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countries, and suggests possible answers to the vexing questions raised by 
this issue. 
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Since the end of 1991, Russia and the other transition countries that 
were part of the Soviet Union have adopted value-added taxes (VATS). The 
VATS in Russia and in all the other countries (except Estonia, Latvia, and 
Lithuania) referred to in the paper as "the other transition countries," 
were originally almost identical to the VAT adopted by the Soviet Union in 
December 1991, upon the eve of its dissolution. Although the laws of the 
various countries have diverged over the past two and a half years, most of 
them still share certain features derived from the 1991 Soviet model. 

In principle, the VAT is an efficient, neutral revenue source at the 
national level. And, in fact, these new taxes now generate a very 
significant portion of total tax revenuea in Russia and the other transition 
countries. But large and growing arrears in the payment of interenterprise 
obligations correlate closely with declining revenue performance. This 
correlation arises in part because interenterprise arrears give rise to 
liquidity problems, which lead directly to tax arrears, and in part because 
timing asymmetries resulting from the unique structure of the Russian VAT 
reduce VAT liabilities (but not VAT credits) in the presence of 
interenterprise arrears. 

The large number of exemptions and preferences found in the Russian VAT 
causes both a loss of revenue and economic distortions. The major 
structural anomalies found in the Russian VAT and in many of the laws of the 
other transition countries include (1) accounting for VAT liability on sales 
on a cash basis while allowing credit on inputs at the time the inputs are 
put into production; (2) calculating the tax at the manufacturing and 
production level on the credit/invoice method, and in the wholesale, retail, 
and service sectors based upon the taxpayers' gross margins; and (3) denying 
or delaying credits for the acquisition of capital inputs. The paper 
recommends that all taxpayers ultimately use an accrual basis for both 
credits and liabilities. The credit/invoice method should be extended 
through final sales to consumers in all sectors. In Russia, credit is now 
permitted for capital inputs, taken in installments over a six-month period. 
The paper recommends that the countries that have not yet allowed any 
capital input credits should begin to do so. Ultimately, all countries 
should give immediate, full crediting for capital inputs. Excess credits 
should be eLther refunded or, if carried forward, adjusted for inflation. 

These transition countries must also decide how they vi11 apply the VAT 
to trade among themselves. The paper discusses the effects of adopting an 
origin-method versus destination-method VAT as well as the issues raised by 
using the VAT at the subnational level. It analyzes how, since the 
inception of the Russian VAT, the approach to the problem of interstate 
trade has evolved. The paper concludes that although administrative 
considerations play a key role in how the VAT is applied, the basic choice 
between the origin or destination method wt depend upon the sort of 
economic relationship the countries decide to establish among themselves. 





Before 1992, the Soviet Union imposed turnover and sales taxes on 
domestic sales of goods and services. The turnover tax was imposed at a 
variety of rates, and in many cases, the tax was simply applied to the 
difference between the administratively fixed retail and wholesale prices. 
In the absence of fixed wholesale prices, it was imposed in the form of an 
ad valorem tax on retail sales. Its base was far from comprehensive, and 
there were exemptions not only for certain products, but also for certain 
types of enterprises. 

The sales tex, which was introduced in January 1991, applied at the 
rate of 5 percent to a broad range of goods and services. The tax had 
certain features of a VAT. For example, it took the form of a multi-stage 
tax that applied to manufacturers as well as wholesalers and retailers. 
While manufacturers charged tax on their full selling price, wholesalers and 
retailers paid the tax on their gross margins. Enterprises were allowed to 
claim a credit for the tax paid by them on their inputs, with the exception 
of depreciable capital goods. While in principle enterprises could claim a 
refund for any excess of credits for purchases over taxes collected on 
sales, in practice no such refunds were granted. The tax did not apply to 
imports or exports. Horeover, exemptions wei- provided for the domestic 
sales of food, medicine, passenger transportation services, tickets to 
theaters and other places of amusement, and certain other items. 

While the application of the turnover and the sales taxes was limited 
to domestic sales, exports and imports were subject to tax under a separate 
statute. -The primary purpose of the taxes on imports was to soak up the 
difference between the ruble price of imports, converted at the official 
exchange rate, and their domestic selling price. Import tax rates ranged 
from 20 percent to 1300 percent. Most items subject to import taxes were 
consumer goods. The tax did not apply to raw materials and most capital 
goods. 

On December 6, 1991, the Supreme Soviet enacted a value-added tax to 
replace the turnover and sales taxes, effective January 1, 1992. With the 
break-up of the Soviet Union (officially, December 26, 1991), its newly 
independent former members set up their own tax systems. l/ The new tax 
laws generally were based on the laws of the former Soviet Union. Each of 
the other transition countries adopted a value-added tax modeled after the 
tax enacted by the Supreme Soviet in December 1991. 

The new value-added taxes, though not identical, shared many comon 
features: (I) the rate of tax was 28 percent; (ii) the taxes applied to a 
broad base of domestic sales of goods and services; (iii) the taxes were 
imposed on a cash basis; (iv) manufacturers paid tax on their full selling 

u In this paper, the countries which were members of the Soviet Union 
prior to its dissolution, other than the Baltic count'ies, are referred to 
as the .transition countrles;n excluding Russia, the remaining 11 countries 
(Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan, the Kyrgyz Republic, 
Moldova, Tajikistan, Turlsenistan, Ukraine, and Uzbekistan) are referred to 
throughout as the "other transition countries." 
c 
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price, but non-manufacturers (wholesalers, retailers, and service providers) 
paid on their gross margins; (v) enterprises were not allowed to claim a 
credit for tax paid on the purchase of capital equipment; (vi) exports 
outside the transition countries were zero-rated (or exempted), while those 
to transition countries were taxed as if they were domestic sales; and (vii) 
the taxes did not apply to imports at all. 

Since January 1992, the VATS of the transition countries have diverged. 
Nevertheless, they are still quite similar in inportant ways. In practice, 
Russia apparently indirectly exerts considerable influence on changes in the 
tax structures of its neighbors; many changes adopted by Russia are 
followed, more or less exactly, by the other transition countries. 

This paper reviews the VAT developments in Russia and the other 
transition countries, with primary focus on Russia. We concentrate on the 
major policy issues that need to be addressed if these VATS are to become 
taxes on domestic consumption collected at each stage of production and 
distribution. j,/ 

II. u-Performance 

Table 1 sets out total tax revenue as a percentage of GDP for Russia, 
the other-transition countries and the Baltics for 1992 and 1993, 2/ and 
the percentage of this tax Yeverur~ centrfbuted by the VAT and old turnover 
taxes. Table 2, for purposes of comparison+ presents nvmpar&lo inform&ion 
for nine western European countries for 1992. y Table 3-makes overall 
comparisons between all OSGD European countries for 1992 and average revenue 
figures for 1992-93 for Russia, the other transition countries and the 
Baltics. 

&/ And some of which are being addressed at present in Russia by the 
authorities. 

2/ Excluding social contributions and miscellaneous payroll charges. 
Social contribution data is unavailable or unreliable for several of the 
transition countries. 

J/ Belgium, Rance, Germany, Greece, Ireland, Italy, the Netherlands, 
Spain and the United Kingdom. 
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Table 1. Tax Revenue in Russia, Other Transition Countries 
of .&a Psmmr Sevi*t Ynh, d the B=lti-, 1992-93 

country 

Total, Percentage 
VAT of Total Tax 

Total Turnover Plus Revenue 2/ Derived 
TaX VAT TUC: Turnover From VAT and 

Revenue u Ravenue Revenue Ta% TurnoverTax 

Russia 
1992 
1993 

28.3 11.1 -w 11.1 39 
25.1 7.0 -w 7.0 28 

Transition Countries 
Armenia 

1992 
1993 

Azerbaijan 
1992 
1993 

Belarus 
1992 
1993 

Georgia 
1992 
1993 

lcazakbstan 
1992 
1993 

Kyrgyz Republic 
1992 
1993 

Holdova 
1992 
1993 

20.2 7.0 1.1 8.1 40 
12.8 5.1 0.1 5.2 41 

39.0 8.0 -w 8.0 21 
28.4 7.7 I. 7.7 27 

28.5 12.0 -m 12.0 42 
34.5 12.4 mm 12.4 36 

9.1 2.4 0.4 2.8 31 
2.5 0.6 -w 0.6 24 

21.6 6.0 -. 6.0 28 
14.7 3.5 -- 3.5 24 

13.8 4.7 -. 4.7 34 
7.6 2.5 0.4 2.9 38 

18.1 6.5 -. 6.5 36 
15.3 4.4 mm 4.4 29 

Source: IMP FAD staff estimates, July 1994. 

&/ Except as otherwise noted. 
2/ Excluding social contributions and other payroll taxes. 
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Table 1 (continued). Tax Revenue in Russia, Other Transition Countries 
of the Former Soviet Union, and the Baltics, 1992-93 

country 

Total, Percentage 
VAT of Total Tax 

Total Turnover Plus Revenue y Derived 
Ta2t VAT TflX Turnover From VAT and 

Revenue 2/ Revenue Revenue T&IX Turnover Tax 

Taj ikistan 
1992 
1993 

Turkmenistan 
1992 
1993 

Ukraine 
1992 - 
1993 

Uzbekistan 
1992 
1993 

24.7 6.7 VW 6.7 27 
24.4 10.4 ss 10.4 43 

36.1 5.7 ww 5.7 15 
13.8 3.3 -- 3.3 24 

23.9 11.9 SW 11.9 50 
26.7 11.1 -w 11.1 42 

20.6 8.6 0.7 - 9.3 
29.7 10.8 0.1 10.9 

45 
37 

Baltics 
Estonia 

1992 
1993 

Latvia 
1992 
1993 

Lithuania 
1992 
1993 

31.1 
29.0 

9.1 
9.9 

ww 9.1 
w- 9.9 

29 
34 

15.5 3.8 ws 3.8 24 
19.1 6.1 we 6.1 32 

23.0 7.3 4.0 11.3 49 
17.7 5.7 1.6 7.3 41 

Source : IMF FAD staff estimates, July 1994. 

IJ Except as otherwise noted. 
y Excluding social contributions and other payroll taxes. 





- 5- 

Table 2. Tax Revenue and Revenue from VAT for 
Selected Western European Countries, 1992 

country 

Tax Revenue Derived Percenxge of Tax 
from VAT As a Revenue JJ Derived 

Percentage of GDP from VAT 2/ 

Belgium 7.1 24 
Prance 7.7 32 
Germany 6.5 27 
Greece 10.2 36 
Ireland 7.4 24 
Italy 5.6 19 
Netherlands 7.2 25 
Spain 5.9 26 
United Kingdom 6.9 24 

Source:- Revenue Statistics for OECD Hember Countries, 1965-93, and 
calculations therefrom. 

JJ Excluding social security taxes. 
2/ And, in some cases, minor general consumption taxes. 
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Table 3. Average VAT Revenues 1J 

Area 

VAT and Other General 
Consumption Taxes As A 

Percentage of Total Non-Social VAT As A 
Security Tax Revenue Percentage of GDP 

Russia end Other 
Transition Countries 3./ W 31.2 6.8 

Baltics 34.8 8.0 

Memorandum Items: 

Non-social Security Social Security 
Tax Revenue Tax Revenue 

QiuumsawofGDP) (Asa 

OECD Europe 

Russia and Other 
Transition Countries 

29.4 11.3 

23.1 a.5 I/ 

Baltics 22.4 9.6 

u Unweighted. 
a/ 1992 (Source: OECD 1994). 
u Average, 1992-93 (Source: INP: Staff estimates, July 1994). 
w Including Russia, Armenia, Azerbaijan, Belarus, Kazakhstan, The Kyrgyz 

Republic, Moldova, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan (when 
Georgia is included, corresponding figures are 30.9 percent and 
6.8 percent). 

w Including only Armenia, Azerbaijan, Belarus, Moldova, and Ukraine. 
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1. 

