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I.  INTRODUCTION 
 

The biggest tax story of the last third of the 20th century was the value-added tax 
(VAT).  From its tentative beginnings in the reform of the French production tax in the 
early 1950s,1 by August 2000 some form of VAT existed in at least 123 countries.2  Few 
fiscal innovations have been adopted so widely and so quickly.   
 
 Towards the close of the century, another striking trend was the increasing 
decentralization of the public sector in many countries around the world.  In this process, 
increasing responsibility for delivering such important and expensive public services as 
education and health has been devolved to sub-national governments, often to regional 
governments such as states or provinces.3  Such decentralization may make good sense in 
many respects, but experience suggests that it is essential to devolve responsibility not 
only for expenditures but also for some significant revenues if adequate fiscal 
accountability is to be maintained.4   
 

 The traditional literature on tax assignment suggests that the best form of taxation 
for intermediate-level governments is a sales tax.  Some form or another of sales tax does 
in fact constitute the major source of finance for intermediate governments in many 
countries.  Indeed, in developing countries in which income taxes do not play a major 
role, it is hard to see what other major revenue sources such governments could utilize.  
The retail sales tax once favored as a regional tax (for example, by Musgrave 1983), and 
still in place in most U.S. states (and some Canadian provinces) is now an aberration 
from a worldwide perspective.  The only good sales tax is now generally considered to be 
a VAT.  

The dominance of the VAT poses a serious problem for the finance of regional 
governments, since conventional wisdom has long held that the only good VAT is one 
levied by the central government.  For example, McLure (1993) noted that “…it is not 
appropriate to assign the VAT to subnational governments.”  Even in federal countries, in 
which regional revenue needs are most obvious, most analysts probably agree with Tait 
(1988) who states that “the simplest way to run a federal-state sales tax system (including 
VAT) is to adopt a form of revenue sharing….”   

 
Over the last decade, however, such views have begun to change.  There appear to 

be at least three reasons why the question of sub-national consumption VATs needs to be 

                                                 
1 The idea of a VAT goes back much further (Sullivan 1965), but the starting point of the modern VAT was 
clearly the French sales tax 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). 

4 For the rationale behind this statement, see Bird (1993, 2000). 
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reconsidered, particularly in federal countries with important regional governments.5  
First, there are few other major revenue options open to countries in which, for whatever 
reason, substantial expenditure responsibilities have been shifted to lower levels of 
government, if those governments are to behave in a fiscally responsible manner.6  
Second, sub-national VATs have now in fact been successfully operating in Canada for a 
decade (Bird and Gendron 1998) and have also existed, if to less general acclaim, in 
Brazil for over 30 years.  Finally, several novel proposals have recently been made to 
overcome certain problems that some see with applying the system used in Canada to 
other countries in which tax administration is less well developed.7  

 
Our aim in this paper is to discuss the current state of play with respect to sub-

national consumption VATs in the federal countries in which the issue has been most 
prominent.  By way of background, we first set out briefly in Section 2 the major 
problems which have generally been seen as making sub-national VATs infeasible or 
undesirable.  Next, we note in Section 3 how these problems are dealt with in the sales 
tax systems of a number of developed federal states before turning in Section 4 to a brief 
discussion of the two different forms of sub-national VAT that have been successfully 
implemented in Canada.  In Section 5, we contrast the Canadian experience to an 
alternative path to sub-national VATs that has been proposed in the literature, but not 
implemented so far.  The next three Sections briefly discuss recent developments in the 
three developing-country federations in which these issues have been discussed most 
fully–Brazil, Argentina, and India.  We note in Section 9 that there are several important 
unresolved issues in all discussion.  We conclude in Section 10 with a few conjectures 
about future developments with respect to sub-national VATs in the countries discussed 
in the paper and such others as, for example, China, Russia, Mexico, and South Africa.8 
                                                 
5 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). 

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

7 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 a rate 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 (Díaz-Cayeros and McLure, 2000).  An interesting 
feature of the Mexican VAT is that a special, lower rate is applied in the northern states bordering on the 
U.S.  Such special “border” provisions are not unknown in other systems.  In Austria, for example, the 
lower German VAT rate is applied in the Kleine Walsertal region, according to Genser (2000). 
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II. PROBLEMS WITH SUBNATIONAL VATs9 
 

 The reasons why independent VATs applied simultaneously by two different 
overlapping jurisdictions have widely been considered to be either undesirable or 
infeasible vary.  Some authors emphasize the high administrative and compliance costs of 
imposing two sales taxes on the same base.  Others stress that divided jurisdiction over 
such an important tax base might unduly limit the scope of central macroeconomic 
policy.  Still others have simply noted that central governments are obviously most 
reluctant to allow others to share this attractive tax base.  The major technical problems 
that have been emphasized in the literature, however, arise from cross-border trade.   
 
 Traditionally, it has been asserted that the only way in which sub-national units can 
effectively levy a VAT was on an origin basis.  Unless they did so at uniform rates, 
however, the results would be highly distortionary.10  Sub-national VATs could thus only 
be achieved by giving up the subnational fiscal autonomy (and accountability) that such 
taxes should, in principle, help to achieve.  On the other hand, it was believed that a 
destination-basis consumption VAT imposed through the generally used invoice-credit 
method could not be successfully implemented without physical border controls.  In the 
absence of borders, the only feasible approach was generally thought to be some form of 
clearing-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.11 
 
 Faced with such difficulties, it is not surprising that until recently most federal 
countries solved the problem simply by keeping all VAT at the central level.  If they 
wished to share a certain percentage of VAT revenues with sub-national governments, 
central governments did so either by using a formula (as in Germany) or by using 
consumption statistics, as has recently been recommended for the European Union 
(Commission 1996).  If, as in the Russian Federation, a nationally uniform VAT is 
administered by sub-national authorities and the revenues shared on the basis of origin 
(derivation), much the same undesirable and distortionary incentives would be created as 
in the case of non-uniform sub-national origin-based VATs (Baer, Summers and Sunley 
1996).12 
 
 The principal reason the VAT was originally adopted as the required form of 
general sales taxation in the European Common Market (now the EU) was its advantage 
                                                 
9 Much of this section is adapted from Bird and Gendron (1998). 

10 This argument is clearly stated in, for example, Neumark (1963). 

11 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 times to 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 dis cussed here (but see Bird, 1999).  See 
supra  note 6 for references to the possible case for origin-based taxes on benefit grounds. 



 

 

 

4

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 at 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 eventual adoption of the origin 
principle for intra-EU trade to the recent proposals of the European Commission (1996), 
tax experts have put forth a variety of solutions to the perceived problems.  As yet, 
however, no proposal has achieved full acceptance in the European context. 
 
 Although some interesting arguments have been made in favor of the origin 
principle of applying a VAT within a country (or economic union), we think that the 
destination principle clearly wins the day.13  The conditions of wage and exchange rate 
flexibility needed to avoid substantial distortions in production efficiency if different 
jurisdictions levy different rates under the origin principle seem unlikely to be satisfied in 
most federal states (let alone 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 likely to result in important economic distortions (Keen and Smith 
1996). 
 
  At present, the EU applies the destination principle using what is called 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 sales are therefore treated in the same way as are all 
sales outside the EU.  In contrast to imports from non-EU countries, however, imports by 
registered traders in A from firms in other EU member countries  are not taxed at the 
border.  Instead, importers in A in effect pay the VAT on imports (at country A's rates) 
on their own sales since they have no input tax credits to offset against the tax due.  The 
system works on a self-assessment basis.  Importers are supposed to declare their 
imports, compute the VAT that would be due, and claim credit for that VAT, all 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 (since imported inputs, unlike 
domestic inputs, will not generate offsetting input tax credits at that time).  As an aid to 
enforcement, exporters that zero-rate sales to other member countries have been required 
to quote the VAT registration number of the buyer since 1993 (Keen and Smith 1996). 
 
