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CENTER OF PLANNING 
AND ECONOMIC RESEARCH 

The Center of Planning and Economic Research (KEPE) 
was founded in 1961 as an autonomous Public Organisation, 
under the title «Center of Economic Research,» its basic objec
tive being research into the problems of the operation, struc
ture and development of the Greek economy. Another of its 
objectives was the training of young Greek economists in modern 
methods of economic analysis and research. For the establish
ment and operation of the Center, considerable financial aid was 
provided by foreign foundations. 

During 1964, the Center of Economic Research was reor
ganised into its present form, as the Center of Planning and 
Economic Research. In addition to its function as a Research 
and Training Institute, the Center, in its new form, was as
signed the following tasks by the State: (1) the preparation 
of economic development plans at a national and regional 
level, (2) the evaluation of public investment programmes, and 
(3) the study of short-term developments in the Greek economy 
and advising on current problems of economic policy. 

For the realisation of these aims, the KEPE, during its 
first years of operation (1961-66), collaborated with foreign 
scientists and foundations. The latter helped in the selection 
of foreign economists who joined the Center to carry out scien
tific research into the problems of the Greek economy and in 
the organisation of an exchange programme, including the 
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post-graduate training of young Greek economists at univer
sities abroad. 

The Center has also developed a broad programme of 
scholarships for post-graduate studies in economics. Thus, in 
collaboration with foreign universities and international organ
isations, a number of young economists from Greece are sent 
abroad each year to specialise in the various fields of econom
ics. In addition, the KEPE organises a series of training 
seminars and lectures, frequently given by distinguished foreign 
scholars invited for that purpose to Greece. 

In addition to the above, the KEPE maintains contact 
with similar institutions abroad, and exchanges publications 
and information concerning developments in methods of economic 
research, thus contributing to the promotion of the science of 
economics in the country. 
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PREFACE 

The Greek taxation system, having developed to a con
siderable extent under the pressure of meeting urgent fiscal 
needs, exhibits certain weaknesses which limit its effectiveness 
as a means of stabilizing cyclical fluctuations, improving the 
allocation of productive resources and providing for a more 
equitable distribution of income and wealth. Furthermore^ it 
involves some deficiencies as far as fiscal and social costs are 
concerned. On the other hand, the country's prospective admis
sion to the European Economic Community (EEC) renders 
expedient the re-examination and gradual revision of the in
stitutional setup in the light of the patterns already adopted 
by the member countries. In view of these considerations, the 
appropriate adjustment of the Greek taxation system acquires 
special significance not only because of its impact on the func
tioning of the economy but also because the Community's 
policies in this area have obtained — with the general appli
cation of the Value-Added Tax (VAT) — perhaps the most 
impressive results from the point of view of the harmoniza
tion process. 

It is self-evident, of course, that essential prerequisites 
of the proper modification of the Greek taxation system in 
accordance with the new institutional patterns are a system
atic evaluation of the experience of the EEC countries as weU 
as a thoroughgoing investigation of the special characteristics 
«/" the Greek fiscal system and the economy in general. The lar-
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ge share of indirect taxes in total tax revenue and the great 
number of specific taxes are two of the features of the Greek 
taxation system that make the problem particularly complica
ted. 

Professor Georgakopoulos-1 study expands considerably our 
knowledge in this area. After a succinct presentation of the 
main characteristics of the VAT and a brief description of 
the existing situation in the EEC countries, there follows 
a dense and particularly interesting account of the Greek 
indirect taxation system, with special emphasis on the part 
related primarily to the introduction of the new tax. Of 
particular significance is the analysis which follows of the 
methods of estimating the effects of the application of the 
VAT on prices, income distribution, trade, the formation of 
aggregate demand, and the allocation of productive resources. 
The author attempts to estimate the consequences of the intro
duction of the VAT in certain typical cases — an admittedly 
bold step in view of the insufficiency of statistical data and the 
almost complete lack of basic research. In spite of their indic
ative nature^ the results are of particular interest: they reveal 
that the effects of the new tax may differ significantly from 
case to case. Certainly, this mixed picture should not serve 
to throw doubt upon the expediency of introducing the new tax. 
Rather, it should serve to emphasize both the need for the fur
ther investigation of the subject and the caution that must be 
shown to assure the smoothest possible application of the VA T. 
In this regard, Professor Georgakopoulos'' work must be consi
dered not only a significant contribution to the literature but 
also a very useful study with respect to both the proper intro
duction and the effective application of the new tax. 

EVANGELOS A. VOLOUDAKIS 
Director General 
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INTRODUCTION 

The economic effects of value-added tax substitution 
have recently become the subject of intensive investigation 
in view of the proposals that have been made, and in most 
countries already adopted, for the substitution of this tax 
for pre-existing taxes.1 Most of the studies are mainly quali
tative, while quantitative estimates are limited only to cer
tain effects (e.g., prices, income distribution and balance of 
payments) which are relatively easy to measure.2 Stabili-

1. In Europe, the value-added tax has been proposed mainly 
as a substitute for other commodity taxes, while in the United States 
the tax has been seen as a possible substitute for the Corporation 
Income Tax. See, for example, International Bureau of Fiscal Doc
umentation, Report of the Fiscal and Financial Committee, The EEC 
Reports on Tax Harmonisation, unofficial translation by Dr. H. 
Thurston, Amsterdam, 1963 (henceforth cited as «The Neumark Re
port»). See also H.M.S.O., Report of the Committee on Turnover Taxation, 
Cmnd. 2300, London, 1964 (henceforth cited as «The Richardson Re
port») and H.M.S.O., Value-Added Tax, National Economic Develop
ment Office, London, 1969. For discussions on the VAT in the U.S. 
see National Tax Association, Proceedings of 57th Annual Conference 
on Taxation, Harrisburg, 1965. See also R.A. Musgrave and P. Rich-
man, «Allocation Aspects, Domestic and International,» in The Rôle 
of Direct and Indirect Taxes in the Federal Revenue System, National 
Bureau of Economic Research, Princeton, 1964; Tax Institute of 
America, Alternatives to Present Federal Taxes, Princeton, 1964; and 
Tax Revision Compendium, U.S. Congress, House of Representatives, 
Committee on Ways and Means, 1959. 

2 . For example, D.G.M. Dosser et al. (ed.), British Taxation and 
the Common Market, Charles Knight and Co. Ltd., London, 1973. See 
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sation conditions, allocative efficiency and growth have 
not been given a fair share. Yet these aspects can be quite 
important when domestic taxes, albeit tariffs, are exam
ined; and quantitative estimates of these effects are also 
necessary before one can appraise the desirability of any 
proposed tax substitution. 

Measurement of all the aforementioned effects is, of 
course, quite difficult, due to both methodological and sta
tistical problems. This is so because the substitution of a 
broad-based turnover tax, like the VAT, for another com
modity tax <?r « i income tax will affect the economy in many 
ways. Both direct and indirect effects will take place. To 
account for all these effects, one should use some general 
equilibrium model, and such models are extremely difficult 
to estimate. However, simple partial equilibrium techniques 
can be used for the estimation of the direct effects, which 
will probably be much more important than the indirect 
effects. Such techniques are mainly employed in the present 
work, which examines certain economic effects (i.e., on 
prices, income distribution, balance of payments, stabilisa
tion conditions and allocative efficiency) of a proposed sub
stitution of the VAT for a number of the existing com
modity taxes in Greece. This substitution seems advisable 
for the following reasons: (i) it simplifies the existing system 
of indirect taxes in the country and, perhaps, makes pos-

also D.G.M. Dosser et al., «Trade Effects of Tax Harmonisation: Har
monisation of the VAT in EEC,» Manchester School, 1969, and T. 
Georgakopoulos, «Trade Effects of Tax Harmonisation: Harmoni
sation of the VAT in EEC — A Comment and a Suggested Methodol
ogy,» Manchester School, June 1972. For empirical studies in the~U.S. 
see H. Aaron, «The Differential Price Effects of a Value-Added Tax,» 
National Tax Journal, June 1968, and M. Weinrobe, «Corporate Taxes 
and the United States Balance of Trade,» National Tax Journal, 
March 1971. 
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sible a reduction in administrative costs; (ii) it brings this 
system in line with the modern goals of fiscal policy (allo
cation, distribution, stabilisation and growth) and makes it an 
effective means of promoting these goals; and (iii) it brings 
the system of indirect taxes in Greece closer to the existing 
systems of indirect taxes in the EEC countries, which appears 
necessary in view of the country's entrance into the Common 
Market. 

The work is divided into eleven chapters. 
Chapter 1 gives a short historical account of the de

velopments in the field of harmonisation of indirect taxes 
in the Common Market. The developments in the area of 
harmonisation both of broad-based turnover taxes and of 
excises are briefly accounted for. 

Chapter 2 gives the theoretical background of the 
value-added tax. Emphasis is given to the advantages and 
disadvantages of this tax compared to other forms of com
modity taxes, as well as to the various problems encoun
tered in applying the tax. 

Chapter 3 provides a short description of the VAT 
systems in the Common Market. Both the systems of VAT 
proposed by the EEC Commission and those actually adopted 
by the member countries are covered. 

Chapter 4 deals with the existing system of indirect 
taxes in Greece. A short description of the numerous com
modity taxes presently in force and an account of their 
importance for revenue purposes are given. Emphasis is 
placed on the way these taxes fall on the various branches 
of economic activity, which is quite important for the study 
of the various effects both of the existing system of taxa
tion and of any proposed tax substitution. Moreover, a short 
evaluation of the existing system of indirect taxes in Greece, 
in the light of the modern goals of fiscal policy, is provided. 
Finally, some proposals for harmonising this system, so that 
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it comes closer to the systems of indirect taxes in the Common 
Market, are made. 

Chapter 5 discusses the main aspects of the VAT 
with reference to Greece. The taxes that should be replaced 
by the VAT and the timing of this replacement, the cov
erage of the VAT, the taxable base, and the possible tax 
rates and exemptions are covered. The various problems 
that would probably arise in applying the VAT in Greece 
as well as the possible ways of meeting them are also dis
cussed. 

Chapter 6 discusses the effects of the VAT substitu
tion on prices. The effects on the general price level, the 
prices of the various groups of demand (consumers' demand, 
investment demand, etc.) as well as those on the various 
forms of consumers' expenditure (food, drink, etc.) in the 
domestic market are covered. Besides, the effects on the 
prices of imports relative to the prices of domestic produc
tion as well as those on the prices of exports abroad are 
discussed. 

Chapter 7 deals with the redistributional effects of 
the VAT substitution. The effects on inter-country income 
distribution as well as those on size distribution in the do
mestic market are covered. 

Chapter 8 deals with the balance-of-payments effects 
of the proposed tax substitution. Emphasis is given to 
the balance-of-payments effects that will arise from the 
trade account, which, in the case of indirect taxes, are much 
more important than the effects that might arise from the 
capital account. The trade effects expected to result from 
both the import and the export sides are covered. 

Chapter 9 deals with the stabilisation aspects o* the 
proposed tax substitution. The effects of this substitution 
on the level of economic activity as well as those on the 
built-in flexibility of the tax structure are discussed. 
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Chapter 10 discusses the allocative-efficiency effects 
of the proposed tax substitution, and Chapter 11 gives a 
short summary of the findings. 
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CHAPTER 1 

THE PRESENT STAGE AND THE PROSPECTS 
OF HARMONISATION OF INDIRECT TAXES IN 

THE EUROPEAN ECONOMIC COMMUNITY 

1. The Provisions of the Treaty of Rome 

The harmonisation of indirect taxes within the Common 
Market has been provided for by the Treaty of Rome, which 
established the Community.1 The Treaty of Rome, how
ever, does not contain any details concerning the nature 
of the harmonisation of these taxes. It is left to the Com
mission of the Common Market to consider the ways in 
which this harmonisation should be brought about. Indeed, 
Article 94 of the Treaty expressly charges the Commission 
with the tasks of considering how the legislation of the var
ious member states concerning taxes, excise duties and other 
forms of indirect taxes might be harmonised in the interest 
of the Common Market and submitting proposals for their 
harmonisation to the Council of Ministers. 

The main objective of this harmonisation, according to 
the Treaty, is the abolition of any existing obstacles to the 
free movement of products and factors of production, there
by making possible the creation of conditions similar to 

1. European Economic Community, Treaty of Rome, 1957, p. 37. 
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those present in one country and facilitating the free play 
of competition.1 

2. The Later Developments Concerning the 
Harmonisation of General Turnover Taxes 

The problem of harmonising the fiscal systems that were 
in force in the six EEC member countries at the time the 
Treaty was signed has been given attention by the Commis
sion since the early years of the establishment of the Common 
Market. As early as 1960, the Commission appointed a Com
mittee, under the chairmanship of Professor Neumark, to 
consider the ways in which the fiscal systems of the member 
countries could interfere with the attainment of the Com
munity's objectives and to submit proposals for their har
monisation. 

After a study of the situation, the Committee submitted 
a report (known as the Neumark Report) suggesting that 
turnover taxes sometimes introduced obstacles to the free 
play of competition and should, therefore, be harmonised.2 

Both the structure of general turnover taxes and the prin
ciple of levying these taxes were deemed to need harmo
nisation.3 

In particular, concerning the structure of the general 
turnover taxes, the Neumark Committee concluded that ex
isting structures in the various member countries did not 
allow the attainment of optimal resource allocation at either 
a national or an international level. At the national level, 
tax structures led to vertical integration of firms, because 
by integrating, firms could reduce the burden of the cumu-

1. Treaty of Rome, op. cit. 
2. «The Neumark Report,» op. cit. 
3 . See «The Neumark Report,» ibid., pp. 145-149. 
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lative taxes that were in force in most of the member coun
tries. At the international level, existing structures were 
interfering with internationally traded products from Loth 
the export and the import sides. On the export side, it was 
difficult, under the existing tax structures, to estimate the 
exact amount of tax incorporated into the value of exportsr 

so that under- or over-compensation was usually given 
to exporters. On the import side, it was also difficult to 
equalise the burden of imported and domestically produced 
goods, since it was difficult to know the number of stages 
through which a domestic product had passed before it met 
with a similar product imported from abroad, so that com
pensatory taxation of imports was difficult. As a resultr 

imports could also be either over- or under-taxed, com
pared with domestic production. These problems, it was sug
gested, could be avoided only if existing structures were 
harmonised under common rules. In fact, it was suggested 
that existing turnover taxes in the various member coun
tries should be abolished and substituted for by a common 
system of turnover tax in all member countries. The new 
system recommended by the Neumark Committee was the 
tax on value-added (VAT), a form of which was already in 
force in France. 

As for the jurisdictional principle of taxation of interna
tionally traded products, the Neumark Committee sug
gested the changeover from the existing destination principle 
to the so-called «restricted origin principle.»1 Under the first 
principle, which is mostly used today by all countries, in
direct taxes are levied by the country where the product 
is destined to be used and not by the country where the 
product originates, which would be the case if the universal 

1. «The Neumark Report,» pp. 145-149. 
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origin principle were in force.1 As a result, exports are ex
empted from the tax, while imports are taxed at the same 
rate as similar domestic products. Under the new regime 
proposed by the Neumark Committee, a mixture of the desti
nation and origin principles should apply· In particular, taxes 
on products traded among the member countries should be 
levied according to the origin principle of taxation, while 
taxes on products traded between the Community and the 
outside world should be levied according to the destination 
principle. This means that exports of one member country 
to another will be taxed by the exporting country, while ex
ports of a member to a nonmember country will be exempt; 
on the other hand, imports of a member country from an
other member country will not be taxed, while imports of 
a member country from a nonmember country will be 
taxed by the importing country. This change in principle was 
considered necessary in order to make possible the abolition 
of fiscal frontiers among the member states, which, after 
the elimination of customs duties on intra-Community trade, 
were no longer necessary for the imposition of tariffs. The 
proposed change in principle, however, should be effected 
after the substitution of the value-added tax for the ex
isting turnover taxes and the harmonisation of the structure 
and the rates of the new tax among the member countries. 

The first effective step towards some harmonisation of 
turnover taxes in the Common Market was taken on Febru
ary 9, 1967, when the Council of Ministers approved two 
Directives of the Commission (hereinafter referred to as the 

1. For a discussion of these terms see H. Shibata, «The Theory 
of Economic Unions: A Comparative Analysis of Customs Unions, 
Free Trade Areas and Tax Unions,» in Carl S. Shoup (ed.), Fiscal 
Harmonisation in Common Markets, Vol. I, Columbia University 
Press, 1967. 
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First and Second Directives, respectively) addressed to the 
member states regarding the harmonisation of their laws re
lating to turnover taxes.1 The First Directive informed the 
member states that they had to replace their systems of 
turnover taxes by a common system of tax on value-added,, 
the broad lines of which were determined in that Directive. 
The Second Directive provided more details about the com
mon VAT system to be introduced by the member states. 
These Directives provided the basic principles which should 
underlie the systems of value-added tax that the member 
countries were asked to introduce, but many important der
ogations regarding the scope of application of the new tax 
were still possible. It was provided, however, that those der
ogations should be progressively restricted and finally abol
ished. 

The first step in this direction was taken on December 
9, 1969, when the Council of Ministers adopted a new Di
rective of the Commission which contained a number of pro
visions that would result in achieving a closer degree of 
similarity between the VAT systems of the member states. 
The main provisions of this Directive weie the following:2 

(i) abolition of fiscal frontiers among the EEC member coun
tries by January 1, 1974; (ii) inclusion, in the VAT systems 
of all member countries, of the retail transactions which,, 
according to the provisions of the first two Directives, could 
be left out; and (iii) reduction of the number of rates used 
by the member countries to a maximum of two. 

Another step was taken on April 21, 1970, when the 
Council decided to replace the financial contributions of the 
member states to the Communities' budget by the Commu-

1. European Taxation, November-December 1968, Appendix, 
pp. 299-309. 

2. European Taxation, Vol. 9, November 1969. 
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nities' own resources and the VAT was proposed as a source 
of raising revenues.1 Thus, Article 4 of that Decision pro
vides that from January 1, 1975, the Communities' own 
resources will include (in addition to customs duties, agri
cultural levies, and any other revenues from taxes) re
sources accruing from value-added tax and obtained by ap
plying a rate not exceeding 1% on an assessment basis deter
mined in a uniform manner for member states according to 
Community rules. To achieve a fair apportionment among 
member states, it has been deemed necessary and has, there
fore, been agreed that a uniform basis of assessment should 
be achieved by laying down common rules that will apply 
in all member states. These common rules should be arrived 
at by determining an area of application for value-added 
tax which will be identical in all member states. Such simi
larity refers to the persons and transactions that would be 
taxable or exempt, the methods of calculating the taxable 
amount, special schemes, etc. 

Of particular interest for the progress of harmonisa
tion of turnover taxes in the Common Market is also the 
Resolution of the Council and the Representatives of the 
Governments of the member states passed on March 22,1971, 
providing for the achievement, by stages, of economic and 
monetary union, and the expedition of effective free move
ment of both products and factors of production.2 The prog
ress towards an economic and monetary union necessitated 
the speeding up of the process of harmonisation of indirect 
taxes, with the objective of achieving a higher degree of 
similarity between the tax structures, rates, etc., of the mem
ber states. 

A decisive step towards achieving such a higher degree 

*. Official Journal, L 94, 28 April 1970. 
2 . Official Journal, C 28, 27 March 1971. 
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•of similarity between the VAT systems of the member states 
is the new proposals set forth by the Commission in a 
draft Directive recently presented to the Council for ap
proval.1 These new proposals contain provisions that deter
mine a common field of application of the VAT: they con
tain provisions which determine the territory within which 
a member country can apply the value-added tax; provi
sions which determine the taxable persons and transactions, 
the place of taxing the various transactions and the taxable 
«vents; provisions determining the taxable amount; pro
visions determining the areas of exemptions and possible 
deductions, etc. In this way, only little room is left to the 
individual member states for diversification of their value-
added tax systems. Only tax rates are not determined on 
a common basis in the new proposals; it is only provided 
that member states must use a standard rate for the taxa
tion of a large number of products, but higher or lower 
rates can be used as well. 

On the basis of the provisions of the above Directives, 
all member countries of the Community have already sub
stituted the value-added tax for their existing general turn
over taxes. Details about these systems of value-added tax 
are provided in Chapter 3 below. 

3. The Developments in the Harmonisation 
of Excise Taxes 

Concerning the harmonisation of excise duties, work in 
the Commission has revealed that most of them discriminat
ed against imported products and that this could only be 

1. Commission of the European Communities, «New Proposal« 
on the Harmonisation of VAT,» Bulletin of the European Communities, 
Supplement 11/73. . 
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avoided if at least structural differences were eliminated.1 Be
sides, the common agricultural, transport and energy poli
cies of the Common Market called for some approximation 
of the rates of certain excise duties. 'As a result, excise 
taxes were at the beginning divided by the Commission into 
the following four categories:2 

a. Excise taxes that should be harmonised: taxes on 
manufactured tobacco, alcohol and alcoholic beverages, pe
troleum products and sugar have been classified in this 
group. 

b. Excise taxes on which a decision could be taken later: 
taxes on beverages other than alcoholic and on sugar sub
stitutes were classified in this second group. 

c. Excise taxes which could be maintained without har
monisation: in this group, a number of local taxes as well 
as certain excise duties not affecting intra-Community trade 
were classified. 

d. Excise taxes to be abolished and to be incorporated 
into the value-added tax system: such taxes were taxes on 
•certain tropical products — like coffee, tea, and cocoa — and 
the taxes on salt, matches and playing cards. 

Contrary to what happened in the case of general turn
over taxes, however, where the progress of harmonisation 
was fairly fast, in the case of excises the Commission has 
been very slow in passing special Directives concerning their 
harmonisation. Although work in the Commission has been 
progressing and various proposals have been prepared and 

1. Programme for the Harmonisation of Direct Taxes, Commis
sion Memorandum to the Council of the 26th June 1967, published 
by the Secretariat of the Commission of the European Communities 
in supplement to Bulletin No. 8, 1967 (henceforth cited as «Memo
randum»), p . 3. 

2 . European Economic Community, Tenth General Report, 
June 1967. 
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sometimes presented to the Council of Ministers, it was only 
at the end of 1970 when the first effective step towards the 
harmonisation of excise taxes was taken. Thus, on No
vember 20, 1970, the Commission presented to the Council 
of Ministers a proposed Directive providing for the gradual 
harmonisation of excise duties on manufactured tobacco.1 

The aim of this harmonisation was to gradually remove 
from the present system those factors which were likely 
to hinder the free movement of products and factors of 
production and to distort the conditions of competition. 
Also, on December 28, 1970, the Commission forwarded to 
the Council a proposed Council Directive providing for a 
gradual alignment of specific consumer taxes levied on liq
uid hydrocarbons to be used as combustibles.2 This pro
posal was based mainly on the need to avoid any distortion 
of competition between the various sources of energy and 
in trade within the Community.3 A third proposal of the Com
mission, concerning the harmonisation of excise duties on 
mineral oils which are used as motor fuels, was forwarded to 
the Council on March 29, 1971. This proposal provides for 
the establishment of a common system of rates to be charged 
for the use of transport infrastructures. The Commission 
also forwarded a Memorandum on these rates within the 
framework of the common transport policy in which it is 
proposed that the excise duties levied on fuels be maintained 
and harmonised.4 

The process of harmonisation of excise duties was speeded 
up after March 1971 when the Council and the government 

1. Official Journal, C 4, 18 January 1971. 
2. Official Journal, C 14, 11 February 1971. 
3 . Commission of the European Communities, «Proposals for 

Harmonising Consumer Taxes other than VAT,» Bulletin of the Euro
pean Communities, Supplement 3/72, p. 8. 

4. Official Journal, C 62, 22 June 1971. 
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representatives of the member states passed the resolution 
concerning the gradual achievement of economic and mon
etary union. To speed up the effective free movement of 
goods and the interlinking of the economies of the member 
countries, the resolution allows the Council, during an ini
tial stage of three years beginning January 1, 1971, to make 
a balanced decision on measures concerning the structures 
of excise duties (i.e., the field of application, the basis and 
methods of levying the excise duties, especially those af
fecting trade, etc.). 

An important step towards the harmonisation of excise 
duties in the Common Market was taken with the Com
mission proposals submitted to the Council of Ministers 
on March 7, 1972.1 In these proposals the Commission sug
gests tha t only five of the existing excise taxes in the 
various member countries should be maintained and har
monised at Community level. These taxes are: the tax on 
mineral oils, the tax on manufactured tobacco, the tax on 
alcohol, the tax on beer and the tax on wines. As for the 
other excise duties, it is proposed tha t they should be grad
ually abolished unless they do not give rise to compen
sations and border controls in trade between member states, 
and providing they affect one defined product or a group 
of defined products. 

The choice of the excise duties to be maintained and 
harmonised at Community level has been made after consid
eration of the revenues raised through each excise tax in 
the various member countries as well as on the basis of the 
standard economic and social criteria commonly used for 
the imposition of excise levies on certain products. On the 
basis of the above criteria, it has been deemed necessary tha t 

1. «Proposals for Harmonising Consumer Taxes other than 
VAT,» op. cit. 
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excise taxes on mineral oils and manufactured tobacco should 
be retained and harmonised at all costs. Both duties are 
levied in all member countries and bring in a substantial 
amount of revenue. They also comply with standard crite
ria of levying excise taxes, the first being a benefit tax and 
the second, a sumptuary tax. The excise tax on alcohol is 
also considered necessary both for revenue purposes and for 
social reasons. As for the taxes on wines and beer, the main 
reason for their maintenance appears to be the greater flex
ibility that the existence of a larger number of excise taxes 
assures the fiscal system of a country. Thus, it is argued 
that excise taxes can be manipulated more easily than VAT, 
should there be a need for new tax revenue. Such taxes 
can also be adapted far more easily to the different economic 
or social needs. Besides, excise taxes on beer and wines do 
comply with social policies, contrary to what happens with 
the excises on sugar, coffee, tea, nonalcoholic refreshing bev
erages, etc., which, for this reason, are deemed to require 
abolishment. 

The new Commission proposals contain individual pro
posed Directives for the harmonisation of excise taxes on 
alcohol, wine, beer and mixed beverages. These proposed 
Directives concern mainly the harmonisation of the struc
tures of these taxes—i.e., the taxable products, the basis of 
taxation, the character of the excise duty (specific or ad 
valorem), exemptions, arrangements regarding imported or 
exported goods, levying methods, methods of payment, etc. 
The harmonisation of rates is postponed until later for the 
following reasons: (i) The harmonisation of rates must be 
preceded by a detailed examination of the budgetary, eco
nomic and social repercussions of the alignment of excise 
duty rates, (ii) Before the rates of certain excise duties can 
be fixed, some basic decisions concerning other policies must 
be taken. Thus, the harmonisation of the rates of the ex-
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eise duty levied on mineral oils, for example, should proceed 
in the light of choices made under the energy and transport 
policies, (iii) The harmonisation of rates cannot be decid
ed unless complete harmonisation of the structures is 
achieved first, since the harmonisation of the structures 
itself will influence the level of rates. Besides, the complete 
harmonisation of the rates of excise duties must be made in 
the light of the harmonisation of the VAT systems and the 
resulting needs for revenues in the various member states. 
Only the rates of the excise duties imposed on liquid hy
drocarbons used as fuels have been provisionally harmo
nised. 

The aforementioned Directives contain a number of com
mon general principles concerning the harmonisation of excise 
taxes. The methods of applying these common principles re
main the responsibility of the different member states. 
When these Directives are being applied, however, it may 
be necessary to harmonise some of these implementing meas
ures in order to create neutral conditions of competition 
between the member states and to facilitate the free move
ment of goods. As these implementing measures may have 
to be drawn up urgently, the Commission proposals con
tain a proposed Directive for the creation of a special Com
mittee called the Committee on Excise Duties, which will 
deal with these implementing measures so that a quick 
decision could be taken. 
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CHAPTER 2 

SOME BACKGROUND KNOWLEDGE 
ABOUT THE VALUE-ADDED TAX 

1. Definition and Forms of VAT 

In theory, value-added tax is any tax which is col
lected in installments on the basis of the value which is added 
to a product by a firm at the various stages of production 
and distribution.1 The VAT can, therefore, be an income tax 
or a product tax; it can be a general sales tax or a consump
tion tax; it can be levied on the value-added by all, or 
by only one factor of production (e.g., labour, etc.). The VAT 
can be a general or a partial tax in the following ways: 
(i) according to whether the tax is levied at all stages of 
production and distribution or is restricted to only one or 
a number of stages in the production-distribution chain; 
(ii) according to whether the tax covers all or only a number 
of products; and (iii) according to whether the tax covers 
the value-added by all or only some factors of production. 

1. For the historical development and an analysis of the VAT, 
see Clara K. Sullivan, The Tax on Value-Added, Columbia University 
Press, New York, 1965. See also R.W. Lindholm, «The Value-Added 
Tax: A Short Review of the Literature,» Journal of Economic Lit
erature, December 1970 8(4), pp. 1178-1189, and P. Studenski, «Towards 
a Theory of Business Taxation,» Journal of Political Economy, Octo
ber 1940, pp. 621-654. 
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A truly general VAT, therefore, should be levied at all stages 
OÎ production and distribution, should include all goods 
and services, and should also tax the value-added by all 
factors of production. 

Four types of value-added tax are usually distinctly 
treated:1 (i) The consumption-type value-added tax taxes 
only the value-added to consumer goods and leaves out the 
value-added to capital goods. This type of value-added tax 
is equivalent to a retail sales tax confined to consumers' ex
penditure.2 (ii) The income-type value-added tax covers 
the value-added to both consumer and capital goods, after 
deduction of capital depreciation, so that only the net 
value-added is subjected to the tax. This type of VAT is 
equivalent to a flat rate income tax since the base of 
such a tax is total value-added net of depreciation, (iii) The 
product-type value-added tax is levied on the value-added 
to both consumer and capital goods, without allowance for 
capital depreciation. Capital depreciation is therefore treat
ed as value-added and is taxed under this form of VAT. 
This type of value-added tax is equivalent to a general 
sales tax levied on all products at the retail stage, (iv) The 
wages-type value-added tax is levied on the value-added 
by labour only (i.e., on the wage bill of the firm). 

In practice, the first type of VAT is usually employed 

1. See Carl S. Shoup, Public Finance, Widenfeld and Nicholson, 
London, 1969. See also his «Consumption Tax, Wages Tax and Value-
Added Tax, Consumption Type,» National Tax Journal, June 1968, 
pp. 153-161. 

2. See Carl S. Shoup, «Theory and Background of Value-Added 
Tax,» Proceedings of 48th National Tax Conference, 1955, Sacramento, 
California: National Tax Association, 1956. See also William H. 
Oakland, «The Theory of the Value-Added Tax: I-A Comparison 
of Tax Bases,» National Tax Journal, June 1967, and Carl S. Shoup, 
«Consumption Tax, Wages Tax . . .,» op. cit. 
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today. Indeed, all EEC countries as well as some other non-
EEC countries which have introduced the VAT make use 
of this type of VAT. In the following, unless otherwise spec
ified, we shall refer to the consumption-typ e VAT. 

2. Methods of Computation of Tax Liability 

The VAT can be computed in various ways, but the 
result is not always the same.1 Two alternative methods can 
be used for the calculation of the VAT: (a) the direct method 
and (b) the indirect method. 

2.1. The Direct Method of Calculation 

Under the direct method, which is also sometimes called 
the accounts method, the firm's value-added is computed 
first and the tax rate is then applied thereto, giving the tax 
liability of the firm. On the basis of whether value-added 
is computed by addition of its various components (e.g., 
wages, profits, etc.) or by subtraction from the firm's sales 
of its purchases, two varieties of the direct method are dis
tinguished: the direct additive and the direct subtractive 
methods. To illustrate this, suppose a firm's purchases amount 
to C, while its sales amount to R. Suppose also that, in the 
course of its business, it pays out for wages and salaries an 
amount equal to W, for interest an amount equal to I, 
while the residual, amounting to P, is the profit to the en
trepreneur. The value-added of the firm can be computed 
either by formula V = (W+I+P) or by formula V = (R—C). 

1. See Clara K. Sullivan, The Tax on Value-Added, op. cit., pp. 
6-11. See also Alan Tait, Value-Added Tax, McGraw-Hill, London, 
1972, pp. 62-67, and W. Missorten, «Some Problems in Implementing 
a Tax on Value-Added,» National Tax Journal, December 1968. 

40 



The VAT can therefore be calculated either by formula 
T = t ( W + I + P ) or by formula T = t(R—C), where t is the 
VAT rate and Τ is the firm's tax bill. 

2.2. The Indirect Method of Calculation 

Under the indirect method, on the other hand, the firm's 
value-added is never known, but its tax liability is calcu
lated indirectly. Again two varieties are available: the indi
rect additive method, where the total tax liability is calcu
lated as the sum of the tax liabilities for each component 
of value-added, and the indirect subtractive method, where 
the firm's liability is computed by applying the tax rate 
to total sales and subtracting the tax paid on purchases. 
In terms of the above example, the tax liability under the 
first variant of the indirect method would be given by 
T = t W + t I + t P , while under the second variant of the in
direct method it would be given by T = t R — tC. 

The indirect subtractive method, known as the tax cred
it method, is widely regarded as the best and is used by 
all European countries which have adopted the value-added 
tax. The main reason why the EEC seems to have adopted 
this method is that it emphasizes the tax content of the sale 
and ties the tax to sales, thereby making it clear that the 
tax is an indirect tax destined to be passed on to the con
sumer.1 The method itself has, however, a number of advan
tages:2 

a. It is simple, both for tax authorities to audit and for 
business firms to operate. Indeed, all the firm has to do 

1. See Alan Tait, Value-Added Tax, op. cit., p. 11. 
2. See John F. Due, Indirect Taxation in Developing Economies^ 

The Role and Structure of Customs Duties, Excise and Sales Taxes, 
Baltimore and London, The John Hopkins Press, 1970. See also Alan 
Tait, Value-Added Tax, op. cit., pp. 9-11. 
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is to estimate the tax which is due on its sales and then 
subtract the tax which has already been paid on its pur
chases. In this way, all problems connected with the direct 
computation of the firm's value-added are avoided. 

b. The tax credit method provides a cross-check among 
firms and makes possible the reduction of tax evasion. 
Indeed, since the tax which is paid by the seller appears as 
a deduction in the books of the buyer, the tax credit method 
provides an automatic mechanism for controlling tax eva
sion. This advantage can be of great importance in the case 
of a developing country where extensive tax evasion takes 
place. 

c. The tax credit method makes possible the assessment 
and payment of the VAT in time intervals smaller than a 
year (e.g., every two months or monthly). On the contrary, 
any of the additive methods would turn the VAT into an 
annual tax, at least for the part of VAT that falls on profits, 
since firms know their profits only at the end of the year. 

d. The tax credit method allows for the use of different 
Tates at the various stages of production and distribution 
as well as for the granting of exemptions, while, at the same 
time, it makes possible the equalisation of the burden be
tween the various products at the final stage in the produc
tion-distribution chain. Indeed, with the tax credit method 
in use, products are effectively taxed at the rate which is 
in force at the final stage to which the VAT extends. This 
is known as the catching-up effect of the tax credit method.1 

The following example illustrates this particular feature of 
the tax credit method. In the example, there are four stages 

1. For a detailed discussion of the catching-up effect of the 
tax credit method see Alan Tait, Value-Added Tax, op. cit., pp. 62-67. 
See also W. Missorten, «Some Problems in Implementing a Tax on 
Value-Added,» op. cit. 
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in the production-distribution chain. In the first stage, the 
selling price of the product, which is also the value-added 
at this stage, amounts to 100 Dr. In the second stage, 
the value-added amounts to 50 Dr., thereby making for 
a sale price equal to 150 Dr., etc. (see Table 2.1). Suppose 
now that the VAT is levied at different rates, as indi
cated in Table 2.1 below, with the second stage being 
exempt. The amount of VAT to be paid by the firm at the 

TABLE 2.1 

The Gatching-up Effect of the Tax Credit Method 

Stage I Stage II Stage III Stage IV 

Selling price in Dr. 
Value-added in Dr. 
Tax rate 
Yield of VAT in Dr. 

100 
100 
10% 
10 

150 
50 
— 
— 

200 
50 
15% 
20 

300 
100 

12% 
6 

first stage is 10 Dr. (100x0.10); the amount of VAT to be 
paid at the second stage is nil; tha t at the third stage is 20 
Dr. (200x0.15-10); while the amount of VAT to be paid 
a t the final stage is 6 Dr. (300 X 0.12-20-10). The total amount 
of VAT is 36 Dr. (10+20+6) , which equals the selling price at 
the final stage times the tax applying at this stage (300 X 
0.12). Therefore, if the government — for political, psycho
logical, administrative or other reasons—wishes to exempt or 
tax some activities at different rates but avoid the possible 
misallocating effects of this differentiation, the tax credit 
method would achieve this, provided this differentiation takes 
place at any stage before the final one.1 This advantage can 

1. It is pointed out here that exemptions can, as explained 
below, create problems as regards the efficiency of the tax credit 
method, but certain devices can be used to avoid them. An example 
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be of particular importance for a developing country where 
the need for such differentiation may be greater than in 
the developed countries. 

This feature of the tax credit method is also of partic
ular importance in a customs union using the destination 
principle, because it allows for the equalisation of the tax 
burden between domestic production and imports and makes, 
the VAT neutral in international transactions. Finally, the 
tax credit method appears to make possible a change in 
the jurisdictional principle of taxation with tax differentials 
between countries, without these differentials inhibiting com
petition. Thus, when this method is in operation, final prod
ucts bear the tax rates which are levied at the final stage 
of the production-distribution chain. As a result, imports 
and domestic production would be treated alike in every 
country of the union.1 

On the other hand, the tax credit method is said to 
have a number of drawbacks.2 The most important draw
back, which is a drawback of both subtraction methods, 
is perhaps tha t it is more inflationary than any of the ad
ditive methods. Indeed, it is argued tha t if the VAT is com
puted through the direct method, businessmen may look a t 
the tax as a direct tax and not pass it forward fully, thereby 

is the special device proposed by the Commission for the taxation of 
agriculture in the Common Market, which is discussed in Chapter 3 
below. 

1. Rate differentiation between countries would, of course, en
tail inter-country redistributional effects insofar as the governments 
of the low-tax member countries would have to give high rebates for 
taxes paid to the governments of the high-tax member countries. 
However, this might not be so bad: inter-country income redistribu
tion would most probably take place even in the case where tax rates 
are equal, since the intra-EEC balance of trade is not in bilateral 
equilibrium. 

2. Especially Alan Tait, Value-Added Tax, op. cit., pp. 9-11. 
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increasing prices by less than they would otherwise have 
done. A second drawback of the tax credit method, which 
again is shared by the direct subtractive method, is that 
it does not identify the components of the value-added tax 
and, consequently, one does not know what is taxed by the 
VAT. These are not, however, important drawbacks if one 
recalls that the VAT is intended to be an indirect tax and 
should be passed over to consumers. A method that facil
itates the forward shifting should, therefore, be considered 
advantageous rather than disadvantageous. Besides, if the 
tax is intended to fall completely on consumers — and with 
the EEC value-added tax system this may, in fact, be the 
case — then it does not appear to be quite necessary for one 
to know where the tax impact falls. 

3. Arguments for the VAT 

A number of arguments have recently been set forth 
in support of the VAT which, however, differ between Eu
rope and the United States. In Europe emphasis has been 
given to the economic neutrality of the tax, both in the 
domestic market and especially in international transactions.1 

In the United States the VAT has been seen as a device to 
improve the country's balance of payments.2 We shall briefly 

1. «The Neumark Report», op. cit. See also «The Richardson Re
port» ; [H.M.S.O., Value-Added Tax, National Economic Develop
ment Office, London, 1969, and Clara K. Sullivan, «Indirect Taxation 
and Goals of the European Economic Community,» in Carl S. Shoup, 
Fiscal Harmonisation in Common Markets, op. cit. 

2 . Especially R.A. Musgrave and P. Richman, «Allocation As
pects, Domestic and International,» in The Rôle of Direct and Indi
rect Taxes in the Federal Revenue System, Princeton University Press, 
1964. See also W. Salant, «The Balance-of-Payments Deficit and the 
Tax Structure,» The Review of Economics and Statistics, May 1964. 
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discuss these arguments as well as certain other aspects of 
the VAT that are usually stressed in the literature in sup
port of this tax. 

a. Economic neutrality of the VAT: The most cele
brated argument for the adoption of the VAT in Europe is 
its economic neutrality both in the domestic market and in 
international transactions. In the domestic market the VAT 
is neutral in a very limited sense (i.e., it does not interfere 
with the inter-firm organisation of production, the degree 
of integration and the location of particular functions in the 
production-distribution chain).1 Indeed, since the tax is lev
ied only on the value-added by each firm and not on ita 
total turnover, the total tax burden levied on a product 
is independent of the number of stages through which the 
product passes, which was not the case with the European 
cascade turnover taxes. As a result, the VAT does not lead 
to vertical integration of firms for the sole purpose of tax 
avoidance. Nor is there any reason for firms to change the 
location of particular functions along the line of production 
and distribution, providing all stages, including the retail 
stage, are brought within the scope of the tax. On the con
trary, if the VAT does not cover the retail stage, it encour
ages firms to push activities into this stage and, consequent
ly, has the same distorting effects as a wholesale tax. 

The aforementioned neutrality of the VAT is an advan
tage of the value-added principle on which the tax is based 
and is a characteristic of all types of VAT. However, this 
neutrality is not a characteristic of the VAT only; other taxes 
are, like a general VAT, completely neutral. A general retail 

1. If the VAT rate is uniform, the tax is also neutral as far as-
the consumption mix is concerned. This neutrality, however, is not 
due to the value-added tax principle, but to the uniformity of the 
tax rate. 
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tax is, for example, completely neutral in the above sense. Be
sides, other forms of commodity taxes —a wholesale tax, 
for example — can be fairly neutral in the sense that their 
distorting effects are not so large as to make the VAT an 
advantageous tax in this respect. The importance of the 
argument does, therefore, very much depend upon the par
ticular tax with which the VAT is compared. 

In no other sense is the VAT neutral.1 Indeed, the tax 
is not neutral in the sense of being free of any excess burden. 
Thus, the consumption-type VAT is not neutral but discrim
inates against consumption and favours saving, or consump
tion and work. Besides, if the tax is not levied at a flat 
rate on all consumer goods, it distorts consumer choice and 
is also nonneutral between consumption goods. The income-
type and the product-type VAT are also nonneutral since 
they both discriminate against working. The income-type 
VAT is also nonneutral insofar as it discriminates between 
capital intensive and labour intensive products. Indeed, since 
capital depreciation is not taxed, while labour is, the income-
type VAT discriminates against labour intensive products. 
Finally, the wages-type VAT is nonneutral between dif
ferent factors of production, which distorts relative factor 
prices and inhibits maximisation of production. 

Coming now to the neutrality of the tax in interna
tional transactions, it is argued that since the tax treats 
domestic production and imports alike, it does not result in 
inter-source substitution of supply, from the import side, and 
is, therefore, free of any inter-country misallocation of re
sources. Besides, since the tax is fully rebated on exports, it is 

1. It should be noted here that the neutrality of a tax per se is 
not always considered to be an argument for a tax, but against it. 
For in the light of present tax policy, a neutral tax, in any sense, 
cannot be used as an instrument of economic policy. 
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also neutral on the export side—because exports do not bear 
any tax in the exporting country—and, therefore, the total 
tax burden borne by them is the tax levied by the import
ing country. This burden is identical to the total burden 
levied on the domestic production in the foreign country, 
if the VAT is also in force in the importing country. As a 
result, the VAT is also neutral on the export side (i.e., it 
does not cause substitution of a country's exports for domes
tic production abroad or vice versa). 

Now the following points should be made clear: First, 
the neutrality of the VAT in international transactions is 
not a characteristic of the tax that stems from the value-
added principle employed by the tax. As a result, it is not 
held by all types of VAT systems, and it is not present under 
all methods of computation of the tax. The neutrality of 
the tax is present only in those cases where the VAT treats 
imports and domestic production alike and frees exports 
completely of any tax imposed by the exporting coun
try. This advantage is present, however, only with respect 
to certain types of VAT and only if certain methods are 
applied for the computation of the VAT. Indeed, the argu
ment is correct if the consumption-type VAT is applied 
because, in this case, equalisation of the burden levied on 
domestic production and imports as well as full compen
sation of exports are possible. On the contrary, if the income-
type or the product-type VAT are applied, equalisation of 
the burden levied on domestic production and imports may 
be impossible. This is so because if the tax also falls on invest
ment goods and part of the tax is later shifted on to final con
sumer goods through capital depreciation, imports of consum
er goods may bear a different amount of indirect taxes than 
domestic production does. For imports of consumer goods 
in a country bear only the tax burden levied on consumer 
goods in the importing country, while domestic production 
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of these same goods also bears an indirect tax compo
nent through capital depreciation.1 Similarly, under the 
income-type or the product-type VAT, exports bear an in
direct VAT component which might be difficult to estimate 
and rebate. The wages-type VAT also appears to be non-
neutral since it cannot be easily adapted so as to treat im
ports and domestic production in a country or exports and 
domestic production abroad truly alike. 

Besides, the neutrality of the VAT in international trans
actions very much depends on the method tha t is applied 
for its computation. Indeed, it is only the tax credit method 
coupled with the requirement that the VAT component of 
sales appear separately on the invoice that facilitates equal
isation of the tax burden levied on imports with that levied 
on domestic production as well as full compensation of 
exports. If other methods are applied, neither equalisation 
of the burden levied on imports with that levied on domestic 
production nor full compensation of exports may be pos
sible; and, consequently, the VAT may not be as neutral 
in international transactions as it is claimed to be. 

A second point that should also be borne in mind when 
one appraises this argument for the VAT is that neutrality 
in international transactions is not a characteristic of the 
VAT only, but of many other taxes as well. The only require
ment is that the tax treat domestic production and im
ports alike and be fully rebated on exports, and such a 
feature can be present with many other commodity taxes. 

1. The argument here goes under the assumption that imports 
into the country are completely free of any tax levied in the exporting 
country. Otherwise, the over-charge of domestic production by the 
income-type or the product-type VAT may simply outweigh any 
hidden tax levied in the exporting country and not fully rebated on 
exportation. 
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A retail sales tax can, for example, possess these advantages. 
A wholesale tax which is confined to consumer goods only 
can also be completely neutral in international transactions» 
This argument might, however, carry more weight when the 
VAT is compared with the cascade-type turnover taxes which 
were in force in Western Europe before the introduction 
of the VAT. Those systems could not be made neutral from 
either the import or the export side of a country's trade ac
count. They did not permit equalisation of the burden lev
ied on domestic production and imports, nor could they be 
fully rebated on exports. Stamp duties cause such problems-
in Greece. Indeed, as we shall see below, stamp duties cannot 
always be fully rebated on exports; besides, the burden lev
ied by stamp duties on imports cannot be equalised with 
that levied on domestic production. 

A somewhat different point that should also be borne 
in mind when one appraises this inter-country neutrality of 
the VAT is whether such neutrality is desirable or not. 
It is usual, in theoretical analysis, to examine the neutrality 
of a tax in a situation where no other distortions are present. 
In actual practice, however, other distortions do exist. As a 
result, some degree of over- or under-compensation of exports 
might be desirable on static-allocative-efficiency grounds. 
This might be so when such an over- or under-compensa
tion of exports cancels the misallocating effect of another 
tax. Thus, suppose corporate income taxes are levied at 
different rates in various countries. Suppose also that this 
tax is shifted on to product prices to some extent. Since 
GATT rules do not permit rebates of direct taxes, an under
compensation of exports in the country with the low cor
porate income tax rate, or an over-compensation of exports 
in the country with the high corporate income tax rate,. 
appears desirable on static-allocative-efficiency terms. Sim
ilarly, differentiation in the tax burden levied by indirect 
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taxes between imports and domestic production in a coun
t ry may also be necessary if this differentiation cancels out 
the misalloeating effect of another distortion. Again, in a 
situation where corporate income tax rates differ between 
countries, discrimination of indirect taxes against imports 
appears desirable on static-allocative-efficiency grounds in 
the high corporate income tax country, while the opposite 
is the case for the country with the low corporate income 
tax. 

b. The VAT as a means of easing a country's balance-
of-payments problems: An equally important argument for 
the adoption of the VAT, which appears to be held mainly 
in the U.S., is tha t the VAT can ease a country's balance-
of-payments problems.1 I t is argued tha t since the VAT 
is rebated on exports while direct taxes (e.g., the corpo
ration income tax) are not rebated, introduction of the 
VAT in place of these taxes will lead to a reduction of ex
port prices abroad and will increase exports, thereby im
proving the country's balance of trade from the export 
side.2 Besides, since the VAT treats domestic production and 
imports alike, while the corporation income tax falls only 
on domestic production and leaves imports untaxed, the 
introduction of the VAT would result in an increase in the 
price of imports relative to the price of domestic production 
and would reduce imports, thereby improving the balance 
of trade from the import side as well. 

1. W. Salant, «The Balance-of-Payments Deficit . . .,» op. cit. 
See also R. Aliber and H. Stain, «The Price of U.S. Exports and the 
Mix of U.S. Direct and Indirect Taxes,» American Economic Review, 
September 1964, pp. 703-710, and M. Weinrobe, «Corporate Taxes and 
the United States Balance of Trade,» National Tax Journal, March 
1971, pp. 70-86. 

2. Providing both taxes are, at least partly, shifted forward to 
consumers. 
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This argument appears to be illusory and needs some 
elaboration.1 It is not true that the VAT itself can improve 
a country's balance of payments. It has already been said 
that the VAT is, under certain assumptions, neutral with 
respect to international transactions. Therefore, the tax it
self cannot improve the country's balance of payments by 
bringing about direct inter-source substitution of supply (i.e., 
substitution of domestic production for imports within the 
country or substitution of the country's exports for domes
tic production abroad). Further, if the tax is truly general 
and its income effects on trade are neutralised (e.g., by having 
the government spend the proceeds of the tax on domestic 
production and imports in the same way as the individuals 
would have done had the proceeds not been raised through 
the VAT), then the tax is truly neutral with respect to 
international trade, and no balance-of-payments benefit can 
be expected to result from the introduction of the VAT. 

The only balance-of-payments effects that one can 
expect from the VAT are the possible favourable or some
times detrimental effects that follow the abolition of the ex
isting taxes in substitution for which the VAT is introduced.2 

The argument that a VAT can improve a country's balance 
of payments should therefore be interpreted as follows: The 
VAT is a tax which can raise an amount of revenue or 
achieve other possible policy objectives without interfering 
with the balance of payments. Its neutrality is therefore 
an advantage not held by other pre-existing taxes which 
raise the same revenue or achieve the same policy objectives 

1. See also M. Krauss and P. O'Brien, «Some International 
Implications of Value-Added Taxation,» National Tax Journal, De
cember 1970, pp. 435-440. 

2. Theodore Georgakopoulos, «Value-Added Tax,» in D. G. M. 
Dosser et al. (ed.), British Taxation and the Common Market, op. cit. 
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but harm the country's balance of payments. The VAT 
therefore may, and in fact does, improve a country's bal
ance of payments only because it makes possible the aboli
tion of taxes which caused detrimental balance-of-payments 
effects. The balance-of-payments benefit is something that 
follows not the introduction of the VAT, but the aboli
tion of the pre-existing tax; and, consequently, its size de
pends upon the size of the detrimental effects of the pre
existing tax, which clearly varies between taxes. Thus, if 
the VAT is proposed as a substitute for the corporate income 
tax, it will cause beneficial balance-of-payments effects from 
the trade account, the capital account or both.1 The same 
will hold true for the VAT as a substitute for a tax on 
labour (e.g., the special wages tax levied in Greece) be
cause this tax does not treat imports and domestic produc
tion alike and is not fully rebated on exports.2 On the 
contrary, substitution of the VAT for a retail sales tax or 
a wholesale tax is not going to affect the balance of pay
ments materially. However, even in the case where a 
fully rebated VAT substitutes for a non-rebated tax, the 

1. R. A. Musgrave and P. Richman, «Allocation Aspects, Do
mestic and International,» op. cit., pp. 115-119. See also R. A. Mus
grave, «Economic Effects of Excise Land Sales Taxation,» in Excise 
Tax Compendium, Committee on Ways and Means, Congress of U.S., 
Washington D.C., 1964, pp. 20-22. 

