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I. DIFFERENT WAYS OF IMPLEMENTING A SALES TAX SYSTEM

In order to solve administrative problems arising
from the implementation of a sales tax system, especially
if this implies replacing a similar tax system, it is
necessary to first clarify some aspects as regards ter-
minology and economy.

The term "general tax on sales or on transactions
is used to indicate a group of taxes of different techni
cal structures, but which have a fundamental characteris
tic in common, they tend to affect in one or more ways
the productive cycle of all manufactured goods and, svent
ually, of all services, except in those well-defined ca-
segs in whiech these taxes are levied at the time a transfer
is made.

Three types of sales tax systems can be implemented:

1} A multi-stage cumulative sales tax on the total
value (cascade tax) that affects all sales of
goods and/or services rendered.

This sales tax system can be implemented by means
of two different techniques. Either the taxpaver
pays the tax on each one of the sales transactions
and charges the tax to the buver by including it

in the invoice, separately from the sales price

(by placing tax stamps on the invoices or by paving
taxes on the basis of each operation duly document-
ed by each invoice), or he pays taxes periocdically
{(say,for example, every two months) on the basis

of the information derived from his accounting re-
cords on the volume of sales for the established
period, without charging the tax on the invoice;

in this case the tax is included in the sales price.

2) A single-stage tax consisting of the imposition of
a tax on a product or service at a single stage of
production, for example, at the time of purchase
by the ultimate consumer. In this case, the ideal
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system from the point cor view of simplicity, is
that of imposing the tax on the product when it
passes from the retailer to the final consumer.

A multi-stage, non-cumulative, value added tax.
This is a multi-stage tax since -as in the first
case- it is paid by all those involved in any
stage of the production or distribution of the
goods. However, it dces not have cumulative ef
fects since it is based on the added value of the
product at each stage of its production and dis-
tribution, from the raw material stage to its f31i
nished stage. Since the tectal of the values added
at the different stages of the processes of manu-
facture and distribuction is equal to the total va
lue of the goods purchased by the consumer, the
tax allows for taxation at different stages on the
different constituenits of the value of the goods
and,thus,on the total value of the goods without
gaps in taxation or double imposition as could be
the case of the tax levied on final prices at a
rate equal toc the valus added rate.

The value added tax can be imposed through diffexr
ent methods and these differences in method are

not dependent on different zoncepts of the tax but
rather on the specific cbjectives pursued by the
legislator in what concerns revenue (hence the ten
dency to expand the taxable base to include elements
which are not part of the net product).

Economic policy comsideratiomns also influence the
enforcement of the tax, as well as tax equity con-
siderations (the lacter may restrict the scope of
enforcement through the granting of exemptions feor
given sectors, or through special calculation me-=
thods which are not strictly in agreement with the
economic and statistical concept of value added).

There are two essential mechods for the enforcement
of value added taxes: taxation by addition and
taxation by difference or tax credit.

(a) Value added tax calculated by addition

The taxable base is formed by the total results
assigned by the corporatieon to the various produc-
tion factocrs: salaries, interest, profits and 1income,
which are the portion of the added value contributed
by the individuals. Naturally, in order to avoid
double taxation, it is necessacy to deduct from the
total paid by the corporation, cthe cotal collected
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by the corporation from other corporations (but

not that derived from family groups). Thus, at

the national level, the global taxable income is
arrived at through the total income derived from
production factors,

The advantage offered by this tax system is the
fact that it can be based on an existing determi
nation of income derived from the imposition of
direct taxes whenever there is an effective tax

on real income in the country which is, of course,
to undergo certain necessary corrections (e.g. in
tegration of data with exempted income).

(b) Value added tax calculated by substraction or

by means of a credit system

This allows for calculation of the tax by means
of the method currently used for statistical sur-
veys, in a manner similar to that used for the cal
culation of national income.

Two different systems may be used in accordance
with the base on which it is calculated: actual
base (the more exact method), or financial base.

(b.1) On an actual base - Taxation on an actual

base consists of substracting from the ac-
tual production of each corporation in the course
of a year, -regardless of whether this production
is sold or stored for future use-, the amount of
expenses incurred in acquiring goods, products and
parts from other corporations to be introduced in
the production cycle for the same year, plus the
portion of the overall multi-annual costs (fixed
asset depreciation) that may be assigned to the
production for the same year. This means variati
ons in stock are neither positive nor negative
elements in arriving at the added value for the
year.

(b.2) On a financial base - This method consists
of substracting from the sales for a given
year, whether the products are part of the produc
tion for the same vear or not, the value of all
purchases made by the corporation in the course
of the same year; i.e. the taxable added value is
arrived at by substracting from the sales made
within a given year (regardless of whether the
products sold are part of the production for the
same year or of reserve stock manufactured in
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previous years) the purchases for merchandise and
goods for the same year (even if chey are not used
in the production cycle for the same year and are
destined to increase resexves of raw materials
above production requirements) .

The diiference between the two systems consists

of the fact that, with the first system (on an ac
tual base) stock reserves are included in the
tax: those to be used in the productilon process
(i.e. raw macerials or semi-manufactured goods
purchased) may not discount the tax paid by other
corporaticns until they have been used in the prg
duction cycle; those beyond the production cycle
(i.e. products manufactured by the corporation but
not yet sold) may not discount the tax unctil chey
are sold and therefore the tax included in the pro
ducts will not be reimburssd by the purchasing en-
terprises. With the financial base system, on the
other hand, reserves are tax exempt since all taxes
on purchases are shifted to the respective sales tax
and the tax is therefore charged to sales made 1in
the same fizcal year.

The method of tax credit on the actual base is of
difficult implementation since it 1S necessary to
carefully follow the production cycle in order to
identify the quantity and quality of each one of
the added and finished products. It requires an
adequate industrial accounting system from the com
panies.

The tax credit system on & financial base cffers
the advantage of not requiring that companies make
advance tax payments to the State on reserves in=-
stock and, therefore, does not curtail the finan-
cial possibilities of taxpayers, allowing fcr them
to allocate these funds to producticn.

Whatever the system chosen, a problem arises 45 LO
what to do with investments CvVer several vears oOr
fixed assets In this connection, there are three
possibilities.

1) Deduction of taxes paid on fixed assets may be
prohibited, as is the case of the French tCax
in its initial application (value added tax
levied on the gross value of installactions)
with subszguent double taxation an this type
oI assets.-
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ii) It may be deducted from sales on an annual
basis,~not the tax paid on the tetal value
of the installations but the portion of the
tax corresponding to the annual amertization
{(tax on the net value of assets).

iii} The total taxes paid on expenditures made on
installations may be deducted in the coursa
of the year in which the expenditures are ac
tually made, on the basis of the principies of
deduction of expenditures in the year in which
they were actually incurred (tax on the net
value of installation expenditures).

The method usuvally adopted is that explained under
iii) above since it makes the tax more of a mneutral
tax and reduces the financial pressure on enferpri-
ses, With this method, both stock reserves and
existing installations do not pay the tax.

Another type of problems arise in the determinatiocn
of the taxable base. To thisg effect, the method of
deduction from the taxable base or that of deduct-
ion tax by tax may be adopted. In other words, we
may deduct the tax on purchases from the tax on sa-
les and assess the tax liability on the resulting
difference, or we may deduct the assessed tax on
purchases from the assessed tax on sales.