 The deferred-payment system may be contrasted with the "clearing-house" method 
under which VAT would be charged on exports by the exporting state, with a credit 
allowed for this VAT by the importing state (as for any other input VAT, but at the tax 

                                                 
13. For a useful outline of the various ways in 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 one to the 
other: see, for example, Lockwood (1993), Lockwood, de Meza, and Myles (1994, 1995), Bovenberg (1994), 
Lopez-Garcia (1996), and Genser (1996).  
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rate imposed by the exporting state).14  Revenue accounts would then be balanced 
between states either on a transaction basis or in accordance with consumption statistics.  
In practice, the deferred payment system -- which in effect puts reliance on private sector 
accounting subject to VAT audits -- appears to work as well as or better than the 
alternative explicit public sector offsetting of accounts required in the clearing-house 
approach. 
 
 The deferred-payment system is not without problems, of course.  This is 
particularly true with respect to the possible revenue loss from cross-border sales to final 
users.  So far, however, such losses do not seem to be significant, although concern has 
recently focused on the growing phenomenon of "distance sales" using mail order and 
especially electronic commerce.15  Firms engaged in distance-selling (for example, mail-
order) must charge VAT on the destination 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 are registered, and firms that would otherwise be exempt from 
VAT are subject to VAT on the destination basis once their imports exceed a specified 
threshold (Keen and Smith 1996).  As we note in Section 4, similar provisions apply with 
respect to sub-national VATs in Canada and have been recommended recently to deal 
with problems of interstate trade under the state retail sales taxes in the United States 
(McLure 1997).  No one has yet found any simple and uniform way to deal with all 
cross-border shopping problems under any destination-based sales tax, but such special 
provisions appear to have helped to keep serious problems in check so far.  
 
 

III. SALES TAXES IN FEDERAL STATES 
 

 Table 1 summarizes the current situation in ten federal countries.16  As the Table 
shows, the current situation with respect to sub-national sales taxation in federal countries  

                                                 
14. As noted below, this is 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 developments into account in the present paper. 

16 Similar 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.)  This tax 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. 
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Table 1 
Sales Taxes in Federal Countries 

 
 
Country 

Federal 
VAT 

State Sales 
Taxes 

Type of 
State Tax 

 

Developed Federations 

   

Australia Yes No All VAT revenue 
goes to states 

Canada Yes Yes Some have VATs; 
some RST 

Germany 

Austria 

Yes No States share in 
VAT revenue 

Switzerland 

Belgium 

Yes No None 

United States No Yes Most have RSTs 

 

Developing Federations 

   

Argentina Yes Yes Gross receipts 
taxes* 

Brazil Yes (limited) Yes VAT 
(origin base)* 

India No (so-called 
CENVAT) 

Yes Most states at 
producer level 
(as is central tax) 

*States also receive a share of federal VAT revenues. 
 

is characterized by diversity.  Indeed, at first glance, international experience appears to 
suggest, as one of us noted several years ago, that no one has managed to work out an 
acceptable system for taxing sales at two levels of government (Bird 1993a).  Although at 
least five possible methods for dealing with the problems potentially arising from two-
level sales tax exist -- and each may be found to some extent in one country or another -- 
none seems entirely satisfactory. 

 Firstly, sales tax may be collected only at the regional level, either as VAT or retail 
sales tax (RST).  Only the United States and a few Canadian provinces currently follow 
this path (with RSTs).17  Few central governments are likely to be able or willing to give 
up the revenue they now collect from VAT without making equally drastic changes on 

                                                 
17 Even in the United States, in which (as mentioned supra  note 6) sub-national VATs 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 sales taxes (Fox, 2000). 
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the expenditure side.  Such complete realignments of governmental responsibilities and 
revenues are not easy to achieve. 

 Secondly, sales taxes may be levied only at the central level.  This is by far the 
most common system.  Germany, for example, has a single VAT levied at the national 
level, although a proportion of VAT revenue is shared on the basis of a formula with the 
states.18  Similarly, in Austria, the länder receive 18.557 percent of VAT revenue (with 
another 12.373 percent going to municipalities (Genser, 2000).  Among other federal 
countries,  Australia (since 2000), Belgium, and Switzerland also have a VAT only at the 
central  level.   In Australia, however, all the revenues from the new Australian VAT 
(called the GST or Goods and Services Tax) go to the states.  These funds are distributed 
in exactly the same way as the long-established equalization system.  In fact, since other 
funding for equalization was cut correspondingly, in effect the central (Commonwealth) 
government retained some of the VAT revenue for itself.  As Greenbaum (1999) puts it, 
in effect “…all the GST does is to ensure the source for the equalization payments.”19 

 Many have argued that the “German” solution of a centralized VAT with some of 
the revenue shared with states on a formula basis is probably the best approach (Tait 
1988).  For example, some recent proposals for reform in Brazil (Silvani and dos Santos 
1996) and the European Union (Smith 1997) have essentially taken this tack.  This 
approach is clearly feasible and has substantial advantages in terms of administrative and 
compliance costs.  Even if all or some of the proceeds of the tax are to be distributed to 
the states, either on the basis of estimated consumption or on some formula basis, a single 
central VAT has substantial advantages and avoids many problems. This approach may 
be the best way to finance regional governments in the context of many developing 
countries.20   

 Such so-called “tax sharing” is in reality an alternative form of intergovernmental 
fiscal transfer.  The total to be transferred is determined by the designated share of VAT 
collections, and the amount to be allocated to each state is determined by a formula 
established by the central government.  Such revenues are not really regional (or local) 
taxes in the sense that the jurisdictions that receive the revenue are politically responsible 
for raising that revenue.  In federal countries where regional 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 
(länder) 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 In general, however, it is preferable not to base sub-national transfers on the yield of any one tax, since 
doing so is likely to bias national tax policy choices: for further discussion, see Bird (2000b). 
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by no means obvious why either the central or the regional governments would be 
willing to accept such a system.21   

 There remain three ways by which both levels of government might levy sales 
taxes.  First, although the VAT may be the best of all possible sales taxes in some general 
sense, there may be something to be said for maintaining two distinct sales tax bases in a 
federal state in which both levels of government tax sales.   Such a solution is obviously 
untidy and may be costly, but it may be argued that such costs should perhaps be viewed 
as part of the price paid for a federal system which presumably has offsetting virtues, 
such as respecting local preferences (Bird 1993a).  As shown in Table 1, Canada provides 
an example of this approach (five provinces have RSTs), as do Brazil, India, and 
Argentina (as well as the Russian Federation) in all of which there are distinct taxes on 
sales at both state and federal levels. 

 Alternatively, both levels of government could maintain independent dual VATs, 
perhaps reducing compliance and administrative costs by harmonizing bases and to some 
extent rates.  As Poddar (1990) has argued, it should be possible to retain a substantial 
degree of state fiscal autonomy while still reducing substantially the economic and 
administrative costs of levying two independent and totally 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 adaptation, a similar approach may prove workable in the 
context of the EU.  Varsano (1995, 2000) and McLure (2000) have argued that an 
alternative approach to the same result might be more appropriate for large developing 
countries with weak tax administrations, as discussed further in Section 6 below. 

 Finally, the VAT could become in effect a joint or concurrent federal-state tax.  
Such a tax could be administered by either level of government and apply to a jointly-
determined base, but with each government setting its own tax rate.  From the point of 
view of fiscal accountability, this solution seems clearly preferable to the German 
approach.  As discussed in the next section, a variant of this approach is now used in 
three provinces of Canada.  