2 . In the case where the VAT substitutes for a tax on only-
one factor of production —e.g., a wages tax or a profits tax (like the 
corporation income tax)— the balance of payments can also be affected 
because the elimination of this tax will allow production optimisa
tion, which will affect the balance of trade. Indeed, it has been shown 
that if the VAT substitutes for the corporation income tax, the bal
ance of payments can, under certain assumptions, improve due to 
the elimination of this nonneutral tax. See George E. Drakos, Fiscal 
Policy and the Balance of Payments, Ph. D. thesis, University of 
Rochester, 1972, Ch. 2. 
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balance-of-payments effect can be either beneficial or detri
mental, depending on the size of the price elasticity and of 
the import components of exports. Indeed, as we have shown 
elsewhere, under the present import components of exports 
of the various countries, a price elasticity of exports higher 
than 1.25 might be necessary in order that the balance of 
payments improve as a result of export rebating.1 Any im
portant effects on the balance of payments resulting from 
the VAT substitution should therefore be expected to come 
from the import side. 

On the other hand, the VAT can very well have detri
mental balance-of-payments effects, especially when it sub
stitutes for another consumption tax with a rate structure 
which strikes more the commodities with a high import con
tent and less the commodities with a low import content 
than the rate structure of the VAT does. The VAT also 
has detrimental balance-of-payments effects when it substi
tutes for a tax under the régime of which exports were 
over-compensated. 

Finally, it should be noted that any balance-of-payments 
benefit, or possibly loss, following the substitution of a neu
tral VAT for another nonneutral tax will, perhaps, be of a 
short-run nature. Indeed, in the longer run such effects will 
perhaps be wiped out by compensatory exchange rate, or 
price and wage, changes.2 As a result, one should not expect 
very much for the balance of payments through any possible 
substitution of the VAT for another pre-existing tax. 

c. Other possible merits of the VA Τ : Another important 

1. Theodore Georgakopoulos, «Tax Rebating of Exports and 
the Balance of Payments,» European Economic Review, 5 (1974). 

2. M. Krauss and P. O'Brien, «Some International Implications 
of Value-Added Taxation,» op. cit. See also Theodore Georgakopou
los, «Tax Rebating of Exports . . .,» op. cit. 
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advantage which is usually claimed for the VAT is that 
•evasion is substantially reduced under this tax.1 If it is 
so, this advantage is of considerable importance especially 
for developing countries where tax morale is low. Various 
reasons can be put forth why tax evasion could be lower 
under the VAT than under another indirect tax. The most 
important of these is the built-in cross-check feature of the 
tax credit method which has been analysed above. Thus, 
the tax which is paid by the selling firm is reported by the 
buying firm as a credit against its tax liability. The buyer 
has no benefit in buying from the seller tax free because, in 
this case, he will have no tax to credit against his tax liabili
ty; consequently, he will have to pay a higher amount of tax. 
This is clearly an advantage of the method which is applied 
for the computation of the VAT and not of the value-added 
principle itself. Another reason why tax evasion might be 
less under the VAT, irrespective of the method employed, is 
perhaps the comparatively smaller amount of tax that a firm 
might gain by evading under the VAT than by evading under 
certain other «equivalent» expenditure taxes which are lev
ied at a smaller number of stages and, consequently, at 
a higher rate. Indeed, under the VAT each firm pays tax 
only on the value that it itself has added to the product, 
while under any turnover tax the firm pays tax on its total 
turnover. As a result, the total tax bill which a particular 
firm has to pay in the former case will probably be much 
less than that in the second case, under the assumption of 
equal over-all yielding of the two taxes. 

On the contrary, certain other characteristics of the VAT 
call for a higher evasion than that under any turnover tax. 

1. For evidence concerning the effectiveness of VAT in checking 
•evasion see G.S.A. Wheatcroft (ed.), Value-Added Tax in the Enlarged 
Common Market, op. cit., pp. 18-19, 31-32, 49-50, 78-80, and 99-100. 
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The large number of firms that are usually brought under 
the VAT, for example, makes it difficult for the authorities 
to check evasion under the VAT, especially when one takes 
into account the fact that many of these firms do not keep 
books properly. 

From what evidence there exists, it does not appear 
that the VAT has indeed reduced evasion to a large extent 
in Europe.1 However, with such a short life for the tax, it 
might not be proper to judge its efficiency in checking 
evasion at this time. 

4. Problems and Limitations 

Although in theory the VAT appears to be quite satis
factory and has a number of advantages over other pos
sible forms of taxation, in practice the tax has a number 
of limitations.2 Some of them are again due to the nature of 
the tax, while others are the result of the particular method 
employed, the coverage of the tax, etc. Most of these prob
lems and limitations are, in fact, the result of an attempt 
to make the tax more general so that it functions satisfac
torily. 

The main drawback of the tax is its great complexity. 
This limitation is due partly to the nature of the tax itself 
and partly to the broadness of the tax base, which is deemed 
necessary if the tax is going to have most of its claimed 
merits. Indeed, the concept of the tax is more difficult to 
understand than that of other forms of sales taxes. However, 

1. G.S.A. Wheatcroft (ed.), Value-Added Tax in the Enlarged 
Common Market, op. cit. 

2. G.S.A. Wheatcroft, «Some Administrative Problems of VAT,» 
British Tax Review, September /October 1963. See also J. S. Bradley, 
«The Tax on Value-Added,» Accountancy, 1969. 
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with the tax credit method which is employed by all Euro
pean countries that have introduced the tax and with the 
tendency to keep the number of tax rates and exemptions 
as low as possible, this difficulty tends to lose in importance. 
The administration of the VAT, however, creates serious 
problems for both the tax authorities and the economy as a 
whole. There are two main reasons for this: (i) the broad
ness of the tax, which calls for a much larger number of 
registered firms with which 'authorities have to deal, and 
(ii) the bringing into the scope of the tax of smaller firms 
whose bookkeeping is not very advanced. In Britain, for 
example, the number of firms that fall under the VAT sys
tem and have to fill returns is estimated to amount to about 
2 million, compared to only 65 thousand firms that were 
taxed under the Purchase Tax.1 Administrative problems are 
greater the larger the number of rates used. Indeed, when 
only one rate is employed, the computation of the VAT is 
easy; the tax liability is obtained by multiplying total sales 
times the single rate employed and subtracting VAT al
ready paid on purchases. On the contrary, when more than 
one rate is employed, the computation becomes more dif
ficult. 

The VAT also meets with serious problems when exemp
tions are recognised. A firm is said to be exempted from the 
VAT when it does not pay tax for the value that it itself 
adds to the product. In this case the firm is not registered 
and does not have to fill a return. This means, however, that 
the firm cannot claim the tax already paid on purchases. 
As a result, the product incorporates all the tax that pre
vious firms in the chain have paid. For this reason, exemptions 
sometimes create serious problems and deprive the tax of 
some of its merits and especially of its alleged neutrality. 

1. Alan Tait, Value-Added Tax, op. cit., p. 124. 
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This happens when exemptions are granted at an inter
mediate stage.1 In this case exemptions can discriminate 
against the exempt trader and lead to some cascading; for 
no one would like to buy from an exempted seller, because 
he cannot credit the tax already paid in previous stages. 
The exemption «breaks the chain,» and the tax already paid 
cannot be reclaimed. As a result, the VAT cascades, exactly 
like the cummulative turnover tax. Besides, the tax already 
paid on purchases may not be passed over to the consumer 
but has to be borne by the exempt trader. Exemptions do 
not however create such problems when granted at the ini
tial or the final stage in the production-distribution chain. 
Indeed, if the exemption is granted at the initial stage, 
where no VAT has previously been paid, the exemption 
does not create any problem since the value-added by the 
exempted firm will be taxed at a later stage. The buyer of 
the exempt product will have paid no tax on his purchases 
and will therefore have nothing to credit against his tax 
liability. As a result, exemptions granted at the initial stage 
have no impact either on the revenues raised through the 
VAT or on the functioning of the tax. Such exemptions 
only reduce the number of firms registered and ease admin
istration. On the other hand, if the exemption is granted 
at the final stage, the product bears all the tax which has 
been paid at previous stages while the value which is added 
at the final stage remains untaxed. Such exemptions there
fore have an impact on both revenue and the neutrality 
of the VAT. Indeed, when the retail stage is exempt, firms 
will have an incentive to push activities into that stage 
and, therefore, vertical neutrality will no longer be achieved, 

The VAT also meets with serious Droblems when applied 

1. Carl S. Shoup, The Value-Added Tax, Lecture Series, Genter 

of Planning and Economic Research, Athens, 1973. 
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to certain branches of economic activity. Agriculture and 
small traders are two sectors where the tax meets with such 
problems. This is due to the fact that the people engaged 
in agriculture and the small traders keep no books or the 
books they keep are not satisfactory. As a result, the compu
tation of the tax liability becomes difficult. Exemption of 
these activities, however, can create the problems previously 
discussed. Finally, the VAT meets with problems when ap
plied to certain services, especially to banking and insur
ance. These problems are further discussed in the section 
below. 

5. The Tax Base 

The base of the VAT is different under the various 
types of VAT. In the case of the consumption-type VAT, 
in which we are interested here, the base of the tax in macro-
economic terms is consumers' expenditure. The base of the 
VAT therefore differs from what one knows as «value-added.» 
In particular, some components of domestic value-added are 
not included in the base of the tax, while other expenditures 
which do not constitute domestic value-added are included 
in the base of the VAT. The main components of domestic 
value-added which are not usually included in the base of 
the tax are: the value-added to capital goods, the value-
added by the government (i.e., government expenditures on 
goods and services), the value-added to exports, the value-
added by small entrepreneurs, the value-added by agri
culture, as well as the value-added by some service sectors 
{e.g., banking, insurance, etc.).1 On the other hand, the main 

1. The value-added by small entrepreneurs, agriculture and the 
services mentioned here can be taxed at a later stage if they are used 
as inputs by firms subject to the VAT, even if they are exempted in 
the first place. 
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type of expenditure which does not constitute part of the 
domestic value-added but is brought within the VAT is 
imports. 

Some of the components of domestic value-added which 
are not included in the taxable base are left out for economic 
or social reasons, while others are not taxed simply because 
their inclusion in the taxable base would create considerable 
administrative difficulties. Two ways of not taxing part of 
value-added have been devised: zero-rating and exemption. 
In the former case, all value-added to a product up to the 
exempt stage is freed of the tax, while in the latter case, 
only the part of value-added at the exempt stage is freed of 
the tax. Indeed, when a product is zero-rated, the tax lia
bility due on sales is zero; consequently, the firms pro
ducing the product can reclaim all VAT that has been in
corporated into the value of the product in previous stages 
and has been paid by the firm on its purchases. In this case, 
therefore, the firm is within the scheme and fills a return. 
On the contrary, if the firm is exempt, it is outside the scheme; 
it does not fill a return and, consequently, cannot claim the 
tax paid on purchases. As a result, exemptions can, as noted 
in the previous section, cause serious problems. In the fol
lowing, we shall discuss the main groups of expenditures 
that are usually zero-rated or exempt as well as those groups 
that cause problems in applying the VAT. 

a. The VAT and capital goods: In order that the VAT 
be a neutral tax in the domestic market and in interna
tional trade, it must exempt capital goods. For if the VAT 
falls on goods used in the production of further goods, the 
tax burden of the final products differs, depending on the 
capital-output ratio of each product. Besides, if capital goods 
are taxed, full rebate of the VAT on exports is not pos
sible, because it is impossible to know the indirect compo
nent of VAT falling on final products through capital de-
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preciation. Nor is it possible, under these conditions, to equal
ise the tax burden of domestically produced goods and of 
imports of the same products, again because of the diffi
culty of knowing the total tax burden falling on domestic 
production. Finally, restriction of the VAT to consumers' 
expenditure only promotes capital formation and growth. 
For these reasons, capital goods are exempted from the VAT 
in all European countries that use this tax. 

One can exempt capital goods in two ways:1 (i) Allow 
credit of the total amount of VAT incorporated into the 
value of capital goods against current liability of the firm, 
(ii) Allow credit of only part of the VAT incorporated into 
the value of capital goods, according to some specified pat
tern of depreciation. The first method is simpler, but it 
sometimes creates considerable problems, especially when the 
firm has purchased a large amount of capital goods during 
a year and, therefore, has a claim on the State far in excess 
of current liability. In this case the State can repay the 
claim in full at once; it can allow the tax credit to be car
ried forward until cancelled by tax liabilities; it can allow 
the tax credit to be carried forward for some maximum time 
and then pay it; or it can repay some amount each period. 
The first method clearly has the advantage of encouraging 
capital formation. 

b. The VAT and government activity: The question of 
whether the government should pay the tax or not appears 
to be somewhat difficult. At first sight, one might argue that 
the government should not pay the VAT because that would 
simply mean a transfer of money from one pocket to the 
other with the further consequence of increasing the work 
for tax authorities. Only nationalised industries or other 
government activities which compete with the private sec-

1. Alan Tait, Value-Added Tax, op. cit., pp. 39-40. 
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tor should pay the tax, so that inter-sector neutrality is 
achieved. However, there are some convincing arguments for 
the government to pay the tax. First, exempting government 
purchases may create more work than would taxing them, as 
firms are required to keep separate records of their sales to the 
government. Second, exemption of government purchases may 
not be desirable on allocative-efficiency grounds, since the 
tax may affect the decisions of different government depart
ments exactly as it affects private individuals. This can be 
more important in the case where more than one rate is 
used. In such a case taxation of government purchases may 
result in reallocation of government expenditure in the same 
way as consumers' expenditure is reallocated by the tax, 
which may be desirable for the central policy-makers. 

c. The VAT and small businesses: The value-added by 
small businesses should, like the value-added by large ones, 
be subjected to the tax.1 However, the subjection of small 
business to the VAT may create considerable administrative 
difficulties because of the large number of such businesses 
as well as the poor records they keep. As a result, the cost 
of collection sometimes may not justify the subjection of 
small businesses to the VAT; consequently, the exemption 
of such firms may be advisable. Such an exemption is, in 
fact, recognised by most countries which have introduced 
the VAT. 

The exemption can be granted on the basis of either total 
turnover or tax liability. The first is clearly simpler because 
it avoids calculating the VAT. The exemption limit however 
creates difficulties. A high limit throws out of the system 

1. This is necessary not only on revenue counts or social consid
erations, but also on economic ones; otherwise, big businesses would 
tend to break up into small ones, to avoid paying the tax, in those 
cases where exemption is not against the exempted firm. 
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a large number of businesses and makes administration eas
ier, but it may mean a considerable loss of revenues. Such 
a limit can clearly be adopted by the developed countries 
of Western Europe, where the total turnover of small busi
nesses is comparatively small, but it can create considerable 
financial difficulties in developing countries, where small 
businesses contribute substantially to total turnover in the 
country. On the contrary, a low limit costs the government 
a small loss of revenues, but administration becomes more 
difficult. 

However, as explained in the previous section, the exemp
tion of small businesses can create problems, especially when 
such firms are located in the intermediate stages in the 
production-distribution chain. Indeed, as explained above, 
the exempt firm is not within the system and therefore may 
not be able to pass the tax over to the buyer, but may have 
to absorb it. The VAT, therefore, can discriminate against 
the exempt trader.1 As a result, it may be to the interest 
of a small firm to be within the system, and it should be-
given an option to enter it if this is preferred. This is, in 
fact, provided for in most VAT laws which are in force in 
the EEC countries. 

d. The VAT and the retail trade stage: A truly general 
VAT, which is designed to be neutral, should cover all stages 
of production and distribution, including the retail t rade 
stage. Otherwise, vertical neutrality is distorted, as firms tend 
to push activities into the retail trade stage to avoid paying 
the tax. However, extension of the VAT to the retail t rade 
stage may create administrative difficulties because of the* 

1. It should be noted that discrimination against small firm& 
may sometimes be desirable since such discrimination can serve as 
an incentive for small firms to increase their size, which is most desir
able in a developing country, where the size of firms is usually smalL 
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large number of firms engaged in that stage. Indeed, in 
France nearly 1.5 million firms are engaged in retail activi
ties, compared to only 227 thousand engaged in activities 
up to the wholesale trade stage.1 This can be even more 
important in a developing country, like Greece, where the 
number of firms engaged in retail activities can be com
paratively larger. Besides, these firms usually have less or
ganised bookkeeping; therefore, their subjection to VAT 
could prove difficult. For these reasons it may prove con
venient for a country to extend the VAT up to and includ
ing the wholesale trade stage, while a new separate tax 
could be levied at the retail trade stage. This was in fact 
provided for by the first two Directives of the EEC for the 
transitional period until the abolition of fiscal barriers, but 
no country of the EEC has made use of this provision.2 

However, such a course may prove considerably helpful in 
the case of a developing country, where inclusion of the 
retail stage into the VAT might cause many more diffi
culties. 

e. The VAT and agriculture: The value-added in agricul
ture should also be brought into the scope of the VAT, exactly 
as is done with the value-added in all other sectors of 
the economy. However, application of the VAT — with the 
usual method — can meet with serious problems, mainly be
cause people engaged in agriculture do not usually keep 
books; consequently, administration will meet with diffi
culties. On the other hand, exemption of agriculture would 
create the problems connected with exemption in interme
diate stages, which we have already discussed (i.e., discrim
ination against this sector). Indeed, if agriculture were ex
empted, people engaged there would be unable to reclaim VAT 

1. Alan Tait, Value-Added Tax, op. cit., p. 35. 
2 . First Directive, Article 2b. 
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paid on their inputs (e.g., on fertilizers, etc.). The buyer of the 
exempt products would therefore have to pay tax on tax, and 
this would clearly discriminate against agricultural products. 
For this reason, the EEC has devised a special system for 
taxing agriculture, which avoids bringing into the system 
people engaged in agriculture, but at the same time taxes 
value-added in that sector.1 This system is discussed in the 
next chapter. 

f. The VAT and the service sector: A general VAT should 
cover not only goods but services as well; otherwise, distor
tions will arise. Some services provided directly to final con
sumers can — for administrative reasons, of course — remain 
outside the coverage of the tax without distortions of compe
tition or serious allocative distortions. Such services are, for 
example, services supplied by doctors, barbers, lawyers, etc. 
On the contrary, services which enter the cost of domestic 
production of goods should be taxed if distortions of com
petition are to be avoided. Services connected with finance, 
however, create difficult problems and are sometimes left 
out of the VAT. Banking and insurance services are two 
examples.2 The problem here arises in the determination of 
the taxable base. Indeed, the value-added by banks or in
surance companies through the indirect subtractive method 
would be difficult to calculate. The question is, What consti
tutes inputs and what, outputs in the case of the banks? If 
money deposits were considered as the inputs and repayments 
as the outputs, then the inputs would have no tax content 
which should be credited against tax liability on output. 

1. Commission of the European Communities, «New Proposals 
on the Harmonisation of VAT,» Bulletin of the European Communities, 
Supplement 11/73, pp. 50-53. 

2. For a further discussion of the problem met with the value-
added tax in taxing banking and insurance, see Alan Tait, Value-
Added Tax, op. cit., pp. 20-23. 
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As a result, total output would be taxed as if this total were 
the value-added, which is not correct. The value-added by 
banks is interest and bank commission. However, taxation 
of interest can create serious problems. Taxation of bank 
interest clearly discriminates against borrowing from the bank 
system or depositing money in banks and in favour of bor
rowing from or lending to private individuals (where appli
cation of the VAT, for the taxation of interest, is admin
istratively difficult). Taxation of bank interest, therefore, 
can create two interest rates: a bank rate and a private rate. 

Problems also arise with the taxation of insurance com
panies through the VAT. Here again the calculation of the 
value-added through the invoice method meets with certain 
difficulties. If all receipts were considered as inputs and repay
ments as outputs, then considerable problems could arise> 
especially with respect to life insurance (where tax would 
be paid on all receipts, while credit of the tax on inputs 
would follow after a long time period, when repayment 
would take place). 

The above problems can be avoided in two ways: (i) As
sess the VAT through the additive rather than the invoice 
method. The value-added in the financial sector can be found 
by the addition of wages, salaries and profits, less deprecia
tion, (ii) Leave the financial services outside the scope of 
the VAT and tax them through a different tax. This, as we 
shall see in the following chapter, has, in fact, been followed 
by some EEC countries. 

Other services, the taxation of which can create prob
lems, are transport, medical services, some forms of enter
tainment, wireless and T.V., etc. 

The problem with taxing transport services arises be
cause such a course discriminates in favour of those using 
private cars, for whom subjection to the VAT is not pos
sible. Thus, although the passenger using public transport 
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would have to pay the VAT when buying the ticket, the 
user of the road through a private car would not have to 
pay such a tax since he does not buy any ticket. The only 
tax he should have to pay is on the road licence which he 
buys, but here the VAT cannot be connected with the value 
of the service because we do not know in advance how much 
use of the road he will make during a year. 

Medical services also create problems and are sometimes 
left out of the tax. The main problem here is the rise in 
prices of such services, which makes it difficult, especially 
for the poor, to make use of a satisfactory amount of such 
services. As a result, inclusion of such services into the VAT 
can create opposition. 

Finally, the taxation of some forms of entertainment (e.g., 
orchestras, theatres, parks, etc.) can create difficulties be
cause these activities are considered as «merit goods» and 
their taxation might not conform to accepted standards. For 
this reason, such services are exempt from the VAT in some 
European countries. However, their exemption leads to dis
crimination against other forms of entertainment. 

g. The VAT and the treatment of imports and exports: 
The consumption-type VAT taxes imports of consumption 
goods at the same rate as domestically produced goods, 
while it zero-rates exports. This is considered necessary if 
distortions of competition in international trade are to be 
avoided. Indeed, the subjection of imports to the VAT at 
the same rate as domestic production puts imports in the 
same position as domestic production in the domestic market. 
Similarly, zero-rating of exports assures that exports are 
completely freed of the domestic tax so that they bear 
only the tax levied by the foreign country. In this way, the 
tax discrimination of exports in the foreign country is 
avoided. 

h. The VA Τ and real property. The taxation of real prop-
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erty under the VAT also creates difficulties. Difficult prob
lems arise with the taxation of land. Should the transfer 
of land be subjected to the tax? What should constitute the 
taxable base in the case of the transfer of land? These are 
considerable problems which usually lead to the exemption 
of land. 

Problems also arise with the taxation of buildings. Should 
the transfer of old buildings be taxed, providing they have 
already been subjected to the tax? The construction of new 
houses should, of course, be taxed; otherwise, the value-added 
in construction would be favoured. However, a problem arises 
as to whether rent should also be taxed. If rent is left out 
of the VAT, then people renting an old house are favoured. 
The taxation of rent, however, can be very unpopular due to 
the character of the service covering a basic need. 

i. The VAT and second-hand goods'. The taxation of 
second-hand goods also meets with difficulties. Since these 
goods have already been subjected to the VAT, only the 
difference between the selling price and the purchase price, 
which may be negative, should be taxed. However, if the 
second-hand article was purchased a long time ago, the pur
chase price may be difficult to assess. 
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CHAPTER 3 

THE VALUE-ADDED TAX SYSTEMS 
IN THE COMMON MARKET COUNTRIES 

1. Introduction 

In this chapter, we shall provide the reader with some 
information concerning the systems of value-added tax pro
posed by the EEC Commission as well as those actually adopt
ed by the various member countries of the Community. 
We shall first discuss the systems of value-added tax pro
posed by the Commission in the first two Directives. Then we 
shall look at the VAT systems which are now in force in the 
member countries, and finally we shall present the new pro
posals of the Commission for the complete harmonisation 
of the structures of the VAT systems in all member coun
tries. This information will prove most helpful for the pos
sible application of a VAT system in Greece. 

2. The VAT Systems Proposed by the First 
Two Directives of the Commission 

The first two Commission Directives concerning the har
monisation of indirect taxes in the Common Market con
tained general provisions and left the individual countries 
with much freedom to determine the systems of VAT best 

69 



suited to their countries. The main provisions of these Di
rectives are the following: 

a. The VAT that each country was asked to introduce 
should be a general tax applying to all stages of produc
tion and distribution, including the retail trade stage.1 

It was provided, however, that until the abolition of the com
pensatory import taxes and the refunding of exports — with 
respect to intra-Community trade — the member states could, 
if they wished, restrict the application of the VAT system 
only up to and including the wholesale trade stage and, 
where appropriate, apply an independent compensatory tax 
on the retail trade stage.2 

b. The tax should be restricted to consumers' expendi
ture only, while investment expenditure should effectively 
be exempted.3 Thus, the VAT paid on purchases of invest
ment goods is creditable, while investment goods manufac
tured within the firm are never taxed. 

c. The tax should be levied on the deliveries of goods 
and the rendering of services within the country as well as 
on the importation of goods.4 Taxation of services is compul
sory, however, only when these services affect the prices of 
products. A list of such services is given. As for the other 
services not included in the list — mainly those services 
rendered to final consumers (e.g., services supplied by doc
tors, hospitals, hairdressers, etc. ) — member states are free 
to either tax or exempt them. Banking services are also 
left out of the list, although they enter the cost of other 
products. 

d. The tax base should include all costs as well as all 

1. First Directive, Article 2a. 
2 . First Directive, Article 2b 
3. Second Directive, Article 11. 
4. Second Directive, Article 2. 
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taxes and levies other than the value-added tax itself.1 In 
the case of imported goods, the taxable base should include 
the value of imports for customs purposes, increased by all 
other duties, taxes, and levies which are due by reason of 
importation, with the exemption of the value-added tax itself. 

e. Until the abolition of the fiscal frontiers, the member 
states are free to determine tax rates and exemptions inde
pendently, within some broad limits set in the Directives.2 

A normal rate, applicable to as wide a range of goods as 
possible, has been postulated; but increased or reduced 
rates could be applied in certain cases. Imports should be 
taxed at the same rates which apply to similar products 
produced domestically. 

f. Similarly, during the transition period, until the abo
lition of the fiscal frontiers, the member states are given the 
option to apply to small enterprises (for which subiection 
to the normal VAT system might create difficulties) the 
particular system best adapted to their national require
ments and possibilities.3 The same option is also granted with 
respect to those engaged in agricultural activities, where the 
application of the normal VAT procedure might also meet 
with difficulties. This provision, however, is only temporary 
until common methods for the application of the VAT to 
transactions relating to agricultural activities will be sub
mitted by the Commission and approved by the Council. 

3. The Actual VAT Systems in the 
Common Market Countries 

Following the above Directives, the six countries, mem-

1. Second Directive, Article 21. 
2. Second Directive, Article 9. 
3 . Second Directive, Article 14. 
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hers of the EEC at the time those Directives were passed, 
one after the other substituted the VAT for their existing 
systems of indirect taxes.1 France has been operating a 
VAT since 1954, but this tax was restricted to the produc
tion and wholesale trade stages. She extended the scope 
of the VAT and brought it within the framework provided 
for in the first two Directives on January 1, 1968. Germany 
also adopted the new tax on January 1, 1968. The Nether
lands introduced the tax on January 1, 1969, while Luxem
bourg introduced it on January 1, 1970. Belgium and Italy, 
failing to introduce the tax by the time limit provided for in 
the Directives (1/1/1970), asked for an extension and in
troduced the tax later. Belgium adopted the tax on January 
1, 1971, while Italy adopted it on January 1, 1973. Mean
while, Denmark, the U.K. and the Republic of Ireland entered 
the Common Market. Denmark had already introduced the 
VAT on July 3, 1967, while the U.K. adopted it on April 1, 
1973 and the Republic of Ireland, on November 1, 1972. 

All systems of VAT now in force in the EEC countries 
have basically been drawn up according to the Commission 
Directives, but they differ widely between countries, being in
fluenced by the former system of taxation and the specific 
condition of the national economy of each member state. 
We shall here briefly present the main elements of the ex
isting systems of value-added tax in the above countries. 

1. For more details about the systems of value-added tax in
troduced by the Common Market countries, see G.S.A. Wheatcroft, 
Value-Added Tax in the Enlarged Common Market, Cassel Asso
ciated Business Programmes, London, 1973. See also European Tax
ation, Vol. 8, November-December 1968; Vol. 10, August 1970. For 
changes in these systems, see International Bureau of Fiscal Docu
mentation, Value-Added Tax in Europe and same, Tax News Sere-
ice. 
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8.1. Taxes Which Have Been Replaced by the VAT 

All VAT systems introduced by the Common Market coun
tries have replaced some of their existing indirect taxes. Gen
eral turnover taxes as well as some excises have been replaced 
by the VAT in all countries. In particular: (a) The Belgian 
VAT has replaced the pre-existing multiple system of general 
consumption taxes, including some six taxes which were usual
ly levied cumulatively at all stages of production and distri
bution up to the retail trade stage.1 (b) The Danish VAT has 
replaced the existing turnover tax, which was levied only at the 
wholesale trade stage and covered mostly consumer goods.2 

(c) The French VAT has replaced:3 (i) the pre-existing 
VAT levied only on goods at the production and wholesale 
trade stages;4 (ii) the service tax levied cumulatively at all 
stages of production and distribution on the rendering of 
services; (iii) the local tax which was levied primarily on 
the retail stage and covered both goods and services, with 
its revenues accruing to the local authorities; and (iv) some 
single taxes levied on certain specified products, (d) The 
German5 VAT has replaced a cumulative turnover tax lev
ied at all stages of production and distribution on all goods· 
and services unless specifically exempt,6 and a special turn-

1. European Taxation, Vol. 10, August 1970, 1 /202. 
2. G.S.A. Wheatcroft, Value-Added Tax..., op. cit., p. 26. 
3 . European Taxation, Vol. 8, November-December 1968, p. 259. 
4. For details of this tax as well as of all other taxes replaced 

by the VAT in France, see Harvard Law School, International Pro
gramme in Taxation, Taxation in France, pp. 970-1069. See also 
Clara K. Sullivan, The Tax on Value-Added, op. cit., pp. 50-125, and 
her «Indirect Taxation...,» op. cit., pp. 130-156. 

5. European Taxation, Vol. 8, op. cit., p. 270. 
6. For details about this tax see Harvard Law School, Interna

tional Programme in Taxation, Taxation in Germany, pp. 783-837• 
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-over tax levied on transportation services, (e) The Italian 
VAT has replaced the pre-existing broad-based commodity 
taxes as well as some special excises of minor importance.1 

(f) The VAT introduced in Luxembourg has replaced the 
existing multi-stage turnover tax, which was a cumulative 
tax levied on all goods and services at all stages of produc
tion and distribution;2 it has also replaced a special turnover 
t a x levied on transportation services, (g) The VAT in the 
Netherlands has replaced an existing multi-stage turnover 
tax which was levied cumulatively at all stages of produc
tion and distribution up to the wholesale stage, on all 
goods and services.3 (h) The VAT introduced in the U.K. 
has replaced:4 (i) the Purchase Tax, which was a single-
stage tax levied at different rates on a large number of prod
ucts at the wholesale trade stage;5 and (ii) the Selective 
Employment Tax, which was levied on labour employed in 
certain sectors (e.g., construction, the distributive trades and 
a number of services).6 (i) The VAT introduced in Ireland has 
replaced two broad-based taxes which were in force before:7 

See also Clara K. Sullivan, «Indirect taxation...,» op. cit., pp. 109-121 
and John F. Due, Sales Taxation, Routlege and Kegan Paul, Lon
don, 1957. 

1. Commission of the European Communities, «Harmonisation 
of Taxes on Turnover,» Extracts from the Italian Law Introducing 
and Applying the VAT. 

2. For details on this tax, see Commission des Communautés 
Europeenees, Inventaire des Impots, Brussels, 1967, p. 172. 

3. European Taxation,Yoì. 8, November-December 1958, p. 282. 
4. Budget Statement of the Chancellor of the Exchequer, in 

Hansard, 21 March 1972. 
5. For details about this tax see John F. Due, Sales Taxation, 

•op. cit., pp. 202-234. See also The Annual Reports of the Commissioners 
of Her Majesty's Custom and Excise. 

6. For details about this tax see H. M. Treasury, Selective Em
ployment Tax, Cmnd. 2986. 

7. G.S.A. Wheatcroft, Value-Added Tax..., op. cit., p. 102. 
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a turnover tax levied at all stages of production and distri
bution up to the retail trade stage and a wholesale tax 
levied only at the wholesale trade stage. 

3.2. Coverage oî the YAT 

All VAT systems introduced by the Common Market 
countries are levied at all stages of production and distri
bution, including the retail trade stage. All systems are 
broad-based, covering all goods and services save for those 
specifically exempt. Only the VAT introduced in the U.K. 
and, to a smaller extent, tha t introduced in the Netherlands 
zero-rate a large number of goods and services and are, there
fore, narrower in coverage. 

3.3. Method of Computation 

The VAT is computed through the tax credit method in 
all EEC countries. The tax rates used in each country are 
multiplied by the value of the taxable sales of each firm, and 
a credit is then recognised for the amount of tax already paid 
by the firm on its purchases. 

3.4. The Taxable Base 

In micro-economic terms, the value-added to products 
destined for consumption purposes within a firm consti
tutes the taxable base. On the contrary, the value-added to 
investment goods is not brought under the tax. Thus, with 
the credit method in force, the whole tax paid on purchases 
of investment goods is eligible for credit, while value-added 
to investment goods within a firm is never taxed if it is 
not sold to someone else and, therefore, effectively ex
empted from the VAT. The value-added by the government 
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is also not taxed, save for the value-added by public enter
prises as well as some of the value-added by local authori
ties. The value-added to exported products is also not in
cluded in the taxable base, while the value of imported prod
ucts is included. The destination principle is therefore pres
ently in force in all EEC countries. Import duties, excise 
taxes, as well as any other taxes incorporated in the sales 
value of a product are also included in the taxable base. 
The value-added tax is excluded, however. In macro-econom
ic terms, therefore, and save for the exemptions granted, 
the VAT systems in the Common Market countries strike 
total consumers' expenditure within the economy (i.e., they 
are all of the consumption-type value-added taxes). 

3.5. Tax Bates 

Save for Denmark, which applies a single positive rate r 

all other EEC countries employ multiple rates.1 Germany, 
the Netherlands and the U.K. employ two rates, while 
Luxembourg, Italy, Belgium, France and the Republic of 
Ireland employ three or four rates. The use of multiple 
rates by these last-mentioned countries has been thought 
necessary to avoid extensive regressivity of their tax struc
tures— in view of the substantial revenues which are raised 
through indirect taxes in these countries. Table 3.1 below 
shows the tax rates employed by the EEC countries. 

As shown in the table, there exists a large diversity in 
the rates used by the various EEC countries. All countries 
have fixed their rates on a tax-exclusive basis. 

1. The U.K. has also introduced a VAT, at a single rate of 
10%» which was later reduced to 8%, but she has recently levied 
a higher rate of 25% on some consumer durables as well as on gasoline. 
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TABLE 3.1 

VAT Rates Employed by the EEC Countries 

Country 

Belgium 
Denmark 
France 
Germany 
Italy 
Luxembourg 
Netherlands 
United Kingdom 
Republic of Ireland 

Reduced 
rate 

6 

7.5 
5.5 
6 
2 
4 
— 

1 5.26 

Interme
diate 
rate 

14 

17.6 

5 
— 
— 
11.11 

Standard 
rate 

18 
15 
23 
11 
12 
10 
14 
8 

16.37 

High 
rate 

25 

33.33 

18 

— 
25 
30.26 

3.6. Zero-rating and Exemptions 

Although all VAT systems employed by the Common 
Market countries are broad-based, they all leave out a num
ber of goods and services. Some of these products are fully 
freed of the tax through deduction of previously paid tax, 
while other products are simply exempt (i.e., only the value-
added to a product at a given stage is freed of the tax, with 
no compensation for taxes already paid being recognised). 
The Netherlands and the U.K. have used the device of zero-
rating for those products where full compensation of all 
VAT is desired. 

Full compensation of products for tax already paid is 
used to a small extent in most EEC countries and usually 
covers exports and some services connected therewith. An 
exception is the U.K., and to a smaller extent the Nether
lands, where deduction of previous tax is used for a large 
number of domestic products. 
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Belgium grants deduction of previous tax with respect 
to the following transactions:1 direct and indirect export; 
international transport and services connected with this trans
port; delivery of ships, aeroplanes, helicopters and the like; 
supplies of embassies, consulates and certain international 
organisations. Besides, a large number of exemptions are 
recognised, the most important being: several services ren
dered in the medical field; services rendered by notaries, 
lawyers, and so on; services rendered by hospitals and med
ical centres; other services of a social or cultural nature; 
some banking services and services rendered by brokers or 
agency services in insurance. 

Denmark also allows deduction of previous tax with 
respect to the following goods and services:2 export sales; 
transportation of goods directly to or from a foreign country; 
sales and hire of aircraft and ships; sales of equipment and 
services for use on board ship; and sales of newspapers. 
She also exempts the following transactions: sales of houses, 
buildings and land (which clearly is a deviation from the 
provisions of the EEC Directives stipulating that such activ
ities be taxed). Also exempted are a number of services, 
such as the letting of houses (except for the renting of hotels, 
which is taxable); the transport of passengers; health serv
ices; education; most liberal professions, such as lawyers, au
ditors, doctors and dentists; and most of the services rendered 
by insurance companies, banks and other financial insti
tutions. Finally, tax free are: gas, water and electricity sup
plied in connection with the letting of houses, and artists' 
sales of their own works. 

1. A.E. de Moor, «Value-Added Tax in Belgium,» in G.S.A. 
Wheatcroft, Value-Added Tax..., op. cit., p. 15. See also European 
Taxation, Vol. 18, November-December 1968, 1/248. 

2. Finn Strauger, «Value-Added Tax in Denmark,» in G.S.A. 
Wheatcroft, Value-Added Tax..., op. cit., pp. 29-30. 
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France allows deduction of previous tax paid with re
spect to exports and recognises a number of exemptions.1 

Three types of business are not liable to VAT: (i) trans
actions which are beyond its scope because they do not arise 
from an industrial or commercial activity; (ii) transactions 
which are taxed through another tax (e.g., the tax on fi
nancial activities); and (iii) exempt transactions (i.e., those 
which would normally be liable to VAT but are exempted 
by a special provision of the law). This last group includes: 
agricultural activities, activities performed by the members 
of the liberal professions, as well as a number of other prod
ucts listed in the code. 

Germany allows deduction of previous tax paid with 
respect to exports and recognises a large number of exemp
tions, such as:2 inland navigation; the leasing of real estate; 
banking operations and certain other financial transactions; 
services rendered by postal authorities; broadcasting serv
ices; services rendered by hospitals and old people's homes; 
services rendered by doctors, dentists, etc.; deliveries of 
preserved human blood; services rendered by theatres, orches
tras, museums, etc., which are owned by the central gov
ernment or local authorities; and services rendered by 
schools. Also exempt are certain transactions which are subject 
to another tax, for example: the transfer of real estate, 
transactions effected by insurance companies, the transfer 
of property to a corporation in exchange for shares, and 
transactions which are subject to the games and lotteries 
tax. 

1. George Egret, «The Value-Added Tax in France,» in G.S.A. 
Wheatcroft, Value-Added Tax..., op. cit., pp. 48-49. See also Euro
pean Taxation, Vol. 8, November-December 1968, pp. 262-264. 

2 . Günter Rau, «Value-Added Tax in Germany,» in G.S.A. 
Wheatcroft, Value-Added Tax.. ., op. cit., pp. 61-62. See also Euro
pean Taxation, Vol. 8, November-December 1968, pp. 273-274. 

79 



Italy allows deduction of all tax incorporated into ex
ports and certain transactions which are treated as such, for 
example: transfers of ships and aircraft when made to air
line companies or to government departments; transfers to 
shipping lines or airlines or government departments of 
goods to be used as equipment or supplies on board ships 
or aircraft; and the provision of services relating to the con
struction, maintenance, repair, modification, transforma
tion, fitting out and furnishing of ships and aircraft, etc. 
She also zero-rates international services and services con
nected with international trade.1 Besides, she grants quite 
a large number of exemptions, the most important being:2 

the leasing and letting of real estate; the national postal serv
ice and telegraphic service; credit operations; services result
ing from insurance and reinsurance contracts; public, city 
passenger-transport services; services provided by hospi
tals; teaching and educational services; services provided by 
libraries, art galleries, etc.; welfare and assistance services; 
and security services. 

Luxembourg also allows deduction of the tax paid with 
respect to exports as well as transactions connected there
with.3 She also recognises a large number of exemptions, such 
as: banking operations and certain other financial transac
tions; services rendered by postal authorities; transactions 
effected by insurance companies and their agencies; serv
ices rendered by doctors, nurses, etc. 

The Netherlands zero-rates exports as well as certain 

1. Commission of the European Communities, Working Group 
No. 1, «Harmonisation of Taxes on Turnover,» Extracts from the Ital
ian Law Introducing and Applying the VAT, Brussels, 1973, Arti
cles 8 and 9. 

2 . Ibid., Article 10. 
3 . European Taxation, June 1969, pp. 123-124. 

80 



domestic goods and services.1 She also recognises a large 
number of exemptions. The main exemptions are: deliveries 
of food and drinks by nonprofit organisations; nursing serv
ices provided by nonprofit organisations; youth-work serv
ices rendered by organisations approved by the government; 
deliveries of goods and services of a social or cultural nature; 
services rendered by doctors, psychologists, nurses, etc.; 
educational services provided by institutions designated by 
the government; and radio and television broadcasting by 
the government and by other authorised organisations. 

The United Kingdom also zero-rates exports as well as a 
large number of domestically consumed commodities. These 
commodities comprise:2 most foods; books, newspapers and 
news services; water supply; fuel and power; construction of 
buildings; gold dealings and bank note issues; drugs and 
medicines supplied on prescription; etc. She also grants a 
number of exemptions, the most important being: land and 
buildings, insurance, postal services, betting and lotteries, 
finance, education, and health. 

Finally, Ireland gives deduction of tax paid with respect 
to exports and grants quite a large number of exemptions, 
the most important being:3 supply of stocks, shares and 
other securities; delivery of water; letting of most immov
able goods; provision of board and lodging with the exemp
tions of hotel business; professional services of a medical, 
dental, optical or educational nature; services rendered by 
hospitals, etc.; services rendered by solicitors, accountants, 

1. A.E. de Moor, «Value-Added Tax in the Netherlands,» in 
O.S.A. Wheatcroft, Value-Added Tax..., op. cit., p. 76. See also 
European Taxation, Vol. 8, November-December 1968, pp. 286-289. 

2. R. S. Nock and M.A. Pickering, «The Shape of the Value-
Added Tax,» British Tax Review, No. 2, 1972, pp. 79-82. 

3 . G.S.A. Wheatcroft, «The Value-Added Tax in the Republic 
of Ireland,» op. cit., pp. 109-110. 

81 



actuaries and veterinary surgeons; banking and insurance 

services; and transport services. 

3.7. Small Entrepreneurs 

Small entrepreneurs receive special treatment in most 

EEC countries. 

In Belgium there are two systems of taxing small en

trepreneurs: 1 (a) The forfeit system covers small entrepreneurs 

(with a turnover not exceeding 5 million Belgian Francs) 

who usually engage in delivering goods or rendering services 

to private persons. Such firms can calculate the tax base in a 

special way, usually by using a gross profit margin. These 

entrepreneurs are not relieved from the obligations of book

keeping, (b) The equalisation tax system covers small entre

preneurs (with a turnover not exceeding 1.5 million Belgian 

Francs) who are not manufacturers and who sell certain 

goods directly to private persons. In such cases the VAT is-

paid in the previous stage through a special equalisation 

tax; thus, these entrepreneurs are relieved from book

keeping, invoicing and paying tax. These entrepreneurs can

not deduct tax paid previously, except for tax paid with 

respect to investment goods. 

In Denmark, small entrepreneurs whose sales of goods 

and taxable services do not exceed D. Kr. 5,000 per annum 

are exempted from the tax. 2 

In Italy, small entrepreneurs whose annual turnover in 

the calendar year does not exceed 5 million Lire are exempted 

from the VAT.3 If the annual turnover exceeds 5 million 

1. A. E. de Moor, «Value-Added Tax in Belgium,» op. cit., ρ, 
17. 

2. Finn Strauger, «Value-Added Tax in Denmark,» op. cit., p. 27. 
3. European Economic Community, Extracts from the Italian 

Law, Article 32. 
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Lire but not 21 million, the tax due is determined in the 
following way:1 The taxable turnover is determined by sub
tracting from the actual turnover 5/16 of the difference be
tween the actual turnover and the 21 million Lire. The total 
tax due on sales is then reduced by 50%, the reduction corre
sponding to the deduction of tax already paid on purchases. 

In Germany, small entrepreneurs whose total turnover 
in the preceding year did not exceed DM 60,000 are taxed 
at a special rate of 4 % on their turnover.2 These enter
prises are exempted for part of their turnover as follows: 
Enterprises whose total turnover in the preceding year did 
not exceed DM 40,000 are granted a tax exemption of up 
to DM 12,000; while for those whose turnover is between 
DM 40,000 and DM 60,000, the amount exempted is re
duced by 3/5 of the amount exceeding DM 40,000. How
ever, the small entrepreneur can opt, if he wishes, to pay the 
VAT normally, provided that he declares it to the tax au
thorities within ten days of expiry of the initial period of 
advance notification in a calendar year. Such a declaration 
is binding upon the entrepreneur for five calendar years. 

In the Netherlands, small entrepreneurs do not pay the 
VAT.3 Thus, an entrepreneur, being a natural entity, does 
not need to pay any VAT if the amount of tax is less than 
F. 1,300 annually. If the amount of tax due is between 
F. 1,300 and F. 3,250 annually, the entrepreneur will pay 
only part of this tax. 

3.8. The Treatment of Agriculture 

Agriculture is treated differently in the various coun-

1. Ibid., Article 33. 
2. Günter Rau, «Value-Added Tax in Germany,» op. cit., p. 63. 
3. A.E. de Moor, «Value-Added Tax in the Netherlands,» op. 

cit., p. 78. 
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tries. In Belgium, people engaged in agriculture (e.g., farm
ers, market gardeners, foresters, cattle-breeders, etc.) are 
relieved from the obligation to invoice their customers, to file 
tax returns and to pay VAT. Buyers of their products (when 
they are taxable persons) are, however, obliged to refund VAT 
paid by farmers on their purchases at rates fixed by a 
Royal Decree. (The rate amounts to 5%% for all products 
except wood, for which the rate is 2%.) Farmers can, how
ever, opt for tax liability, in which case they can apply the 
normal system. 

Special regulations also apply for the taxation of agri
cultural products in Italy. Here, people engaged in agri
culture fill in a return and have to pay the VAT, but the cal
culation of the tax liability is different. Thus, for quite a 
large number of agricultural products, the amount to be 
deducted as representing VAT paid on purchases is not the 
actual amount paid by the farmers, but a fixed sum set equal 
to the tax corresponding to the taxable amount. 

In Germany there are also special provisions for taxing 
agriculture which, in fact, result in benefiting farmers. Thus, 
the VAT due on sales is calculated at a rate of 8%, which 
the farmer may charge to the buyer of the products without 
himself being required to pay it. In this way, he benefits 
from the difference between tax due on his sales and tax 
paid on his purchases. 

In the Netherlands, people engaged in agriculture are 
also outside the VAT and do not themselves pay any tax 
on sales. However, those who buy from these people receive 
a deduction approximately equal to the tax previously paid 
by farmers, etc., on their purchases. In this way, the discrim
ination against farmers that exemption could cause is 
avoided. 

In Ireland, farmers can, if they wish, be outside of the 
VAT, in which case the buyers of their products can deduct 
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1% of their tax liability. In France, farmers are completely 
exempted from the VAT, while in Denmark and the U.K., 
they are within the normal system of the VAT. 

8.9. Banking and Insurance 

Banking and insurance are differently treated in the 
various countries. Most countries exempt some or all banking 
and insurance transactions; others subject them to the VAT; 
still others tax such transactions with a special tax. In 
particular, banking and insurance transactions are com
pletely [exempt in Denmark, Italy, the Netherlands, the 
U.K. and Ireland. Banking transactions are also com
pletely exempt in Germany, but premiums are subject to a 
special tax. Banking transactions, with the exemption of 
transfer of money and securities, are generally taxable 
transactions subject to the VAT in Belgium. On the con
trary, insurance transactions in Belgium are not subject 
to the VAT, but to a special tax levied annually on insur
ance contracts at a rate of 6%. Similarly, in France, both 
insurance transactions and banking operations are outside 
the scope of the VAT and are subjected to special taxes. 
Banking operations are, in fact, quite heavily taxed in 
France (17.6%). 

8.10. The Treatment of Real Estate 

Real estate is treated differently in the various coun
tries of the Community. Land is not brought under the VAT 
in any of the EEC countries save for Ireland, where under 
certain conditions the transfer of land is considered a 
taxable transaction and falls within the scope of the VAT. 
In some countries, the transfer of land is subject to a sepa
rate transfer tax. In Belgium, for example, the transfer of 
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land is subject to a specific tax of 12.5% which is not part 
of the VAT system. Such specific taxes also exist in Germany 
and in Italy. 

On the contrary, new buildings and other construction 
work are brought within the VAT systems in some EEC 
countries. Such is the case in Belgium, France, the Nether
lands and Ireland. On the other hand, construction work is 
exempt in Denmark, Italy, Germany and the U.K. In some 
countries (e.g., Germany), the transfer of buildings is subject 
to a specific transfer tax. 

8.11. The Treatment of Imports and Exports 

Imports of goods are brought within the VAT in all 
EEC countries. The tax is levied at the same rates at which 
it falls on similar domestic products. Imports are usually 
taxed no matter whether the importer is a taxable person 
or not. In the case of taxable persons, however, the VAT 
is not necessarily paid on importation. In the U.K., for 
example, the VAT due on imports is not paid at importa
tion; the importer keeps records of his imports and pays 
the tax only when he disposes of his goods to a third party 
and collects the VAT from his customers. In Belgium, a 
special credit arrangement has been adopted according to 
which importers have to pay the tax on goods imported 
during one month by the end of the following month. In the 
Netherlands, the legislation also offers, in some cases, the 
possibility of postponing the payment of tax due on impor
tation until the time when it can be deducted again, so 
that on balance nothing is paid. Some provisions enabling-
registered persons to import certain goods without paying 
tax at importation are also in force in Ireland. 

Coming now to exports, all EEC countries exempt ex
ports and give refunds for tax already incorporated into 

86 



exports at previous stages of production and distribution. 
The Netherlands and the U.K. apply the zero-rating 
technique to achieve complete compensation of exporters for 
tax incorporated into their exports. 

3.12. Transitional Measures for Investment Goods and Stocks 

When the old cumulative systems were replaced by the 
VAT, the existing stock of goods bore the tax burden placed 
by the pre-existing taxes, and it was impossible for countries 
to give immediate refund of this burden. Besides, it has 
proved difficult for countries to grant a complete deduction 
for investment goods from the beginning. As a result, some 
EEC countries have adopted some transitional measures with 
respect to refunding investment goods or compensating for 
old tax incorporated into the existing stock of goods. 

In Belgium, for example, the VAT levied on investment 
goods during the first four years of application of the tax may 
be deducted only if the tax exceeds the following percent
ages and only for the excess of these percentages: 10% for 
1970, iy2% for 1971, 5% for 1972 and 2%% for 1973. 
For some investment goods (e.g., motor cars and trailers), 
the percentages amount to 12%, 9%, 6% and 3%. In the 
Netherlands, also, the VAT levied on investment goods during 
the first years of application was not fully deductible. During 
the years 1969 and 1970, only 30% of the tax on investment 
goods was deductible; during 1971, 60% of it was deduct
ible; and during 1972, the deductible tax amounted to 67%. 
The transitional provisions for investment goods in the Neth
erlands also apply to a number of other goods which are 
not investment goods, in either economic theory or account
ing practice. 

