S 6%7?

UNITED NATIONS
ECOHOMIC COMMISSION FOR AFRICA

TAXATION AND ECONOMIC DEVELOPMENT

First Technical Conference of the Asgociaticn of

African Tax Administrztors

Kampala, Uganda
17 - 22 Detober 19283

JOSF. *i%., DADO

Regional Adviser
in Public Finance



FIRST TECHNICAL COWFLRENCE OF THE ASSGCIATION
OF AFRICAN TAYX ADMINISTRATORS |

ECYIOHLIO CRVELOPMENT

TAXATION

Prowotine the economic development, or more narrovly economic growth
of a developing countrYrequiresConsiderable putlays of resoﬁrces each yeatr to
he directed to the enlargement of the productive capacity of hoth the public
and private sectors. Productive capacity g varied and could range from the
concrete to the less tangible, i.ec. plant equipment that forms part oflthe

physical capital and the managerial skills and health of the labour force.

The tax svstem has often been identificd as one powerful instrument
available to government Lo move the economy from that sorry state of underdevelopiied. &
to a distinctly happier position that invariably characterize thoe final year of
s development plan. The link botveon taxation and economic development as the
sitle of this paper implies is the link hotween a universally desired end and a

form of government action widely believed to he o means to that end.

iHthout government intervention, bottlenccks which causz slow growth of thn
potential output of the cconomy would he difficult to remove, OT to he redﬁced
considerably. Laclk of a hcalthy and skilled labour forcc, for instance, could
be a major obstacle despite massive dosages of cconomic and other social

infrastructure.

- fovernaont outlavs, particularly when & nuirlic investrent programme’s
cxpenditures are aimed for the improvement and enloargement of the country'e
productive capacity, require norwous ampunts of tax revenues to finance them.
17ith tax revenues being the principal source of ecovermment or public savings,
finsncinz of developmental activities would bo more pencrally acceptable, and
rore so, highly cormendable. However. in the venrs following independence,
developing countries cxperienced thz inability to renlize sizeable nublic savings.

Their public finances were characterized mainly by it.



4 trend in recent years in these countries wis the reduction of racurrent
non-developuental expenditures in crder to obtain more public savipes. heir
attempts, however, were unegated by the phenonunon of two-dizit inflation,

Deriand of public servants for wage and saiary increnscs and the rising costs of
supplics and uaterials paid by govermments ineluding other contractual services
supplied by the private sector account rmninly for their failure to nake substantial
reductions in non~developmental expenditures.

when o tax systen is used to finance large and growing expenditures; such
affort ought to be in an orderly, &fficient and fair meanner. Certain limitatiens
gomehew . are confronted and they indicate usually, together with the economic
issues, pclitieal and.udministrntivc problens. Latin Anmerican countries, for
instance, have the experience of deciding to finance their expenditures Ly other
nethods than taxation, which could b attributed to little political visibility.
Adninistrative problems more commonly arise from a tax machinery and adwinistration

inherited fron the country’s colonial past.

The need to plan for tax reforn becones nore imperative if tax pnlicy is
ts play that role of an effective instrument »f resource mobilization. Any
attenpt in this direction must ~f  coursc bo nindful that taxatien influences
private saving and affects incoentivas and eapacity to savae. A tox policy which
faces the delicate responsibility of obtaining large ancunts of revenue to meat
the prsﬁisimn of public copital formatiom and curront servieces must also provide,
nnt remove, the means to stimulate private saving and investment. Tax svstems nust
be revised perindically to remove the 1ack of coherence and inadequacies in the
tax structurce. The system rust be casily nanageablie for both tax collectors and
tax pavers. This means adinistrative inprovements to introduce simplification

uhere feasible ond ¢limination of unnecessary burdens on taxpayers.




Taxation syvstums, however, should be designed aot to drmage econoinic
efficiency. This means enhancing productive capacity, inducing incentives and
promcoting alineation of rescurces. The influence of taxation on econonic incentives
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should be earefully considered for taxes have two kinds of effects ~n Iacentives:

i
1 substitution effect and an income effect: The substitution cffect is the
reduction of the rate of reward obtained by working, saving, iavesting, making
innovations ond carrying on other productive sctivitics., Taxes tond to discourage
these activities. With progressive taxes, this kind of effect is mora severe. The
incone effect isl the reducticn =f income caused by the payment of a tax. Oftcn
the income effect sotimulates the taxpayer to work more in an effnrt to maintain
a standard of living or to attain a desired standard. A similer income effect

may operate with respect to investment and other eeoncmic activities.

