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Abstract

Recent years have seen a growing interest among donors on taxaleveloping countries.
This reflects a concern for domestic revenue mobilization to finanbécpgoods and
services, as well as recognition of the centrality of taxation fawtyr and redistribution. The
global financial crisis has also led many donor countries to pag attention to the extent
and effectiveness of the aid they provide, and to ensuring that they suaihert than
discourage the developing countries’ own revenue-raising efforts. This papews the
state of knowledge on aid and tax reform in developing countriés,anparticular focus on
sub-Saharan Africa. Four main issues are addressed: (1) impacts of dustanes to ... /
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..... strengthen tax systems, including what has worked, or nbtwhy; (2) challenges in
‘scaling up’ donor efforts; (3) how to best provide assistance tomefax systems; and (4)
knowledge gaps to be filled in order to design better donor interventioaspdper argues
that donors should complement the traditional ‘technical approachxtaefarm with
measures that encourage constructive engagement between governments agdeéiziax
issues.

Acknowledgements

The author would like to thank Eva Beuselinck, Rachel Gisselquist,sdksen and Ingrid
Sjursen for excellent comments on earlier versions of the paper.

The World Institute for Development Economics Research (WIDER) was estltijsthe
United Nations University (UNU) as its first research and training centre aartestwork
in Helsinki, Finland in 1985. The Institute undertakes applied research and poliggsenal
on structural changes affecting the developing and transitional economies, protama
for the advocacy of policies leading to robust, equitable and environmentallynsipai
growth, and promotes capacity strengthening and training in the field of economic |and
social policy making. Work is carried out by staff researchers and visitingasshia
Helsinki and through networks of collaborating scholars and institutions aroundoithe. w

www.wider.unu.edu publications@wider.unu.edu

UNU World Institute for Development Economics Research (UNIDER)
Katajanokanlaituri 6 B, 00160 Helsinki, Finland

Typescript prepared by Janis Vehmaan-Kreula at UNU-WIDER.
The views expressed in this publication are those of the author(s). Publidaéi®s not imply endorsement by

the Institute or the United Nations University, nor by the programme/prgjecissrs, of any of the views
expressed.



1 Introduction

Recent years have seen a growing interest among donors on taxat@mloping countries.
The importance of strengthening domestic revenue mobilization wasasimed by the G20-
leaders at their summit in November 2010. The link between taxation andpleeat is
highlighted by the European Commission (EC 2010) and by the OECD Development
Assistance Committee (OECD 2011). The renewed interest in taxation reflectseancfom
domestic revenue mobilization to finance public spending, as well as recoguitite
centrality of taxation to growth and redistribution. An effeethax system is considered
central for sustainable development because it can mobilize the domesintie base as a
key mechanism for developing countries to escape from aid or singlealneesource
dependency. The global financial crisis has also led many donorriesutd pay more
attention to the extent and effectiveness of the aid they providetoaadsure that they
support rather than discourage the latter’'s own revenue-raisorgsef

At the same time, there is a growing recognition that taxation and st&dewpuare linked
(Bralutigam et al. 2008).There is a strong argument in the literature that a substantial
governance ‘dividend’ can be gained from mobilizing domestic finanesdurces through
the tax system. The tax system may contribute to improved govertfancgh three main
channels (Moore 2008; Prichard 2010):

(1) Common interest processes which ensure that governments have stroegevesc
to promote economic growth since they are dependent on taxes and themetioee o
prosperity of taxpayers.

(i) State capacity processes which require states to develop a bureaucratic syiparatu
tax collection because of their dependence on taxes. This is also expelezd to
broader improvements in public administration.

(i)  Fiscal bargaining by engaging citizens in the political process. ajaxp have a
legitimate right to expect something in return for taxes paid,aaadmore likely to
hold their government to account if it underperforms. This ideasoélffibargaining
and negotiation over taxes is central to the concepsotial fiscal contract.

Although these tax-governance linkages are complex and context-sped/figjuah of the
evidence is anecdotal, it is clear that there are strong synergies betweefotars rand
governance (OECD-DAC 2012). If tax reform is undertaken in a way that promotesr great
responsiveness and accountability, alongside improvements einstdte’s institutional
capacity, then tax reform can become a catalyst for broadeowspents in government
performance. Seen in this light, taxation is not just an admim&redsk for governments
and citizens. It is also about politics and power, and the wayathhority is exercised in a
country through its formal and informal institutions.

How can donors assist in building effective tax systems in developing esirhis paper
reviews the state of knowledge on aid and tax reform with particulantiatido cases and

1 state-building can be defined broadly as ‘increasing the capaifyvernments to interact constructively
with societal interests, to obtain support and resources frose thterests, and to pursue consistent lines of
action’ (Moore 2008).
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experiences from sub-Saharan Africa (SSA). While much has been vaittari overall

reform trends and progress (Drummond et al. 2012; Keen 2012; Bird 2008; IMF 23E1), |
attention has been paid to questions about how donors could better suppoerngitening

of links between tax reform and broader governance and state-buildilsg(Baehard et al.
2012a). This includes the development of the local government tax systiemis likely to

impact large segments of the population and thus the shaping of accountalatipnsel
between citizens and the state (Fjeldstad and Semboja 2001; Fjeldstad 2001; Fjeldstad and
Therkildsen 2008; Jibao and Prichard 2012). A key argument in this paper is that donor
should complement the traditional ‘technical’ approach to tax reform mgasures that
encourage constructive engagement between governments and citizens ogeetax is

Section 2 of the paper reviews experiences with donor assistance to strengtiistetas m
developing countries. It draws lessons for both tax policy and adratiost on what has
worked—or not—and why. Section 3 assesses main challenges in ‘scaling upetforts,
focusing on how donors best can provide assistance to reform tax syktemdedge gaps
and issues for further research in order to design better dororentions are discussed in
section 4. Finally, section 5 concludes. The conclusion cautions againgigbgeblems of
donor duplication and fragmentation, which may undermine reforontefby diverting local
capacities, reducing local ownership and undermining the coherence of redgmarpmes.

2 Donor assistanceto taxation: what hasworked, or not worked, and why

Donor involvement with tax reform in developing countries is not. idwe Shoup mission to
Japan in 1949 is often referred to as the birth of foreign technicalaassison taxation to
developing countries (Keen 2012: 9; Gillis 1990). Over the next three decades, Carl Shoup
together with other leading fiscal economists advised tax reform packagesintries as
diverse as Japan, Liberia, Venezuela, Korea, Taiwan, and Bolivia. Mubk eftly efforts
focused on the development of income tax as the centrepiece of a ‘modern’ ¢ax syst

In the 1960s, a period when a number of African countries gained their indeperician

the colonial powers, leading economists argued that the new states should give the
development of effective tax systems priority (Kaldor 1963). An econsarigey mission
organized by the International Bank for Reconstruction and Developmniet ratquest of the
Governments of Tanganyika and the United Kingdom in 1959/60, provided detailed advice
on tax reforms (IBRD 1961). The survey mission agreed that the Tanganyikatasheere
justified in their preference for a relatively low company tax IBR961: 325), and
concluded that greater tax revenues should be sought not through highetetaxbra
through expansion of taxable economic activity. The study also proposedrttiation of

a low and uniform tax on exports, in line with many other developing cosirdtiehat time
which relied rather heavily on export taxes as a source of revenue (IBRD 1961: 327-8).

In the 1980s and 1990s the reform of trade taxes was a major component of doedr fund
structural adjustment reforms (Bird and Oldman 1990; Thirsk 1997). Accptdi Gillis
(1990: 77-8), the impetus for tax reform during this period did not come frose tho
responsible for assessment and collection of tax, but rather fronoa glmrernment or from

the ministry of finance in the specific country advised by the IMF antd®World Bank.

The general advice was to abolish export taxes and lower import duties.

