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Abstract

The attached paper on "A Framework for Tax Policy Analysis in Sub−Saharan Africa" is a product of the ongoing
work program on tax analysis in the Bank. The paper argues that ad hoc revenue increasing measures in the past
have paid insufficient attention to the incentive effects of taxes and that tax reform is warranted where the role of
the price mechanism in allocating resources is being enhanced, for example, through trade and price liberalization
measures. The paper focuses on the analysis of commodity and income taxes. It identifies a series of tax reform
measures which rationalize and simplify the tax regime and are likely to be administratively feasible in
Sub−Saharan Africa. Even though the recommendations are based on the peculiarities of existing tax structures in
Sub−Saharan Africa, the type of analysis and principles enunciated are potentially of wider interest.

The central message on commodity taxation is that domestic consumption taxes are a preferred mechanism for
generating revenues and that "embryonic" versions of such taxes are already in existence in many African
countries or can readily be constructed through coordination of trade and production taxes. One implication of this
recommendation is that tariff reforms should be integrated with tax reforms and that the revenue function of
tariffs be transferred to domestic consumption taxes. In addition, where there are constraints in reducing nominal
tariffs on consumer goods, the report recommends using a levy on domestic output rather than increasing tariffs
on imported inputs. This would be consistent with a move away from taxing production and trade towards the
taxing of consumption.

The central message on income taxes is to severely restrict the role of allowances in both personal and company
income taxes. A greater use of withholding, an increase in exemption levels, a lowering of the maximum rate and
fewer brackets in between is recommended for personal income taxes. For company tax, the recommendation is to
move towards zero marginal effective tax rates (METR) on investment in order to avoid interfering in the volume
and allocation of investments. A new and promising approach to zero METRs is to move towards "full expensing"
(100% depreciation in first year) by increasing the initial allowances available to all investors and eliminating the
other asset and sector specific allowances and deductions. This will reduce the incentives to reallocate
investments towards sectors whose profitability is tax induced. It will also reduce the need for asset revaluation
and complex indexing schemes where inflation is a problem.

Finally, the paper argues that the identification of a desired long−run tax structure helps determine the
administrative changes and technical assistance required to improve existing tax regimes. Where comprehensive
reforms cannot be implemented, a long−term tax reform framework is required against which partial reforms can
be evaluated. The principles and approach put forth in this paper can be used then to develop detailed proposals
which are tailored to country−specific needs.
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Executive Summary

Should tax policy be an important component of adjustment programs in Sub−Saharan Africa? Thus far, the
Bank's support for adjustment in the region has focused on the elimination of non−price mechanisms for
allocating foreign exchange and the rationalization of public expenditure which grew very rapidly in the latter part
of the '70s. As current reforms take effect, the price mechanism and the private sector will become increasingly
important determinants of the economy−wide allocation of resources and the rate of investment. In these
circumstances, the effect of the tax system on incentives to produce and invest emerges as an important element
of public policy. This paper takes the position that many countries in Sub−Saharan Africa are now, or soon will
be, in need of some measures to reform taxes to complement other adjustment measures. The number and type of
measures and the extent of reforms will vary from country to country. The purpose of the paper is, therefore, to
provide a framework for analyzing selected taxes and to identify an administratively feasible set of alternatives
for the reform of taxation in Sub−Saharan Africa which can be tailored to the needs of different countries.

The principles underlying the recommendations of this paper are of general applicability. The recommendations
themselves, however, are designed specifically for Sub−Saharan Africa. This focus reflects the fact that tax
systems in Sub−Saharan Africa differ from those in other regions in two important respects. First, tax revenue has
increased very rapidly since the mid−1960s and, given the relatively low incomes of the region, is now unusually
high relative to GDP. By 1979, it had reached 17.0 percent of GDP compared with only 12.4 percent in
low−income, South Asia and, despite their significantly higher incomes, only 16.8 percent and 17.9 percent in
East Asia and Latin America, respectively. And second, the generation of revenue is more heavily concentrated
on international trade in Sub−Saharan Africa than in other regions for a variety of reasons including the size of the
international trade base and the non−availability of alternative tax handles. As a result, the contribution of taxes
on international trade to total revenue exceeds 40 percent in Sub−Saharan Africa, whereas it is only 35 percent in
South Asia and significantly less than 30 percent in East Asia and Latin America.

The significance of these remarks is that the impact of the tax system on the allocation of resources and economic
growth may be large in Sub−Saharan Africa. A high level of taxation coupled with relatively small tax bases and
a heavy reliance on certain tax instruments are likely to result in severe distortions. Econometric analysis for 30
countries in Sub−Saharan Africa for the period 1966 to 1982 suggests that, given the observed structure of
taxation, each percentage point increase in the ratio of tax revenue to GDP is associated with a reduction in the
growth rate of GDP by a quarter of a percentage point. Because of weaknesses in the data and extensive use of
non−price mechanisms in the recent past, this result must be regarded as tentative. Nevertheless, there is a good
case for tax reform to be treated as a critical element in the process of adjustment where the price mechanism is
expected to exert a greater influence on economic activity in the future.

The scope for tax reform is a second reason for focusing on Sub−Saharan Africa. Given the large fiscal deficits in
the region, recommendations to reduce the level of taxation are unlikely to be feasible at this stage. Whatever
proposals are forthcoming must generate sufficient reve−

nue to satisfy "acceptable" overall revenue objectives. Similarly, because of administrative limitations,
recommendations to shift from trade taxes to income taxes, for example, are unikely to be practical in the short
run. Thus, proposals intended for immediate implementation must be consistent with current revenue
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requirements and the existing capacity to administer taxes. Despite the urgent need for reform, therefore, the
feasible range of options may be much narrower than in other regions.

Given the continuing need for revenue (despite rationalization and reduction of expenditure) and the limitations
on administrative capacity, is there any scope for improving tax systems in Sub−Saharan Africa? Based on a
number of detailed country studies supplemented by more general cross−country analysis, this paper argues that
an administratively feasible set of proposals can be identified that will reduce the adverse effects of taxation on
production and investment and generate adequate revenue. In broad terms, these proposals entail a shift from the
taxation of international trade and domestic production to the taxation of domestic consumption and a
restructuring of incentives to invest. While these are the two most important proposals from the perspective of
economic efficiency, other recommendations are concerned with simplifying administration and improving
equity. In addition, the paper identifies several administrative measures which, in the long run, will lead to
expansion of the tax base and thus offer the possibility of reducing tax rates.

The most important recommendation of the paper is that consumption taxes can, and should, be given much
greater weight in the tax systems of Sub−Saharan Africa. A genuine consumption tax—one that taxes goods
entering final consumption but exempts all others—has several desirable features. First, all inputs into the
production process are tax free. As a result, decisions concerning the choice of inputs are independent of the tax
system and the international competitiveness of import−substitutes and exports is not jeopardized. Second, a
consumption tax does not distinguish between imports and domestically−produced goods so that the nominal
protection provided to consumer goods is zero. And third, exports are tax free so that exporters face world prices.
Thus, a consumption tax ensures that domestic production is efficient and that full advantage is taken of the
opportunities provided by international trade.

Few countries in Sub−Saharan Africa, however, can implement genuine consumption taxes. The reasons are
twofold. First, the tax net rarely extends through the wholesale and retail levels and second, there are serious
problems of valuation and collection in the agriculture and services sectors. Nevertheless, most countries have
taxes in place that operate like consumption taxes, or could be made to operate like consumption taxes, through
the importing and manufacturing stages. Swaziland, for example, has a tax that is applied to imports at the point
of import and to domestically−produced goods ex factory. Since exports, raw materials, semi−processed goods
and intermediates are exempt, the tax has the desirable properties of a consumption tax through the first stages of
the production/distribution chain. Where such taxes are already in place, their role as a source of revenue should
be increased at the expense of tariffs. This can be achieved by rate increases with corresponding reductions in
tariff rates in the short run and by expansion of the base in the long run. The development of the taxe sur la valeur
ajouté in the Ivory Coast illustrates this process. In 1960, the tax accounted for 15 percent of total revenue with 70
percent of its contribution coming from the taxation of imports. By 1982, the corresponding figures were 30
percent and 40 percent, respectively. Thus, the tax has increased in importance and an increasing share of its
revenue is coming from the taxation of domestic activities.

In other countries, Zambia for example, taxes are levied on the domestic production of consumer goods and tariffs
are levied on imported consumer goods but the two are not integrated. In still other countries, inputs into the
production process are taxed. Cameroon's taxe sur le chiffre d'affaires interieur has this characteristic.
Nevertheless, in both these cases, the administrative mechanisms for a transition to a consumption tax through the
import/manufacturing stage are already in place. Integration with import tariffs in the one case and elimination of
the taxation of inputs in the other case will mimic a consumption tax.

Movement to, or expansion of, a consumption tax will achieve production efficiency within the large scale,
import−substituting and exporting sectors but not necessarily between these sectors and the rest of the economy.
Over time, however, the tax base can be extended. In fact, the share of revenue from broadbased taxes, which are,
or have the potential to be transformed into, consumption taxes, has increased in Sub−Saharan Africa from 9.4
percent in 1966 to 17.3 percent in 1982. This suggests that there is a growing administrative familiarity with
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consumption−type taxes. Building on the desirable character−

istics of existing instruments is the recommended means for shifting from the taxation of trade and production to
the taxation of domestic consumption.

