EFI1y

T.C.
MARMARA UNIVERSITY
EUROPEAN COMMUNITY INSTITUTE

COMPARISON OF VALUE ADDED TAX
IN EU AND IN TURKEY

MASTER THESIS
BY

PINAR ATES

MARMARA UNIVERSITY FACULTY
OF ECONOMICS,ECONOMICS DEPARTMENT,1996

SUPERVISOR

PROF.DR. ESER KARAKAS

ISTANBUL,1999



TABLE OF CONTENTS

L F ABB TION

INTRODUCTION

PART 1

TAXATION. T. ON E ED T

L1 TAXATION

L1.1 THE ALLOCATION FUNCTION OF THE GOVERNMENT

L1.2 DISTRIBUTION FUNCTION OF THE GOVERNMENT

I13 STABILIZATION FUNCTION OF THE GOVERNMENT

L1.4 TYPES OF TAXES

L2 VALUE ADDED TAX

12.1 TYPES OF VALUE ADDED TAX

122 METHODS OF CALCULATION

123 ADVANTAGES OF VALUE ADDED TAX

124 DISADVANTAGES OF VALUE ADDED TAX

L3 HISTORY OF THE STEPS TOWARDS VAT IN EU

13.1 INTRODUCTION OF VAT IN EU

132 OWN RESOURCES DECISION

133 A VAT FOR UNITED STATES

14 HISTORY OF THE STEPS TOWARDS VAT IN TURKEY

14.1 DEVELOPMENT OF TURKISH TRANSACTIONS TAX SYSTEM
14.2 INDIRECT TAXES SYSTEM BEFORE THE VALUE ADDED TAX SYSTEM
14.3 THE REASONS WHICH REQUIRED TRANSITION TO VAT

15 TAX HARMONIZATION

5.1 KIND OF APPLICATION OF TAX REGIME PRIOR 1993

152 KIND OF APPLICATION OF TAX REGIME AFTER 1993

153 KIND OF APPLICATION OF TAX REGIME AFTER 1997

154 DIFFERENT EFFECTS OF THE DESTINATION AND ORIGIN PRINCIPLES
15.5 HARMONIZATION OF RATES

15.6 PLACE OF VAT RATES TOWARDS A DEFINITIVE SYSTEM
PART 11

CO F H V. DED TAX LAW

1.1 COMMON RULES OF TURKISH VALUE ADDED TAX LAW
I1.1.1 SUBJECT OF TAX

1.1.2 TAXPAYER

I1.1.3 TAX RESPONSIBLE

11.1.4 THE EVENT CAUSING THE TAX

H.1.5 EXEMPTIONS

IL1.6 TAX BASE

11.1.7 DEDUCTION OF THE TAX

IL1.8 RATES

I1.1.9 ADDITIONAL TAX

- AR N B B

12

15
16
17
19
20
22
27

29
30
33

38
39
2

48

52
53

54
55
59
61
63



1.2 COMMON RULES OF EUROPEAN UNION VALUE ADDED TAX LAW 65

I1.2.1 THE SUBJECT OF TAX 65
I1.2.2 TAXPAYER 65
I1.2.3 TAX RESPONSIBLE 67
I1.2.4 TRANSACTIONS SUBJECTED TO TAX 67
11.2.5 THE PLACE OF THE TRANSACTIONS SUBJECTED TO TAX 69
I1.2.6 THE EVENT CAUSING THE TAX 70
11.2.7 TAX BASE 71
I1.2.8 RATES 71
I1.2.9 DEDUCTION OF THE TAX 72
I1.2.10 EXCEPTIONS 74
11.2.11 SOME DIRECTIVES AFTER 6™ DIRECTIVE 81
I1.3 COMPARISON 87
CONCLUSION 92

REFERENCES 94



LIST OF ABBREVIATIONS

CAP Common Agriculture Policy

CcCP Common Commercial Policy

CU Customs Union

EC European Community

ECSC European Coal and Steel Community
ECU European Union Currenct

EEC European Economic Community

EFTA European Free Trade Area

EMU European Monetary Union

ETA Expenditures Taxes Act

EU European Union

GATT General Agreement on Trade and Tariffs
GDP Gross Domestic Product

GNP Gross National Product

OECD Organization for Economic Cooperation and Development
SAD Single Administrative Document

UK United Kingdom

Us United States of America

VAT Value Added Tax



INTRODUCTION

First of all, in this section I would like to dwell on why I bave decided to choose comparison of
value added tax between European Union countries and Turkey. Also, I would like to talk about

major topics of the chapters.

Article 99 of the original EEC treaty provided for the Commission to consider the
harmonization of turnover taxes, excise duties and other indirect taxes in the interests of the
Common Market. The article was strengthened by the Single European Act to make such

harmonization mandatory.

European Single Market is the World’s largest domestic market. It has been responsible for an
increase in EU income of between 1.1% and 1.5% and for creation of between 300.000 and
900.000 jobs. There are still various barriers standing in the way of the Single Market. Europe
needs a better Single Market for more growth, more innovation and more jobs. A consolidated
and properly functioning Single Market will contribute to a successful enlargement. Single
Market is not simply an economic structure. At its heart 370 million people seéking for better
employment opportunities, improved living and working conditions. Individuals already enjoy
the right to move and work throughout the Union. As I mentioned above, there are still various
barriers standing in the way of Single Market. So, What could be done more to have a more
effective Single Market? So, Here are few items;

= Making the rules more effective

= Dealing with key market distortions

= Removing sector obstacles to market integration

= Delivering a Single Market for the benefit of all citizens

Now, I would like to give more attention to ‘Dealing with key market distortions’ which is
about tax barriers including value added tax affecting the Single Market adversely. Tax barriers
and distortions to the Single Market have not yet been tackled with sufficient determination.
Harmful tax competition increases Member States” difficulties in restructuring their tax systems
and delays progress towards a more coherent tax system within the Union. For example; The
current VAT system imposes an excessive burden on business and discourages cross-frontier
trade. The Council and Parliament are invited to adopt the proposals for the modernization and

a more coherent and uniform application of the tax together with the proposals to advance



administrative cooperation among Member States and to engage as quickly as possible in the
process of change to the radically simpler origin-based VAT system proposed by the
Commission. So, to have a more effective Single Market, one of the main strategic target is to
remove tax distortions and to create a common system for value added tax. In other words
harmonization of VAT among member countries is important to provide a coherent Single
Market. Value Added Tax was adopted in European Union on 17 May 1977 named as Sixth
VAT Directive. VAT is simply described as a general indirect tax on consumption.

