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SUPERIORITY OF THE VAT TO TURNOVER TAX
AS AN INDIRECT TAX ON DIGITAL SERVICES
Karl Russo
Countries seeking to address the challenges of taxation in a digitalizing
economy have proposed or enacted indirect digital services taxes (DSTs) rather
than income taxes in part to satisfy international income tax treaty obligations.
The VAT is superior on efficiency grounds to these turnover taxes. The DSTs
are likely to have a similar incidence to the VAT in raising prices to final
consumers. However, the turnover taxes are more likely to distort production
decisions by firms and to risk cascading and double taxation. The DST could
be viewed as a special higher rate VAT on digital services. The paper explores
possible economic rationales for a special higher rate of indirect tax: taxing
leisure complements, taxing items with lower costs of avoidance or evasion,
and taxing items that generate negative externalities. It is far from clear that
any of these conditions hold in the case of digital services. The administrative
and other concerns with implementing a higher rate tax weigh against doing so
even if the case could be made. The economic analysis here suggests
continuation of efforts to ensure the VAT system applies effectively in the
digitalizing economy would yield superior outcomes relative to interim
measures that tax turnover while the broader international community seeks a
consensus-based long-term solution.
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Introduction
While the discussion at the OECD continues to consider the allocation of taxing rights in
the digitalizing economy, the OECD acknowledged in the 2018 Interim Report that countries
could pursue various interim measures including a turnover tax on digital services. In that paper
it was suggested, however, that countries imposing such a tax needed to respect existing tax
treaties and other international obligations. In part to respect these treaty obligations, the digital
services taxes (“DSTs”) that have been proposed have been characterized as indirect taxes rather
than as direct taxes on the income of companies providing the services. 1 In addition to any tax
treaty considerations, an indirect tax would be subject to the national treatment requirements of
the World Trade Organization (“WTO”). 2 Furthermore Turina (2018) suggests that a response to
tax concerns about the digitalizing economy “would not necessarily lie in the realm of income
taxation” and that an indirect tax following “destination-based logic would seem to more
accurately depict [sic.] the underlying shift that the concerned policy developments would seem
to convey.”
If governments decide to impose an indirect tax on digital services, the value added tax
(“VAT”) and similar goods and services taxes are economically superior to turnover taxes.
Among the advantages of VAT over a separate turnover tax with respect to digital services are
(1) VAT does not distort business production decisions (e.g., the choice between digital versus
print advertising) and (2) VAT does not vary based on the number of companies in the supply
chain (i.e., VAT does not cascade). Experience has shown that VAT can be applied to digital

1

See, for example, “…[C]rediting the new tax (an indirect tax) against corporate income tax (a direct tax) or vice
versa would compromise the legal nature of the tax and impact double tax conventions.” European Commission,
Impact Assessment “Fair Taxation of the Digital Economy,” Staff Working Document 82, March 21, 2018, p. 57.
2
Article III General Agreement on tariffs and trade “The products of the territory of any contracting party imported
into the territory of any other contracting party shall not be subject, directly or indirectly, to internal taxes or other
internal charges of any kind in excess of those applied, directly or indirectly, to like domestic products.”
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services effectively, and the OECD and European Commission (“EC”) are actively engaged in
further refinement of the VAT rules to enhance collection of tax on digital services. 3 For
example, both the OECD and the EC have recommended that online platforms be liable for
collection of VAT on imports. A separate indirect tax with respect to digital services may
constitute a special higher rate of tax on a special class of services, which can only be justified
under limited circumstances. Furthermore, to the extent that the cost of digital intermediate
inputs is reflected in the price of final goods and services, they are already taxable in countries
that impose VAT or other broad-based consumption taxes.
This paper begins with a discussion of the international obligations that constrain tax
policy choices. Second, it briefly describes enacted and proposed DSTs. Next, it reviews the
current treatment of digital services under existing EU VAT rules. It then describes how the
VAT differs from a turnover tax and the associated economic effects, including a review of the
literature. The next section explores the economic arguments for special higher indirect taxes
and whether a DST or a special VAT rate on digital services may be justified on those grounds.
The final section concludes.