An increase in the saving-investment rate is cne of the conditions of
ccomnenic progress in developing ccountries, which are secking the means »f increasing
saving and capital formation. Most of these countries have rocepted the zeal of
mixed economy and scek this means. Even in countries that have assignes to the
state the naisr share of investment, private saving nay be an important gource
of finance for public investment. They have not beoesa nblivious of the advantage

nf promoting private saving and the salce »f government bonds.

Programmes £or fostering private saving by mesns of the tax systen are
intended to concemtrite on consumption and o leave private saving subject to
lower rates of tax, if not entirvely free, The genernl éﬂmnnitian heard from tine
to time ia that prograssive taxes should be minimizod o wholly aveided in
developing countries. Prorressive taunation of incrme cuts more 4ueply into the
return om saving than Gili proportionnl or regressive taxes. If intercst and
profits receipts are 2 rising fractiom of incﬁme ae the size of income increases

as in gapitnlist countries, progrecsivity whuld mch remarkable cuts. In
preincustrial societies, vhere londrvacrs were often tho richest members of the
corrrunity this hat not beon clearly so or true., Evidence is they were the bigpast
consuners.  These events wmarke? the choracter «f  the developing cnuﬁtries in

the sixtics,



-

Since then, the prootion ~f private invactment Inr development became an
integral part »f the growth stratepy in nany commtries,; particularly anong the
developing omes.  Incentive policies particulariy in taxation aimed at both
domestic and foreimm investors werce cxperimented in these countries.  Anclysis nf
buth costs and benefits nced to be taken account whather these incentive programues
have heen useful. On the cogt side 1t would scem proper to  eonpute the tax
that weuld have boeen “ue if tnx hoeldiay bhenefits had nnt been ~fforel and if
accelerated depreciation had not formed pare of the incentive orogramme,  Itport
Auties woivel as part of the inceative programme could alsn be reoarded as part
of its costs. fny computatien of the real costs to the povernment would have to
depend n 2 judgement as tn the extent the henefits rffercd rrere a necessary
condition For the investments to take place: and as to whether thoe same investment
could have bheen achieved iy some ~ther means, the costs of which would have been

lecss than the computed costs of the tnx honefits,

The benefits of any dncentive programie are equally difficult to assess.
One has to cstimate to what extent the incentive programme has actually promotedt
ventures that =would not have heen undertcken without it and the other t~ find
out what beneficinl effects for the econcmy the entcrprises have brought with them,
The first count would have the problem parallel to that of cstimating the real
costs of the inecontives: if an investaent =wowld have been vadertaken cven without
any incentive cffered, the actual cost in terms of revenue foregone is equal to
the nominal tax waived under the incontive nrosramme, and the henefir of havinf

Cn the

~ffere’ the incentive in terms of new investment induced bv it mny be zero.
second count . nensuvement of Tenefits idrat be oriented o factors such a5 new
enplovment oonortunities (net of employment lost by intreductisn 2f lahour-saving
techniques, ohseolescense of »old preductinn and morkevin patterns, ete.), foreign
exchange savae? through import sulstitution or éarne? throuch increased exoorts,
improve! market conditions for local pyofuetion of raw naterisls and other supplies,
etc. The measurcwent will alse Lo influcnca? by thé stability ~f the now ventures,

in particular, the likelihood ~f thelr vishility heyrnd the roint when the Incentives

will expire.




it is quite reasonable for cruntries to o for incentive programmes, if

they find themselves ia competiiion with other countries in = similar position that
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also offer Investors benefite. Tollowing are described the comuon types of

inccutives

1. Tax h~liday, which is Zfefined 23 total {>r portial) exenpticn
~¥ new nr expanding firms from direct taxaticn for a specified
pericd.

Z. Accelerated depreciation of  dnvestaent to Jeternine tax liability
wiich allows the nsset to  he written dowa for tax purposes
faster than would Be poessible under normal acceountancy practices.
Under this category, a further percentage of the assct's cost
nay be deducted from taxalle iocone usually by either: (a) tax
credits: (b)) investnent allewances: or (¢} developmantal
rebatesg. Thiz is aver and 2bove the depreciation.

3. Exenptirn of {nported plant and machinery {1 sometlmes also narts
and raw. materials) of new or expanding firms from customs or other
import taxation.

4. Investaent ~rant whereby o given share of the investment cast nf

1

firm is onid For Ly the covernment. Fov countries oxtend this

type of prant and usually to the hotal comstruction sector.