Value added tax was adopted in Turkey on 1 January 1985. Value Added Tax have been
applied for 13 years in Turkey albeit there are still different questions about application and
scope of the value added tax. Also, in this aspect efforts to harmonize value added tax launches
to gain importance because of the fact that from the beginning of the establishment of European
Union, Turkey had efforts to become the full member of EU. So, I would like to compare VAT
between EU countries and Turkey in different aspects.

I would talk about ‘need for taxation’ like taxation and efficiency or in contrast excess burden
of taxation also in general 1 would talk about effects of indirect taxation.

Also, I would dwell on the history of VAT in EU and in Turkey in detail. For example; the
roots of the sales taxes can be found in ancient civilizations. The Romans applied a general
sales tax to goods sold in markets. They carried that system to Egypt, France and Spain and
_ sales taxation continued in these territories after the fall of the Roman Empire. Sales tax were
widely used in Europe during the Middle ages, especially in Spain and was introduced in
various countries under Spanish influence. The Spanish efforts to introduce in Netherlands a 10
Per cent sales tax led to Dutch revolt and independence of the Dutch provinces. In almost all
countries, introduction of these taxes related to trouble and sorrow. It is not exaggerating to
consider these taxes as the Germans call them ‘Kinder der Not” (Children of despair)'.

So, as we told above there was a kind of sales tax applied to goods like value added tax in
ancient civilizations. But, in this chapter I would talk about history of VAT since the
establishment of the EU.

I would launch to examine VAT in detail. For example, I would dwell on types of VAT,
specialities of VAT, advantages and disadvantages of VAT. VAT is really an interesting type



of tax because each person willing to continue his existence will be reached by the tax even
when he does not enjoy an income or possesses any wealth. In this chapter I would all discuss

these kind of arguments.

I would discuss tax harmonization issues. Tax matters were dealt with in general manner in the
Treaty of Rome although the harmonization of indirect tax rates was envisaged in Article 99 of
the treaty. Harmonization was seen as necessary to the extent that different national taxes could
create distortions in the free goods, services, persons, and capital. So, I could say that goods and
capital are more mobile across frontiers and therefore more sensitive to different tax conditions

applying in the member countries.

In the last chapter, I would compare VAT in many aspects between Europe and Turkey. Also 1

would discuss recent developments concerning VAT in Europe and in Turkey.

! Terra,B, Sales Taxation, Norwell 1988, p. 3



PART I

TAXATION, TAX HARMONIZATION AND VALUE ADDED TAX

1.1 TAXATION

In real world market mechanism alone can not perform all economic functions. Market failures
arise because markets may be imperfectly competitive, production may be subject to
decreasing costs etc... So, government policy is needed to guide and supplement these
limitations of the market mechanism. The economic functions of government can be divided
into three main categories. The first one is to overcome the inefficiencies of the market system
in the allocation of economic resources. The second is the redistribution of income and wealth.
Third, government has a role of balancing fluctuations in the economy. While government is
performing these economic functions, taxation has an important place. So, in this part I would

talk about the role of taxation

1.1.1  The Allocation Function of the Government
Two theorems exist in market economies. The first theorem dictates that competitive market

through the price mechanism leads to efficient allocation. The second says that if initial
efficient allocation is not achieved then governmental redistribution may again lead to Pareto
optimum. According to Pareto efficient no one can be made better off without at the same time
making at least one person worse off. And a properly working competitive economy generates a
Pareto efficient allocation of resources without any government intervention. But, competition
may not hold and all markets may not exist therefore allocation of resources is unlikely to be
efficient so government would intervene and enhance economic efficiency. And, these are the

major alternative techniques that the government can use to influence resource allocation.

e Public goods and services

In these goods one person’s consumption does not reduce the benefits derived from there by all
others. The same benefits are available to all, they are indivisible. National defense is an
example of indivisibility of a good. If it is once supplied at a certain level, it is jointly consumed
equally by every person in the society. Also, these goods are not priceable and individuals will
not pay a price to use a public good but will behave as free riders. Free riders would not

participate in service cost as a result cost of public goods should be financed by taxation.
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Semi public goods
Semi public goods are neither private nor purely public goods. In this type of goods we are
faced with the concept of externalities. There are two type of externalities. One is negative
externality which one’s consumption or production may harm or give damage to others
consumption or production like pollution, smoking etc.. In case of negative externalities,
government may impose excise taxes on goods so as to discourage their consumption or
production. For example, if someone is smoking in a room and effecting the roommate, then
this person’s private marginal cost of smoking is less than the social marginal cost because
he does not have to pay for the clean air he uses. The price of cigar which reflects its private
marginal cost is not correctly reflecting its social marginal cost. This example is a type of
negative externality. The other type is positive externality which one’s consumption or
production may benefit others consumption or production. One example of positive
externality is education. In case of positive externalities government impose subsidies to

lower the price of the service or good.

Public economic enterprises
These are publicly owned companies which produce private type goods. In this case the
government is directly involved in the provision of private or marketable goods because
private' sector does not provide the optimal amount of these goods and services. The main
reason of this happening is natural monopolies. In a monopoly case there is only one firm in
the market and entry is blocked and they increase the price above marginal cost. As a result
of this event, government may charge a price for these goods and services that is lower than
the average cost and the deficit will be covered from general tax revenues. In this way social

welfare will be maximized and change in consumer surplus is shown on following graph;

Quantity

X1 X2
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As shown on the above graph, after the government intervention the price has fell and as a
result of this the consumption of the individual has increased. Thus, consumer surplus would
be larger which resulted with a new area called plabp2. The amount by which the sum that
individuals would have been willing to pay exceeds the sum they actually have to pay is called

consumer surplus.

