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Taxation of General Consumption:
Sales Tax (ST) and Value Added Tax (VAT)

» Value added tax (VAT): usually national

— Taxes at each stage of the production process which is then
passed through to the final consumer.

» Retail sales tax (RST): usually subnational (state or
local)

— Taxes are just imposed at the retail level on sales of goods or
services

» Excise taxes (topic of the next session)
— Taxes on consumption of specific goods



260960Qm:09:03060 03¢ 209560NaNE: - eeptgs (Sales
tax) & 008§3:000[5pdgs (Value added tax — VAT)

» 00582000008 (VAT): saqpe3andgt [godecontesnsod
— 0005005432808 03E:0EE0MMNEGE 650050003 ©20d:000 079qP0Rd
BRPP:
» coodBmreeplig: FaqpiandyC 639354 ([4pdsud/o3Eieaoo[dBr)3as08
— »SogdisC 0fesontagp: condaBeeptigopt comMndH0pd
PR
 3200:nSopdes (esnadmresioplaeagiegiognied)
— 200900500226 2MNEOPD:POD
0050p0a%:8em6d 6omedHpdTE P



Tradeoff between administration and efficiency
costs — taxing consumption
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Source: Carnahan. 2015, Taxation Challenges in Developing Countries
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Principles of Good Subnational Taxes

* Provide adequate revenue for state and local
governments more-developed areas of the country to
be fiscally autonomous.

* Impose fiscal responsibility at the margin on
subnational governments to finance the expenditures
for which they are politically responsible

« Only burden local residents in relation to the benefits
they receive from local services.
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A Completely Subnational Tax

Subnational governments can:
* Decide whether to levy the tax

+ Determine the tax base

» Decide the tax rate

* Administer the tax

+ Keep all the revenue collected

In the real world, most subnational taxes possess only one or two
of the above characteristics and the “ownership” of the levy may
be unclear.
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Local Retail Sales Tax

* Retalils sales tax used to be favored as a
subnational tax

« US: Arare case of state sales tax system

« Dominant trend: moving to VAT
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VAT Usually national, not local

» Desirability Issues:

— Sales tax or VAT is the key to central government finance in
most developing countries.

— Central governments are reluctant to lose any control over
sales tax/VAT.

— Possible loss of macroeconomic control
» Feasibility Issues:
— High administrative and compliance costs
— Problems arising from interstate/interprovincial trade

» Brazil's experience with subnational VATs
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Brazil's experience with subnational VATs

» Tax on Operations Related to the Circulation of Goods and on
Interstate and Inter-municipal Transportation and
Communication Services (ICMS)

» Specific features of Brazil’'s ICMS:
— Collected by the states
— Has many rates

* Problems

— Legislation regulating the ICMS varies from state to state, giving rise
to high administrative & compliance costs

— High level of evasion because of different rates imposed on intra-
state and inter-state trade

— Significant revenue only in states that are large producers of goods

— No or weak coordination among states.
15
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Canada: Dual VAT

* Québec Sales Tax (QST) and Federal VAT (GST)

— The rates of the two taxes are set independently by the respective
governments.

— Both taxes are collected by a single administration (Québec
Department of Revenue).

— Taxes on interprovincial sales from one business to another are
handled by a deferred-payment system.

+ Canada’s experience shows that it may be feasible to operate
a VAT at the subnational for large regional/state governments.
— Good tax administration
— High-degree intergovernmental trust
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VAT. Sharing between Central and Local
Governments

» State/local governments are entitled to share VAT revenues
with the federal/central government based on a sharing ratio

— China: 75% central and 25% provincial
— Vietnam: vary from province to province

+ Advantages
— Increase revenue and fiscal autonomy for subnational governments
— Reduce vertical fiscal imbalance
— Reduce tax wars

» Disadvantages

— State/local revenue is sensitive to changes in VAT policy by the
federal/central government

— Increased disparity among states/provinces
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Local Surcharge on National Sales Tax/VAT

» Surcharge on the central sales tax/VAT

— Pressure to develop a satisfactory revenue base for
state/local governments.

— Then federal/central government wants its state/local
governments to be both large spenders and less dependent
on grants.

— Practical solution: “Piggybacking” through surcharges
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