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By P. Guruge, Tax Consultant to
the Finance Ministry

he Value Added
Tax (VAT) is a tax
on value addition
in the process of supply-
ing goods and services.
Certain goods may be ba-
sic products while others
may have been processed
further before reaching
the final stage. The im-
port of goods is also con-
sidered as a component of
value addition. Such
_goads may be supplied
without further process-
ing or may be used as raw
materjals or semi-manu-
factured items which may
be processed further. In
the case of services it may
be difficult to identify
such different stages of
processing.
The basic feature of an
VAT, which is consid-

“ ered as a tax on consump-

tion, is the provision to
leave out consumption
outside the country. In
such a situation the ex-
port of goods or services
will not be subjected to
any tax. Its main feature
is to tax imports and to
axempt exports. This is
zplled the destination
-principle. In many cases
the exemption of exports
is effected through zero-
rating. There can be other
variations as well. A
country may tax exports
and exempt imports. This
is called the origin prin-
ciple. In such a situation
the tax will fall on the
production and not on
the consumption.
The value addition may
‘be computed by using the
“addition” method or the
‘subtraction” method.
he addition method
oqis the sum total of
faf income. The sub-
400 method can be
g‘%{éed into two sub cat-
egories:

. (a) Value subtraction

" Inthiscase the value of
urchases is deducted
om the value of sales

and the tax rate is applied

to_the balance. This re-
guires completed ac-
counts on sales and pur-
chases. This method is
used in Japan to calculate
the tax.

{(b) Tax subtraction or
tax credit method

In this case the tax on

urchases is deducted
rom the tax on sales.

Sometimes this method is

called “invoice” method

since the invoices are

" used as base documents.
Many countries use this

method of calculation,
. The treatment of capi-

tal godds is also an impor-:

“tant aspect of this calcu-
- lation. If a “consumption

type tax” is to be imple-
mented the tax on capital
goods should be elimi-
nated. This is done by
giving full tax credit for

erstan

capital goods. However,
such credit may be lim-
ited to the amount depre-
ciated each year. In such
situations the tax credit
on capital goods will be
distributed over a number
of years. This method is
called “income” type tax.
Ifno deduction is allowed
on capital goods such tax
is called a “gross prod-
uct” type tax.

Now let us consider a
particular model and ex-
amine how it works.

Destination principle,
tax credit or invoice
method, consumption

type:
§ince the tax will fall
only on local con-
sumption, the goods/ser-
vices consumed outside
the country will be zero-
rated. Since it is a con-
sumption type tax full
credit will be allowed on
all capital goods. The tax
on value addition will be
ascertained by using tax
invoices. This is the most
important document in
the calculation of tax.
Each person who sup-
plies goods and services
will issue invoices show-
ing the value of supply
and the tax due on such
supply. If you take a par-
ticular sugplier the posi-
tion may be summarised

as follows:

Value Tax(10%)

Supplies - 5,000,000 500,000
Purchases - 3,000,000 (300,000)
Value

Added

Tax - 200,000

Thése {Jurchases may
a

be capital goods or non-
capital fgoods. If
1,000,000 of supplies are

exports then the tax on
such amount will be zero
and in such a situation
the value-added tax will .
be only 100,000. This will
clearly show that exports
or zero-rated supplies
will not contribute any-
thing towards the value-
added tax.

In practice due to vari-
ous reasons no country
collects VAT on the total
value addition. Due to
administrative, social or
economic reasons a por-
tion of value addition
may be exempted.

This can happen as a
threshold exemption
where the suppliers be-
low such limit need not
account for VAT or as

- specific exemption where
certain goods and ser-
vices have been ex-
empted. In Sri Lanka in
addition to both these ex-

-emptions a portion of

,Bwhqlasaleé' re,tia}il ;(;olcl:al‘
:buying and: selling) has
“been excluded fr”o%n the
tax base. '

Now let us briefly con-
sider a few other con-
sumption or manufactur-
ing taxes and compare
them with a VAT,

@ VAT in these co

(a) Manufacturer’s
sales tax: Here the tax
base is the ex-factory
price of the manufacturer
and the wholesale and
retail margins will escape
taxation. Further, it is dif-
ficult to distinguish be-
tween the intermediate
consumption and final
consumption.

(b) Wholesaler’s sales
tax: Here the tax base in-
cludes the wholesaler’s
margin as
the retailer’s
captured. In 15
the difficulty With¥egs
to the intermediate and
final consumption the
identification of pure
wholesale may also be
problem.

(c) Retailer’s sale tax:
Here the tax base is some-
what closer to a VAT
base. However, the main
difficulty in this type is
the administration. It is
very difficult to adminis-
ter a large number of
small retailers and as a
result tax evasion and
revenue leaks will take
place. The identification
of intermediate and final
consumption may also be
a problem.