After I talk about consumer surplus, from now on I would tatk about excess burden of taxation
on a graph.
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As shown on the graph, consumer surplus is measured by the area between the demand curve
and the horizantel line at the market price. I assume that social marginal cost is constant at P1
so the supply curve is the horizantal line marked Sb and Q1 is consumed. Consumer surplus is
area between the price and the demand curve is aih. Then, suppose that a tax is levied and the
new price would be P2, the supply curve would be Sbl. Supply and demand now intersect at
output Q2. These are the following characteristics of the new equlibrium,;

e Consumer surplus falls to the area between the demand curve and Sbl; agf In here there is
excess burden which consumption of the commodity is decreased and this shows loss of

welfare from the side of consumers.



e The tax revenue is showed on the rectangle gfdh. Also, government would use these taxes
to produce other publis services in other words some factors of production would be left
free as aresult of the decrease in production.

e  The sum of post tax consumer surplus and tax revenues collected which is the area hafd is
less than the original consumer surplus which is the ahi. So, the excess burden of taxation is
the triangle which is called fid.

1.1.2 Distribution Function of the Government

Government must take redistributive measures to make society achieve acceptable income
distribution. The aim of government is to obtain a more equitable distribution of income in
society. The distribution function of government is based on two views; Utilitarianism and
Rawisianism. The Utilitarian view tells that government’s role is to maximize total societal
utility. And, the maximin criterion tells that social welfare depends only on the utility of the
person who has the lowest utility. Government can be effective in the redistribution of income
through its policies of taxation and expenditure and through its macroeconomic policies to
promote growth and full employment. Government could do these by two different ways. One
is government can take income from some individuals by taxation and transfer it directly to
others who are poor. This procedure is called a tax transfer mechanism. Also, many
government policies alter distribution in an indirect way. Governments collect taxes and make
certain expenditures with these revenues. These sources are allocated to provide public goods
and services to all individuals in society. In this way government provides merit goods which
are the goods the government forces individuals to consume because they generate positive
externalities such as elementary education. For example, education programs do not directly put

money into poor persons’ pockets but they increase their chance of earning higher wages.

1.1.3 Stabilization Function of the Government

Economic stability means that total resources and total expenditures are in equilibrium that is
aggregate demand is equal to aggregate supply. But, after the great depression the it is
understood that the government should take measures to maintain stabilization in a country.
When aggregate supply is larger than aggregate demand, a deflationary gap would occur. When
aggregate demand is larger than aggregate supply, an inflationary gap would occur. In these
conditions, the government should take an active role in reducing aggregate demand in

inflationary periods and increasing it during recessionary periods. In an inflationary gap case,



the government would decrease government spending or increase tax revenues. In case of

deflationary gap, the government increase expenditures or reduce tax revenues.

.1.4 TYPES OF TAXES
In this section I would like to talk about the classification of taxes. First of all , if the tax is

actually assessed on and collected from individuals who are intended to bear it , it is called a
direct tax. On the other hand , value added tax is collected from all businesses involved in the
production and distribution of a good for a final consumer. Therefore this tax on consumers is
collected from all businesses is called as an indirect tax.

Historically speaking , in EU there existed four types of sales or turnover taxes : the cumulative
multi-stage cascade system ( operated in West Germany until the end of 1967 , in Luxembourg
until the end of 1969 and in the Netherlands until the end of 1968 ) in which the tax was levied
on the gross value of the commodity in question at each and every stage of production without
any rebate on taxes paid at earlier stages ; value added tax , which was operated in France since
1954 where it is known as TVA ( Taxe sur la Valeur Ajoutee ) which is basically a non
cumulative multi-stage system ; the mixed systems ( operated in Belgium and Italy ) cumulative
multi-stage systems that were applied down to the wholesale stage, but incorporated taxes
which were applied at a single point for certain products and finally purchase tax ( operated in
the United Kingdom ) which was a single stage tax normally charged at the wholesale stage by
registered manufacturers or wholesalers which meant that manufacturers could trade with each

other without paying tax. >

* Agraa,E. Economics of the European Community , Cambridge Press ,1990, p.271



So as mentioned above in contrast to single stage levies like manufacturer’s tax , wholesale tax

and a retail tax multiple stage levies cover more than one stage of production and distribution

process. Multiple stage levies can be divided into;

*

*

%

*

Cumulative all-stage levies
Non-cumulative all stage levies (VAT)
Cumulative dual stage levies

Non-cumulative dual stage levies

Also in general classification of taxation is shown below

Direct -
Taxes [ndirect
Taxes
Specific| |Current Fapte
Ad Valorem
multi rate
Poll Inheritance Wealth
Tax Tax Taxes
Value Added
Tax
Generally Generally
Progressive Proportional
lIncome Tax I
|Corporation Tax | [Capital Gains
Tax

* Figure 1 Classification of some important Taxes

Ad Valorem
and Specific

Excise
Dutics
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It is possible to classify taxes in many different ways. Like classification is used by the
Organization for Economic Cooperation and Development. (OECD , 1976)

1000 Taxes on goods and services
1100 Taxes on the production , sale , transfer , leasing and delivery of goods and
rendering of services ,
1110 General Taxes
1120 Taxes on specific goods and setvices
1121 Excises
1122 Fiscal monopolies
1123 Customs and import duties
1124 Taxes on exports
1125 Taxes on specific services
1126 Other Taxes
1200 Taxes in respect of ownership and use of , or permission to use , goods or to
perform activities
1210 Recurrent Taxes
1211 Paid by households in respect of motor vehicles
1212 Paid by others in respect of motor vehicles
1213 Paid in respect of other goods
1220 Other Taxes
2000 Taxes on income , profits and capital gains
2100 Paid by households and institutions
2110 On income and profits
2120 On capital gains
2200 Paid by corporate enterprises
2210 On income and profits
2220 On capital gains
3000 Social security contributions
3100 Paid by employees
3200 Paid by employers
3300 Paid by self-employed or non-employed persons
4000 Taxes on employers based on payroll or manpower
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5000 Taxes on net wealth and immovable property
5100 Recurrent taxes on net wealth
5110 Paid by households
5120 Paid by corporate enterprises
5200 Recurrent taxes on immovable property
5210 Paid by households
5220 Paid by enterprises
5230 Paid by institutions
5300 Non-recurrent taxes on net wealth and immovable property
5310 On net wealth
5320 On immovable property
6000 Taxes and stamp duties on gifts , inheritances and on capital and financial transactions
6100 On gifts and inheritances
6110 Gifts
6120 Inheritances
6200 On capital and financial transactions
7000 Other taxes
7100 Paid solely by enterprises
7200 Other

Table 1 OECD classification
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1.2 VALUE ADDED TAX
The EU countries levy a comprehensive tax of this sort on all transactions whether at the retail,

wholesale, or manufacturer’s level called the value added tax (VAT). Value added is the
difference between the value of factor services and materials that the firm purchases as inputs
and value of its output. The VAT is an indirect tax because it depends on the value of what is
made or sold not on the wealth or income of the maker or seller. Thus, two self-employed fabric
designers, each with a vale added of 50.000 $ in terms of designs produced and sold, would pay

the same VAT even if one had no other source of income while the other was wealthy.

