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1 Introduction

Developing countries are increasingly looking to Foreign Direct Investment
(FDI) as away to increase domestic productivity and economic growth, often
adopting a plethora of investment incentives to attract FDI. Unfortunately,
many countries have not redized the hoped for levels of investment. Foreign
investors often encounter myriad obstacles, induding: foreign exchange
controls; repressive tax rates; redrictions on hiring of non-nationds, wage and
sday cgps, and miles of bureaucratic red tgpe (Jenkins and Kuo, 2000: 3).
These obstacles represent redl costs to investors, and erect barriersto FDI.

Objectives and methodology

“Adminidrative barriers’ refersto excessve procedures and processes
required of firmsto comply with the law. The objective of thissudy isto
examine barriers, or cogts, arisng from the adminidration of tax policy. It is
the practices and procedures of the tax administration which determine
whether tax policy is trangparent and gpplied fairly to dl taxpayers. Investors
want aleve playing fidd, and they expect tax laws to be goplied uniformly
across d| taxpayers, both domestic and foreign. Because actud tax policy is
dictated by how the written laws and regulaions are administered, tax
adminigration plays a vitd rolein either erecting or mitigating barriers to FDI.

To examine tax adminigtrative barriersto FDI, | develop two case Sudies, one
for Sri Lankaand one for Bhutan. Using a narrative format, | describe the tax

Situation faced by investors in each country, focusing on the four genera areas
of tax adminidrative barriers outlined in the following section. For each
country, | choose two or three components within those mgor areas and
examine how those issues are being addressed within each country. My god is
to present the facts in a context that will spark discussion between the
Roundtable partic ipants on how and why these procedures are barriers to FDI
and promote did ogue between the participants on ways to address the issues.
Tothisend, | havetried to point out what gppear to be salient factors, but it is
my hope that these will serve to focus and not limit the discussion by the
participants.

The country specific data for these case studies were gathered during visitsto
Bhutan and Sri Lanka during the last week of February and first week of
March 2003. | conducted interviews with tax administrators, tax policy
makers, and private sector representatives.

1| will not deal specificdly with the pros and cons of FDI in this paper, nor will | provide an
extensve andysis of FDI in my two assigned countries. Other papers presented at this
Roundtablewill deal with thoseissues.
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Administrative barriers to investment

Tax adminigration barriersto FDI take avariety of forms, including but not
limited to: requiring taxpayers to pend vauable time at the tax office making
sure that the company’ sfileis on the top of the “stack” to ensure timely
action; having to hand carry documents from one office to another to qudify
for exemptions granted by law; being punished, in the form of excessve
scrutiny, for complying with the tax law because of the non-compliance of
other taxpayers.

In fact, tax compliance cogts are not trivid. In the United States, cogts to

taxpayersin terms of time spent keegping records, filing returns and other
documents, and paying for expert advice from tax attorneys and accountants,
etc. are estimated to be equivaent to 20.4% of the tax revenue generated, with
busnesses share estimated a 52.8% (Moody, 2003: 1). In other words, each
$1in taxes paid actudly costs $1.20 when compliance costs are included. Tax
compliance cogts arise from two mgjor factors: 1) taxing income is inherently
complex; and 2) increasingly the tax code is expected to take care of politicd
and socid concerns. Moreover, tax laws that are frequently changed and made
increasingly complex increase business and investor uncertainty, which in turn
decreases investment and economic growth (Moody, 2003: 2). Tax
compliance costs cannot be ignored by policy-makers.

Tax administration barriers to FDI generally arise from four basic areas™
Inaccessibility of tax laws, regulaions, procedures and forms.
Cumbersome regigtration procedures and requirements.

Poor compliance transparency with respect to procedures and
regulations, and costly procedurd requirements, especidly those
necessary to qudify for investment incentives, specid exemptionsand
tax refunds.

Burdensome filing requirements and procedures and poor appeds
Processes.

Inaccessibility of tax laws, regulations, procedures and
forms

If printed or eectronic access to tax laws and regulations are not eedly
available, thisforms an obstacle to FDI. A foreign investor wants to know

2 There are d'so myriad issuesinvolved in tax policy and itsimpedimentsto FDI, eg.
excessively high tax rates, restrictions on deductible wage and sdary payments, limited
deductions for what are otherwise reasonable business expenditures, etc. This case study
concentrates on tax administration issues, and will deal with policy only asit rdatesto tax
adminigtration. For example, complicated policy often resultsin complicated and burdensome
regulations and procedures.
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with certainty what taxes his or her business will be ligble for before investing.
If the actud laws (in an accessible language) are not published, this crestes an
ar of uncertainly, and a suspicion that the laws may be changed often or that
tax laws are gpplied on an ad hoc basis. This aura of uncertainty is not
conducive for business. Moreover, having access to thisinformation without
having to physcaly vigt the country (e.g. viathe government’ s web Site)
sends amessage to potentid investors that the country isinvestor-friendly, and
that the government is forward thinking.

Cumbersome registration procedures and requirements

In many countries, regigration for both business and tax purposes can involve
visitsto severd different government offices and take days, or even weeks.
Without such registrations, businesses cannot operate, because importing of
inputs, hiring of workers, producing taxable supplies, etc. areimpossible
without proof of tax registration (usudly in the form of a*taxpayer
identification number.”) These procedures represent a start-up cost to doing
business, and can prove to be quite discouraging, especidly when coupled
with other barriers.

Lack of transparency of procedures and regulations

Many countries create dl kinds of specid exemptions and incentives,
ogtensibly to encourage investment. However, if the procedures necessary to
qudify for those investment incentives, specia exemptions and tax refunds are
not trangparent and easy to comply with, they are ineffective. While the
economic reasoning of these provisons may be good, i.e. exempting inputs
from salestaxes, if it is cogtly to comply with al the checks and baances
required, the exemptions might as well be non-existent. In effect, tax
adminigration procedures can negate the intent of the policy. On the other
hand, many of these speciad rules can provide, without adequate monitoring,
the opportunity for tax evasion. A delicate baance must be struck between
fadilitating legitimate business and protecting the fisc.

Burdensome filing procedures and ineffectual appeals

These increase codts of doing business. Every hour that a bus nessperson must
gpend in atax officeis an hour of logt productivity for the firm. When tax
returns must be filed in person, when desk audits must be performed on each
return, when there are many informationa returns that must be filed, when full
returns are required more than onceayear, the costs of compliance rise
dramaticaly. Moreover if, in the process of complying with the law, the firm
isbascdly placed on a“hit lis” with most assessments contested, then firms
arein essence pendized for complying with the law. This harassment is
compounded if the appedls processislengthy and biased in favor of tax
adminigration.
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Component procedures

Within the four mgor areas giving rise to FDI barriers listed above, | chose
two or three component procedures from each country to andyze. In tax
adminigtration, components within the FDI barrier areas tend to be interwoven
and one impacts srategicaly on another. For example, in Sii Lankal examine
the interaction of the Board of Investment (BOI) and Inland Revenue asa
magor component in the genera area of “lack of trangparency with respect to
procedures and regulaions” This issue can not be examined in isolaion of the
Large Taxpayer Unit within Inland Revenue and its role in dedling with the
current BOI firms. | chose this areabecause it is an areain which progressis
being made, and in the section after the case udy narrétive, | examine how
and why these reforms are occurring. | also examine the gppedls processin Sri
Lanka, which isan area of particular concern to many investors and is an area
that has not recelved much atention from Inland Revenue.

In Bhutan, where FDI is just beginning to be encouraged, tax adminigtration
issues are less aproblem. FDI issuesin Bhutan arise more from tax policy than
tax adminigration; therefore, | briefly discuss the more sdient of these policy
issue. On the tax adminigtration side, | examine the process of obtaining
clearance for importing raw materias free of sdlestax, which falsin the
generd area of “lack of transparency of procedures” In Bhutan, this gpprova
process is a cumbersome and costly process. For foreign investors, and
especidly exporters, being able to import raw materids free of domestic sdes
taxesisvitd to retain any comparative advantage. On the positive Side, the
Minigry of Finance has made tremendous reformsin both tax policy and tax
adminigration in the last two years. In some ways, their experiences form an
idedl case study in tax administration reform. That experience is the second
areaon which | will focus my andyss.

Findly, | draw on experiences in Russia and other countries to compare how

these countries have chosen to ded with tax administration barriersto FDI in
relation to Sri Lanka and Bhutan
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2 Case study: Sri Lanka

Tom Jones sat a his desk, looking out at the bright sunlight reflecting off the
water. Another beautiful day in Colombo, and he was stuck in the office,
nursing writer's cramp. He had spent the last haf hour, a leest, Signing
documents o that a shipment of clothing could leave. He couldn’'t believe the
stack of documents when he got to the office that morning, a Saturday.
Normdly, hisjunior officer handled these details, but Jones was the only one
in the office and the shipment had to leave today. There were 35 pieces of
paper that needed his sgnature, in blueink no less (it took severd minutesto
locate a pen the correct color), and now his hand hurt. He looked over the
documents. There were customs documents, BOI documents, exchange
control documents. Thelist went on and on. He shook his head in amazement,
wondering if the process could not somehow be streamlined.

At least now he could get down to the work he had comein to do—preparing
for ameeting with the tax assessor. He was appedling a recent assessment—at
least the assessment was recent, the declaration was filed dmogt three years
ago. Thelawsin Si Lanka give the Inland Revenue Office three yearsto
disoute sdf-assessed tax declarations. If more than three years e gpse, Inland
Revenue cannot challenge the amount. There apparently is quite abacklog,
and rather than lose an opportunity to squeeze more revenue from aregistered
taxpayer, the tax assessor routinely challenges returns as the three-year
deedline approaches, keeping the file open for & least ancther three yearsand
giving the tax assessor time to scrutinize the file more closaly. Jones was not
looking forward to the gppedls process: from art to finish it could teke 5 or 6
years, and there seemed to be an unwritten rule that the first two appedls, the
firgt with the tax assessor and the second with his or her deputy commissioner,
were never decided in favor of the taxpayer, unless an obvious error had been
made. It seemed like a colossa waste of time to go through the first two
rounds of appedls, but they were necessary steps to get to the independent
Review Board.

This particular case involved taxation of income earned from a pin-off
business. Jones brought his clothing manufacturing firm to Sri Lanka 5 years
ago, under an agreement signed with the Board of Investments (BOI). One of
the attractions for moving the investment to i Lanka had been the “ one-stop
shop” gpproach offered by the BOI. The firm had negotiated what looked like
a“sweet” ded: with aminimum investment of $150,000 US and the promise
to export 80% of output, they were given athree year tax holiday,
commencing thefirst year of profits or the third year of operations whichever
came firg, and then a concessionary corporate income tax (CIT) rate of 10%
for two years, and thereafter, a15% CIT rate. The 15% rate appliesfor the life
of the firm. Moreover, they aso received an exemption from import duties on
capita goods and raw materids and an exemption from exchange controls.
The company was currently operating under the 10% CIT rate.
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Because BOI handles dl customs matters for its firms, Jones believed one big
advantage of having an agreement with BOI was that he would be spared the
usud customs problems associated with actualy receiving the exemptions
granted the firm; however, he discovered that BOI hasits own adminigirative
procedures and problems, and that system does not necessarily operate much
smoother than regular customs. At least BOI employees understand how
business operates and they are client-oriented. While they have some
cumbersome procedures and are not very quick at getting data processed, they
do try to facilitate business as much as much asthey can, rather than put up
roadblocks. They seether role as that of afacilitator rather than a policeman.
That cannot be said about tax adminigtration.

Jones had understood that the agreement with the BOI covered tax on dl the
firm’'s business income, however, Inland Revenue has a much narrower
interpretation of the exemption, caming that business income means aly
income arising from the specific business ectivity referred to in the BOI
agreement. In addition to producing and exporting finished garments, Jones
company had begun importing pre-cut garments, and sdlling them to other
BOI firmsin Sri Lanka, which is deemed an export sdle. These locd firms
make the finished garments and then export them out of Si Lanka Inland
Revenue clams that income from this activity is not covered by the BOI
agreement and is demanding atax payment on that income. Jones was
working on getting everything ready for the meeting with their accountant,
scheduled for Monday.

As Jones st trying to familiarize himsdf with what seemed like ancient
higtory, he grudgingly acknowledged that the tax Stuation had improved in the
last year, with changes in the law and the re-organization of the Large
Taxpayer Unit in Inland Revenue. In 2002, the Minister of Finance had placed
apriority on amplifying the tax sysem and improving tax adminigration. As
aresult, severa taxes were abolished and avaue added tax (VAT)
established. Of course, as an export firm, Jones had been quite concerned
about the VAT refund mechanism, which often does not function well, if a
al, in many developing countries.

In the garment industry, the required tur naround time between importing the
materid and exporting the find garment is very short: there is no time for
delays with customs clearance and VAT refunds. The market is extremely
competitive and a delay may mean not only alost sde, but dso alost
customer. Fortunately, the VAT refund system in Sri Lanka was working
reasonably well. So far, paperwork was processed quickly enough thet they
had never logt their bond, but the timing was pretty close on more than one
occason. Keeping on top of where the company’ s paperwork wasin the tax
office was a congtant worry. Jones was sending someone down there dmost
everyday for the 2-3 weeks between the time the VAT payment voucher was
requested and the time it was received. He was not sure thet the physical
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checking by someone in his office redly helped the process dong, but it eased
hismind abit.

