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Prologue : There are, in fact, a number of issues in indirect tax reform for sub-national 
governments in India. This is not a technical paper to address the issues from the 
theoretical angle. Instead it should be seen as a commentary on such issues from the view 
point of a tax administrator. I am associated with tax reform measures of the State 
government for quite some time and was a member of the core team on introduction of 
VAT in the State. I have benefited from discussions with Professor Richard Bird of 
University of Toronto and Professor Robert Ebel whom I met in a fiscal decentralization 
course in Budapest in 2007. The current paper also takes into account issues raised by 
World Bank and International Monetary Fund in four training courses on Fiscal Policy which 
I attended. Lastly, I am grateful to Professor Arindam Dasgupta, for continuous support in 
my modest attempt to understand the effectiveness of the macro-fiscal policies pursued 
in developing and transitional economies.

1. The Changing Paradigm in Tax Reforms

Tax revenue remained the most important source to finance development in 
developing countries. However, recommendations and advice of economists on taxation 
have undergone some fundamental changes during the last three decades. The advice was 
to tax “more” and tax “better”. As Professor Richard Bird has pointed out being “better” 
was often being defined as coming closer to a comprehensive income tax (Bird 2010). 
Domestic consumption and trade taxes were merely seen as tool to generate the needed 
revenue. Tax policy reforms in developing countries often ignored international and sub-
national tax issues.

However, the last decade has seen fundamental changes in taxation measures. 
Comprehensive progressive income taxes are no longer the favorite taxation tool. This is 
due to the fact that income taxes, particularly on capital are often considered undesirable 



on economic grounds and usually unattainable in practice, often due to political and 
administrative constraints. Value Added Taxes is currently the more favoured option 
around the world to raise revenue in an efficient way.

Professor Richard Bird has pointed out that one reason for the change in policy 
advice is due to the optimal taxation approach developed in 1970s. Empirical evidence on 
sensitivity of savings and capital inflows to taxation also forced policy makers to 
reconsider high-marginal rate income taxes and embrace taxing capital income as the same 
rates as labor income.

2. Fiscal Decentralization

There are already serious vertical and horizontal inequalities among local 
governments of most countries in general, and federal and transition countries in 
particular. The existing inequalities are exacerbated by the problems of insufficient local 
government revenues and provisions for fiscal resource transfers from the central and 
regional budgets. Under such conditions, the central and regional governments treat 
equalization transfers to local governments as an element of their influence over local 
governments.

Sub-national governments in India do not have enough “own” resources to finance 
the services they provide. Under the Indian Constitution, State governments are assigned 
a wide range of responsibilities for service provision in sectors such as agriculture, 
irrigation, roads, electricity, education, health and social welfare. During last decade, 57% 
of India’s total government capital expenditure was financed by the States, whereas they 
were able to collect only 39% of total government revenue

A tax structure which can generate adequate and stable revenue will allow sub-
national governments to provide basic services more efficiently.

3. Sub-national Indirect Tax Reform in India 

India initiated major tax policy reforms in sub-national indirect taxes in the form 
of introduction of Value Added Tax in 2005. VAT replaced the inefficient sale tax regime 
with numerous tax rates, a narrow tax base with exemptions and tax holidays. The VAT 
offered small number of rates and tax holidays were abolished. However, a good number of 
essential commodities and traditional items still remained exempted. In addition, major 
initiatives were also introduced in use of information and communication technologies since 



in introduction of VAT, although benefits from such e-Governance measures are coming 
only in recent years. 

The major issues in design of VAT were efficiency and redistribution. 
Differentiated rate of commodity taxes are often administered to tax luxuries at a higher 
rate and to tax necessities at a lower rate, in a bid to increase the progressiveness in the 
fiscal system. However, as has been pointed out in a recent paper by Robin Boadway and 
Pierre Pestieau (2011), if the income tax is less progressive than optimal, necessities 
should bear a lower tax rate than luxuries. If, on the hand, low-income households are 
income-constrained and cannot afford luxuries, it may be optimal to tax necessities at 
higher rates than luxuries, depending whether labor varies along the intensive or extensive 
margin. However, such theories are difficult to apply in practice and VAT should be seen 
as merely a revenue generating tool. Specific socio-economic issues should be targeted by 
other tools such as expenditure management and appropriate public policies.