Goods are produced in several stages. Consider a simple model of bread production. The farmer

grows wheat and sells it to a miller who turns it into flour. The miller sells the flour to a baker

who transforms it into bread. The bread is purchased by a grocer who sells it to consumers.

Farmer : 0

Miller 400 700 300 60
Baker 700 950 250 50
Grocer 950 1,000 50 10
TOTAL $2,050 $3,050 $1,000 $200

« Table 3- Implementation of a value added tax’

Column 1 shows the purchases made by the producer at each stage of production. Column 2
indicates the sales value at each stage. For example; the miller pays $400 to the farmer for
wheat and sells the processed wheat to the baker for $700. The value added at each stage of
production is the difference between the firm’s sales and the purchased material inputs used in
production. The baker paid $700 for the wheat and sold the bread for $950 so the value added is
$250. The value added at each stage of production is computed by subtracting purchases from
sales, shown in Column 3. A VAT is a percentage tax on value added applied at each stage of
production. For example; if the rate of the VAT is 20 percent, the grocer would pay $10 which
is 20 percent of $50. Column 4 shows the amount of VAT liability at each stage of production.
The total revenue created by the VAT is found by summing the amounts paid at each stage and

equals $200. The identical result could have been generated by levying a 20 percent tax at the

T8, VOKSENGERETIv
DOKBIMTTAS VUK uumrﬂ{[l!
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retail level that is by a tax of 20 percent on the value of sales made to consumers by the grocer.

In essence, then VAT is just an alternative method for collecting a sales tax.*
121 TYPES OF VALUE ADDED TAX

0 GNP Type

In this type of tax we could assume that all final goods and services produced and sold during a
given period. The tax would be applicable to both consumer and capital goods. It would be paid
by the seller when the product was sold to its last purchaser whether a consumer, a firm which
adds to its inventory or a firm which purchases capital goods. With a GNP of $4 trillion and 5
percent tax would yield $200 billion. The same would be attained by using value added
approach taxing each seller at a rate of 5 percent value added. For example; gross receipts
minus the cost of purchasing intermediate goods from prior producers in the production line.
The tax base at each stage would therefore equal to depreciation, wages, interest, profits and
rent. Tt would be the most comprehensive form of value added tax and referred to as a value

added tax of GNP type.

0 Income Type

A second type of VAT is the income type. The term income type is given to this version
because the total base of this tax is equal to total personal income. This type of VAT requires
the calculation of depreciation. The VAT of the income type therefore differs from the
consumption type in that the former permits the firm to deduct depreciation while the latter

permits it to deduct gross investment.

0 Consumption Type

In consumption type; could be imposed in one of three ways, namely, a flat rate consumer
expenditure tax; a retail sales tax; or a tax on incremental value added in the production of
consumer goods. The last method is referred to as the consumption type of value added tax.’ In
this type all purchases for use in production including purchases of durable capital goods are
deductible in calculating a firm’s added value. Also, the tax is limited for purchases for
personal consumption purposes if there are no exemptions, the total tax base equals to total

personal consumption expenditures.

3 Rosen, H. Public Finance, R.R. Donnelley & Sons Company, 1995, p. 481
* ibid, p.480
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eIllustration of Value Added Tax Bases®

In this table; the consumption base shown in Line 10, is computed for each firm by taking total
sales receipts (Line 4) and deducting the purchase of intermediate and capital goods (Line 6 and
Line 9). The income base shown in Line 11, is computed for each firm as sales (Line 4) minus
the cost of intermediate goods and depreciation (Lines 6 and 7). The GNP base, shown in Line

: Musgrave, R, Public Finance in Theory and Practice, Mcgraw Hill Book Company, 1989, p.401
ibid, p.402
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12, finally equals total sales (Line 4) minus the purchase of intermediate goods (Line 6).
Adding the bases for the three firms, we obtain the base for entire economy as shown in last
column. The total bases in turn equal to the values of consumption, national income, and GNP

as defined in the national income accounts.

.22 METHODS OF CALCULATION

There are three methods of assessing VAT. Two of them are direct methods like the subtraction
and addition methods and the other is indirect method called the tax credit method. The tax

credit method is superior to other methods in terms of application and enforcement.

A) The Subtraction and Addition Methods

The subtraction method purchases of produced goods and services are subtracted from the
figure of sales during a period. The major objection to this method is that the final tax burden
can not be calculated when exemptions or rate - differentiations are in use. Each producer or
distributor of a certain product can calculate his added value and tax due based on the
applicable rate. The tax burden on final product is not certain. So, there is no relation between
tax rate and final price.

The addition method involves the addition of the sum of all elements like wages, rent, interest,
profit. Profit reflects a capital depreciation allowance, the method is suitable for an income type

of value added tax and not for a consumption type.

B) The Tax Credit Method

The tax credit method or invoice method is used for assessing VAT. Each firm is liable for tax
on the basis of its total sales, but it can claim the taxes already paid by its suppliers as a credit
against this liability. For example; the baker is liable for taxes on his $950 in sales, giving him a
tax obligation of $190 (= .20%¥$950). However, he can claim a credit of $140 (the sum of taxes
paid by farmer and miller), leaving him a net obligation of $50. The catch is that the credit is
allowed only if supported by invoices provided by baker and the miller. This system provides

an incentive for the producers to police themselves against tax evasion.
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Three major advantages can be attributed to the credit method,

¢ First, this method is universally used in other countries.

e Second, the other forms of calculating because of necessity require the use of annual tax
paying period rather than a monthly or quarterly basis like in the tax credit method.

e Third, the tax credit method makes an important contribution to enforcement of value

added tax, but also can be used by taxing authorities for income purposes.

