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Chapter 1. Introducing VAT in Myanmar
Stefan Collignon
The modernization of the Myanmar economy depends, among others, on creating an efficient, nondistortive tax system, which will stabilize the macro-economy and allow market forces to compete for
the best performance. The introduction of value added tax (VAT) is a crucial step in this progress. This
report looks at some issues associated with introducing Value Added Tax (VAT) to Myanmar. Value
Added Tax is an indirect tax, which means it is collected by one entity in the supply chain (usually a
producer or retailer) and paid to the government, but it is passed on to the consumer as part of the
purchase price of a good or service. The consumer is therefore ultimately paying the tax by paying
more for the product. By contrast direct taxes such as corporate and personal income tax are imposed
directly on an entity, a person, or a property.
Increasing state revenues must be one of the government's top priorities in view of the challenges
facing Myanmar. The broadening of the tax base, including a greater role for VAT, seems to be an
appropriate instrument for this. Only a significant increase in tax revenue will cover the financial needs
arising from urgent social, educational and economic development measures.
Among the ten member countries of ASEAN six countries are imposing VAT, namely Philippines,
Cambodia, Laos, Thailand, Vietnam, and Indonesia. Three countries are imposing taxes with a
structure close to VAT, namely goods and services tax (GST) in Singapore; Sales tax and Services tax in
Malaysia; and Commercial tax in Myanmar. Brunei has no equivalent consumption tax. VAT does not
exclude the additional imposition on specific goods, such as alcohol, petrol, logging or precious stones.
VAT rates are 10% in Vietnam, Cambodia, Laos, and Indonesia, 7% in Thailand and 12% in the
Philippines (see Table 1.3). Note that these different rates do not affect external competitiveness,
because they do not apply to exports. Imports are subject to the national standard rate. The sales tax
rate (which is not VAT) in Malaysia is 10%, in Singapore 7%.
The introduction of VAT in Thailand in 1992 has been a particular success story and this is why we
devote the full chapter 3 to this experience. It has supported rapid development by export promotion,
and non-distortive bureaucratic tax collection. Tax offices have revenue collection targets and the
total revenue is more than ¼ of total revenue.
Myanmar has not only one of the lowest tax ratios in ASEAN, but it has also an extremely low share in
indirect taxes. See Figure 1.1. Such a low Myanmar tax rate revenue does not permit sustainable
development, for either funds are insufficient for the tasks of development, or the deficit is financed
by inflationary money creation, or natural resources are exploited at an unsustainable rate. Because
corporate tax is a direct tax on profit which varies rapidly with general business conditions, the
revenue for the government from direct taxes is more volatile than the revenue from indirect taxes,
especially from VAT which depends on general consumption. As a consequence, indirect taxes earn
more stable revenue for the government (see chapter 2).
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Figure 1.1.
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However, there are different forms of indirect taxes. We shall focus on Value Added Tax as distinct
from sales taxes, sometimes also called turnover tax. Sales taxes are indirect taxes, imposed in either
single- or multi-stage form. The Myanmar commercial tax is a hybrid between the two forms that lacks
clarity and generates unwarranted distortions. The commercial tax, as practiced in Myanmar
presently, is a single-stage tax on turnover. This tax, presently 5%, but 30% before 2016, is charged at
every stage of sale. In recent years, its share as a source of government revenue has fallen, both as a
share of GDP (see Figure 1.2) and as a share of total revenue (see Table 1.1).
In the first chapter we shall discuss the context for the proper functioning of VAT. The second chapter
explains how VAT works in a modern industrialized economy with federalist structures such as
Germany. The third chapter gives an overview of how VAT was introduced in Thailand, which shared
many features relevant for Myanmar today.

Table 1.1. Share of tax category in total revenue
Income Tax
Commercial Tax
Other
Total

