VALUE ADDED TAX

A study of
Methods of Taxing
Financial and Insurance Services






AWy

x
** :' DIRECTORATE GENERAL XXI
Tuk CUSTOMS AND INDIRECT TAXATION

VALUE ADDED TAX

A study of
Methods of Taxing
Financial and Insurance Services




LEGAL NOTICE

Neither the European Commission nor any person acting
on behalf of the Commission is responsible for the use which might be made of
the following information



FOREWORD

No satisfactory method of taxing financial and insurance services could be found prior to the
introduction of the common European Community VAT system in 1978. As a result, under the
provisions of the EC Sixth VAT Directive (77/388/EEC), the current regime of exemptions for
financial and insurance services was introduced with, in the case of financial services, the
alternative for Member States to allow taxpayers the option to tax.

Such exemptions (without the right to deduction) are alien to the fundamental principles of a
VAT system because they interfere with the neutrality of the tax and the cascading effect dis-
torts competition. Distortion also occurs within the Community because the option to tax has
been applied to some financial services in a few Member States but not at all in others. Against
this background and following an invitation from the European Parliament, the Commission
has been considering how the distortions and complexity inherent in the exemption regime
could be eliminated and has commissioned studies into possible methods of taxing financial
and insurance services under a VAT system. The reports received are published in this volu-

me.

The studies have been conducted by consultants (Ernst & Young (Canada)) for the
Commission and form the first part of an ongoing programme of research on the subject. The
conclusions reached are provisional and may be subject to revision in the light of additional
academic and practical work which is currently being carried out into the cashflow method of

accounting.

When the Commission reports back to the Edmpean FParliament on possible alterations to the
VAT treatment of financial and insurance services, the method developed in these studies will
certainly merit serious consideration as it is the only approach identified to date which is com-
patible with the credit invoice system of VAT. However, not only will it be necessary to consi-
der the technical aspects and in particular the practicability of the approach, but also to take
account of the sensitivity and potentially far reaching effects which any change in the system
of taxation could have in this sector.

The undertaking of this research together with its publication does not imply that the
Commission is committed to any specific approach or course of action in relation to the taxa-
tion of financial and insurance services.
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PART 1
TREATMENT OF FINANCIAL SERVICES UNDER A VAT

INTRODUCTION

Almost all of the countries employing VAT have opted to exempt financial services rendered
to residents of their country. This means financial institutions do not charge tax on the supply
of exempt financial services to domestic consumers and businesses, but they do pay tax on
their own purchases of taxable goods acquired for use in making exempt supplies. The deci-
sion to exempt financial services has revolved around the difficulty of identifying and
measuring the value of financial services on a transaction by transaction basis. Identification
of value-added is a special problem in the case of financial services, because it is often hidden
in the margin between the payment to savers and the charges to borrowers. In contrast, value-
added for non-financial services is represented by the explicit charge for the good or service.

While the exemption approach has been widely adopted, there are significant difficulties in
operating the system. The definition of financial services has created problems, as has the allo-
cation of input tax credits to taxable and exempt activities. Given that the exemption of finan-
cial services creates non-neutralities relative to other goods and services, a number of adverse
economic effects can be identified. Economic difficulties arise as a result of tax cascading (as
a result of the inability to claim taxes on inputs); international competition from foreign finan-
cial institutions not subjeci to VAT on inputs; and the bias to vertical integration in order to
avoid tax on inputs. Finally, another significant problem area has been the taxation of imported
services as inputs to a financial institution. Although some of these problems can be amelior-
ated, the resulting systems have proven to be very complex and, in any event, often do not

achieve neutrality.

Financial services provided to non-residents also provide some difficulties. Zero-rating, or
zero-rating with exceptions, are the common approaches used.! Under zero-rating, no VAT is
applied on the supply of the service, but input tax credits are claimable in respect of tax paid
on goods and services acquired for use in making the supply of the financial service.

TT: .. thalle o Teaameaial carinan 1m 1 T 2] 1
Historically, as financial services in the countries with VAT were tightly regulated, the com-

plexities and non-neutralities of the exemption system may not have given rise to serious
concerns. The regulatory regime ensured that there was a clear segregation between financial
and non-financial activities of financial institutions. Moreover, competitors in the supply of a
service were typically subject to similar VAT treatment. However, this is no longer the case,
as globalization and deregulation have significantly expanded the number of cases where the
present exemption system does not perform very well.

Confronted with the growing problems, policy makers have become interested in alternative
approaches which would operate in a more neutral fashion than the exemption system. For
example, Canada, the United Kingdom and New Zealand have all explored options designed
to make financial services supplied domestically taxable.

' The EC countries system of exempting financial supplies to residents of other EC countries is really an extension of the
domestic exemption systemm to encompass all EC countries, with exports of financial services (and zero-rating) applying to

non-EC countries.

(€8]



The treatment of financial services in the European Commmunity is subject to the provisions
of the 6th VAT Directive which exempts financial services, while allowing Member States to
allow taxpayers a right of option. Given the development of financial services since the time
of adoption of the 6th Directive in 1977, the Commission of the European Commumties
wishes to examine the existing treatment of financial services in the Community and to
explorealternatives that result in a more neutral application of tax.

Emst & Young (Canada) was asked by the Commission to prepare a background study on this
topic, which would include information on:

— the VAT treatment of financial services in Europe and other industrialized countries;
— the problems being encountered under the current system; and

— the options available for the application of VAT to financial services.

This report is prepared in response to the Commission request. It is divided into three major
parts, as follows:
Part 2 looks at the services provided by financial institutions and the nature of the value-
added created by them. It also describes the current VAT systems in more detail and ana-
lyzes the problems under the current systems.

Part 3 extends the analysis of financial services through detailed descriptions of value-
added in different situations and considers the possibility of allocating value-added in the
form of financial margin to individual transactions.

Part 4 outlines the major alternative mechanisms for applying VAT to financial services.

These are the traditional credit-invoice system. the addition system, the cash-flow system,
the subtraction system and ad hoc approaches. The advantages and disadvantages of each

are reviewed 1n detail.

It should be emphasized at the outset that the primary focus of this report is on conceptual

issues that arise in the taxation of financial services and on alternatives to the current exemp-
tion system. As such, the report does not provide a detailed discussion of the current tax svs-

tems prevalent in the Community and other VAT jurisdictions. Such discussion is included in

the report onlv 1o the exient it 1s necessary for an understanding of the concepiuai issues and
for an evaluation of the alternatives.

This report is essentially in the nature of a survev of the existing literature on the topic. It pro-

vides a conceptual framework which could assist the Commission in deciding how best to

organize its furture in-depth research program. It identifies a number of problems that arise in
applying the tax to financial services. While some of these problems are relatively easy to
solve, there are others for which to date no workable solutions have been identified. It is only
through further research that one would be able to form an opinion about the viability of any

method for appling the tax to financial services.

.



PART 2

SERVICES PROVIDED BY FINANCIAL INSTITUTIONS
AND THEIR CURRENT TAX TREATMENT

NATURE OF FINANCIAL SERVICES

A logical starting point in looking at the issue of VAT and financial services is to identify and
to describe the nature of financial services, thereby isolating the value-added produced by such
activities. This section first considers some of the approaches used and the conclusions
reached in the literature on this topic. It then looks in detail at each of the activities which give

rise to value-added in financial transactions.

Many studies have looked at the issue of the nature of value-added in financial services, adop-
ting a number of approaches and viewpoints.* Some studies have been theoretical in nature,
proceeding, for example, by assessing how changes in assumptions in general equilibrium
models can lead to the appearance of value-added in financial transactions. Other studies have
been more descriptive and institutional in nature, concentrating on the identification of value-
added in particular transactions or by particular types of financial institutions. However, all of
these studies are designed to show that financial flows do in fact include elements of value-
added and to derive ways of identifying or defining this value-added. In the process, the
studies invariably result in the identification of conceptual and measurement problems. It is,
of course, the existence of such problems which is the underlying rationale for exemption for

financial services in most VAT systems.

At the most general level, it can be argued that in markets incorporating perfect knowledge and
no transaction costs, there would be a place for financial securities as claims on the cash flows
of various projects. However, there would be no value-added in the creation of these instru-
ments. One study which summarizes this argument in respect of the Arrow -Debreu state pre-
ference model is New Zealand (1988, Under the assumption of perfect markets in such gene-
ral equilibrium models, only real activities create consumable goods and services and hence

value-added. Under such conditions, there would be no argument for general consumption
taxes to apply to any element of financial flows, because there would no element of value-

LaxXes PHLY (W Eytwr i 4 1 Eiks S B LV

added incorporated in them.

However, once transactions costs are included in such general equilibrium models, there is
value-added from the provision of financial services. This can be described in the following
fashion, "... institutions which operate in financial markets create additional value, because
they control the costs of transacting in financial markets and also because they help to reduce
transactions costs in other markets”.(New Zealand 1988)

In the literature, this function is generally referred to as financial intermediation and is consi-
dered to be the element in financial margins that gives rise to value-added and which should
be subject to a general consumption tax. For the purposes of this paper, it is most useful to

?  Examples of studies which consider various aspects of this basic conceprual issue are Meade (1978), Barham, Poddar,
Whalley (1987), Hoffrman, Poddar, Whalley (1987), Hoffman (1988), Henderson (1988) and New Zealand (1988).

(93]



proceed by identifying the intermediation associated with various financial instrouments or with
the services provided by a particular financial institution. This is done later m this section and

in the following section.

Several studies discuss the nature of intermediation in more general terms.(New Zealand 1988,
15-17 & Appendix 1}, (Hoffman 1988, 1210-1213) (Henderson 1988, 41-42) They identify
four main components of financial flows. It is only those components of the flows that rep-
resent intermediation services that should be taxable. Other parts of the flows which represent
mere transfers do not represent value-added and should not be part of the tax base.

The different components of financial flows associated with a financial transaction involving

a banking operation can be summarized as follows, with the appropriate treatment under a

VAT given in brackets.

1. The initial deposit creating a right to future cash withdrawals and the future cash repay-
ments contingent upon this. {These represent transfers of funds and should not be taxable.)

2. Pure interest payments. (This is compensation for deferral in consumption and should not
be taxable under a consumption tax. Interest payments are income of the recipient and
should be subject to VAT only when the income in consumed.)

3. The pure risk premiums. These are amounts charged to borrowers to cover the risk of
defaults. They are defined to equal the expected value of defaults, excluding any profit ele-
ment of the financial institution or the administrative costs of risk pooling. (This compo-
nent should also not be taxable as it is merely a redistribution of funds, or a form of

wealth transfer, among the various parties involved.)

4. A compensation to the financial institution for the costs incurred in accepting deposits and
making loans, including compensation to the shareholders in the form of profit. (This is the
value-added of the financial institution and should be taxed.)

Similar descriptions can be made for other financial services such as insurance and the creation
or trading of securities such as debt or corporate equity.

Financial institutions can be considered to provide seven distinct services that create value-
added, and that are included in the fourth compenent above. These are discussed below, star-
ting with intermediation between borrowers and lenders. It should be noted that in the remain-
der of the paper the term financial intermediation is used in a generic sense to apply to any or
all of these functions.

Intermediation between Borrowers and Lenders

For purposes of this paper, this represents the basic form of financial intermediation service
between borrowers and lenders. Financial institutions enter into financial contracts both with
those with funds to be lent and also with those seeking funds to be used in investment projects.
The literature identifies a whole set of factors which allow financial intermediaries to obtain
certain cost efficiencies in arranging financial contracts on both the savings and investment
sides of the agreements. These include:

B Financial intermediaries may be well-known to savers, limiting their costs of obtaining

information on the characteristics of the financial contract, of enforcing contracts and of
dealing with ex posr monopoly behaviour of the investor in demanding new terms.



(Government regulation of financial intermediaries may provide an acceptable form of
contract supervision and of preventicn of unexpected behaviour by the investor (for
example, as a result of moral hazard leading to risky investment).

B Financial intermediaries can have advantages in dealing with investors in terms of asym-
metrical information relative to savers, ability to monitor and enforce contracts, and pre-
vention of opportunistic behaviour such as demanding rewritten contracts.

Pooling of Savings

Individual savings tend to be small in size compared to the investment projects which use the
savings. There may be considerable cost savings in contract negotiations achieved by an inter-
mediary reaching individual agreements with these savers and bringing the funds together on
a pooled basis. The intermediary may be very efficient in pooling funds for the same reasons
that it can act efficiently in straight intermediation activities. The financial contract on the
investment side can be of a size which matches the needs of the investment project, 1nininii-
zing the number of agreements that must otherwise be reached in the absence of pooling.

Pooling of Risks

There are various risks involved in both the real economy and in the contracts involved in the
financial sector. Risk averse individuals wish to reduce the risk associated with their activities.
As a result they are willing to pay in order to be compensated for some contingencies (such as
an accident) or to reduce the variability in their return on investments. Intermediaries can pro-
vide services in this respect by gathering together funds in an insurance plan or creating an
investment portfolio consisting of numerous investments. The financial intermediary is able
not only to collect a pool of funds to cover the claims of investors, but also to charge for its
costs in arranging the related contracts. This activity of pooling of risks thus creates a finan-
cial service which when provided for the benefit of consumers is a service that i1s not charged

for elsewhere.

Provision of Liquidity

Liquid assets are ones which can be disposed of with relatively little vaniability in the realized
price. Illiquid assets will earn a higher rate of return, because of the variability of returns asso-
ciated with them. Persons will have different preferences as to the degree of Liquidity of assets
they wish to hold. Intermediaries can provide a financial service by offering their own liquid
securities such as deposit accounts or certificates of deposit to savers, while accepting less
liquid securities such as agreements to a term loan or a bond from investors. This activity
increases the level of liquidity in the economy and provides a service to consumers that is not

included in other prices.

Transaction Clearing Services

Transactions in the real economy and also certain forms of financial transactions may have
costs associated with them. Financial intermediaries facilitate the execution of transactions by
creating the proper infrastructure and reducing the costs of such transactions. Examples of
such services involve chequing facilities and credit card transactions. Intermedianes can pro-



vide the record-keeping and carry out the details of finalizing the financial transactions asso-
ciated with real and financial exchanges. This provides value to consumers.

Creation and Making of Markets in Financial Instruments

Intermediaries can provide the means by which buyers and sellers of financial instruments can
come together to exchange securities. Such activities may reduce search costs and provide for
efficient record-keeping. They may also enforce rules which limits adverse selection and redu-

ce costs of enforcement of individual participants.

Agency Services

The various financial services may in some cases be suppiied through agents. Agents can redu-
ce transactions costs associated with the geographical location of consumers, reduce search
costs in choosing among financial instruments with similar purposes and, in general, function
as a more sophisticated version of either saver or investor in the financial markets.

MAIN CATEGORIES OF FINANCIAL SERVICES

Financial services can be categorized in a variety of ways, e.g. by the type of financial instru-
ment or by the type of service provided. The previous section set out the services provided by
financial institutions on the basis of the nature of function involved. The actual services that
are available in the market generally involve a mix of two or more of these functions. They
are rarely identified in the market place by the functions performed by the financial institu-
tions. The tax treatment of financial services is also generally defined in the taxing statutes by
reference to the nature of services actually provided in the market place, as opposed to the
functional classification. Thus, to facilitate proper analysis, it is useful to categorize financial
service not by the underlying functions performed by the financial institutions, but on the basis
of how they are packaged and presented in the market place. Chart 1 provides one such cate-
gorization that is used in this report.
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CURRENT VAT LEGISLATION

Domestic supplies

While financial services are, in general, exempt in almost all countries with VAT, there are
variations in the definition of exempt financial services. Certain services provided by finan-
cial institutions are explicitly excluded from the scope of the exemption in virtually all
countries. There are other services which are taxable in many countries, but not all. Chart 2,
entitled Current VAT Legislation for Domestic Supplies of Financial Services, provides a
breakdown of financial services on this basis.

An important coinmon characteristic of those services of a financial nature that are taxable is
that they are typically charged on a fee-for-service basis. As will be seen, this is the characte-
ristic which distinguishes financial services which can be taxed effectively under a
credit-invoice VAT system. The list of taxable financial services in particular countries may
also reflect particular institutional arrangements in the countries or the structure of prede-

cessor taxes that were replaced by the VAT.

The scope of the exemption for financial services in EC countries is set out in the Sixth
Directive.” The sixth directive permits member countries to allow financial institutions an
option to treat financial services as taxable supplies. This option system is discussed below in

the next section .

3 The Sixth Directive provides for the exemption of the following transactions [Article 13(B)(d)]:

+ the granting and the negotiation of credit and the management of credit by the person granting it;
the negotiation of or any dealings in credit guarantees or any other security for money and the management of credit
guarantees by the person who is granting the credit;
transactious, including negotiation, concerning deposit and current accounts, payments, transfers, debts, cheques and
other negotiable instruments, but excluding debt collection and factoring;
transactions, including negotiation, conceming currency, bank notes and coins used as legal tender, with the exception
of collectors' items; "collectors’ items” shall be taken to meau gold, sitver or other metal coius or bank notes which are
not normally used as legal tender or coins of numismatic interest;
transactions, including negotiations, excludiug management and safekeeping, in shares, intecests in comparties or asso-
ciations, debentures and other securities, excluding:

- documents establishing title to goods,
- the rights or securities referred to in Article 5(3)

Article 28(3)(b) provides that during a transitional period the Member States may continue to exempt transactions concer-
ning gold other than gold for industrial use. This derogation is only available for the Member States which granted such

an exemptiorn as of the date of the adoption of the sixth directive.



ountries:

Deposits and loans .

Life Insurance

The Option System

The denial of deduction of input taxes to financial institutions in respect of their exempt ser-
vices leads to a cascading of tax where the services are provided to other business firms that
are liable to charge tax on their supplies. To minimize such cascading, the sixth directive of
the EC allows member states to grant an option to financial instituions to treat all or a part of
their financial services as taxable supplies. The exercise of this option allows the financial in-
stitution to recover the tax on its inputs. The tax charged by the financial institution on its
supplies of financial services is recoverable by its business customers where they use the ser-

vices as mputs to other taxable suppiies.



The use of this option system has been limited in the EC, either because member countries do
not allow it, or allow it only for a restricted range of financial services. For example,
Denmark, Spain, Greece, Ireland, Italy, Luxembourg, the Netherlands, and the United
Kingdom do not allow the option at all. In Belgium and France, the option is not available in
respect of credit operations. Germany allows the greatest flexibility in the use of the option,
but many banks have chosen not to take it up.

Supplies to Non-Residents

The current EC approach is to exempt financial services supplied to other EC countries. For
countries outside the EC, zero-rating is applied, with certain exceptions. Non-EC systems
generally provide zero-rating for supplies to ail non-residents, with certain exceptions. The
general approach both within and outside the EC is thus essentially the same, except that in the
EC the exemption approach is extended to supplies of financial services to customers estab-
lished in other comununity countries. The rationale for zero-rating is to place domestic finan-
cial institutions on a competitive footing with foreign financial institutions, such as those in
the United States, which may not be subject to any sales taxes on their inputs.

The major difficulty that arises with respect to supplies of financial services to non-residents
is to determine the place of supply. In the case of goods and non-financial services, the deter-
minant factor is the location of the use, consumption or rendering of the service and the tax is
applied on a strict destination basis. If the supply occurs outside the producing country, the
supply is outside the scope of the tax. If the supply is an export, it is zero-rated. In the case of
financial services, the primary criterion for defining an exported financial service is the resi-
dence of the person to whom the service is rendered. If the customer 1s established (resident)
outside the country, the supply of the service is zero-rated, regardless of where the service is
rendered. If the customer is a resident of the country, the supply is exempt.

In the case of insurance services, the general approach is to zero-rate the service where the
risks covered under the insurance policy are located outside the country being considered.
However, in the case of certain policies, such as third party liabilities and international air and
marine transportation, the location of risk may not be confined to any single country and spe-
cial rules may be needed for defining their tax status.

The delineation between domestic and export supplies is also difficult in the case of financial
services related to purchases and sales of securities in the secondary markets, and requires
special rules. For example, when an investinent fund holds a portfolio of foreign securities
acquired in the secondary markets, it is not clear whether it is providing services to the domes-
tic unit-holders on whose behalf the securities are being held by the fund, to the person from
whom the securities were acqquired by the fund, or to the non-resident companies who origi-
nally issued the securities. Often, financial intermediaries unbundle the securities into their
components to form "derivative" products that are marketed separately, e.g. bonds stripped of
interest coupons and the coupon strips. It is debatable whether the original issuer of the secu-
rity derives any direct benefit from such market activities. They may benefit other participants
in the market, but their place of residence may not be easy to establish for tax purposes.
Because of such difficulties, certain financial services related to portflios of securities acquired
in the secondary markets are defined to be exempt under the Canadian legislation, regardless
of whether they are rendered to residents or non-residents.



Input Tax Credit Allocation

The co-existence of exempt and zero-rated financial services for financial institutions means
that there must be an allocation between purchased inputs used for zero-rated services for
which input tax credits (i. e. deduction) should apply and those supplies used in exempt ser-
vices where input tax credits should not be available. A similar issue of allocation arises where
a financial institution provides both taxable non-financial services and exempt financial ser-
vices. While there is considerable variation among countries in the methods used for calcu-
lating deductible input taxes, conceptually the methods fall into two broad categories: direct

attribution and formula allocation.

Direct Attribution

Direct attribution involves determining the actual use of the inputs in the provision of taxable
(including zero-rated) services and allowing the VAT paid on these inputs as input tax credits.
If the input is only used for these activities, the allocation is in principle straight forward. If it
1s used for providing both exempt services and services leading to deduction, then a reasonable
allocation must be made to the two categories.

Reasonable allocation may potentially be based on various indicators. It could, for example,
be based on the portion of time an input is utilized in taxable and exempt activities respecti-
vely. It could also look to such indicators as the portion of floor space or the portion of docu-
ments processed where these are relevant. Other options would be the ratio of revenues, ratio
of employee time or the ratio of other inputs that can be directly attributed to taxable and
exempt activities. Clearly, direct attribution will generally require information and accounting
systems that identify the specific use of each input. The resulting information also needs to be
kept up-to-date as activities are modified and the scope of taxable and exempt activities

changes.

One method of direct attribution used by many financial institutions in Canada and the U.K.
is referred to as the cost /profit centre method. Under this method, all taxable inputs are first
allocated to a cost/profit centre which may either relate to a major type of expenditure (such
as computer costs) or to a particular type of operating activity (such as custodial services). If
an item is used jointly by more thai one cosi centre, it is distributed on grounds similar to those
described above.

In many cases, each cost/profit centre will involve only taxable or only exempt activities. In
these cases, no further allocation is required. However, if the cost/profit centre is itself invol-
ved in both taxable and exempt activities, a further allocation using the methods described

above will be necessary.

In general, the direct attribution system is costly to comply with and contains the seeds for fre-
quent disputes between taxpayers and administrators.

Revenue-based Formula Allocation

Formula allocation represents a means of avoiding the problems of direct attribution, by in-

stead determining the availability of input tax credits on the basis of some readily available
an s ] £

measures of taxable and exempt activities. Under this system, the deductible proportion o
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input taxes is most commonly based on the ratic of revenues from taxable supplies to total
revenues from taxable and exempt supplies. There are a few examples where the deductible
proportion is based on the volume of the two types of transactions, and not their values. For
example, in the U K., security brokers and dealers now base the allocation on the ratio of num-
ber of taxable transactions to total transactions. Previously, the allocation was based on the
values of taxable and exempt transactions and was found to give rise to serious distortions.

In ideal circumstances, this approach can avoid the necessity of information and accounting
systems that keep track of the use of inputs. However, under formula allocation there is
considerable variation among countries in the definition of revenues from financial services,
or other measures used for the volume or value of activities. For example, some countries
include gross interest receipts in the definition of revenues from exempt financial services,
while others include only the net interest of the interest margin. Spain and [taly include
the total proceeds (including the principal amount) from sales of financial securities in the
denominator (i.e. in the definition of total revenues from taxable and exempt activities),
yielding a very small deductible proportion. There are also variations in the inclusion of

capital gains.

PROBLEMS UNDER THE CURRENT SYSTEM

There are a considerable number of problems that can be identified under the current approach
to taxation of financial services. This section describes and analyzes these problems.

The problems can be broken into four broad categories. These are:

+ Definition of exempt financial services
+ Allocation of input tax credits
» Adverse economic effects

- tax cascading

- intermational competition

- self-supply bias

» Taxation of imported services as inputs to financial institutions

Definition of Financial Services

In order for the exemption system to work, there must be a definition of what constitutes a
fmancial service. In practice, there are a significant number of areas where there are com-

plexities and ambiguities in developing and applying such definitions.

Identification of financial services

VAT legislation typically sweeps in all "commercial activity”, defined on quite a broad basis,
and then allows for certain exemptions. Under the Sixth Directive, provision was made for
exemption of certain transactions of a financial nature® As was noted earlier, the actual exempt

activities vary from country to country.
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Canadian legislation defines a set of financial instruments and specifies that services related to
such instruments and to money are exempt. However actual operation of the rules lead to the
need for detailed interpretation of the general rules. For example, Revenue Canada, the
Canadian tax administrator, has released its interpretation of what constitutes financial activi-
ties. For trust companies alone, this consists of a list of some 240 transaction types with spe-
cification as to whether they are considered as taxable or exempt. This is, in itself, probably
indicative of the difficulties of drawing precise borders between financial and other activities.

Financial services supplied by non-financial businesses

Financial services are aiso provided by businesses whose primary activities are not financial
in nature. For example, department stores may operate credit systems. For neutral treatment
relative to financial institutions, such activities should also be exempt. However, as discussed
in detail below, segregation of transactions into taxable and exempt categories gives rise to a
host of definitional and input tax credit allocation problems. As a consequence, it is desirable,
on operational grounds, to ignore certain financial operations of non-financial businesses in
determining their deductible proportions of input taxes. However, this then leads to a re-
quirement to identify what level or type of financial activity is permissible by non-financial
firms for purposes of the tax credit calculations. Where such activities exceed the specified de
minimis thresholds, the firm is treated as any other financial institution and is required to allo-
cate a portion of its input taxes to financial services that is not deductible. Such de minimis

thresholds bring their own complexities and could lead to non-neutralities in the application

of tax.

For example, financial activities related to the issuance of shares and bonds and payment of
dividends and interest will generally fall below the de minimis threshold of a non-financial
company, and not affect its entitlement to a full deduction of its input taxes. However, where
the shares and debt of the company are held by a holding company, the same activities under-
taken by the holding company may cause it to exceed the de minimis threshold, if it is not
directly engaged in making any taxable supplies. As a result, the holding company may not
be able to moke any deduction for the input taxes. ‘

ervices incidental or supplementary to financial services

It is relatively common for the provision of a particular supply to have attached to it the sup-
ply of other services as incidental or supplementary items. A single fee may be applied for the
service. However, definition issues arise if the tax status of the supplies differs.

For example, banks provide business customers chequing services and in some cases this may
effectively include incidental processing of payroll information for companies. On the other
hand, banks may also provide full-fledged payroll services which include certain banking ser-
vices as incidental elements. While deposit services are exempt as financial services when pro-

vided on their own, and payroll services are non-financial and taxable, the tax treatment of a
mixed supply of the two may depend upon the primary component of the supply. If the mino-
rity service is truly incidental, it may be preferable on compliance and administration grounds
to ignore it in determining the tax status of the supply. However, because it is not always easy
to determine if a component is truly incidental, this approach creates tax planning opportuni-

fies and necessitates complex administrative guidelines.



Other examples of situations where incidental supply of non-financial services may occur in
conjunction with supply of financial services relate to management of investment funds, valua-

tion of securities and custodial services.

Mixed supplies

A similar issue arises in respect of mixed supplies consisting of financial and non-financial
components, where neither component is incidental to the other and a single fee is charged for
the supply. With deregulation and emphasis on innovation of new products in the financial
markets around the world, such mixed supplies are no longer a rare phenomenon. For
example, credit card companies now offer a variety of packages to card holders, which inclu-
de services such as extended warranties for products bought on credit card, discounts on mer-
chandise purchases or travel and entertainment services, and rental car collision insurance.
Mixed supplies occur even in the absence of financial innovation because of the imprecise
dividing line between financial and non-financial services. For example, portfolio advisory
services are usually treated as non-financial services, whereas services of buying or selling the
portfolio are financial. Where the two services are provided for a single consideration, a

mixed supply results.

For comparability to the situation in which the underlying components are provided separa-
tely, there would need to be an allocation of the price between the types of supply. However,
this leads to complexity and the allocation system may not be easy to administer. To treat
such supplies as single supplies, either taxable or exempt, creates tax planning opportunities
for financial institutions through the bundling of financial and non-financial supplies. For
example, under the original Canadian legislation, the mixed supply was treated as a financial
service if the consideration for the financial component represents more than 50 per cent of the
total consideration. This created opportunities for avoiding tax on certain non-financial sup-
plies by bundling them as less-than-50% components of a financial service, and the legislation
had to be amended to deter such tax avoidance.

Exempt vs zero-rated supplies

As was discussed in the section on the treatment of financial supplies to non-residents, there
may be considerable difficulty in determining the place of supply of financial services. Credit
card operations provide an interesting example of such difficulties. Credit cards are used by
domestic residents for purchases abroad and by non-residents in the domestic market. While
on surface credit card transactions take the form of a simple payment from the card member
to the card company, in reality , the settlement of credit card balances involves a series of
complex transactions among the financial institution issuing the credit card, the card member,
the business establishment selling the goods and services to the card member, the financial in-
stitution initially encashing the credit card vouchers for the business establishment, and a
national or international organization providing credit card clearing and settlement services to

-member-financial institutiens. - - - - - -- -

There are also examples of situations where the substance of the transaction may suggest that
the supply is, in essence, of a domestic nature, but where it may nevertheless be zero-rated in
the absence of special rules. Supplies of foreign exchange conversion services to tourists by

a domesiic esiablishment at a domesiic iocation and provision of credit to a non-resident for

-
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the purchase of real property for a real property located in the country are examples of sup-
plies which would be zero-rated if the residence ot the recipient were the sole criteria.

Interest charged under leasing and conditional sales contracts

Where property and services are supplied on credit, the consideration for the good or service
is the base for the tax. The interest and other financing costs are excluded from the value for
tax purposes on the basis that these represent an exempt financial service. On the other hand,
lease traansactions of both an operating or financial nature may fully attract tax.

In principle, this treatment is appropriate, despite the fact that the lease payments incorporate
a financing element. This is because under a lease transaction the tax on the leased property
is spread over the duration of the lease or the life of the property. The taxation of interest eie-
ment compensates the government for the resulting deferral of tax. Ignoring the administra-
tive costs and profit mark-up of the lessor, the present discounted value of tax on lease pay-
ments should be the same as the tax that would be payable on an outright purchase of the lea-
sed property. However, in practice, the lease payments may incorporate financial services in
addition to a pure interest component and financing payments in some credit purchases may
include payments in respect of the good or service. There is thus the potential for bias in the
treatment of various forms of purchases on credit, leases and conditional sales contracts.
Special rules may be required to attempt to equate the treatment of different types of transac-
tions and prevent avoidance activities. Also, there are situations where it is ditficult to decide
whether a particular arrangement constitutes a lease or credit financing.

Sale of used assets by financial institutions

Financial institutions sell used assets from time to time. The general rule would require that
these sales be subject to tax. Where the asset has been used in taxable or zero-rated activities,
this is appropriate in that input tax credits will have been claimed for the original purchase and
application of the tax will start the process for the new owner. However, if the property has
been used in exempt activities, input tax credits would not have been available in respect of
the original purchase. Application of additional tax at the time of resale then leads to tax pyra-
miding. Moreover, even exemption of the resale does not necessarily give rise to the correct
resuit, as the vendor wili have bome tax on the remaining value of the asset and an exemption
on the sale will only leave the vendor in the appropriate position if the vendor is able to pass
the value of the unavailable input tax credit along in the price to the purchaser. Finally, the pur-
chaser would then need to use the property in an exempt activity to maintain equivalence to a
property that was purchased new or not resold.

The necessary rules to avoid such tax pyramiding can be complex because they must look to
the use of the property by the purchaser as well as the vendor. The Canadian Goods and
Services Tax (GST) rules contain provisions of this type. They are complex and have alrea-
dy required significant amendments. The sixth directive provides an exemption for such
goods, regardless of the status of the purchases.

Sales of goods repossessed from debtors, and insurance clients

Financial institutions and insurers will sometimes come into possession of goods seized in
satisfaction of debts or damaged goods on which claims have been paid. Sales of such goods



represent commercial transactions which are subject to tax. If the original purchaser of the
good was not able to utilize input tax credits, double taxation results.

Solutions to this problem are difficult and likely to be at best approximations. To work exact-
ly, they would have to take into account the tax status of the original owner as well as be in a
form that can be made operaticnal through the financial institution alone (i.e. without much
additional information about the use of the property by the original owner).

Input Tax Credit Allocation

Because input tax credits are not available in respect of exempt activities, any financial insti-
tution that carries on either taxabie or zero-rated activities wiil need to allocare their sales in
some fashion between those that eam input tax credits and those that do not. The earlier sec-
tion entitled "Input Tax Credit Allocation" described the potential methods of allocation and
noted the diversity in allocation rules utilized. These rules are, in themselves, a significant
source of complexity in the operation of the current exemption system. This section looks at
some of the issues raised by the need to allocate input tax credits.

Allocation between taxable and exempt use

The problems of a general nature arising from the need to allocate input tax credits between
taxable and exempt uses were touched upon in the section discussing methods of allocation.
Taxpayers will need to keep specific information about usage and modify accounting systems
in ways that would not otherwise be required. The diversity of methods for allocating credits
may create opportunities for choosing methods which allocate more activities to taxable
transactions and this may lead to disputes between taxpayers and administrators on the appro-
priateness of the method used. While statutory rules or regulations specifying the approach to
use can increase certainty, in some cases, they can lead to inappropriate results.

Change of use

Mingling of taxable and zero-rated activities with exempt activities requires that there be
change-of-use rules to adjust input tax credits when there is a significant change in the level
of use in taxable as distinct from exempt activities. Such rules impose considerable record-

keeping requirements on registrants.

A change-of-use will frequently occur in situations such as an amalgamation, a wind-up or
other corporate reorganizations involving financial and non-fmancial corporations. Rules to
deal with the various situations in a manner that gives appropriate results need to be detailed

and this leads to complexity in the system.

Open market value of purchases from related parties

As a general rule, all sales between legal entities give rise to tax, including sales between rela-
ted parties. For non-financial transactions this 1s of httle significance, as any tax payable will
give rise to input tax credits which are fully recoverable. However, financial institutions will
not be able to recover the tax to the extent the inputs involved are used m exempt activities.
This ieads to an incentive for the value of purchases by fmanciai institutions from reiated par-



ties to be minimized in the sense of understating the transfer price. This is similar to the so-
called "transfer pricing problem” under the income tax, where the manipulation of the tax
value of goods or services provided between affiliates can be used to transfer income among
taxing jurisdictions. While the objective in the case of VAT is different, the possible techniques
and the general solution are the same. Taxation authorities will wish arm's length pricing rules
to apply in such situations. As is evident from the experience under the income tax, the appli-
cation of this rule will often raise quite difficult administrative issues.

Group relief/consolidation of purchases by related groups

Another incentive effect arising from taxation of intra-group sales of goods or services to be
used in exempt activities 1s a bias for self-supply. Tax can be avoided by creating the supply
in-house. If possible, companies will amalgamate their subsidiaries providing taxable supplies
in order to avoid the tax. However, there may be business or regulatory constraints to such

reorganization.

There is clearly no rationale for favouring in-house supply of inputs and, given the essential
arbitrariness of how well particular groups can be structured to limit tax, taxation authorities
may elect to allow intra-group sales to financial institutions to effectively occur on a tax-free
basis. This can be done by mechanisms such as deeming intra-group sales to occur for nil
consideration or allowing group elections which allows related parties to be taxed as if they

constituted a single entity.

Adverse Economic Effects

While the problems that have been enumerated to this point have been presented largely as
issues of tax administration and compliance, it is iinportant to note that these point to adverse
economic effects which impose welfare costs on the economy. In general, these arise because
the current exemption system gives rise to non-neutralities which reduce the efficiency of the

economic system.

Tax on financial services to consumers

When financial services are provided directly to consumers, tax is not applied on the actual
sale to consumers. However, there is no credit for any tax on inputs. The exemption thus means
that financial services are taxed less heavily than other goods and services, because the effec-
tive tax rate is determined by the value of inputs to financial institutions rather than the value
of the final product. There will be a tendency to over-consumption of financial services by
households with attendant welfare losses.

Tax cascading

When a financial service is supplied as an intermediate step in the production process, that is
as business inputs, the claiming of input tax credits earlier in the production chain is blocked
by the exempt status of the financial service. However, the non-creditable tax of the financial
institution will be included in the selling price of non-financial goods and services, which will
be subject to VAT on the full sale price. The tax in this case cascades, that is it applies on both

inputs and the finai selling price. Thus, for sales of other goods and services which include



financial services as inputs, there is over-taxation relative to other goods and services.
This will tend to lead to under-consumption of goods and services incorporating financial

services.

International competition

Financial services supplied by offshore financial institutions have a tax advantage over those
supplied by domestic institutions. In the case of both households and business firms, the ser-
vices supplied by foreign institutions are free of VAT (either because of zero-rating or the
absence of VAT in the foreign jurisdiction), while domestic supplies include the VAT on the
inputs of financial institutions. This creates incentives for foreign supply of financial services,
which is obviously undesirable from the domestic perspective®.

It might be noted that in the case of trading partners where both have VAT systems
(exempting domestic financial services, zero-rating financial service exports), there would be
an equivalent tax advantage to the domestic financial institutions making supplies to the
households and business firms in the other country. This is similar to the situation where export
subsidies create incentives for cross-trading internationally, where each country is supplied
by foreign suppliers. This is obviously an inefficient solution from the perspective of both

countries.

The EC system of exemption between member countries places all EC financial institutions on
the same footing insofar as there is no rate or structural differences in the tax systems among
member states. It is thus more neutral between competing institutions. However, this is at the
expense of greater cascading of tax. Moreover, because of the differences in the input tax allo-
cation rules, the deductible proportion of input taxes is far from uniform for financial institu-
tions located in different member states. '

Self-supply bias

The exemption for financial services creates an incentive for financial institutions to self-sup-
ply inputs. This provides a means by which input taxes can be avoided in the production of
financial services. The self-supply bias is not limited to an in-house supply of certain inputs,
e.g. in-house printing or construction. It is, in fact, much broader and includes any substitu-
tion of employee labor (and other inputs that are exempt of the tax) for other taxable factors
of production that are acquired from third parties. The exemption system creates a wedge be-
tween the pre- and post-tax price of labor relative to the price of non-labor inputs. This, in
turn, results in inefficiencies in the production and delivery of financial services.

There are numerous ways in which such inefficiencies could occur. Take, for example, the
production of computer software for banking operations. If the software is acquired from
another firm, it attracts VAT. If it is produced in-house by the employees of the financial in-
stitution, the tax is avoided. In Canada, the sale of insurance policies is arranged through insu-
rance agents, who could be employees of the insurance company or independent contractors.
It the services of insurance agents were taxable, a serious bias would be created against the use
of agents who are indepedent contractors and who would be required to charge tax on their ser-

4 A discussion of the problems of mternational competition and taxation of financial sources in global markets can be
found in Poddar and Grance (1983).

[N
)



vices. There would be no tax on identical services provided by the employees of the insu-
rance company. It was to avoid such biases that Canada decided to extend the exemption for

financial services to the services of agents.

Government revenue implications

By exempting financial services, government tax revenues are altered from what they would
otherwise be. However, in a theoretical sense, it is not clear whether revenues will be higher
or lower as this depends on the relative importance of tax cascading in respect of business
inputs of financial institutions to the failure to tax household consumption of tinancial ser-
vices. The exemption system results in a net increase in tax on financial services provided to
business firms (equal to the non-creditable tax on the associated inputs of the financial insti-
tution} and a net decrease in tax on the services provided to housefolds (equal to tax rate times
that portion of the consideration for the services that represents value-added by the financial
institution). Overall impact will vary from country to country, depending upon the relative
weight of the two factors. Even where the overall result is a net reduction in tax or loss in
government revenues, the impact will vary significantly across institutions and types of ser-
vices. Fior example, in the case of an insurance company providing property insurance exclu-
sively to commercial enterprises, the exemption for insurance services leads to an unequivo-

cal increase in tax.