Average tax revenue, excluding social security taxes, as a percent of 
GDP in 1992 for all European OECD countries was 29.4 percent. &/ In 
contrast, for Russia and the other transition countries, 2/ the comparable 
number for the average of 1992 and 1993 was 23.1 percent of GDP. The 
comparable 1992-93 average for the Baltics was 22.4 percent of GDP. u 
Host interestingly from the perspective of this study, the VAT on average 
contributes a significantly higher percentage of total non-social security 
tax revenue throughout the Baltics, Russia, and the other transition 
countries than it &es in western Europe. 4/ 

2. Trends in revenue performance in Russia, the other transition countries 

Eleven of these 15 countries suffered reductions, many of them very 
significant, in non-social security tsx revenue collected as a percent of 
GDP over the period 1992-93. Four of the countries improved their revenue 
performance over this period, with improv8ments ranging from 12 percent to 
44 percent of the previous revenu8 collected as a percent of GDP. For the 
same period, there was a broad range of movement in both directions in the 
relative contribution of the VAT to overall revenue collections. There is 
no apparent correlation, however, between the change in or level of overall 
revenue performance and the importance or change in importance of the VAT as 
a percentage of total non-social security tax revenue. 

In most instances, absolute VAT revenue performance declined along with 
total revenue. One thing which has probably hurt VAT performance in many of 
the transition countries is growing inter-enterprise arrears. Reasons for 
this linkage are explored in Section VI. While it can be said that several 
of the countries that relied on VAT to a greater degree than average had the 
best overall reventre performance over 1992 to 1993, this is not universally 
the case; Armenia and Lithuania, for example, collected significantly less 

JJ Revenue Statistics for OECD Member Countries, 1965-1993 (Paris, 1994). 
See Table 3. 

2/ Excluding Georgia which suffered a drastic decline in revenue 
performance in 1993 as a result of the civil war. 

u Trends in the revenue performance of the transition countries are 
discussed in Subsection II.2 below. 

W This &es not appear to be largely attributable to difference8 in the 
significance of the excluded social security taxes in the overall revenue 
structure of the country groups. For the Baltics the 1992-93 average 
percentage of total tsx revenues contributed by social security texes was 
30 percent, while for the European OECD countries it was 27.8 percent. For 
the five transition countries for which data was available, the comparable 
figure was 26.9 percent. Average VAT rates are higher in the transition 
countries, and the personal income tsx contributes a lower percentage of 
total government revenue than in the OECD. 





III. &gt;esandExeE@tions 

Table 4 sets out the initial VAT rates for Russia, the other transition 
countries, and the Baltics at the introduction of the tax. In general, the 
12 transition countries which based their original taxes on the 1991 Soviet 
model began with a single rate of 28 percent. J,/ In these countries, 
there has subsequently been remarkably little rate proliferation. Russia, 
followed by Kazakhstan, introduced a lower rate, but the others have not. 
Seven of the other countries followed Rueeia in moving the standard rate 
downward to 20 percent. Two held at the original level, Belarus dropped its 
rate, but only to 25 percent, and G8Orgia reduced its rate to 14 percent. 
Russia has adopted a surcharge on the VAT which currently brings the 
standard rate to 23 percent, 2/ but none of the other transition countries 
have as yet followed suit. 

2. ? 

Unfortunately, the relative stability and simplicity of the rate 
structures, compared to some of those in western Europe, is not mirrored in 
the breadth of the tax base. Exemptions, preferences and special cases were 
introduced originally and have subsequently proliferated. The history of 
the Russian VAT is examined here. 2/ &/ 

As may be s-en from Appendix I, the original December 1991 law 
contained a large number of exempted items, and more have been continually 
added. I/ Some of these (for example, various types of financial services 
and charges, residential rents, educational and medical services) are co-on 
to most existing Western European VATS, either for reasons of the intrinsic 

JJ With the exception of Uzbekistan at 30 percent, and Ukraine, which had 
a secondary lOW8r rate of 22 percent along with its basic rate of 
28 percent. 

2/ Russian government plans presently call for repealing this surcharge. 
u The treatment of exports and imports, which has varied considerably 

over the past three and a half years, is not discussed here; see Section V. 
below for an extensive analysis of this area. 

4/ See Appendix I for a detailed listing of exemptions and preferences 
and their dates of introduction. 

5/ Enterprise-specific exemptions have also proliferated. For example, 
the value added by the national gas company, Gaxprom, is exempt from tax. 
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Table 4. VAT Rates At Introduction and In June 1994 W 

country 
Rate At Rate At 

Introduction 2/ June 1994 

Arnenia 28 20 
Azerbaijan 28 20 
Belarus 28 25 
Estonia 10 18 
Georgia 28 14 
Kazakhstan 28 0,13,20 
Kyrgyz Republic 28 20 
Iatxia 10,12,14 6,18 
Lithuania 18 18 
Noldova 28 20 
Russia 28 13,23 
Tajikistan 28 20 
Turkmenistan 28 28 
Ukraine 22,28 28 
Uzbekistan 30 20 

Source: IMF. Alan A. Taft. 

u Rates shown in bold type are so-called effective standard rates (tax 
exclusive) applied to goods and services not covered by other especially 
high or low rates. 

u All VATS were introduced in January, 
1992) and Lithuania (January, 1994). 

1992, other than Georgia (March, 
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%erit" of the item or because of conceptual and practical diffiCUlti in 
taxing them. JJ The lower rate introduced for foodstuffs, while generally 
not applicable in Europe, a/ is quite common to developing countries for 
reasons of progressivity. This, however, is generally considered a very 
poor way to achieve progressivity. The lower rate for foodstuffs is among 
the greatest revenue losers of the Russian VAT preferences. (The taxation Of 
new real estate construction would also be an important revenue enhancer.) 
Public transportation is frequently exempted for VAT purposes, particularly 
in developing countries, as are folk arts and crafts. Exemptions for 
diplomatic personnel are also the norm. 

Son8 of the other typo8 of proforoncto lirtcd in Appendix I are found 
in Variaus VATS tUaunf.l Che warld, fur batter of wome, though tit eisSsthg 
Ruaaian legiolation hoa borrowed a paxticulatly large callectian af these. 
firther, many of these preferences are found in European VAT8 but have been 
stated by the European Union to be unacceptable for its members. (For 
example, construction of new buildings, legal services, admission to 
athletic events, certain production of workshops for the disabled, funeral 
and cremation services. Provision of government goods and services for 
charges and fees are generally supposed to be subject to taxation.) 

Even with all of this existing precedent for many of the existing 
exemptions, many others are included which, while they are apparently 
designed to respond to social or historical circumstances (such as stays in 
eanatoria, tours and excursions, which were typically provided to Soviet 
workers as part of the social infrastructure accompanying their industrial 
jobs), are indefensible as part of a true VAT on any grounds. They provide 
incentives for greatly inefficient allocation of resources. Others 
represent attempts to channel resources into redevelopment of the economy 
(for F Nmple, research and development funded from the government budget, 
work in connection with "economic agreements a by educational institutions, 
technical and scientific research instruments, goods and equipment imported 
to conduct joint research and development with foreign firms). These are 
dangerous both because, even if interpreted narrowly, such provisions are a 
very inefficient way to achieve the &sired results, and, even more, because 
they are capable of widespread over-broad interpretation and abuse which 
will be most difficult for the overburdened tax administration to keep in 
check. J/ W 

JJ See Taft, 1986, for an extensive discussion of exemptions and 
preferences in value added taxes, and their costs and benefits. 

a/ Other than in the United Kingdom and Ireland, both of which zero-rate 
many types of food, while taxing Others. 

J/ For example, in an analogous situation, it was recently noted that the 
customs tariff exemption for automobiles imported into Russia by charitable 
organizations has led to 80 percent of all imported automobiles being 
registered to such organizations. 
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In sum, the history described in Appendix I is disturbing for at least 
three reasons clearly seen from the foregoing. Host important is the sheer 
increasing number of exenpted activities. The tax base has been narrowed 
more and more at a rapid rate. u The increases in the number of items 
taxed at a preferential rate contributed to a decline in the effective 
weighted average Russian VAT rate from 26.5 percent in 1992 to 16.5 percent 
in 1993. 2/ 

Second, like many of the laws of Russia and the transition countries, 
meny of the exemptions ore vaguely worded in a manner which will lead to 
expansion of tax preferences even beyond where they were intended. This 
will contribute to the administration and enforcement problems faced by the 
State Tax Service. Finally, even preferences which seem clear on their face 
can be subject to abuse and provide opportunities for tax avoidance. And 
the greater the nuaber of preferences, the greater the opportunity. 

IV. Three Troublesome Structural Features of the VAT Lpws of 

Three structural features of the VAT laws found in Russia and the other 
transition countries cause the taxes to fall short of the theoretical ideal 
of a broad based tax on all consumption. u These are: (I) accounting for 
VAT liability on sales on a cash basis, while allowing credit on inputs at 
the time they are actually put into production; (ii) calculation of the tax 
at the manufacturing and production level on the credit/invoice method, and 

4/ ( . ..contiuued) 
4/ However, in some cases, it is clearly extremely difficult to avoid the 

explicit or implicit negotiation of tex exemptions with potential foreign 
investors end, not least, &nor organizations. (bumples of such issues may 
include the provision regarding joint development with foreign firms and the 
importation of books end periodicals for educational institutions.) 

u In Xay 1994, another Presidential decree on the taxation system 
ordered thet the government submit to the Duma by September 15, 1994, new 
legislation which would, among other things, intro&e an additional 
(unspecified) list of products and services which would be subject to the 
reduced VAT rate of 10 percent. At this point, however, it appears that 
this base narrowing may be being stemmed; if adopted, proposals m&e by the 
government in August 1994, would m the VAT base at least to some 
extent. See Appendix II for a discussion of legislation on the Russian VAT 
pending in the Dume es of October, 1994. 

;2/ IKE staff estimates, based upon an unpublished study done with the 
Russian authorities in July 1994. The effective rate for the first half of 
1994 was estixated at 19.5 percent, the increase resulting from the adoption 
of the 3 percent surcharge. The effective weighted average base is 
determined by dividing total revenue collected by the total taxable value 
added in the economy. 

a/ Cross-border issues and the distinctions between destination based and 
origin based consumptio> taxes are discussed in Section V below. 
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at the wholesale and retail trade level based upon the taxpayer's gross 
margttuz; and <iii) the coagvleta denial or delay of credits for the 
6GquioisLQn of Gopiw iqwsu, &( Thcul w3Gfm4 OPnF&@- w=i=h - 
diseumlon of intfmenterprise arrears amI tkmlr effect on tax collection, 

In the discussion which follows, the VAT of Russia is described and 
used as the principle example. Samples from selected other republics are 
included where they xay further elucidate either the present situation or 
theoretical points. 

1. 

Value-added taxes elsewhere in the world are generally calculated on an 
accrual basis. That is, the taxable event is generally defined as the 
nsupplya of goods or services, u rather than the receipt of payment by 
the supplier. This concept comports with the theory of the tax. The tax 
base is current consumption of goods and services, which presumably takes 
place when the goods or services are transferred rather than at the 
tangentially linked time of payment for them. (Administrative advantages, 
discussed below, also apply to the accrual method.) Nonetheless, the use of 
a true cash basis for the tax is possible. J/ 

The use of the cash method of accounting in the new Russian VAT was 
based upon historic Soviet accounting conventions. &/ All Soviet 
accounting was done on the cash basis; the concept of accounting income was 

JJ The denial of input credits on capital purchases violates the 
principle only of a m based VAT. Host existing western VATS are 
intended to tax only value added currently consumed by households. (This is 
not true, however, with respect to the VAT laws of most Latin American 
countries.) In a transaction based VAT, on the credit invoice method, 
taxation of produced but unconsumed (i.e., saved) value added is eliminated 
by making all purchases of capital inputs to production tax-free, that is, 
through full immediate credits for their purchases. 

;U See, e.g., Sixth Council Directive of Ray 17 i977, Wn the 
Darmonization of the Laws of the Meaber States Relating to Turnover Taxes--- 
Common System of Value Added Tax: Uniform Basis of Assessment," Official 
~0-1 No. Ll45 ('the Sixth Directive"), which provides that liability is 
incurred for the VAT upon the earlier to occur of: (i) the issuance of an 
invoice; (ii) making goods available to the customer or rendering the 
service ; or (iii) receipt of payment. This test is generally used 
throughout the European VATS. 

2/ And indeed is alloved for certain small businesses in the VAT laws of 
12 of the 18 OECD countries which have a VAT. 

&/ In the VAT, the cash method means that credits for purchase of inputs 
and liabilities for sales of outputs arise only at the time of actual 
payment, rather than at delivery or the time the liability for payment 
arose. 
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apurelymonetaryone, based upon the transfer of cash rather than, as in 
the West, the right to receive or obligation to pay cash. 

a. 