The bare bones of the proposal as laid out here are clothed in more detail in the main text. Several related issues
are also discussed there. For example, limited adjustments to the basic rate for the consumption tax are
recommended in the interest of equity and to offset externalities. In addition, the relationship between the
proposals advanced in this paper and those associated with trade liberalization are also addressed. In this context,
it is worth noting that, while most of the Bank's standard recommendations on trade policy are perfectly consistent
with those advocated here, some are at variance. In particular, the recommendation—often made as part of tariff
reform—to increase tariffs on imported inputs in order to reduce the effective protection afforded to domestic
producers of consumer goods and to generate revenue to offset rate reductions in consumer tariffs is questioned
on the grounds that such policies discriminate against exports particularly where duty drawback/rebate schemes
are deficient and poorly administered. Moreover, the preceding discussion of consumption taxes suggests another
alternative—an increase in the rate of taxation on the domestic production of consumer goods. This approach does
not discourage exports and is consistent with the development of the preferred, long−run system based on the
taxation of consumption. Therefore, proposals for tariff reform should be integrated with analysis and
recommendations for reform of domestic taxes.

The second major proposal of the paper concerns the taxation of company income and its effect on incentives to
invest. In this context, the paper addresses two issues—the balance between consumption and investment and the
intersectoral allocation of investment. Generally the current array of fiscal measures (statutory company tax rates,
depreciation allowances, investment credits, interest deductions, inflation adjustments, etc.) generate non−zero
marginal effective tax rates (METR). The METR measures the net effect of interacting fiscal measures on an
investor's rate of return. In most countries of Sub−Saharan Africa the prevailing METRs are haphazard and highly
variable—ranging from positive to negative—and not transparent. In many cases, investment is discouraged
relative to consumption and a complex system of sector−specific and asset−specific allowances distorts the
allocation of investment. There are numerous ways to attempt to remedy these problems. The most commonly
used measures are the lowering of statutory tax rates, improving depreciation schedules, provision of investment
credits, and periodic revaluation of assets cum the use of indexing schemes to neutralize the effects of inflation.
Many of these measures have proven difficult to implement satisfactorily in Sub−Saharan Africa.

A relatively new but promising alternative approach which can avoid or reduce the severity of the difficulties
associated with traditional measures is to move towards a "cash−flow" type of company tax. Depreciation
allowances in this approach will be set correctly if the net present value of the allowances at the time of
purchasing an asset exactly equal the cost of the asset. This approach to depreciation is known as "full expensing",
and it is equivalent to treating capital expenditures as current expenditures and allowing 100 percent depreciation
in the year of purchase. All other investment−related allowances and deductions, including those for interest
payments would then be redundant.

"Full expensing" with the elimination of other allowances and interest deductions, or a depreciation schedule with
an equivalent present value, essentially eliminates the tax wedge between the pre−tax and after−tax rate of return
to investment. This arrangement results in a zero METR on investment. A zero METR is an attempt to
simultaneously approach "neutrality" or non−interference in the volume of investment and in the allocation of
capital between sectors. At present, approximations to ''full expensing" are encountered in the taxation of some
expenses, such as R&D, in all sectors, and of most investment expenses in some sectors, such as mining. "Full
expensing" without the elimination of other investment−related allowances and interest deductions will, however,
result in a negative METR or outright subsidies to investment and is not recommended. Finally, provided the
existing capital stock is economically profitable, a "cash−flow" type company tax will generate revenue for the
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treasury from infra−marginal investments even if, at the margin, a new investor's decision is independent of the
tax system. In fact, company taxes are known to have generated substantial revenue even when the marginal
effective rate of taxation on investment has been negative as, for example, in the oil sectors in some countries
such as Nigeria and Gabon in the early 1980s (where the company tax on oil yielded over two−thirds of total tax
revenue).

Moving from an existing system of company taxation to one based on "full expensing" can also cause a
transitional revenue loss in many countries. Since "full expens

ing" implies a one−time "payment" of depreciation allowances which would otherwise have been spread
throughout the lifetime of the asset, the loss of revenue in the first year could be substantial especially if
investment responds significantly. However, these losses are recovered in subsequent years when there are no
further depreciation allowances to lower the profits subject to tax. Nevertheless, in view of this short−run revenue
loss, in practice a hybrid approach may be necessary. Malawi, for example, is presently considering a move
towards "partial expensing'' by eliminating investment credits and expanding initial allowances in the first year.
Annual depreciation allowances and interest deductions would then be based only on the undepreciated balance.
In this way, the effects of an inexact approximation to economic depreciation and inadequate treatment of
inflation would be limited to a smaller base. Thus, where "full expensing" cannot be implemented, "partial
expensing" across the board, with annual depreciation allowances and interest deductions on the undepreciated
balance (or subject to some anti−abuse provision to avoid thin capitalization), and elimination of all other
investment−related allowances, deductions and credits would improve and rationalize investment incentives.
Again, the proposal is to build on existing instruments such as "initial allowances" with which most tax
administrations are already familiar.

The third set of recommendations concerns administration. Much of the preceding discussion identifies a
long−run preferred system of taxation based on a consumption tax and changes in taxes on personal and company
income. The difference between this objective and what can be achieved in the short run defines the required
changes in administration. Apart from simplification, most of the administrative recommendations concern
base−broadening. Expansion in the base is the primary means of ultimately securing reductions in rates and
reducing the economic costs of taxation. Base−broadening, however, is not an easy matter. As one extends the
consumption tax and income tax to smaller enterprises, for example, the revenue generated per taxpayer declines
and the costs of administration increase. Several steps can be taken, however, to expand the base in a
cost−effective manner. Improving the flow of information through the creation of a master tax file and a unique
identification number for each taxpayer, for example, will improve the ability of the tax departments to monitor
revenue generation and locate new taxpayers. The greater use of withholding and presumptive taxes is also
recommended.

The paper concludes that for many, but not all, Sub−Saharan African countries an administratively feasible set of
proposals can be developed for inclusion in adjustment programs. In some cases, comprehensive reforms that take
into account the interaction between different tax instruments may be administratively and politically feasible. In
general, however, conditions are likely to exist only for partial reforms. It is very important, therefore, that there
be an outline of a desired long−term tax structure to provide a framework against which the appropriateness of
partial reforms can be evaluated. Proposals specific to country situations can then be developed from the general
principles presented in this paper and a program of implementation over a medium−term period can be
established. Developing administrative capacity to move in the direction of the preferred long−term framework of
taxation outlined above will, however, require provision of technical assistance. The Structural Adjustment
Program in Malawi has included detailed preparatory work for a tax reform package along the lines advocated in
this paper in its third SAL operation and is expected to incorporate support for the implementation of the reform
package in a possible fourth SAL operation. This could provide an example that may be useful for adjustment
programs in other countries.
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Introduction

Purpose

Taxation, in addition to transferring resources from the private sector to the public sector, changes the structure of
incentives. For example, duties on imports generate revenue but simultaneously provide protection thereby
encouraging the development of inefficient, import−substituting industries and inhibiting the development of
exports. Similarly, taxes on company profits are an important source of revenue but, by reducing the return to
investment, they discourage capital accumulation and hence growth. These tax−induced effects on output and
growth are described in this paper as the "economic costs" of taxation in order to distinguish them from the
administrative costs of collecting taxes.

The magnitude of the economic costs depends on two factors. First, in many cases, they tend to increase more
than proportionately with the rate of taxation. Thus, unusually high rates of taxation are a matter of concern.
Second, they depend on the structure of taxation. Excessive reliance on, say, trade taxes can result in a more
costly system of taxation than one in which the use of tax instruments is more balanced even if the two systems
yield the same amount of revenue. Administrative costs, on the other hand, tend to increase with the complexity
of the tax system. The major task of tax policy, therefore, is to choose that combination of rates and instruments
which is socially feasible and yields the required amount of revenue while simultaneously minimizing
total—economic and administrative—costs.

This paper examines the role of tax policy in the specific context of Sub−Saharan Africa. One reason for this
focus arises from the fact that revenue from taxation in Sub−Saharan Africa has increased rapidly and, as a share
of GDP, now equals or exceeds that in other regions of the developing world. Since, for administrative reasons,
tax bases remain relatively small in Sub−Saharan Africa, there is a strong presumption that rates of taxation, and
hence the economic costs of taxation, are high. Proposals to reduce these rates may, however, be unacceptable.
Given the large budget deficits throughout the region, reductions in rates that cause a major loss of revenue will
simply result in the introduction of alternative, ad hoc revenue−generating measures that may entail a net increase
in the costs of taxation. The proposed changes, therefore, must yield sufficient revenue to satisfy acceptable
overall fiscal objectives.

The structure of taxation is a second reason for focusing on Sub−Saharan Africa. Compared with other regions of
the world, Sub−Saharan Africa relies heavily on the taxation of international trade. Trade taxes, in fact, still
account for more than 40 percent of total revenue. Since these taxes are usually thought to have a significantly
adverse effect on the efficiency of domestic production, there is a presumption that the economic costs of taxation
will be high. Proposals for restructuring the tax system in order to reduce these economic costs, must, however,
allow for the costs of administration. Recommendations involving more extensive reliance on income taxes, for
example, are not likely to be feasible in the short run. Any proposed changes, therefore, must be based on a
careful assessment of administrative feasibility and, to the extent possible, should build on existing tax
instruments.

Given the need for revenue and the limitations on administration, is there any scope for improving tax systems in
Sub−Saharan Africa? This paper argues that an

administratively feasible set of proposals can be identified that will reduce the economic costs of taxation. These
proposals entail:

 a shift from the taxation of international trade to the taxation of domestic transactions;
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 a shift from the taxation of production to the taxation of consumption;

 a shift in the burden of taxation from the poor to the rich;

 a restructuring of investment incentives; and, in the long run,

 a shift from reliance on high tax rates to reliance on broader tax bases.

Although the proposals are designed specifically for Sub−Saharan Africa, the basic principles are more generally
applicable. Some of the suggestions made in this paper may, therefore, be relevant to other low−income countries.

