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Abstract 
The Value Added Tax and Sales Tax are indirect commercial taxes in India. Government of India 
introduced Value Added Tax (VAT) across all its states in subsequent stages in the early years of this 
millennium. The main motive behind this move was to make the commercial tax collection more 
transparent, accountable and revenue enhancing. The purpose of this paper is to see if the 
introduction of VAT has indeed served its purpose or not. 
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I. Background of the study 

Tax earning is one of the most important sources of revenue for any government. In India, 

Tax is basically of two types – Direct Tax and Indirect Tax. The direct tax is directly paid to 

the government by the individuals. Income tax is a good example of this type of taxation. 

Whereas indirect tax (such as sales tax, value added tax, or goods and services tax) is a tax 

collected by an intermediary (such as a retail store) from the person who bears the ultimate 

economic burden of the tax (such as the customer). In this paper we are focused on the 

functioning of indirect tax to generate revenue across states of India. It can be well observed 

from various data sources that commercial tax i.e. the tax on goods and services in India, 

contributes almost a quarter of the total revenue3 collected across the nation. In the recent 

past also commercial taxes has been a significant contributor in the total taxes collected by 

the central as well as state governments. 

From the year 2003, Government of India introduced Value Added Tax (referred to as VAT) 

over sales tax (referred to as ST) for the commercial sector. The main motive of the 

Government behind  this move was to introduce transparency and raise the efficiency of the 

tax collection system (The Empowered Committee of State Finance Ministers, 2009).  

The model of taxation of goods followed in India for more than fifty years post – 

independence was characterized by cascading and distortionary tax on production. A cascade 

tax or cascading tax is a turnover tax that is applied at every stage in the supply chain, 

without any deduction for the tax paid at earlier stages. Such taxes are distorting in that they 

create an artificial incentive for vertical integration. This according to many (Purohit M. C., 

1986) (Gurumurthi, 1997) lead to misallocation of resources and dampened the economic 

growth. Such cascading effects ultimately had a negative impact on the tax base thereby 

hindering the process of revenue generation and resource mobilization of the Government. To 

address this major problem of the prevailing taxation-system, Value Added Tax was 

introduced in early years of twentieth century. A value added tax (VAT) is a form of 

consumption tax. From the perspective of the buyer, it is a tax on the purchase price. From 

that of the seller, it is a tax only on the value added to a product. Value added tax (VAT) in 

theory avoids the cascade effect of sales tax by taxing only the value added at each stage of 

production. It was thought that VAT would address the problems of the existing system of 

taxes (Purohit M. C., 1993) and is seen as an important breakthrough in the sphere of indirect 

tax reform in India. 

                                                 
3 Word Bank Data, accessed from http://data.worldbank.org/; accessed on 13th December 2012 

http://data.worldbank.org/


II. Framework 

The total indirect tax collection is a sum of individual tax collected from various commercial 

sectors of an economy. These individual taxes are in turn, some predetermined fractions of 

the output of the respective sectors. Ideally:  

  

Where T is the total indirect tax collection,  is the jth commercial sector and  is the rate at 

which the jth commercial sector is taxed.  

But for every sector some part of the output goes untaxed. This may be because of various 

reasons like inefficiency in the tax collection system, the presence of informal sectors, tax 

evasion and the like. Thus the tax collected may be represented by: 

  

Where,   is the sum of sector specific uncollected tax γj. 

Since VAT was introduced to bring down the inefficiency of the tax collection system 

(Sundaram, Pandit, & Mukherji, 1995), an estimate of magnitude of γ for the two tax regimes 

provides us an excellent indicator to compare between sales tax and value added tax. In this 

paper we try to estimate γ for India for the two tax regimes to analyze the efficacy of VAT 

over Sales Tax. We adopt a methodology where the states of India are taken as representative 

of the entire country. Thus we try to estimate βj and γ from 

                       … (1) 

Where  is the Sales Tax collection of ith State and  is the output produced by the jth 

sector of the ith state. Owing to the heterogeneity of the states, we need to account for certain 

state specific characteristics in our regression equation. To do so, we allow for state specific 

variations in γ i.e. we take: 

  

Since we are also interested in an overall estimate of γ we rewrite this equation as: 

  

To arrive at an estimate of γ, we use certain variables say zi that serves as a proxy to  

. Specifically, we introduce the variable of perceived anti-corruption effort (hereafter 

referred to as PACE) compiled by Bhandari and Debroy as a proxy for .  

For our purpose, we use the component wise breakup of Net State Domestic Product 

(hereafter referred to as NSDP) to reduce the said problem of aggregation and we use 

heteroscedasticity consistent standard error regression analysis. The inclusion of component 

wise NSDP enables us to analyze which sectors contribute significantly to the tax structure 



and thus compare any differential impact that VAT may have relative to Sales Tax on these 

components.  