 
 

IV. TWO PATHS TO SUCCESS?  THE CANADIAN EXPERIENCE22 
 
 As the previous Section suggests, at present Canada is probably the most 
interesting country in the world for those interested in sales taxes.  There is a federal 
VAT, the Goods and Services Tax (GST), that is imposed throughout the country.  In one 
province (Alberta), the GST is the only sales 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 
regional 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). 
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Saskatchewan, Manitoba, and Ontario), in addition to the GST there is a separate RST 
applied to the GST-exclusive tax base.  (In one province (Prince Edward Island), the 
provincial RST is applied to the GST-inclusive tax base.)  In three provinces 
(Newfoundland, Nova Scotia, and New Brunswick), there is a joint federal-provincial 
VAT, called the Harmonized Sales Tax (HST) and administered by the federal 
government at a uniform rate.  Finally, in one province (Québec) there is a provincial 
VAT, the Québec Sales Tax (QST), applied to the GST-inclusive tax base.  The QST is 
administered by the government of Québec, which also administers the GST in the 
province on behalf of the federal government. 

 Canada thus offers a variety of interesting situations: separate federal and 
provincial VATs administered provincially, joint federal and provincial VATs 
administered federally, and separate federal VAT and provincial RSTs administered 
separately. 

 This situation emerged as the result of the federal decision in 1991 to replace an 
archaic federal manufacturers’ sales tax with the GST, a fairly standard invoice-credit 
destination-basis consumption VAT.  This sparkling new tax quickly ran into heavy 
political and popular opposition, however, not least because of its implications for 
provincial 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-called “National Sales Tax” (NST) that 
would have been administered federally on a uniform base and at uniform rates, with the 
proceeds being divided between the federal and provincial governments and among the 
provincial governments in accordance with some formula.  As noted above, this is 
essentially how the VAT works in Germany.  

 Such a centralist solution was never likely to be acceptable in Canada, however.  
Since the base and rates of the NST would have been set federally, the fact that some of 
the proceeds would have been paid to the provinces has no significance.23  The same 
results would be obtained if the NST were entirely federal and then, in a separate step, 
some or all of the amount thus collected were paid to the provinces in accordance with 
some formula.24  If the tax base, the tax rates, and the distributive formula were all to be 
determined by joint federal-provincial agreement, matters would of course be different, 
as noted below in the discussion of the HST, which is essentially such a “joint” tax.  But 
such agreements are not easy to reach in Canada, especially not with the larger and richer 
provinces. 

 The political cost and difficulty of arriving at such a joint tax design suggested an 
alternative approach to sales tax reform.  Instead of trying to devise some form of “dual” 
(same base, different rates) or “joint” (same base and rates, with a formula-based 
distribution) form of NST, why not turn over the entire sales tax area to one level of 
government or the other?  The most obvious way to go, as discussed in the previous 

                                                 
23 In effect, this would be the Japanese system (see supra  note 17). 

24 This would be the Australian (or German) system (see supra  note 19). 
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Section, would be to follow the German model and turn the sales tax over to the federal 
government.  In Canada, however, the Royal Commission on Taxation (1966) had earlier 
recommended that the federal government should turn over all sales taxes to the 
provinces.  Even after the GST was introduced, Ip and Mintz (1992) argued that the 
federal GST should be replaced by appropriately augmented provincial (retail) sales 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 responsible for 
financing more of  their own spending on  health or education, for example.25  

 Such a change, however, would have required some provinces to apply RST rates 
as high as 19 percent.  No country has ever applied such high RST rates successfully.  
Moreover, moving from a GST to a provincial RST would in effect shift taxes back on to 
business inputs, thus reversing the clearest economic gain from moving to a VAT.26  In 
effect, when an RST is replaced by a VAT, two things usually happen.  First, 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 substituting a VAT for an RST, so far as most 
citizens are concerned, is thus a considerable expansion in the range of consumption 
subject to taxes, and since in Canada (as in the United States) the strong RST tradition of 
explicitly adding sales taxes at the retail level prevails, there is no way to hide this 
outcome.27  The political effects of this shift are obvious.  When the federal government 
finally moved to a VAT, thus revealing to the public the extent of its previously hidden 
manufacturers’ sales tax, the party in power was destroyed in the next election (and has 

                                                 
25. 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.  

26.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 RSTs in 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 provincial taxation and in part perhaps because this is also the 
universal practice in the U.S.).  Although the GST legislation provided for “tax-inclusive” 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 is really 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 surprising that no province was willing to shift explicit 
taxes onto its citizens to this extent.28   

 In the end, as noted earlier, variants of almost all the systems that have been 
proposed now operate in one province or another.  The systems of most interest are those 
in the province of Québec – the Québec Sales Tax (QST) -- and in several of the small 
Atlantic provinces – the Harmonized Sales Tax (HST).  

 

A.  The Québec Sales Tax.   

 Both the QST and the federal GST are broad-based taxes on consumption.  There 
are, however, some differences.  The GST is imposed at a single 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 service including the GST, so that the 
combined rate is 15.025 percent.   

 Although the QST initially imposed different rates for goods and services and had 
several 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 instance, the QST on books is eliminated by giving an instant rebate 
following payment of the tax.  While the administration of this rebate clearly adds some 
complexity, this approach permits the preservation of a uniform VAT base for both 
federal and provincial taxes while allowing (in effect) differential treatment at the final 
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 fuel, electricity, and automobiles).  In 1996, however, although there remained 
minor differences with respect to a few matters such as the tax treatment of financial 
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 claims.  Nonetheless, 
some restrictions on input tax credits for large firms remain in effect under the QST, 
apparently for revenue reasons.  Such base differences are not desirable in principle, but 
the Canadian example shows that, for better or worse, they may nonetheless be tolerable 
within a dual VAT system. 

 On the whole, however, the QST and GST as they now exist constitute an 
operational “dual” or “concurrent” VAT system -- with essentially none of the problems 
usually associated with such systems.  The rates of the two taxes are set quite 
independently by the respective governments.  The tax bases are also determined 

                                                 
28. The degree to which the QST initially diverged from the GST, for exa mple -- see Mintz, Wilson and 
Gendron (1994) -- was probably explicable on these grounds.  The QST levied a lower 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 subsequently reversed in part, there still remain some restrictions on crediting, as 
noted below. 
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independently, although they are essentially the same.29  From the beginning, both taxes 
have been collected in Québec by the Ministère du Revenu du Québec (MRQ), with the 
GST being applied in accordance with the rules defined by the federal government.30  

 Taxes on inter-provincial sales from one business to another are basically handled 
by a deferred-payment system similar to that now applied in the EU.  Exports from 
Québec, whether to another province or another country, are zero-rated for QST 
(although subject to GST).  Imports into the province from other provinces, or from 
abroad, are taxable, but the tax is assessed on inter-provincial imports only when there is 
a sale by a registered trader to an unregistered trader or consumer in the province.31   
Although, as in the EU, special regimes apply to automobiles and a few other cases 
(Canada 1996), in general no attempt is made to collect tax on inter-provincial purchases 
made directly by final consumers.32  

 The main difference between the GST-QST system and that now applied in the EU 
is the existence of the overriding federal GST as an enforcement mechanism. Audit 
priorities for the GST are of course established by the federal government, but a final 
audit plan is agreed with the Québec government, with the latter actually carrying out the 

                                                 
29.It is perhaps not unimportant that a precedent existed for this under the long-standing Québec personal 
income tax, the base for which is also almost 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 
has invariably 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, as in 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 exception is in 
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 commerce is likely to lead to more concern with this issue in the future (McLure 1997). 
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audit and reporting the results to the Canada Customs and Revenue Agency (CCRA).33  
Obviously, since the QST is applied to a GST-inclusive base, Québec has some direct 
incentive to monitor the GST as well as the QST.  On the other hand, although Québec 
cannot directly monitor the other end of inter-provincial sales, the normal process of GST 
audit (carried out inter-provincially by CCRA) serves as a cross-check to ensure that QST 
has not been evaded.  In effect, the existence of a federal sales tax on a more or less 
uniform base provides some control over inter-jurisdictional sales for purposes of both 
provincial and federal taxes.  Reportedly, the system is working quite well at the 
technical level, despite the well-known political differences between the governments in 
Quebec and Ottawa. 