Special provisions have also been adopted in some coun
tries with respect to stock. In Belgium, entrepreneurs hold-
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ing stock when the tax was first introduced were given the 
right to claim a refund of the pre-existing cumulative tax. 
This refund was spread over three years, from the begin
ning of 1972 until October 1974. The deduction took place 
the first month of every quarter and amounted to 1/12 of 
the total refund to be granted over the whole period. In the 
Netherlands, also, entrepreneurs holding a stock at the time 
when VAT was introduced (January 1, 1969) could claim a 
refund of the pre-existing tax incorporated into that stock. 
The refund was about 80% of the tax burden borne by 
these goods. 

4. The New Proposals of the Commission 

In a recently proposed Directive, the Commission of the 
European Communities sets forth a number of new propos
als concerning the harmonisation of the structure of the 
VAT systems in the member states, so that a higher degree 
of similarity of these systems is achieved.1 The main pro
visions of this proposed Directive are the following: 

a. Field of application: Article 2 of the proposed Direc
tive extends the field of application of the VAT beyond 
the supply of goods and services in the domestic market and 
the importation of goods, provided for in the Second Directive. 
It also subjects to the VAT the supply of certain services ef
fected within the territory of the country to a taxable person 
by a person established in another country, as well as sup
plies of such services effected within the territory of the coun
try to a nontaxable person by a person established outside 
the Community. The territory on which each member state 
should apply the VAT coincides with its entire national ter-

1. Commission of the European Communities, «New Proposals 
on the Harmonisation of VAT,» op. cit. 
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ritory, including territorial waters. However, exemption can 
be made in the case of member states tha t would like to 
continue applying the value-added tax to a territory smaller 
than that comprised by the national territory. 

b. Taxable persons: Article 4 extends the definition of 
the taxable person so that it covers all economic activities, 
wherever they take place, and all transactions which are in 
the nature of such economic activities but which may be 
carried out separately or occasionally. Thus, a taxable per
son is any person who independently and regularly carries 
out, in any place, transactions pertaining to the activities of 
producers and traders as well as persons supplying services, 
including mining and agricultural activities and activities of 
the professions. Taxable persons are also all persons who 
occasionally carry out any of the transactions listed in tha t 
article, whatever the purpose or results of such occupations 
or transactions may be. States, regional and local govern
ment authorities, as well as other entities governed by public 
law are not considered to be taxable persons as regards the 
activities they pursue as public authorities; but they are 
considered to be taxable persons when — and only when — 
they carry out taxable transactions. 

c. Taxable transactions: Articles 5-8 determine the tax
able transactions, including the supply of goods and services 
in the domestic market and the supply of imported goods.The 
supply of goods includes not only the transfer of the right 
to dispose of tangible property as owner, but also a number 
of other supplies mentioned in the proposal; it also includes 
the supply of new buildings as well as all work under con
struction. As regards old residential buildings, they are not 
taxed when resold to final consumers, but they are taxed 
when sold to a taxable person, only for the difference 
between the sales price and the purchase price. Transac
tions concerning old buildings which are not residential 
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buildings are taxable. Plots of building land are also subject 
to the value-added tax. The supply of services includes all 
services with the exception of those specifically exempted. 

d. Place of taxable transactions and chargeable event: The 
place of supply of goods, in the case of goods dispatched or 
transported, is where the goods are at the time when dis
patch or transport to the person to whom they are supplied 
begins. In the case of goods not dispatched or transported, 
the place of supply is the place where the goods are when the 
supply takes place. In the case of services, the place where 
the business of the person providing the services is estab
lished or, in the absence of such a place, the place where he 
has his permanent address, should be considered as the 
place of supply. Concerning the chargeable event, Article 
11 provides that in the case of goods and services domesti
cally supplied, the chargeable event occurs at the time when 
the goods are delivered or the services are performed. As 
regards imported goods, the chargeable event occurs at the 
time when the goods enter the territory of the country, as 
defined above. 

e. Taxable amount: The taxable amount, in the case of 
goods and services taxed within the territory of the country, 
shall be the price which has been or is to be obtained by 
the supplier, if such price constitutes the sole consideration 
for the supply. Where the price is not the sole considera
tion for the supply of goods and services, the «open market 
value» of the subject is the relevant supply price.1 The tax
able amount shall include all taxes, duties, levies and charges 

1. The «open market value» of goods and services is defined 
as the amount which the customer would have to pay to a supplier 
within the territory of the country at the time of the supply, under 
conditions of fair competition, to obtain the goods or services in ques
tion. See «New Proposals...,» Article 12. 
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other than the value-added tax; it shall also include in
cidental expenses, such as commission, packing, trans
port and insurance costs, etc. On the other hand, the tax
able amount shall not include price reductions granted by 
way of discount for advance payment, discounts and re
bates allowed to the customers, interest to be paid in de
ferred or delayed payments, returnable packing costs, etc. 

In the case of imported goods, the taxable amount shall 
be the price paid or to be paid by the importer, where this 
sum is the sole consideration for importation; otherwise, the 
«open market value» is to be used. The taxable amount shall 
include all taxes, duties, levies and charges due outside the 
country of importation and those due by reason of importa
tion, excluding the value-added tax. It also shall include 
incidental expenses and exclude all factors that are not in
cluded under the internal system. 

In all cases, the taxable amount should be reduced to an 
appropriate extent in the case of supplies of goods or serv
ices which remain unpaid or are cancelled, or where the price 
is reduced after the supply takes place. 

f. Tax rates'. Like the first two Directives, the new pro
posal of the Commission provides for the use of a standard 
rate by all member countries, but increased or reduced rates 
can also be used. However, it is provided that each reduced 
rate shall be so fixed that the amount of value-added tax 
resulting from the application thereof shall be such as to 
permit the deduction of the whole of the value-added tax 
which is deductible. The nominal rate levied on imports 
shall be the same as that levied on similar products domesti
cally produced. 

g. Exemptions'. Contrary to the previous Directives, which 
left much freedom to the individual states to determine 
exemptions, the new proposal determines common exemp
tions that should be adopted by all states. A list of such 
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exemptions is given in Articles 14-16. These exemptions in
clude exemptions of goods or services within the territories 
of the country as well as exemptions of imports and exports. 
The main groups of exemptions within the territories of a 
country are the following: (i) exemptions of certain activ
ities in the public interest, for example: postal and telecom
munication services other than passenger transport; services 
supplied by hospitals and other medical services; supplies of 
human blood and milk; welfare services; educational serv
ices; services provided by theatres, cinema-clubs, museums, 
libraries, etc.; (ii) the supplies of a number of other serv
ices, among which the main ones are: insurance and reassur
ance transactions; the supply of services by undertakers; 
the letting of real estate; dealings in debts, shares, deben
tures and other securities; dealings in currency other than 
for collection; the making of advances and the granting of 
credit; and gaming and lotteries; and (iii) the supplies of cer
tain goods, the main ones being: the supplies of goods which 
formed part of the assets of an exempted business; the supply 
of second-hand goods; the supplies of tax marks, discs, bands 
or stamps issued by other countries to be fixed to goods 
for export to such countries or on invoices or bills of lading 
accompanying such exports; the supplies of buildings and 
the land pertaining thereto after first occupation; and the 
supplies of other-than-building land. 

As for the exemptions granted with respect to imports 
and exports, the following are the main ones: the impor
tation of goods, the supply of which by a taxable person 
within the territory of the country would be exempted; 
goods imported temporarily; goods in transit or reimported 
goods; the importation of goods under diplomatic and con
sular arrangements or by international organisations; and im
ports of goods in the personal luggage of passengers. Also 
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exempt are exports and like transactions, as well as inter
national transport. 

h. Deductions: Taxable persons are given the right to 
deduct from tax due on sales the value-added tax that they 
have paid on their purchases. They are also given the right 
to deduct the value-added tax paid on a number of other 
cases listed in the proposal.1 However, value-added tax 
paid with respect to some forms of expenditure cannot be 
deducted, although such expenditure is incurred in the ordi
nary course of business. This is the case with some forms of 
expenditure which can be incurred for both «business» and 
«private» purposes but where apportionment of such ex
penditure between the two purposes is difficult. The follow
ing forms of expenditure fall into this category: (i) expend
iture on accommodations, lodging, restaurantSj food, drink, 
entertainment and passenger transport, unless incurred by an 
undertaking whose principal or subsidiary business is the 
pursuit of such activities; (ii) expenditure on luxuries; (iii) en
tertainment expenditure; etc.2 The proposed Directive con
tains common rules for exercising the right to deduct, for 
calculating the deductible proportion as well as for figuring 
possible adjustments of this amount.3 

i. Persons liable to payment of tax and their obligations: 
According to the Commission proposal, those liable to pay 
VAT under the internal system are all taxable persons who 
carry out taxable transactions and their agents established 
in another country; taxable persons to whom services are 
supplied by another person established in another country, 
as well as nontaxable persons to whom services are sup-

1. «New Proposals...,» op. cit., Article 17. 
2. «New Proposals...,» op. cit., Article 17, par. 6. 
3. «New Proposals...,» op. cit., Articles 18, 19 and 20. 
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plied by another person outside the Community; and any 
person who mentions the value-added tax on an invoice or 
other document. On importation, the person liable to pay 
the tax is the importer. 

The proposal also contains a number of obligations of 
a person liable to pay the VAT. Under the internal system 
such obligations are: notifying the tax authorities when his 
activities start and cease; keeping accounts sufficiently 
detailed to permit application of the VAT; issuing special 
invoices facilitating the dealings with the VAT; submitting 
monthly statements of the turnover of the previous month 
and other details necessary for the calculation of the VAT, 
if the taxable person is subject to the normal tax system; 
submitting statements with all the above information quar
terly, semiannually, or annually, if the taxable person is sub
ject to the special schemes for small undertakings and farm
ers, discussed below; paying the tax when submitting the 
return, etc. The obligation in respect of imports should be 
determined in detail by the member states. 

j . Special schemes: The Commission proposal contains 
three special schemes as follows: 

a. Special scheme for small undertakings: This scheme pro
vides that in the transitional period, until the abolition of 
fiscal frontiers, member states can, if they wish, exempt 
small undertakings whose total turnover does not exceed 
4,000 units of account. Furthermore, they can grant a grad
uated tax relief for taxable persons whose annual turnover 
exceeds the maximum amount fixed by each state for total 
exemption, but does not exceed 12,500 units of account. 
However, if member states wish to tax small undertakings 
rather than exempt them totally, then they can apply what
ever simplified procedures they like for charging and col
lecting the tax, provided only that the amount of tax to be 
paid is not thereby reduced. Taxable persons who are to-
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tally exempted are, however, given the option to be within 
the system and pay the tax, if they wish to avoid the pos
sible discrimination tha t such exemption can cause. 

b. Special scheme for second-hand goods: The new pro
posal of the Commission also contains a special scheme for 
the taxation of second-hand goods. In particular, it is pro
vided tha t a taxable person acquiring a second-hand good 
for resale is entitled to deduct the value-added tax due on 
purchase, at the rate in force at the time of acquisition. The 
deduction, however, cannot exceed 4/5 of the amount of t ax 
due on resale. 

c. Special scheme for the taxation of farmers: Finally, t he 
new proposal of the Commission contains a simplified system 
which member states can use for the taxation of farmers, if 
the normal VAT system or the special scheme proposed 
for small undertakings meets with difficulties when applied 
to farmers. According to this scheme, farmers can be out
side the VAT system insofar as the taxation of agricultural 
products or agricultural services is concerned. To avoid the 
probable discrimination against farmers which their exemp
tion would cause, it is provided that farmers will receive 
compensation for the tax paid on their purchases of in
puts. This compensation is granted on the basis of fixed 
offsetting percentages which should be determined by the 
member states. These percentages cannot exceed 90% of the 
level of input charge, as calculated by the Commission.1 

In the case of supplies of agricultural products and agri-

1. The Commission is in fact responsible for calculating the level 
of the value-added tax charged on inputs in each member state, 
using a common method described in Annex G of the Directive. This 
calculation should be based on macro-economic data for the pre
ceding two years, supplied by the member states. The calculations 
shall be adapted every three years and also whenever conditions have 
changed so that the level of the input charge has changed. 
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•cultural services by a flat-rate farmer to a taxable person 
other than a flat-rate farmer, the fixed percentages can be 
paid to the farmer either by the taxable person to whom the 
goods or services are supplied, or by the public authorities, 
this being left to the discretion of the member states. As 
regards supplies of agricultural products and agricultural 
services other than those supplied to taxable persons, the 
fixed percentages shall be paid by the buyer of the prod
ucts or services. 

This scheme is only transitional, and it contains provi
sions which give farmers incentives to gradually adopt the 
normal VAT system or the special scheme provided for small 
undertakings, which they are given the option to do when 
they like. Indeed, it is provided that from the fourth year 
following the implementation of the Directive, the fixed off
setting percentages shall not exceed 80% of the level of 
the value-added tax levied on inputs, while from the seventh 
year it shall not exceed 70%. It is also provided that the 
Commission shall, before the end of the sixth year, present 
to the Council a new proposal concerning the application of 
the value-added tax to transactions in respect of agricultural 
products and services. 

The preceding system of the fixed offsetting percent
ages does not apply either to exports or to supplies of non-
agricultural products or services. Besides, the following 
groups of agricultural undertakings cannot use this flat-rate 
scheme: (i) farmers who carry out a nonagricultural occupa
tion in respect of which they are subject to the normal VAT 
or to the special scheme applying fto small undertakings; 
{ii) farmers whose annual turnover exceeds 50,000 units of ac
count; and (iii) agricultural, forestry or fisheries undertakings 
legally constituted as a partnership or company. 
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CHAPTER 4 

THE PRESENT SYSTEM OF INDIRECT 
TAXES IN GREECE 

1. The System oî Taxation in Greece 

In Greece taxes, including social insurance contributions, 
provide revenue for three main parts of the public sector, 
namely, the Central Government, the Social Insurance Or
ganisations and the Local Authorities.1 Total tax revenue 
raised by all three parts of the public sector (General Govern
ment) in 1973 amounted to 113 billion Dr., which equals 
27.3% of GDP or 23.1% of GNP or 26.4% of national 
income. 

Tax revenues, both in absolute terms and as percent
ages of any of the three aggregates mentioned above, have 
increased substantially over the years 1951-1973. Table 4.1 
below shows the total tax revenue raised in selected years 
over the above period. As shown in this table, total tax rev
enue has increased from 5.9 billion Dr. in 1951 to 113 bil-

1. For an interesting though somewhat backdated analysis of 
tax legislation in G reece, see Nicholas M. Moscholios, Taxation in Greece, 
Athens, 1968. For a systematic and updated account of this legisla
tion, see also the A nnual Budget, Vol. III. For an evaluation of the 
system on economic and social counts, see George Break and Ralph 
Turvey, Studies in Greek Taxation, Center of Planning and Economic 
Research, Athens, 1964. 
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lion Dr. in 1973, which gives an average rate of growth of 
tax revenue equal to 14.5%, compared to an average rate 
of growth of national income at market prices equal to 
11.8%. Expressed as a percentage of GDP, tax revenue has 
increased from 16.6% to 27.3% over the same period. Simi
larly, as a percentage of GNP, total tax revenue has in
creased from 15.1% to 23.1%, while as a percentage of 
national income, it has increased from 16.5% to 26.4% 
over the same period. 

TABLE 4.1 

Total Tax Revenue Raised by the General Government in 
Greece in Selected Years over the Period 1951-1973 

(At current prices) 

Year 

1951 
1955 
1960 
1965 
1970 
1971 
1972 
1973 

In million 
Dr. 

5,946 
12,714 
20,936 
39,174 
74,428 
81,867 
91,915 

113,060 

/o 
of GDP 

16.6 
19.7 
22.5 
25.4 
30.1 
29.8 
28.8 
27.3 

/o 
of GNP 

15.1 
17.6 
19.7 
21.8 
25.4 
25.6 
24.4 
23.1 

% of national 
income 

16.5 
19.4 
22.0 
24.8 
29.5 
29.0 
28.0 
26.4 

Source: Ministry of Coordination and Planning, National Ac
counts of Greece, Nos. 21 and 22. 

The size of the tax sector in Greece appears to be smaller 
than the corresponding size of the tax sector in most EEC 
countries. Table 4.2 below presents total tax revenue as a 
percentage of GNP in all EEC countries in 1973. As shown 
in the table, total tax revenue in Greece, expressed as a 
percentage of GNP, amounted to 23.1% in this year. This 
percentage is lower than the corresponding percentage in all 
EEC countries. 
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TABLE 4.2 

Total Tax Revenue in Greece and the EEC Countries in 1973 

Country 

Belgium 
Denmark 
France 
Germany 
Greece 
Italy 
Ireland 
Luxembourg 
Netherlands 
United Kingdom 

In billion of 
national currency 

667.3 
71.6 

397.1 
346.8 
113.1 

24,061.6 
0.85 

26.7 
74.5 
23.3 

0/ 
/o 

of GNP 

38.1 
43.1 
35.8 
37.7 
23.1 
30.0 
32.4 
37.6 
45.0 
33.0 

Source: a. Statistical Office of the European Communities, Tax 
Statistics, Brussels, 1974. 

b. Ministry of Coordination and Planning, National Ac 
counts of Greece, No. 22. 

2. The Role of Indirect Taxes 
in the Budget and the Economy 

Indirect taxes constitute the main source of revenue in 
Greece. In 1973, these taxes brought in around 65 billion 
Dr., which is more than 60% of the total tax revenue raised 
by all three parts of the public sector. The revenue from 
indirect taxes has increased substantially over the period 
1951-1973. As shown in Table 4.3, this revenue has increased 
from around 3.4 billion Dr. in 1951 to a little over 65 bil
lion Dr. in 1973, which gives an average rate of growth 
of 14.4%. The ratio of indirect taxes to total tax revenue 
raised by the general government has remained fairly con
stant over the above period, ranging between 57% and 
63%. The picture remains the same when other sources of 
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government revenue are taken into account: indirect taxes 
still play a dominant role as revenue-raising devices over 
the period under consideration. 

TABLE 4.3 

Tax Revenue Raised by the General Government through 
Indirect Taxes in Greece, 1951-1973 

~ l n % r f %of % % % of na- % of con-
Year million total tax total of of tional sumere' ex-

Dr. revenue revenue GDP GNP income penditure 

1951 

1952 

1953 
1954 

1955 

1956 
1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

3,392 

3,955 

4,964 

5,811 

6,920 

7,994 

9,015 

10,113 

10,394 

11,592 

13,570 

15,160 

17,542 

20,288 

23,591 

28,251 

31,465 

36,321 

39,843 

43,248 

46,936 

52,136 

65,330 

57.9 

56.8 

58.1 

57.2 

57.4 

57.2 

57.4 

59.2 

59.3 

59.5 

60.1 

59.8 

61.1 

61.8 

62.6 

62.4 

61.4 

61.7 

60.7 

58.9 

57.6 

57.0 

61.2 

57.0 

56.4 

57.1 

55.9 

55.9 

54.9 

54.8 

55.3 

54.9 

55.4 

56.2 

55.7 

57.9 

59.1 

60.2 

60.6 

60.0 

60.4 

59.7 

58.1 

57.3 

56.7 

57.8 

9.5 
10.6 

10.2 

10.4 

10.7 

10.7 

11.3 

12.1 

12.0 

12.4 

12.9 

13.6 

14.4 

14.8 

15.3 

16.7 

17.2 

18.5 

18.1 

17.5 
17.1 

16.4 

15.8 

8.6 
9.6 
9.2 
9.3 
9.6 
9.5 

10.0 

10.7 

10.6 

10.9 

11.2 

11.8 

12.3 

12.7 

13.2 

14.2 

14.6 

15.5 

15.2 

14.4 

14.4 

13.8 
13.4 

9.4 
10.5 

10.1 

10.2 

10.6 

10.5 

11.0 

11.9 

11.7 

12.2 

12.6 

13.3 

14.0 

14.5 

15.0 

16.3 

16.8 

18.0 

17.7 

17.1 

16.6 

15.9 

15.3 

10.3 

11.0 

11.3 

11.2 

11.8 

12.1 

12.7 

13.3 

13.1 

13.8 

13.8 

15.7 

16.5 

17.6 

18.4 

20.0 

20.6 

22.1 

22.3 

22.1 

21.4 

21.1 

20.5 

Source: National Statistical Service of Greece, National Accounts 
of Greece, 1948-1970. 

The percentage contribution of indirect taxes to total 
revenue raised by the General Government in Greece is 
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higher than the corresponding contribution of indirect taxes 
in most EEC countries, while in a few of them the contri
bution of these taxes is higher than in Greece. As shown in 
Table 4.4, indirect taxes in Greece contributed 57.6%, which 
is higher than the corresponding percentage in Germany 
(54.4%), the Netherlands (45.0%), Belgium (52%), Luxem
bourg (45%), the U.K. (50%) and Denmark (42.3%). On 
the contrary, indirect taxes raised a higher percentage in 
France (68.8%), Italy (65.0%) and Ireland (68.1%). 

TABLE 4.4 

Tax Revenue Raised through Indirect Taxes in Greece 
and the EEC Countries in 1971 

Country 

Belgium 
Denmark 
France 
Germany 
Greece 
Italy 
Ireland 
Luxembourg 
Netherlands 
United Kingdom 

In ( 

million 
dollars 

3,860.9 
3,020.1 

24,065.5 
30,451.5 

1,564.5 
12,521.7 

929.3 
116.0 

4,222.2 
21,057.5 

Yo of total rev
enue from 

taxation 

51.9 
42.3 
68.8 
54.4 
57.6 
65.0 
68.1 
44.8 
44.7 
49.8 

%of 
GNP 

13.6 
17.7 
14.8 
14.7 
14.4 
12.4 
20.2 
11.6 
11.7 
15.6 

% of con
sumers' 

expenditure 

22.1 
29.2 
25.1 
26.0 
21.4 
19.3 
30.1 
19.3 
19.9 
25.1 

Source: a. Statistical Office of the European Communities, Tax 
Statistics, Brussels, 1974. 

b . Ministry of Coordination and Planning, National Ac
counts of Greece, No. 22. 

Looking at the ratios of the revenue raised through in
direct taxes to the main aggregates of the Greek economy 
(Table 4.3), we see that in 1973 the revenue from these tax
es amounted to around 16% of GDP or 13.4% of GNP 
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or 20.5% of consumers' expenditure. These percentages 
have increased substantially over the period 1951-1973. Thus, 
the revenue from indirect taxes, as a percentage of GDP, has 
increased from 9.5% in 1951 to 15.8% in 1973; as a percent
age of GNP and of national income, it has increased from 
8.6% and 9.4%, respectively, in 1951 to 13.4% and 15.3% 
in 1973; and as a percentage of consumers' expenditure, it 
has increased from 10.3% to 20.5% over the same period. 

The burden that indirect taxes place on the Greek econ
omy is higher than the corresponding burden placed by in
direct taxes in Belgium, Italy, Luxembourg and the Nether
lands, but lower than the corresponding burden in Denmark, 
France, Germany, Ireland and the U.K. Indeed, as shown 
in Table 4.4, the revenue raised through indirect taxes, ex
pressed as a percentage of GNP, is higher for the first 
group of countries than it is for Greece, while the opposite 
is true for the second group of countries. 

The contribution of indirect taxes to total tax revenue 
in Greece differs between the various parts of the public 
sector. Central Government seems to depend on indirect 
taxes more than do the other forms of Government. In 
1973, for example, indirect taxes brought in around 82% 
of total tax revenue raised by the Central Government. 
Similarly, indirect taxes contribute substantially to the fi
nances of Local Authorities. On the contrary, the contribution 
of indirect taxes to Social Security is very small (around 16% 
in 1973). Table 4.5 below shows the revenue raised through 
indirect taxes by each of the three parts of the public sector 
in Greece over the period 1951-1973. As shown in this table, 
the contribution of indirect taxes to total tax revenue raised 
by the Central Government increased from 71.5% in 1951 
to around 80% in 1960 and remained fairly constant over 
the period 1960-1973. On the contrary, the contribution of 
indirect taxes to total tax revenue raised by Social Security 
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TABLE 4.5 

The Contribution of Indirect Taxes to Total Tax Revenue 
Raised by the Various Parts of the Public Sector in Greece 

over the Period 1951-1973 

Central Government Social Insurance Local Authorities 

Year 

1951 

1952 

1953 
1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

In mil
lion Dr. 

2,916 

3,364 

4,249 

5,183 

6,173 

7,194 

8,055 

9,095 

9,300 

10,199 

11,346 
12,390 

14,346 

16,490 

19,309 

23,462 

26,132 

30,822 

33,615 

36,760 

40,120 

44,800 

57,000 

% of tax 
revenue 

71.5 

73.3 

73.4 

74.1 

75.4 

75.1 

75.1 

78.0 

80.1 

81.0 

80.6 

81.1 

82.1 

81.4 

84.2 

83.0 

83.6 

82.3 

81.7 

80.6 

78.5 

78.3 

81.7 

In mil
lion Dr. 

168 
211 
242 
293 
391 
433 
548 
552 
556 
603 

1,356 

1,604 

1,876 

2,301 

2,737 

3,180 

3,483 

3,689 

4,104 

4,150 

4,216 

4,571 

4,980 

% of tax 
revenue 

13.9 

12.4 

13.7 
13.4 

13.5 

13.0 

14.2 

13.6 

12.2 

11.6 

20.2 

20.2 

20.8 

22.9 

22.8 

22.7 

21.9 

20.8 

20.6 

18.2 

17.1 

16.4 

15.8 

In mil
lion Dr. 

308 
380 
473 
335 
356 
367 
412 
466 
538 
790 
868 

1,166 

1,321 

1,497 

1,545 

1,609 

1,850 

1,810 

2,124 

2,332 

2,600 

2,765 

3,350 

% of tax 
revenue 

57.6 

61.6 

52.3 

39.2 

43.7 

42.8 

44.3 

41.7 

46.5 

55.0 

55.6 

62.6 

68.5 

70.8 

68.9 

68.6 

68.7 

68.3 

64.4 

65.4 

64.3 
62.7 

62.4 

Rates of increase of revenue 
from indirect taxes 

1951-1960 1960-1973 1951-1973 

Central Government 14.9% 14.2% 14 .5% 
Social Insurance 15 .3% 17.6% 16.7% 
Local Authorities 11.0% 11.8% 11.4% 

Source: National Statistical Service of Greece, National Accounts 
of Greece, 1948-1970, Table 3. 
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Organisations remained fairly constant up to 1960, then in
creased suddenly from 11.6% in 1960 to 20.2% in 1961, and, 
after a short period of light increase, gradually began to 
fall in the last five years. Finally, the contribution of in
direct taxes to total tax revenue raised by Local Authorities 
fell from around 62% in 1952 to around 42% in 1958, 
then increased fairly rapidly over the period 1958-1965, 
reaching as high a figure as 70.8%, and then fell gradually 
to around 62% in 1973. In the following, we shall concen
trate only on indirect taxes levied by the Central Govern
ment, the harmonisation of which is covered in the present 
work. 

3. The Structure of Indirect Taxes Levied 
by the Central Government 

The Central Government in Greece imposes a large num
ber of indirect taxes. As in all other European countries,1 

some of these taxes are broad-based, while others are special 
excises. Some of the taxes cover only imports; others 
are levied only on domestic production; but most of them 
are levied on both domestic production and imports at more 
or less the same nominal rates. Table 4.6 shows the percent
age contribution of each group of indirect taxes to total 
revenue raised through indirect taxes as well as to all tax 
revenue raised in Greece and some EEC countries in 1971. 
As shown in this table, there exists a wide diversity in the 
structure of indirect taxes both among the EEC countries 
themselves as well as between Greece and the EEC countries. 
Although all EEC countries raise quite a high proportion 
of their revenue from indirect taxes through broad-based 

1. Confederation of British Industry, Taxation in Western Eu
rope, 11th edition, 1974. 
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TABLE 4.6 

The Structure of Indirect Taxes in Greece 
and Some BBC Countries in 1971 

Country 

Belgium 
France 
Germany-
Greece 
Italy 
Luxembourg 
Netherlands 
United King
dom 

Broad-based 
taxes 

(a) 

56.6 
59.1 
44.5 
43.8 
30.3 
33.6 
54.0 

47.3 

(b) 

29.4 
40.7 
23.8 
21.8 
19.5 
15.3 
24.3 

23.5 

Excise taxes 

(a) 

22.2 
17.2 
25.6 
29.5 
45.7 
30.0 
24.9 

40.3 

(b) 

11.5 
11.9 
13.8 
14.7 
29.7 
13.5 
11.2 

20.1 

Import duties 
and agricultui 

al levies 

(a) 

7.4 
2.0 
3.9 

13.6 
4.2 
— 
8.5 

3.8 

(b) 

3.8 
1.4 
2.2 
6.7 
2.7 
— 
3.8 

1.9 

'- Other 
taxes 

(a) 

13.8 
21.7 
26.0 
13.1 
19.8 
36.4 
12.6 

8.6 

(b) 

7.2 
15.0 
14.0 
6.5 

13.0 
16.4 

5.7 

4.3 

Source: a. Statistical Office of the European Communities, Tax 
Statistics, 1965-1971, Brussels, 1972. 

b. Central Statistical Office, National Income and Ex
penditure, H.M.S.O., London, 1972. 

Notes: a. As a percentage of tax revenue raised through indi
rect taxes, 

b. As a percentage of all tax revenue in each country. 

taxes, the relevant proportions differ widely among the var
ious countries. Belgium, France and the Netherlands raise 
more than 1/2 of their revenue from indirect taxes through 
broad-based taxes; Germany and the U.K. raise only a lit
tle less than 1 /2; and Italy and Luxembourg raise only 
1/3. The same diversity appears with regards to the contri
bution of broad-based commodity taxes to the over-all tax 
revenue in the various countries. France raises around 40%, 
of her total revenue through broad-based taxes; Belgium raises 
around 30%; and all other countries raise less than 2 5 % 
of their revenue through such taxes. 

The above diversity in the structure of indirect taxes in 
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i-he EEC partly explains the wide diversity in the VAT 
systems introduced by the EEC countries, especially in 
the structure and the number of rates used. Indeed, coun
tries like France and Belgium, which raised a high propor
tion of tax revenue through broad-based commodity taxes 
(today through the VAT), had to use a larger number of 
rates than did other EEC countries, where broad-based 
commodity taxes, which were replaced by the VAT, brought 
in a smaller amount of tax revenue. This is an important 
consideration which should not be forgotten by those who 
build up a VAT system for Greece. Since Greece raises quite 
a high proportion of her total revenue through broad-based 
taxes, and provided that all these taxes, and perhaps some 
special excises, are to be replaced by the VAT, it may not 
be possible to introduce a simple VAT in this country un
less some harmonisation of the whole structure of the tax 
system takes place. 

Regarding the other groups of indirect taxes, Table 4.6 
«hows that special excises contribute substantially to the 
Budget in all EEC countries as well as in Greece. Of partic
ular importance from the point of view of revenue are 
•excises in Italy and the U.K. Also quite important for rev
enue purposes are excise taxes in Greece, Luxembourg, Ger
many and the Netherlands, while their contribution in Bel
gium and France is smaller. Import duties, on the other 
hand, play an insignificant role as a revenue-raising device 
in all EEC countries; in Greece, however, their contribution is 
somewhat higher. Finally, all other indirect taxes raise quite 
a high proportion of revenue in some EEC countries, but 
their contribution in Greece is relatively smaller. In the 
following, we shall briefly discuss the various taxes levied by 
the Central Government in Greece. 
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3.1. Broad-based Taxes 

Contrary to what happens in nearly all European coun
tries, where a single broad-based (general) commodity tax 
is supplemented by a number of excises, in Greece there 
exist some six broad-based commodity taxes: (i) the turn
over tax, which is a single-stage broad-based tax levied on 
both domestic production and imports; (ii) the wages and 
salaries tax, which is a tax on domestic costs of labour; (iii) 
the special tax levied on imports of goods, which is levied only 
on imports and aims at equalising the burden of imports 
with that levied on domestic production by the wages and 
salaries tax; (iv) the luxury tax, which is levied on most 
luxury products, mainly those imported from abroad; (v) 
the special consumption tax of 1958, which covers a wide 
variety of products, both those produced domestically and 
those imported from abroad; and (vi) the stamp duties, which 
are, in fact, a whole group of taxes, cumulative in nature, 
levied on nearly all transactions in the country. 

The turnover tax and, especially, stamp duties are more 
important from the point of view of raising revenue, while 
the other taxes contribute much less. Table 4.7 below shows 
the percentage contribution of each tax over the period 
1961-1973. As shown in the table, stamp duties today raise 
more than 50% of the total revenue raised through the above 
broad-based taxes. Their percentage contribution was quite 
high throughout the whole period 1961-1973.1 Also quite im
portant on revenue considerations is the turnover tax, which 
today brings in around 40% of all revenue raised through 
broad-based taxes. The other four broad-based taxes con-

1. The contribution of stamp duties increased suddenly in 1967 
and in 1968 because of the increase in the rates of some of these du
ties in these years. 
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tribute only around 10%, with the special tax levied on 
imports contributing half of this amount, and the other 
three taxes contributing the remaining half. 

The revenue raised through broad-based taxes in Greece 
has increased substantially over the period 1961-1973. As 
shown in Table 4.7, this revenue has increased at a rate of 
18.4% over the whole period, the rate of increase being 
higher during the period 1967-1973 than during the first 
half of the 1960s. The observed substantial increase in the 
revenue raised through the broad-based commodity taxes is 
due to the continual changes in tax rates that took place 
over the period 1961-1973 and not to the income elasticity of 
these taxes, which is fairly small. The revenue raised through 
the turnover tax, the stamp duties, the special tax of 1958, 
and the special tax levied on imports subject to the turnover 
tax has increased at quite high rates over the period 1961-
1973, while the revenue raised through the wages and sala
ries tax and the luxury taxes has increased at much low
er rates. The low rates of increase of the revenue raised 
through these last two taxes are due to the constancy of 
tax coefficients over the period under consideration. The 
revenue raised through the turnover tax, the wages and 
salaries tax and the special tax levied on imports has in
creased at higher rates over the first half of the period 
(1961-1967), while the opposite is true for the revenue raised 
through the other three broad-based taxes. 

3.1.1. The Turnover Tax 

The turnover tax was first introduced in 1933 by Law 
5822. This law was then replaced by Law 660/1937, 
which is still in force, revised and supplemented by other 
Legislative Decrees.1 The turnover tax is a general tax lev-

1. The Turnover Tax and Other Consumption Taxes in Greece, 
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ied on industry and handicraft, electricity, telecommunica
tions, passenger transport, insurance, banking, gas, hotels, 
advertising enterprises, enterprises producing and exploit
ing films, enterprises bottling water, garages, women's hair
dressers, and enterprises producing ice. The tax has recently 
been extended to cover a number of other services previ
ously not subject to it.1 

In the case of industry and handicraft, the tax is effec
tively levied on the value of output at wholesale, since it 
is levied on turnover less purchases of taxed materials. The 
tax itself is also excluded from the taxable base. The turn
over tax is, therefore, a multi-stage tax, without cumula
tion and, in this respect, can be considered a form of 
value-added tax. In the case of imported goods, the base 
of the tax is the value of imports cif, plus import duties-
and all other taxes and levies due on importation, plus a 
margin varying between 20% and 60% to reach a notional 
wholesale price. As for the various service industries subject 
to the tax, the law determines the receipts that consti
tute the taxable base in each case.2 

The tax is generally levied at a rate of 8% on both 
goods and services. Certain goods are, however, subject to 
the tax at lower rates. Thus, some machinery, canned fruit 
and vegetables, asbestos and cattle food are taxed at a rate 
of 4.0%, while most fish products, edible oils and pastry 
products are taxed at only 2.0%. Similarly, certain services-
are taxed at different rates. Transportation services are 
subject to the tax at a rate of 7%, and hotels, at a rate of 

Collection of Various Regulations Presently in Force, Ministry of 
Finance, 1973. See also the Annual Budget, Vol. Ill, op. cit. 

1. L. 12/1975. 
2. For an interesting analysis of the various laws, see N. Totsis, 

The Turnover Tax, 4th edition, Pamissos, Athens, 1972. 
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6%. Insurance companies are taxed at a rate of 8% for 
the premium of all branches, save for fire insurance premium 
and life insurance premium, which are taxed at rates of 18.0%, 
and 3.0%, respectively. 

Exports are exempt from the tax, and they also enjoy a 
rebate of tax paid at earlier stages of production on mate
rials which are embodied in them. Besides, a number of 
other products are exempt from the tax. Some of these-
exempted goods are goods which are separately taxed by 
special excises (e.g., alcohol, gas, soap, explosives and to
bacco products). Also exempted are the products of certain 
large plants, like shipbuilding, newsprint, phosphate ferti
lizers, etc., as well as a number of agricultural products (e.g.r 

cheese, butter, olive oil, wine, cotton, cereals, flour and bread). 
Agricultural products, however, are taxed when they are-
further processed (e.g., cotton spinning, fruit canning, to
mato pulp production and olive oil refinement). Construc
tion is also not subject to the tax. 

Like nearly all other taxes, the turnover tax contains, 
a number of provisions which are used as fiscal incentives, 
to promote economic development. Of particular interest are 
the provisions aiming at promoting the decentralisation of in
dustry. Towards this goal, the rates of the tax are reduced as 
follows: (i) by 25% for industrial and handicraft enterprises, 
located in zone B, which is an area comprising the Salonika 
area as well as some parts of the country near Athens; and 
(ii) by 50% for industrial and handicraft enterprises lo
cated in zone C, which comprises the rest of the country.x 

The turnover tax is paid to the revenue offices every 
month on the basis of a special declaration document con-

1. The Athens area comprises zone A. Enterprises located iik 
this area pay the full rate. 
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•cerning turnover and tax due on the previous month.1 The 
turnover tax brings in a considerable amount of revenue. 
In 1973, the revenue from this tax amounted to over 10 
billion Dr. More than 50% of this revenue was raised from 
the taxation of products imported from abroad, while less 
than 50% was raised from products produced domestically. 
As for the turnover tax levied on domestic goods and serv
ices, around 55% of its revenue comes from the taxation of in
dustry and handicraft, while the rest comes from all other 
-activities subject to the tax. Table 4.8 shows the structure 
Of the revenue raised through the turnover tax in the last 
few years. 

Of particular interest for the analysis of the economic 
effects of the turnover tax are the allocation of the revenue 
raised through this tax to the main branches of economic 
activity and the computation of the effective rates at which 
this tax is levied on the various groups of products. Table 
4.9 below gives the allocation of the revenue raised from 
imported commodities, while Table 4.10 gives the alloca
tion of the tax revenue raised from domestic economic activ
ity in 1973. As shown in these tables, the turnover tax 
falls on imported commodities at higher effective rates than 
it does on similar domestic products, which is due to the fol
lowing two factors: (i) the base of the turnover tax on imports 
includes not only the value of imports cif but also customs 
duties and all other levies, while no such duties and levies 
are placed on domestic production; and (ii) the base of the 
turnover tax on imports is raised by 20%-60% to reach a 
notional wholesale price, and these percentage increases are 

1. In the case of some service industries (e.g., banks, industries 
producing electricity and gas as well as the Greek Telecommunications 
Organisation) a declaration is submitted every other month, while in 
the case of insurance companies the tax is paid every three months. 
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TABLE 4.10 

The Allocation of the Revenue Raised through the Turnover 
Tax from Domestic Economic Activity in 1973 

Branch of economic activity I n ™fon % ^ e d 

I . Industrial and handicraft enterprises 
1. Foodstuffs 
2. Coffee grinding 
3. Confectionery 
4. Alcoholic beverages 
5. Textiles 
6. Leather and footwear 
7. Clothing 
8. Wooden products 
9. Paper 

10. Chemicals 
11 . Building construction materials 
12. Marble processing 
13. Metallurgical and mechanological 
14. Electricity 
15. Gas 
16. Other 

I I . Banking enterprises 
I I I . Insurance 
IV. Transport 
V. Mineral-water-bottling enterprises 
VI . Enterprises producing ice 
VII . Telecommunications 
VIII .Film production industries 
I X . Advertising enterprises 
X. Garages 
XI. Hairdressers 
XII. Hotels 

Total 4,808.6 5.36 

Source: Ministry of Finance, Quarterly Revenue Statements. 

2,839.8 
241.9 

6.7 
83.7 
15.4 

500.5 
44.7 
29.3 

119.3 
72.6 

385.7 
266.4 

47.6 
565.0 
327.0 

1.1 
132.2 
611.2 
192.4 
416.0 

1.9 
16.4 

455.9 
12.5 
78.4 
53.4 
12.5 

118.3 

5.27 
4.65 
4.54 
5.50 
5.28 
5.82 
2.95 
1.73 
5.57 
5.32 
6.22 
5.24 
5.75 
5.15 
6.00 
6.83 
4.52 
3.77 
9.56 
7.10 
4.04 
5.37 
7.00 
6.84 
5.72 
5.67 
5.62 
5.73 
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most probably higher than the actual wholesale margins. 
The tables also show that the turnover tax falls at differ
ent effective rates on the various groups of products, de
spite the fact that the nominal rates are, in the case of goods, 
the same. With respect to imported products, the difference 
in the effective rates is due to the differing tax burdens as 
well as to the differing margins which apply for different 
groups of products. In the case of domestic products, the dif
ference is due mostly to the reduced nominal rates applying 
in certain cases but also to the various exemptions granted. 

3.1.2. The Wages and Salaries Tax 

The wages and salaries tax was introduced by Arti
cle 5 of E.L. 843/1948. This tax is levied on the remuner
ation of labour employed by industrial and handicraft en
terprises and covers wages, salaries, remuneration for over
time work, as well as every other remuneration paid out 
to the' employees in both money and kind.1 

The tax is levied at a rate of 6%. This rate is reduced, 
however, in certain cases as follows: (i) Small firms whose 
labour remunerations do not exceed 450 thousand Dr. per 
year are taxed at a rate of 10% for the labour costs over 180 
thousand Dr. (ii) Labour remunerations paid for work done 
outside the Greater Athens Area are taxed at half the usual 
rate, (iii) The iron industry is charged at a rate of 1%, if 
the firm is located in the Greater Athens Area, and 0.5%, 
if it is located outside this area, providing labour remuner
ation exceeds 200 thousand Dr.; otherwise such firms are 
treated like the other small firms. 

Small firms whose annual labour costs do not exceed 180 

1. E.L. 843/1948, Article 5, in the Annual Budget, Vol. I l l , 
op. cit. 
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thousand Dr. are exempted from the tax. Also exempted 
are all firms located outside Attica Nomos, which are by 
law considered «industries located in the provinces.»1 Fi
nally, certain other industrial or handicraft enterprises spe
cifically provided for in the law are exempted. Such enter-1 

prises are:2 tobacco manufacturers, printers and publishers, 
footwear manufacturers, bakers, and shipyards. 

The tax is assessed and paid to the revenue offices 
together with the income tax. Contrary to the incòme tax> 
however, which is withheld from the workers, the present 
tax is paid by the firms, which can then shift it over to 
prices. The tax is therefore a tax on domestic costs, and pro
viding it is shifted over to prices, it increases the prices of 
domestically produced goods relative to the prices of im-; 
ported products. The tax is rebated on exports. The amount 
of rebate is determined by the Ministers of Finance and 
Industry. The revenue raised through, this tax accrues partly 
to the Central Government (62.4%), while the rest goes to 
third parties. 

The allocation to the various manufacturing branches 
of the tax revenues raised through this tax and the compu
tation of the effective rates at which this tax falls on 
the various groups of products present difficulties because 
of the lack of appropriate data. Using the information 
provided in the Annual Industrial Surveys for Greece con
cerning total wages and salaries paid out by large-scale 
industry in the Greater Athens Area, and after mak
ing allowances for exempted manufacturers and different 
rates used, we have allocated the total revenue raised 
through this tax to the main manufacturing branches. The 

1. L. 3213/1955, Article 1. 
2. L. 1619/1951, Article 3; E.L. 1839/1951, Article 18; and L. 

4242/1962, Article 28. 

117 



results are presented in Table 4.11. As shown in this table, 
the tax falls at different effective rates on the various groups 
of manufacturing products. The differences are due not 
only to the different nominal rates or to the various exemp
tions that are sometimes recognised, but also to the differ
ent labour contents of the various groups of products (see 
last column of the table). 

The wages and salaries tax, being a tax on domestic 
costs, discriminates against domestic production and fa
vours imports.1 It also discriminates against labour and in 
favour of capital, which, of course, leads to misallocation of 
resources; but this can be desirable from the point of view 
of promoting economic development. Besides, the concen
tration of the tax to Attica Nomos only provides a good 
incentive for decentralisation of economic activity, which, 
again, is desirable from the point of view of the country's 
economic development. On the contrary, the exemption of 
small firms with labour remunerations smaller than 180 
thousand Dr. per year as well as the favourable treatment of 
firms with labour remunerations between 180 thousand Dr. 
and 450 thousand Dr. can be important disincentives to 
firms to increase their size, which, of course, is undesirable 
from the point of view of economic development. 

8.1.3. The Special Tax on Imports 

This tax was introduced in 1954 by L.D. 3092, which was 
later replaced by L.D. 4257/1962. This last is still in force 
today.2 The tax is levied only on imports of goods and 

1. This discrimination is, of course, more than counterbalanced 
by the special equalisation tax levied on imports discussed under 
(c) below. 

2. L.D. 4257/1962, in the Annual Budget, Vol. I l l , op. cit. 
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TABLE 4.11 

The Allocation of the Yield Raised through the Wages and Salaries 
Tax among the Various Manufacturing Branches in 1973 

20. 

2 1 . 
22. 
23 . 
24. 

25 . 
26. 
27. 
28 . 
29 . 
30. 

3 1 . 
32. 
33 . 

34. 
35 . 

36. 

37. 

38 . 
39 . 

Manufacturing branch 

Food manufacture except 
beverages 
Beverage industries 
Tobacco manufactures 
Manufacture of textiles 
Manufacture of footwear 
and sewing of fabrics 
Wood and cork 
Furniture and fixtures 
Manufacture of paper 
Printing and publishing 
Leather and fur products 
Rubber and plastic 
products 
Chemical industries 
Petroleum and coal refining 
Nonmetallic mineral 
products 
Basic metal industries 
Fabricated metal products 
except machinery 
Machinery and appliances 
except electrical machinery 
Electrical machinery ap
paratus, appliances and 
supplies 
Transport equipment 
Other industries 

Total 

The wages and salaries tax 
In 

million 
Dr. 

34.6 
13.9 
— 

91.7 

18.3 
7.2 

10.3 
12.7 

— 
4.4 

31.0 
44.4 

3.2 

30.2 
0.4 

8.3 

21.4 

37.2 
21.4 

6.4 

397.0 

%of 
gross pro
duction 

0.37 
0.52 
— 

0.78 

0.52 
0.83 
0.95 
0.60 

— 
0.72 

0.87 
0.73 
0.85 

1.06 
0.27 

0.17 

1.14 

0.57 
0.54 
1.17 

0.67 

%of 
value-
added 

1.37 
1.64 
— 

1.79 

1.33 
1.96 
1.88 
1.84 
— 

2.13 

1.82 
1.46 
2.61 

1.92 
1.10 

0.42 

2.38 

1.39 
0.97 
1.99 

1.38 

Labour 
content of 
domestic 

production 

10.7 
11.2 
10.5 
16.6 

18.4 
16.9 
19.9 
12.8 
25.9 
14.4 

18.3 
15.5 
17.6 

22.5 
26.5 

16.9 

23.8 

11.8 
31.2 
23.3 

16.7 
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aims at equalising the burden levied on domestic production 
by the wages and salaries tax, discussed above. 

The base of this tax is the same as the base on which 
the turnover tax is levied on imported products. The tax 
is levied at three rates as follows: (i) 2.0% on the goods 
which are subjected to turnover tax at the rate of 8%; 
(ii) 1.0% on the goods which are subjected to turnover tax 
at the rate of 4.0%; and (iii) 0.5% on the goods which are 
subjected to turnover tax at the rate of 2.0%. 

The tax liability is determined by and the revenue is 
paid to the revenue authorities together with the turnover 
tax. Products not subject to the turnover tax are also exempt 
from this tax. 

The allocation of the yield raised through this tax as 
well as the effective rates at which it is levied on the various 
groups of products are shown in Table 4.12. As shown in 
this table, the effective rates differ among the various groups 
of products, the difference being due not only to the dif
ferent nominal rates and exemptions, but also to the varying 
rates of customs duties and other levies and to the varying 
margins, which are added on the cif value of imports to 
make up the taxable base. 

The coverage and rate structure of the tax do not 
appear adequate to guarantee that the tax succeed in its 
alleged purpose of equalising the burden of imports with tha t 
levied on domestic production by the wages and salaries 
tax. Indeed, besides the fact that the wages and salaries tax 
is restricted only to Attica Nomos, the burden that this 
tax levies on the various products is proportionate to the 
labour content of each product, a factor which is not reflect
ed in the rate structure of the special tax levied on imports. 
Furthermore, the rates at which the present tax is levied 
on imports are higher than the corresponding rates at which 
the wages and salaries tax is effectively levied on domestic 
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TABLE 4.12 

The Effective Rates at Which the Special Tax 
on Imports Was Levied in 1973 

% on % on the 
Commodities In % the total taxed 

million value of value of 
Dr. imports imports 

1. 
2 . 
3 . 

4 . 

5 . 
6. 

7. 

8. 
9. 

10. 

11 . 
12. 

13 . 

14 . 

15 . 

16. 

17. 

18 . 

19 . 
20 . 

2 1 . 

Live animals, animal products 
Vegetable products 
Animal and vegetable fats and 
oils 
Prepared foodstuffs, beverages, 
tobacco 
Mineral products 
Products of the chemical and 
allied industries 
Artificial resins, plastic mate
rials, etc. 

3.40 
23.45 

2.73 

26.38 
12.20 

143.39 

84.30 
Raw hides and skins, leather, etc. 2.41 
Wood and articles of wood 
Paper-making material, paper, 
etc. 
Textiles and textile articles 
Footwear, headgear, umbrel
las, etc. 
Articles of stone, of plaster, of 
cement, etc. 
Pearls, precious and semi
precious stones, etc. 
Base metals and articles of 
base metal 
Machinery and mechanical ap
pliances 
Vehicles, aircraft and parts 
thereof 
Optical, photographic and 
other instruments 
Arms and ammunition 
Miscellaneous manufactured 
articles 
Works of art, collectors' pieces 
and antiques 
Total 1, 

67.94 

51.79 
95.76 

1.71 

25.02 

2.26 

191.83 

248.26 

157.03 

47.25 
1.73 

10.97 

— 
198.81 

0.28 
1.96 

0.23 

2.20 
1.02 

11.93 

7.02 
0.20 
5.67 

4.32 
7.98 

0.14 

2.09 

0.19 

16.00 

20.68 

13.09 

3.97 
0.14 

0.92 

— 
100.00 

— 
0.9 

0 .8 

0 .9 
0 . 1 

2 .0 

2 .4 
0 . 1 
2 .4 

1.9 
1.6 

2 . 5 

2 .2 

0 .7 

1.9 

1.2 

1.0 

2 . 5 
2 .0 

2 . 8 

— 
1.7 

0 .2 
1.0 

1.8 

1.6 
0 .8 

2 . 5 

2 . 8 
0 . 3 
2 . 6 

2 . 4 
2 . 3 

2 . 6 

2 . 6 

2 . 9 

2 .4 

1 .8 

2 . 3 

2 . 9 
2 .6 

3 .1 

1.6 

2.09 

Source: National Statistical Service of Greece, Statistical Year-
book of Public Finance, 1974. 
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production. Indeed, a comparison of the effective rates at 
Avhich the two taxes are levied (Tables 4.11 and 4.12) shows 
that while the wages and salaries tax is levied at an over-all 
effective rate of 0.67%, the special tax on imports is levied 
at 2.07%. This is much higher than the burden that the 
wages and salaries tax would place even if it were levied at 
•6% on all products throughout the country. Thus, pro
viding the average labour content of domestic production is 
.around 17% (Table 4.11), the imposition of the 6% tax on 
labour costs would give an average effective rate for domes
tic production equal to 1.02% (0.17x6). 

