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. INTRODUCTION

The biggest tax story of the last third of the 20" century was the value-added tax
(VAT). From its tentative beginnings in the reform of the French production tax in the
early 1950s! by August 2000 some form of VAT existed in a least 123 countries® Few
fisca innovations have been adopted so widdly and so quickly.

Towards the close of the century, another driking trend was the incressng
decentrdization of the public sector in many countries around the world. In this process,
increasing respongbility for deivering such important and expensve public services as
education and hedth has been devolved to sub-nationd governments, often to regiond
governments such as states or provinces®  Such decentralization may make good sense in
many respects, but experience suggests that it is essentid to devolve responshility not
only for expenditures but dso for some dggnificant revenues if adequate fiscd
accountability is to be maintained.*

The traditiond literature on tax assgnment suggedts that the best form of taxation
for intermediate-level governments is a sdes tax. Some form or another of sales tax does
in fact conditute the mgor source of finance for intermediatle governments in many
countries.  Indeed, in developing countries in which income taxes do not play a mgor
role, it is hard to see what other mgor revenue sources such governments could utilize.
The retall sales tax once favored as a regiond tax (for example, by Musgrave 1983), and
dill in place in most U.S. daes (and some Canadian provinces) is now an aberration
from a worldwide perspective. The only good sdes tax is now generdly considered to be
aVAT.

The dominance of the VAT poses a serious problem for the finance of regiond
governments, since conventional wisdom has long held that the only good VAT is one
levied by the centrd government. For example, McLure (1993) noted that “...it is not
appropriate to assign the VAT to subnationd governments” Even in federa countries, in
which regiond revenue needs are most obvious, most andysts probably agree with Tait
(1988) who dates that “the smplest way to run a federa-dae sdes tax sysem (including
VAT) isto adopt aform of revenue sharing....”

Over the last decade, however, such views have begun to change. There gppear to
be a least three reasons why the question of sub-nationa consumption VATS needs to be

! Theideaof a VAT goes back much further (Sullivan 1965), but the starting point of the modern VAT was
clearly the French salestax reform of 1954-55 (Due 1957).

2 Information from the Fiscal Affairs Department of the International Monetary Fund.
3 See, for example, the discussion in Bird and Vaillancourt (1998) and Litvack, Ahmad, and Bird (1998).

* For the rational e behind this statement, see Bird (1993, 2000).



reconsidered, particulaly in federd countries with important regiond governments®
Fird, there are few other mgor revenue options open to countries in which, for whatever
reason, Subgantid expenditure responsibilities have been shifted to lower levels of
government, if those governments are to behave in a fiscaly responsble manner®
Second, sub-nationa VATS have now in fact been successfully operating in Canada for a
decade (Bird and Gendron 1998) and have dso exided, if to less generd acclam, in
Brazil for over 30 years. Findly, severd novel proposals have recently been made to
overcome cetan problems that some see with applying the syssem used in Canada to
other countriesin which tax administration is lesswell developed.”

Our am in this paper is to discuss the current state of play with respect to sub-
national consumption VATS in the federd countries in which the issue has been most
prominent. By way of background, we firs set out briefly in Section 2 the magor
problems which have generdly been seen as making sub-nationd VATS infeasible or
undesirable.  Next, we note in Section 3 how these problems are dedt with in the sdes
tax sysems of a number of developed federd dtates before turning in Section 4 to a brief
discusson of the two different forms of sub-nationd VAT that have been successfully
implemented in Canada. In Section 5, we contrast the Canadian experience to an
dternative path to sub-nationd VATSs that has been proposed in the literature, but not
implemented 0 far. The next three Sections briefly discuss recent developments in the
three developing-country federations in which these issues have been discussed most
fuly—Brazil, Argenting, and Indiaz We note in Section 9 tha there are severa important
unresolved issues in dl discusson. We conclude in Section 10 with a few conjectures
about future developments with respect to sub-naiond VATS in the countries discussed
in the paper and such others as, for example, China, Russia, Mexico, and South Africa®

® We specify “consumption” VATs because we do not consider in this paper the case for “income” VATs
as a more desirable form of sub-national business taxation than most possible alternatives: for detailed
exploration of this option in the case of Canada, see Bird and Mintz (2000) and, with respect to the United
States, see Capehart (2000) and Papke (2000).

® For exploration of other possible options for sub-national revenues, see Bird (2000a).

" See, in particular, Varsano (1995, 2000), Poddar (1990, 1999), and McLure (1998, 2000). Keen and
Smith (1996, 2000) and Keen (2000) have also proposed an interesting system for dealing with some of the
problems discussed here, but we shall not discuss their “VIVAT” proposals in detail here principally
because, as we argue in Bird and Gendron (2000), they are designed specifically for the case of the
European Union (EU), in which there is of course only one level of government — the member states —
levying the VAT. The focus of the present paper is on countries — generally large federal countries —in
which at least two levels of government (central and regional) levy, or would like to levy, VATS. See,
however, Genser (2000) for a proposal for the EU which in effect combines elements of the VIVAT
scheme (at the member-state level) and the “dual-VAT” approach discussed later in this paper (at the sub-
national level for federal states like Germany and Austria).

8 In Mexico in 1999, for example, the federal government proposed that the states should be allowed to
impose a VAT at arate of up to 2 percent. Although this proposal was not implemented, the issue of state
VATS continues to be a matter of discussion in Mexico (Diaz-Cayeros and McLure, 2000). An interesting
feature of the Mexican VAT isthat a special, lower rate is applied in the northern states bordering on the
U.S. Such specia “border” provisions are not unknown in other systems. In Austria, for example, the
lower German VAT rateis applied in the Kleine Wal sertal region, according to Genser (2000).



II.PROBLEMSWITH SUBNATIONAL VATS’

The reasons why independent VATs gpplied sSmultaneoudy by two different
overlapping jurisdictions have widdy been conddered to be ether undesrable or
infeesble vary. Some authors emphasize the high adminigrative and compliance costs of
imposing two sales taxes on the same base. Others dress that divided jurisdiction over
such an important tax base might unduly limit the scope of centrd macroeconomic
policy. Stll others have smply noted that centra governments are obvioudy most
reluctant to alow others to shere this attractive tax base. The mgor technical problems
that have been emphasized in the literature, however, arise from cross-border trade.

Traditiondly, it has been asserted that the only way in which sub-nationd units can
efectivdy levy a VAT was on an origin bass. Unless they did so a uniform rates,
however, the results would be highly distortionary.’® Sub-nationd VATSs could thus only
be achieved by giving up the subnationd fiscd autonomy (and accountability) that such
taxes should, in principle, help to achieve. On the other hand, it was believed that a
degtination-basis consumption VAT imposed through the generdly used invoice-credit
method could not be successfully implemented without physical border controls.  In the
absence of borders, the only feasble gpproach was generdly thought to be some form of
cearing-house in which transaction-based input tax credits and tax liabilities could be
netted against each other, with any remaining balance settled by interstate payments**

Faced with such difficulties, it is not surprisng that until recently mos federd
countries solved the problem smply by keeping dl VAT a the centrd levd. If they
wished to share a cetan percentage of VAT revenues with sub-nationa governments,
centrd governments did s0 ether by usng a formula (as in Germany) or by usng
consumption datistics, as has recently been recommended for the European Union
(Commisson 1996). |If, as in the Russan Federation, a nationdly uniform VAT is
administered by sub-nationa authorities and the revenues shared on the basis of origin
(derivation), much the same undesirable and digtortionary incentives would be created as
in thelzg:ase of nonruniform sub-nationd originrbased VATs (Baer, Summers and Sunley
1996).

The principd reason the VAT was origindly adopted as the required form of
genera sdes taxation in the European Common Market (now the EU) was its advantage

® Much of this section is adapted from Bird and Gendron (1998).
10 This argument is clearly stated in, for example, Neumark (1963).

1 See, for example, the discussions of these problems by McLure (1980), Cnossen (1983), OECD (1988),
and Poddar (1990). An interesting example of a clearing-house arrangement exists between Israel and the
West Bank-Gaza, although the flow of revenues has proved subject at timesto political factors.

12" For later developments in Russia, see Mikesell (1999) and McDonald (2001). The many special
problems of tax systems in transitional countries cannot be further discussed here (but see Bird, 1999). See
supra note 6 for references to the possible case for origin-based taxes on benefit grounds.



in implementing the destination principle with respect to cross-border trade. Only with

the value-added form of sales tax could member countries be sure that imports were fairly
treated in comparison to domestic products, and that exports were not subsidized by over-
generous rebates a the border. It is thus somewhat ironic that the issue of how best to
apply VAT to cross-border trade within the EU has not yet been resolved. From the
Neumark Report (1963), with its recommendation for the eventua adoption of the origin
principle for intracEU trade to the recent proposals of the European Commission (1996),
tax experts have put forth a variety of solutions to the percelved problems. As yet,
however, no proposa has achieved full acceptance in the European context.

Although some interesing arguments have been made in favor of the origin
principle of applying a VAT within a country (or economic union), we think thet the
destination principle dearly wins the day.* The conditions of wage and exchange rate
flexibility needed to avoid subgtantid digtortions in production efficiency if different
jurisdictions levy different rates under the origin principle seem unlikely to be sidfied in
most federa dates (let done in the EU, even after the move to the Euro). The destination
principle is both more compatible with independent taxation of consumption and, in
practice, seems less likdy to result in important economic digortions (Keen and Smith
1996).

At present, the EU applies the dedination principle usng wha is cdled the
"deferred-payment” method (Cnossen and Shoup 1987). Exports by firms in one member
country A to registered traders in other member countries are zero-rated in A without
requiring border clearance. Such sdes are therefore treated in the same way as are dl
sdes outsde the EU. In contrast to imports from nonEU countries, however, imports by
regigered traders in A from firms in other EU member countries are not taxed at the
border. Ingtead, importers in A in effect pay the VAT on imports (at country A's rates)
on their own sdes gnce they have no input tax credits to offset againg the tax due. The
sysdem works on a sdf-assessment basis.  Importers are supposed to declare their
imports, compute the VAT that would be due, and clam credit for that VAT, dl in one
return. The effect is that VAT is collected on imports only when they are resold or
incorporated into goods sold by the importing firm (snce imported inputs, unlike
domestic inputs, will not generate offsetting input tax credits a thet time). As an ad to
enforcement, exporters that zero-rate sdes to other member countries have been required
to quote the VAT regisiration number of the buyer since 1993 (Keen and Smith 1996).