According to Constitutional provisions of India on tax assignments, Sales tax and 
VAT remain the most important source of revenue for the State governments. Currently, 
VAT including Sales tax, accounts for roughly 60% of State tax revenue. 

However, as has been pointed out by Professor Richard Bird (2005), VAT is not only 
solution to the fiscal problems of developing and transitional economies. But so long as a 
general consumption tax makes sense as a key part in country’s fiscal system, as is surely 
true in most such countries, VAT remains the best available fiscal instrument we have.
Again, how a tax system is administered affects its yield, its incidence and its efficiency. 
Tax administration reforms initiated in India aims at increasing three basic drivers, 
namely facilitating compliance, enforcing compliance and improving governance. While 
identification of taxpayers, ascertaining their liabilities, collection of taxes and taxpayer 
services are achieved by facilitating compliance, identification of tax base, tax gap and 
reduction of tax evasion are targeted by enforcing compliance. Improved governance helps 
to address the issues of an unfair tax system and corruption.

From the first level sub-national indirect tax reform in the form of moving from 
sales tax to VAT, India is now poised to take another big leap forward by moving to Goods 
and Service Tax by seamlessly integrating all indirect taxes administered by the Central 
government and State government. The proposed dual GST will subsume major indirect 
taxes such as excise duties, customs duties and service taxes administered by the Central 
government and sales tax and VAT administered by the State government. 

4. Current Issues in Indirect Tax Reforms in India



IMF while reviewing its experience on issues and good practices followed around 
the world has suggested that developing countries may require to raise their Tax/GDP 
ratio by at least 4% not only to reach their poverty reduction and infrastructural targets, 
but also to achieve the Millennium Development Goals. But IMF has cautioned that quality 
of taxation measures will be important and increasing revenue by further taxing readily 
compliant taxpayers can worsen distortions and perceived inequities. Similarly, IMF has 
recommended reliance on trade taxes to achieve structural gains and short run revenue 
targets.

While sustained political commitments remained a common thread in success stories 
studied by IMF, it also emphasized effective tax administration reform aimed at 
increasing voluntary compliance, taxpayer segmentation and simplification of tax laws as 
drivers to augment tax revenue. Other measures which have yielded results are eliminating 
exemption that forgo revenue, implementation of a broad based VAT and implementation 
of simple but coherent regimes for taxing smaller businesses offered important policy 
advices, IMF has observed.

It has also been mentioned that the productivity of VAT is low in India, which is 
around 30% only. VAT productivity is measured as a ration of percentage of VAT collected 
as part of GDP and standard rate of VAT. Low VAT productivity implies that a major 
portion of the GDP remains untaxed and tax effort is also low.

5. Observations in comparative State revenue data in India

Comparative State finances figure throws up interesting issues on possible reasons 
for grossly uneven trends in tax revenue collection for further analysis. If we look at 
State finances figures for States which have done well in terms of collection of VAT and 
Sales Tax in 2008-09, the latest actual figures released by Reserve Bank of India, we see 
that these States have also collected more taxes in terms of Stamp Duty & Registration 
Fee, State Excise Duties and Motor Vehicles Tax. This trend may suggest that while 
specific government policy may affect performance of specific tax collection performance, 
overall economic performance helps in collecting major sub-national taxes in a general way.

If we study the composition of Net State Domestic Product (NSDP), we see that 
States with a larger share of Industry in NSDP has performed better in terms of tax 
collection, except in Kerala. Again a further breakup of composition of NSDP suggests 
that States with higher share of Manufacturing in NSDP has done well in terms of tax 
collection. These trends reinforce the general economic perception that industrialization, 



particularly manufacturing industries, does help in expanding the tax bases by creating 
forward and backward linkages. From tax evasion point of view also, manufacturing 
industries are easier to deal with as production figures can be cross-checked from more 
Central government and State government agencies.

