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ABSTRACT 

One of the vital objectives of VAT execution in India was to eradicate the defects of the former Sales 

Tax System such as tax rate divergence, documentation complexity, multipoint sales tax, tax evasion, 

lower tax collection etc. However, many significant defects could not be medicated even after the 

VAT adoption, rather many new problems have cropped up due to the VAT implementation. The 

major terror due to VAT adoption is Interjurisdictional Divergence and the unnecessary rate war with 

respect to the VAT rates/Threshold limits/ and other enactment intrastate and Inter-states. The present 

study tries to explore the factors responsible for this and the remedies available to this issue. 

Five factors are extracted („State Rivalry‟, „Socio Economic Factors‟, „VAT Act Drawback‟, „Low 

Tax Compliance‟, and „Political Factor‟) causing VAT Divergence intra-state and interstate wise. 

Among these State rivalry concerning VAT rates, VAT subsidy and VAT enactment emerged to be 

the most important factor causing VAT Divergence. The second important factor which is responsible 

for the divergent VAT rates is the socio-economic conditions of the states such as Industry Level, 

Economic Backwardness, Economic Conditions, and Social Structure of the States which influence 

the government to uplift the states.  

Three models were obtained and tested with the help of AMOS 18.0 Two models are found to be 

disaggregated model while one model is acceptable which fulfilled the requisite of the model fit. 

Which states that there is dire need to bring uniformity across the states with respect to the VAT rates 

and various other legal provisions. 
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1. INTRODUCTION 

Value Added Tax (VAT), is an indirect  tax  that  has  turned  out  to  be the most provocative  

and prolific  raiser  of  the government revenues. Introduction of the VAT,(in the period 

2003–2006) ,to replace the erstwhile the Sales Tax Regime on the sale transactions within the 

state that had been in operation for more than half a century, has been rightly acclaimed as 

the boldest tax reform undertaken in the independent India. The implementation of the Value 

Added Taxis considered to be a major development over the pre-existing Central Excise Duty 

at the National level and the Sales Tax System at the State level. The Value Added Tax is an 

ad valorem tax imposed on consumption, in the sense that it drives a wedge between the 

prices paid by the consumer and the money received or kept by the seller, with the seller 

being an agent for collection in India(Doe Lubin, 2006). It is also referred to as a domestic 

consumption tax because, under the destination principle, it is a tax on consumption 

expenditure as opposed to a tax on capital expenditure or exports. 

The prima facie motto of the VAT adoption was to bring about the uniformity in the 

prevailing tax rates intra states and interstates as recommended by the Kelkar Task Force 

Committee. However the very purpose of VAT adoption could not be attained and still 

divergence in the VAT rates interstate and intra-state exitswhich resulted in price 

discrimination, diversion of trade, unnecessary unhealthy Tax Rate war among the states and 

causing a race to the bottom in rates.  
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The Literature (Sthanumoorthy, 2006) on Indirect Tax Competition Among Same-level, 

Subnational Jurisdictions, has focused on excises and the role of cross-border shopping in 

eroding the tax base and forcing a convergence of statutory rates among neighboring 

jurisdictions, typically to a lower level of taxation. Interjurisdictional Tax Competition (Rao, 

1994) takes three forms; 

1) Reducing nominal tax rates to maximize revenue by attracting cross-border purchases;   

2) Levying  selectively  lower  nominal  tax  rates  and  giving  incentives  to new  

industries to attract  capital  into  their  jurisdictions;  and   

3) Adopting  strategies  to export  tax burdens  to  the  residents  of other  states  by 

choosing  appropriate  tax  systems  and  tax rates  on both  factors  and  products.  

India, by virtue, has a federal system of government comprising Central Government at the 

national level and State Governments at the sub-national (SNGs) level. These dissimilar 

levels of government can be financed using fiscal instruments such as taxation and 

intergovernmental transfers. Due to this reason, when one state accelerates its tax rate, the 

other will have an option to reduce or to retain its rates, thereby increasing the tax base. 

Hence any single government can increase or decrease its tax base which would certainly 

have a blow on the others. This sort of increase or decrease in tax rates among   SNGs is 

defined as tax rate war which needs to be tuned in (Sthanumoorthy, 2006). Due to the 

differential VAT prevalence, consumers of a high-tax state can purchase a commodity from a 

low-tax state to take advantage of tax rate differentials. Similarly, the investors can voyage 

their location of production in accordance with the tax concessions/breaks offered by the 

respective governments. The fact that each state has its own Sales Tax Legislation and that 

both trade and investment can move across state boundary and each state has an incentive to 

fix a low rate or to provide tax incentives in order to attract trade and investment.  

