EEC Sales Tax Harmonization:
an Alternative Scheme )

1. The EEC guidelines for ‘ndirect tax harmonization (1) sug-
gest that each Common Market country should adopt a valufa added
tax, In a first stage some difference in t}}e average .rate, in com-
modity discrimination, in assessment techniques and in the exemp-
tions policy for the new tax should be allowed. Adjustments at
the border, i.e., rebates for exports and compensatory taxes. on im-
ports, in this stage should remain in existence for t'he sales tax
of each Common Market country, both inside and outside the }*'_LEC
area so that national differences in value added tax burden, given
that the tax is completely shifted forward, would not interfere Xﬂiltf'l
competitive conditions. Through the adjustments at the frontier,
which under a value added tax (unlike those under ca\.scadc sales tax)
can be casily assessed,any commodity, whether domestically produ;cd
or imported from anywhere, will bear the same domestic tax }:fur en
‘n each Common Market country. In addition, any comfnodlt_y ex-
ported, whether to other EEC countries of t0 third countries, will be
entirely freed from domestic indirect taxes, so that it v\.rllll compete
in foreign markets on equal terms with the commodities of any
other country. Flowever, the existence of border tax adjustments
within the Common Market area is considered by t:hc EEC to he
unsatisfactory as a final solution, on both political and ps‘?rcholo.glcil
grounds and for economic reasons. It is felt. that to retain frontiers”,
even if as a mere administrative device to enforce equalization of

# When this paper was written the auther was Rockfeller‘Foundation Visiting Rese[ajc‘h
Professor in International Feonomics at The Brookings Imstitution, on leave from the Uni-
. i taly, ‘
vemw’l?}ieTz;;E;ois lixprcssai in this paper are those of the author and dolnot purg;ﬁoflo
represent the views of other staff members, trustees or officers of The Broolg.ngsRInstl o l(;

{x) Ample information on these guidelines is given by sevcral‘paplncrs in Revue e
Fisealité du Marché Commun, from 1939 on. See also Tax .I-{a-rmomzazzon in the Com
Market, Commerce Clearing House, Chicago, 1963, on the initial steps.
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competition (as the frontiers for rebates and for compensatory taxes
celated to sales taxation are meant to do) and not as a device to put
cconomic bartiers to commodity flows, is contrary to the philosophy
of a truly unified BEuropean area. Furthermore, many economists
and businessmen in the Common Market are not so sure that even
a refined value added tax, well contrived and well assessed, would
be automatically shifted forward in higher prices in a measure
equivalent to the burden imposed at cach stage. . They therefore
feel that frontier adjustments, in spite of their intended nature
of [mere] devices to equalize competition, may result in actual dis-
tortions of competition: sometimes rebates measured on the formal
aggregate value added tax burden affecting cach given commodity
inight exceed the “ true ” economic tax burden incorporated in them,
and sometimes might even be insufficient to offset the full aggregate
tax effect; by the same line of reasoning, allowing for the possibility
of imperfect tax shifting or of overshifting, compensatory taxes col-
lected at the frontier might sometimes undercompensate, thus acting
as preferential tax treatments. ‘

Finally, if different indirect tax burdens should persist in dif-
ferent places within the Common Market area, it is assumed that
investment policies will be interfered with, since different locations
may provide different opportunities because of the diversified tax
factor affecting consumption,

2. Thercfore, the EEC sales tax harmonization guidelines suggest
for the final solution that the whole Common Market area should
be covered by an entircly harmonized value added tax, to be levied by
each member country on the tax basis originating in its territory at the
same rates and with the same exemptions (if any) and assessment
procedures. This value added tax uniformity, according to the FEC
guidelines, would enable the border tax adjustments to be abolished

entirely within the Common Market area, sitice no problem of

equalization of competition connected with differentials of indirect
tax factors will possibly emerge for any business located anywhere
within the EEC. Border adjustments, with a fully harmonized
value added tax, would, on the other hand, be kept for external
trade, i.e., for imports and exports cffected between any business
inside the EEC arca and any business outside it.