There are several other factors which could have an impact on the overall revenue loss or gain
from the exemption system. First, to the extent that financial institutions adopt successful tax
planning strategies in respect of minimizing taxable business inputs, the extent of tax
cascading will be limited. Second, rules such as options to allow financial services to be
taxable may lead to self-selection effects, which reduce the extent of cascading while the level
of tax on non-taxable consumer intermediation services is unchanged. Third, intemational
cross-trading may increase the level of zero-rated services as a proportion of activity in all
countries. Finally, innovative ways may be found to provide non-financial services as inci-
dental or mixed supplies with financial services or even to substitute financial services for non-

financial ones.

Taxation of imported services as inputs to a financial institution

The general rule is that tax be paid on any imports of taxable supplies. If the tax is not collec-
ted at the border (as in the case of services or supplies of intangible property}, the importer
may be required to self-assess the tax. This is necessary, in particular, in the case of importers
who are not engaged in the making of taxable supplies and would not be able to claim a
credit for the tax self-assessed. While the self-assessment requirement is appropriate from an
economic perspective, it lead to complexity in compliance and administration. There are a
variety of questions that need to addressed. These relate to the valuation of services provided
by a related company, the timing of self-assessment, and the scope of the tax, i.e. whether it
should apply to all foreign purchases of services, or only those that are acquired for importa-
tion and use in the country. For example, if an employee of a financial institution goes abroad
for management training, should the training services consumed abroad be subject to
self-assessment. How about the travel and accommodation costs incurred abroad during the

training period?
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PART 3
VALUE OF FINANCIAL SERVICES

This section looks at the issue of what constitutes value of financial services in the different
types of financial activity undertaken. This discussion serves as background to identify the
appropriate tax base for financial services and also to explain the nature of the difficulty in

taxing financial services.

EXPLICIT AND IMPLICIT CHARGES

The value-added in financial activities consists of two components:
 Explicit fees and commissions
+ Implicit charges in the form of margin

In the case of explicit fees and commissions. financial services are charged for in the same way
that other non-financial services, such as car repairs or admission charges to entertainment
activities or sports events. For example, there are typically explicit fees applied to rental of
safety deposit boxes, certain trustee services and the issuance of travelers' cheques. In prin-
ciple, there is no conceptual difficulty in applying the tax in such cases. Indeed, as noted ear-
lier, the financial services which are explicitly made subject to tax under the VAT systems of

various countries generally are of this type.

However, the value added which arises as an implicit charge in the form of a margin on the
exchange of funds in financial transactions is a quite different matter. As will be outlined for
each of the major categories of financial services, the financial flows that arise will consist of
transfers of funds from savers to investors and consumers, pure interest charges which reflect
a return related to timing of consumption, a risk premium to adjust for losses and the interme-
diation services of the financial institution. It is only the final element of the four which is
value added and which should be in a VAT base. However, the charges for this intermediation
service will be mingled in the other financial flows among saver, intermediary and investor or
consumer. In many cases, it will not be possible to identify the actual margin associated with
financial intermediation in a particular transaction, particularly as cross-subsidization of
transactions is not uncommon. It is this inability to isolate the margin on particular trans-
actions which is at the root of the difficulty in taxing financial services. On the other hand, the
margin is potentially measurable on an aggregate basis and this has provided the jumping off
point for a number of proposals for alternative ways of taxing such services.

While it 1s possible to tax explicit fees and commissions where they exist, with exeinption
applying only for those services contained in margins, this does create incentives to substitute
margins for explicit fees and commissions. A simple example of the potential for this can be
seen in the financial services provided by a broker. The broker can charge a commission for
arranging the purchase or sale of a security. This represents explicit commission for the bro-
ker's services. However, the broker can also purchase the security from the seller at a discount
and sell to the buyer at a premium over the purchase price and obtain the fee for the interme-
diation services as the spread between the two. This is illustrated in Chart 3. A system that only
taxed explicit fees would create an obvious incentive to make payments for financial services
take the form of a margin on transactions wherever practicable.

* In this report, the phraser “value-added in financial sources’ and ‘value of financial services’ are used interchangeably
strictly speahing, value-added is the value of financial services less the cost of inputs from other businesses. The two are
aquat only where input purchases are zero.

22



| Margin Charge for Brokerage Services -

y Purchase by Broker

Value of Banking and Insurance Services

At an aggregate level, it is possible, at least conceptually, to identify the nature of the margin
in vartous types of financial activity. Each of the major categories of banking, life insurance
and property & casualty insurance involve some variations in the conceptual issues sur-
rounding the identification of value-added and the potential persons involved in the trans-
actions (business, households or others, such as governments or non-profit organizations).
Charts 4, 5 and 6 set out simple schematic representations of value added and identify poten-
tial participants in the transactions.

In Chart 4, the value of banking services is shown as the $80 spread between the interest recei-
ved by savers ($70) and paid by borrowers ($150). It is this spread or margin that is used by
the financial institution to provide compensation to its and employees and shareholders and to
cover the cost of other inputs, such stationary, equipment, buildings, and utilities. This needs
to be segregated from the various other flows that can be identified. First, there is the transfer
of $1.000 in funds as a deposit by the savers and the subsequent transfer of a $1,000 loan to
the borrowers. This is merely a transfer of funds and does not represent value added, nor does
the eventual repayment of these funds. Second, there are flows representing interest paid by
the borrowers of $150 and the interest received by the depositors of $70. These also do not
represent value added. Indeed, one of the reasons typically cited for exempting financial ser-
vices from tax is to ensure that interest payments are not inadvertently subject to the tax as this
could discourage saving. Third, although not explicitly identified in the chart, interest
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received by the bank may include compensation for the risk of loan default. If so, this element
also needs to be subtracted from the spread to arrive at the taxable value of banking services.
While it is not feasible to identify the risk premium under each loan contract, at the aggregate
level it can be measured simply by the amount of loan losses actually suffered by the bank

during a given period.

Conceptually, the existence of margin between interest recived and interest paid by the bank
implies an existence of intermediation services. If the bank were not providing any services
that were of some value to the borrowers and lenders, then the interest paid by the borrower
would have been the same as interest charged by the lender. Of course, the margin could be
zero or negative 1n a given period, even if the bank were providing valuable intermediation ser-
vices. This could occur because of the normal market forces, e.g., due to the bank under-

pricing its services, or underestimating its costs.

Chart 5 sets out the nature of financial transactions involved in the case of life insurance. These
are typically multi-period arrangements which combine risk-pooling and savings elements. In
the example, a premium amounting to $1,000 is paid. These funds are then invested to yield a
return of $200. There is a claim or encashment of the surrender value of the policies which
amount to $1,100. Again, neither the premiums, claims or policy surrenders which are all
transfers of funds, nor the interest earned, which relates to the payment to savers for deferral
of consumption, measure the value of financial services provided by the insurance company.
The value of the services is the $100 of margin between the total receipts of the insurer and its

disbursements.

Chart 6 relates to an example for property & casualty insurance. While the participants and the
nature of the claims are somewhat different than in the life insurance example, the underlying
interpretation of the basic value-added flow of $100 is the same. A unique aspect of the
property and casualty case is that the settlement of the claim will in itself often lead directly
to new consumption as a replacement property is purchased either by the claimant or the in-

surance company.
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Allocation of Margin to Individual Transactions

The previous section described the proper valuation of intermediation services under different
types of financial transactions.However, it is important to note that this valuation is feasible
only at an aggregate level for all the transactions of a given class or line of business for a given
financial institution. The illustrative examples given in the charts cannot be interpreted as
representing single transactions and thus used as the basis for measuring the value of services

on a transaction by transaction basis.

The tax could be applied to a financial institution on an aggregate basis, if all of its services
were provided to households who do not need to know the tax content of their transactions
with the institutions. In that case, the institution would charge tax on its gross margin. as de-
fined in the earlier section, and claim a credit for any tax paid on its purchases of business
inputs. The net tax would be the tax on its value added (which is measured by the difference
between its gross margin and the cost of its purchased inputs). However, if its customers in-
cluded business firms who were acquiring fmancial services as inputs to other taxable goods
and services, then they would need to know the tax content of their purchases of financial ser-
vices that they could claim as an input tax credit. Thus, a mechanism has to be found to deter-

mine the tax component of each individual transaction.

Deposit and loan services

In the case of a banking transaction, a hypothetical allocation can be made under certain
assumptions. Chart 7 sets out such an allocation where interest of 7 per cent is paid to the depo-
sitor and interest of 15 per cent is charged to the borrower. If the pure interest rate, which is
the interest rate that would be charged on a direct loan with no intermediation services and
where there is no risk of default, is 12 per cent, then the value added by the intermediary is
5 per cent for the depositor and 3 per cent for the borrower (ignoring the portion set aside to
fund loan losses on a portfolio of loans). The depositor's value added comes from the packa-
ge of liquidity and risk avoidance provided in the form of the deposit, while the value added
to the borrower comes from the savings in transaction cost from dealing with an intermediary.




While the hypothetical example allocates margin between a single borrower and a single len-
der, this is not generally possible for deposit and lending services. The pure rate of interest 1s
not directly observable and constantly changes, and there is really a mixture of services pro-
vided in the deposit and loan process. As already noted. lending activities contain a risk-
pooling process which functions as a type of insurance against loan defaults. Individual depo-
sitors do not have the safety of their funds contingent on the performance of single loans, but
rather upon the whole portfolio of loans of the institution. There is thus an element of in-
surance in intermediation between borrowers and lenders. When such considerations are taken
into account, there is no precise way of allocating margin on a transaction by transaction basis
in respect of deposit and lending services provided by banks.

Insurance

Insurance, in its pure form, is a major type of financial transaction where the margin can be
specifically identified. Pure insurance would refer to a case where there is no return to savings
in the financial flows involved. The entire premium can then be viewed as a charge for in-
surance services, and the insurer's margin is the excess of premiums over claims. However,
even in this case, the value added cannot be determined by looking at a single transaction, as
it is determined by the pooled results of the insurer.

Moreover, cases of pure insurance are rare. Even property & casualty insurance and term in-
surance typically have savings elements introduced because of two reasons. First, the insuran-
ce applies over a period of time and the premiums can be invested and eam a return while
waiting for the claims to occur and be settled. Secend, where the insurance contract runs for
more than one period, premiums are often level (i.e. constant amounts per period), even though
the expected risks increase over time. Under such arrangements, the level premiums are set
so that they exceed the normal cost of insurance in the earlier period. This excess serves to
compensate for the increase in expected risks in the later periods and is a form of saving that
is invested by the insurer on behalf of the insured.

Where premiums include a savings element (i.e. they exceed the pure cost of insurance}, the
margin of insurers includes a charge for banking services. This introduces the same difficul-
ties as discussed 1n the previous section on loans and deposits. In the case of most types of

insurance, such as whole life and annuities, the savings component is quite important.

This can be used to rationalize the variable treatment of insurance under existing VAT systems.
Life insurance, which often incorporates an important savings element, is universally exempt.
Other types of insurance, such as property & casualty insurance and warranty programs, which
do not include a significant savings element, may or may not be taxable. There is a potential
structure available for taxation of insurance with little or no savings element. It leads to the
correct outcome and is compatible with the credit-invoice tax structure in the sense that mput
tax credits can be properly allocated even though the margin on individual insurance policies
is not observable. This structure involves taxation of premiums coupled with appropriate rules
for input tax credits in respect of insurance claims.®

¢ The alternative method is, in fact, an example of cne of the alternative approaches 1o taxation of financial services, the
cash-flow approach. This approach is analyzed in inore detail for non-insurance financial intermediation later,
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Extended warranties for products can be cited as an example of insurance services that can be
appropriately taxed in conjunction with a credit-invoice VAT despite the fact that margins are
not identifiable on an individual transaction basis. The appropriate structure involves making
the full warranty charge taxable. From the perspective of the warranty purchaser , this charge
includes a payment for the insurance intermediation services and a charge for the expected
value of the replacement parts. This is exactly equal to the consumption of real goods and ser-
vices in the economy, although it is not apparent at the individual Ievel how this is allocated
between the two components. When the purchaser is a business, an input tax credit can be
claimed for the tax paid on the warranty premium.

When there is a claim, the insurance company purchases the necessary replacement
parts, incurs the tax for which it can claim an input tax credit. There is no tax on the supply
of replacement parts from the insurer to the customer, since there is no consideration charged
for the supply under the warranty insurance. If the customer is a consumer, the net result

1s that the tax is collected on the value of replacement parts and inssurance intermediation

services.

It is useful to go through a specific example as it both clarifies the steps involved and intro-
duces concepts that will be relevant for subsequent discussion. The basic example is that
shown in Chart 5, where the insurance is in the form of an extended warranty. The premiums
are assumed to be paid at the start of the warranty period and all claims occur at the end of the
peried. The results are not affected if the claims occur over time. The premiums for the war-
ranty are $1,000 and the insurer earns interest of $200. Claims of $1,100 are made to replace
goods. The value of the insurer's services is thus $100. Total consumption is $1,200, con-
sisting of the replacement goods and the insurance value added. With a valued added tax at a
rate of 15 per cent, the government should have revenues of $180 on this consumption, if it all

occurs 4l the household level.

The illustration in Table 1 shows how this result is obtained by fully taxing the warranty
premiums and the replacement gocds bought by the insurer, while providing an input tax
credit in respect of the insurer's purchases. The key factor is the receipt of the revenues on the
insurance premiums at the start of the warranty period, which allows the government to earn
interest over the period. The interest earned is at a rate of 20 per cent, which is the same as the
rate earned by the insurer. It is this factor which makes the taxation of premiums with input
tax credits for the replacement purchases equivalent to taxation of the actual value-added

flows.

If the warranty claim is settled in cash, then the insurance company is allowed the same input
tax credit as when it purchases the replacement parts. The tax that was previously charged by
the suppplier of parts to the insurance company, would now be charged by the supplier to the
household when it uses the proceeds of claim settlement to buy the replacement parts. The net
outcome is thus the same.



Table 1

Application of VAT to the supply
of an Extended Warranty to a Household

Transaction VAT Liability Input Tax Government
Credit Receipts
Insurance Premium of $1,000 $150 $150
Government Interest $30
Sale of Replacement Goods $165 $165
Purchase of Replacement Goods ($163) ($165)
$180

Net Government Receipts

A similar example is presented in Table 2, where the warranty is in respect of goods which
are inputs for a business. In this case, there should be no net revenue collected by the
government. As the example shows, the alternative approach of taxing premiums and pro-
viding input tax credits for VAT paid works correctly in that no net tax is collected. It should
again be noted that the system yields the correct result only where the tax and input tax credits
are ceincident and the interest obtained by the government is at the same rate as that earned

Galo

by the insurer.

Table 2
Application of VAT to the supply
of an Extended Warranty to a business firm
Transaction VAT Liability Input Tax Govemment
Credit Receipts

Receipt of Insurance

Premium of $1,000 $150 $150

Payment of Insurance ($150) ($150)

Premium of $1,000

Government Interest $0

Sale of Replacement Goods $165 $165

Purchase of Replacement Goods ($165) ($165)
30

Net Government Receipts



OTHER TRANSACTIONS

The spread between financial inflows and outflows, as defined above in the case of banking
and insurance services, is the correct measure of the value of services in virtually all other
financial transactions for which explicit fees or commissions are not charged. For example,
where security brokers and dealers act as principals (and not as agents), the value of their ser-
vices is measured by the difference between the selling and buying prices of the securities, plus
any interest and dividends earned while the securities were held by them. In the case of
credit card companies, the margin would include their interest income from card members, net
of the interest on the financing of credit card receivables, and any explicit fees and commis-
sions charged to the merchants or card members. Generally, merchants provide consideration
to credit card companies for their services in the form of a discount on the credit receivables
bought by the credit card companies, and not in the form of an explicit fee. In such cases, the
margin would also include the difference between the buying and the selling prices of the
receivable. As in the case of banking and insurance transactions, there is no simple method of
allocating the margin for such activities to individual transactions.



PART 4

ALTERNATIVE METHODS FOR TAXATION
OF FINANCIAL SERVICES

The previous sections have set out the present dominant method of treating financial services
for VAT (namely exemption for domestic services and zero-rating for exported services) as
well as some of the problems and 1ssues that arise. It would seem reasonable to bring financial
services nto the VAT system in order to eliminate or avoid the difficulties associated with

exemption. However, the previous discussion has aiso pointed our the unique characreristics

which make it difficult to apply the tax to them under the traditional
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credit invoice system. Various alternatives have been suggested to deal with these problems.
This section reviews these in some detail.,

The principal alternatives that have been considered in the literature are:
» Traditional credit-invoice method

» Addition method

« (Cash-flow method

» Subtraction method

» Ad hoc methods

The credit-invoice method would involve the extension of the general system used for other
goods and services in almost all current VAT systems to financial services. The addition and
subtraction methods refer to alternative methods of calculating value-added tax which give
identical results to the credit-invoice method under certain conditions. The former method
measures value-added by adding up its components, while the latter determines it as the diffe-
rence between purchases and sales. Tax is then applied directly to the value-added of each
business. It is natural to consider whether one of these altermative could be adapted to apply to

financial services.

The cash flow method retains most of the characteristics of the credit-invoice system, but
incorporates special features to recognize the financial payments which are mmvolved in finan-

cial transactions. Ad hoc methods apply taxes to exempt services on a different basis, almost
entirely as an attempt to offset revenue losses associated with exemption.

A discussion of each of these approaches follows in turn below.

TRADITIONAL CREDIT-INVOICE METHOD

The most straightforward altemative to exemption would be to extend the credit-invoice
method to financial services. This would be simple to do where fees and commissions are
charged to business and household purchasers of the services. In fact, there are several services
provided by financial institutions, such as safety deposit box rentals, where it is the norm for
VAT to apply. However, as has been discussed in detail earlier, the majority of the major finan-
cial services are not sold under commission or for explicit fees. Typically the charge for the
service is not explicit, but rather takes the form of a portion of the margin eamed from inter-

mediation between savers and borrowers.
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The credit-invoice system operates by charging tax at each level in a chain of activity . which
is invoiced to purchasers as part of their purchase documentation. The VAT shown as paid on
the invoice then provides the necessary verification for businesses to claim input tax credits in
respect of their business purchases. With financial services, the only directly observable values
in transactions are transfers of funds (which should not be taxed) and the gross margin (only a
portion of which should usually be taxed). There is thus no base to apply the tax in a way that
is comparable to other transactions outside the financial services sector. The operational requi-
rements for the straightforward credit-invoice system to work are thus not satisfied.

It has been observed that it is possible to identify certain services that are charged on a fee for
service basis. As far as the transactions themselves are concerned, these can readily be incor-
porated into a credit-invoice VAT However, this approach is limited in both its applicability
and the benefits derived. First, it creates an incentive for financial institutions to use implicit
charges in the form of margins whenever this is possible on sales to households. Second,
except in the rare cases where it is the only service provided, the financial institution is faced
with allocating credits between taxable and exempt supplies in order to determine eligibility

to claim input tax credits.

New Zealand has extended the credit-invoice method to include property and casualty in-
surance under its Goods and Services Tax (GST). This system is analogous to the system
which was described earlier for warranties and functions because of the considerations out-
lined there. Under the New Zealand system, the tax applies to the full amount of premiums,
and input tax credits are available in respect of the tax paid on premiums by businesses ( but
not households) and in respect of replacement purchase of the insurance company.

With property and casualty insurance, the insurer may setitle the clain in cash, rather than
paying for actual repairs or replacement goods. This can also be handled correctly under the
system. Claims payments are treated as a taxable supply from the claimant to the insurer. As
a result, the insurance company grosses up the value of the claims to include an amount for the
GST and claims an input tax credit in respect of this gross-up. This gross-up compensates the
household for the tax that would be charged on the eventual purchase of replacement goods.
A business claimant would include the gross-up in its output VAT liability. It pays the GST
on its purchases, but claims it back as an input tax credit.

While this system produces identical results to a system which taxes value added directly
under a credit-invoice method under certain assumptions, it may not be accurate in other cases.
It has already been noted that equivalence depends upon the insurer and the government
earning the same rate of return. This is not an unreasonable assumption, and even where the
two rates differ, the distortions would not be serious if the savings element of insurance pre-

miums i8 small or insignificant.

ADDITION METHOD

The addition method is based on the fact that a firm's value added equal the compensation paid
or payable to its employees and owners. In its simplest form, the tax could be applied to the
total of wages and salaries and profits of the firm. Further refinements may be necessary to
bring the tax base in closer conformity with the base under the traditional consumption-type
VAT. For example, if profits are calculated under the income tax accrual accounting concepts,



a deduction would have been allowed in the calculation of profits for only a portion of
capital expenditures. The deductible amount is referred to as depreciation or capital cost
allowance. Under a consumption tax base, capital expenditures should be fully deductible

when incurred.

The VAT could be extended to financial institutions under the addition method, with the tax
base defined as the sum of wages and profits, less a deduction for that portion of capital expen-
ditures incurred in the year that has not already been deducted in the computation of profits.
Financial institutions would not be allowed to claim input tax credits, because the tax base
excludes the cost of taxable goods and services purchased as inputs.

It is useful to note thar, in the case of non-financial institutions, value-added under the addi-
tion method is defined to include wages, profits, and interest paid to creditors. The addition
of interest in the base reflects the fact it has been deducted in computing profits, even though
it does not attract tax in the hands of recipient. A deduction should be allowed for only those
cost components on which tax has already been charged. This reasoning does not apply to
financial institutions. In their case, profits are calculated by including all interest receipts and
claiming a deduction of interest expenses. If interest paid to their creditors/depositors is added
back to their base, the VAT would etfectively apply to the gross interest, and not just the
interest margin. This would be an inappropriate result, as discussed earlier.

Israel and the State of Michigan in the U.S.A. have a tax of this type. Some of the ad hoc sys-
tems used for applying tax to financial services can also be viewed as variants of the addition
method. For example, the Province of Quebec zero-rates financial services under vaiue-added
tax, but imposes compensatory taxes on financial institutions in the form of supplementary
payroll and profit taxes and a tax on insurance premiums,

Various studies have discussed the situations in which the tax base under this approach is iden-
tical to a credit-invoice approach and the difficulties that would arise in implementing such a
tax. (For example, see Henderson 1988) It is generally considered that the addition method is
the least manageable method of implementing a consumption type of sales tax. The following
1s a discussion of the main difficulties that arise under the addition method.

Difficulties with Addition Method

Incompatibility with credit-invoice system for non-financial supplies

The addition method does provide a reasonable measure of value-added by financial institu-
tions that could be made subject to a VAT. If the only interaction of financial institutions was
with households, the financial institutions could pass on the tax in supply prices and the tax
would function as an unbiased general sales tax. However, financial institutions also supply
services to other businesses. The addition method does not deal with the key issue of deter-
mining value added on a transaction by transaction basis, which is necessary to allow these
businesses to be invoiced the value added tax paid the financial institutions. Without the iden-

tification of the underiying tax, cascading will occui.
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In addition. if a financial institution is making supplies of both financial and non-financial ser-
vices, then its tax base consisting of total wages and profits would include value-added for
both types of supplies. If the tax is already being collected on non-financial supplies under the
credit-invoice system, then it is inappropriate to include wages and profits associated with
those supplies in the base subject to tax under the addition method. At the same time, it is
necessary to allow input tax credits in respect of purchases for use in making non-financial
supplies. Thus, a proper calculation of tax requires an allocation of input taxes as well as
wages and profits between financial and non-financial activities of the institution. Such allo-
cations would be even more complex than those required under the exemption system for

financial services.

Therefore, the addition method is not compatible with a credit-invoice system elsewhere in the
tax system. It does not deal with the basic problem that exists in the exemption system of tax
cascading where financial services are intermediate steps in the supply chain.

Origin-basis

The addition method is fundamentally an origin-based tax. It determines the aggregate value
added contributed by its employees and owners. It does not look to the destination of the sup-
plies in the basic tax calculation. As a result, there is no simple way to exclude value-added

related to export services.

Non-suitability of income tax calculation of profits

To simplify compliance, the measure of profit under the addition method VAT is traditionally
presumed to be the same as that defined for income tax purposes. The income tax measure of
profits is not suitable for VAT for two main reasons. First, as noted earlier, under a consump-
tion-type VAT, all capital and current expenditures should be fully deductible when incurred.
For income tax purposes, the deduction for capital expenditures is amortized over the life of
capital property. No deduction is allowed for non-depreciables such as land, and the deduc-
tion for inventories is allowed only when the goods are resold. Second, under an income tax
system, revenue receipts are generally included in profit calculations on accrual basis, 1.e. over
the periods to which they reiate. For exampie, prepayments for supplies are brought into the
base only in the year when the supplies are made. By contrast, prepayments attract VAT when
the payment is made, regardless of the time of supply.

There may be other features of the income tax system that render the income tax measure of
profits unsuitable for VAT purposes. For example, income tax may not require full inclusion
of proceeds of sale of capital properties in the base because of preferential treatment of capi-
tal gains. It may allow deductions for charitable donations, payroll and property taxes, and
purchases of supplies that are exempt under the VAT. All such items should be added back to

the base to arrive at a proper base for a VAT.

Because of such difficulties, the addition method is, at best, an ad hoc method of applying VAT
to financial institutions. It does not appear suitable for advanced industrial economies, where
financial insitutions provide a mix of financial and non-financial services and are subject to

internationai competition.
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CASH-FLOW METHOD

The cash-flow method which has received considerable attention in the literature, both as a
substitute for the corporate income tax, and as an alternative form of VAT. The method is de-
scribed in considerable detail in Meade. Barham, Poddar and Whalley, and Hoffman, Poddar
and Whalley discuss it specifically in the context of the application of a VAT to financial ser-
vices. As this is the systemn that has the greatest potential of being made operational, it is dis-

cussed in detail below.

In order to start the discussion, it is useful to set out a brief summary description of the cash
flow method. More detailed discussions of certain design characteristics will be added as

necessary.

The cash-flow method treats cash flows from financial transactions in the same fashion as
flows from non-financial purchases and sales. Cash inflows from financial transactions are
treated as taxable sales and cash outflows are treated as purchases of taxable inputs.

Enterprises that are registered for the tax are required to remit tax on all cash inflows from
financial transactions, with the exception of inflows related to share transactions. They are
allowed to claim a tax credit for cash outflows in respect of all non-share financial trans-
actions. For exampie, a bank would be required to remit tax on a deposit and could claim an
input tax credit on a loan made. The loan repayment (a cash inflow) and the associated
interest would also require the remitting of tax. A deposit withdrawal would create an input
tax credit claiin, as would interest paid on the deposit.

Transactions with non-residents are ignored for purposes of the tax. Inflows and outflows are
neither taxable, nor creditable.

All registrants, including financial institutions, charge tax on non-financial supplies in the
normal manner under the credit-invoice system, and are allowed to claim full input tax
credits for supplies acquired for use in financial as well as non-financial activities.

INlustrative Examples

In order to bring out the nature of the cash-flow method, it is useful to rely on a set of il-
lustrative examples. These deal with the various domestic and export transactions that can
occur. The examples provided cover a wide range of financial transactions. Their purpese is to
show how the cash-flow method taxes the intermediation services provided by the financial
institution which are hidden in the margin on financial transactions.

For purpose of these illustrative examples, a common set of assumptions about interest rates,
the value of services and the rate of VAT are used in order to facilitate comparisons of different
situations. These are set out in Chart 8. The examples are based on the assumption that the
government can earn a certain rate of return on its cash balances which is the pure rate of

ol f " + that + 1 ¥
Ce T at a national govemment woul

L

PO .. TN OF | PRI PP I D [ Sy | —
interest. This would be Cl.lUlV'clLClLt 10 the T1isK-irce roturn tnat a nat



pay on its short-term debt. The value of the services provided by the bank to the depositor is
determined by the difference between this government rate of interest (12 per cent, in the
example) and the rate of interest paid on deposits (7 per cent. in the example). The value of
the services to the consumer is thus 5 per cent. The value of the intermediation services pro-
vided by the bank to the borrower is the difference (3 per cent, in the example) between the
government rate of interest and the loan interest (15 per cent, in the examples). The VAT rate
15 10 per cent. The interest rates are assumed to include the tax changed an the volue of finan-

cial services.

' Commou Assumption.
- ForlllustratweExamples

The various cases considered are summarized in the following list:

Cash-Flow Tax: Hlustrative Examples

o Exclusively Domestic Transactions.
A: Consumer depositor, consumer borrower {(Chart 9)
B: Consumer depositor, business borrower (Chart 10)
C: Business depositor, consumer borrower (Chart 11)
D: Business depositor, business borrower (Chart 12)

» Mixed Domestic and Export Transactions:
E: Resident consumer depositor, consumer, non-resident borrower (Chart 13)

F: Non-resident depositor, resident consumer borrower {Chart 14)

»  Exclustvely Export Transactions
G: Non-resident depositor, non-resident borrower (Chart 15)
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Cases A and B involving a deposit by a consumer is considered first. In Chart 9, the borrower
is also a consumer. In Chart 10, the borrower is a business. Taking Chart 9 first, there is a depo-
sit by the consumer and a loan by the bank (or other deposit-taking financial institution). The
cash inflow and cash outflow from the bank are equal at $100. The bank would be required to
remit $10 in tax as a result of the cash inflow from the deposit, but the input tax credit earned
as a result of the cash outflow associated with the loan creates an offsetting $10 credit. Net tax
remitted to the government in period 1 is $0. In period 2, repayment of the loan and withdrawal
of the deposit creates another offsetting tax liability and credit. However, the cash inflow of
$15 for loan interest creates a tax liability of $1.50, while the cash outflow of $7 to the
depositor creates a credit of only $0.70, leaving a net tax remittance of $0.80. This is equal
to the tax of $0.80 that would have been collected had the value of services to the borrower
($3) and the value of services io the depositor ($3) been taxed directly at a rate of 10 per cent
VAT.

It can be noted at this point that the illustrative examples are effectively at tax inclusive rates.
In other words, prior to the VAT, the bank would have been charging 14.7 per cent interest on
loans and paying 7.5 per cent interest on deposits. With tax payments of 0.3 per cent and 0.5
per cent respectively, it maintains its position by charging 15 per cent and paying 7 per cent.
The pre-tax value added was equal to 7.2 per cent. Post-tax, value- added inclusive of tax 1s 8
per cent and the portion which is tax is 10 per cent of this. It can also be noted that the results
assume that tax payments can be financed at the government rate of interest and tax credits can
be invested to earn the government rate of interest. This assumption ensures that business bor-

rowers and depositors are unaffected by the tax.

Tuming to case B in Chart 10, the basic change is that the borrower is a busmess. The net tax
remitted by the bank in this case is the same as in Example A in Chart 9, that is S0.80 in
period 2. However, the loan and its repayment now have tax consequences for the business
(unlike the previous case where both the depositor and the borrower are households and thus
neither remit tax, nor claim credits). In the first period, the business borrower has a cash inflow
of $100 from the loan proceeds and pays tax of $10. In the second period, it repays the loan
plus interest and this leads to a cash outflow of $115, which gives rise to an input tax credit of
$11.50 ($10 on the loan repayment and $1.50 on the interest payment).

The net government revenue implications can now be considered under the assumption that it
earns $1.20 of interest on the tax of $10 remitted by the business in period 1. When it comes
time to settle the account in period 2, the govermnent has $11.20 on hand to cover the net
refund of $10.70. The net refund is the difference between the bank remittance of $.80 in tax
and the businesses claim of $11.50 in credits. The government's positive balance of $0.50 is
equivalent to tax at 10 per cent on the $5 value of services to the depositor. This is the amount
of consumption related to banking services. No net tax applies to the value of financial ser-
vices to the business, as this does not represent consumption, being an input to a commercial

activity.
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Cases C and D shown in Charts 11 and 12 deal with a business depositor with the loan going
to a consumer and a business borrower respectively. In these cases, there should be no net tax
on the business depositor (i.e. input tax credits should offset any VAT liability) or the business
borrower in Case D. However, when the borrower is a household, the value of services by the

bank on the loan shouid be taxable.

Case C set out in Chart 11 indicates that the net VAT is indeed $0.30 on the value added of $3
on the consumer loan. The value added is the difference between the interest charged by the
bank of $15 and the interest of $12 that the government would pay on a loan of the same size.
As shown in the Chart, the tax payment by the bank itself is identical to the earlier examples,
being $0.80C in period 2. However, the business depositor now receives a tax credit in respect
of the deposit of $10 in period 1. It is subsequently subject to VAT of $10 on the withdrawal
of the deposit and $0.70 on the deposit interest. With the credit earning interest of 12 per cent,
the business depositor would have a tax credit position of $11.20 to offset the tax of $10.70 in
period 2. This $0.50 net credit along with the deposit interest of $7 would leave the business

with the same $7.50 return as in the absence of the tax.

As shown in the calculation at the bottom of the chart, the government now receives net
revenue of $0.30, or 10 per cent of the value of services in respect of the consumer loan.

Case D set out in Chart 12 shows a business depositor and borrower. In this case, there is an
offsetting tax and input tax credit in the first period. In the second period, the business sector
receives a net credit of $0.80 which places it in the exact position that it would be in without
the VAT being applicable. The net credit of $0.80 is exactly equal to the tax paid by the bank
which it will have passed along in its tax inclusive deposit and loan rates.
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ith transactions invelving non-residents. Case E, shown in Chart
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The final
13, involves a deposit by a resident consumer and a loan by the bank to a non-resident. The
resident deposit leads to $10 of VAT being payable by the bank. The government earns $1.20
on this balance between period 1 and period 2. When the deposit is withdrawn in period 2,
there will be a total credit to the bank of $10.70, arising from the outflow of the deposit and
interest to the resident depositor, The government will have net revenues of $0.50 which is
equal to the tax on the value of deposit services to the consumer. There is no tax consequences
from either the non-resident loan or its repayment. As a result, the bank will be able to offer
the loan at the pre-tax interest rate of 14.7 per cent and thus will be competitive with banks in
other jurisdictions which are not affected by VAT.

Case F described inn Chart 14 involves a deposit by a non-resident and borrowing by a resident
consumer. The inflow of $100 from the non-resident is not taxable, nor is the withdrawal
creditable. The tax consequences arise only in respect of the resident consumer borrower.
There is a credit to the bank of $10 on the loan and on which it can earn interest of $1.20 until
period 2. In period 2, the loan repayment results in the payment of $10 in tax on the loan
repayment and $1.50 on the interest payment. The net result is government revenue of $0.30.
This is the tax on the value added of $3 incorporated in the consumer loan. It is important to
note that the bank is able to pay its pre-tax deposit rate of 7.5 per cent to the foreign deposi-
tor. The bank charges $15 in interest to the consumer and pays $0.30 to the govermment in
VAT. Its net revenues are thus $14.70, just as they would be without the tax. Payment of $7.50

to the non-resident leaves it with its pre~-tax margin of $7.20 intact.

The final case G is not shown in a chart. It involves a non-resident depositor and a non-resi-
dent borrower. There are no tax implications of either the deposit or the loan. Again, the bank
can charge its pre-tax interest rate of 14.7 per cent and pay its pre-tax deposit rate of 7.5 per
cent, yielding it a pre-tax net margin of 7.2 per cent.
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Other Design Features of Cash Flow Tax

All of the illustrations above relate to financial intermediation in the form loans and deposits.
However, financial intermediation also occurs through transactions in shares and other types
of financial instruments. The following sections discuss the appropriate treatment of such
transactions and a few other pertinent aspects of the system.

Treatment of Share Investments

Much of the discussion of the cash-flow method in the literature has been in the context of a
replacement of the corporate income tax. In that context, the treatment of share transactions
is invariably tied to the mechanism of corporation and shareholder tax integration.
Specifically, the appropriate treatment of share transactions at the corporate level depends
upon how interest and dividends are taxed in the hands of individual shareholders and whether
the return on savings is to be completely exempted from tax. While this discussion is not enti-
rely relevant in the present context, it does offer some valuable insights that we draw upon in

the following analysis.

Meade(1978) defines the tax base for the cash-flow tax (or the flow-of-funds base, in his ter-
minology) to exclude all share (S) transactions. The tax base is defined to include net inflows
from the real (R) and non-share financial (F) transactions only. Thus, cash inflows and out-
flows from the issuance, redemptions, purchase and sales of shares and from dividends are
ignored in the computation of the tax base.” The main reason for this exclusion of share
transactions is that the net inflows from R+F base must necessarily equal net outflows from
share transactions. If the tax base were defined to be R+F+S, then it would always equal zero,

given that R+F is a mirror image of the S base.

In the context of a VAT, the treatment of shares transactions has to be approached
differently. For this purpose, share transactions can be divided into the following main

categories:

A:Issuance of shares, and payment of dividends, to individual households (ultimate
Investors).

B: Those services of agents, brokers, and dealers to arrange issuance/transfers of shares and
other related transactions for which the consideration takes the form of an explicit fee or
commission.

C: Banks and other financial intermediaries advancing funds to business enterprises in.the
form of equity investments, as opposed to loans.

D: Secondary market transactions in shares (and other financial instruinents) where house-
holds, non-financial business firms, and dealers, brokers, agents, banks, other financial

intermediaries buy and sell shares as principals, and not as agents.

7 Taxes paid or input tax credits claimed would also not give rise to any tax effects, The tax base, excluding share, dividend
and tax transactions, is thus equivalent to what is referred to by Meade (1978) as the R+F base. In Meade's terminology, it

excludes all S items.
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The appropriate treatment of share transactions in categories A and B is relatively easy to de-
fine. In the case of category A, it could be argued that the issuance of shares to individual
households 1s purely a transfer of investment funds, and does not involve any intermediation,
or a consumption of real goods and services. It should thus not give rise to any VAT
consequences. The cash inflow from the issuance of shares should not be included in the tax
base of the corporation. By the same token, the pavment of dividends to individual share-
holders should not give rise to any VAT deduction or credit. Profits earned by an enterprise
are a component of value added by that enterprise, dividends and simply a distribution of
profits to the owners of the enterprise. A deduction of dividends would amount to an erosion
of the tax base. This treatment of shares and dividends is consistent with that of a direct loan
fiom an individual saver/lender, that does not involve any intermediation services a financial

nstiution.

Transactions in Category B involve financial intermediation services which should attract VAT
on the fees or commissions charged by the financial intermediaries. Where the services are
provided to a business firm as an input to other taxable activities, the firm should be allowed
a credit/deduction for the tax charged. Several countries do already follow this practice.

Transactions in categories C and D pose difficulties of both conceptual and administrative
nature. To illustrate the difficulties associated with category C transactions, consider the case
of a bank taking a deposit of, say, $1,000, and advancing thse funds to a business firm in the
form an equity transfer (share purchase) on which the bank will earn dividends. Tt could be

argued that this form of intermediation by the bank was conceptually identical to the situation
where the funds are advanced in the form of a loan. The bank should thus be given a tax
credit for the cash outflow at the time of share purchase, and any cash inflow from dividends
or an eventual disposition of the shares should attract an output tax. A question then arises as
to whether the transaction should also be handled like a debt in calculating the VAT liability
of the business firm. If it is, then one would need to make certain that dividends payments on
the shares held by the bank were comparable to the interest that would have been payable on
a loan transaction, i.e. equal to the total of the pure rate of interest, an appropriate risk
premium, and a consideration for financial intermediation services. Otherwise, there is a risk

that excess dividend payments could lead to an erosion of the tax base.

An alternative would be to treat share investments by financial intermediaries the same as
those by indiviuals and households, i.e. ignore them in the computation of the tax base. In our
previous example, the bank's tax base in the first period would include the $1,000, with no
deduction for the share investment. The bank would be a given a deduction for any deposit
withdrawals or interest payments. It might appear that the deduction of interest, but no in-
clusion of dividends, would lead to a mismeasurement of the tax base. This is not the case.
The government collects tax on the deposit in the first period. This tax plus the interest the
government would earn on it should exceed the net tax refund the government would provide
to the bank in a Jater period. The denial of the deduction for the share investment in the first
period comnpensates the government for the exclusion of dividends from the base.

