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Briefing Note:
The Economic Costs of VAT Refund Delays in Mozambique

“Refunds are part and parcel of the operation of the VAT – a tax that is designed 
to be borne by the final consumer, not by producers or suppliers.”
 
1. Introduction
Over the past decade, the Government of Mozambique has implemented a comprehensive tax reform program covering income taxes, indirect taxes, and customs duties. Major changes have been introduced in both tax policy and tax administration. As a result, the IMF now regards Mozambique’s tax system as being “broadly in line with international best practices,” particularly in the areas of consumption and income taxation.
 

The introduction of the Value Added Tax (VAT) in 1999 was a centerpiece of the program. However, the VAT system has generated strong complaints from the business community about delays in the administration of VAT refunds. Alarm bells about this issue have rung repeatedly in major reports on the business environment in Mozambique.
 The reports have also offered numerous recommendations to improve the administration of VAT refunds, drawing on international best practices for developing countries like Mozambique. 

The purpose of this note is to examine the economic effects of delays in the payment of VAT refunds in Mozambique. The next section briefly explains the nature of VAT refunds and the factors causing delays. Section 3 presents the economic analysis. Section 4 then discusses a range of remedies, and section 5 ends with a summary of the main points and priority recommendations. 

The basic conclusion is that alarm bells should continue to ring. There is indeed a serious problem with refund delays in the VAT system. The economic costs are substantial. And practical reforms are available to achieve a better balance between revenue protection and private sector development. 
2. VAT refunds 

In Mozambique the standard VAT rate is 17 percent.
 Entities registered under the standard VAT regime pay the tax on their purchased inputs, and collect the tax on their sales. Each filing period, they owe the government the difference between the amount of VAT collected on taxable sales and the amount of VAT paid on eligible purchases. In effect, value added is the tax base, at each stage. The cost of the tax should be passed along to the final consumers, even though it is levied throughout the supply chain. In essence, the VAT is designed to be a tax on consumption, not a tax on production. 

Refund claims arise when a registered entity pays more VAT on procurements than it collects on sales. This is referred to as a “net credit” position (excesso). 
Most enterprises rarely face a net credit position because taxable sales normally exceed the cost of input purchases. Exceptional circumstances arise when a business is starting up and has very low sales, or when an enterprise incurs unusually large outlays, typically for the purchase of capital goods. Exporters are different. By law, they are “zero-rated,” which means that they owe zero VAT on their sales (isenção completa). This is an international standard, to ensure that exports are unencumbered by a tax meant to fall on domestic consumers. In Mozambique, the tax code also applies zero-rating to supplies sold to export enterprises in Industrial Free Zones, and to certain goods supplied to the domestic market.
 Entities that specialize in producing or supplying zero-rated goods face a net credit position every filing period. 

Subject to conditions designated in the VAT code,
 taxpayers in a net credit position may submit a refund petition (pedido de reembolso) on their monthly VAT return (Declaração Periódica: Modelo A). The petition must be accompanied by extensive documentation to validate each claim. The government is then obligated to refund the excess tax payment within a specified period, generally 45 days, as long as the documentation contains no errors or omissions. Such deficiencies are grounds for rejecting the petition. The VAT code also calls for the government to pay interest on refunds that are past due if the delay is attributable to the tax authorities. By all indications, the government invariably attributes delays to problems with the petition, and rarely, if ever, pays interest on overdue claims. 

An important paper by Graham Harrison and Russell Krelove at the IMF examines the VAT refund process in 36 countries. The paper shows that Mozambique is hardly alone in facing problems with VAT refunds -- the “Achilles heel” of the VAT in developing countries.
  The most common statutory payment period is 30 days, but delays are widespread due to capacity constraints in tax administration, inefficient risk-management procedures, or state budget pressures. The list of causes should also include the fact that refund petitions create an incentive for rent-seeking by tax officials who see opportunities to take advantage of their discretionary authority by seeking informal side payments to settle the claims. 