Organization

The remainder of the paper comprises five sections. The first section reviews recent trends in taxation in
Sub−Saharan Africa and presents evidence on the costs of taxation. The assertions made above—that, compared
with other regions, Sub−Saharan Africa is heavily taxed and relies excessively on trade tariffs—are substantiated.
Measurement of the economic costs of taxation, however, is more difficult and the conclusions are, therefore,
more tentative. The evidence that has been assembled, however, suggests that, during the seventies, an increase of
one percentage point in the ratio of tax revenue to GDP is associated with about a quarter of a percentage point
reduction in the annual average rate of growth in GDP.

Sections II and III present the major recommendations for tax reform that can be undertaken given existing
capacity to administer taxes. The second section is concerned with commodity taxes. In this paper, these taxes are
understood to include duties on international trade as well as sales taxes, turnover taxes, value−added taxes,
excises and other taxes on domestic production and consumption. This section presents the most important
recommendation of the paper—that consumption taxes can, and should, be given much greater weight in the tax
systems of Sub−Saharan Africa. Section III examines the major income taxes—that is, those on personal and
company income. Much of this section is concerned with efforts to simplify the tax code and improve the
structure of incentives confronting investors

The fourth section explores several administrative issues that are important primarily for the long−run
development of the tax system. In particular, this section examines means of expanding the tax base.
Base−broadening is particularly important as a goal of tax policy since it is the primary means of ultimately
securing reductions in rates. The approaches discussed include the generation of relevant information and the use
of presumptive and withholding taxes. Although concerned with the long run, the recommendations of this section
should be part of any overall package of tax reforms.

The final section discusses the implications of this paper for the Bank. The principal conclusions are that
comprehensive tax reform is both warranted and feasible in many countries in Sub−Saharan Africa and that the
implementation of such reforms should be an important element of adjustment programs.

1—
Taxation in Sub−Saharan Africa

Recent Trends

Prevailing views regarding taxation in Sub−Saharan Africa stress the difficulty of mobilizing resources through
the tax system and the excessive reliance on commodity taxes. Both views rest on an underlying perception that
administrative weaknesses prevent a more effective and efficient use of the tax system. To what extent does the
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available evidence substantiate these views? Table 1.1 presents statistics on tax revenue and structure for a sample
of 25 countries in Sub−Saharan Africa for which data are available covering the period 1966 to 1982. These
countries account for 86 percent of total population and 82 percent of total GDP in the region and are, therefore,
representative of overall developments.

Table 1.1 Tax Revenue & Structure, 19661982

1966 1970 1974 1978 1982

Tax Revenue (% of
GDP)

11.6 14.2 15.6 16.3 16.1

Tax Structure
(% of Tax Revenue)

−Taxes on Income 25.1 26.9 29.7 29.9 29.5

−Taxes on Domestic
Commodities 25.0 24.6 24.5 24.2 27.9

−Taxes on
International Trade 49.9 48.5 45.8 45.9 42.6

Source: Government Financial Statistics, MF/IBRD, various issues.

Table 1.1 reveals that the first view has to be rejected. Between 1966 and 1978, tax effort—the ratio of revenue to
GDP—increased from 11.6 percent to 16.3 percent, reached a peak of 17.0 percent in 1979 and then declined to
16.1 percent in 1982. For the entire sixteen−year period, the annual, average increase in revenue was 20 percent
greater than that of nominal GDP in part because traditional tax bases grew more rapidly than the economy as a
whole. Nonetheless, this is a remarkable revenue−generating achievement since these resources were mobilized at
a time when income per capita was both low and barely increasing. In fact, given such low levels of GDP per
capita, tax effort in Sub−Saharan Africa is unusually high. Circa 1980, it exceeded that in low−income South Asia
(12.4 percent) and approximated that in East Asia (16.8 percent) and Latin America (17.9 percent) despite the
much higher, per capita incomes in the latter two regions.

The view that Sub−Saharan Africa has difficulty in generating revenue probably stems from the observed increase
in overall budget deficits. Between 1966 and 1982, budget deficits in the 25 countries of Table 1.1 increased from
4.2 percent of GDP to 9.7 percent. This interpretation, however, overlooks the extraordinary increase in the size
of the public sector during this period. Total government expenditure accounted for only 18 percent of GDP in
1966 but had increased to 29 percent by 1982. Thus, the increase in tax revenue is small only in relation to the
increase in expenditure. While reductions in expenditure may well be desirable, the magnitude of existing deficits
provides a strong argument for, at least, maintaining tax effort in the near future.

Although the share of income tax in total revenue has

increased by 4.4 percentage points over the sixteen years, the second view—that Sub−Saharan Africa relies
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excessively on commodity taxes—is confirmed by the evidence in Table 1.1. Of the increase in tax effort between
1966 and 1982, 60 percent is attributable to increased revenue from commodity taxes. Moreover, at the end of the
period, commodity taxes still accounted for over 70 percent of total revenue with taxes on international trade
contributing more than 60 percent to the total yield from commodity taxation. An inability to generate substantial
amounts of revenue from income tax is not unusual among developing countries. The structure of taxation in
Sub−Saharan Africa, however, differs from that in other developing countries in one important respect. The
contribution of taxes on international trade is unusually high in part because of the size of the international trade
base and in part because of the difficulty in implementing domestic commodity taxes. As a result, the share of tax
revenue from import duties exceeds 40 percent in Sub−Saharan Africa whereas in South Asia it is only 35 percent
and in both East Asia and Latin America it is significantly less than 30 percent.

Economic Costs of Taxation

To what extent have the increases in tax effort and the continued reliance on commodity taxes impaired economic
performance? Although the economic costs of taxation are well defined in theory, empirical confirmation of their
importance has proved elusive. Taxation is only one of many factors influencing economic development and
available research techniques have difficulty in isolating its independent effect even in developed countries.
Nevertheless, the several strands of evidence presented here provide sufficient grounds for concern.

Consider first results obtained from simulations conducted with a static, general equilibrium model for Kenya.
Using this model, an increase in revenue from 11 to 16 percent of GDP—the observed increase in Sub−Saharan
Africa—causes GDP to decline by one percentage point as factors are reallocated in response to the changed
structure of incentives. In this experiment, the additional revenue was returned to the private sector by means of
lump−sum transfers, so that the reported loss represents the economic cost of the distortionary taxes actually used.
Moreover, it is a permanent loss of income—that is, it is not a once−only loss associated with a change in the tax
system but a loss that will be incurred as long as the new tax regime remains in force.

While a model is useful in that it allows a precise specification of the experiment, the simulation reported above
abstracts from the effect of taxation on savings and investment. Thus, the increased revenue may have been used
for additional public investment whereas the simulation assumes that it is returned to the private sector. This is an
important point since it is often argued that the propensity to save of the public sector exceeds that of the private
sector so that taxation will increase aggregate savings. The evidence presented in Table 1.2, however, suggests
that this view of taxation is inadequate. Examine the results for Senegal. If disposable income falls by one unit as
a result of taxation, private sector consumption falls by 0.69 units and saving by 0.31 units. At the same time,
public sector consumption increases by 0.93 units and saving by only 0.07 units. The net effect, therefore,
amounts to an economy−wide increase in consumption of 0.24 units. Inferences to be drawn from these results
should take into account that public consumption in the figures above include current expenditures on education
and that the relationship is based on observed behavior of the public sector in a given period. It is conceivable that
with reductions in public sector expenditures that tax increases could be associated with an increase in public
savings. Nonetheless, far from generating a substantial increase in the aggregate rate of savings, in both countries
shown in Table 1.2, taxation was associated with a significant increase in consumption in the period 196683.

Table 1.2: Taxation & Saving

Senegal Sudan

Private Propensity to
Consume
Disposable Income (%) 0.69 0.83
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Public Propensity to
Consume Revenue (%) 0.93 1.15

Implied Reduction in
Saving
Per Unit of Taxation (%)0.24 0.32

Source: Chhibber, CPD Discussion Paper No.
198535.

The material presented thus far suggests that taxation causes a misallocation of resources and reduces aggregate
savings. Can these effects be observed in lower growth rates of GDP? Econometric analysis of pooled
cross−section/time−series data for 30 Sub−Saharan African coun−

tries for the period 196682 suggests that each percentage point increase in tax effort reduces the growth rate of
GDP by a quarter of a percentage point This is a substantial effect. The result should, however, be treated with
caution since it is a composite measure of static and dynamic costs and includes revenue and expenditure effects.
That is, it incorporates the losses associated with tax−induced misallocations of labor and capital, tax−induced
changes in the rate of private investment as well as inefficiencies arising from tax−financed, public expenditures.
Nevertheless these costs are consistent with one's a priori expectations and provide adequate motivation for a
search for possible improvements in existing tax systems.

2—
Commodity taxation

Commodity taxation will remain the major source of revenue in Sub−Saharan Africa for the foreseeable future.
Reducing the distortionary cost of these taxes should, therefore, be a prime concern in any tax reform. The basic
recommendation for commodity taxation is that specific tax instruments be used for specific purposes. Compared
with the existing practice of many different taxes performing multiple functions, the suggestion here is that:

 broadbased, consumption taxes, such as sales tax or value−added tax, be used as the main mechanism for
generating revenue;

 commodity−specific taxes such as excises be used to introduce a degree of progressivity into the system of
commodity taxes and to compensate for the presence of externalities;

 import duties be limited to providing protection, if required, to domestic producers; and

 most export taxes be eliminated where possible.

These separate functions are discussed below:

Consumption Taxes and Revenue

Consumption taxes are usually considered the most desirable means of raising revenue from commodity
transactions since they do not affect the efficiency of domestic production. With these taxes, all
domestically−consumed goads, whether imported or produced locally, are taxed at a common rate. All other
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goods are tax free. Thus, all inputs—intermediates, raw materials and capital goods—and all exports are free of
tax. Compared with taxes on production, such as a turnover tax, consumption taxes are preferred because they do
not distort the choice among inputs nor the choice between inputs and factors. In addition, they do not cascade
through the production process. Compared with import tariffs, consumption taxes are preferred because they do
not provide protection and thus do not favor import substitutes relative to exports. And finally, unlike export
taxes, consumption taxes do not reduce incentives to produce for export.

