally produced as well as imported from the outside world. In
an industrially less developed country customs duties have a
broad base as compared to excises because the country has to
import a large number of commodities including necessities of
daily use, 4s the country proceeds further on the path of
industrisl development, more and more commodities are produced
domestically. Hence, the base of excises increases and that of
customs duties decreases relatively. On the other hand, the
overall importance of sales tax remains the same since it ine
cludes both the sets of commodities, those produced domestically

and those imported or exported,
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The relative importance of exclse duties increases with
development. However, they are generally selective taxes.
Though theoretically excisesmay be general,in practice it is
difficult to make them very broad-based in scope., It 1s not
desirable to extend excises to unorganised industrial units and
agricultural sector because 1t not only becomes difficult but
also uneconowmic to administer the tax. On the other hand,
sales tax is more general in nature covering a large number of
commodities, "True, on administrative considerations, very small
shopkeepers are also‘?xempted from sales tax, but then the tax
is collected at the earlier stage on the same products."72
Thus,.sales tax covers largest number of commodities under tax
net where a relativeiy lower rate can provide the required
amount of revenue,

Even if we assume that both sales tax and excises cover
the same number of commodities, their scope would be similar
only in relation to the number of taxable commodities, But the
story does not end here, Excises are collected upon manu-
facturer or producer on his production, While sales taxes are
collected at retail stage. Hence, excises cannot cover the
increase in value which takes place between the ex-factory
stage and the point at which it reaches the final consumer,
This portion of value-added is the result of the cost of
transport and distribution as well as the profits of whole;

salers and retallers, which can be covered by sales tax. Though
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sometimes, saies tax can be 1mposed at manufacturing stage in
order to collect tax most cheapiy and conveniently there is
always a tendency to get down to the retail level in order to
take real advantages of sales tax. Thus, it would not be an
exaggeration to say that sales tax has the broadest base in

relation to both commodity and value,

2.2.2 Relative Importance of Sales
Tax in Quantitative Terms

Though sales tax is comparatively a new element in the
modern tax structure of different countries, it has been
successful in providihg substantial amount of revenue within a
short'period. The modern history of sales tax started as a
temporary measure inAorder to provide additional revenue to
solve the financial crisis created by either war or depression,
Initially, the tax was opposed and condemned on the equity
ground. But as the tax proved to be highly productive, the
need for fiscal adeduacy became stronger than the requirement
of justice, Then, the tax became not only permanent but a
distinguished member of tax famlly in different countries, Now
it is considered as an important source of revenue especially
in developing countries, We present below India and Nepal
as typical examples.

In India, commodity taxes provided around sixty per
cent of total tax revenue in 1950;51. Their contribution to
total tax revenue increased to 81.3% per cent in 1980-81,73

Among commodity taxes, customs was the largest source of tax
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revenue during the fifties., Next to customs were central ex-
cises and sales tax, in that order., Later on, central excises
took first position and sales tax not only approached customs
but eventually surpassed customs duties., So, at present sales
tax is only second to central excise, among coumodity taxes,

in terms of the revenue yleld. This can be clearly seen from
Table 2.1.

The relative position of sales tax remains the same
even if we looked at the whole tax structure of India. Sales
tax maintained its position as second largest source of tax
revenue in 1980-81, .Table 2.2 shows the relative strength of
sales tax in the tax structure of India,

Since sales tax revenue has been increasing continuousa
ly and substantially, its contribution to total tax revenue
and commodity tax revenue has been rising accordingly., Sales
tax constituted 9.29 per cent of total tax revenue and 15,80
per cent of commodity tax revenue in 1950;51 while this share
reached 20,47 and 25,17 per cent respectively by 1980-:81.7l+

The relative importance of sales tax is more prominent
in the state tax structure., Sales tax revenue accounts for
more revenue than all other state taxes combined. In other
words, 1t constitutes more than 50 per cent of state's own
tax revenue, It contributed more than 65 per cent of state's
own commodity tax revenue and 59 per cent of state's own tax

revenue in 1980.81.



Table 2.1 : Changes in Relative Importance of Commodity Taxes in India
— (1950-51 - 1980=81)

Types of conmoe Percentage of contribution to total commodity tax revenue -
dity taxes = 2 ececcccccccccccccccscccsdccccccesmcmecce s ecdcc e s e mc e e ————

M e = e E W =k S ER e e SR S M W EE R @R W@ W S W A8 W G W me W W AR BN M wp S MR e e W wm e s ws ae mm

1. Customs 42,67 34,90 18.87 25,64 14,52 16.79 21.17

2. Union excise

duties 18.3% 3041 46.20  %2.72 48,73 4547 40,35

3. State excise o ' '
duties 13.53 9.45 6.09 4,77 5.58 5okl 5.kl

4, General sales ' - :
tax 15,80 17.08 18.19 18.15 21,79 23.45 25,1?
5, Taxes on vehicles 2.11 3.16 3.79 2.91 3.11 2.47 2,62
6. Taxes on goods : |
and passengers 0.03 0.73 0.62 1.60 1.62 2.20 1.80
7. Others 7.52 4,27 6.23 4,2 4,64 4,2 3.48
Total 100,00 100,00 100.00 100,00 100,900 100,00 100,00

Source : See Appendix Table 1.

(44
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Table 2.2 : Relative Importance of Various Taxes in India

(1980-81)

Eyge; ;f-t;x;s ---------- Rev;nue yield Percentage of
(Rs. in total tax
crores) revenue

A, Tax on income and expenditure

1, Corporation tax 1310.8 6.62
2, Taxes on income other
"~ than corporation tax 1507k 7.62
3. Taxes on agricultural :
income 46,k 0.23
L, Other taxes on income
and expenditure 151.6 0,77
Sub-Total 3016.2 15.24
B, Taxes on Property and capital
transactions
5, Land revenue. 145,8 T 0474
6. Stamps & registration fees 434, 7 2,19
7. Estate duty 15.6 0.08
. Taxes on wealth 674 0434+
9, Gift tax 6.5 0,03

10, Taxes on immovable property
other than agricultural '
land 5.7 0,03

Sub-Total 675.7 341

C. Taxes on commodities and services

11, Customs 3409, 3 17.23
12, Union excise duties 6497.2 32.83
13. State excise duties 870.3 bk
14, Sales tax L4052 k4 20,47
15, Taxes on vehicles 421,2 2.13
16, Taxes on goods and

passengers 289.7 1.46
17. Other taxes and duties on

commodities and services 561.0 2.83
Sub=Total 16101,1 81.39
Grand Total 19793. 0 100,0

Source : RBI Bulletins, August 1982, pp. 566 67 and
September 1982, p. 684,



Table 2.3 : Contribution of Sales Tax in Different States - 198081

State STaters own  State's tar | Stare's own  Stabers commodlly
B e wding share  bux eveyue  ciuding share in
tazes = duties T

1, Andhra Pradesh 48,49 32,15 54,95 ’38.79
2, Assam 47,87 19.19 71.85 26.99
3, Bihar 70, 06 27.66 77.29 33;47
4. Gujarat 66.63 49,02 73.68 58,07
5, Haryana - 45,32 35.91 50,09 41,81
6., Himachal Pradesh 39.96 24,37 43,03 28,70
7. Tamm and Kashmir 47.30 26,78 50,97 32,39
8, Karnataka 50. 00 35,30 56,45 42.15
9. Kerala 60,60 41,80 68.55 50,08
10, Madhya Pradesh 51.85 29.04 56.97 3#.50
11, Maharashtra 66,32 71.11 72,10 59.30
12, Manipur 52.9% 13.41 61.64 17.26
13, Meghalaya 47,543 19.15 51,91 23.43
14, Nagaland 43.19 23.88 47.95 28,55
15. Orissa 58.02 26.24 65;06 31.91
16, Punjab 44,70 36.17 50,20 L2, 74
17, Rajasthan 63.98 36,40 71,67 43,85
18. Sikkim 19.23 16,83 20,75 19.92
19, Tamil Nadu 71.92 1+9.'38 77.89 ‘57.39
20, Tripura 51.58 T 12.46 70,76 16.20
21, Uttar Pradesh 54, 38 27.47 63.1+0 34, O
22, West Bengal 58,27 36435 61*;’-!-6 43,31

Total 58,76 37.36 65.5% L, 66

Source : See Appendix Table 3e
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The relative importance of sales tax in the state tax
structure varies from state to state. The contribution of
sales tax to state's own tax revenue is highest in(EZIEr?amchaau
(’?\D(.qqqzﬁ) while it is lowest in Sikkim (19.23). @t the share
of sales taﬁhiftifzzgafj?gghzfgg?d%ty tax revenue 1s highest
in Tawil Nadu (77.89)'?. The overall contribution of sales tax
to states' own total tax revenue is 59 per cent for all the
states in 1980-81, The share of sales tax is higher than the
average for all states in Tamil Nadu (71.92), Bihar (70,06),
Gujarat (66,63), Maharashtra (66,32), Rajasthan (63,98) and
Kerala (60,60) while 1t 1s lower in rest of the states.

Even if we take into account state's share in central
taxes, the role of sales tax remains significant, In 1980-81,
sales tax provided 44,66 per cent of total commodity tax
revenue (including share in union excise duties) and 37.36
per cent of total tax revenue (including share in income
tax, estate duty and union excise duties) of all the states
added together,

Relative lmportance of sales tax in the Nepalese tax
structure is easily noted. Sales tax contributed 3.5# per
cent of total tax revenue in the very first year (i.e. 1965-66)
of its imposition., In that year, customs duties, land revenue,
excises, income tax and sales tax were in descending order in
relation to their revenue yield, However, sales tax revenue

surpassed income tax revenue in the second year of its



56

imposition, excise revenue in third year, and in 1972-73 it
also superseded land revenue.75 Thus, sales tax is the second
largest source of revenue, second to customs duties. Its rela-
tive importance among commodity taxes is shown in Table 2.4
vhile its relative strength in the whole tax structure is
given in Table 2.5. These tables show that sales tax is ime
portant among both commodity taxes and the whole tax structure
of the Himalayan Kingdom, Since sales tax revenue has been in-
creasing rapidly, its contribution to commodity tax revenue and
total tax revenue also has been increasing continuously. The
contribution of saleé tax revenue to commodity tax revenue and
total tax revehue was 3.5% and 5.13 per cent respectively in
1965-66 while it reached 27,01 and 32.58 per cent respectively
in 1981-82,76

The ratio of sales tax revenue to national income has
been increasing continuously both in India and Nepal. It was
0.60 per cent iﬁ 1950-51 which reached 3.89 per cent in
198081, in India. In Nepal, this ratio was found to be 1.96
per cent in 1980-81 against 0,09 per cent in 1965-66, Tables
2.6 and 2,7 show the increasing trend of the ratio of sales tax
revenue to national income in India and Nepal respectively.