2012
45.8%
47.0%
7.3%
100.0%

2013
41.6%
48.6%
9.8%
100.0%

2014
48.4%
41.8%
9.8%
100.0%

4

2015
34.0%
26.4%
39.6%
100.0%

2016
35.9%
39.1%
25.1%
100.0%

2017
38.1%
35.8%
26.0%
100.0%

2018
36.7%
27.0%
36.2%
100.0%
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Figure 1. 2.
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Conceptual and practical issues for introducing VAT
The economic environment
Over the last decade, Myanmar has undertaken a series of important economic reforms, which have
significantly improved economic growth and standards of living in the country. In one decade, GDP
per capita has nearly doubled, although the country remains still the second poorest member of
ASEAN (see Figure 1.3). After President Thein Sin came to power, the economy was liberalized and
foreign capital started to flow in. This generated a temporary investment boom and accelerated
economic growth. However, the excessive boom in 2013-14 had pushed inflation up to over 9 percent
in 2016, mainly because the public deficit was financed by money creation. This situation was
unsustainable. As government revenue from State-owned enterprises was falling in the reformed
economy while tax revenue remained stable around 6-7 percent of GDP (IMF 2019). The incoming NLD
government was forced to restrict public spending in order to reduce the monetization of the deficit,
bring down inflation, and halt the deterioration of the exchange rate. Over the last four years, the
government has succeeded in reducing inflation to around 6 percent, but the price was less domestic
demand and less economic growth. Furthermore, Western capital inflows all but stopped in recent
years as a consequence of the Rakhine crisis.
Figure 1.3.
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With lower investment, economic trend growth also slowed down (see Figure 1.4). Nevertheless, the
World Bank (2019) has estimated that Myanmar’s potential growth could be in the order of 7.4
percent, which is higher than present trend growth. To achieve this rate would require significant
increases in public spending and private investment, especially in infrastructure (electricity, roads,
water management) and human capital (health and education). None of this could happen without
political and economic stability in the short and long run, as the Myanmar Sustainable Development
Plan 2019 has clearly recognized. On the economic side, increasing private investment requires a
stable financial framework, low inflation, low interest rates, and banks that lend to small and medium
sized enterprises rather than to property speculation and non-performing state-enterprises.
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Figure 1.4.
GDP Growth Rates
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Because the government sets the framework conditions for economic growth, fiscal policy is at the
core of achieving sustainable development. Hence, in order to realize the country’s growth potential
there is an urgent need to enhance Myanmar’s fiscal space. Fiscal space is defined as “the availability
of budgetary resources (i.e. revenue, expenditure reallocations – including efficiency gains – and
public debt) to spend on priority areas without sacrificing fiscal sustainability” (World Bank 2017). No
doubt, increased efficiency in revenue collection, state-owned enterprise management and better
prioritisation of expenditure allocation would increase the fiscal space. Higher growth would also
contribute more resources and allow servicing larger public debt. However, all these improvements
need to stand on sustainable foundations.
In its Sustainable Development Plan (2018 – 2030) the Myanmar government has emphasised that it
is “imperative that every effort in the pursuit of truly transformational economic growth is achieved
in parallel with efforts to secure and foster a durable nation-wide, inclusive peace” (Republic of the
Union of Myanmar 2018, 10). Whatever the final outcome of the Peace Process will be, it will cost
money. Territories ravaged by conflict and war will need to be rebuilt and new facilities will need to
be constructed. The government recognizes that this has important fiscal implications: “It is also
imperative that the key tenets of fiscal federalism related to both equalisation payments and fiscal
transfers to Myanmar’s States and Regions, as well as decentralisation of natural resources
management – are fully implemented under the umbrella of the MSDP (Myanmar Sustainable
Development Plan) and within the scope of the Constitution” (Republic of the Union of Myanmar 2018,
10). The government is right to emphasise the coherence in fiscal decisions in a decentralized system,
although this poses complex questions for the political process of redistributing resources. An
enhanced fiscal space for Myanmar requires not only more funds, but also a better structure for
collecting taxes and allocating them fairly across regions and states. Germany is a federal state which
has a well-accepted system of regional transfers that has accomplished reasonably equal and fair living
conditions for all citizens. This has been the foundation of Germany’s prosperity since World War II.
We shall discuss this model with respect to VAT in Chapter 2.
Direct taxes such as corporate and personal income tax are easy to identify as regional income. Indirect
taxes are typically added by producers to the prices of goods or services and paid by consumers. They
are not easily identifiable by the region from where they arise, because large corporations centralise
their book-keeping at the head office, which is often located in urban centres like Yangon or Mandalay.
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For this reason, a system of mechanisms that will equalize tax income across regions and states will
be needed.
Finally, there is no doubt that Myanmar’s ratio of tax revenue to GDP is too low (see Figure 1.1). It
stands at half of average lower middle income countries and in neighbouring Thailand it is even two
and a half times higher. VAT provides a neutral path for increasing government revenue. Because it is
proportionate to the volume of domestic consumption, it increases the absolute amount of revenue
as the economy develops. The experience in Thailand after the introduction of VAT in 1991 shows that
government revenue increased significantly (see chapter 3). In fact, in most countries in the world VAT
has been used to increase revenues. VAT on goods and services in OECD countries represented 18.6
percent of GDP in 2007 compared with 13.5 percent in 1970 (Charlet und Owens 2010).
The basic principle of Value Added Tax (VAT)
VAT is an efficient way for imposing taxes without generating unwarranted distortions. The basic idea
is that producers pay taxes on the value they have created and nothing more (see chapter 3). This is
why it is called value added. Furthermore, the sum of value added by all producers plus consumer tax
is effectively the Gross National Product (GDP). Hence an efficient VAT administration will also
facilitate the estimation of GDP. Tax revenue will grow with GDP.
VAT is different from the classical sales tax insofar the tax on sales covers the full price every time a
product is sold, and not only the value newly added to raw materials and other inputs as it is the case
with VAT. The value added is calculated by subtracting the cost of all input purchases from the final
sales turnover. The tax applies to this net amount. Myanmar’s commercial tax is a highly distortive mix
between the two principles. It does not allow the deduction of all input costs, but only of some; it also
only applies to goods and not to services. Rates are not uniform and some products are either exempt
or more heavily taxed. This creates lack of clarity and uncertainty for investors.
Myanmar’s commercial sales tax ranges from 5% to 100% and grants some credits against tax
liabilities. Unlike in the case of VAT, services are not generally subject to commercial tax and it is not
always possible to offset input with output tax. There is a distinction, not found anywhere else in the
world, between the initial sale by the domestic manufacturer of goods and subsequent sales by
resellers. If, for instance, B, a wholesaler, buys beer from manufacturer A in order to sell it to
supermarket C, the sale from A to B is treated differently from the sale from B to C. In fact, the sale
from B to C is a “trade”, which is considered to be a service. In general, taxes on inputs can be offset
against output taxes apart from the commercial tax paid for any fixed assets or capital assets. In
addition, input tax paid on damaged goods and unsold goods cannot be offset against output tax
liabilities. If the input tax exceeds the commercial output tax at the end of the financial year, the
unutilized input tax will not be refunded (which is contrary to VAT). However, such input commercial
tax can be deducted as a business expense against corporate income tax. This procedure is clumsy,
bureaucratic and inhibits competitiveness. The fact that the administration can make discretionary
decisions about the application of the commercial tax opens the door to corruption. VAT would
decentralize tax calculations to the firm level and broaden the tax base to all value added transactions.
In Myanmar the standard commercial tax rate is 5%. 86 goods and 30 types of services are exempt.
Large cars are taxed at 25%, alcohol at 50%; cigarettes at 100%. Advance payments must be made
monthly, based on the estimated total income for the year. The advance payment and any taxes
withheld are creditable against the final tax liability. The date for setting the final tax liability is
specified by the Internal Revenue Department. Excess taxes paid may be refunded once the tax office
has authorized and approved the refund but this may take 6 to 9 months. Again, this method is clumsy,
bureaucratic, and inhibits economic growth.
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Because in effect VAT applies only to newly created value, it is neutral and non-distortive. This is not
the case for classic sales taxes, which creates the so-called cascading effect. In the economic process
many different products and services are used to create the final product which consumers will buy.
The farmer will grow rice from which flower is made that will be used to make the noodles sold in the
restaurant. In a decentralized economy, each economic agent (i.e. the farmer, the miller, the noodle
shop) will make a contribution to the final output (the noodle soup) and that is their value added. VAT
is a tax in this net amount. By contrast, a sales tax will be levied as a percentage of the price at each
step when a product is sold. But because the price for flower contains the cost for buying the rice
which includes the sales tax, the rice is taxed twice when the miller sells the flower to the noodle shop
and when the farmer sells the rice to the miller. Hence, the longer the production chain, the heavier
will be the tax burden on the earlier purchases (in this case rice). This chain effect of cascading tax
multiplication is called the cascading effect of the classical sales tax. For this reason sales tax is usually
operate with low rates, but due to the cascading effect the tax burden and revenue can be substantial.
However, if we take a centralised economy with monopoly suppliers, say where the government or a
large corporation produces all intermediary steps (rice, flower noodles) without selling them in the
market before the consumer buys the soup in the noodle shop, then the sales tax is paid only once at
the final step. Hence, the price is lower and this creates distortions in the economy: the monopolist
will have the advantage of selling goods more cheaply as there were no taxes imposed on the inputs.
This fact distorts the competitive position of firms in favour of large and vertically integrated
corporations. See an example with a calculation of this effect in Chapter 2.
A value added tax will eliminate these distortions and create a level playing field for big and small
producers, because in effect only the net additional value is taxed at each step. Hence, the monopolist
will have created a large value added because his product will consists of rice, flower, noodles and
restaurant services, while in a decentralized economy each separate producer pays taxes on his
specific part of the total value added. Each firm pays the same rate of taxes, so that no competitive
distortions occur. Removing such distortions is particularly important in fast developing countries and
in transition economies which used to have large state-owned corporations and are now encouraging
the development of free markets, because the traditional sales tax would create a bias favouring the
old state-owned enterprises. Introducing VAT in Myanmar would help to create a level playing field
for small and medium sized enterprises (SME) that are a crucial factor in the acceleration of growth
and sustainable development. In Myanmar it would also support the peace process because economic
conditions are very different in the States and Regions of the Union of Myanmar.
The logic of VAT is also important for export-led development, as many ASEAN member states have
proven. Usually, the Value Added Tax rate for exports is zero, which means only domestic consumers
will pay this tax, while exporters are competing internationally at prices that are not distorted by
different national taxes. To prevent distortions, imports are, of course, subject to the same tax rate as
domestically produced goods. However, the classical sales tax would prevent this competitive
advantage for exports. A zero rated sales tax for exports implies that the purchases of inputs at the
earlier stages of productions have been taxed and are therefore included in the cost of production of
the exported goods. By contrast, a VAT with zero rate for exports would not contain such tax cost
element, because (as we saw above) taxes on inputs are deducted from the value of output in order
to calculate the value added. Hence, VAT boosts export competitiveness, especially for manufactured
products with large value chains. Clearly, such improved export capacity must be one objective for
Myanmar’s sustainable development.
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Revenue from Value Added Tax
Thus, VAT treats all producers fairly and equally, regardless of how large they are and how many
elements they cover in the production chain. What does this mean for the revenue collected by the
government? The answer depends on the tax rate and on the tax base. In all countries there are
thresholds for small producers who are exempt from paying VAT. Their flow of income is too low or
too irregular to warrant the administrative costs of reporting to the tax office. This is particularly
important in countries with a large informal sector. In ASEAN member states, the threshold for VAT
varies significantly. In Thailand it is approximately USD 20,000 (600,000 Bhat); in Malaysia it is different
for firms producing goods (approx. USD 25,000) or services (USD 37,000-124,000). In the Philippines
it is close to USD 60,000.
Tax rates for VAT are usually higher than for sales taxes. This does not necessarily mean that the tax
burden is higher for final consumers. The VAT rate is applied to each sale at each intermediary step
and to the final consumer, but the taxes paid on previous inputs are deducted from this sale, while
they are added to inputs in the case of sales taxes. Hence the sales tax generates revenue for the
government by being multiplied in the course of the value chain (the cascading effect), while in the
case of VAT revenue is generated only in proportion of the producer’s value added. The higher the
sales tax rate is, the worse will be the distortions caused by the cascading effect (for details see chapter
2). Many countries have therefore introduced VAT when they embarked on a serious industrialisation
and growth strategy.
Because VAT eliminates the cascading effect, the tax rate for VAT must be higher at each intermediary
step than the classical sales tax. While each producer deducts the tax for his inputs from the output,
which reduces the revenue, the higher rate will compensate for this loss. Nevertheless, the consumer
will have to pay the full consumption tax on the final product. This does not necessarily mean that the
tax burden is higher. When countries switch from sales taxes to VAT, they usually set the value added
tax rate in such a way that it yields the same income as before and does not increase the overall tax
burden to consumers (see the example in Thailand in chapter 3). Table 1.2 gives an example that
shows how a sales tax of 5% would be equivalent for a value added tax of 21% in terms of revenue
generation.
Table 1.2.
Comparing Commercial Tax to VAT
value added
net of tax

Stage
Consumer price
5
4
3
2
1

restaurant
transport
factory
mill
farmer

cumulated
value added

5%
commercial tax

4600
500
100
1000
1000
2000

4600
4100
4000
3000
2000

sale price
cumulative
after commercial tax commercial tax

21%
VAT

5561
265
228
213
155
100

5561
4796
4468
3255
2100

Tax collected
in % of price

Sale price cumulative
after VAT
VAT
5566

961
696
468
255
100
961
17%

105
21
210
210
420

5566
4961
4840
3630
2420

966
861
840
630
420
966
17%

The policy of keeping the tax burden stable over the adjustment period after the introduction of VAT
minimizes popular discontent. The increase of the VAT rate over a sales tax rate at equal revenue will
depend on the average length of the value chains (the cascading effect). However, there is no logical
necessity to set the new rate in this way; it could be higher in order to increase revenue. What matters
is the willingness to pay on the side of consumers. Obviously, the lower the tax rate is, the lower will
be the incentive to cheat and avoid the tax.
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There is no hard rule for establishing what the best VAT rate is. Different VAT systems implement
simultaneously a variety of different VAT rates (Charlet und Owens 2010). The main reason for
introducing a different rate structure is usually the desire to alleviate taxes on goods and services that
form a large share of expenditure in the poorest households. For example, when poor households
spend over 60 percent of their income on food, while higher income households spend only 15
percent, the poor would suffer more from VAT. Thus, a lower tax rate on food alleviates the tax burden
on poorer households. The lack of revenue from charging lower rates is then compensated by higher
rates on luxury items. However, such system complicates transactions and creates artificial distortions
in the market. It also affects the efficiency of the system and increases administrative and compliance
costs. A study by Copenhagen Economics (2007) has estimated that a unique VAT rate could reduce
business compliance costs between 20 and 30 percent and this may increase growth by 0.1 percent
20.7 percent in developed European countries.1 For this reason, fewer VAT rates are better.
Publications in the environment of the OECD support the view that a broad-based, single-rate VAT is
ideal.2
Developing countries seem to favour single rate systems. For instance, of the 21 African countries that
adopted a VAT between 1990 and 1999, 14 have a single-rate system. In Thailand a uniform tax rate
of 7 percent applies; in the Philippines, it is 12 percent. In many European countries the basic rate
varies between 17 to 22 percent, but sometimes there are also lower and higher rates. Two groups
can be distinguished among developed countries. In the European model, first put into practice by
France, countries generally apply reduced rates on basic goods and higher rates on luxury goods, so
that the scope of the tax basis subject to the standard rate is limited. However, in the European Union
national rates are constrained by EU legislation. The standard rate cannot be lower than 15 percent,
but countries are allowed to have two reduced rates that cannot be lower, however, than 5 percent.
In the second group of countries, which include Australia, Canada, Korea, New Zealand, Singapore,
and South Africa, the tax base for the standard rate is much broader and often lower.
Most ASEAN member states have single rate systems if they charge VAT; variations apply primarily to
exemptions and not to VAT rates. See Table 1.3. The economic literature is not unanimous about the
effects of lower VAT rates in terms of poor relief, job creation or government revenue. There is,
however, evidence from Germany and France that reducing rates from standard to lower rates to
support consumption never generates the full intended effect (Charlet und Owens 2010). There is also
agreement that VAT is not a social policy instrument. The most efficient approach to deal with social
inequality is to charge a broad-based single rate VAT and to compensate the losers (i.e. the poor) by
giving them subsidies and income supplements. These compensations should be for clearly defined
social categories such as low wage income households, pensioners, children, students etc., but the tax
should be the same for all.
Table 1.3. Tax Rates in ASEAN

1
2

Quoted by (Charlet und Owens 2010), footnote 29
See for example (Owens and Piet 2011)
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VAT

