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T
he Value Added Tax, which is

likely to come in force in

almost all Indian States and

Union territories, is a multiple sys-

tem of tax on sales of goods. In this

system tax shall be levied at multiple

points. A mechanism has been pro-

vided to grant credit for tax paid on

purchase of goods and this mecha-

nism is the major beauty of the VAT

system. A long felt necessity to cope

with global markets has compelled

India to adopt this inevitable system. 

On the global platform, VAT

also includes taxation of services.

In India, the present system of sales

taxation covers only tax on sales or

purchases of goods. Services are

not taxed, mainly because there is a

separate legislation imposing ser-

vice e tax. There is broad consensus

on the common tax regime and

most of the states have already

enacted draft legislations. The

Centre wants to introduce VAT

from April 1, 2005.

What is VAT
In brief, VAT can be defined as under –

“ A multi point system of taxa-

tion on sale of goods where in a

mechanism is pro-

vided to grant

credit for tax paid

on inputs (pur-

chased goods).”

VAT is levied

on the value addi-

tion at every point

of sales. Presently,

tax on sales or purchase of goods is

levied by virtue of entry 54 in List II

of VII schedule of the Constitution

of India. VAT is also leviable with

respect to this entry. VAT is simply a

form of the Sales Tax. The only dif-

ference is that it is collected at every

point in the series of sales by a reg-

istered dealer with the provision of

credit for input tax paid at the previ-

ous point of purchase thereof. Thus,

a dealer is required to pay difference

of what tax he has paid at the earlier

stage. The basic requirement for

this purpose is that the tax amount

should be invariably shown in the

invoice. The tax charged or col-

lected and shown separately would

not form part of the turnover.

The term “Value Added Tax” is

self-explanatory and brings forth

the nature of the tax.

As the term suggests, it is a tax

on value added in the price of a

commodity at each stage, may be

due to passing through various

hands in a channel of distribution or

the value added in its price due to

some activity on production or

manufacture or process undertaken

on the commodity.

Putting it in different words, the

total amount of tax, which is to be

collected at the final, or retail point

of sale, is collected in installments.

(The author is an advocate and former Assistant Commercial Tax Officer under Government of Rajasthan)
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How VAT and ST are

different

Sales Tax is generally single

point tax levy while VAT is multi

point levy. In Sales Tax no tax is

being levied on the value addition

on subsequent sales.  In VAT full

set-off of the tax paid at the earlier

stage is granted.  Thus, VAT

eliminates, tax cascading.

Sales covered under VAT
law
❍❍ Definition of “Sale” under the

VAT may include:

❍❍ The conventional sale, i.e.

transfer of property in goods.

❍❍ Supply of goods by a society,

club, firm and company to its

members.

❍❍ Transfer of property in goods

involved in execution of

works contract.

❍❍ Delivery of any goods on hire

purchase or any other system

of payment by installments.

❍❍ Transfer of night to use any

goods for any purpose,

whether or not for a specified

period.

❍❍ Supply by way of or as part of

any service or in any other

manner whatsoever, of goods

being food or any other arti-

cle for human consumption

of any drink (whether or not

intoxicating).

Why VAT?
✎✎ VAT is based on the best

international practices, char-

acterized by trust, trans-

parency, stability, simplicity,

efficiency and a dealer-

friendly tax administration.

✎✎ There is no tax on inputs.

VAT is the only solution to

remove cascading and pyra-

miding effect to achieve eco-

nomic efficiency.

✎✎ VAT reduces scope for under-

valuation and tax evasion.

✎✎ In VAT system, invoice is a must

for claiming set off. This

enables the authority to cross-

check declared transactions

between taxpayers.
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Sales Tax Department

A

Rs 5

B

Rs 10-5=5

C

Rs 12.50-10=2.5

D

Rs 15-12.5=2.50

VAT: An Example

A: Producer of raw material; B: Manufacturer, C: Wholesaler D: Retailer

Supposed tax rate = 5%

VAT: AN EXAMPLE

Raw Material

Producer 

A

Sales Price Rs. 100

VAT Rs. 10

Sales Price Rs. 200

Total VAT Rs. 20

VAT Cash Payable

20-18=Rs. 2

Manufacturer 

B

Sale Price Rs. 150

Total VAT Rs. 15

VAT Cash Payable

15-10= Rs. 5

Whole Seller

C

Sale Price Rs. 180

Total VAT Rs. 18

VAT Cash Payable

18-15=Rs. 3

Retailer

D
Consumer

(100+5)

(5.p. + Tax)

(200 + 10)

(5.p + Tax)

250 + 12.5)

(5.P + Tax)

300+ 15

(5. P + Tax)
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✎✎ VAT, with its audit trail improves

compliance.