Reliefs from import or customs duty and also from dincome taxation are

further elabarated? in the f£2llowing liscussion,

=

Imrort ot Custons Duty Zelic

‘ustoms trentment ~f carital moods and acneapital rpoods may be distinruisched
due to the different i lications £or the structure of rroduction, eifective
pretoection, prices and profits. A third cateuory would be duty exemption for

nonbusiness impores,



ey

The treatment of capital zoods should be viewed and comsidered in the
face of senreity of capital. Tt would orobably be in the Pest interests of the
eccnomy to permit duty~free entry of capital poods at laast those that ara oot
donwstically sroduced.  Such policy would help reluce the financizl requirements
S>f estallighine A new industry Lecause of Lowsr capitnal chares. It would also
result in lower sroduction costs. If o gariff policy includes tariff protection
£ar local producers of eapital oncds, toriff exewmnticons nffered as an incoentive
te new investors mey conflic:t: with the interast of nrotectins the local firms,

Then this will be o oood reason to look cut for other forms of incentives.

Incentive policy with reczard to noncapital seods has twe aspects, nanely,
first, the form in which protection is »ffared to the vrolucts of the prospective
business venture, seeomd, the effective nrotection offered; as computes on the
basie of the tariff Aifferentinl between the final product and the inputs in
roelatiom to the domestic value 24ded. s port «f  the incontive package offered
the new investor aimins at production for the Jomestic market, outrisht prohibition
arainst competing imports, or restrictive licensinz may he introduced. The
alternstive form of protection wouls be an almost pyohibitive tariff wall. This
eld have the advantaze that such imports would still take place dnspita of the
protective barrier wall a2nd will, votentially, bring in some revenue instend of
all beins funnelled throush illicit channels. The existence «f on infinite degrue
of protection such a3 given throurh ar outrisht rrohibition may he an undue incentive

to an econonicnlly nonvizble productinn.

Uonbusiness inports mny require a restrictive attitude, Oome prospective
investors require for themsclves duty-free privilepes and alse for their expatriate
staff with regsr? to imworts not material to  the busincss. Such privileges shoul!
as much as prssible ba avoided for they coull constitute dangerous leakazes,; and

abusecs can be stopped only with ~7reat 1ifficulty.

Income Tax Belief

+

Virtualiy 11 investment incentive coles previde relief from income taxation
in one form or another, With the postpenement, reluction or eliminaticn of the
covernnent ‘s cladm o earninees, the rrospactive returns on investrment in o new

nroject is increascd. It alse recduces risk of canital in as nuch ag it reduces

the time in which the oricinal investrnent is earned back,




Corpornte income fax erncessions roncrally tale two Aifferent forms, one

hased cnoitel investeent, v the ~fher bnosel oo ocatright exenmstien from

income tax,

fnva 'JLY"lt_flt
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Inveskpent-rolate! Lenefits nra uwsunlly odiven in the forn of
~llownunces, initinl ~1loances. ov both.  These aliowsneos roduce the tamable
rrefit in the year 5f investnment by an z2ixunt relnte?d to  the caviinl investnent.

.

Investnent allowvance is given in 2'3diina to Jenroeciation allivrances, without

i

relucing the latter., Initinl 2llwance dnoiies an accelorstion of the reculor

denrecistion allowsnccz dn as much 28 the alliwance reluces the basis for future

preciation,

Income tax o

ey tiorn, populorly known s a tax helidevy, ic loas ddrectly
relnted to the gize of the capital invesoiont wmd in crincirle is less biased

than dnvestnent allowainces in tho cho of technnlery. Tt is more in harmony
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with the rLjective iondne countrises to incrensc cmployuent.  Ineome tax
exemstion alsn is more wilely used and is believed to hove graater appeal to

husiness th~n investnent or initial allowonces.

rt

The exemption of “ividends from income tax resents a question for i
must Le viewel from the point of view 2f the foreisn investor and the donestic
investor.

Divilendg wais

I
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ject to ineomie

tax in the country f rusicence. This is cspecially true »f Unitcl States
rosidents anl thoge ~f cther countries that Jdo oot have 2 Ctax-sparing”
arreenent oy that I not rroevide unilaterally 0w exetion of dneome derived
from forei-n ecountriss. T5 che country walve? tax on listributicne shrnad, it
would ip many cases bencfic the foreirm tressury ~f the investor, Taxatimn of
Civideris ~f lsmestic dnvestors woul?l nake new venture less ntiroactive then their

exemption: incontives woull nevertheless e greonter than for  investwent in oEher

husinesses not qualifyinT oy an incone tax holilay. witirn of distributions

may provide some inducesent for the retention of carninge and their reinvestment



for expansion, Under a tax holiday nrovision where dlvidend distritutions are
included thouzh limited in time way he 2 forceful incentive to distributing =
profits rather than plowing them bacle if postponing implies that the tax exemption

will he foregone.

