¢ _f ""‘:LI

INTERNATI ONAL
TAX DIALOGUE

wwhwitdweb.org

Lol

NS 7
e _—

THE VALUE ADDED TAX

EXPERIENCESAND | SSUES

Background Paper
Prepared for the International Tax Dialogue Conference on the VAT
Rome, March 15-16, 2005



THE VALUE ADDED TAX
EXPERIENCESAND | SSUES

CONTENTS
Page
[. Introduction
A. Why a Conference on the VAT? 3
B. Definition and Spread of the VAT 7
C. Performance of the VAT 10
[1. Tax Policy Issues 14
A. How Many Rates of VAT? 14
B. What Exemptions? 15
C. The Threshold 16
D. Small Countries 18
E. Interjurisdictional Issues 19
[1l. Tax Administration Issues 21
A. Organization of the VAT Administration 21
B. Self-Assessment Procedures 22
C. Audit 24
D. Refunds 27
V. Summary and Challenges Ahead 29
Tables
L VATSOF tNEWOITA ...ttt st n e e e nae e 4
S o == o o 1 TS A PSP 9
3. Digtribution of the NumMber Of VAT REES ......ccccoviieiiiiciese et 14
Boxes

L A PIIMIET 0N NE VAT ettt e e e e e e e e e e e e e e e e e e e e e e e e e e e e neneeeeeeeeeeeeeeeanaeeeneaneees 8



I. INTRODUCTION

This paper*isintended to provide general background for the conference on the value
added tax (VAT) organized by the International Tax Dialogue (1TD), and hosted by the
government of Italy, in March 2005. This section describes the main features of the VAT,
and its continuing spread. Asin al areas of taxation, the distinction between policy and
administration is not entirely clear-cut, but for convenience—and in the same spirit asthe
distinction between the two sets of parallel sessions at the conference—Section |1 focuses on
issues that are primarily ones of policy, and Section I11 on issues of administration.

Section 1V summarizes the main conclusions, focusing on likely challenges for the VAT in
the years ahead.

A. Why a Conferenceon the VAT?

The spread of the VAT has been the most important development in taxation over the
last half-century. Largely unheard of, outside of France, in the 1950s, it has now been
adopted by about 136 countries; and in these countriesit typically accounts for about
one-quarter of al tax revenue. Table 1 liststhe VATs currently in place, and the rates

applied.

The VAT isvery much work in progress. More countries continue to adopt it. Those that
already have it grapple with improving its design and implementation, facing problems—
dealing with refunds and fraud, for instance—that are in many respects similar across
countries. New problems arise, such as those from electronic commerce. And new ideas
emerge asto what aVAT is capable of achieving, in relation, for example, to the treatment of
financial services and the public sector.

With many countries, developed and developing alike, facing ssimilar challenges, the
scope for experience sharing isimmense. The conference isintended to encourage and
facilitate a continuing dialogue on these issues, which are central to the prospects for
efficient and fair taxation in so many countries.

! The paper has been prepared by staff of the IMF, OECD, and World Bank, but the views expressed should not
be interpreted as those of any of these institutions, or of the government of Italy. Nor does the paper necessarily
represent the views of conference participants. Except where indicated, further details of the results and
arguments reported here, and full references, can be found in Ebrill, Keen, Bodin, and Perry, 2001, The Modern
VAT, (International Monetary Fund: Washington DC).



Table1. VATsof the World 1/

Date VAT Standard Other Positive
I ntroduced Rate Rates
(In percent)

Albania Jul. 1996 20
Algeria Apr. 1992 17 7
Argentina Jan. 1975 21 10.5; 27
Armenia Jan. 1992 20
Austraia Jul. 2000 10
Austria Jan. 1973 20 10; 16
Azerbaijan Jan. 1992 18
Bangladesh Jul. 1991 15
Barbados Jan. 1997 15 7.5
Belarus Jan. 1992 18 10
Belgium Jan. 1971 21 6; 12
Benin May 1991 18
Bolivia Oct. 1973 14.9
Botswana Jul. 2002 10
Brazil 2/ Jan. 1967 20.5 22
Bulgaria Apr. 1994 20
Burkina Faso Jan. 1993 18
Cambodia Jan. 1999 10
Cameroon Jan. 1999 18.7
Canada Jan. 1991 7
Cape Verde Jan. 2004 15
Central African Republic ~ Jan. 2001 18
Chad Jan. 2000 18
Chile Mar. 1975 19
China 3/ Jan. 1994 17 4,6, 13
Colombia Jan. 1975 16 7; 10; 20; 35
Congo, Republic of Jun. 1997 18 8
CostaRica Jan. 1975 13 5
Cote d'lvaire Jan. 1960 20 11.1
Croatia Jan. 1998 22
Cyprus Jul. 1992 15 10
Czech Republic Jan. 1993 19 5
Denmark Jul. 1967 25

Dominican Republic

Jan. 1983 12
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Date VAT Standard

Other Positive

Introduced Rate Rates
(In percent)