A twofold political and psychological benefit is expected to

“result from this scheme, First of all, barriers, as explained, will
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disappear inside the EEC. Secondly, a uniform indirect tax fronticr
will be erected in face of third countries. In other words, unity
will politically be fostered both by the internal f;eedom from tax
barriers and by the coming info existence of a unified external tax
barrier. From an economic point of view, distortion due to an 1m-
perfect shifting coupled with a complete border adjustment, if any,
will be tolerated for external trade (which has to be controlled any-
way, for tariff and other reasons) but will be ruled out for domestic
trade. TLocational investment choices will not be intcrfcrecll with
inside the FEC area by tax considerations related to the different
impact of consumers’ taxation on final demand.

To permit a minimum amount of indirect tax freedom to the
yarious member countries, the EEC guidelines allow nationa! govern-
ments, if they wish, to apply at the last stage, in addition' to tl}e
harmonized value added tax, a mild single-stage sales tax, either in
the form of a retail sales tax or of a purchase tax, Kept to 2 low
level, this tax should not greatly diversify the consumers’ aggregate
indirect tax burden in the various member countries. Furthermore,
because it is imposed at the final stage of distribution, the optional
tax would not create any need for border adjustments.

3. Even if politically sttractive from the “ free movement ” point
of view, the EEC sales tax harmonization scheme, in its apparent
simplicity, appears to be open to criticism on economic grounds.
Before starting on this analysis and suggesting an alternative scheme
which retains similar political merits but appears economically less
crude and less objectionable, let us briefly sketch the prescnt sales
tax situation in Western Europe.

France is presently the only Common Market country to rely

~chiefly on a value added tax for indirect taxation (2). This tax,
broadly speaking, is of the consumption” type, i.c., through rebates
it entirely frees most investment goods purchased by value added
taxpayers from the aggregate value added burden which, assuming
it is Pully shifted forward, would otherwise be ir-l.corgoratcd. in the
price of investment goods. France currently levies, in addition, a
retail local sales tax and a single-stage tax on services, to cope with
the fact that both retail sales and services and misccllaneous tran-

(2) Sce Norr and Kerfan, Taxation in Prance, World Tax Series, Harvard Lf;w Schoal,
Commerce Clearing House, Chicago, 1966, Chapter 14, For a compact analysis, see the
(Richardson) Report of the Commitiee on Turnover Taxation, Cmnd. 2300, pp. 19-25.
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sactions are not covered by her value added tax. The French value
added tax rates are very high (the standard rate is 25 per cent and
the top rate on luxuries is 33.3 per cent) and highly diversified (the
average burden of value added tax plus the retail tax and the tax
on services, as a percentage of gross national expenditure, is about
8 per cent; it is easy to note how diffcrent this effective average
burden is from the above mentioned standard rate). However,
according to the reform recently approved by the Parliament (but
not yet carried on} rate diversification would be reduced and the
local sales and scrvices taxes abolished, the value added tax replacing
them and thus acquiring a more general coverage and a lower
standard rate (it should drop to 20 per cent) (3).

The EEC type of value added tax suggested for European
harmonization is very close to the new French value added tax.
It is also meant to be of the consumption type, to allow few rate
discriminations and to have a general coverage. No figare for the
standard rate bas been ecxplicitly suggested but a rate not higher
than 17 per cent and not lower than ro per cent should emerge
for the final fully 'harmonized European tax.

The Common Market countries other than France all presently
apply a cascade sales tax, that is, a tax collected at each stage (fre-
quently with the exclusion of retail) on the full value of the transac-
tion, No rebate for investrent goods is allowed. A substantial rate
discrimination exists, in each country, mostly for consumption policy
and social policy reasons or with the aim of lessening, in some
areas, the cumulative effects of the cascade mechanism.

4. Of these EEC countries, Germany is the only one presently
having a well defined plan of change to a value added tax: the
original draft presented by the Government suggested a value added
tax of the income type, i.c., allowing for a deduction for deprecia-
tion charges, but not for a rebate on full value of investment goods
purchased by value added taxpayers. However, in the last version,
the German Government draft of sales tax reform suggests a con-

(3} See, for a description of this reform, M. F. Lzxax, * The Recent Evolution of the
French Tax System *, European Taxation, November 1965, pp. 264-269, A. MULLER, L’ dssieite
réele de la taxe sur lo Valeur Ajousée, Paris, Dalloz, 1965, p. 265, (pages 255-263 provide a
shoet discussion of the BEC sales tax harmonization propesals), and my paper, “On the
feasibility of a general value added tax: some reflections on the French experience , National
Tax Journal, December, 1966.
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sumption value added tax. The standard rate (11 per cent) is much
lower than the French (4). To establish less difference from the
French level and the European harmonized final level, however,
Germany might abolish its © Gewerbe Steuer ?, a sort of mixed type
of direct-indirect tax levied by the © Linder ? and local bodies,
replacing its revenue by an increase in the new value added tax
standard rate, Since the Gewerbe Steuer provides a revenue close to
one-half of the present cascade tax, a 16-17 per cent value added
standard rate would suffice to provide for its full replacement. .