In an ideal world characterized by perfect competition, and full information, the two alterna-
tives may yield the same result. From a conceptual perspective, if share investments by

financial intermediaries are similar to direct investments by househelds that do not involve anv
=
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financial intermediation services, it may be appropriate to treat them both the same, i.e. igno-
re them in the computation of the tax base. Where such investments are close substitutes of
debt securities, then it may be simpler to include them in the base

The choice between the two alternatives may also depend upon the appropriate treatment of
the secondary market transactions in category D, which give rise to many of the same issues.
The main difference between categonies C and D is that in the case of category C there is a
direct link between the issuer and the holder of the security, creating a presumption that the
holder is providing services to the issuer, Where securities are acquired in the secondary
market, there is no such direct link, and the holder may not be providing any intermediation
services to the issuer of the securities. In the present context, they give rise to the following

two imnortant nolicy guestions:
LYy s J.I.J.Ll_lul LAl L t}ullv} MM LLIV LA

1) Should such holdings by financial institutions be treated as pure investment activities (i.e.
without any intermediation services) by financial nstitutions and be completely ignored in
the computation of their cash-flow base?

2) If not, what should be the mechanism for identifying the beneficiaries/recipients of the rela-
ted services and for allowing them a tax credit or deduction where the services are acqui-

red as an intermediate input to another taxable supply?

The answer to the first question is relatively straightforward and negative. In modern indus-
trial economies, principal transactions in secondary markets are an important element of the
mtermediation activities of financial institutions. In fact, much of the innevatien in financial
markets over the past decade or two has been in the form of creation of hybrid/derivative pro-
ducts from the original issues of debt and share securities which are marketed by financial
insitutions as principals. Where the associated intermediation services are exclusively for the
benefit of other VAl-registered enterprises, they could be ignored from the cash-flow tax base,
without any adverse tax consequences. However, where the services are for the benefit of
households and exempt business enterprises, it would not be appropriate to exclude them from

the tax base.

If such activities are to be included in the tax base, then cne needs to address the second ques-
rion above. Unfortunately, we are unabie to shed any light on it at this stage. It will require a
detailed consideration of different types of security transactions (e.g., options, foreign curren-
cy exchanges, income debentures, term-preferred shares, and credit receivables), and of
financial intermediaries (e.g., deposit-taking institutions, dealers, underwriters, and investment
funds), which is beyond the scope of this report.

Transactions with Non-Registered Persons

Both financial institutions and other registrants would be mvolved with financial transactions
with households and other non-registrants. Obviously, financial institutions should apply the
tax and credit adjustments in respect such transactions, in order to ensure that any services pro-
vided by them to consumers are part of the tax base. The issue arises as to whether institutions
other than financial institutions should also apply the tax and credit adjustments for financial

transactions with non-registrants.
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‘The options are :

A: Require all registered persons to apply the tax and credit adjustments for all the
financial transactions (with registered as well as non-registered persons), except for

those with non-residents.

B: (i) Require registered persons who are financial institutions to apply the tax and credit
adjustments for all financial transactions (with registered as well as non-registered
persons), except for those with non-residents; and

(11) Require registered persons who are not financial institutions to apply the adjustment for
financial transactions with other registered perscns only.

Option B essentially assumes that the intermediation value in a direct loan from the saver to
the investor is nil and thus not taxable, This is arguably the case in such transactions as loans
and share investments by households. Such investments do require intermediation services
of agents/brokers, but their value is fully captured if the tax is applied on agents' fees and

COMmMissions.

In a practical sense, both options are likely to lead to largely similar economic impacts and the
choice between them would revolve around administrative and compliance considerations.

Treatment of investment funds

The value-added of funds such as mutual funds and other investment funds may be zero where
they do not have any employees and contract out all services to third parties. It would sim-
plify compliance in such cases to waive the requirement that these types of funds be
registered. Any financial transactions with them would then be treated the same as those with

other non-registered persons.

Treatment of cash balances

Enterprises have cash balances in the normal course of their business activities. For retailers
and other registrants dealing with the public these may be significant, but they are likely to be

5
characterized by rapid turnover and significant fluctuations in size.

There are two potential options for dealing with cash balances. These are:

A: Treart cash balances as any other financial asset or investment, i.e. allow a tax credit for
increases in cash balances, similar to an increase in a bank deposit.

B: Provide no tax credit for changes in cash balances, i.e. treat cash balances as a component
of value added, similar to wages

The present discounted value of tax is similar (but not the same) under the two options.
However, the time patterns of the flow of tax revenues are different. If eamnings are retained
as cash balances until they are distributed to owners/shareholders, there is a tax deferral on
such retention's under option A, which is also the option implied by the R+F tax base in

AA -~ T (] OTON
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Fees and Commissions

As has been discussed, fees and commissions can readily be taxed under the general rules
applicable to non-financial services. The only reason for not selecting such an approach under
the exemption system is that it creates incentives to convert fee and commission charges to
margins. If the value added hidden in financial margins is taxable under the provisions to tax
the cash flow in financial transactions, there will be no incentive for such substitution.

Insurance services

Insurance services can be taxed in a straight forward fashion under the cash flow method.
Premiums are treated as cash inflows and made taxable, while claims are treated as cash out-
flows and eligible for input tax credits. This approach was discussed earlier for the case of war-
ranties and property & casualty insurance. However, in the context of a general application of
tax to all financial services, the examples of extended warraties shown in Tables 1 and 2 will be
modified in one essential respect. In those examples, tax adjustments applied to only premiums
and claims. When the tax is applied to other types of financial services as well, then investment
of premiums by the insurer and the eamning of interest on those investments also needs to be
taken into account in the calculation of tax. When the insurer deposits its surplus funds with
another financial institution and eams interest on them, it would be treated the same as any other
business depositor. As in the case of other business depositors, it should not have any impact
on the overall net tax position of the insurer. It will receive a tax credit in period | for its invest-
ments, and will pay tax in period 2 on the cash inflow from the withdrawal of invested funds and
interest earned on them. The credit in period 1 plus interest earned on the credit will exceed the
tax payable in period 2. The excess will just compensate the insurer for the tax charged by the
financial institution on the deposit/investrnent services provided to the insurer.

Bad Debts

As discussed in Part II, the pure risk premium included in interest charges by a financial
institution does not represent value added, but a mere asset transfer. It compensates the credi-
tor for the expected transfer from the creditor to the debtor that occurs because of a default on
the loan. Ideal, the risk premium component of interest should not be included in the tax base
in the first place. However, because of ditficulties in the determining and identifying the risk
premium ex ante, it is simpler to include it in the tax base, but then give a deduction for the
bad debts actually suffered by the creditor. In fact, under the cash flow system, no special
adjustment is needed for bad debt. What is included in the base is the actual recovery of the
loan from the debtor. When there is a bad debt, the recovery is smaller and the tax base of the
creditor is automatically reduced by the bad debt. The debtor is also allowed a credit for only

the amounts actually paid to the creditor.

e 11l

Characteristics of the Cash-Flow Method

The cash-flow method as outlined here exhibits a number of very desirable characteristics as
a method of extending VAT to financial services.

Time-value of money excluded with no explicit adjustment

In discussing the nature of value-added in fmancial services, it was noted that financial mar-
gins include a paymeni 1 respect of ihe tune value of money, which compensates savers for
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delaying consumption. This is an income payment and should not be part of the tax base for
VAT. A fundamental attribute of the cash-flow method is that it excludes the time value of
money without explicitly requiring it to be identified. There is thus no requirement that mar-
gin be disaggregated into its components for the value-added to be taxed. Clearly. this is very
attractive from an operational perspective, because, as has been discussed in detatl, it is very

difficult to carry out such a disaggregation.

Full removal of tax cascading

The cash-flow method allows for the full removal of tax cascading on financial services pro-
vided to registered persons. Registrants are able to claim input tax credits in respect of their
cash outflows to financial institutions, while subject to tax on their inflows. In the case of non-
financial enterprises, input tax credits on outtlows will normally exceed tax inflows. This
excess compensates them for the tax they will be paying on their purchases of financial ser-
vices. As has been described, the operation of the system is such that they are placed in an
identical position to what they would be in if the tax was not in place.

Destination basis

The cash-flow system functions on a destination basis and provides for the equivalent of zero-
rating on services provided to non-residents. Transactions with non-residents do not lead either
to the application of tax or the claiming of credits. Domestic financial institutions are not at a
disadvantage in the supply of services to non-residents. Because the cash-flow method 1s on a
destination basis, it is compatible with this aspect of VAT on a credit-invoice system for other

goods.

Fully compatible with credit-invoice method

In fact, the cash-flow method is fully compatible with the credit-invoice system for non-finan-
cial services. As well as operating on the destination basis, it provides for the claiming of input
tax credits in respect of financial services and thus eliminates cascading. [t obviates the
necessity of input allocations between financial and non-financial activities. Because value-
added on financial services is taxed on an equivalent basis to other activities, it eliminates the

non-neutralities which create adverse economic effects.

Difficulties with the Cash-Flow Nethod

While the cash-flow method has several desirable characteristics, it is also subject to certain
problems in operation. Two significant conceptual problems relate to changes in tax rates and
the identification of transactions with foreigners.

Changes in tax rates

For the cash-flow method to function accurately in taxing value-added, the credit for the cash
outflow should be at the same tax rate as that used for tax collection on the original cash
inflow. This clearly raises the issue of what the implications of a rate change would be and
what rules would be necessary to operate the system appropriately in response to a rate chan-
ge. As will be seen, it is conceptually straightforward to specify a rule to achieve neutrality in
the face of a tax rate adjustment, but rate changes will raise problems of a practical kind, in

applying the rule.
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A simple example of the introduction of a cash-flow system is presented in chart 15. The pro-
blems that rise at the time of introduction of the system are the some as thase associated with
a subvequant rate change, since the introduction of the system is equivalent to a rate increase
from O to 10 per cent. The example looks at the position of a business borrower with a loan
outstanding at the point a tax 18 introduced. Without any special adjustments, the business
receives a windfall on its cash outflow associated with the repayment of the loan. In the
example this would be $11.50. Clearly, this would be inappropriate.

The rule that would create neuirality under a rate change is the following. Where there is a tax
increase, all registered persons should be required to pay an additional tax equal to the tax rate
increase multiplied by the excess of financial liabilities over financial assets just prior to the
time of the rate change. The effect of this rule is to start the system, because any value-added
occurring after the adjustment will be taxable in the same fashion as before, while all value-
added prior to start-up is erased by the start-up adjustment.

The implications of this can be specified by reference to the example. If the tax takes effect
just after the loan is made, the adjustment will be on the $100 principle of the loan, and the
value-added over the course of the loan will be taxed. However, if the system starts just prior
to the repayment of the loan, the adjustinent would apply to the $100 principle and the $15 of
accrued interest. The tax adjustment is then equal to the input tax credit and no value-added is
taxed for the loan. This again is the appropriate result.



The adjustment for a tax rate change will not be needed for those financial assets that do not
enter into the tax system. For example, neither the outstanding deposits or loans of non-resi-
dents, nor share capital, will be subject to the adjustment.

The application of a tax at the time a rate increase occurs is likely to be subject to political
objections. Borrowers may well perceive it as a retroactive tax on their debt. The objections
would be particularly pronounced at the time of introduction of the system as the adjustment
would be for the full amount of the tax. However, there are other potential ways of
dealing with the adjustment issue. As we have not had the opportunity to test their
feasibility in a variety of situations, they can be discussed systematically oaly in a later
phase of the Commission's research program.

Identification of transactions with non-residents

The identification of the place of supply and the ultimate destination of financial services in
secondary market transactions is arbitrary. This is very evident in the case of income taxation,
where this has been one of the problem areas in ailocating the appropriate amount of income
to domestic sources as distinct from foreign branches or subsidiaries. Special rules may be
needed for defining the proper treatment of such transactions. These rules could influence the
application of the tax to mutual funds, brokers and dealers and pension funds who buy and sell

securities in the secondary market as principals.

SUBTRACTION METHOD

Another general approach to the operation of a value-added tax regime can be referred to as
the subtraction method. In broad terms, the value-added tax base under this approach is deter-
mined by subtracting from revenues any expenses on taxable goods and services. Ignoring any
operational difficulties for the different approaches, the value-added determined under the sub-
traction method would equal value-added under the cash-tlow method. Given the problems
with the exemption system, it is natural to inquire whether a VAT based on the subtraction

method would be a viable alternative.

A variant of the subtraction method was proposed in Canada as part of a multi-stage sales tax
{MSST)." The following discussion draws on the features of this proposal in order to illustra-
te some of the i1ssues that would arise with a subtraction method VAT for tinancial services.
This proposal was subsequently dropped when the Canadian federal government adopted its
version of VAT, the Goods and Services Tax (GST). The GST uses an exemption system for

financial institutions.

Summary Description

The tax base (i.e. taxable revenues) for financial institutions under a subtraction method
consists of revenues from the sale of non-financial goods and services and revenues from
financial services. The latter revenues can, in turn, be divided mto two broad categories:

A: Fees and Commissions

Plus B:  Financial Margin

*  See Finance Canada (1987), for a detailed description of the sysiem proposed.
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Fees and commissions are the explicit charges for the provision of financial services that have
been discussed in earlier sections. Financial margin is defined to be financial revenues (other
than fees and commissions and capital inflows) less financial expenses. Operationalizing the
tax involves specifying how the margin will be calculated and which types of enterprises will

be required to pay tax on it.

For the traditional borrowing and lending transactions, the margin is simply the difference be-
tween 1nterest received and interest paid. However, financial institutions provide mntermedia-
tion services not only through borrowing and lending, but also through security, currency, and
other transactions. The intermediation margin should thus be defined broadly to also include
net revenues from other financial transactions, e.g. net foreign exchange gains, and net capital

gains on security investments.

The difference between financial revenues and financial expenses has similarities to income
tax calculations, although there are important conceptual differences (e.g. capital purchases
should be fully deductible under a VAT, but not under an income tax). To simplify complian-
ce, the Canadian proposal was to have the measurement of financial revenues and expenses for
VAT purposes generally parallel that for income tax purposes. For example, capital gains were
to be included on a realization basis, as opposed to on an accrual basis,

Once the value of financial services is included in the VAT base, it is approprate to allow
financial institutions input tax credit for any tax paid on their purchases of non-financial goods
and services. Input tax credits also need to be provided to business purchasers of financial ser-
vices for the tax collected by financial institutions on the services. Under the subtraction
method, these can be made available only a formula basis. Given that the margin is calculated
on a group basis for all of the financial activities of an institution, it is not possible to identify
the tax charged for each individual transaction. The details of these arrangements, as well as
the treatment of exports are dealt with in subsequent sections.

Financial Margins - Banking and Insurance Operations

The nature of the financial margins on banking operations and insurance can be set out in more
detail. Their apparent similarity to income tax concepts should be noted.

Inclusions:
Interest receipts
Dividends on portfolio share investments
Capital gains on financial assets
Trading profits from financial securities
Foreign currency gains
Other investment revenues

Deductions:
Interest payments
Capital losses on financial assets
Trading losses from financial securities
Foreign currency losses
Other investment losses/expenses
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In the case of insurance operations, the financial inclusions and deductions to determine the

financial margin are:

Inclusions:
Insurance and reinsurance premiums
Investment revenues as per banks

Deductions:
Reinsurance premium payments
Insurance claims paid in cash
Investment expenses as for banks
Reserves for the savings portion of insurance premiums
- Reserve for unearned premiums
- Reserve for savings portion of life insurance premiums and annuities

- Reserve for unsettled future claims

In the case of insurers, deductions are allowed for a variety of reserves. The main purpose of
these reserve deductions is to exclude the savings portion of insurance premiums from the tax
base. The mechanism of reserves ensures that, when claims are paid, a deduction is allowed
for only that portion of claims that exceeds a refund of the savings element. This parallels the
treatment of deposits and withdrawals at a banking institutions. They are neither included nor
deducted in the computation of the margin. The reserves are significant mainly for the long-
term life insurance contracts with constant premiums over the life of the contract. For property
insurance and single period life insurance (commonly referred to as term insurance). the
savings element of insurance premiums 1s insignificant.

lllustrative Examples

Charts 16 and 17 provide simple illustrations of the subtraction method for banking and insu-
rance operations. The banking example uses the same values as in the illustrative example for
the cash-flow method. The financial margin is equal to the difference between the interest
received on the loan and the interest paid out on the deposit. In a more detailed example, this
would be subject to adjustment in respect of the other items relevant to computing the
financial margin, such as capital losses on the overall loan portfolio, In the example, the
financial margin of $8 leads to a tax of $0.80, which is the same as the amount of tax payable

by the bank in the earlier examples.

In the insurance example in Chart 17, the financial margin is shown as the difference between
premiums and claims. The actual margin would also take account of the other items listed in
the previous section as being determinants of financial margin, such as investment expenses

and certain reserves.
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Application to Non-Financial Firms

Financial margin is a meaningful concept for financial intermediaries who have investment
revenues as well as investinent expenses. Financial intermediaries will use the margin to pay
salartes, fund overhead costs, and provide profits to shareholders.

For a non-financial firm borrowing funds for non-financial investments, there will not be any
interest receipts, only interest expenses. The financial margin for such firms will generally be
negative. On the other hand, for a depositor with no interest expense, margin would be positi-
ve and equal to the full value of the interest income. For non-financial enterprises, these posi-
tive and negative margin amounts measure neither the value of any services provided by them,
nor the value of financial services acquired by them from financial institutions. As such, it is
not meaningful to include them in any way in the computation of tax for non-financial enter-

prises.

Under the Canadian proposal, the application of tax to the financial margin was, thus, limited
to financial nstitutions, which were defined to include:

- banks, credit unions, and trust, loan, and acceptance companies;

- investment dealers;

- life insurers, property and casualty insurers;

- investment intermediaries, such a mutual funds, with emnployees: and

- any other person whose principal business was lending of money, accepting deposits, or
purchasing or selling debt securities.

Registered pension plans, venture capital corporations, and financial holding companies that
provide financial services primarily to other affiliates were excluded from the application of

the margin tax.

investment in Non-Financial Assets

Several adjustments are necessary under the subtraction method when a financial institution
carries on a non-financial business, or acquires non-financial assets. The purpose of these
adjustments is, in effect, to deny a deduction to a financial institution for the cost of funds that
are used in a non-financial business. Non-financial enterprises do not include investment
revenue in taxable sales and are not allowed to claim a deduction for interest or dividend pay-
ments. Financial institutions, on the other hand, compute their financial margin by deducting
from investment revenue the total cost of borrowed or other funds, regardless of whether or
not the funds are used to generate investment revenue. The purpose of the required adjust-
ments is then to indirectly restrict the deductions of financial institutions to the cost of funds
that are used in making financial investments. The adjustment could take the form of dis-
allowing a part of interest deducted equal to the value of non-financial assets multiplied by a

specified interest rate.

Investment in Related Non-Financial Firms

Financial institutions can make mvestments in non-financial assets either directly, or indirect-
ly, by giving loans or equity financing to an affiliated firm. Such investments may not yield

any immediaie taxable revenues to the financial institution. For example. the loan could be on
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an interest-free basis, or the investment may be in the form of equity on which dividends are
not paid. If there was no recognition of this in the structure of the tax, financial institutions
would reduce their financial margins through deduction of the cost of funds supporting the
loans, while the investment revenue was accumulating tax free in the non-financial affiliate

who was not subject to the margin tax.

As aresult, restrictions are needed on the deduction of interest expenses related to investments
in affiliated non-financial firms. This could be implemented by making a portion of interest
expenses non-deductible. This portion would be determined according to the funds invested in
affiliated non-financial firms times a specified interest rate. However, this means that interest
and dividend income from such investments should not be included in the margin calculation,
as no corresponding interest expense deduction has been allowed in respect of it.

Equity Allowance

Where financial institutions use share capital for making loans, there is no interest expense
corresponding to the interest income from the loans. The financial margin, as a result, includes
not only the value of intermediation, but also the pure interest component representing the time
value of the equity funds that investors have made available to the financial institution.
Another adjustment is, therefore, needed, this time to remove the time-value of equity from the
margin calculation. This equity allowance could take the form of the equity value times a spe-

cified interest rate.

Overall Adjustments

There is obviously a great deai of similarity in the form of the adjustments necessary in
respect of equity capital, non-financial assets and investments in affiliated firms. In practice,
these could be incorporated into a single adjustment.

The adjustment would take the form of a special deduction (or addition, if negative) in deter-
mining the financial margin. This special deduction would be equal to specified interest rate
multiplied by the following

Shareholders equity
Less Book value of fixed assets, net of depreciation
Less Debt and share investments in affiliated non-financial firms
The adjustment itself could be negative or positive, If the adjustment for sharehoiders equity

is greater than for investment m fixed assets and investments in affiliated firms, the net adjust-
ment will reduce the financial margin. The converse situation will increase it.

Bad Debts

Since the financial margin includes a charge for the risk of default by borrowers, a tax credit
should be available for bad debts. This is in recognition of the point made in the discussion of
the nature of financial services that value-added should not include the risk premium which is
used to offset the losses on the overall portfolio. This adjustment could be equal to the tax rate
times the amount of bad debts experienced.
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Any system of taxation of value-added by financial services under a VAT needs to be capable
of eliminating the tax on services supplied to non-residents. Since the financial margin calcu-
tation is made at the aggregate level, there is, in general, no precise way of identifying the
value of services for export. As a result, a formula allocation would have to be used to alloca-

te non-resident services.

Under the Canadian proposal, the rules to determine foreign source revenue varied for dif-
ferent types of financial services. These rules attempted to tie the identification of a service as
exported (giving rise to foreign source revenues) in a way that was most appropriate given the
nature of operations in respect of each type of service. The taxable margin was reduced by the
financial revenues (or the portion of the margin) that were determined to be attributable to
export services. For this purpose, financial revenues were allocated between domestic and

export activities as follows:

« fees and commissions allocated on the basis of residence of customers;
» insurance premiums allocated on the basis of location of risk;

« investment income of insurers allocated on the basis of the ratio of expected foreign in-
surance liabilities to the total insurance (domestic and foreign) liabilities;

» margin of banks allocated on the basis of interest and dividend receipts from non-residents
to total interest and dividend receipts;

» brokerage fees allocated on the basis of residence of customers;

+ underwriting income allocated on the basis of residence of company issuing the security;
and

+ security trading profits of brokers allocated on the basis of fees and commissions, interest
and dividends, and underwriting income from non-residents.

These allocations were clearly recognized te be only an approximation. It was anticipated that
the allocation rules would have to be modified over time as the govermment and taxpayers

gained experience with their operation.

Input Tax Credit to Business Customers

As with the foreign supply of services, there is no precise method of allocating the financial
margin to individual transactions to allow for the claiming of input tax credits by business cus-
tomers. Special rules are thus necessary to provide for the allocation of input tax credits. While
for explicit fees, and commissions (and for insurance premiums with zero-savings element) the
tax credit could readily be determined assuming that the full amount of fees and commissions
represented taxable consideration. For interest receipt and payments, the credit has to be

approximated by using a formula.

To illustrate, the $8 financial margin in our earlier example could be allocated to depositors
and borrowers pro-rata on the basis of the values of deposits and loans. In that case, the input
tax credit available to the depositor and the borrower, if they were both registrants, would be
$0.40 each. This ailocation may not be satisfactory if the true value-added were not equally
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associated with the two sides of the transaction. (For example, in the illustrations provided ear-
lier in respect of the cash-flow method, the margin allocation was 37.5 per cent for the depo-
sitor and 62.5 per cent for the borrower.)

Alternatively, financial institutions could be given the option of selecting any other reasonable
method for allocating the margin, provided the amounts allocated add up to the total margin.
Of course, this would create incentives to select approaches skewing allocation of the margin
to transactions with registrants and fine-tuning of the rules might be required.

The original Canadian proposal did not include any rules for the determination of input tax
credits to be allowed to business firms. The approaches suggested above were discussed
with industry representatives following the publication of the initial proposal. The
difficulties in designing a suitable credit mechanism were one of the motivating factors in the
government's decision to abandon the margin approach for applying the tax to financial ser-

vices.

Tax Rate Changes under the Subtraction Method

Since the subtraction method does not entail collection and refund of tax on capital
values of financial transactions {(e.g. deposits and withdrawals), tax rate changes require
no special adjustments. The value of financial services, as defined by financial margin
can be calculated for each given period and made subject to the tax rate applicable for that

period.

COMPARISON OF CASH-FLOW AND SUBTRACTION METHODS

The abowe discussion has indicates that extension of the credit-invoice system and the addi-
tion method have flaws that are unresolvable as far as use for taxation of financial services is
concerned. Two other methods, the cash-flow method and the subtraction method cannot be so
easily dismissed and they are compared in this section.

Both of these approaches have some attractive features as alternatives to the exemption
approach. Both methods measure the value of financial services appropriately, separating
value-added from other elements in financial margins which should not be part of the tax base.
At the conceptual level, both methods give the same value for the aggregate tax base of
financial institutions. They are also compatible with the credit-invoice system. There is thus
no requirement that existing methods for dealing with non-financial goods and services be
significantly altered for the adoption of either of these methods of treating financial services.
As a result, any decision to shift from the exemption approach to one of these methods could
be made largely on the basis of their operational characteristics.

The main difficulty with the cash-flow method is the tax adjustment required in respect of
capital transactions that took place before the commencement of the tax or when tax rates are
subsequently changed. This adjustment is well defined and easy to apply. However, it may not
be politically acceptable, even though it has no adverse economic eifects.
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manner and that may not be as objectionable from the perspective of taxpayer: Our preli-
minary review of these mechanisms that while here are a number of conceptual and oper-
ational 1ssues that would need to be further explored, none of these appear insurmountable. A
description of these mechanisms is beyond the scope of this report and is best deferred to sub-

sequent phases of the Commission's research program.

The subtraction method requires no adjustment for tax rate changes. This is its main attrac-
tion over the cash flow method. However, it requires approximation of adjustments on a for-
mula basis for zero-rated exports and for giving input tax credits to registered persons. These
approximations would undoubtedly result in ongoing dissatisfaction with the system where the
formula creates inequities and aiso lead to incentives for planning activity which would be
detrimental to the long-term stability of the tax.

It must be concluded that the cash-flow method is the method which shows by far the
greatest promise as an altemative to the exemption system. Part V discusses the issues that
need ro be addressed in applying the tax to financial services under the cash-tflow system.

AD HOC METHODS

There are other approaches that might be adopted that respond to particular concerns about the
exemption method, but which make no attempt to bring financial services fully into the VAT
system. Three of these ad hoc methods that are worth noting are as follows:

A : Zero-rating of financial services, with supplementary payroll and profit taxes on financial
institutions and insurance premium taxes to compensate for revenue loss;

B : Exemption of financial services, with a payroll tax on financial institutions to bring the
value of labor services into the tax base: and

C : The option to treat financial services as taxable supplies.

Option A, which has been adopted in Canada by the Province of Quebec for purposes of its
provincial VAT, simplifies compliance by eliminating the need for input tax credit allocations
hetween taxable and exempt activities. However, the system is not consistent with the
destination principle of VAT and continues to result in the cascading of tax to business

customers. It is, therefore, deficient in two of the fundamental areas that a replacement system

for exemption should incorporate.

Option B is designed mainly to compensate the government for revenue loss from the exemp-
tion approach. It otherwise leaves in place all the flaws evident in the operation of the exemp-

tion system.

The third alternative provides a mechanism for the removal of tax cascading. It is presumed
that financial institutions would choose to make only those services taxable which are rende-
red predominantly to business enterprises who can claim an input tax credit {or the ax appli-
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cable on the services. As noted earlier, such an option is allowed to member countries in the
Community under the sixth directive. However, its use has been limited and its application is

not uniform across member states.

From a conceptual perspective, this alternative is also not satisfactory. While it helps in
reducing the magnitude of tax cascading, it leaves in place all other problems that arise under
the current exemption system. The main difficulty with this method is that it cannot be used
for applying the tax to financial services rendered to households. If these services remain
exempt, then there is continuing need for input tax credit allocations between exempt and

taxable activities.



ISSUES FOR FURTHER RESEARCH
THE CASH-FLOW METHOD

The discussion of cash-flow system has indicated that this clearly appears to be the most fea-
stble alternative to deal with problems under the exemption system. It measures the value of
financial services accurately and is compatible with the credit-invoice system for non-
financial goods and services. It also appears to be superior in an operational sense to all the
other alternatives. Nevertheless, there are some key issues which need to be explored further
and structural features which have to be developed in greater detail before the method can be
fully assessed for possible implementation. This final section identifies and briefly comments

upon these issues.

Adjustment Mechanism for Rate Changes

The most troublesome issue for implementation of the cash-flow system is the need to pre-col-
lect tax on outstanding financial instruments at the time of its introduction and adjust the
amount at the time of anv subsequent rate changes. As has been discussed, this has no adverse
impact of a real nature in that the tax will subsequently be refunded with interest. Nevertheless,
it does have a cash flow impact and 1s likely to be highlighted as a problem by those that may
wish to retain the exemption system for one reason or another.

While such adjustments are well-defined and essential to the operation of the system, it needs
to considered whether an alternative transition or other mechanism is available which would
mitigate the cash flow effect. Solution of this conceptual issue would go a long way toward

making the system feasible.

£ 8
Other Issues

There are a number of other issues, which, while of a less fundamental nature than that
relating to rate changes, need to be fully explored with a view to developing feasible rules.
Some of these are techmical in nature or deal with compliance and administration concerns,
while others are related to tax planning opportunities that could exist with such a system.
Transitional issues also need to be fully explored.

Secondary market transactions and zero-rating

As was observed, there is no obvious objective test for determining the place of supply and
ultimate destination of financial intermediation services provided in respect of transactions in
secondary markets, including foreign exchange transactions. Specific rules will need to be
developed to determine the place of supply in such cases. This will influence the application
of tax to mutual funds, brokers and dealers, and pension funds.

o)}
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Hybrid/derivative securities

Cash inflows and outflows as the result of share issue and dividend payments are excluded
from consideration in the calculation of the cash-flow tax base. However, there are securities
which exhibit some of the characteristics of debt and some of equity, or they may be structured
as equity, but be more akin to debt instruments. Similarly, payments of the return on these in-
struments may be considered either dividends or interest. It is necessary to have rules which
define the status of these hybrid or derivative securities. Examples include bonds convertible
into shares, options for share purchases and guarantees.

Direct loans from individuals to registered persons

Direct loans from individuals to registered persons may also be of a hybrid nature, having
many of the characteristics of equity investment. There may be institutional or regulatory
reasons for the form of the investment, Rules to prevent undue bias in the form of such direct

inflows of capital need to be considered.

Imported financial services rendered by non-residents

Extension of the tax to domestic financial services would require a parallel mechanism for the
imported financial services, There is no need to apply the tax to financial service imports by
business firms if they are eligible to claim the tax back as a credit. The tax thus needs to be
applied mainly to the services imported by households and non-profit institutions that are
exempt under VAT. In the case of non-financial services, the tax is required to be self-assessed
by the importer on the value of the services. One needs to consider whether the self-assess-
nient requirement could also be extended to financial services imports under the cash-flow

method.

Inflated interest payments to related parties

While interest payments will give rise to input tax credits for financial institutions, some other
pay g p

payments such as wages and dividends will not. This can clearly give rise to incentives for tax

planning to substitute creditable payments for non-creditable ones. Rules would be needed to

block such planning.

Transition issues

The switch from the exemption to the cash-flow system would lead to certain transitional
issues. Existing financial assets would have to be valued for purposes of the tax adjustment
needed at the start of the system. Consideration would need to be given to the fiscal effect of
the tax on existing fixed-price contracts, e.g. existing fixed-interest loans. Approaches such as
grandfathering certain instruments would need to be considered.

Frequency of cash flow accounting

Under cash flow approach, each cash inflow from a financial instrument attracts tax, and cash
outflow gives tise to a credit. For example, each bank deposit and withdrawal would require
corresponding tax calculations. For each payroll cheque issued by a corporation to its
employees, there would be a corresponding VAT calculation. Consideration needs to be given
to mechanisms that could reduce the frequency of such calculations, e.g. by applying the tax
adjustments to only the changes in month-end bank balances.
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Further Issues and Process

The issues 1dentified for further development above are all involved with identifying a cash-
flow tax structure that is fully developed conceptually and which deals with the major struc-
tural issues. However, to be capable of implementation, the tax would also have to be assessed
against nstitutional realities and the financial services available in a number of selected coun-
tries. This would allow the system to be further refined. A particularly important aspect of this
country-by-country assessment would be to ensure that tax planning opportunities are identi-
fied and appropriate responses incorporated in the structure of the tax. The final steps in this
process would be to proceed with drafting the actual rules and regulations to implement the

taow
Lol

A number of other very important issues of a non-structural type would also need to be re-
viewed once the basic framework of the tax was fully established. These include issues such
as the impact of the proposal on government revenues, interest rates, and international corn-

petitiveness of financial institutions.
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TREATMENT OF FINANCIAL SERVICES UNDER A VAT:

FURTHER EXPLORATION OF THE CASH-FLOW METHOD
OF TAXATION

INTRODUCTION

It was concluded in an earlier study of the tax treatment of financial services under a VAT that
a cash-flow method of taxation appears to be the most promising method for applying VAT to
financial services.! While the cash-flow miethod provides the conceptually correct results,
meshes well with the traditional credit-invoice method for other supplies and allows straight-
forward zero-rating for exports, the earlier study identified several important problems that
would need to be addressed before active consideration could be given to implementation of
such a system. The purpose of this follow-up report is to describe the results of further re-
search on potential ways of dealing with the problems with the basic cash-flow method and to
present an overview of two alternative/modified systems of cash-flow taxation for financial
services for further discussion. The two alternatives discussed in detail are referred to as

the cash-flow method with a tax calculation account {TCA) and truncated cash-flow method
with TCA.

The major issues identified in respect of a cash-flow method of taxing financial

services were:

« Adjustments for changes in tax rates {most significantly, the large tax rate change associa-
ted with introduction of the tax);

» Financing of tax on cash inflows;

« Treatment of secondary market transactions, including the zero-rating of transactions with
non-residents; and

» Administrative and compliance 1ssues

The report is organized in two major parts. Part I provides a more detailed discussion
of the basic cash-flow method than was contained in the initial survey study, including
analysis of certain issues that were not covered in that report. Part II describes and
analyzes two alternative methods of implementing a cash-flow tax system for financial
services: the cash-flow method with a TCA and the truncated cash-flow method with

aTCA.

' The earlier sudy prepared for the Commission of the Furopean Communities by Emst & Young was entitled Treamnent of
Financial Services Under a VAT, [Emst & Young August 1993]. It discussed problems under the current exemption sys-
tem and the nature of the value added by financial institutions. It also considered several options to tax financial services
including the traditional credit-invoice ethod, the addition method, the cash-flow method, the subtraction method and

selected ad hoc methods.



In considering the discussion of the three cash-flow methods. it is useful to note the essential
role each of the methods plays in the full exposition. The discussion of the basic cash-flow
method is designed to ensure a full consideration of conceptual and practical issues that would
confront a cash-flow method of taxation for financial services. The cash-flow method with a
TCA is then introduced as an alternative system that could incorporate the appropriate design
features of a cash-flow tax while dealing with the two fundamental difficulties that would arise
under a basic cash-flow method of taxation, namely tax rate changes and cash-flow impacts
on businesses. Finally, the truncated cash-flow method with TCA is presented as an oper-
ational version of the cash-flow method with TCA, which would greatly simplify compliance

for non-financial businesses.
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PART 1

N A aswe =

BASIC CASH-FLOW METHOD

MAIN DESIGN FEATURES

This section considers in detail the basic design features of the cash-tflow method of taxation
for financial services. The main design features relate to the tax base, exclusions from the tax
base, treatment of bad debts, transactions with shareholders/owners, transactions between
financial enterprises and non-financial persons, portfolic investments, definition of taxable
persons, secondary market transactions, transactions with non-residents, place of supply, defi-
nition of financial institutions, and financial services rendered by non-residents. The design
features are then summarized and a conceptual overview of the workings of the tax is

provided.

Tax Base

Before presenting a detailed discussion of the design issues of the basic cash-flow method, it
1s useful to outline the operation of the cash-flow model for a straightforward, deposit/loan
banking transaction. The example used is from the earlier study, but repeating it will be help-
ful for readers that have not had access to that study. The fact situation used in the example is
utilized in describing the operation of the TCA later in the study.

The difficulties in applying the normal credit-invoice system to financial services under a VAT
relate essentially to the fact that the consideration for many financial services is not necessa-
rily explicit, but rather is often included in the spread or margin between the lending and bor-
rowing rates of a financial intermediary. This spread consists of the value of services rende-
red to the depositor/lender; the value of services rendered to the borrower; and compensation
for the risk of default or other capital loss on the loan. The exact distribution among these
components will vary from case to case and is not directly observable. Moreover, the
spread itself is often the net resuii of a set of capital and interest inflows and outflows on a
large number of deposit accounts and a portfolio of loans. As a consequence, there is no rea-
dily apparent means of identifying the spread in respect ot individual transactions, a necessa-
ry requirement if commercial entities are to be able to claim input tax credits for taxes collec-
ted on the financial services. Services of this type are referred to as margin services in

this paper.

Several methods have been identified that allow the overall spread (value of financial services)
to be calculated. These methods, including the cash-flow method, the addition method and the
subtraction method, were discussed in the earlier paper. An important attribute of the cash-
flow method identified in that paper is that it not only calculates the value of services for the
financial institutions, but also correctly allocates the margin between the depositor and borro-
wer sides of the transaction. The addition and subtraction methods require separate calcula-
tions using tax ratios developed for this purpose to make the allocation of credits among com-

mercial depositors and ienders.
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The tax base under a cash-flow tax can, in practice, be divided into two major components:
» Fee or commission services

» Margin services

Services for which explicit fees or commissions are charged can be treated the same as non-
financial supplies under a credit-invoice system, because the value of the individual service is
explicit in the fee or commission charged. The fee or commission is subjected to VAT as a
consideration for a supply. The financial services that are currently taxable by countries using
VAT, such as advisory, management and data processing services, safety box rentals, and debt
collection, are of services for which an explicit fee or commission is charged. Input tax
credits are available in respect of the inputs used to provide these services. However, their co-
existence with other financial services that are exempt requires differentiation between exempt
and taxable fees and commissions, and an allocation among inputs that are creditable and those
that are not. These are problem areas in the current exemption system. All fee and commis-
sion services would be taxable under a credit-invoice system, were a cash-flow system to

replace the exemption system.

Margin services cannot be appropriately taxed under the normal credit-invoice system and it
is to these services that the cash-flow method would be applied. Under the cash-flow method,
the cash flows from transactions in financial instruments are part of the tax base. Cash inflows
from financial transactions (whether current or capital) are treated as taxable sales. Cash out-
flows from financial transactions (whether current or capital) are treated as taxed purchases,
eligible for input tax credit relief. In effect, this amounts to an extension of the invoice method
to all cash flows, including those from the purchase and sale of financial instruments. This
parallelism is behind the compatibility of the cash-flow system for financial margin services
with the traditional credit-invoice system for fee and commission financial services and for
non-financial services, which was identified in the earlier study as one of the advantages of the

cash-flow method for taxation of services.

The earlier study used a specific example of a deposit and lending transaction to outline the
operation of the cash-flow method. It should be noted that the example was a simplified one
omttting all the exceptions and situations that raise additional design considerations. 1t was
designed to bring out the operation of the cash-flow method under the most basic circum-
stances. Chart 1 sets out the basic assumptions for this example. An interest rate of 7 per cent
is paid to the depositor and an interest rate of 13 per cent is charged to the borrower, If the
pure interest rate, which is the interest rate for a loan that incorporated no intermediation ser-
vices and no risk of default, is 12 per cent, then the value of the services to the depositor is

5 per cent and that to the borrower is 3 per cent.