(d) Turnover Tax: This
is the tax adopted by
mahy countries before
they introduced a VAT.
The main problem of the
turnover tax is the “cas-
cading effect” or the im-
position of tax on tax.

This tax gave much

needed revenue for many
countries including Sri
Lanka but the cascading
effect was a great threat to
the economic develop-
ment.

Implemented all over

oday there are about

120 big and small
countries around the
world implementing
VAT successfully. The
other important point is
that only five countries
have abolished this tax.
Out of them three coun-
tries have re-introduced it
with modifications. In re-
cent times the IMF has
also been instrumental in
propagating VAT. In
many structural adjust-
ment programmes, they
insist on the introduction
of a VAT.

Then certain other
countries that discussed
the introduction of VAT
have not done so up to
now. In USA there was a
big debate on this. In In-
dia they have introduced
so called “MOD-VAT”
which isreally not a VAT.
1 think the main problem
in the implementati:

o

is their federal structure.
In a federal structure it is
very  difficult to
harmonise the taxes be-
tween states and the cen-
tre. There should be an
acceptable arrangement

ding

rates will not ‘only con

the VAT system. T

of “fiscal federalism”
think this has b
achieved to a certain ex-
tent in Canada where
the{) have sorted out:
problems between t
states and the centre sat-
isfactorily. ;
Main Features of VA’
he value addition:is
calculated through an
indirect method by using
“output tax” and “input
tax”. Out};ut tax is the tax
chargeable on the sup-
plies made. Input tax i
the tax paid by the sup
plier on the acquisition
goods and services to
make such supplies. The
difference between these
two amounts is the tax on
value addition. There=
fore, the correct calcula-
tion of output tax and in-
put tax is crucial for the
VAT system. As e
plained earlier if the
credit system is adopted
the calculation of output
tax and input tax will be
done on the basis of rel-
evant invoices. That’s
why the tax invoice hds
become so important in
this method of taxation;
Another important as-
pect is the coverage and
the appropriate rates. of
tax. Nowhere in the
world has the total con-
sumption expenditure
been covered under VAT.
It is practically impos-
sible. However, maielgi
countries have reached
nearly 80 percent. of thg
private consumption: ex-
penditure under the
VATs. The limitation on
the coverage will depend
on the level of threshold
exemption, other specifi
exemptions and exclu-;
sions and probably on the
level of evasion. Y
The ap{vropriate rate
rates will depend on
coverage and the revenue;

the base may be 1/5 of the
total coverage. The
balance 4/5 of the
coverage will be at the 20
percent rate. '

Social reasons
hen, it will be impor
tant to determine the'

number of rates. Some

favour multiple rates fi
social reasons. Multip

plicate the tax admir
tration but also make
compliance difficul
Therefore, the best sys-

tem may be a single rate “gih
‘'system and if necessary:

63 countries have got
single rate systems and 26
countries two rates.

*Many countries try to

maintain the stgtu&(ﬁg oW

that prevailed beforg

o

T by adopting mul-
#hlc rates and a large
& mber of exemptions.
wever, many coun-
es, especially European
@luntries have realised
t by having multiple
es and more exemp-
ns they have not
hieved the expected re-
ts but their VAT sys-
ns have become com-
cated. Many countries
adopted VAT in the
t past have o

Bving multi
#Another important fea-
¢ in any VAT system
the exemptions and
o ratings.- The UK-has

opted bath exemptions
8d zero ratings for local*
psumption. But many

&y INcur some cos
compliance in many
s they enjoy ahidden
oW

nted for

ple rates.

bene'ﬁt.as wgll.

s -with

. v How- sary price increases. ,
ever, this will also de-  Another general issue %’Ods- Thtils _haslaflfg:fg
pend on the systems and raised by many countries t0© smooth 1mp'e

procedures adopted. The
so-called “self policing”
nature of a VAT will help
the tax administration to
‘agreat extent,

ki
A,vﬂ is its regressive
nature. Whether
is regressive has1o be ex-

amined:

was whether the VAT
will become a money
machine? (However, in
Sri Lanka we may not
worry about this) Since
the VAT will generate a
steady flow of revenue for
any government it is as-
sumed that a VAT will
create strong govern-
ments with a wide area of
control, Aver