After a period of declining funding beginning in the latter part of the 198@djrig for tax-
related assistance appears to have increased recently, though it remawetyraladest as a
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share of total donor programmes (ITC 2022)hereas tax reform has traditionally been the
preserve of the IMF and, although to a lesser extent, the World Bank, recenhgearseen
expanding interest in taxation amongst a wide range of bilateral doneggnal
development banks, and other international agencies (Fjeldstad amd RO9; ITC 2012).
At the same time, the content of the tax reform agenda has brdadléhere earlier reform
efforts focused strongly on the reduction of trade taxes, their replatevith value added
tax (VAT), and the lowering of direct tax rates, contemporary nefafforts focus
increasingly on improving tax administration (Bird 2008; IMF 2011). Therksasagrowing
interest in the links between taxation, accountability and broaaer-Isuilding goals (Keen
2012; Bird 2012; Prichard et al. 2012a).

Against this backdrop, donor support to taxation can be grouped iet® bhoad working
areas? (1) improving tax policy and design; (2) creating more effective tax adnaitiists;

and (3) encouraging constructive state-society engagement around taxes. dlotiagf
paragraphs | discuss key features and outcomes of each of these broad donoedsupport
reform aread.

2.1 Improving tax policy and design

Technical assistance has included reforms of tax legislation,iSoapbn of tax structures
and abolishment of some taxes and introduction of new ones. The ovegavblgctive has
been to raise revenues. Until the mid-1980s income redistributi@deoations also played
a significant role in shaping many of the decisions on tax ref@itiis(1990: 81). As noted
above, much of the early efforts focused on the development of a pregresssonal

income tax system.

Progressive income taxation has not become the major tax baseialy ianticipated.
Personal income tax accounts for less than 10 per cent of all tax eememost low-income
countries, compared to an average of more than 25 per cent in OECD-countries (Keen 2012:
10). It comes almost entirely from wage withholding (pay-as-you-eaxndn public sector

and large enterprises employees. Commonly, less than 5 per cem pbdghlation pay
personal income tax, compared to nearly 50 per cent in developed countries (IMF 2011: 31).
Zolt and Bird characterize the current personal income tax regime asdollo. in most
developing countries, the global personal income tax long advobgtedperts is in fact
neither global or progressive, nor personal, not often even on ihcbhereasons for the

2 According to unpublished OECD data, less than 0.1 per cent of officialogeveht assistance was
allocated to identifiable tax activities in 2009 (OECD-DAC 2012: 38)s Tigure is at odds with the current
level of international interest in domestic revenue mobilization.

3 International Tax Compact categorizes donor support to taxation and deveiaptadour broad working
areas (ITC 2010: vii): (1) tax policy and reform (e.g. different typdsx#s, tax systems reform, simplification
of tax structures); (2) tax administration and organizational refam. (ntegration and establishment of
revenue authorities, institutional efficiency, large taxpayer units); (Iptaxe.g. legislation, procedural law);
and (4) tax procedure (e.g. auditing, enforcement, automation). In ties, pdnave included tax legislation in
the first working area on tax policy and design, while auditing and efent are part of the reform of tax
administration. Encouraging constructive state-society relations citaxation is not explicitly addressed by
ITC.

4 There have been no systematic assessments of the success of thisxorefadntaagenda. Barbone et al.
(1999) reviewed tax related assistance by the World Bank. Such assistan also covered by the 2008
evaluation of the World Bank’s support to public sector reform (IEG 2008). Bhadies, however, focused on
World Bank experiences.
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failure of personal income taxation reflect both administrative andigadlweaknesses,
including a very narrow set of taxpayers, poor capacity to expand the &tdotdse self-
employed, and resistance from the elite and wealthy individuals witheawpplrtunities to
conceal their income.

By the 1980s, donor funded technical assistance had come to encompass a stawdard set
recommendations and priorities (Prichard et al. 203ZE)e popularization of these ‘best
practices’ has led Fjeldstad and Moore (2008) to refer to a ‘global tasmrefgenda’.
Governments in developing countries have been urged to desist firmgtasgation to try to
mobilize savings or to transfer resources from agriculture to non-agreutb rely less on
revenue from easily-taxable imports and exports; and to placerngdsasis on using high
marginal tax rates in the effort to reduce income and wealth inequality (Rird@nh2003;

De Mooij and Ederveen 2003; Goode 1993; Stewart 2002; Tait 1990; Tanzi and Zee 2000;
Tanzi 2000; Thirsk 1993). Governments are advised to concentrate on establisipieg s
predictable and neutral tax systems that will not discouragat@renterprise and minimize
interference with market signals. Specific tax policy changsscaged with these reforms
have included: (a) simplification of tax structures and procedures; ¢bglimination of
export taxes; (c) reduced tariffs and less reliance on trads;t@® a dual income tax system
with a simplified progressive tax on labour and a simple, often fiat fairly low corporate

tax; and (e) expanded reliance on goods and services taxes, in particular the VAT.

VAT has emerged rapidly to become one of the main modes of revenue raisidyider
First introduced in France in 1948 and in Brazil in 1967, VAT is now in place in thare
130 countries. Currently, around 80 per cent of the countries in SSA levy a yAdally
raising about one-quarter of all tax revenue (Keen 2012: 11). Becauseah iarsefficient
means of extracting tax revenue in countries with good writteelextronic records of
economic transactions, VAT has facilitated trade liberalization byace import and
export taxes, and also contributed strongly to the steady incrneagegernments’ shares of
rising national incomes. In poor countries, where governments hadéianally been
especially dependent on revenue from trade taxes, the promotionloh&#Abeen even more
closely tied to trade liberalizatidh.

In poorer and more agrarian environments where effective ‘tax handleslaheete scarce,
governments find it easier to raise revenue by concentratingtéixeaollectors on customs
posts at their borders. Because so many developing countries ttadeirfto the global
division of labour as exporters of primary products, international trasidé&en the obvious
place for their governments to gather revenue. In 1975, trade taxes weyenangg source
of government revenue in high income countries, but were signifinabbth middle and
low-income countries. An important component of the global taxmefigenda, backed by
economists’ denunciations of this tax bias against internattomdé¢, was the reduction of
trade taxes and an increasing emphasis on broad based consumptiondaxestbe VAT.
Total trade tax revenue to governments of low-income countries begiecline in the mid-
1980s. Baunsgaard and Keen (2005) estimate that by 2000 governments of middle-income
countries had found other means to replace about 45-60 per cent of the teaesethey
had foregone, while for low-income countries the figure was at best aBouper cent.

5 Goode (1993) provides a review of advice until the early 1990s. He observes (p.t 37)e#perts often
uncritically recommend transplanting the systems of their hommetiges, perhaps with modifications they have
unsuccessfully proposed at home’. My own experiences from Tanzam@iad&gnd other countries in East and
Southern Africa over the last two decades indicate that Goodgswvattion still is relevant.

6 See Bird and Gendron (2007) for an extensive discussion of VAT in lowicountries.
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With regard to total government revenues, the tax reform agessianot lived up to the
promise of delivering the revenues that the poorer countries undoubtedly meadhth
replacing trade taxes with VAT and by broadening the income tax baselovirdang the
rates. Why they have failed is less clear. The most direct exglangtithat in many
developing countries VAT is harder to collect—unless it is collectéueaborder like a trade
tax. Governments that face civil conflict and a variety of other engdls to their authority,

in general do not have the organizational capacity to make a successful transitionréo a mo
demanding revenue source. Moreover, the VAT base is often unddrinjnextensive
exemptions and zero-ratinghe effectiveness of VAT depends in large part on thorough
bookkeeping and reliable self-assessment. Specialists have long beewhanh it would

not work well in countries where these conditions are not in place. Evein Wit income
countries, VAT provides opportunities for fraud and corruption. Toies not imply that
VAT is a wrong tax for poorer countries, but it has probably been extdndewidely and

too fast. The issue now, however, is not whether to remove VAT, butdhionprove it/

A major challenge for building effective, transparent and accountable tax syatenthe
current tax policies in relation to exemptions and tax incentives. r@@nanvestment
incentives to specific companies, institutions and sectors leaakge tevenue losses and
distorted competition (Keen and Mansour 2010). According to the OERIndentives tend

to reduce government revenues by 1-2 per cent of GDP (TJN-AA 2012: 14). However, this
figure is probably at the lower end. A recent study on Tanzania, fonagstauggests that
exemptions and tax incentives could account for up to 6 per cent of GDP (AfDB 2011: 242).
In addition to undermining the tax revenue base, a high occurrence of tax exengpéiates

room for bribery and corruption, and increases the appearance of lle®phiotax evasion

(Zee et al. 2002).