3

European Commission, Impact Assessment “Fair Taxation of the Digital Economy,” Staff Working Document 82,
March 21, 2018, p. 5: “the VAT system is effectively being adapted to the digital economy.” Council Directive (EU)
2017/2455, available at https://eur-lex.europa.eu/legalcontent/EN/TXT/?uri=uriserv:OJ.L_.2017.348.01.0007.01.ENG&amp;toc=OJ:L:2017:348:TOC; OECD, “The Role
of Digital Platforms in the Collection of VAT/GST on Online Sales,” March 2019, available at
http://www.oecd.org/tax/consumption/the-role-of-digital-platforms-in-the-collection-of-vat-gst-on-online-sales.pdf.
Some have correctly pointed out that a VAT regime may not be a silver bullet. Economic actors that one normally
looks to for tax enforcement may be physically absent under a consumption tax regime as they would be under an
income tax regime (Hellerstein, 2014). The basis for charging VAT when no identifiable remuneration changes
hands is unclear (Schippers and Verhaeren, 2018). However, these issues are also present under the proposed digital
services tax regimes. Therefore, efforts to resolve these issues may be better spent in service of an option that
creates fewer economic distortions.
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International obligations
The European Commission (2017) acknowledges that turnover taxes may not be
compatible with double-taxation treaties, State aid rules, fundamental freedoms, and
international commitments under the free trade agreements and WTO rules. In part to address
potential concerns with income tax treaties, the digital services taxes that have been proposed
have been characterized as indirect taxes rather than as direct taxes on the income of companies
providing the services. 4 However, indirect taxes are not immune from international concerns. 5
Even if certain tax measures are permissible under WTO rules, it may be inadvisable for
Members to use them (Daly 2016).
The European Union Council Directive (2006) forbids creation of turnover taxes other
than VAT. 6 The European Court of Justice has determined that the essential characteristics of
VAT are (1) the tax applies generally to transactions relating to goods or services; (2) it is
proportional to the price charged by the taxable person in return for the goods and services which
he has supplied; (3) it is charged at each stage of the production and distribution process,
including that of retail sale, irrespective of the number of transactions which have previously
taken place; and (4) the amounts paid during the preceding stages of the process are deducted
from the tax payable by a taxable person, with the result that the tax applies, at any given stage,
only to the value added at that stage and the final burden of the tax rests ultimately on the
consumer. The EU impact assessment recognizes the need to characterize the DST as a tax
which lacks all the criteria of VAT so that it is treated as a permissible indirect tax that is not a

4

For example, European Commission (2018a, p. 57) states that “…[C]rediting the new tax (an indirect tax) against
corporate income tax (a direct tax) or vice versa would compromise the legal nature of the tax and impact double tax
conventions.”
5
In 2014, Hungary introduced a tax on advertising services, which was subsequently suspended due to a State aid
challenge from the European Commission (Commission Decision (EU), 2017).
6
Selective excise taxes may be permissible but must comply with other obligations, as discussed below.
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turnover tax. However, in its assessment of the economic effects of the digital services tax, the
European Commission refers to the “turnover base” (European Commission, 2018, p. 56); a tax
rate “applied on turnover” (p. 58); “a pure turnover tax” (p. 75); “a new tax on turnover” (p. 75);
and “‘equalization levy’ imposed on the turnover” of digitalized companies (p. 139). OECD
(2018) characterizes the Indian equalization levy, the Italian levy on digital transactions, the
Hungarian advertisement tax, and the French tax on online and physical distribution of audiovisual content as turnover taxes, while in addition Hadzhieva (2019) does so for proposals in
Germany and Spain. While names are not dispositive, they are suggestive.
In addition to EU requirements, WTO requirements may constrain the policy options for
DSTs. Daly (2016) has noted that WTO rules encompass not just import tariffs, but also direct
as well as indirect internal taxes, especially insofar as these taxes affect international trade in
goods and services. The General Agreement on Tariffs and Trade Article III provides limits on
the internal taxes, including excise taxes, that contracting parties may apply that might afford
protection to domestic production. Specifically, imported products shall not be subject, directly
or indirectly, to internal taxes or other internal charges of any kind in excess of those applied,
directly or indirectly, to like domestic products (World Trade Organization, 1994a). The General
Agreement on Trade in Services Article XVII on National Treatment requires that each member
country accord to services and services suppliers of any other member, in respect of all measures
affecting the supply of services, treatment no less favorable than that accorded to its own like
services and service suppliers (World Trade Organization 1994b). It further provides that,
whether the treatment is formally identical or different, it shall be considered to be less favorable
if it modifies the conditions of competition in favor of services or service suppliers of the host
country compared to like services or service suppliers of any other country. The European
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Union has pledged national treatment for computer-related services and advertising, which are
most likely to be implicated by any DST (Hufbauer and Lu, 2018). Obligations under GATT
and GATS embody the commitment countries have made to avoid protectionism and
discrimination in the application of internal taxes. In assessing the scope of the proposed EU
DST, the European Commission (2018) acknowledged that “a specific threshold above EUR 50
million could risk a de-facto discrimination” because it could provide less favorable treatment to
foreign providers of digital services. It is an open question whether the various thresholds being
considered by individual WTO Members on a unilateral basis violate the national treatment
commitments they have made. In contrast, it has been observed in another context that “the
EU’s regime for taxing the sale of all electronic services….should not violate national treatment
obligations under Article III of the GATT and Article XVII of the GATS” (Grinberg, 2017, pp.
809–810).
Turina (2018) questions whether as a matter of policy “stressing the dissimilarity of
equalization levies from VAT should be encouraged or, instead, the potential for convergence
should be seized as an opportunity … to provide a response to the current tax challenges of the
digital economy….[I]t forces one to contemplate whether, at least from an EU perspective, the
most suitable avenue for intervention might lie not so much in the realm of direct taxation (or of
a direct tax ‘disguised’ as an indirect one) but, rather, in a comprehensive reform of indirect tax
rules dealing with digital supplies.” Insofar as the DST fails to share the characteristics of VAT,
it results in a turnover tax that is economically inferior, as discussed below.