VAT

THAILAND

VIETNAM

non-taxable

monthly, on the 20th of the
following month; or quarterly, by
the 30th of the month following the
end of the quarter

15% LGT

0% on goods and certain services;
documentation required

10%

non-taxable

monthly, on the 7th or 15th of
the following month

0% on goods, documentation required

7%
(possible raise to
10% on 1 October
2019)

every one or three months, by the
end of the following month

0% on goods
0% on certain international services

only non-professional
medical services are non-taxable

non-taxable

7%
(to be raised to 9%
between 2021 and
2025)

monthly, by the 20th of the
following month

Payment: monthly, by the 10th of
the following month; Filing:
quarterly, by the end of the
following month; annnually, within
3 months of the end of the year

12%

5%

0%

every two months, by the end of the
following month

animals; cultural services; agricultural products
with exceptions

unprocessed agricultural goods and products,
cultural services, religious and charitable services,
transport services, legal services; books;
international air transport at 0%

international air transport at 0%

unprocessed agricultural and marine food products;
education services; employment services;
seed, seedlings and animal feed; international air
transport; books; import of articles for personal use
(non-taxable for residents and citizens)

publishing, educational, cultural/arts services;
international air transport; Various types of school
textbooks, education and technical reference books
that can be used by schools, universities and colleges,
exercise books and drawing books, literature,
magazines, journals and newspapers

gold, silver and platinum articles; naturally occurring
minerals and chemical substances; bicycles;
pharmaceuticals; books

unprocessed agricultural products; seeds; animals
and animal feed; international air transport

services defined as "the examination,
treatment and diagnosis of humans
and animals" are non-taxable

monthly, by the 15th of the
following month

0%

social, reigious, financial, cultural, educational and
insurance services; goods produced from mining or
drilling (oil, gas, clays, stones, earths, ores…); basic
commodities; raw materials for silver craft; books

non-taxable

monthly, by the 20th of the
following month

OTHER EXEMPTIONS
primary financial and insurance services;
import of articles for personal use

0% on exports of goods
and certain services

non-taxable

EXEMPTIONS
MEDICAL SERVICES

0%

DECLARATION OF VAT
monthly, by the 20th of the
following month

EXPORTS

Specific Goods Tax (SGT) from 5% to
80% on imported tobacco and alcohol
products, wood, precious gems,
jewelry containing precious gems,
0% except for electricity and crude oil
certain kinds of automobiles, certain
fuels; from 5% to 15% on exported
wood and raw and processed
gemstones

10% to 200%

LUXURY TAX

0% on goods; 0% on services to
non-resident persons abroad

generally 5%

5% reduced sales tax

REDUCED RATE

Sources:
A guide to VAT/GST in Asia Pacific 2019; https://www.pwc.com/sg/en/tax/assets/vat-gst-guide-2019.pdf
Thailand General Deparment of Taxation website; https://www.tax.gov.kh/en/bvat.php
Philippines Bureau of Internal Revenue website; https://www.bir.gov.ph/index.php/tax-information/value-added-tax.html
Avalara.com; https://www.avalara.com/vatlive/en/vat-rates/international-vat-and-gst-rates.html
KPMG Indonesia Tax Profile; https://home.kpmg/content/dam/kpmg/xx/pdf/2018/09/indonesia-2018.pdf;
PwC Indonesia Pocket Tax Book 2019; https://www.pwc.com/id/en/pocket-tax-book/english/pocket-tax-book-2019.pdf
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Implementation and administration
The tax administration in any country is rightly concerned by the possibility of fraud and tax evasion.
Yet, policing taxpayers is expensive. A good VAT system helps to avoid tax evasion, so that the
manpower for tax inspection is minimized. The system should be based on semi-automatic rules, so
that tax authorities do not have to make discretionary decisions, which are inevitably an invitation to
corruption. It should be a general rule to reduce discretionary decisions by officials to the absolute
minimum.
The way to calculate VAT is simple and straightforward. Using the “invoice method” for tax collection,
tax collection is easily controlled by the Internal Revenue Department (IRD). When firms write their
invoice, they apply the tax rate to their sales. In their tax return they credit against this the amount of
taxes already paid for the purchase of intermediary and capital goods. The producer therefore deducts
the VAT paid for all inputs, so that only the value added at each stage is subject to the tax. The balance
is paid to the Internal Revenue Department.
One of the advantages of VAT is that it is to a large degree self-enforcing (see chapter 2). Because
suppliers of intermediary goods and services pay the tax on their value added directly, VAT generates
a positive net cash flow for the treasury. The critical point for tax avoidance is the VAT invoiced to the
final consumer. When firms have formal invoicing systems and get paid by bank transfers or credit
cards, it is hard to fraud on payments and their implicit tax charges. However, when clients pay in cash
for small items, such as in the informal economy, or for personal services like in the construction
industry (handymen or decorators), it is easier to avoid declaring the tax liability. For this reason, it is
desirable to accelerate the formalisation of the economy.


It might be advisable to subsidize the purchase of electronic cash tillers for shops and
restaurants.

However, the most important factor is the incentive structure for fraud. The higher the tax rates are,
the higher is the incentive to avoid paying them. Hence, a good system has low rates but a large tax
base with few exemptions. In a country like Myanmar with a large informal and cash-based sector, it
is not easy to bring this sector into the legal fold. One key factor here is an easy way for business to
reclaim the input VAT from the tax administration. This destroys the price advantage of fraudsters
over compliant competitors. Nevertheless, the experience in Thailand with VAT has been a gradual
and accelerating process of increasing the formal sector. The new technologies now available in
Myanmar might provide additional new solutions.


For example, electronic payment systems operated by mobile telephones could shift the
payment for goods and services into the formal economy, if they are properly recorded. This
would then force the informal supplier to declare himself for VAT in order to deduct his input
tax charges. For this purpose, every legal business would be given a tax code with an
associated QR code that can be read easily by mobile phones. Every time a payment is made,
it would be recorded with a deduction for a separate VAT account, from which the net tax
liability is transferred to the Internal Revenue Department (IRD) at the end of the reporting
period. If the business input VAT is higher than its output VAT, which may be the case
especially for start-ups and export businesses, then the treasury will pay into this account.
This would reduce the administrative burden on businesses and on the administration. The
IRD should concentrate on large tax liabilities rather than pursuing millions of small tax payers.

The possibility for fraud is also related to the length of the reporting period. In some countries, VAT
needs to be reported every month, in others only every quarter. In some countries, the reporting
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period depends on the company’s turnover: for low sales volumes it is better to accumulate them over
several months, as this would reduce the probability of reverse payments by the treasury. For large
sales volumes, monthly reporting is preferable as it improves cash flow and control capacities, but it
should be noted that short reporting periods increase the administrative workload for the Inland
Revenue Department.
Redistribution of VAT
We have said that VAT is not clearly identifiable with respect to the regional origin of the tax liability.
Large companies will concentrate their accounts in the head-office which is often in large urban
centres. For this reason the regional distribution of VAT collection and government spending often
diverge. In Thailand, the government has therefore two accounts, one for payments received, and
another for making payments based on the government budget plan. A third account is used only for
local taxes that address local specificities.
Most countries have a well-defined proportion by which they share revenue between the central and
regional or local government institutions. In Germany, social security services are also separate from
ordinary government. In Thailand, the VAT rate is 7%, of which 6.3% go to the central government,
while 0.7% are transferred straight to local authorities. Hence, with 90% of the tax spent by the centre,
local authorities’ budgetary power is severely constrained. In Myanmar, the Union Government
controls 88% of all public expenditure, transferring only 12% to states and regions.3 This compares
with 60% centralized expenditure in Germany and 50% in the United States. Thus the centralisation of
public finance is similar in Myanmar and in Thailand. However, political debates in Thailand have
acknowledged that the Thai state is overcentralized and needs reforms. The same is true for Myanmar.
This is most obvious with respect to the Peace Process, but there is now also academic literature
studying how fiscal decentralization contributes to economic growth (Martinez-Vazquez und Mcnab
2003).
The German model of fiscal federalism is complex and has changed over time(especially since
unification has added regions with much lower per capita income), but it remains one of the most
sophisticated systems for ensuring reasonably equal standards of living across the nation. Chapter 2
sketches out the basic principles that apply to VAT. Our point here is to show that the introduction of
VAT does not contradict the objective of “striving for the establishment of a genuine federal
democratic union based on the principles of freedom, equal rights and self-determination”.4 This
remains an important target of sustainable development in Myanmar (Republic of the Union of
Myanmar 2018).

Conclusion
Myanmar is at a critical junction of its economic development. The early economic boom that occurred
after the lifting of Western sanctions has not been sustained due to the Rakhine crisis. However,
sustainable development must come from the domestic economy and this requires reforms that will
stabilize the macroeconomic environment and create the conditions for domestic savings and
investment. Stability of the Myanmar currency, attractive interest rates for saver and investors, and
low inflation require that the monetary financing of budget deficits will stop. In order to accomplish
that, a reform of the tax system is urgent and necessary. This reform must increase the fiscal space
and introducing Value Added Tax (VAT) could make a major contribution to this objective. The details
3
4

See (Hook, David; Tin Maung Than; Kim N.B. Ninh 2015)
(NLD 2015)
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for such reform need to be worked out by the experts in the Internal Revenue Department and by the
Pyidaungsu Hluttaw. It is, however, of great importance to consider how the setup of a new tax system
would support sustainable development not only in the urban growth centres, but also in the less
developed Regions and States.
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Chapter 2. The experience of German VAT management
Hans-Joachim Narzynski
Value added tax or VAT is in Germany known as “Umsatzsteuer”. This tax has a long history of now
more than 100 years. But over this time it has undergone quite profound changes of its character. The
major reform of the “Umsatzsteuer” in the 1960’ies is as an example of how the taxation of
consumption can be adapted to an evolving division of labour economy. The economic and political
circumstances under which this reform occurred were in many ways different from the current status
in Myanmar. Nevertheless it might be instructive to look at this example when deciding the future of
indirect taxation in Myanmar since from a legal perspective the structural starting point of this reform
seems to be close to the current legal framework of the commercial tax in Myanmar.
Another aspect is the positive role the German “Umsatzsteuer” now plays in the overall fiscal system
in Germany. It is seen as a tax, embedded in European regulation and in line with the international
consensus on VAT, which contributes heavily to the overall public budget in Germany with quite low
administrative costs. Additionally it plays an important role in the mechanism of fiscal equalization
between the different federal levels, the Federal Republic of Germany and the federal states, known
as the 16 Länder.
History of VAT in Germany and European aspects
It is not easy to pin down a starting point of the history of taxing economic turnover in Germany. Sales
Taxes on specific products existed already existed since the 13th Century. In 1916 the first nationwide
tax or “stamp duty” on the sale of goods and in 1918 a general turnover tax was introduced. The
introduction of the tax came a short time before WW I ended in November 1918. Only a couple of
month before the defeat of Germany and its allies the main purpose was to raise extra money to fund
the efforts of war. The tax was named “Umsatzsteuer” which means “turnover Tax”. This name is still
used today. German VAT is built on an act of law called “Umsatzsteuergesetz”, turnover tax law, but
this act of law has undergone massive changes since its introduction.
A major change took place in 1968 when the tax was transformed into a Value Added Tax. Since then
the tax – although its name remained unchanged – no longer is a turnover tax. This is why a closer
look at the structural changes in 1968 can be instructive.
The turnover tax before the reform of 1968
Although 1968 reform was a fundamental and systematic change of the tax some features of the old
turnover tax remained unchanged:




The turnover tax is an indirect tax, collected by an intermediary (the supplier) from the person
who bears the ultimate economic burden of the tax (the consumer). The tax was owed to the
tax administration by suppliers of goods and services. But the economic burden was carried
by the consumers because suppliers would include the tax in the price they ask from their
customers. Since turnover tax and VAT both are variations of indirect taxation this remained
unchanged.
The old tax covered more or less sales of all goods and services. There was no need to change
that, as it means that only quite a few exemptions for specific products existed. This was –
and still is – seen as an advantage. In most cases exemptions for specific products create
problems for administering the tax and always bear the danger of creating distortions in the
economy.
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The main features that would change were closely intertwined:




No deduction of the tax in business to business transactions was granted. This led to a
cascading effect which became more and more important with the advancement and further
diversification of the economy.
The tax rate was by comparison quite low. And the general perception was that further raising
the rate would be problematic because of the cascading effect.

Since changing both was the main feature of the 1968 reform these features of the old turnover tax
merit a closer look.
The Cascading effect and the tax rate
What the cascading effect means is easy to explain in theory: In a production chain where different
enterprises buy and sell products to each other to create new products of higher value a turnover tax
would not only be levied on the value of the products bought but also on the turnover tax levied on
the products bought. It is (partly) a tax on tax. But what it means in practise can best be seen (and
calculated) in an example:
Figure 2.1.

This Picture shows a simplified example of a product (here a book) being produced and sold. From a
taxation perspective selling this book to a reader (or consumer) would be taxed.
But to make a book the book printer will need some things he might buy on the market, for example
he will need paper and he will need ink. And he will need some workers asking to be paid wages.
Moreover he would also like to make some profit. In reality there are for sure more things needed to
print a book than just paper, ink and manual work. But for this example we can leave that aside.
Looking at taxation of these four elements the turnover tax would certainly apply to buying ink and
paper. But it would not apply to wages paid to workers or to profit made.
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Using this differentiation the example can be further simplified:
Figure 2.2.

From the perspective of turnover taxation there are only two kinds of things a businessman needs: (1)
Goods and services that are taxed (the paper may stand as one for all). This is the “input” – meaning
tradeable products bought from other economic actors. (2) Elements that are untaxed. These
elements are the Value Added because they are added to the input products bought on the market
(like paper or ink) to constitute the new product (the book).
Knowing this it is possible to start and actually calculate the tax due in this example, assuming that the
book printer buys paper and ink for 80. For wages and profit he calculates 20. This would result in a
price for the book of 100. But only if there would be no tax on sales.
But when the book printer buys paper he will have to pay tax on that as well. With an assumed tax
rate of 5 % (just to make calculations a little easier) and a price of 80 he would have to pay a tax of 4,
so the price would be 84 in total.
This would influence the price he will ask from his customer, the reader. One can for sure argue that
instead of simply passing on the tax to his customer he could also reduce the wages he pays or forgo
on a part of his profit. Both would result in a lower value added to the input products. But these
options are not related to taxation. The book printer could choose to do that even if there would be
no tax on the paper. Assuming that with the exception of taxation everything else remains unchanged
the book printer will simply add the tax he has paid to the price of the book. This would result in a
price of 104. It is important to note that legally speaking the book printer remains absolutely free to
ask any price he deems to be appropriate.
But selling the book to the reader is taxed as well. Calculating this on the basis of the new price (104)
results in 5.2 tax. This is also added to the price asked from the customer. So in the end the price of
the book will be 109.2 including tax compared to 100 when the turnover tax would not exist.
Neutrality
This chain of production might be even longer. To look into the effects the turnover tax would have in
such a case two more steps are added to the example: First the producer of the paper would need
some materials, for example wood, so he will buy timber – at the price of 40 – from a woodcutter.
18
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Second he does not sell his paper to the book printer directly, but he sells it to a wholesale company
at the price of 60. The wholesaler then sells the paper to the book printer:
Figure 2.3.

Starting with the woodcutter calculating the tax due is quite straightforward: 5 % on 40 for the timber
is 2, so including tax the producer of the paper will pay 42. This will influence the price the paper
producer asks from the wholesaler, it will rise to 62 without tax.
The tax on this is 3.1 and the resulting price with tax is 65,1 being again passed on to the next
customer. This results in 85.1 being asked by the wholesaler from the book printer.
The tax on this is 4.3 (rounded), resulting in a price of 89.4 including the tax. Being passed on in full to
the customer again the price of the book without tax will be 109.4.
Including the tax on that (5.5 rounded) the final price asked from the consumer is 114.9. Remembering
that the price without taxes was 100 the German turnover tax in reality resulted in a much higher tax
burden. In this example the tax burden has almost tripled as a result of the cascading effect in the
production chain.
This fact might be seen as not being in itself a problem. It just needs to be taken into account when
adjusting the tax rate. It is also possible to mitigate the cascading effect partially by granting some
exemptions or rebates, for example for wholesalers, as it is currently the case in Myanmar. But the
real issue here is the lack of neutrality of the tax, meaning that a tax structured like this will influence
business decisions.
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As an example we can assume that the book printer would like to pay less for the paper he needs. One
of his options to achieve that is to produce his own paper. By doing this he would integrate paper
production, wholesale and book printing into one company:
Figure 2.4.

This would first mean that all value added in these three steps (3x20) would be added by him at once
(60).
Second he would get rid of all the sales within his new company. This means that the tax on these
sales is no longer due. As a result he would be able to sell his book much cheaper than before, at 102
without tax and 107.1 including the tax.
This means that taxation has a direct influence on the competitiveness of business structures.
Integrating companies along the production chain into one big conglomerate is under all
circumstances one possible business strategy to follow. But with a turnover tax following this strategy
gets something like a tax bonus. This bonus can be reduced to a certain extend by a special regime for
wholesale, but it cannot be reduced to zero this way.
The reform of 1968: VAT
As a result of long discussions it was decided at the end of the 1960’s to change the system from a
turnover tax into a value added tax. The main new feature of VAT compared to the existing turnover
tax was the right for tax payers to deduct VAT they paid to acquire goods or services related to their
taxable business activity (input VAT).
The reform of 1968 should be seen as linked to two categories of political goals.
The first category relates to national fiscal politics:




A turnover tax seems to hamper the development of an industrialized economy that strongly
relies on the division of labour. Changing the tax into a Value Added Tax could avoid the
cascading effect of the turnover tax. This effect becomes more and more relevant as the
economy diversifies and more value chains with multiple involved enterprises emerge.
Additionally a long-term political constant in Germany is the positive image of small and
medium enterprises. A turnover tax with its cascading effect tends to put these companies
into a disadvantage over bigger conglomerates which are able to vertically integrate
enterprises along the chain of value creation.
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This also means that there was an upper limit to the tax rate. In contrast VAT allows for – or
even asks for – higher tax rates than a turnover tax. Cascading effects hurt no one when the
tax rate is at 0.1 %. But they lead to evasive reactions and distortions of the economy with
rates getting closer to 5 % and more. Being able to further raise the effective tax rate thus
required getting rid of cascading effects by introducing major systematic changes. The
Turnover Tax started at a rate of 0.5 % and reached 4 %. 1968 the general rate was more than
doubled and was more or less continuously raised during the following years. It has now
reached 19 %.

The second goal was connected with European integration. In 1968 one could foresee that the
European economies were on a path of progressing integration. A national turnover tax could not fit
into this concept, moreover as the consensus in the European Union was strongly leaning towards a
VAT that already existed in some Member States of the European Union. So introducing a VAT seemed
in line with the national German interest in further developing the existing customs union into a more
integrated common market.
This expectation has overall proven to be right with the now existing single market in the European
Union. Further harmonizing the national VAT in Europe is an ongoing process. While the tax remains
to be imposed on the tax payers by national legislation there is an overarching European regulation.
This ensures that all 28 (at the present point in time) national legislations follow the same general
principles. But despite the many changes made to the relevant European directive and to the national
law in Germany this did not change the core principles of the tax introduced in 1968.
Overarching this European harmonisation there is a worldwide set of rules as well. Developed by the
OECD Germany and the European Union largely follow their non-binding guidelines5.

5

OECD (2017), International VAT/GST Guidelines, OECD Publishing, Paris,
https://doi.org/10.1787/9789264271401-en.
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VAT along the Value Chain
To see how VAT – and deducting input VAT in business-to-business transactions – works it helps to
look at the same example used before. The tax rate is now adjusted to 10 %:
Figure 2.5.

