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limiting economic growth. Export taxes and misvalued or multiple exchange rates also distort
domestic incentives for production. Marketing boards that pay farmers below-market prices for

crops may impose significant implicit taxes, which are not recorded as tax revenue.

Domestic taxes are also poorly structured in many sub-Saharan African countries. Indirect taxes
such as VAT or other broad-based sales taxes, often have multiple rates, apply to only a limited
number of sectors and have extensive exemptions — both within and outside the tax law — leading
to cascading and distortion in economic incentives. Corporate income taxes are often limited to
the formal sector and characterised by high marginal tax rates and narrow tax bases because of
extensive tax incentives and tax discrimination against local corporations (ch 5). The main
differences between developed and developing countries include the constraints facing
governments such as the weakness of administration, limited experience in taxation, poor
accounting, a low level of monetisation in the economy, the high share of agriculture and tax
handles''” which are generally few in comparison with developed countries (Burgess & Stern
1992:84). Structural and institutional factors, a more skewed income distribution in developing
countries and taxpayers and tax authorities who cannot deal with complex tax laws, are related

differences.

6.5 MACROECONOMIC STABILITY IN THE SADC

From the discussion of economic disparities in the SADC discussed in chapter 5 (see table 5.2),
one may conclude that the SADC is not yet ready for further integration, especially monetary
unification. The need to set a uniform convergence procedure or accession criteria (linked to
price stability, deficit/debt standards, exchange rate and monetary mechanism and long-term
interest rates) for macroeconomic stability to improve economic growth, has therefore already
beenrecognised. As is the case prior to the EMU and the Excessive Deficit Procedure under the
EMU laid out in the Maastricht Treaty and budget directives (see appendix D), these
convergence criteria are globally recognised. Monetary policy is best entrusted to an
independent central bank with a mandate for price stability and/or inflation targeting. Its political
feasibility may, however, improve under decentralised fiscal systems (see Shah 1999). The

convergence procedures can therefore be seen as a contract with external enforcement, although

117 Atax handle represents any means by which governments are able to raise more revenue (eg VAT which is also known as a money-making
machine).
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voluntary compliance is applicable.

Punishment for noncompliance could be in the form of penalties; alternatively awareness should
be created amongst players that if they do not comply, their economies will be severely hurt.
However, convergence criteria such as those set by the EU (appendix D.1) may creafe incentives
for members to reach targets and in so doing improve their economic performances (see also
Jenkins & Thomas 1997; Hallerberg & Von Hagen 1998; Flint 2000). This has been the case in
other regional groupings such as MERCOSUR (De Mello 1999) as well as ECOWAS. The
importance of strong leadership should be recognised, and in this regard, it is advisable for the
SADC to utilise South Africa’s experience and resources to its advantage and not ignore it as a
dominant power. In order to formulate some criteria for the SADC, it is thus important to
evaluate to what extent the SADC has succeeded in reaching the criteria set by, say, the EU and
ECOWAS, which are representative of Africa but also similar to those set by the EU. The
convergence criteria set by ECOWAS are as follows:
Primary criteria:
(1) ratio of budget deficit (excluding grants/GDP [commitments base] less than or
equal to 4% by the year 2002)
2) inflation rate of 5% by 2003
3) central bank financing of budget deficit 10% of previous year’s tax revenue, and
compliance by member states by 2003
@) gross revenues that are greater than or equal to six months of imports

Secondary criteria:

¢)) prohibition of new domestic arrears and liquidation of all existing arrears

(2) the tax revenue/GDP ratio equal to or more than 20%

(3) wage bill/total tax revenue equal to or less than 35%

(4) the public investment/tax revenue ratio equal to or more than 20%

(5) the maintenance of real exchangé rate stability by each member, although the exact

rate will be determined in the context of the establishment of the ECOWAS exchange
rate mechanism |

(6) the maintenance of positive real interest rates by members

In the following sections, the SADC will be evaluated in terms of its macroeconomic indicators
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presented in table 6.5 as well as tax statistics collected and discussed in this and the previous
chapter. This evaluation will be done in accordance with criteria set by the EU and ECOWAS,; in
order to desig appropriate criteria for fiscal policy, and more specifically, tax criteria for a future
SADC. The evaluation will, however, differ from conventional ones in the sense that tax
competition and its implications for macroeconomic stability in the region will be taken into

account.

Table 6.5: Macroeconomic indicators for selected developing and developed regions

CENTRAL
CENTRAL
CP1 GOVERNMENT
AV ANNUAL GDP GOVERNMENT
INFLATION BUDGET
COUNTRIES GROWTH RATE, DEBT, % OF
RATE, 2000 BALANCE, %
1990-99 (2002-06) GDP, 1998
(2002) OF GDP, 1998
(2000)
(2002-06)
DEVELOPING
Argentina 3,2 -0,5 -1,5 56 (60)
Brazil 2.9 6,0 -5,8 (1990) 45 (50)
India 6,1 47 =52 -
South Africa 1,9 5.5 -2,6 (-1,8;2002) 5147
SADC average 3,6 (1994-2000) 62 (1999-2001) -3,5 (2000) 102 (2000)
DEVELOPED
Australia 4,13G,D 45024 1,9 (D 16,8
Canada 23028 2,702,D 2,2(1.9) 116,2 (104,9)
Switzerland 0,5(1,8) 1,6 (1,8) e ——
Us 34(3,6) 3,4 (4,6) 12,7 68,3 (58,8)
| Germany 1,5(1,8) - 19,6 -1,4 (-1,2) 63 (59,7
EU average (2,3) 232D o,DH 59

Source: OECD Projections (2000); The Economist (2002), World Bank (2001)

As pointed out in chapter 5, SADC member countries are unlikely to benefit significantly from
increased access to neighbouring economies while governments drain resources (crowding-out)
from the private sector. A whole range of goals conducive to SADC growth should therefore
rather be set: (1) the creation of macroeconomic stability; (2) fhe establishment of political
stability and improved governance; (3) the creation of institutions which ensure policy

irreversibility and a regulatory environment that limits private sector excesses, (4) the
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encouragement of private-sectbr enterprise; and (5) the development of human capital through
investment in education and health. These policies could also improve the environment for
private sector investment which is crucial to the creation of formal employment. The following
question can therefore be posed: Are these goals achievable? Table 6.5 gives an overview of a
few macroeconomic indicators, which are important in terms of taxation and therefore also fiscal
policy, for all developing and developed regions discussed in this study. A separate investigation
ofthese goals and hence the different macroeconomic indicators is important to find convergence
criteria uniquely designed for the SADC. To reiterate, the role of structural reform through
deeper economic integration has become essential, and integration as a cooperation device rather

than the expansion of trade or regional convergence should be emphasised.

6.5.1 Economic growth and inflation

Although the annual average growth performance of the SADC members picked up significantly
during the 1990s, the inflation rate estimated at an average of 62% for 1999 to 2001 is still a
pressing problem that is extreme in comparison with any of the other developing and developed
regions. Additional factors that merit consideration are the high debt burden and (the urgency of)
taking advantage of the renewed growth performance if the social costs of further price and debt

increases are not to be pushed up even further than the social benefits associated with growth.

Although the question of economic growth has not been optimally explored, it is considered to be
the best in years. This is especially true when the average GDP per capita, which is equals to

$1 617 per annum is taken into account, which also explains the huge inequities that still exist in
Southern Africa. However, these countries, like the EU, do not have 40 years to achieve their
goals. The expansion of growth which goes hand in hand with development, is urgent in order to
reduce poverty and alleviate unemployment in these regions. A well-designed tax system should
therefore facilitate growth in developing countries, and should include the following: (1)little or
no taxation on profits, in order to avoid discouraging entrepreneurship and risk taking; (2) little
or no taxation of undistributed profits in view of possible underdeveloped capital markets; (3)
taxes aimed at discouraging consumption, especially luxury consumption, relative to savings;

(4) little or no taxation of the poorest people, who need an adequate level of consumption to

enable them to be productive; (5) taxes that are stable and certain; and (6) taxes that are well
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administered, especially in the nonmonetised sector in order to encourage its incorporation into
the monetary economy (Bird 1992:47). Some of these issues were already discussed in the
previous chapter and although some of these goals, especially (1) and (2) may be overly
optimistic, they relate directly to the study at hand. In order to find a fiscal and therefore suitable
tax policy for the SADC, it is vital to once again summarise all the tax features relevant to

growth and to examine the implications of tax competition in this regard.

The SADC could also learn from the experience of developed economies. The EU, for instance,
has recognised that the economic disparities in the Union create a need to promote convergence
in income levels and living standards. This would require poorer member states to grow faster
than the average for the Union (appendices D.2 and D.3). Improving growth performance is
therefore a common goal in integration exercises in the developing and developed world. For
developing countries, however, the aim of integration has always been growth through
industrialisation (redistribution), that is structural change in all participating members, whereas
convergence in developed countries is more concerned with relative growth performance, that is,
for the poorer countries to grow more rapidly than the richer ones (ie redistribution through

growth) (McCarthy 1999:379).

It is realistic to assume that developing countries, and more specifically the SADC members will,
with increased development, attach greater importance to individual income taxes and also
commodity taxes such as VAT. Experience has shown that capital becomes much more mobile
with development. The burden on PITs and VAT in the last instance then becomes the
compensating sources of revenue. In order to keep, the wealthier individual in particular, from
avoiding or evading a heavier tax burden it is imperative to make marginal income tax rates more
competitive in comparison with other countries. Marginal income tax rates in the SADC are
already high in comparison with international standards and increases in these rates could harm

savings and investment ratios.

The average share of capital income taxes already carries a significant weight (31,3%) in the
SADC and leaves some room for adjustment when compared with the EU average (41,6%) as
well as subnational shares in Argentina, Brazil and India. This is the case because the CT burden

is being kept artificially low through tax incentives with high PIT burdens. The worldwide
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tendency is also in line with keeping the corporate tax burden as low as possible in order to
attract more active or fixed capital and even zero-rate some withholding taxes on foreign interest
income (see table 4.2). The belief is that capital income taxes, especially those on interest
income, are “disappearing” because the implementation of the residence principle on interest
income has become ultra burdensome with cooperation between governments not always
forthcoming. This applies even more so to SADC members because a significant part of these.
countries, with the exception of South Africa and Mauritius, do not have the necessary double

taxation agreements that necessitate the exchange of information.

The need for the negotiation of DT As accompanied by tax sparing arrangements has to be re-
emphasised. These member governments therefore realise the need to attract capital which is
evident from the numerous tax incentives provided in terms of export processing zones (EPZ)
and foreign investors (table 6.1). The effective tax burden in the SADC therefore requires
adjustment, and whilst CT revenues are still considered the most important source of revenue,
capital income tax revenues could also be increased significantly through the coordinatition of
tax incentives (if applied at all). This is possible because, as already observed, these incentives
have attracted an ignorant share of world investment to Southern Africa. The harmonisation of
rates to lower ones will then in future also be possible without losing any revenues. A
disconcerting feature relates to the fact that in some SADC countries, notably South Africa and
ZimbabWe, the shift from CTs to PITs has only taken place because of an overal] reliance on
corporate taxes to individual taxes. With labour becoming more mobile, especially skilled
labour from developing countries (World Bank 2000) and general consumption taxes becoming
the fastest growing revenue sources worldwide, it is almost a sure thing that individual income
taxes as a revenue source will also decline in importance in the future. To reiteraté, the tax base,

that is the poor, will not be able to carry the extra burden.

Assuming that the SADC governments have already decided on the relevant balances between
capital income and commodity taxation, the average share of sales taxes and excise taxes in the
SADC is still relatively low (fig 5.2) in comparison with the EU average (fig 4.2) and also the
subnational governments’ share of the federations discussed in this and the previous chapter.
Although India’s subnational share seems high, the central government still tends to undermine

these authorities’ rights and to exercise too much control over these resources (see appendix E).



248

The subnational share of these taxes for India is also much higher than in mature federations such

as Canada and the US (see fig 4.2).

In terms of commodity taxes, SADC members have already started adjusting their tax systems,
most of them changing over to VAT systems. Inthis case it has to be emphasised that a country
should not switch over to a VAT system simply to please the rest of the community. A
destination-based VAT system with competitive rates and/or a national clearing mechanism
could provide the necessary answer. The EU example can serve the SADC region well in the
sense that its success has been proven. For the SADC, a central revenue authority (possibly
referred to as the “CRA”) with assistance from, say, successful member authorities such as
SARS is a definite prerequisite. A well-developed administrative device or advice network
should therefore be in place but also utilised optimally by members. A country witha VAT that
is deemed to be too high could accede to the provisions of a harmonisation process by lowering
its VAT and raising other domestic taxes with no tmpact on its own citizens and those of other
regions. A VAT can therefore also be a useful tool in comparing competitiveness between
countries (see Razin & Slemrod 1990). Keeping all tax rates competitive,’ while raising the
necessary revenue, is therefore essential. All of the points discussed in terms of taxation can

therefore be growth-enhancing.

To establish a high degree of price stability according to the EU convergence criteria (observed
from the preceding 12-month period), price stability should not be more than 1,5 percentage
points above that of (at most) the performance of the three best members. When observing table
5.1, which spans a seven-year period, Mozambique, Seychelles and South Africa were the best
performers. One can immediately see that the majority of the members fall outside the range of
1,5% and that either a revision of the criteria for the region or some kind of intervention is
necessary. Even in terms of the ECOWAS criteria, where the inflation rate is less flexible and is
set at 5% by the year 2003, a significant number of the members still fall outside the objective.
In terms of inflation, it is therefore suggested that the utilisation of automatic stabilisers instead
of discretionary fiscal policy should be sufficient enough to recover economic balance or
equilibrium. In this regard, enough theoretical proof exists to support the view that monetary
policy should rather Be used as stabilisation instrument and that fiscal policy should be left to its

main countercyclical impact (Wren-Lewis 2000).