✎✎ VAT encourages self-policing

mechanism.

✎✎ VAT would give the big-push for

a macro-jump in the economy.

✎✎ VAT removes multiple taxes like

surcharge turn over tax etc. on

goods.

✎✎ VAT provides efficient resource

allocation, it ensures removal of

various taxes and levies.

✎✎ VAT enhances tax neutrality in

the international trade.

✎✎ VAT minimises litigation

because of less rate slabs.

✎✎ VAT ensures no tax war between

the states.

✎✎ VAT promotes development of

ancillary industries.

✎✎ VAT ensures that all barriers to

inter-state trade and commerce

and export out of the territory of

India should be removed.

✎✎ VAT provides broad tax base.

✎✎ VAT ensures few tax exemp-

tions.

✎✎ VAT makes the law sensible to

demand and price.

✎✎ VAT encourages self-regulated

mechanism. Similarly it pro-

vides effectively enforceable

penalty system.

✎✎ VAT assures a reliable informa-

tion technology support to

achieve automated e-filing or

returns, etc.

✎✎ VAT ensures to promptly

address taxpayer’s queries in

order to firmly establish that the

taxman is a facilitator.

Shortcomings of the exist-
ing system

The existing systems of taxa-

tion on sale of goods have a number

of shortcomings, which are dis-

cussed as under:

☞☞ The system is highly complex.

The ultimate consumer does not

know what amount of tax he is

contributing to Government

exchequer. Transparency is not

at all reflected.

☞☞ In the name of STP goods, many

play foul games. In spite of there

being a bar against collection of

tax when not payable, some

unscrupulous dealers collect

taxes, which make their pocket

heavy. Customers are befooled

and Government remains

devoid of this tax collected in an

unauthorized manner.

☞☞ The present system has evolved

a network of modes of evasion

of taxes.  Big fishes are rarely

caught in the net, and this results

in low realization of sales tax

revenue. Consequently, this also

adversely affects the income tax

revenue and generation of black

money goes on.

☞☞ Presently, no credit or set off of

is allowed on inputs. This

clearly leads to cascading effect.

Widespread taxation of input

promotes vertical integration to

avoid tax.

☞☞ Multiplicity of tax rates leads to

interpretation disputes and other

complications.

☞☞ Levy of tax is at first point, so

there is low realization of rev-

enue, as subsequent value addi-

tion remains untaxed.

☞☞ Getting statutory declaration

forms from the sales tax depart-

ment is highly tiring job.

☞☞ There is no sound system for

cross verification of documents.

☞☞ There is high percentage of

security without desired results.

☞☞ Assessment procedures are cum-

bersome. During assessment

proceedings some unscrupulous

assessing authorities train their

guns on assessee and cash in on

the situation and arbitrarily

determine the tax liability.

INPUT TAX AND OUTPUT
TAX

Input tax is the tax paid or

payable in the course of business,

on purchases of any goods made

from a registered dealer of the state,

and shall also include purchase tax,

if any, paid by the purchasing regis-

tered dealer.

Output tax means the tax

charged or chargeable under the Act,

but a registered dealer for the sale of

goods in the course of business.

Input Tax Credit (ITC):  Tax paid

on the earlier point is called input

tax. This amount will be

adjusted/rebated against the tax
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Value added in manu-
facturing activity is
the difference
between the price at
which commodity is
sold and the cost of
inputs and in case of
trading the difference
between value of
sales and purchases.



payable by the purchas-

ing dealer on his sales.

This credit availability

is called input tax

credit.

Input tax credit

shall be allowed to a

registered dealer for

purchase of any goods

made within the State

from a dealer holding a

valid certificate of reg-

istration under the Act.

Input tax credit shall be

permitted to the extent

in such manners as

may be prescribed by

the state VAT Law.

Tax liability and
registration

VAT comprises three words–

value, added and tax. It manifests

that it is a tax on value addition. This

value addition is subjected to tax at

each stage of the production-distrib-

ution chain. At each stage of trade,

value addition is taxed and tax paid

on all purchases including on capi-

tal investment is rebated. It is a pass

through till goods reach ultimate

consumer. Effectively, primary pro-

ducer and trade intermediaries do

not bear any burden of tax. There is

no cost for them as it is fully rebated

if the supply is taxable.

VAT will be charged in accor-

dance with the provision of the Act

on every sale of taxable goods

within the state made by a taxable

person whose gross turnover in a

year exceeds the taxable quantum.

