Overview of the VAT System in Trinidad and Tobago
The Trinidad and Tobago Value Added Tax Act was enacted in 1989 and it commenced on January 1, 1990. The VAT is a destination-based tax on consumption. Under this destination principle, exports are not taxed while imports are subject to tax. VAT is currently imposed at two rates: 0% and a standard rate of 15%. The Purchase Tax and other indirect taxes have been replaced by the VAT which is levied on all sales of goods, services, rentals and imports of goods and services. However, there are a number of exceptions that are either zero rated or exempted under the VAT system. The threshold for a person or business to register under VAT law is currently TT$200,000.

Coverage

The tax applies to all sales of goods and to all services, except as otherwise specified. The sale of land and buildings is not included in the scope of the tax, although the rental of  business property is taxable. Commodities specifically excluded from application of the tax are zero rated. Therefore the tax does not apply to sales of these, and the sellers receive input tax credit for tax paid on inputs to produce them.

Exclusions from VAT

Zero-Rated Items

Zero rating allows the removal of the effects of the VAT from a particular good or service, usually for social and economic reasons. As a technique, zero rating involves a cost. It lifts the entire VAT from a commodity or service, and therefore it would require that the tax collected at earlier stages be refunded. Refunding entails an additional administrative cost.

When the VAT was introduced in 1990 zero-rating was limited to:-

· Unprocessed food and a few basic processed foods, such as flour, bread, milk, and margarine;

· Medicines sold by prescription;

· Live animals, livestock feed, seed, fertilizer, and farm machinery;

· Water sold through pipes;

· Exports and certain export-related activities;

· Natural gas and crude oil; and

· Veterinary and pest control services

However, the zero-rated list has substantially increased since 1990. 

Exempt Services

Specified services are exempted, and although not subject to tax, suppliers do not receive input tax credits. The main exempt services are:-

· Medical, dental, hospital, and other health-related services;

· Most education;

· Rental of residential property;

· Betting, gambling and lotteries;

· Bus and taxi service and postal service; and

· Real estate brokerage, insurance, banking, and stock brokerage

Financial Services

Studies in many countries have demonstrated that there are measurement and administrative difficulties in applying a VAT to financial and insurance services, and it is better not to attempt it; the concept of value added is not clearly definable in these fields. Financial services are also linked to issues of financial development, which are critical to the country’s economic policies. 

In Trinidad and Tobago, only specified financial services are VAT exempt. These are services which are closely related to financial intermediation and risk pooling, and which are already subject to tax, so that adding the VAT on these items would be onerous on the consuming public. For example, the lending, borrowing or depositing of money is already subject to bank transaction fees and interest rates. To add VAT on these transactions would result in effect to a double taxation on said transactions and may even act as a deterrent to consumers. Financial consulting services, however, are subject to VAT. 

VAT Performance

The contribution from VAT relative to total revenues collected by the Inland Revenue Division for the period 1996 to 2005 has fluctuated overall since 1998. Projections to 2008 have also exhibited this pattern.

Since its inception in 1990, the Net-VAT1 to GDP ratio has averaged approximately 4.4 percent for the period 1990 to 2001. Table 1 below illustrates the relationship between VAT, Tax Revenue, Total Revenue and GDP for the period 1996 to 2008. The average VAT/Total Revenue and VAT/GDP ratios are 15.5 percent and 4.0 percent respectively. However, heightened economic activity and increases in the zero-rated list means that refunds are also increasing, and therefore actual collection of VAT revenues may be understated. This tends to reduce the potential VAT base. 