Both of these methods would have the same effacts

on the hyvpothesis that there were no exemptions orf
differential rates. Whenever some stage or secctor
benefits from a reduced rate or from an exemption,
with the first method the exemption or reducticn 1s
definitely consolidated in the benefited sector whilie,
with the second method, it becomes a mere shifting
of the lower tax paid at a given stage Lo the follow
ing stage where the benefit is recovered {unless the
exemption or differential rate should be established
at the last stage).

IT. FACTORE LEADING TO A SELECTION

DF ENFORCEMENT METHODS

Several factors may lead the legislator to select a
given method for enforcement of the tax, We will discuss
of the more important among them.
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1. Simplicity in the enforcement of the tax

It may be said that the cumulative multi-stage tax
on the total value is the one offering less difficuiti=s
in enforcement. Its legal definition and determination
of the taxable base leave no room for important probiems
in interpretation, particularly if the rate is a standard
rate and taxation applies to all goods without exempt-cons
The determination of the taxable base on which to app.iy
the tax rate does not give rise to problems since it 13
imposed on the total price.

Tax collections are also simpler since this type of

sales tax does not require complicated calculations, and
each of the taxable transactions can be isolated from the
others. Stamps can be placed on invoices or direct pay-

ments may be made to the Treasury and a certification of

the payment made can appear on each invoice.

Since in the single-stage tax rate differentiations
are made in accordance with the type of taxable goods, it
may present difficulties in its enforcement omn goods cf axn
uncertain or doubtful type. This problem can be ezsily
solved by limiting the differentiation to a small numbea
of rates or by grouping the different taxable categories
into broad sectors.

Value added tax is no doubt the most difficult to en-
force, While the two previous taxes can be assessed for
each transaction with their wvalue appearing on the inv
value added tax can only be enforced on the basis of a
ing records. Payment of this tax is made by corpcrat:
at fixed periods (usually on a monthly basis) by calcul
ing for each period the difference between sales (or
collected on sales) and puchases (or tax paid on purchas=zs)
and by assessing the tax on that difference.
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Obviously, this data cannot be obtained without =
good accounting system, and not all businesses have such
systems, which should clearly indicate the sales and pur-

chases made in the period. Therefore, for contrels to oe
effective, it is definitely necessary to verify the sales
volume, i.e. production, and this can only be done by carg

fully examining the production process.
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On the other hand, accounting, when properly kept
a useful instrument for income tax assessment, since the
volume of sales and purchases are the two main element:
for the calculation of a corporation's profits, gross in-
come and cost of purchases. This allows for a unificaticn
of assessment factors and for stricter fiscal controls.
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Value added tax can offer other difficulties, parti-
cularly if it is enforced on the basis of the actual base
system. Since purchases are to be deducted from the ass=
csed tax on sales, there is a problem in identifying the
amount to be deducted: should it be the purchases of all
tangible and intangible goods, or only purchases of some
of these goods. TFurthermore, in connection with goods ov
services with a profit divided into several wvears, thsz
problem is solved by deciding whether their total cost is
to be credited to profits in the year in which the expen-
diture was made or by means of annual quotas in the coux
se of the years in which the goods are used (detractions
through installments). Another problem to be decided
upon is whether wariations in stock are to be taken intao
account, and therefore, whether or not controls are tc be
exercised over stock.

Value added tax, as shown by the French experience
becomes even more complex when exemptions are granted ©
certain sectors or when special systems or differential
rates are established for given products. In these caszs =
counting is to be more comprehensive and complex and this
also leads to difficulties in bookkeeping.

L)
o

2. Incentives to tax evasion

A cumulative cascade tax levied on a very brcad base
(gross volume of all corporate sales) allows for a given
income at a minimum rate of 2 to 4%. 1In this way, the temp
tation to evade the tax is more effectively controlled. On
the other hand, the number of taxpayers is very high since
all corporations are subject to the tax and therefore fis-
cal controls are spread over a vast number of taxpavers,
which increases Tax Office-taxpayvers relations but decreascs
efficiency. However, if buyers and sellers can be identi-
fied, as well as volume of sales and purchases for each
one, cross verification of invoices through modern mecha-
nized systems allows for the strenghthening of contzrols
over tax evasion.

Single-stage tax requires a much higher rate (pracii
cally three times the previous one) to attain the sams
vyield, thereby stimulating evasion. It is true that the
number of taxpayers to be controlled is considerablv re-
duced but, since it is practically impossible to follow
the chain of production, fewer technical means are avail
able for controls over taxpayers' sales. Therefore, 1t

is contended that the possibilities of tax evasion in this
type of tax are greater.
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In value added tax, the nominal rate is much higher
than that of the cumulative cascade tax, and is more or
less similar to that of the single stage tax. However,
as it is applied on the difference between sales and pur
chases, the taxable base is proportionally reduced and
the incidence of the actual tax on the taxpayer is lower
than the nominal rate. In general, it becomes similar to
that of the cascade tax. Another factor is the fact that
this tax originates conflicts between the interests of
taxpayers and this acts against tax evasion since every
businessman wishes to highlight and therefore record all
purchases so as to increase as much as possible the amounts
to be credited in assessing the taxable base and this acts
as a disincentive to sales without invoice.

The above observation is to be taken cautiously when-
ever the last stage (retail sales) is exempt and the last
taxable stage is subject to a high rate, or whenever at
the last taxable stage a high single-stage tax is levied
(system proposed for the Italian reform). In this case,
the retailer mav lose interest in obtaining invoices from
his supplier who, in view of the high single-stapge tax ap-
plicable to his sales, may be interested in reducing in-
voicing. This type of situation creates a stimulus contra
ry to the production process and diminishes his interest
in requiring purchase invoices.

It should be noted that value added tax in itself does
not provide for controls over corporations by means of the
cross verification of invoices since taxpayers are to make
a monthly statement of the global purchases and sales. If
this cross verification is required, it will be necessary
to provide that, at the end of each fiscal year, taxpayers
submit a list of all their customers and suppliers to the
Tax Office, with specification of annual volume of the
transactions made with each one of them.

3. The Process of "Financial Illusion"

This process consists of making a false representation
of facts and, mainly, of reducing -from the psychological
point of view- the actual impact of the tax. A cumulative
cascade tax allows for maximal financial illusion since 1t
conceals taxes from the buyer by including them in the price
when they have been collected at stages preceding his purchase.

Value added tax also allows for financial illusion since
the taxpayer knows that the tax paid on purchases is not a
burden for him because it is credited to the amount he will
colleet from his customers.
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However, that illusion is remarkablvy reduced in a
single-stage tax svstem, since the last taxpaver clearly
sees the total amount of the tax burden he is to pav.

Discrepancies of an eceonomic nature are more substan
tial in wiew of the distortions that mav be detected in
some of the above svystems. From this point of view, it
may be said that single stage tax and value added tax are
certainlvy neutral or, at least, more neutral than cascade
tax.