Ialy is the only other EEC country which. has officially ex-
pressed a willingness to adopt a value added tax, Its present cascade
sales tax, as a percentage of gross national expenditure, yields nearly
as much as the German cascade tax (i.e., about 5 per cent). A 12 per
cent value added standard tax rate is currently considered as needed
to replace the cascade tax yield. However, unlike Germany, Italy
has no official detailed draft ready in this field. Furthermore, the
Italian tax administration is reluctant to venture into this new

tax area and the Jtalian Ministry of Finance has scheduled, as a

priority, an extensive income tax reform. The sales tax reform,
according to these plans, should be possible only later on. Business-
men and many economists are in favour of the value added tax to
‘replace the cascade tax, But some of them would prefer, if possible,
to change to a singlestage or a two-stage sales tax levied at

the manufacturer-wholesaler and the wholesale-retail levels. Ever

among those who are inclined to opt for a value added tax, a sub-
stantial group would advocate it together with a quite heavy single-
stage tax. Nobody in the business community and few ecconomists
(and, needless to say, nobody in the tax administration) would con-
sider possible either a value added tax rate higher than 12 per cent
or the extension of a value added tax to the retail stage, The chief
reason for favoring a value added tax plus a single-stage {or a two-
stage) sales tax appears to be the possibility of imposing all of them
at mild rates. On the other hand, the only important reasons which
the supporters of the value added tax give,' besides the EEC har-
monization objective, against a straight single-stage or a two-stage
sales tax, is that the rates would then. be too high and might stimulate

(4) See Diirrwichier, Fum Mehvwertsiencr Rogierungsentuwurf, Rundschan fiir Umsatz-
stewer, 1964, pp. 145-136; M. W, Arpmes, ® Die Suche Nach der Optimalen Umsatzsteuer-
Hrfahrungen und Reform Vorschiige in der Bundes Republik Deutschland *, Public Finance,
1961, Mo, 3-4. Bundesministerium der Finanzen, Finansborichi, 1964, P. 192 8
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substantial evasion and, due to the inequalities of enforcement, distort
competition (5). .

The single-stage tax scems to have a substantially stronger appeal
in the Netherlands (6) and Belgium than the value added tax, in
case of a reform. of the present sales tax system. Belgium, in par-
ticular, has shown a definite preference for a single-stage tax: one
good reason for this is that the present cascade tax in Belgium is in
several instances, and meore than in the other cascade tax countries,
replaced by a single average rate.

As for the Western Furopean countties outside the Common
Market, there are two — Austria and Spain — who have a cascade
sales tax. While the Austrian tax is as old as the German, the
Spanish is very new, having been introduced in 1965 to cope with
the increasing expansion of central government responsibilities, con-
nected with the high rate of the country’s economic growth. No
proposal to change to a different sales tax is officially entertained
or discussed in Austria; nor, obviously, in Spain, which is only at
the very beginning of its cascade sales tax experience,

5, The UK., Denmark (up to now), and Switzerland apply a
wholesale-stage (i.e., “purchase ”) tax. As is well known, there are
advocates of a value added tax in the UK., too; but the Richardson
Report on turnover taxation has advised against any propesal in
this direction, and in its evidence the Federation of British Indus-
tries forccfully denied the superiority of a value added tax to the
purchase tax (8). Advocates of a value added tax for the UK, seem
to have a stronger cdse when they suggest it should replace part of the

