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then the producers of food may seek exemption on their inputs
such as fertilizer and farm equipment.

The most serious problems caused by exemptions
include:

Breaking the VAT chain that can either increase or decrease the
tax liability. If occurring at the final retail stage, the final ‘value
added’ escapes taxation. An exemption at an intermediate stage
can increase taxation as no credit can be claimed for the VAT
on the inputs at a subsequent taxed point in the VAT chain, thus
causing cascading or ‘tax-on-tax’.

Creating economic distortions by encouraging producers to seek
alternatives from exempt inputs to benefit from input credits.
Encouraging self-supply in order to avoid irrecoverable taxation
on inputs. For example, there is an incentive for an exempt
farming business to perform a service itself instead of paying for
the service from a taxpaying supplier.

Compromising the destination principle by causing exports to bear
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some irrecoverable VAT, and making locally manufactured exempt
goods less attractive as they will include irrecoverable embedded
tax unlike imports of the same goods that will be tax-free.

Making accounting more difficult for businesses dealing with
exempt and taxed goods by requiring an allocation of taxed inputs
to taxed outputs.

Registration Threshold

A VAT registration threshold is a set figure of turnover; businesses
whose turnover exceeds the set figure will be required to register
for VAT. International experience shows that setting a threshold
too low can seriously jeopardize the success of VAT, and that it
is far easier to start with a higher threshold in order to limit the
initial number of taxpayers and then later gradually lower the
threshold to slowly increase the taxpayer base.

VAT thresholds are always based on business turnover, and not on
some asset or capital base: the turnover of the most recent year
or part thereof, or an estimate whenever the taxpayer reasonably
expects his current period turnover to exceed the threshold.

Factors affecting Registration Threshold

Factors that influence the choice of a registration
threshold include:

Administrative Capacity: The success of the VAT will be
compromised if the threshold is set too low creating more
taxpayers than can be efficiently and effectively administered.
Trader Capability: ~ Medium and larger businesses are likely
to already apply most of the accounting and record keeping
requirements for a VAT, so will be able to adjust relatively easily.
VAT will impose new conditions on smaller businesses that will
require considerable effort and resources by the traders.
Compliance Costs:  The annual compliance cost for a VAT
taxpayer was shown by one study to be about 2 percent of annual
turnover below $50,000 and about 0.3 percent of turnover above
$500,000. For a small trader with a 20 percent profit margin, this
is similar to a 10 percent income tax.

Revenue Objectives: In every country, a small number of
businesses raise the most tax, with 90 percent of revenue
commonly contributed by just 10 percent of taxpayers. Therefore,
there is very little marginal revenue to be gained through
significantly disproportionate increases in the taxpayer base.

Mandatory Registration

The VAT law must require the mandatory registration of all traders
with turnover above the stipulated threshold. The approximate
number of taxpayers that can be efficiently and effectively
administered should drive the selection of the threshold.

Voluntary Registration

There are compelling reasons why some traders with turnover
below the threshold will want to voluntarily register. Naturally,
any business that exports most of its output will want to register
irrespective of its turnover to receive credit refunds. Competitive
pressure may force some smaller businesses to register so that
they remain attractive suppliers to registered customers who will
demand VAT invoices to obtain credit on their inputs. ©
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exemptions is a more efficient revenue generator than a one with
many exemptions (exemptions leak revenue).

Most countries have a double-digit (i.e. 10 percent or more)
standard VAT, and in some Scandinavian countries the rate
reaches 25 percent. Afew countries have rates below 10 percent,
with only three countries with a 5 percent rate (Japan, Nigeria and
Taiwan), and only Singapore below at 3 percent.

Zero-Rate

A zero VAT rate means that sales are taxed at O percent, resulting
in a full credit and possibly refund of VAT input credits associated
with the sale. Most countries zero-rate exports only; zero rating
of domestic sales is rare ( Britain and Ireland zero-rate certain
commodities like children’s clothing, books and food. )

The zero rating of exports is almost universal and is based on
the ‘destination principle’ where taxation is levied at the place of
final consumption. This means that all the VAT within the inputs
used to manufacture the exports are refundable, so that local
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exporters are not placed at a disadvantage to their international
competitors.

VAT Exemptions

Impact of Exemptions

Exemptions are commonly misunderstood to mean ‘tax free’; this
is not correct. Exemption means that VAT is not charged on the
goods or services sold (i.e. the outputs), but the VAT included in
the inputs cannot be credited or refunded. Therefore, exempt
goods or services will include embedded VAT within their cost
from any inputs from taxed sources that cannot be recovered or
eliminated.