Increase in tax revenue may be the result of two
factors., Firstly, it may be automatic growth, which is asso-
ciated with the increase in national income, Beéides this,

tax revenue may increase because of budget proposals. In



Table 2,4 : Relative Importance of Various Commodity Taxes in Nepal (1965-66 - 1983;84)

Fiscal Customs Sales Excises Contract Hotel Entertainment Air flight Road Vehicle Total
year duties tax : tax- - - tax tax - . tax cess - tax -
1965-66 76,74 5.13 16,16 0.30 - 1.16 0.21 - - 100. 00
196667 77.21 7.70 12.66 1.09 - 1.20 0.13 - - 100, 00
196768 71.40 14,81 11.82 0.80 0.07 0.9k 0.15 - - 100. 00
1968-69 69.140 18,16 10.60 0.86 0.10 0.72 0.15 - - 100,00
1969-70 67.25 17.75 13.25 0.61 0.18 0.78 0.18 - - 100, 00
1970-71 55 .56 22,13 20,08 0.90 0.25 0.87 0.21 - - 100, 00
1971-72 58.07 20,20 18,59 0.9% 0.27 0.81 0.16 0.95 - 100,00
1972-73 59.19 19.8% 16,84 1.00 0.38 0.93 0.32 1.38 0.12 100. 00
197374 ' 59.27 20,41 16.04 1.00 015 1.03 0.27 1.29 0,24 100,00
197475 49,32 28,61 17.97 1.12 0.143 0.88 0.35 1,04 0.28 100,00
1975-76 52.36 23,64 19.28 1.38 0.51 1.02 0.%0 1.10 0.30 100, 00
1976-77 47,09 27.07 20.25 1.4% 0.59 1.06 0.58 1.77 0.14 100, 00
197778 ‘ 48,00 28.58 17.20 1.35 1.07 1.03 0.87 1.65 0.24 100. 00
1978:79 50.40 28.69 1k, k49 1, 3l+ 1.12 0.79 0.57 1.39 0.21 100, 00
1979-80 47,61 31.42 16.85 1.45 1.10 0,74 0.68 - 0.15 100, 00
1980-81 48,14 31.92 14.38 2,19 1.03 0.71 1.22 - 0.11 100,00
198182 | 45,0 32,58 16.70 2,34 1,26 0.82 1.19 - 0.13 100, 00
1982-83 39.%0 36.09 17.53 2,98 1.0 0.79 1.11 0.12 0.53 100. 00
1983-84 ' 38.77 36.18 16.71 2.58 1.85 0.87 1.29 © 0 1.29 0.46 100, 00
Note : Figure show the percentage of total commodity tax revenue.

Source : See Appendix Table L.
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Table 2.5 : Relative Importance of Various Taxes in Nepal

(1981-82)

"7 Types of taxes Revenue yield  Percentage of
(Rs. in thou- total tax
sands) Tevenue -

1. Custous 8,25,}%%- 37.31
2. Sales tax 59974377 27.01
3. Excises 3,05,679 13.82
4, Income tax 1,89,759 8.58
5. House and land
registration ] 88,312 3.99
6. Land revenue 81,746 3.70
7. Contract tax 42,963 1.9%
8, Hotel tax | 23,137 1.05
9. Air flight tax 21,867 0.99
10, Entertainment tax 15,165 0.69
11, Urban house and . '
land tax 9,273 0.42

12, Taxes on interest 5,712 0.26

13, Vehicle tax 2,357 0.11

14. Panchayat development

and land tax 2,282 0.10

15. House rent tax 472 0,02

16. Local development tax 120 0,01

Total 22,11, 365 100,00

Source : See Appendix Table Y4,
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Table 2,6 : Sales TaxiRevenﬁe as Percentage of National
Income in India (1950-51 - 1980.81)

(Rs. in crores)

Fiscal National income Sales tax Col,.3 as percen-
year _ at current revenue tage of Col.2
prices :

(1) . (2) (3) (4)
1950-51 9,530 58 0.60
1960=61 13,263 164 1,2&
1970-71 34,476 786 2.28
1980-81 1,04,201 4,052 3.89

.Source : Jha Committee Report, p.54, V.G.Rao, The Responsive-
ness of Tax System in India, Allied Publishers P,Ltd., India,
1979, p.42 and Reserve Bank of Indla, Reports on Currency and
Finance, 1981-82, Vol.I, p.6.

Table 2,7 : Sales Tax Revenue as Percentage of National
Income in Nepal (1965«66 - 1980-81)

(Rs. in million)

Fiscal Gross domestic Sales tax Col,3 as
year product at revenue percentage
current prkces : of Col.2
(1) - (2) : (3 (%)
1965-66 6,909 6 0,09
1970-71 10,010 62 0,62
1975-76 17, 39% ' 162 0,93
1980-81 27,452 538 1.96

Source : Central Bureau of Statistics and Budget Speeches,
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other words, tax revenue may also increase because of dis-
cretionary changes (i.e. changes in rates, bases, imposition
of new taxes and improvement in tax administration). The
automatie growth 1s measured by income elasticity while dis-
cretionary change along with automatic change is measured by
buoyancy. The elasticity coefficient, shows the average per-
centage change in tax revenue that has accompanied a one per
cent change in natlonal income after effect of discretionary
changes is taken out., When this coefficient is one or more
than one, it means that the tax revenue grows automatically in
proportion to or in éreater proportion than the growth of
hatidhal income, Such an automatic growth may be regarded as
desirable, When we take into account discretionary effécts

as well, the coefficient becomes buo&ancy coefficient which
measures total responsiveness of the tax system or a parti-
cular tax., Now it is obvious that divergence between buoyancy
and elasticity coefficients is the indication of responsive-
ness to additional tax efforts put in by a government in order
to raise tax revenue,

Sales tax is found to be most elastic and buoyant, both
in India and Nepal. The results of some of the studies for
India are given in Table 2.8 and for Nepal in Table 2.9.

Sales tax is found to be satisfactorily responsive in most of

the Indian states.77

A lot of discretionary changes were brought in the



Table 2.8 : Elasticity and Buoyancy Estimates of Taxes in India

tax

Union Ex-
eise duties

Customs

Descrip- Total tax
tion
Ela- Buo-
sti- yan-
city cy
Lakdawala
& Nambiar
(1960-61 - : ’
1969-70) .63 1.19
V.G.Rao
(1960-61 -
1973-74) .83 1.23
Jha
Committee
(1963.64 - -
1974-75) - -

953 W77

O 91

.68

«90

1.33

1.3%

1.16

1.46

1.55

1.61

.52 1,11

61

.80

1.32

1.37

Sources : D.T.Lakdawala and K,V, Nambiar, Commodity Taxation in India, Sardar Patel
Institute of Economics and Social Research, Ahmedabad, India, - 1972, p.29,
V.G.Rao, op.cit., pp. 76-96 and Jha Committee Report, pp. 390-452,

9
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Tgble 2.9 : Elasticity and Buoyancy Estimates of Taxes

in Nepal

STttt S;l;s-t;x- T -Caszo;s-dat;e; -E;c;s; auzi;s- B
Descrip- - memmmmmeecceee SSeneessmcaRe-  Sem e s ————————
tion Elasti- Buo~ Elasti- Buo- Elasti- Buo-

, - - - elty - yancy city yancy city yancy
Govind Ram
Agrawal -
(1967-68 - Co _
1975-76) 1.7% 2,20 0,86 1.18 1,28 2.24
Bhavani
Dhungana
(1964=65 -

1977-78) 2,17 . 3.09 0.55 1.37 0.88" 2.17

Source : Govind Ram Agrawal, Resource Mobilisation in Nepal,
Centre for Economic Development and Administration,
Nepal, 1980, p.89 and Bhavanli Dhungana, Indirect
Taxation in Nepal, Centre for Economic Development
and Administration, Nepsl, 1980, pp. 78«98,

field of sales tax over the years, both in India and Nepal,
They are briefly mentioned below,

' In the beginning, tax rates were very low in both the
countries, For example, in Uttar Pradesh, in India, the
minimum and maximum rates were 0,2% per cent and 7 per cent
respectively in 1960-61 while in 1972;73 they reached one
per cent and 12 per cent, respectively.78 Siwilarly, rates
were stepped up by different states in different times,

Originally, maximum rates were fixed at one per cent for both
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goods of special importance in inter-state trade and goods in-
volved in inter-state trade. However, they reached & per
cent by 1975.79 In the case of Nepal, minimum rates were fix-
ed at 9 per cent and maximum at 20 per cent by 1983:8# from
the original flat rate of two per cent,oC

Besides tax rates, tax bases also have been increas-
ing in both the countries, Size of the tax base is related to
its coversge viz., number of commodities covered, volume of
production and consumption and thg prices of related commo;
dities, In India, as noted elsewhere, since the power of
states is restrictedibnly in relation to commodities of special
importance in inter;state commerce, many states shifted several
goods from exempted list to the list of taxable goods, For
example, Uttar Pradesh Government brought foodgrains, cereals,
gur, matches etc., under the tax net.81 More than 75 per cent

82 where

of sales tax revenue comes from imports in Nepal
number of imported goods and the volume of imports83 have been
increasing substantially in recent years, which helped widenQ
ing the sales tax base.

Moreover, in both the countries, volume of production,
real transaction or consumption also have been increasing
because of industrialisation, urbanisation, economic develop-
ment and increase in population, Similarly, both the coun-

tries are no exception to worldwide inflationary trend. Since

sales tax rates are ad valorem, increases in price automatically
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increases tax base.- Thus, all these factors are responsible
for the increase in tax base over the years,

In addition to tax rates and bases, administrative
efficiencies also may be responsible for increase in sales
tax revenues., As sales tax administrations are becoming
mature, we can presume some positive correlation between ad;
winistrative maturity and efficiency.

' Because of all the above factors, sales tax revenues
have been increasing continuously and enormoﬁsly resulting in
rapid increase in relative importance of sales tax among the
tax family. The tax is equally important for all other deve-
loping countries mainly for mobilising resources reéuired for
their enormous develdpmental activities,

Thus, "Roundly condemned as regressive and ruinous
burdens on the poor and on honest sellers of mercandise, they
have been, on a few unfortunate occasions, been factors in
bitter rebellions against governments, From this unlikely
background, they have now grown to respectable and influen;
tial old age."a)+ Furthermore, ",.,.. a tax which essentially
crept in by the back door in periods of crisis, and was
apologetically Justified by governments as a temporary
measure has gained a high degree of respectability."Bs.



65

Footnotes

1. NICB, op.cit., p. 163 and also C.V.0ster, op.cit.,
p.8. 7
2. E.R.A. Seligman, Studies in Public Finance; The

MacMillan Company, New York, 1925, pp. 124-25,
NICB, op.cit., p. 164 and C,V,0ster, op.cit., p.8.

é. E.R.A. Seligman, Studies in Public Finance, op.cit,,
| p.125. :
%, NICB, op.cit., p. 16k,
5. Ibid., p. 164,
6. E.R.A. Seligman, Studies in Public Finance,
op.cit., p. 126,
7. _ Ibid., p. 126,
8. Ibid., p. 126,
9. C.V. Oster, op.cit., p. 9.
10. - NICB, op.cit., p. 165.
11. Adam Smith, The Wealth of Nations, Random House
Inc,, New York, 1937, pp. 85051,
12, E.R.,A. Seligman, Studies in Public Finance, op.
' cit., p. 127.
13. John F, Due, Sales Taxation, op,cit., p. 51,
1k, Al fred G, Buehler, Recent Development of the
» General Sales Tax, op.cit., p. 83. 7
15. John F, Due, Sales Taxation, op.cit., p. 52,
16, Ibid., p. 52.
17. C.V. Oster, op.cit., p. 10,
18, Alfred G, Buehler, Recent Development of the

General Sales Tax, op.cit., p. 84,



19.
20,

22,
23,
2k,
25,
26,
27,
28,
29.

30,

32,
33.

2
36.
37.

38
39.
%0,
L,
L2,

66

John F, Due, Sales'Taxation, op.cit., p. 100,
Ibid., p. 3%6.

Ibid., pPp. 1h7;u8.

NICB, op.cit., p. 175.

Ibid.,, p. 181,

John F, Due, Sales Taxation, op.cit., p. 347.
NICB, op.cit., ppe 183-8%, |
John F, Due, Sales Taxation, op.cit., p. 3M47.
C. V. Oster, op.cit., p. 23.

NICB, op.cit., p. 185,

John -F, Due, The Evolution of Sales Taxation,

John F, Due, Sales Taxation, op.cit., p. 81,
Ibid., p. 7k,

NICB, op.cit,, p. 185,

Ibid., p. 182,

Ibid., p. 183.

John F, Due, Sales Taxation, op.cit., Dp. l8h;85.
Ibid., Pp. W12,

P, D. Ojha and G.E. Lent, Sales Taxes in Countries
of the Far East, IMF Staff Papers, November 1969,
P. 534,

John ¥, Due, Ssales Taxation, op.cit., pp. 83;8h.
Ibid., pp. 195-200, |

Ibid., pp. 26162,

Ibid., p. 292,

Ibid., pp. 202-5,



43,
W,
45,

L6,
L7.
48,
k9.
50,
51.
52

53, °

55+

560
57+
58,

59+
60.
61.
62.