Jones could not help but wonder if Inland Revenue overly scrutinized BOI
firms. He knew there were conflicts between the two agencies. After dl, BOI
had usurped power from the tax authorities and the Ministry of Finance. A
friend from the IMF had explained the Fund' s objections to the BOI's
effective policy-making power. She explained that there were firmsin S
Lankathat had not paid taxesin over 20 years, yet they were enjoying the
benefits generated by public expenditures. an educated workforce; a hedthy
workforce avery eficient port facility, etc. She said if Si Lanka could bring
tax rates down o that they are maore in-line with other countries and if tax
adminigration can improve its operations and become more service-oriented
and more efficient, then companies should not need specid incentivesto
invest. It did seem that the government was giving away tremendous amounts
of revenue and harming domestic firms in the process. Of course, given the
politica ingtability of the last decade, businesses needed some incentive to

even think about investing in S Lanka. Fortunately, the ceasefire seemed to
be holding and things were looking up.

As Jones finished looking over the tax law (fortunately tax laws are published
and readily available from Inland Revenue in Colombo) and the firm's
agreement with BOI, he wondered if and when the proposed changes for BOI
would become effective. Apparently, the government signed a Memorandum
of Understanding with the IMF agreeing to strip BOI of its Statutory powers
and convert it into grictly an investment promoter. He worried what effect this
might have on hisfirm and its agreement. Of course, the Ministry of Finance
was assuring firmsthat dl current agreements would be honored, but given the
current budget situation, it was hard to believe that some of the generous terms
given by BOI in the past might not be rescinded. Jones sighed, thiskind of
uncertainty he could cb without.

Summary of tax administration issues for FDI

The case of Mr. Jones presented in the previous section highlights the current
obgtacles faced by foreign investorsin Sri Lanka The investing environment

is one of uncertainty, as the Minigtry of Finance pursues various reformsin
both Inland Revenue and BOI. In interviews with business representatives and
professond tax preparers, dl mentioned frustration with the appeds
procedures. Many asserted that tax assessors are unfamiliar with both the tax
law and with business practices. Moreover, they expressed dismay over the
pay incentive scheme used in Inland Revenue, whereby bonuses are afunction
of additiond assessments made. This gives assessors the incentive to “find”

Tax Administration



additiona income, and greatly contributes to the fedling of “harassment”
expressed by taxpayers®

Most taxpayers believe they are trested unfairly asaresult of this system.

Infact, the mgjor complaint levied againg Inland Revenue is a generd
impression of inefficiency and ladk of acustomer and service-oriented staff.
Taxpayer sarvice and education have not been a priority of Inland Revenue,
and thisis evidenced by low compliance (see Table 2A in Appendix B ),
faulty tax returns (15% of VAT returns require amending because of taxpayer
error), and fedings of animosity between taxpayers and tax administration.
Taxpayers believe Inland Revenue harasses honest taxpayers rather than
attempting to capture tax evaders, and tax adminigtrators believe dl firmsare
trying to cheet the government.

Tax administration reform (and proposed
reforms)

In S Lanka, crisis has mativated change. When the current government took
officein late 2001, Sri Lanka s economy was suffering. Two decades of
conflict between the North and Eadt, the globa recession, poor management of
public sector enterprises, and ineffective fiscd policies left the nation’s
finances “in a gate of complete collapse” according to Minister of Finance
Choksy in his Budget Speech 2002.

For the firg time in its higtory, Sri Lanka s GDP growth rate was a negative
1.3% in 2001, down from a pogtive rate of 5.6% in 1994. In December 2001,
the CPI was 14.2%. The budget deficit, as a percentage of GDP, was 10.8%.
Tota government revenue as a percentage of GDP declined from 16.8%in
2000 to 16.5% in 2001. Tota government expenditures as a percent of GDP
increased from 26.7% in 2000 to 27.3% in 2001. Education expenditures, asa
percent of GDP, were 2.6%, well below the average of 3.2 to 4% for

deve oping countries. The public debt was 103.4% of GDP in 2001. In 2001,
debt service payments were 12.8% of GDP (Choksy, 2002: 1-3). The IMF
refused to release the second tranche of the Stand-By Arrangement (Choksy,
2002a 1).

A new government was elected in late 2001 under a platform of promised
reforms. The new government choseto dedl with thefiscal crigshby
srengthening the fundamentals of the economy. Unlike previous Prime
Minigers, the new PM, Ranil Wickremasinghe, did not keep the finance
portfolio for himsdlf. Instead, he appointed a Minigter of Finance and charged
him to ded with the country’ s economic problemsin away that would insure
long-term economic growth while maintaining aviable socid safety net

3 |tisinteresting that many of the tax officials | spoke to acknowledged their awareness that
taxpayersfed “harassed.”
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(Choksy, 2002: 8). In his Budget Speech 2002, Minigter of Finance Choksy
announced, “We mugt rationalize the fiscd sysem and remove bureaucratic
congtraints o as to attract private investment into the forma economy.... The
State should be the facilitator, and the private sector the developer of the
economy” (Choksy, 2002 56)

The new Minigter of Finance began meeting with business and trade
organizetions, foreign donors, and othersto discover the factors negetively
affecting private sector development. This was an important step in cresting
investor confidence in the economic reforms. By reaching out and ligtening to
concerns of business, the new government demonstrated a commitment to
cregting a proactive policy environment. After listening to those affected by
policy, reform measures were then devel oped to address discovered issues.
The reform program was announced in the 2002 Budget Speech, and included
the following:

Cregting “Good Governance.” The Minigter of Finance declared that
this government was committed to improving the planning process,
increasing trangparency of government by making government
expenditures public and requiring Cabinet gpprova of dl expenditures,
and de-paliticizing the public sector (Choksy, 2002: 7).

“Freeing the Economy from Excessive Bureaucratic Control.” The new
government vowed to smplify procedures and reduce reguletion in the
aress of customs and tariffs, tax policy and tax administration, labor
laws, and land and land titles (Choksy, 2002: 8-9).

In his Budget Speech of 2002, Minister Choksy noted, “Sri Lanka stax regime
is be-devilled by complexity. Smplification and de-regulation are a critical
necessity.... Our tax system has been unable to raise taxes lawfully due. The

tax system has become virtualy impossible to administer” (Choksy, 2002: 9).
(See Appendix B, for aligt of tax reforms undertaken in 2002.)

To improve tax adminigtration, Choksy proposed the following:
Strengthening the Large Taxpayer Unit (LTU).

Cresting a Revenue Authority to oversee Inland Revenue and the
Customs and Excise Departments.

Restructuring the BOI and rationdizing tax incentive programs.

Strengthening the LTU

The Large Taxpayer unit was created in 1995, and re-organized and
srengthened in 2002. Now, LTU isunder a Single commissioner, Mr.
Weerasinghe, aformer Deputy Commissioner, and LTU handles dl taxes
owed by the 1200 or so largest taxpayers. (The god isto have LTU ded with
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the largest 1000 companies.) There are currently seventeen assessors and 35

tax officersin the LTU unit. They are in the process of re-organizing their

work so that assessors and officers can specidize in certain types of

businesses. Previoudy, one firm might have a different assessor for each tax,
which resulted in duplication of effort and multiple requests by the tax office

to ataxpayer. Now, teams of assessors and officers are given dl the taxesfor a
firm, with rotation among the teams to reduce the opportunity for persona
relationships to develop between tax officids and taxpayers.

Assessment

The re-organized LTU unit works closdy with the tax professiond
community. When Mr. Weerasinghe took over as commissioner of LTU,
rather than caling in taxpayers and “harassng” them, he met with the
accounting firms (the tax preparers) to discuss their tax delinquent clients and
determine which cases were |egitimate and warranted further investigation by
his office. The commissioner is pro-active, and he is described by the private
sector as highly professiond and beyond reproach. It is clear that his
leadership has been ingrumentd in cregting a more positive relaionship
between tax adminigtration and taxpayers. He dso has earned the respect of
his staff, who credit him with cresting amore positive work environment in
LTU.

Mr. Weerasinghe is committed to creating ataxpayer service and taxpayer
education officewithin LTU. Thisis an areathat Inland Revenue has
neglected for too long. Unfortunately, the cultura climate of the organization
does not place a priority on serving the taxpayer. According to accounts given
by both tax officers and taxpayers, the tax officer/taxpayer relaionshipisan
adversarid one. Taxpayer sarviceis viewed within the organizetion asa“low
satus’ position.*

Creating a revenue authority

The Revenue Authority will be an umbrella organization overseeing the work
done by Inland Revenue, Customs Department and Excise Department. The
god isto reduce duplication of work and increase communications between
these three departments. The Minister of Finance appointed Ms. Anushya
Coomaraswamy as a specid advisor to oversee the development of this
authority. She is a repected finance officer from the private sector, and her
gppointment has created confidence within the private sector over the reform
process.

Thegod of the authority isto increase government revenues and increase
service to the taxpayer by improving efficiency and transparency, evauating

* Towhat extent thisis aresult of corruption within the organization is unclear. Certainly a
taxpayer service officer would have far fewer opportunities to extract payment from taxpayers
than an auditor.
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procedures and recommending reforms, and improving communication and
coordination across the three departments. It is dso hoped thet the Revenue
Authority will be able to make changesin recruitment and training of
personnel in the three departments. Current Civil Servicerules creste a
Stuation of permanent employment in the public sector, which reduces
efficiency.

Assessment

An outside consultant from the U.S. has been retained to evauate the current
Stuation and develop a proposd for creation of the Revenue Authority. The
steering committee of the Revenue Authority is charged with implementation
of the Revenue Authority and is comprised of individuas from the private
sector as well asrepresentatives from Treasury and the Ministry of Finance.
When cregted, the Board of the Revenue Authority will have members from
both the private and public sectors

There seemsto be great hopein the Ministry of Finance that the Revenue
Authority will be able to make sweeping changes in the way the three
departments (Customs, Excise and Inland Revenue) operate; however, the
people | spoke with in Inland Revenue knew very little about the role of the
proposed Revenue Authority and how it would affect their operations. The
interna politics of cregting an office between the Minigter of Finance and the
Commissioner Generds of these three departments are unresolved, and may
present mgjor obstaclesin creating a successful umbredla authority. Buy-in
from each of the Department Heads will be vitd for crestion of a successful
Revenue Authority. Moreover, the hope of changing civil service employment
ruleswill be extremey difficult in a country thet has very extensve labor law
protections for workers.

Restructuring the BOI

The Prime Minigter and the Minister of Finance are adamant that the BOI be
transformed from a policy-making body to a promotion body. Thisarises, in
part, from an agreement with the IMF, which inssted that transformation of
BOI beincluded in the Memorandum of Understanding signed in 2002. It is
unclear to what extent the IMF serves as a convenient scapegoat for
government, although private sector representatives were aware that pressure
to reform BOI was coming from the IMF. Experience has shown that IMF
pressure done rarely results in successful change (failed or staled fisca
reformsin Russia, Ukraine, and Poland are afew examples), but when that
externd pressureis coupled with a receptive government that appliesinternd
pressure (often blaming the IMF for having to enact painful reforms) radica
change can occur if the ruling party can stay in office long enough to effect the
change.
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Reform of BOI is deemed important so that the Ministry of Finance can take
control of fiscal policy. As Choksy noted in the Budget Speech 2002, “ The tax
incentive program escaated to such an extent that only the smallest and most
vulnerable companies were subject to tax on their enterprise’ (Choksy, 2002:
24). The god of the government isto reduce taxes to atolerable levd for dl
enterprises, and reserve specid tax incentives for very targeted sectors and
industries. Toward that end, the corporate tax rate for companies with taxable
income lessthan Rs. 5 million was reduced to 20% in 2002, and in 2003 the
rate was reduced from 35% to 30% for al other companies.

Currently, 80% of Sri Lanka s exports are from BOI firmsin the country.®
Locd firmsthat sdl to BOI firmstreat those sales as exports, which
complicates tax administration. According to various private sector
representatives, the biggest problem with moving BOI functions of tax policy
and tax adminigtration to the Revenue Authority is that companies are used to
dealing with BOI, which seesitsdlf asafacilitetor of busnessrather than a
regulator of business. Firms are convinced that Inland Revenue and Customs
will not be able to handle transactions as efficiently as BOI. Moreover, BOI is
concerned that the enforcement role they play in insuring that firmsfollowed
labor laws, safety regulations, etc. will be lost once they become a pure

promationa agency.

While the legidation to transform BOI has been passed, it has not been sgned
and certified, and gaff in BOI professed to be unfamiliar with the legidation.
Moreover, they insisted that it would not be effective for severa years after it
issgned. This opinion was not echoed in the Minigtry of Finance or Inland
Revenue.

Assessment

While the re-gtructuring of BOI into asoldly promotiond entity isagood firgt
gep in rationdizing the tax sysem in Si Lanka, it isimportant to note the
codts of using the tax code to promote certain kinds of activities, eg. busness
investment. Investment incentives cregte opportunities for “tax leskage,” i.e.
they give firms an opportunity to over-state deductions or understate revenues.
They greetly increase the complexity of the system, requiring additiond
record-kegping (so that firms can prove they meet the digibility requirements
of such incentives) and requiring greater audit capabilities of the tax
adminigration. For example, in St Lanka BOI firmstypicaly have to agree to
export 80% of output as one condition for being granted atax holiday. While
that may not seem to require excessive record-kegping, that requirement,
among others, has resulted in the necessity for sgning 35 documents to export
one shipment. BOI (or Customs or Inland Revenue) is responsible for policing

®BOl officials claim there are 3350 BOI enterprises, but BOI publicationsindicate that the
number is 1500. The difference may be that the officids are including dl firms currently
operating in Sri Lankathat ever had aBOI agreement, while the 1500 number represents firms
currently operating under BOI agreement.
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these activities, and because these allowances creste incentives for chesting,
they aso increase compliance cogs for al taxpayers. Every tax incentive or
preference creates these monitoring and record-keegping requirements, and the
cogts to both the taxpayer and the tax adminigtration are substantia.