Proponents of tax incentives often argue that it is imperative to prasid incentives to
attract investors, given the generally poor investment climate in poorer ceunthes
position is disputed. In a study using data from a cross section of 80 counti®grya and
James (2009) find that for countries that have a poor investment climateatfetive to

lower the tax rate to compensate for the bad investment climateadnghey argue, the
countries should focus on improving the basic investment clirAg@nt report by the IMF,
OECD, UN and the World Bank (2011) reaches the same conclusion (p. 19): where
governance is poor, corporate income tax exemptions ‘may do litégtraect investment’,

and when they do, ‘this may well be at the expense of domestic invé'stmen

While the IMF, OECD, and other multilateral agencies have edgagthe policy dialogue

on tax exemptions in developing countries, few bilateral ageacgegvolved, possibly due

to the fact that they also are benefitting from the current exempeigime. Generally,
transactions associated with foreign development assistance are exeRjelestad and
Moore 2009). Poor countries are often forced to administer a myriad of exemptions that
typically vary from donor to donor. This places unnecessargiemsr on already weak tax
administrations. Even worse, it fuels a tax-exemption culture and peeroorruption. The
removal of tax exemptions granted to aid agencies and their emplapedd help boost the
credibility of both the government and of donors in relation to mglthxpaying cultures. It

7 Although the VAT is thought of as a regressive tax, most studies find it to be distrédy neutral (Keen
2012: 11). According to Zolt and Bird (2005: 1639), VAT is likely to be less regecttsan the trade and excise
taxes it has replaced, and in some developing countries itenay jorogressive as the income tax.
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would also contribute to widening the revenue base and simplifying xisystem. It might
further improve both budgetary transparency and resource allocatiatiyogdcounting for
public investment costs. Thus, a step forward would be to abolish exempamsdydonor
projects and programmes.

Donor support to tax reform has largely focused on the natiornadytstems. Due to the
overall fiscal constraints, the reform of the sub-national tayesystas not been a priority
over the mobilization of central government revenues. Local govetntag systems in
many low-income countries, especially in Africa, have remaiaegely unchanged since
independence (Brun et al. 208\ widely found characteristic of local government revenue
systems in Africa is the huge number of revenue instruments in jesgs(&d and Heggstad
2012b; Brosio 2000; Fjeldstad and Semboja 2000). They are often distortive, costly to
administer, exacerbate inequity, and have an inhibiting effect on theugtast- new
enterprises and the achievement of economic growth (Bahiigwa et al. 2004). Mpteensr

is little or no co-ordination with respect to taxation between varleuels of government.
This has partly to do with lack of capacity at any level. At the local level timiseshortage

of qualified staff at the treasury and planning departments is particularly critical.

2.2 Creating more effective tax administration

Ineffective tax administration is often seen as one of the maistreamts on the ability of
states to collect revenues in general and direct taxes in part{€ijddnistad and Semboja
2001). Hadler (2000: 10) estimates that better administration of existing takatiegm may
increase revenue by 30 per cent or more in many countries in SSA. ioasfatatement,
Casanegra de Jantscher (1990) claimed that ‘in developing countries, tax dtiainis tax
policy’. However, the opposite is equally true (Keen 2012: 17). Simplificationawf t
legislation and improved tax administration are closely linkeak agencies will be more
effective if their tasks are made more simple, stable and preeict@bl the other side,
guestionable options in tax policy sometimes lead to equally goabte administrative
practices. Exemptions, for instance, not only pose control probldons the
tax administration, but create opportunities for corruption. In prachedistinction between
administration and policy is often hard to make (IMF 2011: 19). But tkene idoubt that
weak and often corrupt revenue administration remains a fundarbantat to effective and
fair taxation and to building wider trust between government and rstimemany countries
(Fjeldstad and Tungodden 2003; Fjeldstad 2009).

During the last two decades, support to tax administrations has been atamnpart of
foreign technical assistance to public sector reform in developing caufwor Soest 2007;

2008; Kloeden 2011). The content of administrative reform in specific cesintras
depended a great deal on what was already in place (Bird et al. 2006; Owens and Hamilton
2004). Some of the more widespread components are: exploiting new indornazid
communication technologies; moving from a system organized arouedetifftaxes to one
organized around localities and/or industries so that individual taxphgeesto deal with

fewer tax officers; introduction of unique taxpayer identification nusibestablishing
different offices and procedures for different categories of taxpaggically starting with

8 Among the exceptions are reforms in East-Africa which have led to the abalisbis® called ‘nuisance’
taxes, including poll (head) taxes in Tanzania and Uganda, and simgiifioaftithe local tax structure
(Fjeldstad et al. 2010; Fjeldstad and Therkildsen 2008).



focus on big companigstrying to make the collection process more ‘user-friendly’; in some
countries using commercial banks as collection agents; using audimamnésselectively and
strategically to check on the performance of tax collectors; and, creatiorvehue
authorities across much of Latin America and anglophone Africa (Kloeden R&Eh
2012).

The establishment of semi-autonomous revenue authorities (ARA®ebasa widely noted
tax administrative innovation during the last two decades. Several aictiesgyesnd
international financial institutions have concentrated muctheif tax work on support for
the creation and development of ARAs. In particular, the British Governriesntthrough
Overseas Development Administration (ODA) and later through the riDegat for
International Development (DFID), has been influential in thebéstament of revenue
authorities in anglophone Africa. ODA/DFID have funded UK expemsnfthe British
revenue administration, Crown Agents and various consulting firmsawadpr technical
assistance to tax administrations (Kloeden 2011: 11). Germany (GIlZ) hadeprtechnical
assistance to tax administrative reforms in Ghana, Tanzaniasanbi&; the US Treasury to
Liberia, Nigeria and Uganda; Norway to Mozambique, Tanzania antbida Sweden to
Botswana; Denmark to Tanzania; the European Union to The Gambia arte&sycand
the African Development Bank to several countries, including Liberia andil@né The
World Bank has been heavily involved in the Tax Modernization Programmannania
(Fjeldstad and Heggstad 201D).

Currently, there are more than 30 autonomous revenue authorities (ARWAg) developing
world.11 There is no clear definition of ARAs and they are relatively diverseir Defining
feature is (somedutonomy(Taliercio 2004a; b)The choice of the revenue authority model
aims to remove the revenue collection function partly or fully fromdihect control of the
Ministry of Finance by integrating tax operations into a single purposeyggentto free the
tax administration from the constraints of the civil service systgjeldstad et al. 2003;
Fjeldstad and Moore 2009). It is assumed that the revenue authority modek vidEd
vulnerable to political interventions in its operations. Mos¥pa semi-autonomous revenue
authority can, in principle, recruit, retain and promote qualityf Sdapaying salaries above
the civil service regulations, and also more easily dismiss Htédfexpected that such steps
will provide incentives for greater job motivation and less quronm. In addition, it is
assumed that the merging of two or more tax agencies that previously have atcmige
with one category of revenues can integrate tax operations and focus effocollecting
revenues better than what is possible under civil servics. rélshift to a semi-autonomous

9 The IMF has strongly advocated the importance of strengthening large @evguhiyinistration (Kloeden
2011: 27).

10 On occasion the World Bank has been a salesman for ARAs. A review & piejécts to reform taxation
and customs that were financed by the World Bank in the 1990s concluded that: ‘feutsptoowever,
addressed the need for better customer service or tested promising newcheggproataxation, such as
presumptive taxes, privatized collection or inspection services, or iparice-linked bonuses or administrative
budgets. An exception to this was the support for independent revenuetiastho.” (World Bank 2000).

11 |n Latin America and the Caribbean, revenue authorities havedségblished in Jamaica (1981), Argentina
(1988), Bolivia (1987, re-established in 2001), Peru (1988/1991), Colombia (1991yueknél993), Mexico
(1997), Ecuador (1999), Guatemala (1999), and Guyana (2001). In Africa, the revémmudyambdel has been
instituted in Ghana (1985; integrated in 2010), Uganda (1991), Zambia (1994), Kenya {818%), (1995),
Tanzania (1996), South Africa (1997), Rwanda (1998), Zimbabwe (2001), Ethiopia (2002), Siagd2G02),
Lesotho (2003), Gambia (2005), Mauritius (2005), Mozambique (2006), Burundi (2010), ancaSavé2011).
Angola is in the process of establishing a revenue authority, whitelbNais considering. It is likely that the
revenue authority model will spread further, especially to francophamzaAf
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revenue authority model has also been attractive to donors and geliicians because it
opens opportunities for more widespread reforms of tax adminastr@therkildsen 2004).