The deferred-payment sysem may be contrasted with the "dearing-house’ method
under which VAT would be charged on exports by the exporting date, with a credit
dlowed for this VAT by the importing state (as for any other input VAT, but a the tax

13 For auseful outline of the various waysin which "destination” and "origin" have been defined over the years
in GATT and EU discussions of sales and excise taxes, see Messere (1994). We do not discuss the theoretical
debate about the relevant merits of origin and destination principles and the effects of switching from oneto the
other: see, for example, Lockwood (1993), Lockwood, de Meza, and Myles (1994, 1995), Bovenberg (1994),
L opez-Garcia (1996), and Genser (1996).



rate imposed by the exporting state).!* Revenue accounts would then be balanced
between dates dther on a transaction basis or in accordance with consumption gatigtics.
In practice, the deferred payment system -- which in effect puts reliance on private sector
accounting subject to VAT audits -- appears to work as wel as or better than the
dterndive explicit public sector offsetting of accounts required in the clearing-house
approach.

The defered-payment sysem is not without problems, of courses  This is
particularly true with respect to the possible revenue loss from cross-border sales to find
users. So far, however, such losses do not seem to be sgnificant, dthough concern has
recently focused on the growing phenomenon of "distance sdes' usng mal order and
especidly dectronic commerce  Firms engaged in distance-sdling (for example, mail-
order) must charge VAT on the dedtination basis once their turnover exceeds a specified
threshold. In addition, vehicles (which are subject to high taxes) are subject to tax in the
country in which they ae regisered, and firms that would othewise be exempt from
VAT are subject to VAT on the degtination basis once their imports exceed a specified
threshold (Keen and Smith 1996). As we note in Section 4, smilar provisons apply with
respect to sub-nationd VATSs in Canada and have been recommended recently to ded
with problems of interdtate trade under the State retall sdes taxes in the United States
(McLure 1997). No one has yet found any smple and uniform way to ded with all
cross-border shopping problems under any degtination-based sales tax, but such specia
provisions appear to have helped to keep serious problemsin check o far.

1. SALESTAXESIN FEDERAL STATES

Table 1 summarizes the current situation in ten federa countries® As the Table
shows, the current Situation with respect to sub-nationd sdes taxation in federa countries

14- As noted below, thisis essentially how the Commission's recently proposed "common” system would work
(Commission 1996).

15 The latest problem is, of course, the taxation of electronic commerce. Although how the issues that arise
in this context are resolved may have important implications for the subject discussed here, we do not
attempt to take these devel opments into account in the present paper.

16 gmilar systems apply in some non-federal countries, of course. In Japan, for example, there is a “local
consumption tax” at the prefectural (regional) level that is 20 percent of the national VAT, or in effect a 1
percent VAT. (See Schenk [1989] for a description of Japan’s rather unusual VAT.) Thistax is collected
by the national tax administration in each prefecture and the local portion is paid to the prefecture (which
pays tax collection costs of 0.35 percent of collections for national transactions and 0.55 percent for
imported goods to the national government). The total is distributed among the prefectures by the
following formula: 75 percent in proportion to retail sales in the prefecture (as shown in official statistics),
12.5 percent according to population, and 12.5 percent by the prefectural share of the number of
employees. Any “surplus’ or “deficit” is cleared between prefectures by direct payments. In addition, each
prefecture transfers half of its VAT revenue to municipalities (50 percent according to population, and 50
percent on number of employees). Obviously, local governments have no autonomy with respect to VAT
in this system.



Tablel
Sales Taxesin Federal Countries

Federal State Sales Typeof
Country VAT Taxes State Tax
Developed Federations
Audrdia Yes No All VAT revenue
goesto states
Canada Yes Yes Some have VATS,
some RST
Germany Yes No States sharein
Austria VAT revenue
Switzerland Yes No None
Bdgium
United States No Yes Most have RSTs
Developing Federations
Argentina Yes Yes Gross receipts
taxes*
Brezil Yes (limited) Yes VAT
(origin base)*
India No (so-cdled Yes Mogt states at
CENVAT) producer level
(asis centrd tax)

* States o receive a share of federal VAT revenues.

is characterized by diversty. Indeed, at first glance, internationd experience appears to
suggest, as one of us noted severd years ago, that no one has managed to work out an
acceptable system for taxing sdes a two levels of government (Bird 19933). Although at
leest five possble methods for deding with the problems potentidly arisng from two-
level sdes tax exig -- and each may be found to some extent in one country or another --
none seems entirdy satisfactory.

Firgly, sdes tax may be collected only at the regiond levd, ether as VAT or retall
sdes tax (RST). Only the United States and a few Canadian provinces currently follow
this path (with RSTs).}” Few centrd governments are likdly to be able or willing to give
up the revenue they now collect from VAT without making equaly drastic changes on

17 Even in the United States, in which (as mentioned supra note 6) sub-national VATSs have usually been
considered as replacements for business taxes, rather than sales taxes, some recent authors have suggested
that VATs should now be considered also to replace retail salestaxes (Fox, 2000).



the expenditure 9de.  Such complete redignments of governmental responsbilities and
revenues are not easy to achieve.

Secondly, sdes taxes may be levied only a the centrd level. This is by far the
mogst common sysem.  Germany, for example, has a sngle VAT levied a the nationd
leve, dthough a proportion of VAT revenue is shared on the basis of a brmula with the
states.'®  Similarly, in Austria, the lander receive 18557 percent of VAT revenue (with
another 12.373 percent going to municipalities (Genser, 2000). Among other federa
countries, Audrdia (snce 2000), Belgium, and Switzerland dso have a VAT only a the
centrd levd.  In Audrdia, however, dl the revenues from the new Audrdian VAT
(caled the GST or Goods and Services Tax) go to the sates. These funds are distributed
in exactly the same way as the long-established equdization sysem. In fact, snce other
funding for equdization was cut correspondingly, in effect the centra (Commonwedth)
government retained some of the VAT revenue for itsdf. As Greenbaum (1999) puits it,
in effect “...al the GST doesis to ensure the source for the equalization payments.”*°

Many have argued that the “German” solution of a centrdized VAT with some of
the revenue shared with dtates on a formula basis is probably the best approach (Tait
1988). For example, some recent proposals for reform in Brazil (Slvani and dos Santos
1996) and the European Union (Smith 1997) have essentidly taken this tack. This
goproach is clearly feasble and has substantid advantages in terms of adminidrative and
compliance costs. Even if al or some of the proceeds of the tax are to be distributed to
the dtates, either on the basis of estimated consumption or on some formula basis, a sngle
central VAT has substantid advantages and avoids many problems. This gpproach may
be the bet way to finance regiona governments in the context of many developing
countries.?°

Such so-cdled “tax sharing” is in redity an dternative form of intergovernmenta
fiscd trander. The total to be transferred is determined by the designated share of VAT
collections, and the amount to be dlocated to each dtate is determined by a formula
established by the centrd government. Such revenues are not redly regiond (or locd)
taxes in the sense that the jurisdictions that receive the revenue are politically responsible
for rasing tha revenue. In federd countries where regiond governments are strong, it is

18 Although the state share is supposed to be 50.5 percent, in fact this proportion is applied only after
deducting several other earmarked shares from total VAT revenues. In 1999, for example, the states
(lander) received about 47 percent of VAT revenues. Another 2.2 percent went to local governments, 5.63
percent to the federal public pension fund, and the balance to the federal government (Genser 2000).

19 As part of the readjustment of federal-state fiscal relations accompanying the GST, it was originally
expected that many state taxes, notably stamp duties, would be abolished in exchange for increased
transfers, but the reduced base for the GST that finally passed meant that some of these duties will continue
(Cooper 2001).

20 |n general, however, it is preferable not to base sub-national transfers on the yield of any one tax, since
doing so islikely to bias national tax policy choices: for further discussion, see Bird (2000b).



by no means obvious why ether the centrad or the regiond governments would be
willing to accept such asystem.??

There reman three ways by which both levds of government might levy sdes
taxes. Fird, dthough the VAT may be the best of dl possble sdes taxes in some generd
sense, there may be something to be said for maintaining two distinct sales tax bases in a
federd date in which both levels of government tax sdes.  Such a solution is obvioudy
untidy and may be cosly, but it may be argued that such costs should perhaps be viewed
as pat of the price pad for a federd sysem which presumably has offsetting virtues,
such as respecting loca preferences (Bird 19933). As shown in Table 1, Canada provides
an example of this approach (five provinces have RSTs), as do Brazl, India, and
Argentina (as wel as the Russan Federation) in dl of which there are didtinct taxes on
sdes at both state and federa levels.

Alternatively, both levels of government could mantan independent dud VATS,
perhaps reducing compliance and adminigrative costs by harmonizing bases and to some
extent rates. As Poddar (1990) has argued, it should be possble to retain a substantia
degree of date fiscad autonomy while gill reducing subdantidly the economic and
adminidrative cogsts of levying two independent and totaly uncoordinated VATs at
different levels of government. As discussed in Section 5, the Canadian province of
Québec provides an example of such a system. Bird and Gendron (1998) have recently
suggested that, with some adagptation, a samilar gpproach may prove workable in the
context of the EU. Varsano (1995, 2000) and McLure (2000) have argued that an
dternative approach to the same result might be more gppropriate for large developing
countries with wesk tax adminisirations, as discussed further in Section 6 below.

Findly, the VAT could become in effect a joint or concurrent federd-state tax.
Such a tax could be adminigered by ether levd of government and goply to a jointly-
determined base, but with each government setting its own tax rate. From the point of
view of fiscd accountability, this solution seems dealy preferable to the German
approach. As discussed in the next section, a variant of this gpproach is now used in
three provinces of Canada.

IV. TWO PATHSTO SUCCESS? THE CANADIAN EXPERIENCE??

As the previous Section suggests, a present Canada is probably the most
interesting country in the world for those interested in sdes taxes There is a federd
VAT, the Goods and Services Tax (GST), that is imposed throughout the country. In one
province (Alberta), the GST is the only sdes tax. In four provinces (British Columbia,

21-On the other hand, even in such countries, weaker regions-- those most dependent on central transfers--
might indeed prefer such transfers to the right to tax a base that they do not really have. Asymmetrical
regiona tax systems, like that now existing in Canada (see below) may thus become a more prominent
feature of some countries. We return to this point in Section 9.