] {5) For a discussion of the seles tax reform and the change tc a value added taxation
in ?.taly see the Cosciani Report of the Maticnal Committee on Tax Reform (ptblished in
Tralian by Giuffré, Milano, 1g65), Ste also E. Gerelli, Rivista di Divitta Finansziario e Scienza
df’lla Finansa, 1965, and the Acts of the two conferences on Indirect Tax Reform and European
Tax Harmenization by the Centro Italiano Studi Finanziari and the Centro Internazionale di
Studi ¢ Documentazione sulle Comunita Europee, both published in Iralian by Giuffré Mi-
lano, 19'64. On the quantitative aspects of a value added tax in Ttaly, see M. Ry, * };-lcuni
clementl quanttativi per applicagione in ltajia di una imposta sul valore aggiunto”,
Ouaderni di Sindi Tconomici, University of Naples Department of Economics, 1965,

(6) For a critical analysis of the replacement of the Dutch cascade tax with a value
added tax, see J. Rengebtink, Omzetbelasting en EEC, Deventer, Antwerp, 1963. .

¢7) Quivrany, “ L'Empuesto scbre ¢l volumen des ventas: perspectivas de una idea fiscal
Espanola *, Anales de Economia, 1964, pp. 3-160.

o (8) (Richardson) Report of the Committee on Turnover Tagarion, Cmnd. 2300. The

U-PlllfOn .OE the FBI against the proposal of replacing the purchase tax with a value added
tax iy given there on p. 4o0.
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corporation. tax. However, there is strong opposition to this proposal
as well (9). As for Switzerland, an unofficial suggestion to consider
o value added tax to replace the wholesale-stage tax bas been
heard (10), but it does not scem to have aroused any cnthusiasm
cther in Government circles or in the business commupnity nor
among economists.

Denmark’s wholesale tax was introduced only in 1962. A

roposal to change to 2 value added tax was, however, approved
by the Government in 1965,

The other Scandinavian countries, Sweden and Norway, apply
a retail-stage sales tax. In Sweden a proposal to change from the
retail tax to a value added tax, merging in it some direct tax
burden, too, has recently been given scrious consideration but has
finally been dropped by the Government. Norway seems satisfied
with its highly productive retail tax, with standard rate of 10 per
cent, which puts her in second place, immediately after France, in
respect of the share of sales taxation to gross national expenditure (11).
Treland applies a retail sales tax.

Another Western European country which has recently joined
the group of those having a general retail sales tax is Portugal, where
it should replace and broaden the scope of the existing selective
luxury retail-stage rate.

Finally, Greece has a simplified type of value added tax plus
an important wholesale-stage tax. Greek value added tax, unlike
the French, allows deduction only of raw materials and other phy-
sical intermediate goods purchased by industrial enterprises. It is
obviously far distant from the Furopean harmonized type of value

() See the above-mentioned Richardson Repart, pp. 60-8g. Against the proposal, see
A, R. Prsst, ¢ A Value Added Tax Coupled with a Reduction of Taxes on Business Profits 7,
British Tax Review, 1963, p. 336 fi.; for the proposal, see N. Katnor, * A memorandum
an the value added tax *, Essays on Economie Policy, 1964, vol. I, pp. 266-2g3; D K. Svour
and R. Turvey, ¥ Vakue Added Taxation, Exporting and Growd v ibidem, p. 314 .

{10) H. GureIR, Umgestaltung der Sweigerischen Umsazsteuet? Grassisiensiensy copira
Mehraertsicuer, Stener Revue, 1965, pp. 47-84 reports that a group of scholars of the St. Gallen
Business School made, in summer 164, a case for the introduction of a value added
tax in Switzerland to replace the present wholesale tax, F. Gerber himself does not appear
enthusiastic about this proposal.

(1x) See M. Nors, 4 The Retail Sales Tax in Sweden ™, National Tex Journal, 1961,
pp. 174-181; Lo Murew, The Value Added Tax: “ A New Weapon in the Fiscal Armoury? ",
Skandinasiska Bank, 1963, pp. 41-40; SANDIERG, « o Valoe Added Tax for Sweden "
National Tax Jonrnal, 1964, PP- 292-296, On the new Danish value added tax, sce P. Gens-
MaNN, “ La taxe sur la valeur ajoutée *, L'observareur de POCDE, December, 1965, Pp. 3941

from it. Single-stage taxes are, at present, by no means less im-
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added tax suggested by the EEC guidelines and rescmbles more some
of the methods used by cascade tax countries to lessen the effects of
the curmulative burden imposed on the full value at each stage,
In fact, the present French value added tax originated through a
similar scheme, but the scheme was abandoned carly in the fifties
after bitter criticism of its harshness and its wide distortive effects (12)
Thus Gree:ce does mot seem much ahead of the true cascade sale;
tax countries in the process of moving to a  true ” value added tax,