Using these values, it is then possible to show how the cash-flow model correctly measures the
value-added in each transaction and provides for both the application of tax on the value-added
services of the financial institution and also the claiming of a credit for commercial entities
using financial services. As noted, cash inflows from financial transactions (whether current
or capital) are treated as taxable sales. Therefore, the bank accepting the deposit would be res-
ponsible for remitting tax in respect of the deposit. On the other hand, cash outflows from
financial transactions (whether cumrent or capital) are treated as taxed purchases, and



are eligible for input tax credit relief. The bank could thus claim an input tax credit on the
loan made. The loan repayment (a cash inflow) would require the remitting of tax, as would
the interest received. Finally, the withdrawal of the funds by the depositor along with any
interest earned on the deposit would be eligible for input tax credits to the bank as cash out-

flows.

Under the basic cash-flow model, registered borrowers would also apply the cash-flow
method to their financial transactions. In their case, the loan wouid represent a cash-inflow
and tax would have to be remitted to the government. When the loan was repaid with
interest, both the principal repayment and the interest payment would be treated as taxed pur-

chases leading to input tax credit relief,

Chart 2 provides an example of the functioning of the cash-flow method for a simple deposit/
lending transaction via a bank. For the purposes of this example, depositors are a unregiste-
red persons not engaged in a commercial activity. Therefore, the depositors are not eligibie
for input tax credits in respect of any of their cash outflows. The borrower is a registrant for
the tax and thus must remit tax on cash inflows and is eligible for input tax credits on cash out-
flows. As the earlier study [Emst & Young 1993, 55-68] showed, similar conceptually cor-
rect results are achieved with all the various combinations of reglstrants and residents and

non-residents that can be identified.?

See [Emst & Young 1993, 54-65].

77



2 A3 A g,

Loan

o semed et RS
e adronts

N

e Bt BT Ay

sl

SR e i

78



The chart shows the full cycle of a deposit and a loan, where there is a consumer depositor and
a business borrower. The bank initially receives a cash inflow of $100 and is responsible for
the tax of $10. It then makes a loan from the funds and is entitled to an input tax credit of $10
in the same period. For the bank, the net initial tax effect of the transaction is nil. However,
for the business borrower, the cash inflow from the loan gives rise to tax of $10 which must
be remitted to the government. In the second period, when the loan is repaid, the business bor-
rower receives a tax credit of $10 for repayment of the loan principle of $100 and a tax credit
of $1.50 in respect of the loan interest of $15.

Meanwhile, the bank has a tax payable of $10 in respect of the cash inflow of $100 on the loan
repayment and $1.50 in respect of the interest pavment. The withdrawal of funds by the depo-
sitor gives rise to a partially offsetting input tax credit of $10 in respect of the deposit principle
and $0.70 in respect of the $7 interest paid on the deposit.

If one considers the net ocutcome of these tax transactions from the point of view of the depo-
sitor, the bank and the business borrower, as set out in the final three rows of the table, and the
government, as shown in the final two columns, the implications of the cash-flow tax are evi-
dent. The bank is subject to net tax of $0.80, which it must remit to the government. This is
equal to the assumed 10 per cent VAT rate on the $8 spread between the interest paid to the
depositor and the interest charged to the borrower. Meanwhile, the business borrower has paid
tax of $10 in period one and received a refund of $11.50 in period 2. If the tax in period | was
financed at the pure interest rate of 12 per cent, the business borrower would receive a net
credit of $0.30 (the $1.50 net credits less a financing cost of $1.20). The $0.30 is equivalent
to the tax payable by the bank on the portion of the spread that represents financial services to
the business borrower. As far as the government is concerned, it collects tax of $10 in period
1, on which it can earn the pure interest rate of 12 per cent, yielding $1.20 in period 2. Taking
into the account the interest it receives, and the tax assessed and input tax credits claimed, it
has net revenues of $0.50, which is exactly equal to the VAT rate of 10 per cent on the value
of services supplied to the consumer. This, of course, is exactly the amount which should be

taxable under a VAT that applies to financial services.

For the further discussion of the cash-flow approach, it is important to note the key assump-
tion underlying the functioning of the cash-flow model. It is assumed that borrowers can
finance the tax on the cash inflow from the loan at the pure rate of interest (i.e., the interest
excluding the implicit charge for bank intermediation service). At the same time. lenders can
earn the pure rate of interest on tax credits earned on the cash outflow arising from the loan.
This is a fundamental assumption and it was implicit in the analysis of the cash-flow method
by Professor Meade, the classic exposition of the method [Meade 1978]. As will be seen sub-
sequently, this underlying structural assumption can, in effect, be harnessed as part of a method
to deal with some of the key problems that would arise in using the full cash-flow method.

With this background on the tax base and the functioning of the cash-flow method under
streamlined conditions 1n place, the crucial design issues for a basic cash-flow tax system for

financial transactions can be discussed.

Exclusions from the Tax Base

While the basic rule 1s that cash-flows from financial transactions (both current and capital)

represent taxable and creditable events, the proper functioning of the system nevertheless
P | = -
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requires that there be certain exclusions of financial transactions from the tax base. These
exclusions are to ensure that value-added and only value-added gives rise to non-creditable
taxes being collected, and that credits are not available where no tax has been collected on the

other side of the transaction.

Transactions with shareholders/owners of a business

Value-added consists of the reward/return paid to factors of production, i.e. labour and capital.
A crucial design feature of VAT systems is that payments to and from such factors of produc-
tion are not considered taxable/creditable events, For example, salaries and wages paid to
empioyees are not considered to earn input tax credits for the employer and employees are not
liable for VAT on their labour earnings. As a consequence, the net tax collected by the govem-
ment includes (as one component of the net tax collected after crediting) an amount of tax
equal to the tax rate times labour payments. In a similar fashion, the aggregate tax base net of
crediting reflects the payments to interest. and profits, as these are also not considered to be

taxable/creditable events.

This design characteristic must be carried over into a cash-flow system. Since the cash-flow
approach makes financial transactions taxable/creditable events, there is an apparent danger
that this will not be the case. However, in most respects, the cash-flow system functions auto-
matically to retain only the value-added component of, for example, interest, in the ultimate
tax base after crediting. Under the current exemption system, interest paid to a financial in-
stitutions is subject to tax cascading as follows. A business borrower charges VAT on the full
selling price of goods and services which reflects the cost of interest paid to the financial in-
stitution on the loan. The financial institution does not charge VAT on the interest, but is
denied the right of deduction on inputs acquired for use in its financial activities. Under the
cash-flow model, the interest charge is effectively split into two parts: pure interest and a
charge for intermediation services. The pure interest component continues to be treated the
same as before, but the intermediation charges become taxable and creditable like any other
service charges. This has the effect of removing the cascading, while still capturing the tax on

the pure intermediation element.

However, there is one specific exclusion that is required. Financial transactions with the
shareholders/owners of a business must be excluded as taxable/creditable transactions.
Therefore, cash inflows from the 1ssuance of shares would not be treated as a taxable sale and
cash outflows in the form of dividends or share redemptions would not generate any input tax
credit relief. Conceptually, if a bank were taxable/creditable on cash inflows and outflows
related to its own equity, the full amount of profit related to the activity financed by the equi-
ty would be sheltered from tax, not just the pure rate of return. This could be shown by taking
the example in Chart 2 and assuming the deposit was instead a purchase of bank shares by
the individual depositor. Without any special rule for shareholders, the bank could reduce
the tax on the profit element of its gross margin by distributing the profit as a dividend to
shareholders and claiming a tax credit for the associated cash outflow.

While equity issued by financial institutions and related dividend payments would not be part
of the cash flow calculations of financial institutions, financial institutions would still be sub-
ject to tax on shares (other than their own) acquired and resold in the ordinary course of their
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sent a substitute form of fee or commission service. It should be noted that portfolio invest-
ments not made in the ordinary course of carrying on a financial intermediation business raise
separate issues and are discussed later in this section under the heading "Portfolio investments,

not related to any business activity".

Cash-flows between non-financial enterprises and non-registered persons, and
among non-registered persons

Non-financial enterprises would be involved with financial transactions with non-registered
persens, as would non-registered persens among themselves. It is proposed that these

transactions be excluded from the tax base. This exclusion 1s necessary to avoid giving input
tax credits in respect of a loan from a private individual, where the individual is not registered

and does not remit tax to the government in respect of the loan.

This approach can be described more fully as requiring:

(i) registered persons who are financial institurions to apply the tax and credit adjustments for
all financial transactions (with registered as well as non-registered persons), except for

those with non-residents; and

(ii) other registered persons who are not financial institutions to apply the adjustinent for
financial transactions with other registered persons only.’

There are a number of ways this approach might be rationalized beyond the need to protect the
tax base. For example, it might be considered that the intermediation value in a direct loan
from a saver to a registered person who is not a financial institution is nil and thus there is no
need to bring the transaction into the system. This is arguably the case in such transactions as
loans from shareholders. Where private investors use the services of agents or other interme-
diaries to identify the potential borrowers and to complete the loan transaction, value-added
would still be captured through the taxation of their fees and commissions. Alternatively,
direct loans or investments by a saver could be considered as supplies by a small business
below the registration threshold. Such supplies are neither taxable, nor give rise to any

credits.

Portfolio investments, not related to any business activity

Investments that are designed to earn income and represent part of a persons’ portfolio of pas-
sive investments should arguably not be part of the tax base. Portfolio investments and the
subsequent income tlows consist of the transfer of funds associated with changing the form in
which claims on future consumption are held, a return for deferring consumption and risk pre-
miums. None of these represent value-added or consumption.* Portfolio investments are akin
to a bank deposit by a private saver. Any financial service received by the private saver, or
portfolio investor in respect of portfolio activities will be picked up in the fees or commissions,
or margins of any financial intermediaries involved in the transactions. No credit is allowed
to the saver/investor for the tax applicable on such services, except where the portfolio activi-
ties are an integral part of a business activity of the investor.

> This was presented as Option B in the srudy [Emst & Young 1993, 75-76].
“  See the discussion in Emst & Young 1993, pages 5-1C.



Individuals that buy and sell financial instruments as part of investment activities that are not
related to any business activities will automatically have this treatment as non-registrants.
However, special provisions will be necessary for registered persons and a number of compli-

cating issues arise.

Corporations that are investing their spare funds in financial securities, and the investment
transactions are not mcidental to or related to their business activities, should exclude the asso-
ciated cash-flows from the tax base. It might be noted that a similar distinction is drawn for
income tax purposes, in that profit on financial transactions undertaken during the course of a
business is taxable as business income. Profit on other financial transactions is treated as
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There will be some potential difficulties in isolating portfolio investments from regular busi-
ness transactions. The distinction between income and investment returns is often subject to
a considerable number of disputes for income tax. This is particularly the case where invest-
ment income or capital gains are subject to special tax rules. However, the main purpose of
including financial transactions of non-financial enterprises for the cash-flow VAT would be
to allow them an input tax credit in respect of tax charged by financial institutions. They could
thus be given the choice of designating financial transactions as either portfolio transactions or
non-portfolio transactions related to their business. Given that the cash-flow method will
generate a net tax credit entitiement only where the cash outflows exceeded cash inflows, the
enterprise would designate mainly the borrowings from financial institutions to be related to
their business. Most other activities which generate a net cash inflow would be designated as
portfolio investments, and would be excluded from cash-flow tax calculations. It would not
be advantageous for a business to designate such activities as non-portfolio activities. If the
designation process were not to be subject to adverse selection bias, the designation would
have to be done in advance, as otherwise portfolio investments incuring losses would be

included in the tax base.

Under the standard cash-flow method with no TCA, it may be possible to include in tax com-
putations cash flows from transactions with unregistered persons, if the business enterprises so
wish. For example, the business may wish to include a business loan from a private investor
in the cash flow calculations. Conceptually, such an inclusion could give rise to a net
credit/deduction to the business borrower equal to the difference between the borrowing rate
and the pure rate of interest. It is thus appropriate to include them in the computations only
where the consumer was paying tax on the difference. However, if the business borrowers
have to pay tax on the cash inflow from the loan, they would be reluctant to do so just to get
the benefit of the input tax credit in respect of the difference between the actual and pure rates
of interests. Moreover, it is quite possible that the business cannot finance the tax on the loan
cash inflows at the pure rate of interest. In that case, the benefit of the input tax credit will be

reduced, possibly to zero.

The potentially most difficult situation will be in respect of financial institutions. If the
financial institution truly has portfolio investments that are unrelated to its commercial
activities and primarily held to earn income on savings of its shareholders, conceptually it
should be treated the same as other portfolio holders. Investment dealers are most likely to
argue that this situation applies in their case, 1.e., that they make speculative investments on
their own account just like private savers., However, the financial institutions will also often



be involved in such transactions to provide services to customers, i.e., by buying financial
securities for the purpose of resale and not as an investment. This is a difficult issue and is

discussed further in the section on "secondary markets”.

Bad Debts

An element included in the margin charged by financial institutions is a bad debt risk premium.
This encompasses both a service element for the assumption of certain activities related to risk
by the financial institution (such as risk assessment and pooling) and a pure insurance element
that represents compensation to ial instituti r losses associate

that are expected to occur.

Ideally, the basic approach to bad debts would be the same as normally utilized in a VAT.
When a bad debts occurs, it is treated as an involuntary reduction in the taxable consideration
for a supply. The vendor is allowed to reduce its taxes othcrwise payable by the tax compo-
nent of the bad debt (e.g., 10/110 of the bad debt, if the VAT rate is 10%). In the case of
financial institutions, this adjustment is automatic under the cash-flow method. A bad debt
implies a reduction in cash inflows from the loan. The bank is allowed to claim a credit in res-
pect of the full amount of the loan when it is granted, but is required to include in its tax base
only the cash flow received from the borrower. This is equivalent to taxing the bank on the
full value of its intermediation services and then allowing an explicit credit for bad debts.

When the bad debits relate to unregistered persons, the automatic adjustment in the calculation
of the financial institution is ali that is required. However, if the default related to a commer-
cial loan, the situation in system terms is different. In addition to the adjustment in the tax base
tor the financial institution, there should also be a recovery of the input tax credit from the
commercial borrower related to the value of the default. Otherwise the total input tax credits
claimed by commercial customers will exceed the tax collected in respect of services provided
to such customers. Such a recovery of tax will normally prove difficult in a default situation
and a number of options need to be considered. However, before these are outlined, it is use-
ful to provide an example, utilizing as a starting point the economic values in the cases de-

scribed earlier.

[f the loan interest on a risky loan is set at 18 per cent, a 3 risk premium has been added to the
15 per cent loan interest. The assumption is then made that the full amount of the loan
becomes a bad debt. The taxable margin of the bank will be 11 per cent, the difference be-
tween the lending rate of 18 per cent and the inierest rate paid to the depositor. The value of
the service is divided as 3 per cent to the depositor (the pure rate of interest of 12 per cent less
the deposit interest rate of 7 per cent) and 6 per cent to the registered borrower (the loan rate
of 18 per cent less the pure rate of interest of 12 per cent). The borrower thus receives an input
tax credit of 0.6 per cent and the government 1s left with net tax collected of 0.5 per cent. This
captures the current portion of the transaction.

With the bad debt, the bank will effectively claim a tax refund of 10 per cent of the principal
of the loan. This is the tax rate times the principal amount of the loan. If the borrower was an
unregistered person, the government would have collected tax on the risk premium (3% in the

above exampie) charged io other non-defaulting customers and, since it would not have given



rise to input tax credits, the net result would have been that only the service component of the
margin would have been taxable in aggregate. However, if the defaulter is a registered person,
a problem arises. Input tax credits will have been claimed by other non-detaulting borrowers
in respect of the tax on the full charge for services, including the 3% risk premium. Since it
will typically be the case that the goverminent will not be able to recover tax on the defaulted
value of the loan, it will be faced with a revenue loss as a result. At one extreme, an option
would be to deny bad debt deductions related to commercial loans. This would give the cor-
rect govemment revenue tesult overall, but at the cost of too high taxes from non-defaulting,
business borrowers. It would create competitive distortions and would no doubt be criticized
as perverse in blocking bad debt deductions in respect of commercial loans, but not loans to
households and other unregistered persons.

At the other extreme, the govemment could simply allow all bad debt adjustments and adjust
the overall tax rate to make up for the loss in revenues. This is the approach typically taken
in respect of supplies of non-financial goods and services under VAT systems. A bad debt in
the form of non-recovery of sales consideration from the buyer entitles the vendor to a bad debt
tax credit with no offsetting recapture from the buyer, even where the buyer may have claimed
an input tax credit for the unpaid consideration. However, there may be concerns about the
size of the adjustments involved for some financial transactions, as financial failures can be
very large and the debts written off can be much more material for financial institutions than
is likely to be the case with suppliers of goods. In spite of this concern, it appears that the only
feasible option is to treat the bad debts of a financial institution the same as those of other ven-

dors.

Taxable Persons

The basic cash-flow method would involve all persons involved in carrying on a commercial
activity applying the cash-flow computations to their financial transactions, unless a specific
exception applied.” Taxable persons would thus include:

+ Financial mstitutions

+ Other businesses with financial transactions linked to their non-financial commercial acti-
vities, e.g., a manufacturer borrowing or lending funds in the course of its manufacturing
activities

» Other businesses acting as financial intermediaries, e.g., a retail store with credit card
operations

Taxable persons would not include consumers and individual investors, nor mutual funds and
other pooled investment vehicles making portfolio investments on behalf of fund members.
The rationale set out for the exclusion of portfolio investments by individuals applies in toto
to the investment activities of persons not engaged in any other commercial activity and they
should thus not be taxable persens for purposes of the cash-flow tax. The mutual fund exemp-
tion merely extends the personal level treatment to pooled investment vehicles.

* The previous section indicated that an exception might apply in the case of portfolio investments by non-financial regis-

trants. Cash-flows associated with these investments would not be part of the tax base.
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It is expected that most enterprises. other than those acting as financial intermediaries, would
realize a tax saving by being designated a taxable person. In other words, by being taxable,
they would be able to receive input tax credit in respect of their financial transactions with
taxable financial institutions. This would especially be the case where they had the option to
exclude portfolio investments. Enterprises other than financial institutions that are engaged in
financial intermediation business (e.g., credit card services provided by large vendors) would
be required to be registered for purposes of the cash-flow tax. This would ensure a uniform
treatment of all enterprises providing such services.

Secondary Market Transactions

Secondary market transactions, such as trading in non-treasury stocks and bonds, and the
buying and selling of foreign exchange, can be important activities for both financial and non-
financial businesses. The tax treatment of these transactions requires further review and dis-

cussion to arrive at the appropriate operational model.

Financial institutions

Financial institutions provide intermediation services through purchases and sales of financial
instruments 1n the secondary market. The margin or difference between the buying and the
selling price of a financial instrument is a substitute form of charging for the agency services
rendered by investment dealers and other financial intermediaries, e.g., foreign exchange
bought at a lower price and resold at a higher price. This would imply that financial institu-
tions should carry out the tax computations in respect of such transactions, in order to apply

the appropriate tax to the value-added.

However, financial institutions may consider that the above conclusion is invalid in certain
important cases. First, if the secondary transactions were substitutes for personal investment
transactions of a portfolio nature, owners/shareholders in the institutions could have a portion
of the investment return subjected to tax, which would not be the case if the investment was
held directly. As noted. this could be considered a significant issue in the case of investment
dealers where there may be fairly direct links between parts of the portfolio and an investment

dealer as an individual.

Second, financial institutions could argue that many of the financial instruments in the se-
condary markets are bought and sold at international prices, which do not vary from country
to country. If their profit margin becomes taxable, they would be unable to pass the tax on to
their customers in the form of higher seiling prices of the instruments and/or lower buying
prices. Financial institutions in countries which applied tax in these conditions would be sub-

ject to competitive disadvantages.

This argument is, in effect, an extension of the first argument that certain investments repre-
sent pure portfolio investment activities of the financial institution at prices over which they
have no control. If the institution was providing financial services in respect of these invest-
ments, then presumably the market would allow the institutions to charge an additional price
for those services. If no such service were provided, then the investments should be excluded

from the computations as portfolio investments.



Non-financial businesses

For businesses other than financial institutions, inctusion of cash flows in respect of bearer in-
struments or secondary market transactions may be necessary only where the transactions rela-
te to their commercial activities and they wish to claim an input tax credit for the tax collec-
ted by the financial institutions. They would neither include cash inflows, nor claim a deduc-
tion/credit for the cash outflows associated with portfolio investments in secondary market in-
struments. This would mean that they were neither taxable on their investments that earned
income, nor able to claim credits on investments that had losses.

However, business firms often hold financial assets in connection with their non-financial
taxable activities. They may have bought these assets at a high price, and sell them at a loss.
This loss on a financial asset could be a substitute form of payment for financial services for
use in commercial activities. For example, they may have bought foreign exchange to pay to
suppliers for goods at an all inclusive price, without any explicit foreign exchange service
charge by the financial institution.

The tax content of principal transactions in secondary market financial instruments 1s likely to
be small for non-financial businesses. The costs of additional record keeping may not be worth
the benefits of tax savings. If this is judged to be the case, all secondary market transactions
by non-financial businesses could be excluded from the base. Tax credits could stll be all-
owed where the consideration for financial services takes the form of explicit fees or commis-

sions (e.g., agents services).

Transactions with Non-residents

Financial services that are exported should be zero-rated. The definition of export for
financial services is considered in the next section entitled "Place of Supply”. For now, the
zero-rating will simply be considered to apply where there are financial transactions with non-
residents. Before discussing design issues in respect of specific categories of transactions, a
very important distinction needs to be made in respect of two forms of margin transactions.

Viargin services

Conceptuaily, two distinct forms of margin services can be identified and there needs to be
separate consideration and treatment of each.

» Registered transactions:
These are essentially two-way transactions. The initial cash flow to or from a person is
reversed by a cash flow m the opposite direction to or from the same person, e.g., a loan to
or a deposit from a person.

Registered transactions may include transactions where the reverse cash flow may be
deemed, as opposed to actual. For example, a loan to a non-resident that is subsequently
assumed by some other person could be treated as a registered transaction, because the
transfer of the debt obligation from the original borrower to a new person could be treated
as a deemed cash inflow from the original borrower and a deemed cash outflow to the new

person assuming the debt,



« Bearer transactions

These include all transactions other than registered transactions,

As will be shown with some specific examples when loans and deposit transactions with non-
residents are considered, zero-rating of registered transactions can be achieved by excluding

inflows and outflows from non-residents from the tax base.

Bearer transactions, on the other hand, cannot be zero-rated under the basic cash-flow ap-
proach. The ditficulty leading to this result can be identified through a very simple example
where the bank buys a financial security from a non-resident person for $95 and sells it to a
resident person for $100. As this does not meet the requirements for a registered transaction,

it is a bearer transaction.

If the $95 cash outflow in respect of the purchase of the instrument from a non-resident is igno-
red, then the inclusion of the $100 cash inflow from the sale of the instrument to a resident
would result in tax applying to the full value of the instrument, and not just the $5 margin of

the bank.

Similarly, if the cash outflow in respect of a purchase of a security from a resident person
reduces the tax base, while the cash inflow from a resale of the security to a non-resident is not
included in the tax base, the tax base would become negative by the full capital value of the
security and the government would be removing from the tax base much more than the value
of margin services rendered to the non-resident person.

The $5 margin in the above transaction represents intermediation services rendered to both the
buyer and the seller of the instrument, and there is no objective way of allocating it between
the two. This occurs because the cash-flow method breaks down in allocating the value of the
margin when the initial cash flows do not reverse to the same person. In the case of registe-
red transactions, the exclusion from the tax base of the initial cash flow representing the capi-
tal amount of the instrument is offset by the exclusion of the eventual cash flow in the rever-
se direction to or from the same person. As a result, the net exclusion from the base is limi-

ted to the service margin of the financial institution.

There could also be potential difficulties in establishing the identity or residence of a customer
where the purchase or sale of security is made through an intermediary (e.g., an investment

dealer or stock broker).

One option can be identified which would allow certain types of bearer transactions to be zero-
rated. Under this option, financial institutions could be given the option of treating specific
bearer transactions with non-residents the same as registered transactions. Bearer transactions
eligible for this treatment would be those security transactions where both cash inflows and
outflows are to and from non-residents. Where they choose to do so, they would need to iden-
tify the bearer instruments that are bought/sold from/to non-residents, and would exclude the
associated cash inflows as well as outflows from the base. For example, if a bank has an inter-
national securities department which caters exclusively to non-resident customers, all of the
cash flows of the department could be excluded from the tax base, regardless of whether they
relate to bearer or registered transactions with non-residents.



This option is not feasible for zero-rating of services to non-residents under a mixed trans-
action where only one side of the transactions is with non-residents, e.g., securities bought
from residents but sold to non-residents. They could be zero-rated only through an arbitrary
ad hoc adjustment, e.g. excluding from the tax base only one-half of the margin in respect of
mixed transactions in bearer mstruments.

With this conceptual background, the treatment of various types of transactions with non-resi-
dents can be considered, These include:

{a) Financial services rendered for a fee or commission.
(b) Registered transactions with financial institutions.

(c) Registered or bearer transactions with persons other than financial institutions.

(d) Bearer transactions with financial institutions.

Financial services rendered for a fee or commission

Financial services provided for a fee or commission do not raise any special issues in respect
of transactions with non-residents. They can be zero-rated under the standard rules for other

goods and services.

Registered transactions with financial institutions

Direct deposits with, and loans from, financial institutions are examples of registered
transactions, that is a two-way one. The intermediation component of the margin can be exclu-
ded from the tax base of financial intermediaries through not requiring any tax/credit adjust-
ments for the cash inflows and outflows associated with deposit/loan transactions with non-

residents.

There are no special problems where funds deposited by a foreign depositor are lent to dom-
sidents or domestic funds are lent to non-residents. Fxamples indicating how thig

estic omestic lent non-reg
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occurs were presented in Ernst & Young [ 1993, 66-68] and are repeated here for convenience.
There are three basic situations:

» Resident deposit / loan to non-resident
» Non-resident deposit / domestic loan

+ Non-resident deposit / loan to non-resident

The first two examples are covered by Charts 3 and 4.
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The first case, shown in Chart 3, involves a deposit by a resident and a loan by the bank to a
non-resident. The resident deposit leads to $ 10 of VAT being payable by the bank. The govern-
ment earns $1.20 on this balance between period | and period 2. When the deposit is with-
drawn in period 2, there will be a total credit to the bank of $10.70, arising from the outflow
of the deposit and interest to the resident depositor. The government will have net revenues of
$0.50 which is equal to the tax on the value-added for the consumer on its deposit with the
bank. There is no tax consequences from either the non-resident loan or its repayment. As a
result, the bank will be able to offer the loan at the pre-tax interest rate of 14.7 per cent and
thus will be competitive with banks in other jurisdictions which are not affected by VAT.®

The second case described in Chait 4 involves a deposit by a non-resident and borrowing by
a resident consumer. The inflow of $100 from the non-resident is not taxable, nor is the with-
drawal creditable. The tax consequences arise only in respect of the resident consumer borro-
wer. There is a credit to the bank of $10 on the loan and it must finance this at a cost of $1.20
until period 2. In period 2, the loan repayment results in the payment of $10 in tax on the loan
repayment and $1.50 on the interest payment. The net result is government revenue of $0.30.
This is the tax on the value added of $3 incorporated in the consumer loan. It is important to
note that the bank is able to pay its pre-tax deposit rate of 7.5 per cent to the foreign deposi-
tor. The bank charges $15 in interest to the consumer and pays $0.30 to the government in
VAT. Its net revenues are thus $14.70, just as they would be without the tax. Payment of $7.50
to the non-resident leaves it with its pre-tax margin (or value added) of $7.20 intact.

The final case, involving a non-resident depositor and a non-resident borrower is not shown
in a chart. There are no tax implications of either the deposit or the loan. Again, the bank can
apply its pre-tax interest rate of 14.7 per cent to loans and its pre-tax deposit rate of 7.5 per
cent, yielding its pre-tax net margin of 7.2 per cent. It thus remains fully competitive in

foreign markets.

Registered or bearer transactions with persons other than financial institutions

Any secondary market transactions by domestic residents that are not financial institutions
with non-residents that are not financial institutions are treated the samne as if they were port-

folio transactions between direct investors. In other words, there are no calculations required

for tax purposes.

This system implies a continuation of the current rules, and no special provisions for their
zero-rating. However, where the transactions occur between residents and non-resident
financial institutions, they may involve a rendering of professional service by non-residents.
The need for special rules in this situation is discussed under a later section on taxation of

imported financial services.

¢ In the illustrative examples, the interest rates as set out in Chart 1 are on a tax-inclusive basis. In other words, prior 1o the
VAT, the bank would have been charging 14.7 per cent interest on loans and paying 7.5 per cent interest on deposits. With
tax payiments of 0.3 percentage points and (.3 percentage points respectively, it maiutains its position by charging 13 per
cent and paying 7 per cent, Where commercial depositors and commercial depositors are involved, the availability of the
credit in respect of this VAT would place them in the pre-tax position. In the case wherc a VAT applied and financial ser-
vices were exempt, the pre-cash-flow system would have VAT blocked from credits in the margin. In this case, commer-
cial depositors and borrowers would also benefit from having this tax effectively eliminated from the margin as the banks
became eligible ro claim input fax credits on their deposit/loan activities.
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Bearer transactions with financial institutions

It is useful to note first of all that for zero-rating of financial services provided to non-
residents, it is the residential status of the person to whom the service is rendered that is
relevant. The objective is to avoid handicapping institutions in competing in other
jurisdictions by maintaining the destination basis of the tax. Therefore, it does not matter
whether an investment dealer is involved with trading a domestic or foreign bond. The factor
of relevance is the residence of the purchaser and seller. The dealer's service should be taxable
when rendered to a resident, regardless of whether they relate to buying/selling of domestic or
foreign securities. They should be zero-rated when rendered to non-residents.

There are three categories of other secondary transactions with non-residents involving pur-
chases and sales by tinancial intermediaries:

+ (1) Purchase from a non-resident, re-sale to a resident
« (2) Purchase from resident, resale to a non-resident

+ (3) Purchase from a non-resident, resale to a non-resident

As was discussed with respect to bearer instruments, all of these categories would create pro-
blems because they are not two way transactions. Simply applying the cash-flow system could
lead to significant over-application or under-application of tax, since the tax applicable to the
principle components would not necessarily reverse.

The earlier discussion indicated that, where transactions of the third type occur exclusively
within a division or department of a corporation, it might be possible to zero-rate all of the
cash-flow of the activity in aggregate.

Place of Supply

For the zero-rating of financial services, the place of supply 1s determined by reference to the
following two main criteria:

+ Place of residence of the customer,

+ Place of business where the cash flow from the transaction is going to be used.

An example of these rules can be taken from the Canadian GST legislation. Generally
financial services rendered to non-residents are zero-rated. However, certain exceptions apply.
Where the financial service relates to a loan to a non-resident, it 1s zero-rated as long as the
loan does not relate to real property located in Canada or to finance a business operation in
Canada. In the case of insurance contracts, the supply 1s zero-rated if it 1s made to a non-resi-
dent person, and does not relate to a nisk located in Canada.

Similar rules will be needed in the context of the cash-flow tax. The important point to note
13 that the existing rules could continue to be used to identify zero-rated transactions. If any-
thing, any difficulties in respect of the rules would be less important under the cash-flow tax,

because the difference in the treatment of domestic and nou-resident business loans wouid be



of less consequence. Resident businesses would pay tax, but be able to claim a credit. Non-
resident businesses would neither pay tax, nor claim a credit. Under the current system of
exemption, the classification of the place of supply is of significance because resident loans
are subject to a hidden tax in the form of denial of input tax credit relief to the lender.

Definition of Financial Institutions

Legislation for the cash-flow tax would require a definition of a financial institution and,
potentially, a definition of a financial business. The latter would become relevant if the struc-
ture of the tax was such as to require non-financial instifutions carrying on margin activities to
segregate the activities for tax purposes and to apply the same rules as apply to financial in-
stitutions.

A definition of a financial institution is needed, because financial institutions are required to
include all cash inflows from both registered and unregistered persons in the base and are al-
lowed to claim a credit/deduction for cash outflows to both registered and unregistered
persons. Non-financial enterprises, on the other hand, exclude from the tax base all cash flows
(e.g., in the form of loans) to and from unregistered persons

The definition of financial institutions could include:

+ Banks, credit unions, and trust, loan, and acceptance companies;
» Credit card companies

« Investment dealers;

» Life insurers, and property and casualty insurers;

» any other person whose principal business is lending of money, accepting deposits, or pur-
chasing or selling debt securities

Pension funds, investment funds, and financial holding companies that provide financial ser-
vices primarily to their aftiliates could be excluded from the definition. Their activities tend
either to be in the nature of portfolio investments (as opposed to intermediation activities be-
tween depositors/savers and borrowers/users of funds) that are excluded from the tax base, or
of services to other registraiis, who could claim full credit in any case for the tax ci
financial services

Consideration would have to be given to including in the cash-flow base the financial
transactions of any other person who carries on a financial business on a regular and
continuous basis, even if such activities are not the principal business of the person. An
example of this would be the credit card services to customers provided by a department store.
The deciding factor in whether to include such activities in the cash-flow system would be
a pragmatic one depending upon the extent of competitive distortions that are created by
ignoring the financial services of non-financial institutions.

Distortions arise only where businesses excluded from the definition of financial institutions
provide substantial margin services to consumers and other non-registered persons. A practi-
cal review of the extent of such situations would be necessary to determine if, and where, such
a supplementary category of financial business exists. Such businesses could be required to
segregate such operations and to follow the rules applicable to financial institutions. In that



event, the defimition of financial institutions becomes redundant. What 1s then needed is a
definition of financial business, regardless of whether it is carried out by a financial institution

or a non-financial enterprise.

Financial Services Rendered by Non-residents

Taxation of financial services, with credit to business customers for tax charged by financial
institutions, has a number of beneficial effects. It removes tax cascading and strengthens the
competitive position of domestic financial institutions in international markets. It also
removes any bias for domestic business customers to acquire financial services from non-resi-
dent financial institutions, because the crediting mechanism removes any tax on this business
input. However, a bias 1s now created for consumers and portfolio investors to acquire

financial services from non-residents.

By buying financial services from foreign institutions, consumers and portfolio investors can
escape the tax on any charge for the financial service. For example, an investor would have
an incentive to buy shares through a non-resident stock broker without payment of tax on bro-
kerage services. A consumer may find it cheaper to take a loan in a country without VAT on

financial services.

In fact, such biases already exist in the case of taxable commission and fees, or where dom-
estic loan costs are higher than abroad due to tax payable by financial institutions on their
inputs. Nevertheless, the cash-flow system could increase the size of the tax advantage
associated with consumer and portfolio use of foreign financial services. As a result, the
current rules that require self-assessment (or reverse charges) of tax on imported services may
need to be extended to financial services. The self-assessment or reverse charge approach
would be necessary as it 15 for other imported services and intellectual property, because it s
impractical for the tax to be assessed at the point-of-entry.

DIFFICULTIES WITH THE BASIC CASH-FLOW METHOD

The basic cash-flow system as described above would lead to inclusion of financial services
in the overall VAT system in a manner that was consistent with the credit-invoice system and
that correctly identified the financial services tax base and allowed appropriate claiming of
input tax credits by registrants. It would also eliminate the tax cascading and competitive dis-
tortions that exist under the exemption system. However, there are a number of significant dif-

ficulties with the cash-tflow system 1n its basic form.

Two serious obstacles that have been identified in the past in respect of the cash-tlow method
were discussed in the earlier paper [Ernst & Young 1993, 78-81]. These relate to cash flow
difficulties related to the tax on borrowings and the implications of tax rate changes, most

notably at the initial implementation of the tax.

If one considers the case of a borrowing by a registrant, it is apparent that a commercial bor-
rower would be subject to tax at the ime a loan occurred, as the cash receipt associated with
the loan would be taxable as a cash inflow from a financial transaction. As a result, a com-
mercial borrower would have to find fmancing for the tax in addition to the original loan requi-
rements. This would create additional borrowing requirements and present cash-flow pro-

blems.
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The second major obstacle relates to the implications of a rax rate change. The introduction
of a cash-flow tax system would be the most dramatic example of a rate change as the rate rose
from zero to the prevailing VAT rate. Rate changes would create significant problems for the
start-up of the basic cash-flow systemn and transitional problems during any subsequent rate

adjustment.

A simple example of the introduction of a cash-flow system is presented in Chart 5. This
raises the same issues as a rate change, since it is equivalent to a rate increase from 0 to 10 per
cent. The example looks at the position of a business borrower with a loan outstanding of $100
at the point a tax is introduced. Without any special adjustments, the business receives a wind-
fall on its cash cutflow associated with the repayment of the loan. In the example this would
be $11.50. Clearly, this would be inappropriate.” The result occurs, because the business bor-
rower receives a credit in respect of the full interest component, and the full capital compo-
nent, without having paid any tax at the time the borrowing occurred. Under the cash-flow
method, the credit for the full amount of interest is reduced to a net amount equal to the tax on
the financial service through the tax/credits on the capital flows. For this to function correct-
ly, the tax rate on the cash inflow must be the same as the credit rate on the cash outflow upon
the debt repayment. Clearly, this condition is violated any time the tax/credit rate changes.

7 If one added the government to the picture under the assumptions in Chart 1 of the illustrative example, it would still be
collecting only the $0.80 ar the bank level in respect of the tax on the difference between the lending and deposit rates of
interest. The governmeut would thus snffer a large windfall loss in respect of the situation shown.

19}
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As was outlined in the earlier study, the rule that would create neutrality in this situation is
conceptually quite straightforward: "Where there is a tax rate increase, all registered persons
should be required to pay an additional tax equal to the tax rate increase multiplied by the
excess of financial liabilities over financial assets just prior to the rate change. The effect of
this rule is to start the systern, because any value-added occurring after the adjustment will be
taxable in the same fashion as [described earlier], while all value-added prior to start-up is era-
sed by the start-up adjustment”.[Ernst & Young 1993, 81]

While this 1s conceptually correct, it would lead to considerable controversy in practice.

Borrowers would likely perceive the tax at start-up or under later rate changes on outstanding
debt amounts as a retroactive tax on debt. There would thus be considerable political cbjec-

L1 3 Lk 3

tions to this aspect of implementation. Moreover, rate increases would have cash flow effects
for all net debtors, as they would have to finance the additional tax assessed on account of the

rate change.

It should be noted that both of these difficulties in the functioning of the cash-flow mechanism
relate to financial inflows and outflows of a capital nature. Current transactions (e.g., fees and
commissions) do not raise problems of the type described.

A third significant difficulty relates to secondary market transactions. In the discussion of
design issues, it was pointed out that the zero-rating of tramsactions with non-residents
was problematic in the case of secondary market transactions. The beneficiaries of the
service are not always identifiable where agents are involved and it is impossible to
allocate margin in transactions that do not reverse and both residents and non-residents are

involved.

Secondary transactions also create other potential difficulties, because they may alter the
characteristics of a situation for tax purposes from those that would apply after the initial
transaction. For example, a bank may lend funds to a commercial borrower, which
may claim input tax credits in respect of the loan. Assume the loan is securitized and sold
to a non-registered person for whom the loan becomes a portfolio investment. As a
portfolio investment, the person acquiring the loan would not be subject to tax on their
financial margin on the loan. Should the commercial borrower still have access to input tax

credits in that case?

A final difficulty with the basic cash-flow model related to the complexity of the cash
flow calculations. All non-financial registrants with financial transactions would be required
to apply the cash-flow system. Most small businesses would find the calculations confusing.
There would appear to be an inordinate amount of record-keeping burden for the small,
but frequent, banking deposit and withdrawal transactions. This would be in aid of what
could be relatively small input tax credit eligibility in comparison to the volume of transactions

recorded.

SUMMARY OF THE STRUCTURE OF THE BASIC CASH-FLOW SYSTEM

The foregoing discussion has considered the main design issues in the operation of the basic
cash-flow system. It is useful at this point to provide a summary overview of the system and
its implications. The following part of the paper will present two alternative approaches to



h-flow system to financial services, Their intent is to achieve the same results

as the basic cash-flow in dealing with the problems of the exemption system, while ehm—
inating or mitigating the difficulties identified in the previous section.

The summary overview is useful, both because the general structure is repeated in the alterna-
tive mechanisms and also because it will serve as a useful reference in understanding the

various approaches.