Ecuador Jul. 1970 12
Egypt Jul. 1991 10 5; 20; 30
El Salvador Sep. 1992 13
Estonia Jan. 1992 18 5
Ethiopia Jan. 2003 15
Fiji Jul. 1992 125
Finland Jun. 1994 22 8; 17
France Jan. 1948 19.6 21,55
Gabon Apr. 1995 18 10
Gambia Jan. 2003 10 15
Georgia Jan. 1992 20
Germany Jan. 1968 16 7
Ghana Dec. 1998 125
Greece Jan. 1987 18 4,8
Guatemala Aug. 1983 12
Guinea Jul. 1996 18
Haiti Nov. 1982 10
Honduras Jan. 1976 12 15
Hungary Jan. 1988 25 5; 15
Iceland Jan. 1990 24.5 14
Indonesia Apr. 1985 10 5
Ireland Nov. 1972 21 4.3; 135
Israel Jul. 1976 17 9
Italy Jan. 1973 20 4,10
Jamaica Oct. 1991 15 125
Japan 4/ Apr. 1989 5
Jordan Jan, 2001 16 4
Kazakhstan Jan. 1992 15
Kenya Jan. 1990 16 13
Korea Jul. 1977 10
Kyrgyz Republic Jan. 1992 20
Latvia Jan. 1992 18 5
Lebanon Feb. 2002 10
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Table 1. VATs of the World (continued)

Date VAT Standard Other Positive Date VAT Standard Other Positive
Introduced Rate Rates Introduced Rate Rates
(In percent) (In percent)
Lesotho Jul. 2003 14 5; 15 Russia Jan. 1992 18 10
Lithuania Jan. 1992 18 5,9 Rwanda Jan. 2001 18
Luxembourg Jan. 1970 15 3;6; 12 Samoa Jan.1994 10
Macedonia Apr. 2000 18 5 Senegal Mar. 1980 17 7
Madagascar Sep. 1994 20 Serbia and Montenegro Serbia: 18 8
Malawi May 1989 175 10 Jan. 2005,
Mali Jan. 1991 18 2003
Malta Jan. 1995 18 5 '\ggggi 17
Mauritania Jan. 1995 14 !
i Singapore Apr.1994 5
Mavritius Sep. 1998 15 Slovak Republic Jan. 1993 19
Mexico Jan. 1980 15 10 .
Slovenia Jul. 1999 20 8.5
Moldova Jan. 1992 20 8 .
. South Africa Sep. 1991 14
Mongolia Jul.1998 15 .
. Spain Jan. 1986 16 4,7
Morocco Apr. 1986 20 7;10; 14 .
: Sri Lanka Apr. 1998 15 10
Mozambique Jun. 1999 17
s Sudan Jun. 2000 10
Namibia Nov. 2000 15 .
Nepal Nov. 1997 10 Suriname Apr. 1999 10 8
& ' Sweden Jan.1969 25 6 12
Netherlands Jan. 1969 19 6 .
: Switzerland Jan. 1995 7.6 24; 36
Netherlands Antilles Mar. 1999 5 3 .
Taiwan Apr. 1986 5
New Zealand May 1986 12.5 .
. . Tajikistan Jan. 1992 20
Nicaragua Jan. 1975 14 7;10;12 .
. Tanzania Jul. 1998 20
Niger Jan. 1986 19 .
S Thailand Jan. 1992 7
Nigeria Jan. 1994 5
Norw Jan. 1970 24 12 Togo Jul. 1995 18
way ' o Trinidad and Tobago Jan. 1990 15
Pakistan Nov. 1990 15 2;18; 20 .
Tunisia Jul. 1988 18 6; 10; 29
Panama Mar. 1977 5 10
. Turkey 5/ Jan. 1985 18 1;8
Papua New Guinea Jul. 1999 10 .
Turkmenistan Jan. 1992 20
Paraguay Jul. 1993 10
Uganda Jul. 1996 17
Peru Jan. 1973 19 Ukraine Jan.1992 20
Philippines Jan. 1988 10 '
Poland Jul. 1993 22 3,7 United Kingdom Apr. 1973 175 5
Portugal Jan. 1986 19 5; 12 Uruguay Jan. 1968 23 14
Romania Jul. 1993 19 9
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Table 1. VATs of the World (concluded)

Date VAT Standard Other Positive
I ntroduced Rate Rates
(In percent)
Uzbekistan Jan. 1992 20 15
Vanuatu Aug. 1998 125
Venezuela Oct. 1993 16 8
Venezuela Oct. 1993 16 8
Vietnam Jan. 1999 10 5; 20
West Bank and Gaza Jul. 1976 17
Zambia Jul. 1995 175
Zimbabwe Jan. 2004 15

Sources: International Bureau of Fiscal Documentation (IBFD, 2004); and
Corporate Taxes 2003-04, Worldwide Summaries (PricewaterhouseCoopers).

1/ Rates are in tax-exclusive form (i.e., specified as a proportion of the net of
tax price).

2/ Effective rates of 7.5 percent and 13.6 percent apply for interstate
transaction between registered taxpayers.

3/ The 4 percent and 6 percent rates apply, respectively, to small producers
and small traders whose annual turnover is within stipulated ranges. VAT
payers subject to these rates cannot claim credits for VAT paid on their
purchases, but regular VAT payers could claim creditsfor VAT paid at these
rates using specia procedures.

4/ Including 1 percent local tax.

5/ Rates of 26 percent and 40 percent rates apply to luxury goods.