 

B.  The Harmonized Sales Tax.   

 A totally different approach was adopted by the federal government in pursuit of its 
aim to develop a more uniform sales tax system.  In 1997 the federal government and 
several small eastern provinces (Newfoundland, Nova Scotia and New Brunswick) 
introduced the so-called Harmonized Sales Tax (HST).  The key elements of the HST 
included the replacement of the previous federal and provincial sales tax systems with 
one harmonized VAT base; a combined federal-provincial rate of 15 percent in the three 
participating provinces; and federal administration of both federal and provincial sales 
taxes. The new combined rate consists of the 7 percent GST and an 8 percent provincial 
tax (applicable to a base that excludes the GST).  The combined rate was significantly 
lower than the previous combined rates of 19.84 percent in Newfoundland and 18.77 
percent in the other two provinces.  

 The federal government compensated the participating provinces by assuming 
some of the costs incurred in restructuring the sales tax systems.  To be eligible for such 
assistance, a province had to experience a revenue shortfall in excess of 5 percent of its 
current provincial sales tax collections.  For qualifying provinces -- which retrospectively 
excluded Québec and prospectively exclude the large rich provinces of Ontario and 
British Columbia – the adjustment assistance offset 100 percent of the revenue shortfall 
in excess of 5 percent of current retail sales taxes collections in years one and two, 50 
percent of this amount in year three, and 25 percent in year four.  The total cost of 
adjustment assistance for the three participating provinces is estimated 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 Commission (1996) proposal, HST revenues are shared on the 
basis of province-specific consumption patterns, in accordance with allocation formulae 
developed jointly by the federal government and the provinces.34   Inter-provincial trade 
is handled in the same manner as under the QST – that is, exports are zero-rated and 
imports are not subject to the provincial 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 registrant in Nova Scotia selling to a firm in New Brunswick would 
therefore apply the same 15 percent rate as it would on a sale to a firm in Nova Scotia.  
On other hand, only the basic GST rate of 7 percent would apply to a sale to a firm in 
Ontario or Québec.  Similarly, while a registrant in Ontario applies only the 7 percent 
GST to sales to firms in Ontario or Québec, it must apply the HST rate of 15 percent to 
sales to firms in Nova Scotia or New Brunswick. 

 The harmonization agreement with Québec respects provincial autonomy but 
initially failed to achieve a simple and uniform base.  In contrast, the HST agreement 
achieved the latter aim but clearly limits provincial autonomy. At the same time, it is 
important to note that the HST agreement also ties the federal 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 is thus really a “joint” federal-provincial tax. 

 The federal government’s apparent objective in the HST system was to reduce 
compliance costs for business and administration costs for governments.  Even if one 
accepts that such potential savings may be significant, the economic rationale for 
requiring uniform rates across provinces seems weak.  The revised QST arrangement thus 
seems closer to an ideal solution.  It is characterized by a single administration, basic 
conformity on all important aspects of the dual VATs that might affect compliance costs; 
and complete autonomy in rate setting (and, to a limited extent, autonomy in granting 
exemptions to final consumers, if desired).35   

 

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 
are also administrative 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 takes place between registered firms, however, and Canadian 
experience does demonstrate that a sub-national jurisdiction can effectively impose a 
destination-basis VAT on this trade.  In addition, as the Canadian case demonstrates, 

                                                 
34.The data are gathered by Statistics Canada, a federal agency, but possible “game-playing” with the data is 
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 always be tidy or cheap to do so, it is demonstrably possible to operate 
a two-level sales tax system in several different ways within the same country. 

 

V.  MODELS FOR STATE VATs IN DEVELOPING COUNTRIES36 

 Table 2 sets out a number of the characteristics of four possible approaches to state 
VATS in federal countries.  Firstly, the two levels of governments could have completely 
independent VATs.  Brazil comes close to this, although its states do not have rate 
autonomy since the rate is set by central legislation.  Secondly, each level of government 
could have what we call “dual” VATs, in which each level sets its rates independently but 
on similar bases and there is a high level of administrative cooperation (as in the GST-
QST case).  Thirdly, there could be a single “joint” VAT–essentially a central VAT with 
some of the revenue flowing to the states either in accordance with estimated 
consumption (as in Canada’s HST) or with a distributive formula (as in Germany).  And 
finally, there could be what McLure (2000) has called a “compensating VAT” or CVAT, 
as described below.  Of these four possibilities, only the second (dual VAT) and fourth 
(CVAT) seem worth further consideration if any importance is attached to state rate 
autonomy and administrative feasibility.  Basically, as Table 2 suggests, the dual VAT 
approach appears to rate higher in terms of autonomy but lower in terms of administrative 
feasibility. 

 

A.  The Dual VAT Approach.  

 What lessons might Canadian experience with the GST-QST system offer for 
developing federal countries such as Brazil, Argentina, and India?  One lesson appears to 
be that the best base for a sub-national VAT system is a well-designed and 
comprehensive national VAT.  In this respect, as we note below, Argentina seems better 
positioned than either Brazil or India.  Both of the latter countries would clearly need to 
make considerable improvements their existing central government sales tax before 
attempting to reform their sub-national sales tax regimes.37   

 A second key to the Canadian solution appears to be the existence of an adequate 
degree of (justified) trust in each other’s competence by the sub-national and central 
governments.  That the system works between two such bitter political opponents as the 
federal government of Canada and the current provincial government of Québec suggests 
that the level of trust required may not be all that high.  Nonetheless, it is probably asking  

                                                 
36 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. 

37.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 discuss it here in only in the Indian context. 
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Table 2 
Features of Alternative “Federal” VAT Models 

 

Feature Independent 
VATs 

Dual  
VATS 

Joint  
VATs 

 
CVAT 

Rate autonomy Yes Yes No Some 

Collection incentive Strong Strong Unknown Unknown 

Administrative 
requirements 

High High Lower Moderate 

Administrative costs High Depends on 
how done 

Low Moderate to 
high 

Need for central 
administration 

No No, but lower 
cost 

No, but 
probable 

Probably 

Need for single 
administration 

No No Yes No 

Need for interstate 
administrative 
cooperation 

High Limited No No 

Need for central-state 
cooperation 

No Yes Complete Yes 

Revenue distribution Independent Independent Formula Essentially 
independent 

Need for clearing of 
some credits 

No No No Yes 

Potential for interstate 
evasion 

High Restricted No Restricted 

Cross-border shopping a 
problem 

Yes Yes No Yes 

 

too much to expect an equivalent relationship (or quality of administration) to exist soon 
in most developing countries. 
 