63.

67

- Ibid., pp. 166-67.

Ibid., p. 174,

John -F., Due, The Evolution of Sales Taxationm,
1915-1972, op.cit., p. 328,

John F. Due, Sales Taxation, p. 3#3.

P.D. Ojha and G,E. Lent, op.cit., p. 538
John F, Due, Sales Taxation, op.cit., p. 339.
P.D., Ojha and G.E. Lent, op.cit., pp. S4l=l2,
Ibid., p. SWk.

Aarthik Ain, 2022,

U.N.,Departuent of Economic and Social Affairs,
op.cit., p. 13.

John F. Due, The Evolution of Sales Taxation,
1915"1972, OP.ci‘b., P. 3380

P.+D. Ojha and G. E. Lent, op.cit., p. 541,
John F, Due, The Evolution of Sales Taxation,

Department of Economic and Soclal Affairs,
op.cit., pp. 5=19,

Jha Committee Report, p. 59.
Walter R, Mahler, op.cit., p. 149,

Harvard Law School, World Tax Series, Taxation in
Ind‘:-L'_ng,+ N.M,Tripathi Private Limited, Bombay,1960,
P. .

Ibid., p- )+3)+0
Jha Committee Report, p., 59.
Ibid.’ p. 59.

Uttar Pradesh Taxation Enquiry Committee Report,
1974+, Finance Departwent, Uttar Pradesh, p. 211,

Jha Committee Report, p. 63,



6#,
65.

66,
67.
8.
69.

70,

72,

73

P
75.
76.
77
78,

79.
800
81.

82,
83.
8.,

gs.

68

Hereinafter referred to as TEC,

Uttar Pradesh Taxation Enquiry Committee Report,
op.cit., p. 211,

Jha Committee Report, p. 65,

Aarthik Ain, 2023.

See Appendix Table 7,

P.D, Ojha and G,E, Lent, op.cit., pp. 54kU5 and
also Uttar Pradesh Taxation Enquiry Committee
Report, 1974, op.cit., p., 205,

See Appendix Table 9,

Uttar Pradesh Taxation Enquiry Committee Report
1974, op.cit., p. 206,

Jha Committee Report, p. 210,
See Appendix Table 1f

See Appendix Table 2,

See Appendix Table L.

See Appendix Table 6,

See Appendix Table 11,

Uttar Pradesh Taxation Enquiry Committee Report
1974, op.cit., pp. 239-40, '

Jha Committee Report, pp, 64-65,
See Appendix Table 8,

Uttar Pradesh Taxation Enquiry Committee Report
1974, op.cit., p. 211,

See Appendlx Table 7,
See Appendix Table 10,

Earl R, Ralph and George F, Break, Public Finance,
op.cit, y Pe 272,

John F, Due, Sales Taxation, op.cit., p. 2.



CHAPTER ITT

SHIFTING AND INCIDENCE OF SALES TAX

Shifting and incidence has attracted the attention
of economists, fiscal authorities as well as political
leaders and common people. Detailed analysis of shifting
and incidence is fequired in order to make a tax system
equitable and justifiable and to achieve the desired objec-
tive of a particular tax., "Without a correct analysis of the
incidence of a tax, mo proper opinion can be formed as to

its .actual effect or its justice."l

While levying a tax,
the government does not simply collect revenue but aims at
collecting tax from those sections of peoplé who can best
bear the tax. And it is not possible for the government to
attain this objective without a proper understanding of
shifting and incildence since a tax can create many economic
.distortions,

Considering the importance of shifting and incidence,
this chapter seeks first to define these terms briefly, Then
an gttempt will be made to analyse the shifting and incidence
of sales tax, Here we shall try to present a brief sketch
of the development in the theory of sales tax incidence.
Finally, an attempt will be made to review a few empirical
studies in this field conducted in India.

69
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3.1 Definition of Impact, Shifting
and Incidence

Impact is initial burden of tax borne by the 1egél
tax payer. Shifting is a process of transfer of the tax
which may be forward, from sellers to buyers, or backward
from buyers to sellers or partly forward from producers to
consumers and partly backward from producers to factor
owners. Incldence 1s the point where tax burden settles
finally. So it is the ultimate burden of the tax., Here an
example is in order. Suppose a retall seles tax is levied,
Initially, retailers pay tax. So they bear the impact. But
they collect tax from consumers by means of increased
prices. This process of passing tax from retallers to
consumers is shifting., Consumers are the ultimate payers
of tax, 8o they bear the incidence. Sometimes, impact and
incidence may coincide, "In such cases, there is no shift;
ing; bearer and payer are 1dentical."2

Ursula.Hicks3 classifies incidence into two cate-
gories: formal and effective incidence, Formal incidence
ié the proportion of people's incomes paid to government
for financing collective satlisfactions while effective
incidence is the economic consequences resulting from the
imposition of a tax which is nothing more than the differ-
ence between pre and post economic set up (distribution of
consumers' wants and incomes and allocation of factors),

This is a simple way of defining incildence and
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economists do agree with tﬁis general definition. But they
have not beeﬁ able to reach the same conclusion regarding
the operational definition of incidence. Because it is

not easy to answer the question: Who actusally pays any
particular tax? This has been a controversial issue in
recent years. We do not intend to go over this contro;
versy. We shall limit ourselves to a review of analysis of
sales tax incidence found in the literature, Against the
background of this review we shall turn to some empirical
studies relating to sales tax 1ncidencevconducted in

-

India,

3.2 ) Shifting and Incidence of
Sales Tax -

3.2.1 Review of Theoretical Studies
' of Sales Tax lLncidence

According to the traditional version, sales tax is
shifted, if not completely, at least to a large extent to
the consumer, Sales tax tends to be shifted to the con-
suwers in the form of higher prices. So the burden of tax
is borne in relatlon to consumer spending. This version
assumes a sltuation of perfect competition., In this
situation, an imposition of tax leads to an increase in
cost. But sellers cannot adjust price immediately in
relation to cost, as they are simply price takers, But,
they can adjust supply. They will reduce supply. Some
weak firwms will leave the taxed industry. As a result,
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price will increase, Reduction in supply will take place
until new equilibrium is obtained where normal profits are
earned, Thus readjustment takes place through reduction in
output., In the new situation, "The amount produced and
consumed is less and the price is higher than before the
tax was imposed."u
Moreover, retailers do state sales tax separately
from the price of the commodity which undoubtedly facili;
tates shifting.s "In addition, many legislatures place the

legal incidence of the tax on the consumer and impose fines

on any retailer who advertises that he absorbs the tax
6
|+ ]

burden himself. However, "it may be clear that the word-
ing of the law cannot 1tself control the economic effects
of the tax, nor does a separate listing of the tax imply
that the sales price 1s higher than it otherwise would have
been by that amount,™’ |

Furthermore, the traditional theory has been severely
criticised since thirties mainly on the ground that it
assumes a situation of competitive pricing throughout the
taxed industry; but this situation is hardly realistic to
assume, Moreover, this theory does not take into account
the effects on the rest of the economic system of the shift
of resources out of the taxed industries.8

Actually, the traditional theory oversimplifies
the analysls Just by saying that sales taxes are shifted

forward to a great extent, through increased prices. But
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the matter is not so simple, Shifting and incidence of
sales tax depend upon a number of factors and hence, the
above generalisation cannot be blindly accepted. So a
number of questions are raised about the validity of tradi-
tional theory.

H, G. Brown9 challenged the traditional version
in 1939. Earl R. Rolph10 accepted Brown's conclusions
and extended them to excise taxes in 1952. They assumed
a situation of perfectly competitive factor as well as
commodity markets, perfectly inelastic factor supply and
given public expendifure. In such situation an imposition
of general and uniform sales tax raises the cost of pro-
duction by the amount of tax. But given the total money
demand for commodities, prices of output will not rise,
Now there will be a reduction in money earnings of each
firm, So each firm reduces output, It further reduces
factor demand which results in reduction in factor prices,
Reduction in factor prices will continue until the entire
amount of the tax is absorbed in factor price reductions
where full employment will be reattained., The conclusion
is that sales tax leaves the composition of output and
product prices unchanged and reduces the money incomes of
resource owners proportionately as does proportional in-
come tax, Thus, tax burden rests not upon consumers but
upon the factor owners in proportion to their incomes.

However, Brown-Rolph analysis 1s based on
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unrealistic assumptions. In real world, there is neither
perfect competition nor perfectly inelastic supply of re-
sources, DBut the assumption of perfect competition is not
crucial to Rolph. He finds almost similar results even in
imperfect competition, as with the case of perfectly com;
petitive market. As he says, "The pattern of results 1is
virtually indistinguishable from that found for perfect
competition, The same possible shifting through inter-
relations of the demands for products may occur under
conditions of monopolistic pricing."11 |
Their assumﬁfion of given public expenditure is also
not satisfactory. Why should a government hold the proceeds
of tax 1dle? Holding the proceeds idle as treasury cash
1s merely a rare possibility. Other possible uses of tax
proceeds, are debt redemption, deposits with the central
banks and government spending., "Sales taxes are usually
enacted to finance increases in expenditures or to avoid
curtailment of governmental budgets.“l2 Hence, the likely
result is not as analysed by Brown and Rolph, It is
"merely one in a wide range of possible cases“.13 If we
relax any one assumption, their analysis does not hold
true, For exémple, if we recognise some elasticity in
the factor supplles, "it is obvious that burden will no
longer rest in proportion to factor incomes and commodity

Price adjustment will occur."lh In a typical commodity
market, which is not perfectly competitive, firms make



75

immediate price adjustmenté when sales tax.1s imposed, More;
over, it is common practice among sellers to quote price and
then to add the tax in order to obtain flnal sales price
which undoubtedly facilitaﬁes forward shifting of the tax.

John F, Due condemns existing writings mainly on the
ground that they neglect the significance of public expendi-
ture and use partial eduilibrium theory to explain essen-
tially general equilibrium phenowmena in the theory of sales
tax incidence.15 He thinks that existing theory could not
explain the effects of the tax upon aggregate demand and
subsequent adjustments in employment and factor prices.l6
His outlook is broad regarding incidence of sales tax, The
following is an attempt to summarise his ideas briefly.

In the case of perfect competition, as stated
earlier, lmposition of sales tax increases cost of produc-
tion and adjustment takes place through reduction in pro;
duction, But public expenditure may counter reduction in
output. If government revenue is spent sufficiently upon
the particular product, its demand will increase which will
offset the effects of the higher cost and allow the sale of
the original volume of output at higher prices., If the
demand of a particular product is affected slightly or not
at all, then its output is bound to reduce and some ré-
sources will be displaced., These displaced resources "are

utilised in part in the production of the goods for which
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the demand increases significantly as a result of the govern-
ment expenditures, and in part by the government itself in
rendering seryices."17 Hence, aggregate real factor demand
is unaffected. Reduction in factor demand because of the
tax is exactly offset by increase in factor purchasing re-
sulting from governmental expendliture out of the tax revenue,
So there 1s no question of reduction in factor prices after
the imposition of a tax, But if the factors can be used only
in particular industry whose output falls after tax and if
public expenditure creates no demand fof then ; such factors
will bear a portion'of the tax burden after reduction in
their prices. However, it is not a general case. In a
‘ general case, prices will rise by roughly the amount of the
tax and tax burden is likely to be distributed in propor-
tion to expenditure on taxable goods,

Monopoly case deviates from the above analysis
mainly on the ground that on the one hand a monopolist can
increase price immediately as soon as tax is imposed and
on the other hand he can bear a portion of tax even over a
long run period out of his monopoly profit.