Registration under the VAT Act

may be obligatory for the following

categories of dealers:

● Importers, who import goods

into the state

● Manufacturers

● CST dealers

● Dealers with turnover greater

than the general threshold, which

may be prescribed at Rs 5 lakh.

Taxable person: 
Taxable person means every

person who is registered or is liable

to be registered and

liable to pay tax

under the VAT Act.

Tax period
● Any period as

may be prescribed/notified

● It may be month, quarter or year.

Tax Payer Identification
Number

There is a plan to issue TIN

(Tax Payer Identification Number)

to all the registered dealers on the

line of PAN, which is being issued

by the Income Tax Department. It is

a code to identify a taxpayer. Each

taxpayer will be having a single

unique TIN. Following are the in

objectives of the TIN:

● To facilitate computer applica-

tions, such as detecting stop

filers and delinquent

accounts.

● To help crosscheck infor-

mation on taxpayer compli-

ance, for example the selec-

tive crosschecking of sales

and purchases among VAT

taxpayers.

NET TAX LIABILITY

Subject to the provisions relating to

input for credit the net tax payable

by a taxable person for a tax period

is to be calculated according to the

following formula:

A-B

Where –

A = Total of the tax payable

in respect of taxable suppliers

made by the taxable person during

the tax period and 

B = Total input tax credit

allowed to the taxable person for

the tax period. In short, net tax

payable is tax liability minus input

tax credit.

The illustration below provides a

better understanding of the concept.

Return Filing
The return filing procedures are

designed with the objective of

reducing the compliance costs

incurred by business when complet-

ing and filing their returns; and

encouraging businesses to comply

with their obligations to file returns

and pay VAT through the application

of penalties in case of late payment

of VAT and late filing of returns; and

ensuring the efficient processing of
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Sales  Purchase  Output tax Input tax Tax   

Value Price @10% credit @10% payable

Rs. 1,00,000 Rs. 70,000 Rs. 10,000 Rs. 7,000 Rs. 3,000 



the date included in returns.

A registered dealer would be

required to file a quarterly/annual

return along with requisite details

such as output tax liability, value of

input tax credit, payment of VAT

etc. There would be a single page

return form common for both VAT

and CST liabilities etc. Opportunity

would be provided to lodge revised

returns.

Assessment under VAT
Deemed Assessment concept

is the major feature of the VAT.

Tax liability will be self-assessed

by the dealer in terms of submis-

sion on returns up to setting off

the tax on inputs/supplies by

himself. Return forms as well as

other procedures will be simple,

transparent and similar in all

States. Correctness of self-assess-

ment may be checked through a

system of audit, where a percent-

age of dealers may be taken for

audit on a scientific basis.

VAT pre-supposes that all the

dealers are honest. Scrutiny may be

done in cases where a doubt arises

of under-reporting of transaction of

evasion of tax. Honest dealers will

be protected and facilitated and dis-

honest would be penalized heavily.

Audit of the dealer
In the VAT Act, much weight

age is given to audit work in place of

routine assessment work. The

authorized officers of the depart-

ment will visit the business place of

a dealer and conduct the audit.

Some selected dealers will be

audited by the auditors (authorized

officers of the department) to exam-

ine correctness of the returns vis-à-

vis the books of the accounts of the

dealer or any other information

available with them. Selection

of dealers for audit will be

based on certain criteria, such

as size, turnover and risk eval-

uation. Moreover, auditors will

be equipped with information

gathered from various agen-

cies such as suppliers, income

tax department, excise and cus-

tom department, banks, hostile

servants of the dealers, trusted

informers etc. Officers of the

higher ranks will supervise

connivance of sales tax depart-

ment employees.

Accounts to be audited

in certain cases
If provided in the Act, a dealer

whose turnover in any particular

year exceeds 40 laky or such other

amount as prescribed or notified,

then such dealer shall get his

accounts in respect of such year

audited by a CA within such time as

may be prescribed.

Here the Chartered Accountant

means a Chartered Accountant

within the meaning of the

Chartered Accountants Act, 1949

(Act No 38 of 1949) and includes a

person who by virtue of the provi-

sions of sub-section (2) of section

226 of the Company Act, 1956 (Act

No. 1 of 1956) is entitled to be

appointed to act as an auditor of the

company registered.

Book Keeping and invoices
The VAT system mainly

requires the dealers to maintain

accounts of sales, purchases, input

tax, output tax and VAT payable.

Implementation of VAT system

does not mean that now a dealer has

to adopt a new system of accounts

but he has to simply keep records

for claiming adjustments or set off

of previous tax paid.

