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Glossary:

Finance Commission: Commission set up by the Central Government of India every five years to go into the question of formulae for devolution of distributable revenues of the Centre ( e.g. the income tax revenue) between the Centre and the States and suggest measures to states for improving their fiscal condition.

Fiscal Deficit is the excess of total expenditure including loans net of recovery over revenue receipts (including external grants) and non-debt capital receipts. Since 1999-2000, it excludes States’ share in small savings as per the new system of accounting. 
Fiscal Responsibility Legislation (FRL): A piece of legislation passed by different states of India, at the behest of the Twelfth Finance Commission, committing themselves to tighten their fiscal policy through certain measures in a time bound manner like asking the states to increase their own tax revenues rather than depending too much for it on the Central Government.

Jharkhand Sales Tax (JST): Taxes on the sale of commodities. Different commodities are taxed at different rates. There are no less than 15 rates in Jharkhand.

Kirana Goods: Grocery goods.

Revenue Deficit denotes the difference between revenue receipts and revenue expenditure.
Tax Expenditure: Revenue losses incurred by a government due to special tax provisions like tax exemption, tax relief, tax credit or tax subsidy that are otherwise not part of the normal tax structure. This paper uses it in terms of revenue losses on account of JST rate cuts and abolition of ToT.
Turnover Tax (ToT): Taxes on the total value of the sale, i.e., turnover of the trader over and above the sales tax. It is a type of surcharge.
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Estimation of Tax Expenditure In Jharkhand

(Executive Summary)

The present study estimates, under certain assumptions, that the Government of Jharkhand has lost a cumulative sum of Rs 73.32 crores from Financial Year(FY) 2001-02 to FY 2004-05 due to reduction in the Jharkhand Sales Tax rates on ten specific commodities and further loss of 110 crores on account of abolition of the Turnover Tax during the eight effective months of  FY 2004-05. In the current FY 2005-06, the state is set to lose another 35.51 crores on account of rate reduction and Rs 166.5 crores on account of abolition of Turnover Tax. The aggregate tax revenue losses on these two counts till FY 2004-05 stands at Rs 183.32 crores and is projected to go up to 202.01 crore during 2005-06.These estimated losses may be of some importance to the government, for any future changes in its fiscal policy that aims at controlling fiscal deficit.
I. Introduction

The state of Jharkhand was created out of the erstwhile state of Bihar on 15th November 1999. Jharkhand is very rich in mineral resources. Its main source of revenue is the levy of Sales Tax, called Jharkhand Sales Tax (JST), on the sale of various commodities in the state. Revenue from JST accounts for around 65% to 70% of all the state-generated tax revenues. The total sales tax revenue was Rs 1699.45 crores in Financial Year(FY) 2003-04 which went up by 19.6% to Rs 2023.77 crores  in FY 2004-05. 

The Government of Jharkhand reduced JST on some commodities in March 2001 and November 2002.The contribution of the selected commodities for study in the total sales tax collection of the state in FY 03-04 and 04-05 was 1.82 % and 1.41% respectively. Apart from the rate cut, the government abolished the Turnover Tax (ToT) in Jharkhand with effect from 1st July 2004. Under ToT, the government used to levy a 1% tax over and above the Sales Tax on the turnover of the trader. The Department of Commercial Taxes reported a loss of Rs 110 crores on this account during the eight months since its abolition in FY 2004-05.

These two moves were expected to lead to revenue losses, other things remaining the same. Had the rates not been cut and the ToT not abolished, there would have been more revenues with the Government that could have been spent for pressing economic and distributional reasons. In that sense, revenue losses due to rate cuts and ToT abolition could be considered as equivalent to government spending on the local economy for promoting economic growth and bringing about fairness in the distribution of income.