Although no formal evaluations exist, there seems to be consemsubdlexperiences with
ARAs have been mixed (Kidd and Crandall 2006; Keen 2012: 12; Devas et al126G0E),

some ARAs have made impressive advances, for instance Rwanda RevenuityAGiath
African Revenue Service, Autoridade Tributdria de Mocambique (Mozambique Tax
Authority), and to some extent Tanzania Revenue Authority (House wintGas 2012;
Fjeldstad and Heggstad 2011). In Mozambique, the tax share increased from 14.1 per cent of
GDP in 2006 to approximately 19 per cent in 2010 (exclusive non-tax revenueje desp
reduced import duty rates during the period. Other revenue awghohtive seen little
progress, like in Sierra Leone, or progress has been followeadpyasion like in Zambia, or

by resurgence like in Uganda (Keen 2012). This may understate real improveagents
revenue has largely been sustained despite a decline in &dd¢htax revenue and income tax
rates, but it also appears to reflect the relative persistence of conraptd politicization,
particularly in low-income countries (Fjeldstad 2006; Bird 2008).

The diversity of ARAs is one reason why it is difficult to say whetihey are a good thing.

A second reason is that most are still relatively new and evoldirtird is that, because
they have been introduced in part at the urging of aid donors and inteahdteancial
institutions, impressionistic interpretations of the evigeor or against them may be
somewhat tainted (Fjeldstad and Moore 2009). One can understand why autonomous
agencies were introduced. In environments characterized by large scale coramdio
politicization of the taxation process, radical institutional mefes very appealing. However,

we do not know how far this was the right kind of reform. We do know that it seira
problems of its own. Anecdotal evidence suggests that managetiatathcapacities often
have improved (IMF 2011: 20). But the integration of Customs and domestic tax
administration has proved to be problematic in several countriedy feecause some
functions are unique and partly because of different ‘working culturese@¢io 2011: 16).

In Mozambique, for instance, it has proved difficult to effectivelggnate Customs, which is

a uniformed, paramilitary entity, and the domestic tax department (Fjeldsiademystad
2011). Further, even substantial increases in the salaries offieerotompared to other
parts of the public sector still leave these dwarfed by the potential gam dorruption
(Fjeldstad 2003; Fjeldstad 2006).

Another feature of donor supported tax administrative reforms in reeard s a shift in the
tax administrations’ attitudes toward taxpayers. Partly stimdlby research on determinants
of tax compliance, conducted first in the US (Slemrod 1992) and later in other OECD
countries, including Australia (Braithwaite 2003), ‘customer isehvand ‘user friendliness’
have become the norm. National tax administrations have been eageriyng customer-
friendly ‘one-stop shops’, simplifying procedures, making possiblanenfiling of returns,
and providing extensive information for taxpayers in printed aigiktatl form. Some
administrations, for instance in Mozambique, Rwanda, South Africa and Tanhave
developed innovative methods to deliver key messages to the public,ingcthed use of
school curricula, secondary school tax clubs, road shows, and media suathicasnd
television (Fjeldstad and Heggstad 2012b). Most administrations haveeaselsitying from
outdated static general information through to more dynamic tools (Kio2@EL: 35). Yet,

12 For some case studies, see Chand and Moene (1999), Devas et al. (2001)] Eg068ta2006), Talierico
(2003, 2004b), Terpker (1999), Therkildsen (2004) and Zuleta et al. (2006).
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it is evident that much of the new ‘user friendliness’ of meay administrations is so far
mainly window dressing: taxpayers continue to experience extortion, bribed,

obstructiveness rather than willing, responsive service (Fjeldsthtlaare 2009). It is also
clear that ‘user friendliness’ is most widely practiced in the ioglat between tax
administrations and their larger corporate clients.

For smaller and middle-sized formal sector businesses, tax emfent strategies applied by
revenue officers are perceived to be a major problem in many couRtegsient and unco-
ordinated tax audits are considered to be harassment and intimidation tacfmset
taxpayers into extra-legal compliance (von Soest 2006). Discretion eadgredictable tax
bills, arbitrary fines, and corrupt practices. Some foregmed enterprises also report such
tax administrative practices. In a study on tax reform and business enembrim
Mozambique, Nathan Associates (2004: 36) report ‘... rampant negotiationgxviffiters;
companies driven out of business by competitors who pagdiniblieu of taxes; a company
that sought clarification from one tax official only to be fined bgtaer; a foreign enterprise
that was hit with an enormous fine for a violation that did not exist, dicgpto his attorney;
and businesses that encountered unexplained re-assessments and penalties’

What is the rationale behind the discretionary implementatiomeotax code? Observers
believe that tax officers levy arbitrary assessments in order to meeuretargets. Structural
and administrative features of the tax system add to the problem. Mallers but also
many middle-sized enterprises, lack the skills required to provide aligiracceptable
accounts and accurate information on total sales. This is an opettiamvior discretion and
negotiation by tax officers. In particular, frontline staff metcustoms and the domestic
revenue departments are exposed to and involved in corruption. Accordthg ®ribe
Payers Index 2008, the customs administration is perceived by businessvesgoube one
of the most corrupt sectors of government in many African cogn{fi¢ 2008). This is
supported by the Afrobarometer survey, covering a large number of sub+iba#iacan
countries, which finds that the most discredited institutiores the police and the tax
administration, including customs (Lavallée et al. 2008). This &tu# partly compounded
by the fact that, in spite of comprehensive tax reforms over the last de@athes Htructures
and administrative procedures are still complex and time consunmidm$messes in many
countries. This facilities corruption and extortion, and conteub retard the process of
building a tax culture based on transparency and accountability.

These observations highlight a wider problem—the extent to whictowrements in revenue

performance results from a focus on formal sector corporabiptise tax administrations, at
the potential expense of genuinely broadening the tax base, ilfprevements in revenue

collection may not reflect the development of a broad-baseal isntract between the state
and society, but the fact that the revenue administration is taygstiefforts towards the few

most revenue productive taxpayers.

The argument made above is all the more pointed in situations whereahgbeernments
are under strong pressure from the IMF and donors to meet revenue taftgisthe tax
administrations respond with some combination of (a) an evbktetigqueeze on registered
taxpayers; and (b) quasi-military ‘raids’ on other businesses on whah do not have
detailed information. By pushing for unrealistically high revenugetar the Ministry of
Finance, the IMF and donor agencies may contribute to undermine the repuatation
credibility of the tax revenue administration in the eyes of the publienmfits to meet



externally set tax-to-GDP targets may undermine democratic acbdimtiélegal processes
and taxpayers’ rights are set aside in response (Luoga 2002).

2.3 Encouraging constructive state-society engagement around taxes

Tax systems can potentially contribute to shaping accountabiléyiaeships between the
state and citizens, and strengthening state capacities (Brattigam et al. 2008; Alee et a
2010). Taxation is one of the few objective measures of the power and dayitahthe state.

First, taxes are the primary platform for political negotiatiomsorgst the country’'s
stakeholders. Second, bargaining over taxes is central to buildatigpme of accountability
between the state and citizens based on mutual rights and obligatimanplies that taxes
should be levied as consensually and as transparently as possiblefortimsation to have

a positive effect on accountability taxes must be ‘felt’ by a nigjof citizens, to secure that

tax issues become prominent on the public political agenda (Moore 2008)is Tdt®ut
building a taxpaying culture (Fjeldstad and Heggstad 2012a). However, while donors and tax
practitioners seem to acknowledge the importance of these issues,atleydt to be
translated into a clear-cut governance focused tax reform agenda in practice.