Chart 6 sets out the basic approach to taxation of financial services under the cash-flow
model. In the chart, financial services are divided into fee and commission services which are
taxed in equivalent fashion to other supplies under the credit-invoice system. The remaining
financial services are margin services and these can be divided into those invoiving registered
instruments and those involve bearer instruments. For registered instruments, the
cash-flow systemn essentially creates a credit-invoice system, with the same ultimate results
as apply to other supplies. The cash-flow method permits zero-rating of registered
transactions with non-residents, and allows appropriate input tax credits to domestic business

customers.
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However, bearer transactions pose difficulties in zero-rating of services rend n
dents. Where both the cash-inflows and cash outflows associated with a bearer instrument
occur to/from non-residents, they can be removed from the tax base without much difficulty.
On the other hand, in the case of mixed transactions where only either the cash inflows or the
cash outflows are with non-residents, (and the other part of the cash flow occurs with resi-
dents), the cash flow model does not provide any guidelines for the allocation of the financial
margin between the resident and the non-resident customers. Hence, the difficulties in the
zero-rating of services to non-residents.

Chart 7 provides another summary view of the treatment of various cash flows from financial
instruments under the basic cash-flow system. It sets out the possible cash-flows of consu-
mers, financial istitutions, and registered businesses other than financial institutions. Shaded
portions of the chart represent cash flows that directly enter the tax computations. It highlights
the fact that cash-flow tax computations are required of financial and non-financial businesses
only. Even though services rendered to consumers by financial institutions become taxable,
consumers do not do any cash-flow computations. For financial institutions, only activities
carried out in the course of business are taxable. Cash-flows from and to shareholders are not

taxable, nor are non-business portfolio investments.

To and from

sharaholders

Own-account i Own-account

Related to | portfolio portfolio
personal loans, investments ] investments

deposits, and

in the course in the course

_por tiolio £ ] of business: of business:
Investments '

- to/from registered - to/from registered
persons persons

- to/from unregiste- - to/from unregiste-
red persons red persons
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Registered busmesses other than fmancial institutions perform the cash-flow tax computations
mainly to receive the benefit of tax credits in respect of taxable services rendered by financial
institutions. As such, they should include in their tax computations only the cash-flows to and
from financial institutions. However, as discussed in the section on main design features of
the cash-flow method, the consequences of letting businesses also include cash flows from
other persons in the tax computations are not serious and they could be allowed to do so if it

were simpler.

Chart & provides a similar summary view for transactions with non-residents. The key point
to note is that all situations are non-taxable through zero-rating, or as portfolio or similar ac-
tivities, with the exception of the financial transactions of financial institutions related to bea-

rer instruments.

To and from
shareholders

Own-account
portfolio
investments

Related to Related to

personal loans, § Iy
deposits, and s portfolio or
portfolio o business

investments - transactions
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CASH-FLOW METHOD WITH TAX CALCULATION ACCOUNT

This part of the study develops two variants of the cash-flow method. These are referred
to as the:
» (Cash-flow method with tax calculation account (TCA)

« Truncated cash-flow method with tax calculation account {TCA)

These two methods are designed to deal with most of the main difficuities associated with the
use of te basic cash-flow method. Both of these approaches are cash-flow tax systems for
financial services and most of the discussion on design issues apply equally to them. The essen-
tial difference is the use of the TCA as a fundamental element in the operation of the system.

CASH-FLOW METHOD WITH TCA

Two of the main difficulties identified in respect of the basic cash-flow system was cash-flow
problems related to payment of tax at the time of borrowing and transitional adjustments at the
start-up of the system or at the time of a rate increase. In all these cases, the difficulty arises
only in respect of margin services involving cash inflows and outflows of a capital nature. The
treatment of fees and commissions, and cash flows of a current nature related to margin ac-

tivities do not lead to any problems.

The tax calculation account (TCA) is a tax suspense account created to obviate the payment of
tax by taxpayers and of credits by government in the period cash inflows and outflows of a
capital nature occur. Tax that would otherwise be payable/creditable is instead debited/credi-
ted to the TCA account and carried forward to the period where the capital transaction is rever-
sed. The TCA mechanism thus allows deferral of tax on cash inflows and of tax credits for
cash outflows. However, these deferrals are subject to interest charges at the government bor-

rowing rate.

The following section describes the basic features of the TCA and subsequent sections deal
with special issues that arise under the TCA concept. The final sections of this part of the
study outline a truncated version of the cash-flow system with TCA. The truncated version of
the cash-flow tax with TCA is designed to deal with one of the other main difficulties identi-
fied for the basic cash-flow system, namely the considerable complexity involved in non-
financial registrants applying cash-flow accounting to their financial transactions in order to
determine the amounts of input tax credits available. Such complexity would be equally pro-
blematic if small business registrants had to carry out the record-keeping and computations for

a cash-flow system with TCA.

Basic Features of the TCA

The basic features of the cash-flow method with a TCA can be briefly summarized as follows:

» Tax payments on cash inflows related to a financial instrument (whether an asset or a liabi-
lity} debited to the TCA.
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» Input tax credits on cash outflows related to a financial instrument credited to the TCA.

« Net balance in the TCA subject to an indexing adjustment at the government borrowing rate.
(As will be discussed later, a short-term government borrowing rate is a proxy for the pure

rate of interest)

+ A balance in the TCA is payable (or refundable, if negative amount) periodically, after sub-
tracting a notional amount equal to the tax rate times the value of the financial instrument at

the end of the period.

Charts 9 and 10 illustrate the operation of the TCA for a $100 loan and deposit transaction res-
pectively, assuming that the interest and tax rate values are as used in earlier illustrations. Under
the full cash-flow methed, both the bank and the business registrant would have TCA accounts.

It is assumed, in this example, that the deposit and loan occur at the end of period 1 and there
are no current interest amounts in that period. The deposit and loan are both assumed to be

repaid at the end of the second period.

In chart 9, the bank has made the $100 loan, leading to a cash outtlow and thus a credit
balance of $10 in the TCA. There will be a negative $1.20 indexing adjustment added at the
end of the period. The repayment of the loan will lead to a cash inflow of $100 and a debit of
$10in the TCA. Receipt of loan interest of $15 will result in a debit entry of $1.50. The balan-
ce of these entries is a positive amount of $0.30, which must be paid to the government as tax.

In chart 10, the operation of the TCA for the $100 loan is described. The cash inflow
of $100 gives rise to a debit of $10 in the TCA. Indexing at 12% for the period results in a fur-
ther debit entry of $1.20. The withdrawal of $100 as a cash outflow gives rise to a credit of $10,
while the interest payment results in a further credit of $0.70 in the TCA. The balance after
all of these entries is a debit balance of $0.50, which is payable to the government as tax.




It can be noted that the total tax payable by the bank is $0.80 in respect of both transactions,
the same amount as calculated for a complete deposit/loan transaction in the earlier examples

using the basic cash-flow approach.

The charts can also be used to indicate the implications of a situation in which the interest pay-
ments are made in the period, but the loan and deposit principal amounts are not repaid. In
that case, there 1s no entry for the loan repayment or deposit withdrawal in the two charts, and
no associated debit and credit entries in the TCA. However, because the accounts are still
open since they contain an asset and a liability respectively, a calculation of the notional value
of the debit/credit that would be associated with closing out of the account needs to made as
described in the summary of the system above. This ensures that any tax or credits actually
paid are not related to capital amounts. The notional adjustment as defined earlier 1s carried
out by "subtracting a notional amount equal to the tax rate times the value of the financial in-
strument at the end of the period.” This calculation is, in effect, equivalent to simply moving
the loan repayment entries one line lower in chart 9 to be shown as a loan closing value, and
the deposit withdrawal entries one line lower in chart 10 to be shown as the deposit closing
value. The tax and credit calculated for the two accounts is then identical to that just described
where the accounts are closed by a loan repayment and a deposit withdrawal.

The TCAs in the books of a business borrower or a business depositor would be the mirror
images of the TDAs for a loan or a deposit in the books of the bank. For example, a business
firm with a $100 loan from a bank, will have an initial debit entry of $10 (at tax rate of 10%)
in the TCA, to which indexing of $1.20 will be added at the end of the year. Payment of
interest of $15 on the loan in the year will result in a credit of $1.50. Finally, repayment of
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the loan will result i a credit of $10 for the cash outflow associated with the repayment. The
overall balance will be a a negative amount of $0.30, which would be refundable to the
business as an input tax credit. This is the mirror image of the $0.30 tax calculated by the bank
in its TCA for the loan to the business. This example shows that the net tax payable of the

bank TCA becomes the tax creditable as per the business borrower TCA.?

As can be seen from the examples, the TCA system eliminates any cash-flow problems by
deferring tax payments and credits on capital transfers. For example, the commercial borro-
wer 1s no longer required to remit tax because of the inflow of funds from the loan in
period 1. All that happens at the ime of borrowing is that an amount is credited to the tax cal-

culation account,

Despite the fact that the government does not receive the tax in respect of inflows of cash rela-
ted to borrowings, it 1s at little risk in revenue terms. The expectation 1s that the amounts that
would otherwisc be remitted will be reversed by a tax credit for the capital outflows associa-

ted with loan repayments and interest.”

The TCA balances can be harnessed to deal with tax rate changes. The outstanding
TCA balances would be grossed up at the time of a tax rate increase so that the tax/credit in
respect of capital flows before or after the change 1s the same as the tax/credit adjustment in
respect of the reverse flows after the change. Similarly, a tax rate reduction would be handled
by grossing-down TCA balances at the time of the rate change. As a result, there would
be no immediate cash-flow consequences from the rate change for either government or busi-
nesses, and tax/credits would be correctly calculated at the new rates subsequent to the rate

change.

The introduction of the system would proceed in the same manner. A debit/credit balance
would be created in the TCA at the start of the system equal to the tax rate times the value of
a given financial hability or asset. There would be no cash flow consequences of this opening
adjustment for business at the start-up, and subsequent tax/credits would then be determined
under the general procedures described above.

The creation of the TCA will create a cash-flow benefit or loss depending upon whether the
taxpayer has net cash outflows or inflows as a result of financial transactions in a given
period. However, this benefit or loss is fully offset by the indexing of outstanding TCA
balances by the government borrowing rate. As the example indicates, all participants are left
in the 1dentical position to what they would be under the full cash-flow system.

* Ttis useful to observe at this point that it is this mirror image characteristic which is used in developing the truncated ver-
sion of the systern. Under that system, al! the calculations would be done by the financial institutions, which could carry
separate TI?As for each customer. This would not only identify the tax payable by the bank in respect of the financial ser-
vices provided to the customer, but alse provide the means by which the bank could provide an invoice for taxes paid,
which would allow a business customer to claim for input tax credits.

?  One situation where there would not be an offsetting entry would be as a resnit of bankruptcy. The approach in such situa-
tions was dealt with in the secrion entitled, "Treatment of Bad Debts”. and the same approache could be adopted under the

TDA system.



The charactenistics and advantages of the s

briefly summarized:
« It eliminates cash-flow problems by deferring tax payments and credits on capital transfers

» Government is at little nisk in respect of tax deferrals, because tax payment on capital
inflows (e.g., borrowings) are expected to be reversed by tax credits for capital outflows
(e.g., loan repayments), except in the case of bankruptcy

« The benefit/loss from deferral of tax or credit is offset by indexing of outstanding TCA

balances by the government borrowing rate
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Accrued Interest

An issue that needs to be considered is the calculation of tax and credits where interest accrues
during a period and no cash interest is paid. A few different situations are possible and the

implications of these need to be considered.

If one considers only the loan on the books of the bank from the previous examples, there are
two basic possibilities that could occur if an asset is one on which interest accrues, but is not
paid in the year:

» Case 1: The asset is carried on the books at its original value. In this case, the tax compu-
tations will result in a credit being available of $1.20, each year, until interest is paid. In
other words, the full indexing value would be paid as a credit to the bank. Payment of the
credit would reset the TCA to $10 for indexing in the subsequent period. If the loan was
repaid in the third period, the bank would pay tax in that period on the full interest for the
two periods, including the accrued interest for the two periods. This will have the effect of
recapturing the input tax credit received in the previous two periods.

« Case 2: The asset as valued on the companies books includes accrued interest. In this case,
the tax is paid each year on the accrued value of services rendered each vear. With the
values in the earlier examples, tax ot $0.30 1s payable in each period. The TCA than
becomes equal to the asset value on the books and is compounded into the third period at
the government rate of interest,

Under the assumption that any tax paid or credit earned in period 2 is compounded to the third
period at the government rate of interest, it can be shown that the present value of both of these
approaches are the same." Therefore, on the surface, it would not appear to be necessary for
a particular approach to be preferred over the other. The financial institution could use

® In the third case, described subsequently, where the tax times the asset value is set equal to the TDA in the second period,
all tax is payable in the third period. The tax payable in the third period is t{(1+r)*-1}L-t(1+g)L, where t is the tax rate,
r is the loan interest rate, g is the government interest rate, and L is the principal amount of the loan. In the equation, the
first terrn is the tax on the compound interest on the loan which is all received in the third period. The second term is the
valne of the TDA after two periods of compounding. It can be shown that i1s equivalent to the other two cases,
as long as the input tax credit received in case 1 and the tax paid in case 2 earn interest at the government rate in the third

period.



whichever approach it applied in its books. However, if the institution can earn a higher
rate of return than the government rate, it would prefer case 1, where it can earn a return
on the tax credit for third period. It might be noted that case 1 is equivalent to the basic
cash-flow result, where credits are paid in respect of capital flows. However, in this case, it is
the government that would be required to finance the payments of credits. Case 1 also
presents a risk to government in that it could pay input tax credits that are not subsequently
recovered due to bankruptcies. Finally, it might be perceived as a rather artificial situation in
that it amounts to the taxpayer borrowing the tax value of the indexing adjustment from

government.

Given these considerations, it might be considered necessary to specify that a refund of the
credit is not available where the TCA for a financial intermediary shows a negative balance
either because no interest 1s accrued or because the interest rate on the loan 18 less than the
indexing rate. This would result in a third case as follows:

» (Case 3: No refund of credits is available where the interest rate {and/or rate of accrual)
on the loan is less than the indexing rate. In this case, the TCA balance will be carried
forward at its indexed value. When interest is paid in the third period, the full interest
rate would still be included in the tax base. However, the indexed balance will have
the effect of requiring the payment on only the excess of interest over the cumulative
indexing adjustment over the three periods, i.e.. on the cumulative value of services over

the period.

Tax calculation account:
Illustrative Example of System Implementation

Chart 11 provides an example of the functioning of the TCA during implementation of the sys-
tem. It is assumed that the system is introduced at the mid-point of a year. If the system is to
function correctly, only one-half the value-added at the bank should be taxed for either a loan
or deposit transaction. Only the case of a loan is shown, but it is easily surmised that similar
results would occur for a deposit transaction.

At the bank, there were no tax implications when the original loan was made. At the point the
system is introduced, the current value of the loan will be ascertained, including accrued
interest. The bank will create a TCA entry equal to the tax rate times times the value of
financial assets as the starting value as of the date of implementation. In order for the system
to exclude fully value-added prior to implementation of the system, the assets (and liabilities)
that are used to calculate the TCA at implementation must include amounts for the accrued

interest on the deposit and loan.

In the example, the negative TCA in respect of the loan would be $10.72 (the tax rate of 10
per cent times the principle of $100 compounded for one-half year at 7.24 per cent, which is
equivalent to an annual rate of 15 per cent). TCA indexing is then applied for the remainder
of the vear at the indexing rate of 12% annually. The value of such indexing compounded to
the redemption point of the loan six months later is $0.63.



When the loan is repaid, the $100 loan repayment creates the usual $10 credit entry and the
interest cash flow adds a credit of $1.50. The tax payable is 15¢. This is, in fact, equal to one-
half year of value-added in respect of the loan portion of the bank's financial activities.

A similar example could be presented for a rate change. A rate change would require closing
an existing TCA just before the rate change and restarting it just after the rate change. In this
case, the opening value of the TCA balance, (which is the closing value of the closing TCA
balance at the end of the previous period), would be grossed-up to reflect the extent of the rate

increase,

Tax calculation account: Issues

To ensure that the tax calculation account functions correctly, there are a number of issues that
must be addressed. These include the choice of the indexing rate, treatment of indexing rate
outside the deposit/loan interest range, rate changes in the indexing rate, frequency of indexing
adjustments, asset valuations for system implementation or rate changes, and compliance

congcerns.

Choice of the indexing rate

The indexing rate in the cash-flow method with TCA plays the critical role of dividing the mar-
gin between borrowers and lenders. [t thus determines the size of the input tax credit that will



be available for the registered users of financial services. It also serves the purpose of
charging/crediting interest on the outstanding tax balances.

As the rate that charges/credits interest on outstanding tax balances, it should be the interest
rate that the government would have earned/paid on the tax/credit amounts had there been no
deferral. From the perspective of dividing the margins, the indexing rate should be a pure rate
of interest that does not include any margin for financial intermediation or risk premium.
Conceptually, any variation between the short-term and long-term interest rates reflects risks
{bad debt risks or market risk of change in interest rates), or value of intermediation services

From both of these perspectives, a short-term treasury biil rate would be a good approximation
of the cost of short-term monies for government and a pure rate of interest that does not contain

any risk or intermediation elements.

Indexing rate initially outside the range of the deposit and the lending rates

In some cases, the indexing rate couid initially be outside range of the deposit and lending
rates. For example, the indexing rate could be 12%, but a particular institution could have a
deposit rate of 14% and a lending rate of 22%, where the rates are locked-in for a period of,
say five years. This pattern could occur because of the term-structure of interest rates and the
institution matching deposits and loans for a given maturity period. For example, the short
term interest rates could be in the 12% range, but the 5-year interest rates could be much higher
because of the traditional upward sloping vield curve. A locked-in interest rate for a 3-year
loan implies additional market risks for the lenders, but this risk can be eliminated for the bank
by matching the maturities for the deposits and loans. The floating rates couid still be 7% for
deposits and 15% for loans as in other examples.

The 10% difference between the 12% indexing rate and the 22% lending rate could be viewed
as consisting of two components: a 3% charge for the normal banking services, and an addi-
tional 7% charge for the market risks inherent in a 5-year locked-in investment.

By the same token, the -2% difference between the indexing and the deposit rates could be
viewed as consisting of a 5% service charge by the bank to the depositor, and a reverse
7% charge by the depositor to the bank for the additional market risk the depositor was taking

by making a locked-in deposit for 5 years.

Conceptually, both the service charge and the market risk premium are a consideration for
financial services and should be included in the tax base. If the bank as well as the depositor
and the borrower were registrants, then the use of the 12% indexing rate by all three would
yield an appropriate outcome. The depositor would remit tax on 2%, the bank would remit tax
on 8% (10% service charge to the borrower, offset by 2% net payment to the depositor), and
the borrower would get credit in respect of 10% service and risk charge to the bank.

However, if the depositor is not a registrant, then the bank should not be allowed to claim a
deduction for the net service payment of 2% to the depositor. In this example, the depositor
is a net supplier of services to the bank. The service supplied is protection against the risk of
movement in deposit interest rates over the five-year period. The service provided by the unre-
gistered depositor is to be treated like any other supply by a smail supplier. It is neither sub-
ject to tax, nor eligible for a credit.
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These are clearly issues on which further input from financial institutions as well as other

H

financial experts would be essential. They need to be reviewed further from both conceptual
and administrative perspectives.

Changes in the indexing rate

Short-term interest rates change over time and thus the indexing rate would be subject to fluc-
tuations. Since deposits and loans may have fixed interest rates over a period of years, changes
in the indexing rate would result in modifications to the margin assigned to the borrowers or
lenders. A number of conditions could occur, and some of these appear on the surface to lead
to rather unusual results. The possibilities are:

» New rate still between the deposit and lending rate
» New rate lower than the deposit rate

» New rate higher than the lending rate

The first situation involves a change of the indexing rate, but the new rate is still between the
deposit and lending rate. Under this case, there would simply be a change in the allocation of
the margin between the depositor and the borrower.

If the rate goes down, the margin allocable to the depositor goes down and to the borrower
goes up. As a result, the lender would be a able to claim a larger input tax credit. This result
is equivalent to full accrual of all capital gains and losses. When the indexing interest rate goes
down, with the deposit and lending interest rates remain fixed, the depositor enjoys a capital
gain on the deposit that is locked-in ai the old, higher interest rate, and the lender suffers a
capital loss. The capital gain enjoved by the depositor could be viewed as reducing the net
payment to the bank for financial services. On the other hand, the loss to the borrower could
be viewed as an increase in the payment to the bank for financial services.

Example: Initial lending rate 15%, and indexing rate 12% imply a service charge of 3% to the
borrower. If market conditions change and the indexing rate falls to 10%, the lender suffers a
capital loss of 2% for each year the borrowing rate is locked-in. If the borrower were to pay
down the old loan immediately and refinance 1t at the rate of 13%, the bank would charge a
penalty of 2% per annum on top of the principal amount of the loan outstanding. This addi-
tional penalty would be viewed as interest or an additional service charge and subject to tax in
the hands of the bank. The borrower would receive an input tax credit in respect of this addi-
tional service charge and an ongoing credit for the regular service charge of 3%. If the ioan is
not paid-down, then the use of the 10% indexing rate gives exacdy'the same result, 1.e., credit
for a total service charge of 5%.

Therefore, the indexing mechanism has a very desirable property of automatically giving rec-
ognition to changes taking place in the implicit service charge due to market conditions.

Where the borrowing and the lending rates are floating, there are no capital gains and losses
suffered by the depositors and lenders. As a result, the indexing system should not create any
changes in the tax allocation and input tax credits. For example, assume that the initial depo-
sit rate is 7%, lending rate 15%, and the indexing rate 12%. If market conditions change, and



the indexing rate falls to 10%. then all other things remaining the same, one would expect the
deposit rate to fall to fall to 5%, and lending rate to 13%. In that case, the total tax collected
by the bank, and its allocation between the depositor and the borrower would remain the same.

A second situation with a rate change would be a new rate outside the range of the original
deposit and lending rates. In the context of the earlier examples, this would occur when, for
example, a new indexing rate of 4%, or 20% arose. A rate change giving this result is concep-
tually similar to an original indexing rate outside the range, as discussed in the previous sec-

tion.

The fact that the new indexing rate is outside the original range does not alter the basic conclu-
sion above that it yields the appropriate measurement of the value of services rendered to the

depositor and the borrower.

What is unique about this situation is that the windfall gains to the borrower or the depositor
occurring due to a change in the indexing rate are so large that they may exceed the original
service charge by the bank. The net payment to the bank could thus be a negative amount.

For example, when the indexing rate falls from 12% to 4%, the depositor with locked-in depo-
sit rate of 7%, enjoys a windfall gain of 8%, which exceeds the original implicit service
charge of 5% on the deposit. The borrower, on the other hand, suffers a windfall loss of the
same magnitude. Ideally, the borrower should receive an input credit in respect of 11%
service charge, and depositor should pay tax on the 3% net benefit received from the bank, and
the bank should get an input tax credit for this tax remitted by the depositor on the 3%
benefit, Overall, the bank would still remit tax on the same 8% net margin. However, the
allocation of this margin between the depositor and the borrower would have been altered

dramatically.

If the depositor were a registered business, the tax on the 3% profit would be recovered auto-
matically through the cash -flow calculations. The business depositor would have an initial
negative TCA balance of -10 for the deposit. After indexing at the new rate of 4%, the balan-
ce would increase to -10.40 at the end of the year. If the depositor receives 7% interest from
the bank, and makes a full withdrawal of 107, the TCA will have a positive entry of 10.7,
yielding an overall tax liability of 0.30.

However, if the depositor is a consumer, then it would be administratively cumbersome to col-
lect this tax. In that case, some ad hoc adjustments would have to be made at the level of the
bank. The adjustment could take the form of a special rule that requires the bank to use an
indexing rate for deposits than 1s not lower than the deposit interest rate. In the opposite case
of an increase in the indexing rate, the rule would require the indexing rate for loans to be no

higher than the lending rate.

Under this system, the value of services to depositors and borrowers is computed in each tax
period based on market conditions prevailing in that period, and taxes are remitted in a period
according to the tax rate applicable in the period. Because the tax is not paid in advance for
the entire period, it 1s neither desirable, nor feasible, to compute the tax on the basis of condi-
tions prevailing at the time the loan/deposit is negotiated. If the contract stipulates a fixed tax-
mcluded interest rate, the net cost to a business borrower would fluctuate depending upon the
tax credit computed for each period. If the contract fixes the pre-tax (net) interest rate, then
the gross interest rate will vary. Banks will add a variable tax component for each period.

-
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Frequency of indexing adiustments

For the system to yield the absolutely correct result, the indexing adjustment needs to be
applied on a compound basis to whatever the outstanding balance is each day over the course
of the tax period. This provides a measure of the accrual of indexing adjustment in a manner
akin to the accrual of interest. This reflects the fact that the indexing adjustment is, in fact, a
mechanism for charging/crediting interest on deferred tax balances.

To achieve the appropriate results, the frequency with which indexing adjustments would need
to be calculated would vary greatly from asset/liability to asset/liability. For fixed term loans,
calculations once a year might be sufficient, while for deposit accounts, daily compounding
would be appropriate (subject to possible de minimus rules). In practice, the legislation could
probably give institutions considerable flexibility in the choice of the frequency that they
consider appropriate, as long as it 1s calculated at the same annual compound rate,

Where interest rates change frequently, a decision has to be made whether the indexing rate
would be changed at the same time or only at fixed periodic intervals, e.g., only at the begin-
ning of a calendar month. It is largely an administrative and compliance matter. From the
government's point of view, the indexing adjustment may not imply significant revenue loss
because it merely serves to divide banks' margin between borrowers and depositors, leaving
the overall taxable margin unaffected. Of course, the division would have indirect revenue
consequences if the borrowers are businesses who claim an input tax credit, and the depositors
are consumers who cannot claim any credit. In the case of bearer transactions, an increase in
indexing rate would reduce the tax base for financial assets, but increase it for liabilities. In
reality, given that both depositors and borrowers would consist of a mixture of business and
non-business customers, and given that financial institutions would have both bearer financial
assets and liabilities, the risk of inappropriate tax planning behavior on the part of financial
institutions from infrequent indexing rate adjustments is likely to be limited.

Valuation of assets and liabilities at commencement of system or for a change
of tax rate

A valuation of financial assets and liabilities will be needed at the time of introduction of the

g ++
cash-flow VAT for financial services and at the time of any rate change. The valuation at com-

mencement is necessary to restrict the application of VAT and the availability of credits to
post-commencement services. The valuation for rate changes is to ensure that accrued servi-
ce values at the time of the change are subject to tax and credit at the old rate, and subsequent

services at the new rate.

The valuation is required only for financial assets and liabilities only. Non-financial proper-
ties do not need require valuation.

Ideally, the adjustments in the TCA should be based on fair market value of assets and liabili-
ties at the time of change. The values must include accrued, but unpaid interest. This would
ensure that the tax or a change in its rate did not have any retroactive application.

Example: Assume a term deposit of $100 at the beginning of 1994, at an annual com-
pound interest rate of 7% . Interest for both 1994 and 1995 are to be paid at maturity on

December 31, 1995,



On January 1, 1993, a VAT on financial services is introduced with a tax rate of 10%. The
indexing rate is 12%

If the deposit is valued at only $100 at the time of commencement of the system on January 1,
1995, then the TCA would have an initial balance of 10, which woeuld be indexed to 11.2 on
December 31, 1995. When the deposit and the interest for two years is withdrawn on
December 31, 1995, the TCA would have a negative entry of 11.449 (i.e., $100 principal, and
$14.49 compound interest), resulting in a net tax refund of $0.249. This result is clearly inap-
propriate because it is based on the indexing adjustment for only one year, while interest is

compounded over two years.

To achieve the correct result, the deposit at January 1, 1995 should be valued at $107. In that
case, the TCA balance at December 31, 1995 would be 11.984, After the negative entry of
11.449, the net tax payable would be $0.535. This is an appropriate amount, as it represents
10% of the 5% service charge on the January 1, 1995 outstanding loan balance of [07.

In the case of loans, any loans that had become bad or doubtful before the commencement of
the system should be discounted and valued at their realizable value. Otherwise, the system
would result in the bank obtaining a tax credit for bad or doubtful debts that had occurred
before the commencement of the system, but that were not written-otf in the books until after

the commencement of the system.

Difficulties with the Cash-flow Method with TCA

The cash-flow method with TCA retains most of the design features of the basic cash-flow
method, while providing a mechanism to deal with the financing of tax on loans and changes
in tax rates, two fundamental problems with the basic cash-flow method. It thus represents a
considerable advance in the search for an implementable cash-flow tax. Nevertheless, a num-

ber of difficulties do remain.

The cash-flow method with TCA would require non-financial businesses to carry out all the
calculations for the TCA and record-keeping for financial transactions that would allow them
to claim input tax credits for the tax payable in respect of financial services. The compliance
burden on businesses associated recording debit and credit entries in the TCA for each bank
deposit and withdrawal and applying the indexing adjustment would be considerable. This
would be a significant negative aspect of the method, which is designed essentially to allow
businesses access to the input tax credits. As will be seen in the following sections, a modifi-
cation of the cash-flow tax, referred to as the truncated method, has been developed as a res-
ponse to this particular concern.

The cash-flow method with TCA necessitates the choice of an indexing rate. Under the basic-
cash-flow method, the indexing rate operates implicitly. When the indexing rate falls outside
the range of the deposit and lending rates, special rules may be needed. These are designed to
deal with the problem that correct application of the system in such circumstances would
require collection of tax from non-registrants. However, the potential approach noted may
create some difficulties. As was indicated in the discussion, this is an issue on which consul-

tation and further analysis is required.



The use of a specific indexing rate under the TCA method does create some tax planning
opportunities to minimize tax and to maximize input tax credit, which are not available at all,
or to the same extent, under the basic cash-flow method. For example, in the case of a loan
from a private individual, the cash flow model requires a pre-payment of tax by the borrower
and a subsequent credit when the loan is repaid. This system results in a net credit or benefit
to the borrower only if the initial tax can be financed at an interest rate lower than the borro-
wing rate for the loan. While this is a crucial assumption for the design of the cash-flow
system, in reality it may not be possible for individual borrowers to obtain such financing for
the prepayment of the tax. Thus, the need for any restrictions on the inclusion of cash flows
to and from unregistered lenders is not significant under the pure cash flow method. However.
under the TCA system, the tax does not have to be pre-paid to the government. It is deferred,
and subject to an interest rate charge, in the form of indexing adjustment, which is, by design,
lower than the interest rate on the loan. As a result, the system always results in a positive
benefit from the inclusion of the loan cash-flows in tax computations. Hence, the need for
special restrictions on inclusion of transactions with unregistered persons.

Summary of the Design Features of the Cash-Flow Tax with TCA

Table 2 summarizes the main design features of the cash-flow tax with TCA. It 1s directly
comparable to Table 1, which summarized the main design features of the basic cash-flow

system.
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TRUNCATED CASH-FLOW METHOD WITH TCA

The truncated cash-flow method with TCA is a version of the cash-flow method with TCA that
is designed to simplify compliance requirements for non-financial registrants. The complexi-
ty of record-keeping and of calculations of indexing adjustments for this group was noted as a
difficulty with the cash-flow method with TCA. Basically. the simplification is achieved by
basing tax computations entirely on the computations performed by financial institutions,
which would be in a position to the necessary information as a consequence of their own com-

pliance with the tax.

Outline of Truncated System

Under the truncated version of the tax, VAT would be applied to:
» Financial services rendered for a fee or commission

+ Profit margin on financial instruments acquired by a financial institution for the purpose of
resale

+ Interest spread on deposits and loans by financial institutions



For financial institutions. the system would, in fact, be identical to the non-truncated

system.

The system would not require any special rules for the supplies of financial services that are
charged for on a fee or commission basis. Common examples of such services are charges by
investment brokers, for deposit account services and for property and casualty insurance
without a significant savings component. Tax could be applied to the fee or commission in the
normal fashion. Registrants eligible for the input tax credit could then claim an input tax
credit, if the services were acquired for use in a taxable activity. The mechanism could be the

normal credit-invoice system.

The financial institutions would be subject to tax on the profit margin of financial instruments
acquired for the purpose of resale. Their inclusion in the tax base reflects the discussion pre-
sented under the section entitled "Secondary Market Transactions”™ in the discussion of the
main design features of a cash-flow tax. The tax would be calculated under the cash-flow
method with TCA. No input tax credit would be available to the business customers of the
financial Institutions in respect of the tax collected from this source.

The interest spread on deposits and loans by financial institutions would be subject to VAT in
respect of the associated services. This tax would be calculated on the cash-flow method with
TCA, as discussed in the earlier section of this paper. However, the key feature of the trunca-
ted version of the tax would be that, as part of its own calculations of tax, the financial in-
stitution would also determine the tax in respect of the value of financial services provided to
its commercial customers. It would then issue a tax invoice specifving the amount of such tax
and the customer would be able to claim an input tax credit if the service was used in a com-

mercial activity.
In summary, key features of the truncated version as far as input tax credits are concemed are:

+ Allow an input tax credit to a registrant in respect of:
- Fees or commissions for financial services acquired for use in taxabie activities
- The service element of interest on business deposits with and business loans from a regis-
tered financial institution

* Do not apply credit adjustment in respect of margin services in respect of bearer trans-
actions

Truncated Cash-Flow System: Design Issues

The truncated cash-flow system with TCA 1s similar to the cash-flow method with TCA, with
the exception that the TCA calculations are required by the fmancial institutions only. The
simplification thus achieved is based on the fact that the TCA calculations by customers of a
financial institution are a mirror image of the calculations by the financial institation.

Under the truncated system, for loans and deposits with a financial institution, the TCA cal-
culations could be done by the financial institution, with a periodic statement issued by the in-
stitution for the net tax credit claimable by business customers. With the exception of indexing
adjustment, the TCA entries would equal the tax rate multiplied by the entries in the deposit
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or loan account. The resulting statement issued to the customer by the financial institution on
the basis of TCA calculations becomes a tax invoice and serves the same purpose as a tax

invoice for non-financial goods and services.

While other design issues and the conclusions in respect to them are to a large degree equiva-
lent to those discussed in respect of the other cash-flow methods, there are a few cases that

require special consideration.

Bearer instruments

The only difterence between truncated and the standard systems would be in the treatment of
bearer instruments. Under the cash-flow method with TCA, VAT registered customers
could include cash flows in respect of bearer instruments bought from financial institutions in
their TCA calculations, if it were to their advantage. Under the truncated method, they
do not perform any TCA calculations, but claim input tax credits on the basis of tax invoices
issued by financial institutions. However, in the case of bearer instruments, the financial in-
stitutions may have bought the instrument from one customer, and sold it to another and would
have no way allocating the margin between the two. It may not even have adequate informa-
tion about the identity of the customers. It thus is not in a position to carry out the necessary

calculations.

Therefore, while financial institutions still include bearer instruments in their cash-flow tax
calculations, they issue tax invoices to their customers in respect of registered instruments
only. Thus, no input tax credit would be allowed io business customers for the tax on profit
margins eamed by a financial institution on a bearer instrument,

Aigiel

It should be recalled that under the basic cash-flow method, non-financial businesses can
include bearer transactions of various types if it is to their advantage. The three systems all
exhibit some differences in respect of bearer transactions. As a consequence, it may be useful
to summarize the treatment of the service margin on bearer instruments under each of the three

cash-flow systems outlined in this study.

Fegrer [nstruments

OFf Non-Fimzmelial Bonsimesses

Transactions With  Cash-flow Maodel Cash-flow With TDA Truncated Model

Registrants Included Included Excluded
Non-Registrants Included Excluded Excluded

This limitation of the truncated system is of concern only where the bearer instruments are
acquired by business customers in connection with their business activities other than portfolio
investments. It needs to be explored whether the volume of such transactions is significant and
would be a source of serious distortion.
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To minimize the accounting burden of TCA calculations for each individual deposit and loan
account, financial institutions could be required to issue tax invoices only where the net tax is
expected to be in excess of a specified minimum threshold

Assuming a service charge of 3% per annum, and tax rate of 10%;, a threshold amount of $100
would require tax invoice to be issued only in respect of loans in excess of 33,333, Financial
institutions could have the choice of issuing tax invoices for smaller amounts if they so

choose.

Financial institutions could then calculate a single TCA for such small accounts. This is
possible because the TCA calculations are completely additive, and there is no difference in
the financial institution's tax liabilities whether the calculation is done on an account-by-
account basis, in aggregate, or in a set of calculations by type of asset/liability. The
calculation of a single TCA for smaller acccounts could be a purely transitional measure,
to allow time for the institutions to gain familiarity with the method. It might be considered
politically objectionable if it were interpreted as a penalty on smaller businesses, by making

the input tax credits unavailable.

Changes in the indexing rate

The issues that arise in respect to changes in the indexing rate and the indexing rate falling out-
side the range of the deposit and lending rates are the same as those under the standard cash-
flow method with TCA. Namely, they creaie situations where the correct operation of the
system would require calculation of tax from non-registrants, because, they, in'effect, begin to

supply financial services to financial institutions.

It was noted that the special rules that might be needed as an alternative to the application of
tax to non-registrants under the cash-flow tax with TCA would be an undesirable element of
such a situation. However, the special rules for minimum and maximum indexing rates are
easier to implement under the truncated version, where the calculations are done for each indi-
vidual account separately. The limitation could take the form of a simple restriction that the

TCA for any ioan or deposit would not resuit 1n a net tax refund.

Difficulties with the Truncated Cash-flow Method with TCA

The difficulties with the truncated method, with two exceptions, are similar to the difficulties
with the cash-flow method with TCA. These revolve around the choice of the indexing rate.
The truncated model eliminates tax planning opportunities in transactions with unregistered
persons (by basing tax credit claims on tax invoices issued by financial institutions). It
responds to the other major difficulty, the complexity of calculations with non-financial regis-
trants. It would also be somewhat easier to administer, due to the reduction in the number of
taxpayers, who would be performing the necessary computations.

The principal new difficulty relates to the lack of input tax credits in respect of bearer
transactions with financial institutions. As was mdicated in the discussion, this needs further

analysis as to importance and potential mechanisms to deal with the issue.
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Summary of the Truncated Cash-Flow Model with TCA

Table 3 provides a summary of the main design features of the truncated cash-flow method
with TCA. It can be compared directly to Tables 2 and 3 to identify differences relative to the
basic cash-flow method and the cash-flow method with TCA.
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FEATURES COMMON TO ALL THREE METHODS

The discussion up to this point has focused on those financial activities which would be signi-
ficantly affected by the cash-flow tax approach adopted. Other financial services, which
would raise few issues in the application of VAT and/or which would be subject to the same
rules whatever the approach adopted have been ignored except in passing." This section
considers a number of these services, namely fee and commission services, investment funds,

life insurance and property and casualty insurance.

Fee and Commission Services

As has been indicated in the discussion in this paper, financial services that are paid for
through fees and commissions are taxable under the nommal credit-invoice system. These
include such services as advisory, management and data processing services; transactions in
numismatic items; safety deposit box rentals and debt collection and other such specifically
identified services. Such examples of these types of services are already taxable under VAT
systems, and do not raise special issues from the perspective of a cash-flow tax.

There are a few instances where the cash-flow system may yield inappropriate results that
require special consideration. They relate to activities that may be conducted on either a fee
or commission basis, or as a margin activity. Major examples of these include the purchase

" [Ernst & Young 19931 contained a discussion of the main types of financial services and the general approach to their
taxation under current VAT legislation.
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for resale of financial instruments in secondary markets and the factoring of financial instru-
ments, such as receivables. Combination of fee and commission services with margin services
taxable under the cash-tlow method could lead to tax avoidance opportunities with respect to

such transactions.
The tax avoidance opportunity can be readily described through a simple example.

Example: A domestic factoring company buys merchant receivables for the face value of $100,
but charges a fee of $5. The company subsequently sells the receivable to a non-resident for
$97. The net amount taxable in the hands of the domestic factoring company is $2 (fee of $5,
less loss of $3 on the sale of receivable). If the merchant is allowed to claim a credit in res-
pect of the full fee of $5, the government suffers a net tax loss.