6. Let us summarize the existing situation,

WESTERN EUROPEAN
SALES TAX SITUATICON

1965
| ‘\
o ) ¥
Multl—sta{;e Taxes Single-stage Taxes
B ‘ o
¥ l + B ¢ ¥
Cascade sales | Value Added Wholesale- Retail-
Ta;{cs l fo Stage Taxes Stage Taxes
¥ ¥
Germany Halfway France - ' United Kingdom Sweden
Ttaly between Switzerland Norway
Neth_er_lands cascade Denmark Portugal
Belgium . and Ireland
Luxembourg  value
Austria added
Spain tax:
Greece

From this summary it is easy to infer that the mote prevalent
sa.les tax in Western Europe is still the cascade sales tax: seven coun-
tries with more than half of Western Europe’s population still use
it; and an additional country (Greece) lives with a tax ha.lfway

portant in Western Europe than the value added tax. In terms both
of number of countries and of number of inhabitants, single-stage
taxcs override the value added tax, which is actually applied only by
France, and soon will be by Denmark. To be accurate, France has
not yet completely shifted to a system where the value added tax

(12) See M. Launt, La Taxe sur lo Valenr Ajoutée, Paris, Recuedl Sirey, 1953.

v
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stands alone, since, as noted, she still levies two important single-
stage taxes (the Local Tax and the Tax on Services) to imple-
ment 1t :
That cascade taxes are unsatisfactory both from the point of
view of their capricious domestic tax discriminations and because of
the inherent difficulty of offsetting themn at the borders, through
satisfactory rcbates and compensatory taxes, is widely recognized.
Sooner or later an increasing number of Western European countries
is bound to abandon them, in spite of their administrative workability
and of their well-known high revenue. But it cannot be claimed that
single-stage taxes are inferior, from an international point of view,
to value added taxes, since they do not interfere at all with imports
and exports. As for the domestic front, obviously investments under
a single-stage tax may be completely freed or partly taxed as under
the French type of value added tax, which favors productive ”
industrial investments as against the others. Unintentional discri-
minations can hardly be greater under single-stage taxes than under
value added taxes. The only troublesome point with single-stage
taxes, besides the danger of evasion when high rates are applied,
may be in the administrative definitional problems of taxable tran-
sactions and in the identification of their “true” price, On the
other hand, the value added tax 1s, administratively, also a difficult
tax and can hardly be made general with accurate assessment unless
a high standard of bookkeeping is universal, Jts definitional pro-
blems — for example, the definition of the taxable capital - gains
and of the deductions which identify the true value added — are
by no means trivial. .

Feasible value added taxes even of the most refined type must
end by including in their taxable basis some values which are true
capital gains but not truc value added in the economic sense, of
are purely apparent capital gains arising from changes in money
values, Otherwise they may exclude broad classes of capital gain,
thus arbitrarily discriminating in another respect. Besides this, the
imperfections of tax-shifting may alter the results of the value added
(ax from the idealized type of a tax that burdens the final purchases
with the aggregate rates collected at each previous stage. The fact
that the tax is levied at each stage may also entail a pyramiding dis-
wortive effect, and the fact that exports are rebated but are not free
from charge from the beginning, except for imported commodities
on which the tax is often suspended, may generate other discrimi-
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natmI;S. To sum up, the V31Uc added tax is only a second-best sales
tax, the best being those of the single-stage (13).

: T'Il1erc is ;ample evidence that single-stage sales taxes work satis-
'aCt(l)]n }{J w_1tl11n a federal state as member states’ taxes: the fact that
in the United States the member states currently and increasingly

rely on su.lglc—§tag.e sales taxes for a tajor source of revenue can-
not be easily dismissed.