Enacted Digital Services Taxes
France. In 2016, France expanded the scope of a preexisting tax on audio-visual content
to include advertising revenue related to video-on-demand services provided to the customer for
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free (OECD, 2018). France imposes a tax of two percent (10 percent in the case of certain
explicit or violent content) on 1) the consideration paid (exclusive of VAT) for the purchase,
rental, or access to online audio-visual content and 2) the consideration paid (including through
an advertising intermediary) for the display of advertisements and/or sponsorships linked to a
particular online audio-visual content. Liability for online services arises if the audience is
located in France, without regard to the location, residence, or status of the supplier. Threshold
exemptions apply for amounts in 2) above. A taxpayer is allowed a deduction of four percent
(66 percent where the audio-visual content is created by private users for the purpose of sharing
and exchanging among members of a community sharing interests), and only the remaining
amount in excess of EUR 100,000 is subject to tax.
Hungary. In 2014, Hungary introduced a tax on advertising services, which was
subsequently suspended due to a State aid challenge from the European Commission
(Commission Decision (EU), 2017). A modified version of the advertisement tax took effect
July 1, 2017. Advertisement tax applies to certain advertising services, including advertising
services made available over the internet, television, radio, billboards, newspapers, vehicles, and
others. The tax applies in respect of advertisements that are published in Hungarian, or where
the advertisement is available on a website/webpage that is mainly in Hungarian. In the case of
primary taxpayers (companies providing the advertising service), the tax is based on total trading
revenue (exclusive of VAT) at a rate of zero percent for the first HUF 100 million and 7.5
percent thereafter. The tax does not apply to self-promotion, and advertisement tax liability
arises only for publishing as business activity. 7 While penalties apply for noncompliance, “local

7

http://taxsummaries.pwc.com/ID/Hungary-Corporate-Taxes-on-corporate-income
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tax authorities have reported relatively low levels of compliance of non-resident enterprises with
the measure and, consequently, no meaningful tax revenue” (OECD, 2018).
India. Effective June 1, 2016, India imposes an equalization levy of 6 percent of the
gross amount of consideration paid by an Indian business, or non-resident having a permanent
establishment in India, to a non-resident for the provision of any specified service (Finance Act,
2016). A specified service means online advertisement, any provision for digital advertising
space or any other facility or service for the purpose of online advertisement, and includes any
other service as may be notified by the Central Government. The tax does not apply where the
non-resident providing the specified service has a permanent establishment in India and the
specified service is effectively connected with such permanent establishment. The tax also does
not apply where the aggregate consideration for specified services for a year does not exceed
INR 100,000 (about $1450). The levy is effective for payments made from June 1, 2016.

Proposed Digital Services Taxes
Austria. On April 4th, 2019, the Austrian Ministry of Finance submitted the draft Digital
Tax Act 2020 for consultation. The Act applies a digital services tax of 5 percent to revenues
generated in Austria through sales of online advertising space, such as banner advertising and
search engine advertising. The tax applies to corporations with total annual worldwide revenues
exceeding EUR 750 million and domestic revenues deriving from sales of online advertising
space exceeding EUR 25 million. The entity in receipt of the taxable revenues calculates and
pays the digital services tax. After fiscal year end, the company files a digital services tax return.
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Further, record-keeping requirements apply with regard to the online advertising services
rendered, the customers, and the calculation base. 8
Chile. On June 21, 2018, the Chilean finance minister announced that the government’s
proposal for tax modernization would include taxation of the digital economy (Salgado and
Ugalde, 2018). On August 23, 2018, Chile introduced a proposal to tax digital services. 9 The
proposed tax applies to digital services provided by persons or entities domiciled or resident
abroad to Chilean natural persons. Digital services include 1) digital intermediation between
providers and users of services that may be concluded by electronic means; 2) paid entertainment
services for digital content, including images, movies, series, videos, music, games, and other
digital entertainment provided through download, streaming, or other technology; 3) certain
advertising and promotional services and the use and subscription of internet platform services;
and 4) data storage services, including cloud services. The rate of tax is 10 percent. If payment
for services is made in cash, the tax is due by the provider of the digital services. If payment is
made by electronic means, the issuer of the electronic payment has an obligation to withhold the
tax from the payment for services.
European Commission. The European Commission (2018b) proposes a digital services
tax of three percent on the gross revenues (net of value added tax or similar taxes) resulting from
the provision of certain digital services. Taxable services are 1) the placing on a digital interface
of advertising targeted at users of that interface, 2) the making available to users of a multisided
digital interface which allows users to find other users and to interact with them, and which may
also facilitate the provision of underlying supplies of good or services directly between users,