Common features of the tax systems in many developing countries arbethainmber of
registered taxpayers is small and relatively few medium-sizedaagel enterprises account

for the majority of tax revenue. In Tanzania, for instance, witliad population of more than

45 million people, the number of taxpayers registered in the Taxpagmtifichtion System

(TIN) was about 400,000 in 2008 (Fjeldstad and Heggstad 2011). In November 2010, less
than 400 large taxpayers contributed about 80 per cent of total domestcigesollection.

The revenue base generally excludes the large number of smali@ocenterprises, as well

as many professionals, such as lawyers, doctors, and private consitatitermore, the
political and economic elite generally do not pay taxes.

A large share of the economic activity in poor countries is locatéuinwthe informal
sectorl3 That sector is hard to tax (Tendler 2002; Bird and Wallace 2003; Kloeden 2006).
Tax administrations tend to give it little priority, because returnsfootehay be low in cash
terms, and collection is likely to be difficult and unpleasant (Rjatdeind Moore 2008).
From economic and administrative perspectives, it makes a great deaisehst to tax
multitudes of poor people. The VAT system generally exempts basic goods eonsum
heavily by the poor, and the income tax code generally excludes indivehraisg less than

a certain amount per year. As a matter of administrative reality,mafoentities with
incomes below this threshold are not in the tax net.

One should not expect that large amounts of revenue can be raised by tastiog m
enterprises. A study by Ernst & Young, for instance, notes that mord 3200 enterprises
were registered for the normal VAT regime in Mozambique in 2004, and more than 10,000
were registered for the simplified regime, while nearly 12,000 were recorded in thptexem
regime (Nathan Associates Inc. 2004: 27-28). Yet, those filing under the simpldiedere
accounted for just 0.4 per cent of the revenue. Thus, Terkper (2003) and others argpee that t
tax system can be improved by having tax officers concentrate on ltpadiew thousand

13 The size of the informal economy is hard to estimageeRt esmates from West Africauggest that more
than 80 per cent of total employment is informal and up to 60 per cefiRisproduced by informal activities
(Benjamin and Mbaye 2012: 48).
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files efficiently, rather than trying to cover tens of thousands oy wenall taxpayers.
According to the IMF, there is a strong case for raising the thresfooltsx coverage, which
would actually narrow the coverage of the tax base, but with diftect on revenue (Keen
2012; IMF 2011).

However, the removal from the tax net of taxpayers who generdée dgt revenue is
contrary to the emphasis within the tax reform programme to broadenitexthet. A wider
tax net is not always a good thing, but there is reason for conceraxthafdrms have been
driven by an economic calculus that emphasizes the advantages of excludingaimargi
payers. The political arguments for inclusion have not been heard. Thid b® less of a
problem if the actual tax burdens in poor countries were fairly and igégctlistributed. But
they are not. In particular, as noted above, they often fall lgeami a small number of
registered, formal sector companies. Thus, it makes sense taoquist dominance of
economic arguments for excluding smaller taxpayers from the @&om pure efficiency
grounds, and to explore the potential political advantages of widening thatorataFstate-
building perspective broadening the revenue base is vital to building thef@mahtontract.
It is also central to creating an equitable tax regime.

A major challenge for many developing countries is to broaden tlemuevbase and thus
increasing public income without raising the tax levels. In thispeets/e, there are good
public policy reasons for paying more attention to taxing informal uds@momic activity,
both in terms of broadening of the tax net and exploring alternative wdysilding the
capacity to tax the sector more effectively in the long term (Fjeldstddvimore 2008).
Finding better ways of taxing the informal sector, however, is in practice rfobhitghe tax
reform agenda in most revenue authorities in developing counfriese are frequent
mentions of the need to ‘broaden the tax base’, but this seems tan@fe to closing
loopholes than to any notion that the informal sector needs axkled as a generic issue.

3 Improving donor efforts: challengesand priorities

The broad tax policy and administrative reforms discussed in theopsesection have been
widely adopted with little protest or overt deba&telhe reforms have passed as ‘necessary
modernization’ of an essentially technical character. The adaptation @fxtheférm agenda
by many developing countries reflects both donor pressure and the godwglobal
epistemic communities of tax professionals with shared ideas adocmrpriorities (Stewart
2002). The reforms mirror a significant convergence in the features of dexptopintry tax
systems (IMF 2011). This convergence indicates a degree of success of external kugppor
important, however, to recognize that the more successful aspects oftagaefiorm efforts
have not just been externally driven. Yet, there seems to bead booeptance of the need
for greater attention to local leadership, locally designed solutimhsi@nor approaches that
are sensitive to each country specific socio-economic environment.

While donor support has contributed to ‘broad’ reform and convergence oversbme,
observers question the ‘depth’ of these reforms (Prichard et al. 2012a}elofspivances in
many respects, substantial deficiencies in terms of (a) agahzof the revenue potential; (b)

14 1t is true that there have been anti-VAT riots, with deaths, in both Girah&Jganda (Fjeldstad and Moore
2008). The structural reason is that VAT imposes major tax compliastearosmall businesses. In Ghana the
riots can be attributed to political mismanagement: too rapid an introduction, witlyursdeleonsultation with
the small traders most adversely affected.
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administrative capacity to taxing growing sectors; and (c) governancenramanany
developing countries. A range of factors contributes to these defeserithey include a
legacy of coercive and centralized tax systems; weak tax compliance by elgesufaaxed
informal sectors; ineffective local government tax systems; incensipaitterns of business
taxation; and limited administrative experience and expertise to effectiarlygrowing
sectors such as extractive industries, tourism, telecommunicatamks band finance
institutions. The picture that emerges of reform efforts is that lbheg yielded significant
formal changes in tax regimes across the developing world, but medest changes in tax
practices.

Addressing these challenges would not represent an abandonment of exiategjest It
would, however, imply changes in the priorities of donor supported faxnreefforts.
Questions about inclusiveness, equity, transparency, and local gwwertaxation should
have a more prominent role in reforms (Prichard et al. 2012a: 7-8). Auhisuch a
reordering of priorities will require (a) an effort to ‘open-up’ tax refgracesses to new
stakeholders, and (b) the development of a broader range of performanaonsdagainst
which tax reform efforts are measured. As long as tax performance is jlaigety by
comparatively short-term changes in the tax-to-GDP ratio, trsedeer’ elements of the
reform agenda are unlikely to be given priority. There is a need for reformaprogs that
explicitly prioritize a broader range of issues, including transpgreinclusiveness and
equity, if external actors are to foster positive connections batwseeation and broader
governance outcomes (Prichard et al. 2012a).

How can donors support developing countries’ efforts to enhance domestic agvenu
efficiently, effectively and equitably, and contribute to develap $ystems that promote
economic growth and good governance? Such an agenda would includes édfort
strengthening (i) tax policy design; (i) tax administrative capacitg @i) governance,
including fairness, predictability, transparency and accountabilitgw discuss each of these

in turn.

3.1 Strengthening tax policy

Tax policy represents a main obstacle for the development ofiedfeak systems in many
developing countries. Tax policy challenges include:

Exemptions and tax incentives

Generoudnvestment incentivet® specific industries have led to large revenue losses and
distorted competition in many poor countries (see section 2.1). Ircudarti influential
corporations and wealthy individuals constantly seek ways to take advantgugrial sax
breaks to shelter income that should be fully taxed. However, rateutiiting to demand
fair deals with investors, developing countries, particularly in S8&,competing with each
other to see who has the best business climate, the most gersetdwdidays, the best
investor protection and other fiscal incentives. Challenges refat@ternational taxation
include the impacts of preferential tax regimes and special economé&s zn private
investment, and on the legitimacy of national tax systems. Tax hsligehich are time-
limited exemptions from corporate income tax, are open to abudermine tax revenue by
providing corporations with a strong incentive to use transfer misgrand financial
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arrangements. Even the most developed tax administrations hawelgf$ dealing with
such abuse.