Table I

Relationship of VAT to Tax Revenue; Total Revenue and GDP

 for the period 1996 to 2008p

	Year
	Actual Net-VAT ($M)
	Tax Revenue ($M)
	Total Revenue w/o Grants ($M)
	Nominal GDP ($M)
	VAT/Tax Revenue (%)
	VAT/Total Revenue (%)
	VAT/GDP (%)

	1996

1997

1998

1999

2000

2001

2002

 2003 2004
 2005

 2006p

 2007p

 2008p
	1413.9

1623.9

2141.7

1849.8

1889.5

2193.7

2475.4
2120.5
2864.0
2682.0

2923.0

3150.0

3409.0
	8059.7

 7649.7

 7961.6

 8119.5

10309.2

12162.9

11514.5
15167.6
17684.0
16524.0

18735.0

20439.0

20718.0
	9542.5
10453.7
10615.5
10263.6
12199.4
14381.0
14122.5
17366.6
20192.6
18104.0
20470.0
22332.0
22711.0

	34586.6

36442.0
38459.2
42889.1
51370.6
55007.2
55365.6
66168.3
71878.0
85416.0
82797.7
85895.8
90321.0
	17.5

21.2

26.9

22.8

18.3

18.0

21.5
14.0
16.2
16.2

15.6

15.4

16.5
	14.8

15.5
20.2

18.0
15.5

15.3

17.5
12.2
14.2
14.8

14.3

14.1

15.0
	4.1

4.5

5.6

4.3

3.7

4.0
4.5
3.2
4.0
3.1
3.5

3.7

3.8


Source:  Ministry of Finance and IMF’s Projections
Effectiveness of VAT in Raising Revenue

In the International Monetary Fund’s (IMF) publication entitled “The Allure of the Value-Added Tax in Finance and Development”, June 2002, the effectiveness of VAT is measured in two ways:

· Efficiency Ratio: the ratio of VAT revenue to GDP, divided by the standard VAT rate. However, this measure is said to be flawed since measurement errors in GDP can contaminate results; and

· C-efficiency Ratio: the ratio of VAT revenue to consumption, divided by the standard tax rate. This measure seeks to avoid the problems encountered in the efficiency ratio, since consumption is a more appropriate VAT base than GDP. 

The IMF calculated the C-efficiency ratio for Trinidad and Tobago at 64 percent. For the period 1990 to 2001 the average C-efficiency ratio for Trinidad and Tobago was 53.1 percent (Table II). This percentage is in keeping with the IMF’s conclusions of a country that has:

· A relatively high ratio of trade to GDP;

· High literacy rates; and

· The age of the VAT (the longer the tax has been in place, the better the performance)

However, the C-efficiency ratios for Trinidad and Tobago mentioned above seem to be in direct contradiction to the actual performance of the VAT as a source of revenue. Both the VAT revenue relative to total revenue and the VAT relative to GDP exhibit fluctuating patterns. Several factors can account for this, but the main contributors are:

· The escalating number of zero-rated supplies. This means that input costs must be refunded by Government. 

· Leakages in the system and lack of compliance.

Table II

Efficiency and C-efficiency Ratios for the period 1990 to 2001

	Year
	Nominal GDP ($M)
	Non-oil GDP ($M)
	Consumption Expenditure ($M)
	Actual Net VAT Revenue ($M)
	Net VAT/Non-oil GDP
	Efficiency Ratio
	C-efficiency Ratio

	1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

Average
	21539.3

22558.6

23117.6

24490.5

28962.2

30637.9

34586.6

36442.0

38459.2

42889.1

51370.6

55007.2


	14807.5
16269.2

17733.8

18635.5

20219.9

22460.7

24003.8

26646.9

31321.7

32984.8

35486.5

39385.7
	11432.3

13363.5

13674.4

15490.9

14677.7

16209.5

18193.6

18553.1

22392.6

23764.6

25711.9

31402.3
	926.6

1054.4

968.6

1163.1

1259.0

1344.8

1413.9

1623.9

2141.7

1849.8

1889.5

2193.7
	6.3
6.5

5.5

6.2

6.2

6.0

5.9

6.1

6.8

5.6

5.3

5.6

6.0
	28.7

31.2

27.9

31.7

29.0

29.3

27.3

29.7

37.1

28.8

24.5

26.6

29.3


	54.0

52.6

47.2

50.1

57.2

55.3

51.8

58.4

63.8

51.9

49.0

46.6


53.1


Source: Ministry of Finance

Comparator Countries

Trinidad and Tobago, with a Net-VAT to Non-oil GDP ratio of 6.0% for the period 1990 to 2001, ranks favourably with other countries, for example, Morocco: 6.1% of GDP; Tunisia: 6.7% of GDP; Jordan: 7.2% of GDP; and the West Bank and Gaza (WBG): 9.1% of GDP. These ratios exceed the average for middle-income countries (5.6% of GDP) and, in three countries, the OECD average (6.2% of GDP). Moreover, in the WBG, under the unified invoice system and a single VAT rate established with Israel, the yield from the VAT (9.1% of GDP in 1999) was only exceeded by Denmark (9.7% of GDP) and Hungary (9.4% of GDP) (Table III).