                … (4) 

Equation (4) is our final equation to be estimated. We are primarily interested on the first 

three components of the equation, first part being the representative of average tax collection, 

2nd component i.e. the intercept term is the representative of the average amount of tax 

evasion across country and the 3rd part which accounts for variation in tax evasion. This state 

wise variation may occur because of many reasons. To find a suitable proxy for this 

component, we tried literacy, per capita NSDP, corruption, etc. However, corruption is found 

to be the best proxy to account for the variation in tax rates across states. We are least 

interested on the 4th component as this may occur because of difference in tax rate (βj) in 

different states. However this may lead to a heteroscedastic error. So, we have tried the 

regression after adjusting the error in the model. 

III. Sources of data 

 The Data on state finance and also on state domestic product has been collected from the 

hand book of statistics on Indian Economy, Reserve Bank of India and some other secondary 

data sources. Some of them include, Department of Revenue, Ministry of Finance, 

Government of India, Finance Departments of various state governments, etc. The data for 

Perceived Anti – Corruption Effort has been taken from the book “Corruption in India: The 

DNA and RNA” by Laveesh Bhandari and Bibek Debroy.  

IV. Results and Discussion 

Except for the year 2001, for the sales tax regime our estimate of γ came out to be 

statistically insignificant. For the VAT regime i.e. from 2005 onwards, except for 2009, the 

estimated value of γ turned out to be significant. This indicates that the explanatory variables 

used for the Sales Tax regime failed to account for the total variation in tax collection. If we 

use the estimate of γ for the year 2001 as a prospective candidate for the estimation of γ for 

ST regime and compare the same for the VAT regime for the year 2005-2008, we can see 

there is a huge jump in the value of γ. This seems to suggest that introduction of VAT has 

contradicted its purpose. But if we look at the estimate of γ for 2009 we can notice a renewal 

in the untaxed amount. We can also see that the magnitude of the index for anti-corruption 

has decreased substantially and towards the end of our period of analysis it has lost its 

significance. This seems to suggest that the overall transparency of tax collection for the 

VAT regime has increased compared to the ST regime.  



 

 
 

Our analysis also bears another important conclusion. The construction sector seems to 

influence the sales tax collection quite significantly for all the years except 2003. The 

contribution of registered manufacturing sector on the contrary remains insignificant for most 

of the periods (for ST regime the coefficient of manufacturing came out to be negative 

though it turned out to be positive for VAT regime). The coefficient associated with 

registered manufacturing though turned out to be significant for the initial years, become 

insignificant latter on.  

Though our study reveals that introduction of VAT has indeed increased the amount left 

untaxed. We cannot yet conclude that VAT has failed its purpose because the administrative 

machinery associated with the collection of taxes needed to adjust to the new structure that 

VAT has brought. We may well observe that as time proceeds and more data become 

available with us VAT has indeed caught and even superseded sales tax with respect to the 

efficiency in collection of taxes. Though there has been no doubt that the introduction of 

VAT has indeed brought homogeneity amongst the states (as reflected by the coefficient of 

PACE which becomes statistically insignificant as time progressed).   

 

 

 

 



Year 

Coefficient for 

Intercept 
(Untaxed Part) 

Registered 
Manufacturing Construction 

Transport, 
Storage & 

Communication 
PACE 

1999 -84088.44 -0.07 0.38** 0.29** 22.35** 
2000 -75203.60 -0.05 0.44** 0.21 21.40*** 
2001 -128463.90*** -0.07 0.42** 0.21 38.41** 
2002 -118150.90*** -0.04 0.36** 0.28*** 34.35** 
2003 -90190.37 -0.01 0.22 0.34** 31.24 
2004 -191596.60 -0.05 0.36** 0.20 44.51*** 
2005 -245796.90* 0.08** 0.46* -0.01 57.03* 
2006 -208326.70*** 0.08** 0.33* 0.16 23.18 
2007 -243774.50*** 0.05 0.40* 0.11 20.29 
2008 -236785.00*** 0.04 0.39* 0.13 13.30 
2009 -118945.90 0.03 0.42* 0.05 -14.96 

Note: * Significant at 1 per cent level, ** Significant at 5 per cent level, ***Significant at 10 per cent level 
 

V.  Policy Suggestions 

i) Though our study reveals that introduction of VAT has indeed increased the amount left 

untaxed. We cannot yet conclude that VAT has failed its purpose because the administrative 

machinery associated with the collection of taxes needed to adjust to the new structure that 

VAT has brought. We may well observe that as time proceeds and more data become 

available with us VAT has indeed caught and even superseded sales tax with respect to the 

efficiency in collection of taxes. 

ii) Overall transparency of tax collection for the VAT regime has increased compared to the 

ST regime. So, VAT implementation should be more encouraged by providing the necessary 

administrative machinery for better functioning of the system.  

iii) The sectors other than construction should be paid more attention to collect significant 

amount of tax from them.  
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