249

6.5.2 Government deficit and debt

With higher tax revenue returns, higher amounts could be made available for public spending in
terms of infrastructure and/or social services such as education and health. On the other hand,
fiscal deficits could be reduced or government savings could be expanded. When both the
government deficit and debt as ratios of the GDP, -3,5% and 102% respectively, are compared to
the ratios of other countries, it is clear that there is definite scope for further fiscal consolidation
in the SADC. The EU criteria suggest a government deficit of no more than 3% (including
grants) of the GDP and government debt no more than 60% of the GDP under normal
circumstances. The ECOWAS criterion is 4% (excluding grants) by 2002. Concerning both the
EU and ECOWAS criteria for deficits, the SADC is much more in line with these targets and this
also seems to be realistic for future utilisation. The debt situation could, however, become
problematic if it is not kept within certain limits. It is not necessarily the level of debt that could
be problematic but the servicing of this debt which could get out of hand. A large number of
developed countries have much larger debt burdens than those in the SADC, but these countries
are still a position to service their debt. Argentina is a classic example of a developing country
that defaulted on its debt in 2001. The expectation is that unless the government is able to
restructure and agree on new revenue arrangements with its provinces, the benefits of the IMF

loans will be short-lived, triggering a full-blown emerging-market crisis (The Economist 2002).

One should bear in mind that most SADC countries, like Argentina and Brazil, are highly
indebted, with others moderately and less indebted. It is important for these countries’
governments to reduce dissaving. The golden rule should therefore be to utilise government debt
only for the financing of capital expenditures (ie public investment projects). Any other

government expenditure (ie current expenditure) should be financed from taxes.

6.5.3 Macroeconomic convergence criteria for the SADC

The largest countries in terms of population size (the DRC, South Africa and Tanzania) are
expected to be net contributors to a future SADC budget, and also have most of the voting rights
(economic union). As such, they, like EU members such as France, Germany and the UK, carry
most of the’weight in terms of economic and political issues. As earlier mentioned, however,

most of the economies in the SADC (the DRC included) are highly indebted (table 5.1) and
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convergence criteria could motivate these governments to find solutions to various types of

problems. The SADC treaty provides for an ultimate harmonisation of political and

socioeconomic policies, and in this regard, an internal CM is best preserved by constitutional
guarantees (Shah 1995). The SADC, transforming into a CM, would therefore have to decide on
the degree of tax diversity (tax competition) preserving tax sovereignty for its members such as
the Maastricht Treaty in the EU, or tax neutrality that entails a higher degree of coordination such
as the Single European Act inthe EU. Economic disparities that persist within the SADC could,
however, involve “compensation” in the form of higher social spending for less prosperous
countries. It is therefore essential to formulate criteria to which the SADC members can comply,
and which are uniquely designed for this region. The following criteria have therefore been
designed to include important macroeconomic variables in respect of fiscal and thus tax policy,
but are a well-balanced mixture of the suggested criteria for the EU and ECOWAS:

Primary criteria:

g)) A long-term economic growth rate of at least 1 percentage point above the three best
performing members should be pursued under natural conditions and at all times.

(2) The achievement of a long-term price stability and therefore inflation targeting is left
mainly in the hands of a central monetary authority (possibly known as the CMA).
Fiscal and tax policy should support this and a maximum band of 2,0 percentage points
above the inflation or CPI rate of the three best-performing members (observed over the
previous 18-month period) should be allowed.

3) A government deficit no larger than 4% (including grants) and a government debt not
exceeding 70% should be allowed.

Secondary criteria;

(D The total tax revenue/GDP ratio should be equal to or more than 20%.

2) Corporate tax/total tax revenue should be equal to or more than 35% and corporate tax
rates should not exceed a level of 35% to remain internationally competitive.

3) Tax incentives should be kept at an absolute minimum, and if granted, they should be
better coordinated to ensure that effective tax rates do not decrease to the least common
denominator.

G A well-administered and well-designed VAT system that is sufficiently competitive and
raising enough revenue should be in place. '

(5) Interest on debt/social services should be kept at a level not exceeding 20% of total
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government expenditure (see fig 6.2).

(6) Wages and salaries/total government expenditure should be kept at a level not exceeding
10%.
) Government dissaving should be kept at a minimum in line with those levels in

developed countries to also ensure a higher rate of public investment.

Obviously the above-mentioned criteria should be seen merely as guidelines because they do not
include all the macroeconomic variables that could be utilised, for example, exchange rates and

interest rates. Only the applicable ones in terms of fiscal policy were included.
6.6 UNRESOLVED ISSUES INCLUDING INSTITUTIONAL DESIGN

In the following section, unresolved issues which could affect the convergence criteria but that
could also turn tax competition into a dilemma are discussed in more detail. War-torn countries
such as Angola and the DRC could have a profound effect on the success of the convergence
criteria outlined. The DRC, which was one of the wealthiest countries in Africa because of its
vast mineral wealth is being plundered by its neighbours — Burundi, Rwanda and Uganda (UN,
2001). By trading arms for Congo’s natural resources, a number of corporations are involved in
fuelling the conflict that involves five African countries: Angola, Namibia and Zimbabwe are
backing Kinshasa’s forces against a rebel onslaught aided by Rwanda and Uganda. The

consequences of illegal exploitation of Congo’s resources are twofold.

Firstly, huge sums of money have been made available to the Rwandan Patriotic Army (RPA)
and the individual enrichment of top Ugandan military commanders and civilians has been
observed. Secondly, the emergence of illegal networks headed either by top military officers
and/or businesspeople, especially from Belgian corporations has been traced. The DRC was
once a Belgian colony. These two elements seemingly form the basis of the link between the
exploitation of natural resources and the ongoging war. It is further argued that the latest conflict
in the Congo has become mainly about “access, control and trade of five key mineral resources”.
These resources are: coltan, diamonds, gold, cobalt and copper. The country’s wealth is
therefore attractive and hard to resist in terms of “lawlessness and the weakness of the central

authority”. Unfortunately, heads of state such as President Kagame (Rwanda) and President
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Museveni (Uganda) are pinpointed in this lawlessness and are “on the verge of becoming the
godfathers of the illegal exploitation of natural resources and the continuation of the conflict in
Congo” (UN, 2001). Illegal cartels therefore thrive in this fragile and sensitive environment. In
this instance, the valuable tax revenues of the DRC are actually “stolen” by neighbouring

countries and could have snowballing effects for all parties involved.

As discussed in chapter 2, as long as the above cartels or the Mafia are not too “strong” and the
demand is not too elastic, the government’s optimal tax rate and revenue in equilibrium are
higher when the Mafia is present. This could also partly explain the relatively timid efforts of
some governments with weak tax administrations (the DRC in this case) to fight organised crime.
It has been shown that even if these cartels become “stronger”, the government’s optimal tax
rate does not change and its revenue declines only to the extent that Mafia taxation reduces
overall sales. The DRC government may therefore not be too eagef to fight these illegal cartels,
especially in the wake of receiving weapons. However, when these cartels become sufficiently
strong (with heads of state of Rwanda and Uganda involved) and are able to raise their tax rate
on above-ground transactions, competition between the government and Mafia for above-ground
tax revenues becomes a zero-sum game. Here, the DRC government’s incentives to combat

these cartels may become stronger, especially if the war could be halted effectively.

Another issue, that relates more to tax competition, should be kept in mind, namely the principle
of taxation maintained in the member countries. Only four countries (Botswana, the DRC, South
Africa and Tanzania) are on the residence principle. All ofthese countries, with the exception of
Botswana, are also the largest in terms of population size. Although nonresidents are normally
still taxed on their source income, strategies such as a zero percent tax (or withholding tax) on
interest income of nonresidents, could lead to a higher degree of tax competition
{noncooperation) between the other countries that are on a source principle of taxation. These
countries could have a limited ability or be less willing to offer more tax incentives but could feel
compelled to do so. The dominant strategy here would then compare well with the classical
example of the “prisoner’s dilemma” (sec 2.4) where all of the countries defect, and all of them
pursue beggar-thy-neighbour policies and collect lower tax revenues as a result. It is obvious
that these countries cannot afford to lose more revenue, especially with tax bases too narrow in

some instances (sec 5.4) and high government deficits in others (table 5.1). A limited amount of
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tax competition could hold political advantages and force governments to become more efficient,
that is a natural process of tax convergence with limited governmental growth. More sub-
Saharan countries have, however, proven themselves to be corrupt with overspending becoming
more frequently the order of the day. They have therefore failed to become more efficient
(World Bank 2001). In the latter case, South Africa’s future role could become even more

important.

South Africa already seems to be playing an important role with the Tax Subcommittee on tax
coordination situated at the NTSA (sec 6.2). South Africa’s taxation authorities (SARS) and tax
policies (NTSA) could become decisive for future tax planning in the region, including issues
such as tax compliance. Although South Africa’s téx policies are far from perfect, it has the
advantage of a close working relationship with the BNLS countries within the SACU framework.
All of these countries are implementing the destination principle in terms of VAT. The
implementation of the residence principle in South Africa as well as in the DRC and Tanzania s,
however, questionable and at this stage not recommendable for the BNLS countries and the rest

of the SADC members which are on the source principle.

McCarthy (1999) argues that polarised development of South Africa through the SADC FTA
does not necessarily mean that the less-developed SADC countries will therefore have to be
compensated or that interventionist industrial policies will have to be designed for the region.
All factors discussed in section 6.3.1.1 such as a struggling South African economy in terms of
unempléyment and poverty, lower wage costs and lower tariffs in the SADC against those in
South Africa; and cross-border investments from South Africa into the SADC, can be seen as
counterforces at work to reach a balance or convergence of some kind for all parties involved.
Lower tariffs or lower tax rates in general may therefore lead to a higher degree of capital
movement between the SADC countries and South Africa in particular, resembling Tiebout-type

of competition.

Further measures or balancing forces may be needed to counter the aspects of tax competition
that could become harmful, say, SADC member countries lowering tax rates to the least common
denominator as an answer to the different tax packages offered. One may, however, expect tax

burdens, especially in the short run, to become more expansive in commodity taxation (excises
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and VAT), that is, the less mobile tax base. This is the exact opposite of the normal tax
competition phenomenon in which tax rates are forced downwards. Anupward convergence of
commodity tax rates is therefore to be expected in the face of industrial development and revenue
losses associated with the formation of the FTA/CU that still has to take effect in most SADC

countries.

The South African economy is the exception, but with individuals and corporations becoming
more mobile, commodity tax rates would have to finance reductions in income tax revenue. A
downward convergence is therefore still to be expected in terms of capital income taxation in the
region, because the attraction of direct capital will become more significant in future. It is here
that the coordination of tax incentives will become vital in order to raise the necessary revenue.
Inthese cases, South Africa as the dominant economy, could become the “Stackelberg” leader in
the region, directing goods and services, labour and capital flows through its tax policy in the
SADC. South Africa is already fulfilling a si’gniﬁcant role in the SADC, and other SADC
countries could take advantage of this in terms of tax advice and tax planning. Calitz (2000:10)
argues that with fiscal policy increasingly becoming a function of international and regional
cooperation, “the country with the stronger and healthier economy has an advantage in

influencing the outcome of the process of cooperative decision-making”.

The alternative measure to South Africa becoming the directive party in the SADC could be to
form a core group comprising the strongest economies or the economies with the lowest external
debt and/or highest per capita income. Whatever the outcome, the importance of cooperation as
opposed to defection, has to be emphasised to avoid the process of integration becoming a debate
over power sharing. In the most recent treaty signed in 2000 in the EU, the Treaty of Nice, it
became a debate between France, Germany (also involving the rights of Germany’s states) and
the UK over voting rights (Von Kyaw 2001:33-37). The EU has been characterised by a general
reluctance to deepen fiscal federalism leaving the Union with a small number of VAT revenues,
no power to tax and to compensate those members because of intensified integration. The
members’ sovereignty has been more important and has dominated the tax scene. Although
progress has been made in VAT harmonisation, little progress has been made in the area of

capital income taxes (ch 4).
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The EU experience cautions the SADC region that a more forceful approach to coordination
could be needed both for commodity tax (excise duties and VAT) and capital income tax
systems. This could entail SADC members sacrificing their sovereignty to a certain degree in
order to provide a supranational authority with more power in terms of specifically fiscal policy.
Although VAT rates may converge upwards with the possibility of a maximum rate needed in
future, VAT systems will probably operate on a destination basis. This in itself could provide the
region with tax neutrality and therefore prevent tax differentials in whatever direction.
Regarding capital income tax systems, tax policy coordination is urgently needed. Globalisation
will affect the region to a greater extent in the future, particularly as the region becomes more
integrated and open to the rest of the world, factors of production become more mobile, and the
emergence of financial innovation and information technology becomes more accessible. Tax
competition will become a factor to be reckoned with and coordination will be essential in

specific areas of taxation.

To summarise, these areas include a more comprehensive and targeted approach in terms of
macroeconomic convergence; setting a maximum length for tax holidays, including the relative
emphasis on wthholding tax and corporate income tax incentives as well as the negotiation of
tax-sparing agreements with major capital-exporting countries; limits to accelerated depreciation;
the level and scope of application of investment credits and the negotiation of double taxation
treaties especially between SADC members. Inall of these decisions, SADC countries will have
to select the right type of capital income tax system, ie classical or full integration [imputation],
and the principle of taxation (ie residence or source principle). In this last instance, the normal
recommendation is that developing countries should utilise a more integrated approach in terms

of corporate and personal income taxes with the divergence between rates as small as possible.

In South Africa, the Katz Commission (1994:175-177) for example, investigated the STC option
and concluded that “it has become desirable to consider better ways to achieve its objectives”. It
was argued that an imputation system could be implemented but that this complex system could
only be considered once a restructured tax administration was functioning effectively. South
Africa’s switch to a residence principle of taxation is, however, questionable and not to be
recommended at this stage for the rest of the SADC. Sinn (1987) argues that the combination of

the source principle, immediate depreciation and the destination principle would lead to robust
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neutrality in corporate taxation for developing countries. Although a source-based tax similar to
that of a CBIT could represent the ideal solution, international taxation is based on net income.
The double taxation of dividends and the effective exemption of interest income would be

avoided because it would be taxed at corporate level (sec 3.4).

The design of future capital income tax systems in the SADC will therefore have to be

cooperative, especially in terms of information sharing regarding most mobile sources of revenue

(passive income). These systems will also have to make provision for tax discrimination

between residents and nonresidents (differing withholding taxes) as well as debt and equity (thin

capitalisation). Inthe long term, a minimum CT/PIT rate might even have to be considered. The

outcome of tax competition on an international level with the possibility of a “World Tax

Organisation” is, however, not a clear-cut arena and any further recommendations would be

premature at this stage. Ultimately, four issues should also enjoy attention in the SADC

concerning tax coordination, as identified in chapter 3:

(D adequate provision of public services (by foreclosing free riding and shirking)

2) fair interpersonal distribution of the tax burden as well as a fair intergovernmental
distribution of tax bases

(3) locational tax neutrality

4 permitting fiscal diversity

The adoption of a source-based capital income tax should provide the necessary fiscal diversity
whilst a destination-based commodity tax will provide the necessary tax neutrality. Point (1),
especially a fair interpersonal distribution of the tax burden, and (2) could become problematic if
beggar-thy-neighbour policies are pursued via capital income tax measures such as the

coordination of tax incentives.