Unfortunately, the government has chosen to effectively reduce the cut in the
corporate income tax rate by requiring 50% of taxes saved to be invested in a
Human Resource Endowment Fund. The specifics of that fund and its uses
have not been announced, creeting additiond uncertainty for firms. Perhagps
even moreimportant than effectively reducing the tax rate cut, this provison
increases complexity and crestes an opportunity for additiond |leskage from
the systemn, which means more oversight required by an dready over-extended
tax adminigration. By placing redtric tions on how firms use their after-tax
profits, the government may have negated many of the gains of the tax rate
change by increasing compliance cogts of firms and monitoring codts of Inland
Revenue .

We must recognize that any tax incentive which reduces tax payments for
certain government sanctioned activities, reduces the taxable base. (See
Appendix D for adiscusson of various invesment tax incentives,) Current
regulaions dlow BOI to grant full tax holidays for up to five years, depending
on the type and place of investment, and then concessionary rates aslow as
15% for the life of the firm. One business owner | spoke with told me his firm
had received afull tax holiday for 23 years. He characterized that dlowance as
“ridiculous’ and Stated that even with only afive year tax holiday they would
have made the same investment. It islikely with reasonable corporate income
tax rates and afar tax adminigration, no tax holiday would have been
necessary to attract thisinvestment. Foreign investors expect to pay taxes: they
are acos of doing business. Reputable firms and investors redlize that taxes
pay for the infrastructure necessary for aprofitable business, aswell as
insuring thet there is an educated and hedlthy labor force. A study conducted
by OECD found that astable, fair, and efficient tax regime were far more
important to Foreign Direct Investment (FDI) than tax incentives (OECD,
1993).

Findly, these tax concessons result in the necessity for higher tax rateson
those who are being captured in the tax net, and in the case of Sri Lanka,
contribute to the overwheming opinion that Inland Revenue * hasdes’
taxpayers. The government must question whether these incentives are worth
the lost revenues, increased compliance codts, increased adminigrative codts,
and increased taxes imposed on everyone elsein the society. Creeting alevel
playing fidd for dl investors, with astable tax regime with lower rates for al
may, in the long-run, promote a higher, sustained economic growth. To this
end, re-structuring BOI so that it no longer has Statutory power with respect to
taxesisavitd first step, but it cannot be the last step.
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The appeals process

Inland Revenue has a gatutory deedline of 3 years from the time atax
declaration is made to dspute the declared taxable amount. Taxpayers and
their representatives complained that tax assessors seemed to wait until the
three years had dmost lapsed before filing a dispute. When the tax assessor
makes an dternate determination no reasons for that are given. The onusis
placed on the firm to track down the officer and ascertain the grounds for the
dispute. The firm then has the right to appedl, and from the time the tax
assessor opens the gpped Inland Revenue has another three yearsin which to
hear the apped and come to a determination. If the apped is not heard in that
period of time a de facto determination is made in favor of the taxpayer.
Unfortunately, tax assessors can delay the officid opening date of the appedl.
One accounting firm tries to dways obtain a Sgned and dated notice on the
day the written request for gpped is made to Inland Revenue. That serves as
the officid opening date of the apped process. Unfortunately, it is not aways
possble to obtain such confirmation of ddivery of the gpped.

Typicdly, the tax assessor who made the origina assessment hearsthe initia
gpped, which means the taxpayer does not get an impartia hearing. The tax
asses30r’ s deputy commissioner or commissioner hears the next gppedl. There
isafeding by the private sector thet tax officias are instructed not to rule
againg the assessor’ s judgment. The find level of apped isto an independent
Board of Review, comprised largely of ex-commissioners of Inland Revenue.
The Board typicaly takes two to three years to hear the apped and make a
determination. Board of Review decisons are not amatter of public record, so
there is no way to know if firms are treated consistently. Moreover, precedents
are not established so afirm goesinto the process with little or no indication

of how the Board typicaly views smilar cases. Because dmogt dl corporae
taxpayers goped every assessment, the length of this process forces firms to
keep records for far longer than the 4 years proscribed by law. If a matter of
law is at issue, after the Board of Review determination the firm may then
gpped the case through the judicid system.

InTables1 and 2, | show the gpped s Situation and the status of cases taken
before the Board of Review as of 31 December 2001. The data underscores the
seriousness of the gppeals processin Sri Lanka: there were more casesfiled
during 2001 than there were cases settled. Moreover, the Board of Review
dtarted the year with 83 cases and only heard 15 of them, fewer than the
number of new casesfiled.
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Table 1: Appealsto Inland Revenue

Income | Turover | N.S.L. G.ST. |Totd
Tax TaX
Baanceon 5133 403 135 390 6,061
01.01.2001
No. lodged during the 3,045 208 A2 286 3876
year
No. sattled during the 3,153 27 1P 305 3817
year
Baanceon 5,025 37 45 371 6,120
31.12.2001

Source: Adminigtration Report of the Commissioner Generd of Inland Revenue 2001,
September 2002: 29.

Table2: Board of Review Cases

No. of Cases
Baance on 01.01.2001 83
Registered during the year 25
Appedls taken up for hearing 15
Orders issued on the condusion of the hearing 10
Baance outstanding 31.12.2001 88

Source: Adminigtration Report of the Commissioner Generd of Inland Revenue 2001,
September 2002: 30.

Assessment

A lengthy apped's process increases compliance costs, and creates incentives
for tax avoidance and tax evasion. Moreover, afair gopeds processis vitd for
creating confidence in the tax system. In dl my interviews with private sector
representatives, complaints about the inherent unfairness of the gppedl's
process was mentioned as amgjor cost of tax compliance. For current BOI
firms, which are mostly exempt from income taxes, worries about entering the
tax net centered around efficiency and fairness issues within Inland Reverue.

The Minigter of Finance announced in the Budget 2003 speech that oneissue
with the gpped's process—that the first apped is often heard by the origina
assessor—would be dedt with. That change has yet to happen, and it is
unclear if thereis support in Inland Revenue for the change. From the private
sector, | received conflicting reports on the severity of corruption in Inland
Revenue, some reporting very little and others citing it as amgjor problem that
goesto the highest levels. The opposition to change in the gpped s process will
vary directly with the degree of corruption, and experiencesin other countries
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have shown that any corruption issue will have to be dedt with swiftly and
severdy, with support from the highest levels, if the effort is to be successful.

An independent Appeals Board under the newly created Revenue Authority
with amore efficient procedure may be a least a partid solution to this
problem. Of course, amplifying tax policy and educating taxpayers and
providing effective taxpayer service are aso important methods for deding
with the appedls process: the less complicated the system and the more
educated the taxpayer the less demand for appedls. Estimating the cost of
transforming the apped s process is problematic. Howerer, to do nothing is
likely to cost more, in terms of poor compliance, taxpayer ill will and lost
investment.
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3 Case study: Bhutan

Sonam sghed, dmost longing for the “good old days’ — back when he was
just adepartment head and not Director of Tax and Customs and back when
the government was less concerned with attracting foreign investment. He was
preparing to meet with Customs and Tax Adminigration officias from both
the head office in Thimphu and the regiond office in Phuntsholing. Y esterday,
Sonam met with some upset business representatives, who were claiming they
smply could not continue to do busnessif ether sdlestax policy or

procedures were not changed. Things were much easier before the
Government decided to actively recruit foreign invetment into Bhutan. So
much had changed in the last year or two, it was hard to kegp up with it all.
But, he had to admit that the sales tax issue was indeed a problem, and
something had to be done.

Under the current tax law, purchases of plant and machinery and raw materias
used by amanufacturer for production purposes are exempt from Sales Tax at
the point of entry or sde (Department of Revenue and Customs 20008). To
receive this exemption, an “Import Duty Exemption Certificate’ must be
obtained. This ceartificate isissued if the following conditions are met:

The importer hasavalid license;

Raw materidsisincluded in the list gpproved by the Department for a
particular industry;

Theimporter is alicensed manufacturing indudtry;

Raw materials and assembly components cover only those items that
are used asdirect inputs or form part of the finished product;

The raw materias or assembly components are not for sale or re-export
to any other country;

Import of such raw materials and componentsisjudtifiable in terms of
price, technology and availahility inloca currency induding Indian
currency or raw materias and assembly components are not available
in the country;

The find product has the vaue addition of minimum of 40% on ex-
factory price;

Convertible currency earned during a year by the company or business
from export of goods covers at least the cost of imported raw materids
and components. In the case of exigting industries which do not meet
this condition, duty would be imposed as gpplicable from time to time;
and
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Manufacturing indusiries using the exemption facilities shal maintain
proper books of account and exempted goods must be accounted for in
the stock register and production records. Failure to maintain such
records and misuse of the facilities shall result in withdrawd of the
exemptions and impogtion of fines and pendties as per the pend
provisons (Department of Revenue and Customs 2000a: 18).

Asde from complaints about the foreign exchange earnings requirement and
the inherent difficulty in kegping those records, the magor complaint gems
from the necessity to get an exemption certificate for each shipment. These
certificates are only issued in the Head Tax Office in Thimphu, and Sonam
mused that isrequired as an effort to prevent abuse, but it was causing
problems. Mogt goods are imported through Phuntsholing, aminimum six

hour drive awvay. Moreover, to obtain the certificate, the importer must have a
copy of the shipment invoice. Theoreticdly, the importer should be able to
receive this document before the shipment arrives at the border, but that is not
happening. So when an importer learns that a shipment is at the border, he
drives to Phuntsholing, gets the invoice, drives back to Thimphu, getsthe
certificate and drives back to Phuntsholing to present the exemption certificate
to the Customs Officer, who then, and only then, will release the shipment
without collecting the sdlestax.

Thissystem is creeting delays of severd days, and can cost businesses
sgnificant amounts of money, especidly if the sales price of the good is only
vdid for afew days after the origina shipping date, which istrue of most fuel
imports, or the itemsimported are perishable. Given that most modern firms
operateon a“Just in Time’ invertory system, these kinds of delays are not
conducive to encouraging manufacturing within Bhutan. One mgjor business
owner stated that he spent 90% of his time getting clearances and dedling with
customs and tax issues. While Sonam fdt he was exaggerating, it was obvious
thet this system isamgjor problem.

Business owners kept asking why those of them who imported raw materials
on aregular basis could not have some sort of blanket exemption certificate
that would be valid for severd months. Alternatively, they wanted to know
why the clearance certificates could not be issued at the border rather than a
Thimphu. Sonam was meeting later thet day with the officiasinvolved in this
process to try and work out a better system. The new Customs data system
was not going to help in this matter—in fact, Sonam feared it might be part of
the problem. While there was a consderable amount of upgrading of computer
systems within customs and tax adminigtration, and they were dl rightfully
proud of it, there were many wrinkles till to be ironed out. Systems were not
competible with one ancther, and officers have not been trained on how to
ded with problems when they arise. For example, the new customs system
software does not recognize al the goods classification cades, and procedures
have not been established for dedling with these issues. Importers are kept
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from their shipments because of computer problems. The technology, and its
asociated problems, is driving policy rather than the other way around.

But overdl, Sonam had to admit that the meeting with private businesses,
arranged through the Chamber of Commerce, had gone well. The purpose of
the meeting was to discuss how tax policy and tax adminigtration practices and
procedures adversely affect foreign business activity in Bhutan. There were
severd policy maiters raised, specificaly the lack of double taxation treaties
with other countries and the withholding tax, but overal tax adminigration

was not seen as amgjor deterrent to investment—at least that iswhat he
discovered when he promised to take care of the exemption issue.

Sonam credited the successful transformation of tax policy and administration
in Bhutan to the vision of the current Minigter of Finance (the former Deputy
Minister) and the former head of the Tax Department and Joint Secretary.
Beginning in 1992, they had worked together and created avison for the role
thet tax and customs should play in building asdf-rdiant Bhutan. They
searched for funding sources and bi-laterd donors who could assist themin
this transformation process. They nurtured a relationship with the Danish
government, which provided tremendous technical assstance in the drafting of
the tax law and regulations. They also asked for assstance from the IMF and
World Bark in developing pogtive change in tax policy and tax

adminigration.

Sonam bdlieves that the key to their successin redlizing change is thet they
were willing to seek advice from outsiders, and then they were given the
resources and freedom by their ownofficias to adapt those changes to fit into
their culture and figure out how to make them work. The leadership in tax
policy and tax adminigtration embraced the concept of positive change, and
they alowed the saff to take ownership of the process. Redlizing that the ad
hoc system of rules that formed “tax policy” were insufficient, when the
Deputy Minister became Minister in 1998 he spearheaded the effort to creste
tax law in Bhutan. This effort culminated in the passage of the Sdles Tax,
Customs and BExcise Act of 2000 and the Income Tax Act in 2001. The
Income Tax Act included anew Persond Income Tax (PIT), but enactment of
the PIT was delayed until March 2003, so that the tax department could
properly train the saff how to administer the tax and train the public how to
comply with the tax.