B. Definition and Spread of the VAT

Theessence of a VAT isthat it ischarged on a widerange of transactions, with a
mechanism for offsetting tax paid on inputs against tax paid on outputs (see Box 1).
Beyond this, the VATs observed in practice exhibit considerable diversity as regards, inter
alia, the base of the tax and the range of economic activity to which the tax applies. Asa
result, there can be room for disagreement as to whether a given tax is properly called aVAT
or not.? This paper takesa VAT to be: a broad-based tax levied on sales up to and including,
at least, the manufacturing stage, with systematic offsetting of tax charged on inputs—except
perhaps on capital goods—against that due on outputs.

Whilethereare many variationson the structure of the VAT and how it is
implemented, ther eis wide agreement on some cor e issues. First, the consensus favors
ensuring that the final base of the tax is consumption. Such a VAT, which requires that tax
on capital goods be credited, does not distort the prices that producers face in buying and
selling from one another, and, accordingly, has the desirable feature of preserving production
efficiency (so that the tax does not move the economy off its production possibility frontier).
Given that it islevied at each stage of production, ensuring that the VAT bears only on
consumption also requires both full crediting of the tax paid on inputs and the absence of
breaksin the VAT chain. The exemption of inputs causes such breaks (see Box 1).

Thereisalso agreement that the invoice credit method® should be used (Japan being a
notable exception). Thisis for severa reasons, notably that by explicitly linking the tax credit
on the purchaser’ s inputs to the tax remitted by the supplier of those inputsit discourages
fraudulent undervaluation of intermediate saes.

The VAT wasinitially developed to meet rising revenuerequirementsthat could not
easily be satisfied by existing turnover taxes, the cascading nature of which could
seriously distort economic decisions.* Adoption of the VAT, which camefirst® in

Zm oreover, many countries chooseto call what isaVAT by some other name, such as ageneral salestax or a
goods and servicestax. Thelabel is of no economic importance.

3 Under this method, each trader charges output tax at the specified rate on each sale and gives the purchaser an
invoice showing the amount of tax thus charged. Traders can then credit such payment of input tax on their own
purchases against the output tax charged on their sales, remitting the bal ance to the authorities (or, if the net
balance is negative, claiming arefund).

4 Since aturnover tax is levied on turnover irrespective of value added, the tax collected on a given commodity
will reflect the number of taxable stages in the chain of its production, resulting in a*“cascading” tax burden.
This gives producers an incentive to substitute away from taxed inputs, resulting in production methods that are
privately profitable but inefficient from awider socia perspective. As aresult, and as a further distortion, there
isan incentive for industries to integrate vertically solely to reduce tax liabilities.

® Theideaof thetax itsdf originates in the writings of a German businessman, von Seimans, in the 1920s.



Box 1. A Primer on the VAT

The key features of the VAT arethat it is a broad-based tax levied at multiple stages of production,
with—crucially—taxes on inputs credited against taxes on output. That is, while sellers are required to charge
thetax on al their saes, they can also claim acredit for taxes that they have been charged on their inputs. The
advantages of thisisthat revenueis secured by being collected throughout the process of production (unlike a
retail salestax) but without distorting production decisions (as aturnover tax does).

Suppose, for example, that firm A sdlsits output (produced using no inputs) for a price of US$100 (excluding
tax) to firm B, which in turn sells its output for US$400 (again excluding tax) to final consumers. Assume now
that thereisa VAT at a 10 percent rate. Firm A will then charge Firm B US$110, remitting US$10 to the
government in tax. Firm B will charge final consumers US$440, remitting tax of US$30: output tax of US$40
less a credit for the US$10 of tax charged on itsinputs. The government thus collects atotal of US$40in
revenue. In its economic effects, the tax is thus equivalent to a 10 percent tax on final sales (thereis no tax
incentive, in particular, for B to change its production methods or for the two firms to merge), but the method of
its collection secures the revenue more effectively.

Zerorating refersto asituation in which the rate of tax applied to salesis zero, though credit is still given for
taxes paid on inputs. In this case, the firm will be due afull refund of taxes paid oninputs. In aVAT designed
to tax domestic consumption only, exports are zero rated, meaning that exports leave the country free of any
domestic VAT. This destination principle and is the international norm in indirect taxation, with total tax paid
on agood being determined by the rate levied in the jurisdiction of itsfinal sale and revenue accruing to that
jurisdiction. The alternative to destination-based taxation is origin-based taxation, under which thetax is paid at
therate of, and to, the country or countriesin which the item is produced rather than consumed.

Exemption is quite different from zero rating in that, while tax is also not charged on outputs, tax paid on
inputs cannot be reclaimed. Thus, no refunds are payable. In this case, because tax on intermediate transactions
remains unrecovered, production decisions may be affected by the VAT.

France (in severd steps from 1948) began slowly. As can be seen from Table 2, however, the
pace of adoption subsequently accelerated.® The adoption of VAT as arequirement for entry
to the European Union—where a primary attraction of the tax was the ability to transparently
eliminate indirect taxation (or subsidization) of exports—prompted its expansion in the
developed countries in that region (including non-member countries such as Norway and
Switzerland, and, more recently, accession countries). All OECD countries other than the
U.S. have now adopted a VAT.