 Clearly, a single central administration and a common base (as in Canada's personal 
income tax system) would also be ideal, but this degree of convergence is not, in our 
opinion, essential. What Canadian experience does suggest is more critical is either 
unified audit or a high level of information 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 realistic prospect of “good” tax administration 
in the near future, especially at the sub-national level?  As Varsano (1995, 2000) and 
McLure (2000) have shown, a promising approach is to impose what is in effect a 
supplemental central VAT, which McLure has called the “compensating” VAT or 
CVAT.  This simple proposal has the major virtue of protecting the revenue when tax 
administration (at all levels of government) is far from well-developed.  Specifically, 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.38 

 How might such a CVAT work?  Briefly, assuming that states can levy their own 
independent VAT rates -- a central objective of the system -- CVAT would be imposed 
by the central government on sales between states at some appropriate rate such as the 
weighted average of state rates (McLure, 2000).  States would zero-rate not only 
international but interstate sales, but the latter would be subject to the central CVAT (as 
well as the central VAT, of course).  Domestic sales would thus be subject to central 
VAT and either state VAT or central CVAT.  There would be no need for any state to 
deal explicitly with any other state nor, generally, would there be any need for interstate 
clearing of tax credits.39  Registered purchasers in the other state would of course be able 
to credit CVAT against central VAT.  The results of this procedure are twofold. First, the 
central government, which first levies CVAT and then credits it, would gain no net 
revenue from it.40  Second, the state VAT applied to resale by the purchaser would be  
that of the destination state.  In other words, the results are exactly the same as in the 
GST-QST case described above -- a destination sub-national VAT is applied -- but the 
CVAT now acts to protect state revenues from some obvious frauds. 

  This simple system seems to make sub-national VATs quite feasible and potentially 
attractive -- at least in large federal countries in which states have major expenditure 
roles, the VAT is the principal source of actual and potential 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.) 

39.This assumes that the state VAT rates are lower than the central rate.  If, as in 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, there is central administration of state VATs . 

40.Presumably, as in Canada, the central government might receive an agreed fee for its services. 
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administration is not up to Canadian standards.41  As with the introduction of income tax 
withholding and indeed the VAT form of sales taxation itself, this new idea in fiscal 
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 decentralization than would 
otherwise be possible in many developing (and transitional) countries, but it also may 
offer a promising approach to maintenance of not only of sub-national but of national 
sales taxes in the era of electronic commerce, although this is obviously not a topic that 
we can elaborate further on here.42 

 
C.  CVAT versus Dual VAT.  
 

CVAT is, of course, inherently more centralizing than the dual VAT though this 
may be a price that has to be paid to implement successful regional VATs in countries in 
which the qualities of administrative competence and intergovernmental trust emphasized 
in Bird and Gendron (1998) are inadequately developed.  In the dual VAT system 
epitomized by the GST-QST system in Canada, unlike in the CVAT system, the only 
VAT rate set centrally is that of the central government itself.  There is no need for any 
‘central’ edict with respect to either the range or level of state taxes applied to interstate 
trade since no such taxes are applied.  
 The dual VAT system may in some instances be superior to the CVAT proposal in 
terms of administrative simplicity and cost (as a share of revenue).  Neither CVAT nor 
the dual VAT requires traders to identify the state of destination.43  In addition, neither 
requires any procedures to track and clear individual tax credits.  In this connection, 
while even a dual VAT system may conceivably produce “excess” credits, it seems much 
less likely to do so than the CVAT, precisely because of the over-arching central VAT, as 
McLure (2000) explicitly recognizes.44  In addition, unlike CVAT (which is a final tax 
for unregistered purchasers but a creditable tax for traders), the dual VAT does not 
require any distinction to be made between purchasers other than determining whether 
                                                 
41 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. 

42.McLure (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). 

43 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 feature is strictly essential 
to the functioning of a dual 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. 
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they are non-residents or not.45  Another important feature of the dual VAT system as 
applied in Canada is that the inclusion of the central VAT in the tax base of the sub-
national VAT provides at least some direct financial incentive for even sub-national 
administrators of such a system like the MRQ to pay close attention to the proper 
application of the central tax.  
 

Finally, the CVAT may not provide sufficient room for the various compromises 
that will likely be needed in order  to move from the low-level equilibrium (poorly 
designed and poorly run tax systems) that now prevails in many countries to a workable 
system that will deliver the goods in the sense of both generating adequate revenues and 
establishing the needed “Wicksellian connection” (Breton 1996) between revenues and 
expenditures at each level needed for good fiscal management in a multi-tiered 
government structure.  As Canadian experience demonstrates, the dual VAT system can 
easily accommodate even states 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 final 
services and crediting input taxes (as in Québec).  Conceptual purists may not like the 
effects on efficiency of such policy flexibility, but real-world politics, we suggest, may 
often require such flexibility if major policy reforms such as the introduction of sub-
national VATs are to be implemented.  On the whole, the dual VAT approach seems 
most able to accommodate such compromises because of its greater tolerance for 
variation and less-than-perfect agreement amongst the various governments concerned, as 
real-world experience in Canada eloquently demonstrates. 

 
 
Against this background, we now turn to consider the current situation with respect 

to state sales taxation in three large developing federations – Brazil, Argentina, and India. 
 
  

VI. BRAZIL: THE TROUBLED PIONEER46 
 

 The first country to introduce a full-fledged VAT was not France (which had 
indeed pioneered with this form of taxation but did not initially carry it through the retail 
stage).  Perhaps surprisingly, that country was Brazil (Guérard 1973).  Indeed, Brazil 
liked the idea of a VAT so much that it introduced not one VAT but several—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.  
 
46 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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federal government (the IPI) and one for each of the state governments (the ICMS).47  
The federal IPI was essentially a rather selective tax applied at various rates to 
manufactured goods.  In 2000, the legislated standard rate of IPI was (in tax-inclusive 
terms) 17 percent, or 20.48 percent in tax-exclusive terms.  The ICMS, although it too 
excluded many services, had a broader base and applied through the retail stage, but still 
fell far short of anyone’s idea of a “good” VAT – for example, credits were severely 
limited and there was much cascading.   

 States can set their own rates on intrastate trade, subject to federally-determined 
floors and ceilings (and some interstate agreements).  In 2000, for example, state VAT 
rates (tax-inclusive) varied from the “standard” (floor) rate of 17 percent to 25 percent.  
The federal 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-inclusive) 
depending on the region, with the lower rate applying to sales to poorer states.  Since the 
state of import offsets the tax paid to the state of origin against its own tax, imports are 
subject to additional tax equal to the difference between the interstate rate applied and the 
rate of the importing state.  However, importing states from which goods are 
subsequently exported overseas (and hence zero-rated) clearly lost 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 VATs at two levels had 
resulted in a series of complex technical and administrative problems as to how to apply 
different VATs in different states in addition to a federal VAT.48  Over the years,  these 
problems were in part resolved in various (and ultimately unsatisfactory) ways.  For 
example, the overlap in taxes was reduced by confining the federal IPI essentially to the 
manufacturing stage.  In part, the problems were simply ignored, perhaps because the 
resulting distortions in resource allocation seemed unimportant compared to those 
resulting from inflation.  And in part, issues were avoided by various unsatisfactory 
administrative fixes such as the introduction of some border controls between states.49   

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

                                                 
47. 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. 

48 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 more to 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 sightseeing” (false interstate sales) 
has led to a number of proposals for reform of the present system.50 

 As Shome and Spahn (1996) stress, at present in Brazil the origin principle applies 
with respect to interstate trade.  Moreover, there is no meaningful conceptual or 
administrative integration between the federal and state versions of the VAT.  Brazil in a 
sense thus has the worst of both worlds.  It has all the problems of dealing with cross-
border trade that have, for example, bedeviled the EU.51  In addition, it also has excessive 
compliance and administrative costs, tax exporting and tax competition -- problems that 
are often alleged to be inevitable byproducts of such “dual” VAT systems.  As 
mentioned, some attempt has been made to alleviate the distortionary effect of the origin 
principle by imposing a standard rate on interregional trade with a lower rate on 
shipments to the poorer states), but it is unclear that the poorer states actually benefit 
from this provision, and it is all too clear that there are significant administrative, 
revenue, and economic complications arising from the present system (Longo 1990).  