3.1.4. The Luxury Taxes 

The luxury taxes include a group of special taxes levied 
On various products, mainly those imported from abroad, 
which are considered as luxury goods.1 A luxury tax was 
first introduced by E.L. 1991/1939 and covered a relatively 
small group of products, both those imported from abroad and 
those produced domestically. The main purpose of this tax 
was to raise additional revenue to cover the increasing needs 
of the Central Government and also to increase the progres-
sivity of the rate structure of the system of indirect taxes 
in the country. The tax was later spread over to cover other 
products so that today luxury taxes cover a wide variety 
of products, some of which are not, in fact, luxury articles. 
Thus, under L.D. 2416/1953, which replaced E.L. 1991/1939, 
the luxury tax levied on imported products was extended to 
cover a large number of imported commodities, at rates 
ranging between 25% and 50%.2 The base of the tax is the 

1. E.L. 1991/1939, L.D. 2416/1953, and L.D. 3394/1955, in 
the Annual Budget, Vol. Ill , op. cit. 

2. In the case of some drinks (e.g., whisky, gin, vodka, etc.) 
the rate amounts to 120%. 
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same as that upon which customs duties are levied (i.e., the 
value of imports cif). Law 2818/1954 has extended the luxu
ry taxes levied on imports to cover goods produced with nat
ural or artificial fibres. This tax is again levied at different 
rates on the various products, depending on their nature and 
content. The rates range between 10% and 25%. The base 
of this tax is different from the base of the luxury tax lev
ied according to L.D. 2416/1953, since the taxable base is 
now the value of imports cif including customs duties and 
all other levies. Finally, L.D. 3394/1955 has introduced a 
luxury tax on imports of china goods and earthenware. 
The tax is levied at 15% on china goods and 10% on earthen
ware. The base of this tax is now the value of imports cif 
(excluding customs duties and all other levies). 

As for the luxury taxes levied on domestic products, 
they differ from those levied on imported commodities both 
in coverage and in rates.1 Such taxes are levied on the follow
ing groups of products: spirits, perfumes, skins, and cer
tain goods produced from skins; goods produced from silk 
and wool; silverware and various decorative articles; and 
furniture, furs, bottled wines, etc. These taxes are levied at 
different rates on the various products. Some of the rates 
are ad valorem, while others are fixed rates paid quarterly 
by the producers and usually differ according to the qual
ity of the product. The base of the luxury taxes levied on 
domestic products is the same as the base of the turnover 
tax. 

The total revenue raised through the luxury taxes in 
1973 amounted to 638 million Dr. More than 3/4 of this 
revenue was raised from products imported into Greece, while 
only 1/4 was raised from domestically produced luxury prod-

1. See Decision of the Minister of Finance, M 1480/1126/8/9-3-
1945, in the Annual Budget, Vol. Ill, op. cit. 
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ucts. Table 4.13 shows the allocation of tax revenue between 
imported and domestically produced commodities in the 
last five years. 

TABLE 4.13 

The Allocation of the Revenue Raised through the Luxury 
Taxes from Imported and Domestically Produced Products 

Luxury tax on Luxury tax on 
imports domestic production Total 

1969 
1970 
1971 
1972 
1973 

In million 
Dr. 

228 
250 
304 
341 

485 

o/ /o 

75.0 
72.7 
74 .3 
74 .5 
76.0 

In million 
Dr. 

76 
94 

105 
117 
153 

0/ 
/o 

25 .0 
27 .3 
25 .7 
25 .5 
24 .0 

In million 
Dr. 

304 
344 
409 
458 
638 

/o 

100.0 
100.0 
100.0 
100.0 
100.0 

Source: Ministry of Finance, The Execution of the Budget. 

The allocation of the yield raised through the luxury 
taxes from imported commodities and the effective rates 
at which these taxes are levied on the various groups of 
products are shown in Table 4.14 below.1 As shown in 
this table, the luxury taxes are levied at very high rates 
on some groups of products, while the rates at which they 
are levied on other products are low. The first group of 
products includes beverages, some paper products, some 
chemical goods and certain miscellaneous manufacturing 
products. 

1. The allocation of the yield raised through the luxury taxes 
from domestic production has not been possible due to the complete 
lack of relevant data. However, the revenues raised through these 
taxes are so low that their neglect is not going to affect the main 
results of this study. 
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TABLE 4.14 

The Allocation of the Revenue Raised through the Luxury Taxes 
among the Main Groups of Imported Commodities in 1973 

0 . 
1. 
2. 

3. 
4. 
5. 
6. 

7. 

8. 
9. 

Group of imported commodities 

Food and live animals 
Beverages and tobacco 
Crude materials, inedible, exclud
ing fuels 
Mineral fuels, lubricants, etc. 
Animal and vegetable oils and fats 
Chemicals 
Manufactured goods classified 
by raw material 
Machinery and transport equipment 

Miscellaneous manufactured articles 
Commodities and transactions not 
classified according to kind 

Total 

C3 
Ο 

Γ 3 f-<' 

SQ 
a 

1.48 
64.83 

0.15 
— 
— 

57.48 

241.89 
61.57 
74.88 

— 

502.28 

η
 fr
o

m
 

ta
x

e
s 

Ο Φ 

> ki 
pH f—1 

0.29 
12.91 

0.03 
— 
— 

11.44 

48.16 
12.26 
14.91 

— 

100.00 

φ 

5-S 
S > ë 
Ο f* ρ, 

o^ Φ -S 

σί ο 
•4-ä 

0.03 
36.14 

— 
— 
— 

0.75 

1.84 
0.30 
2.97 

— 

0.88 

Φ «j 

CJ ci Ο 

er** co -̂ Η 

S-3 

— 

19.12 

— 
— 
— 

0.61 

1.34 
0.16 

2.46 

— 

0.49 

Source: General Accounting Office of the State, Tables of Tax 
Revenue and Taxed Value of Imports (in Greek). 

3.1.5. The Special Consumption Tax of 1958 

This tax was introduced by L.D. 3829/1958 and covers 
a variety of products, produced at home or imported from 
abroad, which are not subjected to the luxury taxes.1 The 
base of the tax is the same as that of the turnover tax. 
Thus, in the case of home-produced goods, the taxable base 
is the value of the product appearing in the invoice, exclud-

1. L.D. 3829/1958, in the Annual Budget, Vol. Ill, op. cit. 
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ing the turnover tax. On the contrary, in the case of imported 
goods, the taxable base is the value of imports cif, plus 
customs duties and other levies (excluding only the turnover 
tax), plus a margin varying between 20% and 60%. 

The tax is levied at different rates on the various prod
ucts, varying between 10% and 80%. Table 4.15 below 
gives the products subjected to the special consumption tax 
and the corresponding nominal rates at which the tax is 
levied. 

TABLE 4.15 

The Nominal Rates of the Special Consumption Tax of 1958 

Products Tax rate % 

1. Race-horses 40.0 
2. Cheese (Dutch, vitcheris, Parmesan and other European) 15.0 
3. Lifts 25.0 
4. Air conditioners 25.0 
5. Washing machines of a weight of up to 250 kilogrammes 20.0 
6. Cameras 40.0 
7. Earthenware, other than white 15.0 
8. Photographic paper, camera films, slides, etc. 25.0 
9. Tyres for passenger cars 25.0 

10. Innertubes for passenger cars 20.0 

Source: Ministry of Finance, The Annual Budget, Vol. III. 

The special consumption tax of 1958 brought in around 
half a billion Dr. of revenue in 1973. More than 2/3 of 
this revenue came from products imported into the country, 
while the remainder was raised from goods produced a t 
home. Table 4.16 below shows the allocation of tax revenue 
raised through this tax between imports and domestic pro
duction in the last five years. 

The allocation of the yield raised through the special 
consumption tax among the various branches of economic 
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TABLE 4.16 

Thé Allocation of the Yield of the Special Consumption 
Tax of 1958 between Imports and Domestic Production 

Year 

Revenue raised 
from imports 

Revenue raised from 
domestic production Total 

In million 
Dr. 

/o In million 
Dr. 

/o In million 
Dr. 

/o 

1969 139 79.0 37 21.0 176 100.0 
1970 
1971 
1972 
1973 

158 
205 
260 
321 

74.2 
75.4 
73.0 
70.1 

55 
67 
96 

137 

25.8 
24.6 
27.0 
29.9 

213 
272 
356 
458 

100.0 
100.0 
100.0 
100.0 

Source: Ministry of Finance, The Annual Budget, Vol. III . 

TABLE 4.17 

The Allocation of Tax Revenue Raised through the Special Consumption 
Tax of 1958 among the Main Branches of Economic Activity in 1973 

Branch of economic 
activity 

Agricultural products, food 
Wood and cork 
Paper 
Rubber 
Chemicals 
Other nonmetallic products 
Machinery 
Transport equipment 
Miscellaneous manufacturing 

Total 

In 
million 

Dr. 

21.0 
13.5 
54.8 
40.8 

6.6 
8.2 

133.5 
2.9 

34.7 

321.0 

Imports 

%of 
taxed 
value 

0.44 
0.76 
2.75 
6.14 
0.18 
1.37 
1.28 
0.06 
1.79 

0.55 

Domestic 
production 

% of In 
total million 
value Dr. 

0.21 
0.62 
2.14 
3.42 
0.13 
0.76 
0.82 
0.01 
0.18 

0.27 

— 

40.0 
— 

55.0 
10.0 
32.0 

137.0 

%of 
domes
tic pro
duction 

— 

1.74 
— 

0.84 
0.06 
1.34 

— 
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activity and the effective rates at which, this tax is levied 
on the various groups of products are presented in Table 
4.17 above. This allocation has proved quite difficult because 
of the lack of relevant data: no data are available for either 
the part raised from imports or that raised from products pro
duced at home. We have therefore made independent esti
mates of the yield of this tax, using the nominal rates pre
sented in Table 4.15 above and the corresponding values 
of the taxed products. Our total estimate of the yield raised 
from imported commodities was very close to the actual 
figures, so that we can safely assume that our individual 
estimates are very close to the actual figures. As for the 
part of the revenue raised from domestic production, the 
allocation is quite rough; but since the total revenue raised 
from domestic production is very small, any mistake in the 
allocation is not going to affect our results materially. 

3.1.6. Stamp Duties 

Stamp duties include a wide group of levies imposed 
at different rates on various transactions.1 Such duties are 
levied on transactions related directly to the movement of 
products through the various stages of production and dis
tribution as well as on transactions connected only indi
rectly with the movement of products (e.g., the issue of 
drafts or notes, loan contracts, etc.). Furthermore, stamp du
ties are levied on transactions which are not related at all 
to the movement of products (e.g., the payments of wages 
-and salaries in the private sector, income from the leasing of 

1. Stamp Duties, Codification of Laws in Force, Ministry of Fi
nance, Athens, 1970 (in Greek).See also the Annual Budget,Yo\. Ill, 
op. ci<.,and L. 12/1975, Articles 20-29. An interesting analysis of the 
relevant laws is provided in N. Totsis, Code of Stamp Duties, Pamis-
50S, 1972 (in Greek). 
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buildings, etc.). Some of these duties are fixed (i.e., independ
ent of the value of the transaction) while others are propor
tional to the value of the transaction. We shall discuss 
here the main categories of stamp duties. 

a. Stamp duties levied on transactions related directly 
to the movement of products among the various stages of pro
duction and distribution: These duties are levied cumula
tively on the sales value of a product as the product goes 
through the various stages of production and distribution. 
They cover both domestically produced and imported com
modities. The base of the duties is the sales value of the 
products, including all other taxes and levies which are lev
ied on the products.1 The base of the tax does not, how
ever, include the excise tax on cigarettes, cigars and spir
its. In the case of imported products, the value of imports 
cif plus import duties and all other taxes levied on im
ports constitute the taxable base.2 The nominal rate of the 
stamp duties levied on domestically produced commodities 
amounts to 2%.3 However, the effective rate at which these 
duties are levied on the various final products differs accord
ing to the number of stages through which a product goes 
until it reaches the final stage. On the other hand, the nom
inal rates of the stamp duties levied on imports are dif
ferent, ranging between 2% and 5%, according to the num
ber of stages through which similar domestic products 
supposedly pass until they meet with imports.4 Stamp du
ties levied directly on products are rebated on exports. 

b. Stamp duties levied on banking and insurance trans» 
actions: Banking transactions are subjected to stamp duties 

1. Stamp Duties, Articles 15c and 15d. 
2. Stamp Duties, Article 15b. 
3. This rate is increased by 20%, the revenue from which is 

given to the Farmers' Insurance Organisation. 
4. Increased by 20% in favour of F.I.O., as above. 
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as follows: (i) Loans of all kinds, save for those specifically 
exempted, are subjected to stamp duties at a rate of .25% 
of the value of the debit, (ii) Interest and bank commis
sion are subjected to stamp duties at rates ranging between 
.50% and 3%. 

Insurance transactions are taxed as follows: (i) Insurance 
premium is subject to stamp duties at a rate of 2%. (ii) The 
granting of loans on the basis of life assurance is subject 
to stamp duties at a rate of 1%. 

c. Stamp duties levied on income from the leasing of 
buildings: Stamp duties are also levied on the income from 
the leasing of buildings, at a rate of 3%. This duty is usually 
borne half by the lessor and half by the lessee. 

d. Stamp duties on wages and salaries: This duty is lev
ied on the wages, salaries, pensions and other remunera
tions paid to employees in the private sector of the econ
omy. The rate of this duty is 1%, and it is borne half by 
the employer and half by the employee. The duty borne 
by the employee is withheld and paid to the authorities by 
the employers. Pensions paid by IKA (Social Insurance Or
ganisation) and OGA (Agricultural Insurance Organisation) 
are, by special provisions, exempted from stamp duties. 

e. Stamp duties levied on drafts and notes: This duty 
is levied on drafts and notes at fixed rates per document. 
The rates differ according to the nominal value of the draft 
or the note, ranging between 5 Dr. for value up to 1,000 Dr. 
and 100 Dr. for values between 15,001 and 20,000 Dr. Where 
the nominal value of the draft or note exceeds 20,000 Dr., 
the rate is proportional and amounts to 0.5% for the price 
above 20,000 Dr. 

f. Stamp duties levied on the sales or purchases on be
half of third parties, the hiring of services, etc.: In the case 
of sales or purchases on behalf of a third party, a stamp 
duty is levied at a rate of 2% on the commission. In the 

130 



case of manufacturing a product on behalf of a third party, 
a duty is levied at 2 % on the reward of the manufacturer. 
Similarly, in the case of hiring services or work, a stamp 
duty at a rate of 2 % is usually levied. 

g. Stamp duties on transport services: Transport services 
concerning the transfer of goods within the country are sub
ject to stamp duties at a rate of 1%. 

h. Other stamp duties: Besides the above groups of stamp 
duties, there are a large number of other duties levied on the 
various civil or commercial agreements. Some of them are 
levied as a proportion of the value of the document stamped, 
while others are fixed and independent of the value of the 
document. 

Stamp duties, like nearly all taxes in Greece, contain 
a number of provisions aiming at accelerating economic 
development, by promoting exports, increasing the size of 
firms, promoting the development of the financial market 
in Greece, etc. The most important provisions in this respect 
are the exemption from stamp duties and the reduction of 
the rates of these duties in all cases where firms change le
gal form or integrate in order to increase their size. Also 
quite important are the exemptions or reductions in the 
rates of stamp duties on transactions on the stock exchange 
and the financial market generally. 

The revenue raised through stamp duties amounted to 
over 14.5 billion Dr. in 1973. Table 4.18 gives the break
down (into the main categories) of the total revenue col
lected from these duties in 1970 and 1973. As shown in 
this table, around 20% of this revenue is raised from duties 
levied on imported commodities; around 40% is raised from 
duties levied on domestic products; and the remaining 40% 
comes from stamp duties levied on all other transactions. 

The preceding breakdown of revenue raised through 
stamp duties, appearing in the published statistics, does not 
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TABLE 4.18 

The Structure of the Revenue Raised through Stamp Duties 

1970 1973 
Group of stamp duties 

In mil- % In mil- % 
lion Dr. lion Dr. 

Stamp duties collected by affixing 
special stamped paper 921 

Stamp duties collected through direct 
payment to the revenue offices 

Stamp duties levied on court cases 
Stamp duties on imports of goods 
Surcharge on stamp duties 
Stamp duties levied on domestic 

products 
Stamp duties raised on behalf of 

third parties 

2,582 
50 

1,346 
1,481 

1,712 

843 

10.3 

28.9 
0.6 

15.1 
16.6 

19.1 

9.4 

987 

4,110 
69 

2,792 
2,517 

2,892 

1,358 

6.8 

27.9 
0.5 

19.0 
17.0 

19.7 

9.1 

Total 8,935 100.0 14,725 100.0 

Source: Ministry of Finance, The Execution of the Budget. 

help an analysis of the economic effects of these duties. As 
we saw above, stamp duties contain a wide variety of lev
ies of different natures and with different economic effects. 
Stamp duties levied directly on the transfer of products 
between the various stages of production and distribution 
have, perhaps, a different impact on the economy than stamp 
duties levied on transactions indirectly related to the transfer 
of such products (e.g., stamp duties levied on banking and 
insurance, on the issue of notes and drafts, on transport serv
ices, etc., which may be partly related to the movement of 
products and partly not) . The impact of the above differs 
even more so from that of the duties on income, on the 
leasing of buildings and on wages and salaries. Indeed, 
the last two groups of duties, at least to the extent that 
they are borne by the income earners, are in fact equiv-
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aient to income taxes and have little relation to indirect 
taxes. Their impact on the economy is therefore different, 
and if stamp duties are to be harmonised, their treatment 
may also be different from that of other forms of stamp 
duties. As a result, a re-classification of the revenue raised 
from stamp duties into more or less similar groups of levies 
seems necessary. The product of such an at tempt is given 
in Table 4.19 below. Save for stamp duties levied on prod
ucts, where published data are available, all other figures 
are our own estimates, based on unpublished data or other 
relevant information. Some of these estimates (e.g., stamp 
duties on wages and salaries, on income from the leasing of 
buildings and land, etc.) are quite good approximations of 
the true figures, while for others (e.g., duties levied on trans-

TABLE 4.19 

The Breakdown of the Revenue Raised through Stamp Duties in 1973 

Group of stamp duties In million % 
Dr. 

1. Stamp duties levied on products 
a. imported from abroad 
b. produced at home 

i. nonagricultural products 
ii. agricultural products 

2. Stamp duties levied on wages and salaries 
3. Stamp duties levied on income from the leasing 

of buildings and land 
4. Stamp duties levied on banking transactions 
5. Stamp duties levied on insurance transactions 
6. Stamp duties levied on water, electricity, telephone 120 
7. Stamp duties levied on transport services, etc 
8. Stamp duties levied on court cases 
9. Other 

Total 14,725 100.0 

8,529 

2,852 

5,677 

5,397 

280 
720 

540 
1,200 

120 
one 120 

240 
960 

2,296 

57.9 

19.4 

38.5 

36.6 

1.9 
4.9 

3.7 
8.1 
0.8 
0.8 
1.6 
6.5 
15.7 
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port services, on banking and insurance, etc.) the margin 
of error can be quite large. 

As shown in the table, stamp duties levied on banking 
transactions bring in quite a high proportion of the total 
revenue raised from transactions other than the direct move
ment of products. Also quite important are the contribu
tions of stamp duties levied on court cases, on wages and 
salaries and on income from the leasing of buildings and 
land. On the contrary, the contributions of stamp duties 
levied on transport, on insurance transactions and on water, 
electricity, telephones, etc., are comparatively much smaller. 

3.2. Excise Taxes 

Besides the above broad-based taxes, in Greece there 
also exist a number of excises which cover only one product 
or a narrow group of products. Such taxes are levied on all 
traditionally excised products, such as: tobacco and tobacco 
products, drinks, and petroleum products. Excise taxes are 
also levied on sugar, wax, cinema films, detergents and starch 
syrup. We shall briefly discuss these taxes here. 

a. The tobacco tax (1234/22.7.55 Act of the Cabinet, 
L.D. 4373/1964, as modified and supplemented): The tobacco 
tax is levied on all tobacco products consumed in the country, 
whether they are produced domestically or imported from 
abroad. The tax is levied at an ad valorem rate on most 
tobacco products, save for snuff tobacco and tobacco for 
pharmaceutical purposes, where the tax is levied per unit 
of output. 

The base of the tax, in the case of those tobacco prod
ucts on which it is levied on an ad valorem basis, is the 
retail price of the product, including all other taxes and 
levies. In the case of cigarettes imported from abroad, how
ever, import duties are excluded from the taxable base. 
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The tobacco tax is levied at the following rates: (i) on 
cigarettes, at a rate of 6 3 % of the retail price, providing the 
price does not exceed 528 Dr. per kilogramme; if the price 
of the product is higher, the difference is taxed at 50% 
{the amount of tax per kilogramme, however, cannot be less 
than 130 Dr.); (ii) on cigars, at a rate of 2 5 % of the retail 
price; (iii) on pipe tobacco and chewing tobacco, at a rate 
of 60% of the retail price; and (iv) on snuff tobacco and to
bacco used for pharmaceutical purposes, at a rate of 10 Dr. 
per kilogramme. 

b. The beer tax (L. 2963/1922, as modified and supple
mented): Consumption of beer is also taxed in Greece. The 
tax is levied on malt both produced domestically and import
ed from abroad. The tax is also levied on imported beer, 
on the basis of the quantity of malt contained per unit of 
beer.1 The beer tax is levied at a rate of 47.50 Dr. per kilo
gramme of malt. 

c. The spirits tax (L.D. 14/28.2.1939, as modified and 
supplemented later): Spirits are also taxed in Greece. The 
main tax is the so-called «tax on the consumption of spirits.» 
This tax is levied on the consumption of all spirits in the 
country, whether produced domestically or imported from 
abroad. Exemptions are recognised for spirits used in some 
special cases provided for in the law. 

The tax is levied a t the following rates: (i) on pure al
cohol produced domestically or imported from abroad, at 
15 Dr. per kilogramme; (ii) on alcohol produced by distill
ing wine at home, at 7.5 Dr. per kilogramme of pure alco
hol contained; (iii) on denatured spirits not suitable for 

1. The quantity contained in a unit of beer is determined by 
the Minister of Finance. The ratio today is: 1 kilogramme malt to 4 
kilogrammes beer. See Decision of the Minister of Finance 35141/ 
23.7/12.8.1960. 
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drinking or for medical purposes, at 1 Dr. per kilogramme; 
(iv) on imported spirits other than pure alcohol, the tax is 
levied according to the quantity of alcohol contained as 
follows: for spirits of over 70° proof, at 15 Dr.; for spirits 
between 30° and 70° proof, at 11 Dr.; and for spirits of less 
than 30° proof, at 5 Dr. per kilogramme; and (v) on all im
ported wines of over 12°, at 15 Dr. per kilogramme of alco
hol contained, over 12°. 

Besides the aforementioned tax on the consumption of 
spirits, there are two other taxes which are paid by pro
ducers to get the relevant licence to produce and sell spir
its; but the revenues raised through these levies are negli
gible. 

Some spirits, like whisky, gin, and vodka, are also sub
jected to a luxury tax at a rate of 120%, the revenues 
from which are included in the revenues raised through the 
excise tax on these products. The base for the calculation 
of this tax is the producers' price reduced by 60%. 

d. The petroleum products tax (L. 3287/1955, as modified 
and supplemented): Petroleum products are subject to a 
special consumption tax which is levied at different rates 
on the various products. The rates are fixed per unit of 
output (hectolitre), and they are set equal to the difference 
between the market price of each final product, which is 
fixed by the law, and the price at which the product is sup
plied by the refineries. The tax on petrol, for example, 
amounts to the difference between 14,914 Dr. and the re
finery price, but it cannot be lower than 9,200 Dr. per 
hectolitre. Petrol used in agriculture is taxed at half the 
above rates. Since 1973, the petrol premium has been sub
ject to a special levy at a rate of 490 Dr. per kilogramme. 

The total revenue raised from the petroleum products 
tax in 1973 amounted to around 7.5 billion Dr. More than 
half of this revenue comes from the taxation of petrol. Around 
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35% comes from the taxation of diesel oil, while the re
mainder comes from the taxation of crude oil. 

e. The sugar tax (L. 3287/1955, as modified and supple
mented later): This tax is levied on domestically produced 
and imported sugar at a rate of 6 Dr. per kilogramme. The 
tax is also levied on all sugar products imported from abroad, 
according to the quantity of sugar contained. Exempted 
products are all those not subject to import duties. 

f. The tax on wax (L. 4324/1963, as modified and sup
plemented later): This tax is levied on materials of wax 
intended to be used for the production of candles, flambeaux, 
etc. The tax is levied at a rate of 10 Dr. per kilogramme of 
wax and covers both imported and domestically produced 
wax. Materials of wax used for industrial purposes are ex
empted. The revenue raised through this tax in 1972 amount
ed to 15.3 million Dr. and in 1973, to 21.5 million Dr. Approx
imately 90% of this revenue comes from domestic products, 
while only the remaining 10% comes from imported products. 

g. The excise tax on cinema films (L.D. 4208/1961, as-
same was modified, replaced and supplemented): This is a 
«once and for all» special charge levied on cinema films of 
long duration at a rate of 1,500 Dr. The tax is levied on both 
imported films and those produced at home. The revenue 
raised through this tax is put into a special account and is 
used for the promotion of the films industry in Greece 
(granting of prizes, advertising expenses, expenses for partic
ipation in international conferences, etc.). The revenue raised 
through this tax in 1973 amounted to 0.92 million Dr., of 
which 90% was raised from imported films and the remain
ing 10%, from films produced at home. 

h. The excise tax on detergents (248/29.12.1965 Act of 
the Cabinet, as modified and supplemented later): This tax 
is levied on the consumption of both detergents imported 
from abroad and those produced domestically. The tax is lev-
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ied at a rate of 15% on the price of the products. The total 
revenue raised through this tax in 1972 amounted to 98 
million Dr. and in 1973, to 123 million Dr. 

i. The excise tax on the consumption of starch syrup 
(L. 1901/1939 and L. 2009/1939, as same were modified and 
supplemented): This tax is levied on starch syrup imported 
from abroad or produced domestically at a rate of 1 Dr. 
per kilogramme. Starch syrup used for certain purposes pro
vided for in the law is exempted from tax. The tax is re
bated on exports. The revenue raised through this tax in 
1972 amounted to around 19 million Dr. and in 1973, to 
around 21 million Dr. 

Excise taxes in Greece contribute substantially to the 
Budget. Table 4.20 below shows the contribution of the 
main excise taxes in Greece over the period 1961-1973. As 
shown in that table, the excise tax on petroleum products 
brings in around 50% of the total revenue raised through ex
cise taxes; the tobacco tax contributes around 35%; and all 
other excises bring in the remaining 15%. More than half 
of it is raised through the excise tax on sugar, and the re
mainder is raised through the excises on drinks. The table 
-also shows that the percentage contribution of the excise 
tax on petroleum products increases steadily over the pe
riod 1961-1973, while the contribution of the tobacco tax 
falls continually. This reflects the relatively high income 
elasticity of the revenue raised through the former tax and 
the income inelasticity of the revenue raised through the 
latter tax. Besides, the increase in the relative contribution 
of the excise tax on petroleum products reflects the upward 
adaptation of tax rates over the above period. The percent
age contribution of all other excises also falls steadily over 
this period. Table 4.20 shows the average rates of growth 
of tax revenues raised through excises over the periods 1961-
1967, 1967-1973 and 1961-1973. 
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The inter-commodity structure of excise taxes in Greece 

does not differ widely from the corresponding structure of 

excises in the EEC countries. As in all EEC countries, the 

main excises in Greece are levied on the traditionally excised 

products (i.e., tobacco, spirits and petroleum products). Sugar 

is also taxed in Greece, as in most EEC countries. On the 

other hand, certain of the products subject to an excise t a x 

in some European countries are a state monopoly in Greece. 

Such products are: salt, kerosene, matches, playing cards,, 

cigarette paper and saccharin. The total value of all prod

ucts sold through the state monopolies in 1972 amounted to 

around 650 million Dr. 

Table 4.21 below shows the structure of the revenue 

raised through excises in Greece and in certain EEC coun

tries. As shown in that table, the excise tax on petroleum 

products brings in more than 50% of the revenues raised 

through excises in nearly all EEC countries. Only in the 

TABLE 4.21 

The Structure of Excise Taxes in Greece and EEC Countries in 1970 

Tobacco 
Beer 
Wines, etc. 
Spirits 
Petroleum 

products 
Sugar 
Other 

Total 

Bel
gium 

21.0 
5.9 
2.5 
7.8 

60.5 
0.9 
2.4 

100.0 

France 

19.0 
n . e . 

6.8 
7.2 

56.7 
n . a . 
10.3 

100.0 

ι Ger
many 

28.0 
5.0 
0.9 
9.5 

50.4 
0.5 
5.7 

100.0 

Greece 

39.5 
3.9 

n . e . 
1.5 

43.7 
10.6 

0.8 

100.0 

ι Ita
ly 

27.0 
1.2 

n . e . 
2.0 

54.5 
1.8 

13.5 

100.0 

Luxem
bourg 

32.0 
0.5 
4.2 
2.3 

52.0 
0.1 
8.9 

100.0 

Nether
lands 

29.0 
4.0 
1.3 

11.5 

50.7 
3.5 

n . e . 

100.0 

United 
King
dom 

32.2 
12.9 
12.8 
10.2 

38.3 
n . e . 

3.6 

100.0 

Notes: n.a.=figure not available. 
n.e. = no tax is levied on the product. 
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U.K. is the contribution of this tax relatively low. The con
tribution of the excise tax on petroleum products is lower in 
Greece than in any of the EEC countries, except for the U.K. 
Furthermore, all EEC countries raise quite a high propor
tion of their revenues from excises through the tobacco tax. 
The contribution of this tax is higher in Greece than in any 
of the EEC countries. The relative contribution of the ex
cises on drinks differs among the EEC countries. In the 
U.K., these taxes bring in a considerable amount of tax 
revenue. Belgium, France, Germany and the Netherlands also 
raise quite a high proportion of their revenues from excises 
through taxes on drinks, and especially through the excise tax 
on spirits. In Greece, as in Italy and Luxembourg, the excise 
taxes on drinks are of minor importance for revenue pur
poses. On the contrary, the excise tax on sugar brings in 
quite a high proportion of revenue in Greece, while the 
contribution of this tax in the EEC countries is negligible. 
Differences exist among the various EEC countries, as well 
as between Greece and the EEC countries, with respect to 
certain other excises levied on various tropical products 
{coffee, tea, cocoa), mineral waters, matches, salt, etc.; but 
these taxes are of no importance for revenue purposes and 
will all be abolished in the EEC. 

Unlike the inter-commodity structure of excises, where 
only small differences appear among the EEC countries, 
the intra-commodity structure of excise taxes differs sub
stantially; and this is, perhaps, one of the reasons why harmo
nisation in this area proceeds very slowly. The structure 
of the nominal rates differs so widely among the EEC coun
tries that no comparison of the existing systems of excise 
taxes on the basis of nominal rates is possible. Some idea 
of the existing situation can be obtained through a compar
ison of effective rates at which excises are levied on the 
various excised products in Greece and some EEC countries. 
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Table 4.22 gives a picture of the situation. As shown in the 
table, tobacco is taxed at a lower rate in Greece than in 
France, Italy and the U.K., while this burden is higher in 
Greece than in the other EEC countries. Beer, sugar, and 

TABLE 4.22 
Effective Rates at Which Excise Taxes Are Levied 

in Greece and Some EEC Countries 

Country 

Belgium 
France 
Germany 
Greece 
Italy 
Luxembourg 
Netherlands 
United Kingdc 

Tobacco 
°/ 
. 0 

46.7 
64.7 
56.4 
61.5 
74.0 
57.1 
48.5 

m 68.2 

Beer 
per 
kilo 

0.59 
n . e . 
0.73 
7.80 
1.66 
n . a . 
1.13 
5.29 

Wines 
per 
kilo 

n . a . 
0.81 
1.17 
n . e . 
n . e . 
1.32 
3.41 

19.53 

Spirits 
per 
kilo 

55.66 
35.17 
80.58 
12.00 
17.76 
n . a . 

196.68 
540.88 

Sugar 
per 
kilo 

0.34 
n . a . 
0.44 
6.00 
1.23 
n . a . 
1.35 
n . e . 

Petroleum 
products 
per ton 

657.30 
917.70 
778.40 

1,066.58 
1,050.70· 

n . a . 
548.10 
768.00 

Notes: n. a. = figure not available. 
n. e. = no tax is levied on the product. 

petroleum products are also heavily taxed in Greece, com
pared to all EEC countries, while spirits are taxed at lower 
rates. Harmonisation of the rates of these duties in Greece 
would, therefore, materially change the structure -of revenue 
raised through these taxes. 

3.3. Import Duties and Agricultural Levies 

3.3.1. Import Duties 

Imports into Greece are subject to customs duties as 
well as to a number of other charges and special levies, all of 
which bring in a considerable amount of revenue. The har-
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monisation of customs duties, which bring in more than 
8 5 % of this revenue, with the customs duties levied in the 
Common Market is taken care of by the special agreement 
between Greece and the EEC signed in 1962, when Greece 
became an associate member of the Community. Any im
provement in the whole relationship between Greece and the 
EEC, which appears possible in the light of recent devel
opments, may affect the process of harmonisation of the 
Greek Tariff with the Community Common Tariff; but such 
a harmonisation will be independent of the harmonisation 
of domestic taxes dealt with in this study. Therefore, we 
shall not discuss customs duties any longer here. 

3.3.2. Other Special Charges Levied on Imports 

Besides customs duties, imports into Greece bear a 
number of other special charges and levies which may, 
and we propose that they should, be harmonised together 
with the other domestic product taxes and, perhaps, be in
corporated into the VAT. Such levies are the following: 

a. Statistical charges levied on imports of goods1 (L. 2110/ 
1920 and L.D. 25/6-17.7.1920, as same were later modified 
and supplemented): These charges are levied on nearly all 
commodities imported from abroad. The rates differ among 
the various customs offices, ranging between 0.02% for Cor
fu and 0.41% for Nauplion. In Athens the rate amounts 
to 0.25%, and in Piraeus it amounts to 0.21%. The law 
provides for exemption of imports in certain cases. The 
revenue raised through this levy in 1972 amounted to 
6.12 million Dr. and in 1973, to 7.70 million Dr. 

b. Statistical charges levied on imports of all goods by 

1. These charges were also levied on exports, but they are 
now being progressively abolished. 
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the Telecommunications Organisation of Greece (L.D. 4027/ 
1959, as same was later modified and supplemented): These 
are levies similar to the above and cover all imports of the 
Telecommunications Organisation of Greece. 

c. The «equalisation charge» levied on imports of goods 
<E.L. 1960/1938 and E.L. 1961/1964, as same were later 
modified and supplemented): This charge aims at equalis
ing the prices of imported commodities with those of domes
tically produced ones. The rates are determined by a spe
cial committee and vary according to the monetary and 
economic conditions prevailing in the country. The revenue 
raised through this levy amounted to 48.2 million Dr. in 
1972 and to 34.5 million Dr. in 1973. 

d. The special charge levied on imports of goods, with 
its revenue used to promote exports (E.L. 1326/1938, as same 
was later modified and supplemented): This is also a spe
cial charge levied on imports of certain products, the revenue 
from which is assigned to a special account in the Bank 
of Greece and is used for the promotion of exports. The 
commodities on which this charge is levied, and the rates, 
are determined by Ministerial Orders. The revenue raised 
through this charge in 1972 amounted to 66 million Dr. 
and in 1973, to 95 million Dr. 

e. The special charge equal to the difference between the 
cif value of imports and the auction price of imported commo
dities not collected by their owners and sold by the customs 
authorities (E.L. 1/13.11.1935 and E.L. 1960/1939, as same 
were modified, replaced and supplemented): This is a spe
cial levy of negligible importance for the Budget. The rev
enue raised in 1972 amounted to only 0.91 million Dr. and 
in 1973, to 0.80 million Dr. 

f. The special charge levied on liquid fuel (L.D. 4485/ 
1965, as same was modified, replaced and supplemented): 
This charge is levied on all liquid fuels imported from abroad 
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at a rate of 1.80 Dr. per metric ton. The revenue raised 
in 1972 amounted to 12.4 million Dr. and in 1973, to 41.3 
million Dr. 

3.3.3. Agricultural Levies 

In Greece agriculture is relatively lightly taxed, com
pared to other branches of economic activity. Besides stamp 
•duties, which have already been discussed above, agri
cultural products are subject to a sales tax. This tax is 
paid on wholesale purchases of agricultural products. The 
tax is deducted from the price paid by the buyer and is 
handed over by him, within 40 days of the issuance of the 
invoice, to the Revenue Office. The rate of this tax is 3 % , 
but reduced rates apply on certain products. Tobacco, for 
example, is taxed at 2.8%; slaughter animals and wool, at 
2%; milk, eggs and poultry, at 1%. The tax is not rebated 
on exports. 

The tax is paid only by those buyers who issue in
voices. Direct sales to consumers, as well as subsistence 
production, are not subject to the tax. 

The revenue raised through this tax in 1973 amounted 
to around 850 million Dr. This revenue is assigned as follows: 
6 /9 to the Farmers' Insurance Organisation, 2/9 to munic
ipalities and communities, and 1/9 to the rural police. 

The evolution of tax revenue raised through import 
duties and agricultural levies between 1961 and 1973 is 
shown in Table 4.23. As shown in this table, more than 
8 5 % of the total revenue raised from this source comes from 
customs duties; around 10% comes from agricultural levies; 
and only around 3 % is raised from all other levies imposed 
on imports. The revenue from import duties and agricul
tural levies has increased at a rate of 10.9% between 1961 
and 1973. The rate of growth of tax revenue from this source 
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TABLE 4.23 

The Evolution of Tax Revenue Raised from Import 
Duties and Agricultural Levies in Greece, 1961-1973 

Customs duties Other import Agricultural 
levies levies 

In million % In million % In million % Total 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

1973 

Dr. 

2,185.8 

2,435.9 

2,749.6 

3,113.5 

3,558.2 

4,167.1 

4,410.4 

4,422.7 

4,990.8 

5,168.6 

5,386.9 

6,002.9 

7,612.2 

86.3 

87.0 

86.5 

85.5 

86.9 

86.9 

86.5 

86.3 

87.8 

86.2 

85.1 

86.6 

86.8 

Dr. 

52.9 

54.8 

61.1 

64.7 
87.4 

101.3 

128.3 

119.5 

114.9 

134.0 

165.0 

174.8 

227.8 

2.1 
2.0 
1.9 
1.7 
2.1 
2.1 
2.5 
2.3 
2.0 
2.2 
2.6 
2.5 
2.6 

Dr. 

292.5 

309.5 

370.5 

471.0 

449.3 

524.3 

558.9 

582.8 

577.5 

695.0 

780.8 

756.5 

925.8 

11.6 

11.0 

11.6 

12.8 

11.0 

10.9 

11.0 

11.4 

10.2 

11.6 

12.3 

10.9 

10.6 

2,531.2 

2,800.2 

3,181.2 

3,641.2 

4,094.9 

4,792.7 

5,097.6 

5,125.0 

5,683.2 

5,997.6 

6,332.7 

6,934.2 

8,765.8 

Average rates of growth 
1961-1967 1967-1973 1961-1973 

Customs duties 12.4 9.5 11.0 
Other import levies 15.9 10.0 12.9 
Agricultural levies 11.5 8.8 10.1 

Total 12.4 9.4 10.9 

Source: Ministry of Finance, The Execution of the Budget. 

is smaller for the period 1967-1973 than for the period 1961-
1967. This is due to the gradual abolition of customs duties 
levied on imports from the EEC and to the reduction of 
customs duties levied on imports from other sources, pro
vided for by the Athens Agreement. 

146 



3.4. Other Taxes 

Besides the above taxes, the Central Government in 
Greece imposes a number of other taxes which, as shown in 
Table 4.6 above, bring in a considerable amount of revenue. 
As some of these taxes might also be considered for harmo
nisation when the VAT is introduced in Greece, and indeed 
some of them should be incorporated into the VAT, we 
shall briefly examine them here. Three groups of such taxes 
can be treated separately: the entertainment taxes, the var
ious taxes on transport, and the taxes on the transfer of cap
ital goods.1 The contribution of these taxes during the last 
few years is shown in Table 4.24 below. As shown in this table, 
the total revenue raised through these taxes in 1973 amounted 
to over 7 billion Dr. More than half of this revenue comes 
from taxes levied on transport; around 40% comes from 
taxes on the transfer of capital goods; and the remainder 
is raised through taxes levied on entertainment. The revenue 
raised through the entertainment taxes has increased at a 
very low average rate during the period 1961-1973. The rate 
of change is, in fact, negative during the period 1967-1973, 
which accounts for the low average rate of increase over the 
whole period. On the contrary, the revenue raised through 
the taxes on transport, as well as through those levied on the 
transfer of capital, has increased at quite high rates. Tax 
revenue raised through the taxes levied on transport has 
increased at a higher rate during the first half of the pe
riod, while the opposite is true for the revenue raised through 
the taxes levied on the transfer of capital goods. 

1. For details on these taxes, see the Annual Budget, Vol. Ill, 
op. cit. 
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a. Taxes on Entertainment 

At present entertainment is taxed in Greece through a 
number of different taxes. The main groups of such taxes 
are the following: 

i. The tax on tickets (E.L. 505/1937, as modified and 
supplemented later): This tax is levied on tickets to public 
performances, such as: theatres, operas, cinemas, athletics, 
dances, football matches, etc. The tax is levied at different 
rates on the various kinds of performances. The rates also 
differ according to the price of the ticket. Tickets to thea
tres, for example, are taxed at rates ranging between 12% 
for ticket prices up to 4 Dr. and 20% for ticket prices higher 
than 15 Dr. The tax on tickets to operas, variety shows, 
luna-parks, ice-skating and certain other shows ranges between 
22% and 30% for the above prices. The tax rates on tickets 
to dances and horse-races range between 40% and 46%. 
The tax rates on tickets to cinemas range between 28% and 
40%, while tickets to football matches are subject to a t ax 
ranging between 12% and 20%. Some of these rates are 
reduced in towns below certain sizes. Thus, the rates ap
plying to theatre tickets are reduced by 50% in towns with 
a population of less than 30 thousand inhabitants. Simi
larly, all public performances in towns with a population of 
less than 6 thousand inhabitants are not subjected to this 
tax. 

ii. The tax on the turnover of amusement centres (E.L. 
504/1937, as modified and supplemented): This tax is lev
ied on the turnover of cabarets, dancing places and other 
kinds of night clubs. The tax is levied at different rates ac
cording to the type of the club. Thus, for luxury night 
clubs, the rate is 10%; for night clubs of category A, the rate 
is 7%; and for night clubs of category B, the rate is 4%. 
For private dances organised in hotels, theatres etc., the 
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rate is 5%. For bars classified as luxury class, the rate 
is 15%. 

iii. The tax on the turnover of pastry shops, etc. (E.L. 
666/1938, as modified and supplemented): This tax is levied 
on the turnover of pastry shops as well as some other cen
tres of amusement of a luxury or super-luxury class. 

iv. Licence fees (E.L. 505/1937 and L. 258/1936, as 
modified and supplemented): A licence fee must also be 
paid for each performance in public, the fee being 3, 6, and 
9 Dr. for morning, afternoon, and night performances, re
spectively. The licence fee for cinemas is fixed at 500 Dr. 
for the season. In towns with a population of less than 10,000 
inhabitants, and for all shows where the price of tickets is 
less than 10 Dr., these rates are reduced by 50%. A licence 
fee is also due on permits for operating centres for luxury 
gaming. 

The above taxes bring in around 360 million Dr. More 
than 90% of the revenue comes from the taxation of tickets, 
while all other taxes contribute the remaining 10%. Table 

TABLE 4.25 r * t 

The Structure of the Revenue Raised through Taxes 
on Entertainment in Greece 

Tickets Amusement Pastry Licence Total 
centres shops fees 

Year 
In In In In In 

million % million % million % million % million % 
Dr. Dr. Dr. Dr. Dr. 

1969 463.6 94.7 12.0 2.5 12.9 2.6 0.93 0.2 489.43 100.0 
1970 441.4 93.8 13.5 2.9 14.1 3.0 1.36 0.3 470.36 100.0 
1971 426.0 91.5 15.6 3.4 18.2 3.9 5.78 1.2 465.58 100.0 
1972 378.6 90.3 18.1 4.3 16.0 3.8 6.72 1.6 419.42 100.0 
1973 329.0 91.6 18.9 5.3 4.0 1.1 7.29 2.0 359.19 100.0 

Source: Ministry of Finance, The Execution of the Budget. 
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4.25 shows the contribution of each tax in the last five 
years. 

b . Taxes on Transport 

In addition to the turnover tax which is levied on 
passenger transport, the petroleum product tax, and a num
ber of other taxes which are levied on the importation of 
motor vehicles, the following taxes are also levied on trans
port.1 

i. Circulation duties (L. 2367/1952 and L. 2332/1920, 
as modified and supplemented): These duties are paid ev
ery six months. The rates differ according to type of car 
(whether private or public-service vehicle) as well as accord
ing to the number and size of cylinders, in the case of 
cars; to the carrying capacity, in the case of lorries; and to 
the number of seats, in the case of buses. The rates on pri
vate vehicles are higher than those on common carriers. 
Different rates also apply to motor-scooters, motor-cycles 
and hearses. 

ii. Registration and licence fees (L. 2367/1953, E.L. 6-6-
1935, and L.D. 4416/1964, as modified and supplemented): 
These fees are paid once, when the vehicle is first put 
into circulation or when it changes its circulation number. 
The rates are fixed as follows: licence fees for first circulation 
of cars, etc., 260 Dr.; fees for motor-cycles, 230 Dr.; and fees 
for changing the registration number, 200 Dr. 

iii. The special charge on first circulation of cars, etc. 
<L. 1367/1953, L. 2332/1920, L.D. 4535/1966, E.L. 183/1967, 
and L.D. 49/1968, as modified and supplemented): These 
are «once and for all» special levies payable in respect of 

1. Most of the taxes dealt with here were abolished after this 
study was completed. 
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private cars, lorries, motor-cycles and motor-scooters when 
they are first put into use. The amount payable differs be
tween the various forms of vehicles. In the case of cars, the 
amount payable depends upon the price of the car and 
ranges between 15,000 and 75.000 Dr. For motor-scooters· 
it amounts to 2,000 Dr. and for motor-cycles, to 4,000 Dr. 
For private lorries, the special contribution amounts to 
12,000 Dr. for open lorries and 20,000 Dr. for covered ones. 
For small lorries with three wheels, this contribution amounts 
to 4,000 Dr. 

iv. Special charge on tickets of inter-city buses (L.D. 
4246/1962, as modified and supplemented): This charge is 
levied on the turnover of buses, for their inter-city passenger 
transport, at a rate of 8%. 

v . Special charge based on gross turnover of commodity 
transport (L.D. 2512/1953, L.D. 3839/1958, L. 4045/1960, 
and E.L. 911/1949, as modified and supplemented): Finally, 
there are some special charges based on the gross turnover 
of enterprises dealing with commodity transport by motor 
vehicles. 

Some of the above taxes contribute quite substantially 
to the Budget, while the contribution of others is small. 
Table 4.26 below shows the relative contribution of each 
of these taxes in the last five years. As shown in the table, 
around 50% comes from circulation duties; more than 40% 
comes from the special contribution on first circulation; 
and the remainder comes from all other taxes. 

c. Taxes on the Transfer of Capital Goods 

In Greece, finally, there are a number of taxes levied 
on the transfer of capital goods. These taxes are: 

i. The real estate transfer tax (E.L. 1587/1950, as mod
ified and supplemented): This tax is levied on the trans-
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fer of real estate. The rate of the tax is 11%, which is the 
sum of a general tax of 9% and a 2% contribution to the 
Fire Service, this last applying in urban areas. The rate 
is reduced to 4% and 2% in a number of cases, such as 
when the property is bought with imported capital, when 
jointly owned property is separated, etc. There are also 
certain exemptions from the tax, the most important being 
that of the purchase of a house by a civil servant after 10 
years of service. Because of the exemptions and the reduced 
rates, the effective rate of the tax in 1971 amounted to 
only 8.4%. 

Although the seller of real estate is responsible for the 
payment of the tax, in actual practice the buyer pays it. 
The tax is paid at the time the transfer of property takes 
place and on the basis of the declared value of the real prop
erty, which is later assessed by the authorities and the 
tax thereby adjusted. Disputes between the buyer of real 
«state and the authorities can be either resolved through a 
special «compromise» procedure or taken to court. 

The real estate transfer tax brought in around 3 bil
lion Dr. in 1973. Around 65% of this revenue has been de
clared, while the remainder has been assessed by the author
ities (after assessment of the value of the transferred prop
erty). Nearly half of this revenue comes from the transfer 
of apartments, mainly those newly built. Approximately 
13% comes from the transfer of other buildings; 20% comes 
from the transfer of sites; and the remaining 17% comes 
from the transfer of farms. Part of the revenues raised through 
the transfer tax goes in favour of third parties. 

ii. The tax on the transfer of buses (L. 2119/1952): This 
tax is levied on the transfer of buses at a rate of 25%, on 
the difference between the price which the bus would have 
without the licence and its price with the licence, which is 
•determined by a special committee. The revenue raised 
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through this tax in 1972 amounted to around 16 million 
Dr. and in 1973, to around 10 million Dr. 

iii. The special duty on the value of the sale or exchange 
of mines and the transfer of leasehold rights (L. 1587/1950, 
as modified and supplemented): This duty is levied at a 
rate of 5% on the value of the sale or exchange of mines 
and the transfer of leasehold rights. The yield of this tax 
is negligible. In 1972 the tax brought in 1.8 million Dr., 
while in 1973 it brought in only 0.4 million Dr. 

iv. The tax on the sales of real estate effected during the 
enemy occupation (E.L. 1323/1949, as modified and supple
mented): This tax covers the sales of real estate effected 
during the enemy occupation (1941-1944), with its revenues 
being used for the reconstruction of small properties de
stroyed during the war. The yield from this tax during the 
last few years is nil. 

v. The tax levied on the transfer of ships (E.L. 1587/1950 
and L.D. 509/1970, as modified and supplemented): This tax 
is levied at a rate of 1% on the transfer of ships sailing un
der the Greek flag. The yield of this tax is negligible. In 1972 
it amounted to 0.86 million Dr., and in 1973 it amounted 
to 0.98 million Dr. 

vi. The tax on the transfer of nominal shares (L. 4459/ 
1968): This tax is levied on the price of the shares trans
ferred, at a rate of 5%. The yield of this tax is also negli
gible. In 1972 it amounted to 0.17 million Dr. and in 1973, 
to 0.47 million Dr. 

4. An Evaluation oî the Existing System 
of Indirect Taxes in Greece 

The system of indirect taxes in Greece is very compli
cated. As we have already seen, there are at present six 
broad-based turnover taxes and quite a large number of 
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other narrow-based taxes. All these taxes, and especially 
some of them, are levied at different rates on the various 
groups of products, while at the same time a large number 
of exemptions are recognised. The base on which the various 
taxes are levied is often variously defined, which complicates 
things more and makes tax administration difficult. The 
results are high administrative costs and the creation of 
loopholes which facilitate evasion. 