The Russian VAT has achieved an unsatisfactory nix of cash and accrual 
bases, resulting in a distortion of the tax base. The revenue effects of 
this are not even easy to measure uxdar present conditions. 

When first adopted on December 6, 1991, the tax law provided that the 
tsx was owed based upon %urnovers.a u Turnover was defined, in general, 
to be the day that funds were received in cash or in a bank account in 
exchange for the goods or semices sold, 2/ and VAT liability therefore 
accrued on a cash basis. u The law stated that VAT due was equal to the 
difference be-en the sums of tax received from purchasers and total taxes 
paid to suppliers for iteas falling into production and circulation 
costs. &/ 

JJ Law of the RSPSR, Value Added Tax, December 1991; Instruction No. 1 of 
the State Tax Service of the RSPSR of December 9, 1991--Concerning the 
Procedure for the Calculation and Payment of Value Added Tax. 

2/ This is based upon Soviet accounting methods, which was based upon the 
transfer of cash from one account to another, rather than upon Western 
accrual accounting methods of deternining financial income. 

u Although taxpayers are permitted to choose the accrual method; 
however, fewer than five percent of the registered VAT taxpayers in Russia 
are estimated to have done so. 

u Production and circulation/distribution costs do not include sums paid 
for fixed assets or intangibles. The issue of credits for capital goods is 
discussed in Subsection IV.3 below. Purther, no offset of tax paid with 
respect to "non-production9 costs is allowed. This coucept also derives 
from the Soviet accounting systea, in which the designation of items as 
related to wproductionm and their deductibility were essentially synonymous. 
Whether something is deductible, or, by dsrivation, creditable in the 
manufacturing level VAT, actually had an ideological basis in Rarxism. 
Expenses were analysed to determine whether they represented, directly or 
indirectly, labor costs relevant to society's needs. If not, they had to 
come from the profit and loss account (e.g., interest charges, start-up 
expenditures, some research and development costs). "Direct costs" were 
attributed to specific products (that is, specific &RWR of production); 
other allowable costs were *indirect" and were accumulated, then allocated 
across specific items in proportion to the basic wage costs associated with 
those items. See Enthoven, et al. Thus, in some instances non-capital 
business inputs may not be credited in the Russian system Such a system 
would resemble the mringm type of retail sales tax used, for example, in 
many U.S. states. (In such taxes, items acquired for "resale," and selected 
other capital and non-capital inputs, may be acquired by the business free 
of tax; other business inputs which in a European-style VAT would be subject 

(continued...) 
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This ronstruction would seem to have placed both legs of the VAT 
calculation--liability on outputs and credits for inputs--on the cash basis. 
Russian taxpayers apparently, however, took the position that, while 
liability was only incurred upon receipt of payment for goods and services, 
credits could be offset on the accrual method. u 

The Russian VAT statute was changed in response to this practice, by 
legislation of July 16, 1992. The change, however, was neither to a pure 
cash nor pure accrual based system for both liabilities and credits. 
Rather, liability was left, in general, on the cash basis, while credits are 
allowed (on items which are subject to credit at all) when the cost of 
inputs has been charged, for accounting purposes, to production 
cost. 2/ a/ Thus, under this hybrid method, inclusion of inputs in 

4/ (.a. continued) 
to credit (such as napkins used in a restaurant) are treated as "used" by 
the business and therefore subject to payment of sales tax at the business 
level.) This of course builds cascading into the system, just as the Won- 
production" concept in the Russian system will do. 

u Language in VAT Instruction No. 1 of December 9, 1991, provided that 
amounts of tax on creditable inputs could be deducted for the period in 
which settlement documents for them were received. In the Soviet system, 
the settlement document was an order to pay issued to the bank by the 
SunRlier. Sinoa all ents~r+i and tin b& orere organs of the state! this 
wii aucay uu aam?zmt-rry t3a7seet & #oTp, *s ,,f-f-g.%+~~ a&.z~ew fe 
sQ6ilar t8 an lnvelce, but ln IunctLun mxuz rm 6uml3&nm4 p7ip8, 98~ 
xrrvoico from the ouppficti ;;;d i C&&h gPs4s 4!ks huysf- Thus. tha lntanc of 
the language In Instruction NO. 1 800~10 to hnve boon ooruirtmt! with tha 
cash method of allowing credits for inputs, as in theory receipt of the 
settlement document would be synonymous with payment. In practice, however, 
the settlement documents in the present system are more like invoices, in 
that payment no longer results from receipt of the settlement document where 
no funds are available in the account. This is how large inter-enterprise 
arrears have been generated. In reality, then, provision for crediting on 
receipt of settlement documents would now be analogous to use of an accrual 
basis under the invoice method, where the settlement document functions as 
the invoice end time of supply is defined by its receipt. 

2/ This concept is, again, directly linked to the Soviet accounting 
requirement that all deductible or creditable costs be directly linked to 
specific items of production, and accounted for on physical, not financial, 
concepts. (For analogous treatment in another planned econoPly, see the 
"Regulations Concerning the Value Added Tax of the People's Republic of 
china', effective October 1, 1984, which provided that the "deductible tax 
amount" (for the credit/invoice method of calculation) and "deductible~value 
amount" (for the subtractive method of calculation) were to be calculated 
either by the quantity [of inputs] purchased in the current period or the 

. The tax authorities were to 
decide which applied, based upon the %ircumstances of the taxpayer." 
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inventory is insufficient to entitle a taxpayer to take the credit for the 
input. The credit would arise only when the goods were removed from 
inventory and used in production (or, in the case of services, when under 
accounting rules the services could be charged to production). 

VAT Instruction No. 1 provides the mechanism for making the 
calculations involved in implementation of the rule. u The rule for 
determining credits for items of goods and services charged to production 
does not require tracking the actual VAT attached to individual inputs as 
they are charged to production. Rather, an average rate of VAT incurred 
with respect to the purchases of all items in the pool of previously 
acquired but uncharged items and currently acquired inputs is calculated on 
a rolling basis (monthly, if filing for the taxpayer is monthly or more 
frequently). This average rate is then multiplied by the value of all 
inputs charged to production in that period to arrive at a total credit 
figure allowable for the period. 2/ The example on the following page is 
based upon the sample VAT return included in Instruction No. 1, simplified 
to abstract from other issues. 

The overall VAT calculation itself therefore does not require tracking 
the inventory beyond knowing total costs and total actual VAT paid with 
respect to the total costs. However, accurate implementation of this rule 
would require full inventory accounting for every VAT reporting period 
because the credit is calculated based upon applying the synthetic VAT rate 
for inputs to exactly what has been charged to production in the course of 
the month. 2/ This accounting would be necessary so that spot check 
audits by the authorities for VAT control could be carr1e.d out. Normally, 
for purposes of profits taxes such full inventory accounting would be needed 
only annually. 

. ..continued) 
$ 6e Russian Ministry of Finance now plans to eliminate this hybrid 

method of accounting for input credits, placing the credit for inputs on the 
cash method ae well as the liability for VAT on sales. There is apparently 
some uncertainty as to how the law on this point presently is supposed to be 
interpreted. It has been suggested that the proper interpretation now is 
that credit may be taken when payment for the input is made or when the 
input is put into production, whichever occurs later. Nonetheless, 
taxpayers may take the position that cradit can be taken upon putting the 
item into production, even if payment has not been made. After the change, 
taxpayers will still have the option to use the accrual method for both legs 
of their transactions. 

JJ Part VIII, Section 19 (December 9, 1991, as amended on 
August 28, 1992) 

y If the reporting period is every 10 days rather than once per month; 
the credit figure arrived at for the month is simply divided by three and 
that amount is credited for each period within the month. Certain credits 
with respect to fixed assets and intangibles are added, as discussed in 
section 3 below. 

2/ Line (4) in the above exemple. 





(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 
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PescrLOfion 

Balance at beginning 360 
of period of raw mat- 
erials, other materials, 
components, etc. 

Cost of raw materials, 
etc. purchased during 
reporting period 

Total ((1) + (2)) 

Cost of [materials] 
written off during 
period 
Of which: 
(a) On production: 
(b) On non-produc- 

tion (i.e., not 
creditable) 

3600 23X 850 

3960 23.74% 
(940/3960) 

940 

1600 23.74X 380 (1600 x 
.2374) 

1500 

100 

23.74X 356 

23.74% 24 

Amounts of VAT incurred 200 (figure 
on fixed assets deduc- not derived 
tible in current period u above) 

Total cost of goods, 10000 
work and services sold 
which arg assessable to 
VAT 

Amount of VAT charged 
io the budget (2300 - 
200 - 356) (i.e., owed) 

Opening lines for next 
period: 
Balance at beginning: 

23% 2300 

2360 *f 

90 (derived 
as shown at 
end from pre- 
vious period) 

1744 

560 (- (t) 
940 - 380; or 
(ii) 2360 x 
.2374) 

JJ See, Subsection IV.3 below. . 
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b. 

Ambiguity with respect to this issue characterizes many of the laws of 
the other transition countries. Characteristic problems can be seen in 
various examples. 

0 Belarus 

The VAT law of Belarus &es not utilize the credit-invoice method 
of calculation at all, but the subtraction method throughout all stages of 
production. Originally, the law provided that the cash method was to be 
used in calculating the tax owed. In July 1992, an attempt to change to the 
accrual method was made by legislation, but apparently a footnote in that 
law permitted the continuation of cash accounting. As of early 1993, it 
appeared that firms were mostly using the cash method, or a mixture of cash 
and accrual to suit their own advantage. Theoretically, strict inventory 
accounting was required, but some firms at least may have merely been 
deducting input costs on the date of purchase. 

l Ukraine 

The original Ukrainian law of December 1991, followed Russia in 
apparently basing both liability and crediting for VAT on the cash . 
basis. u- This is apparently still the intention. 2/ No specific 
provision like that in Russia regarding the delay of input credits until 
incorporation into sold goods has been explicitly adopted. 

0 Tajikistan 

At present, the law at least as applied in Tajikistan permits the 
VAT credit on inputs to be taken only as the inputs are materially 
incorporated into outputs, following the Russian model. 

C. -inherentin 

his system of accounting for VAT input credits is distortionary in 
several respects: (i) the use of the cash method at all under the 

v "The VAT amount that is subJect to payment in ralrpect of thw bwigae 
shall be expressed as the difference between the tsx smounts received from 
customers for sold goods (labor, services) and the tax amounts paid by 
[sic?] suppliers for material resources, fuel, labox, and services . . . . - 
Law of Ukraine on Value Added Tax, Article 7, paragraph 2, 
December 20, 1991. 

2/ See Article 8, paragraph 2, as amended in August, 1993, iti or&r to 
&fine the date of Nmover as the date of receipt of payment. A series of 
earlier amendments to the this and another provision of the law created some 
ambiguity with respect to when the eligibility for VAT credit might arise, 
and the other provision (perhaps inadvertently) still &es so. 





- 18 - 

circumstances prevailing in Russia; (ii) the mixture of the cash method for 
determining VAT liability on sale of output and the grant of credits on use 
in production; and (iii) the averaging of the tax rates applicable to 
inventories to derive credits, where tax rates are changing or there are 
multiple rates. 

(1) Problens with the cashed itself 

Due to very large arrears in inter-enterprise payments, lengthy, 
non-systematic, &lays occur between delivery of goods and services and 
payment for them. JJ Even if both liability and credits were on the cash 
basis this would distort the tax base, creating differences in effective tax 
rates between enterprises engaged in the same activities. 2/ Nonetheless, 
it may be advisable as a transitional step to place both legs of the 
calculation on the cash basis, as an improvement over the presently used 
hybrid method, until such time as the accounting capacity of both 
enterprises and the State Tax Service permits accrual accounting to be used 
consistently. 

Many of the transition countries are experiencing relatively high 
crates of inflation. Even in the absence of inter-enterprise arrears, in the 
presence of significant inflation a reasonable delay between consumption 
(msupply") and the payaent for the goods and services would reduce the value 
of the tax paid to the government below that which would be the case under 
the accrual method. 

Finally, the cash method is inherently more difficult to 
administer than an invoice method VAT on the accrual basis. Evasion is 
facilitated because it is harder to establish whether funds have been 
received and to link them to a particular transaction than it is to 
establish that a delivery of goods or services has been made; cash payments 
are not linked directly to invoices but create another step in the chain of 
events which must be proven to establish liability. Ordinarily, the use of 
invoices to establish liability and create an audit trail is one of the 
major advantages of the credit/invoice method of irsplementing a VAT. 