Consumption taxes are of two types. A general sales tax on final goods imposed at the retail level ensures the
taxation of all consumed goods but leaves all other goods tax free. This is the most obvious example of a
consumption tax. A value−added tax applied to all transactions in the production/distribution chain through the
retail stage, however, has the same effect Each intermediate purchaser in the chain is able to credit taxes paid on
purchases against taxes due on sales. In this way, all inputs are effectively tax free. The final purchaser in the
chain—the consumer—has no means of crediting and thus all sales at this stage are effectively taxed. For exports,
the rate is set at zero. Thus, both general sales taxes and value−added taxes which are comprehensive and go
through the retail stage have the economically desirable properties associated with taxes on consumption.

Few developing countries, however, have the administrative capacity to implement comprehensive consumption
taxes through the retail level. Zimbabwe, for example, is the only country in Sub−Saharan Africa to impose a
sales tax at the retail level. Many countries, however, have taxes that operate like consumption taxes through the
import and manufacturing stages. Swaziland, for example, has a general sales tax that is applied to imports at the
point of import and to domestically−produced goods ex factory. This tax resembles a consumption tax in so far as
it has the characteristic of exempting exports, raw materials, semi−processed goods and inter−

mediates. Similarly, Senegal's value−added tax and Malawi's surtax operate like consumption taxes through the
import and manufacturing stages but not beyond.

This discussion leads to one of the most important recommendations of this paper. Where "embryonic"
consumption taxes are already in place, their role as a source of revenue should be increased at the expense of
tariffs. In the short run, this could be achieved by means of an increase in the tax rate with a compensating
reduction in tariff rates. In the long run, expansion in the base will allow further reductions in rates and cause an
increasing amount of revenue to be generated from the taxation of domestic activities. The development of the
taxe sur la valeur ajouté in the Cote d'Ivoire illustrates this latter process. In 1960, the tax accounted for 15
percent of total revenue with 70 percent of its contribution coming from the taxation of imports. By 1982, the
corresponding figures were 30 percent and 40 percent. Thus, the tax has increased in importance and an
increasing share of its total revenue is coming from the taxation of domestic activities.

While many countries in Sub−Saharan Africa have "embryonic" consumption taxes whose expansion is
administratively feasible, many others do not. Consider the case of Zambia's sales tax. This tax applies only to
domestically−produced consumer goods. Imported consumer goods are taxed according to the tariff code. Unlike
a genuine consumption tax, this system discriminates between imported and domestic goods. Nevertheless, the
administrative structure is already in place for conversion to a consumption tax through the import/manufacturing
stage. That is, extending the sales tax to include imports and eliminating tariffs by an equivalent amount
transforms this tax into an "embryonic" consumption tax. Since imports are already being taxed, and since the
domestic production of consumer goods is also subject to tax, the development of a consumption tax requires
coordination between existing tax instruments rather than the introduction of an entirely new one. It should,
therefore, be administratively feasible. The Zambian example is important because several other countries are in a
similar position. Zaire, Madagascar and Nigeria, for example, have different types of taxes on domestic goods
which, if integrated with the taxation of imported consumer goods, would result in a consumption tax.
Restructuring trade tariffs and domestic taxes to produce a broadbased consumption tax that is, or becomes, a
major source of revenue should be the primary objective of tax reform in countries which do not already have an
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"embryonic" consumption tax.

In still other countries, the only broadbased, domestic tax may be a turnover tax. Cameroon, for example, imposes
a nine percent tax on all transactions. This tax implies the taxation of inputs which cascades through the
production process and encourages vertical integration. In this case, movement to a consumption tax requires
elimination of taxes on inputs and integration with the taxation of imports . Once again, however, the presence of
a turnover tax provides the administrative structure for a relatively simple transition to an "embryonic"
consumption tax.

Taxation of inputs can be eliminated in several ways. Malawi's Surtax, for example, is based on the exemption
principle. Registered producers—those paying Surtax on their output—are exempt from the payment of tax on
their inputs. This scheme, generally described as a "ring" system, is probably the simplest to administer where the
tax base is relatively small. For example, 85 percent of total revenue from the surtax is generated from imports
and eleven large firms. As the tax base extends beyond the manufacturing sector, however, the crediting system
associated with the value−added tax may be more appropriate. This is the approach adopted in Cote d'Ivoire, for
example. An intermediate approach—part exemption, part crediting—has been introduced in Kenya. In this
scheme, goods that are clearly intended for production such as major capital goods are exempt while other goods
such as sewing machines or textiles which could be for final consumption or intermediate use are subject to the
crediting system. This hybrid approach may be a convenient intermediate step in the move towards a genuine
value−added tax.

With existing administrative capacity, it is unlikely that these "embryonic" consumption taxes can be extended to
agriculture, smallscale enterprises and services (including trade and transportation) in the short run given the
problems of valuation and collection. As a result, these "embryonic" consumption taxes achieve production
efficiency within the large scale, import−substituting and exporting sectors but not necessarily between these
sectors and the rest of the economy. Thus, the system confers a competitive advantage on sectors whose output is
not subject to tax ex factory but which compete with largescale, taxpaying manufacturers or with imports. As
noted above, however, "embryonic" consumption taxes, are usually designed such that only those who pay taxes
on their output are able to escape payment of taxes on their

inputs. All others are obliged to pay these taxes. This reduces, but probably does not offset, the competitive
advantage in the domestic market that the tax system would otherwise confer on those sectors whose output
escapes taxation. The taxation of inputs, however, distorts choice among inputs thereby impairing the efficiency
of production in these sectors. Moreover, it reduces their competitiveness in export markets. As the tax system
develops, however, it will be possible to extend the consumption tax along the production/distribution chain to the
retail level and to include more and more enterprises and sectors. As this happens, the proportion of inputs subject
to taxation will decline. In this way, the existing "embryonic" consumption taxes are transformed into genuine
consumption taxes and the taxation of inputs is phased out naturally without any change in the structure of tax
rates.

Many countries in Sub−Saharan Africa already have an "embryonic" consumption tax or some kind of domestic
tax which, together with tariffs, provides the basis for an "embryonic" consumption tax. The names, coverage and
characteristics of these taxes vary tremendously so that simple generalizations are not possible. Table 2.1,
however, presents information on the quantitative importance of these taxes. The table distinguishes between
taxes levied on only a few commodities, such as excises, and more broadly−based taxes—such as value−added
taxes, sales taxes and turnover taxes—which could provide the basis for tax reform. The table shows that the
share of revenue generated by broadbased domestic taxes increased from 9.4 percent in 1966 to 17.3 percent in
1982. Since tax effort has increased throughout this period, revenue from these taxes will have shown a
significant increase relative to GDP.
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The growing reliance on broadbased domestic commodity taxes presented in Table 2.1 suggests that many
countries are increasingly capable of administering these taxes and that expanding the role of consumption−type
taxes does not necessarily require major reforms of tax administrations. If this is so, the most important steps are
to ensure that where "embryonic" consumption taxes exist their revenue−generating role is increased relative to
that of tariffs and that, where such taxes do not already exist, the available domestic taxes are appropriately
integrated with trade tariffs and the taxation of inputs is eliminated in order to mimic the effect of a consumption
tax. These transformations of existing instruments are the recommended means for shifting from the taxation of
production and international trade to the taxation of domestic consumption.

Table 2.1: Taxes on Domestic Transactions
(percentage of total revenue)

1966 1970 1974 1978 1982

Tax on Domestic
Consumption and
Production 24.1 26.6 28.7 28.1 35.2

Broadbased Taxes9.4 10.9 13.9 12.6 17.3

Excises 9.8 12.4 12.4 13.9 17.5

Other 4.9 3.3 2.4 1.6 0.4

Source: Government Financial Statistics, MF/IBRD, various issues.

Excises, Equity and Externalities

Should the same tax rate be applied to all consumer goods? Where, as in most developing countries, all
transactions in the economy cannot be taxed, theory suggests the use of differential taxes for those commodities
that can be taxed. The basic argument is that consumer choices are less influenced by the tax system if taxes are
imposed on goods that are price−inelastic. This suggests that tax rates should increase with the degree of price
inelasticity. In practice, however, measurement of the appropriate parameters to implement this rule is extremely
difficult especially in developing countries. Moreover, implementation of a finely−tuned complex system of
commodity−specific rates may be beyond the administrative capacity of most countries in Sub−Saharan Africa
and could be expected to lead to serious problems of evasion and misrepresentation. It is recommended that a
single, basic rate be chosen. Since the consumption tax is meant to be a major source of revenue, this rat. should
be selected with respect to the government's overall needs for revenue.

The application of a single rate of taxation to consumer expenditure may offset the progressivity imparted to the
tax system through the taxation of personal income. Because the consumption tax is applied only through the
import/manufacturing stages, however, certain items—especially locally−produced foodstuffs—are effectively
tax free. To the extent that these items are more important in the consumption of the poor than the rich, the
consumption tax will be slightly progressive. This effect can be strengthened by exempting selected items, such as

those imported foodstuffs which are consumed primarily by the poor. In addition, excises can be applied to
selected luxury goods . Calculations for Malawi indicate that supplementing the basic consumption tax with a
limited number of ad valorem excises caused the tax content of expenditure by the richest of four income groups
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to be 18 percent whereas that for the poorest group was only 9 percent. Thus, despite the application of a single
rate to a large number of commodities and only limited use of excises, there is no reason to suppose that the effect
of a consumption tax on the distribution of income will be regressive.