Since tax on the local sales is a state matter subject in India and accordingly, each state has 

enacted different VAT laws suitable for it. In a federal system, the states are given sufficient 

autonomy to tune the VAT Act provisions suitable to their economic and political conditions 

which in turn hamper the very purpose of the VAT implementation causing varied rates for 

the same product in different states and also within the state. It also leads to migration of the 

well-established units from the high VAT state to the low VAT state. One of the most 

consuming items i.e. Petrol is heavily levied in Punjab causing the highest price in the 

Punjab.  In the Union Territory Chandigarh, which is an integral part of Punjab, the VAT is 

levied at less percentage i.e. 20% (on 1
st
 Dec, 2011), however it is levied in the rest of Punjab 

at the rate of 27.5% (on 1
st
 Dec, 2011). Similar is the case of other products.  

2. LITERATURE REVIEW 

Price Water House Cooper (2006) has conducted a survey of around more than 100 

companies in India and found that taxes are not uniformly implemented in India. Guerard 

(1973) has stressed on the requirement of a uniform refund procedure for all the states in 

order to ensure the balanced economic development of the states and to avoid the tax rate war 

among the states characterized by sub-national government.  If  the tax  rates  are unequal, the 

producers  in  the low tax  states  have  a  comparative  advantage over  those  in  the high tax  

states,  and  this may  offset,  in whole  or  in part, the  true underlying comparative cost  

situation and may distort production  patterns within  the  integrated market (Frenkel, 1991). 

Benson (1990) measured the impact of interstate competition which is influenced by the 

federal government prevailing in the economy. Under the federal government system, the 

states are given sufficient autonomy to tune in the VAT rate as per the requirement of the 

domestic market and economic conditions. When the state governments try to reduce 

interstate tax competition, it adversely impacts on the harmony and it rather creates disharmony 

among the states (Anne's study, 1993). Keen‟s study (1993)  highlights that the  tax rate in a 
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given jurisdiction responds to the changes in the rates of the neighboring jurisdictions when 

the demand for the relevant good or service is relatively price inelastic and cross-border 

shopping is possible  If demand is inelastic, a tax cut in a given state encourages neighboring 

states to do the same. Because the horizontal competition depends on the inelasticity of 

demand, it is likely to be more in the case of excises than, say, income or general sales. Agha, 

et al., (1996) study has found that  a single  uniform VAT rate is the  ideal  form  of  the VAT 

which results  in high degree of tax compliance and also results in the reduction of the costs  

of administration  and  compliance  costs. On the contrary, the multiple-VAT results in less 

tax compliance and higher administrative costs. Bird and Gendron (1998) analyses the 

problem of deciding the VAT in case of the federal government and suggest, firstly, the 

imposition of the Value Added Tax (VAT) by both the national and the sub-national 

governments in a single country and secondly, the implementation of a VAT on cross-border 

trade (e.g., between nations) where only one level of government imposes the tax. A “dual 

VAT” is levied either by two levels of the government or by one level of the government and 

an organization representing such governments. A dual VAT is currently used by the federal 

government of Canada and the provincial government of Quebec, and the researchers contend 

that a variant of it could be employed in the European Union (EU). 

Cnossen (1998) in his study has observed that in the high-income countries, the lower than 

standard VAT rates on essential products are not effective in assisting the poor, because the 

consumption patterns have converged. Hence a single, uniform rate is the best. Wilson (1999) 

found the impact of interregional tax disparities on the consumption expenditure in domestic 

market and the migration of customer and investment to the native state due to the tax 

advantage in the neighboring state. Bird (2001) reveals that the dominance of the VAT poses 

a serious problem for the finance of regional governments, since conventional wisdom has 

long held that the only good VAT is the one levied by the central government. Baldwin‟s 

study (2002) has concluded that the greater economic integration may lead to a 'race to the 

top' rather than a race to the bottom. Tax harmonization may harm nations, a result that 

may explain why real-world tax harmonization is rare. Thierer et al. (2003) argue in their 

study to respect federal principles and enhance jurisdictional tax competition by permitting 

each state to determine its own tax policies and encouraging healthy state-by-state tax rivalry. 

Under an origin-based tax system, tax jurisdictions have an incentive to lower tax rates to 

attract businesses and hence consumer purchases. 

3. RESEARCH METHODOLOGY 

The primary data of this work comes from a survey of 400 industrial units located in the three 

districts of the Punjab State which are Jalandhar, Ludhiana and Amritsar, with the help of 

well-drafted and pre-tested structured interview schedule. The universe of the study 

comprises of the industrial units located in the three districts of the Punjab State. The choice 

of these three districts is made due to the following reasons: 

 There are a totaling 2,35,654 registered VAT dealers in the Punjab (till March 2015) and 

the majority of registered VAT dealers are located in the above mentioned three districts. 