8

https://www.pwc.at/de/newsletter/austrian-tax-news.html
Mensaje de s.e. el Presidente de la República con el que Inicia el Proyecto de Ley que Moderniza la Legislación
Tributaria, Cámara de Diputados, Mensaje No. 107-366, Boletín No. 12043-05, August 23, 2018, available at
https://www.camara.cl/pley/pley_detalle.aspx?prmID=12561&prmBL=712043-05.
9
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and 3) the transmission of data collected about users and generated from users’ activities on
digital interfaces. A user is any individual or business. A digital interface means any software
accessible by any individuals or businesses. Several exceptions to the definition of taxable
services apply.
The digital services tax is only chargeable in a Member State on the portion of taxable
revenues obtained by a taxable person in a calendar year that is treated as obtained in that
Member State. A taxable person means an entity with 1) total worldwide revenues for the year
that exceed EUR 750 million and 2) total taxable revenues obtained within the European Union
for the year that exceed EUR 50 million. The determination of the location of taxable revenues
(and thus liability for the tax and the distribution of tax revenue among Member States) is
generally made on the basis of the location of users with respect to taxable services.
France. On April 9, 2019, France’s National Assembly (lower house) passed a bill that
would impose a 3 percent tax on companies providing certain digital services in France with
global annual revenue in excess of EUR 750 million and revenue in France exceeding EUR 25
million. 10 The proposed tax would apply to digital gross sales (net of VAT) realized as of
January 1, 2019. Services within the scope of the tax include the following services derived
from users located in France (generally meaning accessed on a terminal located in France): 1)
digital intermediation (e.g., online marketplaces, dating services, and app stores) except with
respect to goods subject to excise tax (e.g., wine, alcohol, gas, tobacco, etc.), and 2) sale of
targeted online advertising placed on a digital interface based on the interface user’s data
collected or generated through the use of such interface, which could include the purchase,
storage, and distribution of advertising messages, advertising control, and performance

10

Draft Law 1838 presented to the National Assembly on April 3, 2019, available at http://www.assembleenationale.fr/15/ta-commission/r1838-a0.asp.
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measurement, as well as services for managing and transmitting user data. Services outside the
scope of the tax include: 1) provision of a digital interface primarily used to provide digital
content (e.g., video and audio streaming), communication services (e.g., messaging), or payment
services, which should exclude e-commerce, online advertising that does not involve user data,
and the sale of data if not collected online or used for advertising purposes; 2) regulated financial
services; and 3) services provided between companies in the same group. The tax is generally
collected and controlled according to the procedures that apply to the French VAT. Taxpayers
not subject to French VAT or otherwise not established in a country with a mutual assistance
agreement on the collection of taxes must appoint a tax representative subject to French VAT to
pay the tax in its place. The tax should be deductible for French corporate tax purposes. 11
Israel. The Israel Tax Authority and the Ministry of Finance have been considering a
DST similar to the French proposal. A previous proposal to require internet companies that
engage in business-to-consumer transactions to pay VAT was blocked by the Ministry of
Finance. It is unclear whether the DST is a substitute for the VAT change or if Israel also plans
to pursue expansion of the VAT.
Italy. In December 2018, Italy passed the 2019 Italian Budget Law that introduces a new
digital services tax and repeals the previous digital services tax that never entered into force due
to the lack of implementing secondary legislation. 12 The new tax enters into force 60 days after
the Ministry of Finance issues an implementation decree (i.e. secondary legislation). This
implementation decree will include more detail on the scope of the tax, which is expected to be

11

https://www.pwc.com/us/en/services/tax/library/insights/france-proposes-digital-tax-delay-in-corporate-ratereduction.html
12
https://www.pwc.com/gx/en/tax/newsletters/tax-policy-bulletin/assets/pwc-italy-2019-budget-law-introduces-adigital-service-tax.pdf
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similar to the European Commission's proposals from March 2018. 13 The tax rate is 3 percent of
the gross revenues net of VAT. A taxable entity is one with 1) total worldwide revenues for the
year that exceed EUR 750 million and 2) total taxable revenues within the Italian territory for the
year that exceed EUR 5.5 million. Tax assessment, penalties, tax collection, and dispute
resolution procedures are the same as for the Italian VAT.
Turkey. Presidential Decree No. 476 was published in Turkey’s Official Gazette dated
December 19, 2018, stating that payments made to those providing digital advertising services
(or to those who intermediate advertisement services on the internet) will be subject to
income/corporate withholding tax in Turkey. 14 The following rates apply from 1 January
2019: 1) 15 percent of payments to real persons, regardless of whether they are taxpayers or not;
2) 15 percent of payments to non-resident corporations; and 3) zero percent of payments to
agencies with corporation tax liability in Turkey.
United Kingdom. In the Budget presented to Parliament on October 29, 2018, the UK
proposed a digital services tax effective April 2020. 15 The two-percent tax applies to revenues
that are linked to the participation of UK users and that are generated from the provision of
search engines, social media platforms, and online marketplaces. The first £25 million of
revenue linked to the participation of UK users is exempt. Groups that generate global revenues
from such business activities in excess of £500 million per year are subject to the tax. A safe
harbor exempts loss-making firms and reduces the rate of tax on businesses with very low profit

13

European Commission, 2018/0073 (CNS) “Proposal for a Council Directive on the common system of a digital
services tax on revenues resulting from the provision of certain digital services,” available at
https://ec.europa.eu/taxation_customs/sites/taxation/files/proposal_common_system_digital_services_tax_21032018
_en.pdf.
14
https://www.pwc.com.tr/en/hizmetlerimiz/vergi/bultenler/2019/turkey-introduces-withholding-tax-on-onlineadvertising-revenue.html.
15
HM Treasury, Budget 2018, October 29, 2018, available at
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752201/Budget_2
018_print.pdf, p. 44.
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margins. The tax applies to revenue derived directly or indirectly from online advertising only to
to the extent they are related to the provision of a search engine, social media platform, or online
marketplace. 16 Financial and payment services, the provision of online content, sales of software
and hardware and television and broadcasting services are not subject to tax. The tax is intended
to apply temporarily, is subject to formal review in 2025, and may be terminated sooner if an
appropriate international solution is in place. The digital services tax is a deductible expense for
purposes of the corporate income tax, but it is outside the scope of double tax treaties and is
therefore not creditable against the corporate tax. 17