Sonam was quiite proud of how successfully the PIT had been launched. But as
he prepared for his meeting on the Exemption Certificate, he made anote to

ask questions that would alow him to determine if his senior officers were
reglly aware of how their processes worked. In abrief conversation with a
senior tax officid, he had mentioned the certificate problem, but was told thet
blanket exemptions were given to dl regular importers, and it was only
occasiond importers who ran into this problem. This was disturbing, because
the businessman complaining the loudest about this problem is dso one of the
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country’s largest importers. Thereis obvioudy a disconnection somewhere
between policy and practice, and if it exigsin the sdestax, it islikdy to exist
in other tax areas as well. Sonam made a note to himsdlf to stop these kinds of
problems with the PIT before they start.

Summary of tax administration issues for FDI

The case of Sonam in the previous section highlights the tax adminigtration

and tax policy issues for FDI in Bhutan. In the last three years, tremendous
positive change has taken place in both tax policy and tax adminigtration. In
many ways, Bhutan is a case sudy on how to “get it right.” The gppraach has
been measured and steady. |mplementation of new taxes (e.g. PIT) have taken
place only after proper training of both staff and taxpayer, and only after laws
and regulations were widdly available to the public. A very informative web
site has been developed, and it is updated continudly.

Conversations with the business community reveded few complants against
tax adminigtration, with the exception of the exemption certificate procedure,
Maost complaints were about tax policy, and even those were relaively minor.
In the next section | examine more closdy the issues of tax policy and tax
adminigtration reform in Bhutan.

Tax policy and tax administration reform

Change in Bhutan has been spurred by recognition of the Royd Government
that Bhutan’s growing population and increasing rates of urbanization require
an expansion of the economic base. The 2002-2003 Budget emphasized
“development of the private sector to generate employment, improve
economic productivity and strengthen [the] economy” (Ministry of Finance
2002, 1). The Roya Government began liberdizing the private sector in 1996,
when customs duties were lowered sgnificantly. In 1997, foreign exchange
controls were liberalized somewhat, and there was a concerted effort to make
government laws and regulations more trangparent. This culminated in
enactment of the Bankruptcy Act in 1999; the Movable and Immovable
Properties Act of 2000; Sdes, Customs and Excise Act of 2000; the Income
Tax Act of 2001; the Industrial Property Act of 2001; the Copyright Act of
2001; and the Foreign Direct Investment Policy of 2002.

Tax policy

A mgor sep forward in creating afriendly environment for invesment in
Bhutan is the passing of tax laws, rules and regulations. Just asimportant is
the fact that these laws are readily available to the taxpayer: paper copies are
published by the Department of Revenue and Customs in both Dzongkha and
English, and dl laws and regulaions are available on the officid government
web site www.mof.gov.bt/drc. Two mgor policy issueswere dedt with in the
lat year: 1) the limitation on sdlary deductions was diminated for
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corporations, and 2) an FDI policy was passed, with enactment scheduled for
July 2003.

The FDI palicy tax provisons include the following: income tax holidays for
al newly-egtablished manufacturing firms, I T training and vocationd training
inditutes, and new hotds, schools and auto-mechanica workshopsin the
interior region; tax exemption of export income earnedin hard currency; and a
re-invesment alowance of 20 percent for corporations (Minisiry of Finance
2002).

Assessment

Eliminating the limitation on sdlary deductions for corporations removes a
major tax policy obstacle for investors. A corporate income tax is atax on net
income, which is measured as gross income less al necessary and ordinary
expensesincurred in earning that income. When firms are not dlowed to
deduct al wages and sdlaries paid, then the effective cost of labor isincreased,
which may cause digtortions in invesment patterns. Disdlowing legitimete
sdary expensesincurred in earning income creates an incentive for firmsto
hire less |abor, pay lower wages, and find dternate ways to compensate
employees, which in turn makes the persona income tax more difficult to
adminigter. All these factors cregte distortions in the economy which hinder
economic growth.

Asagenerd rule, investment incentives must be used judicioudy o that they
have the desired effect. (See Appendix D for adiscussion of tax investment
incentives,) Without careful thought to the implementation and adminitration
of such incentives, the government can be anet loser, with losses in revenues
and little or no new investment in the country resulting from the incentives. To
increase business investment, it is generdly more effective for the government
to concentrate on Smplifying its enterprise tax law rather than developing
various investment incentive plans. A tax law that is broad-based, with low
rates and which is administered fairly will provide the grestest incentive to
productive investment (OECD 1993). The FDI incentives which will become
effective in July of 2003 have been written in such away asto minimize
abuse, which isimportant and necessary; however, anti-abuse rules necessarily
complicate tax administration procedures and make compliance more codlly.
In fact, the FDI incentives were opposed by the Tax and Customs officids,
and were written at the indstence of the Minister of Finance.

Double taxation treaties and tax withholding at source

There are two tax policy areas that need additiond attention: 1)negotiation of
double taxation tregties with other countries; and 2) adjustments to the rules
for withholding income tax at the source. Currently, Brutan has a 2%
withholding tax required on payments made to contractors, leasers of plant,
equipment and machinery, etc. The tax withheld is reconciled againgt the
income tax ligbility of the contractor, etc. This Tax Deducted a Source (TDS)

Tax Administration



isacommon method used to cagpture into the tax net businessincomethet is
difficult to tax, often because most transactions are handled with cash. By
capturing income at the source, the government insures that at least some part
of this busnessincome s taxed, while smultaneoudy providing an incentive
for those firmsto file atax return.

Assessment

Double taxation tregties are important because without them (or without tax
paing provisons within the tregties), firms look at the higher of the tax rates
between the home and host country to determine the tax implications of an
investment. If the host country offers atax holiday, the important tax laws for
determining investments are those of the home country, and the result of the
tax holiday issmply atrangfer of tax revenue from the host country to the
home country. This means that double taxation tresties and tax sparing
provisons vitd for tax holidays to have the intended effect.

Findly, current source withholding rules in Bhutan do not have provisons far
dedling with income tax withholding done on behdf of afirm that earns

losses. Given that many start-up firmstake severa yearsto become profitable,
this may be a deterrent to new investment, as firms with losses have to pay
income taxes. Thisis one problem the tax holiday granted in the FDI law will
help dleviate, at least in the short term; however, it would be far more
efficient to ded with the problem directly, by making provisions whereby
withholding can ether be suspended for some firms, or by making provisons
for quick rebates. Alternaively, such withholding might be credited toward
other taxes due (e.g. a payroll tax) when thefirm isearning losses. Theissueis
to keep the withholding system from creating aliquidity criss for loss-earning
firms.

Tax administration

Reformsin tax adminigtration have focused on improving taxpayer service and
education by: 1) making tax laws and regulations eesily accessble; 2) creating
a public information department within the agency; 3) channding resources
away from headquarters and to the regiona departments where work with
taxpayersis performed; and 4) improving management techniques and staff
training. Thefirgt of these issues has dready been discussed; therefore | will
concentrate discusson onthe last three.

Findly, proceduresfor audit are being reformed. Previoudy, it wasthe
practice to audit 100% of tax returns, with fina assessment made by tax
adminigration. This policy resulted in alarge backlog of taxpayers who hed
not received find assessments. Last year they began moving to voluntary fina
assessment with selective audit procedures.
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Assessment

While creation of ataxpayer service and education department is a necessary
condition for effective tax adminidration, it is not sufficient: the department
must be given the necessary monetary and human resources to achieve its
mission. The Public Information Department in Revenue and Customs was
created in 1996, and whileit issmadl, with only two people, it has been
successful becausethe head of the department was well-chosen and because
that person is given the full support of senior officias. When | spoke with the
head of the Public Information department, she credited her success to support
by upper management, saying thet the Joint Director of Tax Adminigration is
aways ready to listen to new ideas and enthusiagtically supportsthe
department in itswork. The Joint Director has a postive atitude, and is
awayslooking for ways to achieve things, rather than explaining why
something can nat work.

The public information department develops dl its brochures, pogters, ad
campaigns, etc. in-house, utilizing tax saff as modds in photographs. The
department held 78 workshops to educate taxpayers on the just introduced
Persona Incamne Tax (PIT). They o use paid advertisng on radio and
televison as well as scheduled appearances on talk shows. Print mediais used
extendvey, (there was an ad reminding taxpayers to save receipts on school
uniforms running in the loca paper whilel was there), and the department has
developed explanatory brochures on the PIT and withholding taxes. Brochures
for the Corporate and Business Income Taxes are in the planning stages, and
they are developing avideo for internd training on “best assessment
techniques.” They dso post announcements on the Revenue and Customs
Department web site, which isaso a product of the Public Information
department. This department has been ingrumentd in creeting an appreciation
by taxpayers of the services governrment provides which are funded by taxes.
This gppreciation, in turn, heps increase voluntary compliance with the tax
laws, which decreases compliance costs and alows tax rates to be lower.

The Ministry has committed funds to creste good work environments &t the
regiond office leve, rather than to create plush offices a headquarters. With
only one exception, dl regiond tax offices aether leased anew building or are
housad in a building owned by the Minigtry. This sendsa sgnd to saff thet
their wak isimportant, and it sends a message to both the taxpayer and tax
officer that tax adminigtration employees are professonds and have a higher
dandard to attain.

Training of gaff istaken serioudy in the Revenue and Customs department.
Formdized training for saff begins with a one year program at the Ingtitute of
Management. This program was begun in 1997, and dl Saff are currently
hired only after graduating from this program, athough employment is not
guaranteed upon graduation. This creates a competitive pool of trained
workers from which the department can choose. The Head Office has dso
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worked with foreign donorsto cregte specidized short courses to which
personne are sent on aregular bass. Findly, an in-house ongoing training
program is being developed, including a dedlicated training space for tax
adminigrators. This letter pieceis essentid for deveoping and sustaining a
professond tax adminigtration.

Improving management techniques has aso been crucia for successful change
in the Revenue and Customs Department. Senior staff proclam the Ministry of
Finance to be “extremely supportive’ of Revenue and Customs. Senior
members of the department have been sent to tax administration management
training programs abroad, and are encauraged to try new management
techniques. The current Joint Director recently indtituted an annual tax

mesting for al members of the Revenue and Customs Department. At this
annua mesting, proposed changes to tax policy, practices and procedures are
presented to the group and input is sought by senior management. All opinions
are listened to and al are encouraged to spesk. The Director has succeeded in
cregting a safe environment for junior people to spesk their minds, and in the
process has created away to dlow “buy-in” for change from those who must
implement that change. Junior staff cited these annud meetings as an
important eement in affective postive change within the organization.

Exemption certificate procedure

Business representatives assembled by the Chamber of Commerce explicitly
stated that tax administration practices and procedures posed no red barriers
to FDI. According to them, other government agencies created far more
serious bureaucratic obstacles for FDI. The most serious complaint lodged
againg tax administration was the Exemption Certificate procedure, which |
described at length in the case study narrative. Balancing the desire to protect
the fisc and curb abuse by taxpayers and create an investor-friendly tax system
is difficult. The process will only get more difficult asthe tax system matures
and becomes more complex. For example, if aVAT isintroduced, the
certificate issue will evolveinto a VAT refund problem. Creating an effective
method for dealing with these types of issues now will serve tax
adminigration wel far into the future.
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4 Case study: Korea, Taiwan,
Mexico and Kenya

Criteria for selection

Tax adminigtration issues are remarkably similar across countries; therefore, |
have chosen to examine countries with issues smilar to those of Sri Lankaand
Bhutan which have chosen different ways of deding with those problems.
While the number of taxpayers and other country specific factors can certainly
amplify certain problems (eg. timely VAT refunds), experience has shown
that regardiess of these factors, e.g. number of taxpayers, size of country, age
of tax adminigtration, etc., certain gpproaches for deding with tax
adminidration issues are successful and others are not. In this section, | will
discuss some of the methods used in other countries to ded with the issues of
VAT refunds (which corresponds to the sdes tax clearance certificate issuein
Bhutan) and Russid s method of dedling with tax compliance issues.

VAT refunds

Timely issuance of VAT credit refunds is an issue in many countries, and can
be a cause of real concern to businesses, especidly exporters. Falureto
provide timely refunds can create serious cash flow problemsfor afirm, and
can create a prohibitive expense especidly for new firms. Failure of the VAT
refund system generdly arises for two reasons: 1) the auditing function in tax
adminigration isincapable of effectively monitoring the process, resulting in
fraudulent claims that overwhelm the system and cause the entire process to
stop; and 2) the revenue Situation of the government is so dire thet the
government is reluctant (or unable) to process refunds.

For example, Russaindtituted a VAT in 1993, and despite numerous attempts
at reform, its credit refund system has never been operationd. The best firms
carry-over excess credits to future tax periods. The lack of success stems from
abuse by taxpayers who file fraudulent refund clams. For many years, the
Russan tax adminigration did not possess the expertise to detect fraudulent
daims, and so for severd years had a*“no refund”’ policy.

Methods of dedling with the VAT refund issue that have proved successful in
other countries have tended to rely on market-based initiatives rather than
commeand and control initiatives. These market-besed initiaives indude: 1)
requiring a bond or specia bank deposit to cover the refund request until tax
adminigration has reviewed it or until the company has shown over time that
it istrustworthy; 2) accepting only those refund clams certified by dhartered
accountants; or 3) issuing “tax credit certificates’ (instead of money) which
firmsmay useto pay other taxes (Uruguay uses this method.)
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Below | briefly describe how severa countries have successtully dedlt with
the VAT refund issue. (These cases are described in Jenkins and Kuo 2000.)