As shown in section 5.2 and previous sections in this chapter, tax competition could become a
reality to be reckoned with in a future SADC. The role of South Africa in this process has been
recognised and although compensation for less developed economies in the region may not be
needed, one economy alone would not be able to cover all inequities in the region. A few
recommendations which are mostly more appealing at a national than a supranational level, can

benefit a future SADC. Without these measures, which generally concern institutional design,
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the convergence criteria exercise could prove to be a failure. The following recommendations

are included:

QY

@

3)

The World Bank (2000) emphasises rules-based regimes in terms of trade, investment,
and other policies including collaboration between local communities and government
as seen in China, which could considerably reduce risks generally associated with a
developing region. Fiscal rules accompanied by overarching or “gatekeeper”
intergovernmental councils/committees provide a useful framework for fiscal discipline
and fiscal policy coordination.

To ensure voluntary compliance, an appropriate institutional framework should be
developed. Governance criteria such as those observed in the EU and other mature
federations, namely transparency of budgetary processes and institutions and the
accountability to electorates and general availability of comparative data on fiscal
positions of all levels of government, should also be included. Governance criteria are
often limited in federations in Latin America and Asia with detrimental effects (see
appendix 4). Multiyear fiscal planning such as the Medium Term Expenditure
Framework (MTEF) with detailed documentation, for instance, the Intergovernmental
Fiscal Review and National Expenditure Survey of South Africa is a case in point.
These measures, together with convergence criteria, can strengthen fiscal discipline not
only in regional groupings but also in federations. A limited degree of tax competition
within a broader framework of tax coordination could even enhance fiscal discipline.
As countries become more decentralised, for instance South Africa, it could become
more difficult to cémply with deficit/debt standards, especially if subnational
governments have substantial taxing and borrowing powers. The measures mentioned
could, however, assist these countries to reduce commons problems that might arise (sec
3.5).

Societal norms and consensus on the roles of various levels of government and limits to
their authorities are vital for the success of decentralised decision making. In their
absence, direct national or even supranational controls might not work and
intergovernmental gaming leads to dysfunctional constitutions.  Some kind of
horizontal equalisation, as often seen in the more mature federations (sec 4.2), could
therefore become important. This is particularly significant in respect of tax-sharing

arrangements such as those present in Germany. These are often also suggested as a
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solution for developing countries. Two types of solutions can be used in a future SADC
to avoid a forced downward convergence of tax rates and prevent members from
keeping their commitments in terms of expenditures. Firstly, throughout the years (from
1873 onwards) the German national government required the states to transfer
increasing amounts of revenue to the centre (the upward-funding approach). The
transfers affected all of the states in similar ways, and they had to increase revenues. If
the SADC members are externally constrained by a supranational authority to raise a
given amount of revenue, this could affect the “defection” level of tax collection within
a prisoner’s dilemma scenario so that the “floor” level of supranational expenditures is
relatively high. Secondly, in future, SADC members could transfer taxes on the most
mobile factors to a supranational authority (ie the tax-sharing option). At present, the
German national government collects all income taxes and then redistributes them back
to the states. Ifthe transfers are sufficiently large, states can maintain higher levels of
social spending and only the ultimate source of the funds will change. Consequently
most German states no longer compete with one another for mobile factors with
differing income tax rates.

Intergovernmental transfers, if needed, in developing countries (eg Argentina, Brazil
and India) tend to undermine fiscal discipline and accountability while building transfer
dependencies which cause a slow economic strangulation of fiscally disadvantaged
regions. However, intergovernmental transfers that are properly designed can enhance
competition for the supply of public services, fiscal harmonisation, subnational
accountability and regional equity (see sec 3.5). Substantial theoretical and empirical
guidance on the design of these transfers should therefore be available (see sec 3.5).
A periodic review of jurisdictional assignments is essential to realign responsibilities
with changing economic and political realities. With globalisation and localisation, the
direct role of national governments and supranational governments in stabilisation and
macroeconomic control is likely to diminish over time, but their role in coordination and
oversight will increase as subnational governments assume enhanced roles in these
areas. Constitutional and legal systems and institutions should be amenable to timely
adjustments to adapt to changing circumstances (Shah 1999).

Governments at all levels must face the financial consequences of their decisions to

ensure fiscal discipline. This is possible if the national government does not cover state
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and local debt, and the central bank does not act as a lender of last resort to national

governments.

As pointed out in section 2.2, tax competition can be regarded as efficiency enhancing only if
Pareto efficiency is obtained. Pareto efficiency is possible only via decentralised market
mechanisms. The welfare gains from tax competition are, however, not always that obvious and
South Africa’s continued tax reform efforts (including those of the SADC region) should
therefore include definite coordination efforts as discussed in this chapter. In the light of wide
regarding structural problems such as poverty and unemployment, the taxation of factors of
production (especially the most mobile ones such as capital) should always involve a
preservation of business in order to avoid a decrease in the productivity of employment of labour.
Lower taxes can mean sub-optimal expenditures and hence the underprovision of services.
Externalities or spillovers therefore entail costs and benefits and which should always be taken
into account. Cross-border migration in the SADC could lead to an increased tax base as well as
greater demand for public services and increased congestion, for instance, on roads and in parks.
Excessive concentration stemming from urbanisation is already being experienced in
metropolitan areas of South Africa, and tax competition could definitely exacerbate the situation
if it 1s not monitored regularly. A more coordinated approach to taxation and therefore fiscal

cooperation, in developing countries, is thus emphasised in this study.

6.7 CONCLUSION

s

The first section of chapter 6 investigated capital income taxation in more detail with specific
reference to the SADC region. The second section extended the analysis into a realistic stream
with specific emphasis on investment flows and patterns in Southern Africa. The last section
concluded with a comprehensive overview of global taxation and key macroeconomic factors in

order to find workable convergence criteria for the SADC region.

Inthis chapter it was concluded that Southern Africa needs a more coordinated approach in terms
of taxation and therefore fiscal cooperation in especially developing countries is emphasized. An
overarching supranational body, for example SARS or a newly created independent body, will

therefore have to be established to enforce this cooperation between members. As discussed in
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previous chapters, economic integration in Southern Africa is not necessarily for the purpose of
the improvement of trade and development, but rather for the establishment of sound

macroeconomic objectives in Jine with the process of tax competition.

Macroeconomic conizergence criteria are designed with future utilisation as objective and the
correct mix of taxes in terms of commodity and capital-income taxes are again emphasised. The
reduction of tax incentives in the wake of the non-attraction of FDIs in Africa, and the coherence
and suitability of tax principles should therefore secure future government revenue. Quality
rather than quantity incentives should rather be offered - otherwise Southern Africa may soon
find itself in a predicament where capital-income or corporate taxes are “disappearing” as
mentioned in chapter 2. With macroeconomic stability in the region, future investment ought to

flow automatically to the region.
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CHAPTER 7
CONCLUSIONS AND RESEARCH IMPLICATIONS

7.1 RESULTS

In reaching the final stage of this study, it is not only the main theme itself but also various
additional factors that should be taken into account. These remarks are therefore summaries but
also draw various conclusions. In a theoretical context, the purpose of this study can therefore be
explained as the evaluation of tax competition with special emphasis on commodity and capital-
income taxes. Tax competition, however, forms part of a broader fiscal and therefore
macroeconomic policy, and includes the welfare effects of one country’s tax policy when goods
and/or factors of production are traded internationally. It therefore entails government
manipulating various tax instruments on the same or a horizontal level but also on different or
vertical levels to adjust their tax rates or reconsider their tax systems (especially tax bases), in
order to attract mobile factors of production from other regions, and/or to reach specific target
variables. These targets or goals specifically include economic growth, price stability, public

deficit and debt targets.

7.1.2  Tax competition and coordination

Uninterrupted tax competition does not always provide the preferred solution. This is the
conclusive argument that has been propagated throughout this study with the emphasis on
coordination and cooperation. A complex pattern of coordination is therefore required and
highly dependent on the context in which it is pursued. Tax coordination may, for example,
depend on the competitiveness of the market in question and the developmental status of the
region involved. Tax harmonisation (including uniformity) therefore remains within the realms
of a country’s most preferred tax policy, followed within specific macroeconomic circumstances.
The above arguments cannot be accepted without further investigation — hence the need for a
clear understanding of both the theory and the practical circumstances involved. That is why
three chapters, namely 4, 5 and 6, included an investigation of both tax competition and

coordination in praciice, as opposed to the theoretical discussions in chapters 2 and 3.
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7.1.2.1 Industrialised regions such as the EU

The main aim of chapter 4 was to investigate the different tax practices, specifically tax
competition and coordination regarding commodity taxation and capital income taxation in the
EU and the five largest OECD federations, viz. Australia, Canada, Germany (an EU member),
Switzerland and the US.

It was argued that a greater degree of power or discretion for supra-national authorities in the EU
could solve various problems, such as information asymmetries and time lags in decisionmaking,
This, however, appeared inconceivable with EU members “preserving” their fiscal sovereignty
through the Maastricht Treaty. For instance, a higher degree of power may be needed in the case
of VAT, especially if it transforms into the proposed origin-based VAT with national accounts
clearing. This proposal also ties in with a broadening of the tax base, that is, VAT on
consumption, as well as investment goods (which are currently excluded). Although the current
destination-based (credit) VAT system is operating fairly smoothly, it is not without problems. It
also seems unlikely that EU members will adopt the proposed origin-based VAT, while the
issues of acceding members remain unresolved. The proposed origin-based system could further
exacerbate problems, especially if the system is not correctly applied and rates are not
harmonised. Tax competition has, however, been addressed through the setting of minimum

rates in the EU.

It was suggested that tax coordination concerning capital income taxation in the EU could follow
the VAT example, in which internal, as well as external neutrality (ie a restricted source
principle) was suggested. Although an adoption of a source-based (gross) CBIT could
essentially address double taxation of dividends and problems in the exemption of interest on
debt, it is questionable whether this type of tax with tax credit provisions will be adopted
unilaterally. A renegotiation of tax treaties (sec 3.4.1.7) would be needed, although the problem
could also be adequately solved through an international tax association that could assist in
information problems (residence principle) and thus serve the needs of both developing and
developed countries. It was concluded that an integrated approach to tax competition and
coordination within a fiscal framework could provide a viable solution. In future, the EU will

therefore need a more active or discretionary role for supra-national authorities, as well as an
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effective long-term allocative, redistribution and stabilisation tool of resources.

7.1.2.2 Commodity and capital-income taxation

Chapters 5 and 6 extended the analysis to different experiences of the developing world with the
focus on Southern Africa. Issues concerning tax competition, especially regarding commodity
and capital income taxes within the more “developed” federations, such as Brazil, Argentina and
India, were therefore compared with the situation in the SADC. The degree of tax competition
was discussed extensively within a futuristic framework. Because developing countries differ
profoundly from developed countries, especially in a macroeconomic sense, it was essential to
analyse the consequences of tax competition within this framework. Future issues such as fiscal
allocation, redistribution and macroeconomic convergence and stability in Southern Africa in

particular, were therefore also included in the discussion.

It was emphasised that the South African economy is an exception mainly because of'its relative
size within the SADC. Howéver, this should be regarded as an advantage in the region. The
South African economy has already made significant contributions in terms of exports and
imports in the region, and one can therefore expect that although compensation for lost revenue
in terms of tariffs might be needed in the shorter term, a range of benefits from an expansion of
foreign trade over the longer term would make the SADC economies less dependent on South
Africa. A continuous process of trade liberalisation exercised with caution could therefore be
beneficial but strategies such as tax competition (including profit-shifting) would have to be
taken into account especially from other regions such as Asia, which dominate trade in the
developing world. This also includes effective coinmodity tax competition and/or coordination
in a future SADC as pointed out in section 5.4.3. Issues emphasised in section 5.4.3 included the
following: (1) although not always administratively feasible, the destination principle could
secure most of the neutrality needed in a region that is in a process of trade liberalisation; (2)
directly linked to (1), the adoption of a national accounts clearance mechanism operated by
SARS or an agreed upon independent revenue authority would be advisable with further
integration; (3) governments could consider adopting permissible tax rate “bands” for VATs or
minimum rates; although (4) a degree of flexibility (applied with caution) could drive a

“healthy”, export-oriented competitive process with automatic harmonisation.
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The study concluded that a significant and sustained tightening was needed in terms of fiscal
policy and that in most SADC countries the fiscal position was incompatible with either
unilateral or regional trade liberalisation. Most SADC members would therefore have to take
action to restore internal balance, although countries such as Botswana, Lesotho, Mauritius,
Namibia, Swaziland and Seychelles were already showing signs that further trade liberalisation
would be to their advantage. Despite the fact that countries such as Malawi, Mozambique,
Zambia and Zimbabwe could lose in terms of revenue, broadened tax bases, improved tax
compliance and rate increases of especially commodity taxes could significantly alleviate the
problem. In addition, the need for convergence criteria in a future SADC region should be
recognised, while creating incentives for members to reach targets and in so doing improve their
economic performances. The importance of strong leadership was also recognised and in this
regard it was advisable for the SADC to rather utilise South Africa’s experience and resources to

its advantage.

In terms of investment, and in this regard, capital income taxation, a few areas of importance
were identified in chapter 6: (1) a more comprehensive and targeted approach in terms of
macroeconomic convergence should be followed; (2) the setting of maximum lengths for tax
holidays, emphasising withholding taxes and corporate income tax incentives, as well as the
negotiation of tax-sparing agreements with major capital-exporting countries; (3) the setting of
limits to accelerated depreciation; (4) the level and scope of the application of investment credits
should be revised and double taxation treaties especially between SADC members in particular
should be negotiated. The right type of capital income tax system, ie classical or full integration
[imputation], and the principle of taxation (ie residence or source principle) should also be
decided on by SADC members. Inthe last instance, the normal recommendation maintains that
developing countries should utilise a more integrated approach in terms of corporate and personal

income taxes with the divergence between rates as small as possible.