It is in this context that we have used the term Tax Expenditure. In the context of this paper it refers to the revenue losses of the government of Jharkhand due to JST rate cuts on ten specific commodities listed in Table 1 and the abolition of ToT. It is pertinent to note here though that in the West, Tax Expenditure refers to revenue losses incurred by a government due to special tax provisions like tax exemption, tax relief, tax credit or tax subsidy that are otherwise not part of the normal tax structure. It is essentially an enumeration of the present tax incentives. The idea of tax expenditure has evolved as a part of the budget process in recent decades. It is generally presented in the western countries as equivalent to government expenditure programs with similar economic and distributional consequences, and hence the name Tax Expenditure. Many countries have found it to be a useful tool for government budgeting and policy analysis. It provides us a tool for a meaningful discussion of the tax policy repercussions relating to who is benefiting and with what effect. This is especially useful when the government is trying to reduce large fiscal deficits.

Although tax expenditure concept seems to be a straightforward one, it presents a number of difficult issues relating to its measurement. To estimate it, one needs to clearly define what constitutes a basic or reference tax structure in terms of tax rate, tax base, accounting standards and deductions from the tax base against which tax expenditures are measured. Some tax analysts may consider some provisions of the tax structure as basic while others may not. Depending upon one’s definition of a basic tax structure, different experts will arrive at different estimates of tax expenditures.

In case of the present study though, we have, as stated earlier, used the term specifically in the sense of revenue losses on account of JST rate reduction on ten specific commodities and abolition of ToT.

II. Scope and Assumptions of the present study

Scope

The present study answers the following question: 

1 What is the estimated loss of  revenue of the government of Jharkhand on account of reduction in Jharkhand Sales Tax (JST) rates on ten specific commodities, called as tax expenditure effected in March 2001 and November 2002, and the abolition of ToT effective since July 2004? 

2. What is the projected loss of revenue on account of each tax expenditure as explained above in FY 2005-06?

Assumptions

1 The revenue loss from each tax expenditure, i.e., from reduction in JST rates of each of the ten commodities and the abolition of ToT, is estimated by comparing the revenue raised under the current law with the revenue that would be raised if the provision had never existed, assuming that both taxpayer behaviour and all other tax provisions remain the same as they are under the current law. 

2 Generally, the tax compliance improves after rate reductions. We assume that the tax compliance behavior of the tax payers remains the same.

3 It is often argued through Laffer Curve analysis that lower tax rates lead to higher tax collections. We assume that lower tax rates reduces tax collections proportionately.  

We assume that all other factors remain the same.

4 The ten specific commodities selected for the study are: computers, electrical goods, readymade clothes, cycle and their parts, ornaments of gold and silver, kirana (grocery) goods, vegetable and edible oil, plastic and molded suitcases, sanitary fittings and finally refrigerators, air coolers and air-conditioning plants (see Table 1).
The commodity selections were based on two parameters. One was their weight in garnering revenues and the other was reduction in sales tax rates. The ten selected commodities have been among those whose basic sales tax rates were reduced and had been, for the most part of the years since the creation of the state of Jharkhand, figuring in the top 30 major revenue earners. Two commodities, fertilizer and furniture, were not considered for   analysis despite figuring in the top 30 list for insufficiency of data.

The table below shows the change in the Jharkhand Sales Tax (JST) Rate of the specific commodities covered in this study.

Table 1: JST Rate Reduction Of Specific Commodities

	Commodity
	Previous JST Rate

 ( %)
	Current JST Rate

( %)
	Rate Reduction With Effect From

	Computer
	8
	4
	March 2001

	Electrical Goods
	12
	8
	November 2002

	Readymade Clothes
	7
	4
	March 2001

	Cycle And Their Parts
	8
	4
	March 2001

	Ornaments Of Gold And Silver
	4
	1
	November 2002

	Kirana Goods
	9
	4
	November 2002

	Vegetable And Edible Oil
	9
	4
	March 2001

	Plastic And Molded Suitcases
	10
	8
	November 2002

	Sanitary Fittings
	10
	8
	November 2002

	Refrigerator, AC, Cooler And AC Plant
	16
	12
	November 2002


Source: Department of Commercial Taxes, Government of Jharkhand

This study does not estimate revenue loss due to changes in state excise duties, or change in the threshold for dealer registration from one lakh to seven lakhs, or increasing the 

threshold for levying surcharge from 5 lakhs to 10 lakhs, or increase in the set-off limit, or exemption to captive power plants from electricity duty from sale of their surplus power.