Externalities are in general difficult to measure. Nevertheless, for certain commodities—alcohol and tobacco, for
example—a consensus may exist that their consumption is socially undesirable. In such cases, an excise, in
addition to the basic consumption tax, can be used to discourage consumption with some rate differentiation for
equity reasons. Many countries in fact impose very heavy taxes on such commodities as tobacco and alcohol. In
Ghana, for example, taxation accounts for over 50 percent of the retail price of bottled beer and over 70 percent of
that of cigarettes. These taxes generated 22 percent of total revenue in 1984. There may also be cases where the
application of excises to intermediates is justified as a form of benefit tax. For example, in countries where direct
charges for road usage are administratively infeasible, the taxation of fuel offers a convenient alternative. Malawi,
for example, generates 25 percent of total revenue from taxes on imported fuel. Where externalities or private
benefits in excess of social benefits are present and where the commodities in question can be taxed, the use of
selective excises offers an important means of improving the allocation of resources while simultaneously raising
substantial amounts of revenue (Table 2.1).

Duties and Protection

The system described thus far—a single rate consumption tax supplemented by selected excises—does not favor
domestic production over international trade, nor the production of import substitutes relative to exports or vice
versa . Most countries, however, provide protection to certain sectors of the economy. The reasons for protection,
the degree of protection and the instruments to provide protection vary from country to country and are not the
subject of this paper. However, one instrument, customs duties (tariffs), generates revenue in addition to
providing protection and must, therefore, be considered in any analysis of the incentive effects of fiscal
instruments where there are revenue constraints. It is important to recall that international trade taxes contribute a
major share of tax revenue in Sub−Saharan Africa and that in the last decade, under budgetary pressures, tariff
rates have often been increased to generate additional revenue. Given the dual role of tariffs, protection increased
even where it was not the primary objective. It is for this reason that the recommendation was made at the
beginning of this section that tariffs be limited to implementing the government's protection policy rather than as a
major source of revenue. Instead, domestic commodity taxes, particularly "embryonic" consumption−type tax
instruments (which tax both the domestic and international trade tax base), should be used to generate additional
revenue where they are available.

The government's protection policy, however, may also merit rationalization. It is not uncommon for tariff codes
to exhibit a wide range of rates and to exempt some categories of imports, for example, foodstuffs, or importers,
for example, government and parastatals, from the tariff base. In response to this complex tariff structure, the
Bank has developed an approach towards reducing and rationalizing protection. This focusses on the concept of
effective protection which shows the net effect on domestic value added of tariffs and quotas on both competitive
imports and imported inputs and aims to reduce the average rate and its variance. In a situation typical of many
developing countries where industries producing consumer goods are heavily protected by tariffs and quotas
whereas imports of capital goods, raw materials, intermediates and unprocessed foodstuffs are subject to very low
or even zero tariffs, the Bank usually recommends that quantitative restrictions be replaced by tariffs, that tariffs
on consumer goods be reduced, and that appropriate adjustments be made in the exchange rate. All these steps are
consistent with recommendations made in this paper.

An additional recommendation, often made in Bank reports, to move to uniform tariffs for all imports reflects the
judgement that some protection to infant industries may be necessary but that it is unlikely that such industries
can be identified by the government. It also reflects a concern that complex, highly differentiated systems of
tariffs encourage rent−seeking behavior and lobbying. However, even if the objective of establishing uniform
effective protection for all activities is accepted, there is no reason to suppose that uniform nominal tariffs imply
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uniform rates of effective protection when there are other taxes on trade and production in the system. In Ghana,
for

example, calculations indicate that a uniform tariff of 30 percent would result in rates of effective protection
ranging from zero to 50 percent This underlies the need for integrating tariff reform with tax reform.

Usually, a movement towards uniformity implies the extension of tariffs to goods not previously subject to tariff
such as raw materials and intermediate goods used in production, or increases in the tariffs applied to these goods.
In Senegal, the Bank proposed an increase in the tariff rates on inputs used in production from 5 percent or less to
15 percent or more and, in Zaire, the proposed increase is from 3 percent or less to 10 percent initially and 30
percent eventually. Two mutually reinforcing arguments were advanced in support of these recommendations.
First, they reduce the rate of ''effective" protection provided to consumer goods beyond that arising from
reductions in the nominal tariffs on imported consumer goods. Second, they also generate revenue which can
offset revenue losses from reducing tariffs on consumer goods. This revenue effect facilitates the introduction of
lower tariffs on consumer goods where there are revenue constraints.

The recommendation to increase tariffs on goods used in production does reduce the variance in effective rates of
protection. It can, however, also generate some undesirable side effects. In particular, it provides protection to the
domestic production of inputs relative to production for export. It also increases the cost of production for
exporters thereby reducing their international competitiveness. Efforts to offset this latter effect—duty drawback
schemes, for example—have not been successful in Sub−Saharan Africa. Malawi, a country with a
well−administered tax system, has not been able to implement an effective means of rebating duties to exporters.

Given the non−effectiveness of export rebate schemes in Sub−Saharan Africa, a levy on domestic output rather
than an increase in tariffs on imported inputs should be given serious consideration as an alternative approach for
reducing protection to consumer goods industries where there are constraints on further reductions in nominal
tariffs. Nominal protection, and therefore effective protection, can be reduced without loss of revenue by
increasing taxes on competing domestic production. Where an "embryonic" consumption tax is available, this
recommendation requires that a special levy be imposed on domestically−produced goods temporarily, until trade
tariffs can be reduced further. Where consumption taxes are not available, implementation is straightforward and
only taxes on the domestic consumer goods competing with imports need be increased. This system avoids both
the creation of additional biases against export−oriented production and the extension of protection to
intermediate goods production.

Only where the objective is to provide protection for the production of intermediates, and production subsidies
cannot be used, should tariffs be imposed on inputs used in production. However, unlike tariffs on consumer
goods, tariffs on inputs used in production increase the cost of exports not just indirectly but also directly. There
is, therefore, an additional trade−off between stimulating import−substituting industries versus export−oriented
industries. As a result, a lower tariff may be considered appropriate for imported inputs than for imported
consumer goods.

Before accepting this conclusion, though, it is necessary to determine whether the benefits of reducing or
eliminating differential protection between consumer goods and intermediate goods exceeds the "cost" of
introducing an additional bias against the production of export−oriented goods when functioning drawback
schemes are not available. This is ultimately an empirical problem. For example, the domestic market may or may
not support scale economies for intermediate goods production to offset the reduction in competitiveness of
export production.

The role of taxes on the domestic production of consumer goods has not always been recognized in the context of
trade reform mainly because the range of instruments evaluated is often confined to quotas, duties and exchange

Tax Policy in Sub−Saharan Africa

Duties and Protection 17



rates. A broader, public finance perspective that integrates duties and domestic taxes is necessary to determine
rates of effective protection and offers an alternative approach for reducing protection to consumer goods without
extending protection to intermediate goods or biasing production against exports.

Taxing Exports

Despite the recommendation in the discussion of consumption taxes that exports should not be taxed, many
countries, in fact, generate significant amounts of revenue from their agricultural exports. Table 2.2 shows that, in
1982, explicit export taxes generated as much as 35 percent of total revenue in Uganda. Are there any
circumstances in which these taxes are justified? The answer is a qualified yes. The most likely context is where
adminis−

trative capacity is limited. Here export taxes can serve as imperfect substitutes for other forms of taxation. This
role for export taxes, particularly in the taxation of agriculture, is explored below.

Table 2.2: Revenue From Explicit Agricultural−
Export Taxes
(percentage of total revenue)

1975 1980 1982

Burundi 6.0 12.1 5.9

Ethiopia 7.5 23.7 13.3

Ghana 39.4 33.7 −−

Côte d'Ivoire 12.8 11.2 9.6

Mauritius 19.7 17.9 19.3

Rwanda 17.3 22.2 9.4

Uganda 35.6 34.6 35.1

Source: GFS and IBRD CEMs, various issues.

There is a general perception that, because smallholders effectively escape income tax, smallholder agriculture in
Sub−Saharan Africa is undertaxed. One solution to this alleged problem that is highly attractive in principle is the
use of land taxes. Where land is in fixed supply, a land tax falls on economic rent, leaves production decisions
unchanged and is, therefore, a preferred means of taxation. In most countries, the tax code does, in fact, include a
land tax but, with a few exceptions such as Ethiopia, this source generates less than one or two percent of total
revenue. The low yield reflects the inadequacy of cadastres in Sub−Saharan Africa and the consequent difficulty
of establishing land ownership especially in areas where land tenure is based on tribal arrangements. In addition,
records on land quality are inadequate and productivity varies by season and type of land.

The inability to tax smallholder incomes and the ineffectiveness of land taxes have led countries to rely on
explicit or, more frequently, implicit export taxes. The latter occur as the result of the price−setting activities of
marketing boards such as the Cocoa Board in Ghana and the Agricultural Development and Marketing
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Corporation in Malawi. These Boards usually set the prices of major smallholder crops and then act as distributor
and exporter.

In principle, explicit and implicit taxes can be designed such that they are economically indistinguishable. In
practice, explicit taxes are usually ad valorem whereas implicit taxes vary with the world market price. As a
result, all risks associated with price fluctuations are borne by the state in the latter case and split between the
state and the farmer in the former case. In addition, whereas the revenue from explicit taxes accrues directly to the
treasury, the "revenue" from implicit taxes may stay with the marketing board. The choice between these different
forms of taxation is complex and involves issues that go beyond this paper. The discussion suggests, however,
that if risk sharing is an important consideration and if one is concerned about the use made of funds accruing
directly to marketing boards, more reliance should be placed on explicit export taxes.