&/ A shift to the accrual method for VAT liability in the face of these 
large inter-enterprise arrears could pose transitional difficulties for 
enterprises. This would be mitigated by putting credits on a straight 
accrual basis as well. Nonetheless, there would be a sudden acceleration of 
VAT liability at the tiae of the shift, which would be worse for the 
enterprises which are the worst offenders in terms of inter-enterprise 
arrears. The most effective way to mitigate this one-time problem would be 
to reduce the requirements for advance payments as a transitional device. 

1/ See Section VI. 
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(2 1 zaakbaw with +V ~resentlv 

The present VAT system in Russia establishes liability for VAT on 
supply only at time of payment, but allows a credit for inputs (in most 
cases) at the time when the goods or services are 'charged to production" as 
an accounting matter. This creates several problems. First, as discussed 
previously, the "charged to production" standard, if implemented correctly, 
would require inventory accounting at least monthly (and thus would require 
the tax administration to be able to audit such accounting as well). This 
creates a lot of additional work, and the added complexity creates great 
opportunity for error and deliberate evasion. 

Second, the fact that liability arises only after payment for 
supply of goods or services, and credits are allowed when inputs are put 
into production distorts the tax base. It creates non-neutrality in total 
effective tax burdens among different suppliers with the same value-added. 
The effect is worse in the presence of inflation and inter-enterprise 
arrears. JJ 

Finally, this method could be considered inferior to the accrual 
method by virtue of the fact that manufacturing inventories are held on a 
tax-paid, rather than a tax-exempt, basis. Normally, a credit may be 
claimed when items are put into inventory, thus eliminating the VAT with 
respect to them (at least in a system which refunds excess VAT credits). 
Here, credits are not allowed until items are withdrawn from inventory. 
Under current law, this distortion in the theoretical base is somewhat 
offset by the use of the cash method to determine liability on sales. It is 
therefore very important to eliminate the hybrid method and ultimately to 
adopt the accrual method of crediting if the accrual method for liabilities 
is ever introduced. 

(3) Effective rate of VAT on inputs incorporated in production 

The system in use for allowing input credits upon charging to 
production &es not rely upon pinning actual VAT paid with respect to each 
individual item to the credit taken when that item is used. Rather, in 
effect an average rate of VAT paid with respect to all items in inventory 
and currently acquired is applied to goods as they are removed from 
inventory and charged to production. 2/ This method could lead to further 
distortions of the tax base away from the theoretical norm which would exist 
if all inputs were credited hediately upon invoicing, if the VAT rate 
changes over time, or different rates apply to various items held in 
inventery. Une of the movtng average pooled rate to determine the allowable 

JJ See Section VI. 
2/ For this purpose, all inputs which are subject to current credit are 

lumped together; separate inventories of, for example, raw materials and 
fuel, are not used to calculate eeparate average VAT rates. 
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current credit could allow credits to be taken faster or slower than they 
would be even under a pure lmplementatlon of the system of credit upon 
incorporation in production as it is written. JJ 

2. Credit method for manufacturing, taxation of gross margin for 

Many of the VATS of the other transition countries share with that of 
Russia the characteristic of using two different methods of calculating 
value-added tax at different stages of the production and distribution 
process. The credit/invoice method 1s applicable to manufacturing and 
production levels of economic activity, prior to wholesaling and retailing 
of goods and intermediation services. These latter activities and the 
service sector are, however, subject to value-added taxation on their "gross 
margins." 2/ The gross margin is, in theory, the firm's mark-up on goods 
sold. However, the margin used is not the actual difference beween the 
amount paid for the goods and the price at which they are sold. Rather, the 
"margin" as derived under Russian accounting is a percentage defined in 
advance, someflmes also including so-called "trade discounts" or 
"increments" as well. &/ &/ This margin is calculated on a tax 

J/ For-example, assume that the only inputs were a 1000 ruble inventory 
of widgets, acquired at a 10 percent VAT rate in the previous year, and 
1000 rubles worth of fuel 011, acquired in the current period at a 
23 percent VAT rate, The only items actually charged to production in the 
current period are 500 rubles worth of widgets. The allowable VAT would be 
500 x .165 - 82.5 rubles. The VAT paid by the taxpayer which actually 
attached to the widgets used would have been 50 rubles. 

w Belarus does not nix the credit/invoice and gross-margin methods, but 
uses the gross-margin method at all stages of production. 

2/ This system 1s derived from the old turnover tax in use in the Soviet 
system and other planned economies. Since all prices were set in the plan, 
margins were contrived and prices and margins bore no relation to supply and 
demand, let alone value added by any particular level of production. The 
turnover tax was applied at whatever rate was required to leave the planned 
amount of "profit" in each enterprise. Such taxes slmply equilibrated the 
wedges at each level of production to that desired by the planners. Thus, 
literally hundreds of different "rates" of tax existed, differing on an 
enterprise to enterprlse basis. Futhermtore, in the Soviet accounting 
system, "planned" profits frequently were much lower than actual margins 
experienced, since projected costs were overstated. This had the dual 
benefit for the firms that actual profit performance of enterprises looked 
better than targeted, and that taxes were based on the lower, planned 
margins, rather than the actual margins. The present trading sector VAT 
methodology was apparently instituted in order to comport with these 
familiar accounting methods, and perhaps from an inability to wholly escape 
from the mentality of fixed consumer prices and "profit" margins. The VAT 
is thus still imposed on the planned margins. 
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inclusive basis, and the tax liability is the margin multiplied by the tax- 
inclusive rate of VAT. 

There are a number of significant problems with the Russian gross margin 
method both taken alone, and in combination with the credit/invoice method 
at the manufacturing level. 

a. lnvea 

The Russian VAT &es not use a true subtractive method even at the 
retail level. Under the subtractive method, the costs of all business 
inputs acquired in the period are deducted from the sales receipts of all 
output sold in the period and the applicable VAT rate is multiplied by the 
difference to obtain the liability. The subtractive method differs from the 
credit/invoice method in that under the former, tax liability is derived 
from output less input itself, and under the latter, it is &rived from tax 
owed on output less tax paid on input. Each is based upon liabilities and 
credits accrued in the current reporting period, however, and in each 
inventories are held on a tax-free basis. (Under the subtractive method, 
all currently purchased inputs are deducted, whether they have been used or 
resold currently or added to inventories.) 

Under the Russian gross margin method, the margin is derived by 
deducting-from sales not all purchased inputs, but only those removed from 
inventory. Those items remaining in inventory are therefore held on a tax- 
paid basis, increasing the financing costs of the inventory considerably 
under normal circumstances. Conditions of high lnflatlon7can make this rule 
work to the advantage of the firm, however. Because the planned margin, on 
which the tax is imposed, is not affected by inflation, the increased 
selling price of the goods as a result of inflation does not affect the 
firm's liability for value added tax when they are withdrawn from inventory. 
This inflation differential in the nominal price paid for the goods and the 
price at which they are sold is never taxed, as a result of holding them in 

&/ (... continued) 
&/ To the extent that the enterprises utilize goods or services in 

distribution which are not part of the goods sold, they are entitled to take 
VAT credits under the same methods and limitation&! applicable to 
manufacturing enterprises (described in Subsection IV.1 above). 
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inventory tax-paid. Thus, VAT receipts compared to what they would be under 
the more normal credit/invoice VAT are reduced. u 

The same problem arises in the gross margin method as in the system of 
allowing credits only upon incorporation in production--since the tax 
liability is calculated based upon cost of goods sold in every VAT reporting 
period, inventory accounting to derive an accurate cost of goods sold is 
necessary for every such period. For taxpayers, and aepeclally for the 
already overstretched tax administrations of the former Soviet Republics, 
this is an unnecessary and potentially imposslbIe complexity. 

In essence, given the when-charged-to-production credit system 
applicable to retailers and traders with rempect to eredltable inputs othar 
than goods sold, such enterprises will be running at least two pools of VAT 
paid items which must be constantly accounted, with VAT charged or credited 
on them in two different ways. 

If this system works as it should, the total VAT collected will be the 
same as that which would be collected if the credit/invoice method were used 
all the way through the final retail sale. For example: 

Assume a retailer buys goods for resale at a cost of 100 
plus 23 VAT paid to the wholesaler. It sells the goods 
for 160 total, to consumers. VAT liability of the 
retailer is equal to 160 minus 123 (VAT inclusive), 
tlmes 18.7 percent (VAT inclusive equivalent of a 
23 percent rate), or 7. Total VAT paid with respect to 
the goods therefore equals 30 (23 + 7). Under a pure 
credit method, total VAT would be the same, derived by 
calculating the retailer's liability by applying the 
18.7 percent rate to 160 and giving a credit of 23 for 
the VAT paid on the purchase of the goods--((160 x .187) 
- 23) + 23 (collected and remitted by the wholesaler) - 
30. 

J,/ For example, if an item goes into inventory at a value of 100, with a 
tax of 20 paid on the item at that time, and is projected to be sold at 240, 
tax inclusive, under the defined margin system, the final tax due on sale 
will be (240-120) x .166, or 20. If there has been 50 percent inflation in 
the intervening time, so that the sale price is nominally 360, the nominal 
final tax will still be 20 in this system, thus reducing the value of the 
tax to the government. (The Vlght" answer would be 30; however, lf 
indexing of the original cost were not allowed, use of "actual" (nominal) 
margins would give rise to a tax in this example of (360 - 120) x .166 - 40, 
thus beneflttlng the government at the expense of the taxpayer.) 
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However, an important difference arises if the retailer does not Pay 
VAT to the provider of inputs for some reason. Under the credit/invoice 
system, the retailer would still incur a tax liability of 30 on the sale at 
160, but would not receive a credit for VAT paid to the provider. Thus, the 
entire 30 would be collected, all from the retailer. Wnder the Russian 
gross margin system, the retailer's gross margin would increase to 60 (160- 
loo), and it would be liable to VAT of 60 x .187, or 11. Since no tax was 
paid at the provider's level, the total collected would be only 11, 19 less 
than actually owed with respect to the value-added. The gross margin method 
is not self-correcting as is the credit method. 

Further, under the credit method, the retailer has every incentive to 
obtain an invoice from the provider showing that it paid the 23 VAT, in 
order to be able to offset the credit against its own liability of 30. In 
the gross margin method, on the contrary, the retailer has no such 
incentive, and depending upon the price being charged by the wholesaler, 
might have a higher profit as a result of the wholesaler’s evasion. It 
would therefore have an incentive to collude ln the evasion, which it could 
do whlIe calculating its own VAT liability completel;r within the terms of 
the law. &/ 

From an administrative point of view, as well, this distinction between 
manufacturing or production and the non-manufacturing sector will be 
problematic. gxperlence elsewhere has shown that giving a satisfactory 
definition of wholesale price, for example, is extremely difficult. It is 
difficult to separate manufacturing, wholesale and retail activity. If one 
is favored in the law, businesses will slmply arrange their affairs and 
their corporate structures accordingly. 

J,,/ In the example given, where the wholesaler charged only the VAT 
exclusive price to the retailer when it did not intend to remit the VAT, the 
net result under the credlt/lmrolce method is actually the same for the 
retailer as it would have been under the properly applied method--a net 
profit of 30. When the wholesaler, however, charges more than the VAT 
exclusive price but less than the VAT inclusive price, in order to increase 
his own profit through tax evasion, the retailer under the credit/invoice 
method would have the incentive to claim VAT credit, as otherwise its own 
net VAT LiablLity would increase. For example, assume that the wholesaler 
charged 110 to the retailer but danoainated none of it as VAT and remitted 
no VAT. The retailer would still be liable for VAT of 30 on its sale of 
160, with no offsetting credit, under the credit/invoice method. This would 
reduce its profit to 20. Under the gross margin method, on the other hand, 
in this example the retailer would pay 50 x .187 - 9.3 in VAT, leaving it 
with a profit of 50 - 9.3 - 40.7. This is still higher than the 30 profit 
which it would have made had the wholesaler charged the appropriate VAT of 
23 on the VAT exclusive sale of 100. Thus the retailer under the gross 
margin method has the incentive to collude with the wholesaler's evasion, 
which it could do without any eveslon of its own. 
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To tax only consumed value-added, taxpayers must be allowed an 
immediate credit of the tax paid on the purchase of capital goods. u The 
VAT law adopted throughout Russia and the other transition countries as of 
January 1, 1992 did not permit VAT paid with respect to fixed assets and 
intangibles to be deducted (i.e., credited) against taxpayers' VAT liability 
incurred on sales. 2/ 

a. of credit on cq&alAg& 

The effect of the denial of credits for capital inputs is to increase 
the effective tax rate on capital assets by comparison to that on other 
inputs. This changes the effective rate of VAT on different goods depending 
upon the capital intensity of their production, making the tax system non- 
neutral across industries and even enterprises. Different final consumption 
items thus are effectively subject to different rates of tax, distorting 
consumer choices. 