To summarise, the need for structural reform in Southern Africa has become more urgent than
the advantages arising from a higher degree of regional integration in terms of both trade and
investment. Macroeconomic convergence criteria should therefore be designed with future
utilisation as an objective, and the correct mix of taxes in terms of commodity and capital income

taxes is again emphasised. The reduction of tax incentives in the wake of the non-attraction of
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FDIs in Africa, and the coherence and suitability of tax principles should thus secure future
government revenue. Quality rather than quantity incentives should be offered - otherwise
‘Southern Africa may soon find itself in a predicament where capital income or corporate taxes
are “disappearing” as mentioned in chapter 2. With macroeconomic stability in place as a

condition, future investment should flow to the region.

7.1.2.3 Macroeconomic stability in Southern Africa

The SADC economies are highly indebted and impoverished and convergence criteria could
motivate these governments to find solutions to various types of problems. The SADC treaty
provides for the ultimate harmonisation of political and socioeconomic policies, and in this
regard, an internal CM could be best preserved by constitutional guarantees. The need for a
supra-national authori{y and a more coordinated approach has already been recognised. The
SADC, transforming into a CM, would therefore have to decide on the degree of tax diversity
(tax competition) preserving tax sovereignty for its members such as the Maastricht Treaty in the
EU, or tax neutrality which entails a higher degree of coordination such as the Single European
Act in the EU. Economic disparities that persist within the SADC could, however, involve
“compensation” in the form of higher social spending for less prosperous countries. It is
therefore essential to formulate criteria with which the SADC members can comply and that are
uniquely designed for this region. The following criteria are therefore formulated in an effort to
include important macroeconomic variables in terms of fiscal and therefore tax policy as well as
a well-balanced mix of the suggested criteria for the EU and ECOWAS:
Primary criteria:
(O A long-term economic growth rate of at least 1 percentage point above the three best
performing members should be pursued under natural conditions and at all times.
2) The achievement of a long-term price stability and hence inflation targeting is left
mainly in the hands of a central monetary authority (possibly known as the CMA).
Fiscal and tax policy should support this and a maximum band of 2,0 percentage points
above the inflation or CPI rate of the three best-performing members (observed over the
previous 18-month period) should be allowed.
(3) A government deficit no more than 4% (including grants) and a government debt of no

more than 70% should be allowed.
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Other considerations:

(D
)

()

4)

(5)

(6)

(7

Total tax revenue/GDP ratio should be equal to or more than 20%.

Corporate tax/total tax revenue should be equal to or more than 35% and corporate tax
rates should not exceed a level of 35% to remain internationally competitive.

Tax incentives should kept at an absolute minimum, and if granted, this should be in a
more coordinated way to ensure that effective tax rates do not decrease to the least
common denominator.

A well-administered and well-designed VAT system that is sufficiently competitive and
raises enough revenue should be in place.

Interest on debt/social services should be kept at a level no higher than 20% of total
government expenditure (see fig 6.2).

Wages and salaries/total government expenditure should be kept at a level no higher
than 10%.

Government dissaving should be kept at a minimum in line with the levels in developed

countries to also ensure a higher rate of public investment.

Obviously the above-mentioned criteria should be seen as a guide to in policy making and do not

include all the macroeconomic variables that could be utilised, for example, exchange rates and

interest rates. Only the applicable ones, in terms of fiscal policy, were included. Besides

convergence criteria, a number of recommendations which are generally more appealing at a

national than a supranational level, could also benefit a future SADC. These are as follows:

(D

@

€)

A rules-based regime in terms of trade, investment, and other/policies including
collaboration between local communities and government should be in place. This
approach includes fiscal rules accompanied by overarching or ‘“gatekeeper”
intergovernmental councils/committees that could provide a useful framework for fiscal
discipline and fiscal policy coordination,

An appropriate institutional framework must be developed to ensure voluntary
compliance. Governance criteria, such as transparency of budgetary processes and
institutions, accountability to electorates and general availability of comparative data on
fiscal positions at all levels of government, should be included.

Societal norms and consensus on the roles of various levels of government and limits to

their authority are vital for the success of decentralised decision making. These should



267

also prevent a forced downward convergence of tax rates and stop members from
keeping their commitments in terms of expenditures.

4) Intergovernmental transfers should be properly designed to enhance competition for the
supply of public services, fiscal harmonisation, subnational accountability and regional
equity. |

(5) The periodic review of jurisdictional assignments is essential to realign responsibilities
with changing economic and political realities. With globalisation and localisation, the
direct role of national governments and supranational governments in stabilisation and
macroeconomic control is likely to diminish over time, but their role in coordination and
oversight will increase as subnational governments assume enhanced roles in these
areas. Constitutional and legal systems and institutions must therefore be amenable to
timely adjustments to adapt to changing circumstances.

(6) Governments at all levels must face the financial consequences of their decisions to

ensure fiscal discipline.

Tax competition has become a reality to be reckoned with in a future SADC and the role of
South Africa in this process has beenrecognised. One economy alone, however, cannot cover all
remaining inequities in the region. Without the above-mentioned measures, the convergence

exercise may also fail.

To reiterate, the welfare gains from tax competition are not always that obvious and South
Africa’s continued tax reform efforts (including those of the SADC region) should therefore
include definite coordination efforts. In the light of wide ranging structural problems such as
poverty and unemployment, the taxation of factors of production (especially the most mobile
ones such as capital) should always take business into account in order to avoid a decrease in the
productivity of labour. Lower taxes may entail sub-optimal expenditures and hence the
underprovision of services. Externalities or spillovers therefore involve costs and benefits and
which should always be taken into account. Cross-border migration in the SADC could lead to
an increased tax base as well as a higher demand for public services and increased congestion, on
roads and in parks, for instance. The excessive concentration resulting from urbanisation is
already being experienced in metropolitan areas in South Africa, and tax competition could

exacerbate the situation if it is not regularly monitored. A more coordinated approach in terms
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of taxation and therefore fiscal cooperation in developing countries especially is therefore again

emphasised.

7.2 FURTHER RESEARCH QPPORTUNITIES

A possible research topic, which flows naturally from this study, is the testing of behavioural
responses to tax changes within the SADC. This could verify results relating to the importance
of tax competition in Southern Africa and the need for a more coordinated approach in this
region. This exercise would probably be econometric in nature. Work of this kind has already
been initiated in the area of the South African situation within the Southern African Tax Institute
(SATI) established at the Department of Economics, at the University of Pretoria, in which the
author of this study will also be participating.

Various other directions could also be followed in the field of future research into tax
competition. One of these could entail the utilisation of game theory techniques. However, these
techniques have not yet been utilised to their fullest potential within the Southern African region.
One way of solving this problem could be the establishment of research partnerships with
overseas scholars. This exercise has been tested \&ith great success at the University of Pretoria,
with Prof Eckhard Janeba, a game theory and tax competition expert from Colombia University,
who visited the Department of Economics in June 2001. Although various other research topics
could flow from this study, the most important and urgent in Southern Africa have been briefly
addressed. In future, an attempt will be made to define issues more narrowly and investigate in

greater depth.



269

APPENDIX A: REGIONS

Table A.1: South-South Agreements

REGIONS

COUNTRIES/REGIONS INVOLVED

ASIA,MIDDLE EAST & NORTH AFRICA

Association of South East Asian Nations (ASEAN)

Brunei, Indomesia, Laos, Myanmar, Malaysia,

Philippines, Singapore, Thailand, Vietnam

The Gulf Cooperation Council (GCC)

Bahrain, Kuwail, Oman, Qatar, Saudi Arabia, United
Arab Emirates

LATIN AMERICA

Central American Common Market (CACM)

Costa Rica, El Salvador, Guatemala, Honduras,

Nicaragua

The Andean Pact

Bolivia, Ecuador, Peru, Venezuela

Latin American Integration Association (LAIA)

Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador,

Mexico, Paraguay, Peru, Uruguay, Venezuela

Caribbean and Common Market

{(CARICOM)

Community

Antigua and Barbuda, Bahamas, Barbados, Belize,
Dominica, Grenada, Guyana, Jamaica, Monserrat, St
Christopher-Nevis, St Lucia, St Vincent and Grenadines,
Trinidad and Tobago

Association of Caribbean States (ACS)

37 Caribbean Basin and Central American States,
CARICOM, Colombia, Mexico, Venezuela

Group of Three (G3)

Colombia, Mexico, Venezuela

Common Market of the South (MERCOSUR)

Argentina, Bolivia, Brazil, Chile, Paraguay, Uruguay

AFRICA

| Economic Community of the Great Lakes Countries
(CEPGL)

Burundi, Rwanda, DRC

Economic Community of Central African States
(ECCAS)

Benin, Burkina Faso, Cape Verde, Cote d’lvoire,
Gambia, Ghana, Guinea, Guinea-Bissau, Liberia, Mali,

Mauritania, Niger, Nigeria, Senegal, Sierra Leone, Togo

Mano River Union (MRU)

Guinea, Liberia, Sierra Leone

SUB-SAHARAN AFRICA

Economic Community of Western African States
(ECOWAS)

Benin, Burkina Faso, Cape Verde, Cote d’Ivoire,
Gambia, Ghana, Guinea, Guinea= Bissau, Liberia, Malj,

Mauritania, Niger, Nigeria, Senegal, Sierra Leon, Togo

French Western African agreements (UEMOA)

Benin, Burkina Faso, Cote d’Ivoire, Guinea= Bissau,
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Mali, Mauritania, Niger, Senegal

French Central African agreements (CEMAC)

Cameroon, Central African Republic, Chad, Congo,

Gabon, Equatorial Guinea

Common Market for Eastern and Southern Africa

(COMESA)

Angola, Burundi, Comoro, Djibuti, Ethiopia, Kenya,
Lesotho, Malawi, Mauritius, Mozambique, Namibia,
Rwanda, Sudan, Swaziland, Uganda, Tanzania, Zambia,

Zimbabwe

Southern African Development Community (SADC)

Angola, Botswana, DRC, Lesotho, Malawi, Mauritius,
Mozambique, Namibia, Seychelles, South Africa,

Swaziland, Tanzania, Zambia, Zimbabwe,

Southern African Customs Union (SACU)

Botswana, Lesotho, Namibia, South Africa, Swaziland

Cross-border Initiative (CBI)

Burundi, Comoro, Kenya, Madagascar, Malawi, -

Mauritius, Namibia, Rwanda, Seychelles, Swaziland,

Tanzania, Uganda, Zambia, Zimbabwe

Table A.2: North-South Agreements

REGIONS

COUNTRIES/REGIONS INVOLVED

EU-REGIONAL INITIATIVES

EU

Mediterranean Initiative

Egypt, Israel, Morocco, Lebanon, Jordan, Tunisia

EU-FTA with South Africa

South Africa

EU-FTA with MERCOSUR

MERCOSUR

EU Enlargement to include CEECs

Bulgaria, Czech Republic, Cyprus, Estonia, Hungary,

Latvia, Lithuania, Poland, Romania, Slovakia, Slovenia

Lome Convention

ACP countries that were former EU colonies

US-REGIONAL INITIATIVES

Us

North American Free Trade Area (NAFTA)

Canada, Mexico

US-Israel Bilateral FTA

Israel

Free Trade Area of the Americas (FTAA)

Canada, all Latin American countries

Asian Pacific Economic Forum (APEC)

Australia, Brunei, Canada, Chile, China, Hong Kong,
Indonesia, Japan, Korea, Malaysia, Mexico, New
Zealand, Papua New Guinea, Philippines, Singapore,

Taiwan, Thailand




271

APPENDIX B: STATISTICAL TABLES

Table B.1: Subnational shares of selected federations and the EU

SHARE OF TOTAL
COUNTRY GOVERNMENT EXPENDITURE | SHARE OF TAX REVENUE (%)

(%e)

1990 1997-1999 1990 1997-1999
Australia' 50,4 49,7 207 25,1
Austria’ 31,9 32,2 21,7 20,7
Belgium' 11,9 11,8 4,5 54
Canada’ 58,7 49 4 495 43,5
Denmark 54,8 54.5 31,1 31.5
Finland 46,5 412 ' 25,9 27,6
France 18,7 18,6 9,7 10,8
Germany' 40,2 37,8 28,9 28,8
Greece - 7,9 (1994) - 3,6 (1994)
Ireland 27.9 30,7 2.5 2.4
Italy 22,8 25,4 36 6,5
Luxembourg 199 16,9 6,8 6,3
The Netherlands 29,0 26,1 34 4,1
Portugal 8,7 11,6 ‘ 3.6 5,9
Spain 34,3 35,0 13,3 _ 13,8
Sweden 39,8 36,2 282 4 31,4
Switzerland 512 49,3 37.0 35,5
UK 29,0 27,0 5,9 36
s 42,0 46,4 33,8 ' 32,9

‘Note: 1. These countries represent federations whilst the rest are EU members (including Austria, Belgium &

Germany).

Source; IMF (2000b); World Bank (2000)
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Table B.2: Commodity tax revenue, 1998

COMMODITY TAXES AS COMMODITY TAXES AS % | TOTAL
COUNTRY % OF GDP OF TOTAL TAXATION ;zs’d;oA(l)‘;ON

Al B! A B GDP
gigi?sces) 2,7 1,6 21,2 12,5 12,5
US (states) 1,9 0,9 333 16,0 5,6
Austria® 6,0 2,7 27,2 12,2 33,4
Belgium 1,3 3,2 8,1 19,8 33,2
Denmark 10,2 5,8 29,8 17,0 35,3
Finland 8,6 5,4 354 22,2 36,0
France 7,9 33 37,9 16,1 40,1
Germany 3.4 3,2 30,1 28,0 27.9
Greece 9.4 6,6 33,7 23,5 40,3
Ireland 7.0 5,2 24 8 18,3 33,0
Italy 5.6 4,1 21,1 15,4 39,3
Luxembourg 6,7 5,3 22,4 17,8 41,3
The Netherlands 7,0 3,5 28,7 14,5 43 .4
Portugal 7,1 6,2 30,4 26,7 34,5
Spain 4,9 2,9 28,7 16,7 41,3
Sweden 7,0 4,4 29,7 18,8 33,4
UK 6,4 4,7 23,2 17,2 34,2
EU 15 average3 6.6 4.4 274 18,9 36,4

Notes: 1. Commodity taxation includes categories A and B, that 1s eneral taxes (including VAT) and taxes on
specific goods and services (including excise taxes) respectively as defined by the OECD.
2. Starting with Austria, the EU members’ commodity taxation is shown at central or
national leve].
3. Unweighted.

