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Introduction

The TOR for Ernst & Young’s consultancy asks E&Y (as deliverables 1 and 2) to review and critique three background reports and to suggest points should be added, deleted, or refined.  The documents are: 

(1) the CTA Discussion Paper on “Reforma Fiscal – A Proposal,” 

(2) my 2004 paper on Tax Incentives in the SADC Region,” and 

(3) my 2004 CASP presentation on “Reforma Fiscal,” 

The paper under review here (the E&Y paper”) is mainly a summary and selective commentary on my report, “Tax Reform and the Business Environment in Mozambique” (December 2004), which was the basis for my CASP presentation.  Let’s call this document (3a).  The E&Y paper has no systematic analysis of the other background documents. 

In addition, deliverable 3 in the TOR for E&Y calls on the consultants to present a proposed “Position Paper” on Fiscal Reform in Mozambique, for consideration by CTA.  The E&Y paper does not address this requirement; neither the substance nor the structure of the paper is suitable for CTA consideration as a “position paper” for presentation to the government and to the public.  Accordingly, my comments focus on assessing the E&Y paper as a “contribution to CTA’s Discussion Paper” – to quote the provision in the TOR for my own involvement in this activity.
 

At the outset, I must mention that the E&Y paper reads like a rough translation to English from a Portuguese draft. As a result, some passages are a bit difficult to follow. A Portuguese version might have been easier to review. 

Overview of the E&Y paper
Section one, the Introduction, states that the main purpose of the paper “consists essentially in adding, eliminating or adjusting the issues” presented in documents (3a) and (1). 
Section two simply lists the 7 issues examined in document (3a), and 39 recommendations from that document.
  (The first list is called “main conclusions;”  when it is actually a list of private sector concerns examined in the report.)  Corresponding information is not provided for document (1). The section ends with a brief note attesting that the analysis in report (3a) remains essentially up-to-date. 
Section three provides commentary on 13 recommendations or issues raised in the earlier documents.  (This section actually presents 18 points, but 3 of them are blank and 2 simply refer to prior comments.)  
Detailed comments 

The comments presented below are generally in order of occurrence in the paper, focusing on the analysis in section three.  

· Page 9, item 1:  Lost revenue from reducing the IRPC to 25% “shall tend to be small.” – As a basic rule of tax reform, changes in major tax rates should never be implemented without a careful quantitative analysis of the likely revenue effects.  Vague statements of this sort are not an adequate basis for making a decision about the proposed policy change. For this reason, document (3a) suggests this tax cut as a “medium term objective, contingent on the need for prudent fiscal management.”  
· P9, item 2: differential IRPS and IRPC rates create distortions in an environment like Mozambique – Actually, the same distortions arise in rich and poor countries alike. E&Y make an important point, however, that the potential revenue loss from reducing the maximum IRPS rate to 25% warrants caution. Their suggestion to phase in the reduction is fully compatible with the recommendation in (3a), which suggests reducing the tax rate as a “medium term objective,” not as a once-off measure.  
· P10, item 3: special attention needed to technical form for reducing double taxation of dividends – This is correct.  Examples from Botswana and South Africa might serve as a models.  (Malawi adopted a more sophisticated system in the early 1990s, that it was not sustainable.)  
· p10, item 4:  quoted statement suggesting that VAT is regressive is “inadequate.”  -- I agree.  Indeed, in (3a) I argue that the VAT, as actually structured, may not be regressive at all.  Presumably the quotations discussed in this part of the paper come from the CTA document; this should be so stated.
· P11, item 5: on “elimination” of VAT on agriculture – The E&Y analysis distorts the point made in document (3a).  There (on p. 35), I point out that numerous food products are already exempt from VAT, presumably to ease the tax burden on the poor, but that the use of “complete exemptions” is an administratively cumbersome (though technically appropriate) way to achieve the equity objective.  The report cites examples of Zambia and Kenya, which apply an exemption, not zero rating, to unprocessed foods. Combined with a higher threshold for VAT registration, this approach eliminates most of the VAT burden on the poor, while still collecting VAT on processed foods that are more widely purchased by less poor consumers.  If the objective is to avoid taxing very poor consumers, then applying VAT to medium and large producers of unprocessed foods is inequitable, since VAT gets passed along to the consumer: exactly the outcome one wants to avoid.
· P13, item 9:  on the stamp tax – Three issues are not adequately addressed by E&Y in their discussion about why the stamp tax should be retained.  First, taxing “contracts, documents, and capital” is not consistent with best practice for tax reform in developing countries.  The policy regime should facilitate business transactions to the maximum extent, not create unnecessary barriers. Second, many countries that traditionally used stamp duties have abolished them because they are not a cost-effective source of revenue. Compliance costs (on top of administrative costs) tend to be very high relative to the amount of revenue collected.  Dropping the stamp tax in favor of more reliance on broad-based taxes reduces the cost to the economy of raising a given amount of revenue.  
Third, the point about using the stamp duty to ensure that transactions get recorded is not compelling, because the objective can be achieved without taxation.  If anything, imposing a tax on transactions is usually considered to be a good way to encourage avoidance or under-declaration.  (For example, a property transfer tax encourages understatement of the value of property transactions)   
The issue can certainly be debated, but for present purposes, the fundamentally question is: What is CTA’s view?  
· P14, item 11: on the simplified tax regime –  The present E&Y paper simply refers back to the Sistema de Imposto Minimo (SIM) proposed by E&Y in their 2004 paper.  In (3a), I suggest (on p.17) that the SIM proposal has two serious flaws. First, it entails collecting tax from every operating entity, even those who earn incomes below the income tax threshold. Imposing a small tax on multitudes of tiny businesses does not make sense on grounds of administrative efficiency or equity. Second, the SIM proposal leaves intact the simplified VAT regime, which means continued double jeopardy for micro and small enterprises., without addressing this critique. 