#. Tt should be admitted that a multi-stage cascade sales tax
country may find it casier and natural to change to a value added
tax w_hlfh is still a multi-stage tax than to a single-stage tax
since it is already familiar with a general coverage CXPCriCIzEZe and
this type of change may minimize the interference with prices and
tax s_hlftmg at each stage. There is no reason, however tg deny the
likelihood ‘that, after having changed to the, value ad’ded faxy the
country might like to make the next step and change further to a
single-stage tax, ie., to the “best” sales tax. The French value
added-tax specialist, Maurice Lauré, actually suppotts a simila;
change for the French TVA. According to his suggestions, at cach
stage the value added tax might be “suspended” and the ful
amount then collected when the good is sold at the last sta |
Through thf': “ suspension ” technique, the transition from a Valglf{;
added to a single-stage tax may be as natural as has been the French
step-by-step transition from a cascade to a value added multi-stage
tax through allowing an increasing amount of deductions for the ;ge-
viously taxed goods. Under the EEC scheme not only should sinplc—
stage tax countries be obliged to deteriorate their indirect tax s stgem
to join the Common Market; EEC countries’ movements tow);rd a
better sales tax system should also be frozen. It is difficult to under-

Hffeet (10_9;) S;edthel ?;rp criticism of the value added tax by R. Rourn, “ The Economic

s of a Pederal Value Added Tax *, Excise Tax C - ’

o s B ¥ Compendium, U.8. Government Printin

WH:i"rc;gii’ ‘Fg 99';\03'. Bee also the list of administrative problems analyzed by G Sg

. , “ Some Administrative Problems of an Added Valne Tax *, Briti it

sy ) dmin ; ue Tax ™, British Tax Review;

o sp\l{reh E(;icrlzt.contex;tm.n c;hat this tax “appears to be reasonably sir;plc o administ:rm’:,

Ar. oft’s analysis does mot suggest that, through hi i ;

W . ) not , gh his proposal, onc might

addz; 1; a mfnplc or (1in ba nondiseriminatory tax, ‘The superiority I::f si;lgle stagegove:néalt{:
axes s stressed by the Rickardson Report, which i npari

w0 Ty of e aati he port, ich concludes its comparison of the

g that “ the purchase tax systemn is thus 1 i

2 means of collecting a tax on cons o) have reaebed

- m umer goods but alse more efficient ”

i ollecti : e efficient ”, 1 have reach
conclusions in a monograph on' the various types of sales taxation published (in Italizl:g

n, the Rivista Ifa![ﬂ /3 cien Econom Vv p EIEI
na di Scienze 7 16‘;16 ¢ Comuier ﬂuh [ m a mentioned
) . See HlSO
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‘stand in what sense this kind of harmonization accords bw1.thn;§c
hasic aim of fostering progress, which is set forth at the beginning

of the Rome Treaty.

8, The EEC indirect tax harmonization guidcliges are open to
tcism i ic respects.
criticism in several other economic : . ‘
Insofar as the different EEC countries have a.dlff'crcnt mcom'eé
er capita and a different income distribution, thelr‘ dll‘éCE t:%xi:z, t10
Lf)i)md at the same rates, will give different p]:oportmrj_ &J YltC g
GNP and therefore will entail the nece;mtyb?thcr Ofd‘t crctrfl} B
indi ift t rate of public expendl ure
of indirect taxes or of a differen e to O
i - policy. If, on the other hand, ‘
or a different public debt policy. If, on ; oct tax
 Lates are allowed to be different, the umfborr:inty of ;:«.1tf:'snL ;)sfs 1ir;d::a{:h
i i tic tax burden on bust
taxes will not equalize the domes B et
i i ility of resources, a differentt
country. Given a high mobi E resot e ]
n is ki ' discriminatory than a difre
tax burden is likely to be more  than ferent
i in its effect on the distribution Ok
consumption tax burden in 1 . : of mves
i i ‘as. because while distant attra
ments in the various countrics, e o
i be reached through some & |
sumption markets may always De ‘ h some o4 unles
i i differentials must be abso
transportation cost, 1ncome tax it b he
one r]sloves elsewhere, owing to the mobility of p”roducts c;‘cattefi : gmrc
very existence of a “common market area h(xidé)ﬁc urluL r_mt bé
i 1ndi : 11151 nd outside the Wi
ingofar as indirect taxes inside a : ‘ o b
i ift i : ¢ the different consuin
harmonized differential effects © fferct : | :
burdens on ’dcman-d in the local markets will stllll arl}slc, lﬁ)gc(ziusgo;
che different distances of the various areas outsnil:1 the
those outside that have diversified indirect tax burdens.