Existing VAT treatment of digital economy
A number of countries apply value-added taxes (VAT) to digital products and services. 18
The following provides a brief description of those taxes in a selection of those countries.
Australia. Since July 1, 2017, Australia’s Goods and Services Tax (GST) has applied to
digital products and services provided by nonresident suppliers, including streaming or
downloading of movies, music, apps, games, and e-books, and architectural and legal services. 19
European Union. The European Commission has declared that the VAT system is
effectively being adapted to the digital economy (European Commission 2018a). Since January
1, 2015, the European Union (EU) has required that VAT be applied to suppliers of digital
products and services to EU-based residents, including apps, games, software downloads,

16

HM Treasury, Budget 2018: Digital Services Tax, available at
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/752172/DST_web
.pdf, p. 1.
17
Ibid, p. 2.
18
See, for example, Taxamo, “Digital Tax Rules in Operation Across the Globe,” available at
https://blog.taxamo.com/insights/digital-tax-rules-in-operation.
19
Tax and Superannuation Laws Amendment (2016 Measures No. 1) Bill 2016, available at
https://parlinfo.aph.gov.au/parlInfo/search/display/display.w3p;query=Id:%22legislation/billhome/r5613%22.
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ebooks, music and video streaming. 20 The VAT tax rate that applies is based on the location of
the consumer. The VAT only applies to consumer sales, not business-to-business sales. NonEU companies register for VAT under the Mini One-Stop Shop system, meaning registration is
only required in one EU member state. In 2017, the EU announced new rules to clarify and
simplify the VAT regime for e-commerce. 21 Under these rules, which come into force by 2021,
online marketplaces facilitating distance sales of imported goods are deemed to have received
and supplied those goods themselves, and are thus liable for VAT on those sales. Pierre
Moscovici, Commissioner for Economic and Financial Affairs, Taxation and Customs has noted
that “[b]rick by brick and piece by piece, a new VAT system is being built that is fit for purpose
and within which internet companies operating across borders can thrive. At the same time, we
are making sure that non-EU businesses do not get preferential treatment when selling to EU
consumers - both directly and through online marketplaces.” 22
In proposing a definition of digital services for purposes of the turnover threshold in its
interim DST, the European Commission suggested that the VAT definition of electronically
supplied services could serve as inspiration. Electronically supplied services include “services
which are delivered over the Internet or an electronic network and the nature of which renders
their supply essentially automated and involving minimal human intervention, and impossible to
ensure in the absence of information technology” (Council of the European Union, 2011). In
particular, the “provision of advertising space including banner ads on a website/web page” is
specifically included in the definition of electronically supplied services.

20

European Commision, “e-Commerce Directive,” available at https://ec.europa.eu/digital-single-market/en/ecommerce-directive.
21
Council Directive (EU) 2017/2455, available at https://eur-lex.europa.eu/legalcontent/EN/TXT/?uri=uriserv:OJ.L_.2017.348.01.0007.01.ENG&toc=OJ:L:2017:348:TOC.
22
European Commission, “VAT: Commission welcomes agreement on simpler and more efficient rules for
businesses that sell goods online,” December 5, 2017, available at http://europa.eu/rapid/press-release_IP-174404_en.htm.
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Japan. The VAT in Japan applies when a business transfers goods, provides services, or
imports goods into Japan. 23 The current applicable tax rate is 8 percent, and increases to 10
percent on October 1, 2019. Since 2015, the VAT has applied to the cross-border provision by
foreign service providers of digital services, including e-books, news, music, movies, games,
online shopping, booking, advertising, and cloud services, but excluding telecommunication
services and online banking services. In this respect, a reverse-charge mechanism is applicable
for business-to-business (B2B) transactions, and foreign digital service providers may need to
register for VAT purposes with regard to business-to-consumer (B2C) transactions.
New Zealand. Since 2016, New Zealand’s Goods and Services Tax (GST) has applied to
all remote services, including digital services involving user value creation. The GST does not
currently apply to low-value imported goods, but the government is in the process of finalizing
its preferred approach for collecting GST on such goods. 24
South Korea. In December 2018, South Korea’s National Assembly passed legislation to
apply the country’s VAT to certain digital services provided by foreign service providers to
consumers, including online ads and cloud computing, effective July 1, 2019. The VAT had
already applied to a limited range of digital services, including app sales. 25

VAT vs Turnover Tax
Incidence
Understanding the incidence of a tax, that is how the tax affects prices, is necessary to its
economic analysis. The change in price of a good as a result of imposition of a tax depends on

23

http://taxsummaries.pwc.com/ID/Japan-Corporate-Other-taxes.
New Zealand Government’s Tax Working Group, “Future of Tax, Interim Report,” available at
https://taxworkinggroup.govt.nz/resources/future-tax-interim-report, p. 81.
25
William Hoke, “Korea Expands VAT to Business-to-Consumer Digital Sales,” Tax Notes, December 13, 2018.
24