1.2.3 ADVANTAGES OF VALUE ADDED TAX

There are many advantages of value added tax so I would examine from different point of
views like fiscal advantages, economic advantages, psychological advantages. Firstly, it is
easy to raise the VAT rate if additional revenue is needed also VAT is less fluctuating source
of revenue. Also, even a relatively low rate will yield a relatively high revenue. Moreover, the
VAT can spread its burden over the widest possible range of goods and services, and so make
avoidance less possible. The VAT’s self-enforcement is believed to minimize abuse and it is

one of the tax’s attractive features.

The other advantages of VAT is as follows;

e VAT is fostering capital information.

o It can be used as an instrument to influence production and consumption.

e A temporary increase of VAT could be expected to exert a greater dampening effect upon
the economy than a temporary increase in income tax. Because income tax is paid out of

savings not like VAT paid consumption and income tax would be collected later.

Also, in times of depression, lowering of VAT rates, will lead to an increase in demand. It
seems clear that prices will go down, given a lower demand when rates are reduced. But, how
long the lower prices will hold out? Under these circumstances, reintroduction of regular VAT

rates will result in an additional inflationary effect.

An example of this is the Dutch experience of the introduction of an exemption of turnover tax
on textiles in 1955. This exemption served as a compensation for a rent increase. Initially, the

exemption indeed resulted in a favourable effect on a housekeeping budget. A short while later
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the textile producers decided that the exemption was also meant to profit them. The greater
demand following from the price reductions was used to increase the prices to the previous

level. Now two parties regret this; the housewives and the revenue, with the prices.’

o Finally, VAT improves trade balance because of the fact that VAT can be rebated on exports

and levied on imports.

1.2.4 DISADVANTAGES OF VALUE ADDED TAX

First of all, VAT taxes lower incomes more heavily so it is not a social tax. Two measures are
applied to influence the regressivity. One is introduction of exemptions or zero rates, the other

is introduction of higher rates.

Also, the name of VAT can be misleading. For example; a commodity can be purchased in a
tax period but it need not be sold in the same period so it would take time before the purchased
goods will be sold. Nevertheless, input tax shown on the invoices in that period is deducted.
Tax can be deducted immediately at the moment it is charged on an invoice. It is also possible
that the moment of deduction is even before the actual payment of the bill. Also, within the
chain of production and distribution VAT does not influence the price of goods and services.
Hence, one entrepreneur is charging and the other will deduct it at the same time. So, VAT does

not raise the cost price.

In a given tax period, A purchases the following;

Merchandise 10.000 VAT %10 =1000

Services 4.000 VAT %10 =400

Electricity 1.000 VAT %5 =50
Input VAT 1450

In this example; A sells for 20000, the applicable VAT rate is 10 percent and VAT due on sales
is 2000. Since, A may deduct 1450, 550 is payable in taxes. The total input was 15000, value
added was 20000 minus 15000 = 5000. Therefore, tax should have been 10 percent over 5000 =

7 ibid., p.40
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500. In reality, 550 had to be paid. The amount of electricity company paid less, A will have to
pay more. This is called recouping effect. From this effect, it could be told that the rate at the
last stage of distribution chain is decisive of the tax burden.
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1.3 HISTORY OF THE STEPS TOWARDS VAT IN EU

First of all, I would like to launch from the beginning of the creation of EU and going towards
to value added tax. In order to provide balanced trade and fair competition, Belgium, France,
Germany, Italy, Luxembourg and Netherlands signed a Treaty in Rome on 25 March 1957
establishing the European Economic Community (EEC). At the same time the Treaty
establishing the European Atomic Energy Community (Euratom) was signed whereas as early
as 1951 the Treaty Instituting the European Coal and Steel Community (ECSC) had entered
into force. Then, Denmark, Ireland, and the United Kingdom joined the Community on 1
January 1973.® And, also step by step the other countries joined to reform the Community. The
main aims of the Union are;

e Free movement of goods, services, capital, persons.

The abolition of obstacles to the right of establishment of businesses and employment.

To provide fair competition.

The abolition of national customs duties and harmonization of the sales tax and other major

indirect taxes.

Article 2 of the EEC-Treaty states the economic and political objectives of the Community. To
achieve these objectives, the better way is to establish a common market. Article 9 of the EEC
Treaty provides the Community will be based upon a customs union, covering all trade in
goods including the prohibition of customs duties between Member States on imports and
exports and all charges having equivalent effect. Secondly, I would like to define some
important terms which are the major steps of the European Union. In a free trade association,
there is no common tariff of import duties, only goods originating from Member States are not
subjected to import duties. In a customs union, whole customs legislation has been
harmonized, also the other taxes due to importation are harmonized. In an economic union,
customs union is strengthened by free movement of persons, services and capital and in
economic union a-common commercial policy is defined. In order to establish and maintain the
customs union various steps have to be taken,

e Customs duties and similar charges on trade between Member States must be abolished.

e A common outer tariff has to be established.

¢ Quantitative restrictions and measures having equivalent effect between Member States

have 10 be eliminated.
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e A whole range of supportive legislative provisions is necessary for the application of a
common customs tariff and a common commercial policy has to be adopted as a matter of
community policy.

e Provisions must be made in respect of internal taxation, taxes which influence the

movement of goods between Member States.

And, finally Treaty calls for a regulation of internal taxes that influence intra~-Community
trade. Regulation of these taxes is essential to the creation of a customs union as all other
earlier mentioned provisions. This is because internal commodity taxes have the potential to
hinder international trade as effectively as customs duties and non-tariff barriers in the field of
customs law. Normal import duties discriminate against import products. They produce
revenue but essentially they are imposed to protect the home produced products. Article 17 of
the EEC-Treaty calls for the abolition of customs duties of a fiscal nature, but the Member
States retain the right to substitute an internal tax which complies with the provisions of
Article 95 of the EEC-Treaty governing internal indirect taxes. A turnover tax, a general tax
on consumption and other specific consumer taxes such as excises are examples of

permissible internal indirect taxes.’