Seurce: OECD (2000a)
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Table B.3:  Capital income tax revenues, 1998/99
INDIVIDUAL CORPORATE
TAXATION TAXATION
g}i‘;ﬁ?ﬁces) 5.3 1,3 42,0 10,0
(S‘C”;’I‘ftzoe;;‘;‘“d 4,5 0,8 64,7 11,3
US (states) 1,8 0,4 31,0 7,9
Austria’ 6,2 1,4 26,6 8,3
Belgium 8,0 1,8 435 17,0
Denmark 14,3 1,2 37,7 6,3
Finland 6,8 1,3 26,2 7.4
France 5,8 1,6 27,2 8,4
Germany 41 0,4 36,7 51
Greece 5,0 2,6 18,0 9,1
Ireland 10,6 3,2 37,1 11,4
Ttaly 10,8 4,0 34,7 6,5
Luxembourg 8,2 6,0 32,9 14,6
The Netherlands | 7,6 4.1 31,2 17,0
Portugal 6,3 3,2 27,5 13,1
Spain 7,1 1,8 41,8 10,8
Sweden 42 0,7 8,5 A 12,4
UK 93 338 33,9 13,7
EU 15 awerage3 7.6 2.5 30,9 10,7

level.

3. Unweighted.

Notes: 1. Individual taxes (as defined by the OECD) are also included because EU members mostly use
capital income or corporate tax systems that provide tax credits at the shareholder level.
2. Starting with Austria, the EU members’ corporate taxation represents that at central or national |

Source: OECD (2000c¢)
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Table B.4: Subnational shares of selected federations and the SADC

SHARE OF TOTAL SHARE OF TOTAL
GOVERNMENT GOVERNMENT REVENUES
COUNTRY EXPENDITURE (%) (%)
1990 1997 1990 1997
Argentina 46,3 439 38,2 41,1
Brazil 35,3 36,5 30,9 31,3
India 51,1 53,3 33,8 36,1
Botswana 7,9 3,8 0,1 0,6
South Africa 20,7 49,8 5,5 5,3
Zimbabwe 13,5 - 3,4 -

Source: World Bank (2000)
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Table B.5: The composition of tax revenues as percentage, 1998/99

%&?S ¥§%SSE COMMODITY g'fr&gtl)ﬁé TAX TOTAL
COUNTRY | (% OF | (% OF TAX (% OF | TAX (% R;:«:VENUE IiEw«:NUE

torar (Torau | TOTAL (9 feorjCeor

TAXES) | TAXES) TAXES)’
(Af;%z‘r‘;gm 27,5 13,8 42,7 41,7 12,6 13,8
}(?ffgﬁal) 8.5 78 221 514 18,9 234
ggjﬁml) 0,1 25,7 27.1 23.6 9.2 12,3
Angola’ 20,9 ‘ 71,8 35,7 36,3
Botswana' 4,0 0 4.5 21,0 15,0 37,4
DRC 9,7 8,6 18,4 26,1 N/A N/A
Lesotho 10,8 31,6 12,4 18,1 47,1 69,3
Malawi' 20,4 3,1 26,1 45,0 16,0 17,3
Mauritius 20,1 7,7 41,2 17,0 16,3 19,0
Mozambique' | N/A N/A 50,9 14,1 16,7 18,3
Namibia' 18,8 9,1 32,0 26,4 31,5 36,1
Seychelles N/A N/A 6,6 20,0 46,4 31,6
South Africa | 23,6 4,7 32,8 58,3 25,6 26,4
Swaziland' | 13,4 N/A 14,4 27,2 33,1 34,7
Tanzania' 13,5 9,8 26,2 21,9 18,1 20,0
Zambia 30,4 15,6 46,5 33,4 31,5 342
Zimbabwe' | 19,1 4,5 26,5 423 26,4 29.6
SADC |
average 14,6 10,1 | 25,7 31,3 27,6 31,6
(unweighted)

Notes: 1. The statistics are only available for 1997 whilst the rest of the statistics are either for 1998 or 1999.
2. Commodity or indirect tax excludes international trade taxes but includes fuel levies and/or property
taxes.
3. Capital income or direct taxes include social security contributions.

Source: Own estimates based on CREFSA (1998); FISCU (1999); IMF (2000}
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Table B.6: Capital income tax revenues (%), 1999/00

2000.
2. Capital income or direct taxes include social security contributions and payroll taxes.
the social security contribution share to total revenue is much higher
comparison with the other federations.
either nonexistent or relatively low.
3 The figures in brackets represent the subnational share of the tax burden.

| CAPITAL

| g’;‘fggﬁl‘ ggXRfQR(fFTE INCOME TAX TOTAL
COUNTRY TAX (% OF  REVENUE (% | REVENUE

TOTAL TOTAL TOTAL OF GDP) (% OF GDP)
TAXES) TAXES) TAXES)?

Argentina 3 3
(federal) 4,8 11,0 41,7 12,6 (8,3) 13,8 (9,1)
Brazil 3 3
(federal) 1,3 6,2 51,4 18,9 (7,8) 23,4 (10,0)
Egrlliral)l 10,8 12,4 23,6 9,2 (5,1)° 12,3 (6,1)°
Angola’ N/A N/A 71,8 35,7 36,3
Botswana' 3.3 11,5 21,0 15,0 37,4
DRC 9.6 15,3 26,1 N/A N/A
Lesotho 12,8 3,0 18,1 471 693
Malawi' N/A N/A 45,0 16,0 17,3
Mauritius 5,9 5,8 17,0 16,3 19,0
Mozambique' | N/A N/A 14,1 16,7 18,3
Namibia 35,7 12,9 48 6 31,5 36,1
Seychelles 0 11,6 20,0 46,4 31,6
South Africa | 42,2 13,3 54,5 25,6 26.4
Swaziland' | N/A N/A 27,2 33,1 34,7
Tanzania 12,0 7,0 21,9 18,1 20,0
Zambia 21,9 8,9 33,4 31,5 342
Zimbabwe' 30,0 11,5 423 26,4 29,6
SADC
average 17,3 10,1 31,3 27,6 31,6
(unweighted)
Notes: 1. The statistics are only available for 1997 whilst the rest of the statistics are either for 1999 or

In Brazil
(35,3%) in

In the SADC, however, social security contributions are

Source: Own estimates based on CREFSA (1998), FISCU (1999), IMF (2000) and SADC (2001)
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APPENDIX C: MAIN FISCAL CHARACTERISTICS OF SELECTED
FEDERATIONS

C.1 CANADA AND THE US

In terms of tax competition and coordination, Canada is probably the most interesting case study.
The country is characterised by ethnic and regional diversities and has three levels of
government, namely the federal government, 10 provinces, two territories and 4 507
municipalities. The provinces account for approximately 40% of total expenditure and local
governments for 19% (table 4.1). The provinces have strong legal, fiscal, and functional powers,
including a strong hold over local governments, although they are somewhat dependent on
federal grants that represent approximately 4% of the GDP. These grants include a strong
equali&ation component which is the case in most “mature” federations these days. The three
levels of government share the same tax bases which causes a number of problems in tax
harmonisation and coordination, especially for income taxes and commodity taxes (VAT).
Besides the overlapping taxes, a high degree of financial self-sufficiency is present at provincial
level, and Canada also has one of the highest levels of horizontal tax coordination or
harmonisation (Daly & Weiner 1993). As such, the Canadian example can be termed as

“independence through cooperation” between the different levels of government.

Canada’s neighbouring country, the US, houses three levels of government, namely a federal
government, 50 states and approximately 83 000 local governments (counties, cities, towns,
school districts and other special districts). Canadian provinces enjoy a far stronger de facto
influence on revenues and expenditure compared with the US, and also have a stronger influence
over decision making at the federal level. Local administrations also have a fairly strong
influence on provincial decision making in Canada. The fiscal federal system in the US provides
substantial autonomy to subnational governments on both the tax and expenditure sides of the
budget and relies heavily on these governments for revenue mobilisation and the provision of
social and infrastructure services. The states have extensive authority over local governments and
as such each state has the authority to decide on the powers and responsibilities it will give to its
local government. The states in the US therefore have an informal and fragmented institutional

role in federal government affairs and share functional authority. The federal government,
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however, has acquired a dominant position by funding a large part of public activity, mostly
welfare and public works, and in this sense, the US has also become much more centralised than
Canada. Another difference is that while fiscal equalisation arrangements are implicit and
piecemeal in the US, in Canada they are constitutionally mandated and of considerable

tmportance.

During the 1980s and early 1990s, the federal government reduced the level of its explicit and
implicit transfers to state and local governments in an attempt to increase the fiscal independence
of these governments. Three effects were noticable: the decline in the implicit subsidy that
operated though federal income tax, the pattern of disparities and interstate competition, and the
offsetting pattern from mandates and court cases on school finance. In the first instance,
“General revenue sharing”, formerly the only programme of general assistance to state and local
governments, was eliminated. The 1986 federal tax reform eliminated the deductibility provision
for state and local government GST against the liability of individuals for federal income tax,
thereby ending the shifting of a substantial part of the burden of such taxes to the federal
government. It also reduced the top marginal income tax rate to 33%, thereby decreasing the
value of the remaining deductibility provision for income and property taxes. The Clinton Tax
Reform of 1993 increased the top marginal tax rate to 39% thereby restoring some of the value to

deductibility.

Itemised deductions are therefore again allowed in individuals’ adjusted gross income (AGI).
These deductions are, for instance, subtractions for specific expenditures cited in the law. The
taxpayer has to list each item separately on the tax return and be able to prove (at least in
principle) that the expenditures have been made and these deductions are passed out at high-
income levels. This is also one of the main objections to local government deductions which are
only passed out at high-income levels. A standard deduction can also be taken which is a fixed
amount that requires no documentation, and taxpayers can choose whichever deduction
minimises their tax liability. The net effect is still that a resident pays a higher price for each
dollar’s worth of public expenditures than before. In the second instance, the discussion falls on
disparities and interstate competition. The US has always been characterised by wide fiscal
disparities. There has been no major trend of lessening these disparities, although personal

income disparities among the states are converging. Per capita expenditures vary from highs of
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$5 482 and $5 064 in New York and Wyoming to lows of $2 664 and $2 440 in Missouri and
Arkansas, a range of approximately 77% of the mean. The federal grant system is not
systematically related to the level of personal income and does not equalise these fiscal

disparities through, say, tax sharing such as in the case of Germany.

State and local governments are free to choose their own tax structures, as long as they do not
violate the federal Constitution. Primary issues of concern relate to states not restricting
interstate commerce and not discriminating against any subgroup of the population. States tend
to rely heavily on income and sales taxation, although six states impose no income tax, and four
impose no retail sales tax (RST), the preferred form of indirect tax in the US. Local governments
tend to rely heavily on property tax, user charges and state government grants. The taxes that
local governments may levy are prescribed, and although there is usually some freedom in
choosing tax rates, the state usually provides for a maximum levy. Rules under which they may
seek voter approval for fiscal action are carefully prescribed. The fiscal importance of these
governments varies widely, from 40% of total state and local government spending in Vermont
to 68% in Nevada. State and local governments raised approximately 32,9% of all tax revenue in
1997.

Federal government relies almost exclusively on income taxation, with almost two-thirds of tax
revenue coming from the individual income tax. State and local governments do not directly
share revenues and collections are made by a federal agency — the Internal Revenue Service
(IRS). Various subnational governments have decided to adopt the same base as the federal
income tax for their own individual and corporate taxes, and there is a system of information
sharing between the IRS and the states’ tax collection agencies. Tax rates, tax bases and user
charges may be set by states without the approval of the federal government. They may borrow
from whatever source they choose, subject to the limitations on general financial practices (eg
disclosure) laid down by federal agencies. States have independent tax collection agencies and
are only loosely tied to the federal government (information sharing). States may deliver
expenditures in any manner they desire, except that the federal Constitution requires that they
provide citizens with “equal protection”. This principle has become an essential component in

court disputes (Bush v Gore) regarding the recent national elections of 2000.
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The only restrictions are those laid down by the states themselves through state constitutions to
disallow deficit financing (in other words, states must balance their recurrent budgets every
year). Borrowing is for capital financing purposes only. Federal government has laid down a
number of mandates that restrict state and local government expenditure decisions:
environmental and health regulations, conditionality on the receipt of federal grants, particular
health and welfare services, and so on. In 1996, the Clinton administration enacted the Personal
Responsibility and Work Opportunity Reconciliation Act. States now receive a fixed grant in
advance from federal government. Where previously a state had to match federal dollars with its
own with no fixed limitation on federal spending, welfare services would now have to be
financed out of a fixed federal grant, supplemented by own funds. States could therefore run
welfare as they saw fit, within broad limits. It is argued that competition among states could lead
to a substantial reduction in benefits for the poor. Any state that enacts a generous welfare
system could therefore be flooded with poor individuals from other states, forcing it to reduce its
benefits, although welfare-induced migration is questionable (Levine & Zimmerman 1995).

State governments have also mandated certain actions by their local governments.

In contrast to Canada and the US, Australia is regarded as the most centralised federation in

terms of tax assignment, although most expenditure functions are devolved to the states.
C.2 AUSTRALIA

Although there has been a tendency towards greater decentralisation in Australia, the vertical
fiscal gap is still much larger between revenue and expenditure assignments at national and
subnational levels than in Germany, for instance. The reason is that Germany implements tax
sharing whereas Australia has grants (a form of revenue sharing). Australia houses three levels
of government, the Commonwealth, eight states or territories, and approximately 900 local
authorities. Although the Commonwealth accounts for approximately half of public expenditure,
it raises around 67% of total revenue. Tax bases, however, are clearly separated among different
levels. The fiscal gap at subnational level is filled by grants from the centre which represents 7%
of GDP; half of them have an equalisation component. Local governments account for only

approximately 6% of public expenditure.
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Spahn (1997) argues that tax competition and harmonisation have not posed serious problems in
Australia, mainly because of the limited role assigned to states as taxing authorities. This can
also be attributed to the high degree of horizontal fiscal equalisation, which means that even
states with relatively low taxable capacity (poorer states) do not need to have relatively heavy
taxes because of the extensive use of grants. Although the Australian Constitution has originally
reserved excise and customs duties for the Commonwealth, some of the taxing power has been
devolved to the states in recent years. In 1996, the excise and customs duties collected entailed a
16,6% share of total tax revenue raised at the state level which was still much lower than that
raised at subnational level by other federations (see table 4.2). Income and corporate taxes are
available to the states in terms of surcharges, although this option has not been utilised. Lane
(1983) argues that if the states eventually re-enter the field of personal income tax by way of
surcharges, a high degree of harmonisation will be preserved. The High Court’s interpretation of
the general sales tax (GST) has also reserved this tax also for the Commonwealth. However, it is
possible that the adoption of the new VAT system from 2000 could effect some changes,
depending on the High Court’s interpretation of this tax. If it is not implemented as an origin=
based tax, a destination-based VAT could be interpreted as a tax on imports and invalidate it asa
customs duty, as in the case of the previous GST. On the other hand, an origin-based VAT can
be interpreted as an export tax and this could have detrimental effects in terms of competitiveness
for industries. Either way, this reform will definitely broaden the tax base and probably reduce

the country’s high reliance on income taxes.