III. Methodology

(1)

Necessary information relating to tax rate reduction and revenue generated and in some cases revenue lost due to rate reduction were collected from the Department of Commercial Taxes, Government of Jharkhand and the official website jahrkhandcomtax.nic.in. The following table shows the total revenue collected from specific commodities.

Table 2: Revenue Collected From Specific Commodities On Which JST Rate Was Reduced (In Rs. Lakh) (For FY 2000-05)
	Commodity
	 2002-01
	 2001-02
	 2002-03
	 2003-04
	 2004-05

	Computer
	NA
	NA
	132.38
	148.3
	299.01

	Electrical Goods
	169.44
	205.46
	299.67
	236.73
	307.5

	Readymade Clothes
	141.46
	156.19
	175.73
	141.46
	147.78

	Cycle And Their Parts
	137.08
	13.29
	153.96
	177.88
	206.72

	Ornaments of Gold And Silver
	58.29
	67.56
	69.46
	85.72
	76.24

	Kirana Goods
	73.14
	94.37
	123.05
	144.35
	185.83

	Vegetable and Edible Oil
	434.36
	380.44
	728.38
	875.89
	894.55

	Plastic And Molded Suitcases
	NA
	NA
	82.48
	108.43
	97.86

	Sanitary Fittings
	101.59
	105.45
	162.34
	301.03
	401.77

	Refrigerator, AC, Cooler And AC Plant
	NA
	NA
	NA
	879.33
	738.78


Source: Department of Commercial Taxes, Government of Jharkhand

 (2)

Sales tax rates of some commodities were reduced with effect from March 2001 and in some other cases 15th November 2002 as is shown in Table 1.  The revenue losses for the former were estimated beginning from FY 2001-02 (which implies that we disregarded the loss incurred in the month of March of FY 2000-01) and for the later from 15th November 2002. The actual loss has been estimated up to FY 2004-05 and loss during the current fiscal 2005-06 has been projected on the basis of trend projections.

To calculate revenue loss due to Jharkhand Sales Tax (JST) rate reduction on a particular commodity i in the full financial year, the following formula was used:

RLi = (RRPPi / RARi) * ARRi 

RLi = Revenue loss in the full financial year from the ith commodity
RRPPi = Rate reduction in terms of percentage point on the ith commodity.

RARi = Rate of JST on the ith commodity after reduction.

ARRi = Actual revenue generated by the ith commodity.

To illustrate it, assuming that the JST on computer is lowered from 8% to 4% w.e.f. 1st of April 2001 and the actual revenue from computer reported by the commercial taxes department for the FY 2002-03 is 132 lakh then RRPPi = 4, RARi = 4 and the ARRi = 132, hence

RLi = (4/4)*132 = 132 lakhs.

It means that due to rate reduction from 8% to 4% on computers, the revenue loss was equal to 132 lakhs.

In cases where the rate was reduced midway through a FY, we had to interpolate the revenue lost during a part of that FY. In case of six out of ten commodities that we have considered for this study, the JST was reduced w.e.f. 15th November, 2002. They are Electrical Goods, Ornaments of Gold and Silver, Kirana Goods, Plastic and Moulded Suitcases, Sanitary Fittings and finally Refrigerators, Air Coolers and Air-Conditioning Plant. The following methodology was adopted to estimate the revenue loss from 15th November 2002 to 31st March 2003.

Step I:

Let 

Bi stand for the Overall Tax Base of the ith commodity during FY 2002-03. 

RARi stand for JST rate of the ith commodity after reduction, that is, JST rate from 15th November 2002

RBRi stand for JST rate before reduction, that is, rate prior to 15th Novemebr 2002.