In the case of monopolistic competition and oligo-
poly, price increases immediately after the imposition of
tax because tax increases the cost of each firm where,

Peach seller is likely to suspect that other firms, known
to be affected in like manner, will raise prices provided
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this firm does so."18

Thus, in the case of imperfect com;
petition ",.. the firms can and will directly ralse prices
as soon as the tax is levied, This will result in some un-
employment of the factors of production. But the factors
that are thus thrown out of private industries may be
absorbed in public sector when the tax revenue is spent,
Thus, the final result is the same under imperfect competi-
tion és under perfect competition except that part of the
tax iay be absorbed in excess profits.“19

Thus, according to John F, Due sales taXes are
generally shifted forward and tax burden is likely to be
distributed in proportion to the expenditure on taxable
goods. The general belief is also similar to this conclu-
sion, Main stream of thought still believes that by and
large sales tax is shifted forward to the consumer. How-
ever, it becomes not only difficult but quite impossible,
‘at least in a developing country, to measure sales tax
incldence according to Due's line of thinking., It is not
possible to measure the benefits derived from public ex-
penditure in developing countries because of lack of in.
formation, So most of the empirical studies make crude
assumption that full amount of sales tax is shifted fqrward
to consumers. They also neglect the benefits derived from
public expenditures in their analysis. Thus, empirical
studies resemble traditional theory of sales tax incidence.
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For example, all studies, conducted in this field in India
are based on such assumptions,

3.2.2 Review of Empirical Studies
of Sales Tax Incidence

A number of attempts have been made in India in order
to estimate the incidence of taxation, The first systematic
and comprehensive study of incldence of indirect taxation
in India was made by Taxation Enquiry Commission, 1953;5h
(TEC).20 This study was based on the fourth round National
Sample Survey (NSS) data which were collected for the period
April-September 1955. They were assumed to hold good for
195354 and the analysis was made for the same year,

The study was based upon the assumption that in-
direct taxes are passed on entirely to the consumer, The
analysis was confined only to the formal incidence., Secondly,
the benefits of public expenditure were not taken into
consideration, The burden of indirect taxes was estimated
in terms of percentages of expenditure in different monthly
household expenditure (rural;urban) groups.r Ministry of
Finance (Government of India) carried out two similar type
of studies21 for the years 1958-59 and 1963:6&. As earlier
study, these studies were also based on NSS data collected
in 13th and 18th rounds, respectively and their approaches:
were similar to the previous study,

Main findings of these studies are given in
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Table 3.1. All these studies take account of the tax as per
cent of consumer expenditure. In 1953-54, in average, in-
direct tax constituted 3.6 per cent of the total consumer
expenditure., This share of indirect tax to the total con-
sumer expenditure reached 5,7 per cent and 10,1 per cent in
1958-59 and 1963-64, respectively. Thus, there was an in-
érease in the tax element in the consumer expenditure. It
was true of both rural and urban households. This increase
in incidence is mainly due to the increase in coverage and
rates of tax, For example, eicise duties were extended to
new commodities and foodgrains were also brought under the
purview of sales tax in some states, over the years. Simi-
larly rates were stepped up many times,

Another reason for the increase in the incldence of
indirect taxation may be the increase in the proportion of
cash expenditure to total expenditure. The distribution of
burden of indirect taxzes depends upon consumption pattern.,
Total consumption expenditure include cash expenditure as
wgll as noncash expenditure. Non-cash expenditure is nothing
more than the value of home-produce consumed by households
which escapes all indirect taxes., Thus, only cash expendia
ture attracts tax. There has been a decline in non-cash
expenditure over the years. For example, in 1953-54, the
share of home-product consumed by households was 37 per cent

of consumer expenditure while it came down to 32 per cent



Table 3.1 : Tax as Per Cent of Consumer Expenditure

Monthly household 1953-5k% 1958-59 1963-64

expenditure groups  e-cececcrccscscccasaw cecccceaccccasmcccs e cceeccecscem—e -

(Rs.) Rural Urban All Rural Urban All Rural Urban A4ll
India India . India
0~ 50 2.2 3.6 2.4 2.5 5.8 3.1 5.8 11.1 6.5
51 - 100 ) 2.4 4.5 2.7 3.6 7.1 4,3 6.1 11,6 7.0
101 - 150 2.6 5.1 3.1 4.1 8.0 5.1 6.8 12.6 8.0
151 - 300 2.8 561 3.3 4,8 9.0 5.9 8.8 14,0 10,1
All households 2.9 5.9 3.6 T TS 9.3 5e7 8.0 16,6 10,1

Source : Government of India, Incidence of Indirect Taxation, 1963-6%, op.cit., p. 9.

08
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in 1958-5§.22 Thus, this feduction in non-monetized consumpa
tion led to increase in the incidence of indirect taxation,

The tax incidence on the urban households is more
than double than that on the rural households, The reasons
for this might be the high percentage of cash expenditure
in the total expenditure in urban sector because of monetis-
ed nature of the urban economy.

Table 3.1 also shows the progreésive nature of 1n;
direct taxation which continued to remain progressive over
the years. 1In 1953—5&, the highest expenditure group was
paying little more than two times the proportion paid by
the lowest group. This progression was further increased in
1958-59. However, 1963;6h figures are more progressive in
comparison of 1953-54 figure while less progressive as com-
pared to 1958-59 figure,

The reasons for progressivity in indirect taxation
may be that in the case of lower consumption expenditure
group, the proportion of non-cash expenditure is higher and
most of the expenditure is made on foods and other necessil
ties which are generally exempted or lightly taxed. As
consumer moves up the expenditure scale the share of cash
expenditure increases and most expenditure is made on manue
factured, luxury itemws which are generally taxed higﬁly.

These both factors increase the element of tax in higher

expenditure groups.
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Though the structufe of indirect taxes is progressive
with reference to expenditure, one should not forget that in-
direct taxes fall even on the poorest sectlons of society.
Table 3.1 shows that the lowest income group had to pay 2.4
per cent, 3,1 per cent and 6.5 per cent of their totel monthly
expenditure as indirect taxes in 19953-5k, 1958;59 and 1963-6k,
respectively. Had it been the case of income tax, the lowest
income class would have been exempted from the tax,

Incidence of sales fax does not deviate from the
abovementioned general trend of the 1ncidence of indirect
taxation, Tables 3.2 and 3.3 show the incidence of sales tax
in 1953-54% and 1963-64 respectively.

As in the case of indirect taxes as a whole, there is
marked disparity between the sales tax incidence on the urban
and the rural sectors. This disparity exists throughout the
entire range of expenditure groups, Table 3.2 shows more
proportional nature of sales tax while Table 3.3 shows pro;
gressivity in the sales tax system. The proportion of sales
tax to total expenditure had gone up in the case of higher
income groups over the years. Sales tax burden had increas-
ed around three times within a decade i.e., between 1953:5#
and 1963-64., The reasons for inter-regional disparity,
progressivity, and increase in sales tax burden were,-as
discussed above, difference in consumption pattern between
rural and urban households and also higher and lower expendi-

ture groups, increase in coverage and rates of sales tax.
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Table 3.2 : Incidence of Sales Tax (1953;5h) (Tax as
percentage of total expenditure)’

Monthly household ' Rural Urban Rural and ur-
expenditure groups(hs.) ban combined -
1~ 50 0.3 0.9 Ok
51 - 100 0.k 1.0 0.5
101 - 150 O,k 1.1 0.5
151 - 300 0.5 1.1 0.6
Above 300 0.5 1.3 0.7

All expenditure .
groups combined Ok - 1.1 0.6

Source : Government of India, Report of TEC, op.cit., pP. 724

Table 3,3 : Incidence of Sales Tax (1963-64) (Tax as
percentage of total expenditure)

Monthly household Rural Urban Rural and ur-
expenditure groups(Rs.) ban combined
1~ 50 0. 9% 2,49 1.16

51 - 100 0.99 2.78 1.28
101 - 150 1,07 2,90 1.45
151 - 300 1.25 3.07 1.72
301 - 500 1.51 3.2k 2,08
501 & above 2,59 7.02 4,39

" "Ml households 1.2% 3.67 1.88

Source : Government of Indla, Incidence of Indirect Taxa-
tion, 1963-6%, op.cit., p. 33.
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Another attempt was made by the Jha Committee,23
The Committee attempted to measure the incidence of in;
direct taxation for the year 1973-74%., The study was based
on 28th round NSS data. The line of approach of this study
was also similar to the earlier studies. But it had made
some improvements over the previous studies, *",.. earlier
studies used NSS data on the consumption expenditure accord-
ing to household expenditure groups ... . In the present
study, households have been divided into monthly per capita
expenditure groups because relative economic positions of
differen% households are more accurately reflected by per
capita expenditure 1evels."2lF

Moreover, the earlier studies allocated entire taxes
on machinery items to the consumers in the year in which
they were collected. This study also assumed that taxes
on items other than consumption goods and services are pass-
ed on ultimately to the consumer, But taxes on machinery
items are not assumed to be shifted immediately, Such taxes
ralse the cost of purchase of machinery resulting in higher
depreciation charges from year to year. This will raise
prices to consumers who bear the taxes from year to year,
So, in this study the average 1ife of plant and machinery
was taken to be 10 years and, accordingly one tenth of the
taxes collected on machinery items in 1973-74% was assumed

to be passed on to the consumer during that year.
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Furthermore, this étudy had gone one step further
regardiﬁg the treatment of purchases of taxable goods by
government or public sector units. Public sector units can
purchase taxable goods and if their services are not given
free, they may pass taxes through higher prices to the
public, Hence, departwental and non-departmental commercial
undertakings in the public sector were excluded from the
definition of ~government sector for this purpose and the
indirect taxes pald by them were treated on par with those
paid by private sector enterprises.

This study had also attemptfi‘or the first time in
India to measure the incidence of tax on major types of goods
separately such as consumption goods, intermediate goods and
capital goods.

| Some of the findings of this study are given in
Table 3,4, These results are not strictly comparable with
those of the earlier studies because of the abovementioned
differences between this study and the earlier ones. How;
ever, overall results, as to progressivity and to the
difference in the tax burden between rural and urban con;
sumers, were similar to those found in earlier studies.

Indirect tax burden as a proportion of expenditure
kept on increasing with higher per capita expenditure*groups.
The difference in the tax burden between the highest and

lowest per caplita expenditure groups was more than 7 times,



Table 3.4 : Indirect Taxes as Percent of Total Expenditure and Total Cash Expenditure
by Per Capita Expenditure Groups (1973-7%)

Monthly per
capita ex-
pendi ture

group (Rs.,)

0- 19
15 - 28
28 -
43 - 55
55 - 75

75 - 100
100 & above

- @ e & o e e & @ E» = . e A W =@ e e = S a @ W ) E @ A ) @) E A W W A S @ W T R W Y T ™ e A

Rural
Tax as per- Tax as per-
L. S o
penditure rendi ture
2.91 .55
3.33 5.25
L.45 7.27
6.18 10.32
6.71 11,40
10.02 16,43
16.17 22,46
8.03 12.87

Source : Jha Committee Report, p. 90,

Urban -
Tax as per- Tax as per-
. ot o
penditure penditure
363 W
6.31 6.79
7.36 7.93
9.66 10.31
11.86 12.70
14,80 15.85
30.19 31.35
17.96 19.03

(Percentages)
A1l India -
Tax as per- Tox as per-
fotal ex-  oash ok
penditure penditure
2.96 4.56
3.63 5.6
4,89 7.41
6.85 10,31
7.92 11,82
11.40 16,21
21.96 26,77
10.54% 14,96
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This progressivity exists émong rural and urban households
taken separately., The reasons for this, as stated earlier,
were the difference in consumption pattern between lower and
higher per capita expenditure groups and between rural and
urban households,

Above analysis does apply to sales tax incidence
which is shown in Table 3.5.

Table 3.5 : Sales Tax as Per Cent of Consumer Expenditure
by Per Capita Tax Expenditure Groups (1973-74)

Monthly per capita - Rural Urban Rural and urban
expenditure groups , combined
0- 15 . 0,67 0.30 0.65
15 - 28 0.85 1,63 0.93
28 - 143 1.02 1.86 1.16
k3 - 55 1.23 2.35 1.4%
55 - 75 1.31 2.69 1,63
75 - 100 1.77 3.01 2.13
100 & above 2,60 k.51 3,39
All households 1.49 ) -3:2; ----- ;.;3- S

Source : Jha Commlttee Report, pp. 92-94,

National Council of Applied Economic Research
(NCAER) had also made attempts to analyse the incidence of
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26 states. ILike earlier

taxation in Gujarﬁtzs and Mysore
studies, these studies were also confined to the formal
incidence and the benefits derived from public expenditures
were not taken into consideration. Both studies were based
on sample surveys. However, sample survey made for Gujarat
was confined only to the urban sector while the survey con-
ducted for Mysore was extended to rural areas., Former study
relates to the year 1967-68 while the latter to the year
1968-69.