. -3
9. But why, after all, is it thought that a umfox:m cof’r;s;znzrisﬁ
tax burden, given different levels of mcornn:1 .pe}f \::71-p1‘ta,‘1 :csewélfare
A i way whic minim
ferent local consumer demands in a 1ize cliare
- i f the welfare superiority o
losses? One may be able to judge o ’ ty of o
i At i ther when both exact the sam
tax in comparison with ano e e
i taxpayers; but one ca P
of money income from the same but on ) )
same juggment on taxes with important distributional differences

i ic, si i etaift
this point s far from being academic, since a chief reason to r

ination 1 ! : rg, in
i iscrd ion in consumers’ taxation rests, A8
a partlcular degree of discrimination i

.
; ! dies
(z4) D. Dossiz « Welfare Hffects of Tax Unions " The Review of Beonomic Seudics,
14) D. iR,
Vol. XXX1, Mo, 3.

!

LEG Sales Tax Harmonization: An Alternative Scheme ,67
each country, on political (value) judgments related to distributional
grounds which each national parliament weighs in a different way.

There is a second disturbing distributional factor in having
each country collect a uniform value added tax on taxable mat-
ters originating in it, L., that countries with a surplus of exports
over imports from the other Common Market countries will be
able to collect more, as a share of EEC aggregate expenditure,
than countries having a deficit. Deficits to other Common Market
countries may be paid through capital inflows, this being a per-
manent feature. Member countries running surpluses and investing
their balances in other member countries or elsewhere will thus be
able to tax indefinitely consumers of the other member countries
more than the other member countries can tax their consumers.
It is hard to see how this result would meet the requisites of dis-
tributive fairness among countries, not to speak of the responsibility
of a supranational or federal government to redistribute income from
the stronger to the less strong regions,

10, The most important reason for criticizing the EEC sales tax
scheme, however, is related to fiscal policy considerations,

If an identical sales tax is adopted in each EEC country, most
of the indirect taxes will be lost as tools of national fiscal policy
both from the internal and from the international stabilization point
of view (15). Furthermore, unless an exceptionally powerful EEC
central government exists, they will be lost as tools of Common
Market-wide fiscal policies, because of the difficulty of convincing
every national government and parliament to adopt the same tax
change when needed. At present, no Federal Government has any
cxperience of managing fiscal policy through simultaneous action
by every member state to pass in cach parliament the same tax bill
making the same tax change. Only if the EEC instituted the new
value added tax as its own tax could it be used as a tool of fiscal
policy. -But this would imply a unified policy expenditure in the EEC
covering something like 7 per cent of GNP. In turn, this, because of
the broad economic and social effects of such public spending, under
the democratic government principles to which Western European

)

{15) There is evidence that indirect taxes, as tools of fiscal policy to alter the general

level of demand, are able m work better than direct taxes, See W. A. B, Horxmv, W. A. H.
-Gobwey and D. A, Rowr, “ An Analysis of Tax Changes ¥, National Institute Economic

Review, May 1965, pp. 33-42.
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countries are committed, would make sense only if the EEC hadits
own patliament and government responding to all the citizens of
the entire Common Market area. Furthermore, a unified EEC mon-
ctary authority capable of deciding monetary policy over all the
FEC area would be needed, because 2 situation. where monetary
policy is kept at the member states level while fiscal policy is cen-
tralized at the EEC level is ‘nconsistent with the obvious links be-
cween the two sets of policies as tools of stabilization.

Given all this, the unified value added tax scheme might be
delayed for a longer period than was originally foreseen by the EEC.
The differentiated domestic value added taxes provided with border
adjustments internally to the Common Market arca might. then be
retained until the central powers and insttution outlined above could
emerge to the required extent. But then the main benefit of having
cach country adopt a value added tax, i.e., that of abolishing the

internal tax borders, would be lost for a substantial period of time.

The difficulty with the present EEC sales harmonization proposal is
its intrinsic rigidity. To become an cffective way of freeing move-
ments of goods within the EEC arca it requires a major advance
which could hardly be accomplished in a few years: in the mean-
time great national efforts are required in the field of tax reform,
without much immediate return.

r1. Countrics with an important agricultural scctor based on
traditional family farms, fragmented trade, and little concentrated
industry will hardly be able to enforce the value added tax suggested
by the EEC, for, per ¢, it is a highly refined tax suitable only for
a later industrial stage. "This might prevent extension of the Gom-
mon Market to ‘countries like Spain, Turkey, Portugal and so on,
unless they were allowed to stay outside the tax harmonization plan:
put any substantial exception of the kind would mean a debasement

of the EEC harmonization plan.