More fundamentally, VAT refund delays are driven by the government’s concern to protect the flow of revenue. If the system is lax, the refund process entails grave revenue risks from falsified export documents, under-reporting of taxable sales, false or erroneous invoices for purchases, or invoices for ineligible expenses such as personal expenses presented as business purchases. Inflated or illegitimate refund claims often arise from innocent mistakes by the taxpayer, such as not knowing that a supplier has given a false or incorrect registration number. But other problems are deliberate and egregious. Some countries have encountered the registration of fictitious enterprises solely for the purpose of stealing from the Treasury via the VAT refund system. Another practice, called round-tripping, involves exporting goods and smuggling them back, repeatedly, to generate export documents for bogus refund claims. Such systematic attacks on the VAT refund process can jeopardize large amounts of revenue. 

These risks unquestionably warrant a cautious and effective procedure to protect revenue. But even with full regard to revenue concerns, the refund process in Mozambique is unduly complex, intrusive, time consuming, and costly. As discussed in section 4, there are more cost-effective ways to strike a balance between revenue protection and private sector development. Moreover, the best way to enhance revenue in the medium to long run is to expand the tax base through economic growth. Policies and practices that deter investment and retard growth – including VAT refund procedures – are prime candidates for reform.

3. The economic effects of VAT refund delays

The economic impact of delays in the VAT refund process can be examined at two levels: the microeconomic cost to affected enterprises; and the broader impact on the economy. At the microeconomic level, the costs can be small or large depending on the circumstances of each enterprise. The broader economic impact, however, is a serious problem that merits attention as a priority fiscal reform. 

The cost to affected enterprises 

The first question is how many enterprises are affected by refund delays, and to what extent. This cannot be answered because the government does not issue public reports on the frequency or magnitude of delays. A somewhat outdated source of evidence is a business survey conducted in 2002 by the World Bank, as reported in the Investment Climate Survey (see footnote 3). In this survey, 24 out of 193 respondents (12.4%) reported overdue refund claims. This rate of incidence is surprisingly high considering that most enterprises face a net credit position infrequently, if ever. Refund claims come mainly from exporters and a handful of other enterprises that specialize in supplying zero-rated goods for the domestic market. Among the affected companies, the average refund overdue amounted to 13% of annual sales, with an average delay of 99 days (with a high variance around the mean). 

In the four years since the 2002 survey, the government has not adopted any major reforms of the refund system, and serious problems clearly remain. This can be seen in the latest strategy matrix of the Ministry of Industry and Commerce (MIC), 
 in which the VAT refund process tops the list of fiscal problems facing the business community. A recent newsletter from a leading consulting company echoes the point, citing VAT refund delays as “one of the major issues affecting the private sector.”
  A specific example, recently in the news, is a report that the government owes US$ 1.2 million in VAT refunds to members of the Mozambique Cotton Association.
 In another case reported to Nathan Associates, a major employer claimed that the government owes $1.4 million in overdue refunds dating to 1999 – despite repeated VAT audits that ought to have settled the matter once and for all.
 

Senior tax officials generally respond to such examples by contending that long delays are a result of improper documentation or disputes arising from rejected claims. Officials have also stated that most refunds are paid within the legally mandated period, and that processing times have improved. The divergence of views between the private sector and the government is symptomatic of the lack of transparency in the refund process. 
Lacking data on the extent and magnitude of the delays, the best way to assess the cost to affected enterprises is by examining some illustrative examples. Generally speaking, the cost to the firm of waiting for a refund increases with: 

· the amount of the refund due;

· the length of the delay; 

· the interest rate on working capital; 

· the extent to which enterprises can shift the financing costs to consumers through higher prices; and

· the non-financial compliance costs of paperwork, audits, and management time entailed to deal with refund delays.

The analysis here focuses on the costs of financing additional working capital to compensate for cash that is tied up in the refund process. Chart 1 on the next page shows the financial cost as a percentage of net (after tax) profit for four illustrative firms that sell zero-rated products. The calculations involve refund lags ranging from two to 12 months, and an interest rate of 20 percent on working capital. The four scenarios involve various combinations of high and low profit margins, and high and low input costs subject to VAT.
  It is appropriate to examine the impact of the extra financing costs on net profit if the affected enterprise cannot pass the costs onto customers due to competitive market conditions. This is the situation faced by most exporters, whose prices are determined in the world market. It is also applicable to enterprises selling zero-rated products to the domestic market, if prices are set by import parity, or if competitors are not burdened with the same financing costs due to VAT refund delays. 