It has to be emphasised that historically not all of the federations were monetary unions.
Germany and Switzerland had several currencies in the first half of the 19th century.
Switzerland had several dozen different currencies and each canton or city coined its own. These
coinages were withdrawn in 1851 at almost the same time as internal custom borders were

eliminated and replaced by the new harmonised franc.

C3 GERMANY AND SWITZERLAND

Germany consists of a federal government, 16 states (Ldnder), and approximately 16 000
municipalities. Although the execution of public policies is highly decentralised, federal

authorities set the policy guidelines and legislation.  This has been labelled “the horizontal
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approach to federalism” as opposed to the Anglo-Saxon vertical model of stricter division of
responsibilities. Taking into account social security, more than 60% of public expenditure is
spent at national level. The states have no power to change the tax bases or tax rates
autonomously. They do, however, have a strong position in the tax law-making process, as the
federal government (the Bund) cannot enact any changes in tax laws affecting their tax revenues
or the administration without the consent of the majority of the Bundesrat - the second chamber
of Parliament - an elected body representing the states. Via this chamber, the states can also
introduce own proposals for tax legislation, which in turn require the consent of the Bundestag to
be enacted. Most taxes are shared between the federal and the state level; the various tax sharing
arrangements and federal grants have a significant equalization component. Insummary, neither
the national government nor the state governments have exclusive access to the main (or more
flexible) tax instruments such as income tax, corporate tax and VAT. The national government
receives a 42,5% share of all personal income taxes collected, the states retains another 42,5%
share of income tax collected in their jurisdiction and all local governments share the remainder,

namely 15%.

The states are exclusively entitled to revenues from the general wealth tax; estate, inheritance and
gift taxes; transfer tax on real property; tax on beer; fire insurance tax; taxes on betting and
gambling; and the tax on motor vehicles. In addition, the states have a 42,5% share in the
revenue of the wage withholding tax, the personal income tax collected by assessment and the
withholding tax on interest (excluding corporations). The states share half of the revenues from
the corporate income tax and the withholding tax on dividends with the federal government. In
1995 the share of the states in the proceeds from VAT amounted to 44%. Finally, the states
receive approximately 5% of the revenue from the local business tax or trade tax

(gewerbesteuer).

In contrast to the states, the main local tax revenues come from the local business tax, personal
income tax and the tax on immovable property. The local business tax consists of a tax on
business profits and one on business capital. Local governments are entitled to set the tax rate on
the local business tax by applying a multiplier to the statutory tax rates and the proceeds are
shared with the federal government and applicable state. These shares are computed on the basis

of a standard level of tax, thus removing the influence of the spread in multipliers. In exchange,
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the local governments are entitled to a share of 15% of the revenue from the wage withholding
tax and the personal income tax collected by way of assessment. The local government share in
the withholding tax on interest is 12%. This change in fiscal relations was enacted in the 1970s
to stabilise local tax receipts. Up to that time, the financing of communities often depended on
the economic performance of few large locally based corporations. The share of local
governments in proceeds from the business tax and the personal income tax is fixed in special
legistation (not as a part of the annual budget process). It can only be changed with the consent
of the states in the Bundesrat. The German Constitution does not provide for a direct
involvement of communities in the legislative process, but the states are supposed to defend the
interests of the local government level in the process. In 1998, the local business tax on capital
was abolished. Ascompensation local governments are now entitled to a 2,2% share in revenues

from VAT,

Switzerland is the other European federation included in this discussion. This country is the
oldest federation with the confederation, 26 states (cantons), and approximately 3 000
municipalities, and pobably has the most complex system of federalism. There are three separate
layers of tax sovereignty, which have their origins in the development of Switzerland as a
country. As far as local taxation is concerned (cantons and communes) there are 26 parallel sets
of legislation that govern the taxes raised in each canton in a different manner. In principle,
analysis of the tax autonomy of sub-sectors of the state would mean analysing the 26 sets of
cantonal tax legislation and would require a disproportionate amount of investment in resources
(OECD 1999). The federal government plays a leading role in most policy areas, and spends
approximately 50% of public expenditure (including social security). As in Germany, the states
and municipalities are generally responsible for the implementation of these policieS.V The Swiss
federal system is sometimes referred to as a “cooperative federalism”. The system can thus be
classified as direct democracy where referendums play an integral part in decision making by the
different levels of government. There is an extensive network of grants, both from federal and
state level, usually with an important equalisation component. The subsidiarity principle
(sovereignty) which is part of the Swiss Constitution embodies this federation. Subsidiarity
essentially means a bottom-up funding approach in Switzerland, but this federation has also
become more centralised with subnational revenues now constituting only a 35,5% share in total

revenucs.
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The Swiss federation dates back to the Everlasting Alliance of 1291 when three cantons formed a
union to resist Hapsburg rule. In 1815 the present Swiss Confederation was constituted, and in
1848, a formal federal constitution was adopted and which has been amended several times
since. There are three levels (federal, state cantons and local communes) of government. The
country is composed of 23 cantons, of which three are divided into half cantons. These cantons
are of unequal size, topography and economic potentials. Cantons are legally sovereign states
unless their sovereignty is explicitly limited by the Constitution. There is a municipal
substructure of about 3 000 communes which act under cantonal control. Since the cantons may
delegate government functions to their communities in varying degrees, it is best to treat the state
level in Switzerland inclusive of communal services (and revenues). The country is
characterised by a heterogenous society where the protection of minority groups, the preservation
of cultural diversity, mutual consideration and assistance, and care of the environment are key

attitudes.

Main responsibilities are assigned to each layer of government by means of the Swiss
constitution. The exclusive responsibilities of the Confederation are in defence, citizenship and
the status of foreigners, political asylum, civil and penal law, social protection, policies on
property, economic order, money and currency, energy policy, national transportation and
telecommunication. The exclusive responsibilities of the cantons are in the maintenance of
public order, public welfare, establishments of health care, schools and education, the
relationship between state and church, regional and local land planning, highways as well as the
use of water and other resources. In all further domains (health, protection of the environment,
“culture, fovstering of research, science and arts, universities and vocational education) there is a
presumption in favour of canton responsibilities unless federal law assigns ﬁmctiéns otherwise.
The division of responsibilities is, however, not easily discernible from the budget or financial
accounts and is not fully reflected in the structure of government expenditures. The extensive
network of payments, subsidies, incentives, joint financing, and delegation of responsibilities that
has evolved over the years tends to dissolve authentic public expenditure authorities and to blur

accountability.

Taxing powers are clearly separated by the Swiss constitution. At present the vertical assignment

of taxes in Switzerland is as follows (Spahn 1997):



285

€)) Indirect taxation on expenditures, excises and custom duties are exclusively federal.
(2) Tax bases of direct taxes on personal income and wealth, as well as business income and
wealth are concurrently exploited by all levels of government, including municipalities,
with priority given to the cantons.
3) Each level of government is endowed with a full or partial tax authority for a number of |
taxes and not only one, and cantons and communes also have the right to levy user
~ charges and fees for certain services where it is appropriate.

)] Cantons have the exclusive right to tax motor vehicles.

Although the cantons do not depend much on federal transfer payments and benefit from a fairly
high degree of fiscal autonomy, tax sharing is still applied. Tax sharing is often portrayed as a
way to compensate the cantons for the loss of their tax sovereignty which was transferred to the |
Confederation in the constitution. Competing taxing powers at the different levels of
government and the complexity of fiscal federal arrangements creates fiscal problems such as tax
competition, coordination (harmonisation) in Switzerland. The extensive freedom in shaping the
tax system enables each canton to determine the tax price level for a specific bundle of public
goods and services within its own jurisdiction. Kirchgéssner and Pommerehne (1996) argue that
tax competition has an influence on the spread of high-income individuals over the cantons, and
is partly capitalised in dwelling rents. Also, the equalisation of differences in taxable capacity
through asymmetrical vertical grants by the central government seems to be important to enable
cantons to provide similar levels of services without forcing them to levy taxes that are
significantly more onerous than in other cantons. Borrowing is permitted only for investment

purposes on a pay-as-you-use basis.
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APPENDIX D: MAIN FISCAL CHARACTERISTICS OF THE EU

D.1 THE MAASTRICHT TREATY

European unification has reached the penultimate stage in a process of regional integration: an
economic union. Although not yet finalised, it would seem that in future tax cooperation (also on
a global level) will become an important link in determining to what extent member countries
will Vagree on a political agenda. Although not institutionalised, the European Council with
governmental representatives from all EU members is seen as the highest policy-making body
and advises the Council of Ministers and the European Commission (see The Economist 2000 for
a detailed account ofthe different institutional powers). Since 1993, the Single European Market
(SEM) preceded by the European Common Market (ECM), and the Economic and Monetary
Union (EMU) have been established as part of this process. In terms of tax competition, the
SEM is an internal market with, in principle, free movement of capital, labour, consumers, goods
and services. The EMU, with its fully integrated capital market, adds to the mobility of capital
by the reduction of transaction costs. The EU philosophy is underlined by the subsidiarity
principle. Introduced by the Maastricht Treaty in 1992, this principle expresses the presumption
that the primary responsibility for public policy lies in the hands of the EU members, unless
better provided by a higher level of government (eg vertical coordination). At the same time it
recognizes that these members are not ready to yield more fiscal authority to the EU than they

already do.

The EMU will not have a central fiscal authority. This is similar to most existing monetary
unions such as the CFA franc zone and the currency union between Belgium and Luxembourg,
but distinct from sovereign federations in which currencies and nations coincide. Although
monetary and exchange rate policies will be fully centralised, fiscal policy will remain largely a
national responsibility, in line with the subsidiarity principle. Fiscal policies will be coordinated
through multilateral surveillance of national fiscal policies, with ceilings for budget deficits and
public debts in terms of the Stability and Growth Pact (SGP) outlined by the Maastricht Treaty
(articles 103 and 104c, 1993). The Maastricht Treaty therefore represented the agreement among
EU countries to work towards a full economic and monetary union. It also represents the

convergence criteria that candidate countries are required to meet, including the restriction on a
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prospective candidate country’s fiscal and monetary policies. The EMU convergence criteria
therefore include the following: (1) Inflation should not exceed that of, at most, the three best-
performing states by more than 1,5% (over the preceding 12-month period); (2) The nominal
long-term interest rate (measured as an average over the preceding 12-month period) must not
exceed that of, at most, the three best-performing states in terms of inflation/price stability by
more than 2%; (3) The fiscal deficit must not exceed 3% of GDP in normal circumstances
. (exceptional circumstances are allowed, for instance, if the GDP decline is less than 2%) and
financial sanctions such as nonremunerated deposits, may be imposed if members do not abide
by this rule; (4) The gross government debt must not exceed 60% of GDP, although the Treaty
provides for some flexibility in assessing compliance with past progress; and (5) The exchange
rate must have respected the normal fluctuation margins in the ERM for at least two years with
the EMS, and not have devalued its currency’s bilateral central rate against any other EU

member’s currency.

One of the main arguments in favour of these fiscal constraints includes the potential for bailouts
(or inflationary financing of deficits) by the European Central Bank, making it a so-called
“commons” problem. The constraints or criteria are a condition for accession, and once
countries part of the EMU, they might lose interest in complying with the criteria. New
arrangements and institutions, however, can be formed to sanction irresponsible behaviour by
national governments, allowing effective coordination of fiscal policies at the EU level while
preserving subsidiarity (Hemming & Spahn 1997). This can, for instance, clearly be observed
from the Treaty of Nice (ZOOO) which among other things, considers majority votes and the

accession of Central and Eastern European countries (CEECs).

D.2 ALLOCATION AND REDISTRIBUTION IN THE EU

The main fiscal functions within the existing institutional framework of the EU are assigned
differently from the federations already discussed. Allocative efficiency, that is tax neutrality, is
pursued mainly through: (1) the establishment of the common or single market (at first the Treaty
of Rome, 1958 - later enforced as the Single European Act of 1987, sometimes referred to as the
“constitution” of the EU) which involves the removal of fiscal frontiers and mutual recognition

of national standards, norms and procedures (eg procurement and accounting), that is a process
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of horizontal coordination; and (2) the harmonisation of indirect taxes with direct taxes in a
process of harmonisation, while leaving other taxes to spontaneous harmonisation (Kopits,
1992). Tax neutrality basically requires that the effective tax rates in the EU, specifically on
capital income, should be approximately the same. The redistribution and stabilisation functions
are left largely to EU members, with the EU budget providing for some limited redistribution‘
through structural funds (aimed at financing regional and social policies designed to raise
employment levels and close income gaps among EU regions, the Cohesion Fund and the
Common Agricultural Policy [CAP]). The Maastricht Treaty established the Cohesian Fund to
channel financial assistance to the four poorest members - Greece, Ireland, Portugal and Spain -
and the fund thus exists to address the potential worsening of regional disparities. The EU
budget therefore performs some interregional redistribution mainly through its structural funds,

whereas interpersonal redistribution and social security are left to member states.

In 1996, three countries (Greece, Portugal and Ireland) received four and a half times more than
they contributed whereas Germany and The Netherlands received only half of what they
contributed (EC 1998). In 2001, the relationship did not change much. Germany contributed the
lion’s share of 11 700 Euro; Britain was next with 5 400 Euro; The Netherlands, Sweden and
France each contributed 1 800, 1 200, and 1 000 Euro respectively. In respect to the EU
spending (all in Euro) of these funds, it looked as followed, viz: (1) 3 billion to the Pre-accession
aid to EU applicants; (2) 5 billion to Administration and 5 billion to Non-EU development and
aid projects; (3) 6 billion to R&D, energy, transport, and education; (4) 32 billion to Regional aid
within the EU; and (5) 46 billion to the CAP (The EC 2001). In relation to the smallness of the
EU budget, the contribution of members (revenues) delivered a modest redistributive effect

compared with the impact of the federal budget in Canada, Germany or the EU.