Even though exemptions do not mean elimination of tax, their
impact usually erodes the revenue base. Unlike zero-rating,
exemptions do not generate a need for refunding previously
collected VAT. Granting exemptions can spiral out of control by
causing pressure to grant further exemptions to trade sectors
that feel disadvantaged. For example, if basic food is exempt,
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Scope of VAT

Some countries have limited the application of VAT to manufacturers
and importers and not to wholesalers and retailers. This limited
application is usually a transitional step towards a comprehensive
VAT If not applied comprehensively, economic distortions will
eventuate. Therefore it is better to apply VAT to all economic
sectors from the outset.

VAT is levied on both locally manufactured and imported goods
on the same basis to comply with international trade covenants
and practices.

For administrative ease, it is necessary, as proved by international
experience, to set a sufficiently high registration threshold to
exclude small traders from VAT.

Form of VAT

While there are several theoretical forms of VAT, in practice only
two forms have ever been implemented: The first form depends
on the invoice, commonly known as the “invoice credit method”,
overwhelming majority of countries with VAT have adopted it. The
other form is accounts-based, “subtractive-direct method” where
VAT is calculated at the end of each year using the business’s
financial records in a similar manner ( after making necessary
adjustments) to the determination of income tax; this form has
been implemented only in Japan.

The invoice credit method is centered on the taxation of the
transaction, with the invoice being its foundation. As such,
invoices provide the audit trail of taxable transactions, and to
a certain extent create a self-policing mechanism to encourage
a purchaser of goods or services to source their needs from a
registered taxpayer who can provide a VAT invoice for which the
purchaser can obtain a credit for the VAT charged. Only registered
VAT taxpayers may issue VAT invoices showing the VAT charged on
the sales price of taxable goods and services. VAT invoices must
be issued for all transactions between registered traders and for
retail sales above a certain amount. A more simplified receipt is
used for lower value retail sales.
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VAT Rates

Number of VAT Rates

Multiple VAT rates were relatively common in the countries that
first implemented VAT. Various rates were often applied to
differentiate between basic commodities and more luxurious
products. The redistributive arguments for rate differentiation
are not strong, with better results achieved with a single rate for
all taxable goods and services with compensation to the poor
through directly targeted subsidies and other arrangements.
Instead of having multiple VAT rates, excises could be implemented
without distorting VAT design.

A VAT with multiple rates is less efficient and more costly than
a single-rate VAT. The administrative cost per taxpayer will at
least double, with studies showing a cost of $200 per year per
taxpayer with a multi-rate VAT in Britain compared to $100 for
single-rate regimes. Multiple rates create many opportunities
for problems and disputes regarding rate differentiation, which
in turn weakens enforcement through inordinate emphasis on
the rate classification of particular goods. More refunds may be
required, particularly where a taxpayer’s inputs are subject to a
higher rate than its outputs, and the overhead to audit taxpayers
will be between 30 and 40 percent greater than with a single rate.
Many countries that began with multiple rates have later
harmonized and simplified their regimes to just one or sometimes
two rates. More than half of all countries have a single-rate
VAT. Of the 77 countries that introduced VAT in the last decade,
more than 70 percent use a single rate. Recent practice and
experience clearly indicates big benefits from a simple VAT with
one rate. In particular, a single rate ( in addition to a zero-rate
available only for exports) is the easiest to administer and is the
least burdensome and costly to taxpayers.

Choice of VAT Rates

The key factor that influences the choice of a VAT rate is the
revenue objective. The revenue potential of a particular rate is
affected by the policy on exemptions: a regime with relatively few
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Value-Added Tax (VAT]
IS the dominant form of
Indirect consumption
tax in the world

Avalue added tax (VAT) is a specific type of turnover tax levied at each stage of the
production and distribution business. In its purest form, VAT is ultimately a tax on
all final consumption expenditures on goods and services. Although, in the end, VAT
bears on final consumption, suppliers of goods or services are liable to remit it to
the tax authorities. VAT is a percentage tax levied on the price each supplier charges
to his customer. VAT has become the dominant form of indirect consumption tax
throughout the world over the past few decades.
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The Kingdom of Saudi Arabia is one of G 20 ( the eight
leading industrialized nations , plus eleven emerging market
and smaller industrialized countries, plus the EU). IT has 36
effective tax treaties with other countries; and many other
treaties are awaiting ratification or signature. These treaties
include an article on exchange of information, enabling
contracting states to exchange information under certain
conditions. The Department of Zakat and Income (DZIT)
is the Saudi Arabian tax competent authority responsible
for implementation of tax treaties and the exchange of
information. In addition, DZIT participates in international
tax forums, such as the forum on Tax Administration and
the one on transparency and exchange of information for
tax purposes that are under the Organization for Economic
Cooperation and Development (OECD). IT is very obvious
that DZIT is going to have more interactions with the world:
in relation to tax treaties, professional forums, and relevant
international events.
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Value-Added
Tax (WAT) is the