Table III

Comparison of VAT/GDP ratios for selected South Mediterranean Arab Countries, the OECD and Trinidad and Tobago

	Country
	Denmark
	Hungary
	West Bank and Gaza
	Jordan
	Tunisia
	OECD average for 3 countries
	Morocco
	Middle-income countries average
	Trinidad and Tobago

	VAT/ GDP
	9.7
	9.4
	9.1
	7.2
	6.7
	6.2
	6.1
	5.6
	6.0


Source: IMF Working Paper (WP/02/67), and Ministry of Finance



	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


VAT REFUNDS

According to Krelove and Khadka in a “Review of VAT and Excises in Trinidad and Tobago” (November 2004), refunds have averaged around 46 percent of gross VAT collections in the last five years, ranging from a low of 41 percent, to a high of 55 percent. Sixty-five percent of refund claims are from the petroleum sector, i.e. claiming VAT paid on non-oil purchases, particularly capital equipment used for the development of oil fields, while a large share of existing production is for export. Refund payments, both absolute and relative to gross VAT collections are large – equivalent to around 3 percent of GDP in VAT refunds.
Use of VAT as an Instrument of Public Policy

VAT is used as a means of promoting social equity and reducing poverty. Additionally, because the VAT is a destination-based consumption tax there is also the advantage of the non-taxation of exports, and the taxation of imports, which favors promotion of the export trade. However, the increasing number of supplies that are either zero-rated or exempted and thereby excluded from the VAT base for tax revenue purposes pose the following problems:

· Results in a decrease in tax revenue;

· Creates definitional problems;

· Complicates compliance due to definitional and accounting problems;

· Increases the cost of administration;

· Leads to misapplication of the tax and at times, outright fraud and abuse; and

· Creates a situation for more exclusions

Moreover, in Trinidad and Tobago, only one third of the Gross Domestic Product forms part of the VAT base. Approximately, 25 percent of Trinidad and Tobago’s GDP is sourced from the petroleum sector yet crude oil and natural gas are zero-rated. The reasons given when setting up the VAT system were to avoid liquidity problems in the petroleum industry and to encourage exports. The guiding principle at the time was that since natural gas was used solely by a few particular industries, there would be basically no revenue effect from the change. This position has now changed with more and more industries utilizing natural gas. Revenue earned from natural gas is also substantial.

In an attempt to address some of these concerns a reform of the VAT system is being considered which will treat with different scenarios of VAT rates and perhaps a reduction in the zero-rated and exempt items.

Constraints/Concerns

The zero-rated and exempt schedules have expanded over the years since the introduction of the VAT. The zero-rated list is also currently used to some extent as a mechanism in attracting foreign investment in the petroleum and petro-chemical sectors. In addition, it is utilized to stimulate the process of economic development in the agricultural and export sectors. Any adjustment in these schedules would require careful analysis on what impact such adjustment may have on the economy.

The problems of leakages and non-compliance are currently being addressed by the VAT Administration Office.

Conclusion
A best case scenario would involve a single flat rate, for example 10 percent, and a very streamlined set of zero-rated and exempt items which would give a VAT/GDP ratio in the range of 7 percent to 9 percent. This specific range of VAT/GDP ratios is also in keeping with that in other comparative countries (See Table III). Accordingly, the zero-rated and exempt items should also be reduced considerably, and Government should immediately cease the introduction of any new zero-rated or exempt supplies. This will require further analysis as to what items can be excluded. When this is achieved the VAT rate may be reduced further to improve the VAT/GDP ratio.  






1 Actual VAT revenue after deducting input costs (refunds for purchases that go into production of the final product), i.e. output VAT net of input VAT.
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