Here again, the basic question is whether CTA wants to endorse the SIM proposal from E&Y, or the proposal in (3a) for a single simplified tax to replace both the IRPS and VAT, with a reasonable exemption level to keep tiny businesses out of the tax net. 
· P14, item 13: on the minimum IRPC –  E&Y simply refers the reader back to item 11, which addresses the taxation of small and micro enterprises.  This seems to indicate a misunderstanding of the proposal in (3a) for consideration of an Alternative Minimum Tax (ATM) on companies.  The ATM has little to do with micro and small enterprises.  On the contrary, it is a device to ensure that larger companies do not escape the tax net year after year by taking (legal) advantage of various deductions, credits, and exemptions.  Legitimate questions can be raised about the advisability of adopting an ATM, but the first step is to understand the issue clearly. 
· P14, item 15: on elimination of incentives on imported capital goods – I’m not sure whether this refers to (3a), or something in document (1), which I have not seen.  My position in (3a) is not to “eliminate” incentives on capital goods, but rather to ensure a balance between providing incentives and raising revenue. Specifically, I suggest that a low uniform duty rate is preferable to a zero duty on capital goods, especially when the latter is applied only to selected industries. The low uniform duty involves less revenue loss, creates fewer distortions between different types of investment, and reduces the tilt in the play field against labor-intensive projects and the creation of a local capital goods industry.  In short, one can offer incentives other than a total remission of duty for selected industries. 

· P15, item 16: royalties penalizing mining activities – I have not seen Mining Law no 14/2002, so my information about tax or royalty provisions for this sector is limited to provisions cited in the Código de Beneficios Fiscais (2002).  
In response to the E&Y argument against royalties, I offer two vital considerations.  First, a mineral royalty is a payment for the extraction of a valuable resource. If the same resource were owned by a private entity, no one would expect to obtain the right to extract the resource without paying for it! The fact that the resource is owned by the government does not justify giving this right away at no charge.  
Second, regional tax competitiveness (as mentioned by E&Y) is a significant consideration in the context of footloose investments that can choose between locating in Mozambique, Namibia, Bangladesh, or Guatemala, and so forth. Natural resource extraction investments do not fall into this category.  These investments cannot relocate to chase the best tax breaks.  They are driven instead by fundamental consideration of whether the project will earn an attractive risk-adjusted rate of return. Indeed, the regional best practice – as exemplified by Botswana and Namibia – is to maximize government revenue from the mining sector through a variety of devices that allow investors to earn an attractive return, but no more.  Especially for a poor country , it does not make sense to forego revenues from projects that extract and deplete valuable natural resources. 
General comments

· Most of the analysis in the E&Y paper is commentary on issues raised in the background documents, especially (3a).  While this is useful, CTA probably wants E&Y to present clear and specific recommendations about which proposals should be (a) accepted, (b) modified, (c) dropped, or (d) added.  There is an important fifth category, too: proposals that merit serious consideration, but require further technical analysis.  
· In addition to enumerating a menu of proposals, the E&Y paper should indicate which points should be considered as priorities. Though this is not required by the TOR, but it would enhance the value of the deliverable to CTA. 
· Finally, timing is of the essence. It may already be too late for the CTA position paper to have much influence over decisions for the FY2006 budget. But there is ample time to have a large impact on the 2007 budget.  In addition, some priority actions – such as activating the public-private task force on VAT refunds, and establishing a public-private task force to identify provisions of the IRPC and IRPS Code that can be simplified without loss of revenue – can be implemented at any time. The sooner the better.  
� I have not received version of the CTA paper more recent than September, 2004, so I cannot comment on it directly at this time. 


� The 39 recommendations are taken from the Executive Summary of (3a); the body of that document contains 9 further recommendations. 
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