4., Differences in fiscal incidence

In theory, in a complete shiflt forward,cascade tax is
uneven as regards the final price. The global tax burden
included in the price is not only dependent on the tax rate
but algo -all things being epgual- on the number of trans-
actions the product is to undergo to complete its preduct-
ion cycle. However, even in an equal number of transactions
the total burden wvaries in accordance with whether the added
value 1s concentrated at the first or last stage cf the pro
duction ecycle. 1In the first case, for obvious reasons, the
tax burden is higher than in the second case.

The other two types of tax are, on the other hand,
equal and it can be gaid that the final incidence coincides
with the nominal tax rate without giving room for non-deszired
inequalities.

5. Influence on industrial mergers

From what has been stated so far we mav see that a
cumulative cascade tax is a reward for industrial complexes
since they can "skip'" the tax on some of the stages. Thus,
if a process of production is performed by a single corpo-
ration, while it is performed by two or more companies in
other cases, the tax is lower for the first corporation be-
cause it skips some in-between stages which are taxed in
the other case.

It is true that other tax regulations mav stimulate op
posite trends and may discourage corporate mergers although
the market should require them, but it s also true that
the tax under discussion can accumulate its effects to those
of other taxes acting on similar trends (for instance, a tax
on dividends mav, in certain cases, encourage corporate mer-
gers).
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The need to avoid these trends and to place consoli-
dated enterprises on an equal basis with other enterprises,
has led legislators to adopt different solutions:

a) Different tax rates can be established for consolidated
and non-consolidated corporations, either by increasing
the tax rate payable by consolidated corporations or by
decreasing the tax rate applicable to the others, or by
imposing taxes on the stages performed by a single cor-
poration as if they were actual transactions whenever an
enterprise performs processes of production which would,
as a general rule,be performed by different corporations.,
This principle inspired the Dutch "Omzetdastung'" which
considered all of the internal transactions performed
within a consolidated enterprise taxable transactions.

However, the existence of economic and legal conditions
and the actual application of this type of discrimina-
tions, in view of resistance on the part of the interest
ed sectors brings about difficulties that are not easily
overcome.

b) An opposite solution to avold artificial mergers of cor-
porations, provides that "internal transactions" -there
fore, tax exempt transactions- are those performed bet-
ween separate companies that are subordinated to each
other-parent company and subsidiary, the German "Organs
chaftstheorie' =,

Single-stage tax and value added tax are,on the other
hand, perfectly neutral since the tax 1is alwavs propor
tional to the final price no matter which should be the
deviation of the production cycle or the vertical in-
tegration processes.

6. Effects on international trade

For the products of one country not to have difficulties
in the international market, it is necessary for them to be
exported without the collection of internal tax since, other-
wise, this would represent an additional cost that would inter
fere with their possibilities for competition abroad. There
fore, exemptions are to be granted at the time exports are
made or reimbursements are to be made of the taxes that were
incorporated to the goods at previous stages. For this rea-
aon, it is necessary for imported products exempt from indi-
rect taxes in the country of origin, to pay a tax equal to
that paid by similar goods produced in the domestic market.
It is only by this procedure of reimbursing at the time an
export is made and of collecting taxes on imports (procedures
admitted by GATT agreements) that international competition
is not disrupted.



..8?_

However, for obvious reasons, the determination of the
definite incidence of the tax on the final price is extre-
mely complicated because the same product may have besn ac-
gquired under different circumstances which will determine
a different final incidence of the tax.

This difficulty in calculations brings about a series
of problems in international trade when reimbursement of
the tax is made on exported products or when compensatory
duties are applied on imported products. No matter how ca
reful the calculations, they can ¢nly be made for standard
industries or on the basis of averages and consequently must
admit plus or minus balances which represent actual rewards
for exporters or additional taxes for importers.

Moreover, the system under review does not allow, within
a common market, for the elimination of tax barriers between
the member countries, because it subordinates reimburzements
and taxation to the crossing of frontiers and to the respec-
tive controls.

Single-stage tax, on the other hand, does not give rise
to these distortions because it is suificient to establish
exemptions on exported products for the tax to be neutral as
regards international trade. In value added tax, exempticns
on sales made abroad allow through their own mechanism, fer
a total reimbursement of the tax paid at previous stages.

7. Effects on economic development

Value added tax with a deduction of the tax on instal-
lations only affects consumer goods and does not give room
for double taxation on the machinery used for the product-
ion process. Cumulative cascade tax discriminates between
industries heavily relying on capital and those in whizh man
power prevails. Thus, technologically advanced industrv is
more heavilvy taxed and the tax acts as a barrier for econo-
mic development.

But there is more to be said. Cumulative cascade tax,
in wiew of the fact that it is incorporated te the price,
is to be advanced by the corporation until the product is

placed on the market. Therefore, the corporation is to ad-
vance to the Treasury the tax incorporated to goods in stock
and to the value of inscallations. Part of its capital is

therefore used to pay a tax that is only to be reimbursed
with the winding up of the corporation.

On the other hand, value added tax calculated on the
basis of the system of tax credit allows for each companv,
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in extreme situations, to immediately recover {(through the
transfer made to the buyer)the tax on purchases without
having to advance any money. And this is mot all. Since
pavment of the tax to the Treasury due to "difference bet-
ween both taxes" takes place once a month, with a tolerance
of up to 5 to 10 days in payment, the value added tax col-
lected by the purchaser is retained by the company for an
average of another 15 days. In other words, value added
tax enables the company te finance its own tax commitments
as calculated on the added value for the period on which
it is levied.

However, as regards economic development, another con
sideration is to be made. Although value added tax (as com
pared to cumulative cascade tax which taxes cost of fixed
assets twice) does not discriminate against heavily capita-
lized companies, it does discriminate against new industries
as compared to existing ones and against companies working
to their full capacity as compared to stagnant corporations.

In fact, we have observed that where the tax on invest
ments is credited in the same period in which the installa-
tion is made, the system is not operative.

The method of credit on the tax paid on installations
consists of deducting the amount immediately after each tax
assessment (e.g.,in the course of the month immediately fol
lowing that of imnstallation).

Far the tax to be reimbursed to the company, it is as-
sumed that the company will sell in the same period at least
an amount of goods of the same value as its purchases, and
this is so whether the method of credit base by base or
credit tax by tax is employed. At first, a new company in
vests heavily and on these expenses the supplier debits the
tax but, for a more or less extended period of time, it is
not able to complete its own production processes and con-
sequently, does not attain a sales volume on which 1t can
credit the tax on purchases. And in this case the corpora
tion pays the tax.

Existing corporations may have the same problem when
trying to expand operations since an increase in purchases
for their industrial development will surpass the value of
their sales.

This type of situation is found more frequently than
one would surmise and especially when the company 15 not as
large as to make an adequate rotation in the rtenewal of 1ts
equipment or 1s making large investments.,
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This negative effect that could lead to an accumulation
of the tax can be easilv solved by means of regulations that
should allow, for example, at the end of a fiscal vear for
a reimbursement of the tax paid in excess that has not been
offset by tax credits on sales.

8, Administrative problems: i1dentification of the taxpaver

In an accurate enforcement of the tax, it is necessary
for the law to provide for certain formal obligations the
taxpayer is to comply with, either at the onset of his acti-
vities or in the course of their development. This 1s not
only aimed at the assessment of his tax liability but also
at allowing the Treasury to exercise the necessary controls
to guarantee eXxact and timely payment of this liabilicty.