If VAT paid on capital inputs is not ellmlnated from the production 
chain through current credits the VAT ceases to be a pure consuuptlon tax, 
and includes a tax on capital income. 

Failure to credit the VAT on capital inputs will act as a disincentive 
to export, as the VAT on capital is a built-in cost in the lteti to be 
exported. Even if exports are zero-rated, u the VAT on capital, since it 
is non-creditable, cannot be eliminated. Thus, exporters-will either 

u Precedent does exist, throughout Latin America, for value added taxes 
which do not lmmedlately credit capital inputs. host of the Latin American 
VATS permit credit for capital inputs, but require that excess credits be 
carried forward, rather than refunded (e.g., Bolivia (carryforward with 
inflation adjustment); Chile (refunds on exports only, other net credits 
carryforward with inflation adjustment and, after six months, refund): 
Ecuador (carryforward, may apply for refund if it can be presumed that 
credit balance will not be exhausted after six months); Mexico (either 
carryforward or apply for a refund); Peru (carryforward lndeflnltely-- 
during high inflation in the 19808, Peru permitted excess capital input 
credits to be taken in lnstallments); Venezuela (carryforward 
indefinitely)). Brazil denies a credit for inputs of fixed assets 
altogether. Coluuibia exempts Imports of fixed assets used in "basic 
industries," and until recently denied credits for VAT paid on inputs of 
other capital assets. Since 1992, the law has been amended to credit the 
latter against corporate income tax (with certain restrictions). Argentina 
permits capital input credits. 

y Except in the case of agricultural enterprises. 
1/ That is, VAT paid on their acquisition or production by the exporter 

is credited (and refunded if there are net credits) upon export, so that 
exports are free of VAT under the destination principle. 
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increase the price of the export items to cover this cost, making their 
products non-competitive with identically produced goods from other 
jurisdictions which do rebate the VAT on capital, or the exporters will have 
to bear the VAT on capital inputs themselves, reducing their profit on 
exporta. 

Russia changed lts posture on VAT capital taxation in the legislation 
of July 1992. Effective January 1, 1993, deductions were allowed for VAT 
paid on fixed assets (i.e., depreciable inputs) and intangibles in 24 equal 
lnstallments over two years. In 1994 this period was shortened to slx 
months. It appears that the crediting prlod is to begin when the fixed 
asset is put into production. There is no adjustment of the carryforward 
amounts for inflation. In the case of lmported fixed assets, credit may be 
taken when the assets are put into production. &/ 

The rule regarding capital purchase credits now differs widely across 
the other transition countries. Some, like Russia, also use delayed 
crediting on lnvestxsnt goods, while others continue to prohibit all capital 
input credits. In Tajlklstan, for example, the credit on investment is 
allowed over the useful life of the capital asset, as if it were being 
amortlzed. A similar rule obtains in Azerbaijan. 2/ The law of 
Kazakhstan still &es not include any credit for capital purchases. 2/ 
The Ukrainian VAT, however, permits full crediting for capital purchases 
when they are put into production. u 

C. Treatnent 

A second issue, in addition to the nominal creditability of VAT on 
capital inputs, may alter the effective tax rate on capital. Inapure 
consumption-type VAT, if allowable credits for any period exceed llabllltles 
in that period, the excess credits would be refunded. This is how the VAT 
laws of the European countries operate. i/ In most of the transition 

u & Presidential Decree, December, 1993. 
2/ As of Harch 1994, various tax reforms were being considered by 

Parllsment, among them the crediting of VAT paid on the purchase of capital 
goods. It was anticipated that this change, if made, would be phased in 
over three to four years. 

u The law as of mid-1993 did not permit such credits, and apparently the 
1994 budget proposals as of December, 1993 did not include any amendment of 
this provision. 

&/ However, such credits are not refundable and must be carried forward 
from period to perlod'untll fully utlllzed. 

w As noted above, however, the carryforward of excess net credits is 
common in Latin American VATS. Where the credits are adjusted for 
inflation, the difference is simply the rate of real interest on the 
carryforward amount. 
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country VATS, however, immdiate refunding of excess credits is not 
permitted. 

For example, in Russia, excess credits from capital inputs are not 
refunded but are carried forward until whenever they are used. u In 
contrast to the six month rule in the Russian law, in Ukraine the VAT on 
capital inputs is in theory immediately allowable. However, excess credits 
arising from capital inputs are required to be carried forward against VAT 
liability in future periods. 

Required carryforwards with denial of immediate refunds have the same 
effect, though a more random one, as &es the basic denial or delay of 
credits. For either reason, for some period of time the capital asset is 
held on a partially tax-paid, rather than a tax-free basis, thus increasing 
the effective rate of VAT with respect to products produced using the 
capital. This problem is exacerbated the higher the rate of inflation due 
to the erosion of the real value of the future credits. 

The Ukrainian provision denies refunds with respect to excess credits 
arising from acquisition of capital assets, but allows them with respect to 
excess credits arising from the zero-rating of exports, and goods and 
services relating to four other zero-rated categories. 2/ At least where 
enterprises produce several categories of item, some of which are zero- 
rated and.some of which are not, such a system would require stacking rules 
with the concomitant tracking of the sources of input credits from period to 
period. While this is certainly possible as a theoretical matter, u the 
Ukrainian law &es not specify the mechanism which would be necessary. 
Perhaps more importantly, the administrability of such a system under 
present circumstances in the transition countries is somewhat questionable. 

V. Gross-border Issues in the VgT 

As can be readily seen from the foregoing, Russia and the other 
transition countries face a good deal of work to achieve satisfactory 
domestic VAT systems. However, the preferred theoretical solutions, while 
perhaps difficult to achieve for broadly political or administrative 
reasons, are relatively clear. This section of the paper addresses a more 
intractable problem--how should the VAT be operated with respect to trade 
among the transition countries? This requires determining both how these 

J,/ The law and instructions are ambiguous on this point, as they provide 
that excess credits are w refunded or carried forward (without 
specifying which applies under what circumstances or who decides). However, 
practice is apparently to deny refunds and insist upon carry forwards. 

2/ Diplomatic purchases, coal products, restoration and reconstruction of 
cultural buildings financed by donations, and Chernobyl clean-up costs 
financed from the budget. 

w And indeed is found in some of the Latin American VATS. 
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countries wish to treat their comum economic space as a substantive mtter, 
and how their dacision with respect to that question best can be implemented 
where effective border controls do not exist. u 

1. 

The use of the terms "origin" and Westination" with respect to taxes 
reaching across jurisdictional boundaries can be ambiguous. This subsection 
therefore sets up the theoretical framework regarding these terms in the VAT 
context, defines them for use in this paper, and discusses administrative 
considerations in the choice between origin or destination. W 

There are two main paraxeters with respect to which the two terms are 
sometimes used: (i) the rate of tax finally applied; and (ii) the country 
which finally gets the revenue. u "Origin principle," therefore, may 
mean that either or both of these parameters are those of the country of 
origin of the goods (or services), that is, the exporting country. 
Conversely, "destination principle" can mean that either or both of these 
parameters are met by the country of destination, that is, the importing 
country. 

The Western European-style credit-invoice VAT has been based upon the 
"destination principle" in both senses used above. 4/ No tax is imposed 
upon goods exported by the exporting country. I/ The importing country 

U 111 a@ @ha fallowing nnnlynlP and dammptlon Lo wsh wy=f f- 
tronsactlons botwesn rmglstered VAT kupayo~. u~leg~ U~WW~UQ notall. 

2/ This Subsection relies heuvily upon a suamma~ and -1plr conkained 
in an unpublished manuscript by Ken klessere (1994). 

2/ A third criterion, the site of the initial levy of the tax, is 
frequently used by tax administrators in crtegorizing taxes. Although the 
site of the initial levy of the tax affects what subsequent steps must be 
taken in or&r to achieve certrin substautive economic effects of the tax, 
the site of the levy bears no necessary relation to these substantive 
effects, Therefore, in this paper the definitions and analysis proceed 
based upon the first two criteria (that is, the rate of final tax and the 
identity of the final beneficiary country). Various administrative 
procedures, including site of initial levy and subsequent adjustments, are 
described and aualyzed within this substantive framework. 

4/ Respecting transactions taking place outside the European Union. 
J/ In the multi-stage VAT, all tax incurred in the exporting country on 

inputs into the export good is neutralized by rebating these taxes upon 
export. 
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levies its own VAT, at its own rate, on the goods as they enter the country, 
and keeps this revenue. J,/ 

This "pure' destination model equates prices received in any particular 
country by international producers. It eliminates tax-based advantages and 
disadvantages faced by domestic versus foreign producers for any particular 
good. 2/ For all sales of a given CoPllrodity in country X, country X will 
receive the same amount of revenue (and the producing country, if different, 
will receive no revenue). Correspondingly, consumption in country X will 
always be taxed by country X, at its own tax rate, and the revenue will 
accrue to the location of the consumption. 

Conversely, the "pure. destination model does not equate the tax burden 
faced by consumers of a given commodity internationally. Consumers of the 
good in country X will pay tax on their consumption at country X rates; 
while those in country Y may pay tax on the same good (derived from the same 
producer) at very different rates. Producers will, thus, not make 
locational decisions based upon differential consumption taxes, under the 
dastination principle. However, if consumption tax rates differ across 
jurisdictions, in theory reallocations of consumption across consumers could 
be made which would make some consumers better off without making others 
worse off. 

The opposite is true under a .pure" origin principle. As &fined here, 
such a principle would mean that the country of production would receive the 
revenue from the VAT applicable to exported goods, and such revenue would be 
calculated based upon the rates effective in the exporting country. The 
importing country would receive no revenue for the goods except for that 
generated by additional stages of production and distribution performed in 
the importing counsry. Under this system, identical goods produced in 
different jurisdictions would incorporate different tax burdens within their 
prices (other things being equal). This would mean, for example, that 
producers in a country with a 20 percent VAT rate would face negative 
protectionwith respect to goods of producers in a trading partner with a 
10 percent VAT rate. However, with respect to goods of a particular 
producer, consumers across all countries would face the same tax 
burden. a/ 

JJ This model traditionally required that border controls exist between 
the importing and exporting country, so that VAT could be imposed at customs 
points upon entry of the goods into the importing country. Administrative 
mechanisms and implications are discussed below. 

y This is why, under GATT, the rebate of domestic indirect taxes upon 
export is permitted. 

a/ The foregoing assumes that there are no exchange rate effects. 
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b. trative cons- 

(1) Destination 

The administrative steps necessary to achieve a pure destination 
based credit-invoice VAT are relatively straight-forward as long as 
effective border controls exist. With physical checks at the border, the 
exporting country can verify that goods which are claimed as zero-rated 
actually leave the country. And the importing country can impose tax at 
customs when the goods physically enter the country, making it much harder 
for taxpayers to avoid the VAT on imported goods. u 

Where no border controls exist, other methods of administering an 
interjurisdictional destination baaed VAT must be found. This is the 
situation now faced by the European Union. The remainder of this section 
explores this issue, and the question of how a pure origin based VAT could 
be implemented. 

A fundamantal premise of the European Union is the elimination of 
borders between the member states. Presently, the EU still operates its 
VATS upon the destination basis for intra-Union trada. Beginning on 
January 1, 1993, with the abolition of effective borders for much trade 
among members, the VATS have been operated on what is sometimes referred to 
as a deferred or postponed payment method. Exports are exempted, as under 
the standard (with border) destination method, but documentary evidence of 
export, rather than border clearance, is necessary for the zero-rating of 
the export. Imports are not charged with VAT at the bard+. Upon the first 
sale in the importing country the whole value-added to that point is taxed. 