In the above example, the non-resident is providing financial services of $3, in the form of the
margin between the buying price of receivable and the ultimate recovery of $100 from the pay-
ment in respect of the receivable. This charge is not taxable, but could be included in a cre-
ditable amount of a domestic registrant

The combination of fee and margin services may require some mechanism to make the servi-
ce charge received by the non-resident financial institution subject to the domestic tax. This
1ssue requires further consideration to identify the relevant opportunities for such avoidance

activity and to specify the appropriate rules.

Treatment of Investment Funds

Investment/mutual funds could be treated the same as unregistered individual investors, pro-
vided all of the fund management services are provided by other registrants on a txable basis.
In these circumstances, the fund would not have any employees. All of the profit eamed by
the fund is to be viewed as investment income earned on behalf of individual investors. Under
these conditions, the fund would not have any value-added and could thus be excluded from

the obligation to perform the computations.

On the other hand, funds with loans to other registrants may wish to elect to be treated as

iaxable financial intermediaries. If they were 1ot considered registraits, the tax paid by the
fund on management services would not be creditable, even though a part of these services
were indirectly for the benefit of the business borrower.

Where the funds provide loans to other registrants were perinitted to be taxable persons, they
would remit tax on the service component of their interest charge (defined as the ditference
between the interest rate and the TCA indexing rate), but claim a credit for the tax paid on fund
management fees. The tax on the service component of interest would, in tum, be creditable

to the business borrower.

Property and Casualty Insurance

In the earlier report [Emst & Young 1993, 42-46], it was indicated that what was effectively a
variant of the cash-flow method could be applied directly to pure insurance. The method
essentially involves taxing the premium payment as a financial inflow under the cash-flow
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method, while allowing input tax credits for the tax on any replacement property bought
as a result of the insurance. An example was provided of the treatment of an extended war-
ranty under this method, bui the approach is equally applicable to property and casualty in

general.

Under the cash-flow method applied to property and casualty insurance, the full premium is
subject to taxation. When the purchaser is a business, an input tax credit can be claimed for
the tax paid. When there 1s a claim, the insurer can claim an input tax credit in respect of the
VAT paid, if the insurer purchases the replacement property directly. On the other hand, if the
insurer pays out funds to the policy holder to settle the claim, the insurer would be allowed to

o - | 214 11vr i re-
claim the same input tax credit as it would have received if it purchased the replacement direct-

ly. The business customers, however, would be required to include the cash payments in its
tax base. When the cash was used to purchase replacement goods, it would then be eligible to
claim an input tax credit for the tax paid on the replacement goods.

The insurance company could bc investing cash-inflows from the premiums into loans and
other financial instruments. It would alse include such cash flows into the tax computations.
It would, in effect, be providing insurance services to policy holders, and credit services to per-
sons to whom the surplus funds are lent. It would create a TCA for the loans advanced. Where
the borrower is a business customer, it would be able to claim a credit for the tax on the ser-

vices rendered by the insurance company.

The system does not require any reserves, because the deductions provided for investment out-
flows replace the reserve deduction. However, there 1s a need for further consideration of the
opening adjustments to create a TCA at commencement. The opening adjustments could re-
late to pre-paid premiums and unsettled claims.

Life Insurance with Savings Component

For life insurance (and other insurance with a savings component), the cash-flow method with
TCA can be used to make the VAT system operable, even where there is a substantial savings

component in policy premiums.

Consistent with the cash-flow approach, the full insurance premium is included in the tax base
of the insurance company as a cash-inflow. The savings component of the premnium is treated
as a cash-inflow in the form of a deposit/loan from the policyholder. As m the case of
property & casualty (general) insurance companies, there will be a deduction for the actual
investment outflows where the saving component of the premiums is invested. This deduction

for the actual investment obviates the need for reserve deductions.

Claims and cash payments on policy surrenders are then cash outflows, and thus give rise to a
tax credit to the insurance company. The reduction in the savings component of the policy is
treated as a deposit withdrawal, with appropriate credit adjustment to the TCA. Any claims
over and above the savings portion of the policy are eligible for an input tax credit outside the

TCA mcchanisrn

At the commencement of the system, the TCA is debited by the tax rate times the aceumuiated
investments of the insurance company, which represents the savings component of the insu-
rance policies in force at that time. Tax rate changes could be accommodated in the usual
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fashion by grossing-up or-down the balances in the TCA. These adjustments of insurance
companies require further review and development.

ISSUES FOR FURTHER REVIEW

The report has discussed the basic cash-flow method for the treatment of financial transactions
in detail, including the main design issues. It has also presented two additional operational
methods for implementing the cash-flow method, which deal with the major difficulties that
have been perceived with the approach in the past. These alternatives are based on the concept

of a tax calculation account. In the review of the basic-cash flow method and the TCA-based

alternatives as reported in this study, a number of specific issues have been identified that

require further analysis and review.

The issues identified as requiring further review are:

+ Bias for non-registrants to import financial services without paying any tax e.g., a pen-
sion fund buying shares abroad at a price that includes the dealer’'s commission

 Availability of a tax credit to a borrower for loans from banks that are subsequently trans-

ferred to a non-registrant?
» Risk to government from non-recovery of tax from bankrupt borrowers.

» Tax avoidance through substitution between commissions and profit margin, i.e., the com-
bination of higher fees and a negative margin.

» Review of transactions in hybrid and derivative securities

+ Review of a vartety of specific transactions to test the soundness of the basic system

s Measures to simplify compliance and administration

As well as further analysis of the specific design issues identified above, there are two im-
portant steps that would aid in moving the approach towards an operational level and ensuring

its feasibility.

First, the viability of the system should be tested by doing a hypothetical application of the
rules to the actual operations of a selected group of financial institutions.

Second, there is a need to assemble a group of experts to prepare a draft of the legislative rules.
This process 1s necessary to identify situations that warrant special consideration and also to

assess the viability of the system.









PART |

INTRODUCTION

This study considers the taxation of insurance and bullion under a cash flow method of VAT.
Ernst & Young prepared two earlier studies looking at the taxation of financial services under
a VAT." The firsi siudy concluded that the cash tlow approach had the greatest potential among
the alternative methods (including the addition and subtraction methods) that have been dis-
cussed as a means of extending VAT to such services. The second study analyzed in detail
ways of applying a cash flow VAT to banking services. In particular, it identified two oper-
ational systems referred to as the cash flow method with tax calculation account (TCA), and
the truncated cash flow method with TCA. These two variations were developed to deal with
various difficulties that heretofore had seemed to make adoption of a cash flow method
impractical. The truncated cash flow method with TCA seems to hold considerable promise
as an alternative to the present exemption for financial services. However, various major
issues need to be studied in detail before this promise is confirmed. The current study looks
at how the cash flow method could be applied to the various types of insurance arrangements

and bullion.

Part II of this paper reviews the major issues arising in applying a cash flow VAT, including
the truncated cash flow method with TCA, to financial services provided by insurers. Part ITT
considers additional issues that need to be considered in applying such a tax to insurance ac-
tivities. Part IV explains the issues that arise in the application of the tax to bullion.

' Ermst & Young [1993]. "Treatment of Financial Services Under a VAT". (Toronto). Poddar, Satya, Morlev English and
Pavid Leslie [1994]. "Treatnent of Financial Services under a VAT: Further Exploration of the Cash-fiow Method of

Taxazion”. (Emst & Young: Toronto).
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PART 2

@ SFasu N

TAXATION OF INSURANCE SERVICES: BASIC CONCEPTS

BACKGROUND

Insurance represents an arrangement in which one party (the insurer) assumes the risk for cer-
tain types of liabilities in return for premiums or other financial payments from a person being
insured (the policy holder). There are a wide variety of arrangements which involve, in effect,
insurance services. Therefore, the discussion of taxation of insurance services covers not only
general insurance (sometimes called property and casualty insurance) and life and heaith in-
surance, but also such arrangements as warranties, reinsurance, guarantees, certain types of

hedges and any other mechanisms with the same attributes.

The key factors involved in insurance contracts as distinct from other types of goods and ser-
vices relate to the time between premiums and claims, and the uncertainty attached to the
claims. The time element relates to the fact that an insurance company agrees to reimburse its
policy holders at some time in the future in return for the receipt of a premium currently. For
property and casualty insurers, this time tends to be relatively short (one year or less), while
for life insurance it may stretch over decades. The uncertainty feature relates to the fact that
the size and timing of claims is not known, and must be estimated based on past experience
and other information by the insurance company in designing and pricing (setting premium
levels) policies. In some types of insurance, individual policy holders may not know if they
will receive claims reimbursement. This is the case in general insurance contracts and term
life insurance. In other types of insurance, the policy holder may eventually be certain of a
cash receipt, but may also be entitled to an earlier payment under certain conditions. Life in-
surance policies with a specified payout upon some termination date are of this type. Payment

will occur earlier upon the death of a policy holder.

From the insurer's perspective, the time and uncertainty aspects of insurance lead to two key
operating characteristics. First, the insurer can invest premiums received and earm a return on
the investment. Second, the insurer will have to write a large number of policies in order to
diversify the risk. In life insurance, much of the risk can be removed by pooling it with other
risks. Since the prospective size of the claim under each policy is often known and actuaries
have been able to estimate the pattern of payouts fairly accurately, pooling the risks across a
large number of policy holders can largely eliminate the risks to the insurer. For general in-
surance, it may not be possible to eliminate as much of the risk. The size of claims is less
certain and there may be a considerable degree of covariance of claims for an individual
company (for example, natural disasters may atfect most properties over a wide area). In order
to deal with this, insurers will attempt not only to diversify risk, but will use such techniques
as reinsurance (insurance on the insurance written) and careful determination of the equity
capital required to support a given pattern of policies as part of its business planning.

For many purposes, insurance is often divided into the two categories of life and health in-
surance and property and casualty (or general) insurance. Life insurance provides financial
protection against the risk of mortality over a period of time. The life insurer provides this ser-
vice by pooling the risks on a large number of lives either directly or through reinsurance
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arrangements with other companies. Property and casualty insurance provides financial

protection against loss of or damage to property as well as losses due to injury to third parties
and related claims. Again, it does this by pooling the risks over a large number of parties with

similar potential liabilities.

In order to describe the application of a cash flow tax to the financial services provided by
insurers, this paper utilizes various models of insurance activities to present and analyze
results. The models used abstract from some important elements in the activities of insurers.
because they do not affect the analysis as far as a cash flow tax is concemed. For example,
central to an insurer's activities is its analysis and control of risk in the policies it writes.
However, taxation deals with the results actually obtained on an ex-post basis, and thus the
analysis for tax purposes can largely ignore many of the considerations attached to the risk
assessment and pooling behavior of the insurer. Nevertheless, it is useful to outline briefly
more general models of insurance as a background to the discussion. This allows the dis-
cussion of cash flow taxation of insurance services to be appreciated in a more general context.
This discussion also introduces certain terms which are utilized later in the discussion. Finally,
the discussion 1s based on a distinction between life and general insurance, but as will be seen,
the structure of a cash flow tax is not related to these distinctions, but to the underlving

nature of the financial services provided.

Single-period Models

The time and uncertainty aspects of insurance can be incorporated into models which describe
the functioning of insurance policies and insurance companies. A single-period model can be
used to show the essential functioning of a general insurance busimess and to create the basis
for a multi-period model that includes a savings element and is applicable to life insurance.

Under a single-period model, the insurance firm raises equity capital and writes insurance poli-
cles against that capital. In the single-period model, the firm is assumed to raise equity capi-
tal and sell the policies at the beginning of the period and settle the claims at the end of the
period. It earns investment income from the investment of the capital and premiums in the
interim. The profitability of a general insurance company under this single-period model can

be expressed as:

YA=r A(P+E)+P(1-LA)-vP-F

where:

and the symbol # attached to any variable denotes uncertainty of results viewed from
the start of the period.
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The insurer in this model would attempt to maximize profitability taking into account the
uncertain nature of investment returns and claim loss ratios. The control of this uncertainty
through diversification and pooling of risks is at the heart of the insurance business. The
specification of uncertainty in the model allows the derivation of certain general results in
respect of property and casualty insurance.” The model can also be extended to recognize that
policies are written continuously and claims are settled continuously. This means that
premiums have been received during the year that relate to claims that will arise in the future
(creating the requirement for an uneamned premium reserve) and claims will have occurred,
which will not yet have been settled (creating a need for an unpaid claims reserve on
company books). Under these models, the crucial management decision as to the amount of
policies to be written can be specmed and it can be shown that the general insurer will keep
writing policies until the underwriting loss ("T fined as claims loss provisions) is just offsei by
the investment income generated.

However, in looking at taxation and the application ot a cash flow tax, one can ignore the
effects of uncertainty as the tax system deals with actual results. Therefore, the single-period
models developed later to show the application of cash flow VAT starts from an initial speci-
fication which abstracts from the uncertainty contained in the full model. The model used also
concentrates on the vajlue added which is the base for the tax, rather than income. (Further
simplifying assumptions are also introduced. For example, the contribution of equity by
shareholders and the payment of dividends on equity are ignored for cash flow VAT purposes.
[as discussed in Emst & Young 1993 and 1994]. In consequence, flows related to equity are

also abstracted from in the models used.)

To understand fully the role of a cash flow tax, the models looked at must also be extended to
cover multi-period models. The insurance being considered may also include a savings el-
ement in the premium (i.e.. an amount which will be returned to each policy holder at some
point 1n the contract), as well as an investment intermediation component, whereby the insurer
charges a margin to the policy holder on their savings, or to the users (borrowers) of the capi-
tal available to the insurer in the form of premiums not yet disbursed as claims.

Multi-period Models

A description of life insurance leads to multi-period models incorporating all these features.’
As has been noted, almost all life insurance contracts involve two essential components; a risk

protection element and a savings element.

ARisk Protection Element

Life insurance provides financial protection against the risk of mortality over a period of time.
In order to provide this insurance while maintaining the ability to continue 1n business, the
insurance company pools the risks on a large number of lives either directly or through rein-
surance arrangements with other companies. The life industry is also heavily involved in pro-
viding employee benefit packages, including extended health care, income replacement during
illness, dental care and pension plans, and accordingly, is often referred to as the life and

health insurance sector.

This discussion is hased on Hill [1979], Fairly [1979] and Booth [1987].

?  This discussion is based on Hawley [1991] and Strain [1993].
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An insurance contract could be issued on a vearly renewable term (YRT) basis. Under sucl
contract, a group of individuals would contract to pay a premium each year to secure insurance
coverage for that year. The annual premium, after deduction of a margin for expenses and pro-
fit, would represent the amount estimated by the insurance company as being required to pay
claims. This amount, sometimes referred to as the annual cost of pure insurance or mortality
cost, would be allocated among the policy holders on the basis of the probability that the per-
son whose life is insured under the contract will die during the year. These estimates are based
on mortality tables compiled by the actuarial profession.*

A hypothetical mortality pattern for a group of 100,000 males who are 40 years old and do not
smoke 1s set out in figure 1. If the group was insurcd for $1,000 each on a yearly rencwable
term basis, the estimated claims experience and resulting allocation of the mortality cost could
be as shown in the table. The individuals insured under such a plan would face an escalating

premium as the mortality cost rose over time as the sured group aged.

The mortality experience reflected in the table indicates that 68 individuals included in the
group of 100,000 will die within one year after the policies are 1ssued. The claims payable by
the insurer would, therefore, amount to $68,000 (68 times $1,000) during the first year. To
cover this mortality cost, the insurer would have to charge each policy holder $0.68 for $1 000
of insurance coverage at age 40.

*  Numerous mortality tables are assembled in one form or another for a variety of purposes. This table is taken from Strain
[1993] and is based on 1963-1975 mortality tables published in Proceedings ot the Canadian Tnstitute of Actuaries. vol. 16

{Torouto: CIA).



Thirty years later, 78.693 of the individuals in the original group (now aged 70) are expected
to still be living. Of that group, 2,325 are expected to die during that policy year. Claims
payable by the insurer during that year would therefore amount to $2,325,000. Spreading that
cost over the group insured at the beginning of the year results in a mortality cost of $29.55

each ($2,325,000 divided by 78,693).

Accumulation Element

Life insurance policies are rarely issued on a YRT basis.” Whether the policy covers a speci-
fied term or provides permanent coverage, the premiums paid during the early years of the
contract almost always exceed the amounts required to cover the mortality cost for those years.
The most common policies historically have been those that provide for a constant annual pre-
mium over the life of the poiicy, or, at least, significant portions of the policy life. Under such
arrangements, the premiums paid during the initial years will enable the insurance company to
accumulate funds to defray the mortality costs during the later years of the contract, when the
annual premiums will not be sufficient to cover those costs. The accumulation of funds under
the policy is referred to as the creation of a reserve for the policy.

The pricing and performance of a policy determined by the reserves (accumulating funds) of
an insurance company has been described as follows [Strain 1993, 35:4-35-5]:

"The reserves (accumulating funds) of the insurance company affect the pricing and per-
formance of a policy in two ways. The premium deposits added to the reserves are invested
by the insurance company and accumulate over time to defray future mortality costs.
The reserves also reduce the risk tor which the insurance company is responsible. The
accumulating funds related to a particular policy are available to pay a claim under the policy.
Consequently, the 'net amount at risk' under the policy is the excess of the amount of the death
benefit payable over the related accumulating fund. The annual mortality charge under the
policy is applied only to the 'net amount at risk." Figure 2 depicts a typical pattern of the
growth of the accumulating fund and reduction of the net amount at risk under a permanent
life policy providing a level death benefit of $100,000.

m@ﬁf‘ﬁ?@’ ]

This form of policy is not very viable. One example of the problems that would arise would be the wilhdrawal of the
lowest risks from the plans in later years to avoid the very high cost of insurance in these years {adverse selection).
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Where the acenmulating fund grows to equal the total death benefit payable, the policy is said

to endow. The net amount at risk under the policy is completely eliminated at that time.

Under most permanent life policies, there is a direct relationship between the accumulating
fund and the cash surrender value (CSV} of the policy. The CSV is the amount that the poli-
cy holder may be entitled to withdraw from the policy or to receive upon the cancellation or
the surrender of the policy. Within a few years after the issue, the CSV of most permanent life

policies will approximate the value of the accumulating fund.

Another type of policy is referred to as a 'term to 100" policy. The CSV of many such policies
1l c funds. Whe policy either lapses
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because of the non-payment of premiums or is surrendered, the excess of the policy's ac-
cumulating fund over its CSV becomes available to pay the claims of other policy holders. In
determining the level of premiums to be paid for such policies, the insurance company's
pricing actuary will factor in the impact of these 'forfeitures” expected to arise as a result of
projected lapses. This type of policy is referred to as being 'lapse supported.” The insurance
company issuing policies on this basis is exposed to considerable risk should actual lapse
experience prove to be lower than anticipated. This risk is heightened by the fact that the "term
to 100" product was introduced relatively recently and few empirical data are available on

actual lapse experience.”

In fact, in recent years, many new types of policies have become available that are sometimes
referred to as "new money" policies. These policies often reflect steps taken by insurance
companies to incorporate the higher rates of return that have been available in recent years into
their pricing models in order to compete more aggressively for funds with other financial in-
stitutions. Under so-called "universal policies,” the services incorporated into more traditio-
nal policies have been unbundled and more individually-tailored policies made available.

- However, whatever the mix of insurance attributes in a policy or the nomenclature applied to
it, the application of the cash flow VAT in respect of such contracts relates to certain specific
aspects of the underlying insurance coverage, the savings element in the premium, and the
investment intermediation services provided by the insurer to its policy holders and to the
users of the funds held by the insurer. The nature of insurance as it relates to the financial ser-
vices taxable under a cash flow VAT is highlighted in the remainder of the paper.

Insurance and the Cash flow VAT

Several considerations are of particular note in describing and analyzing the application of a
cashflow VAT to the financial services provided by insurers.

One distinction in the discussion that follows relates to whether the insurance in question 1s in
respect of taxable property/services, (i.e. properties or services that are subject to VAT} or for
non-taxable losses (e.g. loss of human life}. This distinction is relevant in determining the cost
of claims, as this cost is dependent upon the VAT rate applicable in the case of taxable
properties, and the input tax credit entitlement of the claimant.

Another very important distinction 1s between single-period and multi-period insurance
contracts. As will be seen, single-pertod contracts can generally be taxed like any other pro-



perty or service. However, multi-period contracts involve an implicit or explicit savings el-
ement, and this requires special consideration. It should be noted that the distinction between
single-period and multi-period contracts is only relevant where the multi-period contracts
involve a prepayment of insurance premiums for future insurance periods. In this situation,
certain special considerations arise, which require recognition in designing the relevant

VAT rules.

It can be noted that the two basic forms of insurance, namely property and casualty insurance
and life insurance tend to differ in both these respects. Property and casualty insurance
tends to involve taxable property/services and single-period contracts, while life insurance
liabilities tend to involve non-taxable events and muiti-period contracts. It is these differences
which lead to the crucial analytical distinctions in locking at the two types of insurance.
However, while this paper tends to use the terms property and casualty and life insurance as a
short-hand for insurance with these types of characteristics, it must be remembered that some
insurance contracts may, in fact, not fit the molds exactly (e.g. a property and casualty ar-
rangement could involve a multi-period contract, or a life insurance contract could be for a
single period). In such cases, the VAT rules applicable would generally need to be based on
the underlying characteristics of the contracts, not the general classification of the type of

IMsurarnce.

Few countries apply tax to insurance services, mainly because of the prevalence of multi-
period contracts. A notable exception in this respect is New Zealand. Their approach is con-

sidered in more detail later in the paper.

VALUATION OF INSURANCE SERVICES

The basic elements of insurance arrangements can be set out schematically for the two major
categories of insurance. This schematic arrangement is designed to identify the cash flows
that occur in the basic insurance arrangements. It is, of course, these cash flows which crea-
te the taxable events in the application of a cash flow tax. It is important to understand the
characteristics of each element in the cash flow, both as an aid to later analysis and also as a
means of understanding why the cash flow approach is a conceptually-sound means of taxing

insurance services.

Figure 3 shows the cash flows associated with life insurance contracts. Individuals make
premium payments to the insurer, of $1,000 in the exampie. The insurance company
invests the proceeds and receives $200 of interest. It subsequently pays out $1,100 in
claims as a result of death or in policy surrenders to insured individuals. After the claims
and surrenders have been settled, the insurance company is left with $100, which
represents the value of services provided (before taking account of any inputs of goods or ser-

vices used).

The value of insurance services is thus measured by the inflows of premiums and investment
income less outflows in the form of claims and policy surrenders. This is exactly the effective
tax base established on a cash flow basis, where all cash inflows are treated as taxable sales

and all cash outflows are treated as creditable purchases.



peot R

Polic
Surrenders




In the earlier reports, it was noted that the cash flows in banking activities can be classified
into four types [Ernst & Young, 1994] The nature of each of these cash flows can then be
considered and their appropriate tax status indicated. A similar classification can be made in
respect of insurance, as follows. The appropriate treatment under a VAT is shown in brackelts.

B The savings element of the premium that gives the insured individual a right to a future pay-
ment upon surrender of the policy and the return of this savings element upen a claim/sur-
render. (These payments merely represent transfers of funds and should not be taxable).

B The pure risk element of premiums representing the amounts charged to the insured by the
insurer to cover the risk of claims under the policies. It is equal to the expected value of
claims upon death, excluding any profit element or administrative cost of the insurer. (The
pure risk component should not be taxable as it is only a redistribution of funds, that is a

ALl

form of wealth transfer among the participants in the underlying transactions.)

M Pure interest payments on investments by insurer. (This is a compensation for deferral of
consumption from one period to the next and should not be taxable under a consumption
tax. These interest payments are income to the eventual recipient and should only be taxed
as consumption if and when consumed.)

B The compensation to the insurer for the costs involved in collecting premiums, making
investments and settling claims/surrenders, This includes the gross profit earned on behalf
of shareholders, before a deduction of input costs. (This i1s the value added through
financial intermediation by the insurer and is the appropriate tax base for a general

consumption tax.)

The specific components above may be mingled together in the various cash flows associated
with the insurance contract. For example, the premiums paid by individuals include both a
savings element and a payment for the pure risk assumed by the insurer. However, as has
already been noted, taxation of all the cash inflows and outflows means that, in effect, only the
value added of the insurer is taxed, once tax payments less input tax credits for the insurer are

considered.

The basic characteristics of the typical general insurance (or property and casualty) contract
can be quickly summarized. This insurance sector provides many types of insurance designed
to cover specific risks. The main risks include protection of individuals and organizations
against losses due to theft, fire or other physical damage, as well as liability claims resulting
from injuries to other persons or their property. Common products include automobile,
property, liability, marine, aircraft and surety insurance. Customers may include individuals,
businesses, and non-profit and government organizations. In this type of insurance, claims
often are associated with taxable events such as the purchase of replacement property. Single-

period contracts are the norm.

Figure 4 provides a schematic diagram of the cash flows associated with property and casualty
insurance activities. In this case, households, business and others (e.g. non-profit organiza-
tions and government and their agencies) may be obtaining insurance for their risks and paying
the associated premiums. The insurer receives interest on premiums invested. There is then
a cash outflow associated with loss or damage claims. The amount reinaining after the dam-
age claims are netted against the cash inflows from premiums and interest is the value of ser-

vices rendered by the insurer.
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One could classity the cash flows in a similar fashion as was done for life insurance. The prin-
cipal difference would be that there is no savings element in property and casualty contracts.
Again, it can be shown that taxation of all the cash inflows as taxable sales and the granting
of credits on cash outflows will lead to an ultimate tax base consisting only of the value of the

Insurance services.

INCOME TAX RULES FOR INSURANCE

A useful reference point for understanding the application of VAT to insurance services
through a cash flow tax is the income tax rules for insurance. The tax base for income tax
bears some similarities to that for VAT in that the income of an insurer equals the value of
intermediation services of the insurer, minus wages, interest and other (material and supplies)
costs. Many of the issues surrounding the identitication of the value of intermediation services
of an insurer are thus addressed in the income tax rules and can provide guidance and insight
for definitional issues in respect of a cash flow VAT.

In general, the value of insurance services should be the same under income tax and VAT sys-
tems, leaving aside the differences that relate to the origin basis for income tax and the desti-
nation basis for VAT. The two differ in respect of the deductions allowed and their timing.
Neither wages nor interest are deductible under VAT. Fixed capital costs are deductible (give
rise to an input tax credit) when incurred for VAT, while they must be capitalized and deducted
over the useful life of the asset in the case of the income tax.

The value of insurance services for income tax purposes is measured as the inflows of pre-
mium and investment income, minus outflows of claims and policy surrenders. This is essen-
tially the same base as exists for a cash flow VAT (again ignoring any differences introduced
by the onigin versus destination basis of the two taxes). However, income tax systems then
utilize four special deductions to insurers to create the correct matching of revenue and

expenses over time.* These deductions are:

M A: Unearned premium reserves: Property and casualty insurance companies are allowed
to claim an unearned premium reserve that recognizes the fact that premiums received in a
given year may be in respect of coverage for subsequent periods. For example, coverage
for one year written at the mid-point of the insurer's tax year would be partially in respect
of the following year. The uneamed premium reserve allows the matching of a portion of
these revenues against claims (expenses) in the following tax year.

B B: Policy reserves: Policy reserves allow a life insurer to set aside an amount out of each
premium on a pre-tax basis to be accumulated together with the interest thereon to meet its
obligations under 1ts life insurance contracts. In general terms, the reserve that can be set
aside for this purpose is equal to the expected value of future claims minus the expected
value of future premiums. This is equivalent to the savings component of premiums
already received, or the increase in the accumulating fund.

* The income tax rules for insurance companies have often proved problematic in that the measurement of income under
generally accepted accounting principles and the principle of conservatism may lead to levels of deductions which tax
authorities consider to underestimare mcome as appropriate for income 1ax purposes. As a result, the specific rules vary
from country to country and may often incorporate specific ad hoc provisions limiting the size of these deductions.



types of situations where losses have been incurred, but claims have not yet been paid. The
two situations relate to claims that have been reported, but that are not yet settled, and to
claims that have been incurred, but not vet reported. The latter reserve is typically based
on experience of the type of lags that occur in the reperting of claims.

B D: Reserves for expected future claims for past losses: An additional reserve may be avai-
lable for losses that can arise in respect of risks that are not fully identifiable at the carrent
time in respect of past losses. This type of reserve arises in respect of product liability such

ome apparent at a point

as pharmaceuticals, where the claims for past losses may only beco ent at
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in the future.

These deductions are crucial to measure income correctly for insurers and are generally avai-
lable under regulations applicable to the sector (promulgated by government regulators of the
sector) or the accounting rules guiding such busmesses. They are also available under the
income tax rules, but there may be some specific statutory rules limiting such reserves or spe-
cifying particular approaches to be used. As will be outlined below, a basic cash flow VAT
does not require computation of any of these reserve amounts, as the appropriate adjustments
are handled automatically as part of the cash flow structure. However, there are some tran-
sitional difficulties and liquidity issues in respect of these reserves which are dealt with under
the TCA through an adjustment for the amounts described under category "B: Policy

reserves."”

BASIC ELEMENTS OF INSURANCE SERVICES

As has been noted, financial services provided by insurers actually consist of two basic el-
ements. These are insurance intermediation services and investment interrmediation services.

Insurance intermediation involves pooling of risks. It constitutes a service which can be
charged for and the consideration for the service are the costs associated with carrying out the
necessary functions to pool risks, plus a profit margimn for the insurer for undertaking the risks

associated with the insurance business.

Insurance is also a business that provides investment intermediation services. Insurers provide
services of pooling and investmg savings in respect of the premiums that are collected under
multi-period contracts, and which are not immediately used to pay claims/benefits or
distributed as profits to the shareholders of the insurance company. This type of investment
intermediation is not conceptually different from that provided by other financial intermedi-
aries rendering the services of intermediation between borrowers and lenders, and of pooling
of savings. Again these are financial services which create value added and which can be
charged for in the marketplace. It is important to note that the investment intermediation
services bemg provided may be of benefit both to the insured parties and the borrowers that
receive tunds as loans or in other forms from the insurer.

It might also be noted that the mere existence of a multi-period contract does not necessarily
entail positive investment intermediation services. An insurer eaming just the pure rate of
interest, and crediting the same interest to the policyholders would be providing exclusively
1nsurance intermediation services.
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The distinction between risk intermediation services and investment intermediation services is
very important for analytical purposes. However, most insurance contracts will involve both
elements and it is not practical to isolate them in most actual situations. An example of in-
surance without significant investment intermediation services is travel insurance, where the
gap between the commencement and termination of the insurance contract is relatively short.
However, even in single-period contracts in which the premium is collected at the beginning
of the period, there is usually an investment intermediation service. Therefore, investment

activity is an important part of the overall activity of insurers.

Since investment intermediation can be positive under both general and life insurance policies,
this distinction is not drawn in the detailed discussion of applying a cash flow VAT to
provided by the basic elements of insurance that are looked
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at, and not the type of loss that is insured.

Examples of Insurance Services

In order to describe the functioning of a cash flow tax and of the truncated cash flow tax with
TCA as applicable to insurance services, a specific example of an insurance service activity is
utilized. The assumptions about the nature of the services and the parameters used are de-
scribed in this section. Two situations are covered: one involving an insurance product not
incorporating any investment intermediation and the other an insurance product that includes
both pure insurance intermediation and investment intermediation.

Insurance Intermediation without Investment Intermediation

The basic set of assumptions for the model in which there are no investment intermediation
services incorporated in the model are:

B Pure rate of interest equals 12%.

This is the rate of interest which excludes all elements of financial services. It represents
purely the time value of money based on the deferral of consumption frem one period to
the next. In the study Ernst & Young [1994], it was suggested that this might best be
approximated by a short-term government rate.

B Pure insurance or underwriting risk (calculated using a discount rate) of 12%) equals 100.

The present value of all the claims under the insurance contracts being considered are 100
currency units, where the actual claims of 112 are discounted to the start of the period at a

discount rate of 12% (i.e. the pure rate of interest).

W Operating costs of risk pooling, including insurance profit, equals 25.

This represents all the costs associated with insurance intermediation such as identifying
customers, evaluating risks, accepting premiums, evaluating claims and settling claims. It
also includes any purchased inputs of goods or services which would generally qualify for
input tax credit relief, as well as the profit margin of the insurer, which would compensate

the owners for use of their equity capital.



B Retnrn on prepayment o of insurance nremiums (net of risk nooling costg) eg
KReturn on prepayment of insurance premiums (net of risk pooling costs) equ

The return on the prepavment of insurance premiums is the income earned by the
insurer on the amount available to be invested until the claims are settled at the end of
the period, and is equal to 12. The investment of the premiums thus earns the pure rate of

interest.

B Claim costs equal 112.

The value of the claims made at the end of the period is 112. This has a PDV of 100 con-
sidered from the perspective of the start of the contract.

The value of insurance services in the period is equal to the sum of the pure insurance risk, the
cost of risk pooling and the return on the investment of premium prepayments less the value
of the claims. The total value of the services rendered is thus 25 (which equals 100 + 25 +
[2 - 112). It can be readily seen that this represents just the value of the insurance inter-
mediation services. As indicated earlier, it does not include the savings element of premiums,
the claims, or the pure rate of interest. The insurance intermediation services are the only el-
ements of value added in the nsurance activity and thus the only element which should be
taxable under a general consumption tax such as a VAT.

The investment intermediation services are nil because the return on investment and the dis-
count rate are both set equal to the pure rate of interest of 12%. The model would be equally
applicable to (hypothetical) situations where the premiums and claims where coincidental and
there was no time to earn any investment return.

In the later examples unlizing this fact situation, as well as the one for insurance intermedi-
ation with investment intermediation services, a VAT rate of 10% is assumed.

Insurance Intermediation with Investment Intermediation services

The basic set of assumptions for the model in which investment intermediation services are

provided is as follows:

B Pure rate of interest equals [2%.
The pure rate of interest is the same as in the first case, where no investment intermediation
services are provided.

B Pure insurance or underwriting risk {calculated at a discount rate of 7%) equals 105.

The present value of all the claims under the insurance contracts being considered are 105,
where the actual claims are discounted to the start of the period when the premiums are paid
at a discount rate of 7%. This rate of 7% is the rate of interest that 1s credited to the insured

party as part of setting the premiums for the policy.
B Operating costs of risk pooling, including insurance profit equals 25.

The amount of insurance intermediation services 1s 25, as in the previous model, which
excluded investment intermediation.



B Return on prepayment of insurance premiums (net of risk pooling costs) equals 15.

The return on the prepayment of insurance premiums, that is the amount available to be
invested by the insurer until the claims are settled at the end of the period, is equal to 15.
The investment of the premiums thus earns an interest rate that incorporates a margin for
investment intermediation services such as the pooling of savings.

M Claim costs equal 112.

The value of the claims made at the end of the period is 112, as in the initial model.

The value of insurance services in the period is again equal to the sum of the pure insurance

risk, the cost of risk pooling and the return on the investment of premium prepayments less the
value of the claims. However, the total value of the services rendered is now 33 (which equals
105 + 25 + 15 - 112). The value of the services provided now includes not only the insurance
intermediation services (equal to 25), but also the value of investment intermediation services
totaling 8. The investment intermediation services consist of 5 currency units of services
rendered by the insurer to the insured {consisting of the pure rate of interest of 12 less the
return credited to the insured of 7) and 3 units of services rendered to the user of the premium
prepayments (consisting of the interest rate of 15 charged to the borrower less the pure rate of

interest of 12).

The investment intermediation services represent the margin between the investment return
eamed by the insurer and the amount credited to the insured in setting the premiums.’

INSURANCE WITHOUT INVESTMENT INTERMEDIATION

Basic Cash flow System

The earlier studies indicated that a basic cash flow method of tax gave rise to the correct
amount of tax being collected from the financial intermediary and the correct amount of input
tax credits being available to registered depositors/borrowers in the case of a banking de-
posit/loan activity. The "basic cash flow method" is one in which financial intermediaries (i.e.
suppliers of financial services) and registered customers (i.e. persons that were registered for
the tax in respect of their commercial activities and eligible to claim input tax credits in
respect of the tax paid on financial services utilized} both calculated tax on a cash flow basis
in respect of their financial transactions. This section derives similar results in respect of
insurance services. [t considers two situations: single-period insurance contracts and multi-
period contracts. Single-period contracts are those in which there is no opportunity for the
insurer to earn a return on mvestment of premiums. Multi-period contracts are ones in which
there is time to earn such a return. Before providing this analysis, consideration is given to the
appropriate amount of VAT that should arise in respect of the insurance claims and to certain

presentational issues.

7 It can be noted that the parameters used in respect of the investment intermediation services and the pure rate of interest
are the same as in the two earlier studies, Emst & Young [1993] and Ermst & Young [1994], for the deposit and loan
banking transactions. The use of the same parameters in respect of the investment activity simplifies comparisens with the

earlier anatysis.
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Aggregate VAT to be Collected under a Cash flow VAT

In Considen’ng the aggregate VAT which should be collected, there are two basic situations.
These relate to the situation in which the liability being insured relates to a taxable property
and the situation in which the liability does not relate to a taxable property.

The liability relates to a taxable property in situations where settlement of the claim consists
of replacement of a defective, damaged or destroyed property by the insurance company and
the purchase of the replacement property is a taxable event. Alternatively, a claim may be paid
in cash and the purpose of the claim is to allow the insured to purchase a taxable replacement
(although the funds may not always be used for this purpose). Examples of this type of in-
surance include automobile collision insurance, fire insurance, warranties and theft insurance.

{n the second case, the payment of the claim cannot be considered to be related directly to a
taxable event. In this case, the insurer will normally pay the claim in cash and there is no pre-
sumption about the purpose to which the cash will be put. Examples of this type include life
insurance, employment income insurance and disability insurance.

This distinction is important for the current discussion in two respects. First, from the insured
and insurer perspective, the situations dealing with taxable properties require that the claims
for the property itself be grossed-up by the value of the associated VAT in order to allow the
insured to be in an equivalent position to before the loss occurred. Where the claim is not in
respect of a taxable property, such a gross-up is still required, but for different reasons as
explained later. Second, as discussed immediately below, the aggregate VAT implications of

the two cases are different.

Where a taxable property is involved, the provision of insurance. the loss, the claim payment
and the purchase of the replacement property should have two VAT implications. First, there
should be VAT paid on the insurance service provided. This, of course, is the fundamental
issue being considered in this paper. Second, the purchase of a taxable replacement property
should give rise to VAT. In cases where business customers are involved as the insured and
the property is used in their commercial activities, both of these VAT payments should lead to
input tax credits being claimed. As a result, no net tax is collected in respect of these trans-
actions by the government. However, 1if final consumers are involved, there should be net tax
collected in respect of both the insurance service and the purchase of the replacement good.

It 15 usefu! to provide a simple example of the implications of the purchase of the taxable re-
placement property. Assume that ten persons purchase a taxable property and obtain
insurance for the loss or destruction of the property. The insurance ensures that all ten persons
will have guaranteed use of a property of the type insured for the period. Assume the loss
experience is 10%, so that one of the properties must be replaced in every period. When the
loss occurs and the replacement property is purchased (either by the insurer or by the insured
after receiving funds settling a claim), VAT will be due on the replacement property. In an
aggregate sense, eleven such properties must be purchased for ten to be enjoyed throughout
each period. All eleven are part of consumption and should be subject to VAT. It turns out
that, as an expository device, it is useful to include the taxable purchase of the eleventh
(replacement) property in the examples. By including this purchase, the workings of the cash
flow VAT are clarified, and the total VAT collected (after all VAT payments and credits) wili



always be the same. Where registrants engaged in commercial activities are involved, the net
tax will be zero. This result will be arrived at by payment of tax on the value of the insurance
service and the replacement property being offset by the claiming of input tax credits by either
the insurer or the business customer. Where final consumers are involved, the net tax will be
equal to the tax rate times the value of the insurance services plus the tax rate times the
replacement cost of the property. By including the replacement property purchase in the
examples, recourse can be made to these identities to ensure that the conceptually correct result

is being achieved.

These considerations do not come into play where the claims are not in respect of taxable
properties. In this case, the net VAT will be zero when registrants are involved. The only tax
collected and claimed as an input tax credit will be the amount in respect of the insurance ser-
vices. When final consumers are involved, the net tax collected will be equal to the tax rate

ttmes the value of the insurance services.