 The VAT collection in  Punjab during 2007-2008 was Rs. 5871.29 crores, Rs.6,290 Crore 

in the year 2008-2009, Rs.7,577crores in the year 2009-2010, Rs. 10,778 crores during 

2010-11 , Rs. 12,113 crores during 2011-12 , Rs. 13,442 crores during 2012-13 , Rs. 

15,897 crores during 2013-14 , Rs. 16,112 crores during 2014-15 and Rs. 17,760/-crores 

projected during 2015-2016. 75 per cent of the total VAT collection belongs to these 

three districts. 

In order to analyse the factors responsible for the accumulated VAT refund with the 

government, a set of 21 statements were designed on the basis of the review of literature. 

These statements focused on various factors causing accumulated VAT refund. The set of 



Interjurisdictional VAT Divergence: A Confirmatory Factor Analysis of Alternative Models 

ENVISION - International Journal of Commerce and Management, Vol. (9), 2015 Page | 4  

 

these statements has been presented in table 2. The respondents were asked to indicate their 

level of agreement with each statement on a five-point Likert Scale ranging from „Strongly 

Agree‟ to „Strongly Disagree‟. For the purpose of analysis, WAS (Weighted Average Score) 

was calculated for each of the statement by assigning weights of 5 to „Strongly Agree‟ and 1 

to „Strongly Disagree‟. 

4. DATA ANALYSIS  

Factor Analysis 

In order to test the suitability of the data for factor analysis the following steps are taken: 

 Apart from correlation matrix, anti-image correlations are also computed. These show 

that partial correlations are low, indicating that true factors exist in the data. 

 Kaiser-Meyer-Oklin Measure of Sample Adequacy (KMO) is calculated. Overall, 

MSA is found to be 0.658 which supports that the sample is good enough for factor 

analysis.  

 Anti-image Correlations is calculated. These showed that partial correlations are low, 

indicating that true factors exist in the data. 

 Bartlett‟s Test of Sphericity show statistically significant number of correlations 

among the variables.  

All the above standards reveal that the data is fit for factor analysis. 

 

Table 1 

Factors accountable for the divergence 

LABEL STATEMENTS 

X1 Federal system exists in India which empowers the state Govt. to amend the VAT Act 

X2 The VAT Act is not uniformly implemented in India. 

X3 Varied Threshold Limits 

X4 Due to the political pressure by the opposition party on the ruling party 

X5 No VAT is charged by the TOT dealers 

X6 Level of industry is responsible for different rates 

X7 Tax collection is lesser in the states and to compensate it govt. charges more VAT 

X8 State backwardness insists on govt. to levy lesser VAT rates 

X9 The govt. charges more VAT due to the fraud and tax evasion in some states 

X10 To uplift the Small and Medium Industry. 

X11 When the neighboring states increase or decrease the VAT rates 

X12 To attract the investment from the outside investors 

X13 To attract the customer from other states 

X14 Strike and Lock out by industry to threaten the govt. to lower VAT rates. 

X15 To stop industrial migration from the high VAT state to the Low VAT state 

X16 Social structure of the states 

X17 Due to the different economic condition of the states 

X18 Sales without invoicing to attract customer 

X19 The VAT is taken as input cost. 

Extraction Method and Number of Factors Extracted 

The next step is to decide about the number of factors to be derived. While using Principal 

Component Analysis, a rule of thumb is applied to choose the number of factors equal to the 

number of „Eigen Values‟ greater than unity, which are calculated using the software SPSS 

version 18.0. Further, Varimax rotation of the component matrix is done using Kaiser 

Varimax Rotation algorithm. The results so obtained have been depicted in the table 2. The 

total variance accounted for by all the factors with Eigen Values greater than 1 is 65.8% and 

the remaining variance is explained by other factors. By considering the factor loadings, all 

statements are loaded on five factors. Finally, the Principal Component Analysis with 

Orthogonal Rotation has been used in the present study. In Orthogonal Rotation, it is assumed 
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that factors operate independently of each other. Varimax Rotated Factor Analysis which is 

the most popular method of Orthogonal Rotation has been used and the results are presented 

in table 1. 

The results are obtained through orthogonal rotations with Varimax and all factor loadings 

greater than 0.40 (ignoring signs) are retained. The results of the principal component 

analysis with Varimax rotation for the respondents are presented in table 1. The results show 

that 65.443 per cent of the total variance is represented by the information contained in the 

factor matrix. The percentage of variance explained by factors I to V are 22.509, 15.793, 

11.843, 9.428 and 8.104 respectively. The percentage of total variance is used as an index to 

determine how well a particular factor solution accounts for what all the variables together 

represent.  