 To replace this system, the federal government initially proposed to replace the IPI 
by a new federal ICMS which would be collected together with a revised state ICMS on 
the same base as a unified VAT at a uniform national rate consisting of a federal rate (set 
by the federal government) and a uniform state rate with the revenues to be distributed on 
a destination basis (Silvani and dos Santos 1996).  The allocation of the “state” part of the 
VAT collections was left open to the decision of the National Senate (in which state 
interests are strongly represented), which could decide to allocate the revenue to the 
producer state (origin), the consumer state (destination), or to divide it between the two 
on some basis.  After considerable debate, the state ICMS was substantially revised to 
eliminate significant elements of taxation on exports and investment in the existing 
system (Amorim 1996), with the federal government guaranteeing that no state would 
lose revenue as a result of the change.  Nonetheless, there still remain substantial 
elements of cascading in the ICMS. 

 Although the two key questions of integrating the IPI and ICMS systems (vertical 
coordination) and developing a system for dealing with interstate transactions (horizontal 
coordination) were left open, on the whole it is probably not to misleading to compare 
this federal proposal to the “common” VAT system recently proposed by the European 
Commission (Smith 1997) or the “harmonized” VAT (HST) in some Canadian provinces.  
The so-called CVAT (see Section 5) as originally proposed by Varsano (1995) – see also 
Varsano (2000) – was also seriously discussed in the Congress and appeared to many to 
offer a more promising method of dealing with the problems posed by state VATs by 
moving them to a destination basis while leaving the key political responsibility for the 
tax more clearly at the state level.  In the end, however, neither proposal for change was 
accepted, and the sales tax problem in Brazil remains essentially unresolved.  
 

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

51.See, for example, Cnossen (1983) and Cnossen and Shoup (1987). 
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VII. ARGENTINA: A NEW FISCAL CONSTITUTION? 
 

 Fear of difficulties similar to Brazil’s has perhaps been one reason for delaying 
desirable sales tax reforms in two other developing federal countries, India and 
Argentina.  In Argentina, which, unlike Brazil, already has a fairly satisfactory federal 
VAT, a 1993 federal-provincial agreement (the Pacto Fiscal) required the abolition of the 
provincial gross receipts taxes and their replacement by a retail sales tax by 1996.52  
Although in the end the completion of this process was postponed, the ensuing discussion 
led to proposals from the most important province (Buenos Aires) for a provincial-level 
VAT and to considerable discussion on the merits and disadvantages of this approach.53 

 Most taxes in Argentina are collected by the central government, although a 
substantial share of these collections flow through to the provinces through the so-called 
“coparticipación” (revenue-sharing) system. The tax on gross receipts is by far the most 
important tax collected by the provinces themselves. Sixty percent of all revenues from 
this source are collected in the province and (the separate) municipality of Buenos Aires, 
with most of the remainder being collected in a few other large provinces. This 
antiquated tax is levied at various rates on different activities.  The rates are set by the 
provincial governments. As a first step in the process of changing the gross receipts tax to 
a “retail” sales tax, most provinces abolished or reduced their taxes on primary and some 
industrial activities. As of 1995, for example, the tax on primary production had been 
eliminated completely in six provinces and reduced to rates of 1 percent or less in 20 of 
the 24 provinces, while the tax on industry had generally been lowered to 1.5 percent, 
compared to the general rates of 2.5 percent on wholesale trade, and 3.5 percent on retail 
trade and services.54  

 This change is obviously desirable in principle since it reduces economic 
distortions.  From the point of view of strengthening provincial revenues, however, the 
effects of replacing the existing gross receipts tax were less clearly desirable.  The 
national government estimated that a 3.5 percent rate on retail sales would produce the 
same revenue as the existing 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 
Municipality of Buenos Aires and some provinces requiring rates as high as 10 percent 
(Gaggero et al. 1994; Rezk 2000).  Clearly, adding a provincial retail tax of this level to a 

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

53 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), Consejo Empresario (2000), Rezk (2000), and, especially, Piffano (1999, 2000).  
As in the case of the other countries touched on in this paper, space does not permit a detailed evaluation of 
the many interesting ideas that have been raised in this on-going discussion. 

54. 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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federal VAT of 21 percent is not something that is either desirable or likely to be 
politically or administratively feasible in Argentina.55 

 Nonetheless, 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 provincial sales tax system, whether the tax takes the form of an RST or a VAT, 
will continue to be collected from established larger pre-retail firms (as is currently the 
case), there seems little reason to expect a dramatic change in either tax evasion or tax 
revenues as a result of this change.56  Nonetheless, Gómez Sabaini and Gaggero (1997) 
argued that it would be more sensible from the point of view of reducing administrative 
and compliance costs to replace the independent federal (VAT) and provincial (quasi-
RST) taxes by either independent provincial VATs or a more uniform joint federal-
provincial VAT along the lines proposed in Brazil.  They further suggest that any such 
sub-national VATs should be on a destination basis, with the problem of inter-provincial 
sales dealt with by allocating revenues in accordance with some macro-level 
consumption indicators.  Any such solution would clearly be more feasible with the joint 
version of the tax and would require a high degree of agreement between the federal and 
various provincial governments.   
 

Although the CVAT proposal set out briefly in Section 5 above both requires less 
such agreement and affords more provincial revenue autonomy, it is still clear that the 
main “producing” provinces (for example, Buenos Aires) would lose revenue if the 
provincial sales tax were shifted from an origin to a destination basis.  Any change that 
could command majority support would thus seem to require a creditable “revenue 
guarantee” presumably from the federal government.57  Given the current situation in 
Argentina, however, it seems unlikely either that the federal 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 federal and 

                                                 
55. For example, Gómez Sabaini and Gaggero (1997) recommended that the maximum combined federal 
and provincial 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. 

56. Most Argentine sales taxes are collected at the pre-retail stage.  Under the so-called "percepción" 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 a retailer 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 pesos is 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 ex-tax retail sales price is 120, and the ex-
tax cost of inputs is 100, the net tax due on the retail sale at a rate 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, 
one rationale for it is to 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 this important question is not discussed in detail here. 
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provincial governments appear to hamper most other proposals for major sales tax 
reform in Argentina.  Indeed, the most detailed recent analysis of the Argentine situation 
concludes that it would be preferable to attempt to replace the provincial 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 
 

 Discussions along somewhat similar lines have been going on in India for years.58  
In 1992 a Tax Reforms Committee (TRC) concluded that the ideal solution to India’s 
sales tax problems would be a single VAT to replace not only the present federal sales tax 
(the Union excise) but also the state sales taxes (which are, for the most part, imposed at 
the production level), with the revenue being shared between the levels of government.59  
As an intermediate stage, the TRC (1992) suggested extension of the (proposed) central 
VAT forward to the wholesale stage, with the “wholesale” component of the VAT being 
administered by the state governments.  The idea was apparently both to extend the 
central VAT forward to encompass at least the wholesale (basically, large trader) margin 
and to have this new extension of the VAT administered by the state sales tax 
administrations, with the state governments keeping the revenue.  The main reason the 
TRC report suggested state administration of the tax on the wholesale margin was owing 
to a Constitutional provision limiting the power of the central government to go beyond 
the production stage in levying excise taxes.  