In scenario A, the affected enterprise is struggling with a 5 percent profit margin before tax, and paying VAT on inputs amounting to 70 percent of gross sales. In this situation, a two-month time lag for the refund erodes net profit by 7 percent, whereas a 12-month delay results in a severe 44 percent cut in net profits. Contrast this with scenario D, where the enterprise enjoys a 20 percent profit margin, and pays VAT on inputs amounting to just 30 percent of gross sales. In this case, a two-month refund lag reduces net profit by under one percent, and even a 12-month lag reduces net profits by just 7 percent. The graph also shows the impact on profits for two intermediate scenarios (see footnote 12). Note that these estimates neglect non-financial compliance costs, which may be substantial given the current lack of electronic filing systems. 
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Some firms, of course, react to refund delays by simply coping with an impaired cash flow, because they lack access to credit, or choose to avoid the risk of greater debt. In this case, refund delays still cut into profits, though indirectly. For example, cash flow problems can increase the cost of vital inputs by precluding pre-payments, or limiting the size of orders. An impaired cash flow can also prevent a business from responding to new market opportunities, or even trigger labor unrest if it affects the timely payment of wages. In cases where firms have no recourse to credit, the cost imposed by a diminished cash flow is likely to be at least as great as the cost of financing estimated above.

The results are quite different if the affected enterprise can pass the extra cost of working capital onto customers in the form of higher prices. Chart 2 shows the price effect for each scenario outlined above. In every case, the price increase required to cover the extra cost of doing business is well below 2 percent, even with a refund lag of 12 months. 

[image: image2.emf]Chart 2.   Financing Cost of VAT Refund Delays (as % of product price)
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In summary, the available evidence suggests that most enterprises do not face refund delays because they are not in a net credit position, or because their claims are paid expeditiously. For enterprises that do face delays, the direct financial impact depends on the circumstances. Some enterprises may be able to shield profits by increasing the product price to reflect the higher cost of doing business. But for many businesses, market conditions preclude a price adjustment. In this case, refund delays are equivalent to a tax on the producer that diminishes net profits by imposing extra financing costs for working capital, or by constraining cash flow. The impact on profits can be large or small, depending on the business characteristics and the length of the delay. 

Broader effects on the economy  
Although it is only a small fraction of registered enterprises that incur large costs due to VAT refund delays, the broader impact is still a serious economic problem. The most basic reason is that the adverse effects fall selectively on important activities. Exporters, in particular, are continually in a net credit position. Regular refund delays therefore serve as a tax on exports. This implicit tax reduces the profitability of export sales, which undermines incentives to invest. Alternatively, the tax may increase the price of export products, and undermine the competitiveness of local industries. Either result is deeply troubling because the VAT system is designed expressly to promote exports by eliminating the burden of domestic consumption taxes. 

As noted earlier, the VAT code also zero-rates selected supplies to the domestic market. As with exporters, enterprises producing these goods are regularly in a net credit position. The irony is that most zero-rated items, such as medicines, wheat flour, and mosquito nets, are so designated because they are basic goods consumed by the poor. Here, again, refund delays act as a tax on these producers, which either diminish the incentives to produce the designated goods, or pushes up their price. 

Capital investments are also selectively disadvantaged. Firms undertaking major investments typically encounter a large net credit position from the payment of VAT on procurement of capital goods. If the refunds are not paid promptly, the delay serves as an extra tax on investment, which impairs growth and job creation. 

These negative effects are compounded by adverse perceptions. Even if most claims are paid promptly, highly publicized counter-examples create a perception that VAT refund delays are an impediment to investment in Mozambique. Such adverse perceptions are reinforced by uncertainty about the likelihood of long and costly delays -- uncertainty bred by the lack of transparency in the refund system (as emphasized above). 

A 2006 appraisal report from the African Development Fund provides an example of important adverse effects.
 The report singles out VAT refund delays as a “critical risk” for a major road project in the north. As a result, the ADF concludes that the streamlining of VAT refund procedures for road contractors should be a pre-condition for funding the project. The report also suggests that perceptions about the refund problem have a detrimental effect on the tender process, leading to higher-cost bids and reduced competition. This is truly a serious concern. Yet inflated tenders for road projects may be just the tip of the iceberg. Adverse perceptions lead investors in general to insist on a higher threshold rate of return, increasing the cost of capital for the economy as a whole.  