22 Much of this Section is adapted from Bird and Gendron (1998).



Saskatchewan, Manitoba, and Ontario), in addition to the GST there is a separate RST

applied to the GST-exclusve tax base. (In one province (Prince Edward Idand), the
provincid RST is applied to the GST-inclusve tax base) In three provinces
(Newfoundland, Nova Scotia, and New Brunswick), there is a joint federd-provincid
VAT, cdled the Hamonized Sdes Tax (HST) and adminigered by the federd
government & a uniform rate.  Findly, in one province (Québec) there is a provincid
VAT, the Québec Sdes Tax (QST), applied to the GST-inclusive tax base. The QST is
adminigered by the government of Québec, which dso adminigers the GST in the
province on behaf of the federd government.

Canada thus offers a variety of interesting dtuations separate federd and
provincid VATs adminigered provincdly, joint feded and provincid VATs
adminisered federdly, and separate federd VAT and provincid RSTs administered
separately.

This gdtuation emerged as the result of the federd decision in 1991 to replace an
achac feded manufacturers sdes tax with the GST, a farly standard invoice-credit
dedtination-bass consumption VAT. This spakling new tax quickly ran into heavy
politicd and popular oppostion, however, not least because of its implications for
provincid finances, which depended heavily on (uncoordinated) RSTs (Bird 1994).

Such problems were not unexpected. When the GST was first proposed the variant
preferred by the federal government was a so-cdled “Nationd Saes Tax” (NST) that
would have been adminigtered federdly on a uniform base and a uniform rates, with the
proceeds being divided between the federa and provincid governments and among the
provinciad governments in accordance with some formula  As noted above, this is
essentialy how the VAT worksin Germany.

Such a centraist solution was never likdy to be acceptable in Canada, however.
Since the base and rates of the NST would have been set federdly, the fact that some of
the proceeds would have been paid to the provinces has no significance®® The same
results would be obtained if the NST were entirdy federd and then, in a separate step,
some or al of the amount thus collected were paid to the provinces in accordance with
some formula®*  If the tax base, the tax rates, and the distributive formula were &l to be
determined by joint federd-provincid agreement, matters would of course be different,
as noted below in the discusson of the HST, which is essentidly such a “joint” tax. But
such agreements are not easy to reach in Canada, especidly not with the larger and richer
provinces.

The politicd cost and difficulty of ariving a such a joint tax desgn suggested an
dternative gpproach to saes tax reform. Instead of trying to devise some form of “dud”
(same base, different rates) or “joint” (same base and rates, with a formula-based
digribution) form of NST, why not turn over the entire sdes tax area to one leve of
government or the other? The most obvious way to go, as discussed in the previous

2 1n effect, this would be the Japanese system (see supra hote 17).

24 Thiswould be the Australian (or German) system (see supra note 19).



Section, would be to follow the German modd and turn the sales tax over to the federd
government. In Canada, however, the Royad Commisson on Taxation (1966) had earlier
recommended that the federd government should turn over dl sdes taxes to the
provinces. Even dfter the GST was introduced, Ip and Mintz (1992) argued that the
federd GST should be replaced by appropriatdly augmented provincid (retall) sdes and
excise taxes both to reduce the administrative and compliance costs of taxation and to
give more revenue discretion to provinces and hence make them more responsble for
financing more of their own spending on hedlth or education, for example®®

Such a change, however, would have required some provinces to apply RST rates
as high as 19 percent. No country has ever gpplied such high RST raes successfully.
Moreover, moving from a GST to a provincid RST would in effect shift taxes back on to
business inputs, thus reversing the dlearest economic gain from moving to a VAT.?® In
effect, when an RST is replaced by a VAT, two things usudly happen. Fird, taxes are
removed from intermediate products, and, second, the revenue thus lost is made up by
expanding the tax base to include a wide range of services that for the most part were not
subject to tax under the RST. The effect of subgtituting a VAT for an RST, s0 far as most
citizens are concerned, is thus a consderable expanson in the range of consumption
subject to taxes, and since in Canada (as in the United States) the strong RST tradition of
expliatly adding sdes taxes a the retal leved prevals, there is no way to hide this
outcome?’ The political effects of this shift are obvious. When the federd government
findly moved to a VAT, thus reveding to the public the extent of its previoudy hidden
menufacturers  sales tax, the party in power was destroyed in the next eection (and has

% Of course, different provinces would gain and lose different amounts through any such shift.
Equalization grants could presumably be adjusted as desired to prevent unduly penalizing the poorer
regions of the country. The important question of the interdependence of tax assignment and the design of
transfer systems cannot, however, be discussed in the present paper.

28.Kuo, McGirr and Poddar (1988), for example, estimated that from one-third to one-half of provincial
RST revenues came from business inputs. (A more recent study by Ring [1999] presents a comparable
estimate of 40 percent for state RSTsin the United States.)

27 RSTs in Canada have always been levied explicitly on sales at the cash register (in part because of
certain constitutional restrictions on provincia taxation and in part perhaps because this is also the
universal practice in the U.S.). Although the GST legislation provided for “taxinclusive” pricing, as is
common practice in the EU, and indeed the current GST/HST law indicates that this is the preferred
approach, the almost universal practice in Canada is to add the GST/HST (or QST/GST, or the GST and
RST, as the case may be) separately on retail sales. The VAT, like other sales taxes, is thus very visible in
Canada. A recent editorial in the VAT Monitor (Sherman, 2000) drew the lesson from Canadian experience
that other countries would be well-advised to “keep the VAT hidden, and allow prices to be VAT-
included.” In Australia, for example, the effects of the VAT on the public (as opposed to the vociferous
complaints from small business) has been muted because the tax is not very visible. One may wonder,
however, if it isreally such a bad thing for the public to be constantly reminded of (at least part of) the cost
of government.
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not since recovered). It is not surprisng that no province was willing to shift explicit
taxes onto its Gitizens to this extent.?

In the end, as noted earlier, variants of amog dl the sysems that have been
proposed now operate in one province or another. The systems of mogt interest are those
in the province of Québec — the Québec Sales Tax (QST) -- and in severd of the smadl
Atlantic provinces — the Harmonized Sales Tax (HST).

A. The Québec Sales Tax.

Both the QST and the federd GST are broad-based taxes on consumption. There
are, however, some differences. The GST is imposed & a sngle rate of 7 percent which
applies to most taxable goods and services consumed in Canada. The QST rate of 7.5
percent applies to the price of the good or sarvice including the GST, so that the
combined rate is 15.025 percent.

Although the QST initidly imposed different rates for goods and services and had
seved differences in base from the GST, most differences between the two tax bases
have now vanished (Gendron, Mintz, and Wilson 1996). Some differences remain,
however. For ingance, the QST on books is diminated by giving an ingant rebate
following payment of the tax. While the adminidration of this rebate clearly adds some
complexity, this gpproach permits the preservation of a uniform VAT base for both
federd and provinca taxes while dlowing (in effect) differentid treetment a the find
consumer level.

A more important, and troublesome, issue arises with respect to input tax credits.
Under the QST, input tax credits were at first not provided for certain goods and services
(such as fud, dectricity, and automobiles). In 1996, however, athough there remained
minor differences with respect to a few matters such as the tax tretment of financia
services and certain tour packages and, as mentioned above, books, on the whole the QST
incorporated the same rules as the GST regarding input tax credit clams. Nonetheless,
some redrictions on input tax credits for large firms reman in effect under the QST,
goparently for revenue reasons.  Such base differences are not dedrable in principle, but
the Canadian example shows that, for better or worse, they may nonetheless be tolerable
withinadud VAT sysem.

On the whole, however, the QST and GST as they now exist conditute an
operationa “dua” or “concurrent” VAT system -- with essentidly none of the problems
usudly associated with such sysems.  The rates of the two taxes are set quite
independently by the respective governments. The tax bases ae adso determined

2. The degree to which the QST initially diverged from the GST, for example -- see Mintz, Wilson and
Gendron (1994) -- was probably explicable on these grounds. The QST levied alower tax on services than
on goods and made up for the loss of revenue by disallowing input tax credits on a variety of items.
Although this policy was subseguently reversed in part, there still remain some restrictions on crediting, as
noted below.
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independently, dthough they are essentidly the ssame®® From the beginning, both taxes
have been collected in Québec by the Ministere du Revenu du Québec (M R(%), with the
GST being applied in accordance with the rules defined by the federal government.?

Taxes on inter-provincid sdes from one business to another are badcdly handled
by a deferred-payment sysem smilar to that now gpplied in the EU. Exports from
Québec, whether to another province or another country, are zero-rated for QST
(dthough subject to GST). Imports into the province from other provinces, or from
abroad, are taxable, but the tax is assessed on inter-provincid imports only when there is
a sde by a registered trader to an unregistered trader or consumer in the province!
Although, as in the EU, specid regimes gpply to automobiles and a few other cases
(Canada 1996), in generd no attempt is made to collect tax on inter-provincia purchases
mede directly by find consumers.®

The main difference between the GST-QST system and that now gpplied in the EU
is the exigence of the overiding federd GST as an enforcement mechanism. Audit
priorities for the GST are of course established by the federd government, but a find
audit plan is agreed with the Québec government, with the latter actudly carrying out the

291t is perhaps not unimportant that a precedent existed for this under the long-standing Québec personal
income tax, the base for which is also amost identical to the federal personal income tax (PIT) -- although
in this case, unlike the QST/GST case, the two taxes are collected independently.

30-The federal share is turned over to the federal government after deducting an agreed administrative cost.
(The details of these agreements are not public knowledge.) No problems have arisen from such
intergovernmental collection arrangements, which are quite common in Canada (although the revenue flow
hasinvariably been the other way in the past, that is, from the federal to the provincial governments.)

31-The federal government collects QST on non-commercial imports (that is, goods not imported for sale or
commercial use) at the international border (again for an agreed administrative charge). Unlike the case of
the HST, discussed below, it does not impose QST on commercial imports, however. Instead, commercial
importers pay QST on the “deferred” basis, asin the EU system. Incidentally, the federal government has
in recent years also agreed to collect the RST on non-commercial imports for a number of provinces at the
border together with the GST.