Since the JST rate was lowered w.e.f. 15th November 2002, it means that during FY 2002-03 the old rate was applicable for the first 8.5 months and the lowered rate for the last 4.5 months of that fiscal. Thus to calculate the Bi, we used the following expression:

(7.5/12)*RBRi*Bi + (4.5/12)*RAR*Bi = ARRi

For instance, in case of Electrical Goods, the JST was lowered to 8% from 12% w.e.f. 15th November 2002. The Actual revenue reported (ARRi) by the commercial taxes department from Electrical Goods during FY 2002-03 was Rs 300 lakhs. Thus solving the above equation for Bi gives us the following number:

(7.5/12)*.12*Bi + (4.5/12)*.08*Bi = 300

Bi = 2857

Thus Rs 2857 lakhs was the total tax base of Electrical Goods during FY 2002-03.

Step II:

 Now we can find out the separate tax bases for the first 7.5 months and 4.5 months by simply multiplying Bi with ( 7.5/12) and (4.5/12) respectively. They turn out to be:

The tax base taxed at the old rate ( Bor)    = (7.5/12)*2857 = Rs 1785 lakh and

The tax base taxed at the reduced rate ( Brr  ) = (4.5/12)*2857 = Rs 1072 lakh.

Step III: 

To calculate loss of revenue all that we have to do is to calculate the difference between what the revenue would have been had the Brr been taxed at the old rate and the reduced rate

Revenue Loss for part of the year (RLip) = .12*1072 - .08*1072 






     = 128.64 – 85.76






     =  Rs 42.88 lakh.

To calculate the tax base of a commodity (Bi) for full fiscal year, the following simple expression was used:

Bi = ARRi / JSTi
For instance, if the ARR of computer for FY 2004-05 is Rs 299 lakhs then the tax base for that fiscal is

Bi = 299 / .04 = Rs 7475 lakh.

The Bi’s were calculated for trend projection purposes to project loss in the current FY 2005-06

(3)  

The computed tax base and its trend growth projection is shown below:

	 Table 4: Tax Bases of Specific Commodities (In Rs Lakh)
	
	
	

	Item  
	2000-01
	2001-02
	2002-03
	2003-04
	2004-05
	2005-06

	Computer
	x
	x
	3310
	3708
	7475
	8997

	Electrical Goods
	1412
	1712
	2854
	2959
	3844
	4209

	Readymade Clothes
	2021
	3905
	4393
	3537
	3695
	4404

	Cycle and their parts
	1714
	3382
	3849
	4447
	5168
	6104

	Ornaments of gold and silver
	1457
	1691
	2416
	8572
	7624
	10116

	Kirana goods
	813
	1689
	1727
	3609
	3771
	4672

	Vegetable and edible oil
	4826
	9511
	18210
	21897
	22364
	29600

	Plastic and Molded suitcases
	x
	x
	892
	1355
	1223
	1488

	Sanitary Fittings
	1016
	1055
	1755
	3763
	5022
	5738

	Refrigerators, AC, Cooler and AC Plant
	x
	x
	x
	7328
	6157
	6742*

	x= not computed due to lack of data
	
	
	
	
	
	


To compute trend growth of tax base we have projected the tax base for full five years beginning with FY 2000-01, subject to data availability. In other cases the projections have been made on the basis of only three years of data. In case of Refrigerators, air conditioners and Air-conditioning Plant, the actual revenue reported data were available only for the FY 2003-04 and 2004-05. We have, therefore, taken the arithmetic mean of the Bi for this group of commodities as we thought it would be misleading to project the trend only on the basis of two years of data. 