After 1996, a decision will be made as to whether to stay on the 
destination basis or move to the origin basis for intra-Union trade. A move 
to the origin basis would have substantial economic effects, due to the 
positive and negative protection issue which would arise as between 
producers from different member states unless all member countries harmonize 
their VAT rates. 

If the European Union retains the destination basis for this 
reason, it will adopt either the presently applicable deferred payment 
mechanism or a "clearing house" mechanism. The latter implements the 
destination basis VAT by levying tax on exports initially on the exporter. 
The importing country would, at the first transaction of the good in the 
importing country, collect the full VAT and allow an offsetting credit for 
the VAT actually paid to the exporting country with respect to the good. 
The clearing house would generate a claim against the exporting country for 

JJ Of course, if the import is an intermediate good, and no tax were paid 
at import, the full tax would theoretically be picked up at the next stage 
of production. In fact, this method is an alternative to border controls. 
However, evasion becomes easier with each eliminated stage of taxation. 
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the VAT collected by it on the exported good, and a credit for the importing 
~pmtv (+&CC Le permitted a aradlt ta thu manufacturer for VAT p&L& to the 
expormlg country) 4 fit, sxpvxtbg 99mn%y waad pay - cf~d.m to the 

&~~~+tiaag cauntey, and the two would be in the seme positions as Lf the 
export had been zero-rated and the importing country had collected the VAT. 
The claims and credits between all members of the participating group of 
countries would be netted, and settlements of the net amounts made 
periodically. These net adjustments could be calculated either by looking 
at the actual accounts of individual importing and exporting taxpayers in 
each country, or, as has been suggested for the European Union, by looking 
at aggregate trade data. 

The most salient advantage of the clearing house mechanism over 
the deferred payment mechanism is said to be the tighter control that is 
achiaved by imposing the VAT on export rather then waiting for the 
subsequent transaction of the imported good in the importing country. 

(2) Oriainbasis 

A pure origin based VAT can be implemanted by imposing VAT in the 
producing country on all sales, regardless of destination. No tax would be 
levied on import by the importing country, and no special steps would be 
taken with respect to export. If the imported item were an intermediate 
good, incorporated into a further stage of production in the importing 
country, only the additional value-added in that country should, in theory, 
be taxed in the importing country (including any additional value-added from 
the retailing function in the importing country). To achieve this result 
under a credit-invoice method tax, a credit would be given to the importer 
for the tax which would have been paid in the importing country at its 
rate. l/ This would retain the effect of the rate of the country of 

u This method entails valuation problems, however. Since there is,no 
linkage between the administration of the VAT imposed on the value added 
through the export stage (taxed by the exporting country), and the value 
added after the importation of the good (taxed by the importing country) the 
self-policing aspects of the credit/invoice method are lost at that point. 
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origin in the final price, JJ equating the position of consumers of the 

JJ Assume that all consumption taxes are passed fully forward to 
consumers in the price. Depending upon market conditions, however, 
discrepancies in rates across jurisdictions under the origin method could 
result in different rates of profit for manufacturers or traders instead, in 
part or in full. Examples follow: 

Facfs: 

Country A--VAT rate - 20 percent Country B--VAT rate - 25 percent 
100 of value added 60 of value added 

Product is sold from manufacturer in A to one in B; under the origin 
method, as &fined, country A should ultimately receive 20 in VAT, 
country B should receive 15; total tax burden (reflecting this) borne 
by the consumer of the product should be 35. (Under the destination 
method, &l value added would be taxed at the rate of the location of 
the consumption, for a total tax of 40, received by B.) 

Destination hethod -- CreditlInvoicg . . 

Product sold to manufacturer in B for 100 (no VAT attached; product is 
zero-rated on export from A). VAT of 25 levied by B at import at the 
border. 60 of value is added by manufacturer. Product sold in B for 
160, plus tax of 40. Credit for 25 of tax paid on input at border. 
Net additional tax of 15 paid by B manufacturer. Total tax levied - 
40, all accruing to country B. - 
obtained if the or&g&& 100 of value had been DrOduced in B. rather 
a in & 

Q&,in Method -- Credit/Invoice . . 

Product sold to manufacturer in B for 100 plus 20 of country A VAT 
(this 20 levied by and retained by A). 60 of value added in country B. 
Product sold for 160 in B, plus 40 of VAT. Credit of 25, the amount of 
VAT which would have been paid on the input of 100 if it had been 
purchased in B rather than in the lower-taxed A. This leaves a net tax 
of 15 paid to country B, the correct result for 60 of value added. 
However, the importer/manufacturer is now better off by 5 than if he 
had purchased the 100 input in country B. Thus, either (1) the 
importer will pocket the 5 (and prefer to buy inputs from country A); 
or (ii) the final price will fall to 155, and consumers will prefer to 
purchase the goods which incorporate foreign inputs rather than 
domestic ones. In effect, where country B has a higher VAT rate, under 
the origin principle it experiences negative protection. 

If country B had a rate of 20 percent, and country A a rate of 
25 percent, the opposite result would occur. In the foregoing example, 

(continued...) 
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good across countries, and discriminating within the importing country based 
upon country of production. This is the appropriate result under a pure 
origin method. 

2. Development and current status of the law regarding VAT on traded goods 

a. 

The original VAT legislation of December, 1991, did not apply the VAT 
to any imports into Russia, whether from within or without the former Soviet 
borders. Exports to countries other than the transition countries were 
zero-rated (and, by implication, those to them were taxed). Thus, the 
cross-border system with respect to the other transition countries was on 
the origin basis, u and that with respect to other countries was a worst- 
case combination from a revenue standpoint--imports were not taxed but 
neither were exports. 

Apparently, under the regime of exempting imports from the transition 
countries, credits could be taken with respect to such goods for VAT paid to 
the exporting country, 2/ but only up to the amount which would have been 
paid as tax under the then-applicable Russian VAT. Thus, this system was a 
sort of modified origin basis system. w If the exporting country had a 
lower VAT.rate than that in Russia, the credit was apparently given for 
actual tax paid to the exporting country (though this is not entirely 
clear), as opposed to the amount which would have been paid at the 
applicable Russian rate. If the exporter's rate was higher than the Russian 
rate, credit was taken at the Russian rate, as in a pure origin system. 

iv ( . ..continued) 
the importer would either have to raise the price by 5, or reduce its 
profit by 5 (of course, changes in profit rates or price in either case 
alter'the VAT actually collected). Domestic goods would be favored 
over imported ones. 

a/ As defined in Subsection V.l above. 
a/ &R Ministry of Finance letter dated June 11, 1992, in which the 

Ministry directed that VAT paid with respect to these imports ia, excess of 
m (the then-prevailing rate in the Russian Federation) must be "charged to 
production" (the Soviet accounting term for non-deductible or creditable 
items). 

w Under the criteria spelled out in Subsection V.l above, a "pure" 
origin system would entail: (i) taxing value added in the country of 
creation, not consumption: and (ii) taxing value added at the rate 
applicable in the country 'of creation, not consumption. The system 
&scribed in this paragraph met the first criterion, but did not in all 
cases meet the second, where credit for intermediate imports was given at 
the rate applicable in the exporting country, rather than that which would 
have been applicable in Russia. 
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This retained the protection of the lower Russian VAT under the origin 
system, when it m lower with respect to that of the trading partner. 
Rdling tiP credit the tbsgkex EluorLII\ rata ~4wYA the arporting country’s rate 
uaa Zauer, acut auly aredLtlng ectua~ ta;t paid, also nffs9t to SOWa *g-e 
the negative protoctfon axfsing UXS&W tha origfn aaethad rpith respect tfi 
lower taxed exporters to Russia. 

The law was changed in December 1992, effective January 1, 1993. After 
this date, all imports from outside Russia were explicitly made taxable. 
Exports outside Rwsia were correspondingly zero-rated. Thus, two 
fundamental changes appeared to have been made--all imports were to be 
taxed, and exports to other transition countries were to be zero-rated as 
those to third countries had been all along. u If fully applied, this 
would have put Rwsia on a pure destination basis system for all cross- 
border transactions. Despite the nominal taxation of imports, however, 
specific exemptions for imports have proliferated since this change, so that 
in fact relatively little revenw appears to be raised from valw added 
taxation of imports as of late 1994. The destination system for trade with 
non-transition countries is thus not complete. 

b. Trade wf&b the t~~ion cstunUb 

The law, however, also contained a provision stating that the 
application of these principles to bwinesses elsewhere in the transition 
countries was to be regulated by international agreements, and, if none such 
existed in any case, by the principle of reciprocity. 

In Ray 1992, an agreement among the transition countries was signed, 
providing that VAT with respect to goods passing between them would be 
levied in the exporting country, and not in the importing country. 2/ On 
April 4, 1993, a Russian Winistry of Finance regulation was issued setting 
up the following rules: (I) a 20 percent (the then generally applicable 
Russian rate) VAT was to be levied on all exports to the transition 
countries;w even if the item would otherwise be exempt from VAT under 
Russian legislation; and (ii) imports of intermediate inputs (as opposed to 
final goods for resale, apparently) were to be subject to credit of 

u Instruction No. 1 states that exports by intermediaries are only 
allowed a credit [under zero-rating]: (I) if, appropriately, the correct 
documentation showing that the goods crossed the border is provided; and 
(ii) more idiosyncratically, not more than one year has passed'i'ince the VAT 
was paid with respect to the acquisition of the goods exported. 

u However, as of mid-1993, the Dkrainian State Tax Service was asserting 
that Russia began imposing VAT on imports from Ukraine in February 1993. 

y The Baltics, Georgia and Azerbaijan were specifically excluded. 
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20 percent VAT paid to the country of origin on the export, as if they had 
bee; acquired in Rwsia and subjek to the domestic VAT. U 

Up to this point, this regulation would have the effect of implmnting 
a pure origin based VAT, under the criteria set forth above. However, the 
export charges and import credits with respect to Belarw and Uzbekistan 
were to be at the rate of 25 percent, and those with respect to Tajikistan 
at 28 percent, the rates applicable in those countries. With respect to 
credits on imports, this apparently reverses the earlier position described 
above, and effectively negates the effective protection tiforded under the 
origin system with respect to goods imported from higher taxed countries. 
Application of the higher rates on exports would, other things being equal, 
place Russian goods at a disadvantage relative to a pure origin system, 
under which they would have borne a VAT lower than that of domestic products 
of Belarw, Uzbekistan or Tajikistan. The advantage of simp1icity of the 
origin system, in which it is unnecessary to distinguish goods by their 
intended destination, 'is also lost here. Not only must goods for export be 
identified, but their ultimate destination must also be correctly known and 
verified. 