1.3.1 INTRODUCTION OF VAT IN EU

The value added tax is not a new phenomenon. Wilhelm Von Siemens is often credited with the
first proposing the tax for Germany in 1919, under the name ‘Veredelte Umsatzsteuer’ an
‘ennobled turnover tax’. As early as 1921 Thomas S. Adams suggested in the form of a

business taxation, as a substitute for the US corporate income tax.}°

Article 99 of the EEC Treaty is concerned about the harmonization of indirect taxes and
according to this article in 1960 the Commission appointed three working groups. Working
group I charged with the task of researching the possibilities of harmonizing the turnover taxes
in the EEC and this also appointed three study groups: subgroups A, B and C composed of
experts from Member States and Commission. The findings of these working groups were
published as the so called ABC-report. Also in 1960, the Commission appointed the Fiscal and

Financial Committee. Both of two recommend that Member States abolish cascade tax and

® Terra,B. Sales Taxation, Norwell, 1988, p.51
° Terra,B. Sales Taxation, Norwell, 1988, p. 65
9 ibid,, p. 67
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adopt the value added tax system. The report of the Fiscal and Financial Committee chaired by

Professor Fritz Neumark from Germany summarized the defects of the cascade turnover tax.

The Neumark Report also did not consider the retail tax as a suitable alternative. The EEC

Commission accepted the findings of the ABC and Neumark reports and proposed in a draft

Directive, the harmonization should proceed in three stages;

= In first stage; within four years of the Directive, Member States would abandon their multi
stage cumulative turnover taxes and replace it by a non cumulative system.

= During the second stage; ended on 31 December 1969, the non cumulative systems should
be replaced by a common value added tax system.

= The last stage; for which no time limit was mentioned, should lead to the abolition of intra

Community tax frontiers.

1.3.1.1 THE FIRST DIRECTIVES OF VALUE ADDED TAX

The first directive instructed the Member States to replace their present turnover taxes not later
than 1 January 1970. In first directive of the second article the definition of common value
added tax was given. According to the definition of this article; common value added tax is a
general consumption tax that consists of supply of goods and provision of services. In this
directive, the goal of the harmonization of the turnover taxes were told to levy taxes on imports

and not to reclaim VAT on exports.

In second directive; which was established in same year, general structure of common VAT
was defined and related regulations were established. In this directive these points were set out;
¢ More importance must have been given to the tax rates.

0 Zero rates could be the reason of some difficulties but in this directive Member States were
left free to identify the tax rates.

¢ The studies which provided common private system about the delivery of agricultural goods
have been launched.

0 Second directive have given general rules for mentioned like, the tax subject,
implementation area, taxable person, tax assessment, export exemption, deductions and
structure of declaration."!

¢ Member States could have done private regulations in order to simplify tax system and to

avoid tax fraud.

" Vergi Diinyasy, Say1 181, Eyliil 1996, p.12
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o Member States could have done private regulations in order to implement VAT for small
undertakings.

o Member States could have taken permanent precautions while implementing VAT.

Adoption of national legislation to implement first and second directives did not cause serious
difficulties in most Member States. Germany implemented the obligations set forth in the
directives, the new system entered into force in 1968. The tax was introduced in Netherlands at
the beginning of 1969 and in Luxembourg one year later. Major difficulties were encountered
in Belgium and Italy. In Belgium, the main problem was the fear that introduction of a new tax
would have serious budgetary repercussions. Also, in Italy introduction of a new tax met
serious difficulties. A third directive extended the deadline for implementation of the First and

Second Directive until 1972. The Belgian value added tax came into force in 1971.

o Direct and indirect taxes, central government'?

In this figure, I would like to show the comparison of direct and indirect taxes from 1880. This
figure shows that indirect taxes still contribute more than direct taxes to total central
government revenues. However, the relative importance has diminished falling from %68 of

total revenues in 1880 to %51 in 1989.

1.3.2 OWN RESOURCES DECISION

The further harmonization was the Council of Ministers’ decision of 21 April 1970 regarding
the replacement of financial contributions from the Member States by the Community’s own
resources. The milestone decision in 1970 to replace national contributions with the
Communities’ own resources made provision for three sources of revenue:

+ Levies on agricultural and sugar trade.
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« Customs duties on trade with third countries.
« Resources accruing from a proportion of VAT not more than 1 percent on the basis of a

uniform VAT base throughout the Community.

Own Resource System 1970 1. Customs levies and duties

2. Agricultural levies and sugar levies

3. VAT contributions up to a ceiling to 1

percent

Fontainebleau 1984 1. and 2. as above

3. VAT call up rate raised to 1.4 percent

Delors I 1988-92 1. and 2. as above

3. Maximum VAT rate maintained at 1.4
percent but capped at 55 percent of GNP for
all Member States.

4. Topping up resources calculated on the

basis of GNP.

5 Revenue limited to ceiling of 1.2 percent of
EC GNP

Delors IT 1993-99 1. and 2. as above

3. Maximum VAT rate reduced to 1 percent
and capped at 50 percent for cohesion States
from 1996

4. Topping up based on GNP
5. Revenue limited to 1.27 EC GNP

« The evolution of own resources

Agricultural levies and customs duties are regarded as traditional own resources because they
arise from Community policy instruments - the Common Agricultural Policy and the common
commercial tariff, Because, it was recognized that these sources of revenue would not on their
own be sufficient to finance Community expenditure, an additional source of revenue - up to 1

percent of VAT was required. By 1975 the traditional own resources were fully transferred to

12 Barro.R. European MacroEconomics, Mac Millan Press, 1994, p.324
131 affan.B. The Finances of the EU, Macmillan Press, 1997, p. 38
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the Community but it took until 1979 to get agreement on a harmonized VAT base. I would like

to dwell on these revenues which have produced own resources.