The 1990s witnessed a particularly spectacular increasein the take-up of the VAT, with
its adoption by almost all of the transition economies (reflecting the need to replace their
traditional sources of revenues), by alarge number of developing countries, notably in
Sub-Saharan Africa, but also in Asiaand the Pacific (where the adoption of the VAT has

® The regionsin Table 1 are defined so as to capture the spread of the VAT to different types of economies as
well asto different geographic regions.




Table 2. Spread of the VAT 1/

Central
Sub-Saharan  Asiaand EU15 plus Europe and North Africa Small
Africa Pacific Norway and Switzerland FSU and Middle East Americas Idands 3/

Tota 2/ 33 (43) 18 (24) 17 (17) 27 (28) 9(21) 23 (26) 9(27)
1996—Present 18 7 0 6 2 1 3
1986-1995 13 9 5 21 5 6 6
1976-1985 1 2 0 0 2 6 0
1966-1975 0 0 11 0 0 10 0
Before 1965 1 0 1 0 0 0 0

Sources: From Table 1.

1/ Regions defined asin Ebrill and others, 2001, except Serbia and Montenegro included in Central Europe.
2/ Figure in parenthesesis number of countriesin the region.
3/ Island economies of under 1 million, plus San Marino.



been given additional impetus by the long-run revenue implications of trade reform), and by
the small island economies, amost none of which had a VAT a decade ago.

Thereisconsiderable diversity in the structure of the VATs currently in place. For
example, the standard VAT rate is higher in Western Europe and in the transition economies
than elsewhere, being lowest in the Asiaand Pacific region. Moreover, Western Europe,
North Africa, and the Middle East have the most complex VATs in terms of the number of
rates. Further analysis indicates that those countries that have implemented aVAT are both
relatively more developed and have arelatively higher ratio of international trade to GDP.
Almost 30 percent of the remaining countries without aVAT have populations of less than

1 million.

It issuggestive of the perceived success of thetax that only five countries have ever
removed an existing VAT—Vietnam (in the 1970s), Grenada (introduced 1986, dismantled
shortly thereafter), Ghana (introduced March 1995, removed two months later), Malta
(introduced 1995, removed 1997), and Belize (introduced 1996, removed 1999). Three of
these countries have since reintroduced the tax: Ghanain 1998 and Maltaand Vietnamin
1999.

Looking forward, the VAT islikely to have a key roleto play, in many parts of the
world, in dealing with the revenue consequences of continued trade liberalization. In
Sub-Saharan Africa, for example, about one-quarter of tax revenue still comes from trade
taxes. If liberaization isto proceed, this revenue may need to be recovered from domestic
sources, and here both theory and practice suggest that indirect taxes—excises as well asthe
VAT—have akey roleto play. Theory, because a switch from trade to consumption taxation
implies awidening of the tax base, with the reduction in pricesimplied by tariff cuts being
transformed into gains in the form of both lower final prices and higher government revenue.
Practice, because, as with customs duties, much of the revenue from a VA T—often half or
more, in many devel oping countries—is collected at the border.

C. Performanceof the VAT

A central claim made by advocates of the VAT isthat it isa particularly efficient form
of taxation’—has that actually proved to be the case? One way of testing for thisisto ask
whether, all else equal, countrieswith aVVAT raise more revenue, overall, than do those
without. Econometric analysis of thisissue leads to several suggestive results (subject, of
course, to arange of caveats not dwelt on here).®

" There are dissenti ng views:. see, in particular, Emran, M.S. and J.E. Stiglitz, 2001, “On Selective Indirect Tax
Reform in Developing Countries,” forthcoming in the Journal of Public Economics.

8 The results will natural ly reflect the fact that they are based on VATs that have been implemented in practice,
rather than someideal VAT. Actua VATSsincorporate arange of exemptions and the like (see below) that will

undermine the revenue productivity of the tax.
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Thereissome evidence that the presence of a VAT has been associated with a higher
ratio of general government revenue and grantsto GDP. Thisis more likely to be the
case the higher is GDP per capita and the lower is the share of agriculture in GDP—the latter
may simply reflect the typical exemption of agricultural output from VAT. The positive
revenue effect associated with the presence of aVAT is smaller, however, where the ratio of
importsto GDP is higher, possibly reflecting the fact that in such economies other types of
taxes—most obviously tariffs—are no less effective at raising revenue than the VAT.®

These general results conceal considerable variation across countriesin the
performance of the VAT (as measured, for example, by the ratio of revenue from the tax to
the product of the standard VAT rate and aggregate consumption).'® What explains this
variability? Or, put differently, what are the factors—both in terms of tax design (e.g., the
precise definition of the tax base) and the wider economic environment (e.g., the share of
imports in GDP)—that are conducive to revenue productivity of the VAT? Thisissue can
again be addressed by econometric analysis, relating VAT yields to characteristics of both
the VAT itself and the economy at large. Subject once more to caveats, the principa results
include:

. The standard VAT tax rate has (unsurprisingly) a significant impact on revenues:
each 1 percentage point increase in the standard rate raises theratio of VAT revenues
to private consumption by about 0.6 percentage point on average.

. The importance of trade to an economy also has a significant positive association
with theyield of the VAT. Thisisadifferent question from how much additional
overall government revenueis raised by adopting a VAT in economies where trade is
particularly significant, addressed above—the interpretation here isthat, all else
equal, the more important is trade, the more revenue can be collected from an existing
VAT. The obvious interpretation is that border formalities (and, perhaps, an
established customs service) make the collection of VAT on importsrelatively easy.