12. A more flexible harmonization scheme for sales taxes is
needed; and possibly a scheme that can ensure carly abolition of
internal border tax adjustments without the need of too drastic and
precipitous changes in domestic tax policies and of any limitation

on their use in fiscal policy management.

I suggest the following scheme: () each EEC country should

normally be allowed to choose cither a value added tax extended to
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a lower value added tax burden exactly equal to the higher burde
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previously imposed on them, as compared with commodities im-
ported from other EEC countries, Commodities imported from
countries outside the EEC will entitle the seller to a still higher

deduction to an extent which exactly offsets the differential burden
to which they were previously subjected.

No matter the place of origin nor how much the rate of tax

on each commodity, the effective rate will be equalized when the
taxation of purchases takes place.

. Since to claim a tax deduction the value added taxpayer must
show the invoices relating to the purchases on which he claims this
deduction, in the case of imports from EEC countries there will be
no risk of unwarranted tax deductions: taxpayers who bought thesc

commodities from abroad have no tax to show on the purchase
invoices to which they relate.

Tax evasion might be attempted by concealing simultaneously
sales and purchases related to them. Imported commodities, being
unconnected with any previous tax, might be preferred in attempting
this evasion. But in order to stop such attempts, in our scheme the
authorities of the country of residence of the exporter must send to
the tax administration of the importer’s country of residence a
copy of the invoices relating to these international transactions.
Thus, nobody will be able to conceal his sales through trying to
conceal his purchases of imported commodities, any more than he

might be able to do through trying to conceal purchases of goods
domestically taxed under the value added tax.

14. It is easy to see now how our scheme meets the different
needs of single-stage tax countrics, value added countries and value
added plus single-stage tax countries, Exporters from value added
tax countries would enjoy their rebates, no matter whether they
cxported to EEC value added tax countries, to EEC single-stage
countties, or-to outside countries. This, as explained, does not require
border control. Single-stage countries will automatically tax their
imports from value added countries, without any danger of double
taxation, because of the previous rebate. Their exports to value added
tax countries will automatically be tax {ree and will undergo the same
tax procedure as goods exported to value added countries from other
EEC value added countries. The transmission of invoices here again

will help to prevent any tax evasion attempted through international
trade, .
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Countries applying simultaneously the value added and the

single-stage tax will act, in respect of their value added taxes, in
. the way described for countries having the value added tax alone;
and in respect of their single-stage taxes, like countries baving this
rax alone. The important point %s that these countrics should cover
‘the wholesale stage with the value added tax in order to originate
the automatic equalization of imported and Jdomestically produced
commuodities at the wholesale level.

15. Obviously, this scheme will entail some locational investment
distortion connected with the differential purden placed on cof-
sumers in the various FEC countries, But as we have seen, it is
very doubtful whether this distortion has any definite welfare mean-
ing. Our scheme will allow for some distortions through the rebate
mechanism as between value added countries and countries applying
the single-stage tax, if the value added tax is not completely shifted
forward. On the other hand, it will allow for some. distortion in
the vatue added countries for goods coming from the single-stage
countries which are free of charge from the beginning and goods
dJomestically produced which first pay a tax and then originate the
right to a recovery of the tax through the deduction mechanism.
Both exports from value added to single-stage and from single-stage
to value added countries would thus receive fiscal stimulus: one stim-
ulus might offset the other in the choice of location for investments
of business enterprises engaged in international trade.

In the writer’s opinion, the chief merit of this proposal is that
it would make the entry of the UX. and other single-stage sales
tax countries into the EEC much easier. If one thinks of this as a
positive factor for the Economic Union, it 15 an argument that has to
be listed among those in favor of our proposal. Our scheme would
not prevent the possibility of subsequent steps to tighter types of
sales tax harmonization: 1f desired, the gencral uniform sales tax
could always be introduced later on when the Earopean Community
central body may have developed sufficiently to take upon itself
autonomous tax and fiscal powers. In the meantime, an immediate
mechanism of harmonization fostering frec commodity movements
and competition would be put into effect.

' Francesco FORTE
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