In the case of Gujarat, the selection of households
for the survey was m;de through a three-stage stratified
random sample design with towns as primary seample units,
blocks in the'towns'as second stage units and households in
the blocks as the final stage units, Number of selected
towns, blocks and households were 5, 50 and 1000 respec-
tively.

Similarly, in the case of Mysore, the households in
the urban sector were selected through a three-stage
stratified sample design as towns, blocks and households
as primary, second and third stage units, respectively.

The number of selected towns, blocks and households were 9,
24 and 480 respectively, In the case of rural sector two
stage stratified sample design was used for the selection
of households.. Villages were considered as primary sample

units and 16 villages were selected for the study,
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Households within the seleéted villages were considered as
second stage units and the nuwber of households selected
for the purpose of study was 320, Then, information was |
collected regarding family budget and incomes of households,
They estimated the distribution of tax burden on households
by income groups. Thus, tax incidence was estimated as pro-
portion of households' income,

The main findings of the study conducted in Gujarat
show that taxation system as a whole is progressive. As
shown in Table 3.6, households in the lowest income group
pay 8 per cent as taxes in contrast of the households in the
highest income group who pay 22 per cent as taxes., Central
income tax was pointed out as the wain reason for progressi;
vity of the tax system. The cowmbined incidence of all other
taxes was regressive,

In Mysore, as shown in Table 3.7, the average
incidence of all taxes on households in the urban sector
was 11,4 per cent against 6,7 per cent in the rural sector.
Thus, like earlier studies, this study also shows inter-
sectoral disparity of tax incidence which exists at all
levels of income,

As in Gujarat, the tax system as a whole is pro-
gressive 1n the urban sector but regressive in the rufal
sector, The tax constituted 10 per cent of the lowest in-

come group in contrast to 24 per cent of the highest income



Taxes 000 eeeeecccGeccm e e e e e cee e e mc e e e cdc e — e ———— -
Upto 1,201~ h01~ 4 80l- 12,001- Above All

: : 1,200 2,400 l+ 800 12,000 24,000 24,000 groups-

Income tax® - - 0.002 2,25 7.26 17,1 2.8k

Income tax (excluding agri- .

cultural households) - - 0,002 2.56 9,05 18,36 3.16

Union excise 6,13 4,37 3.,89 ., 3.31 3.97 3.66 3.85

Sales tax (including sales

tax on motor spirit) 1.50 1.08 1.18 1.17 1.09 0.93 1.15

Motor vehicles tax - - 0. 004 0.03 0.10 0.15 0.03

Tax on passengers

(carried by road) 0. 08 0.0% 0.06 0.07 0.07 0.03 0.06

Entertainment tax 0.11 0.16 0.26 0.23 0.15 0.07 0.20

Electricity duty . 0.11 0.10 0.13 0.15 0.15 0.15 0,13

Education cess 0.1% 0.09 0.10 0.11 0.05 0,06 0.09

All taxes 8,07 5.85 5.63 7.32  13.04 22,06 8.35

= This ratio of income tax to household income should be distributed from the propor.

tion of income tax collected to income assessed. Household income includes non-
taxable income of memwbers of the family and also incomes which fall below the
exemption limit,

Source : NCAER, Incidence of Taxation in Gujarat, op.cit., p. 83,
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Annuzal household in- Rural Urban
come groups (Rs.)

Upto 1,200 9.02 10,07
1,201 - 2,400 6454 8.99
2,40L - 4,800 6.56 | 8.85
4,801 = 9,000 7.00 9.33
9,001 - 18,000 7,09 10,32
18,001 - 36,000 Cover ig?(m) 14,13
Over 36,000 - 2%,08
All groups 6.72 11.38

Source : NCAER, Incidence of Taxation in Mysore State,
op.cit., pp. 52-53.

group, in urban sector while the case of rural sector was
different where tax income ratio for the lowest and the
highest income groups was 9 per cent and 5.7 per cent,
respectively, The reasons found for such regressivity in
the tax system in the rural area was the absence of pro-
gressive income tax like the one levied on urban income,
So far as the question of the incidence of sales
tax is concerned, it was regressive in Gujarat. As Table

3.6 shows the incidence declined from 1.50 per cent in the
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lowest income group to 0.93 per cent in the highest. However,
the regressiveness was not continuous throughout the income
range; rather there were fluctuations in the widdle income
groups. Similar trends were found in Mysore in the case of
the rural sector where sales tax incidence came down from
1.37 per cent in the lowest income group to 1.05 per cent in
the highest and there were some fluctuations in the middle
groups., It is shown in Table 3.8. This table also shows

the progressivity at the highest income level in the case

of the urban sector., In the urban sector, incidence of sales

Table 3,8 : Incidence of Sales Tax (Including sales tax
on motor spirit) (Tax as percent of income)

Annual household in- Rural Urban
come groups (Rs,)

Upto 1,200 1.37 2.71
1,201 - 2,400 1.25 2,52
2,401 - 4,800 1.33 2,47
4,801 - 9,000 1.62 2.%3
9,001 - 18,000 1.56 2.18
18,001 - 36,000 1.05 2.72
(over 18,001)
Over 36,000 - 3.11
All Groups ST -1:3é ------- 2:5; i

e e m e e e e e emE @ W ® e mE @ S W = e W e e e ew em e =

Source : NCAER, Incidence of Sales Taxation in Mysore
State, op.cit., p. 20,
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tax stepped up from 2.71 pér cent in the 1qwest income group
to 3.11 in the highest. However, fluctuations did exist in
the middle income groups. The probable reason for this
progression of the sales tax incidence at the highest in-
come level was pointed out to be the higher per cent of
expenditure, of this group, on the consumer durables, taxed
heavily, |

A1l above studies suffer from many liwitations., They
assume that full amount of the indirect tax is shifted to
the final consumers. This is an arbitrary assumption. Bea
cause sometimes only a portion of tax is shifted while some-
times the amount passed on may exceed the tax, depending
upon market conditions, nature of the tax and so on, as disa
cussed above during the course of our discussion, Moreover,
shifting of a tax depends upon the elasticity of demand and
supply_of a taxed 1tem. Forward shifting is easier only
when supply of taxed commodity is elastic and its demand
is inelasticec, But it is difficult to pass on tax burden
forward to the consumer when supply is inelastic and demand
is elastic,

All these studies neglect the benefit derived from
public expenditure. They neglect the role of subsidies
vhich help consumer to get things cheaper. Hence, thé

analysis 1s bound to overstate the burden of indirect taxa-

tion. Thils overstatement is likely to be prominent
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particularly in the case of lower income/expenditure groups
who generally are the beneficiaries of negative taxation
(i.e. subsidies) in greater degrees.

However, these assumptions are necessary in order to
facilitate the empirical studies, Otherwise, it bgpomes not
only difficult but quite impossible to carry out empirical
study, in a developing country like India, because of lack
of information. However, even if we accept these assump-
tions, these studies suffer from several limitations,

Earlier studies were basgd on NSS data while the
studies carried out “by NCAER were based on sample surveys
conducted in Gujarat and Mysore. Data collected by direct
interview method, in a developing country like India,
generally lack accuracy. Because, households cannot pro-
vide detalled and precise information on various items of
expenditure and do not like to tell facts about their
sources of incomes, Hence, these studies suffer from
certain lack of precision,

Studles carried out by TEC and Ministry of Finance
éllocated entire taxes on capital goods to the consumers in
the year in which they were collected., But in reality
these taxes cannot be shifted immediately., Such taxes raise
the cost of purchase of machinery resulting in higher de-
preciation charges from year to year. This will raise

prices to consumers who bear the taxes from year to year,
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However, the study carried out by Jha Committee does not
suffer from this limitation., Because in this study the
average life of plant and machinery was taken to be 10 years
and accordingly, only one tenth of the taxes collected on
machinery items in 1973Q7h was assumed to be passed on to
the consumer during that year.

Moreover, all other studies except those carried out
by NCAER, measure the incidence of indirect taxation in
relation to the consumer expenditures rather than incomes
which tends to overstate the progression or understate
regression of the taxation., This is because the consumer
expenditure as a proportion of income tends to fall as one
moves up the income scale, Hence, in the case of higher
income groups, the incidence in relation to income would
be lower as compared to incidence expressed in terms of
consumer expenditure,27

Moreover, NSS data, used by these studies, do not
fully represent the expenditure of higher expenditure
groups, For example, "Directors, executives and other high;
paid eﬁployees often receive, in addition to salary, per;
quisites such as transport for lelsure activities, home
furnishing, restaurant meals, telephone calls, enterfainment
and even medical and school feeg. None of this would‘appear

28

in the NSS figures," Thus, these types of business con-

sumption are omitted from the analysis while indirect texes
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paid in the process of business consumption are included,
It exaggerates the degree of consumption progression.29

This may be the probable reason for the divergence
between the findings of previous studies and the studies
carried out by NCAER., As stated above, NCAER studies indi:
cate more or less regressive nature of sales tax while
other studies show progression in 1it.

All these studies are limited in their scope,
Studies carried out by NCAER are limited to a particular
state while other studies are limited to the incidence of
indirect taxation. So they do not give the picture of the

incidence of the tax structure in the country, as a whole,
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CHAPTER IV

SUMMARY AND CONCLUSIONS

4,1 Sales Tax : Meaning and Types

The term 'tax' is as familiar as the term 'govern;
went'! with the common man, It is well known that, tax is
the money pald by citizens to the government for financing
its activities., It can be imposed on persons, property,
incowme, commodities etc., The tax imposed upon commodities
is known as 'commodity taxation'. It can be imposed upon
production, importation, exportation, purchases, uses or
sales of commodities. _

The tax levied on the sales of goods and services
is called a 'sales tax', It generally applies to the sales
of a large number of commodities, The legal tax base of
sales tax is the sale value of taxable goods and services.,
Sale value depends upon the cash expenditure by the con-
sumer on consumption goods and the expenditure by the
producer on production goods. Hence, cash expenditure by
the producer and the consumer constitute the potential tax
base of sales tax,

Sales tax is mainly classified into three caté-
gories, viz. multiple stage tax, single stage tax and

value-added tax, Single stage tax is further divided into

99
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three classes =- manufacturérs' tax, wholesale tax and retail
tax, |

The multiple stage tax, in its complete form applies
to all sales at all stages of production and distribution,
Hence, the tax is imposed on the sale by manufacturer to
wholesaler, wholesaler to retailer and retailer to consumer.
On the other hand, single stage tax applies to the sale of
any one of these three stages. If the tax is levied on the
sale by manufacturer, the tax is called a manufacturers' tax
while a tax levied on the sale by wholesaler is called a
wholesale tax. Finally, the tax applicable to the sale by
retaller to consumer is known as retail tax. VAT is des-
cended as a hybrid of multiple stage tax and retail tax,
As'mﬁltiple stage tax, VAT is imposed at each stage in the
chain of production and distribution but not on the sale
value, as is the case with multiple stage tax, but only on
value-added at each stage. Sum of the value-added at each
stage becomes identical to the retail sale value, the tax
base of retail tax.