Three further points should be noted in respect of the examples. First, cash flows can be either
tax inclusive or tax exclusive. Where they are tax exclusive, the amount of tax or input tax
credit can be determined by taking the VAT rate assumed times the amount of the cash flow.
Where they are tax inclusive, the tax component can be calculated as t/(1+t), where t is the
VAT rate. Considerable care is taken in the examples to specify whether a given cash flow is
tax inclusive or tax exclusive, and to identify the tax elements of tax inclusive flows.

Second, all the examples include an operating cost of risk pooling, which consists of wages
and salaries paid to employees, profits paid to shareholders and the purchase of material and
service inputs. This is the value of services rendered by the insurer. It is assumed in the multi-
period examples that none of this margin is invested in the short-term by the insurer. This is
equivalent to assuming that the amounts are expended immediately or are kept as non-interest
bearing cash balances until expended. This has no effect on the basic results, but makes the
example much clearer and more comparable with each other.

Finally, the general activities of the insurer will be supported by the infusion of equity by
shareholders in the case of stock companies. As was discussed in the earlier papers, such cash
inflows and outflows (through dividends and redemption of capital) are ignored in the cash
tlow system. They are thus not shown in the examples provided.

Single-period Contracts

As noted, single-period contracts are defined to mean a contract of relatively short duration
where there is no opportunity for the insurer to earn a return on the investment of premiums.
This model allows consideration of how the basic cash flow model works when only insurance
intermediation is involved, and there are no tax calculations arising as a result of any return on

mvestment whatsoever.

Under the basic cash flow model, the full premiums are treated as taxable sales. This is con-
sistent with the general rule that cash flows from financial transactions are treated in the same
fashion as flows from non-financial purchases and sales. The claims are then treated as taxed
purchases. As a result, the insurer is allowed to claim an input tax credit in respect of the
claims paid in cash. Goods and services purchased by the insurer to settle the claim give rise
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spect of claim payments regardless of whether the claim is paid to a registrant or a non-regis-
trant. Business registrants are allowed to claim a credit for the tax paid on premiums, and

required to pay tax on claim receipts as taxable sales.

to input tax credits under the normal system. The insurer is allowed to claim a credit in re-

Figure 5 provides a numerical example of the operation of this system for a case in which there
is only a single customer who pays the premium and makes a claim. This is, of course, an
unrealistic case, as it does not incorporate risk pooling, which is the essence of insurance
contracts. However, it does provide a useful means of introducing certain concepts and results,
and serves as a point of comparison for later, more realistic cases. An insurer and a business
customer are invoived in the insurance contract and both would carry out cash flow caicu-
lations under the basic model.
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The first three numerical columns deal with the cash flows experienced by the various parties.
The first numerical column shows the cash inflows (positive) and outflows (negative) on a tax
exclusive basis. The second numerical column indicates the cash flow related to tax that
would occur in respect of the underlying transaction. The third numerical column shows the
tax inclusive cash flow and is the sum of numerical columns one and two. The final
column shows the tax flows to and from government. It indicates taxes remitted (positive) and
credits claimed (negative). It should be noted that the tax is remitted by the person collecting

the tax.

The insurer initially receives premiums of 125 and pays tax of 12.5 at the assumed 10% VAT
rate. When the claim of 100 is settled, the insurer also pays out an amount of 10 to cover the
tax which will be required for the insured to purchase a replacement property. The insurer
receives a credit of 10 in respect of the latter cash outflow, which can be recovered from the
govermment. The insurer thus pays a net amount of VAT to the government of 2.5, which is
the desired amount of tax on the value added from insurance intermediation of 25. The busi-
ness customer receives a credit of 12.5 on the premium payment of 125, and a tax of 10 is paid
when the claim of 100 is settled. The business customer also receives a credit of 10 in respect
of the VAT charged on the purchase of the replacement property for 100. The business cus-
tomer thus receives a net input tax credit of 12.5 covering the VAT paid in respect of the in-
surance services received and the regular VAT paid on the purchase of the replacement
property. Overall, the govemment collects no net tax revenue from the transactions, as
required when the customer is a registrant. On the other hand, if the insured persons were not
registered, they would not compute tax on a cash flow basis and no credits would be provided.
In this case, the government would retain the full tax of 2.5 collected from the insurer and the
10 collected from the supplier of the replacement property. Again, this is appropriate, in that
an insurance intermediation service of 25 has been provided to a final consumer, as well as

consumption of an additional 100 in the form of the replacement property.

Figure 6 extends the previous case to include the risk-pooling aspect of insurance. In this
example, there are two customers. Each pays half of the total premium, or 62.5 to obtain
insurance coverage from the insurer. One of the customers suffers a loss, while the other
does not. Otherwise, the basic fact situation as to total premiums and total claims is the same
as i the previous exampie. While oniy two customers are showrn, the examiple brings out
all the crucial points in applying VAT to a single-period contract with no investment inter-
mediation.
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The calculation of tax by the insurer is the same as in the previous example and net tax of 2.5
is remitted to the government in respect of the insurance intermediation services of 25.
Business customer A claims an input tax credit of 6.25 which is 10% of the premium of 62.5.
Business customer A thus pays no net VAT, as the 6.25 payment of tax to the insurer is offset
by a credit of 6.25. There are no further cash flows for this msured party and thus no further
tax calculations. Business customer B also claims a credit on the initial cash outflow in the
torm of a premium. However, this insured party subsequently receives a cash inflow of 100
in settlement of a claim under the policy. Tax of 10 is payable on this amount. Business cus-
tomer B then purchases a replacement property, giving rise to tax of 10, which allows a credit
to be claimed from the government of the same amount. The business customer is thus left
with a net tax credit of 6.25 to cover the tax paid in respect of the insurance services, which
places him in an equivalent real position to before the loss was incurred.

Under this basic cash flow structure, both premiums and claims are grossed-up by the amount
of the tax. The treatment of single-period insurance without any investment intermediation is
thus identical in operation to that of the standard credit-invoice system.

An alternative situation would be for the insurer to purchase the replacement property and pro-
vide it to the insured party. This situation is shown in figure 7. The insurer now purchases the
replacement property and receives an input tax credit under the normal VAT rules. The net tax
remitted is 2.5, which 1s appropriate, as it represents the tax rate of 10% times the value of the
insurance service of 25, Both the insured parties claim the input tax credit of 6.25 associated
with the premium payments. There are no tax consequences for the insured party suffering the
loss when the replacement property is received. The net tax collected by the government
would be zero. The taxes collected on the insurance service (2.5) and the taxable replacement
good purchase (10) are exactly offset by the input tax credits claimed by the insured parties on

their premiums.
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It is also instructive to consider one example where the insured parties are final consumers and
thus cannot claim input tax credits in respect of taxes paid. Figure 8 sets out the example,
again involving two insured parties. The situation in respect of the insurer is identical to that
mn the previous example. They remit net tax-of 2.5 to the government, which 1s the amount of
tax desired on the insurance intermediation services. Insured Consumer A includes an amount
of 6.25 in respect of tax in its payment to the insurer. As final consumer, it is not eligible to
recover this tax. Non-registrants do not remit tax to the government or receive credits. The
financial institutions are responsible for collecting the tax and remitting it to the government.
Consumer B, who suffers the loss, receives an amount of 110 which allows purchase of a re-
placement property inclusive of tax, but no input tax credit can be claimed in respect of the
purchase. The tax of 10 collected by the seller of the replacement property is remitted to the
government. The insurance contract and the associated purchase of a repiacement property
give tise to tax of 12.5 consisting of 2.5 tax on the insurance intermediation services of 25 and

10 of tax on purchase of the replacement property.
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The above example could be readily modified to have the insurer purchase the replacement
property. The insurer could then claim a credit in respect of the purchase, rather than as a cash
flow credit in respect of the claims payment. The remainder of the results would continue to
hold. The warranty model discussed in the paper Emst & Young [1993: 42-46] is a specific

example of this situation.

One further basic example can be provided. This involves the case in which the claim is not
in respect of a taxable supply. The example deals with final consumers and is shown in
figure 9. The only difference in the example is that the consumer does not purchase a
replacement property, as the claim is not in respect of a liability related to a taxable property.
There is thus no need to include a goods supplier in the mode! to present the compiete set of
cash flows and taxable transactions associated with the insurance contracts and claims. The
claim is thus just for the amount of the insurance, although the claim continues to be for
110 (which is the amount dictated by the competitive forces implicitly determining the insu-
rer's margins, size of premiums, etc.). It is important to note that the cash flow method requires
that an input tax credit be available to the insurer in respect of the cash outflow. The
availability of the credit ensures that net tax paid is 2.5, which is equal to the tax rate times the
value of the insurance intermediation service. If no credit was available, the tax would apply
to the gross amount of the premiums, rather than the value of the insurance service. As this
example demonstrates, under the cash flow tax system, whether the claim relates to a taxable
supply or not does not have any impact on the computation of tax by the insurer. Nevertheless,
this result is somewhat counterintuitive, and it is useful to provide examples incorporating this
feature so that the basis for this result can be observed. (As wiil be discussed later, the New
Zealand cash flow system is flawed in its treatment of claims that are not related to taxable

inputs.)
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Observations on the Examples

The examples provided set out both the underlying cash flows that provide the base for the
cash flow tax and the cash flows inclusive of tax which would be the amounts observed in
some cases. When the cash flows are tax inclusive, the tax amount incorporated in the cash
flow can be determined using the tax fraction factor t/(1+t), where t is the VAT rate.

The first example of a single-period contract shows that the cash flow system gives the appro-
priate result of applying the tax to the value of intermediation services of 25. The tax 1s fully
credited to the insured person, where it 1s a business acquiring insurance for use in a taxable
activity. However, this example is uninteresting because it does not involve any risk pooling.
There is only one insurance contract. To show the application of tax to a risk-pooling ar-
rangement, you need at least two contracts, and a possibility that some of the parties would not
suffer any loss and thus receive no compensation from the insurer. The examples shown in
figures 6 through 9 are designed to show the effects of risk pooling. They indicate that in all
the cases where business registrants are involved in the transactions, the basic cash flow tax
model correctly allows the registrants to recover the taxes paid. On the other hand, consumers
do not carry out any cash flow calculations and are not able to recover the taxes paid in
conjunction with their insurance premiums. Therefore, where the insured persons are con-
sumers, they neither claim a credit for tax paid on premiums, nor remit tax on claim receipts.

The insurer collects tax on premiums, and is allowed a credit for claims paid. Normally, a
credit is allowed to a registrant for a cash outflow (i.e., a taxable purchase) only where it is
supported by a tax invoice from the supplier, i.e., the cash outflow goes to a registered
business customer. To get the appropriate resuit in the present case, the insurer has to be
allowed a credit regardless of whether the claim is paid to a business or a consumer. The
credit that can be claimed will normally be calculated at the rate of t/(1+t), as the cash flow
from the insurer to the insured will be on a tax inclusive basis.

An important point made in the examples was that there is no difference in the cases where the
claim is in respect of a taxable supply or a non-taxable event. The insurer must be allowed a
credit on the cash outflow for the claim. The purpose of this credit is to capture the value of
insurance services properly, and must be available whether the claim relates to a taxable event
or not. Simiiarly, although this was not shown, a registrant would be required to pay tax on
the claim amount whatever the source of the claim. The purpose of this treatment of claim is
to limit the amount of credit claimed to the amount which is collected at the insurer level as a

tax on the insurance services.

Observations on the New Zealand General Insurance System

New Zealand has adopted a form of transactions-based cash flow tax for general insurance
as part of its Goods and Services Tax. Life insurance and creditor protection policies are
exempted, as are financial intermediation services rendered by financial institutions that come

under the broadly-defined category of financial services.*

*  For an overview and discussiou of the New Zealand system see Schenk, Alan [1994]. "Taxation of Financial Services
Under a Value Added Tax: A Critique of the Treatment Abroad and the Proposals in the Umited States." 9, Tax Notes

Intermational 823. {September 12, 1994).



Insurance companies are taxed on premium receipts at the standard rate of tax. Taxable in-
surance coverage includes premiums for fire, personal accident (except life cover), casualty,
travel insurance within New Zealand, surety policies, public liability, contractor's all risk
insurance and marine cargo insurance within New Zealand.’ Insurers can claim a credit with
respect to loss payments at the standard rate of tax. However, New Zealand does not allow a
credit in respect of claims that are to indemnify a loss of eamings, and no tax is charged on
such claims in the hands of the insured. Business customers may recover VAT charged
on general insurance premiums and are required to pay tax on loss claims for which the
insurance company 1s allowed to claim a credit. It is usetul to review this structure in light of
the description of the basic cash flow system contained in this section.

The New Zealand system in most respects is modeled after a basic cash flow structure for in-
surance intermediation. A major exception is the failure to allow a credit to indemnify losses
not related to taxable property. This aspect of the system 1s inappropriate in that it leads to tax
being charged on more than the value of the insurance service. This was shown in the dis-
cussion of figure 9, which related to claims that are not in respect of liabilities for taxabie sup-
plies for non-registrants. If a deemed credit (deemed because there is no invoice showing tax
paid) is not allowed in respect of such claims, the full premium becomes taxable, not just the

insurance intermediation margin.

The denial of credit in respect of non-taxable loss indemnity (e.g. loss of wages) presumably
reflects the view that the claims need to be grossed-up by the tax amount only where the in-
sured has to incur the tax to replace the lost property. If the replaced property can be replaced
without any tax, then there i1s no need to gross-up the claim for tax. In other words, if the in-
sured does not remit tax on the claim receipt, the insurer should not get the credit.

This logic is unsatisfactory and loses sight of the real role of the crediting mechanism. A
credit has to be allowed to the insurer simply because the value of the services rendered is the
amount of the premiums less the claim. Failure to allow the claim to give rise to a credit leads
to an overstatement of the tax base at the insurer level. The implications of this anomaly in
the New Zealand structure depend upon the tax status of the insured party. As already noted,
if the insured is a non-registrant, the denial of the credit for non-taxable property has the effect
of charging tax on the full value of the premium, as opposed to just the margin. In the case of
a registered person, the denial of the credit to the insurer is offset by the non-collection of tax
from the insured. The insurance transaction in this case is a wash transaction and the system

does not result in over-collection of tax.

Multi-period Contracts

Multi-period contracts are defined to include contracts of a duration that allow the insurer to
gam investment income on premium receipts. As it is assumed in this part of the discussion
that investment intermediation services are not being provided, this translates into an assump-
tion that the rate of return being earned on the investment of the premiums and the rate of dis-
count used in premium pricing is equal to the pure rate of interest (12% in our example). The
example also assumes that the msurer's net service margin remains the same as in the single-

period model.

®  See Muir [1992]. "The Treatment of Insurance Transactions Under the New Zealand GST." VAT Monitor, (December,
1992).
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The operatton of the cash flow system for multi-period contracts is similar to that for/single-
period contracts, except that the cash flows associated with the investment of premiums also
give tise to tax computations. Extension of the basic cash flow system to multi-period
contracts is nevertheless relatively straightforward. Allowing an insurer to claim a credit for
the investment outflow, and requiring payment of tax on both principal and income inflow

from the investment results in appropriate tax collections.

This result is described in figure 10. It is sufficient to use the single insurance contract
model for this purpose, as it has already been shown that the extension to multiple customers
does not change the essential results. Allowing the insurer to claim a credit for the investment
outflow and, requiring payment of tax on both ihe principai and income tlow from the invest-
ment results in appropriate tax collections. The insuarer is taxed on the value of services pro-
vided as it receives the premiums and invests the proceeds in excess of its costs (value of the
insurance services). For the government, net tax collections are negative in period 1, but the
resulting interest cost to the government is offset by the additional tax collections in the second

pertod.
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Issues and Concerns

The preceding examples and commentary described and analyzed the application of the basic
cash flow model to insurance intermediation services, where there were no investment inter-
mediation services provided. As a prelude to considening the use of the TCA system under
such conditions, it 1s useful to note the main issues and concerns that can be identified.

The application of the tax to single-period contracts did not raise any particular issues. Indeed,
for the single-period insurance contract without investment intermediation, the operation of
the cash flow system is identical to that of the standard credit-invoice system.

However, application of the basic cash flow system to multi-period insurance would give rise
to the same difficulties that were identified in the earlier repoits in respect of the deposit and
loan transactions by a bank [Emst & Young, 1993: 78-82 and Emst & Young, 1994; 38-43].
These relate to cash flow difficulties for registrants and transition difficulties in introducing the

system or changing tax rates once it is in place.

The cash flow difficulties for registrants are associated with the pre-payment of tax on in-
surance premiums that relate to multiple periods. The tax is collected at the time the premium
is paid, even where the premiums include an implicit savings element. However, the cash flow
difficulties are not likely to be serious in the case of insurance without investment intermedia- '
tion, as the savings and investment flows under such contracts are likely to be small. Certainly,
it would seem to be less problematic than m the case of lending transactions where the tax must
be paid on the full principal amount of the loan in the first period.

The transitions difficulties consist of two elements:

« Premiums paid prior to the commencement of the system are not taxable, but claims after
the commencement of the system are eligible for input tax credits.

* Investments made prior to the commencement of the system are not eligible for input tax
credits, but the subsequent cash inflows of both principal and interest are subject to tax.

These factors would lead to quite large distortions for both insurers and the insured. In
theory, the transition difficulties related to premiums paid prior to the commencement of the
tax could be handled in the same manner as prepayments for any other services, namely, the
government could require tax to be paid on those premiums that relate to a period after the
commencement of the tax. Transition difficulties related to claims paid after the commence-
ment of the tax that relate to a period prior to the commencement of the tax could be handled
simply by denying the input tax credits with respect to such claims. Similar issues would arise

any time there was a tax rate change.

It is interestmg to note that New Zealand did not have any special transition rules when the
GST was applied to general insurance. No tax was charged on prepaid premiums at the start
of the system, and claims were eligible for credit even where they related to prepaid untaxed
premiums received prior to the start of the system. There are two possible reasons for the lack
of any transition rules. First, general insurance contracts are generally of short duration, with
Iimited examples of prepayment of premiums for extended periods. As a result, the magnitude
of the distortions, which only arise for insurance m place, are likely to be small and relatively
short-lived. The government may have considered it preferable to accept crediting in respect
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of claims on existing policies without requiring tax on pasft premiums as a means of smoothing
acceptance of the tax. Second, insurance companies may have argued that the commencement
of GST would increase their claim costs under existing as well as new contracts. Allowing
them to claim an input tax credit for claims under existing contracts would be a method of

compensating them for this increase in claim cost.

The second argument is only applicable in the case where a general VAT was introduced in
conjunction with the application of the tax to insurance services (as it was in New Zealand).
This would not be the case where the VAT already existed and the transition involved only an
extension of the tax to insurance services, or the VAT replaced some other form of sales tax,
such as a manufacturers’ sales tax or a retail sales tax. The argument also does not apply where
the claims are in respect of a non-taxable property loss, such as loss of human life. wages, or
for pain and suffering. There is no reason for claim costs under these policy types to increase

with introduction of a VAT,

The transition difficulties would be quite serious in the case of life insurance which involves
a very substantial investment intermediation. The problems in this case would be similar to
those identified in the other studies for deposit/loan transactions.

The TCA System

The Tax Calculation Account (TCA) system was developed in Ernst & Young [1994] as a
means of dealing with the financing and transition difficulties that would arise under the basic
cash flow system. The following sections consider how this model could be extended to

insurance intermediation services to respond to these problems as they occur in respect of
insurance intermediation and investment intermediation associated with insurance.

As has already been demonstrated the basic cash flow systern works quite well for pure in-
surance situations for single periods. The basic cash flow system also gives conceptually cor-
rect results for multi-period contracts, but there is the potential for problems associated with
financing and transition. The approach followed in the ensuing sections is to identify those
parts of insurance cash flows which create problems of this type. The TCA system is then har-
nessed to provide the mechanism for dealing with these issues. Where the problems do not
arise, the straightforward, basic cash flow system (i.e. credit-invoice system applied to
financial transactions) continues to be utilized.

The analysis 1s extended sequentially through insurance contracts with the following

attributes:
B Multi-period contracts without either investment intermediation or a savings element.

B Insurance with positive savings element, but no investment margin.

B Insurance with an investment intermediation element.

Before commencing this analysis, it is useful to recall the essentials of the TCA system. It is
described fully for a banking deposit/loan transaction in Emst & Young [1994]. The TCA
account, as introduced on pages 51 to 53 of the earlier report is:

"a tax suspense account created to obviate the payment of tax by taxpayers and of credits by
government in the period cash inflows and outflows of a capital nature occur. Tax that would
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otherwise be payable/creditable 1s instead debited/credited to the TCA account and carried
forward to the period where the capital transaction is reversed. The TCA mechanism thus
allows deferral of tax on cash inflows and of tax credits for cash outflows. However, these
deferrals are subject to interest charges at the government borrowing rate. ..

The basic features of the cash flow method with a TCA can be briefly summarized as

follows:

B Tax payments on cash inflows related to a financial instrument (whether an asset or a
liability) debited to the TCA.

B Input tax credits on cash cutflows related to a financial instrument credited 1 A.

&\ Net balance in the TCA subject to an indexing adjustiment at the government borrowing
rate. (A short-term government borrowing rate is a proxy for the pure rate of interest.)

B A balance in the TCA is payable (or refundable, if negative amount) periodically, after sub-
tracting a notional amount equal to the tax rate times the value of the financial instrument

at the end of the period.”

The TCA carries out two essential functions. First, its use means that taxes and credits are not
collected/paid on cash inflows/outflows of a capital nature. This responds to cashflow issues
and also provides a system that can be harnessed to deal with the transitional issues. Second,
once investment intermediation is allowed, it provides a means of identifying the margin of
financial service on an account-by-account (or client-by-client) basis and providing for the
correct determination of input tax credits. The TCA system for insurance plays both of these

roles, as required.

A multi-period insurance contract was considered earlier in which there was no savings el-
ement, nor an investment intermediation margin. This is the first type of insurance product
examined to see how the TCA concept can be applied.

It should be recalled that "no investment intermediation” in a multi-period contract means that
the rate of return on premiums invested and the rate of discount used in premium pricing are
both equal to the pure rate of interest. The "savings component” of insurance is viewed from
the insured person’s point of view, and refers to that portion of premiums plus the associate

investment return which the insured is entitled to receive as a refund in the event there is no
claim under the pelicy.

IS

The savings component of a policy is, in effect, a deposit made by the insured with the in-
surance comparny, which will be returned at a later date with interest. For the VAT structure
for financial intermediation services to function properly, savings made through an insurance
vehicle must receive the same treatment as those through, for example, a bank.

The considerations that arise in respect of identifying the savings component of insurance poli-
cies were discussed m the background section at the start of this paper. One measure of the
savings component of insurance would be the cash surrender value of the policy. The cash sur-
render value of a policy is the amount that the policy holder may be entitled to withdraw from
the policy or to receive upon cancellation or surrender of the policy. Under permanent life
insurance policies, the cash surrender value approximates closely the accumulating fund as-
sociated with the policy and is thus a reasonable measure of the savings amount. Under some
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other types of policies, the cash surrender value is less than the savings component. Indeed,
in a general insurance policy, the savings component would be zero, given that they do not

have any cash surrender value.

Prepaid premiums for a general insurance policy that relate to periods beyond the current
period could be viewed as a savings component, but only if the policy holder was entitled to a
refund of the prepaid amount with interest.

Another approximate measure of the savings component would be the reserves set aside by the
insurer in preparing its financial statements. The reserves (accumulating funds) related to a
particular policy are available to pay a claim under the policy and thus reflect the savings el-
ement in the policy. It should be noted that insurers also set aside a so-called “unearned pre-
mium reserve” even in respect of policies without a savings component. Such reserves would
not be treated as a savings component, becausc the policy holder is generally not entitled to
recelve these amounts as a refund (with interest) upon surrender of the policy.

Before setting out the proposed treatment of the savings and non-savings component of in-
surance premiums, it is useful to observe that the tax advantage or disadvantage from an over-
or under-statement of the savings component is not signiticant under the TCA system of VAT.
Therefore, it is possible to accept some degree of imprecision in identitfying the savings
component in the interest of compliance and administrative simplicity. The reason for this
relative insensitivity to measurement of the savings component is discussed in detail later.

In order to extend this model to insurance, premiums received by the insurance company are
considered to consist of two components:

B A savings component

M A non-savings component

The workings of the TCA system for insurance would then be based on the following steps:

B The savings component of policies would be identified and treated the same as a bank
deposit.

M The tax would be calculated through the TCA mechanism for the savings component
of insurance and for investments (by the insurer} of the savings component.

M The non-savings component of the premium would be treated like a fee or commission, and
would be subject to tax as under the basic cashflow system, or the standard credit-invoice
system.

In general, TCA calculations would be necessary only in respect of the savings component of

insurance policies and for investments made under multi-period contracts. Single-period

contracts would be subject to tax as under the basic cashflow system, given that they, by defi-

nition, do not entail any savings element. Premiums and claims under multi-period contracts
without savings component would also be taxable under the basic cashflow concepts.

Insurance without Savings and Investinent Intermediation

The ftirst example using 2 TCA will be for the multi-period model without investment inter-
mediation and without a savings component. Therefore, the insurer earns the pure rate of inter-



est on 1ts investment of premiums and there is no amount of the premiums that can be re-
covered by the insured other than through a claim. The situation is, in fact, exactly that utili-
zed 1n the multi-period example shown in figure 10.

The example using a TCA is shown in figure 11. The premiums and claims are current tran-
sactions and are taxable and creditable as required under the basic cashflow method. The pur-
chase of the replacement good is taxed under the regular VAT. These transactions are treated
the same as in the earlier example of this situation, where the basic cashflow model was used.
(Figure 10 for the basic cashtlow approach has been repeated for convenience after figure 11.)
However, the cash flows associated with the investment by the insurance company in the
period prior to the claim are of a capiial nature, and, under the TCA sysiem approach descri-
bed in the previous section, they and the related interest are dealt with through the TCA.

The basic cashflow calculations yield net tax of zero for the government in both period 1 and
period 2. In period 1, the business customer is able to claim an input tax credit that offsets the
tax paid by the insurer. In period 2, the tax payable on the claim by the business customer is
offset by the credit claimed by the insurer. The tax collected on the replacement goods by the
goods supplier is matched by the credit available to the insured purchaser.

The TCA calculations are shown at the bottom of the table. The initial investment outflow of
100 leads to a credit in the TCA account of 10 (the tax rate times the cash outflow). There is
then an indexing adjustment to this negative balance at the end of period 2. The repayment of
the loan leads to a cash inflow of 100 and a debit in the TCA of 10. Receipt.of loan interest
of 12 leads to a debit entry of 1.2. With the loan and interest fully paid, the balance in the
account is zero and thus there is no necessity for a notional adjustment through the closing
balance. Because the insurer earns the pure rate of interest on its investment, there are
no investment interrmediation services provided and the net effect of the TCA calculation

18 Z€ero.
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The net effect of the calculations is that all taxes paid are claimable by the businesses invol-
ved and there is no net tax revenue to the government. This is the desired result.

Comparison of the basic cashflow mode! and TCA results

It is very instructive to compare the results obtained using the TCA approach (shown in
figure 11) and the basic cashflow approach (shown in the repeated figure 10). Under the TCA
system, the revenue collections are nil in both periods. The government defers the payment of
the credit to the insurer in the first period in respect of investment outflows. This deferred
credit. indexed by the pure time value of money. is then offset by the tax payable on the cash
inflows from the investment. In contrast, under the basic cashflow system, the government
revenue collections are (10) in the first period and 11.2 in the second period. The present dis-
counted values of these two revenue streams are the same and overall revenue implications for

the govemment are again nil.

The two systems thus give the same overall result, but the cash flows in each time period are
quite different. The basic cashflow system leads to large credits in the first period, offset by
equivalent taxes (on a present discounted value basis) in the second period. The cashflow
implications of the basic cashflow system are thus more dramatic. This, of course, is the
source of the concerns that were raised about the cashflow impact of the basic system and the

problems it creates in transition.

input tax credits for business customers

The input tax credits for the premiums are allowed to the insured business under the basic
cashflow concepts. The business can claim the credit based on the invoice from the insurer

showing the amount of tax payable.

If the insurer was earning a rate of return on its investments that were in excess of the pure rate
of interest, it would be subject to tax on the additional margin. This tax would be in respect
of services that the insurer is providing to the users of the investment funds. The availability
of the input tax credit to a specific business customer for the tax paid would be based on the
TCA calculations, and would depend on the nature of the investment.

A crucial distinction was drawn between "registered instruments” and bearer mstruments in
Erust & Young [1994]. Registered instruments are those in which thc associated transactions
are essentially two-way. The initial cash flow to or from a person is reversed by a cash flow
in the opposite direction to or from the same person. A loan by an insurer to a particular cus-
tomer, for example, in the form of a mortgage, represents a registered transaction. The cash
outflow associated with the granting of the mortgage will be reversed as the mortgage princi-
pal is repaid. Bearer transactions are all transactions other than a registered transaction. With
bearer instruments, there is no expectation that there will be a reversal of the cash flows to the
same party. For example, stocks or bonds purchased m secondary markets will not be resold
to the same parties from whom they were purchased.

Where the investments by the insurer are in bearer mstruments purchased in secondary mar-
kets, the tax calculated under the TCA would not be creditabie to anyone. Where investmenis



are in registered instruments, the borrower would be able to claim a credit for the tax payable
by the insurer on its investment margin. The credit would be based on the tax calculated within
each TCA, and the insurer would issue an mvoice to the business customer indicating the tax

paid by the insurer in respect of the loan.

Insurance with Positive Savings Element, No Investment Margin

The application of the TCA system can now be extended to cover the case where there is a
positive savings element in the policies. Depending upon the approach taken to identify the
savings element, the policies thus contain a cash surrender value, or a reserve for return of
savings is shown on the insurer's books. The assumption is maintained that there is no invest-
ment intermediation service provided by the insurer.

The previous assumptions about the insurance aspects of the example are kept the same, but
there is now a savings element added to the transactions. The assumptions that are maintained

the same are:
B Pure rate of mterest equals 12%.

B Pure insurance or underwriting risk (calculated at a discount rate of 12%) equals 100.
W Operating costs of risk pooling including insurer profit equals 25.

B Pure insurance premiums exclusive of tax are 125 (equals 100 plus 25).

The additional assumptions and those that are changed by the inclusion of a savings element
in the model are:

B An additional savings component of 30, repayable with interest of 12%.

The total premiums paid include an explicit savings component of 50. This 50 along with
the associated interest becomes the cash surrender value of the policy. Since the interest
rate 15 12%, there is no intermediation service associated with the return earned by the in-

sured party on the savings component of the premium.
M Total insurance premium is 175.

The total premium consists of the pure insurance premium of 125 and the savings
component of 50.

M Retumn on the prepayment of insurance payments {net of risk pooling costs) is 18 (i.e. 12%
of 150).

The fact that the msurer earns 12% on the prepaid premiums invested reflects the fact that
there is no investment intermediation margin earned.

B The payment of claims, including the endowment value of the policy, is 168.

The value of the claims made at the end of the period is 168. This has a PDV of 150 con-
sidered from the perspective of the start of the contract.
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The value of insurance services in the period is equal to the sum of the pure insurance risk, the
savings component of premiums, the cost of risk pooling and the return on the investment of
premium prepayments less the value of the claims. The total value of the services rendered is
thus 25 (which equals 100 + 25 + 50 + 18 - 168). All of this represents insurance intermedia-
tion or risk pooling services. It does not include the pure risk element of the premiums, or the
pure rate of interest. As has been discussed, the insurance intermediation services are the only
elements of value added in the insurance activity and thus the only element which should be
taxable under a general consumption tax such as a VAL

Figure 12 provides an example of an insurance activity which contains an explicit savings
element in the contracts. The savings component of the premium is returned with interest
at the end of the policy period. The examplie continues to exclude the possibility of the
Insurer earning an investment intermediation margin either by paying the insured less than
the pure rate of interest on their savings or by charging more than the pure rate of interest on

loans.

Under the TCA mechanism, premiums and claims in respect of the risk element of the policy
continue to be taxed under the basic cashflow system. The treatment of these transactions
continues to be the same as in the previous example. However, there are now two TCA
calculations necessary. One occurs for the investment transactions of the insurer, the other for

the savings component deposited by the insured party.
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The investment TCA calculations are identical to that described in the previous example,
except that the premiums paid now also include the savings element of 50. There is no invest-
ment intermediation margin earmned, because the insurer earns the pure rate of interest on its
investment activities. There is thus no tax payable under the TCA calculation for the invest-
ment activity of the msurer. Similarly, there is no tax payable in respect of the TCA calcu-
lation for the savings component of the policy, because the pure rate of interest is paid on these

savings.

The claims payment to policy holders is split into two parts. These are the return of the
accumulated endowment value, and the balance of the claim paid. The insurer is allowed to
claim a credit for the first element through the TCA mechanism. This 1s equivalent to the

oy

credii paid on the deposit withdrawal on the deposit side of banking transactions. The insurer
eamns a tax credit for the balance of the claim through the regular cashflow mechanism. As was
indicated, premiums and claims (unrelated to the savings element of policies) continue to be
taxed under the basic cashflow mechanism.

Policy dividends paid to policy holders are treated the same as claims. Policy dividends that
are credited to the endowment account are similar to interest payments made by a bank to its
depositors. The act of crediting the policy dividend to the endowment value does not affect
tax payments by the insurer until the amount is actually withdrawn by the policy holder.
Dividends credited to the policy holder account are similar to the payment of bank interest on
a bank account which is immediately deposited back into the account. The TCA will have two
matching debit and credit entries, but the balance will remain unaltered in the absence of an

actual cash outflow,

Where the policy holder is a registrant, the insured is required to pay tax on only that portion
of the claim receipt that is in excess of the endowment value of the policy. This is consistent
with the fact that the policy holder was allowed to claim a credit only for that portion of the

premium that exceeded the savings component.

Implicit savings elements of premiums

Where the savings element of the premiums is nii, there is no TCA created for the savings
inflow from the insured, and, as a result, the tax would apply on the full premium amount.
However, there may be an implicit savings ¢lement that is not reflected in a cash surrender
value for the policy. or the calculation of the savings element on the company books. For
example, general insurance companies earn retuns on the investment of premiums prior to
claims, and this return allows them to reduce the cost of insurance in the form of premiums
charged. The lack of recognition of such an implicit savings element does not mean that the
government is inappropriately charging tax on the savings element. Any tax collected on such
savings inflows is appropriately offset through credits allowed for all claim outflows.

Since the TCA and basic cashflow systems are equivalent, any mismeasurement of the savings
element does not result in under- or over-taxation. The only difference is in respect of the
timing of the tax flows, and not in their present discounted value. If the savings element is
recognized, thereby deferring the tax on part of the premium, there would be a corresponding
demal of input tax credit to the insurer in respect of the ciaim.

<
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INSURANCE WITH INVESTMENT INTERMEDIATION SERVICES

The TCA System

This section extends the example to include a situation in which investment intermediation ser-
vices are being provided along with insurance intermediation services. The investment inter-
mediation services may arise in respect of two sets of activities of the insurer. First, the in-
surer may provide investment intermediation services in respect of the savings component of
insured parties' premium payments. Second, the insurer may provide investment intermedia-
tion services to borrowers of funds from the insurer or other users of the reserve funds held by
the insurer. Conceptually, the issues that arise are identical to those that were discussed in
detail for the deposit/loan activities of banks, with the savings component of premiums being
equivalent to deposits and the lending activity of banks being equated to the insurer's invest-
ment of its reserves. The TCA system can be used in respect of these activities. The trunc-
ated TCA system, where the insurers carry out all the calculations, and provide invoices to
insured parties and borrowers for the tax paid on the intermediation services rendered, can also

be applied to insurance transactions.

The TCA system for insurers providing an investment intermediation service functions exact-
ly as shown in the previous example (figure 12). However, that example assumed that the net
investment margin was zero, and as a result, the TCA calculations did not yield a net tax
liability. Where the investment intermediation services rendered by the insurer are positive,
the TCA would yield a tax liability that would be in addition to the net tax on premium and

¢laim cash inflows and outtlows.

4 a=

earns a 15% return on investments, while pricing the premiums under an assumed 7% interest
rate. The insurer thus earns an overall spread of 8% (15% less 7%). (All other assumptions are
the same as in the previous example for an insurance contract with a savings element, but no
investment intermediation. The assumptions about the investment margins are the same as
those in the discussion of banking deposit/loan transactions in Emst & Young [1993 and 1994].

Figure 13 provides an illustration of the TCA calculations where it is assumed that the insurer

The combined assumptions can be summarized as:

B Pure insurance or underwriting risk (PDV at a discount rate of 7%) equals 1035.

B Operating costs of risk pooiing inciuding insurer profit equals 23.

B Pure rate of interest equals 12%.

B Pure insurance premium equals 130 (i.e. 105 + 25).

B An additional savings component of 50, repayable with interest at 7%.

B Total insurance premium of 180 (i.e. pure insurance plus savings component).

B Return on prepayment of insurance premiums {net of risk pooling costs) equals 22.5

(15% of 150).
B Payment of claims, including the endowment value of policies, equals 165.5

The total value of services rendered by the insurer is now equal to the sum of the pure in-
surance risk, the savings component of premiums, the cost of risk pooling, and the return on
the investment of premium prepayments less the value of the claims. The value of services is
thus 37 (which equals 105 + 50 + 25 + 22.5 - 165.5). This represents insurance intermedia-
tion or risk pooling services of 25 and investment margin of 12 (8% of 150).
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In the example, the total value of intermediation services is 37. Of these, the value of services
rendered by the business customer is 32.5, consisting of the insurance intermediation service
of 25, plus an additional premium of 5, because of the use of a 7% (as opposed to 12%) dis-
count rate in the pricing of premiums, plus an investment intermediation service of 2.5 (5% of
50). The residual value of 4.5 represents investment intermediation services to persons who
make use of the investment funds of the insurer.

The business customer is allowed to claim an input tax credit in two parts. For the first two
components (25 + 5), which relate to the pure insurance risk and the premium built into the
pricing of the policy at a 7% discount rate, the credit is allowed through the.basic cash flow
mechanism. These components are included in the non-saving portion of the premium for

which the business customer can claim a credit. The credit for the remaining component is
available on the basis of the TCA tax invoice issued by the insurer.

If the investment by the insurer was in a registered (non-bearer) instrument such as a loan, the
tax on the remaining 4.5 service value may also be creditable to the recipient of the service, if
the recipient acquired the service for use in a taxable activity. In the example shown in
figure 13, the government is represented as receiving 0.45 in net tax collections (i.e. 10% of
4.5). The example thus relates to either the situation where the insurer has made the invest-
ment in a bearer instrument, or where the loan is not in respect of a taxable activity. Mortgage
loans by the insurer to non-registrants would be an example of the latter situation.

Truncated Cashflow Model with TCA

In the paper Emst & Young [1994], a system of cashflow tax referred to as the truncated
cashflow system with TCA was described. The key feature of the truncated system would be
that, as part of its own calculation of tax, the financial institution would also determine the tax
in respect of the value of financial services provided to its commercial customers. Tt would
1ssue a tax invoice specifying the amount of the tax and the customer would be able to claim
an input tax credit if the services were used in a commercial activity. This approach was
developed as a means of overcoming the complexity associated with non-financial registrants
carrying out their own cashflow calculations in respect of their financial transactions.

The truncated system would also be applicable in the case of the savings element of premiums
paid to insurers and to registered loans or other borrowings from insurers. Insurers would do
the calculations to determine the tax payable on their financial services related to these ac-
tivities and furnish business customers with invoices showing the tax paid as calculated under
the TCA method. However, the basic cashflow method would continue to be used for the risk
insurance component of premiums and for claims.

Negative Balance in a TCA

As discussed in Emst & Young [1994; 60-61], a negative balance m the TCA implies that the
financial intermediary has become a net recipient of investment intermediation services. It
would thus become eligible to receive a refund of tax in respect of either the deposit or
lending account represented by the TCA being considered. However, in this case, the finan-
cial institution shouid not be able to reduce its tax, uniess the customer was charging the tax
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on the supply. To get the proper result under the truncated system, the balance in a TCA is
constrained to be non-negative, that is a negative balance is ignored.