Korea

Inthe early years of the VAT (indtituted in 1977), Korea had many problems
with fraudulent tax credit dlaims. It has relied on auditing techniques to dedl
with the problem. This effort isfacilitated by a sharing of tax declaration
information between VAT, customs and income tax departments. Tax
adminigration has aso begun encouraging payment of taxes with credit cards,
which provides information links with financid indtitutions and crestes
additiond audit trails.

Taiwan

Taiwan dedsindirectly with the VAT refund issue by ddaying VAT dueon
imports until the goods are sold. This has proved to be an effective method for
dedling with timely VAT refunds. Fraudulent VAT claims are detected by
cross-checking dl invoices for correct input and output tax in the deta
processing center. Taiwan aso requested firms claiming refundsto post a
bond equd to the amount of the refund until the government could verify the
clam. While not completely dleviating the cash flow problem, this system
works well when combined with the delay of VAT on imports

Mexico

Mexico requires firms requesting VAT refunds to deposit an equivaent
amount in a specid bank account. The requirement is made at the discretion of
tax offidals, so firmswith a proven track record, who keegp good accounting
records, etc. may be exempt from the requirement.

Kenya

For firms engaged in targeted investment activities, e.g. exporting indudtries,
the Kenyan government established a scheme zeroratingthe VAT on both
imports by and domestic suppliesto gpproved firms. Firms operating in

specid export processing zones are not required to register for VAT, unless
they make salesto the domestic market. To ded with fraudulent claims, tax
adminigration required dl tax refund clams to be certified by chartered
accountants. After this policy wasindituted, VAT refund clams dropped by
over 40%. This system has an added advantage of reducing compliance costs
because it reduces required interaction between tax officers and firms. With a

policy of accepting chartered accountant certified claims, loca tax officers
discretion in such mattersis removed. This reduces opportunitiesfor

corruption and increases trangparency of the process.
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Tax compliance

Some countries have opted for acommand and control option to compliance,
through the use of draconian fines or crestion of a separate tax enforcing bodly,
eg. tax or financia police. These efforts have not proven very effectivein
those countries which have tried them, for two main reasons 1) such policies
create fear and distrust of tax authorities, and 2) there are dways problems
with overlgpping jurisdictions between tax adminigtration and the tax/financid
police, resulting in increased monitoring codts for tax adminigtration and
increased compliance codts for the taxpayer.

The Russian case is a good example of a command and control policy gone
awry. Russid s Tax Police was created in 1993, and an Indtitute of Tax Police
was founded in 1994. In 2000 the Tax Police (formally known as FSNP) were
given expanded powersto conduct tax ingpections independently of the
Russian Federation Tax Service (AgenturaRu, 2003). By 2003, the
organizetion was employing over 40,000 people, and earlier this year was
given sweeping new powers alowing the tax police to give lie detector teststo
suspected tax evaders and to contact family members of people suspected of
cheating on taxes (ostensibly to ask them to persuade their loved onesto
change their ways.) As reported in the March 10, 2003 Internationa Edition of
Newsweek, “ A suspect would have to agree to take the [lie detector] test, but
it's hard to say no to police who are best known for forcing the muzzles of
their Kadashnikov rifles into the foreheads of tax offerders’ (Newsweek,
2003:6). The FSNP was reportedly rife with corruption, and in the week of
March 14 Presdent Putin announced the dissolution of the organization
(Smolenskaya, 2003).

The tax police created huge codts for businesses, in terms of additiond
compliance cogts, harassment, bribes, and because of the law suits FSNIP files
againg taxpayers. One newspaper reported that “On average, up to 150-200
tax cases are filed againg every large company. And the Tax Police lose most
of these cases’ (Rusnet.NL March 12, 2003). Dissolution of the tax policein
Russawill certainly reduce current barriers to investment in Russa. For
years, there has been consderable pressure from international donor agencies,
foreign governments, and investors to abolish the tax police. Why Putin
decided to act now is unclear, but recent press articleswhich cast ahighly
unfavorable light on the organization likely helped soeed the process.
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5 Conclusions and lessons for
reform

As mentioned in the introduction, tax adminigtration barriersto FDI generdly
arise from four basic areas:

Inaccessihility of tax laws, regulaions, procedures and forms.
Cumbersome regigiration procedures and reguirements.

Poor compliance transparency with respect to procedures and
regulaions, and cogstly procedurd requirements, epecidly those
necessary to qudify for investment incentives, specid exemptions and
tax refunds.

Burdensome filing requirements and procedures and poor appedls
rocesses.

For Bhutan, the only tax administration barrier currently of sgnificanceis
related to the sdestax clearance certificate. It isimportant for Bhutan to
effectivdy ded with thisissue, and in the process develop procedures which
can be used in the future when issues like this arise. As Bhutan's economy
diversfies and the tax system becomes more complex, there will be problems
which tax procedures will creste for businesses. Developing a process now for
handling these in away thet is responsve to the taxpayer without
unnecessarily compromising thefisc isimportant for the tax adminigtration to
meet itsgod of effective and efficient tax adminigration.

With support for cregtion of a sound tax system emanating from the highest
levels of government and because of the vision of leaders within the Ministry
of Finance and tax adminigtration, the Bhutanese tax adminigtration has built a
solid foundation for future operations. There are tax policy issues that need to
be addressed, especidly in the corporate tax areg, but officias are aware of
this and are currently working on severd issues, including opening

negotiations with other countries on the tax treaty issue.

In Sri Lanka, thereisaso impetus for change, with support from the Minister
of Finance and other high levd officias. The relationship between BOI and

tax adminigtration is poor, and it is not clear how the issue will be resolved.
Thereis resentment within BOI that its Statutory powers are being taken away,
and it is unclear whether the government will actudly be successful inits

effort tostrip BOI of these powers. There dso palitical issuesinvolved with

the crestion of the Revenue Authority that have not been clearly thought out.
These issues have the potentid to completely de-rail this process: a process
which seems vita to making tax and customs departmental operations more
efficient and effective.
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The case sudies presented here highlight severd lessons for reducing tax
adminidration barriersto FDI:

The tax adminigtration climate needs to change from a* police”’
function to ataxpayer service function, while maintaining control of
thefisc. A successful climate change requires commitment and support
from dl leves of the organization aswell asre-training of saff and the
taxpayer.

Taxpayers need easy accessto dl laws, regulations and forms. A user-
friendly web steis an extremedy helpful tool for educating the

taxpayer as well as cregting a more taxpayer friendly environment.
Ready access to tax materias reduces uncertainty and creates

transparency.

Taxpayer concerns with burdensome procedura requirements should
be listened to, but not necessarily heeded. Taxpayers often do not
understand why certain rules are necessary, e.g. anti-abuse rules, and it
is easy for a disconnect to develop between taxpayer and tax
adminigration Providing aforum for taxpayersto ar their grievances
and making a good faith effort to reduce unnecessary paperwork, etc.
isimportant for building taxpayer confidence and trugt.

An essentid piece of afar and efficient tax system is cregting an
impartid and speedy gppedls process, aswdl as clearly ddineating
taxpayer rights and respongibilities. When taxpayers believe they will
be harassed and treated unfairly, the tax system creates incentives for
evason and avoidance.
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Appendix 1: Overview of country
economies and FDI

Sri Lanka

Si Lankais an idand nation located in the Indian Ocean, south of India Sri
Lanka s populetion is gpproximatdly 19.5 million, with 26% of the population
under age 14, and 68% between the ages of 15 and 64. In 1997, the population
growth rate was 1.3%, the lowest rate among developing countries
(http://mwww.gatistics.gov.lk/index.html). Sri Lanka rates well on qudlity of
life indicators, with a purchasing power parity adjusted annual per capita GDP
of over $3400, alife expectancy of 71 years, aliteracy rate of 92%, and low
infant and child mortdity rates (BOI, 2003: 5).

The economy in i Lankais beginning to change gradualy from an agrarian
based economy. In 1996, the agriculture share of GDP was 22.4%. By 1999, it
had falen to 20.6%. In 1970, 93% of exports from Si Lanka were plantation
crops. By 1996, plantation crops accounted for only 20% of exports, while
textiles and garments comprised 63% (CIA 2002) .

In 1992, the Greater Colombo Economic Commission, which had been
edtablished in 1978 to create and monitor enterprise zonesin Colombo, was
transformed into the Board of Investment (BOI.) The BOI servesasa“one
dop shop” for foreign investorsin Si Lanka. Not only does the BOI promote
FDI, but dso it is an autonomous statutory body with the power to grant
investment incentives, within parameters set out in government regulaions.
The BOI hasthe authority to “waive, modify, and exempt Inland Revenue,
Cugtoms, Exchange Control and Import Control laws’ (BOI, 2003: 1). As of
February 2003, there were gpproximatdy 1500 companies operating in Sri
Lanka under sgned agreements with the BOI (BOI, 2003: 1).

According to the Chamber of Commerce, the main impedimentsto FDI in Si
Lankaarethefollowing, in order of most important to least important:

1 War Stuation

2. Locd law and order (mafiaissues) and politicization of the police
department

3. High cot of dectricity
4. Poor infrastructure

5. Public governance (on a per capitabass, Sri Lanka has one of the
largest civil servicesin the world) and private governance
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6. Corruption
7. Lega reforms

8. Labor laws

Bhutan

Bhutan isa smdl, landlocked country nestled in the Himdayas. Bhutan has
sustained ared GDP growth rate of 7% since 1997, dthough agriculture
sugtains 90% of the population (CIA, 2002: 5). It has only beenin the last
fifteen years that Bhutan has begun actively promoting private sector
development (Ministry of Trade and Industry 2002). The government’s for mal
policy isnow to be a“facilitator” of economic development, rather than a
direct provider of goods and services. It isimportant to note that this policy is
being developed under the genera economic development policy of the Royd
Government of Bhutan, which is based on the concept of maximizing the
“Gross Nationd Happiness’ of the people of Bhutan (Ministry of Trade and
Industry 2002, 2). The government istrying to creste ba anced devel opment,
i.e. economic growth that is both environmentaly and aulturdly friendly. This
isaformidable task, as Bhutan is landlocked, has a smdl population
(750,000), and a poor infrastructure due, a least in part, to the rugged terrain.

The Roya Government of Bhutan has only recently begun actively promating
FDI. The Minigry of Trade and Industry isin the process of cregting an
office—a " one stop shop” to assst foreign companies who want to begin
operating in Bhutan. The Minidry is currently concentrating promotiona
efforts on tourism, energy intensve industries (because of heavily subsidized
dectricity), and information technology (1T) indudtries. A new FDI policy was
passed and will go into effect in July 2003. The FDI policy tax provisons
include the following: income tax holidays for al newly-established
manufacturing firms, I T training and vocationd training inditutes, and new
hotds, schools and auto-mechanica workshopsin the interior region; tax
exemption of export income earned in hard currency; and are-investment
alowance of 20% for corporations (Ministry of Finance 2002).
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Appendix 2: Country tax policies and
tax administration

Sri Lanka

Tax policy

In 2002, amgjor tax reform effort was undertaken in Sri Lanka By abolishing
severd taxes and rationdizing the goods and services tax into a credit-invoice
VAT, the government has developed asmpler tax system that should be
eader to administer and increase compliance. (See Table 1A for asummary of
tax reforms undertaken in 2002.)

There were dso reforms made to tax administration.

Tax revenues in Sri Lanka

Centrd government tax revenue as a percent of GDP hasfdlen steedily, from
16.9% in 1996 to 14.6% in 2001. Thisislargely aresult of anarrowing of the
tax base over the period combined with low levels of tax compliance.

Asshown in Figure 1A, Sri Lanka has increased its reliance on consumption
taxes, asthar share of totd revenue increased from 51% in 1995 to 58% in
2000. The share of income tax revenue has remained constant.
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Table 1A: Summary of tax changes in Sri Lanka, 2002

Tax Action Taken
Goodsand ServicesTax | Abolished
(GST)

Nationa Security Levy Abolished

VAT
Personal Income Tax

Interest withholding tax

Dividend withholding
tax

Nonresdentid rent
withholding tax

Corporate income tax
Stamp duty

Debit tax

Excise tax

Tax exoneration
Resdent visatax

Rent on government
property
Adminigrative fees

Sdestax on locd
garments

Transfer tax on

immovable property
owned by nonresidents

Ingtituted to manufacturers and import traders level

Increased exemption threshold, reduced number of
ratesfrom4to 3

Made find tax on interest, 10% rate
Madefind tax on dividends, 10% rate

10% tax on rents above Rs 500,000/year

Reduced rate from 35 to 30% (effective 2003)
Abolished
Established at rate of .1%

Excise rate on beer and liquor were unified, one

agency given responghility for al excses, gasoline
and diesd rates changed from ad valorem to

gpedific
Established
Abolished

Increased

Increased by 15%
Edtablished a Rs 25 per piece

Abolished
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Figure 1A: Sri Lanka, Composition of Revenue, 1995
and 2000

1995

Non-tax Revenue
13%

Other Taxes
5%

Income Taxes
13%

Other Goods an

Services Taxes Taxes on International
51% Trade
18%

2000

Non-tax Revenue
14%

Other Taxes
4%

Income Taxes
13%

Other Goods an axes on International

Services Taxes Trade
58% 11%

Source: IMF 2002: 13

Overview of tax administration procedures in Sri Lanka
Availability of tax laws, regulations and forms
Si Lanka has officid publications of dl tax laws and amendments, in Sinhda,

Tamil and English. The publications are available & nomina cost from an
office on the first floor of Inland Revenue heedquarters in Colombo.
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Taxpayer registration

Tax regigtration can only occur after acompany has officidly registered asa
business and received its Certificate of Incorporation. All firms must come to
Inland Revenue heedquarters in Colombo to register for tax. The firm must
bring its business regigtration and a copy of the company’s memorandum of
articles. Thereis atwo-page form to be filled-in thet registersthe firm for both
the CIT and PAY E (employee withholding tax.) The gpplication form is only
available at the tax officein Colombo, and often firms send a messenger with
relevant documents to retrieve the form. The messenger rarely hasthe
knowledge necessary to complete the regigtration form and must return it to
the company whereit isfilled in. The completed form must then be taken back
to Colombo to complete the process. If there are no computer problems or
discrepancies with the gpplication, the registration is completed in about half
an hour. With taxpayer identification number (TIN) in hand, the taxpayer, (or
messenger) goes down one flight of sairsto register for VAT. Thisisaone-
page form. Again, if the person at the office does not have the necessary
informetion, the form will be carried back to the firm, filled in and then
returned to the office in Colombo. Currently, Inland Revenueisin the process
of re-designing the business regigtration form to combine busnessand VAT
registration into one process with asingle, two page form.