Preliminary Draft, Not for Citation, May 10, 2019
how sensitive consumer demand and producer supply are to changes in prices, that is, on the
price elasticity of demand relative to the price elasticity of supply (Fullerton and Metcalf,
2002). 26 For an analysis of the economic incidence of a tax, it is this structure of the market that
matters and not whether the tax is a direct tax such as a corporate income tax or an indirect tax
such as a turnover tax or what the statutory incidence might be. In the case of competitive
markets, an excise tax is borne by consumers in the form of higher prices.
Some may question the degree of competition in digital markets. OECD (2015) describes
network effects as an important feature of many businesses in the digital economy and that
network effects combined with low incremental costs may cause markets to tend toward
monopoly or oligopoly. However, this may mischaracterize the relevant market. For example,
Lowry (2019) notes that even if one company dominates the search engine market, it may still
compete against other firms, such as one that dominates social networking, in the market for
digital advertising. Digital economy firms that sell digital advertising space also compete with
firms providing advertising services via television, print, and radio, which could constrain their
ability to set prices well above their marginal cost of production.
The empirical 27 evidence suggests that consumers bear the burden of indirect taxes such
as turnover taxes, value-added taxes, excise taxes, and sales taxes in the form of higher prices,
though some studies have found that prices may rise by more or less than the full amount of the
tax depending on market conditions. Retail prices have been found to change with changes in

26

For a general discussion of the incidence of taxes under various market conditions, see Weyl, E. Glen and Michael
Fabinger, 2013. “Pass-Through as an Economic Tool: Principles of Incidence under Imperfect Competition.”
Journal of Political Economy 121 (3), 528–583.
27
A theoretical paper shows that if a monopolist supplies a service at zero marginal cost, a tax on the service may
not increase the price of the service. The incidence of the tax falls on the seller of services or on consumers in the
form of lower quality. Wolfram F. Richter, “Taxing Direct Sales of Digital Services: A Plea for Regulated and
Internationally Coordinated Profit Splitting,” Munich Society for the Promotion of Economic Research, CESifo
Working Paper 7017, April 2018, pp. 16.
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sales taxes in the United States (Poterba, 1996) and Canada (Smart and Bird, 2009a) and changes
in the standard VAT rate in Europe (Benedek, et al. 2015). Besley and Rosen (1999) find that
prices rise by the amount of the tax for half of the goods studied and by more than the amount of
the tax for the remainder. In the context of taxes on beverages, studies have found that
companies have absorbed some of the tax, that is, prices have risen by less than the full amount
of the tax (Etile, Lecocq, and Boizot-Szantaï, 2018; Cawley and Frisvold, 2017; Berardi et al.,
2016), the full or almost full amount of the tax (Berardi et al., 2016), and more than the full
amount of the tax (Bergman and Hansen, 2017). Another finds that excise taxes are more than
shifted to consumers, though there is less shifting if the tax change is larger relative to the price
of the good and in the case of tax reductions as compared to tax increases. 28 The degree of overor under-shifting of excise taxes may be a function of nominal pricing rigidities (Conlon and
Rao, 2017).
Various studies have examined the effect of excise taxes on prices in less than perfectly
competitive markets. For tobacco products, there is evidence of full or near full shifting
(DeCicca, Kenkel, and Liu, 2015) and over-shifting (Delipalla and O’Donnell, 2001) of excise
taxes to consumer prices. Alm, Sennoga, and Skidmore (2009) find “strong and consistent
evidence of full shifting of gasoline taxes to the final consumer.” Even in the rural markets in
which a gas station may be the sole provider of gasoline for many miles and firms may exhibit
some monopolistic pricing power, nearly 95 percent of the excise tax is still passed on to
consumers. Marion and Muehlegger (2011) find at least full pass through of Federal and State
diesel and gasoline excise taxes to consumers, though less than full pass through for diesel taxes
when U.S. refinery capacity utilization is high.

28

U. Michael Bergman and Niels Lynggård Hansen, “Are Excise Taxes on Beverages Fully Passed Through to
Prices? The Danish Evidence, June 26, 2017, available at https://www.researchgate.net/publication/268429840.
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Production efficiency
Blundell and Preston (2019) identify one of the key arguments for the superiority of the
VAT as a way of collecting taxes is that VAT is “designed to fall on transactions between firms
and households, but should leave transactions between firms untaxed.” The DST may act as a
tax between firms on business inputs, for example, advertising. As part of an optimal tax system,
taxes on business inputs should generally be avoided as they may distort production decisions by
firms and prevent production efficiency. 29 Such taxes may distort not only decisions about
which inputs to purchase but also about whether such inputs are purchased in markets or
produced in-house. 30 The intuition behind the desirability of production efficiency is that
business transactions should not be taxed because any distortion of production decisions reduces
total economic output. Unless taxation of intermediate goods can be justified on the grounds that
the intermediate goods generate externalities, “production efficiency … remain[s] the best
guiding principle for practical tax design. The requirement of production efficiency…is a key
reason for the use of the VAT” (Crawford, Keen, and Smith, 2010, p. 283–4). The desirability of
production efficiency “implies that turnover taxes are inefficient” (Heady, 1993, p. 38). To the
extent that a turnover tax on digital services alters production decisions by firms, it violates the
principle of neutrality.