This constraint would also apply to negative TCA balances of insurers. It should be noted that
it is quite appropriate to allow an insurer to claim a credit for claims payments in excess of
premium receipts from any policy holder. Given the risk pooling nature of insurance, one
would expect claims to exceed premiums for certain policy holders. However, the pure in-
surance elements of a policy do not flow through a TCA, which consists of only savings and
investment elements of insurance cash flows. A TCA will have a negative balance only
because the indexing rate is more than the investment earned by the insurer, or less than the

investment income credited to policy holders. It would not be appropriate to allow a reduc-
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tion in tax for the insurer in such case, as it would not be expected that there would be corres-

ponding tax collected from the other party in the transaction.

Transition Rules

Transition rules for the adoption of a cashflow system for insurance services need to be con-
sidered in respect of both the pure insurance and the investment intermediation aspects of in-

surance activities.

For policies without a savings component, transition options identical to those under the cash-
flow system can be identified. The three basic options are:

W Option A: No tax on premiums received prior to the commencement of the tax, and no
credit to the insurer for claims paid under such prepaid insurance claims.

This approach leaves insurance contracted before the implementation completely outside
the scope of the tax and crediting mechanisms. It could lead to some adverse selection
effects associated with the announcement of the tax, in that non-registrants would opt to pay
premiums in advance of the tax, while business customers would tend to delay premium

payments to await the crediting opportunities.
B Option B: The insurer would be required to charge tax on prepaid insurance premiums for

the periods after the commencement of the tax. All claims would then be eligible for
credit, as long as they reiated to risks that occurred after the tax commencement date.

This option would provide no incentive to prepay or delay premiums, as the premium pay-
ments would be allocated over the contract period. The exemption system would apply to
premiums and claims pre-implementation and the cashtlow VAT would apply to premiums
and claims post-implementation.

B Option C: (New Zealand system) No tax on prepaid insurance, but full credits for all
claims after the commencement of the system.

This system would also be subject to adverse selection etfects, but might be justifiable on
simplicity grounds if the extent of prepayments is relatively limited.

Investment intermediation services of insurers would be subject to transition adjustments
under the TCA system. This would consist of establishing TCAs for the savings/endowment
values in existing policies and for investments in place at the commencement of the system.
The TCAs for the savings/endowment values of policies will have an opening debit entry equal
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to the accumulated endowment value of the policies. The TCAs for investment outflows prior
to the commencement of the tax will have an opening credit entry equal to the fair market
value of the investments at the implementation date.

Options B or C for general insurance are most compatible with the TCA adjustment for insu-
rance with a savings component. All claims for risks after the tax commencement date remain
eligible for credit by the insurer, regardless of whether the claim payment is a return of the
endowment value or a compensation for the insured Jloss. On the other hand, option A for
general insurance denies credit for part of the claims, in effect, continuing the exemption sys-

tem.

Issues and Concerns

The major issues and concerns about the application of a cashflow VAT to the insurance and
investment intermediation services of insurers will relate to the respective complexity

concerns of insurers and policy holders.

Complexity for insurers

All financial institutions may find the requirement to maintain the TCAs for accounts to be a
source of complexity. Insurers face the additional complexity of dividing premiums and
claims into savings and pure insurance components. However, it should be noted that this is
already being done for income tax purposes. Insurers are allowed to claim a reserve deduc-
tion in respect of the savings component of premium receipts. When a claim is paid, a part of
it serves to reduce the reserve deductions, and the balance is allowed as an ordinary expense

deduction in computing business profits.

While the reserve deduction may not correspond exactly to the endowment value of the poli-
cy, the income tax reserve amount may still be used as a convenient measure of the
savings/endowment value of policies. Under the income tax system, a reserve deduction
results in a deferral of income tax liability of the insurer, who has an incentive to maximize the

the TCA balances by the pure interest rate.

Because a VAT does not apply to the pure time value of money, the deferral of tax is not a
benefit in the first place, as long as cash inflows and cutflows are treated in a symmetric and
consistent manner. For financial intermediaries, cash inflows of a capital nature (liabilities)
are matched by cash outflows of a capital nature (assets). The deferral of tax on cash inflows
should thus be matched by deferral of credits on cash outflows. In the absence of explicit
matching of cash inflows and outflows, the TCA system negates the advantage/disadvantage
of timing differences through the mechanisin of indexing of outstanding TCA balances.

The income tax system allows reserves in respect of unearned premiwns for general in-
surance without a savings component. These calculations are done on a pool basis, without
allocation to individual policies. Since these amounts do not represent a savings/endowment
value of policies, they do not require explicit recognition under the TCA system. Al



premiums and claims under general insurance withont a savings element are to be taxed under

the basic cashflow system. TCAs are to be set up only for those policies that have an explicit
endowment element, even though the TCA calculations could be based on income tax reserve

amounts for such policies.

Complexity for Policy Holders

For consumers and other policy holders that are not registered businesses for VAT purposes,
there are no tax computations for purposes of the VAT. All additional calculations are at the
insurer level. The insurer will face tax on the premiums received and receive a credit in
respect of claims paid. The net tax in respect of such policies will thus be restricted to the
tax on the value of the insurance intermediation services associated with the policy or the
investment intermediation services supplied on the savings element of such policies.

Registered businesses are allowed to claim a credit for the premiums paid, and are required to
remit tax on the claim receipts. The tax and credit calculations are relatively straightforward
in the case of general insurance with no savings element. They are directly comparable to the
calculations associated with VAT on goods or non-financial services.

For policies with a savings element, premiums and claims would need to be split mto savings
and non-savings components. This would need to be done by insurers, and thus would
not involve that much in additional complexity for the policy holder. However, given
that savings components are generally confined to life insurance policies acquired by
consumers, most business registrants would be unaffected by this element of complexity in

any event.



PART 3

ADDITICNAL DESIGN ISSUES

A number ot additional design issues would arise in establishing a cashflow VAT for insurance
sector financial services that are related to specific activities or characteristics of the insurance
industry. These relate to reinsurance, zero-rated export services, imported services, transfer
and sale of damaged property, subrogation, stock versus mutual companies and insurance

premium taxes.

REINSURANCE

In cases where insurance companies have underwritten insurance with a significant payout
potential, they may seek to reduce their level of potential liability by seeking reinsurance on
the policy. Reinsurance companies assume a share of the original insurer's risk in return for a
share of the premium. Reinsurance is essentially insurance for insurers.

For the cashflow tax, reinsurance can be treated identically to insurance. The purchase of rein-
surance 1is treated as a sale of insurance to the original insurer by ancther insurer. In turn, the
reinsurer would be charged tax on the premium receipts, and the original insurer would be al-
lowed to claim a credit for the reinsurance premium.

Reinsurance contracts may involve insurers from other jurisdictions. This is, in general,
treated the same as other transactions with foreigners under a cashflow VAT. The purchase of
reinsurance from a foreign (non-resident) reinsurer is treated the same as the purchase of other
services from a foreign supplier. There is no credit allowed for the purchase of the service
where the supplier is not obligated to charge tax. Therefore, premium payments to the
foreign reinsurer are not eligible for an input tax credit, and any claim receipts received are not

subject to tax.

The sale of reinsurance to a foreigner is treated the same as the sale of insurance to a foreign
customer. It would be zero-rated, if the place of supply is outside the country. If the rein-

surance supply is held t¢ be zerc-rated, premium receipts from the non-resident

would not be subject to tax, and the claim payments to the non-resident customer would no
be eligible for the credit.

SNRfNmar
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ZERO-RATED EXPORT SERVICES

Two major options exist as a guide to defining zero-rated insurance supplies.

Option A:

M Option A: Insurance services would be treated the same as any other service. Under
the Sixth Directive of the EU, the place of supply is determined by reference to the
business status of the customer. In the case of a business customer, the place of supply
1s defined to be the place of residence of the consumer. For consumers and other non-
business customers, the place of supply is defined to be the place of residence of the

supplier.

178



B Option B: The place of supply would be defined by reference to the residence of the cus-
tomer and to the location of risks. The primary criteria for defining an exported insurance
service would be the residence of the recipient. Therefore, supplies to residents are treated
as domestic supplies regardless of where the risks are located. However, in respect of in-
surance, supplies of insurance are only zero-rated if the insurance relates to risks that are
located primarily outside of the country. This is the approach used in Canada.

IMPORTED SERVICES

Under a cashflow VAT, imported insurance services couid be trealed the same as imports of
other taxable services. Under that type of regime, VAT registered businesses will have no bias
to import services from abroad, because the treatment of domestic and imported services is the
same. Domestic services received are taxable, but the tax is offset through the availability of
input tax credits. Imported services are not taxable, but neither are they eligible for an input
tax credit. In general, the new system would be more neutral than the current system in this
regard. The current implicit tax on insurance services through the taxation of inputs can vary
significantly from one country to another. The system under discussion would ensure a zero
effective rate of tax on business insurance on a uniform basis in different jurisdictions.

Consumers and other unregistered persons would have a bias for tax-exempt importation of
insurance services. Under the Sixth Directive the place of supply rules for services, no such
bias exists in the case of imports from other EU members, because insurance services to
consumers are taxable in the country of export. However, a bias does exist where the insurer
is based in a country outside the EU. In these cases, a self-supply rule is needed for service
imports. In some cases, countries prohibit the sale of insurance without the insurer being
licensed in the country. Under this requirement, licensed insurers could be deemed to be
carrying on business in the country and be required to apply for VAT registration.

TRANSFER AND SALE OF CAMAGED PROPERTY

Insurance damage claims may be settled in two general ways:

B Option A: Insurer pays a claim settlement equal to the damage amount {(which is approxi-
mated by either the repair cost, or the replacement cost of the property less its salvage

value)

B Option B: Insurer takes possession of the damaged property, and pays a claim settlement
equal to 1ts replacement cost.

It is obviously desirable to have rules in place that lead to uniform tax treatment under both
options. The Canadian Goods and Services Tax systems has a set of rules designed to
achieve this objective. The transfer of property from the owner to the insurer is deemed to be
for nil consideration. Neutrality is then achieved by requiring the insurer to charge tax on sal-
vage sales, but allowmg a notional input tax credit to the insurer in the case of salvage
acquired from non-registered persons. To claim the credit, the insurer must provide
satisfactory evidence that the owner of the property did not claim any credit in respect of the
original purchase of the property. The notional credit is equal to the tax charged on the sale.
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The net result of these adjustments is that no tax is remitted on resales of properties acquired
from households and other exempt persons. On the other hand, sales of properties acquired
from other persons attract tax on the full resale value. In effect, under the Canadian rules, sal-
vage sales by an insurer are effectively treated as if they were a sale of second-hand goods,

with the dealer’s margin deemed to be zero.

Taxation of insurance services would simplify the rules for a neutral treatment of the transfer
of the property and the subsequent resale. No notional input tax credit would be required.
Instead, a credit would be available for the full cash settlement of the claim. The insurer would
still be required to charge tax on the salvage value, in a manner similar to the tax charged on
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Hlustrative example of transfer and sale of damaged property

The assumptions for the example are:
M Saivage value of property: 200
B Replacement cost of property: 1,000

B Insurer has the option of:
» paying a cash claim of 1,000, and taking possession of the salvage, or

* paying a net claim of 800 and letting the insured keep the salvage
B Tax rate: 10%

Under option A, the insurer remits tax on the salvage sale of 200, but gets a credit for the claim
payment of 1,000. The net tax credit would be 10% of 800.

Under option B, the insurer claims a credit equal to 10% of 800, and the consumer is allowed
to make a salvage sale for 200 with no further tax.

In both cases, the net claim cost to the insurer is 800, and that is all that should be eligible for
a credit to the insurer. There should be no additional tax on the salvage value of a consumer
property, because it already represents a tax-paid value. Where the property is a business
property, the salvage sale would attract tax under the normai rules, regardiess of whether the
sale was made by the insurer or the insured.

SUBROGATION

Subrogation is defined as the transfer by the insured to the insurer of the right to receive
compensation from the third party causing the damage. For example, a person damages the
structure of a house. The homeowner is compensated for the loss by the insurer, and transfers
to the insurer his/her right to sue the person that caused the damage. The insurer may
subsequently be able to recover damage costs from the person responsible.

Transfers of rights to the insurer are treated the same as the transfers of damaged property.
They are a supply of an intangible property from the insured to the insurer for nil considera-
tion. Any recoveries by the insurer are then considered to be a consideration for a taxable-

supply.
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ar to the recoveries fro alvage sales The recoveries are thus effectively treated as a reduc-
fion in the net claim cost. The net credit of the insurer is equal to the tax rate times the gross
claims less recoveries from the person causing the damage. Where the person liable for the
damage is a VAT registrant, the damage payment would be considered as a purchase of a
taxable service (e.g. a repair service) from the insurer, and the person would be eligible to
claim an input tax credit in respect of the payment. In other words, once insurance becomes
taxable, all insurance cash flows, including premiums, claims and subrogation recoveries, get
treated as consideration for taxable supplies.

._4

STOCK VERSUS WMUTUAL CONMPANIES

Insurance companies may be either stock companies owned by their shareholders or mutual
companies whose policyholders have ownership rights in the companies. The distinction
between these two ownership structures raises an issue as to the tax base that should apply

under the cashflow VAT.

Under the cashflow or TCA systems, cash flows to and from shareholders are ignored.”® The
cash inflows from the issuing of equity shares of the company itself (as opposed to sales of
shares held in its portfolio of equities}, are ignored for cashflow tax purposes and are thus not
taxable. Similarly, dividend payvments to shareholders are not included m the tax base. This
treatment is necessary to arrive at the correct tax base in respect of the financial services pro-
vided, and parallels the treatment of wage and salary payments to employees.

In the case of stock companies, share contributions, and dividends to shareholders are readily
identifiable to permit this treatment. However, mutual insurance companies do not have
shareholders. It has been argued that they are capitalized from premiums received from
insurance policy holders, and that a part or all of the profit earned by mutval companies is
returned to policy holders in the form of policy dividends. In other words, policy holders of
mutual companies are its customers as well as its owners. 1f this argument is accepted, a part
of the premiums received from the policy holders of a mutual company should be excluded
from the tax base as a share capital contribution. Similarly, input tax credits should be denied
for that part of the policy dividends that represents a distribution of profits.

The validity of this argument has been challenged. It implies that premiums charged and divi-
dends paid by a mutual company are higher than those of a stock company. There is no con-
clusive evidence of this. Mutual companies have argued that market competition requires their
premiums and dividends to be similar to those for stock companies.

This issue has generally arisen in the context of the income tax. Few countries have attempted
to address it in that context. The benefit of full dividend deduction is seen to be partially
offset by the full taxation of premium inflows. Pending further evidence about the nature and
magnitude of the bias, it may not be advisable to address it under a VAT.

¥ See the discussion Emst & Young [1994: 12-14].
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INSURANCE PREMIUM TAXES

Many countries impose insurance premiums taxes (JPT). These taxes can be quite burden-
some, in that they are applied to the full value of the insurance premiums, as if this
represented consumption expenditure. Of course, the actual consumption expenditure is only
the value of insurance and investment intermediation services provided by the insurer. As a
result, unless the premium tax is set at a very low rate, it will impact very heavily relative to
the actual financial services being consumed. Premium taxes are also non-neutral, in that the
ratio of the gross premium to the financial service will vary among types of coverage and

policy holders.

if a TCA sy
principle of economic neutrality. Perhaps the only justification for their continuation would
be the revenue loss that the governments would otherwise suffer. While it is beyond the scope
of this report to comment on them, it is an issue that is important in assessing the overall

economic and fiscal impact of the new system of applying VAT to financial services.
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PART 4

AFPPLICATION OF TAX TO BULLION

INTRODUCTION

Gold performs a dual role in the economy in that it is traded both as a consumer/
industrial commodity, and also for investment purposes. In its investment uses, it competes
with other financial instruments, and the services provided by the dealers and other
businesses {rading in it are financial in nature. Under the EU VAT system and other
VAT systems which generally exempt or zero-rate financial services, it has thus been con-
sidered necessary to also exempt or zero-rate investment transactions in gold to avoid market
disruption.  This has led to special rules designed to segment transactions in gold
as afinancial instrument and transactions in gold as a consumer/industrial good. Such
segmentation allows transactions in gold as a financial instrument to be exempted or zero-
rated. If financial services were to become taxable under a variant of the cash-flow system, the
need for such rules may be lessened or eliminated, as all financial services would be taxable.
The purpose of this section of the report is to explore the appropriate treatment of gold under
the cash-flow system, and to examine the need for the availability of special rules under such

a system.

Under the VAT Sixth Directive, all transactions relating to gold are, in principle, taxable, with
the exception of gertain transactions involving central banks. However, as noted, special rules
are designed to exempt or zero-rate gold transactions of a fmancial nature. Article 28(3)(b)
provides that during a transitional period, Member States may continue to exempt transactions
other than gold for industrial use. This derogation is only permitted for Member States which
already granted such an exemption at the date of adoption of the Sixth Directive. This has led
to the situation in which some Member States tax gold, while others exempt it. In Canada,
supplies of gold by a person other than a refiner are exempt with no right of input tax deduec-

tion/credit.

There are examples of zero-rating of gold in addition to transactions involving export of gold.
In the United Kingdom, a range of contracts undertaken under certain specified circumstances
in the Terminal Market (commodities market) are zero-rated. An important consideration in
this approach is the difficulty in determining place of supply. In Canada, domestic (as well as
export) sales of precious metals by a refmer are zero-rated.

Gold has been used in various serious frauds against the VAT. In general, the frauds involved
the smuggling or importing of gold with no VAT having been paid upon purchase, and the sale
of the gold with VAT with the tax not being remitted to the treasury. As a result, some Member
States have been authorized under Article 27 to take measures combating this fraud. In the
U.K., a system of compulsory special accounting and payment system has been adopted for
gold transactions, which involves the tax being remitted by the buyer and not the vendor, when

the transactions are between registered dealers.



The existence of these special rules and treatments has created some problems. As the pro-
posal for a special scheme for gold presented by the Commission observed:

"A coherent proposal on gold is made all the more necessary by the existing differences be-
tween Member States which result not only from the said transitional derogation for so-
called investment gold but also from the wide variety of tax schemes applicable to gold in
general, for example under the simplification measures referred to in Article 27.""

The discussion in this paper focuses on issues related to the measurement of the tax base.
While issues related to the place and time of supply are also important, they are not considered
in detail here because they are net unique to gold supplies. They should be handled in the
broader context of similar rules for other goods and services in general, and for financial ser-
vices in particular. The paper focuses on issues related to gold, but the discussion is equally
pertinent to other precious metals such as silver and platinum which perform the same dual
functions as investment goods and industrial/consumer goods. There is no separate discussion
of other precious metals in the paper for reasons of brevity.

The discussion that follows reflects, in part, the issues and concepts contained in the
Commission document [October 28, 1992]. That paper sets out proposed insertions in the
Sixth Directive designed to reduce competitive distortions and fraud related to gold. In gen-
eral, the proposals in the Commission document are designed to segregate "investment gold”
where no consumption related to the gold itself occurs in conjunction with transactions, and
"gold other than investment gold” where consumption does occur. In the case of investment
gold, the only consumption related to transactions is of financial services. The proposals are
thus designed to allow exemption/zero-rating for financial services linked to investment gold
in line with the treatment of other financial services, while taxing the non-investment trans-

actions as normal supplies of goods.

This basic distinction is also conceptually relevant for the discussion of the treatment of gold
transactions in a cash-flow system. However, the objective is now to identify and measure the
value of financial services related to transactions in gold (of an investment type) so that tax
can be applied in an appropriate fashion to the financial services involved. The cash-flow
approach is the mechanism used to measure the financial services associated with investment
gold transactions. The standard system is applied to other transactions that involve supplies

of gold as an industrial input or a consumption good.

UNIQUE FEATURES OF GOLD TRANSACTIONS

The special rules applied to transactions in gold under the current systems (where financial ser-
vices are exempted) and the structure envisaged under a cash-flow variant of VAT are linked
to certain urique characteristics of gold transactions. It is useful to outline these in general
terms as background to a detailed discussion of the current and proposed systems.

u ion of the Eurcpean Communities [October 28, 1992). Proposal for a Council Directive Supplementing the Common
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System of Value Added Tax and Amending Directive 77/388/ - Special Scheme for Gold. COM (2) 441. (Brussels) 1.
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Gold is purchased and held in various forms by two sets of persons. First, there are the regis-
tered businesses that purchase the metal for use in business activities. Financial institutions,
including commodity traders, hold gold as an input to their business activities. They may hold
it as a stock for market making activities, as backing for various gold-based financial products
or as inventory for sale. Other registered businesses such as jewelers and dentists hold the
metal as inputs into their business activities. Second, consumers and other persons may pur-
chase the metal either as a consumer good in such form as jewelry, or as an investment, erther

in pure metal form or coins.

If financial services were included in the VAT, a system with the following characteristics

would meet the conceptual objectives of a value-added tax structure. Ail physical transactions
in the metal, that is those transactions where the metal physically passes into the possession of
a new person, would be subject to tax. As well as trading in the existing stock of the metal,
new supplies as the result of production and refining, or import would also bear tax.
Registered businesses would have the right of deduction/credit where the purchases are
related to their taxable business activities. Other persons or registered businesses purchasing
the gold for purposes not related to their taxable commercial activities (e.g. for investment
purposes) would not be eligible for deduction/crediting of the tax paid. As a result of this,
there would be a tax-free stock in the hands of businesses using gold in their taxable
commercial activities, and a tax inclusive stock in the hands of consumers and other persons
holding gold for consumption or investment reasons. As noted, financial institutions would
use their stock of gold as inventory for sale or as backing for various financial instruments
related to gold. Gold held on a tax inclusive basis would presumably trade on this basis where
registered traders are not involved. If there was a purchase of gold by a registered person from
a unregistered one, there would need to be a mechanism for the registered person to recover

the tax included in the purchase price."”

Any supply of financial services related to gold should be subject to tax and creditable by
registrants where the service relate to their commercial activities. Similar comments, of
course, would apply to any supply of service related to supplies of gold for consumer/indus-

trial purposes.

The existing structure under VAT systems is more complex. Financial services are, in general,
exempt or zero—rated, d rules have been available in many VAT systems to try to provide
parallel treatment to financial services related to gold transactions. Moreover, the supply of
financial services involved in many transactions related to gold reflect the extensive use of
gold, itself, as a financial instrument. Historically, gold has been used as money, and there is
a continuing use of gold as legal tender and as a store of value. As a result, a significantly
large volume of domestic and international transactions in gold relate to use of the metal for
monetary or investment purposes. Other transactions, related to financial instruments linked
in some way to gold also reflect the investment use of gold.  As there is arguably no consump-
tion of gold in such cases, there should be no taxation of the total cash payments. As with
other transactions in financial instruments (such as bank deposits), the cash payments may

2 This issue is discussed later and can be accomplished by allowing the purchaser to claim a deemed credit equal to (t/1+1),
where t is the statutory VAT rate.



reflect transfer of funds, payments for the time value of money, pure risk premiums and pay-
ments for financial services associated with the transaction. Only the final element should be
taxable under a VAT which taxes financial services. VAT systems to varying degrees have
tried to accommodate these considerations by various treatment of physical gold transactions
{except for consumer/industrial use) and of transactions in gold related financial instruments.
The Sixth Directive allowed existing exemptions (except for industrial/consumer) use to be
continued. As a result, there are significant variations in the treatment of such transactions in
Member Countries. Similar factors have also led to varying systems in countries using VAT

systens outside the EC.

While the transactions in gold in many cases are essentially financial in nature, goid is funda-
mentally different than most other financial instruments in one respect, namely it does have
intrinsic value as a commodity. This value is generally reflected in its market price. Unlike
other financial instruments, the creation of gold represents value-added, which is equal to its
market price. The full market value of other financial instruments does not represent value-
added. The cost of printing and creation of other instruments is only a fraction of their mar-
ket value. The remainder of the price of these other instruments reflects other attributes of a
financial nature such as claims on future resources, the time value of money and risk premia,

none of which represent value-added.

There are three major categories of transactions of gold which are useful to distinguish for pur-
poses of this paper. These are: :

B Transactions in gold objects
B Actual (physical) transactions in gold

B Financial transactions

Transactions in gold objects are those involving gold jewelry, other objects containing gold,
cr gold metal below prescribed levels of purity or in a form generally not recognized as pure
gold. Examples of the latter include various forms of gold scrap, gold residues from chemical
or industrial sources, alluvial gold (i.e. gold in powder or sand form usually recovered from
rivers) and lemel (i.e. actual pieces or scraps of gold which are larger than dust, but not large

enough to be made into another item).

Actual (physical) transactions in gold mvolve those where there is physical delivery of gold.
In this discussion, physical delivery is detined broadly to include segregated deposits or ware-
housing of gold on behalf of the buyer with a third party or with the seller. This category
excludes the transactions included in the first category, transactions in gold objects. These
actual (physical) transactions can be sub-divided into two further sub-categories which are
relevant in discussion of gold and VAT. One relates to the use of gold as a consumer/indus-
trial commodity and the other to the use for financial/investment purposes. These are re-

spectively:
> Consumer or industrial users

M Supply of pure gold for jewelry, dentistry and industrial alloys

W Numismatic coins

— %
co
[o))]



> Investment purchases

B By monetary authorities for use as
» monetary reserves of Central Banks

» supplies of gold coins at face value as money

B By individuals and business firms for use as

* investment holdings

B By financial intermediaries for use as

+ holdings of gold for resale or as market makers

Financial transactions in gold are referred to as "investment gold" transactions in Commission
of the European Communities [28 October, 1992. 4-5]. There are three forms of transactions
in gold that are financial or investment in nature, and which do not involve physical delivery
of gold. First, in book gold supplies, the buyers acquire title to an unidentified/fungible
amount of gold held as part of a larger stock of gold held by the supplier. The ownership in
such cases is represented by gold certificates or accounts. If the ownership transfer is in re-
spect to an identified stock, it would be tantamount to physical delivery. This possibility was
referred to under actual (physical) transactions, where it was noted that gold held as segregated
deposits or warchoused with third parties could be considered to be physically delivered in a

broad sense.

Second, futures contracts represent an obligation to buy or sell a given quantity of gold at a
specified date in the future, Such contracts are usually closed out without any physical de-
livery of gold. Such sales in the future relate to "unascertained goods”, in that the specific lot
of gold to be delivered is not ascertained at the time the futures contract is struck. Third.
options contracts refer to rights to buy or sell a given quantity of gold at a set price on a given
date. Options may or may not be tradable.

In all of the transactions defined above, it is possible for brokers or agents to provide services
in relationship to the transactions. In some cases, the services may relate to pure agency func-
tions of bringing buyers and sellers together, and operating as sophisticated stand-ins for the
principals in the transaction, thereby reducing transaction costs. However, in other cases, the
services provided may be of a financial type involving the making of markets, pooling of risk,

clearing services and provision of liquidity.

CURRENT VAT TREATMENT

The current VAT treatment of gold in the EU Member States and other countries with the tax
reflects the attempts made to minimize market disruptions m the different categories of
transactions described in the previous section, given the existing treatment of financial ser-
vices, As noted, there is considerable varation of treatment, even within the EU., This, of
course, was one of the reasons that the Commission made its proposals regarding gold [28
October, 1992, 1], There is a concern that the current variation among member countries could
be a source of competitive distortions. This section considers the VAT treatment of gold under

the current rules.
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Gold objects are subject to the standard provisions applicable to other goods. Sales are gen-
erally subject to tax and taxpayers registered for VAT are eligible for deduction/credit of the

taxes paid where the taxes relate to their business activities.

There is significant variability in the treatment of actual (physical) transactions in gold. This
variability is evident both within the EU and in the other countries applying VAT. The earlier
discussion of this category of gold transactions divided the transactions according to the type
of customer and the end use of the gold in question.”” The categories identified were con-
sumer/industrial users, and investment purchases by monetary authorities, individuals and
businesses, and financial intermediaries. Numismatic coins were also identified as a separate
old. There is fairly uniform treatment of supplies of gold for consumer/industrial
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purposes and to monetary authorities. However, there is variability in the treatment of the
remaining categories of numismatic coins. investment purchases by individuals and business
firms, and financial intermediaries. Nevertheless, there are some common elements in tax

treatment.

In general, consumer/industrial use of gold is taxable. In the EU, this is expressly set out in
the terms of the Sixth Directive.

Special relieving provisions exist for monetary gold supplied to central banks. The latter
exemption is available in the EU countries under Articles 14(1)(j) and 15(11) of the Sixth
Directive. This relieving provisions apply to both supplies within the country and imports,
The special treatment of this type of transaction relates to the fact that such gold is considered
to form part of the central banks' financial capital (under Directive 88/361/EEC on capital
movements). As an example of this in Member State law, the United Kingdom zero-rates
such transactions under Schedule 5, Group 12 of the Value Added Tax Act 1983. The relevant

items are:
1. The supply, by a Central Bank to another Central Bank or a member of the London Gold
Market, of gold in the United Kingdom.

2. The supply, by a member of the London Gold Market to a Central Bank, of gold held in the
United Kingdom.

Gold coins that are typically used for collection and study {numismatic coins) are accorded
varying treatment. Many of the EUJ Member Countries including the United Kingdom and
France treat such coins as taxable. However, the United Kingdom does provide that special
treatment may be available for coins of over 100 years old, or ones defined as collectors' pieces
of historical significance as part of the special scheme for antiques and collectors pieces.
Before April 1, 1982, the United Kingdom exempted gold coins that were legal tender in the
country of origin. Some countries exempt or zero-rate all such coins. In Canada, all coins of

pure gold are exempt in recognition that gold in this form may not represent a consumption

commodity.

" Tt can be noted that one of the rationales underlying the proposal for a special scheme for gold by the Commission [28
October, 1992. ] was that the distinetion between gold for industrial use or other than industrial nse contained in Annex F
of the Sixth Directive shonld be abandoned, because, "it is considered that the VAT arrangements should not be based on

the use made of the metal (and hence on the buyer’s intention)".



In the case of investment purchase of gold by individuals and businesses, and financial inter-
mediaries where there 1s physical delivery of the gold, there is considerable variation in treat-
ment among countries. In the EU, this relates to the ability to maintain existing exemptions
relating to gold other than for industrial use for a transitional period under Article 28(3)(b) and
point 26 of Annex F of the Sixth Directive. As an example, the United Kingdom zero-rates
certain transactions on the London Gold Market under the Value Added Tax (Terminal
Markets) Order 1993 and its amendments. In Canada, there is broader category of special
treatment in that the first sale of gold (and other precious) metals by a refiner on the domestic
market (as well as exports) is zero-rated. Other sales of pure gold are exempted with no right

to claim input tax credits.

Financial transactions in gold which are referred to as "investment gold” transactions in the
Commission's documents are generally exempted/zero-rated on the basis that these are, in fact,
financial transactions and the only supply 1s of financial services. Since financial services are
exempt/zero-rated under current VAT systems, this treatment should also be accorded to gold

transactions of this type.

In the case of brokers” and agency services, services related to consumer/industrial use are sub-
ject to the standard provisions, while services related to financial transactions are generally

treated as financial services.

TREATMENT UNDER THE CASH-FLOW SYSTEM

A brief overview of the broad framework of applying a cash-flow VAT to gold transactions can
be provided before a more detailed discussion of application to the different types of trans-
actions identified in previous sections. The outline of the structure is as follows:

B All transactions involving physical delivery of gold (including transfer of ownership of an
identified quantity of gold) to be taxable under the standard provisions

B All financial transactions in gold (not involving any physical delivery of gold) to be treated
the same as transactions in other financial instruments
« Under the truncated TCA system, only financial institutions iiabie to pay tax on suppiies
of financial instruments
« The tax base calculated through the TCA mechanism
« For any given financial instrument, the tax base will be the margin earned by the
financial institution in excess of the pure rate of interest

B All brokers' and agency services subject to tax under the standard provisions

For gold objects, there would be no change from the current systemn. In general, supplies
would be taxable under the standard rules and deduction/credit in respect of taxes paid would
be available to registered persons for their business activities. However, any special provisions
to check fraud could be continued. Therefore, the compulsory special accounting and payment
system for gold transactions adopted by the United Kingdom, m which the responsibility for
paying VAT is transferred to the buyer could be continued. Such systems were contemplated
by the Commission in its proposal for a transitional scheme for gold [28 October, 1992.
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Annex, page 7]. They would continue to be appropriate where necessary under a cash-flow
system, because their existence is not in any way linked to the tax treatment-of financial

services.

As noted in the overview of the system, all transactions involving actual (physical) delivery
would be taxable in a system of taxing financial services under a cash-flow approach. Indeed.
conceptually all such transactions should be taxable even under the current system. However,
special relieving provisions have been considered necessary to allow the system to work
in as non-distortionary a fashion as possible in the presence of the exemption for financial

Services.

The need for such relieving provisions relates to the exemption of financial services. There
are a variety of gold transactions where physical delivery is of little or no importance of where
there is uncertainty about whether delivery will occur. For example, futures contracts do not
generally involve a delivery of gold. However, at the time the contract is bought/sold, it is not
known whether the contract will lead to an eventual delivery of the gold. As a result, it may
have been considered necessary to exempt all such contracts regardless of whether they would
entail delivery. This avoids any bias for contracts not requiring delivery.

Other situations in which relieving provisions exist despite physical delivery of gold relate to
financial institutions (including registered dealers in gold acting as principals in transactions).
Financial institutions having a mixture of exempt financial transactions and taxable gold
transactions would have difficulties in allocating inputs between the two types of supplies.
Special treatment of the otherwise taxable gold transactions can thus be rationalized as a
simplifying mechanism. An argument or rationale for zero-rating of certain physical
transactions of gold of financial institutions relates to market making activities. Such firms
acquiring gold as market makers may not be eligible for input tax credits for their gold
purchases, if their market making activities are exempt as financial services, The resulting
increase in the cost of holding gold would have been a significant deterrent to their market

making activities.

With the taxation of financial services under the cash-flow system. extension of the tax to all
actual (physical)} gold transactions would be facilitated. The examples referred to above as lea-
ding to relieving provisions would no longer be relevant under such a system. Financial ins-
titutions would not have to apportion input tax credits, as all of their financial activities would
be taxable, and all taxes paid would be available for deduction/credit. Also, with market
making activities becoming taxable, financial institutions would be allowed to claim input tax

credits for tax payable on their gold purchases.”

Non-taxable or unregistered persons taking delivery of gold intended as an investment would
be concerned about the application of tax to gold purchases. They would argue that gold held
for investment purposes should not bear tax because competing investments in financial in-
struments do not bear tax, except on the financial services provided as part of the investment.
However, it can also be argued that the gold price does represent value-added and should be

" The treatment of purchases that do not involve payment of tax, that is the purchase of gold from non-taxable
(unregistered) persons is discussed at the end of this section.



taxable in the same manner as any other good or service acquired in the process of investment.
Investors buying other goods or property (e.g. diamonds, land, and durable consumer goods})
as an investment incur the VAT costs. An exemption for gold, while applying the tax to all
other investment inputs, would be non-neutral and distortionary. There is thus no compelling
argument as to why gold should receive special treatment.

It should be noted that a special rule might still be necessary to allow central banks to claim
an input tax credit for their purchasses of monetary gold. Since circulation of money is not
considered to be a taxable activity, central banks would not be able to claim an input tax
credit for monetary gold under the standard rules. If it is considered necessary to allow them
to purchase gold tax free as part of their financial capital, then a mechanism to give them
access to lllpuL tax credits on taxable pl.uCucl s would be necessary.

On the other hand, it might be queried as to whether gold purchases by a central bank should
be treated the same as other inputs related to its activities of circulation of money. If there is
no credit for the buildings, monetary paper, metal for coins, and office supplies, why should

there be a credit for gold?

Transactions in financial instruments related to gold would be treated the same as other
financial instruments. As the detailed rules for the application of the cash-flow system to
options, futures contracts, and to other financial derivatives are yet to be explored, it is not
feasible to discuss the treatment of gold instruments in detail. However, certain general

observations and comments can be made.

Assuming the truncated cash-flow system i1s in place, only financial institutions would be
liable to pay tax on the supply of financial instruments. The tax calculation would be done on
the basis of the TCA mechanism. In principle, the financial institutions would be subject to
tax on this basis for both the profit margin in excess of the pure rate of interest earned on any
financial instruments related to gold acquired for resale and also any spread earned on the pro-
vision of services akin to deposits or loans involving gold through gold certificates and the
like. Since the financial instruments held could take the form of futures, options or deriva-
tives, the exact calculations would depend upon the rules put in place for these instruments.

Instruments that may require physical delivery. even though they are settled in cash, could be
treated as financial instruments. They would be taxable only on the margin earned by the
financial institution. However, the tax would apply to the value of the gold delivered, as and
when a delivery does take place. There would need to be special consideration of this situ-
ation in the rules. It can be noted that the Commission proposal for an exemption system for
investment gold with the right of deduction contains a proposal in respect of this situation. The
proposed special scheme for gold suggested it be dealt with through the tax applying upon
physical delivery based upon the current market price of gold [28 October, 1992. 6]. However,
under the exemption with deduction system, limitations would also be required on the right of
deduction at the time of supply to prevent abuse of the right of deduction.

Place of supply would be an important issue in respect of such financial instruments. Because -
of the difficulties in detenmnmg the place of supply of intemational gold transactions, the
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However, the place of supply issues are not unique to gold-related nstruments, and the rules
developed for other financial instruments could also be extended to gold.

Once financial services become taxable, all brokers' and agency services could be taxable
under the standard provisions. There would be no special rules required for such services
related to gold supplies, whether they be actual (physical} or financial supplies.

There are two other issues that would also need to be considered in respect of operation of the
system. These are the treatment of the resale of gold by non-taxable (unregistered) persons to
taxable persons, and the possible cash-flow difficulties arising when applying the tax to gold

purchases by taxable persons.

Conceptually, a resale of gold by non-taxable (unregistered) persons to taxable persons should
be treated in the same fashion as any other resale of used goods. Such treatment is designed
to prevent double taxation of used goods when they pass from an unregistered person to a
registered one and then to a further unregistered one. This is particularly important in the case
of gold due to the value and volume of such transactions. To deal with this issue, the taxable
person acquiring such goods should be eligible to claim a notional input tax credit equal to the
tax rate on a tax inclusive base [i.e. t/(1+t), where t is the statutory rate of tax] times the pur-
chase price of the goods. With this adjustment, the tax can be applied to the full subsequent
resale price of the goods without double taxation arising. The net tax collected is only in re-
spect of the margin earned by the taxable person.

In the case of purchases of gold by taxable/registered persons, there may be a concern
that taxation of gold may lead to cash-flow difficulties. Such persons are then faced with
financing the cost of the tax until such time as a credit/deduction can be claimed. While such
cash-flow difficulties are not unique to gold, they may be exacerbated by the value of
transactions in gold. If this was considered to be necessary, there could be special relieving
provisions 1f necessary. There would be no fundamental system problem related to such pro-
visions. An example of a provision with this effect is a system where a registered buyer is re-
sponsible for the payment of the tax. The tax payable can be immediately offset by the deduc-

tion/credit.

SUNMMARY AND CONCLUSION

The extension of VAT to financial services via a cash-flow system would facilitate the exten-
sion of VAT to all gold transactions, whether physical or financial. The current system varies
considerably from country to country, and has led to a variety of distortions in markets and has

also been vulnerable to fraud.

Under the approach discussed in this paper, the tax would be applied in respect of all trans-
actions that entail physical delivery of gold, while taxable/registered persons would be
entitled to full input tax credit for gold purchases. This would mean that there was no longer
any need for distinctions between gold objects and gold. Because of the introduction of a
system of input tax credits, the need for special relieving provisions for Terminal Markets

would be obviated.



Financial transactions that do not entail physical delivery would be treated the same as other
tinancial instruments/derivatives. The detailed rules for such transactions are yet to be ex-

plored, but the main issue is likely to be place of supply.

The payment of tax on stocks of gold purchased by financial institutions would raise cash-flow
issues due to the timing of the tax payments and the claiming of credits. Transactions in gold
have also been the source of fraud which has led to such systems as a reverse charge
structure (tax payable by purchaser) being adopted in some countries. Special provisions to
deal with the cash-flow difficulties and fraudulent practices could be maintained under the pro-
posed system, if it was considered necessary, as they do not fundamentally alter the applica-

tion of the tax on the desired base.
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