Table 2 

Rotated Correlation Matrix 

Factors 

Statement  
1 2 3 4 5 Communalities 

X1 0.855 -0.113 0.180 0.112 0.016 .789 

X2 0.157 0.309 0.743 0.108 -0.055 .687 

X3 0.058 0.055 0.879 0.199 0.010 .816 

X4 0.142 0.085 -0.019 -0.147 0.866 .799 

X5 0.047 0.102 0.843 0.094 -0.151 .754 

X6 0.099 0.945 -0.005 -0.013 0.027 .905 

X7 0.091 0.038 0.106 0.866 -0.133 .790 

X8 0.042 0.894 0.043 0.015 0.076 .810 

X9 0.045 0.016 0.201 0.858 0.088 .788 

X10 0.527 0.182 0.052 0.354 -0.070 .512 

X11 0.498 0.175 0.227 -0.296 0.189 .454 

X12 0.769 0.035 0.009 0.091 0.087 .608 

X13 0.812 -0.123 0.039 0.152 -0.032 .700 

X14 -0.023 -0.049 0.038 0.076 0.829 .698 

X15 0.603 0.101 0.056 -0.121 0.068 .497 

X16 0.012 0.731 0.056 -0.023 -0.055 .542 

X17 -0.059 0.773 0.189 0.074 -0.017 .642 

X18 0.466 -0.066 0.018 0.501 0.432 .628 

X19 0.135 -0.034 0.709 -0.048 0.294 .611 

Eigen Values 4.277 3.001 2.250 1.791 1.540  

%age of Variance 22.509 15.793 11.843 9.428 8.104  

Cumulative %age 22.509 38.302 50.145 59.573 67.60  
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Table 3 

Naming of Factors 

Factors 

Name 

Variable Name Label  Statement Loadings  

State Rivalry 

Federalism 

 
X1 

Federal system exists in India which empowers 

the state Govt. to amend the VAT Act 

.855 

 

Customer Migration 
X13 

 

To attract the customer from other state 
.812 

Investment 

Migration 

X12 

 

To attract the investment from the outside 

investors 

.769 

 

Industrial Migration X15 
To stop Industrial migration from high VAT 

state to Low VAT state 
.603 

Uplift SMI X10 To Uplift the Small and Medium Industry .527 

Rate war 
X11 

 

When neighboring state increase or decrease 

VAT rates 
.498 

Socio-

Economic 

factor 

Industry 

Level 

X6 

 

Level of industry is responsible for different 

rates 

.945 

 

State Condition 
X8 

 

State backwardness insists on govt. to levy 

lesser VAT rates 
.894 

Economic 

Conditions 

X17 

 

Due to different Economic Conditions of the 

states 
.773 

Social Structure X16 
Social Structure of the states  

.731 

VAT Act 

Drawback 

Low Threshold X3 Low Threshold Limits in Neighboring States .879 

No VAT by TOT 

Dealers 
X5 

No VAT is charged by TOT dealers 
.843 

Disharmony X2 VAT Act is not uniformly implemented in India. .743 

Wrong Treatment X19 VAT is taken as input cost .709 

Low Tax 

Compliance 

Tax Collection 
X7 

 

Tax collection is lesser in the states and to 

compensate it govt. charges more VAT 

.866 

 

Fraud & Evasion 
X9 

 

Govt. charges more VAT due to the fraud and 

tax evasion  

.858 

 

Compulsory 

Invoicing 

X18 

 

Sales without invoicing to attract customer .501 

. 

Political 

Factor 

Political Pressure 
X4 

 

Due to political pressure by the opposition party 

on the ruling party 
.866 

Strike & Lock Out 
X14 

 

Strike and Lock out by industry to threaten 

Govt. to lower VAT rates. 
.829 

The communalities have been shown at the far right side of the table 3 which show the 

amount of variance in a variable that is accounted for by the five factors taken together. The 

size of the communality is a useful index for assessing how much variance in a particular 

variable is accounted for by the factor solution. Large communalities indicate that a large 

amount of the variance in a variable has been extracted by the factor solution. Small 

communalities show that a substantial portion of the variance in a variable is not accounted 

for by the factor solution. For instance, communality figure of 0.422 for variable X18 

indicates that it has less in common with other variables included in the analysis than variable 

X2 which has a communality of 0.862. 

Naming of Factors 

A factor loading represents the correlation between an original variable and its factor. The 

signs are interpreted just like any other correlation coefficients. On each factor, „like signs‟ of 

factor loadings mean that the variables are positively related and „opposite signs‟ mean that 

the variables are negatively related. The process of naming factors is quite subjective, though 

guidelines have been given by various authors. The names of the factors and the loadings are 

summarized in the table 3. 
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Factor-1 

State Rivalry 

State Rivalry has emerged as a significant factor accounting for 22.509 per cent of the total 

variance. State rivalry is a natural phenomenon in a federal economy like India where states 

are given sufficient autonomy to tune in the provisions of VAT Act depending upon the 

conditions prevailing in the particular state. Since all the states in India are divergent 

depending upon the various environmental variables which impact on the economic 

conditions of the states and there-by influence the tax system too. 