Compliance transparency

VAT refunds

VAT returns are due on either amonthly or quarterly bas's, depending on the
Sze of turnover, on thelast day of the month following the taxable period.

VAT payments can be made at any one of 35 branches of the State Bank. If a
refund or credit voucher is needed because of VAT overpayment, the return
must be submitted to Inland Revenue' s main office in Colombo.

Exporters are dlowed to import inputs and raw materias without paying VAT
if they have posted a bond. The bond is good for 60 days, which meansthey
have to have proof from Inland Revenue for their VAT credit within 60 days
of theimport or they will lose their bond. Because of this, firmswith VAT
overpayment will often submit VAT returns before the last day of the month.
Otherwise, they would be starting the refund/credit voucher process near the
end of the 60-day period.

Inthe VAT refund office a Inland Revenue, each day’ sreturns are collected
and edited, and then turned over to data processing. The information form the
return is entered into the computer and when the previous month’s customs
dataisreceived from Customs and BOI, a payment statement and customs
information document is generated. BOI can dten take a month to processiits
import data, which creetes bottlenecks in the system. Customs often takes

three weeks to get data to Inland Revenue. The Deputy Commissioner of VAT
recently met with Customs to discuss this problem. Customs agreed to get
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import data to Inland Revenue by the tenth day of the month following
importation. [It isnot clear if by “Customs’ they were including BOI staff that
handle imports as well asregular customsy]

Once these reports are generated, they are sent back to the VAT Refund
Divison and one of ther 15 tax officers will physcaly verify thet the cusoms
information and the payment satement information match. If theinformation
isverified, aVAT refund form isfilled in and sent back to data processing.
The computer will generate arefund request in duplicate, which is then sent
back to the VAT Refund Divison. The VAT Refund Divison then writesa
check or issuesa VAT credit voucher, which the taxpayer must come to the
officein Colombo to collect. If everything goes well, this process takes about
three weeks. Thefifteen officersin the VAT Refund Division issue, on
average, 700 VAT credit vouchers and 1500 VAT refund checks each month.

Additiond bottlenecks are created because of amended returns. If BOI or
customs modifiesimport data or if the taxpayer makes a mistake, an amended
return must be filed and reconciliation made. Inland Revenue estimates that
15% of dl VAT returns have to be amended because of taxpayer error.

Filing compliance

Inland Revenue embarked on a campaign to increase filing compliance during
2001, mailing remindersto late payers and levying pendties on non-
compliers. They dso embarked on a publicity campaign to increase public
awareness of tax filing and payment respongbilities. Asshown in Table 2A,
the results were not encouraging, with only 58% of incometax returnsfiled
within one month of the officid filing date and only 73% of returnsfiled
within 13 months (Perera, 2002: 25).
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Table 2A: Returns Filing Compliance, 1997-2001

1997 1998 1999 | 2000 |2001

Income Tax
1 month after thefiling 52% 52% 5% 50% 58%

dete B 81% 86% 82% 73%
13 months after the
filing dete

Turnover Tax
3 months &fter the filing 77-83% | 51-54% | 51-55% | 78-83% | 40-47%

dae

Goods and Services Tax

15 dates after thefiling - - 0-54% | 51-55% | 65-70%
date

Nationd Security Levy

3 months &fter the filing - - - 37-54% | 51-52%
date

Source: Commissioner Generd of Inland Revenue 2002: 25.

Bhutan

Tax policy®

Vidon: To Develop an effective tax system in a phased manner
To avoid any digortionary effects in the economy
To provide amgjor palicy tool for both regulatory and fiscd
purposes

Misson: To ensure that the tax and customs adminigtration has the
cgpecity to collect taxes efficiently and effectively a minimum
cost through impartia and condstent enforcement of
regulaions, and to provide a convenient and honest savice to
the taxpayers.

® This section istaken directly from the official government web site
http://mww.mof.gov.bt/drc/taxation.html.
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Historical Background

Before 1960 - Taxes were collected in kind and in form of
labor contribution. Taxesin kind were gradudly phased out to
be replaced by nomina monetised tax on - land, property,
business income and consumption of good and sarvices.

Firg Mgor Tax Reform in 1989

Purpose : To take stock of various tax measures
To develop a coherent and rationd tax system
To edablish asystem of tax in fair, equitable and efficient
manner that minimizes the need for frequent change. To fully
document the system in away that promotes taxpayer
awareness

Main features : BIT on net profit replaced 2% turnover tax. Export
income exempted. Plant machinery exempted from
sdestax and import duty; other nuisance taxes were

abolished
Tax Reformin 1992
Purpose : Rationdization and Streamlining/smplification of procedures
in line with the devel opment objective enshrined in 7th FYP.
Guiding principles: Rationdization of tax structure
Expangon of tax base
Promotions of savings
and investments Correct
trade imbalances
Ensure equity

Simplify adminigrative procedures for compliance and transparency
EXISTING TAX STRUCTURE
DIRECT TAX:

Business Income Tax (BIT)/
Corporate Income Tax (CIT) on net Profit ............ 30%
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Persona Income Tax (PIT)
The following rates are applied on the Net Taxable Income:

First Nu.100,000 (besic exemption) — Nil
Next Nu.150,000 - 10%

Next Nu.250,000 - 15%

Next Nu.500,000 - 20%

Nu.1000,001 & above - 25%

Property Transfer .........oooviiiiiiiiie e 5%
INDIRECT TAX : (BST, CUSTOMS DUTY, EXCISE DUTY)

Bhutan Sdes Tax (BST): 0% to 50% depending on the nature of
commodities

Customs Duty : 0% to 100% depending on the nature of
commodities

Excise Duty : On didtillery products and aerated water
Royadlties: Royadlties on Forestry products, mines, mineras and

Tourism indudtries
Other Taxes:

Tax on export of goods in primary form such as timber
Motor Vehicle
Land and house tax

Tax revenues in Bhutan

Tax revenues as a percent of GDP have fdlen from 9% in 2000 to 7% in 2001.
Tax revenues declined in 2001 .3% from collectionsin 2000. The government
attributes this decline to arrearsissues with excise tax refunds from India. Tax
revenues are projected to increase in 2003 As | show in Figure 2A, CIT
comprises 45% of al tax revenue in Bhutan, with the sles tax the second
largest source of tax revenue.
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Figure 2A: Bhutan - Composition of revenue (1995 and
2000)

1995/96

Other Taxes
2%

Taxes on International
Trade

Income Taxes
50%

Other Goods and
Services Taxes
44%

2000/01

Other Taxes
2%

Taxes on International
Trade

Other Goods and
Services Taxes
38%

Income Taxes
56%
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Overview of tax administration procedures in Bhutan
Availability of tax laws, regulations and forms

B hutan’ stax laws, regulaions and dl forms are reedily available in paper
copies aswell asviathe officid government web site. In addition, the Public
Information Department published brochures explaining various taxes and
procedures (e.g. “Tax Deductedat Source (TDS)” Taxpayer Series
2001/DRC/PISTDS01).

Taxpayer registration

The taxpayer regidration processis relatively straightforward, dthough it
requires afirm to first register as a business with the Minigtry of Trade and
Industry. All businesses must register for taxes at the Thimphu regiond tax
office. The process generdly takes about 20 minutes, but there are
occasondly problems with the business registration code issued by the
Ministry of Trade and Industry, and that problem must be solved before tax
registration can proceed.

Compliance transparency

Accounting standards and auditing practices

There are no legd accounting Sandards in Bhutan. While tax authorities
accept chartered accountants statements of books, the only chartered

accountants are Indian firms. Adequate record-kegping by firmsis a problem
in Bhutan, making adeguate business management as well as accurate tax
assessment difficult.

Last year, tax adminigtration revised its auditing procedures, shifting find
assessment from the tax office to the taxpayer and indtituting a system of more
sHective detaled audits. Each tax officeis currently working through its
backlog of filesthat need find assessment (the Thimphu office had 159
backlogged files)

Appeals

The appedls processin Bhutan isrdatively straightforward. Because the tax
sysem is gill developing, appeds are not a big issue yet. Lagt year, there were
only 32 gppeds made. The current system requires quick decisons at each
stage of the appeal—from 30 to 60 days. As both business transactions and tax
law become more complicated, these time constraints may need to be relaxed,
to dlow for thoughtful consideration of the issues. Timely action should, of
course, dill be atop priority.
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Sonam Karma compiled the following summary on the tax gppedls processfor
the regiond tax officers a last year's annua general mesting of tax
adminigration. Thisis an excelent summary of the process, and is agood
example of the type of training and continuing education done by tax officids
in Bhutan.

Appeals Committee and Procedures’

Overview

The objectives of the apped system at both DRC HQ and RRCO level are as
follows:

To ensure that al decisons taken are fair and congstent.

To fadilitate the timely disposal of tax appeal cases.

To minimize the inconvenience to the taxpayer.
These objectives should be facilitated by the following gpped's system:
Stage 1 Taxpayer gppeds againgt assessment raised by RRCO

Stage 2 Apped caseisreviewed by Tax Apped Committee a RRCO. This
review will have one of the following outcomes:

Apped decison is accepted by taxpayer - caseis closed.

Apped decision is not accepted by taxpayer - taxpayer appedsto DRC
HQ.

The case has policy implications- RRCO refers the case to DRC HQ.

Stage 3 Apped caseisreviewed by Tax Apped Committee at DRC HQ. This
review will have one of the following outcomes:

Apped decison is accepted by taxpayer - caseis closed.

Apped decision is not accepted by taxpayer - taxpayer has further right
of apped to the Apped Board and ultimately, the Courts.

" Prepared by Sonam Karma, Department of Revenue and Customs, Thimphu, Bhutan.
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Appeal Committee and Appeal Board

An Apped Committee shal be established at the Regiond Office of the
Department conssting of three officers of the Regionad Office and chaired by
the Regiond Director but excluding the assessing officer.

An Appea Committee shal be established at the Head Office of the
Department consigting of five members.

An Apped Board shdl be established at the Minidiry, consisting of four
regular members and one ad hoc member as mentioned below:

Two from the Ministry of Finance;
One from the Ministry of Trade and Industry;
One from the Bhutan Chamber of Commerce and Industry; and

One ad hoc member.

Notwithstanding the Appeal Committee at the Regiond and the Head Office,
the quorum of the Board shdl not be less than three members, one being
aways from the Bhutan Chamber of Commerce and Industry.

Appeal procedures

Conditionsfor Appeal

The apped s procedure must not be used to delay payment of assessed taxes.
Therefore the taxpayer is normaly required to deposit the entire assessed tax
due before an gppedl can be congdered. If the apped is successiul, the

taxpayer will then be entitled to arefund of the excess amount paid according
to the procedures laid down in section 8.5

A person taxable or business entity may apped on assessment of tax or any
other decision passed by an officer of the Department.

Filing an gpped againg an assessment does not postpone the date for payment
of taxes.

An gpped shdl be admitted only if the undisputed part of the taxesis paid.
However, the taxpayer may apply for a postponement of the tax amount under
dispute if, within 30 days of the date of digpatch of the demand notice, the
taxpayer:

Applies to the concerned RRCO for a postponement in writing.

Pays dl other tax amounts not under dispute.
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Agreesto pay interest under the late payment rulesiif the gppedl is
unsuccessful.

Has no other outstanding taxes, fees or charges.

Where the order in gppeal does not reverse or the apped is otherwise
unsuccessful, the gppdllant shdl be ligble for the disputed amount dong with a
pend interest of 24 per cent per annum from the due date.

Procedures

An Apped shdl befiled before the Apped Committee within 30 daysfrom
the date of the issue of demand notice.

The Apped Committee at the Regiond Office shal passits decision within 30
days from the date of the receipt of an gpped.

Where an Apped Committee fails or does not pass decison as specified under
Section 47.2, aperson or entity may gpped to the Appeal Committee at the
Head Office.

The decison of the Apped Committee of the Regiond Office may be
appeded to the Appeal Committee at the Head Office within 30 days from the
date a decision has been passed.

The Appea Committee at the Head Office shdl passits decison within 60
days from the date of the receipt of an appedl.

Where an Appeal Committee fails or does not pass a decision as pecified
under Section 47.5, a person or entity may apped to the Apped Board.

The decison of the Appeal Committee of the Head Office may be appeded to
the Apped Board within 60 days from the date a decision has been passed.

The Apped Board shdl passits decision within 60 days from the date of the
receipt of an apped.