Among all these taxes, multiple stage tax has the
broadest base while manufacturers! tax has the narrowest.
The implications are that former tax can produce a sub-
stantial amount of revenue with relatively low rate which
reduces the tendency to evade taxes, Even if there is

evasion at one stage, this may not be possible at other
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stages. On the other hand; menufacturers' tax requires higher
rates in order to provide same amount of revenue, Other
types of sales taxes lie between these two extremes,
Multiple stage tax is wost distortive in nature
beecause it brings unnecessary and unintended changes in
methods of doing business and relative prices. Since the tax
is levied at each stage, it provides an incentive for vertical
integration. To avoid taxation, firms seek to produce their
own materials and parts used in production instead of pur-
chasing from independent suppliers, Similarly, they sell
their products directly to retailers or sometimes even to
consumers. Thus, the tax brings changes in methods of both
production and distribution, Hence, the tax puts those
firms which do not want to change their method of doing
business and also the small dealers who cannot get them;
selves integrated, at a disadvantage. This discriminatory
effect of multiple stage tax is not limited to sellers but
is extended to the consumers. Since tax burden depends on
the number of transactions, the tax increases the prices
of various commodities differently depending upon the res-
pective number of transactions. It thus affects relative
prices., Hence, consumers who prefer commodities which
change wany hands during the production and distribution
process and thus taxed many tlwes have to bear greater

burden in comparison with other consumers who buy commodities
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which pass only a few stagés. It creates disincentive to
consume relatively heavily taxed commodities. Thus, con-

sumers reallocate_their expenditures. They shift from a

preferred commodity to less preferred one in response to

taxation and this causes "excess burden”,

Multiple stage tax is cascading by nature. Any tax
below retaill level, except tax on value-added, has cascad-
ing effect. Because tax enters into the purchase price of
the dealers. Conventionally, they increase their sale
price by some percentage mark-ﬁp in order to provide, inter
alia, for profit, Hence, profit margin is also increased
on the tax amount, It goes on cumulating till the retail
level, The implication of such price pyramiding is the
substantial rise in effective tax rate in comparison with
the nominal rate - placing a burden on consumers by an
amount in excess of the tax, Since, manufacturers' and
wholesalers' taxes are imposed below retail level, they
also cause price pyramiding, but to a lesser extent,
Similarly, they also bring unintended change in the methods
of dolng business., A manufacturers'! tax causes deliberate
transfer of functions, such as transport, from manufacturers
to wholesalers in order to free these activities from the
tax net. On the other hand wholesale tax gives incenﬁive
for direct sale by manufacturer to retaller - keeping

wholesale stage out of existence - to avoid taxation,
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On the other hand,.broad-based retail and value;added
taxes are most neutral, They do not bring unnecessary amnd
unintended changes in the system of production and distribu-
tion because, in these systems, tax liability rewains the
same irrespective of the process of production and distribu-
tion. Tax 1s levied on the actual selling price to con=-
sumer in the case of retail tax while in the case of VAT,
it is imposed on the value;added at each stage. So, changes
in the pattern of production and distribution process do
not bring change in tax liability. This has two implica-
tions: It neither stimulates firms to change their produc;
tion and distribution patterns nor brings many changes in
relative prices., Hence, consumers also do not change their
pattern of expenditures, Moreover, there is a tendency to
shift the exact amount of tax to the consumer, These taxes
do not enter into the purchase price of the dealers, 8o
they are free from cascading effects. Furthermore, both
retail tax and VAT have broader tax bases in comparison
with manufacturers' and wholesale stage taxes, Broader
tax base enables them to provide a substantial amount of
revenue with relatively lower rate. This lower rate again
reduces the possibllity of tax evasion, Tax evasion is
more difficult in case of VAT because of the possibility
of cross;checking in its case,

It 1s customary to exempt exports from sales tax,
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Hence, all tax entering inﬁo the cost of exported goods is
refunded to exporters. But in the case of multiple tax so
also manufacturers' and wholesale stage taxes, it is aiffi-
cult to ascertain the sales tax element in the cost. So,
there is a possibility of inclusion of tax elewent in export
prices which could reduce the competitiveness of home indu-
stries in foreign markets. VAT is always favoured in this
matter because it does not ralse cost through input taxa-
tion. Hence export could be fully relieved of sales tax.
This can be done under retail tax also, allowing all re-
gistered dealers corncerned to make all purchases free of
tax,

Thus, - broad=based retail and value-zdded taxes have
several advantages over other types of sales taxes. They
are desirable both from administrative point of view as well
as consumer's and producer's points of view, These taxes are
desirable from administrative point of view on the ground
that because of their broad base, a relatively low rate
can provide required revenue. Lower rates further reduce
the possibility of tax evasion, These taxes are preferred
from consumer's side on the ground that they do not cause
price pyramiding., Moreover, they do not cause price dis-
tortions. There is no urge for producers to change their
methods of doing business in search of tax avoidance. Since,

taxes do not enter into the production cost, exports can be
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made free of tax which can maintain the relative competitive;
ness of products in world markets,

However, since taxes bring a large number of vendors
under tax net, their adwministration becomes quite cumber-
some. Moreover, these taxes cannot be successfully operat-
ed in a developing country where tax administration is rela~-
tively inefficient and a large part of business is non-
commercial in character; several vendors are petty, small,
illiterate, scattered, unorganised, seasonal and without a
permanent place of doing business, and they do not keep even
elementary records. VAT is more cumbersome because it re-
quires more extensive records than retall tax. In such
situation, a wmanufacturing-import level tax - which can be
administered wore easily and collected most cheaply and

conveniently - is desirable pending the subsequent develop-

ment of the trade sector and administrative efficiency.

L,2 Historical Review

Sales tax was born in ancient Greek City - States
and arrived in the modern era with "respectable and in-
fluential oldage®. However, it had to face many critical
situations in course of its long march i,e., many times,
it was adopted, strongiy opposed, abandoned and revived as
well, It was severely criticised during elghteenth and
nineteenth centuries mainly because of the unpopularity of

Spanish alcabala, the need for direct taxation to attain
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equity and the emergence of democratic governments. So the
tax was abandoned by many countries and was confined only
to two countries, Mexico and the Philippines, before the
outbreak of World War I. Thus, the "nineteenth century as
well as the early part of twentieth was notable for an
absence of sales tax",

However, financial crisis created by World War 1
led many countries to adopt sales tax as a new source of
revenue, Germany launched ploneering step which was follow;
ed by many other countries. The Great Depression of the
Thirties added fuel -to the flame., Many countries introduced
sales tax to offset loss of revenue due to depression while
other countries, already having this tax, brought many re-
forms in order to raise more revenue, World War II added
another chapter in the development of sales tax, The War
forced some of the countries to adopt sales tax and bring
about changes in the sales tax systems in others already
having the sales tax, High productivity of sales tax urged
many developing countries to adopt it in order to raise
additional revenue for financing their enormous develop;
mental activities, So since World War II, sales tax has
been spreading malnly over developing countries, Many
developing countries adopted it one after another maihly to
generate revenue for development finance., For example,

most of the Indian states introduced sales tax during



107

forties whilé Nepal adopted it in the year 1965. Both these
countries introduced sales tax mainly for evenue purposes,
In India, it was initially imposed to cover the loss of
revenue resulting from the policy of prohibition and aboli;
tion of internal customs and also to meet the increasing
expenditure on economic development of the states, On the
other hand, Nepal adopted sales tax to bridge the increasing
gap between revenue and expenditure resulting from rapid
increase in development expenditure,

Thus, the extensive use of sales tax in modern
states started only ‘since the outbresk of World War I, How;
ever, the tax occupied a key position in modern tax struc;
ture within no time, This is because of its broader base

and hence high productivity.

4.3 Relative Importance of Sales Tax

In developing countries commodity taxes are con;
sidered very ilmportant type of taxes. Among commodity
taxes, customs duties, excises and sales taxes are more
important - in terms of coverage and revenue yield, Among
these three taxes, sales tax has the broadest base, Be-
cause, customs duties are imposed on the commodities which
either leave or enter the country and excises are limited
on the production of native commodities while sales tax
covers all commodities, domestically produced as well as

imported from outside world, 1In an industrially less
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developed country, customs duties have albroad base as com;
pared to excises because the country has to import a large
number of commodities including necessities of daily use,
But as the country proceeds further on the path of indu;
strial development, the base of excises increases and that
of customs duties decreases relatively.. The base of sales
tax increases in the course of economic development, It
should thus be noted that whereas the relative importance of
excise duties increases and that of customs duties decreases
with develapment, the overall importance of sales tax need
not be affected since it extends both to domestically pro:
duced goods and to those imported or exported. Moreover,
excises are generally selective taxes. Though, theoretically
excise tax wmay be general, it is difficult in practice to
make it more universal in scope, at least for administrative
considerations, It becomes very difficult and uneconomic

to administer the excise tax on unorganised industrial

units and agricultural sector, On the other hand, sales

tax 1s more general in nature covering a large number of
commodities. Even if we assume that both saies tax and
excises cover the same number of commodities, their bases
will not be simllar. Because excise duties, levied on the
prodﬁction, cannot cover that part of value;added which
takes place between ex-factory stage and the point at which
i1t reaches the final consumer. On the other hand, sales
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taxes, levied on sale:~value, do cover this portion of value-
added in their scope.

The relative iwportance of sales tax is also very
high in quantitative terms. The modern history of sales
tax started as a temporary measure in order to provide addi:
tional revenue to solve the financlial crisis created by war
and depression, Initially, the tax was opposed and condemn-
ed on equity ground. But as the tax proved to be highly
productive, fiscal adequacy became stronger than justice,
Now, the tax is considered as an important source of revenue
especiaily in develéping countries, For example, sales tax
is the second largest source of revenue both in India and
Nepal, At present, sales tax is only second to central
excise in India while in Nepal, it is second to customs
duties, in relation to revenue yield., In India, sales tax
provided 20,47 per cent of total tax revenue and 25.17 per
cent of commodity tax revenue in 1980;81 while in Nepal the
share of sales tax revenue in total tax revenue and.commo-
dity tax revenue was 27,01 and 32,58 per cent respectively
in 1981.82, The relative importance of sales tax is more
prominent in the tax structure of states in India, Sales
tax contributed more than 65 per cent of state's own commo-

dity tax revenue and 59 per cent of their own tax revenue

in 1980—810
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Lh Shifting and Tncidence of
Sales Tax

Thus, relative importance of sales tax has been in-
creasing continuously. Hence, it is a matter of curiosity
to knowvwﬁether or not such a tax is equitable. The analysis
of incidence gives us an idea of the equity aspect of the
tax. Incidence analysis shows the distribution of burden
among different groups of population - classified according
to their economic strength., Unfortunately, there is no
single opinion regarding shifting and iﬁcidence of sales
tax, -

. According to traditional theory, sales tax is shift-
ed forward to the consumer through higher prices and the
burden is distributed in relation té consumer spending,
Traditional theory assumes a situation of perfect coqpeti-
tion where imposition of tax tends to increase cost. Since
suppliers are simply price takers, they cannot directly
adjust price in relation to cost. The only way is to re-
duce output and they do so till a new equilibrium is obtain-
ed where normal profit rates are earned, Thus, prices are
increased through reduction in supply and tax burden is
distributed in proportion to consumer expenditure, HoweVer,
this theory has been éeverely criticised since the thirties
mainly on the ground that it assumwes a situation of perfect

competition which is not found in the real world, Moreover,
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it neglects the effects of.the tax on the rest of the economic
system other than the taxed industry.