32- Canadian provinces have traditionally not worried too much about this problem since geography ensures
that most major population centres are not close to borders with other provinces. The major exceptionisin
the capital region (Ottawa- Hull) on the Ontario-Québec border, so it is probably not a coincidence that the
sales tax rates in these provinces have always been close. At present, the rates are 8 percent for the RST in
Ontario, and 7.5 percent (on the GST-inclusive base) for the QST in Québec). As elsewhere, the advent of
electronic commerceislikely to lead to more concern with thisissue in the future (McL ure 1997).
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audit and reporting the results to the Canada Customs and Revenue Agency (CCRA).33

Obvioudy, since the QST is agpplied to a GST-inclusive base, Québec has some direct
incentive to monitor the GST as well as the QST. On the other hand, athough Québec
cannot directly monitor the other end of inter-provincid saes, the norma process of GST
audit (carried out inter-provincidly by CCRA) serves as a cross-check to ensure that QST
has not been evaded. In effect, the exisence of a federa sdes tax on a more or less
uniform base provides some control over inter-jurisdictional sales for purposes of both
provindd and federd taxes. Reportedly, the sysem is working quite well a the
technicad leve, despite the wel-known political differences between the governments in
Quebec and Ottawa.

B. The Harmonized Sales Tax.

A totaly different approach was adopted ly the federd government in pursuit of its
am to deveop a more uniform sdes tax sysem. In 1997 the federa government and
severa smdl eastern provinces (Newfoundland, Nova Scotia and New Brunswick)
introduced the so-called Harmonized Sdes Tax (HST). The key dements of the HST
included the replacement of the previous federa and provincid sdes tax systems with
one harmonized VAT base; a combined federa-provincia rate of 15 percent in the three
participating provinces, and federa adminigration of both federal and provincid sdes
taxes. The new combined rate conssts of the 7 percent GST and an 8 percent provincid
tax (gpplicable to a base that excludes the GST). The combined rate was sgnificantly
lower than the previous combined rates of 19.84 percent in Newfoundland and 18.77
percent in the other two provinces.

The federd government compensated the participating provinces by assuming
some of the codts incurred in restructuring the sales tax sysems. To be digible for such
assistance, a province had to experience a revenue shortfal in excess of 5 percent of its
current provincid sdes tax collections. For qudifying provinces -- which retrogpectively
excluded Québec and prospectively exclude the large rich provinces of Ontario and
British Columbia — the adjussment assstance offset 100 percent of the revenue shortfal
in excess of 5 percent of current retall sales taxes collections in years one and two, 50
percent of this amount in year three, and 25 percent in year four. The tota cost of
adjusment assstance for the three participating provinces is edtimated at close to one
billion dollars.

33 Interestingly, it appears that, although there is considerable information exchange between CCRA and
MRQ, and each can, by agreement, access the other’s audit files with regard to income taxes, they cannot
do so with respect to GST and QST. Although MRQ administers the GST in Québec, it is the federal
government that decides whether there is a dispute or not. If CCRA wants an audit in Québec, it asks
MRQ, which carries out the audit. Both agencies have input into audit criteria. On a reciprocal basis,
CCRA may, on request from MRQ, audit registrants elsewhere in Canada with activities in Québec. MRQ
may also conduct such audits outside Québec of non-resident QST registrants. Special agreements may
also be reached. For example, automobile dealers near the Québec-Ontario border must, by agreement,
register for QST as well as GST, and must collect QST from Québec residents who purchase cars from
them.
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As in the European Commisson (1996) proposd, HST revenues are shared on the
bass of province-specific consumption patterns, in accordance with dlocation formulae
developed jointly by the federdl government and the provinces®*  Inter-provincia trade
is handled in the same manner as under the QST — that is, exports are zero-rated and
imports are not subject to the provincid portion of the HST-- with the important
exception that the (higher) HST rate must be applied to sales to HST provinces and not
just the GST rate. A regidrant in Nova Scotia sling to a firm in New Brunswick would
therefore apply the same 15 percent rate as it would on asde to a firm in Nova Scotia.
On other hand, only the basic GST rate of 7 percent would gpply to a sde to a firm in
Ontario or Québec. Similarly, while a regigrant in Ontario applies only the 7 percent
GST to sdes to firms in Ontario or Québec, it nust apply the HST rate of 15 percent to
sdesto firmsin Nova Scotia or New Brunswick.

The harmonization agreement with Québec respects provincid autonomy but
initidly faled to achieve a smple and uniform base. In contrast, the HST agreement
achieved the latter am but dealy limits provincd autonomy. At the same time, it is
important to note that the HST agreement aso ties the federd government’'s hands since
it cannot change either the base or the rate of the tax without the unanimous agreement of
the provinces. In this sense, the HST isthusredly a“joint” federd-provincd tax.

The federd government’s agpparent objective in the HST system was to reduce
compliance codts for busness and adminidration cods for governments. Even if one
accepts that such potentid savings may be dgnificant, the economic rationde for
requiring uniform rates across provinces seems wesk. The revised QST arrangement thus
seems closer to an ided solution. It is characterized by a single adminigtration, basic
conformity on al important aspects of the dud VATSs that might affect compliance cods,
and complete autonomy in rate setting (and, to a limited extent, autonomy in granting
exemptionsto final consumers, if desired).®

C. The Canadian Experience: A Recapitulation

Canada's present system, with some provinces harmonized and others not, is of
course far from perfect. There is, for example, some opportunity for tax arbitrage. There
ae ds0 adminigrative and compliance costs for businesses that engage in cross-border
trade. The same is true of shopping and trade between provinces with different regimes
(such as Québec and New Brunswick). Between 80 percent to 90 percent of taxable trade
in most countries tekes place between regisered firms, however, and Canadian
experience does demondrate that a sub-nationd jurisdiction can effectivdly impose a
destination-basis VAT on this trade. In addition, as the Canadian case demondtrates,

34The data are gathered by Statistics Canada, afederal agency, but possible “ game-playing” with the datais
apparently considered so remote a prospect that no one in Canada has even bothered to raise the possibility.

35 Moreover, as the 1999 Québec budget demonstrated by maintaining restrictions on input credits for large

businesses, there is even room for bad but politically popular tax policy without damaging the general
system. This may not be good news for tax experts but it will be, no doubt, welcomed by governments.
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while it may not aways be tidy or chegp to do S0, it is demongrably possible to operate
atwo-leve sdestax sysem in severd different ways within the same country.

V. MODELSFOR STATE VATsIN DEVELOPING COUNTRIES®®

Table 2 sats out a number of the characteristics of four possible gpproaches to state
VATS in federd countries. Firdly, the two levels of governments could have completely
independent VATs.  Brazil comes close to this, dthough its states do not have rate
autonomy since the rate is sat by centrd legidation. Secondly, each leve of government
could have wha we cdl “dud” VATS, in which each level sets its rates independently but
on smilar bases and there is a high levd of adminidrative cooperation (as in the GST-
QST case). Thirdly, there could be a single “joint” VAT—essentidly a centra VAT with
some of the revenue flowing to the dates ether in accordance with estimated
consumption (as in Canada's HST) or with a didributive formula (as in Germany). And
findly, there could be what McLure (2000) has caled a “compensating VAT” or CVAT,
as described below. Of these four posshilities, only the second (dua VAT) and fourth
(CVAT) seem worth further consderation if any importance is attached to date rate
autonomy and adminidraive feashility. Bascdly, as Table 2 suggedts, the dud VAT
approach appears to rate higher in terms of autonomy but lower in terms of administrative
feasbility.

A. The Dual VAT Approach.

Wha lessons might Canadian experience with the GST-QST system offer for
developing federa countries such as Brazil, Argentina, and India? One lesson appears to
be that the best base for a sub-nationd VAT sydem is a wel-designed and
comprehensive national VAT. In this respect, as we note below, Argentina seems better
pogtioned than ether Brazil or India Both of the latter countries would clearly need to
make condderable improvements their exising centrd government sdes tax before
atempting to reform their sub-national sales tax regimes®’

A second key to the Canadian solution appears to be the existence of an adequate
degree of (judified) trust in each other's competence by the sub-nationd and centra
governments. That the system works between two such hbitter political opponents as the
federa government of Canada and the current provincia government of Québec suggests
that the level of trust required may not be dl that high. Nonetheless it is probably asking

368 part of this Section are adapted from Bird and Gendron (1998, 2000). See also Schenk and Oldman
(2001) for another recent review of some of the issues discussed here. It should be noted that many
important questions—for example, the treatment of exempt sellers—are not discussed here. Varsano (2000)
discusses some of these matters.

3"For clear recognition of this point in India, see Bagchi (1996). As noted in Section 8 below, Poddar

(1999) has recently proposed an interesting approach to cross-border issues which might prove of more
general applicability although we shall discussit here in only in the Indian context.

15



Table?2
Features of Alternative“ Federal” VAT Modéds

Feature Independent  Dual Joint
VATSs VATS VATSs CVAT

Rate autonomy Yes Yes No Some
Collection incentive Strong Strong Unknown Unknown
Adminidrative High High Lower Moderate
requirements
Adminidrétive costs High Depends on Low Moderate to

how done high
Need for central No No, but lower  No, but Probably
adminigration cost probable
Need for single No No Yes No
adminigtration
Need for interstate High Limited No No
adminidrative
cooperation
Need for central-state No Yes Complete Yes
cooperation
Revenue digribution Independent  Independent Formula Essentidly

independent

Need for clearing of No No No Yes
some credits
Potential for interstate High Restricted No Restricted
evason
Cross-border shoppinga  Yes Yes No Yes
problem

too much to expect an equivdent relationship (or qudity of adminidration) to exist soon

in most developing countries

Clearly, a single centrd adminigtration and a common base (as in Canadas persond
income tax system) would aso be ided, but this degree of convergence is naot, in our
opinion, essentid. What Canadian experience does suggest is more critica is either
unified audit or a high levd of informaion exchange to make the system work well,
combined with each taxing government independently determining its own VAT rate in
order to create the right incentives.
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B. The CVAT Approach.