With respect to the level of taxation, the evidence suggests that producers of agricultural exports are over−taxed.
If export taxes are meant to substitute for income tax, it should be possible to compute the rate of tax on exports
which would generate the amount of revenue that would be forthcoming were the smallholder subject to income
tax. For example, a simple calculation for a typical cocoa farmer in Ghana reveals that instead of the prevailing
export tax of more than 100 percent of the farmgate price, a tax equal to 4 percent would yield as much revenue as
would have accrued had the farmer's profits been subject to income tax. Such calculations suggest that, where
export taxes are justified as substitutes for income tax, rates should be reduced substantially .

Even if export taxes are set at reasonable rates, they are a poor substitute for the typical progressive income tax.
Assuming the same cost per ton, farmers with more output are undertaxed relative to those with less output. This
particular problem can be alleviated by transforming the export tax into a withholding tax which can be credited
against payment of income tax (Section IV). For example, since all transactions between the Ghanaian Cocoa
Board and the farmer are fully documented and since all payments for cocoa are made through the banking
system, a certain percentage of gross income could be withheld by the banks as prior payment of income tax.

More importantly, however, since by definition, export taxes are only levied on export crops, the tax system will
create an incentive to shift to theproduction of other crops. The considerable empirical evidence in support of the
view that African smallholders respond significantly to

prices suggests that the economic costs of export taxes are likely to be substantial. Thus, while reductions in
export taxes would be an important step, ultimately, presumptive income taxes must be extended to non−export
crops .

Other arguments in favor of export taxes include the possibility of manipulating the terms of trade and the need
for revenue. The former should be treated with caution. Inelasticity of world demand in the short run can quickly
change to loss of markets in the long run as the result of changes in both world demand and supply. This
happened, for example, to Ghana and Nigeria with respect to their world market share of cocoa and to Nigeria and
Zaire with respect to palm oil in the period 1961/63 to 1982/84. Given the large budget deficits in many countries
in Sub−Saharan Africa, the second argument—the need for revenue—cannot be ignored in the short run specially
if there is a case for export taxes as a cess or proxy user charge. In the long run, however, the development of the
broadbased consumption tax described earlier and the extension of the tax base for both commodity and income
taxes (Section IV) are the appropriate policies to pursue in order to reduce and eventually eliminate export taxes
on agricultural products.

Emerging System of Commodity Taxation

If the recommendations of Section II are followed, what would the resulting tax system look like? First, a
significant proportion of total revenue from commodity taxation would come from the "consumption" tax. This
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tax would be applied at a uniform rate to the duty−inclusive price of imports and the ex−factory price of
domestically−produced goods. Eventually, all inputs would be tax free and most exports would be zero rated.
Second, a small number of necessities would effectively be exempted from the consumption tax and a small
number of luxuries and certain other commodities such as alcohol, fuel and tobacco would be subject to excises in
addition to the consumption tax. These taxes would also apply equally to imports and domestically−produced
goods. And third, a low duty would be applied to those import−substituting activities in need of protection.

This long−term preferred system of commodity taxation can be used as a reference point for incremental changes.
To maintain the credibility of tax reform, it is desirable to avoid frequent changes, particularly those which are
inconsistent with the long−term structure and are introduced under short−term revenue pressures (export taxes, for
example) or as part of trade liberalizations (increasing tariffs on imported inputs). Where superior domestic taxes
exist, their revenue role should be expanded. This objective also provides a basis for defining and implementing a
set of administrative reforms (discussed in Section IV) which would move the current tax structure towards the
long−term desired one. A commodity tax system along the lines described above is being introduced in Malawi
(probably as part of SAL IV) and will serve as a valuable illustration of these proposals.

3—
Income Taxes

Although not as important as commodity taxes, the contribution of income taxes to total revenue in Sub−Saharan
Africa has increased from 25 percent in 1966 to almost 30 percent in 1982 (Table 1.1). Moreover, if one judges by
the experience of developed countries, these taxes will become increasingly important in the future. Personal tax
falls primarily on wage income in the modern sector of the economy while company tax usually falls on large
scale manufacturers, oil and mineral companies and sometimes agricultural estates.

The taxation of income is usually thought to be administratively more than the taxation of commodities. This
contention influences the recommendations made in this paper. In particular, it is argued that one wants to choose
the structure of tax rates such that the yield per taxpaying unit is significant in order to limit administrative costs.
At the same time, one wants to minimize adverse effects on incentives. These remarks imply that the analyst
should focus on average rates (for revenue reasons) and on marginal tax rates (for efficiency reasons).

Taxation of Personal Income

Figure 3.1 shows the marginal rates of personal income tax for Ghana and Kenya. The two cases differ with
respect to the standard exemption and the degree of progressivity and are representative of much larger groups of
countries. Those with a tax system similar to that of Ghana include Cameroon, Congo, Cote d'Ivoire, Mali,
Mauritius, Somalia and Swaziland. The system in Kenya is similar to that of Benin, Burundi, Gambia, Lesotho,
Liberia, Malawi, Niger, Nigeria, Rwanda, Zambia and Zimbabwe.

Consider first the standard exemption. In Ghana, taxation for single persons begins when their income exceeds 70
percent of GDP per capita (Figure 3.1). In Kenya, on the other hand, the corresponding figure is almost twice
GDP per capita. Since effective collection is usually confined to large scale manufacturing and the government, a
low exemption, as in Ghana, implies taxation of numerous, low−paid employees. Even in countries with higher
exemptions, the tax paid per taxpayer at the lower end of the income scale is often quite small. In Malawi, the tax
structure is similar to that of Kenya but, even so, 60 percent of the taxpayers in Blantyre were in the bottom
income bracket of the tax code; yet they accounted for only three percent of revenue. The first conclusion,
therefore, is that, in the interests of administrative convenience, the standard exemption should probably not be
less than twice nominal GDP per capita unless the country has an especially well−developed tax administration.
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A second conclusion is that the exemption (and structure of rates) should be adjusted on a regular basis if
inflation is significant . For example, the exemption prevailing in Ghana in 1966/67 would, at today's prices, be
more than six times as large as the present one. Adjusting the exemption, however, is not as straightforward a task
as it might seem. When Ghana increased its basic exemption from 5,000 to 10,000 cedis, someone earning 20,000
cedis enjoyed a reduction in tax payments of 1,000 cedis whereas the reduction for someone earning 95,000 cedis
was 9,000 cedis. An apparently neutral increase in the standard exemption can, therefore, result in significantly
different benefits for different income groups.

This example illustrates an important general point. Exemptions and allowances have different implications

Figure 3.1
Rates of Personal Income Tax In Ghana & Kenya (marginal tax rates)

for different income groups depending on marginal tax rates. In view of this, some countries choose to provide tax
credits which can be deducted from the tax due and are, therefore, independent of the taxpayer's marginal rate.
Kenya's income tax, for example, specifies a tax credit of 720 shillings to be deducted from any tax due. Either
approach—the tax credit or the exemption—is defensible. When adjusting them for inflation or other reasons, one
should, however, be aware of their different consequences.

Turning to the selection of rates, the comparison of Ghana and Kenya illustrates two points. First, in order to limit
the administrative burden, an overly fine division of the income scale should be avoided . Thus, from this
perspective, Kenya's system looks much more manageable than that of Ghana. (In its 1986 budget, Ghana in fact
moved from a system with eighteen brackets to one with only seven.) Second, note that marginal tax rates in
Kenya axe lower than those in Ghana for all incomes up to 60 times GDP per capita. This suggests that the effect
of taxation on incentives to work and save are much less severe in Kenya than in Ghana, Ghana's rapidly
increasing marginal rates do, in principle, lead to rapidly increasing average rates and greater equity. However, in
practice, the high rates induce more evasion limiting the progressivity of actual average rates of taxation.
Lowering the nominal average rates (by reducing the rate of increase of the marginal tax rate) in conjunction with
an increase in the exemption level can in practice impart a substantial degree of progressivity to the personal
income tax system since a much larger proportion of the population is likely to be in the very low income
brackets. Thus, the interests of improved administration and economic efficiency are better served and a
reasonable degree of equity is preserved by a tax structure corresponding to that of Kenya, with a combination of
a high exemption and slowly increasing marginal rates , rather than that of Ghana.
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One feature of the tax system in Ghana and Kenya is common to many other countries in Sub−Saharan
Africa—that is, the tendency for the maximum rate to be high compared with other regions of the world. For
example, in a sample of 50 countries, the maximum rate in the subset of countries from Sub−Saharan Africa
averaged 63 percent compared with 54 percent for the subset of Asian and Latin American countries. Such high
rates can be expected to have a significant effect on private savings and may lead to extreme forms of evasion.
One suggestion for the reduction of these rates is presented at the end of Section III.

Taxation of Company Income

The statutory rates of company taxation in Sub−Saharan Africa compare well with those in other parts of the
world. For countries with a single−rate company tax, the subgroup of fifteen, non−African countries had an
average rate of taxation of 42 percent with only three countries having rates in excess of 50 percent. For the
twenty−nine countries in Sub−Saharan Africa in the sample, the average was 45 percent, Ghana, Sierra Leone and
Uganda being the only countries with rates above 50 percent.

The base for company taxation is defined as pre−tax operating profits adjusted for various allowances. Among
these allowances, the most important are for depreciation. In most countries, depreciation allowances are at a
uniform rate for the life of the asset—the straight−line method—and are based on historical cost. Typical rates are
5 percent for buildings, 15 percent for plant and machinery and 20 percent for vehicles. In addition, there is
usually a series of country−specific allowances. These include accelerated depreciation for certain assets, the
application of lower statutory rates to preferred sectors or activity−specific tax holidays, special deductions for
particular expenditures such as research and development, and varying provisions for the carry−forward of losses.
Because this multitude of special allowances complicates the task of administration, simplification of company
tax is often an important element in tax reform.