% It has sometimes been suggested that the adoption of aVVAT should be good for export performance, as a
conseqguence of the exclusion of exports from the tax. The theoretical issues here are more complex than they
may seem, since the exchange rate and/or interna prices can adjust to offset to some degree the effects of taxes
bearing on production costs. For these reasons, improved export performanceisrarely used as an argument for
adoption of the VAT. Recent empirical work suggests, however, that in devel oping countries the presence of a
VAT is associated with, if anything, lower trade flows (there being no significant effect in high income
countries): Desai, M. A. and J. R. Hines Jr., 2002, “Vaue Added Taxes and International trade: The

Evidence’ (mimeo, University of Michigan).

19 Theideaisthat a benchmark VAT levied at auniform rate on all consumption would have “ C-Efficiency,”
thus measured, of 100 percent. The use of this measure is subject to arange of caveats, as discussed in Ebrill
and others, 2001.
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. The age of the VAT hasa significantly positive effect. One interpretation is that
administration of the VAT, and compliance with it, improves with experience;
another, that unobserved attributes of VAT design improve over time.

. Literacy also has a powerful positive association with VAT yield.

. Albeit fragile empirically, and surely not abasis for policy recommendations, thereis
evidence that the range between the highest and the lowest positive VAT tax ratein
countries with multiple-rate VATs aso has a positive bearing on VAT revenues for a
given standard rate. (Among potential explanations of this counterintuitive result is
that it is picking up the positive revenue effect from taxing favored items of final
consumption at a positive rate rather than ssimply granting exemptions.)

It issometimes argued that the VAT isa particularly complex and costly tax to comply
with and administer, and is consequently ill-suited to developing countries. Indeed, the
econometric analysis referred to above indicates that VAT revenues are higher—all else
equal—in countries with higher literacy rates and hence presumably with better
administrative capacities.

However, thereal issueiswhether, at lower levels of development, the VAT fareswor se
than other taxesfor similar amounts of revenue. Thiswill depend on the costsinvolved in
its operation. These resource costs can be decomposed into the administrative costs incurred
by the tax authorities and the compliance costs incurred by taxpayers. Given the potential
role of the VAT asa catalyst for change both within the tax collection agencies and among
taxpayers (e.g., by stimulating a culture of record keeping), a VAT may involve substantial
collection costs, especialy at the outset, but still be very successful.

It iswidely agreed that collection costs ar e significantly lower wherethe VAT is
simple,* with asingle rate and high threshold are conducive to relatively low collection
costs. Since compliance costs are largely independent of the amount of tax payable, however,
they fall more heavily on smaller traders. Thisis borne out by a recent European Commission
Staff working paper, which suggests significant differences in costs for small and medium
sized enterprises (2.6 percent of sales) and those for large companies (0.02 percent of sales).

The evidence for developed countries suggeststhat the VAT isless costly than the
income tax, but the morereevant question iswhether it ismoreor less costly than
alternative forms of salestax, and, in particular, than thetaxesthat it replaced. Making

M some guidance can be found in the various studies of VAT collection costs for OECD countries. It has been
estimated that administrative costs to the government for a broadly “best-practice” VAT are about US$100 per
registrant per annum. Estimates of taxpayer compliance costs for such a VAT are around US$500 per registrant
per annum. These dollar figures will overestimate the corresponding costs in developing countries, since they
largely reflect labor costs.
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such acomparison for six Francophone and six Anglophone African countries, it becomes
clear that the predecessorsto the VAT were far from simpleto collect. In West Africa, the
VAT generdly replaced turnover taxes of the kind prevalent in France before the adoption of
the VAT there. In East Africa, it generally replaced a manufacturer level salestax on the old
Commonwealth model. There were many similarities among the earlier regimes. numerous
and sometimes narrowly differentiated rates (including luxury excises); many specific
exemptions, an exemption for retail trade, and, in some cases, differential treatment of
domestic sales and imports.

Especially notableisthat all of these VAT predecessorsincluded complicated methods
for avoiding the cascading inherent in turnover taxes. In the Eastern and Southern African
systems, for example, this role was played by a combination of a“ring” system exempting
sales of certain items between registered traders only and general exemption of some
categories of products normally viewed as being intermediate goods. In many countries, both
Francophone and Anglophone, “fixed investments’ or “capital equipment” and “raw
materials’ were exempt, raising complicated identification issues. Indeed, the complexity of
some of the predecessors to the VAT is quite stunning. For example, in Mauritania, which
now hasa VAT, the predecessor system involved three distinct turnover taxes each levied at
multiple rates, with relief against cascading being provided by deducting the cost of certain
inputs from sales receipts.

Although differing in a number of respects, the VATsthat have replaced these taxes
during the 1990s have crucial common featuresincluding: the use of the credit/invoice
method; broader bases than the predecessor taxes (even where there are still wide
exemptions); exemption of agricultural production; asingle, or few, positive rates;

zero rating of exports; inclusion of al levels of production while excluding much retail trade
and other small businesses by means of athreshold; and identical treatment of domestic
production and imports.* It is thus hard to argue, for these countries at least, that the VAT
currently in place is inherently more complex or more costly to collect than the taxes it has
replaced. Indeed, with the precursor taxes commonly aready embodying, as just noted, some
measures to credit or suspend tax paid on inputs, introducing a VAT has in many cases meant
the consolidation and simplification of previous crediting devices.