C. zsia 

As &scribed above, exports outside the transition countries are 
supposed to be zero-rated, under the destination principle. However, in 
practice there are at least two problems with this scheme, as implemented in 
Rwsia. First, at least as of October, 1993, refunds on exports apparently 
simply were not being given in significant amounts. Second, and perhaps 
related to this, is the complexity which arises as a result of the revenue 
sharing mechanism beween the federal government and that of the regions in 
Russia. VAT is supposed to be allocated at each stage between the relevant 
regional government and the federal treasury. Thus, for example, if an 
intermediate good is produced in Vladivostock and shipped, at a tax- 

J/ These rules regarding imports apply only to intermediate goods. 
Presumably, this is because goods imported for resale by wholesalers or 
retailers fall under the gross margin method of calculation, just as do 
domestic goods sold at wholesale or retail. That is, the importers in these 
cases will pay tax on the imported good in the country of origin, then pay 
tax to Russia on the tax inclusive spread between the import price and the 
sale price. For example, importer pays 100 for an item for resale from 
Kazakhstan. Tax of 20 is paid to Kazakhstan treasury. Tax inclusive 
acquisition cost is therefore 120. Resale price, inclusive of Rwsian VAT, 
is 240. VAT due is 20. (240 - 120 - 120. Tax inclwive rate - 16.67. 120 
x .1667 - 20). Under this system, there is no need to credit the earlier 
VAT regardless of where it was paid, or to worry about-the rate at which it 
was paid. This is perhaps the sole positive feature of the we of the gross 
margin method of taxation at wholesale and retail trade-- if an origin 
method VAT is wed, this system automatically segregates the valw added 
prior to the vholesale or retail stage, vhich may occur after import. 
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exclusive price of 100, to !4oscow far incorporation into a final good, the 
VAT of 20 would go (using a hypothetical split of 70/30) 14 to Vladivostock 
and 6 to the federal treasury. ASSUW the item is incorporated into a final 
good which is destined for export to Sweden, at a tax exclusive price of 
200. The manufacturer would be entitled to a credit of 20 for the VAT paid 
on the component, in order to ship the good tax-free under zero-rating. 
Apparently, the federal treasury is presently refunding the entire 20 (to 
the extent it is refunded at all), despite the fact that 14 of the 20 ruble 
VAT paid on the input incorporated into the exported item actually went into 
the Vladivostock treasury. J,/ 

This problsm is merely one example of the complexity which arises when 
velue-added taxes are allocated to a sub-national level of government. .A 
complete examination of the fiscal federalism issues faced by Russia is 
beyond the scope of this paper. However, it can certainly be said that both 
in theory and in practice schemes for the use of VAT (as opposed for example 
to retail sales taxes or personal income taxes) at the sub-national level in 
federal systems are likely to be extremely unsatisfactory. If the inter- 
state, sub-national system is operated on the origin basis, then, just as in 
the case of extra-national regions such as the transition countries or the 
European Union, producer states will benefit and consumer states will lose 
revenue. This may lead to tax competition along some dimensions, even where 
certain basic parameters such as rates are set at the national level, 
Further, there may be political demands for amendments and special 
provisions to benefit regions which ars net losers under the inter-state 
system. All of these things have in fact happened in Brazil, the country 
which has perhaps the most highly developed sub-national VAT system. 2/ 

The VAT is particularly unsuitabls for regional level use in an 
integrated econaq because of its multi-stage character. Where intermediate 
products are produced throughout a country and shipped from one region to 
another for processing, the inter-regional crediting issues become not only 
politically difficult but administratively complex. While some competition 
does arise with sub-national retail sales taxes (as in the border regions of 
U.S. states), there is much less complsxity than in a multi-stage tax. 

VI. Lnfer T Iesypicl w 

In Russia, and in many of the other transition countries, large and 
growing arrears in the payment of inter-enterprise obligations have arisen 

JJ Of course, if the total VAT on import into Russia collected at the 
border is retained by the federal treasury, rather than being split with the 
treasury of the region for which the import is destined, the revenue effects 
of the export problem would be offset at least to 5ome degree as between the 
central government and the regions taken as a whole. 

2/ For a detailed discussion of the Brazilian experience, see Long0 
(1994). 
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in conjunction with the change to a market driven economy. These inter- 
enterprise arrears are frequently cited as a cause of poorer than expected 
revenue performance from the value-added tax. This section addresses this 
issue. 

In a properly structured and functioning VAT, inter-enterprise sales 
should have no impact upon VAT revenue. This is because each tax liability 
arising upon the sale of an item by an enterprise in the chain of production 
and distribution is offset by the credit (equal to the liability) claimed by 
the purchasing entity. u Net VAT liability arises only upon the final 
sale for consumption. It appears, then, that inter-enterprise arrears 
should not have any impact upon revenue collections from the VAT. Moreover, 
inter-enterprise arrears do not reduce the liquidity or income (whether 
measured on a cash or an accrual basis) of the enterprise sector as a whole. 
Nonetheless, a correlation clearly &es exist between growing inter- 
enterprise arrears and declining revenue performance, at least in Russia. 
This correlation arises in part because the inter-enterprise arrears give 
rise to liquidity problems which lead directly to tax arrears, 2/ and in 
part because timing asymmetries resulting from the unique structure of 
Russian VAT reduce legal VAT liabilitiee (but not VAT credits) in the 
presence of inter-enterprise arrears. 

1. J&ter-enterPriee arrears in an m based credit/invoice svstgEg 

In a European-style VAT based upon accrual accounting for both credits 
and liabilitiee inter-enterprise arrears could have a direct effect upon VAT 
receipts as a result of the liquidity problems that they-cause, particularly 
if the payment of other obligations have a higher priority than payment of 
tax obligations. 2/ Credits and liabilities for tax will arise upon 
delivery ("supply") of inputs and outputs between enterprises, and these 

JJ Under many European VATS, there are exceptions to this rule. 
Enterprises are treated as final consumers with respect to some purchases, 
for example, vehicles. In this situation the selling enterprise has a 
liability but the purchasing enterprise has no credit. 

a/ There is a vicious circle here. One enterprise's liquidity problem 
gives rise to delayed payments to other enterprises, and this in turn 
creates liquidity problams for those enterprises, giving rise to further 
inter-enterprise arrears. 

2/ In the old Soviet system, tax liabilities had first priority among 
enterprise debts and obligations, and were paid by means of the banks making 
direct accounting transfers, essentially from one governuent account to 
another. Payments to suppliers bad a lower priority in the system, and 
enterprises did not have any means to contravene this. At present, however, 
enterprises as a matter of practice frequently put their tax liabilitiee as 
the lowest priority, after the payment of workers, which comes first, and 
payments to suppliers. Although the latter also remain unsatisfied to a 
great extent (hence the growth of inter-enterprise arrears), when cash is 
available it will tend to be used for this, rather than tax debts. 
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will be offsetting, regardless of when or if payaent takes place between the 
taxpayers at any stage. However, delayed payments throughout the inter- 
enterprise chain could put enterprises into suoh a cash starved state that 
they have insufficient funds to pay all of their obligations. Thus, selling 
enterprises will not pay the VAT liability which arises upon their delivery 
of goads to the next enterprise, because they cannot do so, but the 
purchasing enterprise will claim a credit far its purchase, on the accrual 
basis, even though it has not paid the supplier. It will then offset this 
credit against its owh VAT liability for sales, reducing that 
liability. u Thus, inter-enterprise arrears can translate directly into 
tax arrears--unpaid legal VAT liabilities. 

2. 

If all enterprises deternina both VAT liability and entitlement to 
input credits on the cash method, in a credit/invoice system, inter- 
enterprise arrears should have no effect upon the collection of net VAT 
liabilitiee. As under the accrual method, in inter-enterprise transactions, 
liabilities and offsetting credits arise simultaneously, in this case upon 
payment rather than delivery of the goods. Under the accrual method, 
credits could be claimed for inputs purchased even if no payment to the 
supplier had been made. If the cash method applies, however, no credit can 
arise until payment is made for the input purchased, and the claiming of 
credits and payment of liabilities will not becoms asymmetric. 

3. Inter-enterprise arrears in the Russian systsm of the cash method for 
determining VAT liability combined with the used-in-production standard 

The existing Russian system permits credit to be takan when inputs are 
used in the production process, whether or not they have been paid for. VAT 
liability with respect to sales arises upon the receipt of payment. In this 
situation, inter-enterprise arrears may reduce VAT collections by 
introducing asyrmetry into the creation of credits and liabilities-- credits 
can arise before the offsetting liabilities at the intermediate stages of 
production. 2/ For example: 

Producer A sells an input to producer B for 100, plus 
VAT of 20. B uses the input in its production, and 
takes's corresponding VAT credft of 20 against its total 
VAT liability for the period. However, B does not pay A 

u For a discussion of the effect on enterprises in an excess credit 
position, see Subsection VI.5. 

2/ Note that this differs from the negative effect on revenue of arrears 
in a pure accrual based systen. There, lagally the credits and liabilities 
did offse, one another, but the liabilities could go unpaid, giving rise ts 
m arrears, while he credits were claimed. Here, the liabilitiee may 
legally arise (long) after the credits are legally claimed. 
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for the input. Thus, A incurs no current liability to 
pay the 20 in VAT to the government. Nor &es B incur 
any current liability when it, in turn, sells its own 
output, incorporating A’s input, to C far 200 (net of 
VAT). C, however, will claim a current input credit of 
40 when it uses B's output. Even if the payments are 
ultimately mada, ths governmsnt has last the revenue in 
the meantima. The value of this timing discrepancy is 
even higher in the presence of inflation. 

4. Inter-enterprise arrears when the credit,havoice method is used at the 

If this "mixed system' functioned exactly correctly and no asymmetries 
were introduced, net VAT liability would be the same as if the 
credit/invoice method were extended through final sale to the consumar. u 
Inter-enterprise arrears between the production sector and the trading 
sector will, however, result in a loss of VAT revenue under the existing 
Russian system. Because of the use of the gross margin as the basis for 
liability, traders are, in effect, allowed to take credit for purchases for 
resale, whether or not they have been paid for. This creates the same legal 
asymmetry in credits and liabilities as &es the use of the cash method for 
liabilities and the used-in-production standard for the claiming of credits 
at the manufacturing level, as just described in Subsection VI.3. For 
example: 

Assume that a retailer buys goods directly from-the 
manufacturer at a cost of 100, plus VAT of 20. The 
retailer then sells the goods for 240, inclusive of VAT, 
to the final consumer. The consuuer pays the retailer 
for the goods, and the retailer correctly ramite its VAT 
liability under the gross margin method of 20 
((240 - 120) x .166 - 20). However, if the retailer did 
not pay the producer for the goods originally, the 
producer has incurred no legal liability to pay its own 
VAT of 20. The government has collected only 20 in VAT 
on a final sale of 200 (net of VAT), rather than the 40 
which should be paid. Houever, because of the use of 
the gross margin method in the presence of inter- 
enterprise arrears the &ggJ, VAT liability generated to 
this point is only 20, or 10 percent, rather than 
20 percent of total value-added. 

u See, Subsection IV.2 above. 
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5. mess creditq 

The revenue losses caused by asymmetries introduced by inter-enterprise 
arrears will be offset to the extent that the enterprises claiming credits 
in the foregoing examples have excess VAT credits. Since such credits are 
not refunded under the Russian VAT, they must be carried forward. The 
government benefits from this because it reduces the use of credits by 
purchasers and therefore reduces the extent to which credits are used before 
the corresponding liabilities are paid. 

VII. Conclusions 

The Russian value-added tax, and the value-added taxes of the other 
transition countries, have several problems which must be addressed if the 
taxes are to serve their intended function--raising a significant portion of 
the revenue needed by these republics in a relatively neutral manner by 
taxing consumption. These problems include: (I) a rapidly narrowing tax 
base; (ii) the mixture of cash and accrual accounting (with unique 
variations) in the accounting of most enterprises for their VAT liability; 
(iii) diecrepancies caused by the application of two different methods of 
taxation at the production and wholesale/retail stages of comerce; (iv) a 
lack of Wdiete full crediting for purchase of capital inputs; and (v) the 
question of how to treat cross-border transactions among Russia and the 
other transition countries. 

Most of these issues have obvious solutions. If the-tax base is not to 
collapse, the accelerating trend toward adding examptions and preferences 
must be reversed, despite the political difficulty of doing so. The 
credit/invoice method should be extended through the retail level. This is 
in large part a probleo of education of policy makers, requiring that old 
habits and cod economy msthods of accounting among both taxpayers 
(particularly state enterprises) and administrators be overcome. The law 
and adminietration must clearly provide, and effectively enforce, consistent 
use of accml accounting by taxpayers (with the possible exception of an 
optional, consistent, cash method far small traders). J,/ 

u A suddeu shift from the cash method of determining liability to the 
accrual method could result in a cash flow crisis for taxpayers. This could 
be mitigated by reducing the requirsments for advance payments. Presently, 
large taxpayers are required to make advance payments three times during the 
month, before determining their final liability for the month after the 
period is over. (This system protects the government from inflation to some 
extent.) As a transitional measure at least the advance payment requirement 
could be reduced to a single payment or even eliminated to mitigate the cash 
flow problems caused by concurrent liability for past sales and current 
sales. 
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The issue of allowing VAT credits for capital inputs has been largely 
addrassed alrsady in Russia, since credits have been gradually introduced 
end ure now permitted there wer only a six ~fith period. Idsally. this 
trend will ultimatsly result in -d&ate crediting, with retutldrbility far 
excess credits. JJ This problem, whila eriginally quite serious, is now 
probably a less important source of distortion in Russia than are the other 
issues discussed here. In fact, the eyetam now rasamblae those of many 
Latin Amemican countries which have been quite successful with the VAT. It 
is not clear that the benafits of an Lplradiate change to complete 
refundability from the present position would outrreigh the short-run revenue 
lass which would arise. Introduction and gradual acceleration of crediting 
for capital inputs should also be adopted in other republics which have not 
caught up to Russia in this respect. In general, the laws should provide 
the framework far crediting of capital inputs in the short term, with the 
timing of the credits dependent upon individual circumstances. 