Six statements out of nineteen statements are loaded on this factor of which four are highly 

correlated. These statements out of six statements are highly loaded such as Federal System 

in India and decreasing VAT Rate to attract the customer and investment from neighboring 

states. The rest of the statements are less responsible for VAT divergence.  

Factor-2 

Socio-Economic Conditions  

The Second major factor causing VAT divergence among states is the socio-economic 

conditions prevailing in the respective states and neighboring states which account for 15.793 

per cent of the total variance. Four statements were loaded on this factor out of which two 

statements are highly loaded such as Diverse Economic condition of the states, State 

backwardness insists on govt. to levy lesser VAT rates. Although the remaining two 

statements  are not highly loaded but are correlated with each other such as „Level of industry 

is responsible for different rates‟, „Social Structure of the states‟. 

Factor-3 

VAT Act Drawback 

Another important factor causing VAT divergence is the failure on the part of VAT 

implementation all over the India. However, uniformity is the foremost objective of VAT 

implementation. Four statements are loaded on this factors which accounts for 11.843 per 

cent of total variance. First two statements are highly loaded X3, X5(.879,.843 respectively) 

and highly correlated which are responsible for the VAT divergence in India such as „Low 

Threshold Limits in Neighboring States‟, „No VAT is charged by TOT dealers‟ . The other 

two statements are also positively loaded and correlated with each other such as „VAT Act is 

not uniformly implemented in India‟, „VAT is taken as input cost‟. 

Factor-4 

Low Tax Compliance 

This is the fourth important factor with percentage of variance equal to 9.428. Three 

statements have been loaded on this factor out of which two statements (X7, X9) are highly 

and positively correlated with the factor. Low tax compliance is the root cause for the VAT 

implementation in India. However, the tax evasion and fraud are implemented in the VAT 

implementation in India. Due to more and more tax evasion, the state government charges 

higher VAT in the respective state to compensate the low tax collection.  

Factor-5 

Political Factor 

This is last factor which is responsible for the VAT divergence. Two statements were loaded 

on this factor which are coercion by the opposition party to the ruling party and the strike and 

lock out pressure on the government forcing them to tune in the VAT provisions 

 

 



Interjurisdictional VAT Divergence: A Confirmatory Factor Analysis of Alternative Models 

ENVISION - International Journal of Commerce and Management, Vol. (9), 2015 Page | 8  

 

VAT Divergence: An Application of Confirmatory Factor Analysis  

This part of the study is carried out to confirm the various factors explored with the help of 

EFA, which are responsible for the VAT rate divergence. The concept and practice of what 

most of us know as factor analysis is now considered exploratory factor analysis (EFA), that 

is, with no or few preconceived notions about what the factor pattern will look like.  There 

are typically no tests of significance for EFA. On the other hand, we have a theoretically or 

empirically based conception of the structure of measured variables which factors and 

enables us to test the adequacy of a particular “measurement model” to the data. This part of 

the study covers the design of model of the five factors extracted by the researcher with the 

help of EFA as to which factors are more responsible for the VAT rate divergence. Till today 

very meager literature is available on the subject matter and Confirmatory Factor Analysis 

(CFA) is best suited in case of such type of situation.  

This part of the study covers the testing of the exploratory model found by the application of 

theEFA (exploratory factor analysis). The exploratory model for the problem of VAT rate 

divergence provides five main factors responsible for VAT rate divergence 

The five factors proposed model determined with the help of EFA is depicted in the figure 1 

which is tested with the help of AMOS 18.0 to conform to the five factors and to determine 

the estimated model exploring the various factors causing VAT rate divergence.Which factor 

is more accountable and which is less, depends upon the factor loading of that very factor.  

Figure 1 

Disaggregated Proposed Model determined with EFA (Model A)  
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The exploratory study suggests that the first main factor which is responsible for the VAT 

Rate Divergence is the State Rivalry. The loading values in respect of six variables  

Federalism (X1), Customer Migration(X13), Investment Migration (,X12), Industrial Migration 

(X15), Uplift Migration(X10), Neighboring State (X11) are obtained with the help of AMOS 

18.0 are .92, .97, .87 , .81 , .41 and .75 respectively which indicates  that the among all  the 

loaded variables the loading value in respect of one variable X10 is quite low , which  is 

creating problem for the proposed model fit. Which variable is more relevant is determined 

by the factor loading obtained by that very factor. In case of the first factor „State Rivalry‟ 

four factors „Federalism‟, „Customer Migration‟, „Investment Migration‟ and „Industrial 

Migration‟ are highly loaded (Loading Values .92,.97,.87,.81 respectively) while the other 

two variables „Uplift SMI‟ and „Rate War‟ are not highly  loaded , their respective loading 

values are .41 and .75. The variable „Uplift SMI‟ is creating problem to determine the model 

fit for the given problem for the model fit for the proposed model.  