VAT..
Another major

two distinct inv
concern about

e VAT

ressed

the context of

ou A major issue is the ex- . [8qUIF
\T, clusion of wholesale/re-
- tail activities froax the
VAT. In fact this exciv-
- sion i8 limited to-the lo-

erating - ystom:
Please twin w p

may b¥ &

‘goods and se:

adopted
short periods while cer-
_tain other countries en- . :
tered into agreements - register under VAT
major producers and. 42. Agricufturel

untries zero-rate only ement of regression can = ~ Previous Position Vat
onsumption outside 'be seen when one com- - 1.GreenTealeaves ' No Tix No Tax
ountry. pares the tax with the in- 2. Semi-processed rubber NSL 6.5% No Tax
he idea of zero rating. come of the consumers. 3. Latex N No Tax No Tax
to provide the goods That means those with 4. Coconuts o No'fex No Tax
d services entirely free lower incomes may be 5. Desiccated Coconut ~ NSL65% No Tax
tax. When the local paying more tax as ‘aH. 6 Vegetable (qt_her than potatoes, .
nsumption is also zero- centage of income than . onions and chilies) . - o NSL 6.5°/o No Tax
: those with higher in- 7.Fnits ] NSL 6.5% No Tax
‘comes. * noEE 8. Flowers NSL 6.5% No Tax
mption tax. It shouldbe However, the. VAT may 9. Cinnamon & spices NSL6.5% No Tax
ax on the consumption be less regressive than 10. Live animals
oods and services other consumption taxes (other than poultry) No Tax No Tax
thin the country. suchadsexcisedutiesand :
erefore, any zerorating turnover taxes, It may be 11, Unprocessed fish No Te:x No Tax
ould be limited to the appropriateto quote from - 12. Fire wood : NSL 6.5°/o No Tax
nsumption outside the the Taxation Commission - 13. Paddy and seed paddy NSL65 °/o No Tax
untry. Report-1990. -~ . 14 Rice &rice flour NSL 6.5% No Tax
“There is noconchisive 15, Wheat & wheat flour No Tax No Tax
-free evidence showingregres- 16/Eggs NSL 6.5% No Tax
n the other hand the sive incidence in the 17.Bread No Tax No Tax
exemption will not overall tax system; except  18. Liquid mik NSL 6.5% No Tax
ptirely provide tax-free perhaps in thearea of spe- 19. Infant Milk Powder NSL 6.5% No Tax
ods” as believed by cific indirect taxes such 20. Books NSL6.5% No Tax
ny. Depending on the -as excise duties. . 21.Kerosene N No Tax No Tax
ture otp exemption a The overall fiscal inci- 22. Bunker Fuei & Aviation Fuel NSL 6.5% No Tax
@rtain amount of tax will - dence tends to produce 23. Crude Petroleum Oil NSL 6.5% No Tax
included in the final progressiveresults in the 24.Financial Services including :
ce of such goods orser- Sti Lankan context, par-  Life Insurance, Agrahara ‘
es. That's why it is ticularly due tolarge cur- Insurance and Crop & . ,
d, “exemption meansa rent transfers including Livestock Insurance NSL 6.5% No Tax
er rate of tax”. There- subsidies to low income 25. Stamps NSL 6.5% “No Tax
e, the goods/servicesto groups”. - 26. Burials & Cremations NSL65% ~  NoTax
B exempted should be ~~ That was the situation 27 Housing ' ‘NSL 6.5% No Tax
Rlected very garefully. - under more regressive in-  28. Rentor Lease rent on houses - NSL 6.5% No Tax
far as possible the ex- direct taxes. 29. Pharmaceuticals & raw materials  NSL 6.5% No Tax
ption . “sheuld be ) 30. Ayurvedic, Unani, Siddha, - \
ted to the _con- inflationary Homeapathic Products & raw materials  NSL 6.5% No Tax
gmer items. If the ex- he next issue is 31. Recognised educational services No Tax No Tax
ption is given to inter- whether the VAT is 32, Library Services , NSL65% *  NoTax
diate goods/services inflationary. Since the 33. Public Passenger Transport No Tax No Tax
ile the final supply is - VAT in Sri Lanka will re- -
ble to tax, it may cre- place the existing GST 34. Electricity upto 30 kwh.permonth  No Tax No Tax
a “cascading” effect and NSL in a revenue 35 Healthcareservices No Tax NoTax
d as a result there may neutral manner the infla- 38, Medical machinery. Surgical. S . ‘
a price increase, tionary impact may not instruments, medial and dental ;
inally, I wish to touch be there. There may be a  equipment and-ambulance NSL 6.5% No Tax
I two other important change in relative prices 37. Adificial limbs, cfuiches, :
fipects of a VAT. Notax- but not in the overall hearing aids, wheet chairs,
@hyer likes to pay tax. But  price level. The experi- surgical glows, contact
pme ta do not ence.of countries that in-  lenses, x
ind p treduced VAT to replace . can ,
more regressive con- gl
sumption taxes has indi- e
“cated that no consider- - No Tax
al - ableincrease in price lev- .
s'had taken place. How- No Tax

T ngd V
price controls for

‘cal buying and selling of
tion of a comprehensive

has arisen as a result of
invoicing requirements.
The law has stipulated

One to the VAT registered
persons and the other to
the normal consumers.
Many registered persons

comply
oty

ments huge a
tional costs have to be in-
cutred to change the op-

ed to all I mptions under VAT ‘
es an - - Newe -

issue

oices.
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