The decison of the Appea Board may be gppealed to the Court of Law within
30 days from the date a decision has been passed.

Where the Apped Board fails or does not pass a decision as specified under
Section 47.8, aperson or entity may gpped to the Court of Law.

The decisons passed thereto by the Apped commiittee or the Board shdl bein
writing.

The provison of goped under this Act shdl not bar a person from filing an
gpped in the Court of Law.
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RRCO Requirements

The Tax Apped Committee at the RRCO must do one of the following within
1 month of the date of receipt of the gpped:

Request further clarification from the taxpayer, together with atime
limit for submission.

Review the gpped caseinthelight of dl avallable information.

Issue ajudgement to the taxpayer, if the goped is within the power of
the RRCO.

Forward the case to DRC HQ if the gpped has policy implications, or
if the taxpayer does not accept the decision of the RRCO. The RRCO
must inform the taxpayer that the apped has been referred.

Where the gpped cannat be settled within 1 month, the RRCO must notify the
taxpayer of the reasons for the delay. These reasons may include the
following:

The apped has policy implications.

The gpped depends on information from other authorities.

The dday is caused by the taxpayer.
It isessentid that al apped gpplications, supporting information and decisons
are fully documented so that afull case history can be produced if an goped
reaches either the Tax Appeal Committee at DRC HQ, or the Courts.
DRC HQ Requirements

Apped cases may be heard by the Tax Appeal Committee &t DRC HQ on
request from either:

The taxpayer, following an unsatisfactory apped decison from the
concerned RRCO.

The concerned RRCO, where the case has policy implications.

Where an gppedl casesis referred by the concerned RRCO, it must be
accompanied by the following informetion:

Badic information on the taxpaying unit, plus the recommendations of the Tax
Appeal Committee at the RRCO. A standard formet is provided as Form IT-16
in Appendix B-I of the Tax Manud.

Copies of the Tax Demand & Assessment Report under apped:
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Copies of the Tax Return & Find Accounts for the relevant year.

Taxpayer's gpped |etter.

Any other rlevant supporting schedules, information, and working
papers.

The Tax Appea Committee at DRC HQ must do one of the following within 1
month of the date of receipt of the gpped from RRCO:

Review the gpped caseinthelight of dl avallableinformation
Issue ajudgement to the taxpayer, copied to the concerned RRCO.

Where the apped cannot be settled within 1 month, the DRC HQ must natify
both the taxpayer and the concerned RRCO of the reasons for the delay.

If the taxpayer is not satisfied with the decison of DRC HQ, he or she hasthe
further right of apped to the Apped Board and thereafter to the Law Courts.

Tax Appeal Reporting Procedures
Detailed Case Reporting

The outcome of dl tax gppeals considered at the RRCO level must be reported
to DRC HQ using the standard format given as Form IT-17 in Appendix B-i.
Parts 1 to 8(b) only should befilled out and signed by a representative of the
Tax Appea Committee at the RRCO.

The Tax Apped Committee &t DRC HQ will review thisinformation for the
following purposes:

To ensure that appeal decisons taken at the RRCO leve are consstert
across dl regions.

To compile a database of gpped decisons which can act as precedents
for future decisons, and ensure that these precedents are
communicated to dl RRCOsfor implementation. Over time, this
should reduce the number of apped cases requiring Submissonto
DRC HQ.

To provide background information where an apped caseis later
referred to the DRC HQ Tax Appeal Committee. The remainder of
Form I T-17 will then be completed once the gpped case has been
findized.
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Monthly Progress Reports

In addition to the detailed case reporting outlined above, each RRCO must
make monthly progress reports to DRC HQ concerning the number of apped
casss recaived, findized, and il pending in eech period, according to the
reporting formet laid down in volume A, Chapter 3)

Tax Administration
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Appendix 3: An analysis of
Investment incentives

Many governments are concerned about low levels of investment in their
countries, and in particular foreign direct investment (FDI). Because
investment is necessary for economic growth, the concern is not misplaced,
and discussion often focuses on ways to encourage new investment. Tax
policy has come under close scrutiny, and various proposals have been made
to change tax policy so asto promote FDI. These proposals range from
creating or extending tax holidays, to exempting imported capitd goods from
certain taxes, to dlowing firms specid deductions or alowances.

Asagenerd rule, investment incentives must be used judicioudy o that they
have the desired effect. Without careful thought to the implementation and
adminigration of such incentives, the government can be anet loser, with
lossesin revenues and little or no new investment in the country resulting
from the incentives. To increase business investment, it is generadly more
effective for the government to concentrate on Smplifying its enterprise tax
law rather than developing various investment incentive plans. A tax law thet
is broad-based, with low rates and which is administered fairly will provide
the greatest incentive to productive investment.

In 1993, the OECD reported results from a study indicating that tax incentives
dready in place and which are directed toward FDI are less important to the
investment decision than the tax lawsin generd. In other words, when making
an invesment decison, the overdl tax law is amore important factor than any
specid tax incentives, which might be available. According to the report, "In
most cases, firms were concerned to have perceived impediments to
investment in the law or adminigtration removed, rather than have [additiond]
incentive measures. Moreover, the concerns of firms often extended beyond
the income tax and were centred on other taxes not related to the profits of the
firm* (OECD, 1993: 12).

In this gppendix, | discuss the investment incentives used most throughout the
world. | describe how they work, what types of investment they affect, and
discuss problems other countries have encountered in using them. | dso
describe some of the adminidtrative issues involved with each type of
investment incentive.
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Why do countries want to attract foreign
iInvestment?

Countries often look to attract foreign investment because loca firms may
have difficulties fulfilling their capital needs. This often occurs when local
capita markets are underdeve oped and when access to foreign exchange is
limited. Foreign investment is seen as an answer because foreign firms have
access to foreign capita markets and they have access to hard currency.
Foreign investment is therefore not congtrained by the local market limitations
and therefore is seen as an easy way to increase capitd investment in a
country.

FDI isdso bdieved by some to have other "spillover” benefits, besdes
increasing the capitd investment in a country. For example, it is argued that
FDI imports technology and other skills (managerid and entrepreneurid, for
example) which may belacking in theloca economy. In addition, foreign
firmsmay help open-up the loca economy to foreign markets, because they
may have well-established markets and didtribution centers in their home
countries.

How effective FDI isin achieving these godsis questionable, but these are the
arguments typicaly given for encouraging FDI. And creeting tax incentivesis
one of the most often used methods for encouraging FDI. The thought is that
by creating amore favorable tax climate for foreign investment, a country can
increase the level of FDI and therefore regp the benefits mentioned above.

Costs and benefits of tax incentives

The economic argument for a government to provide tax incentives for foreign
investment relies on expected socid returns from thet investment being greeter

than the private returns that would be experienced by the firm. These returns
are in the form of increased technology and know-how and faster development
of amarket economy than would occur without the FDI. However, the costs of
providing the investment incentives must be weighed againgt the benefits

which will accrue from that investment. Tax incentives may nat be the most
efficient means of promoting FDI, because the revenue losses from the
incentives may exceed the benefits of the additiona investment.

Investment incentives cost revenues
Tax incentives are codtly for 3 mgjor reasons.

1) they often accrue to investment that would have occurred without the
incentive;

2) taxpayers not intended to receive benefits can plan activities S0 asto qudify
for thetax incentive;
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3) once even limited incentives are dlowed, the door is opened and those
involved in activities not targeted by the investment incentive will lobby to be
induded.

Many econometric sudies have shown that revenue losses from tax incentives
are greater than the increased investment. This occurs primarily because the
incentives can not be given only to addtiond investment, but must be given to
dl new investment. But the purpose of the incentive isto create new
invesment, not to help investment which would have occurred even with no
invesment incentive. Unfortunatdly, it is difficult, if not impossble, to
digtinguish this "incrementa” investment. Investment incentives are therefore
givento dl new investment, even though much of that investment was
planned long before the incentive became effective.

In addition, revenue losses occur because unintended taxpayers take advantage
of the benefits, and because there is pressure to increase the scope of the
benefits after they have been alowed. Therefore, the investment incentive
resultsin revenue losses rather than the intended increased investment levels.

Investment incentives complicate the tax system

A mgjor problem of tax incentivesisthat they make the tax system more
complicated. Because incentives will create "windows of opportunity” to
reduce tax ligbility, anti-abuse rules must be written to accompany the
investment incentive. These anti-abuse rules are often quite complicated.

Writing investment incentives into the tax law creates other complications. For
example, the activity digible for the benefit must be defined. This definition
must be precise and thoughtfully formulated so that only the desired activities
are affected. It isdso important to cresate rules to ded with specid
circumstances. For example, decisions must be made on how the activity will
be treated in years when alossis made. If the incentive does not apply in loss
years, then it may be ineffective. Many firms experience losses in the first few
years of operation, because this start-up period is often atime of heavy capitd
invesment with little productive output.

The complexity introduced into the tax system by investment incentives
affects not only the taxpayer, but aso the tax adminigration. Even in countries
with highly-deve oped tax adminigirations, monitoring and auditing targeted

tax incentivesis very difficult. Fa example, many western countries have
tried to target investment incentives to promote research and development, and
have discovered it dmost impossible to judge whether an activity fdlswithin
the specid category and is therefore digible for the incentive. These
judgements are often subjective, and an inexperienced tax adminigration (and
often an experienced tax adminigtration) will be unable to adminigter the law.
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Types of tax incentives

There are four mgjor categories of tax incentives:
1) tax holidays

2) investment alowances or credits (offsets);

3) timing differences; and

4) free economic zones.

Each of these categories of incentive is described and discussed below.

1. Tax holidays

Tax holidays are usudly available only to new firms. They typically take the
form of relieving anew firm from taxes for a gpecified period of time.
Sometimes they dso include a period of reduced tax rates after the initid no-
tax period. While on the surface it gppears that atax holiday greetly reduces a
firm’'stax liahility, in fact there are severd factors which affect the amount of
tax relief or benefit which afirm is adle to redize from atax holiday. These
factorsinclude: 1) thetiming of the benefit; 2) the trestment of depreciation;
3) the length of thetax holiday; and 4) tax policiesin the foreign firm's

"home" country.

The timing of the benefit

A crucid decison iswhen the tax holiday will begin. It could begin a the time
the firm regigters, a the time the firm begins operations, the first year in which
positive profits are earned, or the first year cumuletive profits are postive.
Many firms, especidly capitd intensve firms, will experience lossesin the
first few years of operation. For these firms; if the tax holiday begins when
production begins, the tax holiday may actudly increase taxes paid over the

life of the project, rather than decreasing taxes paid. Thisis demondtrated in
Example 1 in the agppendix to this memo.

When the tax holiday does not dlow firmsto take advantage of the loss carry
forward rules they would otherwise have, then the tax holiday islikely to bea
disncentive to investment, rather than an incentive. Because the firm
experiences losses which can not be carried forward during the tax holiday

period, totdl taxes pad over the life of the project increase over what they
would have been if there had been no tax holiday but losses were carried

forward into profitable periods. The same Studtion arisesif the tax holiday
beginsin the first year when profits are earned, and not the first year when
cumuletive net profits are pogtive.
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The treatment of depreciation

Sometimes firms are dlowed to defer depreciation expenses until the tax
holiday has expired. But depreciation should be accounted for when
determining profits during the tax holiday period. Allowing the deduction after
the tax holiday means that expensesin the post holiday period are too high,
and taxes are reduced even further. Allowing adeferrd of depreciation
deductions effectively extends the tax holiday period.

The length of the tax holiday

To benefit cagpitd intengve projects, which usudly earn lossesin the firgt few
years of operation, tax holidays need to have alengthy duration, typicaly at
least 3-5 years. But the longer the duration of the haliday, the greater the
revenue loss and the greeter the probability that firms can take advantage of
tax planning schemes to qudify for the holiday.

A tax holiday of relatively short duration, 1 to 3 years, will benefit those firms
which typicaly make profits early on in the life of the project. These firms
tend to be small firms operating in red etate, restaurants, trading, and other
service sectors. These firms can benefit from the holiday because they earn
profitsrelatively soon after making the investment. But precisely because they
can become profitable so quickly, they are the firmsleast in need of an
investment incentive. Unfortunately, these are the types of investments
typicaly fostered by tax holidays.

Tax policies in the ""home" country

If the home country of the foreign investor alows aforeign tax credit for taxes
paid to the host country, then the tax effect of atax holiday (and other types of
investment incentives which lower taxes) may smply beto transfer revenues
from the host to the home country. Thisistrue for both branches and
subsdiaries While subsdiary income will be generdly taxed in the home
country only at the time of repatriation, this does not negeate the fact that the
income when earned was not taxed in the host country. At the time of
repatriation, there will be no host country tax to credit againg the home

country tax, and so revenues are transferred from the host to the home country.
If the revenues are never repatriated, but are reinvested in the host country,
then they are never subject to home country taxation. The effect of the revenue
transfer will therefore depend on the extent and the timing of repatriation.

Some countries (Audtrdia, Canada, France, and Germany for example)
exempt repatriated foreign income fram tax, to the extent that the host country
has a"comparable tax system.” When foreign income is exempted, the
revenue trandfer arising from atax holiday does not take place; however, atax
holiday may make the tax system non-comparable, and thereby make the
exemption unavailable. When the exemption is unavailable, then a credit
sysem is normaly used, and the revenue transfer problem arises again.
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It isaso important to note that if the host country taxation is greater than the
home country's taxation, then the firm will only get to credit foreign taxes up

to the home country tax lidbility. Allowing atax holiday when thisisthe case
will reduce the firm's tax burden, because the tax owed to the home country is
less than the tax that would have been paid to the host country. In this case, the
tax holiday will decrease thefirm'stota tax burden, unlike the case discussed
in paragraph one of this section. These two cases areillugtrated in Example 2.
Whilethe tota tax burden is decreased, thereby cresting some investment
incentive, it is il true that tax revenues which are paid will accrue to the
home country and not the host country.