The redistributive effect in the EU was estimated at between 0,5% and 3% in terms of the
reduction in the differential of national per capita income to the national European average
(Bayoumi & Masson 1995). In contrast, the federal budget provided a redistributive effect
estimated between 19% and 22% in the US, and between 39% and 53% in Canada and Germany.
The EU structural funds reduced disparities in interregional per capita income by only 2,5%
whereas the interregional transfers by the federal budget in Germany reduced disparities by

5,2%, interms _of the Gini index (see Costello 1993). EU members, and regions within them, are
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therefore still characterised by wide discrepancies in the different levels of income. In 1997, the
10 most prosperous regions were three times as rich as the poorest ten, and member states’ GNP

per capita ranged from an index of 46 (Portugal) to 137 (Denmark) and 186 (Luxembourg).

D.3 TAXATION AND MACROECONOMIC STABILISATION IN THE EU

The flexibility of the SGP is constantly being questioned in terms of its ability to ensure
macroeconomic stability. Hence, there is a clear division in thought regarding the stabilisation
function in terms of the EU. Some argue in favour of a separate EU budget (centralised
approach) to achieve the necessary outcome, while others argue in favour of the current
decentralised approach in the EU. Clearly, automatic stabilizers also become part of the

discussion.

The effectiveness of automatic stabilisers in federations such as Australia, Canada, Germany and
the US is, however, well established. Various studies have also been conducted in this field (see
McKinnon, 1997). The normal tendency in the case of a local recession is that federal taxes paid
by local residents are reduced, and federal transfers (both personal and interregional) are
increased, thus leading to a counter-cyclical effect. Two factors are important in this regard,
namely (1) the size of automatic stabilizers, and (2) the ability of member states to handle

tensions between targeting the fiscal position and stabilising output.

The magnitude of conventional automatic stabilisers is likely to have diminished over time in the
EU. Tax reforms have generally flattened tax systems by cutting marginal rates. Further,
increased reliance on consumption relative to income as tax base, implying a decline in the role
of revenues collected from the corporate sector (see sec 4.4), has reduced the responsiveness of
the tax base to output fluctuations. The expenditure share that is cyclically sensitive may also
have been reduced by improved targeting of social assistance programmes, and reduced
replacement ratios of pensions and unemployment benefits. The most important factor for fiscal
stabilisers does, however, still remain the size of tax revenues in the economy. Countries with
low taxes relative to GDP (eg Japan, the UK, the US and Australia) have low automatic
stabilisers from the revenue side, while those with a high tax share (eg Denmark, the

Netherlands, Norway and Sweden) have higher stabilisers (OECD 1991).
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Cangiano and Mottu (1998) argue that two other factors may also have led to the reduction in
automatic stabilisers: (1) Despite the relatively expansionary fiscal policies in the EU during the
early 1990s, partially Ricardian consumers may have anticipated higher taxes, with the third
stage of the EMU approaching, and consequently may have increased their savings; and (2)
Financial markets responded to high deficits by charging risk premiums. Both of these factors
could have contributed to reducing the macroeconomic effect of fiscal policy through the
emergence of non-Keynesian effects on demand. In addition, international trade has increased

the EU members’ economic openness, thus reducing the effectiveness of domestic stabilisers.

The second factor as observed in the beginning of this discussion, namely the ability of EU
members to handle the tensions between targeting the fiscal position and stabilising the output,
also become a victim, in this case the SGP. A country seeking to stabilise output would welcome
cyclical sensitivity in its budget, while one pursuing a fiscal deficit target would be assisted by a
budget that is relatively insensitive to output changes. In order to pursue output stabilisation
(expansionary phases), strong fiscal stabilisers are therefore needed which, in turn, means an
unstable fiscal position (higher budget deficit than the SGP rule). More recently, countries such
as Germany did not reach the EU’s deficit target, mainly because of the continued demand for
the upliftiment of East Germany. The problem further expands with large income disparities
existing between Germany and countries to the East of Germany intending to join the EU.
Germany has therefore extracted a concession from the EC which entails a seven-year restriction
on the free movement of labour because of a fear that an enlargement of the EU will cause an
influx of job seekers. It is therefore obvious that various factors will have to be considered in

achieving macroeconomic stability.
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APPENDIX E: MAIN FISCAL CHARACTERISTICS OF ARGENTINA,
BRAZIL AND INDIA

E.1 ARGENTINA

Argentina is a federal state with a central or national government, 23 provinces and 1 617
municipalities (municipios). The country’s history points to progressive centralisation of power
in the hands of the national government over public expenditure as well as tax collection that has
given rise to increasingly prevalent “vindication politics” among provincial governments and
towards national government. The results have been weak autonomy for the lower levels of
government; inequity among provinces, increased, competing demands by different jurisdictions;
and a lack of autocorrection mechanisms, which depend on central government action because of

the marked vertical imbalance (Murphy & Moskovits 1999:121).

During the first period of institutional organisation (1853-1890), the criteria governing tax-
raising powers were the predominant issue. The nation consequently retained the revenues from
foreign trade and the indirect taxes that it collected in the federal capital and national territories.
Provincial financing depended on the provinces’ capacity to collect their own taxes. Between
1890 and 1935, increased public sector functions such as education, justice, health and defence
created a need for new resources. During the 1930s, income tax, sales tax and shared taxes
between the national government and the provinces that introduced a federal tax coparticipation
were introduced. The system of revenue sharing consolidated as time passed, acquiring greater
weight in financing provincial spending and a greater share of total tax receipts. The constitution
therefore describes the functions of the different levels of govei‘nment in terms of expenditures

and revenues.

Fiscal responsibilities are distributed geographically according to criteria explicit for the national
government and implicit for provincial governments. The provinces have exclusive powers
(those not explicitly delegated to federal government), concurrent powers (those exercised
simultaneously with national government), and superseding powers (which must abide by federal
regulatiéns). The general rule gives the provinces jurisdiction over functions not delegated to the

national government, whose powers cover international and interprovincial relations and
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regulations. The constitution limits itself to assigning responsibility for organising and
guaranteeing municipal systems to the provinces. At first municipalities were seen as autarchic
entities organised along territorial lines that should apply the norms set out by higher levels of
government. In more recent times, some provinces have adjusted their constitutions to recognise
municipal autonomy, that is the power to determine their own governing norms, especially for
management. Recent Supreme Court rulings guarantee municipal autonomy but bnly toacertain
extent, and the present definition of municipal powers is therefore somewhat confusing. This
represents a serious obstacle to setting municipal regulatory powers, because if they are
autonomous units, their powers to regulate matters hitherto not within their jurisdiction must be

recognised.

The national constitution allocates taxing powers to both the centre and the provinces. In
principle, the law supports their separation, but in reality they have been concentrated in the
hands of the national government, which legislates and collects the lion’s share of taxes (VAT,
income tax, specific commodity taxes and fuel levies). The federal government has exclusive
powers over import and export duties and direct taxes (capital income taxes) “for a limited time”.
The nation and provinces have concurrent powers over indirect taxes (commodity taxes). The
provinces “maintain all powers that are not delegated” to the federal government and could thus
impose permanent direct taxes. The latter i3 a power restricted in practice because direct taxes
imposed by the nation have taken on a permanent character through constant renewal by law.
The provinces therefore legislate, manage and collect four main types of taxes and other minor
ones. The first group consists of a turnover tax (sales tax), stamps, automobile registration and
real estate taxes. The latest federal-provincial fiscal agreement established a retail sales tax or a
VAT to replace the turnover tax over time (see sec 5.4). Two of the more important taxes
(automobile registration and real estate) have relatively fixed tax bases which impede tax

exportation and restrict the possibility of “tax wars” and Tiebout’s “voting with one’s feet”.

The constitutional reforms of 1994 prospectively gave the revenue-sharing regime constitutional
weight for the first time and established a general framework. It will therefore acquire higher
status than it currently enjoys. This guarantees, for instance, that funds will automatically go to
the provinces and their primary and secondary distribution “will be directly correlated with the

jurisdiction, services and functions of each province and will reflect objective sharing criteria”,
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which will show “equity (and) solidarity, and will give priority to achieving an equivalent level
of development, quality of life, and equality of opportunities in the whole of the national
territory” (Murphy & Muskovits 1999:102). An ongoing problem therefore involves the
provinces’ loss of tax-raising powers to the central government. The provinces have had no
incentives to collect taxes largely because of the revenue-sharing scheme, their opportunities to
acquire debt (in the past through national banks, suppliers and rediscounts) and the near certainty

of bailouts in the event of default.

Other conétitutional reforms are also relevant to the federal revenue/tax-sharing system. They
include Buenos Aires as an independent jurisdiction. The revenue-sharing law will originate in
the Senate, where all provinces are equally represented, so that smaller jurisdictions will enjoy
relatively greater influence in negotiations. Transfers of services and responsibilities between the
nation and province will be restricted unless accompanied by the corresponding funds and the
legal consent of representatives of both levels of government. A federal fiscal entity will be
created to control fiscal relationships between the nation and the provinces; it will include
representatives of each province and Buenos Aires, although the presence of a national
representative is not mentioned. The federal government’s powers to modify taxes subject to
revenue sharing through specific allocations (pre-co-participation) have been increased, although
these measures will require absolute majorities in both houses. For municipalities, the debate on
autonomy versus autarchy will directly influence whether or not they have taxing powers. As
autarchic entities, they could charge fees for services but not collect taxes. If current judiciary
trends continue, nothing in the constitution disallows taxation at the municipal level and these

powers will depend on provincial legislation.

In 1999, the Law of Fiscal Solvency was introduced and required the federal government to
maintain a balanced budget from 2003, and also to ensure that spending does not run ahead of
economic growth. It also established a stabilization fund to mitigate the impact of the economic
cycle on the budget. By 2001, it became clear that this objective would not be achievable by
2003. Argentina defaulted on its debt burden and it was predicted that unless the public sector
restructured the public sector and agree on new revenue arrangements with the provinces, the

benefits of the IMF loans would be short-lived (The Economist 2002:85).
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E.2 BRAZIL

Brazil has a central government (Union), 27 states and 4 974 municipalities (municipios). Brazil
is one of the most decentralised federations in the developing world (De Mello 1999:135).
Brazilian fiscal federalism is therefore characterised by a great autonomy of subnational
governments. The latter, which includes the diversity of tax sharing and transfer arrangements
(both negotiated and statutory), makes intergovernmental relations institutionally complex.
Further complications include sizeable regional and personal income disparities as well asa long
history of macroeconomic instability and chronic inflation. The 1988 Constitution, however,
generally brought constitutional arrangements in Brazil generally into line with broad
expenditure assignment principles in economic theory but cross-level coordination and service
delivery practices still posed additional problems. These included no clear division of
responsibilities across the levels of government which led to the duplication of expenditure
assignments. However, reforming the structure of intergovernmental relations towards the
decentralisation of expenditure assignments in line with the overall fiscal decentralisation effort
in recent years and the removal of quasi-fiscal imbalances (ie a lack of transparency between
fiscal and monetary authorities) could ensure tax equity and the consolidation of macroeconomic
stability. An additional difficulty arises because macroeconomic stability is pursued within the

context of fiscal decentralisation and complex intra- and intergovernmental relations.

The drastic reduction of inflation with the implementation of the Real Plan in 1994 led to a
transformation process in the working of federation and public finances in Brazil (see also
Piancastelli de Siqueira 1998:173). The latter became a reality because the fiscal stance of the
Union started to deteriorate. This was reflected in a loss of quasi-fiscal sources of revenue with
the fall in inflation (eg a loss in seignorage revenue} and a rise in various types of quasi-fiscal
expenditures (eg costly bailouts and expensive sterilisations of capital inflows). De Mello (1999)
therefore argues that fiscal policy and consolidation are particularly important if the costs
associated with excessive reliance on monetary policy are to be minimised and self-sustained
growth is to be achieved. In 2000, a Fiscal Responsibility Law was approved and required each
level of government to maintain their balance at the level that it was at that specific stage, limit
their spending on personnel, and keep the ratio of debt also to the level that it was at that stage

within limits set by the Senate, on the President’s Proposal. Brazil will, however, have to be



295

much more disciplined than their neighbour, Argentina, in the application of their Acts in future,

if it is to prevent them from falling into the same kind of debt trap.

In terms of a sustained level of macroeconomic stability, policies must also promote increased
harmonisation of indirect taxes across trading nations in view of recent trends in international
economic integration and the creation of trading blocs. Greater economic integration thérefore
increases the scope for increased tax sensitivity and tax competition between countries. This is
particularly important for Brazil, given the increased opening of its economy and greater
integration within MERCOSUR (see sec 5.4). International competitiveness can therefore
develop into a system of indirect taxation that discourages selective, essentially cumulative,

multistage taxes on sales and corporations’ gross revenue.
E.3 INDIA

At present, India comprises of a Union, 25 states and 7 union territories, and 3 586 urban local
bodies and 234 078 rural local bodies. The urban local bodies are subdivided into 95 municipal
COrporations, 1 436 municipal councils, and 2 055 nagar panchayats. The present system of
fiscal federalism in India has been formed in the pre-independence government of the India Act
of 1935. India, which is the largest democracy, has sharp regional diversities and a
heterogeneous population. The only way that efficient delivery of public services can be
achieved is through the decentralisation of powers and functions of government. The Indian
constitution which came into operation in 1950 emphasises that matters of national interest are
with the “centre”, while those relating to the provision of public services (eg the maintenance of
law and order, justice, education and health) are with the states. The centre is therefore
responsible for the maintenance of development and stability through several developmental,
international and monetary instruments (eg currency, coinage, foreign exchange, external trade,
etc). However, the source of financing of state services in particular has not always been

adequate.