Another consequence of the present process is that the hands-on assessment of every refund claim creates incentives for corrupt practices. Denying or delaying claims provides an opportunity for officials to seek informal payments. While there is no hard evidence on this practice, it undoubtedly occurs. There is also a pernicious side effect, in that unscrupulous enterprises gain a significant advantage over honest competitors.  
4. Remedies 

The VAT refund process in Mozambique is driven by the government’s legitimate need for revenue protection. Even from a narrow revenue perspective, however, it is important to minimize impediments to the business environment, because growth is the best way to expand the tax base. Thus, the system for handling VAT refunds must balance the need to control revenue risk and the need to facilitate private sector development. 

To this end, international best practice involves a risk-based system of selective inspections and audits. This approach allows most refunds to be paid promptly, subject to post-refund audit, and heavy penalties for false documentation. From the point of view of revenue administration, selectivity is highly cost-effective, because the revenue risk from promptly paying low risk claims is small compared to the opportunity cost of having skilled tax personnel scrutinize every refund petition. 

Automating the risk assessment system and focusing personnel on high-risk claims also has the advantage of narrowing the scope for discretion on the part of tax officers; this is one of the best ways to reduce corruption. This factor may also be one of the main reasons for resistance to reform.  To protect the integrity of the VAT refund process, the government should have in place an effective system for soliciting and investigating reports from the public about malfeasance.

For these reasons, Portugal recently adopted a simplified VAT refund process using computerized risk-assessment and automatic payment for low-risk claims.
 Some countries, such as Pakistan, use a “gold card” system to provide immediate and automatic refunds to enterprises that have established a track record of excellent tax compliance. This is especially useful for enterprises producing zero-rated goods, which file for refunds virtually every period. In Kenya, the revenue authority introduced an innovative system of automatically paying VAT refund claims that are certified by a professional accountant, with severe penalties for misconduct by the accountants. This amounts to out-sourcing the verification process at the taxpayer’s expense. Even so, most businesses in Kenya are pleased with the system because it has greatly reduced refund delays. The government, too, has been pleased, because the certification requirement led to a 40 percent drop in refund claims by exporters – suggesting that a large fraction of claims were previously bogus.
 

As noted in section 3, refunds delays in low-income countries are often a symptom of cash flow constraints at the Treasury itself. This should never be a reason for holding back on refunds. A refund is a return of money that belongs to the taxpayer. It is not a government expenditure. Indeed, it is more accurate to view a delayed refund as an involuntary loan from the taxpayer to the Treasury, which the VAT service imposes unilaterally. For lack of data, we cannot gauge the amount of these involuntary loans in Mozambique. What is clear, though, is that the practice allows the government to obscure what could be a large liability, and to reduce its own interest expense by imposing (much higher) financing costs on the private sector. In every respect, this practice violates norms of good governance for public finance management.  If the government faces a cash flow constraint, the proper course of action is to issue treasury bills and pay willing lenders a market-based interest rate, rather than unilaterally holding cash belonging to refund claimants. Where refund delays do occur, the government should always pay market-based interest rates on the overdue amounts, including the balance of legitimate claims from any refund petition that includes a limited amount of rejected or disputed items. 

Harrison and Krelove point out that cash flow problems in VAT refund account usually reflect weak systems for monitoring and forecasting the pattern of refund claims. This problem is easy to fix, and should be a priority for the government.  

To the extent that refund delays are a result of insufficient capacity to administer claims, the obvious solution is to assign more staff to the refund office. A better solution, however, is to reduce the number of refund claims requiring direct attention. In addition to adopting selective inspections, there are other ways to reduce the demands on tax administration for handling refund claims. These include: 

· Increasing the threshold for VAT registration under the normal regime.  

· Increasing the minimum value for refund claims by non-exporters.

· Reducing zero-ratings, which generate high frequency claims.

· Deferring the VAT obligation on imports of capital goods by one month for registered entities with audited accounts, so that the taxpayer can report the credit for VAT paid on the purchase at the same time as the VAT liability on the import, thereby eliminating the need to process a refund. 

· Automating the refund system to eliminate the duplication of paperwork by regular claimants.  