H., G, Brown challenged the traditional version in
1939, Earl R. Rolph accepted Brown's conclusion in 1952,
According to these economists burden of sales tax rests not
oﬁ consumers but on the factor owners in proportion to their
income, They assumed a situation of perfectly competitive
factor as well as commodity markets, perfectly inelastic
factor supply and given public expenditure, In such a situa-
tion, an imposition of general and uniform sales tax raises
the cost by the amount of tax. But given total money demand
for ‘commodities, prices of output will not rise. Now there
will be a reduction in money earnings of each firm., So each
firm reduces output which further reduces factor demana-and
causes reduction in factor prices. Reduction in factor
prices will continue until the entire amount of the tax is
absorbed in factor price reductions where full employmeﬁt
will be reattained. Hence sales tax neither changes the
composition of output nor product prices but reduces money
incomes of resource owners proportionately as does propor;
tional income teax,

However, the Brown-Rolph' analysis has also been
criticised in recent years, Their analysis is based 6n une-
realistic assumptions such as perfectly competitive market,

inelastic factor supply and given public expenditure, If
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we relax any of these assuﬁptions, their analysis does not
hold true. So, it is "merely one in a wide range of possible
cases", However, at this point we must say that the as sump-
tion of perfect competition is not crucial to Rolph. He
finds almost similar results even in imperfect competition.
John F, Due's approach is wider and more realistic
in this matter. Along with perfect competition he analyses
the case of imperfect competition and takes into account the
effect of public expenditure in the analysis of incidence,
According to him, in case of perfectly competitive market,
adjustments after tax take place through reduction in pro-
duction or public expenditure, Imposition of tax increases
cost and tends to reduce production, But public expenditure
may counter the latter effect i.e., reduction in output., If
governument revenue is spent sufficiently upon a particular
product, its demand will increase which will offset the
effects of the higher cost and allow the sale of original
volume of output at higher prices. If the demand for a
particular product is affected slightly or not at all by
public expenditure, then its output is bound to decreasse and
some resources will be displaced. Some of the displaced
resources will be used in the production of the goods whose
demand has increased sufficiently by public expenditﬁre.
Rest are utilised by government rendering services, Hence,

aggregate factor demand 1s unaffected. But if the factors
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can be used only in a particular industry whose output falls
after tax and if public expenditure creates no demand for
them, then such factors will bear a portion of tax burden
after the reduction in their prices. However, this is not
a 1ikely case. So taxes are generally shifted forward and
tax burden is likely to be distributed in proportion to ex-
penditure on taxable goods. Final result is the same in case
of imperfect competition except for that part of tax which
can be absorbed in excess profits,

The general belief is also similar to that of John
F, Duets conclusion, Main stream of thought still believes
that by and large sales tax is shifted forward and tax
burden is distributed in relation to consumer spending.
Due, however, concludes in favour of forward shifting by
taking into account the benefits of public expenditure, It
becomes not only difficult but quite impossible, at least in
developing countries to measure sales tax incidence empiri;
cally in tune with Duets theoretical analysis outlined above,
It is not possible to measure the benefits derived from
public expenditure in developing countries because of lack
of information, All the same, most of the empirical studies
make the assumption of forward shifting in full, for want
of a better alternative, They also neglect the benefits
derived from public expenditure in their analysis. Thus,
empirical studies resemble traditional theory of sales tax
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incidence, TFor example, ail studies, conducted in Indla, are
based on such assumptions.

Studies, carried out by TEC for the year 1953-54, by
Ministry of Finance for the years 1958-59 and 1963-64 and
by Jha Committee for the year 1973-74, tried to measure the
incidence of tax in relation to the consumer expenditures
while the studies conducted by NCAER in Gujarat (1967-68)
and in Mysore (1968-.69) attempted to measure incidence of
tax according to income groups. TEC report shows almost
proportional nature of sales tax while the studies carried
out by Ministry of Finance and Jha Committee indicate pro-
gressivity in the sales tax system. All these studies show
marked inter-sectoral disparity of the tax incidence which
exists at all levels of expenditure groups. Moreover, a
comparative study of these reports shows the increasing
trend in tax burden over the years. The reasons for in-
creasing tax incidence may be increase in coverage, in
tax rates and in monetization of the economy. Reasons for
inter-sectoral disparity and progressivity may be differ-
ences in consumption pattern between rural and urban house;
holds and as between lower and higher expenditure groups.
Generally, rural and/or lower income groups spend more on
food and other necessities which are commonly exempteﬁ or
lightly taxed. Then again, the proportion of their non-
cash expenditure, which bears no tax, is higher in total
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expenditure, Thls causes A relatively lower tax burden on
rural households and/or lower expenditure groups. Though
the structure of sales taxes is progressive with reference
to expenditure, one should not forget that sales tax falls
on the poorest section of society. For example, lowest
expenditure group was paying O.4t per cent and 1.16 per cent
of its expenditufe in the form of sales tax in 1953:5h and
1963;6h respectively, Similar is the case for other years.
Had it been the case of income tax, the lowest income class
would have been relieved from tax burden. Moreover, studies
except those carried out by NCAER measure incidence in relam
tion to consumer expenditure which tends to over;state the
progression or under-state regression of the tax systemn,
This is because as one moves up the income scale, the con-
sumer expenditure as a proportion of income tends to fall,
Hence, the incidence in relation to income would be lower
as compared to incldence expressed in terms of consumer
expenditure, in case of higher income groups and vice versa
for lower income groups. This may be a probable reason for
findings of NCAER studies, which measures incidence of tax
according to income groups and showed more or less regressive
nature of sales tax,

Thus, sales tax is a levy imposed upon the séles of
goods and services. Though its history is very long, it is

considered the newest fiscal instrument in the modern tax
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system, Financlal crisis éreated by World War I revived the
tax in the present century while Depression of the Thirtiles
and World War II helped a lot in the further development of
sales tax., This tax attracted attention of developing
countries mainly because of its high revenue productivity
and now-a-days it is considered as one of the iwmportant forms
of tax in the tax structure of many countries. Theoretically,
the tax is regressive because it applies to all consumers
equally irrespective of their ability to pay the tax. But
in practice, some element of progression can be introduced
by means of exemption of absolute necessaries and introduc-
tion of differential tax rate i.e., impoéition of high rates
on luxuries and low rates on comforts and some necessaries.
However, sharp rate differentiatkon would make tax ad-
ministration more complicated. Hence, there is a great
possibility of revenue loss either through increase in cost
of collection or increase in evasion. Thus, the tax system
tend to become inefficient if it is stretched far too much
towards equity. So the policy makers have to think of an
optimum trade;off between equity and efficiency to derive
enough revenue with a reasonable degree of equity and

effliciency.



Apvendix Table 1 :

Combined Tax Revenue Receipts of the Centre, States and Union
Territories in India (1950-51 to 1980-81)

(Rs. in crores)

Total tax revenue

1, Direct taxes

2, Indirect taxes
i) Customs

ii) Union excise
duties

iii) State excise
duties

iv) General sales tax
v) Taxes on vehicles

vi) Taxes on goods
& passengers

vii) Others*

45,2
81.6
15.1

3.5
20.k

54,9
163.9
M™.2

5.6

100,2

381.5
61.2

33.7
88,1

1758.6

201.k4
786.k4
112.2

58.4
167.%

11181.7
2727,0  3691,9
8454,7 16101.1
1419.%  3409.3
3044,8  6497.2
¥57.5  870.3
1982.5 L0524
208.7 421,2
185.8  289.7
356.,0 561.0

Note : * These include entertainment tax, terminal tax and betting tax in Delhi,
tobacco duties, newspaper and advertisement tax, education cess, taxes on
raw jute, electricity duties, taxes on purchases of sugarcane etc.

and September 1932, p. 684,

Jha Committee Report, pp. 12-13 and RBI Bulletin, August 1982, pp. 566-67

LTT
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Appendix Table 2 : Sales Tax as Percentage of Total Tax
and Commodity Tax Revenue in India
(1950-51 - 1980-81)

Fiscal Sales tax as percen- Sales tax as percen-
yesr  tage of total tax modity tas Tovemis
1950-51 9.29 15.80
1955-56 10.63 17.08
196?761 ’12.1u 18.19

1965-66 | ©13.06 18.15

1970-71 16.55 21,79
1975-76 17,73 | 23.45

1980-81 20,47 25,17

Source : See Appendix Table 1,



Appendix Table 3 :

Tax Revenue of Individual State in India - 1980-81

(Rs. in lakhs)

- e e w WS SR M) SR W & W M S S S © W @ B S E e @ W R S M e SR SR em M S SN W W MR M m M W o M s m e

State's own tax revenue and

e e fne  Dm o gmaw oue
(LI T mevemae Temwe o reme o _reveme
1. Andhra Pradesh 58,208 51, 370 28,226 87,783 72,774 28,226
2, Assam 6,578 4,383 3,1#9 16,410 11,66§ 3,149
3, Bihar 27,654 25, 068 19,376 70,039 57,893 19,376
4, Gujarat 53,102 48,025 35,385 72,060 60,93 35,385
5. Haryana 23,391 21,161 10,600 29,51k 25, 354 10,600
6. Himachal Pradesh 3,393 3,151 1,356 5,563 4, 72 1,356
7. Jammu and Kashwir 3,780 3,508 1,788 6,677 5,521 1,788
8. Karnataka u7;468 42,045 23,736 67,241 56,311 23,736
9. Kerala 33,65 29,579 20,39% 48,795 0,718 20,39k
10, Madhya Pradesh 38,588 35,103 20,000 68,876 57,967 20, 000
11, Maharashtra 1,13,03%+ 1,03,962 74,959 .1,46,674 1,26,403 74,959
12, Menipur 255 219 135 1,007 782 135
13, Meghalaya 487 L5 231 1,206 986 231
14, Nagalend %33 390 187 783 655 187
15. Orissa 13,268 11,779 74663 29,206 24,014 7,663
16. Punjab 34,88k 31,059 15,593 ¥3,105 36,486 15,593
17. Rajesthan 23,023 20,553 14,731 40,475 33,595 14,731
18, Sikkim 260 241 50 297 251 50
19+ Tamil Natu 63,911 59,00 45,963 93,087 80,085 5,963
20, Tripgra 380 277 196 1,573 1,210 196
:1. Uttar Pradesy 64,519 55,337 35,085  1,27,741 1,03,063 35, 085
2. West Bengal 51,408 46,473 29,955 g2
T A Y s i e
Semren s g T e LU TR 100,58 80,560 358,950

: R
€5erve Bank of India Bulletin,

September 1982, pp. 708-:729

share in central excise

6TT
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Appendix Table 4 : Composition of Tax Revenue in Nepal (1965-66 - 1983-84)

(Rs., in thousands)

Flscal Direct Taxes - -
YEAT  cmeemmmmmmmmm e oo e o e eSS s e mmmmm oo s m e TS
Land House & land Income Urban house House rent Tax on Tax on PDLT Others* Total
revenue registration - tax & land tax tax loan interest - -
1965t66 44,518 2,265 7,083 638 189 - | - - 178 54,871
1966=67 56,616 2,350 7,729 394 166 - - - 279 67,864
1967-68 83,295 146 11,415 502 765 _ ) ) 1,080  1,01,203
196869 79, 352 5 922 16,731 1103 692 _ - _ 161 1,03,06L
1969;70 87,718 14,478 19,634 548 - - - - 59 1,22,437
1970-71 76,397 14,511 21,169 587 - - - - - 1,12,66k4
1971-72 83,170 17,343 22,045 60l - - - - - 1, 23,162
1972-73 4,452 18,642 23,375 45 - - —- - - 1,17,41k
197 3-74 96,930 27,011 ‘32,6h3 1,244 i} - - - - 1,57,828
1974-75 90,899 36, 0Lk 16,995 1,734 97 _ ) - - 1,75,739
1975-76 9, 76k 39,626 87,172 3,255 1,389 , ) _ ) 2,26,206
197677 97,935 42, 684 1,33,300 4,124 1,970 B} _ - _ 2,80, 013
1977-78 87, 02k 5k, 057 1,36,839 5,098 3,395 70 146 1,605 - 2,88,19%
1978-79 51,619 55,659 1,03,026 6,123 2,789 5,279 1,092 4,689 - 2,33,272
1979=80 56,176 6l+,96'3 1,01,11k% 6,526 826 13,794 85 8,279 _ - 2,51,763
1980;81 1, 00,747 77,825 1,&3,958 6,552 1,111 210 13,189 4,151 3,620 3,51,363
1981-82 31,746 88, 312 1,89,759 9,273 472 - 5,712 2,282 120 3,77,676
1982-83 R.E. 62,500 1,15,000 2,%0, 000 12, 000 500 - 15,000 763 _11 L, 45,774
1983-84% E. 85, 000 1,70,000 3,16,500 4+0, 000 - - 15,000 - - 6,426,500
R.E, = Revised Estimate E = Estimate
Note . % These include foreign investment tax, stamp duties, local development tax etc.

source ¢ Budget speeches. Contd...
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Appendix Table 4 : (Continued)

(Rs. in thousands) .