Going along the chain of value creation again, starting with the woodcutter, the tax levied on the
timber now amounts to 4. The paper producer will thus pay 40+4 to the woodcutter. And the
woodcutter will pay 4 to the tax administration. Until here not much has changed besides of the tax
rate.
But since this tax was paid by a business - the paper producer – for his taxable business activity this
tax payer may deduct the tax and reclaim 4 from the tax administration. This also means that the
paper producer may ignore taxation when calculating the price he asks from his customer (the
wholesaler). The paper producer paid 4 to his supplier but he also gets 4 back from the tax
administration. This means that the price he will ask from the wholesaler remains at 60 without the
tax. This shows that the deduction of input VAT completely changes the character of the tax in a
business-to-business transaction: With a turnover tax the acquirer needs to include taxation in his
business calculations. VAT can be ignored, it becomes “neutral” in a business-to-business (or b2b)
transaction.
The next step is pretty much the same: Wholesale will pay 60+6, the paper producer will pay this tax
to the tax administration. Wholesale deducts 6, so his price remains at 80 without tax. This procedure
can be repeated over and over again, here with the book printer paying 80+8 and deducting 8. It does
not matter how many steps will follow in the production chain, the prices do not change as a result of
taxation.
But this is only true until the product is sold to the final consumer (business-to-consumer or b2c
transaction). The reader of the book here is a private person, no business. And for that reason he may
not deduct the tax he paid. The 10 paid by the book printer to the tax administration remain with the
administration. This is the tax revenue. So it is private consumption that is ultimately taxed.
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Neutrality of VAT
Even if paper production, wholesale and book printing would be integrated the numbers don’t change.
Building his own paper mill might have some advantages and disadvantages for the book printer. But
his decision on this is not influenced by taxation. This means the tax is “neutral” on this kind of changes
to the structure of a business.
But the concept of neutrality goes beyond this: Generally speaking the tax is neutral on decisions
concerning the person of the supplier (they are all taxed) or the products themselves (they are all
taxed).
Conclusions
The concept of VAT works. Its systematic advantages over a turnover tax become more important
when the economy becomes more diversified.
VAT can address some systematic flaws of the turnover tax. This requires granting the right to deduct
input VAT paid in business-to-business transactions. Tax payers require certainty that they can
effectively deduct VAT.
VAT can be introduced using an existing turnover tax as a starting point and this can be done step by
step instead of a big bang.
VAT allows raising tax rates without risking a dramatic increase of resistance to taxation. It should be
introduced with as few exemptions as politically possible and as few different tax rates as possible.
Implementation by the German administration
Being a federal state administration of VAT is in Germany a matter of the 16 federal states. They are
generally speaking free to organise their administration in the way that best suits regional needs. But
since the VAT is governed by national law, the national level and the federal states need to cooperate
closely. Therefore constant communication at all relevant levels between the national administration
and the administration of the federal states is required. Furthermore the basic principles of
administrating VAT are laid down in national law which is binding for the federal states. This also
ensures that enterprises do not encounter additional administrative barriers when they expand their
business beyond the territory of their home state.
Self-assessment
The basic principle of administering VAT is self-assessment. This means that every tax payer needs to
file tax returns regularly. The tax returns are usually accepted by the administration without further
scrutiny. In that case the result of the tax return is due without further notice from the administration
to the tax payer. Tax returns need to be filed by electronic means.
The tax return
Self-assessment requires a high level of trust between the tax administration and tax payers. The VAT
system features an element of self-enforcement that can help to build this trust.
Looking again at the example above (see Figure 2.5.) from an administration’s perspective one of the
main reasons why self-assessment actually works becomes obvious.
All four enterprises in the example (woodcutting, paper production, wholesale, book printing) are tax
payers. Payment and deduction of the tax add up to zero for each single transaction (like buying timber
from the woodcutter). This means that there is no direct and financial incentive for businesses to avoid
filing a tax declaration: They do not carry the economic burden of the tax. But the numbers add up in
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a different way for the tax administration: the woodcutter pays 4 and deducts 0, thus paying 4. The
three others pay and deduct, summing up to a payment of 2 at each step.
Looking at one tax payer having (one or more) suppliers and (one or more) customers:
Figure 2.6.

For getting his supply the tax payer pays 40+4 to S, his suppliers. From C, his customers, he asks 60+6.
So he knows he can deduct 4 from his obligation to pay 6 to the tax administration. This is done by
filing the tax return to the tax administration. Doing the calculation is quite easy, a net payment of 2
to the administration is the result.
The tax paid to suppliers need to show up in an invoice. Every business asking a customer to pay for
goods or services is obliged to issue an invoice and keep a copy of it where the amount of tax contained
in the final price is clearly indicated. His customer may only deduct the tax if he is able to present the
invoice when being audited by the administration.
Therefore any business buying goods or services will in its own interest ask for an invoice with VAT.
Otherwise it would lose the right to deduct the tax. But VAT would still be due on its own sales. This
element of self-enforcement works as long as there are enterprises in a production chain that are
compliant: They will ask for invoices thus forcing their suppliers to become compliant as well. A
detailed explanation of the mechanism and the economics of self-enforcement can be found below
under “Threshold or small business exemption”, page 27.
Self-assessment and tax audit
But self-enforcement is put out of work when a whole production chain manages to escape VAT. It is
one of the main goals of the tax administration to ensure that hidden production chains are detected.
This is much more important than to ensure that each end every single tax return is correct.
Therefore tax returns may for sure become subject to the scrutiny of the tax administration. But given
the large number of tax payers (more than 3 million) in Germany not each and every return can be
looked at by a tax inspector. In effect most tax returns filed result in tax assessment notices without
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any changes. In this case tax payers are required to pay the result of the returns they file to the tax
administration without any additional notice issued by the administration.
Whether a return is subject to further scrutiny is decided on the basis of risk analysis. The system to
analyse risks is based on a number of factors with most of them being related to the question: is the
tax return we received explainable given the facts we already know about the tax payer?
This question may arise if the return shows that the tax payer instead of paying tax actually asks to
receive a payment from the tax administration. This situation may occur when a higher amount of
deductions, compared to tax collected from customers, is declared. The reason for this might be that
a business underreports its sales while claiming full deduction. In this case the administration needs
to start auditing the business. But there are other situations where the negative (or red) tax return is
easy to explain and the money should be paid to the tax payer.
Paying tax to tax payers: Timing
In the examples above every tax payer had to make net payments to the tax administration. But it is
possible that this is reversed, that actually the administration needs to make payments to the tax
payer. One of the most common explanations for this is timing. The tax administration always operates
in taxation periods, meaning that the taxpayer is asked for a tax return at the end of a taxation period.
The tax return should contain all taxable events of the last period:
Figure 2.7.

In this example shown in Figure 2.6. the transactions are spread over two taxation periods ( and ).
The business of the tax payer runs quite differently during the two periods. In the first period he needs
a lot of supplies but sells very little. In the Second period this is reversed. The tax payer uses the
supplies bought in the previous month and sells much more than before needing only very little
supply. For his tax returns this means that in period 1 he can deduct more than he has to pay. In period
2 this is reversed. Added up the two tax returns generate exactly the same revenue as in Picture 2.6.
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Situations like this can occur in very different shapes. Think of agriculture where ongoing costs during
the whole year result in one time income after harvest. Another example would be one-time
investments (like buying expensive machines or a huge stock of products) that pay off over the
following time.
Since this situation is quite common the German tax administration does not have a problem with
paying out taxes. On the long run a negative (or red) tax return should always be compensated by
payments in another taxation period. But filing a “red“ tax return might lead to some questions.
Especially a new registered tax payer might be asked by the tax administration to show the invoices
received. Then it is possible to check the companies that have issued the invoices to see if they are
registered and pay their taxes. But it is important to note that as such simply filing a „red“ tax return
does not mean the return needs to be audited.

Paying tax to tax payers: Exportation
Another quite common situation where the administration will actually pay out money to tax payers
is exportation. There are good reasons not to tax exports. In their country of destination exported
goods are usually subject to customs or taxes on importation. So without an exemption in their home
country exporters would have to pay twice: VAT to their home country plus customs to the country of
destination. This would put exporters into a bad competitive situation.
There is also an explanation for this based on the principles of VAT: VAT should result in a levy on
consumption inside the country. But exported goods will be consumed abroad and should thus be
exempt. The same reasoning also justifies the taxation of imports: Imported goods will probably be
consumed inside the country.
Figure 2.8.

In the example a supplier (Tax Payer S) sells a good for 40 plus 4 tax to an exporter (Tax Payer). The
Exporter sells this good to a foreign Customer (C) for 60. No tax on exports means that the tax payer
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gets 60 from his customer tax free. But he still has paid 4 taxes on his supplies which he may recover.
So he gets 4 from the tax administration.
This seems to be a problem for revenue. But it is necessary to remember that the supplier of the tax
payer is a tax payer as well, here named tax payer S. He has paid the 4 to the tax administration. So in
total the revenue coming from these transactions is not negative but it is zero. This simply reflects the
decision taken to exempt exports from taxation.
For this reason the German Tax Administration has in general no problem to pay out VAT to exporters.
But they might be asked to present proof that the goods in question have indeed left the country.
Reporting periods
Self-assessment already ensures that the administrative burden of the tax on business and on the
administration is reduced. Adjusting the reporting periods is another instrument to make the
administration of VAT as easy as possible while still ensuring revenue. It obviously makes sense to
adjust reporting periods according to risk. With longer reporting periods it is easier for a fraudster to
operate without being noticed by the administration. On the other hand shorter reporting periods
result in more tax returns. Therefore in Germany enterprises with very low (positive or negative) net
payments in the preceding year may file their returns every three month. Tax payers with net
payments of more than 7.500 Euro (about 20 % of GDP per capita in Germany) per year need to file
their returns every month. The same is true for enterprises that are newly founded.
As a result a huge share of tax returns is filed quarterly while tax revenue is almost completely secured
via monthly returns:
Figure 2.8.
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Threshold or small business exemption
Furthermore Germany grants an exemption from VAT to small taxpayers. Business with a turnover of
less than 17.500 Euro per year (about 45 % of national GDP per capita) may ask to be excluded from

27

Provisional version

14 October 2019

VAT. If they fulfil the requirements only one tax return per year is required to check whether the
threshold has been exceeded. This regulation primarily aims at easing the administration of the tax:



For very small businesses it is quite burdensome to regularly file returns while for bigger
enterprises the tax return is automatically produced.
Given the low revenue it is also much easier for the administration not to administer these
small tax payers.

In effect the exempt small business is treated as being a private consumer. It is not allowed to deduct
input VAT. It does not need to charge VAT from its customers and therefore it may also not issue
invoices that allow customers to deduct input VAT. This is a mixed bag for small enterprises. In some
cases the right to deduct input VAT may be of a higher value than the advantage to be exempt from
VAT. Therefore this exemption is an option and small enterprises need to analyse their economic
situation when they decide whether they want to make use of it.
It merits digging a little deeper into the mechanisms and economics of a small business exemption
since its economics apply to all kind of legal and illegal exemptions. That is a why a possible fraudster
and an optionally exempt small enterprise face very similar economic decisions. The first needs to find
out whether not paying taxes he ought to pay makes economic sense, the latter needs to know
whether he benefits from a legal exemption. The mathematics stays pretty much the same. That is
why it would be possible to replace “Exempt” with “Fraudster” in the following Pictures.
The effect of the exemption can be seen when comparing the example in Figure 2.5. to a chain of
production where one part (here book printing) is exempt as a small business:
Figure 2.9.