Another possible reason for gross variation in level of collection of State level 
taxes is presence of large un-organized sector in some States, which reduces the tax base 
considerably. Report on unorganized manufacturing sector in India published by National 
Sample Survey shows that in 2005-06, West Bengal had highest share of employment in 
unorganized manufacturing sector in India. States with low share of employment in 
unorganized manufacturing sector have fared better in terms of collection of major sub-
national taxes. 

6. Further Research in State Revenue Augmentation

Considering the facts discussed above, let us look at some measures that can be 
useful to augment sub-national, particularly, State revenue.

Firstly, a shift from current regime of value added tax (VAT) to the proposed 
goods and service tax (GST) would help broadening of sub-national tax base by 
incorporating services. This tax policy measure coupled with more effective use of 
information and communication technology (ICT) may result in a more buoyant indirect tax 
revenue at State level.

Secondly, we need serious research on effect of tax policies on different sectors 
and their feedback on State tax revenue. One major problem of estimating the tax gap is 
estimation of sub-national tax base. In absence of reliable data on State level consumer 
expenditure, base of sales tax and value added tax cannot be estimated. Often the Gross 
State Domestic Product (GSDP) figures are used as proxy to calculate Tax/GSDP ratio, 
but considering the fact that composition of GSDP varies widely from one State to 
another, such ratios may not reflect the actual tax effort status. 

Secondly, efforts to augment tax revenue must be designed as part of broader sub-
national fiscal management program. Restructuring of public finances will need specific 
drivers in terms of not only raising tax revenue in a more efficient way, but also 
expenditure management to execute productive capital expenditure programs. Debt 
restructuring and fiscal responsibility issues will be crucial to any fiscal policy design. 



In addition, there are serious issues in ignoring the effects of tax expenditures and 
quasi fiscal operations, even at the sub-national level. Sometimes part of government fiscal 
activity may go unnoticed because it is hidden in the form of revenue foregone and does 
not appear explicitly as spending. Such activities, knows as tax expenditures, may take 
many forms – from tax exemptions to tax credits – are generally aimed at supporting 
targeted sectors, firms and individuals. However, the assessment of tax expenditure 
policies and programs are often complicated by inadequate reporting and accounting 
practices, particularly in developing and transitional countries. The challenges of managing 
tax expenditures and possible fiscal and overall socioeconomic risks are important 
arguments in favour of minimizing their use.

Similarly, Central banks and other public financial institutions play an important 
role as agents of fiscal policy in many countries. Their activities in this guise can affect 
the overall public sector balance, without affecting the budget deficit as conventionally 
measured. These activities, often referred to as quasi fiscal activities, may also have 
important allocative effects. If quasi fiscal activities are prevalent, the conventional 
measures of fiscal activity, such as non-financial public sector borrowing requirement or 
the deficit of central government, are misleading indicators of the stance of fiscal policy 
and of the demands the government makes on credit availability. We need effective 
research to identify effects of such tax expenditure measure and quasi fiscal activities on 
sub-nation finances.

Thirdly, specific policy measures are required to bring the large un-organized 
sector in the tax net. Studies are required to be carried out to identify the nature and 
extent of such unorganized economy in the State and suggest policy measures.

Lastly, capacity building in State tax administration is urgently needed in the form 
of effective training, human resource development and providing technical resources. 
Often the tax administrators are unaware of the broader issues of state finances and 
ignorant about economic analyses using statistical and econometric packages.

Two recent initiatives of the Central and State governments are worth mentioning 
in this regard. The Central government has appointed the Centre for Studies in Social 
Sciences as the nodal institution to carry out research on State tax revenue augmentation
policies. The Government of West Bengal has also formed a Tax Research Unit under 
Commissioner, Commercial Taxes, to advise the government on policy measures on State 
finances. In fact, the Tax Research Unit is also working with this Centre for Studies in 
Social Sciences on many areas.

With these observations I would conclude my topic. Thank you. 
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