124 Iternatives such as VATs a either the manufacturi ng and import stages or the wholesale and import stages
were tried until the end of the 1980s. However, these attempts were not viewed as successes, with the extension
of the VAT to theretail level seen asanimprovement in all cases.
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Il. TAXPoLicy ISsSUES

This section raises and addresses some of the most common and troublesome questions of
VAT design.

A. How Many Ratesof VAT?

Standard advice has been for asingle-rate VAT (other than a zero rate for exports
only). This has not always been followed. Table 3 shows the number of positive rates
adopted in the full set of countries currently having a VAT as a proportion of all countries
having aVAT. Closer analysisindicates that the older the VAT, the more rates there are and,
conditiona on age, that the number of ratesis significantly higher in Europe and North
Africaand the Middle East than in the other regions.

Table 3. Distribution of the Number of VAT Rates 1/

One Rate Two Rates Three Rates Four Rates Five Rates Six Rates
51 30 13 5 1 0
Source: Table 1.

1/ Figureis percentage of all countries currently with aVAT with numbers of VAT rates shown.

Sincethe VAT isdesigned to tax consumption, the question iswhy one might wish to
tax different components of consumption at different rates. Differentiated rates can be
supported on efficiency grounds, with the “inverse elasticity” ruleimplying that inelastically
demanded goods should be subject to particularly high tax rates. However, such a case for
differentiation in rates of VAT is greatly weakened by the need to take account of
administrative considerations and by the fact that separate excise taxes can be levied on some
of the more inelastically demanded commodities (e.g., alcohol, gasoline, and tobacco
products), which are largely final products (so that cascading is either insignificant or, where
the tax also in part corrects for environmental damage, appropriate).

The moreimportant issue, therefore, isthe potential for rate differentiation to
accommodate equity considerations. It will be desirable, all else equal, to tax most heavily
those goods that account for a greater share of the expenditure of the better-off members of
society. The strength of the equity case depends on the range of policy instruments available.
In contrast to the situation in devel oped countries, many devel oping countries do not have
well-functioning income taxes and/or targeted expenditure programs to facilitate attainment
of equity objectives. The redistribution that can be achieved through indirect taxes alone,
however, isintrinsically limited. The key point hereisthat even if the poor spend alarger
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proportion of their income on some particular item (food, for example), the rich will
typically spend alarger absolute amount; so areduction in the tax rate on that item actually
transfers more money to the rich that it does to the poor.™ To this must be added the increase
in administration and compliance costs, including the increased likelihood that refunds will
have to be paid (to sellers of lightly taxed commodities embodying heavily taxed inputs), the
possibility of definitional disputes and evasion, and the possibility that increased
differentiation will make it harder to resist the political pressures for yet more differentiation.
The real question for policy in many developing countries is whether the better policy is not
to maintain asingle rate and use the enhanced revenue this yields to finance pro-poor
spending that is better targeted than would be areduced VAT rate.

A related issueiswhether the VAT isintrinsically aregressive tax. It istrue that the share
of current income consumed tends to decline with increases in current income. The issue
becomes less clear, however, when one considers consumption over alifetime, where
consumption and income tend to be proportional with respect to each other. Moreover, one
needs to compare the distributional implications of the VAT with those of the taxes replaced,
and indeed to assess the distributional consequences of the whole tax-spending system, of
which the VAT isjust one part. There are also important incidence questions concerning, for
instance, the competitive advantage that may be enjoyed—depending on what other taxes
they are subject to—by small traders below the VAT threshold. Notwithstanding these
caveats, it isinteresting that recent (albeit limited) empirical evidence for afew developing
countries finds that the distribution of VAT paymentsis not especidly regressive and, in
particular, can be more progressive than that of trade taxes.

B. What Exemptions?

Standard adviceisalso for a short list of exemptions, limited to basic health, education,
and financial services. Systematically documenting worldwide practicein thisareais
difficult, but the proliferation of exemptionsin VATsin practiceis an increasingly common
concern (asisalso true with other taxes, such as the corporate income tax).

Exemptions ar e often justified on the groundsthat the output ishard to tax (such asthe
exemption for financial services) and/or that they are a practically convenient substitute
for areduced rate. There can aso be specific reasons offered for sel ected exemptions; the
commonly encountered agricultural and fuels exemptions seem to reflect distributional
concerns, while that for donor-funded projects in many cases reflect conditions imposed by
donors.