The first problem has to do with the identification of
the taxpayer. This means that every individual who initia-
tes an activity that may make him responsible for tax pav-
ments is to notify tax administration within a relatively
brief term, on the date of initiation of his activities as
well as on all other relevant data (domicile, name of the
corporation, legal representative, etc.) so that he may be
entered into the taxpaver registry. The same type of :teturn
is to be filed whenever changes are made on the initial data
filed, as well as when the company ceases in its activities.
It is wise to foresee the likelihood of a corporation owning
more than one company. In this case., it would be logical
for the taxpayer to be able either to register them se-
parately provided each enterprise keeps separate books.

In the case of a value added tax system it is especial
ly necessary for tax administration to control monthly pay-
ments and returns by means of mechanized equipment. There-
fore, tax administration after having registered the taxpavyer
in a special registry is to assign each one a code number to
each tax in order to facilitate the utilization of mechani-
zed devices. The taxpaver is to be informed of this regis-
tration number as soon as possible and this number is to ap
pear on all invoices issued by him as well as on the letter-
heads of stationery used for correspondence so that the num
ber may be known not only to the Treasury but alse to third
parties engaging in business transactions with the taxpaver.

In practice, this knowledge is of use for single-stage
taxes or for value added taxes whenever there are differenc-
ial rates at those stages in which the product is soid to
someone who 1is mot a taxpayer or when the wholesale or recail



- 490 -

stages are tax exempt. In these cases, the seller is to
be able to know whether the buyer is a taxpayer or not.

For these controls to be more efficient, it 1is neceg
sary for the local electronic centers required for the
pperations and controls over taxable transacticens of out-
side areas to be linked to a mechanized nationwide control
center, in order to control corporations which are in bu-
siness outside their own districts.

The registry on value added taxpayers is to be unified
-or at least- coordinated with the respective income tax
registry so as to keep as complete a directory as possible
on all actual and potential taxpavers; to this effect, the
code number of each taxpaver must be the same for all taxes.
At the same time, it would be advisable for each code num-
ber to be used at other non-fiscal agencies, for imnstance,
for social security. This would mean that the national
electronic center and, whenever possible, also local ones
could be used for all taxes. This would lead to economy
and adequate coordination of all fiscal controls.

9. Business accounting svstems

The basis of any sales tax is an invoice -or equivalent
document- certifving a transfer in ownership or the render-
ing of a service, besides payment of the price and wherever
relevant, the applicable tax.

In a cascade or cumulative tax the sales invoice is
sufficient for the assessment of the tax and the usual ba-
ses for assessment of the tax are: either the monthly (or
periodical) volume of sales made or services rendered, or
the wvalue of each of the invoices.

In the first case, invoices received or issued, duly
kept and progressively numbered to prevent fraud in assess
ment of the tax, are to be entered in a ledger. At the end
of the established period (one month, for example) the to-
tals for all invoices are added up and the tax is assessed
on the total so that payment may be made to the Treasury.
In this case, the seller to recover the tax that does not
appear separately on each invoice is to increase his sales
price in accordance with the following formula:

Tn x 100
100 = Tn

the result of which is that the actual rate is higher than
the nominal rate.
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In the second case, the tax is assessed on each in-
voice. If the amount of the tax is relatively low, it can
be paid by means of tax stamps placed on the inveoice. If
the tax is higher, periodic pavments mav be made to the
Treasury =-for example every five davs=- on the tax owed on
invoices issued on those days. In this case, each invoice
is to show the total tax owed on them and when payment 1is
made, a list of the invoices covered by the pavment is to
be attached. The list should give the data required to
identify the buver and his respective registration number.
When these lists are sent to the electronic center it is
possible, at the end of the vear, to know the global volume
of sales for each taxpaver. This allows for a verification
as to whether there are any discrepancies with other esle-
ments available on the financial situation of the enterprise.

To facilitate eventual tax audit, the taxpaver 1s aliso
to keep copies of his invoices, progressively numbered and
entered inte a chronological ledger.

In both of these procedures (assessment on the basis
of books and assessment on the basis of the invoices issued)
bookkeping of purchase inveices is required since they arvs
a very valuable aid for audit, not only in what concerns the
taxpayer but alsoc in what concerns the suppliers and custon
ers who have issued the invoices and should post them in
their own accounting books.

As regards value added tax (we have limited ourselves
to the hypothesis of credit tax by tax) the problem is dif
ferent. It cannot be assessed on the basis of invoices
insofar as the tax for which the seller debits his client
is an essential factor for the tax assessment but it is

not the only factor: it represents his gross liability. He
has already paid the supplier a part of this tax through
the charges made on the inveoices for his purchases. Therec

fore, he must enter in a ledger, under different columns,

the tax he has collected from his clients and the tax he

has paid to his suppliers for his own purchases. The dif-~
ference between the two totals that is to be calculated atc
certain periods (e.g. every month) represents his net cax
liability which is to be paid te the Treasury under the
established terms. Invoices in this type of svstam are

not regquired for assessment purposes but are mere instruments
for controls and documentation of the accounting entries made.
Invoices on purchases are indispensable to show the tax paid
and therefore represent the deductions to which the taxpaver
is entitled. For this reason, it is essential for the tax-
paver to keen purchase invoices to that effect. The issuance
of invoices also plays an important role in what concerns
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the interests of the client since this is the only way he
can deduct the portion of the tax to which he 1is entitled
and also represents a valuable aid for tax audit.

In any case, invoices to be used for audit purposes
are to include the following information: name, address and
registration number of the seller and purchaser; amount and
commercial description of the goods sold: type and impor-
tance of the services rendered; price and tax. Obwviously,
the different credit operations through payment of advances
substitute the invoice and must fulfil all of the requisites
established for inveices.

As repards value added tax, it is essential to keep 2
ledger on sales and purchases which should indicate under
separate columns the amount of the tax and the reference
numbers of sale and purchase invoices in numerical order.
These sale and purchase invoices may be of use for cross
verifications between companies aimed at the establishment
of whether the purchase invoices of one company (represent
ing a tax credit for this company making the purchase) were
adequately recorded by the seller.

However, these sporadiec controls over invoices are
very difficult and slow, particularly if the two companies
are located at geographically distant sites and under the
jurisdiction of different administrative units.

If we take internal administrative controls as a basis
it is necessary to periodically review each sale and pur-
chase invoice as well as the indication of seller and buyer,
and the inspector is to then wisit the buyer or seller com-
panies to verify whether these invoices have been properly
recorded. The work invoived in this 1s obviously enormous
and, even when it is carried out by means of limited samples,
it could turn out to be scarcely effective as compared with
the work involwved.

More efficient and less cumbersome controls are those
of requiring that the enterprises, at a given date after
the closing of the fiscal vear, file with the tax office
a list of their purchasers and sellers which is to include
all the necessary information, including registration number,
total amount of purchases or sales made in the course of
the year and amount of tax. This list need not include the
names of those buvers making very small purchases.