VAT on the value added at the last step of the production chain is lost. The total amount of VAT
collected is reduced from 10 in Figure 2.5. to 8. So economically it makes sense for the book printer
to use the exemption. He will lose his right to deduct 8. Compared to the non-exempt book printer in
Figure 2.5. this results in a higher (+8) input price for paper. But assuming that the price asked from
the final consumer of the book remains unchanged compared to the example in Figure 2.5. (110
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including tax) the exempt book printer will have no problems with that. He will even have a higher
profit margin than the book printer in in Figure 2.5.(+2).
This is exactly what the exemption for small business aims at: giving small players in the market an
edge over their bigger rivals. And it is also one situation where the self-enforcement effect of VAT
does not play out: retail sales to private customers.
But this situation is reversed when the optionally exempt small business is in the middle of a
production chain. Here is what happens when paper production instead of book printing is the small
business that claims the exemption. It is again assumed that the final price of the book remains
unchanged at 110 including tax:
Figure 2.10.

As a result the exempt paper producer pays a higher input price on timber since the right to deduct 4
is lost. But if he would try to sell his paper for 64 his price would not be competitive. In order not to
be put out of business by a taxed paper producer (like the one shown in Figure 2.5.) he will be forced
to reduce his profit margin so that he is still able to sell at a competitive price. This is the only way not
to raise the price asked from the final consumer. With a business customer it is of no advantage to sell
his paper untaxed since his business customer would be able to deduct a tax. Even more: The apparent
advantage of being exempt is turned into a disadvantage. The paid VAT of 4 on the first production
level is collected additionally by the tax administration. – but at the cost of the exempt small business.
From an economic perspective paper production should not make use of the exemption.
This is true for all enterprises that buy taxed products and sell to other businesses. Only enterprises
that (primarily) have final consumers as their customers benefit from the exemption. But if a business
sells to final consumers as well as to taxed business it can become quite difficult to decide in advance.
This is mitigated in Germany by a low threshold for the exemption. Most probably very small
businesses will have almost no input VAT (so no right to deduct input VAT is lost) or they will have
primarily private persons as customers.
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The example also perfectly describes when and how self-enforcement of VAT works. If paper
production would be a fraudster on the one hand he would avoid paying VAT. But he would also loose
the right to claim a deduction. He would moreover be unable to produce a proper invoice for his
customer, so paper wholesale would also be unable to claim a deduction. As a result a fraudulent
paper producer would make less profit than a compliant paper producer – just as a non-exempt paper
producer would be better off than an exempt one. This self-enforcement effect can of course only
work when the business partners of the fraudster are compliant. In a production chain where only
fraudsters operate self-enforcement does not work.
Conclusions
Self-assessment is a very effective administrative practise. It might be the only possible way to
administrate a VAT which applies to all economic actors in a country. Digitalisation can further
enhance the ease of self-assessment. But there is one major requirement for self-assessment to work:
Tax payers in general need to be willing to comply with taxation.
To achieve that tax payers need to be sure that they are enabled to effectively deduct input VAT.
Therefore tax offices need to have access to sufficient funds. Tax payers also need to be sure that VAT
is in general applied evenly to all players in the market. Therefore the tax not only needs to be neutral
in legal terms but also in administrative practise. Without these preconditions being fulfilled tax payers
will start to under declare. The administration will react with more and more audits. And this is the
end of self-assessment.
Thresholds for a small business exemption need to be carefully adjusted. The exemption puts small
enterprises in a situation where they need to analyse their economic situation. Being exempt can turn
into a disadvantage. But this instrument can be used for a step-by-step introduction of the tax. So it is
possible to start with a generous threshold that will be reduced over time. If the VAT system is in
general established throughout the economy the interest to make use of the exemption will only
persist in the retail business.
Revenue and costs
VAT Revenue in Germany is on a stable path of growth over the decades. But since income taxation
became more and more important in the 1970’s it now generates more revenue than VAT.
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Figure 2.11.
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As the sharp increase in VAT revenue in the early 1990’s was related to the reunification of Germany
when the number of consumers roughly increased by one quarter this period of time is left out in
Figures 2.2. and 2.3. But also after reunification of Germany VAT secures an indispensable contribution
to the national budget. Today the total revenue of domestic VAT (without VAT on importation) is about
170 billion Euro (about 200 billion USD). VAT on importation adds 56 billion Euro (about 65 billion
USD):
Figure 2.3.
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Revenue is by comparison stable during an economic downturn. At least VAT revenue is much slower
to respond to contraction. This effect can be illustrated by looking the growth rate of VAT and income
tax revenue and GDP in the years around the sharp contraction in 2009. Some one-off effects (i.e. a
higher VAT rate was introduced 2007) and some specifics of this particular downturn (i.e. affecting a
VAT-exempt sector in the first place) need to be taken into account:
Figure 2.12.
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However the effect of the downturn 2009 was immediately reflected in income tax revenue while VAT
was (to less extend) affected one year later.
Coming to costs it seems to be common knowledge that VAT collection comes at lower administrative
costs than income taxation. But it is hard to present evidence6 for this since usually (like in Germany)
it is the same administration working on income tax and VAT. With bigger business it is the same
accounting system that is used to produce tax returns for the income tax and for VAT. So it is almost
impossible to tear apart costs for both kinds of taxes. On compliance costs for business there is some
evidence that they are rather low for medium and large enterprises but considerably higher for small
enterprises7. One major reason for this might be that larger companies need an accounting system
anyway.

6

One study on tax law in Austria (Niemann, Rainer / Kastner, Christoph (2008): Wie streitanfällig ist das
österreichische Steuerrecht?, arqus Discussion Paper No. 40, Arbeitskreis Quantitative Steuerlehre, Berlin,
http://www.arqus.info/mobile/paper/arqus_40.pdf) seems to confirm this. The main finding of this study is
that the number of legal litigations might be taken as a proxy for administrative costs and that in comparison
to revenue the number of legal litigations on income tax is much higher than on VAT.
7
Some studies on tax compliance costs for business (see overview in Eichfelder, Sebastian (2009):
Bürokratiekosten der Besteuerung: Eine Auswertung der empirischen Literatur, arqus Discussion Paper No. 84,
Arbeitskreis Quantitative Steuerlehre, Berlin, http://www.arqus.info/mobile/paper/arqus_84.pdf) try to
measure compliance costs in comparison to turnover. The results for VAT range from 0,02 to 0,07% for
medium size enterprises and from 0,1 to 7,8% (in one study) for small enterprises.
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As a conclusion it is fair to say that introducing VAT can add a stable source of public revenue at least
at low additional administrative costs. But compliance costs for small business need to be taken into
account.
Redistribution in a federal system
Germany is a federal republic consisting of 16 federal states (“Länder”). Municipalities are considered
to be a part of their respective federal state. Constitutional rules divide administrative and legislative
powers between the national level and the 16 Länder. Generally speaking legislative powers are
concentrated on the national level. But the Länder need to be consulted in every new legislative act
and – depending on the subject matter – they are able to block certain acts of legislation. Concerning
executive powers they play an even bigger role: Amongst others the administration in the areas of
internal security, education and taxes is in their hands. But the national level has some powers of legal
supervision over administrations run by the Länder and namely the armed forces, the Foreign Service,
custom controls and the social security system are run on national level.
Tax revenue in the federal system
Concerning taxation this general picture is true as well: The most important taxes (measured by their
revenue) like income tax, corporate tax and VAT are governed by federal law, but administered by the
Länder. An exception are consumption taxes (namely on energy) which are ruled and administered on
the national level. Only some taxes with smaller revenue are in the hands of the Länder or their
municipalities alone.
This system as a whole creates the need for a rather high degree of fiscal equalisation: Since vital parts
of the administration are run by the Länder it is a common national interest that each federal state
has in any case enough resources to keep these vital parts of the administration running.
A simple way to allocate tax revenue to the different federal levels would be to fairly allocate the
revenue of some taxes (i.e. consumption taxes and VAT) to the national level alone and the revenue
of some other important taxes (i.e. income tax and corporate tax) to the Länder alone. For various
reasons, which basically boil down to the fact that no one can decide how to allocate different taxes
to different state levels in a fair way, Germany did not follow this road. Instead German Constitutional
law attributes the revenue of three important taxes (income tax, corporate tax, VAT) to both state
levels: The revenue is shared between the national and the federal states. An exception is again energy
taxation where the revenue accrues to the national level alone.
Figure 2.5. illustrates the result of this constitutional decision. In 2018 about 73 % of total tax revenue
in Germany was not allocated to one of the federal levels but needed to be shared between the
different levels. This shows that the system to redistribute tax revenue is crucial for the proper funding
of the whole public sector in Germany.
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Figure 2.13.