13 |n one IMF technical assistance mission, staff estimated that for every US$100 (say) in VAT revenue
forgone as aresult of zero-rating food, less than US$15 accrued to the poorest 30 percent of the population,
while about US$45 benefited the richest 30 percent.
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The consequences of exemptions are complex and generally adver se. Exemptions violate
the basic logic of the VAT, being part way between levying apositive VAT rate in the usua
way (by taxing output and crediting input tax) and zero rating (removing al VAT embodied
in the price of a product by crediting input tax, while not taxing output). As aresult,
exemptions: (1) may reintroduce cascading, with associated production distortions—when an
exempted good is an input into another good, the VAT embodied in the exempted good from
earlier in the production chain cannot be claimed as a credit; (2) compromise the destination
principle for internationally traded items—if an exporter uses exempted goods as inputs, that
exporter’s zero-rated exports will embody VAT from earlier in the production chain; (3) can
create a competitive advantage for imports over domestically-produced exempt items (since
zero-rating abroad means that input tax is recovered on the former, but not the latter); (4) in
the case of exempt traders, create incentives for the avoidance of tax liability by vertical
integration and, in some devel oped countries, more aggressive tax planning; and (5) initiate a
dynamic whereby exemptions feed on each other resulting in “exemption creep”—once a
sector receives an exemption, it has an incentive to lobby for exemptions to be granted to
those from whom it buys itsinputs (so asto “recover” the VAT paid in earlier stages of
production). On the administration side too, exemptions can be problematic: alocation rules
for taxed inputs are needed for traders selling both taxed and exempt output, and further
problems arise from voucher and other schemes used to exempt foreign-financed assistance
projects.

Reflecting these difficulties, therolling back of exemptionsislikely to bearecurrent
themein VAT reform over the coming years. On the intellectual front too, much has been
learned about practicable alternatives to exemption in relation to the public sector and
financial services. On the latter, for example, the possibility of a cash-flow form of VAT has
attracted attention in recent years, and New Zealand has adopted a zero rate for supplies by
financia service providers where the customer is a taxable person with at least 75 percent of
thelr output taxable. This does not eliminate the cascading problem, but is an interesting
development.

C. TheThreshold

Thelevel of thethreshold at which registration for the VAT becomes compulsory isa
critical choicein the design and implementation of the VAT . Experience suggests that
many countries have tended to set the threshold too low, putting themselves in considerable
difficulty when their tax administration is found to be insufficiently developed to administer
alarge VAT population. Indeed, in both Ghanaand Malta an initialy low threshold was one
of the primary reasons for the failure of their first VAT.

Thereisconsiderable variation across countriesin thelevel of the VAT threshold,
ranging from a few thousand dollarsto over US$200,000. Even within the European
Union, where there is a common legal framework governing the VATs of Member States, the
threshold levels vary from zero to approaching US$100,000. There is aso significant
variation in the form that thresholds take and in the extent and nature of related measures. In
addition to the most common case of a single threshold, variations include: different
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thresholds for different activities; diding adjustments to the tax liability of entities below the
threshold to smooth the discontinuity around the threshold; and the application of simplified
schemes, such as a presumptive tax,™ to the smaller traders below the threshold.

The appeal of a high threshold stemsfrom the empirical regularity that arelatively
small proportion of firmstypically accountsfor avery large proportion of potential
VAT revenue. A high threshold thus economizes on scarce administrative resources at little
cost in revenue. The authorities can afford to exempt small traders without adverse revenue
conseguences since the value added among that group can be expected to be modest. Thisis
in marked contrast to single stage taxes, such astheretail salestax, where athreshold implies
that the full amount of tax—not just that on their value-added—is lost on the exempt sales
made by those under the threshold.

Nevertheless, many countries—including, ironically, many with relatively weak
administrative capacity—have evidently not been persuaded by the argumentsfor a
high threshold. In addition to the revenue implications, national authorities are aso often
concerned that a high threshold unfairly favors small traders (by exempting them from the
tax). By way of example, the European Commission’sfirst proposal for a directive to tax
“imported” electronic services' advocated a threshold of €100,000 for non-EU based
suppliers making supplies to consumersin the EU. However, in the ensuing negotiations the
Member States removed the references to thresholds. This has led to a Situation where a
non-EU business has, in theory at least, to account for EU VAT on all salesinto the EU,
irrespective of the amount of salesinvolved. This contrasts with thresholds available in most,
but not al, EU Member States, thereby introducing an element of distortion.

Thetrade-off between revenue and collection costsis key, with the appropriate threshold
being higher the more costly are administration and compliance, the less urgent is the
government’ s need for funds, and the lower is the ratio of value added to sales.’® Thislast is
important since, all else equal, it makes a case for setting a reduced threshold for more
profitable and/or labor intensive activities. However, this raises the practical difficulties of
distinguishing between different activities and of dealing with traders conducting multiple
activities. The literature has developed an explicit expression for the optimal threshold that
permitsillustrative calculations.

14 Presumptive taxes are levied on observabl e variables, such as gross turnover, which are seen asa
presumptive indicator of underlying profitability or value added.

15 coM(2000)249, final, June 7, 2000.

18 For example, suppose administrative and compliance costs of US$100 and US$500 per taxpayer, a marginal
value of adollar of tax revenue of US$1.20, atax rate of 15 percent, and ratio of value added to sales of

40 percent. Then asimple formula capturing the key elements of this trade-off, developed in Ebrill and others,
2001, implies an optimal threshold of about US$52,000. The issue of the optima VAT threshold is pursued
further in Keen, M. and J. Mintz “The Optimal Threshold for aValue-Added Tax,” Journal of Public
Economics, 2004, Vol. 88, pp. 559-76.
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Thedifferential treatment of those above and below the threshold also raisesissues. For
example, firms selling to other firms would wish to register for VAT in order to reclaim tax
paid on inputs. Hence, it is normal practice to allow firms below the threshold voluntarily to
register for VAT. In contrast, firms characterized by a high ratio of value added to sales and
selling to unregistered purchasers—notably, small traders providing services directly to final
consumers—are likely to find it advantageous to be exempt from VAT. The favoring of small
over large traders implicit in the use of athreshold has equity and efficiency implications.
Specificaly, it will benefit higher-cost small traders at the expense of more efficient larger
traders, implying, all else equal, an optimally lower threshold. Related to this concern, and
also tending to favor alower threshold, is the potential scope that the threshold creates for the
avoidance of VAT by organizing production in a series of sufficiently small enterprises.