Experience shows that a high occurrence of tax exemptions reduces the taxdmes, cr
room for bribery and corruption, and increases the appearance of leppbotax evasion.
Obstacles to address these challenges are frequently rooted in polities,tiath in the
absence of local understanding or donor funding. Hence, the extemtedemptions is often
an indication of a government’s political will to strengthenfikeal contract and fight fiscal
corruption and tax evasion. Strong will and commitment by the padligedership is a pre-
requisite to achieving this shift in culture. However, due to resistance herbenefiting
elite, political leaders and businesses, the exemption regime ig tixalemain a major
challenge in the short to medium term. Co-ordinated efforts frben ibternational
community should therefore focus particularly on supporting and encouragaigftorts to
overcome these political barriers. Currently, ordinary ciszemd enterprises in donor
countries are subsidising the political and economic (tax exempted) elite éogiag
countries through their tax payments. The removal of tax exemptiangedrto aid agencies
and their employees would help boost the credibility of donors’teftorreduce exemptions
and strengthen the tax systems in poorer countries.

Informal sector and sub-national taxation

There are good public policy reasons for paying more attention to taximgnadf urban
economic activities and to strengthening sub-nationakyakems. This is essentially about
fostering more broad based engagement around tax issues whilprasding the fiscal
foundation for successful decentralization and the development of lsunsatlesses. Recent
years have witnessed increasing attention to the question of how toveffetak large and
growinginformal sectorsn the developing world (Prichard et al. 2012b). While this has been
driven in part by the desire to raise greater revenue, in reality theueey®tential of the
small informal business sector will remain modest. Many national tasnadrations know
that, and in effect do not really pursue the issues with much vigour—beyooducing new
types of presumptive tax regimes for small business, that may onohdne implemented on
the ground. This is understandable from their perspective. But efiective taxation of the
informal sector is an important long term goal, for reasons ofyegnd broader ‘tax morale’,
to protect existing revenue bases, and to encourage formalization in thatagupports
economic growth and broader governance gains.

In contrast with important progress at the national leseh-national taxationrhas been
relatively neglected and requires further attention in most paoitges. Despite significant
moves towards decentralization in several developing countriea| fiecentralization has
been limited and not very successful (Fjeldstad and Heggstad 2012a). Thisvedifecti
reduces the decision-making power and autonomy of local governments. Recent research al
highlights the absence of links between local revenue raising and fense®ness or
accountability of local governments in Africa (Brun et al. 2012). While ttrednction of
semi-autonomous revenue authorities in much of anglophone Africa ahsidnificant
positive impacts in terms of public sector institution building, ther@igquivalent progress
in relation to local government revenue rising. In this perspediveajor challenge is how
to improve co-operation between central and local governmentaxoissues, including
sharing of data and information, to simplify revenue collection and avoidcdtiph and
inconsistencies.
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Weak links between tax reforms and other public sector reforms

Commonly, several public sector reforms are on-going in developindresuThey include
political, electoral, civil service, legal, judicial, local ggmment, budgetary and tax reforms.
The problem is that there often is a weak link between tax reforms andpothier sector
reforms (Ayee et al. 2010). Such a link is necessary to ensure a holistic approach which is
needed for co-ordination, information sharing and good practices. Onee gbrincipal
reasons for the limited success of many reforms is the implictum@son that the weakness
of public administration is managerial and could be remedied inraglstforward
technocratic manner through a combination of organizational overhaul andidinsupport
to procure the requisite specialist technical advice, training and hardé@sever, a central
lesson is that public administrations are embedded in a complex,emadent system
(Levy 2004). This system incorporates not only the bureaucratic apparatus asahwh
also political institutions and social, economic, and politicat@#ts more broadly.

Better understanding of the political nature of taxation is required

While the technical aspects of tax reform are crucial, a better understanding of the
sustainability of tax reforms is not possible without a betteerstdnding of how reforms
become legitimate. Because taxation affects incentives and distnilmimultaneously, tax
reform requires either a degree of social consensus that taxatiothes collective interest
and/or it requires a state with the ability to coerce those who challeng®dstiahs. The

focus therefore on institutional designs and other techrssales is incomplete since it
ignores the political nature of taxation. More emphasis on thegabkconomy of taxation is
required for designing and implementing effective tax systems.

3.2 Strengthening tax administrative capacity

Donor support to tax administrations has contributed to build cgpacd range of areas,
including human resources, internal audits and integration of taxtohepds. Currently, the
need for further technical assistance is particularly related to theogdeweht of expertise
within areas such as specialized audit functions of large taxpaygrewing sectors, such as
extractive industries, telecommunications, the banking and finance sectors, asch.tour
Further, there is a need to strengthen efforts measures that aim twvempluntary
compliance, including taxpayer education, dialogue forums betweeny&gpand the tax
administration, e-taxation, as well as measures to improve tlygitntef tax officers.

International taxation and capital flight

It is increasingly recognized that the effectiveness of tax systems in talepiag world is
shaped by the broader international context. It is well documented by resleatrahicit
capital flows from developing countries—mainly to tax havemsl Western financial
institutions—are huge. The proceeds of commercial tax evasion, maiaygth trade
mispricing, are found to be by far the largest component (Kar and Cdrtsvamgith 2010).
Challenges of taxing extractive industries have been exposed inettadulie (Daniel et al.
2010). The problems are also serious in renewable sectors such assfiseestry and
wildlife, although these have received limited attention.
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Transfer mispricing is a challenge that adversely affects damesburce mobilization. This
challenge is linked to current reporting standards for transnaticomgoorations, and
international information sharing arrangements between tax &drations. Most extractive
industries companies operate internationally and have extended dealihgsfiNiated
companies. This increases the opportunities for transfer pricindpameds the tax liability.
This further complicates the task of tax administration and creates ang®lihat needs
specific skills to deal with. Although the tax laws may have legaVipions to address the
issue, that is not sufficient. Tax administration needs tet®ing on how to recognize the
transfer mispricing opportunities in mining operations and stronger tapacdetect and
respond to this problem. There is also a need for more in-deptHddgewof the extent and
impacts of capital flight at the country levels. The issue of abus@ansfer pricing is
sophisticated and complex in nature. International collaboratidriraaties are required to
make inroads against the problem. There are opportunities for donor suppatetmsén
international co-operation among tax agencies and to change the accoutgmgior
transnational business, in order to reduce the degree of tax evasiokeésgbléee, which is
evident in natural resource rich developing countries.

Information and communication technology ()@@ enhance administrative efficiency

The revenue administrations in many developing countries have aditavith donor
support—an array of initiatives to exploit ICT with a view to enhancingieffcy in tax
administration. These include, for instance, the ASYCUDA++ for custaefriling for
domestic revenue; computerized registration of motor vehicles and drimdréteoduction
of electronic cash registers for VAT. Such initiatives are at diffeteges of implementation
in different countries. However, the effectiveness of such sgstiEapends on building and
maintaining technical and professional capacity to operate and maingaisystems. At
present, these systems are commonly not being implemented usinggrated framework.
This can be blamed on the technical and managerial challenges this appresctpbalso
on poor donor co-ordination. Yet, in the absence of integrati@nuse of the systems will
remain sub-optimal. In particular, it is difficult to have a #ngew of the taxpayer outside
an integrated system.

‘Balancing’ the performance indicators

A more comprehensive diagnostic tool for tax administrations, basegerformance
indicators and agreed benchmarks, is required. The uncompromising focus on raxgeiue t
in the tax administrations implies that achieving the collective talgpeEtomes not
‘everything’, but the ‘only thing'—sometimes also at ‘any cost’the detriment of other
goals of the tax administration. The increasing emphasis by govetsiaed donors on
domestic revenue enhancement, as well as the establishment o&akdmidies such as the
African Tax Administration Forum (ATAF), aiming to support the depeient of effective
tax systems, underlines this need. Performance measuremenmpdstant for both
accountability and to promoting a culture of effectiveness in the tax adwiimat This issue
is also raised by thBublic Expenditure and Financial AccountabilfiyEFA) Secretarigt?
which in 2010 commissioned a feasibility study on a tool to assess tax admionstr
performance (Crandall 2010). In particular, there is a need for strikingaackabetween

15 PEFA is a partnership programme of the World Bank, the European i8siom) the UK Department for
International Development, the Swiss State Secretariat for EconomicsAffag French Ministry of Foreign
Affairs, the Norwegian Ministry of Foreign Affairs and the Intdior@al Monetary Fund.
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revenue and service targets (Nathan Associates Inc. 2009; Kariuki 201f@rnfaece
criteria should be linked to taxpayers’ satisfaction with the neexministration, number of
declarations processed by type of tax, processing time per declaration, processifay ti
refund requests, number of audits per audit staff and type of contributor; paf eentits
finalized and accepted by taxpayer without contest, the number of taxpay@iscein the
tax bases, etc.