29

Peter A. Diamond and James A. Mirrlees, “Optimal Taxation and Public Production I: Production Efficiency,”
American Economic Review, vol. 61, no. 1, March 1971, p. 24. It has been observed that the production efficiency
theorem articulated by Diamond and Mirrlees relies on assumptions that may not be satisfied. However, one
researcher has commented that the theorem “provides a very useful bench-mark that is widely applicable. It is best
to presume the desirability of production efficiency, and place the burden of proof on the people who are arguing for
an exception.” Christopher Heady, “Optimal Taxation as a Guide to Tax Policy: A Survey,” Fiscal Studies, vol. 14,
no. 1, February 1993, p. 39.
30
Michael Smart and Richard M. Bird, “The Impact on Investment of Replacing a Retail Sales Tax with a ValueAdded Tax: Evidence from Canadian Experience,” National Tax Journal, vol. 62, no. 4, December 2009, p. 595.
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Cascading
VAT is superior to turnover taxes because it avoids tax cascading (Keen, 2009; Smart
and Bird, 2009b; Benge, Pallot, and Slack, 2013). Tax cascading occurs when a turnover tax is
levied on each sale of an item as it passes through each stage of the production and distribution
process and no relief is provided for prior-stage taxes. The total tax on the final product thus
depends on the number of stages of production. This discriminates against multistage production
processes and creates an incentive for firms to vertically integrate to reduce tax liability
(Department of the Treasury, 1984; Metcalf 1995). However the main issue with cascading is
that a turnover tax distorts the relative prices of business inputs throughout the value-added chain
(Smart and Bird, 2009a). As such, the fundamental source of deadweight loss is not cascading
per se but the distortion of input prices and the effect of this distortion on relative input prices on
the choice of inputs, as discussed above, which occurs even with only one stage of production.
The additional effect of cascading is that it increases the effective tax rate on inputs, thus leading
to potentially greater distortions in the input prices (Keen 2013). To the extent that input taxes
are shifted forward, cascading also alters the relative prices of final goods and distorts
consumption decisions with attendant welfare losses (Barbé, 2014).
Cascading may not seem at first blush to be a significant consideration for DSTs as there
would need to be a sale from one digital service provider to another that is also subject to tax.
Two caveats are in order. First, avoidance of this type of cascading is not automatic. The
European Commission (2018b), in what it explicitly states is an effort to mitigate possible
cascading effects, provides that in cases where the supplier of advertising services and the owner
of the digital interface are different entities, the latter should not be considered to have provided
a taxable service. Furthermore, the economic incidence of an upstream tax on digital advertising
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is likely to be borne not only by purchasers of the digital advertising but also by downstream
consumers of the advertised products (Lowry, 2019). To the extent that the purchases of
digitally-advertised products are subject to VAT, there may be cascading effects of the DST.
The effective rate of the DST is increased by the portion passed through times the VAT rate.