Problems with tax holidays

Tax holidays provide firms with many opportunities for avoiding tax. The
most often used strategies include the following.

1. FHctitious foreign investment

Many tax holidays are targeted to firms with certain levels of foreign
investment or foreign ownership. Domegtic firms often "create’ foreign
investors so that their domestic company can take advantage of atax holiday.
A common vehicle for accomplishing thisis to trandfer funds from adomestic
company to acompany incorporated offshore. The "foreign” company then re-
invests the fundsin the host country as though it were aforeign firm, and the
new “foreign” firm qudifiesfor the tax holiday. This activity is very difficult

to police, and is dso difficult to detect, even in an audit.

Some countries have tried to limit abuses of tax holidays by requiring
minimum foreign invesment amounts. Theserulesaredso fairly easy to
circumvent, and so do little to curb the abuse. For example, it isdifficult to
vaue capitd equipment contributions, and by over-vauing these contributions
firms can reech the threshold amount, and thereby qudify for the tax holiday.

2. Trander pricing

When some firms enjoy atax holiday, the incentive exigs to transfer income
from operations which do not qudify for the tax holiday to an operation which
does. Theincome can be transferred by manipulating cogts betw een related
firms, typicaly caled "transfer pricing." Transfer pricing can be very difficult
to detect and police.

3. Rollover of busnesses

While tax holidays are typicaly only for new firms, it can be difficult to
determine when afirm isredly anew firm. Often, afirm can re-invent itsdf
s0 asto qudify for atax holiday. This can easily be done by anew corporation
which buys the assets of an exiting corporation. The resulting firmisa " new"
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firm and qudifies for the tax holiday, even though there may be no new
economic activity occurring.

2. Investment allowances and tax credits (offsets)

Investment alowances or tax credits are given for qudifying investment
expenditures. An alowance reduces the taxable income of the firm, while a
tax credt reducestax payable. These dlowances and creditsare given in
addition to the regular depreciation alowances given on the invesment.
Investment alowances are often viewed as better investment incentive devices
than tax holidays because they are targeted to capitd investment. They are
aso limited by the amount afirm iswilling to invest in capitd. Therefore,

smadl firmswith little capita investment (which can often take advantage of
tax holidays) will not benefit from investment alowances and aedits.

The factors which affect the amount of tax relief afirm receives from an
investment dlowance or tax credit include: 1) the rate chosen; 2) the definition
of digible expenditures; 3) limits sat on the dlowance or crediit avalablein
any onetax year; and 4) the trestment of alowances or credits greater than
taxable income or tax payable in atax year.

The rate chosen, the definition of eligible expenditures,
and limits placed on the allowance or credit

Investment allowances are usudly stated in terms of a percentage of the
qudifying invesment. For example, an investment alowance might grant
firmsthe right to deduct 20% of the vaue of dl qudifying investments during
the taxable period. Thisis a deduction over and above any depreciaion an
those investments. Likewise, atax credit might Sate that the firm can credit
agang tax payable 6% of the vdue of dl qudifying investments meade during
the taxable period. The higher the rates, the greater the tax benefit.

Likewise, the greater the number of invesments which qudify for the
alowance or credit the greater the vaue of the tax incentive for the firm. It can
be difficult to define the digible expenditures so that al the kinds of

invesment which should be targeted qudify, and at the same time reduce the
opportunities for revenue losses.

The government can place alimit on the amount of allowance or credit
avalable in any taxable period. The dlowance may be limited to some
percentage of taxable income, and the credit limited to some percentage of tax
payable. In thisway, the firm can not use the dlowance or credit to completely
offset taxable income or tax payable.
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The treatment of allowances and credits in years of low
profits or losses

If the firm is not alowed to carry forward alowances or credits, then it will
derive no bendfit from these investment incentives in years when low or no
profits are earned. This situation would typically goply to new firms, which
may be the very group the government is hoping to benefit from the
incentives. Firms may aso develop schemesto dlow use of the incentive even
when they are earning no profits. This means that productive resources are
diverted into tax planning schemes, and unproductive business arrangements
may be devised to take advantage of the incentive. For example, afirm may
use aleasing arrangement to take advantage of an investment incentive which
it would otherwise not be able to qudlify for, because it has no taxable profits.
Thisis demondrated in Example 3.

Investment allowances and credits can be made beneficia to new companies
by alowing the value of the incentive to be carried forward into profit making
years. In this manner, an investment alowance or credit can reduce taxes for
firmsin the start-up period, just like atax holiday; however, the dlowance or
credit is limited by the amount of capital investment actualy undertaken by
the firm. For this reason, an investment alowance or credit may be a better
investment incentive tool for the government than tax holidays

A cavest isthe revenue losses that may incur with unlimited carryovers of
investment alowances and credits. The revenue losses in early years of the
investment incentive program are likely to be small, to the extent they are used
by new firms. As those firms begin to earn profits, they will then usethe
alowances and credits from previous periods, and will be able to offset
income even though no quaifying investments are occurring in the current
taxable period.

Problems with investment allowances and credits

The biggest problems with invessiment alowances and credits arise from
opportunities for abuse. The higher the dlowance or credit rate, the greater the
incentive to cheet, and the greeter the possibilities for avoiding income tax. If
the investment alowance or credit plus depreciation alowances for tax
purposes are greater than the actua expense, afirm can actualy make money
by spending money. This case is demondrated in Example 4.

To keep the same asset from receiving tax benefits mor e than once, it is
important to indude anti-abuse rules in the law. A rule stating thet the
alowance or credit isonly alowed for thefirst use of an asset in acountry is
one example of such arule.
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3. Timing differences

By changing the timing of deductions or the recognition of income, the tax
laws can provide investment incentives. For example, dlowing accelerated
depreciation changes the timing of a deductible expense, dlowing expensesto
be written-off faster than usud. This reduces current taxable income.
Accderated depreciation can be granted by shortening the time an asset is
written-off, or by dlowing aspecid deduction in the firs year the asset is
used.

Accderated depreciation alows future year deductions to be taken in the
current year, and defers tax due now to the future. This, in effect, means that
by dlowing acceerated depreciation, the government has given the firm atax-
free loan for the period over which the tax is deferred.

This should not be confused with an invesment dlow ance. The specia
depreciation deduction in the first year reduces the depreciation base. An
investment alowance doesnat reduce the depreciation base. Accderated
depreciation does not alow more than the vaue of the expenditure to be
deducted, as investment alowances do.

Another incentive can be created by dlowing firms to recognize certain costs
of assets as they accrue, but not recognizing income until the asset issold. A
typicd exampleisdlowing afirm to currently deduct interest expenses on an
asset which is held for an extended length of time. This case is demongtrated

in Example 5. In that example, it is shown how investing in an asset earning a
before tax rate of return equa to the rate paid on borrowed funds, can generate
apogtive after-tax rate of return. This occurs because of the timing
differences in the expense deductions and the income.

Problems with timing difference tax incentives

The same sorts of issues arise with timing difference investment incentives as
with investment dlow ances and credits. There are il problems with defining
which types of assets and investments qudlify for the incentives. Recapture
rules need to be written and capital gains taxed to kegp more than one firm
from claiming the incentive on the same asset. Firms need to be able to carry
forward the deductions to receive full benefits from them. The same cavest on
revenue losses aso gpplies.

4. Free economic zones

A free economic zone is a pecified geographic region where firms which are
operating within that region recelve specid tax trestment. The specia
trestment can range from easing of registration rules and procedures to the
reduction or exemption of certain taxes. Often firms operating in free
€conomic zones are exempt from import duties, given they are producing
goods within the free economic zone which are for export . In effect, the area

Tax Administration



defined as a free economic zoneis treated as outside the jurisdiction of the
country's customs. Any of the investment incentives aready discussed can be
extended to a free economic zone.

An advantage of afree economic zone may arise from confining the incentives
to alimited geographic area, which may adlow easier monitoring of firms. This
does not diminate any of the abuse potentias dready discussed, and does not
eliminate the ability of firmsto use trandfer pricing and other meansto alow
firmslocated outside the designated area to benefit from the incentives offered
ingde the zone.

Problems with free economic zones

Typicdly free economic zones relieve firms from customs and excise duties
and VAT on imports used as inputs. The zones are established to remove
barriersfor the export industry, and are not particularly used for genera
investment incentives. Extending other investment incentives to free economic
zones may be away to provide further incentive for export industries, but
would not be away to provide generd invesment incentives for firms not
engaged in export production.

One of the biggest problems with free economic zones is choosing thesite for
the zone. The choiceislikdy to be apoliticd decison, and once one free
economic zone is established, there will be pressure to establish more. Thus
thereis great potentia for eroding the tax base. Moreover, dl the problems
with investment incentives which have dready been discussed gpply to free
€C0NOMIC ZONes.

Anti-abuse measures

There are steps the government can take to reduce the potentid for abuse of
investment incentives.

Measures which can curb abuse of investment
allowances and credits

If the government decides to use "investment-linked" incentives, such as
investment allowances, investment tax credits, or accelerated depreciation,
there are measures which can be taken to reduce the leve of abuse associated
with the incentives.

1. Therates of an investment alowance or credit should be moderate.
The higher the rate, the greeter the tax vaue to the firm of increasing

expenditures. Keegping the rates low will reduce the incentive to abuse the
rules.
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2. Clearly define the investments which qudify for the incentive, and meke the
rulesassmpleaspossible.

When the rules for quaifying for an incentive are vague or if they are too
specific (which means they will be complicated), this creates confusion for
both the taxpayer and the tax adminigtrator. The taxpayer will only be
persuaded to make the additiond investment if she knows that the investment
will qudify for the incentive. If the law is too vague or too complicated, both
the taxpayer and the tax adminisirator will have difficulty ascertaining which
investments qualify. Therefore, the effectiveness of the incentive can be
greetly reduced. Vagueness or complexity can adso cregte opportunities for
abuse.

3. Clearly establish and uphold the gtarting and ending periods for the
incentives.

Thejudtification for providing the investment incentive is that markets are not
developed and help is needed to get the required leve of invesment.
Therefore, as markets develop, the justification for the incentive diminishes.
Firms dso need to be able to make plans, and knowing thet the incentives will
expire & a certain time reduces uncertainty.

4. Include recapture and capitd gainsrulesin the tax law.

Without these rules, the same asset can receive an investment allowance or tax
credit again and again. One way to redrict the abuse is to have the incentive
aoply only to new assets. This may bias investment againgt imported used
equipment, which is not otherwise available in the country. This problem can
be avoided by dlowing the incentive to be gpplied to an asset only for itsfist
use in the country; however, this means assets have to be traced, and could be
difficult to enforce. Tax policy makers must decide how big an issuethisis
before making a decison to dlow the incentive only for new assets.

5. Vdue transactions between related parties at fair market vaue.

With investment-based incentives, firms have an incentive to sdll assets at
inflated vaues to increase the benefit. Therefore, it isimportant that the tax
officdashavethe authority to vaue transactions between related parties at
"far market value" The authorizetion donewill help curb atempts by firms
to abuse the rules in this manner.

6. Target the incentives towards assets for which there is a good secondhand
market.

This makes vauation of the assets much eesier. It is very difficult to vaue
intangible assats, and they should not be incdluded in the invesment incentive.

Tax Administration



Measures which can curb the abuse of tax holidays

Whilel do not recommend tax holidays, if the government believesthey are
necessary, there are measures which can be taken to reduce the abuse potentia
of tax holidays.

1. Redtrict the holiday to new firms whose assets were not previoudy
employed in the country.

To qudify for the tax holiday, the requirement should be that at least 90% of
the firm's assets were not previoudy employed in the country. The redtriction
could be relaxed for buildings, aslong as the building can be renovated for
new use. This redriction keeps existing firms from re-dinventing themsalves to
qudify for the holiday, induding firms which are smply being privatized.

2. Deny the holiday to any new company which is related to another company
in the country, where the rlated firms do nat dl qudify for the holiday.

This kegps firms from sdling their assets to an offshore company which then
opensa"new" firm qudifying for the holiday. It dso helpsredtrict the holiday
to new investment.

Conclusions

The effectiveness of investment incentivesis highly questionable, and the
revenues lost often exceed additiona investment created by the incentives.
Tax holidays can creste the grestest revenue losses and provide the least
amount of benefit to the firms making the kind of capital investment desired
by the government. Tax holidays are dso subject to the greatest abuse among
the investment incentives discussed in this paper.

If the government decides it wants to actively provide incentives for
investment, incentives which are linked to the invesment are preferable over a
generd incentive like atax holiday. A tax holiday is not linked directly to the
investment, but insteed is directly linked to the cregtion of anew firm. The
amount of benfit received by the firm is dso not directly linked to the Sze of
investment made, but to the profitability of the newly created firm. As pointed
out earlier, capitd-intengve firms often make losses for the first few years of
operation, and 0 atax holiday provides no incentive for such afirmto be
Created.

Investment allowances and credits and accel erated depreciation are directly
linked to the investment, and therefore are better tools for the government to
useif it wants to promote productive investment and believes pecific
investment incentives are required.
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