· Approving prompt partial payments when only a small fraction of the refund claim is challenged (involving, say, no more than 5 percent of the total claim, up to a ceiling amount); many claimants will accept this outcome and not pursue the matter further.

· Delegating authority for approving and paying refunds to provincial VAT offices, as quickly as training programs and control systems allow. 
Another issue emphasized above is the need for greater transparency on administrative performance in processing VAT refunds. Regular publication of benchmark standards and performance statistics would strengthen the incentives for improving the efficiency of the refund process, while helping the public separate rumor from fact. Ultimately, the public has a right to know how well the VAT service is performing, especially given the widespread perception in the business community that refund delays are a serious burden. It is disappointing that no progress in this regard has been made since Nathan’s 2004 study on Tax Reform and the Business Environment in Mozambique, which proposed a Monthly Report on VAT Refunds to provide the public with information on a set of performance indicators. The recommendation is repeated here in Exhibit 1 (next page).
Overall, Harrison and Krelove offer twelve recommendations on best practices for efficient and effective administration of VAT refunds. The main points are summarized in Exhibit 2 (next page). All twelve recommendations are fully applicable to Mozambique, though some may require changes in the VAT code. For example, the law requires verification of every claim. This provision might be interpreted to allow “verification” in various degrees depending on the risk profile. If necessary, however, the law should be amended to introduce more flexibility in the process.

Exhibit 1:  Proposal for Reporting on VAT Refund Performance
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Exhibit 2:  Best Practices for Administering VAT Refunds
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5. Conclusions and Recommendations
The main conclusion from this analysis is that the VAT refund process warrants attention by policy makers as a priority for fiscal reform. The present system imposes serious costs on the economy. Even from the narrow perspective of revenue collection, the system is not cost effective. Moreover, international experience has demonstrated that practical measures are available to improve administrative efficiency in the refund process and reduce the adverse effects on the economy. 

Among the various options for reform, eight recommendations are particularly important. They are as follows: 
· Adopt a risk-based selective system for inspecting and auditing VAT refund claims, including “gold card” treatment of regular exporters (and other enterprises specializing in zero-rated supplies) who have a track record of filing accurate claims. 
· Establish e-governance systems to allow enterprises with professionally audited accounts to file refund claims electronically.
· Ensure that cash constraints on the part of government never cause refund delays, by introducing better systems for monitoring and forecasting the pattern of claims, and by issuing treasury bills as necessary to cover cash flow gaps of the Treasury.

· Enhance the transparency of VAT refund administration by publishing monthly reports on claims and approvals, with comparisons to established performance standards.

· Defer by one month the payment of VAT on large imports of capital goods for registered entities with audited accounts.  
· Pay partial refunds promptly on petitions where only a small amount of the claim is challenged or rejected due to errors or irregularities. 
· Pay a market-based interest rate on overdue refunds, including any unchallenged balance on petitions that involve small amounts in dispute.
· Establish an effective system for soliciting and investigating reports from the public about official malfeasance in the VAT refund process.
------------------

Bruce Bolnick

Nathan Associates
Based on their review of VAT refund procedures in 36 countries, Harrison and Krelove (2005) identify the following “desirable features of an effective VAT refund system – that are particularly suitable for developing and transitional countries.”  With some editing for brevity and clarity, the recommendations are as follows


The number of VAT payers should be kept at a level that can be realistically managed.


VAT registration applications should be subject to proof of identity and other basic checks.


Suitable forecasting and monitoring systems should be established to anticipate refund levels and ensure that sufficient funds are available to meet all legitimate refund claims.


Refunds should be processed within a reasonable statutory period (e.g., 30 days from the refund claim), and the tax authority should report publicly on its performance.


Interest should be paid on late refunds.


Excess VAT credits should be offset against VAT and other tax arrears.


Immediate refunds should always be paid promptly to exporters.


Verification of VAT refund claims should integrated into a wider audit program, with pre-refund audits being limited to high-risk cases only.


Preferential treatment should be given to regular exporters with sound compliance histories.


Appropriate sanctions should be consistently applied to taxpayers who falsely claim refunds.


Taxpayers should be entitled to appeal, on reasonable grounds, of a decision to withhold a refund.