Looked at from the point of view of its effects on static-
allocative efficiency, the system of indirect taxes in Greece 
appears to cause extensive inefficiencies. First, indirect taxes. 
are levied on imports at effective rates different from those 
levied on domestic production and cause inter-country mis-
allocation of resources. Second, indirect taxes cause inter-
factor or inter-product misallocation of resources within the 
country and harm allocative efficiency in the domestic mar
ket. All indirect taxes examined above cause some kind of 
misallocation and bring about inefficiencies in the domestic 
market, but some of them are much worse than others. 
The stamp duties levied directly on products are, perhaps, 
the worst in this respect because they are levied cumulatively 
on more than one stage of production and distribution and 
can lead to inefficient integration of production in the do
mestic market, exactly like the European pre-VAT cu
mulative turnover taxes. The wages and salaries tax also 
discriminates against using labour and can cause changes 
in the optimal use of the factor mix. Besides, all other taxes 
discriminate in one way or another against either factors 
or products and cause inefficiencies. 

The structure of indirect taxes also appears unsatis
factory from the point of view of social justice. Although 
certain taxes contain some progressivity in the rate struc
ture, with higher rates applying on luxury products and 
lower rates applying on necessities, most taxes lack even 
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this progressivity in the structure of nominal rates. The 
turnover tax, the wages and salaries tax, stamp duties, as 
well as some other special charges and levies are examples. 
Some special excises, aiming at bringing in more revenue 
in some easy way, are levied at quite high rates on neces
sities. The sugar tax is a characteristic example. The few 
taxes which contain some progressivity in the structure of 
their nominal rates (e.g., the luxury taxes, the special con
sumption tax of 1958, etc.) are of minor importance for rev
enue purposes and cannot, therefore, substantially affect 
the over-all progressivity of the system of indirect taxes in 
the country. Besides, the high incidence of evasion of all 
commodity taxes, which is perhaps highest in the case of 
most luxury products, can cause further regressivity. As a 
result, the over-all structure of indirect taxes is certainly 
regressive, especially when progressivity is measured with 
reference to income.1 

The existing system of indirect taxes in Greece does 
not appear to be more successful when the stabilisation goal 
of fiscal policy is considered. First, the present structure of 
indirect taxes does not allow the policy-maker to use these 
taxes for demand management purposes easily. Indeed, the 
existence of so many taxes with so many rates would make 
it difficult for the policy-maker to alter these taxes to sta
bilise the economy, especially when a considerable change 
in revenues would be necessary. Second, the system of in
direct taxes does not contain a large element of built-in 
flexibility because it lacks adequate progressivity in its struc
ture. As a result, the growth of tax revenues lags behind the 
increasing needs of the government for public expenditures, 

1. See D. Karagiorgas, «The Distribution of Tax Burden by 
Income Groups in Greece,» Economic Journal, June 1973, pp. 436-
448. 
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so that policy-makers have to continuously adapt tax rates 
upwards. Besides, the small degree of built-in flexibility does 
not allow the system to serve as a satisfactory built-in 
stabiliser. 

Finally, the existing system of indirect taxes in Greece 
is not satisfactory from the point of view of promoting the 
country's economic development. First, indirect taxes do not 
exempt capital goods, and they do not, therefore, satisfacto
rily promote capital formation in the country. Second, the 
lack of adequate progressivity in the system does not pro
vide a disincentive against luxury spending, which would 
promote savings and accelerate capital formation in the coun
try. Third, although the system contains some particular 
provisions that serve as incentives to promote the country's 
development, the structure of these incentives is not satis
factory, and sometimes they cannot serve the intended pur
poses. Indeed, while some taxes contain particular provisions 
that would serve to restrain some of the constraints to eco
nomic development, other taxes contain provisions working in 
the opposite direction. Stamp duties, for example, exempt all 
transactions and documents needed in the case of firms chang
ing their legal form or integrating, which, of course, aims 
at increasing the size of firms; but the wages and salaries 
tax exempts small businesses, and this can serve as a dis
incentive to firms that want to increase their size. Other 
incentives, although restraining some constraints to economic 
development, strengthen other constraints. An example is 
the exemption of imports of some materials and machinery 
used in industry from all taxes and levies imposed on imports, 
which, of course, can accelerate capital formation in the coun
try, but can also harm the balance of payments and restrain 
the development of the branches producing these products 
domestically. 
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5. The Proposed Harmonisation 
of Indirect Taxes in Greece 

IMP***« * 
We have already seen that the structure of the existing 

system of indirect taxes in Greece is not satisfactory on 
either administrative or economic or social counts; the 
number of indirect taxes employed is very large and their 
structure, too complicated. Therefore, some kind of harmo
nisation of the present system appears necessary. First, it 
seems advisable that the number of indirect taxes be sub
stantially reduced by substituting a single broad-based tax 
for some of these taxes. Second, the structure of most of 
the remaining taxes should be harmonised so that they com
ply with the present goals of economic and social policy 
and become effective means of promoting these goals. 

Many patterns for the harmonisation of the existing sys
tem of indirect taxes in Greece could be followed. However, 
since the country will most probably enter the Common 
Market and will have to adapt her system of taxation to 
the systems of taxation existing in the various countries of 
the Community, any harmonisation of the Greek system 
of indirect taxes should proceed in the light of present 
developments and prospects in the harmonisation of the fis
cal systems in the Common Market countries. 

At present all EEC countries employ only one broad-
based turnover tax, the value-added tax, as well as the 
traditional excises. Although it appears desirable for Greece 
to introduce a parallel system of indirect taxes, with only 
one broad-based turnover tax (like the VAT) supplemented 
by a small number of excise taxes, this appears to be a 
longer-run objective: under the present over-all structure of 
the system of taxation in Greece, with its strong bias to
wards indirect taxes and with the relatively poor tax ad
ministration, it seems quite difficult for the country to ap-
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ply such a system. This is so because if Greece intro
duces only one broad-based tax to recoup all revenues raised 
through the multiple commodity taxes that should final
ly be abolished, she will probably have to use quite a broad-
based tax — extending to all stages of production and dis
tribution with quite high and diversified rates — and this 
might prove considerably difficult at the present time. What 
seems to be more practicable for the country is to introduce 
some simple type of VAT to substitute for a number of the 
existing commodity taxes, with more taxes being brought 
under the VAT in the longer run, when tax administration 
becomes more efficient and the economic and social condi
tions of the country permit a further generalisation of the 
VAT. In the following chapter, we shall discuss the main 
aspects of a system of VAT which might be practicable 
for Greece. 
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CHAPTER 5 

SOME ASPECTS OF THE VALUE-ADDED TAX 
WITH REFERENCE TO GREECE 

1. Introduction 

Greece can benefit very much from the experience of 
the European countries with the VAT. Both the proposed 
schemes set out in the various Commission Directives and 
the actual systems adopted in the various EEC countries 
can be used as sources of valuable information. However, 
the different economic and institutional setup will perhaps 
impose wide differences between the Greek VAT and those 
adopted in Europe, especially at the initial stage of the intro
duction of the VAT in Greece. Indeed, it might prove quite 
difficult for Greece to introduce a general VAT, which would 
cover all branches of economic activity at all stages of pro
duction and distribution including the retail trade stage, 
as is the case with the European countries employing the 
VAT.1 On the contrary, with the existing institutional set
up and the relatively poor tax administration, Greece should 

1. Such a system has already been constructed by a group of 
experts at the Center of Planning and Economic Research. See Center 
of Planning and Economic Research, Draft of Legislative Decree 
Concerning Turnover Tax, Athens, 1969. Although somewhat ambi
tious, in view of the administrative constraints in Greece, this work 
can serve as a basis for further refinements. 
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perhaps use a less ambitious VAT than those already in 
force in the Common Market countries or those proposed in 
the last Commission Directive. In this chapter, we shall 
discuss the main aspects of the VAT with reference to Greece. 

2. Taxes which should he Replaced by the YAT 

Like the VAT introduced in the Common Market coun
tries, the VAT in Greece should also substitute for indirect 
taxes. All six broad-based taxes discussed in the previous 
chapter plus a number of special taxes and other levies 
could be replaced by the VAT. In particular, it is proposed 
that the following taxes be replaced and that relevant 
Laws, Legislative Decrees, Orders and Ministerial Decisions· 
be abolished: 

a. The turnover tax (L. 660/1937, as same was modified 
and supplemented later, and Orders and Ministerial Decisions 
issued by authorisation of same): The turnover tax ap
pears to be the first candidate for abolition as soon as the 
VAT is introduced, with all revenues raised through this 
tax being recouped through the VAT. 

b. The wages and salaries tax (Articles 4 and 5, L. 
843/1948, as same was modified and supplemented later): 
This tax should also be abolished and its revenues be re
couped through the VAT. 

c. The special tax levied on imports of goods subject ta 
the turnover tax (Article 17 of L.D. 3092/1954, as same was-
modified and supplemented later): Since this tax is a counter
part of the previous tax and is also connected with the 
turnover tax, it should be abolished together with the two 
previous taxes. 

d. The luxury taxes (E.L. 1931/1934, L.D. 2416/1953, 
L.D. 2818/1964 and L.D. 3394/1955, as same were modified 
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and supplemented later): The luxury taxes should be abolished 

and incorporated into the VAT in the long run. However, 

at the initial stage of the introduction of the VAT, these 

taxes can remain in force together with the new tax, after 

they have been harmonised.1 This will increase the pro-

gressivity of the tax system and will also provide some 

protection to domestic production because, as we have al

ready seen, these taxes concentrate more on imported com

modities than on domestically produced goods. 

e. The special consumption tax of 1958 (Articles 1 and 

2 of L.D. 3829/1958, as same were modified and supple

mented later): This tax should also be abolished and its 

revenues be recouped through the VAT. The tax could be 

abolished as soon as the λ^ΑΤ is introduced, but it could also 

be retained and be brought within the VAT later, for the 

same reasons set out with respect to luxury taxes. 2 

f. Stamp duties: All stamp duties should be abolished 

in the long run. Part of the revenues raised through these 

duties should be recouped through the VAT, while another 

part (e.g., stamp duties on wages and salaries, or the duties 

on income from leasing houses, etc.) can be incorporated 

into the income tax. However, at the initial stage of the 

introduction of the VAT, it seems advisable to incorporate 

into the VAT only part of the revenue raised through stamp 

duties. In particular, stamp duties levied directly on in

voices of goods should be abolished and the revenues be 

raised through the VAT. Stamp duties levied on bank-

1. Indeed, it seems advisable that the existing structure of luxury 
taxes be simplified by abolishing most of them while, at the same time, 
extending them to other products not now subject to such taxes. In 
that way, luxury taxes will finally concentrate on a limited number 
of final consumer goods which are truly luxurious. 

2. Should it be decided that this tax should also remain in force, 
it would be better incorporated into the luxury taxes. 
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ing and insurance transactions could also be abolished and 
these sectors be brought within the scope of the VAT or 
be subject to a special tax, as is the practice in some EEC 
countries. Stamp duties levied on transport services should 
be abolished and transport services be subject to the VAT. 
Finally, stamp duties levied on income from the leasing of 
buildings, and especially the part borne by the lessees, could 
be abolished if rent is brought within the scope of the VAT. 
All other stamp duties can, at the initial stage of the intro
duction of the VAT, remain in force; but they should all 
be abolished in the longer run, when some improvement in 
the contribution of direct taxes takes place and the scope 
of the VAT is extended. This will simplify the system of 
indirect taxes and will reduce the administrative cost. 

g. Special excise taxes and monopolies: Traditional ex
cise taxes, like the tobacco tax, the oils tax and the tax on 
drinks, should remain in force and be harmonised according 
to the Community Directives. However, some other special 
excise taxes should perhaps be abolished. The sugar tax, 
for example, can be abolished or, at least, substantially 
reduced and its revenue be recouped through the VAT. 
Also, the special tax on materials of wax (L. 4324/1963, as 
modified and supplemented), the special tax on cinema 
films (L.D. 4208/1961, as same was modified and supple
mented), the special tax on detergents (Act of the Cabinet 
248/29.12.1965, as modified and supplemented), and the 
special tax levied on the consumption of starch syrup (L. 
1901/1939 and L. 2009/1939, as modified and supplemented) 
could be abolished. Finally, all state monopolies should, in 
the long run, be abolished. 

h. Special charges levied on imports of goods : All duties 
and special charges, other than customs duties, levied on 
imports should also be abolished. Such duties are: (i) the sta
tistical charges (Law 2110/1920, L.D. 25/6-17.7.20 and L.D. 
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4027/1959, as same were later modified and supplemented); 
(ii) the «equalisation charge» (E.L. 1960/1938 and E.L. 
1961/1944, as same were later modified and supplemented); 
(iii) the special charge levied on imports of goods with its 
revenues used to promote exports (E.L. 1326/1938, as same 
was modified and supplemented); (iv) the special contri
bution equal to the difference between the cif value of im
ports and the auction price of imported commodities not 
collected by their owners and sold by the customs authorities 
(E.L. 1/13.11.1935 and E.L. 1960/1939, as same were modi
fied, replaced and supplemented); and (v) the special charge 
levied on liquid fuel (L.D. 4485/1965, as same was modified, 
replaced and supplemented). 

i. Taxes levied on entertainment: All taxes levied on 
entertainment should also be abolished and entertainment 
be brought within the scope of the VAT. In particular, the 
following taxes should be abolished: (i) the tax on tickets 
(E.L. 505/1937, as modified and supplemented later); 
(ii) the tax on the turnover of amusement centres (E.L. 
504/1937, as modified and supplemented later); (iii) the 
tax on the turnover of pastry shops, etc. (E.L. 666/1938, 
as modified and supplemented); and (iv) licence fees (E.L. 
505/1937 and L. 358/1936, as modified and supplemented 
later). We suggest that all these taxes be abolished and that 
the relevant activities be brought within the scope of the 
VAT as soon as the VAT is introduced. 

j . Taxes levied on transport services'. Some of the taxes 
levied on transport should also be abolished and this activity 
be brought within the scope of the VAT. In particular, it 
seems advisable that all taxes levied on transport and based 
on the turnover of either buses or lorries be abolished at the 
initial stage of the introduction of the VAT, while some 
other taxes could be retained and perhaps be harmonised later. 

k. Taxes levied on the transfer of capital goods: Finally, 
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some of the taxes levied on the transfer of capital goods 
should be abolished or harmonised as soon as the VAT is 
introduced. The 5% duty levied on the value of sales or 
exchanges of mines and the transfer of leasehold rights 
(LiM 587/59 and V. 1851/51) as well as the tax on the sales 
of real estate buildings effected during the enemy occupation 
(L. 1323/49) should be abolished. It seems advisable that 
the real property transfer tax also be harmonised. We pro
pose here that construction be brought within the scope 
of the VAT and that the rate of the transfer tax be sub
stantially reduced, to a suggested 5%, to serve mainly as 
a check against evasion of death duties through transfer of 
real property in life. 

For the purpose of this study, we shall assume that the 
following taxes will be replaced: the two turnover taxes; the 
wages and salaries tax; the luxury taxes; the special con
sumption tax of 1958; the stamp duties levied directly on 
the sales of products, on banking and insurance, and on 
transport services;1 all excises other than the traditional ones 
(tobacco, drinks, oils and sugar); all charges levied on im
ports, other than customs duties; the agricultural levies; 
all taxes levied on entertainment; and, of the taxes levied 
on transport, only those based on the turnover of either 
buses or lorries. 

The abolition of the above taxes would mean a loss of 
revenue of approximately 25 billion Dr. in 1973, which the 
new tax should bring in if the Government wishes to make 
an equal yield substitution, as we shall assume throughout 
this work. Table 5.1 below shows that 60% of the revenue 

1. Other stamp duties can remain in the short run; otherwise, the 
VAT will have to bring in a considerable amount of revenue, which 
will probably create problems in the initial phase of the introduction 
of the new tax. But these duties must be abolished later because they 
impose a large burden on domestic production and favour imports. 
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raised through these taxes conies from the taxation of domes
tic products, while the remaining 40% comes from the taxa
tion of imports. The largest part (nearly 70%) of the revenue 
Taised from the domestic economy comes from the taxation 
of goods while only a small part comes from the taxation 
of services, because domestic taxes concentrate mainly on 
goods and leave most services out of their scope. 

TABLE 5.1 

The Allocation of the Yield Raised through the 
Taxes which will be Abolished between Imports and 

Domestic Production in 1973 

Yield 
Source of supply in million % 

Dr. 

1. Imports 10,539.0 41.7 
2. Domestic production 14,742.7 58.3 

a. goods (10,042.0) (39.7) 
b. ' services (4,700.7) (18.6) 

Total 25,281.7 100.0 

Of particular importance for the analysis of the economic 
•effects of the VAT substitution in Greece is the computation 
of the effective rates at which the taxes which will be 
abolished fall on imported and domestic products as well as 
on the various forms of final demand and of consumers' 
expenditure in the domestic economy. 

The effective rates at which these taxes fall on imported 
products can be easily estimated by dividing the amount 
of revenue raised from these products by the value of the 
imported products. On the contrary, the estimation of the 
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effective rate levied on domestic products presents dif

ficulties because domestic products bear not only the direct 

burden of domestic taxes levied on products, but also an 

indirect burden from the taxes levied on services used for 

the production of these products as well as from the taxes 

levied on other transactions in the economy. Besides, do

mestic products bear part of the burden levied on imports 

which are used as raw materials to produce these products. 

Finally, domestic products bear an indirect burden from 

taxes incorporated into capital goods which are later shifted 

forward to the final products through depreciation. 

The above indirect burdens are, in fact, very high. 

Table 5.2 below shows the effective rates at which the taxes 

abolished fall on imports and domestic production. 1 

TABLE 5.2 

The Effective Rates at which the Taxes which will be 

Abolished Fall on Imported and Domestic Products 

Source of supply 

1. Imports 

2. Domestic products 

a. goods 

b. services 

Direct 
burden 

8.36 
3.20 
3.90 
2.15 

Total 
burden 

8.36 
5.50 
6.86 
4.40 

As shown in this table, the burden levied on imported 

commodities by the taxes to be abolished is much higher 

1. The total burden levied on domestic products has been esti
mated through the input-output tables of the Greek economy. See 
N. A. Mylonas, «Input-Output Tables of the Greek Economy for the 
Years 1958, 1963 and 1966» (in Greek), Spoudai, Vol. ΚΓ, No. 3, 1973. 
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than the direct burden levied on domestic products, which 
supports the argument that indirect taxes in Greece dis
criminate heavily against imports and protect domestic 
production. However, when we take into account the total 
burden levied on domestic products by the taxes which 
will be abolished, the differential burden levied on imports-
is not very large.1 

The allocation of the tax revenue and the effective rates 
at which the taxes which will be abolished fall on final 
demand are shown in Tables 5.3 and 5.4. Table 5.3 gives the 

TABLE 5.3 

The Allocation of Revenues to the Main 
Forms of Final Demand 

Form of final demand 

Private consumption 
Government consumption 
Fixed capital formation 
Investment in stocks 
Exports 

Total 

In mil
lion Dr. 

14.9 
.9 

4.9 
2.6 
2.0 

25.3 

% 

59.0 
3.6 

19.3 
10.3 
7.8 

100.0 

Effective 
rate 

4.60 
1.40 
3.75 
9.30 
4.30 

4.06 

allocation of this revenue to the main groups of final demand. 
As shown in this table, only around 60% of total revenue 

1. It must be noted, however, that this is so only in average-
terms. When one examines particular commodities, the situation is 
completely different. Some products, especially those subject to high 
luxury taxes on importation, are highly protected by the existing 
tax structure. These products will, of course, meet with strong com
petition when the VAT is introduced in the country. 
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through these taxes is raised from domestic consumption, 
while the remaining 40% is raised from the other forms1 of 
final demand. A large part of it (around 30%) is raised from 
investment expenditure (including investment in stocks), 
while around 8% is raised from exports. Government con
sumption bears only a little less than 4%. Looking at the 
effective rates at which these taxes are levied on the various 
forms of final demand, we can see that investment in stocks 
is taxed at the highest effective rate, while government 
consumption is taxed at the lowest rate. Exports are taxed 
at an effective rate approximating that at which consumers' 
expenditure in the domestic market is taxed. This rate is 
quite high and shows that not all the tax levied on exports 
is rebated to exporters, as some tax officials seem to believe. 
Indeed, in 1973 the rate of rebates of these taxes amounted 
to around 2%, thereby leaving another 2 .3% unrebated. 
Finally, fixed capital formation is taxed at a relatively lower 
rate than is consumers' expenditure. Yet, this rate appears 
to be quite high and shows that indirect taxes in Greece levy 
quite a high burden on investment expenditure, which can 
be regarded as a disincentive against investment in the 
country. 

Finally, Table 5.4 gives estimates of the effective rates 
at which the taxes under consideration are levied on the 
various groups of consumers' expenditure. As shown in this 
table, the effective rates differ quite substantially among 
the various groups of consumers' expenditure, ranging be
tween .50% and over 10%. Clothing-footwear and other 
personal effects are taxed at the highest rate (10.14%); 
household operation is taxed at 9.6%; furniture, furnishings 
and household equipment are taxed at 7.84%; while all other 
groups are taxed at rates of around 5% or lower. Food appears 
to be quite heavily taxed (5.08%), while rent and water 
charges are taxed at the lowest rate (.50%). 
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TABLE 5.4 

The Allocation of Tax Revenues to the Various 

Groups of Consumers' Expenditure 

Group of consumers' expenditure I n million Effective 
L/Γ. Γ8ΧΘ 

1. Food 

2. Beverages 

3. Tobacco 

4. Clothing-footwear and other 

personal effects 

5. Rent and water charges 

6. Fuel and light 

7. Furniture, furnishings and 

household equipment 

8. Household operation 

9. Personal care and health expenses 

10. Transportation 

11. Communications 

12. Recreation and entertainment 

13. Education 

14. Miscellaneous services 

Total 14,900 4.60 

3. Coverage of the Greek VAT 

Although a perfectly working VAT should cover all 

stages of production and distribution, including the retail 

t rade stage, it appears difficult for Greece to extend the VAT 

to the retail trade stage at present because of the adminis

trative problems that such a system will entail. However, 

complete exemption of the value-added at this stage does not 

4,800 

450 

480 

3,900 

160 

200 

1,250 

740 

340 

630 

280 

1,340 

140 

190 

5.08 

5.87 

4.94 

10.14 

.50 

2.86 

7.84 

9.60 

3.70 

2.88 

10.03 

5.02 

3.03 

4.58 
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appear satisfactory either and will cause problems to the 
whole operation of the VAT, especially if the new tax sub
stitutes for all taxes mentioned above. For in such a case, 
the restriction of the taxable base may necessitate the use 
of very large and diversified rates which will cause adminis
trative problems to the whole operation of the new tax. 
For this reason, value-added at the final stage should be 
taxed in some way. 

There are many ways in which value-added can be 
taxed at the final stage while leaving the firms operating 
at this stage outside the scope of the VAT. One way of 
doing this is by introducing a flat-rate special retail tax 
which would be levied at the wholesale stage in addition 
to the VAT, including only the stages up to the wholesale 
stage. Such a system has many administrative advantages, 
but it discriminates against products with a small value-
added at the retail stage and in favour of products with a 
large value-added at this stage — and this will certainly cause 
misallocation of resources. Besides, since products with a 
small value-added at the final stage are usually necessities 
while products with a large value-added are luxuries, such 
a system will cause regressivity and will reduce any possible 
progressivity of the value-added tax itself. To avoid such 
problems, we propose here the use of the following system: 
Introduce the value-added tax up to and including the 
wholesale trade stage, and use a retail tax with diversified 
rates for the taxation of value-added at the final stage. 
The rates of the retail tax can be fixed on the basis of the 
unit value-added at the final stage in relation to the price 
of the product up to the wholesale trade stage and the rates 
of the value-added tax. Theoretically, the following formula 
can be used for the estimation of these rates:1 

1. This formula is derived as follows: The VAT per unit of the 
value-added at the retail trade stage amounts to VAtv. An equal yield 

172 



where tr stands for the rate of the retail tax, VA stands 
for the unit value-added at the final stage, tv stands for the 
rate of the VAT, and Ph stands for the price of the product 
at the wholesale trade stage. 

Of course, such an ideal system — having all the ad
vantages of the VAT extended throughout all stages of 
production and distribution while, at the same time, avoid
ing the administrative problems that the inclusion of the 
retail trade stage would cause — is impossible, but some ap
proximation of it can most probably be applied in practice. 
In the following we shall assume that such a system is intro
duced, but we remind the reader that this is only a theoretical 
construct. Yet the economic effects of such a system will 
most probably not deviate extensively from those of any 
actual system that could be practical for this country. 

4. The Taxable Base 

In Greece, as in all EEC countries, the VAT should be 
restricted to consumers' expenditure only, with investment 
expenditure being left outside the scope of the VAT. Govern
ment expenditure could also be left outside the scope of the 
new tax, although there might be some convincing arguments 
for taxing government expenditure as well. Public enter
prises should, however, be brought within the scope of the 
VAT. Exports should be zero-rated, while imports should 
he taxed if the corresponding domestic products are sub
ject to the VAT. 

retail tax levied at the wholesale trade stage would amount to t rPh. 
Equating the two yields and solving for tr, we obtain equation (5.1). 
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Both consumers' expenditure on goods and expenditure 
on services should be brought within the scope of the VAT. 
Some types of consumers' expenditure could, however, on 
social or administrative considerations, be left outside the 
scope of the new tax. Zero-rating and exemptions could 
be used for this. Small business, agriculture, some services-
as well as certain other activities causing problems should 
receive special treatment. In particular: 

a. The treatment of small business: The taxation of small 
business through the VAT causes serious administrative 
problems, both because of the large number of such business
es and because of their poor organisation. These adminis
trative problems are, of course, greater in a less developed 
country, where the number of such firms is comparatively 
larger and their organisation less advanced than in the 
developed economies of the EEC. In Greece, for example, 
95% of the firms engaged in the manufacturing sector are 
classified as small firms.1 These firms employ around 50%. 
of the total employees employed in manufacturing, and they 
produce a little less than 25% of the product in this sector. 
Some of these firms should be left out of the VAT. Where 
the line should be drawn is, of course, very difficult to deter
mine and could be decided in the light of the circumstances 
prevailing when the VAT is introduced. The need for rev
enue, as well as the whole organisation of the revenue 
offices and the degree of organisation of business at the time 
the VAT is introduced, will play a decisive role in drawing 
the line. The turnover of the firms can be used as the ref
erence. Small firms should, of course, be given the right to 
be within the system if their exclusion causes discrimination 
against them. 

1. A firm is classified as small when the number of employees is 
less than ten people. See National Statistical Service of Greece, Annual 
Industrial Survey for the Year 1970. 
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b. The treatment of agriculture: Agriculture is quite a large 
sector in Greece, as compared with the other EEC countries.. 
Its contribution to GDP amounts to around 15% at present.1 

Exemption of agriculture, therefore, will create difficult prob
lems on revenue considerations. On the other hand, the sub
jection of agriculture to the normal VAT system will cer
tainly create difficult administrative problems because of 
the large number and the poor organisation of farmers in 
Greece. As a result, it seems advisable that agriculture be 
taxed in some different way.2 The special scheme proposed by 
the EEC Commission in its Sixth Directive appears suitable 
and should be seriously considered in this country. 

c. The treatment of services: Services offered directly to 
consumers can, for administrative reasons, be left out of 
the VAT. Banking and insurance can also be left out of 
the normal VAT and be subjected to a special tax, as is the 
practice in some European countries. Other services can 
also be left outside the scope of the VAT, on either economic 
or social grounds. 

d. The treatment of real estate: Although land can be 
left outside the VAT, the construction of new buildings 
should, at least in the long run, be subjected to the VAT. 
This will certainly make necessary the harmonisation of the 
real estate transfer tax as well as the other taxes levied on 
the construction of new buildings. 

e. The treatment of imports and exports: Imports should 
be subjected to the VAT at the same rates as domestic 
production. Customs duties as well as all other special taxes 

1. In Italy, the contribution of agriculture to GDP at present 
amounts to around 10%; in France, it amounts to 7%; and in Ger
many, it amounts to only 4%. 

2. Another solution could be the exemption of farmers from the 
VAT, with machinery and other materials bought by farmers not 
subject to the tax. 
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Hhat will remain in force after the harmonisation of the sys
tem should be included in the taxable base. Exports, on 
the other hand, should be freed of the tax. Zero-rating can 
be used as a device for the complete exemption of exports 
from the VAT. 

f. Transitional measures for investment goods and stocks: 
The substitution of the VAT for the pre-existing taxes in 
Greece will create some problems during the transitional 
period, and steps should be taken to meet them. 

5. Tax Bates 

The question of the rates of the VAT is a difficult one. 
The number as well as the size of the rates depend upon 
many factors. Administrative simplicity requires the use of 
as small a number of rates as possible. Howe\er, under the 
-assumption that the over-all structure of the system of 
taxation in Greece—and especially the relationship between 
•direct and indirect taxes—will remain the same, and assuming 
also that the VAT will substitute for all taxes mentioned in 
5.2 above, the use of one rate will cause regressivity. As 
-a result, more rates may be necessary. If the VAT is sup
plemented by the retail sales tax proposed above, three 
alternative schemes are possible: (i) The VAT can be levied 
at one or two rates, and the possible regressivity of the sys
tem can be taken care of through the retail tax by fixing rates 
appropriately, (ii) The VAT can be levied at more rates, 
so that it introduces some progressivity, and the retail sales 
tax can be levied at a single rate, (iii) The VAT is levied at 
more rates, perhaps less diversified than under (ii), and the 
retail sales tax is levied at rates that will bring in the same 
revenue that the VAT would probably bring in if ex
tended to the retail trade stage. If the VAT is levied at a 
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single rate on all consumers' expenditure, which is truly 
difficult for Greece, the rate must be set at around 8% to 
raise the revenue lost by the abolition of the aforementioned 
taxes.1 Assuming, however, that the VAT will exclude re
tailing, a rate of around 9% must be used. If all stages are 
included, but food is zero-rated, the rate must be set at 
around 1 1 % . On the contrary, if food is not zero-rated but 
is taxed at a low rate of 5 % , the remaining consumers' 
expenditure must be taxed at a rate of 9%.2 

6. Zero-rating and Exemptions 

Besides exports, a number of other products consid
ered necessities could be zero-rated. Examples are certain 
foodstuffs (like sugar, milk, bread, etc.), certain pharma
ceutical products, and educational or health services. Ex
emptions can also be used with respect to certain products, 
either for social or for economic reasons. When exemptions 
are granted, care should be taken to avoid discrimination 
against the exempted products. The reader is reminded that 
one way of doing this, as mentioned previously herein, is 
to allow businesses to pay the tax, if they wish, and be 
within the VAT system. 

7. The Impact of the VAT on the Greek Economy 

The substitution of the VAT for the pre-existing com
modity taxes in Greece will affect the economy in various 
ways: prices, income distribution, balance of payments, 

1. We take no account here of tax evasion under the VAT. If 
evasion is taken into consideration, tax rates must be higher. 

2. Estimates are based on 1973 figures. 
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stabilisation conditions, etc., will all be affected by the 
proposed tax substitution. The nature, direction and extent 
of fs<ome of these effects depend upon the particular structure 
that the VAT Will finally assume in this country, which 
will vary according to the particular conditions holding at 
the time the VAT is introduced. On the contrary, certain 
other effects that the' proposed tax substitution will cause 
are independent of^the structure of the new tax. The mag
nitude of certain effects will also depend upon the over-all 
size of the rates of the new tax. To make a legitimate com
parison between the VAT and the taxes which will be abol
ished, we shall impose the equal yield restriction. Our basic 
system will be a single flat-rate VAT covering only con
sumers' expenditure. Various deviations from such a system 
will then be examined. 

Assessing the impact of the proposed tax substitution 
on the Greek economy is a truly difficult task. Since both the 
taxes which will be abolished and the new tax are broad-based 
taxes, the proposed tax substitution will have both direct 
and indirect effects on all objectives of economic policy. 
To account for both the direct and the indirect effects of the 
proposed tax substitution, one needs a considerably dis
aggregated large-scale model of the Greek economy, which 
is at present unavailable. We shall, therefore, concentrate 
on the main effects of the proposed tax substitution, leaving 
aside other less important effects. In particular, we shall, 
in the following, consider the effects on prices, income dis
tribution, balance of payments, stabilisation conditions and 
allocation of resources in the country. We shall discuss these 
effects qualitatively and attempt to provide quantitative 
estimates for all of them. Simple partial equilibrium tech
niques will be used for the quantification of these effects, 
because application of general equilibrium analysis, though 
more appropriate, is a t present very difficult. 
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CHAPTER 6 

PRICE EFFECTS OF VAT SUBSTITUTION 

1. Forms of Price Changes to Be Considered 

The substitution of a value-added tax with a given 
rate structure for either a consumption tax or a tax on fac
tors of production (production tax), such as the wages and sal
aries tax in Greece, will bring about various price changes 
in the economy. Both the commodity as well as the factor 
prices will probably change. We shall here concentrate only 
on commodity prices, because the changes in these prices 
will determine most of the economic effects of the VAT 
substitution. The following price changes will be distinctly 
treated: 

a. Changes in the over-all price level in the country: If 
the value-added tax raises the same amount of revenue 
from the domestic economy as that raised through the 
taxes being abolished, the over-all price level in the economy 
will, ceteris paribus, remain unaffected.1.2 If the value-added 

1. Provided that both taxes are shifted forward to the same extent 
and that business firms do not make price increases other than those 
required to recoup the tax revenues. Clearly, this may not be true if 
firms look at the tax substitution as an excuse to increase prices in 
order to cover other costs or to increase their profits, which is more 
probable if the VAT is introduced during a period of rising prices. 

2. The retail price index may change, however, even in the case 
where the taxes bring in the same yield, because of the different rate 
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tax brings in more revenue than the taxes being abolished, 
the tax substitution will cause an increase in the over-all 
price level in the country; but if the value-added tax 
brings in less revenue than the previous taxes, the over
all price level will clearly fall. 

b. Changes in the relative prices in the domestic market: 
Provided the two taxes do not levy the same burden on the 
main forms of demand in the domestic market (consumers' 
demand, investment demand, etc.), the tax substitution will 
cause a change in the relative prices of these forms of demand. 
Further, if the two taxes levy a different burden on the 
various groups of commodities or on the various individual 
items within each group, there will be a change in the rel
ative prices of products within each form of final demand, 

c. Changes in the price of imports relative to the price of 
domestic production in the taxing country: If either of the two 
taxes treats imports differently than domestic production of 
the same products, the tax substitution will cause a change 
in the price of imports relative to the price of domestic pro
duction in the home market. The direction of the price change 
clearly depends upon the relative burden levied on imports 
and domestic production by the old and the new tax, re
spectively. 

d. Changes in the price of the country"1 s exports abroad: 
Finally, if the two taxes treat exports differently, the tax 
substitution will lead to a change in the relative price of the 
country's exports abroad. Again, the direction of the change 
in export prices depends upon the relative burden levied on 
exports by the old and the new tax, respectively. 

The above price changes could be estimated through a 
simple input-output model, since both the value-added tax 

structures of the two taxes, which result in a weighted over-all tax 
component of the retail price index different in the two situations. 
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as well as most of the turnover taxes are levied at more than 
one stage of production and distribution.1 However, with 
the tax credit method in force, the burden placed by the 
VAT on final products and, consequently, the effects on the 
prices of these products will be the same as those of a retail 
sales tax levied at the same rate. As for the taxes which 
are proposed for replacement by the VAT in Greece, we have 
already allocated them on final expenditure, thereby estima
ting the effective rates at which they fall on each form of 
final demand as well as on the main groups of consumers' 
expenditure. We shall therefore treat both the value-added 
tax and the taxes being abolished in Greece as retail sales 
taxes falling on the various commodities at the effective 
rates shown in Tables 5.2 through 5.4. This procedure gives 
more accurate estimates of price changes, since it allows the 
use of more recent data on consumers' expenditure and tax 
revenues than those available from input-output tables, 
which are usually backdated. 

In the following, we shall discuss the simple models 
which will be used for the estimation of the price changes 
of the proposed VAT substitution, and then we shall present 
the empirical estimates for Greece. Since some of the taxes 
being abolished (e.g., the turnover tax) are consumption 
taxes, concentrating on domestic expenditure (exempting 
exports and covering imports), while others (e.g., the wages 
and salaries tax) are production taxes (exempting imports 
and sometimes covering exports), we shall here discuss 
in order: the price effects of consumption taxes, those of pro-

1. For example, H. Aaron, «The Differential Price Effects of a 
Value-Added Tax,» National Tax Journal, June 1968. See also J. 
Vartholomeos, «Price and Trade Effects of the Substitution of a Value-
Added Tax for the Corporate Income Tax: The British Case,» Finanz
archiv, Band 32, Heft 3, 1974. 
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duction taxes, and, finally, the effects of the proposed t a x 
substitution. 

2. Domestic Taxes and Commodity Prices 

2.1. Consumption Taxes 

True consumption taxes treat domestic production and 
imports alike and, consequently, do not affect the relative 
price of imports of the taxed commodity. Besides, they are 
rebated on exports and, therefore, do not affect the price of 
the country's exports. They do, however, affect the relative 
product prices in the domestic market, provided they are 
not levied on all commodities at the same rate. Thus, if 
t1 stands for the tax rate levied on product i, expressed as 
a percentage of the price excluding the tax, and P g and P!

n 

stand, respectively, for the gross-of-tax and the net-of-tax 
price of the product, the change in the price of the taxed prod
uct caused by the introduction of the tax will be given by: 

(6.1) dp* = Pg - P^ = Pj, (1 + sitO - ?l = sit*Pn 

where s1 shows the degree of forward shifting of the tax. 
Expressed as a percentage of the gross-of-tax price, this 
price change becomes:1 

1. Expressed as a percentage of the net-tax price, this price change 
becomes: dP1 / P^ = s1t*. If the tax rate is given as a percentage of the 
price including the tax, then the absolute price change of commodity i 
given by (6.1) becomes: dP* = Pg — Pl

n = Pg — Pg (1 — s1 tg} =* s1 t'g Pg. 
Expressed as a percentage of the gross-of-tax price change, this be
comes: d P ^ P g ^ s1 t g P g / P g = s1 tg; and expressed as a percentage 
of the net-tax price, it becomes: dP'/Pa = s1 tg P g / (1 — s' tg) Pg = 

W t g / i i - s ^ ) . ; 

182 



(6.2) dP l / P^ = sWP;, / PJ, (1 + sW) = s«t» / (1 + ŝ t1) 

2.2. Production Taxes 

Production taxes will affect the relative product prices 
in the domestic market in the same way as consumption tax
es, provided the two taxes are levied at the same rate and 
the degree of tax shifting to consumers is the same in both 
cases. Production taxes, however, leave imports untaxed 
and, consequently, cause an increase in the price of a 
•commodity produced domestically as compared with the 
price of the same commodity imported from abroad (or, 
alternatively, they lead to a reduction in the relative price 
of imports). The change in the relative price of imports is 
given as: 

(6.3) «9 p? PS 

where P™ and P™ stand for the price of imports, and Po 
and Pi stand for the price of domestic production before and 
after the tax, respectively. However, P i = P 0 (l + s0t0), where 
tQ stands for the tax rate of the production tax, expressed 
as a percentage of the net-tax price, while P™ = P™. Substi
tut ing into (6.3.) we obtain: 

m T»m T»m 

(6.4) 

/ P m \ Po Pò" Pò"/ 1 A 
U v päd+Bog P2 ~psli+s0 t0 • ; 

göV B0t0 \ ' 
pd Vl + S0t0/ 

Expressed as a percentage of the initial relative import, 
price, the above price change becomes: 
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'(£)<(£)- 1+Mo 

The production tax will also affect the price of the coun
try's exports abroad, since the tax falls on the total domestic 
production of the taxed products and is not rebated on 
exports. The change in the price of the country's exports 
relative to the world price is given as: 

(«> *(£) ΡΓ Ρ 

where Po and PÎ stand for the price of the country's exports, 
while Pò* and Pf stand for the price of domestic production 
before and after the tax, respectively. However, P? == Po 
(1 + s0t0), where t0 stands for the tax rate of the production 
tax, expressed as a percentage of the net-tax price, while 
Pj = PQ*. Substituting into (6.6) we obtain: 

(6.7) 

( p w ) 
PoO + Spto) Po _ Po. 

"0 "ο ro 
(1 + Mo - Ο 

Po 

Pò* 
>olo 

Expressed as a percentage of the pre-tax relative price 
of exports, the above price change becomes: 

<6·8) d ( ^ ) / l » = ; s o , o 
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2.3. Price Effects of Tax Substitution 

2.3.1. Effects on Relative Commodity Prices in the Domestic Market 

The substitution between two product taxes will, if the 

two taxes have different rate structures, affect relative 

product prices in the domestic market. The change in the 

price of a commodity can be estimated as follows: 

The change in the price of product i is defined as: 

(6.9) dP* = P\ — Ρ*0 

where P'0 and P\ stand for the gross-tax price of product 

i under the old and the new tax system, respectively. How

ever, PÌ = P i , / ( l - s i t S ) and Ρ'0 = P[

n / ( l - s i t i ) , where Pl

n 

stands for the net-of-tax price of product i; to and t\ stand 

for the effective rates (expressed as percentages of the gross-

tax price) levied on product i under the old and the new 

tax, respectively; and s'0 and s\ stand for the shifting co

efficient of each tax, respectively. 

Substituting the values of P\ and P'o into (6.9) we getr 

dPl= P W ( I — 4 A)- Pn / ( i - 4 ti) 

= Pi (s'i t\ - si lì,) / (1 - s ì t\) (1 - si ti) 

and therefore: 

dP* / Pi = Pn (S\ t\ - si ti) / Pi (1 - sì ti) (1 - si ti) 

(6.10) = Pi (si ti - SÌ ti) / PÌ (1 - s\ ti) 

= (s\ t\ - si ti) 1(1- s\ ti) 

Equation (6.10) gives the percentage change in the absolute 
price of product i as a percentage of the pre-tax-substitution 
price of product i. If the new tax raises the same amount 
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of tax revenue from domestic consumers as the old tax, 
the over-all consumers' price index will remain unaffected 
and, consequently, equation (6.10) also gives the percentage 
•change in the relative price of product i, with respect to the 
price of all other commodities taken together. On the other 
hand, if the new tax imposes an over-all burden on con
sumers' expenditure different from that levied by the old 
tax, the over-all consumers' price level will also change. As 
a result, the percentage change in the relative price of prod
uct i will now depend upon the size and direction of the 
change in the over-all consumers' price level. 

The change in the over-all consumers' price level will 
also be given as: 

<6. i i ) dp / P 0 = (Sl tx - s0 g / (i - S l g 

where P 0 stands for the over-all consumers' price index 
before the tax substitution; dP stands for the change in 
this price index consequent upon the tax substitution; t 0 

and ta stand for the over-all effective rates levied on con
sumption under the old and the new tax system, respec
tively; and s0 and sx stand for the average shifting coef
ficient of the old and new tax, respectively. 

The gross-of-tax price of product i before the tax sub
stitution is, as before, Po = Pn / (1 — s0 to), while the gross-
of-tax over-all consumers' price level can be written as 
Po = Pn / (1 — s0 t0) . The relative price of product i before 
the tax substitution is therefore given by: 

i>i \(\ i J\ ''> v , ! ; '' *•' 

/ f i n ì fr _ pi / ρ _ *n / U — so t 0 ) 
<6.12) P 0 _ P 0 / P 0 — _ - / ( i _ = -
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The gross-of-tax price of product i after the tax substitution 
is, of course, Pi = P n / ( 1 — s\ t i ) , while the new gross-of-
tax over-all consumers' price level is given by: Px = P n / 
{1 — sx tj). The new relative price of product i after the tax 
substitution will therefore be given by: 

(6.13) p ^ p ' / p ^ i n / O - s U ) 
P n / O - S l t i ) 

The change in the relative price of product i, resulting from 
the tax substitution, is thus: 

d p i _ rt/fl-.sW) P n / ( 1 - s i t l ) 

Pn / (1—Si t i ) P n / O - S o t o ) 

<6.i4) = ^(±^_±zVo\ 
Pn V 1 — SÌ ti 1 - 8 Ì tj, / 

__ Pn (1 - M i ) (1 - S0 t0) - (1 - S1! tj) (1 - I Q T Q ) 

" Pn " ( i ^ s ' i t i X l - s U o ) 

Expressed as a percentage of the pre-substitution gross-
tax price, the change in the relative price becomes: 

<6.15) d P i / P i
0 = d ( P V P ) / ( P W P o ) = ^ l ^ ) ^ ^ ) - - l 

(1 — s 0 t 0 ) ( l— s i t i ) 

I n the case of the flat-rate VAT system postulated, t i = ti 
and, provided s\ = si, equation (6.15) reduces to: 

<6.16) dP l / P1 = (s010 - sl
0 t'o) / (1 - s010) 
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2.3.2. Effects on Prices of Imports Relative to the Price of Domestic 
Production 

If either of the two taxes treats imports differently than 
domestic production, the tax substitution will result in a 
change in the price of imports relative to the price of domestic 
production in the taxing country. Assume that the old 
tax levies a lower burden on imports than that levied on 
domestic production, while the new tax levies the same bur
den on imports as that levied on domestic production. This 
is, in fact, so in the case of the substitution of the VAT for 
any cascade turnover tax. Such a tax does not treat imports 
and domestic production truly alike: even if the tax is levied 
on domestic production and imports of the final products 
at the same rate, domestic production of these goods is 
taxed more than once and also bears the tax incorporated 
into the value of capital goods. The VAT, on the other hand, 
treats domestic production and imports truly alike. The VAT 
substitution will, therefore, result in a reduction in the price 
of domestic production relative to the price of imports. 
Indeed, the abolition of the cascade turnover tax will reduce 
domestic prices more than the prices of imports. On the 
other hand, the introduction of the VAT will increase both 
the price of domestic production and the price of imports 
at the same rate and will, therefore, leave the relative 
price of imports unaffected. 

The change in the price of imports relative to the price 
of domestic production caused by the tax substitution can 
be estimated as follows: 

pin 

(6.17) d(Pm/P<i) = - i 
Pi 
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where Ρ™ and P?1 stand for the price of imports, and Po 

and Pi stand for the price of domestic production before 

and after the tax substitution, respectively. However, 

V? = Κ (1 + si tin), P j = P j (1 + Η t}j, Po" = PS1 (1 + «ο C ) , 

and P 0 = Pfi(l + s 0 to), where t™ and tf1 stand for the tax 

rates levied on imports; t 0 and t i stand for the tax rates 

levied on domestic production under the old and the new 

tax system, respectively; while s0 and Si give the degree of 

forward shifting of each tax, respectively.1 

Consequently, equation (6.17) becomes:2 

d (Ρ» / pd) 

(6.18) 

Pi? (1 + Si C ) _ P™ (1 + s o C ) 

PÌ (1 + S l t ? ) P j ( l + SotS) 

Pn (So to — soto) __ Pn Sp (tp — t0 ) 

Pn O + SotJ) " PÌ (1 + SotS) 

Expressed as a percentage of the pre-tax-substitution 
relative price of imports, the above price change becomes: 

ì i>!| /r>dW/Dm /r>d\ P« s0 (t0—10) , Pn (1 + S0 t0 ) 
d (P / Ρ ) / (P0 / Po) == Λ „ · —— UT / -^ä ' Τ, , 7d, 

(6.19) 

p i n 

pd 

so (to • 

so i t o -

Cl + So 

— to ) 

ο 
tÔ Κ (1 + so'tS) 

(1 + SoC) 

1. The degree of shifting of the tax levied on imports is assumed 
to equal the degree of shifting of the tax levied on domestic produc
tion, which may of course not always be true. 

2. Assuming t™ = td, which will usually be true under the VAT. 
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2.3.3. Effects on Prices of the Country's Exports 

Finally, if the two taxes are not rebated on exports to 

the same extent, the tax substitution will lead to a change in 

the price of the country's exports abroad. This has, in fact,, 

been the case with the substitution of the value-added tax 

for the cascade turnover taxes in the Common Market. 

Since the value-added tax is fully rebated on exports while, 

due to administrative difficulties, the cascade turnover 

taxes were probably not fully rebated, the VAT substitution 

has resulted in a change in export prices. ι 

The change in the price of exports can be estimated 

as follows: 

(6.20) d P ^ P Î - P ^ P Î O + S i t O - P Î d + S o g 

s= Pn (si ti — s010) 

where Po and PÎ stand for the gross-tax price of exports 
before and after the VAT substitution, respectively; Pn 
stands for the net-tax price; and t0 and ti stand, respec
tively, for the effective tax rates levied on exports under the 
old and the new taxes. 

Expressed as a percentage of the gross-tax price of 
exports before the tax substitution, the above price change 
becomes: 

dPx / P0 = P£ (si ti - s0 t0) / Pn (1 + s010) 

(6.21) ^ ( S i t i - S o t o M a + Soto) 

3. The Shifting of Indirect Taxes 

The effects of tax changes on prices depend on the 
extent to which taxes are shifted forwards to consumers 
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or backwards to the owners of productive factors. The 
degree of tax shifting is, furthermore, the most crucial factor 
upon which depend the effects of a tax change on the other 
objectives 6i economic policy. Tax incidence, effects on the 
balance of payments, stabilisation aspects —all depend upon 
thé degree to which taxes are shifted forwards or backwards. 
We shall therefore briefly discuss the problem of shifting; 
here. 

Tax shifting has been a most controversial issue in the 
field of Public Finance. Controversy has arisen With respect 
to indirect taxes, to some direct taxes, and especially to the 
corporation income tax.1 In the case of indirect taxes', in 
which we are interested here, the following factors afe 
usually recognised as the main determinants of tax shifting:2 

a. The broadness of the tax base: General turnover 
taxes are probably shifted on to prices more than are spe
cial commodity taxés. 

b . The market structure: In a perfectly competitive 
market, the degree of forward shifting is higher than in a 
market characterised by monopoly. 

c. Price elasticities of demand and supply: The higher 
the price elasticity of supply and the lower the price elastic
ity of demand, the higher the degree of tax shifting t o 
consumers, and vice versa. 

d. The time period during which tax shifting is examinedi 

1. J. Buchanan, «The Methodology of Incidence Theory: A Critical 
Review of Some Recent Contributions,» in his Fiscal Theory and Political 
Economy, The University of North Carolina Press, pp. 125-150. See-
also P. Mieszkowski, «Tax Incidence Theory, The Effects of Taxes on 
the Distribution of Income,» Journal of Economic Literature, December 
1969, and literature quoted here. 

2. R.A. Musgrave, The Theory of Public Finance, McGraw Hillr 

1959, Ch. 13. 
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The longer the time period, the higher the degree of for
ward shifting, and vice versa. J 

e. The pricing behaviour of firms, the magnitude of the 
change in tax rates, etc.: In an open economy where inter
national trade is recognised, conditions of supply and de
mand as well as the market structure in the other coun
tries also play important roles; and considerations parallel 
to those applying with respect to these factors in the home 
market also hold true for the market of the othec countries. 

Although as it stands today the theory of tax shifting 
isolates some factors which possibly determine the degree 
of tax shifting, it does not give any indication about the 
actual size of the shifting coefficients to be employed in 
works dealing with the measurement of the impact of in
direct taxes on the economy. Furthermore, not much em
pirical evidence on the degree of forward shifting of indirect 
taxes seems to exist. Some recent studies in the U.S. do 
not give completely consistent evidence. Analysing the 
impact on prices of the excise tax reduction under the Rev
enue Act of 1965, Brownlee and Perry conclude that:1 

«on all commodities on which retail excise taxes were elim
inated and on most commodities on which excise taxes 
imposed at the manufacturer's level were cut, retail prices 

fell by approximately the full amount of the tax 
and did so with no apparent lag.» Woodward and Seigel-
man, on the other hand, are less definite.2 They argue that 

• 

1. O.H. Brownlee and G.L. Perry, «The Effects of the 1965 Fed
eral Excise Tax Reduction on Prices,» National Tax Journal, Sep
tember 1967. 