A standardized assessment system, if properly implemented, can be {gedotopare a

country’s tax system with a regional or international set omsoor comparators, and (ii)
compare the condition and performance of a country’s tax system over timendyhlead to

better structured reform programmes that properly address issuesooimaerde. It may also
facilitate collaboration and better co-ordination between donasswell as enhanced
ownership of reform efforts by countries. There are, of course, nskdved, in particular

with respect to complexity and inflexibility of performance asgres, which may lead to
incorrect conclusions or distort the behaviour of tax offidérs.

3.3 Strengthening tax governance

A key challenge is to strengthen accountability between government and taxpeyers
channels through which governments hold themselves accountablezéms;itand citizens
communicate their demands for better government, are still higlgfunistional in many

developing countries.

Strengthening taxpayers’ rights

An important element of administrative accountability is the rightsxpayers vis-a-vis the
tax authority. Though still in their infancy in many developingirdoies, tax appeal boards
and tax tribunals are important institutions to secure taxpayghssrand to establish fair and
transparent procedures to address tax disputes. To make these institutionbledoess
wider segment of taxpayers, there is a need to simplify the procedurastituting appeals,
and to disseminate more accessible information to the general public on theamndle
functions of the appeal board.

Fighting corruption in tax collection

Generally, the issue of integrity is high on the agenda of revenue atations.
Institutional mechanisms are often established to prevent, revealcab corruption.
However, the critical tasks are to ensure that the systems, poligektiens and procedures
are not only established, but also filter down throughout the orgamzdtnere also seem to
be an endemic tax avoidance culture in many tax administrationspanedtax officers seem
to encourage or fall victim to this culture. Therefore, continuous wiggleon the part of
revenue administrations’ leadership will be crucial to minimgizorruption in tax collection.

16 Serra (2003) reports that evaluation of tax auditors in Chile based devi of fines issued led to many
doubtful tax assessments that caused huge costs to taxpayers during the earljhil@9@ke implementation

of simplified performance measures should be preceded by a thoroughsaonflyeeir implications on tax

officers’ behaviour.

16



Poor taxpaying culture

The tax-paying culture in most low-income countries is generally weake $f the reasons
for this attitude are the legacy of taxation being seen as coercive andlittigyiof taxpayers
to see the relationship between provision of public goods and services angdtiaixelchere
seems to have been a general lack of concern for the historical evitbent¢h& connection
between taxation and state-building. There is a need to construct tamsyhat engage
citizens in politics in a positive way, and contribute to the legitly of the state (Fjeldstad
and Moore 2008: 259).

A large proportion of the economic active citizens in poor countriespet the informal
sector, both in rural and urban areas. This has affected ‘tax lit@seyany people are not
able to comprehend the technical issues involved in tax administrationeform. Many
revenue authorities in Africa have undertaken vigorous taxpaeration interventions, but
they have had a limited outreach since most of them have been comcemrébe urban
centres. Similarly, some elites are tax illiterate because they are not ederesax issues.
They regard taxation as a form of coercion and one that will erodeptitigieges. They
therefore turn a deaf ear to the taxpayer education campaigns of tax adtionst How to
establish a constructive dialogue with elites on taxation and developmmainse an
unsettled challenge.

Securing better links between taxes paid and public service provision

This involves asking the question: why should people pay taxes2Xgayers, paying taxes

to the state is quid pro qug that is, they expect public services to be provided. It is basically
‘tax for services’. People are more likely to pay taxes if thétytii@at the government was
providing services equitably, collecting revenue fairly and using the revemyrovide
services (Fjeldstad 2004). Still, there is a tendency for the revewuexpenditure sides of
the public finance equation to be treated as separate silos. The links between tax payment and
public service delivery is generally weak in many developing countrieshvgreflected in
widespread resistance to pay taxes. Citizen surveys conducted insvafi@man countries
commonly reflect the view that people perceive they receive little in réburtaxes paid
(Fjeldstad et al. 2012). Poor service delivery, in taxpayers’ view, legisni@eevasion and
avoidance. The weak link between taxes paid and services provided is tbkelsode
citizens’ trust in government.

Is earmarking of taxes required to enhance compliance and build aitexgajture? The
attraction of tax earmarking is that it can regularize spending ontedgasks and create
greater transparency about the connection between taxation and pebliting. However,
much of the public finance literature and many fiscal experts advise againatleagniBird
1992; Bird and Jun 2008Y. One reason is that tax earmarking reduces fiscal flexibilitiign
long-term. Perhaps more importantly, in practice, many tax eksmserve a political
purpose, but do not actually affect spending patterns or improvetanogi The most
common problem arises from the fact that revenues are highly fungibéming that newly
earmarked revenues can be offset by shifting existing revenues to poibwties, thus

17 In practice, many countries use tax earmarking to some degree. Birdl {d@8d that over half of all central
government revenue in Colombia was earmarked. According to Rajkumat),(20€ percentage of national
revenues earmarked for specific purposes in Brazil rose from 30 per feamtd@cades ago to almost 80 per
cent by the end of the 1990s.
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leaving the aggregate pattern of spending unchanged (Prichard 20®0)behaviour can
actually undermine public confidence in the tax system if it is perceivedrt@mbipulative.

Despite these critiques, there may be a strong case for the use of tax earmmarking i
developing countries. From a governance perspective, tax earmarking could be a useful
strategy to build trust between the state and citizens, achieve impovemieeand spending
objectives, improve monitoring of tax and expenditures, and encourage public eagagem

Strengthening parliaments’ capacity

Although the legislature plays a role in designing tax policies throughatidg budget
statements and tax bills, the disturbing aftermath of passing the bills has rastohgues to
whether legislators in poorer countries really understand tictgsoand the implications of

tax reforms for their constituents. Through co-ordinated effortsordoshould consider
providing advice, training and research support to improve the technical capacity mnd bas
skills of Members of Parliament in public finance and tax policy. Prishguld be given to
members of the Finance and Economic Affairs Committee and the Public Accounts
Committee. Second, there is a need to increase the time available forysofiuhe budget
proposals. Third, more user-friendly information on tax refornwulshbe provided at an
earlier stage of the budget cycle. For instance, the Economic Associatiambia (EAZ)

and Revenue Watch in Tanzania, with donor support, have organized training sdominars
Parliamentarians on the ‘basics of taxation’ and how to read and understand .blidigets
model could be extended to include a range of tax related issues.

Encouraging civil society engagement

Civil society actors are likely to be crucial intermediaries inefiosg state-society bargaining
around taxation. An important opportunity for building political supgor reform lies in
more emphasis on the ‘demand side’, i.e. in building broader ciepgagement around
taxation. Public debates on taxation in many developing countede a large extent limited
to taxation of multinational companies. While this is impot, a broader engagement about
the tax and public expenditure system is missing. This is also tegfléc Parliamentary
debates on taxation. Through co-ordinated efforts, donors should eotsidnhance their
support to domestic civil society organizations engaged on tax issues. Th&@ dgemand
for technical assistance to building tax capacity/knowledge in the businessuodies,
especially for small and medium enterprises.

Building local research capacity

Building local research capacity to inform policy reforms should lgecomponent in donor
efforts on tax and development. There is a need to strengthen thegemeral analytical
capacity within the revenue authorities in many countries. AfricanAtiaxinistration Forum
(ATAF), which is supported by development agencies, might be a preglecttry-point in
the African context. In the short term this will require the involeat of
external/international researchers since only few researchers inopiegelcountries at
present are specialized on taxation. A natural extension of this woutd theld regional,
and in some cases national, academic courses or degrees on natures resmagement and
taxation. This could be done by the International Centre far aiad development
(www.ICTD.ac) in partnership with the African Tax Institute (ATI) at the @mty of
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Pretoria (www.ati.up.ac.za); with national and regional researchutistis like the African
Economic Research Consortium (AERC) in Nairobi (www.aercafrica.org).