The constitution emphasises the principle of tax separation between the states, and the central
govefnment and sources of taxation assigned to the central government or the states are listed as

well as the taxes to be shared. The states have considerable power over revenue sources assigned
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to them and although they can determine the tax base, the most productive sources of revenue
have been reserved for the central government. The central government has the power to levy
income tax on nonagricultural income (individual and corpdrate), customs duties and excise taxes
on production with the exception of those on liquor. Tax revenues assigned to the states cover
those related to land and agriculture (land revenue, agricultural income tax, etc), sales taxes with
the exception of those on interstate trade, excises on liquor, taxes on inland transport except for
railways, property tax and the entry tax. According to the constitution, taxes on the non-
agricultural income of noncorporate entities should be distributed between the centre and the

states.

Some of the problems experienced by the Indian fiscal federal system can be summarised as

follows (Bagchi 199?}:‘

(1) There were trends between the levels of state and federal government expenditure. For
instance, between 1960 and 1961 and 1993 and 1994 the taxes and other revenues raised
by, and otherwise accruing to, the states increased from 59% of the national total to
64%. Because of this, the states incurred significant deficits as well as a larger
devolution of expenditures after the mid-197 Oé. The deficit led to questions being asked
whether the assignment of expenditures and revenues was out of balance or whether the
system of transfers (“gap-filling”) itself was flawed. Large devolutions out of specific
revenue seemed to act as a disincentive for the centre to raise more revenue and as an
encouragement to turn instead to nonshared categories of taxation to meet the centre’s
own requirements. Rising grants encouraged states to expand capital expenditure and
led to a neglect of the maintenance of existing assets.

(2) Horizontal equalisation has only been partially achieved through the transfer system.
The richest states in India achieved own revenue per capita that was up to 5,2 times
higher than that of the poorest states and a revenue: expenditure ratio that was 2,3 times
higher. This can be compared to a per capita income differential of 3,1 between the
richest and poorest states, Attempts at equalisation did not help and gaps only widened
because tax devolution constituted the main component in the transfer system and
overshadowed the grants in that regard. The equalising characteristics of devolved taxes

were also much weaker than those of the grants.

3) The overlapping tax jurisdictions of the centre and the states concerning excise and
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sales taxes have become a serious problem. The result has been a considerable
concentration of central sales tax (CST) revenues: 40% of'total collections went to only
four states, which accounted for only 20% of India’s total population (approximately 1
billion people). This could lead to competitive actions and distortions such as
camouflaging interstate sales as transfers on consignment to branches or depots of the
" same company. These complexities and competition associated with the separation of
powers to levy domestic trade taxes have been unfavourable for the development of a

more effective common market in India.

From the aforementioned discussion, it is clear that the principle of “financing follows function”
has not been properly implemented within India and that the division of powers between the
central government and the states has been obscure. This can be linked to a few factors. Firstly,
although the constitution provides considerable fiscal and regulatory power to the states,
substantial unitary features are still present. The central government can dissolve state
governments and take over their administrations. Secondly, central planning (which until
recently governed India’s economy) blunts the economic powers of the states. Thirdly, national
parties traditionally dominated subnational politics and therefore state budgetary outcomes were
the result of centrally defined development policies, and in practice, state-level regulatory powers

had little meaning.

The relative centralisation of India’s federation is, however, changing. Central planning is
gradually weakening and the growing strength of regional parties in national coalition
governments allows the states a greater role in defining their development priorities. The
adjustment process of state governments will, however, be a slow process especially because
state finances are problematic with excessive debt and unsustainable wage and pension bills, and
few incentives to mobilise their own resources. States have also only progressed gradually in
implementing the 73™ and 74" amendments (1992), which gave constitutional recognition to
local governments. Although states have the power of supersession, that is the right to dissolve a
local government and take over its powers, they are now required to hold elections within six

months of superseding a local government (World Bank 2000:110).
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APPENDIX F: THE SADC AND OTHER REGIONAL GROUPINGS IN
SOUTHERN AFRICA

The Southern African Development Community (SADC) was founded in 1992 as a successor to
the former Southern African Development Coordination Conference (SADCC), which was
established in 1980. The SADCC originally had nine members (Angola, Botswana, Lesotho,
Malawi, Mozambique, Swaziland, Tanzania, Zambia and Zimbabwe). One of the main aims of
the SADCC at that stage was to make member economies less dependent on South Africa, a
country that was then plagued by sanctions because of its unacceptable political and social

policies.

Even after change occurred at the beginning of the 1990s and sanctions were subsequently
reduced, South Africa was still not allowed to re-enter the SADC because of another “fear” that
it would become a dominant power. South Africa was, however, allowed to re-enter the
international playing field after major political and social reforms led to a fully democratically
elected Government of National Unity in April 1994. After this period of change, South Africa
was allowed to join the SADC as the eleventh member, after a newly independent Namibia had
joined in 1990, Mauritius was the next country to join in 1995, followed by the Democratic
Republic of the Congo (DRC) and Seychelles in 1997, The SADC has 14 members at this stage

with a total population of approximately 192 million people.

Whereas the SADCC’s main task was to coordinate the development programmes of member
states, the SADC’s was to pursue the integration of development and the liberalisation of
economies in the region. The declaration and treaty for the formation ofthe SADC was signed in
Namibia in August 1992. The objectives of the SADC are briefly as follows (SADC 1992): (1)
the enhancement of development and economic growth and the standard of living of Southern
Africa in order to support economic integration; (2) productive employment and the utilisation
of resources of the region; and (3) the sustainable utilisation of natural resources and effective
protection of the environment. The SADC will, in order to achieve these objectives, harmonise
political and socioeconomic policies of member countries, mobilise people to the benefit of the
region and develop policies aimed at the elimination of obstacles to the free movement of capital

and labour, goods and services and people of the region.
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The heads of state of the SADC countries form the main policy decision-making body of the
organisation. Summit meetings are held at regular intervals (sometimes every six months) to
give direction to the policy and activities of the organisation. The Council of Ministers, mainly
Ministers of Foreign Affairs, meet once a year to overview the progress made with the various
programmes for the achievement of the objectives of the SADC. Sectoral Councils of Ministers
have been formed to drive the process of different Protocols, aimed at more specialised activities.
Each country in the SADC has been given responsibility for one or more of the Protocols. The
SADC Secretariat in Gaborone, Botswana, is responsible for the overall coordination of all
activities of the member countries. In each country, there are sector coordinators who must liaise
with the Secretariat and Sectoral Secretariats to serve the various Councils of Ministers.
Different countries are therefore responsible for the coordination of different economic sectors.
Mauritius is responsible for tourism; Tanzania for industry and trade; Mozambiqﬁe for transport
and communication, and culture and information; Angola for energy; South Africa for finance
and investment through the Finance and Investment Sector Coordinating Unit (FISCU); Zambia

for mining; Malawi for wildlife, and Lesotho for environment and land management.

The Southern African Customs Union (SACU) is the oldest, and according to most accounts, the
most effective and successful integration scheme within the SADC. Established in 1910, this
group consists of five members, namely Botswana, Lesotho, Namibia, Swaziland (BLNS) and
South Africa. The common goal of the group was to create a trade regime capable of achieving
development in member countries. As already mentioned, all of its members (except Botswana’s
pula) are participating in a Common or Rand Monetary Area (CMA) which pegs member

countries’ currencies to the South African rand at a one-to-one rate.

F.1 SOUTHERN AFRICAN CUSTOMS UNION (SACU)

SACU isbased ona revenue-sharing formula, allowing a common revenue pool. Interms ofthe
SACU treaty, trade in goods and services (other than agriculture) within the Union is totally free
of barriers, but imports from the rest of the world face a common external tariff (CET) and a
common excise tax, the proceeds of which flow into a consolidated revenue fund. Revenue out
of this fund is shared according to an agreed revenue-sharing formula. Botswana currently

obtains 15% of its total revenue from SACU, making the country (excluding South Africa) least
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dependentk on the group. Namibia receives about 30% of its total state revenue from the SACU

pool, while the figures for Lesotho and Swaziland are about 35%. The SACU treaty has been

amended and agreed upon since September 2000 to include the following:

M

@)

G)

(4)

A more up to date and realistic revenue-sharing formula was introduced. Shares of the
revenue derived will now be based on intra-SACU trade, which means that the more the
country imports from others, the higher its share will be in the revenue fund — again
favouring the BNLS group which is less industrialised than South Africa.

The SACU ministers agreed to set aside 15% of the total revenue from excise duties for
developmental purposes. This portion will be shared in an inverse relationship, which
means that the lower the income per capita, the higher the proportion from the 15%
pooled money will be. In the EU, for instance, there is speculation about giving the
supra-national authority more power to levy, say, environmental taxes to compeﬁsate for
future environmental degradation. Some of the states that are resource rich in the more
mature federations, notably Canada (Alberta), invest resource revenues (largely outside
the resource sector) in such a way as to diversify the subnational economy. Although
the Alberta trust fund was based on bad economics (McLure 1997:101), such a trust
fund could be a good alternative, if invested wisely, for preserving revenues from
national assets such as mining. Another more realistic alternative is therefore to go for
the highest but still relatively safe return, as in the case of the US (Alaska) which
invested revenues from oil in world capital markets.

There is a sharing of the remaining 85% that is to be shared according to the GDP or
GNP, that is the higher it is, the higher the share will be.

The decision-making and tariff-setting regime has been democratised, that is a

multinational secretariat has been created.

The new formula still provides for large transfers from South Africa to the BNLS, but has many

advantages over the current method of revenue sharing. The new formula, unlike the existing

method, is bound to the actual amount of customs and excise revenue collected. This will ensure

that South Africa’s share of the total customs and excise pool remains relatively stable over time

(NTSA 2001:89). The above-mentioned agreements are therefore far from perfect, but have

come a long way in accommodating the original guidelines (recommendations) that were laid

down by the South African government in 1997. These guidelines can also be utilised to secure
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future objectives, pdssibly developing into a communal objective for a future SADC FTA:

(D) a further democratisation of the decision-making and tariff-setting regime
(2) the adoption of a clean revenue formula to cover the price-raising effects of the CET
3) the general lowering of the CET to reduce factor prices thus increasing regional

competitiveness and reducing anti-export bias
4 the harmonisation of industrial policy and incentives at regional level
&) the implementation of a competition law to counter what members referred to as South

Africa’s dumping and unfair trade practices.

Despite continuous adjustment within SACU, an ongoing debate questions whether there is still a
future for bilateral agreements in Southern Africa and SACU within its current format. One of
the stipulations of the agreement reached in September 2000 is that duties on most product inputs
should be reduced to zero within three years. This reduction, together with the items that are
already zero-rated, would imply that 69% of all trade would be liberalised within SACU in the
next three years. The target is to have at least 97% liberalisation within five years with the
remaining 3% comprising tariffs from sectors labelled as sensitive, that is the sugar and
automotive sectors. Naturally these targets also correspond to the main aims of the Trade

Protocol set by the SADC.

F.2 COMMON MARKET OF EASTERN AND SOUTHERN AFRICA (COMESA)
AND REMAINING PROBLEMS

The Preferential Trade Area for Eastern and Southern African States (PTA) was replaced by
COMESA in December 1994. Despite the good intentions and the establishment of a clearing-
house to minimise the use of scarce foreign exchange for internal transactions, the PTA did little
to expand trade among its members. The objective of the newly formed COMESA is therefore
once again to create a free trade zone that would evolve into a customs union with a CET by the
year 2004 and into a common market thereafter. The future could see an enlarged SADC or
‘COMESA and it may then become necessary to coordinate and join SACU and SADC objectives
with those of COMESA. Regarding the SADC members that also belong to COMESA (Angola,
Lesotho, Malawi, Mauritius, Mozémbique, Namibia, Swaziland, Tanzania, Zambia and

Zimbabwe), there is uncertainty about why these members continue to remain in both trading
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blocs. Scepticism seems to drive the bias in choices (see Flint 2000). As already mentioned,
history shows that SADC member countries tend to feel that South Africa is a dominant
economic power and has an unfair advantage because of its relatively superior production
technology and economic structure. Further, South Africa has been attracting most of the FDIs
(sec 6.5) in the region and consequently emotions have run high stalling previous trade

negotiations.

As already mentioned in chapter 5, one of the obstacles in African integration schemes has been

that many countries have had overlapping and incompatible membership of different regional

agreements with different mandates, trade tariffs and exchange control regulations. This is,

however, also a tendency within other developing regions, such as Latin America (see appendix

1). In the case of the Latin American Integration Association (LAIA) all members already

belong to another smaller grouping (ANDEAN PACT, G-3 and MERCOSUR) and it is generally

accepted that the increase in intra-L ATA trade since 1990 is attributable to the formation and/or

revival of these other, smaller groupings within LAIA than to LAIA itself (World Bank 1998).

The SADC is in the same position, with members belonging to numerous other regional

agreements besides the SADC. Within the 14-country membership the following are evident:

(D a customs union (SACU) incorporating South Africa, Botswana, Lesotho, Namibia and
Swaziland), of which four members are tied into a monetary arrangement that integrates
the smaller economies into the South African money and capital markets

(2) members of the Common Market of Eastern and Southern Africa (COMESA) which in
some respects has made good progress in trade liberalisation

3 seven SADC members which participate in the Cross-border Initiative (CBI) which
seeks accelerated economic liberalisation through the creation of an environment where
the private sector would pafticipate in a subregional rather than a national context so
that scarce investment capital for growth can be attracted

(49)  the EU-SA FTA between the EU and South Africa from 1999

(5) other bilateral trade agreements between member countries such as South Africa and
Malawi (particularly on textiles and apparel) that can assist in the formation of the
SADC FTA because trade deflection and hence the need to incorporate adequate rules

of origin becomes important
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The SADC technical arm spearheading trade negotiations, the Trade Negotiating Forum (TNF),

has agreed on the various policies that are required to underpin implementation of the Trade

Protocol. It recognises the need for harmonisation and includes the following (FISCU 1999):

(1) the need for macroeconomic stability

2) the need for harmonised investment policies and incentives to avoid use of revenue
receipts in competing for investment

3) the need to diversify as well as specialise in certain product lines where there is
comparative advantage within member states and the region

4) policies on fechnology transfer in order to improve productivity, quality and enhance

competitiveness with the rest of the world |

(5) liberalised exchange controls to facilitate trade transactions

(6) improved payments, clearance and settlement systems to enhance speedy transfers

(N harmonised customs procedures and standardized customs declaration and transit
documentation

(8) industrialisation policy to ensure equitable development in the region

The ultimate goal of the Trade Protocol of 1992 is therefore to implement a full FTA by the year

2006, and to promote a future common market.
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