2. F.O. Woodward and H. Seigelman, «Effects of the 1965 Federal 
Excise Tax Reduction upon the Prices of Automotive Replacement 
Parts — A Case Study in Tax Shifting and Pyramiding,» National 
Tax Journal, September 1967. :< 
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less than half of the products examined experienced some 
form of tax shifting. 

Not much evidence of this sort exists for Greece. 
Besides, even such evidence should be used with some 
caution, because the methodology employed in these stud
ies for testing the shifting of indirect taxes is hardly ac
ceptable. The difficulty comes from the fact that this 
methodology attributes the whole price change to the 
corresponding tax change, leaving aside all other factors 
affecting prices.1 The ex-post price, established after the 
tax change, is subtracted from the corresponding price be
fore the tax change, and the result is compirai with the 
relevant change of the tax rate. Full shifting of the tax 
is considered to have taken place whenever a given tax rate 
«hange has led to an equal ex-post price change. 

The ex-post price change, however, may clearly be the 
result of the change in any of the other factors determining 
price. Demand conditions, cost conditions, as well as other 
factors (varying on the pricing hypothesis one is prepared 
to accept) may have changed in the meantime; conse
quently, the ultimate price change may be the result of the 
combined influence of all these factors. And although this 
ultimate result may be oî much interest in many respects, 
it does not clearly indicate the degree of forward shifting. 
What we need to know is by how much prices would have 
changed if only the tax rate had changed, with no auton
omous changes in any of the other factors affecting prices. 
Such information is difficult to obtain. 

Regression analysis can offer some help. However, some 
attempts to introduce the tax rate as an argument in the 

1. F.O. Woodward and H. Seigelman, op. cit., have tried to 
take into account the influence of other factors, but such crude cor
rections are not entirely satisfactory. 
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price equation have not usually produced a statistically 
significant tax coefficient.1 Besides, even a statistically 
significant tax coefficient would not be of much help in re
solving the question of the shifting of indirect taxes, for 
the models usually employed do not appear to be proper 
for testing the shifting of indirect taxes. Indeed, single price 
equation models, including the various cost items (wages, 
profits, etc.) as explanatory variables, seem to be inap
propriate for the study of tax shifting, since such a specifi
cation will fail to isolate autonomous from tax-induced 
changes in the other cost items. The tax coefficient, in such 
a situation, indicates the change in prices following a unit 
change in the tax rate, under the constraint that the other 
cost items included in the equation remain unchanged. 
However, if we are looking for a coefficient that shows 
what will happen to prices if tax rate changes take place 
leaving wages, profits, etc., unchanged, then we should 
find that prices have gone up by the amount of the tax . 
The coefficient of the tax rate in the price equation is, 
under such a specification, bound to be, by definition, 
equal to unity. Price specifications incorporating only de
mand conditions, which would avoid the above problem,, 
are also of little help, since the specification of the price 
equation itself precludes the introduction of the tax coeffi
cient along with the demand variables.2 

A simple specification of the price equation which 

1. E. Balopoulos, Fiscal Policy Models of the British Economyr 

North-Holland Publishing Company, Amsterdam, 1967, p. 193, and 
L.R. Klein and R.J. Ball, «Some Econometrics of the Determination 
of Absolute Prices and Wages,» Economic Journal,Yo\. 69,1959, p. 472. 

2. For a specification of the price equation including only demand 
factors and a rationalisation of this approach, see B.T. McCallum, 
«The Effect of Demand on Prices in British Manufacturing: Another 
View,» The Review of Economic Studies, January 1970. 
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would avoid the preceding remarks would be a simple 
Invariate model with the price as the dependent, and the 
tax rate as the only explanatory variable. However, such 
a specification is unable to separate the influence of auton
omous changes in the other factors determining prices 
from the influence of the tax rate changes and, thus, yields 
a biased estimate of the tax coefficient. Regression of 
differences would perhaps reduce the autocorrelation in the 
error term, but whether this procedure would eliminate 
autocorrelation or not remains uncertain,, since not only 
the levels but also the rate changes could be correlated 
with the changes in the other factors affecting prices and 
left out of the equation. Two ways out seem to be pos
sible: (i) the use of a complete system incorporating a price 
equation as well as equations determining some or all other 
cost items which are probably affected by the tax (e.g., 
wages, profits, prices of imports, etc.); (ii) the use of single 
equation models with independent variables which are af
fected by the tax being extraneously estimated and intro
duced into the price equation. 

However, there exists another important problem. 
Empirical studies of tax shifting have attempted to test 
the shifting of only one tax, disregarding changes in other 
taxes. Consider, for example, the studies concerning the 
shifting of the corporation income tax.1 Only the tax rate 

1. Especially, M. Krzyzaniak and R.A. Musgrave, «The Shifting 
of the Corporation Income Tax,» Baltimore, 1963; R.J. Gordon, «The 
Incidence of the Corporation Income Tax in U.S. Manufacturing,» 
American Economic Review, 1967; R.W. Kilpatrick, «The Short-run 
Forward Shifting of the Corporation Income Tax,» Yale Economic 
Essays, Fall 1965, pp. 355-420; and G. Agapitos, Inflationary Effects and 
Harmonisation Aspects of Taxes on Profits with Reference to the U.K. 
Manufacturing Industries 1951-70, D. Phil, thesis, University of York, 
U.K., 1974. . 
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of the corporate income tax is introduced into the equation, 
while the tax rate of indirect taxes is left out. This omis
sion is bound to lead to a biased estimate of the shifting 
coefficient, since changes in the various taxes are probably 
correlated between themselves. This, of course, may not be 
an important problem in the case of Greece, due to the 
small corporate sector. Therefore, isolating indirect taxes 
and testing their shifting alone may not create substantial 
problems in this respect. 

Besides, a serious data problem should be added to the 
aforementioned methodological problems. This is the lack 
of a proper market price index to be used as the dependent 
variable. The use of some implicit deflator (for example, 
the deflator of consumers' expenditure) seems to be in
appropriate because these deflators themselves usually in
corporate a shifting hypothesis. In using these price indices 
as the dependent variables, therefore, one simply finds out 
what shifting assumption has been used for the construction 
of the above index. The use of the retail price index is also 
inappropriate because the weights used for the construc
tion of this index are clearly different from the weights 
embodied in the effective tax rate, estimated as the quotient 
of tax revenues over expenditure. What one should do is 
construct an average tax rate using the weights of the re
tail price index, which is clearly a difficult exercise. 

Finally, the problem of symmetry in tax shifting is 
present here. Indeed, even if one knows that the introduction 
of a tax leads to an increase in prices by the exact amount 
of the tax (full forward shifting), how can one be sure that 
the abolition of this tax will lead to price reductions to the 
same extent? This is, of course, more difficult, if not impos
sible, to test. 

To what extent indirect taxes are shifted or not there
fore remains an unresolved problem. Nearly all recent studies 
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on the VAT assume that this tax is fully shifted on to prices. 
The broadness of the tax as well as its administration offer 
justification for such treatment. More difficult is the prob
lem with respect to some existing indirect taxes which are 
not as broad as the VAT. In their case the problem of sym
metry in tax shifting is present. 

In the present work we shall generally assume that 
both the pre-existing taxes and the VAT are fully shifted 
on to product prices, but we shall also consider alternative 
hypotheses of tax shifting and trace the impact of tax sub
stitution under such hypotheses. 

4. Price Effects of the VAT Substitution in Greece 

The proposed substitution of the VAT in Greece will 
affect both the level and the structure of product prices in 
the domestic market as well as the prices of Greek exports. 
All of the types of price changes discussed above will take 
place. The extent of these price changes depends upon many 
factors. Besides the degree of forward shifting of both the 
old and the new tax, as well as the level and structure of 
the rate of the new tax (all of which will be important deter
minants of the price changes resulting from the VAT sub
stitution), the over-all economic situation in the country 
at the time the VAT is introduced will play a decisive role. 
Thus, if the VAT is introduced during an inflationary period, 
prices will tend to increase much more than if the VAT is lev
ied during a deflationary period, since in the former case 
producers will find the introduction of the tax an excuse 
to adapt their profit margins upwards in order to main
tain at least their pre\Tious income position. We shall, 
however, leave such possible price changes aside and con
centrate only on price changes due to tax changes. 
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4.1. The TAT Substitution and the Over-all Price Level in the Do
mestic Market 

The proposed substitution of the VAT in Greece will 
most probably lead to an increase in the over-all price level 
in the domestic market, even under the equal yield restric
tion. This will be so because even under such a restriction, 
the tax burden borne by domestic residents will be higher 
under the VAT than under the existing turnover taxes: 
under the VAT, domestic residents will also bear that 
part of the old taxes incorporated into the value of ex
ports and not rebated to exporters. Indeed, as shown in 
Chapter 5 above, the effective rate at which these taxes 
are levied on exports amounts to around 4.3%, while the 
rate of rebate amounts to only 2%. If full rebate takes place 
under the VAT, which is usually the case, the unrebated 
part will be borne by domestic residents. Under the full 
shifting hypothesis and the equal yield restriction, this 
means that domestic residents will bear another 1.1 billion 
Dr. at the 1973 rates. This will lead to an average over-all 
increase in the general price level in the domestic market 
equal to around 0.2%, which is, of course, negligible. Since 
all this extra tax burden will be borne by domestic consumers, 
the price of consumer goods will go up by approximately 
0.3%. 

4.2. The VAT Substitution and Relative Product Prices in the Do
mestic Market 

Besides the general price level, the proposed VAT sub
stitution will affect the structure of product prices in the 
domestic market. If the VAT is truly a consumption tax, 
exempting all other groups of expenditure, the consumer 
price index will go up, while the prices of all other groups 
of expenditure will fall. Table 6.1 below shows the changes 
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in the price indices of the main forms of final demand. As 
shown in this table, the price of consumer goods will go 

TABLE 6.1 

The Changes in the Prices of the Main Groups of Expenditure 
as a Result of the VAT Substitution in Greece 

~, „ ... Price changes 
Group of expenditure (percentages) 

Consumers' expenditure 3.7 
Government expenditure —1.4 
Fixed capital formation —3.8 
Investment in stocks —9.3 

up by 3.7%, while all other prices will go down. The extent 
of price reductions differs between the various groups of 
expenditure. The price index for government expenditure 
will go down by around 1.4%; that for fixed capital formation, 
by around 3.8%; and that for investment in stocks, by 
over 9%. 

Besides the level of consumer prices, their structure 
will also change. Table 6.2 gives the price changes of the 
main groups of consumers' expenditure following the VAT 
substitution. Three alternatives are considered: (i) all con
sumers' expenditure is taxed at a standard rate of 8%; 
(ii) food is zero-rated, while the other forms of consumers' 
expenditure are taxed at a rate of 1 1 % ; and (iii) food is taxed 
at a low rate of 5%, while all other groups of consumers' 
expenditure are taxed at a rate of 9%. Both the absolute 
and the relative price changes are given in turn. All price 
changes are expressed as percentages of the pre-substitution 
prices. 
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TABLE 6.2 

Price Changes of Consumers' Goods and Services 
Following the VAT Substitution in Greece 

Group of consumers ' 
expenditure 

Food 
Beverages 
Tobacco 
Clothing-footwear and 

other personal effects 
Rent and water charges 
Fuel and light 
Furni ture , furnishings 

and household equipment 
Household operation 
Personal care and 

health expenses 
Transportat ion 
Communications 
Recreation and 

en ter ta inment 
Educat ion 
Miscellaneous services 

Total 

Absolute pi 
changes 

I 

3.17 
2.32 
3.33 

-2.33 
8.15 
5.59 

0.17 
-1.74 

4.67 
5.56 
7.60 

3.24 
5.40 
3.72 

3.70 

II 

-5.52 
5.58 
6.59 

0.93 
11.41 

8.85 

3.43 
1.52 

7.93 
8.83 
1.05 

6.50 
8.66 
6.98 

3.70 

fice 

I I I 

-0.09 
3.40 
4.41 

-1.24 
9.24 
6.67 

1.26 
-0.65 

5.76 
6.65 

-1.12 

4.33 
6.49 
4.80 

3.70 

Relative price 
changes 

I 

-0.50 
-1.33 
0.21 

-5.81 
4.30 
1.82 

-0.34 
-5.24 

0.94 
1.80 

-5.69 

-0.44 
1.65 
0.02 

0 

II 

-8.46 
1.99 
3.01 

-2.62 
7.81 
5.26 

-0.14 
-2.05 

4.35 
5.23 

-2.51 

2.91 
5.07 
3.40 

0 

I I I 

-4.03 
-0.25 
0.76 

-4.76 
5.46 
2.96 

-2.32 
-4.18 

2.07 
2.94 

-4.64 

0.67 
2.78 
1.14 

0 

As shown in this table, the introduction of the 8% 
VAT in Greece will lead to price increases with respect to 
all groups of products save for clothing-footwear and other 
personal effects, the price of which will go down by approx
imately 2%, and household operation, the price of which 
will fall by approximately 1.7%. The price increases will 
range between 0.2%, for furniture, furnishings and house
hold equipment, and 8.2%, for rent and water charges. The 
prices of communications, fuel and light, and transportation 
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will also increase substantially, while the price increases 
of the other groups of expenditure will be smaller. If food is 
zero-rated and all other consumers1 expenditure is taxed 
at a rate of 1 1 % , only the price of food will go down by 
around 5%, while all other prices will go up. Price increases 
will range between 0.9% and 1 1 % . Finally, if food is taxed 
at a low rate of 5% and all other forms of expenditure are 
taxed at 9%, some prices will go down, while others will 
increase. The price reductions -will be relatively small and 
will range between - 0 . 1 % for food and -1.24% for furni
ture, etc. On the contrary, the price increases will be much 
larger and will range between 1.2% and 9%. 

Examination of the changes in the relative prices of the 
various groups of consumers' expenditure, given in the last 
three columns of Table 6.2, shows that some prices increase 
more than the over-all consumer price index, while others 
increase less than the index or fall. Thus, the table shows that 
the prices of the following groups increase more than the 
general price level: tobacco, rent and water charges, fuel 
and light, personal care and health expenses, transportation, 
recreation and entertainment, education, and miscellaneous 
services. These relative price increases range between 0.21% 
and 7.81%. All other prices increase less than the increase 
in the over-all consumer price index, or they fall. The relative 
price reductions range between -0.14% and -8.46%. 

4.3. The VAT Substitution and Relative Import Prices 

Provided the VAT is levied on imports at the same rates 
at which it is levied on domestic production, the proposed 
VAT substitution in Greece will result in changes in import 
prices relative to the prices of domestic production, since the 
existing taxes are, as shown above, levied on imports at 
effective rates different from those at which they are levied 
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«η domestic production. The relative prices of imports will 

fall in the case of those commodities where the existing 

taxes discriminate against imports, while they will rise 

in the case of those commodities where the existing taxes 

discriminate against domestic production.1 Overall, the 

relative price of imported products will fall by around 1.4%. 

4.4. The VAT Substitution and the Prices of Greek Exports 

The proposed VAT substitution will also affect the prices 

of Greek exports abroad. Since exporters are not fully com

pensated under the existing system of indirect taxes, the 

VAT substitution will lead to a reduction in export prices, 

provided that exporters are now fully compensated for the 

VAT. Indeed, as we have seen above, exports are taxed at an 

over-all effective rate of 4.3%, while the rate of rebate amounts 

to only 2%. This means that quite a large part, equal to 

2.3%, remains unrebated. The VAT substitution will 

therefore lead to an average reduction in export prices 

amounting to around 2%. 

1. These price changes are independent of the level and structure 
of the rates of the VAT and are only dependent on the rates at which 
the existing taxes are levied on imports and domestic production» 
respectively. 

202 



CHAPTER 7 

REDISTRIBUTIONAL EFFECTS 

1. Forms o! Income Redistribution 

Income distribution is a multi-dimensional problem. 
Functional distribution, income-bracket distribution, and geo
graphical distribution (both, within a country and among 
different countries) are some aspects of income distribution 
economists have dealt with. The effects of taxation on all 
these types of income distribution have been intensively 
studied by economists working in the fields of International 
Trade and Public Finance. International Trade economists 
have concentrated mainly on the redistributional effects of 
tariffs, with emphasis being given to the inter-country1 

and the functional distribution of income.2 Public Finance 

1. Especially, H.G. Johnson, «International Trade, Income Dis
tribution and the Offer Curve,» Manchester School, Vol. 27, September 
1959, pp. 241-260; and his «Income Distribution, The Offer Curve and the 
Effects of Tariffs,» Manchester School, Vol. 28, September 1960, pp. 215-
242; J. Bhagwati and H.G. Johnson, «A Generalised Theory of the Effects 
of Tariffs on the Terms of Trade,» Oxford Economic Papers, Vol. 13, 
October 1961, pp. 225-253; R.E. Baldwin, «The Effects of Tariffs on 
International and Domestic Prices,» Quarterly Journal of Economics, 
Vol. 74, February 1960, pp. 65-78; and R.A. Mundell, «The Pure Theory 
of International Trade,» American Economic Review, Vol. 50, March 
1960. 

2. W. Stolper and P.A. Samuelson, «Protection and Real Wages, 
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economists, on the other hand, have concentrated mainly 
on the income-bracket redistributional effects of the Budget.1 

Some emphasis has also been given to the functional redistri
butional effects.2 The inter-country redistributional effects, 
however, have not been given a fair share.3 Yet these last 
effects are quite important, because the inter-country re
distribution of income affects the country's welfare directly. 
Such effects should therefore be seriously taken into account 
whenever recommendations for a tax change are made. In 
this chapter, we examine the inter-country redistributional 
effects and, of the intra-country, only the income-bracket 
redistributional effects of VAT substitution. 

Review of Economic Studies, Vol. IX, 1941, pp . 58-73; L.A. Metzler, 
«Tariffs, the Terms of Trade and the Distribution of National Income,» 
Journal of Political Economy, Vol. LVI I , No. 1, February 1949, pp . 
1-29; and J . Bhagwati, «Protection, Real Wages and Real Incomes,» Eco
nomic Journal, Vol. L X I X , December 1959. 

1. For a good review of the empirical works on the size redistri
bution effects of taxes, see Carl S. Shoup, Public Expenditure and Taxa
tion, National Bureau of Economic Research, New York, 1972. See also 
Douglas H. Eldridge, «Equity, Administrat ion and Compliance, and 
Inter-governmental Fiscal Aspects,» in The Role of Direct and Indirect 
Taxes in the Federal Revenue System, National Bureau of Economic 
Research, Princeton University Press, 1964. 

2. A. Harberger, «The Incidence of the Corporation Income Tax,» 
Journal of Political Economy, Vol. L X X , No. 3, June 1962. 

3. For some a t t empts to measure the amoun t of income redistri
bution among the s tates in the U.S. , see Charles E . McLure, «Tax 
Export ing in the United States: Est imates for 1962,» National Tax 
Journal, March 1967, p p . 49-77, and his «Commodity Tax Incidence in 
Open Economies,» National Tax Journal, June 1964. See also O.H. 
Brownlee, Estimated Distribution of Minnesota Taxes and Public Ex
penditures, Minneapolis, 1960, and R.A. Musgrave and D.W. Daicoff, 
«Who Pays the Michigan Taxes?» in Michigan Study Staff Papers 
Lansing, Michigan, 1958. 
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2. Inter-country Redistributional Effects 

2.1. Some Theoretical Considerations 

The inter-country redistributional effects of taxation 
can be studied through an analysis of the effects of taxes 
on the country's international terms of trade. The analysis 
is carried out under the following assumptions: (i) There 
are two countries, the home country H and the foreign 
•country F. (ii) Both countries produce and consume two 
commodities, commodity M and commodity X, with country 
H being a net exporter of X and a net importer of M, and 
vice versa for country F. (iii) Production of both com
modities takes place under increasing cost conditions, while 
demand curves have their usual downward slope, (iv) Finally, 
the assumptions of perfect competition in all markets, inter-
country immobility and perfect intra-country mobility of 
factors of production, absence of transport costs, flexible 
wages and prices, and fixed exchange rates—usually employed 
in international trade models, are also employed here. 

a. Special Consumption Taxes 

The effects of a special consumption tax on a country's 
international terms of trade are presented in Figure 7.1. 
In this figure, the country's exportables are measured along 
the horizontal axis, while its importables are measured along 
the vertical axis. The pre-tax equilibrium is given by point 
T0, where the home country's offer curve OH0 and the 
foreign country's offer curve OF 0 intersect. At the equi
librium, country H offers OX0 of its exportables for OM0 

of its importables at the constant terms of trade given by 
the slope of the straight line OT0. 

If country H levies a special tax on the domestic con
sumption of product M, its offer curve will shift from po-
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FIGURE 7.1 

INTER-COUNTRY REDISTRIBUTIONAL 
EFFECTS OF COMMODITY TAXES 

H's exportables 

sit ion O H 0 t o t h e left1 (e.g., t o t h e posi t ion O H ^ ) . T h e 

new equil ibrium is given b y point T1? where t h e home coun-

1. For the effects of alternative domestic taxes on a country's 
offer curve, see T. Georgakopoulos, «The Excess Burden Controversy 
in a Trading World: A Case for Special Indirect Taxes,» Public Finance, 
2/1974. See also T. Georgakopoulos, «Tax Harmonisation and Inter
national Income Distribution,» National Tax Journal, Deeeaate«F 1372L 
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try's after-tax offer curve OH t and the foreign country's 
offer curve OF0 intersect. The new after-tax international 
terms of trade are given by the slope of the straight line OTj 
and have moved in favour of the home country and against 
the foreign country, thereby causing a redistribution of 
income from the latter to the former. On the other hand,, 
if the home country levies a special tax on the consumption 
of product X, its offer curve will shift to the right1 (e.g., 
to the position OH2). The new equilibrium is now given by 
point T2, and the new international terms of trade are given 
by the slope of the straight line OT2. This suggests a de
terioration in the terms of trade for the home country and 
a corresponding improvement in the terms of trade for the 
foreign country, which causes a redistribution of income 
from the home to the foreign country. 

Special consumption taxes, therefore, improve a country's 
international terms of trade and result in a redistribution of 
income in its favour if they are imposed on commodities of 
which the country is a net importer. Otherwise, such taxes 
lead to a deterioration in the country's international terms 
of trade and a redistribution of income against the taxing 
country. 

b. Special Production Taxes 

If the home country taxes the domestic production — in
stead of taxing the domestic consumption — of product M, its 
offer curve shifts to the right of the pre-tax situation2 

(e.g., to the position OH2), again suggesting a deterioration 
in its terms of trade and, consequently, a redistribution of 
income from the home to the foreign country. On the other 

1. T. Georgakopoulos, «The Excess Burden Controversy...,» 
op. cit. 

2. T. Georgakopoulos, «The Excess Burden Controversy...,» 
«p. cit. 
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hand, if the home country taxes the domestic production of 
its exportables, its offer curve shifts to the left of the pre
tax position (e.g., to the position OHj). This suggests an im
provement in its international terms of trade, which causes 
a redistribution of income from the foreign to the home 
country. Hence, special production taxes improve* a country's 
international terms of trade and redistribute income in its 
favour if they are levied on commodities of which the taxing 
country is a net exporter. On the contrary, such taxes harm 
the country's international terms of trade and redistribute 
income away from the country when they are levied on the 
country's exportables. 

c. General Product Taxes 

Finally, if the home country levies a general tax on 
«ither the domestic consumption or the domestic production 
of both products, its offer curve remains unaffected.1 Hence, 
a general product tax does not affect the international terms 
of trade and, therefore, does not cause any inter-country 
income redistribution. 

d. Inter-country Redistributional Effects of VAT Sub
stitution 

The substitution of a VAT with a certain rate struc
ture for another consumption tax with a different rate 
structure will bring about inter-country redistributional 
effects, provided that the VAT levies an over-all burden on 
exportables and importables different from that of the pre
existing tax. If the VAT levies a higher burden on importables 
and a lower burden on exportables than did the old tax, 
the substitution between the two taxes will cause an im
provement in the country's terms of trade and, consequently, 

1. T. Georgakopoulos, ibid. 
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a redistribution of income in its favour. On the other hand, 
if the VAT levies a higher burden on exportables and a 
lower burden on importables than did the old tax, the terms 
of trade will shift in the opposite direction, and a redistribu
tion of income against the country making the tax substi
tution will follow. 

The substitution of the VAT for a tax on factors of 
production will also affect the inter-country distribution of 
income. The effects of such a substitution can better be 
studied if the tax change is decomposed into two distinct 
changes: (i) abolition of the tax on factors of production 
and (ii) introduction of the VAT. 

The abolition of the tax on factors of production, which 
is in fact equivalent to a production tax, will improve the 
country's international terms of trade and redistribute in
come in its favour if the tax falls more on importables and 
less on exportables; otherwise, the abolition of the tax will 
lead to a deterioration in the terms of trade and a redistri
bution of income away from the taxing country. 

The introduction of the VAT will also improve the 
country's international terms of trade and redistribute in
come in its favour if the tax falls more on importables and 
less on exportables. On the contrary, if the VAT falls more 
on exportables and less on importables, the country's inter
national terms of t rade will deteriorate, thereby resulting 
in a redistribution of income against the country. 

Consequently, the substitution of the VAT for a tax 
levied on factors of production will improve the country's 
international terms of trade and redistribute income in its 
favour if the tax on factors of production falls more on 
exportables and less on importables while the VAT falls 
more on importables and less on exportables. If the tax on 
factors of production falls more on importables and less 
on exportables and the VAT falls more on exportables and 
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less on importables, the tax substitution will harm the 
country's international terms of trade and redistribute in
come against the country. Finally, if both taxes fall more 
on exportables and less on importables, the terms of trade 
may either improve or worsen, depending upon whether 
the favourable terms-of-trade effect from the abolition of 
the tax on factors of production does or does not outweigh 
the detrimental terms-of-trade effect of the VAT. Similarly, 
if both taxes fall more on importables and less on export
ables, the terms of trade can either worsen or improve, 
depending upon whether the detrimental terms-of-trade 
effect from the abolition of the tax on factors of production 
does or does not outweigh the favourable terms-of-trade 
effect of the VAT. 

2.2. Measurement of the Inter-country Redistributional Effects 

The preceding theoretical arguments are based upon 
fairly strict assumptions, and they no longer hold once 
these assumptions are dropped. Of particular interest is the 
assumption that demand and supply curves have their usual 
shape (the former are falling while the latter are increasing); 
consequently, the offer curves have the normal shape 
presented in Figure 7.1. If the foreign country's offer curve 
is a straight line, domestic taxes leave the international 
terms of trade and, consequently, the inter-country distri
bution of income unaffected;1 but if the foreign country's offer 
curve has an abnormal shape, some of the preceding arguments 
are reversed. We shall not, however, discuss such situations 
any further. Whether a tax affects a country's international 
terms of trade and, consequently, the inter-country distri
bution of income is a question of tax shifting in an open 

1. T. Georgakopoulos, «The Excess Burden Controversy...,» op. 
cit. 
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economy, which, as we have already seen, is a most contro
versial question both in theory and in empirical evidence. 
We shall here confine ourselves to indicating the possible 
sources of inter-country income redistribution, identifying 
the units bearing the tax burden and giving a measure of 
the probable extent of such a redistribution under the hypoth
eses concerning tax shifting which have been adopted in 
this work. 

a. Consumption Taxes 

A consumption tax which is fully shifted on to prices 
is borne by domestic consumers and, therefore, does not 
cause inter-country redistribution of income.1 On the con" 
trary, if the tax is partly shifted backwards to producers 
and the country is a net importer of the taxed commodity 
part of the tax is borne by domestic producers and part , 
by foreign suppliers of the taxed product. The magnitude 
of the tax burden borne by the foreign suppliers depends 
upon the size of the tax rate, the degree of backward shifting 
and the volume of the country's imports of consumer goods. 
Thus, if to stands for the tax rate of the consumption tax , 
s for the coefficient of forward shifting, and Mo for the volume 
of a country's imports of consumer goods subjected to the 
tax, the tax burden borne by the foreign producers and, 
consequently, the amount of the inter-country income re
distribution, is given by: 

(7.1) A Y = ( l - s ) t S M § 

A special consumption tax levied on a commodity of 
which the taxing country is a net importer therefore re-

1. Provided that the tax is fully rebated on exports. 
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distributes income from foreign producers to the govern
ment of the taxing country. If the country is a net exporter 
of the taxed product and the tax is partly or wholely borne 
by domestic producers, foreign consumers benefit because 
they can get the product at a lower price; consequently ? 

income is redistributed from domestic producers to foreign 
consumers. The amount of this redistribution is given by : 

(7.2) A Y = ( l - s ) t 0
c X o 

where Xo stands for the volume of the country's exports 
of the taxed product. 

b . Production Taxes 

If the production tax is fully shifted on to prices, it 
is borne partly by domestic buyers and partly by foreign 
buyers of the product, provided that the country is a net 
exporter of the taxed product. Hence, the production tax 
on the country's exportables redistributes income from the 
foreign consumers to the government of the taxing country. 
The extent of the tax burden borne by the foreigners de
pends upon the size of the tax rate as well as upon the 
volume of exports of the taxed product. If to stands for the 
tax rate of the production tax and X 0 for the volume of 
exports of the taxed product, the tax burden borne by the 
foreign consumers and, consequently, the amount of inter-
country income redistribution, is given by: 

(7.3) AY = t8X0 

If the taxing country is an importer of the taxed prod
uct, the tax results in a redistribution of income in favour 
of the foreign country. Indeed, the production tax causes 
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a redistribution of income from domestic consumers to foreign 

producers, because foreign producers are now able to sell 

their product in the domestic market at the higher after" 

tax consumer price. The amount of this redistribution is 

given by: 

(7.4) ΔΥ = ^ Μ 0 

On the contrary, if the production tax is fully shifted 

backwards to producers, it is borne by domestic producers 

and does not result in any inter-country redistribution of 

income. 

Finally, if part of the tax is shifted on to prices, say by 

a proportion s, while the rest is borne by producers, it causes 

a redistribution of income from foreign consumers to the 

government of the taxing country, if the taxing country is 

an exporter of the taxed product; if the taxing country is 

an importer of the taxed product, a redistribution of income 

from domestic consumers to foreign producers will take place. 

The amount of this redistribution, for each case respectively, 

is given by: 

(7.5) ΔΥ = st0

p X 0 

(7.6) ΔΥ = stjf M 0 

c. Substitution of the VAT for a Consumption Tax 

The substitution of the VAT for a consumption tax 

with a different rate structure will affect the inter-country 

redistribution of income unless both taxes are shifted fully 

on to prices. If the two taxes are shifted only partly to con

sumers and partly backwards to producers, the substitution 

between the two taxes will bring about inter-country re

distributional effects given by: 
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ΔΥ = Σ Ο - sì) ti Mi - Σ (1 - slo) to Mo 
i = i i = l 

m . . . m . . . . 
- [Σ (1 - s3i) ti Xi - Σ (1 - sJo) tJ

0 X
Jo ] 

1 = 1 j = i 

= Σ { ( l - s b t i M i - O - s ^ t o M o } 
i = l 

m . . . . . 

- Σ { (1 - sì) ti Xì - (1 - sJo) t3o Χ},} 
j = l 

where i = l , . . . , η importable commodities and j = l , . . . , m 

exportable commodities, s0 and si stand for the shifting 

coefficients, t 0 and t i for the tax rates, M0 and Mj for 

the volume of imports, and X 0 and X x for the volume 

of exports under the old and the new tax, respectively. 

The first and second right-han-dside terms of equation 

(7.7) show the amount of income redistribution from for

eign producers to the government of the taxing country 

under the new and the old consumption taxes; conse

quently, the difference in brackets gives the net redistri

bution of income from foreign producers to the govern

ment of the taxing country caused by the tax substitution. 

The third and fourth terms show the amount of income 

redistribution from domestic producers to foreign consumers 

under each tax, respectively. The second difference in the 

brackets, therefore, gives the net redistribution from do

mestic producers to foreign consumers caused by the tax 

substitution. If both taxes are completely shifted back to 

producers, s 1 = s 0 = 0 and formula (7.7) thus becomes: 

η η . m . . m . . 

Δ Υ = Σ ti M i - Σ t'oM'o-CS t ì X Ì - Σ t'oX'o) 
i = l i = l j = l j = l 

< 7 · 8 ) η . . . . m . . 

= Σ (tì Mi - to Mo) - Σ (tì XÌ - tJ0 X
Jo) 

i = l j = l 
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d. Substitution of the VAT for a Tax on Factors of Pro
duction 

The substitution of the VAT for a tax on factors of 
production will also cause inter-country redistributional 
effects unless the VAT is fully shifted on to consumers and 
the production tax is fully shifted back to producers. If 
both taxes are partly shifted on to consumers while the 
remainder is borne by producers, the tax substitution will 
lead to inter-country redistributional effects given by: 

m . . . m η . . . η . . . 

Δ Υ = Σ sì ti X i - Σ s ]
0 t o X ü - Σ sì ti Mi + Σ S U M J , 

j = l j = l i = l i = l 

(7.9) 
v J m η . . . 

= Σ (si ti Xi - sJ

0 t
J

0 X
Jo) - Σ (sì ti Mi - si, tl0 Mi) 

j = l i — i 

The first and second right-hand-side terms of equation 
(7.9) give the amount of income redistribution from foreign 
consumers to the government of the taxing country under 
the consumption and production tax, respectively. The 
difference in the parentheses, therefore, gives the net income 
redistribution from foreign consumers to the government 
of the taxing country caused by the substitution of the 
consumption for the production tax. The third and fourth 
terms give the amount of income redistribution from domestic 
consumers to foreign producers under the consumption and 
production tax, respectively. The second difference in the 
parentheses, therefore, gives the net income redistribution 
from domestic consumers to foreign producers caused by 
the tax substitution. 

2.3. The later-country Redistributional Effects of the VAT Substi
tution in Greece 

The proposed substitution of the VAT in Greece will, 
most probably, bring about some inter-country redistribu-
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tional effects. The extent of these effects will, of course, 
depend upon the direction and extent of tax shifting. Under 
the assumption of complete forward shifting for both the 
old and new taxes, the end result depends upon the relative 
burden levied on exports under each of the two tax structures, 
respectively. If the VAT levies a higher burden on exports 
than the existing taxes, income will be redistributed in 
favour of the taxing country; but if the VAT levies a 
lower burden than the existing taxes, income will be re
distributed from the taxing country to the outside world. 
Since the VAT proposed to apply in Greece will supposedly 
exempt exports completely, the direction and extent of 
inter-country income redistribution will depend only upon 
whether exporters are over- or under-rebated for the ex
isting commodity taxes in Greece. If exporters are fully 
compensated for the taxes incorporated into the value of 
their exports, no inter-country redistribution of income will 
take place. On the other hand, if exporters are under
compensated for the existing taxes, the VAT substitution will 
redistribute income against the country; while if exporters 
are over-compensated for the existing taxes, the VAT sub
stitution will redistribute income in favour of the country. 

As we have seen above, Mn Greece exporters are not fully 
compensated for the existing commodity taxes. Indeed, 
while the total tax burden allocated to exports amounts to 
approximately 2 billion Dr., the amount of rebates in 1973 
amounted to around .9 billion Dr. This means that ap
proximately 1.1 billion Dr. is not rebated and is therefore 
borne by foreigners. Under the VAT, this burden will be 
borne by domestic residents. The VAT substitution will,, 
therefore, redistribute income amounting to approximately 
1.1 billion Dr. against Greece. 

1. Chapter 5, p. 169. 
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3. Income-Bracket Redistribution 

The effects of the Budget on the size distribution of 
income, known as incidence,1 have been given heavy em
phasis in the literature, and repeated attempts have been 
made by various authors to provide quantitative estimates-
of this kind of redistribution.2 Some of the studies have 
concentrated on the redistributory effects of the revenue 
side of the Budget only, while others have considered the 
expenditure side as well. Interest in the issue derives from 
both social and economic considerations; it should, there
fore, be given due emphasis in any study of tax structure 
changes. 

In measuring the redistributory effects of the Budget r 

a number of methodological and statistical problems arise-
As some of these problems are also present in our work, we 
shall briefly discuss the most important of them. 

The first problem is the choice of a proper income con
cept for use in the investigation. Should one use national 
income, personal income, or any other aggregate? Further
more, should one use the pre-VAT substitution, the after-
VAT substitution, or any other intermediate income? The 
choice of the concept of income is quite important, since 
statistical results have been shown to be sensitive to the 
concept of income employed. Fortunately, this problem will 

1. R.A. Musgrave, The Theory of Public Finance, op. cit., p. 208. 
2. A.T. Peacock (ed.), Income Redistribution and Social Policy r 

J. Cape, London, 1954; R.A. Musgrave, «Estimating the Distribution 
of the Tax Burden,» in Income and Wealth Series X, Bowes and Bowes, 
London, 1964, pp. 186-219; and J.L. Nicholson, «Redistribution of In
come in the U.K. in 1959, 1957 and 1953,» in Income and Wealth Se
ries X, op. cit., pp. 121-185. See also W.I. Gillespie, «Effects of Public 
Expenditures on the Distribution of Income,» in R.A. Musgrave (ed.), 
Essays in Fiscal Federalism, The Brookings Institution, Washington 
1965. 
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not be very important in the present study since we are dealing 
with the differential incidence resulting from the substi
tution of the VAT for some existing commodity taxes; 
any income concept would perhaps give the same over
all picture, provided that the same income concept were used 
with respect to both the existing and the new tax structure. 

Another problem refers to the choice of the proper unit 
for use as the basis for measuring the redistributory impact 
of the VAT substitution. Should one use individual in-
•come earners or families as the units of reference? The 
•choice between the two is quite difficult, and it depends 
mainly upon the purpose of the investigation. If one is 
interested in income distribution and in redistribution 
through the Budget for social purposes, the family seems 
to be more appropriate than the individual income earner 
as a unit of reference. On the other hand, if interest is focused 
on the economic effects of income redistribution (e.g., effect 
on the level of national income, the rate of economic growth, 
etc.), the individual income earner may be a more appro
priate unit. Data considerations have requhed that we use 
the family as the relevant unit, since the available data in 
the Family Expenditure Reports for Greece refer to the fam
ily as a whole and not to individual income earners.1 

A third and, perhaps, more important question is the 
allocation of taxes (and of public expenditures, if the re
distributory impact of the whole Budget is considered) 
along the income scale. Two main problems arise here: 
the first concerns the allocation of taxes among the broad 
groups of decision-makers, such as consumers, owners of 
productive factors, etc.; the second concerns the choice 
of proper criteria for the allocation of taxes among the 
families belonging to different income groups. 

1. National Statistical Service of Greece, Household Expenditure 
Survey, Athens, 1972. 
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The question of the allocation of taxes among the broad 
groups of decision-makers is difficult because of the un
resolved question of tax shifting discussed in the previous 
•chapter. Nearly all empirical studies on incidence have 
assumed full forward shifting for indirect taxes and no for
ward shifting for direct taxes, assumptions employed in 
this work too. Prest has severely criticized these assumptions 
on grounds of consistency.1 He argues that under normal 
demand conditions, full forward shifting of indirect taxes is 
possible only if the supply of products is perfectly elastic, 
while full backward shifting of income taxes requires a 
perfectly inelastic supply of productive factors. A perfectly 
elastic supply of products, however, is deemed to be in
compatible with a perfectly inelastic supply of productive 
factors. 

Prest's argument, however, does not appear to be valid. 
His argument is in fact based on two premises: (a) tha t a 
perfectly elastic supply of products is a necessary and suf
ficient condition for full forward shifting of indirect taxes; 
(b) that a perfectly elastic supply of products is incom
patible with a perfectly inelastic supply of factors. These 
premises do not appear to be generally true, however, for 
the following reasons: First, a perfectly elastic product 
supply is a sufficient condition for full forward shifting 
of indirect taxes only under conditions of perfect compe
tition, while it is not a sufficient condition in any other 
market situation.2 To assume that anything like perfect 

1. A.R. Prest, «Statistical Calculations of Tax Burdens,» Economica 
August 1955. See also A.H. Conrad, «On the Calculation of Tax Bur
dens,» Economica, November 1955, and A.R. Prest, «On the Calculation 
of Tax Burdens: A Rejoinder,» Economica, August 1956. 

2. Under monopoly conditions, for example, a perfectly elastic 
product supply would ensure only 1 /2 of the tax being shifted to 
consumers. R.A. Musgrave, The Theory of Public Finance, op. cit. 
p. 293. 
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competition obtains in the market does not seem satis
factory. Second, a perfectly elastic product supply is a 
necessary condition for full forward shifting of indirect 
taxes only in a situation where profit maximisation is the 
relevant objective of the firm and prices are determined 
according to the postulates of the marginal productivity 
analysis. On the contrary, such a shape of the supply curve 
may no longer be necessary for full forward shifting of in
direct taxes, if firms pursue objectives other than profit 
maximisation or if product prices are determined along 
different lines. Third and more important, a perfectly elastic 
product supply is not necessarily incompatible with a per
fectly inelastic factor supply, if perfect substitutability 
between factors of production is present. As a result, Prest's 
criticisms do not appear to be valid in the context of a partial 
equilibrium analysis. Besides, as Musgrave has pointed out,. 
Prest's criticisms are perhaps invalid when a general equi
librium analysis is pursued.1 We shall therefore disregard 
them and continue to employ the classical assumptions about 
tax shifting, though we remind the reader that this is still, 
and will perhaps remain for a long time, an unresolved 
problem. 

Finding proper criteria for the allocation of taxes among 
families belonging to different income groups is also a dif
ficult problem. Consumers' expenditure on the various com
modities is usually employed for the allocation of indirect 
taxes. This procedure is methodologically correct, but in 
practice it meets with serious statistical problems. 

Finally, a proper measure of income redistribution 
should be found. Two methods have usually been employed 
in previous works: one consists in a comparison of the dis
tributions of income before and after the Budget, using some 

1. R. A. Musgrave, «Estimating the Distribution of the Tax 
Burden,» op. cit., p. 196. 
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single measure of income inequality (e.g., Gini coefficients); 
the other consists in a comparison of the effective tax rates 
paid by the average family at the various income classes 
along the income scale. The single measures of inequality 
have the advantage of giving an over-all measure of income 
inequality through a single number that can be easily 
remembered, but they do not give the whole picture of in
come redistribution along the income scale, as do the ef
fective rates. For this reason, effective tax rates are more 
widely used than single measures of inequality. 

The effective rate paid by the average family belonging 
to the ith income group can be estimated through the for
mula: 

<7.10) ti = ΐ -

where t1 is the effective rate paid by the typical family in 
the ith income group, Ύ1 is the total tax paid by this family, 
and Y1 is the family's income. Using the subscripts 0 and 
1 for data under the old and the new tax system, respec
tively, we have: 

(7.11) t i = 5 and t\ = J 

for each of the two tax systems. 
Besides the above methodological problems, a number 

of statistical problems are present in such an exercise. These 
problems are, of course, greater in less developed countries 
than in the advanced countries of Western Europe. The 
most important statistical problem is the lack of appro
priate data for use in the allocation of taxes to the var
ious income classes. Indeed, data on the allocation of 
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consumers' expenditure among the income classes are either 
inexistent or very unreliable. In Greece, for example, the 
recent household expenditure survey covers only the urban 
areas of the country, leaving out the rural areas. Besides, 
the survey does not contain the average income of the typi
cal household at the various income classes. As a result r 

effective tax rates cannot be estimated. However, this is-
not an important constraint for the present study because 
we consider differential incidence, which one can trace out 
without knowing the average income of the typical house
hold. Indeed, instead of comparing the effective rates levied 
by the old and the new taxes upon the typical household 
over the income groups (as given by formula 7.11), one 
can compare the amount of tax (absolute or as a percentage 
of total) paid by a household under each of the two taxes. 

Such estimates are presented in Tables 7.1 and 7.2. 
As shown in Table 7.1, all consumers along the income scale 
will pay a larger amount of tax under the VAT than under 
the existing system of indirect taxes. This is so because 
the VAT is borne by consumers only, while part of the 
existing taxes is borne by investors, the government or 
foreigners. As for the effects of the two tax structures on 
the size distribution of income, the allocation of the tax 
revenues along the income scale shows that the flat-rate 
VAT will not substantially affect the size distribution of 
income. Indeed, the percentage allocation of the tax reve
nues raised through the flat-rate VAT, given in column 4 
of the table, is similar to the percentage allocation of the 
tax revenues raised through the existing system, given in 
column 2 of the table. On the contrary, the percentage 
allocations of the tax revenues raised through the other 
two VAT systems show that they are both more progres
sive (less regressive) than the existing system of indirect 
taxes in the country. Indeed, the percentage of taxes paid 
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TABLE 7.1 

The Tax Burden Borne by the Typical Household over the 
Income Scale under the Old and New Tax Structures 

Weekly cash 
income in Dr. 

under 249 
2 5 0 - 449 
4 5 0 - 799 
800 - 1099 

1 1 0 0 - 1599 
1600 and over 

Total 

Exist ing system 

In Dr. 

18.14 
30.11 
48.22 
60.41 
83.15 

142.27 

I 
0 / 

In Dr. 

4.75 27.98 
7.87 48.32 

12.61 73.62 
15.80 95.76 
21.75 125.34 

37.22 220.62 

Proposed VAT systems 

0 / 
, 0 

4.73 
8.17 

12.44 
16.19 

II I I I 

In Dr. % In Dr. % 

19.18 3.61 24.47 4.37 
42.22 7.95 45.54 8.13 
57.24 10.78 63.85 11.40 
82.22 15.48 89.74 16.03 

21.18 112.46 21.18 119.24 21.30 
37.29 217.77 41.00 217.06 38.77 

382.30 100.00 591.64 100.00 531.09 100.00 559.90 100.00· 

by the low income classes under either of these VAT systems 
is lower than the corresponding percentage paid by the same 
classes under the existing system of indirect taxes, while 
the percentage of taxes paid by the high income classes is 
higher under either of the VAT systems than under the ex
isting system of indirect taxes. I t is also evident that the sec
ond alternative VAT, which zero-rates food, is more progres
sive (less regressive) than the third alternative, which taxes 
food at a low rate of 5%. A better picture of the redistrib-
utory impact of the VAT substitution is given in Table 
7.2, where we have standardised the total tax burden paid 
by the typical household along the income scale so that the 
alternative hypothetical VAT systems levy the same over
all burden on consumers as do the taxes being abolished. 
In general, consumers in the low income classes pay a 
smaller amount of tax under the VAT than under the exist
ing system of indirect taxes, while consumers in the 
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TABLE 7.2 

The Tax Burden Borne by the Typical Household 
over the Income Scale under the Old and New Tax 

Structures in Terms of Equal Yield 

Proposed VAT systems Differences 
Weekly cash Existing 
income in Dr. system I II III I II III 

under 249 

250- 449 

450- 799 

800 - 1099 
1100 - 1599 

1600 and over 

Total 

18.14 

30.11 

48.22 
60.41 

83.15 

142.27 

382.30 

18.08 

31.22 

47.57 

61.87 

80.98 

142.58 

382.30 

13.81 

30.39 

41.20 

59.18 

80.95 

156.77 

382.30 

16.71 

31.09 

43.60 

61.27 
81.42 

148.21 

382.30 

-0.06 

1.11 

-0.65 

1.46 
-2.22 

0.31 

0 

-4.33 

0.28 

-7.02 

-1.23 
-2.20 

14.50 

0 

-1.43 

0.98 

-4.62 

0.86 

-1.73 
5.94 

0 

highest income class pay a higher amount under the VAT 
than under the existing system of indirect taxes. 

It can be concluded, therefore, that the present system 
of indirect taxes is as progressive as (or better, as regres
sive as) a flat-rate general commodity tax. If the govern
ment wishes to improve the progressivity of the present tax 
structure in the country, the nominal rate structure should 
be more progressive than a flat-rate tax structure. The 
zero-rating only of food or the taxation of food at a lower 
rate will, in fact, improve the progressivity of the tax 
structure, but other devices could also be employed (e.g. 
the use of more than one positive rate). 
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CHAPTER 8 

TRADE EFFECTS 

1. Sources of Balance-of-Payments Effects 

Domestic taxes can affect the balance of payments 
through both the commodity and the capital accounts. 
The effects through the capital account are caused mostly 
by the differential tax treatment of the return to capital 
between various countries. Such differential treatment may 
arise in the case of both direct and indirect taxes, to the 
extent that each tax is shifted backwards onto capital owners. 
However, since the taxes examined in this work are, most 
probably, not borne by capital owners, the tax substitution 
will not affect the movement of capital to a great extent; 
consequently, the balance-of-payments effects from the 
capital account will in all probability be negligible.1 We 
shall, therefore, disregard such effects on the balance of 
payments, concentrating on the trade effects of the VAT 
substitution. 

1. These effects can be important in the case of direct taxes —• 
especially the corporate income tax — since, if unshifted, they fall 
on capital owners and result in discriminatory tax treatment of 
capital among countries. Substitution of the VAT for such taxes might, 
therefore, affect a country's balance of payments from the capital 
account more pronouncedly than the VAT substitution examined in 
this work. See, for example, R. A. Musgrave and P. Richman, «Al
location Aspects, Domestic and International,» op. cit. See also W· 
Salant, «The Balance-of-Payments Deficit.. .,» op. cit. 
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2. Some Theoretical Considerations Regarding the Trade 

Effects of Domestic Taxes 

2.1. Special Consumption Taxes 

Consumption taxes, be they general or special, t reat 
domestic production and imports alike, and they do not 
result in inter-source substitution of supply, as does the tar
iff. Furthermore, provided that these taxes are fully rebated 
on exports, they also leave export prices and, consequently, 
the value of exports unaffected. Hence, genuine consump
tion taxes do not affect trade directly (i.e., by bringing about 
substitution of imports for domestic production in the 
taxing country or substitution of exports for domestic 
production abroad). 

A special consumption tax, however, results in a re
duction in the consumption of the taxed product, which 
may affect imports if part of the product is imported. 
Consider, for example, the situation in Figure 8.1, where 
DD' stands for the total demand for the taxed product 
in the home country, S0S'0 for the domestic supply curve, 
and W 0 W 0 for the world's excess supply curve of the taxed 
product before the tax. 

The pre-tax equilibrium is given by point P0 , where 
the country's total demand for the taxed product DD' 
and the combined supply curve S0T0T'0 intersect. The im
position of a special consumption tax will shift both the do
mestic supply curve and the world's excess supply curve 
upwards (e.g., to the positions S J S ' J and W^Wj, respec
tively), thereby shifting the combined supply curve to the 
position S J T J T ' J . The new equilibrium is given by point P l r 

where the new combined supply curve and the country's 
demand curve intersect. Consumption has fallen by d 0 d r 
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domestic production has also fallen by s ^ , and imports have 
fallen by d ^ - s ^ . 1 

FIGURE 8.1 

EFFECTS OF A SPECIAL CONSUMPTION 
TAX ON IMPORTS 
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The reduction in imports of product i, following the tax, 

must, by definition, equal the change in domestic demand 

AQ1 minus the change in domestic supply AS1, i.e., 

1. If the world's excess supply curve were completely elastic, the 
tax would only reduce imports and would leave domestic supply 
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(8.1) Δ Μ ί ^ α Λ — s0s1=AQ^ — AS» 

The change in domestic demand for product i, however, 
can be written as: 

(8.2) A Q W P C A P V P O Q O 

where ex

p stands for the price elasticity of demand for product 

i, ΔΡΥΡΟ for the percentage change in the relative price 

of product i, and Qo for the total quantity of product i con

sumed in the country before the tax. 

Now, the total quantity of product i consumed before 

the tax must equal domestic supply plus imports of product 

i before the tax, i.e., 

(8.3) QÎ, = Si + Mi 

Substituting equation (8.3) into (8.2) we obtain: 

(8.4) AQ1 = e^AP 1 I Pi) (Si + Mi) 

= ej, (AP1 / Pl
0) Sì + ei (ΔΡ1 / ft) M!