Revenue of shared taxes compared to those
accruing to one state level (2018)

Shared
National

73.0%

Federal States
Municipalities
Customs

Source: Destatis

Redistribution and VAT
The system of redistributing tax revenue in Germany has evolved over the past decades into a very
complex system that is periodically subject to changes. This lack of stability is easy to explain since
fiscal resources are always embattled. The national state and the 16 Länder are constantly trying to
raise their respective share of the total tax revenue. In a federation this conflict will never end. But it
is possible to contain it.
One of the most disputed questions has always been how to share the shared taxes between the
national level and the federal level exactly. Every resolution of this permanent conflict is temporary
(but usually lasting for more than a decade) and the starting point for a new round of tense
negotiations.
But in this unstable landscape some elements remained unchanged since 1969. One of the most
relevant stable elements can be seen in the fact that VAT is used as the flexible parameter in the
system of redistribution. While the national level and the Länder each get a stable share of corporate
and income tax revenue, VAT is used to react when changes in the economic, social or political
situation create the need for financial adjustments. The decision to use VAT for this purpose was not
arbitrary, as VAT stands out from the other two important taxes:




First of all it is the tax with the most stable revenue. Evidence shows that an economic
contraction will also affect VAT revenue but the negative effect on corporate and income taxes
will be higher and more immediate. So adjustments to the allocation of VAT revenue will lead
to results that are better foreseeable.
While allocating the revenue geographically is quite straightforward in the case of corporate
taxes (the place of establishment of the company or the production unit) and income taxes
(the place of establishment of a person) this is not true for VAT. The place of consumption by
the final consumer is not relevant for the administration of the tax and therefore usually
unknown. When a taxpayer makes a payment of VAT this does not mean that consumption
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has occurred in his place of establishment. This makes it easier to accept the transfer of money
between different federal states.
This has led to constant changes of the share of VAT the national level, the federal states and
municipalities will get. The years 2015/2016 give a good example for that. Due to a sudden and
unforeseen external effect the Länder and their municipalities needed additional funding. Therefore
the distribution of VAT was adjusted:
Figure 2.14.
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This shows that the flexible element of VAT is a vital part of fiscal equalisation in Germany. Although
financial resources in a federal state will always remain a subject of conflict it is possible to acquire a
certain level of stability. But it is a precondition for more stability that all stakeholders know that
stability does not mean inflexibility. The flexible share different state levels will get from total VAT
revenue is one element to guarantee to everybody that future changes can and will be reflected in
the allocation of financial resources.
Conclusions
In a Federation VAT has the advantage that revenue is not necessarily allocated to a specific federal
state. The tax burden is on private consumption, but no one knows (or needs to know) where exactly
consumption takes place. So it is easier to redistribute VAT as federal states that are economically
stronger than others will have a less pronounced feeling to loose “their” revenue to weaker federal
states. This makes VAT an appropriate instrument for fiscal equalisation.
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Chapter 3. The experience of introducing VAT in Thailand
Nualnoi Treerat
Value added tax (VAT) was introduced in Thailand in 1992 to replace the previous business tax. The
implementation of the VAT was part of the tax reform package during 1991-92 in Thailand.
Introduction of value added tax and changes in sales tax structure
Business tax (BT) had been introduced as a general sales tax since 1932. The business tax was collected
at every stage of transactions from producer to retailer. In 1961, such tax has been reformed to collect
at only producing and importing stages. There were around 21 rates for BT, ranging from 0.5 to 50 per
cent. However, the effective tax rate was much lower than the official rate. Before introducing the
VAT, Thailand had 2 sales taxes, business tax and excise tax. Commodities under BT need not to pay
excise tax and commodities under excise tax need not to pay business tax. Therefore, the two tax
systems were completely separated. Although the business tax was one of the important taxes in
generating government revenue in Thailand, it was criticized on the negative impacts on cascading
effect and bias against industrial sectors. This resulted in a decline in competitiveness in the
international trade sector. At the same time, the GDP and export sector continued to grow
significantly during 1960s-1980s.
Besides, some economic activities may not suitable to be taxed under the VAT system.
Specific business tax was implemented for some commodities that are excluded from VAT system.
With the new structure of sales tax, commodities subject to business tax were separated into
2 groups. The first group consists of activities such as banking, finance, securities, credit foncier,
insurance, real estate and pawn brokerage are excluded from the VAT system but subject to special
business sales tax of 2.5 to 3 per cent, except for real estates and sales of securities in the securities
market where lower rates are applied.
The second group (majority) are subject to the VAT system. Some commodities in the second
group, previously charged with the high tax rates, will be subject to excise tax after VAT. For
commodities under excise tax must pay both VAT and excise tax (Figure 3.1). Generally, the total
burden was designed not to exceed the previous tax burden of 1991. However, the gain of this reform
was the expansion of the tax base.
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Figure 3.1: New structure of sales tax in Thailand since 1992

How VAT was integrated into the Thai economy.
Overview, the share of total tax revenue to GDP was 12-14 per cent during the 1970s; it rose to 15-16
per cent during the 1980s. However, when we consider the composition of total tax revenue, we find
that the share of the total sales taxes accounted for 40 per cent of total tax revenue in the beginning
of 1970s and rose to 47 per cent at the end of 1980s. By contrast, the share of international trade
taxes accounted for 37 per cent of the total tax revenue in the beginning of 1970s, but it dropped to
24 per cent at the end of 1980s. For income taxes, the share was 13 per cent in 1970 and rose to 22
per cent in 1989.
Before 1990s, international trade taxes and business sales taxes were important sources of
government income. However, when industrial development policy was implemented focusing on
export promotion and foreign direct investment measures, actual tariff collections tended to decline
because of exemptions and tax drawbacks. Furthermore, the ongoing trade liberalization following
the Uruguay Round of the General Agreement on Tariffs and Trade (GATT) in 1986 generated a clear
trend of reducing trade barriers through tariff rate reduction. Thailand needed to find a new tax that
could generate stable income as well as promote international trade.
Business sales taxes had been an important component of tax revenue since 1930s. Although the
structure of business sales tax had been adjusted over times, the structure of business sales tax was
collected from all producers on the basis of their gross receipts, implying collecting from upstream to
downstream of production processes. The BT had multiple rates ranging from 0.1 per cent to 50 per
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cent. The BT structure caused the cascading impacts resulting in a decline in competitiveness in the
international trade sector.
There are three main tax departments in Thailand namely revenue department, excise
department and custom department. The revenue department is responsible for income taxes,
including personal income tax and corporate income tax, and general sales tax.
The revenue department has begun to study value added taxed since 1986. During the first
half of 1980s, Thailand faced the economy crisis caused by the oil price crisis together with the fiscal
crisis. However, in the late 1980s, Thai economy began to recover. During the political crisis in 1991,
the democratically elected government was overthrown by a military coup of the National Peace
Keeping Council (NPKC). This council appointed Mr. Anand Panyarachun as the Prime Minister. He
presided over a highly competent technical government that promoted the liberalization of economic
policy, including international trade and tax reform. The tax reform package covered the sales tax
system, personal income tax, corporate income tax and custom duties. The reform bill was passed by
National Legislative Assembly, appointed by NPKC, in October 1991 and became effective from
January 1, 1992. In March 1992, Thailand had a new general elections, which led to renewed popular
protest against a military government. The crisis was diffused by His Majesty the King appointing Mr.
Anand Panyarachun again as Prime Minister in May 1992, followed by new elections in September
1992. This consolidated the economic reform package.
VAT is intended to create tax neutrality, meaning generating government revenue without
bias against any sector of production and helping to promote the country’s international trade.
Usually, many countries adopt multiple VAT rates, i.e. different rates for different commodities. In
case of Thailand, the VAT system was designed to be as simple as possible. A single rate was imposed,
with a few exemptions. It generated stable government revenue with lower distortions for all
economic sector and less negative impact for poor people, especially in the agricultural sector.
Implementation of VAT by the Thai administration.
During the transition of tax reform, especially sales tax reform, the Revenue Department played the
crucial role in the transition by preparing for the implementation process of the new tax system:
1. They improved the capacity of the department by increasing the number of officers and expanding
the capacity of computer system.
2. They set up special measures regarding the transition from business tax to value added tax. Such
measures covered
o Capital goods,
o Inventory, and
o Contracts regarding time across the transition period
3. They implemented a public relations plan for a certain time before and after the law becoming
effective:
o

Information about VAT was distributed through all kinds of media, including print and electronic
media. For print media, brochures and booklets were distributed all over the country through Bangkok
and regional revenue offices. Practice guidelines were published in newspapers. The electronic media
(television and Radio) aired short programs every day explaining VAT and practical guidelines.
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o

Centers for public relations and training courses were set up.

o

Teams from Bangkok and regional revenue offices went out and met directly with entrepreneurs
potentially registered in the VAT system.

4. They set up a monitoring team to follow all the problems occurring during the transition and to analyze
the revenue performance.
The VAT system was created to replace the business sales taxes. However, business sales taxes were
collected at the point of production. Such taxes affect the cost of production. Some people did not
know that they were paying the sales taxes. By contrast, the VAT system was designed to collect at
the point of exchange. The amount of VAT had to be shown clearly in the receipt/invoice. This might
have ledsome people to panic. Moreover, Thailand’s economy consisted of a large number of small
businesses, many of which did not have proper accounting. This is why the Revenue Department
needed to design the VAT system as simple as possible. The single rate and some exemptions were
imposed to make the system easy to understand and to reduce the cost for the private sector. The
main objectives of the VAT were to generate stable government revenue with less distortion on any
economic sector and less impact on poor people, especially in the agricultural sector.
To create public acceptance, some exemptions were designed for agricultural products and
small firms. There were also the debates whether the exemptions would open loopholes for tax
avoidance and evasion. However, the authorities realized that the administration of VAT would cause
an increase of the cost of administration for both the government and the private side. To avoid the
impact for small business, those with turnover of less than 600,000 baht per year were excluded from
the VAT system. But for revenues of more than 600,000 baht and less than 1.2 million baht tax payers
could choose to register in the full VAT system or pay 1.5% of the total sales instead. Usually, traders
decide whether to register or not, mainly depending on their trading chain with registered or
nonregistered persons. In selling to nonregistered persons, traders with a large element of their selling
price represented by their own value added are likely to be better off by not registering. If they sell to
registered persons, there is a trade-off between the increase in cost and preferences of their
registered customers for an invoice showing VAT.
In May 1992, the number of registered VAT application was 174,191 while the business tax
payers were approximately 120,000. 56 per cent of registered VAT applicants were companies, and
the remaining were persons. Thirty per cent of VAT applicants opted for 1.5 per cent system. Besides,
the number of registered companies accounted for 78 per cent of total corporate income tax files.
In general, the total sales tax revenues rose by 5 per cent in the first half year of 1992
compared with the first half year of 1991.
In order to measure the impact of introducing the VAT system and replacing the business sales
tax, the following indicators during 1990 – 1995 were widely discussed.
o

Inflation. Inflation rate during 1990-91 was at 5.8 per cent annually. The inflation rate dropped to 3.7
per cent per year during 1992-93 and rose to 5.4 per year in 1994.

o

Consumption. The private consumption growth rate was approximately 11.6 per cent in 1991. It rose
to 12.5, 11.6 and 13.2 in 1992, 1993 and 1994 respectively.
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Gross Domestic Product. GDP growth rate grew at 8.6 in 1991 and dropped slightly to 8.1 per cent in
1992 then rose to 8.3 per cent and 9.0 per cent in 1993 and 1994.

o

Export of goods and services. The growth rate of export of goods and services were at around 15-16
per cent per annum during 1992-1993. The numbers rose to 17.4 per cent in 1994 and 24.2 per cent
in 1995.

o

Total sales taxes revenue. Last but not least, total sales taxes revenue (excise and business/value
added taxes) grew at 8.2 per cent and 9.8 per cent in 1992 and 1993 and then rose sharply to 15.7
per cent and 22.7 per cent in 1994 and 1995.