Apart from affecting the ease of administration, these deductions also reduce the revenue accruing to the
Treasury. This is illustrated by the difference between the statutory rate and the average effective rate of
taxation—revenue divided by company profits. For example, in Malawi, a country with fairly modest allowances,
the statutory rate in the period 1975 to 1979 was 45 percent while the average effective rate was only 27 percent.

In addition, deductions influence the choice between investment and consumption. This is illustrated by the
difference between the statutory rate and the marginal effective rate of taxation (METR), which measures the net
effect of interacting fiscal measures (statutory company tax rate, depreciation allowances, interest deductions,
investment credits, inflation adjustments, etc.) on the investors rate of return. The present array of fiscal
arrangements in most countries tends to generate METRs on investment which deviate from zero and are highly
variable across assets and sectors. Since the METRs are not transparent, it is difficult to determine whether the
resulting implicit structure of company tax incentives corresponds in any way to policy intentions. An extreme
example occurs in the mining sector. As elsewhere in the world, the mining sector throughout Sub−Saharan
Africa receives special allowances that cause its marginal rate of taxation to be substantially less than the statutory
rate of taxation, and possibly even negative. This occurs for at least two reasons. First, expenditure on exploration
and development, which usually accounts for as much as 80 percent of total costs, is generally depreciated
immediately. And second, the unrestricted deductibility of interest payments increases the likelihood that the
present value of the sum of all allowances will exceed taxes due. Thus, high statutory tax rates—65 percent in
Zambia and 85 percent in Nigeria, for example—are not useful indicators of the effect of taxation on incentives.

In the case of mining, therefore, investment is often subsidized relative to consumption. In many countries,
however, the marginal effective rate of taxation on investment is positive as a result of which the tax system
discourages investment. In Malawi, for example, the marginal effective rate of taxation in the mid−1970s was in
the range of 30 to 35 percent for investment in manufacturing compared with a statutory rate of 45 percent.
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A reduction in the statutory rate is a standard recommendation to increase investment. This would, indeed, reduce
the marginal effective rate of taxation, other things equal. At the same time, however, it would reduce the average
effective rate even if no investment is actually forthcoming. A reduction in the statutory rate implies a windfall
gain to the owners of the existing stock of capital and a loss of revenue to the Treasury even if investment is zero.
An alternative procedure is to increase the allowances granted at the time of investment . This has two
advantages. First, it is activated only in the event of new investment. In this case, therefore, the loss in current
revenue occurs only if investment actually takes place. Second, since the incentive is received at the time of
investment, it cannot subsequently be taken back. Unlike changes in the statutory rate, therefore, this approach
reduces the investor's uncertainty regarding the present value of his tax obligations.

As noted above, however, the existing structure of allowances in most countries is highly complex. Moreover,
since the number and type of allowances vary by asset or by sector, different investments will be subject to
different marginal rates of taxation even in the presence of a uniform statutory tax rate. For example, to the extent

that mining has a negative marginal tax rate, it will be favored relative to sectors with positive rates. Similarly,
Malawi's tax code provides an investment credit for "manufacturing activities" only. As a result of this credit, an
investment in manufacturing earning a pre−tax return of, say, 18 percent would be preferred to one in some other
activity that yields 27 percent. In this case, the source of the discrimination is easy to locate. Often, however, the
structure of allowances, differential rates and tax holidays are so complex that the ultimate effect on incentives is
difficult to identify.

If company taxation discriminates among sectors or assets, the allocation of investment will be distorted.
Investment will be attracted to lightly taxed sectors and assets regardless of the true, economic return. To ensure
that the sectoral allocation of investment is not distorted by the tax system, all sector−specific and all
asset−specific investment allowances other than those related to depreciation should be eliminated . This would
result in a significant simplification of the company tax and ensure that marginal rates of taxation are
(approximately) the same for all assets and independent of sector.

To simultaneously eliminate the distortion between investment and consumption, and to reduce the distortions
between sectors and assets requires a zero marginal effective tax rate (METR) on investment. This occurs when
depreciation allowances are such that the net present value of the allowances at the time of purchasing an asset
exactly equals the cost of the asset. This is equivalent to treating capital expenditures as current expenditures and
allowing 100 percent depreciation in the year of purchase. All other deductions associated with the purchase of
the asset such as interest payments, would then be redundant. As a result, company tax would be collected from
the returns to the asset and not the asset itself, and the government would share in the uncertainty associated with
investment.

Any scheme other than "full expensing"—that is, any scheme which does not allow 100 percent depreciation in
the first year or its present value equivalent—will not result in a zero METR and will therefore interfere with the
consumption/investment decision. The METR will be the statutory rate if capital recovery rates are based on
economic depreciation (as opposed to accounting depreciation), there are no explicit investment incentives, and
income accounts are adjusted for inflation. Deviations from an appropriate rate of economic depreciation, where
depreciation allowances are spread throughout the asset's life, and any inability to compensate exactly for the
effect of inflation on the replacement value of assets and inventory will introduce unintended distortions among
sectors and assets. For example, accelerated depreciation, even if applied across the board, will affect the internal
ranking of investments and the required, pre−tax rate of return. Since it is extremely difficult, in practice, to
determine the true rate of economic depreciation and to successfully compensate for the effects of inflation, it is
unlikely that the METRs will be the same across sectors even if there is a single statutory rate. Where it is desired
that the company tax be neutral across sectors and with respect to the consumption/investment decision then "full
expensing" is the preferred approach.
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Does "full expensing" with the elimination of interest deductions and other investment allowances encourage
selection of capital−intensive technologies? This question can only be answered relative to some initial set of
conditions from which one shifts towards "full expensing".

As noted above, any non−zero METR will "interfere" with the after−tax rate of return to investors and result in an
"effective" (not statutory) tax or subsidy to capital. This wedge in the investor's rate of return will simultaneously
affect the volume and intensity of use of capital under "normal" conditions. Thus, the tax will have both an
"expansion/contraction" effect and a "substitution'' effect. The two extreme exceptions are:

a) Where output is held constant. In this case, them is no expansion/contraction effect associated with a change in
factor use and only the capital−labor ratio, or intensity with which capital is used will change. If capital is taxed
relatively higher than labor, its use relative to labor will decline and if capital is subsidized, its use relative to
labor will increase.

(b) Where factors are used in fixed proportions. In this case, them is no substitution between capital and labor by
definition and the full adjustment is on the volume of capital and hence on the volume of output and labor. If
capital is taxed, then not only capital but also labor and output will decline.

In a real economy, the elasticity of substitution of labor for capital within sectors, and the extent of capital and
labor mobility across sectors will vary. As a result, at the aggregate level both the "expansion/contraction" effect
and the "substitution" effect will be observed. Since both effects are simultaneous responses to the same change in
the tax treatment of capital, their net impact on employment will depend on the strength of the expansion effect

relative to the substitution effect. This is an empirical problem whose answer will vary from country to country.

In general, the expansion effect will be more significant (a) the more open the economy is to capital inflows, and
(b) the greater the extent of unemployment in the economy. The reason for this is that according to most
commonly used models of the economy, a large part of the tax on capital (in the form of a positive METR) is
borne by labor in the form of lower wage rates. Therefore, a lowering of the METR will have less of an affect on
the supply price of capital the more capital inflows are determined by international interest rates. It will always
increase the real wage rate and also the amount of employment (unless the amount of labor available is fixed).

What is the effect of "full expensing" on revenue? It is clear that a zero marginal effective tax rate can result in a
drop in revenue from a given investment relative to a system where the effective tax rate is positive for the
marginal investment. This would result in a shift in revenue generation away from the company tax instrument.
However, "full expensing" is perfectly consistent with a positive average rate of taxation and, where the profits
from existing capital are large, the generation of substantial amounts of revenue. For example, as mentioned
above, the extractive sectors are thought to have zero or even negative marginal tax rates and yet these sectors are
important sources of revenue. In 1982, the application of company tax to the extractive sectors in Nigeria, Gabon
and Cameroon generated 69, 66 and 59 percent, respectively, of tax revenue. The reason for the positive revenue
stream is that the investments were generating returns above the opportunity cost of capital. A zero METR will
not result in any revenue only from firms whose returns are equal to or lower than the opportunity cost of capital.

The transition from an existing system of company taxation to one based on "full expensing" can also entail a
temporary loss of revenue, since allowing 100 percent depreciation in the first year, implies a one−time
"payment" of deductions which were previously spread throughout the life of the asset. However, this loss is
recovered in subsequent years when there are no further depreciation allowances to reduce profits subject to tax.

The advantages of "full expensing" notwithstanding, the short−run revenue constraint noted above, as well as the
need in some countries to revise accounting procedures regarding the treatment of depreciation schedules suggest
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that one should proceed with caution. In view of this, Malawi is presently considering a move toward a hybrid tax
system by combining a system of "partial expensing" with a system approximating economic depreciation. All
asset−specific and sector−specific allowances will be eliminated and the initial allowances increased to 35 percent
across the board. Annual depreciation allowances and interest deductions would then be based on the
undepreciated balance only. In this way, the effects of an inexact approximation of the economic rate of
depreciation and the inadequate treatment of inflation occur with respect to a smaller base. Thus, although "full
expensing" may not be compatible with the revenue constraint in the short run, eliminating all
non−depreciation−related investment allowances, credits and deductions, and increasing the initial allowances
available to investors should be given serious consideration when reforming company tax since it moves the tax
system in the desired direction. As in the case of "embryonic" consumption taxes, this recommendation builds on
characteristics available in existing systems of company taxation. As noted earlier, approximations to ''full
expensing" are found primarily in the mineral sectors of Sub−Saharan African countries. Zimbabwe is the only
country in Sub−Saharan Africa to employ an imperfect version of this device in the manufacturing sector as an
option to the standard company tax. However, the practice of "partial expensing," often referred to as "initial
allowances" is already known to most, if not all, tax authorities in Sub−Saharan Africa and it is this practice that
should be built on in the gradual move towards "full−expensing."