What can be done when there is no redistic prospect of “good” tax administration
in the near future, especidly a the sub-nationa leve? As Varsano (1995, 2000) and
McLure (2000) have shown, a promisng approach is to impose what is in effect a
supplementa  centrd VAT, which McLure has cdled the “compensaing” VAT or
CVAT. This sample proposa has the mgor virtue of protecting the revenue when tax
adminigration (at dl levds of government) is far from wel-developed. Specificdly, it
reduces the risk that households (and unregistered traders) in any state can dodge State
VAT by pretending to be registered traders located in other states.®®

How might such a CVAT work? Briefly, assuming tha dates can levy their own
independent VAT rates -- a centrd objective of the sysem -- CVAT would be imposed
by the centrd government on sdes between dates at some appropriate rate such as the
weighted average of date rates (McLure, 2000). States would zero-rate not only
international but interdate sdes, but the latter would be subject to the centrd CVAT (as
well as the centrd VAT, of course). Domestic sdes would thus be subject to centrd
VAT and either state VAT or centrd CVAT. There would be no need for any date to
ded explicitly with other date nor, generaly, would there be any need for interdate
dearing of tax credits®™® Registered purchasers in the other state would of course be able
to credit CVAT againg central VAT. The results of this procedure are twofold. Firg, the
centrd government, which firs levies CVAT and then credits it, would gan no net
revenue from it*® Second, the state VAT applied to resale by the purchaser would be
that of the dedtination state. In other words, the results are exactly the same as in the
GST-QST case described above -- a dedtination sub-nationa VAT is gpplied -- but the
CVAT now actsto protect state revenues from some obvious frauds.

This ample sysem seems to make sub-nationd VATS quite feesble and potentialy
atractive -- a least in large federa countries in which daes have mgor expenditure
roles, the VAT is the principd source of actud and potentid revenue, and tax

38 Keen (2000) recently elaborated the alternative VIVAT ("viable integrated VAT") proposal originally
put forward by Keen and Smith (1996) for the special circumstances of the European Union (EU), and
Keen and Smith (2000) restate the merits of this approach, as they see them, for this case. For the reasons
stated in note 8 supra, however, we do not discuss the VIVAT proposal further here. (See also Genser
[2000] for further discussion.)

39This assumes that the state VAT rates are lower than the central rate. If, asin Brazil, the state rates are
substantially higher, there might be some residual need for a “clearing house” -- though on an aggregate,
not transaction basis -- but this would not seem to be a very difficult problem if, as would seem generally
advisable, thereis central administration of state VATS.

“0presumably, asin Canada, the central government might receive an agreed fee for its services.
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administration is not up to Canadian standards*! As with the introduction of income tax
withholding and indeed the VAT form of sdes taxation itsdf, this new idea in fiscd
technology may prove to be one of the key innovations in tax thought of the century. Not
only does it appear to provide a sounder fiscal base for decentrdization than would
otherwise be possble in many deveoping (and trangtiond) countries, but it dso may
offer a promisng approach to maintenance of not only of sub-nationd but of nationd
sdes taxes in the era of dectronic commerce, dthough this is obvioudy not a topic that
we can elaborate further on here.*?

C. CVAT versusDual VAT.

CVAT is of course, inherently more centraizing than the dud VAT though this
may be a price that has to be paid to implement successful regiona VATS in countries in
which the qudities of adminidrative competence and intergovernmenta trust emphasized
in Bird and Gendron (1998) are inadequately developed. In the dud VAT sysem
epitomized by the GST-QST sysem in Canada, unlike in the CVAT sysem, the only
VAT rate set centrdly is that of the centrd government itsdf. There is no need for any
‘centrd’ edict with respect to ether the range or level of dtate taxes gpplied to interstate
trade since no such taxes are applied.

The dud VAT sysem may in some ingtances be superior to the CVAT proposd in
terms of adminigrative smplicity and cost (as a share of revenue). Nether CVAT nor
the dua VAT requires traders to identify the state of destination.*® In addition, neither
requires any procedures to track and clear individual tax credits. In this connection,
while even a dud VAT sysem may conceivably produce “excess’ credits, it seems much
less likely to do so than the CVAT, precisdly because of the over-arching centrd VAT, as
McLure (2000) explicitly recognizes** In addition, unlike CVAT (which is a find tax
for unregistered purchasers but a creditable tax for traders), the dua VAT does not
require any distinction to be made between purchasers other than determining whether

1 As noted earlier, more homogeneous or smaller countries might be better advised on the whole to follow
the “German” (or HST) approach to sharing VAT revenues rather than attempt to introduce any more
complex system of sub-national VATS. A question that requires further exploration is whether there is a
minimal size of government that can levy an independent VAT surcharge. While cross-border shopping
would obviously limit rate variability in metropolitan areas, this question is important in less developed
countries — for example, some in Africa — in which expenditure functions such as education are being
decentralized even to quite small rural governments which have no access to significant local revenues.

“2McLure (2000) notes this prospect in passing; he has elsewhere discussed in more detail the problems
posed for sales taxes by the advent of electronic commerce (see McLure 1997).

3 Although Bird and Gendron (1998) mentioned approvingly both the EU practice of requiring that the
registration number of registered purchases be quoted on the invoice and the possible desirability of
including in this number some indication of the location of the purchaser, neither featureis strictly essential
to the functioning of adual VAT, as Canadian practice demonstrates. Given the weaker tax administrations
in most developing countries, however, such additional features might make any sub-national VAT more
feasible.

44 See supra note 40.

18



they are non-residents or not.*®> Another important festure of the dud VAT sysem as
aoplied in Canada is that the incluson of the centrd VAT in the tax base of the sub-
naiional VAT provides & least some direct financid incentive for even sub-naiond
adminigrators of such a sysem like the MRQ to pay close atention to the proper
application of the centra tax.

Findly, the CVAT may not provide sufficient room for the various compromises
that will likdy be needed in order to move from the low-leve equilibrium (poorly
desgned and poorly run tax systems) that now prevals in many countries to a workable
system that will deliver the goods in the sense of both generating adequate revenues and
establishing the needed “Wicksdlian connection” (Breton 1996) between revenues and
expenditures at each level needed for good fiscd management in a mult-tiered
government dructure.  As Canadian experience demondrates, the dud VAT system can
eadly accommodate even dates that do not levy VAT (such as the province of Alberta)
as well as some degree of difference in VAT bases with respect both to zero-rating find
services and crediting input taxes (as in Québec). Conceptua purists may not like the
effects on efficiency of such policy flexibility, but red-world politics, we suggest, may
often require such flexibility if mgor policy reforms such as the introduction of sub-
national VATs ae to be implemented. On the whole, the dud VAT agpproach seems
most able to accommodate such compromises because of its greater tolerance for
vaiation and less-than-perfect agreement amongst the various governments concerned, as
real-world experience in Canada e oquently demonsirates.

Agang this background, we now turn to condder the current Stuation with respect
to Sate sdestaxation in three large devel oping federations — Brazil, Argenting, and India.

VI.BRAZIL: THE TROUBLED PIONEER*

The fird country to introduce a full-fledged VAT was not France (which had
indeed pioneered with this form of taxation but did not initidly cary it through the retail
dage). Perhgps surprisingly, that country was Brazil (Guérard 1973). Indeed, Brazil
liked the idea of a VAT so much that it introduced not one VAT but severa—one for the

45 Of course, CVAT can do without this distinction also if taxes on sales to unregistered traders are divided
among jurisdictions in accordance with some formula. While the treatment of such sales is not discussed
further here, such treatment would move the system closer to one of “revenue-sharing” — like the HST
discussed earlier.

6 Earlier versions of some of the material in this and the next two sections may be found in Bird and
Gendron (1997) and Bird (2000).
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federd government (the IPI) and one for each of the state governments (the ICMS).%’

The federd IPl was essentidly a rather sdective tax applied a various rates to
manufactured goods. In 2000, the legidated standard rate of IPI was (in tax-indusve
terms) 17 percent, or 20.48 percent in tax-exclusve terms. The ICMS, dthough it too
excluded many services, had a broader base and gpplied through the retall stage, but il

fdl far short of anyone's idea of a “good” VAT — for example, credits were severdy
limited and there was much cascading.

States can set thelr own rates on intrastate trade, subject to federdly-determined
floors and ceilings (and some interstate agreements). In 2000, for example, Sate VAT
rates (tax-inclusive) varied from the “standard” (floor) rate of 17 percent to 25 percent.
The federd government establishes the rates for interstate trade, designing them to reduce
tax exporting. In 2000, these rates were set at 9 percent and 11 percent (tax-indusve)
depending on the region, with the lower rate gpplying to saes to poorer sates. Since the
gate of import offsets the tax paid to the state of origin againg its own tax, imports are
subject to additiona tax equal to the difference between the interstate rate applied and the
rate of the importing date.  However, importing dates from which goods are
subsequently exported overseas (and hence zero-rated) clearly logt through this system
since they had to refund taxes that had in fact been paid to other states (Longo, 1990).

It soon became clear that Brazil's enthusiastic adoption of VATSs at two levels had
resulted in a series of complex technica and adminigrative problems as to how to apply
different VATSs in different states in addition to a federd VAT.*® Over the years, these
problems were in pat resolved in various (and ultimatdy unsatisfactory) ways.  For
example, the overlap in taxes was reduced by confining the federa 1Pl essentidly to the
manufacturing stage. In part, the problems were smply ignored, perhaps because the
resulting digtortions in resource dlocation seemed unimportant compared to those
rellting from inflaion. And in part, issues were avoided by various unsatisfactory
administrative fixes such as the introduction of some border controls between states*°

Eventudly, however, the reaulting patchwork quilt—perhaps a better andogy
would be a blimp with a lot of dewing gum patches—became so unsatisfactory that sales
tax reform has again risen high on the fiscd agenda in Brazil in recent years. Concern
over “fiscal wars’ between states and rampant evasion through such colorful practices as

“"IPI (Imposto sobre Productos Industrializados) is levied by the federal government on industry, and
ICMS (Imposto sobre operacoes relativas a Circulacao de Mercadorias e Servicios) is levied by the states
on agriculture, industry, and some services. In addition, another tax, the ISS (Imposto Sobre Servicios) is
levied on a gross receipts basis by municipalities on a variety of industrial, commercial, and professional
services, and there are also a number of other taxes on financial transactions, retail sales of fuel and so on
that are not discussed here.