Thresholds, reporting periods, and the informal sector
In sum, the VAT had the following structure:
o

Taxpayers are domestic producers, retailers, wholesalers, importers and exporters.

o

A single rate is imposed. The 10 per cent rate, including 10 percent of local taxes (90% of VAT revenue
belongs to central government and 10% goes to local government), was designed by law. However,
the rate was reduced to 7 per cent when the VAT system was introduced in 1992 to maintain the sales
tax burden at the same level as in the year 1991 with the business sales tax. There was an attempt to
raise the VAT rate back to 10% in 1997. However, in 1997 Thailand faced the economic crisis, the
exchange rate system was changed from fix to floating rates, leading to a large depreciation that
resulted in higher inflation. The 10 per cent was imposed for only few months and then reduced back
to 7 percent due to people’s protests. For international trade, a zero rate applies for exported
commodities and other activities which earn foreign currency. For some luxury goods, excise taxes are
also added on top.

o

The credit method is used to calculate the tax. For importers, the tax base is calculated on c.i.f. prices
plus tariff and excise taxes, if imposed.

o

VAT taxable period is a calendar month. VAT registered person or entity must submit the report on a
monthly basis, within 15 days of the following month.

o

Small businesses with revenues of less than 600,000 baht per year are exempted. Agricultural
producers and those whose activities relate to agriculture, such as fertilizer, pesticide and animal feed
supplies, do not pay VAT.

o

Initially, small businesses with revenues of more than 600,000 baht but less than 1,200,000 baht per
year were allowed to either opt for the VAT system or pay 1.5 per cent of their total receipts. However,
the 1.5 per cent system was abolished in 1999 together with the ceiling of exemption being up to
1,200,000 baht. In 2005, such ceiling rose to 1,800,000 baht per year.

o

Activities, such as banking, insurance, real estate and pawn brokerage are subject to special business
sales tax of 2.5 to 3 per cent, except real estates and Sale of securities in a securities market, 0.1 per
cent rate was applied (Table 3.1).
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Table 3.1: Specific business tax, tax base and tax rate.
Business
1. Banking, Finance and similar
business
2. Business of finance, securities
and credit foncier
3. Life insurance

Tax rate (%)

Tax Base

Interest, discounts, service fee, other fees, 3.0
profits from foreign exchange
Interest, discounts, service fee, other fees, 3.0
profits from foreign exchange
2.5
Interest, service fee, other fees

Interest, fees, remuneration from selling 2.5
overdue property
5. Business
with
regular Interest, discounts, service fee, other fees, 3.0
transactions
similar
to profits from foreign exchange
commercial banks
0.1
6. Real estate
Gross receipts
4. Pawn brokerage

7. Sale of securities in a securities Gross receipts
market
Remark: Local tax at the rate of 10% is imposed on top of SBT.

0.1

Source: Revenue Department. https://www.rd.go.th/publish/6042.0.html

Some details of VAT structure are discussed and clarified as follows:
1. Exemptions8
In general, consumers will bear the sales tax burden. A sales tax is classified as an indirect tax.
Tax payer whether poor or rich will pay the same amount of tax on the same amount of commodities.
Certain activities/commodities are exempted from VAT. Those are as follows:
1) Small entrepreneur whose annual turnover is less than 1.8 million Baht9 per year,
2) Sales and imports of unprocessed agricultural products and related goods such as fertilizers, animal
feeds, pesticides, etc.,
3) Sales and import of newspapers, magazines and textbooks,
4) Certain basic services such as:
5)

transportation, including domestic and international transportation by way of land;
healthcare services provided both by government and private hospitals;
educational services provided both by government and private institutions;
Professional services: medical and auditing services, lawyer services in court and other similar

professional services that have laws regulating such professions;
6) Income from business, commerce, agriculture, industry, transport or any other activity not specified
earlier;
7) Cultural services such as amateur sports, services of libraries, museums, zoos;

8
9

Revenue Department, https://www.rd.go.th/publish/6043.0.html
The number was 1.2 million Baht per year when introducing VAT in 1992.
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8) Services on the nature of employment of labour, research and technical services and services of public
entertainers;
9) Goods exempted from import duties under the Industrial Estate law imported into an Export
Processing Zones (EPZs) and under chapter 4 of Customs Tariff Act;
10) Imported goods that are kept under the supervision of the Customs Department which will be reexported and be entitled to a refund for import duties; and
11) Other services such as religious and charitable services, services of government agencies and local
authorities.
2. Collection methods
Usually, the VAT base covers all sales transaction. Practically, there are two methods of
calculating value added tax, the subtraction and credit methods. Both methods should be equivalent
if the same rate applies for all commodities. In Thailand, the credit method was applied as this method
carries build-in incentives for the seller not to cheat by misstating the amount on the invoice. Each
firm requires a book keeping and invoice system. However, for buyers who are final consumers, they
may ignore to claim the invoice from the seller, allowing seller to cheat on the invoice.
Under the credit method, the firm calculates its gross tax liability by applying the tax rate to
its total sales. To calculate the net liability, it deducts from gross liability the amount of tax it has paid
on its purchase. By this method, there are two kinds of taxes, input and output taxes:
R = t*S – t*I
Where R is net liability; t is VAT rate; S is receipts on sales; I is purchase of intermediate inputs; t*S is
an output tax; and t*I is an input tax.
3. Self-assessment and VAT fraud
Basically, the principle of the VAT system is self-assessment. First, they have to register in the
VAT system and second, they must file the tax return every month. Usually, the tax administrator will
accept the information and evidence provided by tax payers. However, tax administrators may audit
the system based on risk analysis. This is because a business may report its sales lower than actuality
but claim full deduction. In case of Thailand, the tax administrators actually accept the tax return if it
is in the normal process, such as, positive net liability, paying more tax. However, if tax refund is
claimed, checking process will be scrutinized, such that a tax payer might be asked to provide the copy
of VAT invoices.
After implementation of the VAT for a few years, the Thai tax administrator found some fraud
cases. Such cases can be separated into 2 groups10:
1) Export fraud. Forging export documents were made to refund the tax return due to zero VAT rate for
export. Usually, the wrongdoer would create the complicate transaction chain of the network of
registered companies without real production or transactions. The transaction process would end
with commodities being exported and the exporter could file the tax return.

10

Information of the fraud cases given by Revenue Department Officer.
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2) Selling and buying the VAT invoice. Some businesses may not have registered in the VAT system,
mainly because their total sales are less than 1,800,000 baht per year or they fall into the exemption
category. These businesses have no output VAT but they have input VAT for which they cannot claim
the tax refund. Such businesses have sometimes sold their VAT invoice to businesses operating under
the VAT system. Actually, some wrongdoings had been done through the accounting office.
Thai tax administrators have implemented more checking processes on suspected cases. Over time,
the Thai tax administration has been updated by employing more advance technology, such as
computer system. Moreover, the tax system has been developed to link the VAT system with other
tax base, such as the corporate income tax.
Revenue and costs
It is hard to evaluate the revenue and cost of the VAT system. Value added tax was introduced to
replace the business sales tax in 1992 with the objectives that VAT would become an important source
of government revenue and help to promote international trade –hence to foster economic
expansion. Furthermore, VAT was designed to minimize the transaction cost of tax payers, especially
by the exemption for small business, whose transaction costs of regularly filing tax return was quite
high compared to their revenue.
Overall, the ratios of total tax revenue to GDP in Thailand were stable at around 15 per cent during
1992-2017 (Figure 3.2) despite a decline of custom taxes. This means that GDP and total government
revenue grew at the same rate.
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However, the share of the indirect tax in total tax revenue tended to decline slightly from 65
percent in 1992 to 56 per cent in 2017 (Figure 3.3)

Figure 3.3: Share of taxes in total tax revenue
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The share of value added tax in total tax revenue rose from 17 per cent in 1992-95 to 24.5 per cent in
2016-17. This implies that the value added tax has increased in its importance as a source of
government revenue (Table 3.2, Figure 3.4). Custom tax has declined its importance from 20 per cent
in 1992-1995 to 5 per cent in 2016-17. This led to a change in tax structure (Figure 3.5).

Table 3.2: Share in total tax, 1992-2017 (per cent)

Personal income tax
Corporate income tax
Value added tax
Excise tax

Custom tax
Other taxes
Total tax revenue
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Figure 3.4: Share of Various Taxes in Total Tax Revenue
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Figure 3.5: Changes in Tax Structure
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The share of total sales taxes, i.e. VAT, or consumption tax accounted for approximately 50
per cent of total tax revenue during 1992-2017, while income tax share was around 45 per cent (Figure
3.6).
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Figure 3.6: Share of taxes in total tax revenue, 1992-2017
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The growth rate of value added tax revenue has shown that VAT has become a stable source of
government revenue despite volatile economic conditions. The actual rates of VAT were calculated
simply by using the net VAT collection divided by the domestic consumption (Figure 3.7). The actual
rates during the last 5 years were slightly higher than 7 per cent. This may be explained by the fact
that foreign tourists to Thailand increased from 20 million people in 2011 to 36 million people in 2017.
The VAT revenue performance reflects the efficiency and effectiveness of the VAT system and of the
Thai tax administration.

Figure 3.7
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Conclusion.
Since its introduction in 1992, VAT has become an important source of government revenue. Despite
some exemptions, VAT performance is still regarded as good. However, the ratio of total tax revenue
to GDP is still relatively low at around 15 per cent. The low level of total tax revenue limits the
government expenditure and thus welfare and infrastructure development. An attempt to increase
the VAT rate has failed continuously. Because VAT is classified as an indirect tax, it has been
overlooked that taxpayer’s ability to pay inevitably results in economic inequality. However, it has
been argued that in general, sales tax, especially VAT, has broadened the tax base that can generate
large amount of tax revenue. If tax revenue is spent on poor people, this will help to reduce poverty
and inequality. In other words, the inequality bias of an indirect tax can be compensated by public
spending. Nevertheless, government have to find ways to increase the tax revenue in the future.
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