Special rate on digital services
The DST in some ways may be similar to a special higher rate commodity tax on a
particular class of services. Such differential taxation may be justified under certain limited
circumstances. However, these circumstances are unlikely to apply in this context. In the
presence of an income tax that distorts labor supply, higher indirect taxes on goods and services
that are complements to leisure can improve economic efficiency by alleviating the distortions of
the income tax (Corlett and Hague, 1953; Slemrod, 1990; Jacobs and Broadway, 2014). By
taxing more heavily goods and services that are consumed more the more leisure one enjoys,
indirect taxes may discourage leisure and encourage more work effort, offsetting the negative
effects on labor supply of an income tax. Conversely, those goods and services that are
complements to labor supply, or are close substitutes for domestic production (Kleven, Richter,
and Sørensen, 2000), should bear less tax. However, complementarity with leisure may be
difficult to establish with certainty as indirect effects must also be considered. Abramovsky,
Phillips, and Warwick (2017) suggest that optimally varying VAT rates is a very complex
business that could potentially backfire. The authors conclude that given the additional
administrative and compliance burdens associated with differentiated rates, “it is difficult to
ascertain whether potential [efficiency] gains are worthwhile.”
Another argument for VAT-rate differentiation relates to the propensity for tax evasion.
Cremer and Gahvari (1993) show that revenue can be raised more efficiently by taxing more
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heavily those goods and services less subject to evasion and taxing more lightly those with a
lower cost of evasion. This reasoning may suggest lower tax rates on digital services. To the
extent evasion is reflected in elasticities, this finding is a special application of Ramsey (1927). It
is also analogous to the concept in the optimal income taxation literature that the revenue
maximizing marginal tax rate is inversely related to the elasticity of taxable income, one
component of which is tax avoidance and evasion opportunities (Diamond and Saez, 2011).
A final argument in favor of differential tax treatment is the presence of positive or
negative externalities. However, Institute for Fiscal Studies et al. (2011) argue that even in the
presence of externalities that might make the rationale for VAT rate differentiation valid, the
conditions under which it “is appropriate are demanding, and unlikely to be met in many cases.”
First, the externality would need to be correlated with the price of the good or service. Second, if
the externality is attributable to a business input, the reclamation of VAT by registered firms
makes them unaffected by the imposition of higher or lower VAT rates. Crawford, Keen, and
Smith (2010, p.283) argue that externalities are the “one exception” to eschewing any tax that
would distort firm production decisions, noting that “commodities generating external effects
should on this account be taxed at the same rate whether used as intermediate goods or as final
consumption (the damage done by CO2 emissions being the same, for instance, whether fueling
industry or private travel).” Business to business purchases would be missed by a differential
VAT rate. In summary, unless the externality relates to the price of a final consumer product, a
special VAT rate is unlikely to be an appropriate response.
These three arguments are unlikely to provide much support for a special DST. While
Keen et al. (2019) suggest that using social media is likely complementary with leisure, Twenge,
Martin, and Spitzberg (2018) show social media substitutes for other leisure. The indirect effect
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on other leisure complicates the determination of the status of social media as a leisure
complement. It is even less clear whether internet search is a complement to leisure or labor.
Bughin et al. (2011) estimate the value of search engines measured as the value of the
productivity gains made by knowledge workers—including time saved—at $49 to $73 billion in
the United States, exceeding the estimated $41.9 billion value of search for consumers. They
further note that the number and proportion of knowledge workers in the economy is growing
such that the value of search measured by productivity gains among these workers is expected to
increase over time. Whatever the status of these digital services as leisure complements, the
enacted and proposed DSTs do not tax social media or internet search use directly, but rather
digital advertising, which is a business input. Because the proposed DSTs apply to business
inputs, it seems more likely that they are taxing complements for labor rather than leisure.
If digital services have a lower cost of evasion, then higher taxes may be appropriate.
While such a determination is an empirical question, it would seem surprising to proponents of
the DSTs, who argue one reason to levy the tax on revenues rather than profits is because of the
presence of tax avoidance and evasion with respect to digital services (European Commission,
2018a).
With respect to externalities, Lowry (2019) doubts that the use of digital platforms
creates the negative spillovers to society that would justify the use of a special excise tax.
Acquisiti, Taylor, and Wagman (2016) summarize the literature on the economics of privacy,
including discussion of the externalities associated with data protection and disclosure.
Aggregation of consumer data may generate negative externalities related to adverse price
discrimination (Odlyzko, 2003) unsolicited marketing and concealment and deflection costs
(Hann et al., 2008), or opportunity cost from foregoing services to protect data privacy
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(Acquisiti, 2010). However, there may also be positive externalities related to reducing the risk
of bringing to market niche products (Blattberg and Deighton, 1991) or easier access to
insurance and credit (Jentzch, 2003). Acquisiti (2010, p.11) suggests there is a positive
externality from digital services that provide more convenient or efficient use of other digital
services, such as “Facebook Connect[, which] enables seamless authentication on third-party
Web sites, reducing the user’s cost of signing up across different platforms.” Analysis of web
search data has been used in medicine to unveil unexpected drug interactions (White et al., 2013)
and to monitor infectious disease in surveillance for influenza (Clemente, Lu, and Santillana,
2019), dengue (Yang et al., 2017), Zika (McGough et al., 2017) and malaria (Ocampo, Chunara,
and Brownstein, 2013). If the magnitude of the positive externalities from digital services
exceeds that of the negative externalities, an economic case could potentially be made for
subsidy rather than higher tax.
Even if the economic case could be made for a special rate of tax, there may be other
reasons not to implement a special higher or lower indirect tax rate on digital services. European
Commission (2018a) has acknowledged that “higher VAT rates for certain digital services would
run counter to the principle in the VAT Directive that all goods or services could only be taxed
up to the standard rate.” Rate differentiation requires significant data and judgment to be done
optimally, adding to administrative and compliance costs, and invites rent seeking, such that the
process is “more likely to be driven by lobbying and political realities than unbiased econometric
analysis—a very compelling reason for keeping special cases to an absolute minimum” (Benge,
Pallot, and Slack, 2013, p. 496). Furthermore, the feasibility of implementing a VAT on the
digital economy is doubtful, “because the digital economy is increasingly becoming the economy
itself, it would be difficult, if not impossible, to ring-fence the digital economy from the rest of
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the economy for tax purposes” (OECD 2015, p. 54). Restricting any tax to cover only some
digital services (e.g. only advertising) may exacerbate any ring-fence effect (Baez and Brauner,
2018).

Conclusion
Countries seeking to address the challenges of taxation in a digitalizing economy have
proposed or enacted indirect taxes on digital services in part to satisfy international obligations.
The VAT is superior on efficiency grounds to these turnover taxes. While likely having a similar
incidence to the VAT in raising prices to final consumers, the turnover taxes are more likely to
distort production decisions by firms and to risk cascading and double taxation. While a special
higher rate of indirect tax may be justified if applied to leisure complements, if the costs of
avoidance or evasion are lower, or if there are negative externalities, it is far from clear that any
of these conditions hold in the case of digital services. The administrative and other concerns
with implementing a higher rate tax weigh against doing so even if the case could be made.
Meanwhile, countries have made advances in ensuring that the VAT system applies effectively
to the digitalizing economy. The economic analysis here suggests continuation of these efforts
would yield superior outcomes relative to interim measures that tax turnover while the broader
international community seeks a consensus-based long-term solution to the tax challenges arising
from digitalization.
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