“8 A large share of federal VAT revenues (57 percent) must be shared with state and municipal
governments under constitutionally-mandated revenue-sharing measures that transfer relatively moreto the
poorer states (Afonso and de Mello 2000).

49 For discussion, see Purohit (1994) and Shome and Spahn (1996).
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“tax tourism” (cross-border shopping) and “invoice dghtseeing” (fdse interdate sdes)
has led to anumber of proposas for reform of the present system.*®

As Shome and Spahn (1996) dress, a present in Brazil the origin principle applies
with respect to interstate trade.  Moreover, there is no meaningful conceptud or
adminidrative integration between the federd and date versons of the VAT. Brazl in a
sense thus has the worst of both worlds. It has dl the problems of dedling with cross-
border trade that have, for example, bedeviled the EU.>* In addition, it aso has excessive
compliance and adminidraive cods, tax exporting and tax competition -- problems that
ae often dleged to be inevitable byproducts of such “dud” VAT sysdems. As
mentioned, some attempt has been made to dleviate the digortionary effect of the origin
principle by imposng a dandard rate on interregiond trade with a lower rate on
shipments to the poorer dates), but it is unclear that the poorer states actudly benefit
from this provison, ad it is dl too cdear tha there are dgnificant adminidrative,
revenue, and economic complications arising from the present system (Longo 1990).

To replace this system, the federa government initidly proposed to replace the IM
by a new federd ICMS which would be collected together with a revised state ICMS on
the same base as a unified VAT a a uniform nationd rate consgting of a federd rate (st
by the federd government) and a uniform date rate with the revenues to be distributed on
a dedtination basis (Silvani and dos Santos 1996). The dlocation of the “gate” part of the
VAT collections was left open to the decison of the Nationd Senae (in which date
interests are grongly represented), which could decide to dlocate the revenue to the
producer State (origin), the consumer State (destination), or to divide it between the two
on some bads. After consderable debate, the state ICMS was substantiadly revised to
diminate dgnificant eements of taxaion on exports and invesment in the exiding
system (Amorim 1996), with the federd government guaranteeing that no state would
lose revenue as a result of the change.  Nonethdess, there ill reman subgtantia
elements of cascading in the ICMS.

Although the two key questions of integrating the IPI and ICMS systems (vertica
coordination) and developing a sysem for dedling with interstate transactions (horizontal
coordination) were left open, on the whole it is probably not to mideading to compare
this federal proposd to the “common” VAT system recently proposed by the European
Commission (Smith 1997) or the “harmonized” VAT (HST) in some Canadian provinces.
The so-cadled CVAT (see Section 5) as origindly proposed by Varsano (1995) — see aso
Varsano (2000) — was aso serioudy discussed in the Congress and appeared to many to
offer a more promisng method of deding with the problems posed by sate VATS by
moving them to a dedination bass while leaving the key political responghility for the
tax more clearly at the state level. In the end, however, neither proposal for change was
accepted, and the salestax problem in Brazil remains essentidly unresolved.

°0- Some recent proposed reforms are discussed in Afonso (1996), Shome and Spahn (1996), Silvani and
dos Santos (1996), Serraand Afonso (1999), Varsano (2000), and Afonso and de Mello (2000).

®1-Seg, for example, Cnossen (1983) and Cnossen and Shoup (1987).
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VII. ARGENTINA: A NEW FISCAL CONSTITUTION?

Fear of difficulies smilar to Brazil's has perhaps been one reason for deaying
desrable sdes tax reforms in two other developing federd countries, India and
Argentina. In Argentina, which, unlike Brazil, dready has a farly saisfactory federd
VAT, a 1993 federa-provincid agreement (the Pacto Fiscd) required the abolition of the
provinciad gross receipts taxes and their replacement by a retail sdes tax by 1996.°2
Although in the end the completion of this process was postponed, the ensuing discusson
led to proposals from the most important province (Buenos Aires) for a provincid-leve
VAT and to considerable discussion on the merits and disadvantages of this approach.>

Mog taxes in Argentina are collected by the centrd government, dthough a
substantid  share of these collections flow through to the provinces through the so-cdled
“coparticipacion” (revenue-sharing) system. The tax on gross receipts is by far the most
important tax collected by the provinces themselves. Sixty percent of al revenues from
this source are collected in the province and (the separate) municipdity of Buenos Aires,
with most of the remainder being collected in a few other large provinces. This
antiquated tax is levied a various rates on different activities. The rates are st by the
provincid governments. As a first gep in the process of changing the gross receipts tax to
a “retal” sales tax, most provinces abolished or reduced their taxes on primary and some
indudtridl  activities. As of 1995, for example, the tax on primary production had been
eiminated completely in sx provinces and reduced to rates of 1 percent or less in 20 of
the 24 provinces, while the tax on industry had generdly been lowered to 1.5 percent,
compared to the general rates of 2.5 percent on wholesae trade, and 3.5 percent on retall
trade and services.>*

This change is obvioudy dedrable in principle snce it reduces economic
digortions. From the point of view of drengthening provincid revenues, however, the
effects of replacing the exising gross receipts tax were less clearly desrable.  The
nationd government estimated that a 3.5 percent rate on retal sdes would produce the
same revenue as the exising tax, but other estimates suggested that the required
replacement rate on the feasible tax base may be as high as 7 percent on average, with the
Municipdity of Buenos Aires and some provinces requiring rates as high as 10 percent
(Gaggero et d. 1994; Rezk 2000). Clearly, adding a provincid retail tax of this level to a

%2 This Section relies heavily on World Bank (1996), as updated by subsequent discussions with Argentine
experts.

3 Many different proposals have been under discussion in Argentina: see, for example, Gaggero et al.
(1994), Gomez Sabaini and Gaggero (1997), Fenochietto (1998), McLure (1998), Poder Ejecutivo Nacional
(1999), Schenone (1999), Consgjo Empresario (2000), Rezk @Q000), and, especialy, Piffano (1999, 2000).
Asin the case of the other countries touched on in this paper, space does not permit adetailed eval uation of
the many interesting ideas that have been raised in this on-going discussion.

%4 The gross receipts tax, even simplified to the point it was in 1995, is not a simple tax: laying out the rates
and exemptions for the 24 provinces took 20 pages of small type!
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federd VAT of 21 percent is not something that is ether dedrable or likey to be
politically or administratively feasiblein Argentina>>

Nonethdess, in principle the provinces as a group should be able to implement the
proposed new tax at relatively little revenue risk. Since in practice most of the revenue in
any new provincid sdes tax system, whether the tax takes the form of an RST or a VAT,
will continue to be collected from edablished larger pre-retal firms (as is currently the
case), there seams little reason to ex a dramatic change in ether tax evason or tax
revenues as a result of this change® Nonethdess, Gomez Sabaini and Gaggero (1997)
argued that it would be more sensble from the point of view of reducing administrative
and compliance cods to replace the independent federd (VAT) and provincid (quas-
RST) taxes by dther independent provincid VATs or a more uniform joint federa-
provincid VAT dong the lines proposed in Brazil. They further suggest that any such
sub-nationd VATs should be on a dedtination bass, with the problem of inter-provincid
sdes dedt with by dlocating revenues in accordance with some macro-leve
consumption indicators.  Any such solution would clearly be more feasble with the joint
verson of the tax and would require a high degree of agreement between the federd and
various provincia governments.

Although the CVAT proposal st out briefly in Section 5 above both requires less
such agreement and affords more provincid revenue autonomy, it is ill clear that the
man “producing” provinces (for example, Buenos Aires) would lose revenue if the
provincid sdes tax were shifted from an origin to a dedtination bass. Any change that
could command mgority support would thus seem to require a creditable “revenue
guarantes’ presumably from the federd government®’ Given the current stuation in
Argentina, however, it seems unlikdy ether that the federd government would be in a
position to give such a guarantee or that, if it did, its offer would be viewed as credible by
many of the provinces. Similar conflicts between provinces and between the federd and

> For example, Gémez Sabaini and Gaggero (1997) recommended that the maximum combined federal
and provincia sales tax rate should be less than 20 percent, although they recognized that revenue needs
may make this a medium rather than a short-term goal.

%6 Most Argentine sales taxes are collected at the pre-retail stage. Under the so-called "percepcion” system,
this is true even of that part of the VAT nominally levied on retail sales. A manufacturer or wholesaler
whose ex-tax price to aretailer is, say, 100 pesos is required to charge not only the normal 21 peso VAT on
sales but also an additional amount, say, 3 pesos. The additional 3 pesosis then remitted to the government
as a sort of "withholding" against the tax the retailer is in principle supposed to charge with respect to his
mark-up when he sells to a final consumer. For example, if the extax retail sales price is 120, and the ex
tax cost of inputsis 100, the net tax due on the retail sale at arate of 21 percent is 0.21(20) = 4.2 pesos. The
retailer is supposed to remit to the government 4.2 pesos less the 3 pesos already withheld, or 1.2 pesos. If,
as is all too likely, the retail sale does not come to the notice of the authorities, at least they have the 3
pesos. The mechanics of this system are similar to a VAT, and as with the VAT in comparison to an RST,
onerationalefor it isto avoid losing revenue on hard-to-control retail sales.

57- Revenue gains (or losses) to particular jurisdictions from tax substitutions are unlikely to have the same
magnitude--and may even have different signs-—-than real economic changes, but it is clearly the visible
revenue effects that dominate discussion of these issues even in developed countries (see, for example,
Keen and Smith, 1996) although thisimportant question is not discussed in detail here.
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provincid governments gppear to hamper most other proposds for mgor sdes tax
reform in Argentina  Indeed, the most detailled recent andyss of the Argentine Stuation
concludes that it would be preferable to attempt to replace the provincia gross receipts
taxes by a variety of other taxes rather than by any form of VAT (Piffano 2000). It seems
unlikely, however, that the last has been heard of this subject in Argentina.