This information when fed to the electronic Computer
allows for rapid contrels over the purchases and sales of
each company by means of cross verification and therefore
immediately reveals the existence of tax evasion or tax fraud.
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In what refers to accounting methods themselves, with
the exception of a chronoleogical ledger on the tax collect
ed on sales invoices or paid out on purchase invoices and
the requirement that these invoices be kept, there are no
other specific accounting requirements. Each companv is to
keep the normal accounting books required for an assessment
of the company's income.

The chronclogical ledger is to show the different ope-
rations and their respective taxes, divided bv categories
and in accordance with the different rates or as exempted
production, exports and non-taxable coperations.

In this connection, one principle is of utmost impor-
tance. An essential element for the assessment of value ad
ded tax is the invoicing of sales and purchases since the
difference between the taxes calculated on these elements
indicates the tax liability. Sales inveicing is at the same
time a most important factor as regards gross profits for
income tax purposes, while purchase invoicing is part of
production costs. Therefore, in view of the wvalidity of
the same elements for the calculation of both of these taxes,
it is necessary for the return filed on these elements to be
the same for both taxes, although it is to include the neces
sary corrections that may allow for the inclusion or exclu-
sion of certain minor amounts which may or mav not be the
same for both taxes. This single return must be followed
by a single determination of the tax. This is the only
manner in whiech to prevent that a company sell in one vear
100 for value added tax purposes and 90 or 110 for income
tax purposes. There must be uniformity in the return, in
assessment and liability and uniformity in the obligation
to keep accounting books and records. This 1is the onlv wav
to simplify audit tasks for tax administration.

10, Pavment of the tax and filing of the return

The tax is to be paid to Tax Administration periodically.
Usually, this period is of one month and the amount owed is
calculated on the basis of the difference between the tax
paid during that period on sales and the tax paid on purcha
ses for the same period.

The tax payment is made periodically on the basis of
a provisional monthly return on which the global taxable
amount and the tax liability are calculated if there are
differential rates or exemptions to be taken inte considex
ation, the wvalues for these are to be declared separately.
This provisional return is necessarv in order to avoid that
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the taxpayer should pay his taxes 1in arrears at the end

of the yvear -not necessarily incurring in evasion or fraud-
by making a final return that should make up for deficien
cies in payments that should have been made in previous
months.

1f tax administration, in exercising controls over
the pavments made by a company realizes that payments are
abnormally low for some month, the fact may lead to an
investigation of the reasons underlying the slump. Decrea
ses in pavments may be due to: decreases in sales, season-
al factors, a sudden increase in purchases ~particularly
due to large installation expenditures concentrated over
a brief period- or to other reasons. The provisional
monthly return allows for an opinion to be formed on the
legitimacy of the variations in payment and therefore on
the need for further investigation and controls.

The final return on the annual balance that is to be
filed together with the income tax return is to be a consg
lidated statement on monthly returns and payments and is
to link this data with the global data on the entire year.

An annual consolidated statement 1s necessary not only be-
cause it is to include a list of the customers and suppliers
with indication of the volume of the transactions made with
them, but also because the final adjustments are to be made
at this time, -viz., reduction of the taxable base on ac-
count of uncollectible credits for the period, although these
credits may pertain to operations concluded in previous pe-
riods (obviously, if credits shown as being uncollectible

are later collected, the necessary adjustments are to be
made) : annulment of invoices due to cancellation of contracts
or to returns of merchandise; discounts made at the end of
the vear; and in general, any other facts accounting for
variations in the monthlv tax liability that are stated at
the end of the vear.

It should be noted that loss of merchandise in stock does
not entitle to adjustments on the tax liability since the
tax paid at the time of the purchase has been immediately
reimbursed. Fines for arrearage are not included since
these are part of the added value of the enterprise. Dis-
counts granted to clients even whenever they are subject
to certain conditions (e.g., a minimum volume of purchases)
and which were not granted at the time of payment of the
tax may also give room for adjustments. Thus,containers to
he returned and not invoiced but debited as a loss may give
room for adjustments.
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Naturally, these corrective entries on assessed items
may also imply fiscal consequences for the other party in-
volved. Thus, discounts granted to customers on the assump
tion that their purchases for the yvear will exceed a given
amount, reduce sales invoices and-therefore- a tax adjust-
ment is reguired on the tax due by the seller and on the tax
credited to the buver. However, these adjustments mav be
made by means of a single statement which may be documented
through an exchange of correspondence between the corpora-
tions which is to include all information on the transaction.
This debit statement is to be recorded as an invoice.

Corrective entries are to be listed separately on the
annual return. The annual return is to alsc be used for
requests for reimbursement of taxes paid in excess in the
course of the year which have not been offset by the tax on
purchases, unless the taxpayer should prefer to rencunce im
mediate reimbursement and wish to request an offsetting of
his tax credit against future liabilities.

Annual returns are also necessary on the assumption
that, since exemptions are granted on given goods or since
the last stage may be exempt, an enterprise selling part of
its production in tax exempt goods and part in taxable
goods, may originate a problem of pnro-rata in taxes as
foreseen by the European Economic Community. This situation
which is substantially a deviation of the system is solved
by granting a credit on the tax on purchases only for the
amount of taxable sales (including exempted exports) without
granting tax credit on the purchases for the goods later to
be sold tax-free. In other words, a company buys goods for
1000 on which it has paid 100 (10% rate) on the added wvalue.
With these goods it obtains 2000 worth of finished products
on 1600 of which (i.e. 80%) there is a tax liability of 160
while on the remaining 400 (i.e. 20%) there are exemptions.
The amount of tax owed by the taxpaver,on the basis of the system
under review, is not 60 (equal to 160 minus 100) but 80 (160
minus 80) since it is 80X of 100. Compensations for taxes
paid on purchases for consumer goods can also be made on a
monthly basis in view of the autonomy of the monthly calcu-
lations and the simplicity of the operation, but the results
obtained are different from those obtained when the calcu-
lation is made on an annual basis.

However, if the industrialized goods have a multi-annual
duration, compensations are to be made at the end of the year.
For instance, if there is an installation cesting 100,000
which will have a useful life of 10 vears and which is to be
used to produce both tax exempt and taxable goods, the tax
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on 10,000 is only credited in the amount of taxable goods
it produces. Since the unit will be used for production
over several years, it 1is necessary for us to find the ra
tio between tax exempt goods and taxable goods for the en
tire multi-annual pericd. A method that mav be adopted 1is
the following: at the beginning of the fiscal year a hypo-
thetical ratio may be established on the basis of an appro
ximate appraisal -which may be data on exempted and taxable
goods for the previous year. If we assume this ratio is
of 50% in the month of purchase, half of the tax is credit
ed, e.g. 5,000, because we assume that the asset has only
produced that amount of taxable goods. Subseguently, the
same ratio is found for each year and, on this basis, the
balance between the assumed ratio and the actual annual
ratio is found for the course of the duration of the in-
vestment. Lf the installaction worth 100,000 has a useful
life of five years, the amount of tax for each year is of
2,000, If in those five years, taxable goods represent 60,
50, 40, 30 and 45% of global invoicing, the company is to
pay a balance of 200 (10% on 2,000) for the first year; ng
thing for the second year; it will have the right to the
reimbursement of 200 (10% of 2,000) for the third year;
the right to the reimbursement of 400 (20% on 2,000) for
the fourth year and the company will have to pay 100 (5%
of 2,000) for the fifth year. The duration of the invest
ment can, by agreement, be made shorter than the useful
life of the installation so as to limit these offsetting
operations in all cases to a maximum of 4 or 5 vyears.