Integrating Personal and Company Tax

If profits are subject to company taxation, should dividends also be subject to personal taxation? Some
countries—Ghana, for example—tax profits earned by companies and dividends received by individuals. Most
countries, however, make some provision to avoid this double taxation. This is appropriate and can be achieved in
different ways. Some countries, apply company tax to profits but then exempt dividends from the base subject to
personal income tax. In this system, the effective rate of taxation is that on company income. Others allow taxes
paid by companies on distributed profits to be credited against taxes due on personal income. The effective rate of
taxation in this case is that on personal income. It is useful in this context to lower the highest statutory tax rate on
personal income to that of the company tax rate to avoid adversely affecting a company's policy towards
dividends and retained earnings.

Emerging System of Income Taxes

Some of the proposals above, such as the lower marginal rates for personal and company taxes, better
approximations of annual economic depreciation rates, elimination of double taxation of company profits and
elimination of sector−specific and asset−specific allowances are intended primarily to improve the economic
efficiency of the income tax structure. Other proposals, however, such as higher exemptions and fewer tax
brackets for personal income taxes and the elimination of many of the existing allowances in the personal and
company tax codes should substantially simplify the efficiency with which the income tax is administered. The
higher exemptions and the integration of the personal and company tax rates should retain the desirable equity
characteristics of the income tax structure while the revenue loss through high exemptions should be more than
offset by the elimination of the many allowances.

4—
Tax Administration and Base Broadening

Capacity to administer taxes varies considerably throughout Sub−Saharan Africa. Some countries have serious
problems in implementing existing tax instruments. For these countries comprehensive rehabilitation of tax
administrations must precede or at least accompany any major tax reform. However, most of the reforms
advocated in Sections II and III of this paper, can be introduced in many Sub−Saharan African countries in the
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short to medium run with some strengthening of existing administrative capacity. In general, the proposals are
designed to build on existing taxes and primarily involve changes in rates. Only where the objective is that of
expanding the tax base, will additional improvements in tax administration be required in most countries.

Traditionally, tax reform proposals have emphasized the desirability of shifting the composition of taxes from
indirect to direct taxes. The latter are presumed to fall on a larger base hence rates can be lower. In addition, it is
easier in practice to incorporate higher degrees of progressivity in income taxes than in commodity taxes.
However, income taxes are less desirable than consumption taxes to the extent they penalize savings and
investment. At present, we do not advocate a preference for one or the other tax base. However, the instruments
used to tax each base need to be rationalized. In addition, base−broadening is a critical component of any effort to
reduce the economic costs of taxation in Sub−Saharan Africa, even though it is essentially a long−run concern.
Therefore, since there is scope for expanding both direct and indirect tax bases, base expansion should receive
higher priority than any explicitly targetted shift in the balance between direct and indirect taxes.

The proposals already mentioned in this paper define sets of administrative reforms that would help expand the
tax base. For example, in the case of commodity taxes, the recommended shift from production and trade taxes to
consumption taxes involves moving the point of final collection of the tax further down the
production/distribution chain towards the retail stages, expanding the coverage beyond manufacturing and
harmonizing domestic and trade taxes. In the case of income taxes, the elimination or redesign of many tax
allowances should facilitate administration of an expanded tax base. In this section, we describe a few additional
measures that should be considered in order to expand tax bases.

Information Flows

Improvement in the generation and flow of information is a prerequisite for expanding the tax base. The two steps
involved are the creation of a system of unique identification numbers for taxpayers and a master taxfile . The
objective of the system of identification numbers is to have a single number for each taxpayer (corporate as well
as personal) which is cited on every communication between the taxpayer and the tax departments and between or
within the tax departments. The master tax file would then be used to record all relevant information on each
taxpayer with respect to both income taxes and, where applicable, commodity taxes.

Cross−checking the information generated by different tax instruments is a useful mechanism for expanding the
tax base. For example, company income tax is usually levied on the major manufacturing companies and the
larger enterprises engaged in wholesaling and retailing. Extending the consumption−type taxes to the wholesale
and retail levels can be accomplished by initially incorpo−

rating the larger concerns who are already subject to income tax. The advantages of this approach are that
information on these enterprises will be available in the master tax file and the amount of revenue generated per
taxpaying unit is likely to be large. Similarly, information on commodity taxes, such as trade taxes or
value−added taxes, can be used to identify enterprises that should be subject to income tax. In addition, by making
government contracts, employment, access to credit, etc., contingent on ownership of an identification number,
additional taxpayers can be located.

Unique identification numbers for taxpayers and master tax files are not presently used by the countries of
Sub−Saharan Africa. In most countries, the various Custom, Excise and Income Tax departments operate separate
systems. The scope for cross−checking is, therefore, extremely limited. The introduction of a master tax file based
on a system of unique identification numbers for taxpayers is, however, currently under consideration in Kenya
and Malawi. Its introduction in these countries would provide a useful model for similar efforts in other countries.
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Simplification

Simplification of existing tax instruments, particularly income taxes, can contribute to improvements in tax
administration and expansion of the tax base. This can be accomplished by strictly limiting the number of
allowances in personal and company income taxes. In the case of personal income, a standard exemption, limited
allowances for dependents and credits for company tax paid on dividends (or else exemption of dividends) are
appropriate. In the case of company income, initial and depreciation allowances are appropriate. All other
allowances should be subject to careful scrutiny.

In addition to reducing the number of allowances, the income tax base of existing taxpayers can be further
expanded by more effective taxation of fringe benefits. While cash benefits can be handled relatively easily,
non−cash benefits have invariably proved difficult to tax. To overcome this problem, it is desirable to ignore
non−cash benefits in computing taxable income for individuals and to include them as non−deductible business
expenses. Under this scheme, the effective rate of taxation becomes that on company income. This approach
avoids the need to provide arbitrary values for non−cash benefits, simplifies administration and reduces the scope
for evasion thereby increasing revenue potential.

Withholding and Presumptive Taxes

Introducing or expanding the role of withholding taxes and presumptive taxes is another way of expanding the tax
base in administratively more cost−effective ways than standard income taxes on individuals and firms. In most
countries, the taxation of wage income in the formal sectors is much more effective than that of self−employed
and non−wage income. The sole reason for this is the widespread use of withholding taxes for labor income in
largescale firms. This effectively reduces the number of collection points and essentially transfers the burden of
tax collection to the employer. Most large employers find the scheme straightforward to implement and the
increased costs—that is, in addition to the normal costs of administering the payroll—are relatively minor. The
success of this approach is a strong argument for its introduction where it does not already exist and its extension
to other forms of income such as interest and dividends. Withholding taxes on interest and dividends, for
example, are already in use in Botswana and Congo. If appropriate allowance is made for crediting withheld
taxes, the use of banks and firms to withhold taxes on capital income should result in an expansion of the tax base
and improvement in revenue collection. Withholding taxes can also be levied on exports. Malawi has initiated
such a scheme for tobacco exports from producers that have hitherto escaped the income tax net. By focusing the
collection of taxes on a few, easily monitored transactions or at a few locations, withholding taxes can greatly
reduce the costs of administering an expanding system of income taxation.

Presumptive taxes are designed to simplify determination of tax obligations of small operators in the economy.
While the implementation of presumptive taxes has often proven to be difficult it is still an approach worth trying
in order to expand the tax base where inadequate accounting practices preclude the application of regular income
taxes, for example, to the turnover of small businesses, professional services, the self−employed and even to
agricultural incomes. As accounting practices improve, taxpayers can elect to switch from the payment of
presumptive taxes to the payment of regular income taxes. Presumptive taxes on corporate income or personal
income are already in use in Cameroon, Guinea, Senegal, Togo amongst others. With the exception of Cameroon,
however, they do not at present generate more than two percent of tax revenue, in part because revenue collected
per taxpayer is not large. Hence, significant expansion of revenue from presumptive taxes is contingent on
improving compliance and a prerequisite for this is that publicly−explicit rules be de−

veloped and that the tax be administered in a "fair" way.
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5—
Implications for the World Bank

The basic conclusions of this study are that tax systems in Sub−Saharan Africa are in need of reform and that
administratively feasible sets of proposals can be identified.

The paper favors a move from production and trade taxes to consumption taxes even if the latter are rudimentary
and incomplete. The direction of the move will be appropriate even when some distortions in resource allocation
persist—in particular experience will be gained in eventually administering and complying with more
sophisticated consumption taxes. In addition, the paper argues for a more comprehensive analysis of the
interaction between duties and indirect taxes on domestic transactions before embarking on tariff reform in the
context of trade liberalization programs. Revenue needs might otherwise necessitate the use of taxes or a tariff
structure design which is inconsistent with the objective of liberalization and improvements in resource allocation.

Given administrative limitations in most developing countries, it is difficult to successfully implement complex
income taxes. The paper favors, therefore, the simplification of the design of such taxes. Simplification will often
involve a reduction in the number of allowances and deductions in the company and personal tax codes, as well as
a reduction of explicit incentives for investment and savings. In particular, in the case of company taxes a move
towards "full expensing" without interest deduction has the potential for reducing the discrimination in the tax
treatment of different assets, and simplifying tax accounting and auditing. Further research, however, is required
on the appropriate design of such taxes.

The recommendations in this paper are intended to provide a basic approach to tax policy in Sub−Saharan Africa
that can meet the need to reduce budget deficits without prejudicing unduly the conditions for efficient growth. In
some cases, comprehensive reforms that take into account the interaction between different tax instruments may
be administratively and politically feasible. In general, however, conditions are likely to exist only for partial
reforms. It is very important, therefore, that there be an outline of a desired long−term tax structure to provide a
framework against which the appropriateness of partial reforms can be evaluated. Specific proposals based on
country studies can be identified from the general principles presented in this paper and a two−or three−year
program of implementation can be established.
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