The tax administration should provide clear information to taxpayers about their rights and obligations and the procedures for making a valid refund claim. 





The VAT service can strengthen incentives for improving efficiency of the refund process, and help the public separate rumors from facts, by issuing Monthly Reports on VAT Refunds. These reports should provide monthly data on: 


1. The monthly number and amount of refund claims (pedidos de reemblso)


Received 


Accepted for processing 


Returned for further documentation


Outstanding, within the legal time frame 


Outstanding, beyond the legal time frame


2.  For claims approved during the month,


Average time to approval, from date of initial claim submission; 


Average time to approval, from date the claim was accepted for processing.


Percentage approved within legal time frame


Percentage approved beyond legal time frame


Interest paid on overdue approvals


For the second set of indicators, the VAT service should establish transparent targets, and compare actual performance against those standards. 











Scenario D -- Profit margin high, input VAT low





Scenario C -- Profit margin high, input VAT high





Scenario B -- Profit margin low, input VAT low





Scenario A --Profit margin low, input VAT high
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Chart 1.   Financing Cost of VAT Refund Delays (as % of net profit)








� Graham Harrison and Russell Krelove, VAT Refunds: A Review of Country Experience, IMF Working Paper WP/05/218, p.20. This paper should be required reading for anyone interested in this topic. It can be downloaded at: � HYPERLINK "http://www.imf.org/external/pubs/ft/wp/2005/wp05218.pdf" ��www.imf.org/external/pubs/ft/wp/2005/wp05218.pdf� 


�  Teresa Daban, “Tax and Customs Reforms in Mozambique: An Overview,” in Republic of Mozambique: Selected Issues and Statistical Appendix, IMF Country Report No. 05/311, August, 2005. The report is available at: � HYPERLINK "http://www.imf.org/external/pubs/ft/scr/2005/cr05311.pdf" ��http://www.imf.org/external/pubs/ft/scr/2005/cr05311.pdf� . 


� Including the World Bank’s Investment Climate Survey in 2003; the national Diagnostic Trade Integration Study, in 2004; and a report by Nathan Associates for USAID and CTA on Tax Reform and the Business Environment in Mozambique, in 2004.


� The VAT code includes a simplified regime (regime simplificada) consisting of a 5 percent tax on gross sales, for enterprises with a turnover of less than MT 250 million per year (about $12,500). Enterprises with a turnover below MT 100 million per year (about $5,000) are exempt from VAT.


� Article 9 of the code provides zero ratings for numerous products including wheat flour, cornmeal, rice, bread, powdered milk for infants, jet fuel, mosquito nets, bicycles, animal feed, and sugarcane production inputs.     


� Entities not qualifying for zero-rating may claim a refund if their credit position exceeds MT 10 million, or after carrying a credit balance for 12 months. For credits arising from investment projects, refunds above MT 50 million are to be processed within 30 days.  These details are from the VAT Code, 2nd edition.


� Harrison and Krelove, op. cit.


� MIC, Estratégia para a Melhoria do Ambiente de Negócios (2007-2012), December, 2006.  Activity 1.1 in MIC’s matrix for Ambiente Fiscal is “estudar e propor medidas para a agilização dos reembolsos do IVA.”


� SAL, December 2006, p.1


� AIM News Release, “State Fails to Refund VAT to Cotton Companies,” November 21, 2006.


� Source: Private communication with the author, December 15, 2006.  The company stated that the delays occur both in accepting the pedido and in making payment.  They also emphasized the heavy paperwork requirements – literally! – entailing the submission of two boxes of documents (32” x 46”) every month to the VAT office in Maputo. 


� Specifically, the four scenarios are defined by two levels of profit margin (5 percent and 20 percent, before taxes) and two levels of input costs subject to VAT (30 percent and 70 percent, relative to gross sales). The calculations also take into account the tax deductibility of interest expenses incurred as a result of refund delays. 


� ADF, Appraisal Report: Montepuez-Lichinga Road Project, June 2006, pp. 35 and 39.


� See: � HYPERLINK "http://www.e-financas.gov.pt/de/ajuda/DGCI/Desp53_2005.pdf" ��http://www.e-financas.gov.pt/de/ajuda/DGCI/Desp53_2005.pdf�   


� Harrison and Krelove, op. cit., p. 28.
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