11, Small taxpavers and agricultural taxpayers

Small taxpayers and craftsmen offer specific charac-
teristics. In the first place, 1t seems that for this group
the transfer of the tax to the buyer becomes more difficult
especially because the ratio between value added tax and
the value of sales is particularly high. Secondly, the size
of the companies makes bookkeeping very expensive and, there
fore, not convenient from an economic viewpoint. The nroblem
is to be examined separately for each type of enterprise.

1f the enterprise in guestion is a retail businessman
it is obviously difficult to require that he issue sales
inveoices in view of the scarce amount of transactions they
usually have; cash registers and other unilateral means of
sale registration may be effective or not in accordance
with the specific environment. If there is no high degree
of figcal conscicusness the validitv of these means 1s
questioned and the same can be said of small commercial
enterprises, small industries, craftsmen and professionals.
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In all of these cases, accounting is to be as simple
as possible and tax assessments are to be based on income
and disbursements instead of on a more sophisticated ac-
counting system. It is difficutlt to reguire that these
taxpayers keep adequate accounting systems with balance
sheetsyinventories and other complex requirements. The
most that can be required is maintenance of invoices on
purchases made, of a journal on which purchases are re-
corded as well as the respective tax, -sales may be usual
ly inferred from the daily volume of receipts-, and a pay
roll for personnel. Since the businessman himself usually
keeps the books in these small enterprises, the possibility
of manipulations is extremely high. To avoeid this, the
following can be done:

A first possibility is that of granting tax exXemprlions
for all retail businesses, so the tax is applicahle at all
stages with the excepticon of that of final sale to the con-
sumer. Many potential taxpavers are thus eliminated and
these would be paying very little tax and representing con
siderable work in collections. Here we find the first dif
ficulty in that many industrialists alsc sell directly and
only part of their production to the final consumer. There
fore, in order to avoid distortions, the taxable base of
these industrialists also acting as part-retailers is to
be reduced to exclude the portion of added value covering
retail business. This can be done by reducing the value of
these sales to a fixed percentage (for instance 20%). An-
other difficulty is encountered with other enterprises
(craftsmen) and professionals who usually produce gocods or
render services directly to the consumer and, therefore,
could be considered as retailere., This difficulty mav be
eliminated by extending to these activities the right as-
signed to retailers, viz, that of reducing the value of
sales or services 1in the percentapge established for pro-
ducers,

Howewver, if this course 1s followed, the only possible
system that may be adopted is the "a forfait" system.

In this case it is necessary for the law to define the
small taxpaver.

The less discriminating criteria thst mayv be followed
is that of the global volume of sales made or services ren
dered in the course of the year, on the basis of including
in this category all those taxpavers with a global annual
income not exceeding a given amount. Since these taxpavers
are also subject to a system for assessment -and sometimes
of imposition- that is different from the uwsual svstem, it
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is necessarv for the taxpaver to know from the start of the
fiscal year whether he belongs to this category or not. To
this effect, it will be necessary to refer to the previous
yvear's business, although even this provision may not be
enough since the taxpayer may have fluctuating involce va-
lues and it would not be rational to have continuous changes
in the assessment svstem. It would therefore seem logical
to estabiish a double ceiling. Once a sufficiently high
amount over and above which the normal system is applicable
has been established, a minimum limit is also to be establish
ed so that those below this limit may be subject to a

"g forfait" svstem. Those between the two ranges are to
maintain a regular accounting system although they will be
subject to the "a forfait" system but may choose to be taxed
on the basis of the normal system.

The "a forfait"system consists of & simplification of
the system for the substitution of returns on monthly pavments
made throughout the year and it may, in certain cases, consist
of a jeopardy assessment of the taxable base. Enterprises
subject to the "a forfait" system are to be exempt from the
obligation of issuing invoices on sales and taxation may be
imposed on the full amount of the sale (instead of on the ad
ded value) at a usually reduced rate (e.g., one third of
the normal rate), naturally without deduction of the tax on
purchases. Also, a fixed annual exemption may be granted to
which is added, whenever rate deductions are not granted,

a reduction in the percentage of sales value. If there 1is
an organization within tax administration with an eleccro-
nic center in which sales and purchases between taxpayers
may be followed-up for the entire year, it is mnot difficult
to identify and add all of the sales of narmal taxpavers

and those of taxpayers under the "a forfait" system; these
could be separated by means of a special series of numbers
in the fiscal code. If we know the volume of purchases of
these taxpayers, we have a first element for controls over
sales volume. It is also possible to directly establish

the added value instead of obtaining it through the differ
ence between purchases and sales. The above consists of an
addition of the total paid by the taxpayer for the different
production factors: salaries, rental, interest and profits,
for income tax purposes. The total represents the value ad
ded of the enterprise and its determination may be made ea-
sier by calculating the difference between the tax on purcha
ses and the tax on sales, If investments are not important,
as is generally the case with these enterprises, this method
may be considered satisfactory for the assessment of the tax.

The problem becomes more complex in the agricultural
sector which is, in general, a depressed sector that is less
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able to withstand tax burdens; cash payments in this sec-
tor require a lower rate of tax mainly because agricultu
ral products are staple commodities for the lower income
sectors that have a small taxpaying abilityv. On the other
hand, value added in the agricultural sector is very dif-
ferent to that on sales. Since there is no possibility
for controls based on accounting, a special "a forfait"
system for this sector -which seems to be the preference
of the European Economic Community- consists of the follo
wing:

The purchases made by farmers from other sectors
(fertilizers, fuel, agricultural machinery, etc.) are sub
ject to the normal tax rate. Sales to industrial enterpri
ses or commercial firms subject to value added tax are tax
ed at reduced rates (for instance, at half of the normal
rate) and these are calculated in such a way that the re-
duced rates may, on the average, compensate for the tax ad-
ded to purchases. The sales tax at the reduced rate is not
paid by the former by crediting it to the buyer but 1is
paid by the buyer directly to the Treasury by means of what
is called "self-invoicing". For instance, assuming that
the farmer's purchases are 100 and his sales 200 and that
the normal tax rate is 10%, the tax on purchases is 10 (10%
of 100). According to the normal system, the tax on farm-
ers' sales should be 20 (10% of 200) and the tax paid by
the farmer is 10 (20-10).

In the proposed "a forfait" system, the tax rate on
sales is reduced to 5% (i.e., to 10 when the balance of 10
compensates '"a forfait" the tax added to purchases) and
the buyer pays this 5% (i.e. 10) directly to Treasury, by
registering it on an invoice issued by himself. Thus, agri
cultural producers pay 10%Z on purchases made from other
sectors and 3% on their own sales.

12. Problems encountered 1in the transition from a cascade
tax to value added tax

These problems may be divided into two groups, depend
ing on whether we approach them from the point of view of
1) relations between the taxpaver and the Treasury,or 2)the
economic problems resulting from the impact of the transi-
tion on the market.