The final issue, the treatment of cross-bordar transactions among 
Russia and the other transition countries, is much more difficult from a tex 
policy and administrative perspective. If border controls existed between 
the republics, and, just as importantly, complete economic separation of all 
of the republics had been agreed upon, clearly a standard destination-based 
system with zero-rating of exports and taxation immediately upon import 
would be simplest, most consistent with the rest of the world, and most 
reflective of this hypothetical policy choice mada regarding the economic 
space of the transition countries. However, neither of these conditions 
exists at present. 

Two things can be said, nonetheless, in light.of which the policy 
makers' decision on this point should be made. First, the republics 
apparently do not have the collective capacity for effective border control 
at this point, and certainly do not have the administrative capability to 
operate a clearing house mechanism. Thus, if a destination basis were to be 
adopted, the delayed payment mechanism presently in use in the European 
Union would be the easiest method to administer, despite its theoretically 
lower degree of control over fraud. In or&r for this system to work 
appropriately, without the addition of certain adjustPent machanieme 
introducing additional complexity, it would be necessary for the 
credit/invoice method to be extended through the retail level. Otherwise, 
transactions involving the import of goods for resale (rather than as 
production inputs) would fail to be taxed on the full value-added in the 
product. 

l/ Carryforwards of excess credits, adjusted for inflation, could serve 
almost the same function (with the lose to the taxpayer of the real interest 
value of the carryforwards for the period until they are fully utilized) 
with less administrative complexity, by avoiding the administration of the 
refunds and the abuses to which they would be subject. 
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The current system is closer to the origin mathod. However, the rates 
of credit for imported intermediate goods are not always correct, as 
discussed in Section V. above. A pure origin system could be introduced 
relatively easily starting at the present point, if these credit rates were 
adjusted so that credit for imported inputs was always given at the rate of 
the importing country. As also noted, the use of the current gross margin 
method at the wholesale/retail level is actually an advantage in this 
respect; however, adoption and consistent application of the appropriate 
credit rates on ail imports, including those for resale, would also achieve 
the correct result for imported final goods even under the credit/invoice 
method. In light of the other disadvantages of the present mixed systems, 
this would be more desirable. 

Thus, the decision as to which system to adopt is partially an 
administrative one--which system could be administered more accurately, an 
(appropriately adjusted) origin basis one, or a delayed payment destination 
basis?--and partially, and perhaps ultimately more importrlntly, an economic 
policy choice. The latter decision depends, of course, upon the political 
leaders' visions of the joint economic environment of the transition 
countries and upon the revenue effects arising from the choice. 

If all VAT rates were identical across all the countries and the tax 
covered exactly the same base everywhere, JJ the decision would have no 
differential effects on either consumers or producers in the various 
republics. However, in the real world of differential rates and bases, 
adoption of the origin system affords positive and negative effective 
protection to producers, depending upon the relative tax rates of the 
exporting and importing countries. The tax of origin stays with the goods, 
and consumers of the same good in different countries all face the same tax 
burden with respect to it. Conversely, in the destination system, consumers 
in any given country always face their domestic tax burden on all goods, 
imported or domestic, and no protection arises for producers. 

Perhaps more important from a practical point of view than these 
considerations is the fact that revenues would be shifted among the 
countries depending upon whether the origin or destination method was chosen 
even if all tax rates were the same, unless all trade was exactly balanced 
among all trading partners. It is possible that it is this which will drive 
(and has driven) the choice of system by the various countries, and in 
particular Russia. prom a revenue standpoint, countries with a positive 
balance of trade would benefit from the adoption of the origin method, under 
which VAT revenue accrues to the country of production. And adjusting the 
credit rate for intermediate imported goods away from the domestic rate 
could be used to offset or enhance the effective protection afforded by the 
VAT to domestic producers. 2/ For the moment, at least, this is the 
choice which has more or less been adopted by Russia and the other 

JJ And there were no exchange rate effects. 
2/ As would be used in a "pure" origin system discussed in Section V. 
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transition countries; the basic decision in the future may be based more 
upon political/economic fundamentals than upon tax policy and administrative 
concerns. Will this joint econoaic space consist of 12 separate, 
independent partners, treatit g each other as they do the rest of the world 
(and thus adopting a destination based model), or will the considerations of 
an interdependent economic block result in constant negotiation based upon 
economic advantage and disadvantage? In light of the fact that the European * 
Union has had such a difficult time addressing the question of origin or 
destination basis for the VATS of its member states, it is small wonder that 
these newly independent countries have not been able easily to resolve the 
issue in only two and a half years. 





Exe~tQ2nuiad Preferences Introduced into the Ruab vAT 
Be-her 1991 Sttmte 

Goods and services for diplomatic use, official or personal, and urban 
and non-urban passenger transportation (other than taxicabs) were xero- 
rated. At least 15 other categories of transactions were exempted, 
including the following: 

kesidential rent (including hostel lodgings). 

New housing construction. 

Purchase or lease of privatized government enterprise properties. 

Insurance; issuance; mn:t transfer of loans. 

Transactions "relating to the circulation of currency." 

Securities. 

Actions of government agencies for which fees are charged. 

Legal services. 

Translation services. 

Turnover of casinos, coin-operated gambling games, and racetrack 
betting. 

Services in the care of the aged or infirm. 

Issuance of patents, copyrights and licenses. 

Services of funeral homes, crematoria, etc.: rites and ceremonies 
of religious organizations. 

Services rendered by institutions of culture, art, theater; 
athletic, educational, entertainment events including videos. 

Research and experimental design work funded from the government 
budget. 

Work regarding "economic agreements" by educational institutions. 
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During 1992, the exemption for translation sonrices was eliminated, but 
numerous othora wore added. Host additions were made in a series of three 
amendments to the law, in May, July and Docembor, 1992, including: 

0 

0 

a 

l 

0 

0 

l 

l 

a 

0 

e 

0 

DSubsoil charges” (apparently &fined in the Instructions to the 
law as turnover from sales of ore, preciow mtals, scrap 
containing metals, to the State Fund). 

Contract guard services of the Ministry of Internal Affairs. 

Goods made and sold by labor rrhabilitation workshops for prycho- 
neurological patients, and public organisations of dlrabled 
per8onr. 

Goodr made and sold by enterprises at least 50 percent of whose 
workforce is disabled. 

Gun products of collective or state farms used for self-catering 
or as wagea in kind for current or formgr employaas, 

Self-catering services in institutiona of public education 
(broadly dofined) or institutions for the care of the elderly or 
disabled, 

Folk arts and crafts of Vocognizad artistic va&w.* 

Imported humanitarian aid. 

Loam of official or dwelling promises to foreign perrons 
l ccroditod in Russia when them is rooiprocity by their government 
or a treaty provides for this exemption. 

Turnovers from the sale of confiscated or ownorless valwbles. 

Medical services; paymento for stays in l anatoria or rose homer; 
tours and excursion places; medicinal substances; orthopaedic 
&vicar, 

Technical rehabilitation devices, including rpecially adapted 
automobiles. 

Also in 1992, howing rents and payments for privatizod government 
property were changed from being exempted to being zero-rated. 
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Three exemptlow appear ta have arisen in amdments to the 
Instructions to the law during 1992: 

0 Transfer of facilities from the Councils of Peoples' Deputies to 
private ownership, including kindergartens, clubs, sanatoria, 
residmces, etc. 

l Fixed assets for non-production purposes, except for any mark-up 
on the sale over the acquisition cost. 

l Technical and scientific research instruments (February, 1993). 

Jan- 1993. Add&ion of a Prefevsntialmof 

As of January 1993, a lower rate of 10 percent was introduced, to apply 
to the following: 

l Foodstuffs (other than excisable foodstuffs). 

l Raw materials for their production. 

l Children's goods. 

December 1993. Presidenti Decry 

In December 1993, this narrowing of the tax base continued, this time 
by Presidential detcree rather than legislative action. One portion of a 
sweeping decree on tax policy by President Yeltsin included a large number 
of additional exemptions to the VAT (and reiterated a few that already 
seemed to be in the law): 

Production equipment, parts and materials imported for the 
manufacture of i-ological/biological preparations for the 
treatment of infectious disease to combat epidemics. 

Goods and production equipment imported as part of free technical 
assistance or to conduct joint research with foreign organizations 
and firms. 

Books, periodicals, study materials brought in for educational 
institutions. 

Sale of goods produced by collective or state farms and other 
agricultural enterprises to old-age or disability pensioners 
currently or formerly employed by them. 

Goods produced and sold by psycho-neurological, tuberculosis 
treatment or social protection or rehabilitation institutions. 
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l Production of enterprises whose work force consists of at least 
50 percent disabled persons. 

4 Fees for issuance of licenses for activities and title to land 
documents. 

l Continuing through 1994 an exemption begun in 1993 for the sale of 
military equipment and services of military units where the funds 
are used to promote the welfare of the personnel and their 
families. 

l Transactions of sole proprietors. 
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A substantial package of general tax reform legislation was presented 
to the Duma by the Russian Govement in Septetiet, 1994. These changes, if 
adopted, would be effective Janwry 1, 1995. Changes in the value added tax 
include a rste reduction, substantial base broadening, and the elimination 
of a portion of the structural anomalies described in this paper. 

gates: 

l The three parcent surcharge will be eliminated, leaving the 
standard rate at twenty percent, and the preferential rate at ten percent. 

Structural Changes: 

l The credit/invoice method will be extended through the wholeoale 
sector, leaving only the retail trading sector wing the gross margin method 
of calculating the tax; 

l The hybrid we of the cash method to determine the accrual of VAT 
liability on sales and the put-into-production method to determine 
eligibility to take credit on inputs will be eliminated, and both sides of 
the transaction put onto the cash method. Liability for tax and eligibility 
for credit will both arise upon payment. 

Base Broadening Xearurer: 

l Exemptions will be eliminated for: new construction; 
entertainment; research and development; casinos and gambling; and security 
services of the Ministry of Internal Affairs. Agriculture continues to be 
exempt. 

l Many examptions now applicable to imports, including foodstuffs, 
will also be eliminated. Exemptions do apply, however, to: technical aid 
from foreign donors; grants; goods financed by credits from international 
financial institutions and bilateral aid; and import of capital equipment by 
owners of enterprises. 

l Coverage of the ten percent preferential rate will be reduced. 
However, this reduced rate will continue to apply to a 7ong list of basic 
foodstuffs, and will apply to imported foodstuffs. 





- 48 - 

References 

Bahl, Roy (1994), "Revenues and Revenue Assignment: Intergovernmental Fiscal 
Relations in the Russian Federation," in C. Wallich, ed., Byqsia and 
the me of F&nFederalisrp, International Bank for 
Reconstruction and Development. 

China Financial & Economic Publishing Howe and the International Bureau of 
Fiscal Documentation (1991), "Regulations Concerning the Value-Added 
Tax of the People's Republic of China [State Council: 18 September 1984 
draft]." 

Enthoven, A.J.H., Sokolov, J.V., and Petrachkov, AA. (19X?), Doing Business 
. in RuaiumGb other Fomns- Soviet RBQA&U-- A==- Joint n 

Venture Issyes, Institute of Management Accountants, New Jersey. 

International Bureau of Fiscal Documentation, &B&ion mricq, 
Amsterdam. 

Laws, regulations, and decrees (1991-1994), of Rwsia, Belarw, Ukraine, 
Azerbaijan, Kazakhstan and Tajikistan (translations). 

Li, Jinyan (1994), "Value-Added Tax in the People's Republic of China,' 
VAT Monitor, Vol. 5, no. 3, pp.l30-146. 

Longo, C.A. (1994), “Federal Problems with VAT in Brazil," Eevista 
ileira de Economia, Vol. 48, No. 1, pp. 85-105. 

Messere, Ken (1994), "The International Consumption Tax Rules," unpublished 
manuscript. 

OECD (1994), Revenue Statistics of OECD Member Countries. 1965-1993, Paris, 
OECD. 

(1988), m Consumntti, Paris, OECD. 

Taft, Alan (1986), V - . ;, 
International Monetary Fund, Washington, D.C. 

9 

Tanzi, Vito, ed. (1992), Fiscal Policies in Economies in Transitioq # 
International Monetary Fund, Washington, D.C. 

. (1993), Transition to Market. Studies in Fiscal Reforq , 
International Honetary Fund, Washington, D.C. 