How the entries relating to

taxes are to be made is an important

aspect. Presently, dealers enter

sales tax payable but as per the pro-

visions of the proposed VAT Act, he

will have to make two more entries

— input tax (tax paid on purchases)

and output tax  (tax charged on

sales), as the same is mandatory.

Suppose a dealer pays tax

Rs10,000 on purchases for the

period April, 2005 to June 30, 2005,

he has to make this entry in Tax Paid

on Purchase A/c and if in this period

he charges/collects tax of Rs 12,000

on sales, he has to make this entry in
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VAT is a form of sales tax col-
lected by the Government of
destination State (i.e. State in
which final consumer is
located) on consumer expen-
diture. It is collected through
business transactions involv-
ing sale of goods within the
state. It is a tax at the final or
retail point of sale, which is
collected at each stage of
sale, when there is a value
addition to the goods.



Tax Collected on Sales Account.

Net VAT payable is 

Tax charged on sales Rs 12,000

Less: Tax paid on purchasesRs 10,000

______________________________

Rs 2,000

Thus, for the said tax period

dealer is required to deposit Rs

2000/- with the sales tax depart-

ment. However, in the above exam-

ple if the tax paid on purchases is Rs

12,000 and tax charged on sales is

Rs 10,000, the net VAT payable is 

Tax charged on sales Rs 10,000

Less: Tax paid on purchases Rs 12,000

Rs.  – 2000

This amount of Rs. 2000/- will

be carried over for claiming set off

for the next tax period (if the provi-

sions allow).

Invoices are crucial documents

for administrating VAT. In the

absence of invoices what you have

paid previously cannot be claimed

as set off. Invoices should be pre-

served with full care. In case any

original invoice is lost or misplaced,

a duplicate authentic copy must be

obtained from the issuing dealer.

Invoice is a document listing

goods sold with price, tax charged

and other details as may be pre-

scribed and issued by a dealer

authorized under the Act.

Rate structure under VAT
For all the States, there will be

one category of tax-exempted com-

modities (e.g. processed agricultural

and industrial goods in unorganised

sector and goods of social impor-

tance), and then there are mainly two

VAT rates, (a) uniform rate of 4% for

States for goods which are of basic

necessities, industrial and agricul-

tural inputs, declared goods and

AED items and capital goods and (b)

12.5% general (floor) rate for other

commodities. There will be two spe-

cial rates for some selected items, (a)

for gold, silver, precious and semi-

precious stones at the rate of 1% and

(b) for demerit goods like liquor, etc.

a floor rate of 20% (These rates are

only suggestive rates).

In the build-up to the transition to

the VAT regime, the Empowered

Committee of the State Finance

Ministers has firmed up the above four

tax rates, apart from the exempt cate-

gory items. This committee has, also

firmed up the list of industrial inputs

on which 4% tax would be levied.

Small dealers
Registration for VAT will not be

compulsory for dealers below a thresh-

old (say 5 lakh rupees) turnover, and

there will be a provision of an optional

and simple composite scheme of taxa-

tion of a small percentage of gross

turnover. The level of threshold and

details of composition scheme will be

determined by the State.

The VAT Act is designed so that

high value taxpayers should not be

spared and on the contrary small deal-

ers should be hassle free from com-

pliance procedures. Some states have

provided composition scheme for

small dealers (say dealers whose total

turnover exceeds s 5 lakh but does not

exceed Rupees 25 lakhs)

such dealers would have

an option to pay composite

amount of tax based on its

total turnover at applicable

rate (may be1%) subject to

such conditions as may be

prescribed. However, in

such cases a dealers shall

not be entitled to input tax

credit on inputs and shall

not be authorized to issue

VATable invoices.

Inter-state transactions
India has a federal structure and

the value added tax is currently

designed on state basis i.e. each state

will impose value added tax on the

sale/purchase transaction taking

place within the state. So far as the

trade between various states of India

is concerned, currently, the same is

governed by the Central Sales Tax

Act, 1956, which is administered by

the state sales tax departments and the

revenue is retained by the state gov-

ernments. As per the national consen-

sus, the inter-state transactions of

purchase and sale will continue to be

governed, at least for some time till

the state level value added tax is set-

tled, by the Central Sales Tax Act.

CST will continue in 2005-06 but

finally it would be phased out.

Conclusion
The provisions regarding fil-

ing of appeal/revision/references,

detection of tax evasion, imposi-

tion of penalties for various

defaults, prosecution, granting of

refunds, recovery of arrears,

deduction of tax at source, inspec-

tion, search, seizure, etc. shall be

almost same with minor changes as

under the Commercial Tax

Act/Sales Tax Act. ■
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