A longer-term strategy to increase knowledge and dialogue on tax issu@soa¢ advanced
level is to inspire students to choose topics related to taxatioda university degrees.
Student organizations and/or other civil society organizations can promote tax aadl capi
flight as important areas to study. Thus, the seeds for increased and unnovdedge on
taxation can be planted. Experiences from entrepreneurship namodation studies in
Western Europe show that the academic staff in many colleges and tielwdnas been
drawn into the field by the keen interest of the students they are supei¥ising.

4 K nowledge gaps and issues for further research

Although specific tax policy decisions normally are—and should be—ellaatd contested,
there is considerable agreement at the international level abatitandr the important tax
issues and appropriate tax policy directions for developing couh®rMsich of this relative
consensus is reflected in the IMF's latest policy statemBetvvenue Mobilization in
Developing Countries’ (IMF 2011). Some of the main components are:

e The governments of many developing countries need to increase domestigeseven
substantially to fund major social and infrastructure needs.

e Revenue is not the sole concern; it is important to take into coasatethe impacts the
level and composition of taxes can have on economic efficiency anddargrowth(via
investment, human capital acquisition, and innovation) and equity.

e The general direction of recent national level tax reform, inctuthe relative shift from
trade taxes to VAT and the emphasis on improving tax administraibrgadly correct.

e The process of improving tax systems will continue to be slow andnecttal.

¢ In many countries, poorer citizens bear too much of the tax burdemenery wealthy
bear too little.

e Tax exemptions, and especially tax holidays which are time-limitechptions from the
corporate income tax, are among the most damaging single bad tax practigghh A hi
occurrence of tax exemptions reduces the tax base, creates room for lamiery
corruption, and increases the appearance of loopholes for tax evasion.

¢ Private investment is more likely to respond positively toammedictable, unambiguous
tax policies and practices than to specific changes in tax regimes.

e Globalization continuously provides new opportunities for tax avaeland evasion. In
particular, profit-shifting by multinational companies is an increasingeron

18 Tax Justice Network—Norway uses this approach to encourage Norwégimts to focus on tax and
capital flight in their bachelor and master studies.

19 This section has benefitted substantially from discussions with patsiftom my research colleagues Mick
Moore and Wilson Prichard at the International Centre for Tax and DevelopiGeED).
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e Tax policy and practices may have significant implications for tiadity of governance.
More efficient, fairer, and less corrupt tax systems can Bpadrimprovement in wider
governance relations.

The most important single thing that we_do not know is how to implementritie & policy
changes listed or implied above in the environments typical for pootresi The consensus
summarized above is largely among tax policy experts over what, froechamidal
perspective, governments should do. That leaves open the practical questlwat cbw be
done, in the face of opposition from interest groups of variondskiand through tax
administrations that are themselves often inefficient andaesi® change.

Current major knowledge gaps can be grouped into three broader areas that aim to achieve
better understanding of (a) the politics of tax reform; (b) relatioesveen taxation,
governance and state-building; and (c) links between taxation and ecogmwith. More
specifically:

(@)  The politics of tax reform

Understanding the politics of reform is essential to effectively pursigdhls associated
with it: promoting economic growth, raising revenue, expanding equity aedggtening
governance. Research should aim to examine what reforms and réfategies seem to
have been most successful, and why. How can donors best sogponial revenue raising
activities? Another key question is how the governments of poorelogawg countries can
capture a larger fraction of the significant rents that accrue from the exploitafi
petroleum, mining, forestry and fisheries resources. What are the besbfvaljgning tax
systems with the needs of the private sector without undermining the capmaityse
adequate revenue? How viable are current proposals to reduce international @® evas
through changes in the reporting rules for transnational busmesgk improvements in
information exchange between tax authorities? What advice can researckersfofimers,
drawing not only on country specific knowledge, but also on comparatperierces and
frameworks? Surprisingly little is known about taxpayer perception®aperiences in low-
income countries (Fjeldstad et al. 2012). In particular, there is a need to acguée m
knowledge of the élites willingness to pay taxes in developing ceanio ordinary citizens
and élites have similar perceptions of taxation in a given cdditing tax behaviour of the
elite is likely to have a much bigger impact on tax motade ttheir low absolute numbers in
terms of the taxpaying population would suggest, if their behavidueirndes the attitudes of
all. Work in this area should focus on enhancing our understandingpafyex experiences,
through a combination of survey and case study evidence. This inionmeatl not only
inform tax reform strategies, but will also provide a lens into diffegs in taxpayer
experiences across groups (e.g. gender or ethnicity) and into understiwedm@io basis
for connections between tax payment and broader demands for improvedagoeerHow
can tax systems best be reformed to increase equity in specificies@nfsues that rarely
are addressed in debates about taxation and equity, include gendds iofdag practices,
particularly unintended ones. These may have a significant effect on linecual its
persistence, and need to be considered.
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(b) Taxation, governance and state-building

It is increasingly understood that effective tax systems can be a cébalysprovements in
broader state capacity and strengthen ties between governments amc.cikiawever, the
specifics of these relationships remain underexplored. Resshiid aim to provide
concrete and policy relevant evidence about the nature of thesections, when they are
likely and how they can be strengthened, including: How to design and iemleffiective
revenue raising systems for sub-national governments? The issuecba®d little serious
policy attention. How to design and implement effective reveaising systems for the large
informal sectors populated by small and micro-enterprises? Whileaiaxatnot the only
obstacle for business formalization, high tax rates and compliast® a@ commonly listed
among the core reasons for working in the informal economy. Whatecdore to change
these incentives? What scope is there for progress in reducing the sachtv@ burden?
What are the barriers to doing so in tax administrations?

(c) Taxation and economic growth

While we know quite a lot about the ways in which tax policy and practiggg omdermine
economic growth, there is little evidence on the ways in whiclkyatems might be designed
positively to accelerate growth. It is important to avoid the tatigpt to seek general
conclusions about how taxation might affect growth—or any other policgtolge—without
paying close attention to its interaction in specific contexts witieroeconomic policy
instruments, with politics and with the financial conditiamgler which private investment
decisions are made. Empirical research on tax and growth should in@lu@dforts to
mobilize new empirical evidence on the impacts of different cotpdex policies, and tax
incentives and exemptions, (ii) understand the impacts of ¢axand informal sector and
local government taxation in particular, on growth and formaéibn among small and
medium enterprises, (iii) extend work looking at the implications xfathministration and
tax related corruption, and (iv) explore the political incentieespolicymakers to promote
economic growth that are created by alternative revenue structures, pdytiatiithe local
government level.

5 Concluding remarks

This paper has reviewed experiences with donor support to strengthen taxssyste
developing countries. Challenges and priorities to improve donor ®ffog discussed.
Knowledge gaps are identified and issues for further research on taevelopment are
suggested. The paper has argued that the challenge for many developing coumtrieslys n
to tax more (i.e. to increase the tax to-GDP ratio), but to tax a largdvemwf citizens and
enterprises more consensually and to encourage constructive stateetijagement around
taxation. This is not easy for various reasons, including econdnuctige and history.
Nonetheless, historical and contemporary experiences show thayeexpbehaviour can be
transformed by reforming the tax and expenditure system, leading to botkatergr
willingness to pay and an increased propensity to mobilize demand for betierspmices.
The paper emphasizes the importance of local leadership, locally designgonscéund
donor approaches that are sensitive to each country specific socio-economicreentrdn
setting priorities, the starting point for donors must be an undeistp of the context in
which tax reforms are being pursued and donor support is being provided.
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There is now a much wider appreciation of the importance of taxation elogevent, and
many more development agencies and governments are active in the fielduhaiéy, this
poses serious problems of duplication and fragmentation, which magrraine reform
efforts by diverting local capacities, reducing local ownership and undegrtime coherence
of reform programmes. Thus, donor co-ordination and co-operatiandsbe supported.
International Tax Compact argues that development agencies need to increasel e leve
information sharing to secure that assistance is complementary gmeldalI TC 2012: 50-4).
Information exchange and co-ordination would also allow fongroved division of labour
between donors. The fact that multiple organizations work in the samé&ycounegional
context or on identical thematic issues indicates that tiseee high potential for a more
focused approach. An improved division of labour may also contributailth upp more in
depth expertise with respect to the regional or country-specific backgraangell as in
terms of technical knowledge.
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