The next important factor is Socio-Economic Factors which is dependent on the four factors 

i.e. X6(„Industry Level‟), X8(„State Conditions‟), X17(„Economic Conditions‟), X16(„Social 

Structure‟) with WAS values .92, .86, .73 and .32 respectively. Three statements are heavily 

loaded while the fourth statement social structure is given low rating which in turns creating 

problem for model fit. It indicates that this variable is not so important deciding the problem 

for the VAT rate divergence 

The third factor that is responsible for the VAT rate divergence is the „VAT Act Drawback‟. 

Four statements are loaded with this factor and out of which three statements are heavily 

loaded i.e. X3(„Low Threshold Limits‟), X5(„Disharmony‟) and X19(„Wrong Treatment‟) 

while one variable X2( „No VAT by TOT dealers‟) is not highly loaded on this factor which 

is creating a problem for the model fit and needs to be tuned in.  

The fourth factor that is accountable for the VAT rate divergence is „Low Tax Compliance‟. 

In some states the tax collection is lower as compared to the other states due to fraud and 

wrong tax collection policy of that very state government. Three statements are loaded on this 

factor and out of which two are highly loaded i.e. X7 („Tax Collection‟) and X9 („Fraud and 

Evasion‟) while one statement X18 („Compulsory Invoicing ‟) is loaded at a value of .49 

which is definitely creating problem for the model fit. 

The fifth factor which is responsible for the VAT rate divergence is the „Political Factors‟ 

involving the political stress on the government to amend the provisions laid in the VAT Act. 

Some states are politically threatened to lower the VAT rates while in the neighbouring states 

the rate may be higher. Two statements are loaded on this factor i.e. X4 („Political Pressure‟) 

and X14 („Strike and Lock-out‟). 

The process of model testing is carried out with the help of AMOS 18. Diagram 5.7. After 

identifying five clear factorsthrough principal components analysis, the next step is to 

confirm the factor structure through applying  Structural Equation Modeling (SEM) using 

AMOS 18.0  to perform the first-order confirmatory factor analysis on the proposed 

measurement model in Figure 1 The model consists of the first-order five-factor structure, 

consisting of five latent variables (State Rivalry, Socio-Eonomic, VAT Act Drawback , Low 

Tax Compliance and Political Factors) with the measurement variables loading in accordance 

with the patternrevealed in the exploratory factor analysis on sample.The explored Model A 

is  totally disaggregated first-order model. In this, 19 items were proposed to measure a single 

first-order factor causing accumulated VAT refund This model yielded a poor model fit 

indices χ2 = 579.90; p<.001; d.f.= 18;CMIN/DF=4.891, GFI = 0.833; AGFI =0.772;CFI = 

0.813; NFI = 0.752; IFI = 0.837; TLI =0.771; and RMSEA = 0.101. 
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The above results indicate that the above proposed model is not reliable as it does not satisfy 

the requisite of model fit. The next step is to decide as to which variable should be deleted to 

obtain the best model 

Figure 1 indicates the result of estimated model obtained with the help of AMOS by deleting 

some variables which are creating problems while satisfying the properties of the model fit. 

To obtain the best model which satisfies the basic properties of model, the next step is to 

covariate the variable with highest M.I. value. M.I. Value in case of variables X10(„Uplift 

SMI‟)  X11(„Rate War‟) is the highest i.e. 53.46 and further these variables are loaded 

on the same factor i.e. Factor-1 („State Rivalry „), there is possibility to covariate these 

variables. Similarly in case of two variables X7(„Tax Collection‟)  X18(„Compulsory 

Invoicing‟) , the M.I. value is quite high i.e. 38.29 and further these variables are loaded on 

the same factor-4(„Low Tax Compliance‟) , there is possibility to covariate these variables to 

obtain the model fit indices. 

After covariating the variables, to obtain the model fit the variables with lowest loading 

values were deleted. In case of second factor („Socio-Economic Factors‟) , the loading values 

of the different variables  X6(„Industry Level‟) , X8(„State Condition‟), X17(„Economic 

Conditions‟) and X16 („Social Structure‟) obtained with the help of AMOS 18.0  are 

.92,.86,.73 and .32 respectively , which indicates that the loading value in case X17 is the 

lowest among all the four variables , hence it is deleted to obtain the best model fit pertaining 

to the problem. 

Likewise in case of third  factor („VAT Act drawback‟) X3 („Low Threshold Limits‟),  X5 

(„No VAT by TOT dealers‟), X2 („Disharmony‟) and X19 („Wrong Treatment‟), the loading 

value of the four  variables  obtained with the help of AMOS 18.0  are .64, .29, .92,and .88  

respectively , which indicates that the loading value in case X5 is the lowest among all the 

four variables , hence it is deleted to obtain the best model fit pertaining to the problem. We 

can say that the variable X5 has very low impact on the VAT rate divergence. After doing the 

necessary changes, the AMOS 18.0 is applied to check whether the Model satisfies all the 

properties which are essential for the Model Fit. 