0 

The first right-hand-side term of equation (8.4) gives 

the increase in consumption from domestic production, 

while the second right-hand-side term gives the increase 

unchanged. On the other hand, if the domestic supply curve were 
perfectly elastic, the tax would only reduce domestic production and 
would leave imports unaffected. See D.G.M. Dosser, S. S. Han and 
Theodore Hitiris, «Trade Effects of Tax Harmonisation: Harmonisa
tion of the Value-Added Tax in the E.E.C.,» Manchester School, Vol. 
37, December 1969, pp. 337-343. See also Theodore Georgakopoulos, 
«Trade Effects of Tax Harmonisation: Harmonisation of the Value-
Added Tax in the E.E.C.: A Comment and a Suggested Methodology,» 
Manchester School, June 1972, pp. 177-188. 
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m consumption from imports of product i caused by t h e 
imposition of the special consumption tax. 

Substituting equation (8.4) into (8.1) we obtain: 

(8.5) ΔΜ* = e'p (ΔΡ1 / Pò) Sl
0 + eP (ΔΡ1 / Pò) Ml

0 - AS1 

Λ . Λ . 

However, ep (ΔΡ1/ Pò) So = AS1 because, in the after-tax 
equilibrium, the change in demand from domestic pro
duction of product i must equal the change in domestic 
supply. Consequently, equation (8.5) reduces to: 

(8.6) Δ Μ ^ β ^ Δ Ρ ' / Ρ ί Ο Μ Ο 

The reduction in imports given by equation (8.6) does 

not, howe\rer, represent a net improvement in the balance of 

payments, for it does not allow for the increase in imports 

of the untaxed products whose consumption increases after 

the introduction of the tax on product i.1 If such an allowance 

is made, then the introduction of the consumption tax 

may lead to either an improvement or a deterioration in 

the balance of payments, depending on whether the re

duction in imports of product i is higher or lower than the 

increase in imports of all other products whose consumption 

has increased. This, of course, depends upon the import 

component of the taxed product compared to the import 

component of the untaxed products. If the import component 

of the taxed product is higher than the import component 

of the untaxed products, the balance of payments will im-

1. For convenience we assume that all other products are com
petitive with the taxed product. If complementary goods also exist, the 
imposition of the tax will reduce not only the consumption and, con
sequently, imports of the taxed product, but also the consumption 
and imports of all complementary products. 
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prove; if the import components are equal, the balance of 
payments will remain unaffected; while if the import com
ponent of the taxed product is lower than the import com
ponent of the untaxed products, the balance of payments 
will deteriorate. Indeed, equation (8.6) can be written as: 

(8.7) AMi = 4(AP1/P io)M!>-^- = el)(APl/Pt)QIo .**-AQ».vi 
Qo 

where DQ1 gives the change in domestic demand of product 
i caused by the tax, and v1 stands for the import component 
of the demand for product i. By analogy, the increase in 
imports of the untaxed products, which for simplicity are 
treated here as a composite commodity j , can be written 
as: 

(8.8) ΔΜί = AQJ · vi 

Consequently, the effect of the tax on the balance of 
trade will amount to: 

(8.9) ΔΒ = ΔΜ* — ΔΜ i = AQV* — AQiv i = AQ (vi — vi) 

since in an all-substitutional model AQi = AQi==AQ. Hence, 

the balance of payments improves or not depending upon 

whether v1 < vi. 

There appears, therefore, to be an important difference 
between the trade effects of a special consumption tax versus 
those of a tariff. The tariff affects the price of imports 
relative to the price of the same product produced domesti
cally and causes inter-source substitution of supply of the 
same product (i.e., substitution of domestic production for 
imports). Consequently, the tariff usually reduces imports 
and improves the balance of trade. 
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The consumption tax treats domestic production and 
imports alike and, therefore, does not discriminate against 
imports. As a result, the tax does not cause inter-source 
substitutional effects. The special consumption tax affects 
only the price of the taxed commodity relative to the price 
of the untaxed commodities, and it results in inter-commodity 
substitution (i.e., substitution of the untaxed commodities 
for the taxed one). This affects trade only if the import com
ponents of the taxed and the untaxed commodities differ. 
The special consumption tax, therefore, may either reduce 
or increase over-all imports, depending upon whether the 
import component of the taxed product is higher or lower 
than the import component of the untaxed products. In the 
former case the tax causes beneficial trade effects, while 
in the latter case it causes detrimental trade effects. 

2.2. Special Production Taxes 

Special production taxes cause an increase in the price 
of the taxed product relative to the price of the untaxed 
products and bring about substitution of the untaxed prod
ucts for the taxed one. This affects imports only if the 
taxed and the untaxed products have different import com
ponents, exactly as in the case of the special consumption 
tax. 

Besides the above effects on imports, however, special 
production taxes discriminate against domestic production, 
compared with imports of the taxed product, thereby re
sulting in direct substitution of imports for domestic pro
duction of the taxed product, which of course worsens the 
taxing country's balance of payments. Production taxes, 
therefore, have an antiprotective effect on trade. The 
size of the import effect of the production tax from this 
source depends upon the rate of the production tax, the 
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degree of its forward shifting, the price elasticity, and the 
pre-tax values of imports. 

Consider, for example, the situation in Figure 8.2, 
where the market of the taxed commodity i is presented. 

FIGURE 8.2 

EFFECTS OF A SPECIAL PRODUCTION TAX ON IMPORTS 

Quantity 

The pre-tax equilibrium is given by point P0 , where the 
country's demand curve DD' and the pre-tax combined 
supply curve of the taxed product S0ToT'o intersect. The 
imposition of the special tax on the domestic production 
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of product i shifts only the domestic supply of the taxed* 
product upwards (e.g., from the position S0S'0 to the position 
S J S ' J ) , leaving the world's excess supply curve W 0 W 0 unaf
fected. As a result, the combined supply curve of the taxed 
product is shifted upwards (e.g., to the position S ^ T ' j ) , . 
resulting in a new equilibrium at point P l 5 where the new 
combined supply curve and the demand curve for the taxed 
product intersect. Demand falls by d , ^ , while domestic 
supply falls by &0sv Imports increase by s ^ - d ^ . 

Finally, special production taxes are not rebated on 
exports, thereby resulting in an increase in the price and,, 
consequently, a reduction in the volume of the country's 
exports. Consider, for example, the situation in Figure 
8.3, where a production tax is levied in country W, which is 
a net exporter of the taxed commodity. The tax shifts the 
domestic supply curve in country W from the position Swo S'wo. 
to the position SW1S'W1, and the excess supply curve W0W'o 

to the position W^W'^ thereby shifting the combined sup
ply curve of the taxed product to the position SoT^T^. 
Equilibrium shifts from point P 0 to point P'0 , where the 
combined supply curve S Q T J T ^ and the domestic demand 
curve in the home country intersect. Domestic demand in 
the home country falls by d^o ; domestic supply increases 
by SOSD

 a n ( l imports (which are W's exports) fall by 
m i m o = djdo— sosi· 
2.3. Substitution oî the VAT for a Consumption Tax 

The substitution of the value-added tax for a pre
existing consumption tax may affect a country's balance 
of trade from both the import and the export sides. The 
following sources of trade effects can be distinguished: 

a. Structural effects: Provided that the structure of the 
effective rates at which the VAT is levied on the various 
products is different from the structure of the effective rates-
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•of the pre-existing consumption tax, the tax substitution 
will affect the relative product prices to consumers and will 
change the structure of consumers' demand in the country. 
This will affect the country's imports only if demand is 

FIGURE 8.3 

EFFECTS OF A SPECIAL PRODUCTION TAX ON EXPORTS 

•shifted between products with different import contents. 
The nature of these trade effects depends upon the direc
tion of the shift in consumers' demand, which further de
pends upon the relative burden which is imposed on the 
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various products by the two taxes. If the value-added tax 
imposes a higher burden on products with a high import 
•content and a lower burden on products with a low import 
content than the old tax imposed, the tax substitution will 
lead to an increase in the demand for products with a low 
import content and a reduction in the demand for products 
with a high import content. This will cause a reduction 
in the over-all value of imports and, ceteris paribus, an 
improvement in the country's balance of payments. On the 
•other hand, if the value-added tax imposes a lower burden 
on products with a high import content and a higher burden 
on products with a low import content than the pre-exist
ing consumption tax imposed, the tax substitution will 
lead to an increase in the consumption of products with a 
high import content and a reduction in the consumption 
of products with a low import content. This will cause an 
over-all increase in the value of imports and, consequently, 
•a deterioration in the country's balance of payments. 

The magnitude of the aforementioned trade effects 
depends upon the extent to which substitution in the demand 
between products with different import contents will take 
place. This depends upon the size of the relative price 
changes brought about by the tax substitution, the values 
of the price elasticities of demand for the various different
ly burdened products, and the quantities of these products 
consumed before the tax substitution. Thus, if e'p stands 
for the price elasticity of demand for product i, dP l /Po 
for the percentage change in the relative price of product 
i resulting from the tax substitution, and Qo for the pre
tax substitution quantity of product i consumed, the change 
in the demand for product i following the tax substitution 
will be given by:1 

1. This formula is derived from the price elasticity of demand 
iormula solved with respect to dQ1. 
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(8.10) dQ* = e}, (dP1 / Pi) Q'o 

If v1 stands for the import component incorporated 
into the unit value of product i, the effects of the tax sub
stitution on imports of product i will be given by: 

(8.11) dM* = VdQ1 = vVp (dP1 / H) QÌ) 

Since v i = M i / Q i , where M* stands for the total (direct, 
plus indirect) imports incorporated into the consumption 
of product i, formula (8.11) becomes: 

(8.12) d M ' - e ^ d P V P ^ M Î ) 

The over-all structural effects of the tax substitution on 
imports will be given by: 

(8.13) dM - Σ ν1' 4 (dP1 / Pi) Ql = Σ ej, (dP* / Η) M!

0 

i = l i = l 

where i = l , . . . , η different groups of consumer goods and 

services. 

Expressed in matrix notation equation (8.13) becomes:: 

(8.14) dM = v' . dQ 

where ν is a (column) vector of the total (direct plus indirect) 
import components of the different consumer goods, and 
dQ is a (column) vector of the structural changes in con
sumption caused by the tax substitution. This is given by: 1 

1. Notice that a circumflex ( * ) over a vector denotes that it is-
converted to a diagonal matrix, with the elements of the vector down 
the diagonal, and that v' is the transpose of v. 
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(8.15) d Q = e - 7 C . q 

where e stands for the vector of the price elasticities of de

mand, π for the vector of the percentage changes in the 

relative prices resulting from the tax substitution, and 

q for the (column) vector of the quantities consumed from 

the various products before the tax substitution. 

b. Trade effects due to income changes in the country 

making the tax substitution'. In addition to the structural 

effects on imports examined above, the substitution of the 

value-added tax for another consumption tax may affect 

a country's imports through possible income changes (changes 

in the level of demand) in the country. Income changes 

may follow the tax substitution mainly in the case where 

the two taxes bring in different amounts of tax revenue, 

but they may also take place even where the two taxes 

bring in the same yield (balanced-budget multiplier effects). 

This may be so because the substitution between the two 

taxes will, as shown later, probably affect the magnitude 

of the various parameters and, consequently, the size of 

the country's multiplier. 

The magnitude of the trade effects from this source 

depends upon the size of the income changes caused by the 

tax substitution as well as upon the size of the country's 

over-all marginal propensity to import. Thus, if dY stands 

for the income change caused by the tax substitution, and 

m stands for the country's marginal propensity to import, 

the trade effects due to income changes will be given by: 

(8.16) d M = - m d Y 

Expressed in elasticity form, formula (8.16) becomes: 

(8.17) dM = e* (dY / Y„) M 0 
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where ey stands for the income elasticity of imports, dY/Y 
for the percentage change in income brought about by the 
tax substitution, and M0 for the pre-tax substitution value 
of imports. 

c. Trade effects due to different export rebating under 
the two taxes'. Besides the above effects on imports, the 
substitution of the value-added tax for another consump
tion tax will bring about trade effects from the export side. 
One possible cause of such trade effects is the different export 
rebating under each of the two taxes. This is so because 
if different export rebating takes place under the two taxes, 
the tax substitution will result in a change in the price of 
the country's exports abroad, which will affect the volume 
and probably the value of exports. In this respect the value-
added tax is considered to have an advantage over the 
pre-existing turnover taxes in Europe, and it is that ad
vantage which has constituted one of the strong arguments 
for the introduction of the tax by the EEC countries.1 

This advantage is the neutrality of the VAT with respect 
to trade. Thus, it has been argued that because of the dif
ficulty in estimating the amount of turnover tax actually 
incorporated into the value of exports under the cascade 
turnover tax system in Europe, governments used to grant 
a refund of taxes on exports different from the amount of 
tax actually incorporated into the value of exports. On 
the other hand, with the value-added tax in force, it is easy 
to estimate the exact amount of tax falling on exports; con
sequently, full tax rebate can be granted.2 

The size of the price change consequent upon the exact 
rebate of taxes on exports depends upon the extent of 
the under- or over-compensation of exports present under 

1. «The Neumark Report,» op. cit. 

2. R.A. Musgrave, Fiscal Systems, Yale University Press, 1969. 
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the old tax compared with the compensation under the· 
new tax. The magnitude of the trade effects from this source 
now depends upon the size of the price changes of the coun
try 's exports as well as upon the volume and the price elas-
ticity of its exports. Thus, if dPyPÒ stands for the per
centage change in the relative price of exports of product 
i, el

x stands for the price elasticity of exports of this product,, 
and X'o stands for the initial volume of exports of product 
i, the change in the volume of exports of this product will 
be given by: 

(8.18) d X ' ^ e K d P i / P b X o 

The total change in the volume of the country's exports-
consequent upon the tax substitution will be given by: 

(8.19) dX = £ 4 (dP^ /PbXo« ex (dP/P0)X0 

where i = l , . . . , η is the number of the country's export

able goods, e x stands for the weighted average price elastic-
Λ A 

ity of the country's exports, d P / P 0 for the percentage 

change in the weighted average relative price of exports, 

and X 0 for the pre-substitution total volume of the coun

try's exports. 

However, the change in the value of exports will be 

different.1 Contrary to what occurs in the case of a tariff 

or a compensatory tax levied on imports (which are paid 

by domestic consumers and do not affect the price paid 

to the foreign country), the tax on exports is incorporated 

into the unit value of exports and is, therefore, paid b y 

the foreign country. The change in the tax burden incorpo-

1. M. Weinrobe, «Corporate Taxes and the United States Balance-
of Trade,» op. cit. 
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Tated into the unit value of exports following the exact com
pensation will, therefore, cause two opposite effects on the 
value of exports. One will tend to increase the value of 
exports while the other will tend to reduce it. Thus, supposing 
that under the old turnover tax exports were under
compensated while with the new tax exports are fully compen
sated, the substitution between the two taxes will cause a 
reduction in the price of exports. This will cause an increase 
in the volume of exports, ceteris paribus; but it will, at the 
same time, cause a reduction in the unit value paid by 
foreigners. The total value of exports will increase only if 
the relative increase in the volume is greater than the rel
ative reduction in the unit value of exports. This, of course, 
depends upon whether the price elasticity of exports is 
greater or less than unity. 

Thus, if dP1 and dX* stand for the change in the price 
and the volume of exports of product i, respectively, and 
P'o and Xo stand, respectively, for the price and the volume 
of exports of product i under the old tax, the change in the 
value of exports of product i consequent upon the tax sub
stitution will be given by: 

<8.20) dVi = X[ PÌ - XÎ, PÎ) = (Xj) + dX*) (PÌ, - UP) - x l pi, 

= Po dX[ - dX* dP* - Xo dP* = P0 dX1 - X\ dP* 

-PÔdX ' — X'odP1 

if dXidP i ->0 . 

Summing over all exportables, we have the total change 
in the value of exports given by: 

<8.21) d V x = £ (PodX1 — X\ dP*) = P0 dX— XidP 
i = l 

~ Σ (Po dX1 - Xo dP1) = P 0 dX - X g dP 
i = l 
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where P 0 and X0 stand, respectively, for the weighted av

erage price and the total volume of the country's exports be

fore the tax substitution, and dP and dX stand, respectively, 

for the change in the weighted average price and the total 

volume of the country's exports consequent upon the tax 

substitution. 

The change in the value of exports given by equation 

(8.21) does not, however, represent a net balance-of-payments 

improvement, because part of the product exported is imported 

from abroad; consequently, the increase in the volume 

of exports will cause an increase in imports necessary to 

produce the higher volume of exports.1 This increase in 

imports depends upon the import component of exports 

as well as upon the change in the volume of exports con

sequent upon the tax rebating. Thus, if v x stands for the 

over-all import component of exports, the change in imports 

necessary to accommodate the higher volume of exports 

will amount to: 

(8.22) dM = v* dX 

Substituting equation (8.19) into (8.22) we obtain: 

(8.23) dM = v* e x (dP / P0) X 0 

The net trade effect of the different tax rebating schemes 

will therefore amount t o : 2 

dB = dVx — dM 

(8.24) = X 0 dP (ex - 1) - v* e x (dP / P0) X0 

= X 0 d P ( e i - v * e i ^ 1) 

Po 

1. T. Georgakopoulos, «Tax Rebating of Exports ...,» op cit, 
pp. 197-205. 

A 

2. Using such units as Pw = l, so that Ρ = P. 
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Equation (8.24) shows that the net effect of tax re

bating on the balance of payments depends upon the size 

of the price elasticity and of the import component of the 

country's exports. The higher the price elasticity of exports, 

the larger the balance-of-payments improvement, and vice 

versa. On the other hand, the greater the import component 

of exports, the smaller the balance-of-payments improve

ment, and vice versa. 

The condition for tax rebating, so as to leave the balance 

of payments unaffected, i.e., d B = 0 , is: 

(8.25) e x — ν χ β χ / ^ - Λ — 1 = 0 -Mi)~l= 
from which we derive: 

1 

(8.26) 1 

Po 

Choosing units of measurement such that P 0 = l , equa

tion (8.26) becomes: 

(8.27) e x 
1— v1 

Hence, if (8.27) holds, tax rebating will leave the bal

ance of payments unaffected. If e x ) - -, export rebating 

will improve the balance of payments, while if e x < , 

export rebating will cause a deterioration in the balance of 

payments. 

d. Effects on a country's exports through possible over-all 

changes in demand abroad: Finally, a country's exports may 
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be affected by the tax substitution if the tax substitution 
has affected over-all demand and, consequently, income 
abroad. The change in the value of exports due to changes 
in income abroad is given by: 

(8.28) dVx - m£ dYw 

where dYw gives the change in world income caused by 
the tax substitution, and M^ gives the world's marginal 
propensity to import from the home country which has 
made the tax substitution. Such indirect effects on exports 
are, however, most probably quantitatively unimportant in 
any tax substitution and will not be considered any further. 

2.4. Substitution of the VAT for a Tax Levied on One or More Factors 
of Production (Production Tax) 

The substitution of the value-added tax for a tax levied 
on one or more factors of production will, if the two taxes 
impose different burdens on the various products, cause 
a change in the structure of demand in the country and 
bring about structural effects similar to those following 
the substitution of the value-added tax for a consumption 
tax discussed above. Furthermore, probable income changes 
resulting from the substitution between the two taxes will 
cause additional trade effects from both the import and the 
export sides. These effects are also parallel to those follow
ing the substitution of the value-added tax for another 
consumption tax already discussed. 

The substitution of the value-added tax for a tax levied 
on the country's factors of production will, however, have 
further effects on trade from both the export and the im
port sides of the country's trade account. The effects on 
exports are similar to those following the substitution of 
the value-added tax for another consumption tax in the 
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situation where under-compensation of exports takes place 
under the old consumption tax. The only difference is that 
in the case of the consumption tax, exports were partly 
rebated; but in the case of the tax on factors of produc
tion, no rebate at all was granted because GATT rules do 
not permit the rebate of direct taxes. 

The substitution of the value-added tax for the tax 
on factors of production will cause further trade effects 
from the import side, because the two taxes treat imports 
differently. Thus, under the value-added tax, the country's 
imports are taxed at the same rate as consumption from 
domestic production; but under the tax on factors of 
production, imports were effectively exempted. The sub
stitution between the two taxes will, therefore, cause a re
duction in the price of domestic production in the country 
relative to the price of imports. This will lead to a sub
stitution of domestic production for imports, bringing about 
a reduction in the volume as well as in the value of imports. 
The magnitude of this reduction depends upon the size of 
the price changes caused by the tax substitution as well 
as upon the price elasticity and the pre-tax substitution value 

Λ • Λ . 

of imports. Thus, if d P m / P m stands for the percentage 
change in the price of imports relative to the price of do
mestic production, e^ stands for the price elasticity of im
ports, and MQ stands for the initial value of imports of prod
uct i, the reduction in imports of product i due to the tax 
substitution will be given by: 

(8.29) d M ^ e U d P m / P Ü M l 

Summing over all importables, we get the change in 
the value of all imports consequent upon the relative change 
in the price of imports as a result of the tax substitution given 
by: 
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(8.30) dM = Σ ém (dPin / P Ü Μ*0 = e m (dPm / P m ) M 0 

i = l 

where i = l , . . . , η number of the country's importables, e m 

stands for the weighted average price elasticity of the 

country's imports, d P m / P m for the percentage change in 

the weighted average price of imports relative to the do

mestic price level, and M0 for the pre-substitution total 

value of the country's imports. 

The substitution of the value-added tax for a tax levied 

on a country's factors of production will, therefore, cause 

beneficial trade effects from the import side. I t will also 

cause beneficial trade effects from the export side, if the 

price elasticity of the country's exports is greater than 

-. The substitution between the two taxes has effects 
1—vx 

equivalent to those caused by the subsidisation of exports 
combined with the imposition of a surcharge on imports, 
which, under certain assumptions, are also equivalent to 
currency devaluation. 

3. Trade Effects of the VAT Substitution in Greece 

The proposed substitution of the VAT in Greece will 
affect the balance of trade from both the import and the 

export sides, causing trade changes of all types discussed 

above. First, since the structure of the effective rates at 

which the two taxes (old and new) are levied on the various 

forms of demand in the domestic market differ, the pro

posed tax substitution will, as shown above, bring about 

changes in the relative prices of the various groups of de

mand and will, therefore, lead to structural changes in de

mand in the domestic market. These changes in domestic 

demand will, of course, affect imports, provided that demand 

245 



is shifted between commodities with different import con
tents. This type of effect is not, however, expected to be 
quantitatively very big in Greece for the following reasons: 
(i) The relative price changes in the domestic market brought 
about by the VAT substitution are, as shown in Chapter 
6 above, not very big. (ii) The import components of the 
various groups of products between which demand will 
be shifted are not, perhaps, very much different in size, be
cause neither the existing system of indirect taxes nor the 
proposed VAT' systems are structured in such a way as to 
discriminate against or in favour of products on the basis 
of their import contents, (iii) Price elasticities of demand 
in the domestic market are usually not very big, at least 
when compared with the corresponding import elasticities, 
(iv) Some of the relative price changes will lead to increases 
in demand in the domestic market and will therefore bring 
about an increase in imports, while other price changes will 
bring about a reduction in domestic demand and, consequent
ly, in imports. As a result, some automatic compensation in 
trade changes will take place; consequently, the total 
effect on imports caused by structural changes in demand 
will be small. This type of effect may, perhaps, be lower 
under the VAT system that zero-rates food and under the 
system that taxes food at a lower rate than under the 
flat-rate VAT, since food has an import component lower 
than the average import component of all consumer goods 
in Greece. 

Second, as we have seen in Chapter 5 above, the existing 
system of indirect taxes discriminates against imports, in 
the case of some products, while the opposite is true in the 
case of other products. Overall, however, the existing tax 
structure discriminates against domestic production. On 
the contrary, the proposed VAT systems are supposed to 
be neutral in their treatment of imports. The VAT substi-
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tution will, therefore, lead to an over-all reduction in the 
price of imports relative to the price of domestic produc
tion and will lead to direct inter-source substitution of 
imports for domestic production. Indeed, as shown in 
Chapter 6 above, the over-all price of imports relative to 
the price of domestic production will fall by approximately 
1.4%. The magnitude of the change in imports will depend 
upon the size of the price elasticity of imports. Table 8.1 
below shows the change in imports under alternative values 
for the price elasticity of imports. Three values are used: 
a low elasticity of 1.00, an intermediate elasticity of 1.50, 
and a high elasticity of 2.00. These hypothetical values 
for the price elasticities of imports cover the whole range 
within which the actual value will most probably lie.1 

TABLE 8.1 

Import Changes Caused by Direct 
Inter-source Substitution in Greece 

% of the pre-
Elasticity value In million substitution 

Dr. value of imports 

Low (1.00) 1,695 1.8 
Intermediate (1.50) 2,543 2.6 
High (2.00) 3,391 3.5 

As shown in the table, the import changes expected to 
result from the VAT substitution through direct inter-

1. For estimates of import elasticities in Greece, see T. Hitiris, 
Trade Effects of Economic Association with the Common Market: The 
Case of Greece, Praeger Publishers, New York, 1972. See also K. Pro-
dromidis, Foreign Trade of Greece: A Quantitative Analysis at a Sec
toral Level, Center of Planning and Economic Research (in press). 
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source substitution of imports for domestic production will 
probably not be very big. Indeed, under the low value of 
the price elasticity of imports, these changes amount to 
around 1.7 billion Dr., which is 1.8% of the total value of 
imports in 1973. If the elasticity of imports is higher than 
unity, which will most probably be the case, the import 
changes will be higher. Thus, with the highest assumed 
value for the import elasticity, the change in imports amounts 
to around 3.4 billion Dr., which is nearly 3.5% of the total 
value of imports in 1973. 

Finally, the VAT substitution will affect imports in 
Greece by affecting the level of effective demand and the 
national income in the country. This type of effect may 
also be quite substantial. Indeed, as we shall see in the 
following chapter, the over-all change in effective demand 
as a result of the VAT substitution in Greece is expected 
to range between 2.0 and 6.0 billion Dr. As this is a reduction 
in demand, imports will fall. Using a marginal propensity 
to spend on imports equal to .25, the over-all change in 
imports that will be caused by the change in the level of 
effective demand in the country will range between 0.5 
and 1.5 billion Dr. 

The VAT substitution will therefore affect imports in 
both ways. The reduction in relative import prices will 
tend to increase imports by an amount ranging between 
1.8 and 3.5 billion Dr., while the reduction in the level of 
effective demand will tend to reduce imports by an amount 
ranging between 0.5 and 1.5 billion Dr. The net impact 
will be an increase in imports by an amount ranging between 
1.3 and 2.0 billion Dr. 

Coming now to exports, we can also expect that ex
ports will increase as a result of the VAT substitution in 
Greece. This is so because, as we have seen above, exports 
are not fully compensated under the existing system of 
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indirect taxes. Providing the VAT zero-rates exports, their 
prices will fall, resulting in an increase in their volume and, 
possibly, their value. Indeed, as we have seen in Chapter 6· 
above, the VAT substitution will cause a reduction in ex
port prices amounting to around 2%. This will, of course, 
cause an increase in the volume and, probably, the value of 
exports. The change in the value of exports depends upon 
the price elasticity and the value of the import components 
of exports. Table 8.2 gives alternative estimates of the 
changes in the volume and the value of exports under dif
ferent values for the price elasticities of exports. Four hypo
thetical values are now used: a low elasticity of .80, a higher 
elasticity of 1.00, a still higher elasticity of 1.40, and a 
highest possible value of 1.80. These estimates give, perhaps, 
the whole range of values for the price elasticities of 
Greek exports. As for the average import component of 
Greek exports, it has been estimated to amount to 8.5% r 

which, due to the nature of Greek exports (comprising 
agricultural products, raw materials and semi-manufactured 
goods), is, of course, quite small. 

TABLE 8.2 

Effects of the VAT Substitution on Greek Exports 

Elasticity 
value 

0.8 
1.0 
1.4 
1.8 

Change in volume 

In million 
Dr. 

685.0 
856.2 

1,198.7 
1,541.2 

/o 
of exports 

1.53 
2.00 
2.80 
3.60 

Change 

In million 
Dr. 

-229.5 
-72.8 
240.5 
554.4 

in value 

0/ 

/o of exports 

.54 

.17 
.56 

1.30 
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As shown in this table, the volume of Greek exports 
will increase under aU values of the price elasticity, the 
increase ranging between .7 and 1.5 billion Dr. for the 
assumed values of price elasticities. On the contrary, the 
value of exports will fall if the elasticity of exports is smaller 
than 1.1. The changes in the value of exports are not very 
big. Indeed, even under the highest possible price elasticity 
of exports, the value of exports will increase by approxi
mately .5 billion Dr., which constitutes 1.3% of the total 
value of exports in 1973. 

Overall, it can be concluded that the substitution of 
VAT in Greece will increase both imports and exports. 
The change in imports will, however, be much greater than 
the change in exports. As a result, the net impact of the 
VAT substitution on the Greek balance of payments will 
be harmful. This effect will probably not be substantial, 
ranging between 1.5 and 2.0 billion Dr. 
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CHAPTER 9 

EFFECTS ON EFFECTIVE DEMAND, THE LEVEL OF 

NATIONAL INCOME AND THE DEGREE OF THE 

BUILT-IN FLEXIBILITY OF THE TAX STRUCTURE 

1. Introduction 

The substitution of the VAT for other commodity 
taxes will most probably affect the level of economic ac
tivity as well as the degree of the built-in flexibility of the 
t ax structure. These effects are of great importance to pol
icy-makers and should be given serious consideration in dis
cussions of tax structure changes. Whether a tax affects the 
level of economic activity by changing either effective 
demand and/or potential supply is truly a question that 
should bear on balancing the pros and cons of the tax. It 
is also of paramount importance for policy-makers to know 
whether a tax increases or reduces the power of the country's 
fiscal system to automatically correct possible disturbances 
•of economic activity in the future. In this chapter we shall 
discuss the effects of the VAT substitution on the level of 
economic activity as well as its effects on the built-in flex
ibility of the tax structure.1 We shall concentrate, however, 

1. The simple model employed here for the computation of the 
built-in flexibility of both the present system of indirect taxes and the 
proposed VAT in Greece has been developed in Theodore Georgako-
poulos, «Stabilisation Aspects of Tax Substitution: The VAT in the 
U.K.,» Public Finance, No. 3, 1975. 
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on the effects of the VAT substitution on the level of 
economic activity to result from the demand side, leaving 
aside possible effects on potential supply.1 

2. The VAT Substitution and the Level of Effective Demand 

Elementary macro-theory suggests that the level of 
effective demand — and, consequently, the equilibrium level of 
income in a country — depends upon the level of autonomous 
demand and the size of the country's multiplier. Indeed, 
if D stands for the level of autonomous demand and k for 
the country's multiplier, the level of effective demand will 
be given by: 

(9.1) Y = kD 

Substitution of the value-added tax for other forms 
of commodity taxes may affect the level of effective demand 
by affecting both the country's multiplier and the level 
of autonomous demand. Symbolically we have: 

(9.2) dY = dkD + kdD 

The proposed tax substitution may affect autonomous 
demand and/or the country's multiplier in many ways. 
The following effects can be distinctly treated:2 

First, the VAT substitution will affect the distribution 
of the tax burden between the taxing country and the out
side world, since the tax burden borne by nonresidents 
is different under the various forms of indirect taxes. Since 

1. Such effects may follow the VAT substitution through changes 
in the country's savings and investment, supply of labour, or pro
ductivity. 

2. See T. Georgakopoulos, «Stabilisation Aspects of Tax Sub
stitution ....,» op. cit. 
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the λτΑΤ is usually fully rebated on exports, the whole tax 

burden is borne by domestic residents, while nonresidents 

pay no tax at all. On the contrary, under the various cascade-

type turnover taxes, full rebate of the tax on exports is 

difficult; consequently, foreigners may pay part of the 

tax, or they may be subsidised. Hence, even if the VAT 

brings in the same over-all yield as the taxes being abolished, 

i t may levy a burden on the domestic economy higher than 

t h a t levied by the old taxes. This will clearly reduce domestic 

demand. Given the amount of inter-country income re

distribution caused by the VAT substitution, the first-

round reduction in domestic demand depends upon the 

marginal propensity of the economy to spend and the degree 

of money illusion of domestic buyers. 

If dB stands for the difference in the tax burden borne 

by domestic spenders, the first-round change in consumers' 

demand will be given by: 

(9.3) ADj = KÔdB 

where k is the country's multiplier, and δ is a spending coef

ficient, the size of which lies between the marginal propen

sity to spend σ and unity, depending on the extent of the 

money illusion present in the economy.1 

Second, the VAT substitution will, most probably, 

redistribute income among residents belonging to different 

income classes. Providing spending propensities differ among 

individuals belonging to different income groups, this re

distribution will change the level of demand in the country. 

Given the spending propensities of the various income 

groups, the direction and extent of this effect depend upon 

the direction and extent of income redistribution, which 

1. If domestic spenders are completely free of money illusion 
•δ=σ, while if domestic spenders are under complete money illusion 
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in turn depend upon the particular rate structure of t h e 

VAT as compared to the structure of the taxes being abolished. 

If the VAT is less regressive than the taxes being abolished r 

the tax substitution will redistribute income in favour of 

the poor and, providing these last have a higher propen

sity to spend, will tend to increase effective demand. 

On the contrary, if the VAT is more regressive than the 

pre-existing taxes, the tax substitution will redistribute 

income in the other direction, and effective demand will 

tend to fall. The magnitude of this type of effect can be-

estimated as follows: 

(9.4) AD2 = k £ σ1 ΔΥ1 

i = l 

where σ* is the spending propensity of the ith group, and 

ΔΥ1 is the amount of income redistribution going to o r 

taken away from the ith group.1 

Third, the VAT substitution will perhaps redistribute· 

the tax burden among the different forms of final demand 

(consumers' demand, government demand, etc.). Under the 

consumption-type VAT, which is the type adopted by all 

Common Market countries, the tax is levied mostly on 

consumers' expenditure and exempts or levies a compar

atively smaller burden on the other forms of final de

mand. If indirect taxes affected all forms of final demand 

in the same way, the redistribution of the tax burden among 

the various forms of demand would only affect the com

position of demand (it would perhaps reduce consumers' 

demand and increase the other forms of demand), but would 

leave the level of total demand unaffected. However, this 

1. Money illusion should be taken into account here as well as-
in formula (9.5) below, but we shall ^assume complete lack of such 
illusion for all groups of domestic spenders. 
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may not be true. Investment demand may, for example r 

be less sensitive to changes in indirect taxes than consumers' 

expenditure. Government expenditure may also be com

pletely insensitive to indirect taxes, if the government 

plans its budget in real terms. If such differential effects 

are present, the redistribution of the tax burden among the 

different forms of final demand will also affect the over-all 

level of effective demand. This change in effective demand 

can be estimated as follows: 

m 

(9.5) Δ ϋ 3 = k Σ ai ΔΥΐ 
j= i 

where σί is the spending propensity of the jth group of 

spenders (consumers, investors, etc.), and DYJ is the change 

in real income of the same group of spenders. 

Fourth, the VAT substitution will affect the level of 

effective demand through possible structural changes in the 

country's balance of trade. Indeed, as we have seen above r 

the VAT substitution will probably affect both imports 

and exports. Two sorts of import changes caused by struc

tural changes in demand have been distinctly t reated: 

import changes due to direct inter-source substitution be

tween imports and domestic production, and import changes-

due to inter-commodity substitution. These import changes 

will affect domestic demand adversely, since imports con

stitute a leakage of the demand stream. Both the con

stant term and the marginal propensity of the economy 

to spend on imports will change; consequently, demand 

in the country will be affected by the structural changes 

in imports through changes in autonomous demand as well 

as in the size of the country's multiplier. Symbolically we 

have: 

(9.6) AD4 = kAM + dkD 
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where ΔΜ is the autonomous change in imports, and D 
is the level of effective demand in the country. 

Coming to exports, the VAT substitution will affect 
the volume of exports through changes in relative prices 
abroad. To the extent that exports are produced at home, 
«changes in their volume will change effective demand in 
the same direction, since exports add to the demand stream 
in the country. If exports are assumed to be autonomous, 
the structural change in export prices will affect effec
tive demand by affecting only autonomous demand, leav
ing the country's multiplier unaffected. On the contrary, 
if exports are related to the level of effective demand, the 
structural change in export prices will also affect the coun
try's multiplier. The changes in effective demand following 
the structural change in export prices, if exports are au-
tonomouS; will therefore be given as: 

<9.7) AD5 = kAX 

If exports are related to effective demand, they will be 
given by: 

<9.8) AD6 = kAX + dkD 

where ΔΧ is the autonomous change in exports. 
Finally, the VAT substitution will affect the level of 

effective demand through possible shifts in the tax function. 
Both the constant term and the slope of this function may 
be affected by the VAT substitution. If the VAT is designed 
to raise the same revenue as the taxes being abolished at 
the pre-substitution equilibrium, but its structure is such 
that the flexibility of the tax is different, only the slope of 
the tax function will be affected. On the other hand, if the 
VAT is designed to raise a different amount of revenue 
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at the pre-substitution equilibrium, the constant term in 

the tax function will also be affected.1 These changes in 

the tax function can therefore affect the level of eco

nomic activity in the country by affecting either auton

omous demand and/or the country's multiplier. The direc

tion of this effect depends upon the direction of the change 

in the level and the slope of the tax function. An increase 

in the level and/or the slope of the tax function will reduce 

the level of effective demand in the country, while a reduc

tion in the level and/or the slope of the tax function will 

have the opposite result. Symbolically we have: 

(9.9) AD7 = kaAT + dkD 

where ΔΤ gives the change in the level of the tax function 
(i.e., the autonomous change in tax revenues resulting from 
the VAT substitution). 

3. The VAT and the Built-in Flexibility 

oî the Tax Structure 

The built-in flexibility of a tax is usually defined in 
terms of the change in the tax yield associated with a change 
in income. Expressed in absolute terms, this flexibility is 
given by:2 

(9.10) m = AR/AY 

1. Notice that if the VAT is designed to raise an amount of 
revenue different from that raised through the taxes being abolished, 
the impact of the VAT substitution on effective demand depends 
on what the government does with the extra proceeds raised through 
the VAT. 

2. P.H. Pearce, «Automatic Stabilisation and the British Taxes 
on Income,» Review of Economic Studies, Vol. 29, 1961-62. 
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where m is the built-in flexibility (the marginal tax rate), 

AR is the change in tax revenues, and ΔΥ is the change 

in income. The tax structure is said to have built-in flexibility 

when m > 0, while it has no flexibility when m ^ O . 1 

The so-defined flexibility has been shown to depend on 

two other flexibilities: the flexibility of the tax base and 

the flexibility of the tax rate. Thus, if R stands for the 

total revenues raised through a tax, t stands for the rate, 

and Β stands for the base of the tax, the following identity 

holds true: 

(9.11) R = t B 

By differentiating equation (9.11), we obtain the revenue 

flexibility of the tax given by:2 

/ n i ^ dR dB f <it Ì 
(9'12) d Y = - d Y ( w B + t) 

Using the subscripts 0 and 1 for magnitudes under the 
old and the new tax system, respectively, we can express 
the flexibility of the two tax structures as follows: 

<-> (*>-(*>{(·£>«.+Μ 

™ (#M£>((-£>*+M 
for the old and the new tax system, respectively. 

1. Expressed in elasticity terms, the built-in flexibility is written 
as: er = (dR/dY) (Y/R). In this case, the tax has built-in flexibility 
when er > 0, while it has no flexibility when e r = 0. See R.A. Mus-
grave and M.H. Miller, «Built-in Flexibility,» American Economic 
Review, Vol. 38, March 1948, pp. 122-128. 

2. Notice that t=f(B) and Β=φ(Υ). 
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Expressions (9.13) and (9.14) show that the substitution 
of the VAT for a pre-existing turnover tax may affect the 
flexibility of the tax structure by changing one of the 
following: the base flexibility, the rate flexibility, the size 
of the tax base, or the size of the tax rate. Now, since 
the base of the VAT is usually consumers' expenditure 
(while, as shown in Chapter 5 above, the pre-existing 
turnover taxes indirectly hit other expenditure also), the 
VAT substitution will most probably affect both the size 
and the flexibility of the tax base, since the income sensitivity 
of consumers' expenditure is probably different from that 
of the other forms of final demand. Moreover, if the rate 
structure of the VAT, within each form of final demand, 
is different from the rate structure of the pre-existing taxes, 
the rate flexibility of the tax structure will also change. 
If the VAT is more progressive than the pre-existing taxes, 
in the sense that the former falls more on luxuries and 
less on necessities than the latter, the rate flexibility of the 
tax structure will increase. Otherwise, it will fall. Finally, 
if the VAT raises an amount of revenue different from that 
raised through the old tax, the over-all effective rate of the 
new tax will be different; consequently, the flexibility of 
the tax structure will change. 

The flexibility of a tax can be easily computed, and there 
are, in fact, quite a number of empirical works on tax flex
ibility concerning taxes that are in force for a number of 
years, where time series data on revenues raised through 
these taxes are available.1 All one has to do is to regress 
tax revenues on income, after taking appropriate steps for 

1. For studies referring to the flexibility of the U.K. tax structure, 
see A.R. Prest, «The Sensitivity of the Yield of the Personal Income 
Tax in the United Kingdom,» The Economic Journal, Vol. 62, Sep
tember 1962, and P.H. Pearce, «Automatic Stabilisation and the British 
Taxes on Income,» op. cit. In the U.S. see M.O. Clement, «The Quan-
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possible changes in the nominal rates of the tax over the 

period under consideration.1 And although such steps may 

not always account perfectly for nominal rate changes, 

they usually make possible fairly satisfactory corrections. 

Computation of the flexibility of the VAT by means of these 

methods is impossible, however, since no time series data 

on revenues raised through the VAT are as yet available. 

We need a model, therefore, that does not make use of such 

data, but bases itself on the structure of the tax. Such a 

simple model is presented below.2 

Consider an economy with a broad-based commodity 

tax levied on the various products at different ad valorem 

rates. The revenues raised through this tax are given by: 

(9.15) R = Σ ί ί Β * = Σ ti Ρ1 Q1 

i = l i = i 

where t 1 stands for the nominal rate, B* for the expend

iture on product i, P 1 for the price, and Q1 for the quantity 

of product i bought. 

The built-in flexibility of this tax will be given by: 

(9.16) dR / dY = Σ ι1 Ρ1 (dQ* / dY) + Σ t1 Q* (dPi / dY) 
i = l i = l 

+ £piQi(dti/dY) 
i = l 

titative Impact of Automatic Stabilisers,» Review of Economics and 
Statistics, Vol. 42, 1960; L. Cohen, «An Empirical Measurement of the 
Built-in Flexibility of the Individual Income Tax,» American Economic 
Review, Vol. 49, May 1959, pp. 532-541; P. Eilbot, «The Effectiveness 
of Automatic Stabilizers,» American Economic Review, Vol. 56, June 
1966, pp. 450-464; and J.A. Pechman, «Yield of the Individual Income 
Tax During a Depression,» in Policies to Combat Depression, National 
Bureau of Economic Research, Princeton University Press, 1956. 

1. For such a method see A.R. Prest, «The Sensitivity » 
op. cit. 

2. T. Georgakopoulos, «Stabilisation Aspects of Tax Substi
tution. ...» op. cit. 
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Now, assuming that there is unemployment in the 

economy and that the supply of factors of production is 

perfectly elastic, dPi/dY will be zero and, consequently, 

(9.17) Σ ti Qi (dP1 / dY) = 0 
i = l 

Besides, dt^/dY^O, since the nominal rates of indirect taxes 

are insensitive to income changes. Hence, 

(9.18) Σ Ρ* Q1 (at11 dY) = 0 
i = l 

Therefore, equation (9.16) reduces to: 

(9.19) dR / dY = £ ti Pi (dQ* / dY) 
i — 1 

Equation (9.19) provides a formula for computing a 

measure of built-in flexibility without knowledge of ac

tual time series data on revenues, providing we possess 

information on the structure of the tax rates, the prices of 

the products under the tax, and the marginal propensities 

of the economy to spend on the various products. 1 This 

formula can therefore be used for the estimation of the 

1. It should be noted that this equation gives a correct measure 
of the built-in flexibility of a tax only when data on rates, prices, and 
marginal propensities to spend are available on a product by prod
uct basis. Such information cannot usually be obtained. What we 
can get are prices and propensities to spend for larger groups of products 
(for example, food, drink, etc.). If tax rates differ among the products 
belonging to such groups, the use of equation (9.19) is not appro
priate: here neither the tax rates nor the prices of these product 
groups can be assumed to be independent of income changes, since 
such changes will affect the composition of expenditure within each 
group. In such cases, therefore, the flexibility should be computed 
through equation (9.16), which is, of course, quite a difficult task 
without information on the values of dPi/dY and dt*/dY. 
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flexibility of both the VAT and the pre-existing system of 

turnover tax. Using the subscript 0 for magnitudes under 

the old system of turnover tax and the subscript 1 for 

magnitudes under the VAT system, the flexibility of each 

of the two taxes can be written as: 

(9.20) dR 0 / dY = Σ tj, Pj, (dQ» / dY) 
i = l 

(9.21) dRj / dY = Σ t[ Ρ· (dQ1 / dY) 
i = l 

for the old and the new tax system, respectively. Using units 

of measurement such that P 0 = 1 for all products, formulae 

(9.20) and (9.21) become: 

(9.22) d R 0 / d Y = £ t > (dQi/dY) 
>-i 

and 

(9.23) dRx / dY = Σ ti (Ρ' / Pi ) (dQ» / dY) 
i = l 

If we express both rates as a percentage of a common 

base (e.g., of consumers' expenditure before the VAT sub

stitution), then Bi = BÒ and, consequently, P1==P0. Therefore, 

equation (9.23) reduces to: 

(9.24) dR! / dY = Σ ^ (dQ1 / dY) 
i = l 

where t i ' is the rate of the VAT expressed as a percentage 
of consumers' expenditure before the tax substitution. 
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All one needs to know now are tax rates and mar
ginal propensities to spend on the various products, under 
the two taxes.1 

4. Stabilisation Aspects of the VAT Substitution in Greece 

4.1. The VAT and the Level of Effective Demand 

The proposed VAT substitution in Greece will, most 
probably, affect the level of effective demand in all possible 
ways discussed above. 

First, as we have seen in Chapter 7, if the VAT is fully 
rebated, the proposed tax substitution will redistribute in
come against Greece, since taxes on exports are not fully 
rebated under the existing system of indirect taxes. This 
unrebated part, which at 1973 rates amounts to around 
1.1 billion Dr., will now be raised from domestic consumers 
(if an equal yield substitution is made) and will, therefore, 
reduce domestic consumption in the country. Assuming a 
«spending dampening» coefficient ranging between .75 and 
1.0, this redistribution of the tax burden will cause a first-
round reduction in demand ranging between 800 and 1,100 
million Dr. 

Second, the VAT substitution will, as shown in Chapter 
5 above, reduce the burden on government expenditure by 
900 million Dr. and that on investment expenditure by 

1. Marginal propensities to spend, under the existing taxes, can 
be easily estimated through regression analysis. These propensities 
are not, however, quite proper for the estimation of the flexibility of 
the VAT, since the VAT substitution will most probably affect the 
position and slope of demand curves in the country. However, the dif
ference in the two sets of propensities will perhaps not be very big 
and can be neglected. The marginal propensities to spend on the various 
products under the old taxes can; therefore, be used for the estimation 
of the built-in flexibility of both taxes. > · 
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7,500 million Dr., thereby increasing the burden on con
sumers' expenditure by 8,400 million Dr. This will also 
reduce domestic consumption, since consumers' real income 
will fall. Assuming, again, a «spending dampening» coefficient 
ranging between .75 and 1.0, this redistribution of the tax 
burden from government and investment expenditure to 
consumers' expenditure will cause a first-round reduction 
in consumption ranging between 6,300 and 8,400 million 
Dr. This reduction may be partly counterbalanced by an 
increase in government expenditure of 900 million Dr., 
if the government plans its budget in money terms, which 
will most probably be the case. If investors also plan their 
investment expenditure in money terms, investment in 
real terms will also increase by 7,500 million Dr. Conse
quently, the increase in government and investment ex
penditure may more than counterbalance the reduction in 
consumers' expenditure; and, therefore, the over-all de
mand may increase as a result of this redistribution of the 
tax burden. If government expenditure and investment ex
penditure are both insensitive to indirect taxes, domestic 
demand will, in the first round, fall by the same amount 
that consumers' expenditure is reduced (i.e., by an amount 
jîanging between 6,300 and 8,400 million Dr.). On the con
trary, if both the government and investors plan their ex
penditure in money terms, domestic demand will, in the 
first round, increase. This increase will range between zero 
and 2,100 million Dr., depending on the size of the marginal 
propensity to spend in the domestic market. 

Third, the VAT substitution in Greece will redistribute 
income among people belonging to different income groups. 
The direction and extent of this redistribution is, as shown 
in Chapter 6 above, different for the alternative VAT sys
tems considered. Indeed, in the case of the flat-rate VAT, 
the size distribution of income will, perhaps, remain 
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unaffected; but in the case of the other two VAT systems, 

the size distribution of income will improve. Provided t h a t 

the marginal propensities to spend in the lower income classes 

are higher than those in the higher income classes, the VAT 

substitution will increase the over-all demand in Greece-

These effects are not expected to be quantitatively very big, 

however, for the following two reasons: (i) The extent of in

come redistribution to result from any possible system of VAT 

in Greece will most probably not be quantitatively very 

big. (ii) Effective demand is relatively insensitive to changes 

in the distribution of income.1 We shall therefore disregard 

the possible changes in effective demand following such 

income redistributional effects. 

Fourth, the VAT substitution will, as shown above v 

increase the volume both of Greek imports and of Greek 

exports. Under plausible values for import and export 

elasticities, these trade changes have been estimated to range 

between 1.7 and 3.4 billion Dr. for imports, and from 0.7 to 

1.5 billion Dr. for exports. The structural changes in im

ports will tend to reduce effective demand, while the in

crease in exports will have the opposite result. The net first-

round impact on effective demand will be a reduction in 

effective demand, since the import change is greater than the 

export change. This reduction may range between 1.0 and 

1.9 billion Dr. 

Finally, the VAT substitution will, as is shown below, 

improve the flexibility of the tax structure in Greece and 

cause a reduction in the country's multiplier, thereby re

ducing effective demand in Greece. The size of the Μ 

Ι . R.A. Musgrave and M.S. Painter, «The Impact of Alternative 

Tax Structures on Personal Consumption and Savings,» Quarterly 

Journal of Economics, Vol. 62, 1948, and H. Lubell, «Effects of Re

distribution of Income on Consumers' Expenditure,» American Eco

nomic Review, Vol. 37, March 1947. 
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provement in flexibility is not very big, however; therefore, 

the reduction in effective demand due to the reduction 

in flexibility will not be very big either. 

Overall, it can be concluded that the proposed VAT 

•substitution in Greece will affect the level of effective de

mand in both ways. Some changes will be positive, while 

others will be negative. The negative changes will, however, 

be greater than the positive changes. As a result, effective 

demand will be reduced. The size of the autonomous change 

in demand has been estimated to range between 1.0 and 

3.0 billion Dr. 1 Assuming a multiplier of 2, the over-all 

impact of the VAT substitution on the level of effective 

demand will range between 2.0 and 6.0 billion Dr. 

4.2. The VAT and the Built-in Flexibility of the Tax Structure 

The proposed VAT substitution in Greece will, most 

probably, improve the built-in flexibility of the tax structure, 

since both the base and the rate flexibility of the VAT will, 

perhaps, be higher than the corresponding flexibilities of the 

existing tax structure. Indeed, as shown in Chapter 5 anove, 

the VAT will fall only on consumers' expenditure, while 

the existing taxes fall on all forms of final demand. If con-
. ι - Q 

sumption is more sensitive to income changes than the 

other forms of final demand, the base flexibility of the VAT 

will be higher than the base flexibility of the taxes 'being 

abolished. The rate flexibility of the VAT will also, most 

probably, be higher than the rate flexibility of the taxés 
being replaced. This will perhaps be the case especially with 
the VÄT systems which zero-rate food or tax it at a low 
rate, since, as we have seen above, their rate structure is 
perhaps more progressive than that of the existing taxes. 