VIII. INDIA: REFORMING SUBNATIONAL FISCAL SYSTEMS

Discussons dong somewha similar lines have been going on in India for years®®
In 1992 a Tax Reforms Committee (TRC) concluded that the ided solution to Indias
sdes tax problems would be a single VAT to replace not only the present federd sdes tax
(the Union excise) but aso the Sate sdes taxes (which are, for the most part, imposed at
the production leve), with the revenue being shared between the levels of government.>®
As an intermediate stage, the TRC (1992) suggested extension of the (proposed) centra
VAT forward to the wholesde stage, with the “wholesde’ component of the VAT being
administered by the state governments. The idea was apparently both to extend the
centrad VAT forward to encompass a least the wholesale (basicdly, large trader) margin
and to have this new extenson of the VAT adminigered by the date sdes tax
adminidrations, with the date governments keeping the revenue. The man reason the
TRC report suggested state adminidration of the tax on the wholesde margin was owing
to a Conditutional provison limiting the power of the centra government to go beyond
the production stage in levying excise taxes.

In addition to central and State sdes taxes, India has a specia tax—somewhat
confusingly caled the “Central Sdes Tax” (CST) -- that is levied by exporting Sates on
interstate exports a a uniform 4 percent rate set by centra law.?® In some dtates, the
corresponding rate on “loca” sdes was as high as 10 percent, so the incentive for
fraudulent cross-border transactions is high. The TRC suggested a dearing-house
arrangement under which the CST collected would be pad into a centrd fund and then
shared—apparently 50:50, dthough this was not entirdly clear—between importing and
exporting states, combined with the extenson by importing states of credits for the tax
levied by exporting states.  Since even the EU has not been able to set up such a clearing-
house arangement so far, the TRC's fal-back postion of cutting the CST rate back to its
origind 1 percent leve would seem a more promising gpproach to reduce the cascading

%8 See K hadka and Shukla (1999) for arecent detailed review of the situation in India.

%9 Actually, the proposal included the replacement of the municipal transactions tax (the octroi) and the
sharing of the revenues between all three levels of government, but (as in the Brazilian case) the local sales
tax is not discussed in the present paper, nor isthe peculiar legal nature of the "salestax" at the central level
in India (Purohit 1997). The TRC report was of course concerned primarily with central taxes and dealt
only superficially with intergovernmental issues. This and the next few paragraphs are in part based on an
early assessment by Bird (1993b).

€0 An important distinction from the superficially somewhat similar system in Brazil is that there is no
provision in Indiafor rebating the CST in the importing state.
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of the present system.®’ As in Argentina, however, any reduction in the role played by
origin-based taxes would obvioudy not be popular with “producing” dates, which gan
considerable revenue from the present CST.®2

More generdly, while there is obvioudy much to be sad in favor of the TRC
report’s “ided” solution of a comprehensve VAT with the proceeds shared between dl
levels of government, it seems most unlikely that such an ided will be soon atained. Any
solution that requires, in effect, a complete restructuring of the intergovernmentd finance
sysem would be hard to achieve in most countries.  Moreover, without considerable and
protracted efforts of andyss and persuason, it is difficult to envissge any formula
digributing the VAT proceeds that would likely prove acceptable in the absence of a
much grester degree of homogeneity than prevails, or seems likely to prevall for decades,
in India India is not Germany, and a neat “German solution” of the sort recommended
by the TRC report seems unlikely.

Subsequent to the TRC report, discussion on these issues has continued in India®?
One outcome of this discusson was a recommendation (Nationa Ingtitute 1994) for a
system of independent dual VATs. State VATS were to be redtricted to the retail stage,
with the centrd VAT being levied only on manufacturers®  Subsequent discussions
between the dtates on replacing their sdes taxes by VATSs centered to a consderable
extent on the issue of what to do with the CST as part of a move to a destinationbased
sdes tax.®® Bagchi (1996), for example, suggested the CST be reduced to 2 percent, with
the exporting date keeping hdf the revenue and the remainder being pooled and

61 Rao and Sen (1996) estimate that tax exportation may be over 40 percent in some states, although this
estimate is perhaps on the high side.

%21t should perhaps be noted that the usual assumption in Indian discussion that exporting states always
gain from being able to tax their exports seems a bit odd in the context of proposals for a VAT, one key
argument for which is that it “un-taxes’ exports. If removing taxes from (international) exports is good,
can taxing (interstate) exports also always be good? Although thisis not the place to discuss the point in
detail, the complete forward shifting assumed in the usual discussion of cross-border taxation seems
unlikely to occur in practice whether within a country or between countries. Presumably, the degree of
shifting of commodity taxes depends upon market conditions. If, for example, the demand for exports is
somewhat elastic, part of the export tax will actually be paid by the residents of the exporting state in one
way or another. Indeed, in the polar case of a small open price-taking economy), al of the revenue
nominally collected from exports actually comes from the residents of the taxing jurisdiction in one way or
another. For example, Indian states with surplus cereals sell nostly to the Food Corporation of India, a
semi-monopolistic purchaser, at a fixed purchase price. Export taxes imposed on such sales would appear
to fall fully on farmers. Even if some taxes are shifted forward, depending upon the elasticity of demand
the state as a whole may be worse off, although its government budget may be better off. On the whole,
although some central control is needed to ensure that states do not levy discriminatory taxes on imports,
there may be less need to restrict state power to tax exports than is commonly argued.

83 See for example, Burgess, Howes and Stern (1995), National Institute (1994), Purohit and Purohit
(1996), Bagchi (1996, 1997), and Shome (1997).

64 As mentioned earlier, there are constitutional restrictions on central taxation of retail trade (as well as
services and agriculture).

8- For areview of some of this discussion, see Purohit (1995).
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disribued “on an equitable bass’ bascdly to finance a full rebate of the exporter’s tax
by the importing States.

More broadly, Burgess, Howes, and Stern (1995) proposed a “dua VAT” as an
intermediate option, on a base tha is as harmonized as possble. They were quite
unclear, however, on the critical issue of whether a deferred payment system, a clearing
house system, or (in effect) a revised CST was the best way to ded with interstate trade.
In the long run, they suggested that the VAT should become pudy a date tax, thus in
effect replicating the EU dtuation.

In 1997, dong the lines earlier suggested by Bagchi (1996), a committee of Sate
finance secretaries recommended that the CST should be reduced from 4 percent to 2
percent, with hdf the revenues going to the exporting state and the other haf pooled and
shared on the basis of consumption (Poddar 1999). In another discussion, Bagchi (1997)
suggested that the long-run solution should instead be a concurrent or dud VAT with a
nationdly-determined base but independently-set federd and date rates.  Again,
however, he was uncertain as to how to handle interstate trade, suggesting three possible
vaiants. (1) the deferred payment system; (2) a reduced and pooled CST distributed by
formula (in effect, a variant of the clearing-house system; and (3) zero-rating (for Sate
VAT only) on interdate sdes. In practicd terms, he argued that the second of these
solutionsismost likely to prove workable.

While dl this was going on, severd sates went ahead on their own and adopted
some form of “sate VAT.” None of these sysems had much success, however, in the
absence of an adequate framework, and the leading “VAT” date, Maharashtra,
subsequently abolished its much too complex VAT (which was essentidly a “subtraction
method” VAT for wholesdle and retail vaue added).®® Over the last few years, much
work has been done on how best to implement state VATS. For example, a “modd” date
VAT law was drafted, dthough unfortunatdly it did not resolve the interstate trade
problem. In 1999, the “Union excisg” — the centra sdes tax — dthough ill essentidly
levied only on production, was changed to a form of VAT (CENVAT) a a basc rate of
16 percent, with credits on capital goods to be spread over two years.

More importantly, in the same year dl sate governments agreed that they would
introduce a VAT sysem to replace ther exiding sdes tax systems. The principd
motivating factor appears to have been concern over an escaating “fiscd war” between
dates for tax base through competitive sdes tax exemptions and the consequent erosion
of revenues (Poddar 1999). Following a scheme suggested by Poddar (1999), an officia
workshop on VAT suggested a so-cdled “prepayment sysem” under which exporters
could “prepay” the tax due in the importing state and, on production of the prepayment
certificate, the exporting state would zero-rate the sale (Rao and Aggarwal, 1999). This
scheme, which may perhgps be cdled a “prepad VAT’ or PVAT, is an intereding
dternative to the CVAT system discussed in Section 5 above. Essentidly, dl registered
slers in any date would have to gpply the tax applicable in that state to al saes (except

6 Keralaintroduced a limited VAT in 1993, followed by Maharashtra in 1995. Both subsequently dropped
the VAT features of their taxes, however. Partial state VATSs of various sorts were also introduced in
Andhra Pradesh and Madhya Pradesh (Purohit 2000).
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exports abroad) whether within or outsde the date unless the buyer provides a
certificate showing that he has dready pad the gpplicable tax in another sate. Frms
wishing to import goods from another dtate would thus in effect have to maeke two
payments in order for the goods to be shipped by the out-of-gate firm — one to the firm
for the ex-tax price of the goods and one to the state of residence for the tax applicable to
such sdlesif made within the date.

The PVAT sysem appears to have severa important advantages in the Indian
sysem. Fird, it does not require either state to enforce the taxes of other states or to
provide credits for such taxes. Second, it does not require any exchange of information
with the centrd government. Third, it gpplies a destination-base sdes tax. Fourth, it fits
in wdl with the exiging payment sysem, under which payments are commonly made by
bank-issued documents (challahs). All tha would be needed to implement a PVAT
would be to require purchasers to supply two documents instead of one. One would be
the present chdlah (payment order to the firm) and the other would be a copy of the
payment order to the dtate for the sales tax. States dready require documentation of both
the origin of production and the location of consumption in order to verify inter-state
trade. The PVAT sysem smply adds to this the requirement of proof of payment of tax
in the consumption sate. Findly, and importantly, this sysem would cregate incentives
for both the exporting and importing sates to police transactions.  Exporters would
clearly be interested in verifying that in fact importing states did received the tax, and
importers would equaly be interested in ensuring that they were being paid the correct
amounts of tax.

Although this sysem has not been definitively accepted, it gopears that India is
well on the way to introducing sate VATS. Initidly, dl dates were to move to a VAT
by 2000, but adminigrative problems and concern over the revenue implications of the
change delayed the scheduled implementation, first to 2001, and some further delays may
perhaps be expected. Most daes have begun to implement some of the agreed
prdiminary measures, such as the uniformity of “floor rates’ on paticular classes of
goods, but as yet there still does not seem to be any clear consensus on how best to ded
with the problems of interstate trade®’  In 2000, the centrd government accepted a
proposd by the Nationa Inditute of Public Finance and Policy and announced tha the
CST would be reduced from 4 percent to 1 percent by 2003. More recently, it has been
stated that the CST would be reduced to 3 percent by 2003 and to 1 percent by 2004, and
then subsequently zero-rating would be introduced. It gppears that the Union government
will compensate dates that lose as a result of these changes, athough the details are not
yet clear.