(4)

For estimating the loss from TOT abolition from July 2004, we have calculated the TOT base for FY 2004-05 on the basis of the actual loss of revenue reported by the commercial taxes department during the 8 months from August to March of that fiscal year. The loss reported was equal to 110 crores. Dividing this by .01 gives us Rs. 11000 cores which must have been the base which attracted TOT since it was charged @ 1% for a large majority of the commodities. To find out the overall base of TOT for the full fiscal 2004-05 all that we have to do is to approximate it by multiplying 11000 with 12/8 which gives a value of Rs. 16500 crores. Since the Jharkhand NSDP is growing at around 10% in nominal terms, the TOT base can also be projected to grow @ 10%. Hence the TOT base is estimated to be at Rs. 16665 crore. If it is taxed @ 1%, it would generate Rs. 166.5 crores which is the likely TOT loss of the Government of Jharkhand in the current FY 2005-06.

IV. Conclusions
The present case study estimates the loss of revenue incurred by the Government of Jharkhand on account of reduction in JST rate on ten specific commodities since the creation of the new state and also projects the estimated loss in the current FY 2005-06. It also projects the tax expenditure in FY 2005-06 on account of abolition of TOT since July 2004.

The specific commodities selected for study are Computers, Electrical Goods, Readymade Clothes, Cycle and their parts, Ornaments of Gold and Silver, Kirana Goods, Vegetable and Edible Oil, Plastic and Molded Suitcases, Sanitary Fittings and finally Air-conditioners, Air-coolers and Air-conditioning Plants. The estimation is done for each of the fiscal year beginning from 2001-02 up to 2004-05 for commodities whose JST rates were reduced w.e.f. March 2001.  The estimate of loss of revenue for other commodities is made from 2002-03 up to 2004-05 as the JST rates were reduced w.e.f. 15th November 2002.

The following table shows the tax expenditure on these ten specific commodities:

	Table 3: Tax expenditure from rate reduction of specific commodities for
FY 2001-05 (in Rs. Lakh)


	

	
	2001-02
	2002-03
	2003-04
	2004-05
	Trend for 2005-06
	Total 2001-05

	
	1
	2
	3
	4
	5
	

	Item  
	
	
	
	
	
	

	Computer
	
	132
	148
	299
	360
	580

	Electrical Goods
	
	43
	118
	154
	216
	315

	Readymade Clothes
	117
	132
	106
	111
	105
	466

	Cycle and their parts
	135
	154
	178
	210
	231
	677

	Ornaments of gold and silver
	
	27
	257
	229
	373
	513

	Kirana goods
	
	32
	180
	189
	290
	401

	Vegetable and edible oil
	476
	910
	1095
	1118
	1428
	3599

	Plastic and Moulded suitcases
	
	7
	27
	24
	37
	59

	Sanitary Fittings
	
	13
	75
	100
	150
	189

	Refrigerators, AC, Cooler and AC Plant
	
	
	290
	244
	267
	534

	Total
	728
	1451
	2476
	2677
	3551
	7332


Total tax expenditure on these ten commodities from FY 2001-02 to FY 2004-05 is estimated at Rs 7332 lakhs and is estimated to grow by a further Rs 3551 lakh in FY 2005-06. Thus in the current fiscal year itself the state’s tax expenditure is likely to be almost 50% of what it has had since the JST rates were reduced.

The tax expenditure from TOT in the first eight months of FY 2004-05 was reported at Rs 11000 lakhs by the commercial taxes department. As per our calculations shown in the methodology section, this is expected to go up to a massive Rs 16650 lakh, an increase of almost 1.5 times.

The aggregate tax expenditure on ten specific commodities and on TOT till FY 2004-05 is Rs 18332 lakhs and the projected tax expenditure on these in the current FY 2005-06 is Rs 20201 lakhs. This in itself is huge tax expenditure. When we add to it the revenue losses incurred on account of various other heads which we have not estimated, we are sure it would be a figure which we will hardly be comfortable with.

In the post Twelfth Finance Commission era, in which states are being asked to raise their own-tax revenue, bring down their revenue and fiscal deficits to a targeted level in a time bound frame and approach the markets directly for loans to finance their fiscal deficit to bring their fiscal policy in line with Fiscal Responsibility Legislation (FRL), the Government of Jharkhand must carefully assess the tax expenditure implications of its tax policies before giving effect to any such policy change.
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