1. The assumption is being made that both the government and 
investors are planning their expenditure in money terms. ..^ ..· 
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Table 9.1 below gives the estimates of the built-in 
flexibility of both the existing tax structure and the 
proposed VAT systems. Three alternative sets of estimates 
are presented. In the first case, it has been assumed that 
only consumption is sensitive to income changes, while 
all other forms of final demand are assumed to be com
pletely insensitive. In the second and third cases, besides 
consumers' demand, investment and government demand 
have also been assumed to respond to income changes. 
The marginal propensities to spend have been set at 0.10 
for investment and 0.05 for government demand, in the 
former case, and at 0.20 and 0.10, in the latter case. 

TABLE 9.1 

The Built-in Flexibility of the Existing Taxes 

and of the Proposed VAT in Greece 

T a x s t ructure 

Exis t ing taxes 
Fla t - ra te VAT 
V A T zero-rating food 
V A T taxing food a t 5 % 

M arg 

I 

0.060 
0.075 
0.082 
0.077 

inai tax rates 

II 

0.066 
0.075 
0.082 
0.077 

I I I 

0.070 
0.075 
0.082 
0.077 

Elasticities 

I 

0.95 
1.18 
1.30 
1.22 

II I I I 

1.04 1.11 
1.18 1.18 
1.30 1.30 
1.22 1.22 

As shown in Table 9.1, the VAT substitution in Greece 
will improve the built-in flexibility of the tax structure. 
Thus, expressed in absolute terms (marginal tax rate), the 
built-in flexibility of the existing tax structure amounts 
to 0.060, if consumption only is sensitive to income changes. 
If investment and government expenditure are also sensitive 
to income changes, the built-in flexibility increases to 0.066 
and 0.070 for the two sets of hypotheses concerning the 
corresponding propensities to spend. The built-in flexibility 
of the VAT is larger for all three alternative systems dis-
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cussed in the present work. The built-in flexibility of the 
flat-rate VAT system is, of course, smaller (0.075) than the 
flexibilities of the other VAT systems (0.082 for the VAT tha t 
zero-rates food and 0.077 for the VAT that taxes food a t 
a lower rate), since the rate structure of the former is 
less progressive than that of the latter. 

Expressed in elasticity terms, the built-in flexibility 
also increases. Indeed, the elasticity of the existing taxes 
amounts to only 0.95, where only consumption is sensitive to 
income changes. If the other forms of final demand are also 
sensitive, the elasticity is somewhat higher (1.04 and 1.11 
for the two sets of hypotheses concerning propensities of in
vestors and the government to spend). On the contrary, the 
elasticities of all the VAT systems examined are higher. 
Thus, in the case of the flat-rate VAT system, the elasticity 
amounts to 1.18; for the VAT that zero-rates food, it amounts 
to 1.30; and for the VAT that taxes food at a low rate, 
the elasticity amounts to 1.22. It can therefore be concluded 
that the VAT system will increase the built-in flexibility of 
the tax structure in Greece, providing it is more progressive 
than a flat-rate commodity tax. 
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CHAPTER 10 

ALLOCATIVE-EFFIGIENGY EFFECTS 

1. Some Theoretical Considerations 

The allocative-efficiency effects of domestic taxes have 
been intensively discussed by writers in the field of Public 
Finance.1 The discussions, known in the literature as the 
«excess burden» controversy, have concentrated mainly on 
the question of the relative desirability of alternative forms 
of taxation as a means of raising a certain amount of rev
enue. The early view that income and, under certain 
simplifying assumptions, general turnover taxes are superior 
to special product taxes has been shown to be invalid once 
the fixed factor supply hypothesis is dropped.2 For if the 
supply of labour is not fixed, both the income tax and the 
product taxes alter the structure of relative prices and 
result in inefficiencies. Indeed, while a special product 
tax affects the relative price of the taxed commodity com
pared with the prices of the untaxed commodities and 
leisure, the income tax affects the relative prices of all com
modities and leisure. The problem, therefore, becomes one 

1. For a critical review of the discussion, see J. Buchanan, «Com
parative Tax Analysis and Economic Methodology,» in his Fiscal 
Theory and Political Economy, The University of North Carolina Press 
1960. 

2. I.M.D. Little, «Direct Versus Indirect Taxes,» Economic Journal 
September 1951, pp. 577-584. 
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of a second best, and any generalisation would be unwar
ranted.1 In fact, it has been shown that a set of excises, 
levied at different rates on different products, could result 
in lower inefficiencies than an income tax or a general prod
uct tax, provided that higher rates were levied on products 
complementary to leisure and lower rates were levied on 
products competitive with leisure.2 It has also been shown 
that if the non-tax situation is not an optimal one, which 
is perhaps the case with any real world situation, an ap
propriately designed set of excises could increase rather 
than reduce efficiency.3 

More difficult problems arise, and economic theory be
comes even less predictive, when one extends the analysis 
to a trading world.4 When other countries are taken into 
account and trade is introduced into the model, a comparison 
between special or general product taxes and an income 
tax does not exhaust all possible taxation forms. A com
parison between production versus consumption taxes is· 
also a possibility, since in such cases domestic production 
does not equal domestic consumption. As a result, a tax on 

1. For a general formulation of the theory of second best, see 
R.G. Lipsey and K. Lancaster, «The General Theory of Second Best,» 
Review of Economic Studies, Vol. 63, 1956-57, pp. 11-32. 

2. W.J. Gorlett and D.C. Hague, «Complementarity and the Excess 
Burden of Taxation,» Review of Economic Studies, Vol. 54, 1953-54, 
pp. 21-30. 

3. See R.K. Davidson, «The Alleged Excess Burden of an Excise 
Tax in the Case of an Individual Consumer,» Review of Economic Studies y 

Vol. XX, 1952-53, pp. 209-215. 

4. For an analysis of the welfare effects of taxes in an open econ
omy, see J.E. Meade, The Theory of International Economic Policyr 

Vol. II, Trade and Welfare, Oxford University Press, 1955. See also 
Ann F. Friendleader and Adolf L. Vandendorpe, «Excise Taxes and 
the Gains from Trade,» Journal of Political Economy, Vol. 76, 1968, 
and T. Georgakopoulos, «The Excess Burden Controversy.. .,» op. cit. 

270 



domestic consumption is no longer equivalent to a t ax on 
domestic production.1 Besides, when international trade is 
brought into the picture, the evaluation of alternative forms 
of taxes on static-allocative-efficiency grounds should make 
allowance not only for the consumption effects, but also for 
the production and the terms-of-trade effects. For in a trad
ing world, certain taxes may not only distort consumers* 
choice, but may also interfere with the optimal inter-country 
location of production. Such taxes reduce welfare from both 
the consumption and production sides. Besides, some taxes 
interfere with the optimal transformation of products through 
trade (terms-of-trade effect) and result in inter-country re
distribution of income, which changes one country's welfare 
at the expense of the welfare of another country.2 

When these last considerations are taken into account,, 
the traditional conclusion — that in an otherwise optimal 
world and under the assumption of a fixed factor supply,, 
a general product tax or an income tax are superior to a 
special product tax of equal yield — no longer holds. On the 
contrary, it has been shown that in such a situation, an 
excise tax levied on the domestic consumption of an im
ported commodity or the domestic production of an ex
ported commodity can, if levied at a proper rate, result 
in an increase rather than a reduction of a country's wel
fare.3 For these taxes improve a country's international 
terms of trade, and this positive welfare effect can outweigh 

1. R.A. Musgrave, Fiscal Systems, op. cit., p. 273. 
2. For an analysis of the effects of commodity taxes on a country's 

international terms of trade, see R. Mundell, «The Pure Theory of 
International Trade,» American Economic Review, Vol. 50, March 1960. 
See also T. Georgakopoulos, «The Excess Burden Controversy...,» op. 
cit., and his «Tax Harmonisation and International Income Distribu
tion,» National Tax Journal, Vol. XXV, December 1970, pp. 541-555. 

3. T. Georgakopoulos, «The Excess Burden Controversy.. .,» op. cit^ 
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their negative impact on welfare due to their consumption 
and production misallocation effects. Such taxes can there
fore be superior to an income tax or a general consumption 
tax which, under the same assumptions, leave the country's 
welfare unaffected.1 On the other hand, excise taxes levied 
on the domestic consumption of a commodity of which 
the country is a net exporter, or on the domestic production 
of a commodity of which it is a net importer, result in a 
deterioration of the country's international terms of trade. 
This negative terms-of-trade effect should therefore be added 
to their consumption and production misallocation effects. 
Hence, under the assumption of a fixed factor supply and 
in the absence of any other distortions, these last taxes are 
inferior to an income tax or a general product tax of equal 
yield.2 

Within the context of an open economy model, there
fore, a set of excises levied on the domestic consumption 
of a number of products will more probably increase the 
country's welfare if such taxes are levied on products of 
which the taxing country is a net importer rather than on 
products of which it is a net exporter. On the contrary, 
a set of excises levied on the domestic production of a num
ber of products will more probably increase the country's 
welfare if the taxes are levied on products of which the 
country is a net exporter rather than on products of which 
it is a net importer. 

Coming now to tax substitution, it appears tha t the 
welfare effects of substituting a broad-based consumotion 
or production tax for another tax depend upon the relative 
burden tha t the two taxes levy on the country's importables 
and exportables, respectively. In particular, the following 

l. Ibid. 
%. T. Georgakopoulos, «The Excess Burden Controversy...,» op. cit. 
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conclusions can be drawn on the basis of the preceding 
discussion. 

a. Substitution of a broad-based consumption tax with 
a certain rate structure for another consumption tax with 
a different rate structure will more probably increase the 
country's welfare the higher the burden placed by the new 
tax upon the country's importables and the lower the burden 
placed upon its exportables, and vice versa for the consump
tion tax which is abolished. 

b. Substitution of a broad-based consumption tax for 
a production tax will more probably increase the country's 
welfare the higher the burden levied on exportables and the 
lower the burden levied on importables by both taxes. 

2. Measuring the Allocative-Efficiency 
Effects of Taxation 

The difficulties encountered in evaluating and com
paring the allocative-efficiency effects of alternative taxes 
by deductive methods have led a number of economists to 
at tempt a quantification of these effects, thereby making pos
sible an evaluation of alternative tax schemes on a quantita
tive basis. Meade1 and Johnson,2 in the field of International 
Trade, and Harberger,3 in the field of Public Finance, have 
recently made an important contribution in this direction. 

1. J.E. Meade, Trade and Welfare, Vol. II, Mathematical Supple
ment. See also his The Theory of Customs Unions, North Holland, 
Amsterdam, 1955. 

2. H.G. Johnson, «The Cost of Protection and the Scientific Tariff,» 
Journal of Political Economy, Vol. LXVIII, No. 4, August I960, 
pp. 327-345. See also his «The Gains from Freer Trade with Europe: An 
Estimate,» Manchester School, Vol. XXVI, September 1958. 

3. Arnold C. Harberger, «The Measurement of Waste,» American 
Economic Review, May 1964, pp. 58-76. See also his «Taxation Resource 
Allocation and Welfare,» in The Rôle of Direct and Indirect Taxes in 
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The method employed by these writers consists in measur
ing the deadweight losses arising from the use of alter
native tax schemes or proposed tax changes.1 Meade and 
Johnson have taken account of the deadweight losses arising 
from both the production and the consumption sides, while 
Harberger has concentrated only on the deadweight losses 
arising from the consumption side, employing the simplify
ing assumption of constant costs. Other works, especially 
with respect to tariff changes, have also taken into account 
the terms-of-trade effects on the country's welfare. 

We shall here identify the various sources of welfare 
changes resulting from the imposition of alternative forms 
of commodity taxes and try to specify them in a measur
able way. In this way, we shall obtain measures of the wel
fare costs of alternative taxes on the basis of which we 
shall be able to pass judgement on the relative desirability 
of alternative forms of commodity taxes and, consequently, 
of any substitution between them, on static-allocative-
efficiency grounds. 

Following Johnson,2 we define the welfare cost of a 
tax as the amount of the good that could be extracted from 
the economy in the non-tax situation without making the 
country worse off than it was under the tax. Consider the 
situation in Figure 10.1, which shows the equilibrium of an 
economy before and after a special commodity tax in the 
context of a closed economy model. Product X is measured 

the Federal Revenue System, N.B.E.R. and Brookings Institution, 
Princeton University Press, 1964, and his «Three Basic Postulates 
for Applied Welfare Economics: An Interpretive Essay,» Journal of 
Economic Literature, Vol. IX. 

1. The measurement of deadweight losses is an old exercise and 
has been conducted by many economists in the fields of Public Finance 
and International Trade. 

2. H.G. Johnson, «The Cost of Protection...,» op. cit. 
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along the horizontal axis, and product Y is measured along 

the vertical axis. P P ' is the country's transformation curve 

between the two goods, while I 0 and Ij are any two com

munity indifference curves. In the non-tax situation, which 

FIGURE 10.1 

WELFARE EFFECTS OF TAXES WITHIN A CLOSED 
ECONOMY MODEL 
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under our assumptions here is the optimal one, the country's 

national income in terms of product X amounts to OX 0 . 

The imposition of the special tax on X has shifted equi

librium from Q0 to Qj and has apparently reduced welfare, 

since the community now reaches indifference curve ll7 
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which is lower than indifference curve I 0 , on which the com

munity was before the tax. However, if consumers were 

free to consume at the pre-tax price ratio, they could reach 

indifference curve Ij with an income equal to OX x. The 

interference of the tax with the optimal consumer choice 

has, therefore, reduced their welfare by Χ0Χχ in terms of 

commodity X. The same result would follow if the special 

tax were levied on product Y and not on product X. The 

tax would again distort relative commodity prices and inter

fere with the optimal consumer choice, thereby reducing 

welfare. 

The analysis becomes more complicated when allow

ance for other countries is made and trade is introduced. 

In such a situation one has to consider four different sorts 

of special product taxes, each with a different welfare cost: 

a special consumption tax on either X (the country's ex

portable) or Y (the country's importable), or a special 

production tax on either X or Y. We shall consider the 

welfare cost of each of the four taxes in turn. 

In Figure 10.2a, we examine a special consumption tax 

on the country's importable commodity Y. Producers' 

equilibrium in the non-tax situation is at point P 0 , while 

consumers' equilibrium is at point C0, with imports amount

ing to C 0 Q 0 and exports amounting to P0Qo- The inter

national terms of trade are given by the slope of the line 

C 0 P 0 , which in the free-trade situation also gives the domes

tic terms of trade to both consumers and producers. The 

country's national income, valued in international prices 

and measured in terms of commodity X, amounts to OX 0. 

The introduction of the excise tax on the consumption 

of Y sets a wedge between the domestic terms of trade 

to consumers and the international terms of trade, which 

continue to equal the domestic terms of trade to producers. 

Indeed, the tax shifts the international terms of trade from 
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P0C0 to PXC1; and the domestic terms of trade to consumers 
to a1a'1. Consumers' equilibrium now shifts from point C0 

to point Cj. This new point of consumers' equilibrium is 
inferior to the non-tax equilibrium point, since it lies on 
indifference curve \1} which is lower than indifference curve 
I0. If consumers were left free to buy goods at the inter
national exchange ratio, they could reach indifference curve 
lx with a national income of OX2 instead of OXj. The dif
ference X2X0 represents the consumption cost of the t ax 
(i.e., the loss in welfare imposed by the distortion of con
sumption from the optimal pattern corresponding to the 
international price ratio). However, not all X2X0 represents 
a net loss in welfare, since part or even all of the loss might 
be counterbalanced by the favourable terms-of-trade effect 
that the tax has brought about. Indeed, if the international 
terms of trade were not improved and consumers were left 
free to buy the goods at the pre-tax international terms of 
trade, they could obtain the same level of satisfaction as 
under the tax, with an income of OX3 . The loss in con
sumer welfare imposed by the distortion of consumption, 
therefore, valued at the free-trade equilibrium international 
terms of trade, amounts to X3X0- The difference between 
XgX-t and X 3X 0 gives the favourable terms-of-trade effect.L 

The situation is different with the excise tax on the 
domestic consumption of the country's exportable product X. 
There, both the consumption and the terms-of-trade effect 
are detrimental. Indeed, as shown in Figure 10.2b, the con
sumption tax on X shifts consumers' equilibrium from G0 

to Cl5 thereby reducing welfare. The reduction in welfare 

1. It must be noted here that the favourable terms-of-trade effect 
could have been larger than the detrimental consumption effect: the 
net effect of the tax would therefore have been favourable. See 
T. Georgakopoulos, «The Excess Burden Controversy....,» op. cit. 
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FIGURE 10.2 

WELFARE EFFECTS OF TAXES WITHIN AN OPEN ECONO
MY MODEL: GENERAL EQUILIBRIUM PRESENTATION 
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amounts to X2 X0 , because if consumers were left free to 
buy at the free-trade international terms of trade, they 
could reach community indifference curve I2 with an in
come equal to OX2. This welfare cost of the tax can again 
be decomposed into a consumption effect and a terms-of-
trade effect. The consumption effect amounts to XaX^ 
because if consumers were left free to buy the two com
modities at the after-tax international terms of trade, they 
could reach indifference curve I2 with an income amounting 
to OX3 instead of O X r The difference between X2X0

 a n d 
X3X1 represents the welfare loss of the country because 
of the deterioration in international terms of trade. 

Coming now to the welfare cost of a special production 
tax, we see that special production taxes do not disturb 
the equality between the domestic terms of trade to con
sumers and the international terms of trade, but the equality 
between the international terms of trade and the domestic 
terms of trade to producers. As a result, such taxes distort 
relative product prices received by producers located in 
different countries; and they switch the locus of production 
from low-cost to high-cost producer countries, thereby in
hibiting the maximisation of world production.1 Contra
ry to consumption taxes, which affect welfare from the 
consumption side, therefore, production taxes affect welfare 
from the production side. Besides, as shown in the previous 
chapter, production taxes can affect welfare through changes 
in the country's international terms of trade. 

Consider the situation in Figure 10.2c, which shows 
the country's equilibrium under a special tax on the do
mestic production of Y (the country's importable commod
ity). The tax has shifted producers' and consumers' equilibrium 
from P0 and C0 to P 1 and C1} respectively, and has reduced 

1. J.E. Meade, Trade and Welfare, op. cit. 
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welfare. Valued in the after-tax international prices and* 
expressed in terms of the country's exportable commodity,, 
this loss amounts to X3X0 , since in the non-tax situation the 
community could reach indifference curve Ix with an income 
equal to OX 3 instead of OX l 5 which they needed under the 
tax. This loss in welfare can now be split into two com
ponents: a production loss and a terms-of-trade loss. The 
production loss amounts to XXX2, since if left free to produce 
at the after-tax international prices, producers would pro
duce at point P2 , and the country's national output would 
amount to OX2 and not O X r The terms-of-trade loss is. 
given by the difference between X 3X 0 and XjXa-

Finally, the welfare cost of a special tax on the do
mestic production of the exportable commodity X is pre
sented in Figure 10.2d. The tax has shifted producers' and 
consumers' equilibrium from G0 and P0 to C± and P1? respec
tively, and has reduced welfare. The loss in welfare amounts 
to X0X3 , since in the non-tax situation the community 
could reach indifference curve Ix with an income of OXg, 
instead of OXv The loss can again be split up into a pro
duction and a terms-of-trade effect, with the former being; 
detrimental and the latter, favourable. The production 
effect is given by XiX2 , since if left free to produce at the 
after-tax international price ratio, producers would produce 
at point P2, and the economy's national income would amount, 
to OX2 instead of OX^ The difference between X 0 X 3 and 
X1X2 gives the beneficial terms-of-trade effect.1 

The analysis above shows tha t the welfare cost of a 
special consumption tax is the sum of the consumption 

1. Here again the favourable terms-of-trade effect could have 
been larger than the detrimental production effect: the net effect of 
the tax would therefore have been favourable. See T. Georgakopoulos,. 
«The Excess Burden Controversy...,» op. cit. 
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cost and the terms-of-trade benefit or cost and can be 
either positive or negative, depending on the direction 
and the relative magnitude of the terms-of-trade effect. 
On the other hand, the welfare cost of a special production 
tax is the sum of the production cost and the terms-of-trade 
benefit or cost and can, again, be either positive or negative, 
•depending on the direction and strength of the terms-of-
trade effect. 

In Chapter 6, we have considered the possible benefit 
to a country as a result of an improvement in its inter
national terms of trade resulting from alternative forms of 
-commodity taxes. We shall, therefore, leave out the welfare 
«changes due to changes in the international terms of trade 
and concentrate on the consumption and production costs. 
To do this we assume that the foreign offer curve is perfectly 
elastic and, consequently, that the terms of trade remain 
unaffected. This assumption, of course, restricts our analysis 
to a situation where complete forward shifting of the con
sumption tax and complete backward shifting of the pro
duction tax take place. Indeed, special consumption taxes 
are, in such a situation, borne by domestic consumers, leaving 
producer prices unaffected, while special production taxes 
are absorbed by domestic producers. However, the assump
tion of a straight line foreign offer curve simplifies our 
analysis and allows us to translate the foregoing argu
ments in terms of partial equilibrium supply and demand 
curves. In this way, we can easily obtain formulae for the 
quantification of the welfare cost of alternative forms of 
taxation. 

The translation is made in Figures 10.3(a-d), where 
quantities of X and Y are measured along the horizontal 
axis, and the price of the same goods in terms of the other 
goods is measured along the vertical axis. DD' stands for 
the country's demand curve, and SS' stands for the general 
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equilibrium supply curve. The difference between domestic 

demand and supply at the equilibrium price shows the 

equilibrium level of imports or exports. Figure 10.3a shows 

the welfare cost of a special consumption tax levied on the 

country's importable commodity Y. In this figure, the 

equilibrium price of product Y in terms of product X, before 

the tax, amounts to OP 0 . Domestic consumption amounts 

to OD 0 , domestic production to OS0, and imports to 

S 0 D 0 . The imposition of a tax, at a rate equal to Ρ 0 Ρ 1 5 

on the domestic consumption of Y shifts both the domestic 

supply curve and the foreign excess supply curve to the same 

extent (e.g., from the positions S 0S' 0 and P 0W 0 to the posi

tions S1S\ and PiVV^). In the new after-tax equilibrium the 

price of Y in terms of X to consumers goes up by P 0 Pi, 

while the net price to producers remains unchanged. Do

mestic demand falls to OD l 5 domestic supply remains un

changed, and imports fall by D 1 D 0 (i.e., by exactly the amount 

that domestic demand has fallen). The tax has reduced con

sumers' surplus by P j P 0 αβγ. Of this, the area P X P 0 αγ rep

resents the tax revenues going to the government of the 

taxing country, while the area αβγ is a net loss. This loss is 

measured by: 

(10.1) AW=1l2tAO 

where AD stands for the change in demand, and t for the 

unit tax rate. 

Figure 10.3b gives the welfare cost of a special con

sumption tax levied on the country's exportable commodity 

X. The tax has shifted the domestic demand curve down

wards (e.g., from the position D 0 D ' 0 to the position DjD' 0 ) , 

and it has again increased the price to domestic consumers 

by P 0 P i , while leaving unaffected the net-of-tax price to 

domestic producers. Domestic consumption of X therefore 
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FIGURE 10.3 

WELFARE EFFECTS OF TAXES WITHIN AN OPEN ECONO
MY MODEL: PARTIAL EQUILIBRIUM PRESENTATION 
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falls by D 0 D l 5 domestic production remains unchanged r 

and exports increase by D 0 D r The tax has again reduced 

consumers' surplus by Ρ - ^ α β γ , of which Ρ χ Ρ 0 αγ represents, 

the revenues raised by the government, while the rest, 

measured by αβγ, is the net loss. This net loss is the welfare 

cost of the consumption tax on X and can again be measured 

on the basis of formula (10.1). 

The welfare cost of special production taxes is measured 

in Figures 10.3(c-d). Figure 10.3c shows the welfare cost 

of a production tax on the country's importable commodity 

Y. The tax shifts the domestic supply curve upwards (e.g., 

from the position S0S'0 to the position SjS^) and reduces 

domestic production from OS0 to OS l 5 while leaving do

mestic consumption unchanged. Imports also increase by 

SQS! to match the reduction in domestic production. The 

tax has now reduced producers' surplus by Ρ,,Ρ^βγ, of 

which P0P taY gives the revenues going to the government, 

while the rest (i.e., the area αβγ) measures the net welfare 

cost of the tax. This cost is given by: 

(10.2) A W = 1 / 2 t ^ 

where AS stands for the change in supply following the 

tax, and t stands for the unit tax rate. 

Finally, Figure 10.3d shows the welfare cost of a special 

product tax levied on the domestic production of the coun

try's exportable commodity X. The tax again reduces the 

net-of-tax price to domestic producers, while leaving the 

price paid by domestic consumers unaffected. Domestic 

production has been reduced by S0S l 5 domestic consumption 

has remained unchanged, while exports have fallen by S0Sj to 

match the reduction in domestic production. In the new equi

librium, producers' surplus has fallen by Ρ 0Ρ 1αβγ, of which 

PjjPĵ ay represents the amount of revenue raised by the 
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government, while the rest measures the net welfare cost 
of the tax. This cost is again given by formula (10.2). 

This analysis can be generalised to allow for many 
products being produced and consumed in the taxing country, 
with some of them being exported, others being imported,, 
and still others not being traded at all. It could also be 
extended to allow for distortions being present in the 
markets of products other than the one being considered 
each time. Such an extension is indeed necessary if the 
welfare cost of a particular tax structure is examined. For 
in such a situation, one examines the effects of a whole 
set of excises; consequently, the tax has distorted more 
than one product market. As a result^ the welfare cost of 
the distortion imposed by the tax in one market should be 
measured in the light of the fact that other markets are 
also distorted by this same tax. So even in the absence of 
any other distortions (e.g., different degrees of monopoly, 
other taxes or tariffs), the broad-based tax itself distorts 
more than one market. 

Extension of the analysis to allow for such factors, how
ever, has to meet with serious methodological problems-
unless more simplifying assumptions are employed1. Indeed, 
while consumers' and producers' surpluses can be used as-
measures of the welfare cost of a special product tax, they 
can hardly be satisfactory for the measurement of the wel
fare effects of a broad-based product tax. For the intro
duction of such a tax will, even if income effects are neutral
ised, shift both the demand and supply curves (through, for 

1. The statistical problems present in measuring deadweight 
losses are also very difficult. Quantification of all these losses requires 
the knowledge of a large number of parameters (e.g., elasticities of 
substitution in consumption, production, trade, supply and use of pro
ductive factors, etc.), which is usually very difficult, and sometimes 
impossible, to obtain. 
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•example, income redistribution), thereby making consumers' 
and producers' surpluses ambiguous measures of the welfare 
•cost of the tax. These surpluses are not, therefore, satisfac
tory tools for the measurement of the welfare cost of a tax 
structure. 

More difficult problems arise when one allows for the 
presence of other distortions in the domestic market. In 
such a situation, one does not know whether the reallocation 
effect of a tax represents a move towards or away from the 
«optimal pattern. Indeed, if the pre-tax situation is a non-
optimal one, no judgement can be made as to whether the 
•quantitative index obtained is a welfare loss or gain. Such 
•exercises, therefore, can be very misleading and their use
fulness, limited to special cases. 

When one wants to appraise the desirability of a pro
posed tax substitution, like the VAT substitution which 
is considered in this work, a further problem relating to 
the method of comparison of the welfare cost of the two 
tax structures seems to arise. Two alternative methods seem 
available. One is to use the tools employed in the analysis 
of customs union theory and to try to compare the two 
non-optimal situations under the two taxes directly, without 
any reference to the optimal situation. The other is to derive 
two distinct indices measuring the welfare cost of the two 
t ax structures compared to the non-tax (and therefore op
timal) situation. We shall here employ this second pro
cedure. 

To simplify the analysis, we shall ignore the possible 
shifts of the supply and demand curves that the two taxes 
might bring about. We shall further ignore possible welfare 
changes arising from the production side and concentrate 
-only on the welfare cost of the tax to consumers. Under 
these simplifying assumptions, the welfare cost of a tax 
.structure can be written as: 
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(10.3) AW = 1/2 Σ t*AD' 
i—i 

where i = l , . . . , n number of products, t* is the tax rate 

levied on product i, and AD* is the change in the demand 

for product i as a result of the tax. 1 

3. The Allocative-Efficiency Effects of the VAT 

Substitution in Greece 

The proposed substitution of the VAT in Greece will 

affect static allocative efficiency in many ways. As we have 

seen above, the existing taxes, which will be substituted for 

by the VAT, cause extensive misallocation of resources in 

the country. All types of resource misallocation (inter-

country misallocation, inter-factor misallocation and inter-

product misallocation) are present. Indeed, as we have 

seen above, the taxes for which the VAT will substitute 

in Greece discriminate sometimes against imports and 

sometimes against domestic production, thereby causing 

inter-source misallocation of resources. Consumers in Greece 

are obliged to consume domestic products which, in terms 

of real cost, are more expensive than the corresponding 

imported products. Furthermore, these taxes also cause 

misallocation of resources in the domestic market. Thus, 

some taxes cause, for example, inter-factor misallocation 

of resources. The wages and salaries tax is perhaps most 

important in this respect, since it is levied only on one 

of the factors of production, thereby causing substitu

tion of the non-taxed for the taxed factor. Other taxes, 

levied cumulatively on more than one stage of production 

1. Arnold C. Harberger, «Taxation, Resource Allocation and Wel
fare,» op. cit. 
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and distribution, lead to vertical integration of firms, 
which can sometimes be inefficient. Stamp duties are 
perhaps most important in this respect, since, as we have 
already seen, these duties are levied cumulatively on more 
than one stage of production and distribution. Finally, 
since all these taxes are non-general, they all result in inter-
product substitution and can cause inefficiencies to either 
consumers or producers. 

On the contrary, any VAT will probably avoid inef
ficiencies caused by inter-source substitution of supply, 
since the VAT treats imports and domestic production alike. 
Besides, with the tax credit method in force, the VAT will 
also avoid all inefficiencies due to the vertical integration 
which the cascade-type turnover taxes cause, since the total 
tax borne by the final product will be independent of the 
number of stages through which the product passes. It will 
also avoid the inefficiencies due to inter-factor substitution, 
since the proposed VAT will treat value-added by all factors 
in the same way. Finally, if the VAT employs a single rate 
and is broad in coverage, the inter-product misallocation 
will be small. 

As a result, one should expect that the VAT will, in all 
probability, improve static allocative efficiency in Greece. 
Measurement of the improvement in efficiency is, of course, 
very difficult, due to the methodological and statistical 
problems discussed above. By restricting the exercise to the 
loss in consumers' surplus, and by using the flat-rate VAT 
as a yardstick, we have estimated the differential gain in 
consumers' surplus that will follow the VAT substitution to 
amount to approximately 120 million Dr., which consti
tutes 0.05% of consumers' expenditure in 1973. Table 10.1 
below shows the individual estimates of the welfare gain 
resulting from the various groups of consumers' expenditure. 
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TABLE 10.1 

The Gain in Consumers' Surplus Following the VAT 
Substitution in Greece 

(In million Dr.) 

Groups of consumers' expenditure 
Welfare 

gain 
% of consumers' 

expenditure 
in 1973 

1. Food 
2. Beverages 
3. Tobacco 
4. Clothing-footwear and other 

personal effects 
5. Rent and water charges 
6. Fuel and light 
7. Furniture, furnishings and 

household equipment 
8. Household operation 
9. Personal care and health expenses 

10. Transportation 
11. Communications 
12. Recreation and entertainment 
13. Education 
14. Miscellaneous services 

Total 

.53 
3.10 

.01 

38.59 
41.42 
2.58 

.02 

18.23 
1.83 
9.59 
6.41 

.35 
.88 
.00 

123.54 

.00 

.40 

.00 

.11 
.15 
.04 

.00 

.27 

.02 

.05 

.26 

.00 

.02 

.00 

0.05 
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CHAPTER 11 

SUMMARY AND CONCLUSIONS 

This study has set out to consider some of the economic 
effects of substituting the VAT for a number of existing 
commodity taxes in Greece. Such a substitution seems ad
visable not only in view of the country's probable entrance 
into the Common Market, where all members apply the VAT 
as the main commodity tax, but also as a means of simplify
ing the present system of indirect taxes in the country. 

The Greek system of indirect taxes is quite different 
from the existing systems of indirect taxes in the EEC 
member countries. All EEC countries at present apply 
the VAT as the main commodity tax, supplemented by the 
traditional excises (i.e., the tobacco tax, the tax on drinks 
and the oils tax) . On the contrary, Greece employs six broad-
based taxes plus quite a large number of special taxes and 
other levies. These taxes have, historically, been introduced 
under the pressure of the government, seeking additional 
revenue, and they have never been harmonised to make 
up a tax structure that would be in line with the present 
goals of economic and social policy and be an effective means 
of promoting those goals. The simplification of the present 
system of indirect taxes in Greece as well as the necessity to 
gradually harmonise this system with those applying in the 
Common Market countries would suggest the substitution 
of a number of the existing commodity taxes in Greece by 
some form of a VAT. 

The number of taxes that should finally be brought 
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under the VAT as well as the timing of the proposed sub
stitution need some consideration. Also, the form of VAT 
that should apply at the present time should be carefully 
selected and can, perhaps, differ quite substantially from 
the VAT introduced by the EEC countries. Indeed, although 
it might be desirable for Greece to come out with a system 
of indirect taxes comprising only one broad-based tax, like 
the VAT, as well as a small number of special taxes, this 
should be only a longer-run objective which should be 
achieved in steps. Thus, the VAT could perhaps be intro
duced to substitute for only some of the existing commodity 
taxes in Greece, with others being brought within the scope 
of the VAT later. This appears necessary in view of the large 
participation of indirect taxes to total tax revenues, which 
would require the employment of quite a complicated 
multiple-rate VAT with quite high rates, which appears 
difficult to apply at the present time. On the contrary, 
Greece should start, perhaps, with a simple VAT system, 
covering perhaps all stages of production and distribution 
up to and including the wholesale stage, and probably sup
plemented by a retail tax with either single or multiple 
rates. Special measures should be used for small traders, 
for people engaged in agriculture, and for some service in
dustries (e.g., banking and insurance), where normal appli
cation of the VAT may meet with difficulties. The tax should 
be restricted to consumers' expenditure only, while all other 
types of expenditure can be effectively exempted. Exports 
should be totally freed of the VAT. Zero-rating could be 
used as a device for the complete exemption of exports. 
Some products consumed domestically, for example, food 
or other necessities, could also be zero-rated. Exemp
tions could be used in certain cases, but care should be 
taken so that the probable discrimination of those ex
emptions against the exempt trader be avoided. 
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For the purposes of this study, three alternative VAT 
systems have been applied: (i) a flat-rate VAT system 
levied at a rate of 8% on all consumer goods and services; 
(ii) a VAT zero-rating food and applying to all other con
sumer goods and services at a rate of 1 1 % ; and (iii) a two-
rate VAT system levied at a low rate of 5 % on food and at 
a higher rate of 9% on all other groups of consumers' ex" 
penditure. The following types of effects have been discussed1 

effects on prices, income distribution, balance of payments, 
stabilisation conditions, and allocative efficiency. The main 
findings can be summarised as follows: 

First, substitution of the VAT for other commodity 
taxes may affect both the level and the structure of product 
prices in the domestic market as well as the prices of the 
country's exports abroad. The over-all price level can be 
affected not only in the case where the VAT brings in a dif
ferent amount of revenue, but also in the case where an 
equal yield substitution is considered. This is the case be
cause even if the two taxes raise the same amount of rev
enue, the amount of tax raised from domestic residents 
may be different under each of the two taxes, providing 
exports bear a different burden under each of the two taxes· 
Since the VAT is usually rebated on exports, the extra 
burden levied on domestic residents by this tax depends 
upon the extent of under-rebating that takes place under 
the existing system of indirect taxes. For Greece, it has 
been found that part of the existing commodity taxes in
corporated into the value of exports is not rebated and is 
therefore borne by foreigners. In 1973, this amounted to 
around 1.1 billion Dr. This extra burden will, under the 
VAT, be borne by domestic residents, thereby raising do
mestic prices. The increase in the general price level will, 
however, be very small (around 0.2%). 

Besides the general price level, the VAT substitution will 
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affect the structure of product prices in the domestic market. 
Thus, since most of the existing commodity taxes are not 
restricted to consumers' expenditure, whereas the VAT 
examined here is, but also cover all other forms of final 
demand, the VAT substitution will increase the burden 
levied on consumers' expenditure and reduce the burden 
levied on all other forms of final demand. This will, of course, 
increase the price of consumer goods and reduce the price 
of all other forms of final demand (investment demand, 
government demand, etc.). For Greece, the proposed sub
stitution of the VAT will increase the consumer price index 
by approximately 4 % and will reduce the price indices 
of all other forms of final demand (by - 1.4% for govern
ment expenditure, - 3 . 8 % for fixed capital formation and 
- 9.3% for investment in stocks). Apart from the level 
of consumer prices, their structure will also change. These 
structural changes in product prices, of course, depend upon 
the rate structures of the VAT and of the taxes being substi
tuted. In the case of the flat-rate VAT system, the prices of 
all groups of consumers' expenditure will rise, save for 
clothing-footwear and other personal effects, the price 
of which will go down by approximately 2%, and for house
hold operation, the price of which will fall by approximately 
1.7%. The price increases range between 0.2% for furniture, 
furnishings and household equipment, and 2 % for rent and 
water charges. Prices of communications, fuel and light, and 
transportation will also increase substantially. If food is 
zero-rated and all other consumer goods and services are 
taxed at a rate of 1 1 % , only the price of food will go down 
by approximately 5%, while all other prices will go up. 
Price increases will, in this case, range between .9% and 
11%,. Finally, if food is taxed at a low rate of 5 % and all 
other forms of consumers' expenditure are taxed at 9%, 
some prices will go down, while others will increase. The 
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price reductions are relatively small and range between 
- 0 . 1 % for food and -1 .2% for furniture, etc. On the contrary, 
the price increases are much higher and range between 1.2% 
and 9%. 

Besides the inter-product structural changes in prices 
the VAT substitution will also alter the price of imports 
relative to the price of domestic production, providing the 
two taxes levy a different burden on each source of supply. 
Since the VAT usually treats imports and domestic pro
duction alike, the relative price changes of imports will 
only depend upon whether the existing taxes treat imports 
and domestic production differently. In Greece, we have 
found that this is, in fact, the case. As a result, the VAT 
substitution in Greece will lead to changes in the prices of 
imports relative to the prices of domestically produced 
goods. The relative prices of some imported commodities 
will rise, while the prices of others will fall. Over-all import 
prices will fall by around 1.4%. 

As for the prices of the country's exports, the VAT 
substitution will affect them if different rebating schemes 
apply under each form of tax. Since the VAT usually com
pletely frees exports of tax, export prices will change if under-
or over-rebating of the existing taxes was present. In Greece 
it has been found that while the existing taxes levy an 
over-all burden on Greek exports amounting to 4.3 %t 

the rate of rebate amounts to only 2%, thereby leaving 
another 2 .3% unrebated. The VAT substitution will, there
fore, lead to a reduction in export prices by approxi
mately 2%. 

Second, the proposed substitution of the VAT will 
affect the distribution of income. Both the inter-country 
and the intra-country distribution of income will, perhaps, 
be affected. The amount of inter-country income distribution 
depends upon the type of tax which is being substituted 
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as well as upon the relative burden that the VAT levies; 
on importables and exportables, compared to the correspond
ing burden levied by the existing taxes. The substitution of 
the VAT for a consumption tax will redistribute income in 
favour of the taxing country, the higher the burden levied 
on importables and the lower the burden levied on export
ables by the VAT, compared to the corresponding burdens 
levied by the existing taxes. On the other hand, the sub
stitution of the VAT for a tax on factors of production 
(production tax) will redistribute income in favour of the 
taxing country, the higher the burden levied on export
ables and the lower the burden levied on importables by the 
production tax, in relation to the VAT, and vice versa. In 
the simplest case, where all taxes are fully shifted forward 
to consumers, the direction and extent of the income re
distribution depend upon the extent of under- or over-
rebating of exports under the existing system of indirect 
taxes. If the existing taxes are over-rebated, the VAT sub
stitution will redistribute income in favour of the taxing 
country; otherwise, it will redistribute income against the 
taxing country. In Greece, the existing taxes are under-
rebated by an amount equal to 1.1 billion Dr. at 1973 rates. 
The VAT substitution will, therefore, redistribute income 
against Greece by an equal amount, since all this burden 
will now be borne by domestic residents. This type of re
distribution is independent of the structure of the VAT. 

On the other hand, the effects of the VAT substitution 
on the size distribution of income depend heavily upon the 
rate structures of both the existing taxes and the VAT. 
The existing system of indirect taxes in Greece has been 
found to be as progressive as (or as regressive as) a general 
product tax levied at a flat rate on all consumer goods and 
services. The introduction of the flat-rate VAT, therefore, 
will not affect the size distribution in Greece. On the con-
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trary, some improvement in the size distribution of income 
will take place if the VAT zero-rates food or taxes it at a 
low rate of 5%. The extent of this redistribution is not 
very big, however. Therefore, if the government wishes to 
improve the size distribution of income more substantially, 
a progressive rate structure should be adopted for the VAT. 

Third, the VAT substitution will affect the balance of 
payments mainly by affecting trade. Both imports and 
exports will be affected. Three types of effects on imports 
have been separately treated: 

a. Effects on imports due to structural changes in demand 
in the domestic market: Since the VAT substitution alters 
the structure of product prices in the domestic market, it, 
of course, changes the structure of domestic demand. This 
structural change in demand will affect imports if demand 
is shifted between products with different import contents. 
This type of import change is not, however, expected to be 
quantitatively very big in Greece for the following reasons: 
(i) The relative price changes in the domestic market are not 
very big. (ii) The import components of the various groups 
of products between which demand will be shifted are not, 
perhaps, very much different in size, because neither the exist
ing taxes nor the proposed VAT systems are structured in 
•such a way as to discriminate against or in favour of prod
ucts according to their import contents, (iii) Price elasticities 
of demand in the domestic market, upon which the size 
of the structural changes in demand depends, are not very 
big. (iv) Some of the relative price changes will lead to 
increases in demand in the domestic market and will, there
fore, bring about an increase in imports, while other price 
changes will move in the opposite direction and will 
cause a reduction in domestic demand and, consequently, 
in imports. As a result, some automatic compensation 
i n trade changes will take place; consequently, the total 
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effect on imports caused by structural changes in demand will 
i>e small. This type of effect will, perhaps, be smaller under 
the VAT systems that t reat food favourably, since food has 
an import component lower than the average import com
ponent of all consumer goods in Greece. 

b. Effects on imports due to direct inter-source substi
tution of supply: Provided that the VAT treats imports and 
domestic supply differently, compared to the existing com
modity taxes, the VAT substitution will change the relative 
prices of imports; and this will lead to direct inter-source 
substitution of supply. Indeed, we have found tha t in 
Greece the VAT substitution will lead to a reduction in the 
price of imports relative to the price of domestic production. 
This will, of course, increase imports. The size of this effect 
depends upon the price elasticity of demand for imports. 
Assuming values ranging between 1.0 and 2.0, which appear 
to be logical values for Greek imports, we have estimated 
"that the import changes due to direct inter-source sub
stitution will not be very big, ranging between 1.7 and 
3.4 billion Dr., which constitute 1.8% and 3.5 %, respec
tively, of the total value of Greek imports in 1973. 

c. Import changes due to changes in the level of domestic 
•demand and national income in the country. Finally, the 
VAT substitution will most probably affect the level of 
effective demand and of national income in the country; 
and this will also change imports, since part of domestic 
demand is satisfied through imports. I t has been found that 
effective demand in Greece will fall by an amount ranging 
between 2 and 6 billion Dr., which will reduce imports by 
an amount ranging between 0.5 and 1.5 billion Dr., if a 
marginal propensity to spend on imports equal to 0.25 is 
used. Taking all of the above effects on imports into account, 
it seems that the VAT substitution will finally increase 
imports by an amount ranging between 1.3 and 2.0 billion 
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Dr., which constitute approximately 1.5%-2% of the total 
imports in 1973. 

Coming now to exports, we have found that the VAT 
substitution can affect exports in two ways: 

a. Effects on exports due to changes in export prices 
abroad: Providing the VAT substitution affects the prices 
of exports, it will also affect the volume and probably the 
value of exports, depending on the price elasticity and the 
import component of exports. We have found that in 
Greece the VAT substitution will reduce export prices by 
approximately 2%. Using alternative values for the price 
elasticity of exports ranging between -0.8 and -1.8, we have 
found that the volume of exports will increase by an amount 
ranging between 0.7 and 1.5 billion Dr., respectively. The 
value of exports, however, will increase only if the price 
elasticity of exports is higher than 1.10. For the range of 
the hypothetical values for the price elasticities used, we 
have found that the change in the value of exports will 
range between -0.2 and 0.6 billion Dr. 

b. Effects on exports due to changes in income abroad: 
Exports will also be affected through changes in income 
abroad caused by the VAT substitution, since a country's 
exports are a function of the income of the importing coun
tries. For Greece, this effect is not expected to be quanti
tatively important. 

Overall, it has been found that the VAT substitution 
in Greece will probably harm the balance of trade by an 
amount ranging between 1.5 and 2.0 billion Dr. 

Fourth, the proposed substitution of the VAT for other 
commodity taxes will affect the level of effective demand 
and, consequently, the level of national income in the country, 
as well as the magnitude of the built-in flexibility of the tax 
structure. The VAT substitution will affect the level of 
effective demand in the following ways: (i) If the VAT levies 
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a different burden on domestic residents than the taxes 
being abolished (which can be the case even when an equal 
yield over-all substitution is made), and providing both taxes 
are not fully rebated, effective demand will be affected, 
since the real disposable income of domestic residents will 
change, (ii) Provided that the VAT levies a different burden 
on the various forms of final demand than the taxes being 
abolished, and the various groups of domestic spenders 
respond differently to changes in their tax burden, effective 
demand will change, (iii) The VAT substitution will, perhaps, 
redistribute income among people belonging to different 
income groups; and this size redistribution of income will 
affect the level of effective demand, providing spending 
propensities differ among people belonging to different 
income groups, (iv) The VAT substitution will, as we have 
seen above, affect trade through structural changes in prod
uct prices. These autonomous changes in trade flows will, 
of course, affect the level of effective demand. Changes in 
imports will affect effective demand adversely, while changes 
in exports will affect the level of effective demand in the same 
direction, (v) Finally, the VAT substitution will affect the 
size of the built-in flexibility and, consequently, the size of 
the country's multiplier, which again will affect the level of 
effective demand in the country. It has been found that 
in Greece the proposed substitution of the VAT will tend to 
reduce effective demand through redistribution of the tax 
burden against domestic spenders amounting to around 1.1 
billion Dr. Under probable assumptions concerning the 
degree of money illusion and, consequently, the size of the 
«spending dampening» coefficient, the reduction in effective 
demand has been estimated to range between 800 and 1,100 
million Dr. Besides, the VAT substitution in Greece will 
redistribute the tax burden between the main forms of final 
demand, increasing the burden levied on consumers1 ex-
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penditure and reducing the burden levied on all other forms 
of domestic demand. If only real consumption is sensitive 
to income changes, this redistribution will reduce effective 
demand by an amount ranging between 6,300 and 8,400 
million Dr., depending again on the size of the «spending 
dampening» coefficient of domestic consumers. On the con
trary, if investors and the government plan their expenditure 
in money terms, which will probably be the case, effective 
demand will increase by an amount ranging between zero 
and 2,100 million Dr. Effective demand will also tend to 
increase as a result of the probable improvement in the 
size distribution of income in the country, but this effect 
will most probably be negligible. On the contrary, the de
terioration in the balance of trade will affect the level of 
demand adversely. The reduction in demand will range 
between 1.0 and 1.9 billion Dr., depending on the values of 
the trade changes following the structural changes in prod
uct prices. Finally, the improvement in the built-in flex
ibility will reduce the country's multiplier, and this will tend 
to reduce the level of effective demand; but this reduction 
will perhaps not be very substantial. Overall, it has been 
found that the level of effective demand will be reduced 
autonomously by an amount ranging between 1.0 and 3.0 
billion Dr., which will lead to a total reduction in effective 
demand ranging between 2.0 and 6.0 billion Dr., if a mul
tiplier of 2.0 is used. 

The VAT substitution will also affect the size of the built-
in flexibility of the tax system, since both the base flexibility 
and the rate flexibility of the VAT will most probably be 
different from the corresponding flexibilities of the existing 
taxes. The base flexibility will differ, providing the sensi
tivity of the various forms of final demand to income changes 
differs. As for the rate flexibility, it will depend upon the 
rate structure of the VAT, compared to the structure of 
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the rates of the existing taxes. It has been found that in 
Greece the proposed VAT substitution will improve the flex
ibility of the tax structure. Thus, although the flexibility of 
the existing system of indirect taxes, expressed in absolute 
terms, may range between 0.060 and 0.070, depending on 
the income elasticity of the various forms of final demand,, 
the flexibility of the flat-rate VAT amounts to 0.075. The 
flexibility of the other VAT systems that favour food are 
even larger (0.082 for the VAT that zero-rates food and 
0.077 for the VAT that taxes food at a low rate of 5%). 
In terms of elasticities, the built-in flexibility of the existing 
taxes ranges between 0.95 and 1.11, while the flexibilities 
of the VAT amount to 1.18, 1.30, and 1.22 for each of the 
three VAT systems covered in this work. 

Finally, the proposed VAT substitution will, most 
probably, affect the allocation of resources and cause 
welfare changes in the country. These changes can be bene
ficial or harmful, depending on the structure of both the 
existing system and the VAT. Various types of reallocating 
effects can follow the VAT substitution: (i) Inter-source 
reallocation of supply: providing the two taxes treat imports 
and domestic production differently, the proposed VAT 
substitution will cause inter-source reallocation of resources. 
Since the VAT treats domestic production and imports alike,, 
while the existing taxes discriminate sometimes against imports 
and sometimes against domestic production, the VAT substi
tution will remove the inefficiencies due to inter-source mis-
allocation of resources caused by the existing system of 
indirect taxes in Greece, (ii) Inter-factor reallocation of re
sources: providing the two taxes treat the factors of production 
differently, the proposed VAT substitution will cause sub
stitution of one factor for another, and this will affect static 
allocative efficiency. Since the VAT treats all factors of 
production in the same way, while some of the existing taxes· 
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{e.g., the wages and salaries tax) discriminate against one 
productive factor, the VAT substitution will remove the 
inefficiencies present in the market for productive factors. 
(iii) Allocative-efficiency effects due to the interference of 
the tax with the organisation of economic activity: if the 
two taxes do not cover all stages of production and distri
bution, or if they are levied cumulatively, they can lead to 
vertical integration of firms, since in this way firms can 
reduce their tax burden. Since the VAT usually covers all 
stages of production and distribution at the same rate and 
is not levied cumulatively, while some of the existing 
taxes are levied on only one stage or are levied cu
mulatively, the VAT substitution will also remove the 
inefficiencies due to such vertical integration of domestic 
production, (iv) Reallocation of consumers' expenditure: 
finally, the VAT substitution will probably affect the struc
ture of product prices in the domestic market and will re
allocate consumers' expenditure. If the VAT employs only 
one rate, it is neutral in this respect, while the existing 
taxes interfere with consumers' choice. The substitution 
will therefore remove these inefficiencies. The reduction in 
the welfare cost of the existing taxes, which will follow 
the VAT substitution in Greece, has been estimated to 
amount to around 123.5 million Dr., which constitutes 
0.05% of total consumers' expenditure in 1973. 
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