In addition, a VAT Council of States, condggting of dl date finance ministers and
chared by the Union finance miniger was edtablished to coordinate al policy issues
relaed to the introduction of date VATs. A smilar council was set up to ded the
implementation issues. There may dill be some disance to go, and some important

67 Useful recent discussions of this and other issues may be found in Khadka and Shukla (1999), Rao and
Aggarwa (1999), and Poddar (1999). Again, it should be emphasized that the present brief account cannot
dojusticeto therichness and complexity of the on-going debate on these issuesin India.
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issues in reldion to interdtate trade dill remain to be resolved, but India, it seems may

a last be on the way to resolving its long-standing sdes tax problems at least to some
extent.®® Even those states (net interstate exporters) that gain from the present system of
origin taxaion through the CST seem aufficently concerned with the threst of
international competition in Indias recently opened economy to be willing to accept a
move to afull destination-based sales tax system.

Table3
Comparison of Some Features of Sales Tax Regimes

Canada— Canada— Brazl Argentina India
GST-QST HST
Good federa VAT Yes Yes No Yes No
Federd VAT revenue No No Yeshy Yesaspat No
to states revenue- of genera
sharing revenue-
formula shaing
State taxes on Yes Yes No No No
degtination basis
State rate setting Yes No Yes Yes Yes
autonomous (except for (except
interstate for CST)
trade)
Good adminigtration Yes Yes No No No
Good cooperation Yes Yes No No No
between central and
date governments

To further sum up the brief review in the last few sections of recent developments
in some mgor federd developing countries, Table 3 summarizes what appears to be the
current gStuation in India, Brazil, and Argentina, contrasting these countries with the
GST-QST system in Canada on one hand and the HST sysem on the other. On the
whole, in India, as in Brazil and Argentina, any move b a decent VAT system with two
levels of government applying independent VATS appears to require two preconditions.
The fird is a way to implement the destination principle on interdate trade. This problem
has aready been discussed. It appears to be technicdly resolvable when there is a high
enough degree of intergovernmenta trust and cooperation and reatively competent
adminigration.  The difficulty is that these condition ae had to stidy in mogs
developing countries. The second precondition is some means of compensaing “losng”
dates for revenue losses implied by the trangtion.  Interestingly, neither of these

%8 For arecent review of both central and state VAT issuesin India, see Purohit (2000).
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problems had a very high profile in the case of Canada, the only developed country with
a two-tier sdles tax sysem. We shdl turn in the next section to discuss the second of
these problems and some other unresolved issues with respect to state VATS.

IX. SOME UNRESOLVED ISSUES

As the discusson of the Brazilian, Argentine, and Indian cases suggeds, severd
important questions gppear to reman open in this debate, including the compatibility of
different sysems within one country and the posshility of imposng a “virtud VAT in
gtuations in which no centrd VAT is in place. Four such critica issues that seem centrd
to further development in this area are mentioned here.®®

Firg, no one has a good way to dead adequately with the problem of interstate
purchases by fina consumers. In assessing these proposds in any particular setting, it is
therefore criticdly important to have a clear idea of the share of trade that takes place
between registered (or potentidly registered) firms and that is subject to VAT. In
principle, this share will be affected by such factors as tax thresholds, adminidrative
efficiency, the levd of devdopment of the economy, and the proximity of large cities to
juridictiond borders.  On the whole, it seems likdy that this share will be higher in more
developed countries such as Canada, the United States, and the European Union. All
these schemes might therefore work best--like dmogt everything ese--in such countries.
(including, interegtingly, the United States, the last mgor hold-out againgt even a centra
VAT). What this suggests is that the dud VAT may therefore be preferable to CVAT in
developed countries, with the reverse holding for developing countries.

Second, dl the academic participants in this discusson appear to agree that a single
sdes tax adminidration is preferable to dud adminidrations, and that, while it might
even be feasble (as is in fact done in Canada) for that adminigtration to be at the regiond
levd, a sngle centrd adminigration would be best.  Unfortunately, policy-makers in
mogt jurisdictions, and particularly in developing and trandtional countries, seem less
ready to agree to give up the ability to control jobs. While a sngle adminigtration should
definitely be chegper and more efficient, it should thus perhaps be emphasized that it
does not seem to be necessary. Nor, for that matter, is an absolutely identicd tax base
necessary, though it too would undoubtedly be desirable (and more so in the CVAT than
in the dua VAT scheme). As in Canada's GST-QST system, a country might well be
willing to pay the price of some degree of base vaiaionHike that of mantaining two
different administrations--in the interests of achieving political agreement.”

Ancther important adminigirative issue that needs to be further explored is whether
it might be posshble to achieve the desred adminidrative effects with respect to interstate

% This Section is based largely on Bird and Gendron (2000).

0 Even in Canada, of course, there are till five provincesin which there are separate provincial and federal
sales tax administrations.
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audit tralls and so on through an agreement between dates without the over-riding
presence of a centrd VAT? In principle, as McLure (2000) suggests, an interstate
consortium could operate a CVAT sysem-or for that matter, as in the present EU
gysem, a deferred-payment system--without either the additional revenue security
provided by the CVAT mechanism or the additiond enforcement possbilities provided
by a pardld centrd VAT. In practice, however, it is far from clear that states would have
adequate incentives to participate in such a consortium. Experience with intersate co-
operation in tax matters without the guiding hand of some overarching authority is not
very encouraging.”*

The dud VAT approach obvioudy requires a centrd VAT—dthough perhaps one
that collects no revenue--and some degree of information exchange and co-operation
amongs tax authoriiess  The CVAT requires more subgtantid agreement among
participating dates, some centrd (or agreed) limits on rates, and probably centra (or
consortium-based) operation of CVAT itsdf. It dso seems more dependent on rate and
base uniformity then the dua VAT.

This comment leads immediady to a third question, namey, the importance of
revenue. In the end, from a government perspective, revenue is what matters most
insofar as taxes are concerned.  As Keen and Smith (2000) have properly emphasized, the
fae in any red-world gStuation of any of the possble redesigns of centrd-state or
interstate taxation discussed here is thus likdy to turn on who gains and who loses, and
by how much. In the case of Canada, for example, the adoption of the centralized HST in
three andl provinces was made possble only by the agreement of the federd
government to make a subgtantid revenue transfer to those provinces. In Brazil and
India, to mention only two prominent examples, one of the mog difficult problems in
desgning and implementing a better sdes tax system aises from the subgtantia revenue
transfers involved.”>  Obvioudy, the importance of this factor and its impact upon policy
outcomes will depend upon such factors as the pre-reform and post-reform rate levels and
the generd fiscd pogtions of the various actors involved. Nonetheless, it may not be too
far-fetched to suggest that as a rule when fiscal circumstances permit some compensatory
transfers to be made to losers, as was done in Canada, the medicine of a more rationd tax
system seems likely to dide down more eadly. Agan, as is s0 often true, the life of
fiscd reformers seems likdy to be much more difficult in deveoping countries than in
such developed regions as Western Europe or North America.

Findly, recdl tha one of the mgor lessons of the Canadian experience is Smply
that not everyone has to follow the same path. In the end, something like the dud VAT
approach, broadly interpreted, may turn out to be a viable compromise solution even in
countries with relaively poor adminidrations. It is, we think, important not to let the

"1 The example of the United States comes to mind: see Duncan and McLure (1999) and Bucks (1999).
72 See the earlier discussion of these countries in Sections 6 and 8. This problem did not come up in the

case of the QST in Canadain part because of the level of the previous provincial sales tax rate and perhaps
in part because the (newly -taxed) service sector was much more important in Québec.
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tendency and preference of tax specidists to devise conceptualy neat schemes to

obscure the importance in the rea world of tax policy of being able to accommodate
different solutions in different regions--solutions that can be better tuned to the different
circumstances of different Sates.

As the example of Canada shows, for instance, one can have both a dua VAT (as
in Québec) and a “harmonized” (or “common’) VAT (as in severd Atlantic provinces).
Indeed, one can even have member dtates such as Alberta with no VAT a al, or other
members (the other five provinces) with quite independent forms of sdes taxation. The
Canadian system is complicated. It lacks conceptud purity, and no doubt, violates some
efficiency and adminidrative criterig, but it works. Could the same be sad for the CVAT
approach? Would CVAT work as advertised unless dl the relevant jurisdictions took
part? Although the question needs closer study, at first glance the answer appears to be
negaive.  Even countries with reatively poor adminigrations like those for which the
CVAT proposa was developed might therefore in the end wish to consder the duad VAT
goproach of essentidly independent VATs in some dates, perhaps combined with
“shared” VATS in others as a possble dternative.  Although the acceptability of such
asymmetric proposals will obvioudy vary from country to country, depending upon the
extent to which such regiond differentiation is acceptable, a the very least this important
issue cdls for further sudy and investigation.

X. WHAT MAY THE FUTURE HOLD?

The debate on how best to desgn and implement a sub-nationd VAT is far from
stled. The find answer may turn out to be—not too surprisngly—that different contexts
cdl for different solutions. What a country can, should, and will do obvioudy depends
on many factors. Trade patterns, the location and Sze of the country and its subnationd
jurigdictions, the reldive importance of “Busness to Business’ (B2B) versus “Business
to Consumer” (B2C) transactions in the tax base, the qudity of adminigtration, the degree
of trus and feasble coordination, the desire for locd autonomy, the tolerance for
asymmelry, the offsetting nature of egudization, the extent and nature of revenue shifts,
and, not least, the exising sdes tax dructure-dl these things will detlermine what
happens.  The road to feasble subnationd VATs may be long and winding in many
countries. But, as has often been noted, the longest journey starts with a single step and,
with respect to subnationa VATS, the countries discussed here are dready much further
down this path than afew steps.

In driking contrast to how the fiscd world saw matters until very recently, the
question of sub-naiond VATS is now definitdy on the policy table around the world.
We dill have much to learn about this subject, but we have dready learned much over the
last decade—not least that the answers are more likey to lie in sysems carefully
“customized” for loca circumstances rather than in any one uniform system.
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