The problems encountered in relations between the tax-
paver and the Treasury are derived from the fact that cas-
cade taxes imply advance payment of the tax on the part of
enterprises for the amount of taxes incorporated at previous
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stages on raw materials, stored finished products, pro-
ducts being manufactured and installations and fixed assets
existing at the end of the fiscal year and not yet amorti-
zed, while value added tax requires no advance payment of
the tax since the tax paid on purchases is immediately
credited to sales for the month.

This implies that products purchased before a change
in the system and transferred after the reform, having
been subject to cascade tax cannot be deducted from value
added tax. Therefore, in the transition peried, the over
lapping of both systems would imply double taxation.

The obwvious requirement is that of reimbursing the
cascade tax collected on stock in existence at the begin-
ning of the fiscal year as well as that on the value of
non-amortized installations.

The problem presents two aspects: one has to do with
the calculation of the tax rate imposed on the goods and
the other with the waluation of installations.

In what concerns the tax rate collected on stock and
installations, it is to be remembered that this amount as
it is eventually to appear on the invoice is not sufficient
since it will also be necessary to include the tax added
at previous stages which does not appear on inveices. The
problem may be solved by applying to products in existence
at the beginning of the fiscal year, the same rate applica
ble to drawbacks on exports.

In what concerns the valuation of fixed assets, it
does not pose many problems. The value to be used as a
basis for calculations is the net value of installations.
However, the amount to be reimbursed, in view of stock
volume in existence and the investments made by corpora-
tions is very important from the point of wview of the en
tire national economy and, therefore, implies an important
loss in revenue for the Treasury that it may not be able
to withstand.

1f this loss in revenue is to be limited, it will also
be necessary to precgressively reimburse these amounts in
time. The limitation may consist of allowing for reimbur-
sement but reducing the amount of tax that is reimbursable.
This can be done by limiting the reimbursement to the rate
applied on purchases or machinery, and by cutting out the
portion corresponding to preceding stages. Within certain
limits, since it is not alwavs possible to be sure of the
entire forward shift of the tax, this could be justified.



- 101 -

Also, reimbursements could be made on installations made
in a given period of time (for example, two vears) before
the enactment of the law, or for all installations, not
immediately, but on the basis of future amortization ins
tallments, In other words, reimbursements could be made
on the basis of the annual sales resulting from the use
of the installations and of the annual amortization ins
tallments taking the annual amount of installments as
purchases., If this solution is adopted, as of the enfox
cement of the new tax system, amortization installments
are calculated on the basis of the wvalue of purchases
after deduction of the cascade tax included in them.
Thus, annual amortizations are reduced.

Each year the company can claim an amount equal to
that of the tax to be reimbursed as credit on value added
tax, and this amount is to be calculated on the original
value of the installation and is to be proportional to
the amortization installments shown on the balance sheectc,
which proportionately reduces the tax credit until a break-
even point has been reached.

As an example we may assume that a company has a ca-
pital of 1000 entirely invested in an installation which,
including 10% sales taxyrepresents 1000 {(of which 100 for
tax is included in the price).

If the annual amortization rate is of 10%Z (10 years
useful life of the installation) and if the company utili
zes all of its installments vyear after year, after five
years (at the time of tax reform) its balance will be the
followings:Under Assets: installations 1,000; cash 500;
total 1,500, Under Liabilities: capital 1,000; amortiza-
tion fund 500 (100 x 50); total 1,500. At the time of tax
reform an acecount for "Tax Credit" 50 is posted under As-
sets (1,000 - 500 = 500; 10¥ = 50) and under Liabilities
the amortization fund increases from 500 to 550. In each
subsequent year for the next five years, an amortization
installment of 90 (1,000 - 100 = 900; 10% = 90) is charged
to cost with a total for the five years of 450, and is de
ducted frem value added tax (10% of 100 = 10) with a total
for the five-vear period of 50. Thus, at the end of the
five years the installation value will be of 1,000 (to be
written off) and cash value 1,000 (500 from past amortiza
tions, 450 from the new, and 50 for tax reimbursements), a
total of 2,000, Under Liabilities the capital will be of
1,000, and the amortization fund of 1,000 will be made up
as follows: 500 past amortizations on the balance of the
tax.
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With this procedure, the state fully reimburses the
cumulative tax included in the value of the installations,
respecting the VAT principle of not incurring in double
taxation, but maintains the cascade tax by forcing the com
pany to advance the tax up to the time when the asset is
totally paid for.

The new installation may be renewed with an expendi-
ture of 900, and the remaining 100 are free (amount of the
tax) for other investments.

Naturally, if it is believed that the loss for the
Treasury will be excessive, the amount to be reimbursed may
be reduced by reducing the applicable rate.

It should be remembered that part of the loss in re-
venue derived from the implementation of the VAT system is
offset with the increase in income tax for these corpora-
tions, since amortization quotas deductible from gross in-
come will be reduced. Therefore, if income tax is, for
example, 50%, each 100 lire of tax reimbursed will repre-
sent an increase in taxable income as well as in the direct
tax. Thus, the loss for the Treasury is reduced by half.
This also suggests other types of compensations which could
consist either of a temporary increase (e.g. 5) in value
added tax to offset the reduction in income, or of a reduc
tion in the amount of the reimbursement not calculating this
reimbursement for income tax purposes. In other words, if
a reimbursement of 50% is granted on the suppressed tax,
it is also possible to establish that amortization install-
ments on the non-taxable amounts not be deductible for in-
come tax purposes. Thus, if the tax rate is of 50%, there
is a benefit in favor of the taxpaver equal to his overall
reimbursement (half of which is made in taxes and half of
which is made on the portiom that affects his income) .

The problem of goods in stock and in the process of
manufacture is to be viewed from a different angle because,
with the exception of those cases in which production takes
up more than a year, goods are destined to be re-sold with-
in the same year. Therefore, the tax incorporated to them
is to be offset in the same fiscal year. The most difficult
problem is that of quantity and value of goods in stock.
For companies having adequate accounting systems this is
easily solved, -at least if the rate of the suppressed tax
is not a differential rate for some goods-, by charging
the rate of reimbursement to the value of the goods appear
ing on the balance sheet (discriminating the rate on the
basis of whether the goods were purchased or are final
products).
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If, on the other hand, the companies do not have ade
quate accounting systems, it will be necessary to allow
them to adopt this type of accounting system at the time
that the new tax is enforced and the books are to then re
flect the value of stock appearing on an inventory drawn
up against the latest purchase invoices right up to the
value given on the balance sheet. In these cases, it will
be necessary to allow for the recovery of the reimbursed
tax within a sufficiently long period on the assumption
that tax administration may prove that stock has been over-
valuated or on the assumption that the company abandon
proper accounting in a given number of years. Whenever
proper accounting systems are used, fraud is unlikely
since an over-valuation of stock aimed at obtaining cas-
cade tax reimbursements would imply that subsequent reduct
ions in stock represent a greater volume of sales at a much
higher tax rate.