The process of model testing is carried out with the help of AMOS 18 and a new estimated 

model is obtained as depicted in the figure 2. The model consists of the  five factor structure, 

consisting of five latent variables (State Rivalry, Socio-Eonomic, VAT Act Drawback , Low 

Tax Compliance and Political Factors) with the measurement variables loading in accordance 

with the pattern. The Model B is totally disaggregated first-order model. In this, 17 items 

were proposed to measure a single first-order factor causing accumulated VAT refund This 

model yielded a poor model fit indices χ2 = 349.29; p<.001; d.f.= 16;CMIN/DF=4.124, GFI = 

0.878; AGFI =0.855;CFI = 0.872; NFI = 0.811; IFI = 0.861; TLI =0.799; and RMSEA = 

0.092. 

The results indicate that the estimated model B is not reliable as it does not satisfy the 

requisite of model fit. The next step is to decide as to which variable should be deleted to 

obtain the best model 
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Figure 2 

Disaggregated Model (Model B) 

 

Figure 2 indicates the result of estimated model B obtained with the help of AMOS by 

deleting some variable which are creating problems while satisfying the properties of  the 

model fit. To obtain the best model fit which satisfies the basic properties of model the next 

step is to covariate the variable with highest M.I. value provided both the variables lie on the 

same factor. M.I. Value in case of variables X3(„Low threshold limits‟)  X19 („Wrong 

Treatment‟) is highest i.e. 21.26, hence these variables need to covariate to obtain the model 

fit.  

After covariating the variables, to obtain the model fit the variables with lowest loading value 

are also deleted. In case of first factor („State Rivalry‟) as depicted in the Model B, the 

loading values of the six variables  Federalism (X1), Customer Migration(X13), Investment 

Migration (X12), Industrial Migration (X15), Uplift SMI (X10), Neighboring State (X11) are 

obtained with the help of AMOS 18.0 are .92, .97, .86 , .92 , .39 and .76 respectively which 

indicates  that the loading value in case X10 is the lowest among all the four variables , hence 

it was deleted to obtain the best model fit pertaining to the problem. After deleting the 

variable regression weight is assigned to the same factor on any variable equal to 1. 

Likewise In case of the fourth factor („Low Tax Compliance‟) as depicted in the Model B, the 

loading values of three variables  X7 („Tax Collection‟), X9 („Fraud and Evasion‟) and X18 

(„Compulsory invoicing‟) loading values are calculated with the help of AMOS 18.0  are .95, 

.91 and .50  respectively, which indicates that the loading value in case of X18 is the lowest 

among all the three variables , hence it was deleted to obtain the best model fit pertaining to 
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the problem. We can say that the variable X18 has very low impact on the VAT rate 

divergence. 

After doing the necessary changes, the AMOS 18.0 is applied again to check whether the 

Model satisfies all the properties which are essential for the Model Fit and a new model C is 

obtained as depicted in the figure 3. 

Figure 3 

Acceptable Model (Model C)  

 

 

The Model C duly obtained after the requisite modifications proves to be an acceptable model 

fit the data  (χ2 = 278.21, p< .001; GFI = 0.913; AGFI =0.901; CFI = 0.932; TLI = 0.922; IFI 

= 0.943; NFI = 0.977 and RMSEA = 0.056) which indicates that all the indicators loaded 

significantly on the latent constructs. The values of the fit indices indicate a reasonable fit of 

the measurement model with data. In short, the SEM model confirms the five-factor structure 

of the variables causing the VAT rate divergence.  

5. CONCLUSION 

The implementation of the Value Added Tax is considered to be a major development over 

the pre-existing Sales Tax System. VAT is commonly known as a multi-point Sales Tax 

running through different stages of production and trade but levied in such a manner that the 

value added in each stage is taxed once and only once, in order that there is no „cascading‟ or 

„tax on tax‟ effect and the burden on the final consumer is not more than what is intended by 
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the prescribed rate of tax. It is a tax levied on the value added in each stage of the production 

and distribution process and can be aptly defined as the ultimate form of consumption 

taxation. One of the vital objectives of VAT execution in India was to bring about the 

uniformity among states with respects to VAT rates, various legal provisions etc. in the 

former Sales Tax System, However, the present study showed that interjurisdicational VAT 

divergence still exits. The present research works primarily explore the factors accountable 

for the VAT divergence and also confirm the explored factors responsible for such 

divergence.  