 In addition to central and state sales taxes, India has a special tax—somewhat 
confusingly called the “Central Sales Tax” (CST) -- that is levied by exporting states on 
interstate exports at a uniform 4 percent rate set by central law.60  In some states, the 
corresponding rate on “local” sales was as high as 10 percent, so the incentive for 
fraudulent cross-border transactions is high.  The TRC suggested a clearing-house 
arrangement under which the CST collected would be paid into a central fund and then 
shared—apparently 50:50, although this was not entirely clear—between importing and 
exporting states, combined with  the extension 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 arrangement so far, the TRC’s fall-back position of cutting the CST rate back to its 
original 1 percent level would seem a more promising approach to reduce the cascading 
                                                 
58 See Khadka and Shukla (1999) for a recent detailed review of the situation in India. 

59. 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 is the peculiar legal nature of the "sales tax" 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). 

60.  An important distinction from the superficially somewhat similar system in Brazil is that there is no 
provision in India for rebating the CST in the importing state.  
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of the present system.61  As in Argentina, however, any reduction in the role played by 
origin-based taxes would obviously not be popular with “producing” states, which gain 
considerable revenue from the present CST.62 

 More generally, while there is obviously much to be said in favor of the TRC 
report’s “ideal” solution of a comprehensive VAT with the proceeds shared between all 
levels of government, it seems most unlikely that such an ideal will be soon attained. Any 
solution that requires, in effect, a complete restructuring of the intergovernmental finance 
system would be hard to achieve in most countries.  Moreover, without considerable and 
protracted efforts of analysis and persuasion, it is difficult to envisage any formula 
distributing the VAT proceeds that would likely prove acceptable in the absence of a 
much greater degree of homogeneity than prevails, or seems likely to prevail 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.63  
One outcome of this discussion was a recommendation (National Institute 1994) for a 
system of independent dual VATs.  State VATS were to be restricted to the retail stage, 
with the central VAT being levied only on manufacturers.64  Subsequent discussions 
between the states on replacing their sales taxes by VATs centered to a considerable 
extent on the issue of what to do with the CST as part of a move to a destination-based 
sales tax.65  Bagchi (1996), for example, suggested the CST be reduced to 2 percent, with 
the exporting state keeping half 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. 

62.It 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 this is 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), all 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 mostly 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.  

63. 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). 

65. For a review of some of this discussion, see Purohit (1995). 
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distributed “on an equitable basis” basically to finance a full rebate of the exporter’s tax 
by the importing states.  

 More broadly, Burgess, Howes, and Stern (1995) proposed a “dual VAT” as an 
intermediate option, on a base that is as harmonized as possible.  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 deal with interstate trade.  
In the long run, they suggested that the VAT should become purely a state tax, thus in 
effect replicating the EU situation. 

 In 1997, along the lines earlier suggested by Bagchi (1996), a committee  of state 
finance secretaries recommended that the CST should be reduced from 4 percent to 2 
percent, with half the revenues going to the exporting state and the other half 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 dual VAT with a 
nationally-determined base but independently-set federal and state rates.  Again, 
however, he was uncertain as to how to handle interstate trade, suggesting three possible 
variants: (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 state 
VAT only) on interstate sales.  In practical terms, he argued that the second of these 
solutions is most likely to prove workable. 

 While all this was going on, several states went ahead on their own and adopted 
some form of “state VAT.”  None of these systems had much success, however, in the 
absence of an adequate framework, and the leading “VAT” state, Maharashtra, 
subsequently abolished its much too complex VAT (which was essentially a “subtraction 
method” VAT for wholesale and retail value added).66  Over the last few years, much 
work has been done on how best to implement state VATs.  For example, a “model” state 
VAT law was drafted, although unfortunately it did not resolve the interstate trade 
problem.  In 1999, the “Union excise” – the central sales tax – although still essentially 
levied only on production, was changed to a form of VAT (CENVAT) at a basic rate of 
16 percent, with credits on capital goods to be spread over two years.   

 More importantly, in the same year all state governments agreed that they would 
introduce a VAT system to replace their existing sales tax systems.  The principal 
motivating factor appears to have been concern over an escalating “fiscal war” between 
states for tax base through competitive sales tax exemptions and the consequent erosion 
of revenues (Poddar 1999).  Following a scheme suggested by Poddar (1999), an official 
workshop on VAT suggested a so-called “prepayment system” 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 perhaps be called a “prepaid VAT” or PVAT, is an interesting 
alternative to the CVAT system discussed in Section 5 above.  Essentially, all registered 
sellers in any state would have to apply the tax applicable in that state to all sales (except 

                                                 
66 Kerala introduced a limited VAT in 1993, followed by Maharashtra in 1995. Both subsequently dropped 
the VAT features of their taxes, however.  Partial state VATs of various sorts were also introduced in 
Andhra Pradesh and Madhya Pradesh (Purohit 2000). 
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exports abroad) whether within or outside the state unless the buyer provides a 
certificate showing that he has already paid the applicable tax in another state.  Firms 
wishing to import goods from another state would thus in effect have to make two 
payments in order for the goods to be shipped by the out-of-state 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 sales if made within the state.   

 The PVAT system appears to have several important advantages in the Indian 
system.  First, 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 central government.  Third, it applies a destination-base sales tax.  Fourth, it fits 
in well with the existing payment system, under which payments are commonly made by 
bank-issued documents (challahs).  All that would be needed to implement a PVAT 
would be to require purchasers to supply two documents instead of one.  One would be 
the present challah (payment order to the firm) and the other would be a copy of the 
payment order to the state for the sales tax.  States already require documentation of both 
the origin of production and the location of consumption in order to verify inter-state 
trade.  The PVAT system simply adds to this the requirement of proof of payment of tax 
in the consumption state.  Finally, and importantly, this system would create incentives 
for both the exporting and importing states to police transactions.  Exporters would 
clearly be interested in verifying that in fact importing states did received the tax, and 
importers would equally be interested in ensuring that they were being paid the correct 
amounts of tax. 

 Although this system has not been definitively accepted, it appears that India is 
well on the way to introducing state VATS.  Initially, all states were to move to a VAT 
by 2000, but administrative 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 states have begun to implement some of the agreed 
preliminary measures, such as the uniformity of “floor rates” on particular classes of 
goods, but as yet there still does not seem to be any clear consensus on how best to deal 
with the problems of interstate trade.67   In 2000, the central government accepted a 
proposal by the National Institute of Public Finance and Policy and announced that 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 appears that the Union government 
will compensate states that lose as a result of these changes, although the details are not 
yet clear. 

 In addition, a VAT Council of States, consisting of all state finance ministers and 
chaired by the Union finance minister was established to coordinate all policy issues 
related to the introduction of state VATs.  A similar council was set up to deal the 
implementation issues.  There may still be some distance to go, and some important 

                                                 
67 Useful recent discussions of this and other issues may be found in Khadka and Shukla (1999), Rao and 
Aggarwal (1999), and Poddar (1999).  Again, it should be emphasized that the present brief account cannot 
do justice to the richness and complexity of the on-going debate on these issues in India. 
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issues in relation to interstate trade still remain to be resolved, but India, it seems, may 
at last be on the way to resolving its long-standing sales tax problems at least to some 
extent.68  Even those states (net interstate exporters) that gain from the present system of 
origin taxation through the CST seem sufficiently concerned with the threat of 
international competition in India’s recently opened economy to be willing to accept a 
move to a full destination-based sales tax system. 