When evaluating the consequences of these provisions
on fiscal revenue it is necessary to remember that a tran-
sition from cascade tax to value added tax implies, in the
course of the first vear of enforcement, a loss of oane
twelfth of the total revenue. In fact, in January no re-
ceipts will be forthcoming on the cascade tax that is to
be suppressed but value added tax revenues will start as
of the following month, after having caleculated all pur-
chases or all sales for the month of January, with a sub-
sequent delay of 10 to 15 days in which companies may make
their calculations and file their monthly return. This
inconvenience is not encountered if the cascade tax is
collected on the basis of accounting systems since in Ja-
nuary all pavments on the suppressed tax for December will
be made. Therefore, in the course of the first year of
transition from cascade tax to value added tax there is an
important loss in revenue for the Treasury, either due to
a one month delay in tax payments, or due toe the need to
reimburse the suppressed tax on stock and installations.

13. Economic preblems involved in the transition

The second group of problems is that of the effects
of the transition on national economv.

In the first place, whenever the entrepreneur foresees
that the cascade tax incorporated to his purchases will not
be fully reimbursed with the implementation of the new sys-
tem, he will try to delay purchases up to the time of enfor
cement of the new law. This reduction in purchases will
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cause a decrease in production and could bring about a
recession, though temporary, that could also lead teo la-
ter excessive demand.

The above procedure 1s naturally denendent on the
extent of actual reduction that could be reached without
acting in detriment of the operations of the corporation,
e.g., if stock is divided into two portions, the permanent
portion formed by the yolume of merchandise that cannot
be reduced without affecting production levels and the spe
culative nortion destined to be increased or decreased in
accordance with economic conditions, imnly that only this
second portion could be affected by tax predictions. It
would look as if the problem might not be too serious in
view of the above and particularly since the phenomenon
would be concentrated in the last months of enforcement
of the previous tax system.

0n the other hand, in what concerns installations, &
reduction in expenditure can be anticinated for a much
longer period of time but, here T[00, in view of the time
required to plan an installation the fact that many ins-
tallations in the process of construction would be partial
ly detained and would thereby become subject to higher
taxes, would adjust the negative effect.

However, whenever this happens the only solution is
that of guaranteeing total reimbursement of the cascade
tax or that of penalizing investments made immediately
after the enforcement of the new tax.

From a logical point of view, assuming stability in
global income and normal market conditions, it may be said
that when one type of sales tax 1s to be substituted by
another, the overall price level will not vary inasmuch as
the public budget, public expenditure and demand for cur-
rency do not Vary.

Relative prices are to change. AS 18 well known, cag
cade tax on the assumption of a complete shift forward is
very uneven as regards final prices due to its cumulative
effects. Thus, the overall tax included in the price is
dependent, -all other conditions being equal-, on the
amount of transactions required by the product to complete
its production cycle. The total burden varies in accord-
ance with whether the added value 1is concentrated at the
first or last stages of the production cycle. In the
first case, for obvious reasons, the tax is higher than
in the second case.
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To the contrary, the other two taxes, single-stage
tax on retail sales and wvalue added tax, are the same and
it may be said that their incidence on the final price
coincides with the nominal tax race,

Recently, an opposite thesis has been sustained to
the effect that value added tax would have cumulative ef-
fects gince it is contended that, as a tax on purchased
goods it is an element of cost when the price is establish
ed through mark-up procedures and this fixed percentage 1s
applied on a price that includes the tax. This determines
a spiralling effect that leads value added tax to an in-
crease in prices that is above the nominal rate.

This reasoning reguires certain precisions.

If the tax is assessed by addition (such as an income tax
assessmeni tax) it is evident that, as mark-ups cover fixed
costs and profits as well as the tax, the margin of profic
is decreased. For this reason, whenever profits are again
returned to the original rate, the mark-up is increased and,
with it, the sale price which includes the tax and thus de-
termines the cumulative effects mentioned.

The same may happen when the tax is assessed through
the method of deductions base by base. Here again, if the
tax in not charged separately on the invoice, it can have
the same effects since the price appearing on the invoice
also includes the tax.

However, these argumentations lose all of their value
when cost accounting is correctly kept, with the tax by
tax deductions system (French method and that of the E.E.C.).
Assuming that this cumulative effect should be due to an
erroneous indication of costs, this reasoning would only be
valid for brief periods, or until the mark-up is again re-
duced to take profits to their original rates. The obser-
vation has no logical basis unless it is attributed to irra
tional behavior on the part of the businessman, but in that
case it would be possible to make many other assumptions 1n
what concerns the method of deduction tax by tax. With this
method, the tax appears separately on the invoice and to
the buyer it is only a reimbursement of an advance made by
the supplier on account of the tax he will have to pay for
his sales and he recovers from his client.

Businessmen who keep adequate accounts show on thelr
books the taxes paid on purchases and the tax collected on
sales and offset these accounts. In generaly the law requi
res that corporations show the tax separately on 1nvoices.
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Under their stock account, businessmen invoice the net
price of the goods because in actual fact goods in stock
or in the process of production are not taxed under this
system.

Neither is it technically possible to base the mark-up
on total cost with the additionm of VAT since the cost ari-
sing from industrial cost accounting does not include the
VAT. And more so since often the tax collected by the bu
yer is higher than that paid by the seller; in other words,
it is a means of self-financing for the corporation for the
time elapsing before payment of the tax (an average of 23
to 25 days). Therefore, it should perhaps be calculated as
a cost reduction at least for interest purposes, but it
should not be considered as a tax under any circumstances.

On the other hand, the same problem arises with all
taxes collected at the source on account of the Treasury.
Can it be said that these taxes form part of the base-cost
on which the mark-up is applied? Certainly not. Here also
the tax is administered by means of cash-on-hand accounts
so as to avoid making erroneous entries to the cost for
the period.

Therefore, it can be said that value added tax caldu=~
lated by the method of credit tax by tax is not in any way
cumulative. Other hypotheses may be made, but they are ba
sed on an irrational behavior on the part of the businessman.

Tt has also been said that in  the case of a substitution
of the cascade tax for value added tax, -on the assumption of
rational market mechanisms without any type of friction-,
after a given lapse of time the prices for every product are
subject to two opposing forces: they tend to a decrease due
to the elimination of the previous tax and tend to an increa
se when the new tax is levied. The price for each product -
will increase or decrease in accordance with the element that
prevails and even if relative prices are modified since the
exact tax incidence cannot be verified on all goods and on
each stage of their production. The overall price level will
probably not vary since the global impact of the increase
will run parallel to the global impact of the decrease. Na
turally, relative prices will vary in accordance with the
different taxes incorporated to production costs after the
transition.

However, due to the imperfection of the markets, corpg
rations may adopt another type of behavior. If they do not
reduce their prices in an amount similar to the tax inciden
ce of the suppressed cascade tax on their purchases {and the
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percentage varies haphazardly from product teo product)
the transition may lead to an increase in prices since
the latter usually rise more or less in accordance with
the new tax rate which is equivalent to the nominal rate
of the suppressed tax. If we take longer periods of
time into consideration, it is very difficult for prices,
once increased, to ever be reduced again. Quite to the
contrary, they will continue to rise to provide larger
profits and to offset other production factors. Whether
this happens or not depends on persuasion and on the pu-
blicity made by government authorities on the new svystem
but, in actual fact, it will be very difficult to avoid
an increase in prices.