Nineteen statements were prepared to know the causes of the VAT rate divergence. The 

respondents were asked to indicate their level of agreement with each statement on a five-

point Likert scale ranging from „Strongly Agree‟ to „Strongly Disagree‟. For the purpose of 

analysis, WAS (Weighted Average Score) was calculated for each of the statement by 

assigning weights of 5 to strongly agree and 1 to strongly disagree. The analysis of the 

collective data reveals that high rating has been given to the statements such as „federalism‟, 

„Investment migration‟, „industrial migration‟ , „No VAT is levied by the TOT dealers‟, „lack 

of effective implementation of the VAT Act‟, „Low tax collection‟ , „when neighbouring 

states increase of decrease the VAT rates‟, „varied threshold limits‟ and to „uplift the SMI‟.  

Above 50% rating had been given to the various statements such as state „backwardness‟ 

insist the govt. to charge lesser VAT rates, excess fraud and evasion of taxes ,  Strike and 

lock out pressurize govt. to lower down the VAT rates and level of the industry are  also 

responsible for the variation in the VAT rates. Low rating has been given to the three 

statements such as political pressure by the opposition party on the ruling party, sales without 

invoicing to attract the customer and due to the different economic conditions of the states 

cause divergent VAT rates.  

Factor analysis technique is applied to know the significant factors which are responsible for 

the rate war among the states. Five factors are extracted („State Rivalry‟, „Socio Economic 

Factors‟, „VAT Act Drawback‟, „Low Tax Compliance‟, and „Political Factor‟) explaining 

the variance of 65.8% and having Eigen values greater than unity. The analysis reveals that 

the main cause of the rate divergence is the State rivalry among the states due to the 

Federalism, Customer Migration, and Industrial Migration causing unnecessary rate war 

among states. Although when the VAT was implemented, main stress was put on the 

uniformity by the Kelkar Task Force, but however this objective of the VAT implementation 

was not achieved. The analysis reveals that the divergent VAT rates still exist Intrastate and 

Interstate. The next important factor which is responsible for the divergent VAT rates is the 

socio-economic conditions of the states such as Industry Level, Economic Backwardness, 

Economic Conditions, and Social Structure of the States which influence the government to 

uplift the states. Further the next significant factors which are responsible for the disharmony 

in the VAT rates are the VAT Act drawback and Low tax compliance. The VAT Act is also 

responsible for the divergent VAT rates such as low threshold limits in the neighbouring 

states, No VAT is charged by the TOT dealers, and the VAT is not uniformly implemented in 

India. Govt. also alternates the VAT rates due to the lesser tax collection in those very states 

and to compensate the low tax collection, the VAT rates are increased. When there is fraud 

and tax evasion, the tax collection in that very state decrease and to compensate it, the tax 

rates are accelerated. 

Confirmatory Factor Analysis (CFA) is also applied to test the exploratory model found by 

the application of the EFA (Exploratory Factor Analysis). The exploratory model for the 

problem of the VAT rate divergence provided five main factors responsible for the VAT rate 

divergence which are State Rivalry, Socio-Economic Factor, VAT Act Drawback, Low Tax 

Compliance and Political Factor. Three models were obtained and tested with the help of 
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AMOS 18.0 and the two models were disaggregated model while one model was acceptable 

which fulfilled the requisite of the model fit. The measurement of the acceptable model 

indicates an acceptable model fit of the data (χ2 = 278.21, p< .001; GFI = 0.913; AGFI 

=0.901; CFI = 0.932; TLI = 0.922; IFI = 0.943; NFI = 0.977 and RMSEA = 0.056) which 

indicates that all the indicators loaded significantly on the latent constructs. The values of the 

fit indices indicate a reasonable fit of the measurement model with data. In short, the SEM 

model confirms the five-factor structure of the variables causing the VAT rate divergence.  

The collective data highlighted that the respondents are dissatisfied with the rate war 

occurred after the VAT implementation, however the very purpose of the VAT 

implementation was to bring the uniformity in the previous Sales Tax System. Some dealers 

are levying only 1.1% VAT on the goods sold by them while other are levying either 5.5% , 

13.75% , 20% and 32.75% etc. In the neighbouring states the VAT rates are either lesser or 

nothing is levied by the industrial units which in turn is shifting the trade, investments and 

customers to these states, which resulted in unbalance economic development among the 

states. The divergent VAT rates have resulted in varied product rates within the state and also 

among states. Due to this  reason same products are available at different prices from the 

different types of sellers. There is dire need to bring the uniformity in the various provisions 

of the VAT Act to safeguard the interest of the domestic industrial units. 

Present study concludes that the objectives of the VAT implementation could not be attained 

fully. The most important factor which is responsible for the VAT divergence is the State 

Rivalry causing rate war, unbalanced economic development and migration of the industrial 

units to the neighbouring state. There is dire need to bring uniformity across the states with 

respect to the VAT rates and various other legal provisions. 
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