Table 3 
Comparison of Some Features of Sales Tax Regimes 

 

 Canada – 
GST-QST 

Canada – 
HST 

Brazil Argentina India 

Good federal VAT Yes Yes No Yes No 

Federal VAT revenue 
to states  

No No Yes by 
revenue-
sharing 
formula 

Yes as part 
of general 
revenue-
sharing 

No 

State taxes on 
destination basis 

Yes Yes No No No 

State rate setting 
autonomous 

Yes No  Yes 
(except for 
interstate 
trade) 

Yes Yes 
(except 
for CST) 

Good administration Yes Yes No No No 

Good cooperation 
between central and 
state governments 

Yes Yes No No No 

 

 To further sum up the brief review in the last few sections of recent developments 
in some major federal developing countries, Table 3 summarizes what appears to be the 
current situation in India, Brazil, and Argentina, contrasting these countries with the 
GST-QST system in Canada on one hand and the HST system on the other.  On the 
whole, in India, as in Brazil and Argentina, any move to a decent VAT system with two 
levels of government applying independent VATs appears to require two preconditions.  
The first is a way to implement the destination principle on interstate trade.  This problem 
has already been discussed.  It appears to be technically resolvable when there is a high 
enough degree of intergovernmental trust and cooperation and relatively competent 
administration.  The difficulty is that these condition are hard to satisfy in most 
developing countries.  The second precondition is some means of compensating “losing” 
states for revenue losses implied by the transition.  Interestingly, neither of these 

                                                 
68 For a recent review of both central and state VAT issues in 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 sales tax system.  We shall 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 discussion of the Brazilian, Argentine, and Indian cases suggests, several 
important questions appear to remain open in this debate, including the compatibility of 
different systems within one country and the possibility of imposing a “virtual VAT” in 
situations in which no central VAT is in place.  Four such critical issues that seem central 
to further development in this area are mentioned here.69 

 
First, no one has a good way to deal adequately with the problem of interstate 

purchases by final consumers. In assessing these proposals in any particular setting, it is 
therefore critically important to have a clear idea of the share of trade that takes place 
between registered (or potentially registered) firms and that is subject to VAT.  In 
principle, this share will be affected by such factors as tax thresholds, administrative 
efficiency, the level of development of the economy, and the proximity of large cities to 
jurisdictional borders.  On the whole, it seems likely 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 almost everything else--in such countries. 
(including, interestingly, the United States, the last major hold-out against even a central 
VAT).  What this suggests is that the dual VAT may therefore be preferable to CVAT in 
developed countries, with the reverse holding for developing countries.   
 
 Second, all the academic participants in this discussion appear to agree that a single 
sales tax administration is preferable to dual administrations, and that, while it might 
even be feasible (as is in fact done in Canada) for that administration to be at the regional 
level, a single central administration would be best.  Unfortunately, policy-makers in 
most jurisdictions, and particularly in developing and transitional countries, seem less 
ready to agree to give up the ability to control jobs.  While a single administration should 
definitely be cheaper and more efficient, it should thus perhaps be emphasized that it 
does not seem to be necessary.  Nor, for that matter, is an absolutely identical tax base 
necessary, though it too would undoubtedly be desirable (and more so in the CVAT than 
in the dual VAT scheme).  As in Canada’s GST-QST system, a country might well be 
willing to pay the price of some degree of base variation–like that of maintaining two 
different administrations--in the interests of achieving political agreement.70 
 

Another important administrative issue that needs to be further explored is whether 
it might be possible to achieve the desired administrative effects with respect to interstate 

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

70 Even in Canada, of course, there are still five provinces in which there are separate provincial and federal 
sales tax administrations. 
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audit trails and so on through an agreement between states without the over-riding 
presence of a central VAT?  In principle, as McLure (2000) suggests, an interstate 
consortium could operate a CVAT system--or for that matter, as in the present EU 
system, a deferred-payment system--without either the additional revenue security 
provided by the CVAT mechanism or the additional enforcement possibilities provided 
by a parallel central VAT.  In practice, however, it is far from clear that states would have 
adequate incentives to participate in such a consortium.  Experience with interstate co-
operation in tax matters without the guiding hand of some overarching authority is not 
very encouraging.71    

 
The dual VAT approach obviously requires a central VAT–although perhaps one 

that collects no revenue--and some degree of information exchange and co-operation 
amongst tax authorities.  The CVAT requires more substantial agreement among 
participating states, some central (or agreed) limits on rates, and probably central (or 
consortium-based) operation of CVAT itself.  It also seems more dependent on rate and 
base uniformity than the dual VAT. 
 
 This comment leads immediately to a third question, namely, 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 
fate in any real-world situation of any of the possible redesigns of central-state or 
interstate taxation discussed here is thus likely 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 small provinces was made possible only by the agreement of the federal 
government to make a substantial revenue transfer to those provinces.  In Brazil and 
India, to mention only two prominent examples, one of the most difficult problems in 
designing and implementing a better sales tax system arises from the substantial revenue 
transfers involved.72  Obviously, 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 general fiscal positions 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 rational tax 
system seems likely to slide down more easily.  Again, as is so often true, the life of 
fiscal reformers seems likely to be much more difficult in developing countries than in 
such developed regions as Western Europe or North America. 
 
 Finally, recall that one of the major lessons of the Canadian experience is simply 
that not everyone has to follow the same path. In the end, something like the dual VAT 
approach, broadly interpreted, may turn out to be a viable compromise solution even in 
countries with relatively poor administrations.  It is, we think, important not to let the 

                                                 
71 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 Canada in 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 specialists to devise conceptually neat schemes to 
obscure the importance in the real 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 states.   

 
As the example of Canada shows, for instance, one can have both a dual VAT (as 

in Québec) and a “harmonized” (or “common”) VAT (as in several Atlantic provinces).  
Indeed, one can even have member states such as Alberta with no VAT at all, or other 
members (the other five provinces) with quite independent forms of sales taxation.  The 
Canadian system is complicated.  It lacks conceptual purity, and no doubt, violates some 
efficiency and administrative criteria, but it works.  Could the same be said for the CVAT 
approach?  Would CVAT work as advertised unless all the relevant jurisdictions took 
part?  Although the question needs closer study, at first glance the answer appears to be 
negative.  Even countries with relatively poor administrations like those for which the 
CVAT proposal was developed might therefore in the end wish to consider the dual VAT 
approach of essentially independent VATs in some states, perhaps combined with 
“shared” VATs in others as a possible alternative.  Although the acceptability of such 
asymmetric proposals will obviously vary from country to country, depending upon the 
extent to which such regional differentiation is acceptable, at the very least this important 
issue calls for further study and investigation.   

 
 

X.  WHAT MAY THE FUTURE HOLD? 
 

The debate on how best to design and implement a sub-national VAT is far from 
settled.  The final answer may turn out to be–not too surprisingly–that different contexts 
call for different solutions.  What a country can, should, and will do obviously depends 
on many factors.  Trade patterns, the location and size of the country and its subnational 
jurisdictions, the relative importance of “Business to Business” (B2B) versus “Business 
to Consumer” (B2C) transactions in the tax base, the quality of administration, the degree 
of trust and feasible coordination, the desire for local autonomy, the tolerance for 
asymmetry, the offsetting nature of equalization, the extent and nature of revenue shifts, 
and, not least, the existing sales tax structure–all these things will determine what 
happens.   The road to feasible subnational 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 subnational VATs, the countries discussed here are already much further 
down this path than a few steps.  
 

In striking contrast to how the fiscal world saw matters until very recently, the 
question of sub-national VATs is now definitely on the policy table around the world.  
We still have much to learn about this subject, but we have already learned much over the 
last decade—not least that the answers are more likely to lie in systems carefully 
“customized” for local circumstances rather than in any one uniform system.   
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