A) Levies and Contributions under the Common Agricultural Policy

By the decision of 21 April 1970, reiterated in the Decision of 24 June 1988, the resources
assigned to the European Communities are the levies, premiums, supplementary or
compensatory amounts, additional amounts or items and other duties established at present or in
the future by the institutions of Communities in respect of trade with non member countries,
within the framework of common agricultural policy, and any contributions and other duties
established within the framework of the common organization of the markets in sugar. These
are community resources by their very nature, since they result from the operation of the
common agricultural policy. They have been described by the Commission as ‘traditional’ in
order to distinguish them from VAT. This term has generally accepted.'*

Agricultural levies are taxes imposed on imports of agricultural products from non member
countries covered by a common market organization in order to offset the difference between
world prices on foreign markets and Community prices. The other revenue from the common
agricultural policy consists of contributions and other duties imposed within the framework of
the common organization of the markets in sugar. These two revenues are the traditional own

resources of the Community arising from common agricultural policy.

B) Customs Duties

Customs duties are listed second in the Council’s Decisions of 1970 and 1988 whereas in
Treaty of Rome they are listed as the first resource to finance the expenditure of EU. The
decision provides that the duties imposed under the Common Customs Tariff and any other
duties imposed by the institutions of the Communities at present or in future on trade with non
member countries are to be assigned to the Communities. They are derived from the application
of the Common Customs Tariff to the customs value of goods imported from non member
countries. Their use to finance the common expenditure results logically from the free
circulation of goods within the EU. Their share in the financing of the Union is decreasing like

that of the agricultural levies.
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C) VAT Contribution

In addition to customs duties and agricultural levies, a third revenue which was accruing from
VAT by applying a rate not exceeding 1 percent has been decided to be applied. Firstly,
although the Community may impose a rate up to 1 percent of the harmonized common
assessment base, this percentage is not added to national rates. The product in fact is deducted
from national VAT receipts by each Member State and paid over to the Community. The
taxpayer who pays VAT is frequently unaware of what is happening. Secondly, there were two
alternative methods for determining the assessment base during a transitional period, either
which could be selected by a Member State: the returns method which is the only method of
determining the value added but involves certain administrative difficulties, and the revenue
method which is a statistical method. The choice was left to the Member States because the
Council did not accept the first method as the only method. Finally, the payments were made in

monthly installments.

It should be observed that the percentage of VAT allocated to the Community has the character
of an own resource in that it is paid automatically each month to the Community’s account in

the Member States.

4th Resource
29%

Agncultu

Customs 51%
17%

e Composition of own resources in the 1995 budget"

' Strasser,D. The Finances of Europe, p.88
!5 Laffan,B. The Finances of the EU, Macmillan Press, 1997, p.42
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Traditional own resources are inflexible. They have declined as a proportion of total resources
because successive trade negotiations reduced world tariffs and the yield from agricultural and
sugar levies depends on world prices. The share of traditional own resources in EU revenue
declined from 49 percent of the budget in 1979, to 37 percent in 1985 and, as seen from the
graph, to just 20 percent in 1995. And VAT has the largest proportion in 1995.

And, finally agreement on a fourth resource provided the Community with a budgetary buffer
each year and did away with the need for ad hoc budgetary contributions. The decision to create
a new source rather than to rely on a higher VAT call in rate was an attempt to deal with the
regressive nature of the VAT resource. The fourth resource was less successful than anticipated
in making the budget more equitable because economic growth was higher than forecast which
meant that VAT returns were also higher and therefore contributed a higher proportion of the
budget than GNP resource. The Commission’s report on own resources concluded that the less
prosperous states, Greece, Spain, Portugal all had relatively high VAT bases and therefore were
disadvantaged under 1988 system.

Belgium 1763.7 (%4.3) 2822.1

Spain 36714 (%8.9) 4718.1 (%7.4)

Ireland 368.2 (%0.9) 638.9 (%1.0)

‘Netherlands 26152 (%6.3) 42459 (%46.6)

(%10.0)

TOTAL 41413.1 64 188.8 (%100)

e Own Resources by member state, 1990 and 1994, ECU million*®

16 | affan,B. The Finances of the EU, Macmillan Press, 1997, p.50
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This table shows that the largest contributor to the revenue pool of the Union is Germany with
33.3 percent, followed by France with 19.6 percent, Ttaly with 12.1 percent, and the UK with
10.0 percent. Among the other member States, Spain, Netherlands and Belgium contributed a
further 18.4 percent with the other states making up the balance. The balance between
contributions and actual payments shows that Germany. UK, Italy, France and Netherlands are
net contributors whereas relatively wealthy states such as Denmark, Luxembourg and Belgium

continue to benefit from financial transfers.

1.3.3 AVAT FOR UNITED STATES

A VAT is suggested for the United States are usually of the European consumption type.
Fullerton and Rogers analyzed the efficiency consequences of replacing the existing the US
system with a consumption type VAT with no exemptions. They estimated that doing so would

reduce excess burden by about 1.25 percent of lifetime incomes.

Introduction of a national VAT to the United States would create transitional problems. For
example; if a consumption type VAT were to replace the personal income tax, members of the
older generation would suffer during the transition period. During their working years, they
accumulated wealth to consume during retirement. A reasonable expectation for such people is
that when they reach retirement, their consumption would not be subject to new taxes. If a
consumption type VAT were suddenly introduced, these expectations would be disappointed.
Also, we must consider political implications of introducing a VAT. Once it is in place each
percentage point increase in a comprehensive VAT would yield roughly $21 billion in tax

revenues measured in 1996 dollars."”

Finally, it is important to consider the international implications of a VAT. This notion rests on
the fact that according to GATT which regulates international trade practices, a VAT can be
rebated on a country’s exports and levied on imports. In contrast, personal and corporate
income taxes can not be rebated. Because, a VAT can be rebated while income taxes can not,
some have argued that US international competitiveness would be enhanced if US adopted a

VAT and reduced the role of income taxation.