--—-—---_-----—--‘----—---_--------._----__----_-------------_-_—--- - -

Fiscal Indirect Taxes y i, -
7o Gostoms Saies Hrelse T Gontract | Hovel | Bavertain | Air Flight  Rosd | Vemicle | Total ~  Total
tax tax tax ment tax tax cess tax -
1965-66 93,515 6,255 20,062 365 - 1,411 253 ] _ 1,201,861 1,76,732
196667 1,21,746 12,147 19,96k 1,717 - 1,898 508 ) ) 1,57.,680 2,25, 5l
1967:.68 1,29,733 26,918 21,479 1,451 131 1,716 . 270 _ - 1,81,698 2,82,901
1968.:69 1,83,564 48,039 28,043 2,289 265 1,901 395 .: - 2,64,496 3,67,557
1969-70 1,93,512 51,090 38,12k 1,755 506 2,243 521 - - 2,87,751  %,10,188
1970-71 1,56,515 62,33k 56,566 2,536 698 2,458 587 - - 2,81,69k 3,9%,358
1971-72 1,98,598 69, 080 63,591 3,208 911 2,785 560 3,262 - 3,41,995 Y4,65,157
1972-73 2,38,197 79,820 67,757 Y, 025 1,512 3,739 1,304 5,553 503 4, 02,410 5,19,824%
1973;71+ 2,86,212 98,548 77 429 4,856 2,180 1,988 1,286 6,21% 1,140 %,82,853 6,40, 681
1974%-75 3,28,522 1,99,525 1,19,678 7,487 2,847 5,835 2,317 6,939 1,887 6,664 037 8,41,776
1975-76 3,58,496  1,61,875  1,32,03% 9,473 3,471 6,966 2,722 7,562 2,05k 6,834,653 9,10,859
1976-77 I3,86,193 2,21,983 1,66,074% 11,813 4,838 8,679 4,779 14,500 1,186 8,20,045  11,00,058
1977:78 4,58,780 2,7-3,09'5 1,6#,'361 12,925 10,257 9,86k 8,271 15,756 2,292 9,55,601 12,%3,7_95
1978.:79 6,26,71k4 3,56,772  1,92,626 16,699 13,990 9,766 7,069 17,288 2,642 12,%3,562  14%,76,834
1979-80 6,08,013  4,01,190  2,15,180 18,503 14,020 9,486 8,632 - 1,932 12,76,956  15,28,719
1980-81 8,15, 838  5,37,661  2,42,185 36,933 17,4142 11,981 20,550 - 1,771 16,8+,361  20,35,72%
1981-82 3,25,14% 5,97 377 3,09,679 42,963 23,137 15,165 21,867 - 2,357  18,33,689  22,11,365
1982:83 R.E. 8,18,671 7,50, 000 3, 64,370 62,000 30, 000 16,500 23, 000 2,500 11,000 20,78,041.  25,23,819
1983;814 E. 10,50,000  9,80,000  4,52,500 70,000 50, 000 23,500 35,000 35,000 12,500 27,08,500  33,35,000
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Appendix Table 5 Revenue'Receigts in Nepal

(1965-66 = 19

3-84)
(Rs, in thousands) -

revenue

revenue -

1965-66
1966-67
1967-68
196869
1969-70
1970-71
1971-72
1972-73
1973-74
197475
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81
198182
198283 EE
1983-84 E

2,16,498
2,56,662
3,25,979
%,13,03%
64,031
%,59,698

5,53,429

6,15,826

766,435
10,08,393
11,15,624
13,22,916
15,82, 020
18,11,91k
18,80, 000

;24,119,172

26,79,540

30,55,555
%3, 06,000

6,259
12,147
26,918
48,039
51,090
62, 334
69,080
79,820
98,548

1,90,525
1,61,875
2,21,983
2,73,095
3,956,772
4,01,190
5y 37,661
5+97,377
7,50, 000
9,80, 000

R.E., = Revised Estimate

Source :

Budget speeches,

Total tax Total

" revenue commodi ty
tax rev,

1,76,732 1,21,861
2,295,954k 1,57,680
2,82,901 1,81,698
3,67,557 2,64,496
%,10,188 2,87,751
3,94, 358 2,81,694
4,695,157 3,41,995
5,19,824 4,02,410
6,40,681  14,82,853
8,41,776 6,66,037
9,10,859 6,84%,653
11, 00,058 8,20, 045
12,43,795 9459, 601
14%,76,834 12,43,562
15,28,719 12,76,956
20, 35,724 16,84, 361
22,11, 365 18,33,689
25,23,815 20,78,041
33, 35,000 27,08,500

E = Estimate
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Appendix Table 6 : Sales Tax as Percentage of Total Revenue,
Tax Revenue -and Commodity Tax Revenue in
Nepal (1965=66 - 1983-84

Fiscal year eecececcrccmcecccoccmecccocreecc e e n————
Total Tax Commodity
revenue revenue tax‘revenue

1965-66 2,89 3.5 5,13

1966-67 4,73 5. 39 7.70

1967-68 8.26 9.51 14,81

1968-69 11.63 13,07 18.16

1969-70 11,01 12,45 17.79

1970;71 13.56 15,81 22,13

197172 12,148 14,85 20,20

1972-73 12,96 15.35 19.84

1973-7% 12.86 15.38 . 20,41

1974=75 . 18.89 22,63 28,61

1975-76 14,51 17.77 23.64

197677 14,03 20,18 27.07

1977-78 17.26 21,96 28,58

1978-79 19.69 24,16 28.69

1979-80 21,34 26,24 3142

1980-81 22,22 26,41 31.92

1981-82 22,29 27.01 32,58

1982-83 24,54 23,67 36.09

1983-84% 22,78 29.39 36.18

Source : See Appendix Table 5,
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Appendix Table 7 : Departmentwise Collection of Sales Tax
in Nepal (1975-76 - 1981-82)

(Rs. in thousands)

- Er e s W W ER W W W R e mm a e e e e W G ap e e = = m = W

Fiscal Total Tax Per- Customs Per-

year offices cen- offices CéNe

__________________ el Ll
1975-76 1,61,875 34,852 21, 53 1,27, 023 78,47
1976-77 2, 21,983 52,987  23.87  1,68,996 76,13
1977-78  2,73,095 58,743  21.51 22,14,352  78.49
1978-79 3;56,772 64,219 18,00 2,92,553 82,00
1979-80  %,01,190 85,855 2140  3,15,335  78.60
1980-81 5437,661 1,16,296 21,63 4,21, 365 78.37
1981-82  5,97,377  1,3M,410 22,50  4,62,967 77,50

Source : Tax Department.
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Appendix Table 8 g5 Rates of Sales Tax in Nepal

Fiscal Rates
year Porcen.  Percen.  Percenm.  Percen. . Dercem
tage tage tage tage tage
1965-66 - 2 - - -
1966-67 - 3 N - -
1967-68 - 5 7 - -
1968-69 - 5 7 - -
1969-70 - 5 7 - -
1970-71 - 5 9 - -
1971-72 - 5 9 - -
197273 - - 5 9 - -
1973-74 - 5 9 - -
1974-75 - 5 9 - -
1975-76 - 5 10 - -
197677 - 8 12 - N
1977-78 - 8 12 - -
1978-79 - 8 12 -
1979-80 - 8 12 - -
1930-81 - 5 10 15 _
1981-82 1 5 10 15 20
1982-83 1 5 10 15 20

Source : Tax Department,



Appendix Table 9 : Revenue and Expenditure of HMG/Nepal (1951-52 -

1979-80)

(Rs. in lakhs)

- wr @ em e em e B e e Em de mm W} G A SBE G M) W W Es Ep G EE M ED S W GE R SR EE W Mk e e em = e e == e wn W

Total expenditure ) Total revenue Cash
Time period 2 = ecceccccccccccwccccacacnne scmcemcdcrccccccceasccncc e e n e balance
Regu- Deve- Total Reve- Foreign Foreign Inter- (sur-
lar lop=- nue aid loan nal plus =)
: ment : ' loan

Before plan period
(1951-52 - 1955-56) 3,287% - 3,287 2,335 950

First plan period ' . :
(1956-57 - 1960-61) 4,709 5,987 10,696 4,390 3,829

Interim period -
(1961-62) 1,15 1,889 3,043 1,172 1,288

Second plan period
(1962-63 - 1964-65) 3,72+ 5,978 9,702 4,858 3,906

Third plan period ' :
(1965-66 = 1969-70) 9,108 16,391 25,499 16,762 9,053

Fourth plan period Co
(1970-71 - 1974-75) 20,350 33,569 53,819 34,037 11,984

Fifth plan period

200 - -
539 181 134
146 578 1,039

3,107 3,300 1,392

(1975-76 - 1979-80) 45,773 88,326 1,34%,099 77,12% 26,237 16,171 11,200 3,365

- em e e @ e e Em Em @ e e @ M e e n Ea W e ey S W am S @ e ey wm e

* Before 1956-57 development expenditure was nominal and included

in regular expenditure,

Source : Rup Bahadur Khadka, Budgeting in Nepal, Rajaswa, The Nepalese Journal of Revenue
Administration, Year 1, Vol.2, HMG/Ministry of Finance, Revenue Administration

Training Centre, Kathwandu, Nepal, April, 1982, pp. 1-25.

9¢1
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Apvendix Tsble 10 : Total Imports of Nepal
(1965-66 = 1979-80)

(Rse. in-crores)

e me e wm wm s Em ms B M SB W Wk 4B M BB W SR G Gy GE Em W Mt B MR W am -

Fiscal yegr Total imports
1965-66 78.20
1966-67 49.93
1967-68 47,78
1968-69 7%.79
1969-70 86,146
1970-71 69.91
1971-72 88.83
1972-73 98,38
1973-74% 116,32
1974-75 181.46
1975-76 202,16
1976-77 204,54
1977-78 251.58
1978-79 291,24
1979-80 353,20

Source : Nepal Rastra Bank, Twenty Five Years, 2013-2038,

Nepal Rastra Bank, Central Office, Kathmandu
Nepal, 2038, p, Ll ’ ’



Appendix Table 11 : Statewise Elasticity and Buoyancy Estimates of Sales Tax in
India

-.————————--------—--——-----—-.—-——----—-—-——.—

Jha Committee V. G. Rao M. C, Purohit
(1963-6% ~ 1975-76) (1960-61 - 1973-74) (1960-61 - 1970-71)

- . D e T e G Gm Sm - S D G TS G R AR W e s i AN e D W mm . —— - -

Andhra Pradesh 1.26 1,42 1,37 .41 1.55 1,63
Assam 1.52 1.61 » ' 1.35 1,56
Bihar 1.01 1.16 1.45 ' 1.60 * 1.56
Gujarat 1.08 1,48 1.26 1.37 1.4 1.53
Karnataka 1,40 1.82 1,48 1.73 2,10 2,11
Kerala 0.99 1,22 1.00 1.17 1.85 1.24
Madhya Pradesh 1.12 1,40 1;23 1.59 1.49 1.79
Maharashtra 1.18 1.40 1.15 1.22 1.45 1,50 °
‘Orissa 1.08 1.25 0,84 0.98 1.09 1.15
Rajasthan 1.19 1.38 3.72 5.27 1.56 2.15
“Tamil Nadu ~ 1.40 1.67 0.82 1,34 1.57 1.68
Uttar Pradesh 1.46 1.70 1.37 1.45 1.40 1.45
West Bengal 0.85 1.33 0.95 1.04% 1.23 1.43

* Not available,

Source : Jha Committee, p.443, V. G. Rao, The Responsiveness of Tax System in India,
op.cit,, p. 111 and M,C, Purohit, Buoyancy and Income Elasticity of State
Taxes in India, in V.B.Ghuge (edt.) : States' Taxation in Indian Federation,
Mehta Publishing House, Pune, p. 166,

8¢
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