The extent and nature of the distortion between those above and below the threshold
will, however, depend on how those below the threshold are taxed. Presumptive taxes
(such as asimple turnover tax) are relatively common, which implies that the calculation of
the optimal threshold needs to be recast in terms of the differential revenues and collection
costs associated with the two taxes around the threshold. As a general result, the cheaper the
alternative tax isto collect, and the higher the rate at which it islevied, the higher isthe
optimal threshold for the VAT.

D. Small Countries

Arethere countriesso small that a VAT would beinappropriate? The questionis
important to the future spread of the VAT, since many of the remaining countries without a
VAT are smal. As noted above, empirical analysisindicatesthat VAT revenues are higher
the greater the significance of international trade for an economy, al else equal. Since
smaller economies tend to rely more on trade, there is a sensein which VATs actually
perform better in small countries than in larger. Moreover, a consumption tax will in general
distort the economy less than atariff regime levying an equivaent amount of revenue.
However, whether a VAT is especialy appropriate for small economies will also depend on
the difference in collection costs between a VAT and the aternative revenue source.

A VAT will beless advantageousfor countriesthat import most of their consumption
and for which the share of intermediatesin importsislow, sincethe difference between
an import tariff and a consumption tax isthen evidently sight. For the smallest
economies, the bulk of consumption would likely be imported. The share of intermediatesin
total imports, however, is not a matter of size alone: it will aso depend on the degree of
development of domestic activity. In addition, a country using a broad-based tariff may also
deploy excises on selected domestic goods, which will further diminish the efficiency gain
from moving to VAT.

Much, therefore, may hinge on the potential differential administrative and compliance
costsin the comparison between VAT and alter native strategies. First, the fixed costs of
collection associated with a VAT administration may be relatively burdensome for the
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smallest economies with either small and/or just afew firms. Second, an economy with only
afew sizableretail firms might find an advantage in implementing aretail salestax.

E. Interjurisdictional Issues

The VAT faces chalenges too in the context of trade relations between countries, and in
defining itsrole in the tax systems of federal countries.

I nter national issues

With respect to inter national trade, the standard*’ and recommended approach isto
levy the VAT on domestic consumption through the destination principle. That principle
has always been implemented by zero-rating exports and taxing imports, with the result that
total tax paid in relation to acommodity is determined by the rate levied in, and revenue
accruing to, the jurisdiction of its final sale. The alternative to destination based taxation is
“origin” based taxation in which the tax is paid at the rate of, and to, the country or countries
in which the item is produced.*®

I mplementing the destination principle by zero-rating exportsrequires some
mechanism for identifying the movements of goods and ser vices acr oss bor der s. Recent
trends toward regiona integration and the devel opment of the Internet have complicated this.
The elimination of borders within the EU has resulted in along-running debate on how best
to deal with VAT on intra-union trade.*®

Particular problemsarisein the VAT treatment of inter national services. In this case,
border controls cannot be used to monitor international flows, and it can be far from clear in
which country consumption is properly deemed to occur. A recent report from the OECD?
suggests that there are some significant issues for cross-border supplies of services and
intangibles, and notes the absence of internationally accepted principlesin this area. Astrade

Y The main historical exception was the use of the origin principle for much intra-CI S trade until mid-2001.

18 A destination-based VAT preserves production efficiency across countries since foreign and domestic
producers face the same VAT tax treatment within each country. Thisis widely recognized as an especially
desirable featurein tax design. An origin-based VAT does not have this property.

Y Theinitia proposal wasto tax exports at the rate of the exporting country, with full crediting of those taxes
for (nonexempt) VAT-registered importers. Revenues would subsequently be reassigned across member states
to achieve the zero-rating assignment—receipts in the exporting country would be transferred to the importing
country, financing the payment of credits. In the same vein, thereis currently a successful destinati on-based
VAT between the West Bank and Gaza and Israel, using a clearance mechanism based on computerized and
cross-checked invoices.

2D The Application of Consumption Taxesto Tradein International Services and Intangibles (OECD), 2004.
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in services continues to grow, these problems are set to become more important in the
coming years.

For these reasons, traditional implementation of the destination basis becomes more
difficult as moretradeinvolves services and intangibles rather than goods, and as more
countriesform regional trading blocs and/or reduce (or fail successfully to implement)
traditional customsformalities. Asislikely to emerge from the current OECD work in this
area, building on the report referred to above, while this poses difficult problems, the best
answer isnot likely to be a switch to the origin basis, but rather afocus on the different
methods of implementing the destination basis for trade, as discussed above.

The problems are compounded for developing and transition countries. Specificaly,
zero rating of exports implies the need to ensure the appropriate refunding of excessVAT
input credits to exporters, which, as discussed below, has raised serious administrative
difficulties. M