17 Rosen,H. Public Finance. Sons Company, 1995, p.483
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In short, there is no reason to believe that adoption of VAT would improve the US trade
position. This does not mean that a VAT would be a bad thing. VAT have both advantages and

disadvantages. But, it is not a medicine for US trade problems.
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1.4 HISTORY OF THE STEPS TOWARDS VAT IN TURKEY

I.4.1 DEVELOPMENT OF TURKISH TRANSACTIONS TAX SYSTEM

The application of transactions tax in our country extends well to the beginning years of the
Republican era. In order to meet the income deficit as a result of the cancellation of agar tax and
to finance the industrialization ‘General Consumption Tax Act’ No 757 was established. This
tax arranged so as to cover all kinds of goods and services production at all the phases of the
production-distribution and with a rate of 2% could not succeed because of the fact that the tax
departments were appeared to be insufficient in order to launch such a comprehensive tax and

thus it was canceled in the year after.'®

Another consumption tax which was brought into effect in the year 1926 was the
‘Entertainment and Private Consumption Tax’ No 737. This tax which imposes tax on the
consumption of goods and services at such places as restaurants, cinemas, theaters etc. And

with a rate of 15-30% was canceled after the earnings tax came into force in 1934.

Together with the ‘Transactions Tax Act” No.1039 that came into force in 1927 following the
cancellation of the general consumption tax, the consolidated transactions tax system was
launched in our country. The Act No. 1039 was put within the scope of the delivery and imports
and exports of the goods manufactured by industrial enterprises that utilize driving force. The
rate of the tax was 6% for domestic production and imports and 2% for exports. One of the vital
features was the discount mechanism brought in by the 4" Article of the Act. And this discount
mechanism resembled VAT. The Act No. 1039 which eased tax collection due to its simplicity,
and however criticized for shifting the tax burden to industrial enterprises, imposing tax on
exports, implementation difficulties due to its wider scope and provisions of exemption
encouraging the small businesses was subjected to substantial changes in 1931, 1934 and 1941,
had been in force approximately 30 years and replaced by the Expenditures Taxes Act in 1957.
The Expenditures Taxes Act No. 6802 consists of a major development in the field of indirect
taxes. The ETA is nothing but one of the private expenditures taxes with its partial taxation

aspect.

'8 Hesap Uzmanlan Yaym, Katma Deger Vergisi Kilavuzu, Acar Matbaactlik, 1992, p.9
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142 INDIRECT TAXES SYSTEM BEFORE THE VALUE ADDED TAX SYSTEM

The Expenditures Tax Act No. 6802, which was replaced by the Value Added Tax Act No.
3065, covered the narrow scope production tax imposed on certain goods, and on the
transportation tax, PTT services tax, banking and insurance transactions tax which were again
in the narrow scoped services taxes. Despite having been excluded form the scope of this act,
the operations tax, sugar production tax, spori-toto tax within our taxation system were in
character of taxes imposed on expenditures. Within the implementation of value added tax the
above state taxes except for the tax for the banking and insurance transactions were abolished.
If we summarize the indirect taxes in our country before the value added tax came into force
was comprised of 15 distinct taxes gathered under the headings of the goods, services and
foreign trade. The VAT has canceled 8 of these taxes. The table below summarizes the

development of indirect taxes within the total tax revenues.

YEAR 1963 1968 1973 1978 1979 1980 1981 1982 1983
Types of tax

Domestic  production 22,41 20,16 18,02 11,33 13,00 13,80 12,99 13,10 12,83
tax

Operations tax - - 1,07 0.92 0,82 0,70 048 043 048
Sugar production tax 4,29 223 1,40 0,34 0,20 0,09 006 006 004
Transportation tax 0,77 0,60 0,42 0,19 0,22 0,18 022 023 0728
Pt services tax 0,43 0,38 0,33 0,24 0,31 030 035 031 034
Sport toto tax - - 0,06 0,00 0,01 0,01 005 013 0,12
Production tax imposed 15,19 14,02 11,66 6,37 5,10 330 380 422 505
on imports

Advertisement and - - - - - - 0,10 0,00 000
announcement tax

TOTAL 43,09 3739 32,96 19,39 19,66 1838 17,95 1848 19,14
Indirect taxes total 67,40 64,93 57,61 42,50 41,80 37,30 35,50 36,60 40,60
Total tax revenues 84 16,2 52,0 2464 4055 7498 1190 1522 1933

o The percentages of the taxes within the tax revenues that were abolished by the introduction
of VAT

As it can be seen from the table, the share of indirect taxes has decreased to 41% from 61% in

the total tax revenues, the share of the taxes that were abolished by the introduction of VAT

Yibid, p.11

1984

13,1

0,59
0,03
0,25
0,46
0,10
55

0,04

20,07

41,83
2372
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decreased from 43% to 20%. The decrease is as a result of the fact that indirect taxes could not
be associated with a conjuncture oriented structure. And this is because of the squeeze of the
system within a very narrow frame and the impossibility of widening the frame due to the
structure of the taxes. The production tax which consists of the base of the system is in a
character of a consolidated transactions tax imposed on the first production phase. In other
words it relies on the manufacturing industry. The manufacturing industry have a share of 22%
in national income. Such a tax with fiscal purposes require higher rates provided that it was
based on a narrow foundation and that the higher rates prevent the industrial development.

The indirect taxes system that was implemented before the VAT came into force on 1% of
January 1985, was far beyond to cover in full the economic sectors and the distribution phases
despite the fact that it was comprised of a number of taxes. The tax burden was focused on the
manufacturing industry. This sector was covered by production and sugar production taxes.
There was no such a tax implemented in the agricultural sector. In the service sector the
operations taxes for trading sector could only cover a limited number of goods and services
supply at a retailing phase. The other sections of the service sector was controlled by banking
and insurance, transportation, sport-toto, and PTT services tax. This scattering and insufficiency

observed in the indirect taxes field deteriorated the principle of neutrality in taxation.

1.4.2.1 CRITICISMS TO OUR INDIRECT TAX SYSTEM

I would summarize the criticisms addressed to the indirect taxes system and to the expenditures
tax system as follows;

1) According to the fiscal purposes,

a) Since, the expenditure taxes and especially the production tax were imposed on the first
production phase it does not have a built in auto control mechanism, thus allow the
opportunity to hide the income also in the taxes imposed on income.

b) Since the tax system is not widespread, it does not allow the flexibility that it is appropriate
to the conjuncture oriented developments in public finance.

¢) Since the tax subject is the main goods rather produced by the state economic enterprises it
weakens the character of collecting real tax, thus its effect as for the financing of the public

expenses decrease.