- Buplovient okjectives of a develoning country would be better served by
tectniques that lower the cost of labour than the cost of capital. Proposals of
various types of latour subsidize have besn advanced but no developing countryy
has provided such cuployment incentives in ite investment code. Instead of
providing outright income tax axemption, incomg tax relief for a number of years
could be bascd on the amount of local omployment, An employment allowance or
an additionnl deduction from taxablza income enqunl to 2 specified amount for each
cquivalent full-time domestic worker crnlovod during the yenr, It could be based
cither on the minimum wage established by the government or the average wages of
unskilled workerc, Anv 2llowance in exc.ss of orofits otherwise taxable in any
year could b: carried over to future years. This form of income £aX relief would
give incentiv.e tc increase smployment rather than use more capital--intcnsive

methods of production.

Seme quidlines would be cssentinl o give the incentives some dagrze of
attaining the purposes for whicu they wer: inotituted 20 well as insuring the
interests of the government. Projects shruld be offectively screcned to ensura
vinhility and permanence. The host country nust Lz on the guard against the
fly-by-night investor whe is ready to skim the erear 2ff the investment progranmme
only £o dis=mppecr after his bencfits have beon ohtained. Incentives should he
selected that do not cost the governmént anre than the bencfit is worth to  the
jnvestor. The value an invester is ready ©o apply to 2 benefit in the distant
future is dictatad by the rato ~f interest at which he discounts futurc earnines.
With the general entinmaticn of risks invelved in investments in developing

countries an interest rate well nbove 15 ~r 20 ner cent is raeasmmably fair to

be assumed, Benefits should not he rpen-ended or excessive. The certainty ~f




extremely hirh profits would noke an investor intevested in o venture even if
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his profit will be texed, Benelits and conditioms s ~uld conform with national

shjectives, What most develeoping countrios are esnecially interested in ic
investrent thar wiil uitdlize lakeur, of which thers is on abundonce. The production
tochnoelogy of such investuent, must be competitive from the point of view nt

total cost e pred te the velative cost freter charactuerizing the country’s

eomomy, il.e., ~f l-bour and scarcity of canital and technical know-how.

Incentives should be adequotely contrclled in order the stated objectives
are observed. ne important asrect of eontrol is that enterprises eninrying tax
incentives should file tax returas and have them scrutinized in the regular way.
This is an important ¢blication redardless of the fact that a majority of these
returns will probably not result in any actusl tax payments in the year in which
they are filed. Investors not fulfilling their obligatione under the investment
apreement should be liabloe to the taxes waived. Eank guarantces and/or the
involvenent of local Pusiness could be used to prevent investors fron escaping
such chligatincns by dismantiing their plants and repatriating their assets.

iMfat has boon discussed is an obvious ~ttenpt to exomine taxation as ~n

ot

-

integrated instruneant in achloving devolaprental t-als in developing countries.
It peointed out the ivosrtance of public investnent necds , which would be influenced
by factors such as tho tyre ~7 politicnl syston and the leval of development

already attained. Thus, the voluse of iavestment GO he generally borune by

i

{1

governnent need to b datermined by the 1ovel ~f Asvelospment already there. This

should ~isc be true of vuhlic and priveto saviog.

1f ceonomic dovelormont is  the sole thicetive, promoting hoth public and
private saving and investment could be c-nsiderced very fesirable., The problem

that ~ften arises ie the difficulty to balanee cut the allocatirqas to rublic

amd privats captial forn



If public investment is aimod to bo very substintial and taxes cn the
private sector would be incrensce! conziderably, n peint is reached when funds
are channoelled awav fron private investuent., Sinilarly, if iacentives are

stepped up quite progressively, a shortase nf resources te finance public

investnont could result,

Tt should alss be a worthwanile cffort to investigate investment
incentives which are supposed to atirulat: growvth, esnecially when they are
videspread and could be apparently ineffective in achicving their stated purprses.

Hothwithstanding that econonic growth, as measurad by rhe national accounts,

could be proceeding quite raplily, investment or fiscal incentives cculd alss be

one nf the causes of sluggish growth of taw rovenues.




