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FOREWORD

The growth in motor vehicles is more répid than the growth in population in
many developing countries. The amounts spent for gasoline and diesel qudify these as
big ticket consumer items and cars, trucks and motor vehicle parts are among the more
important find goods imports. Not surprisingly the taxation of motor vehicle purchase
and use has assumed a sgnificant role in the general public financing in low income
countries.

Mos of the research on road user taxation has focused on the benefits aspect, i.e,
the match between the payment by beneficiaries and the true cost imposed on the road
network. In this paper, Professor Roy Bahl considers road user taxes as a general tax
revenue and evaluates the relationship between the structure of the taxes and the more
common administrative practices.

Roy Bahl is the Director of the Policy Research Center and Professor of
Economics at Georgia State University. This work was originaly carried out for the
World Bank. Mr. lan Heggie of the Bank not only provided guidance and general
supervison, but he made helpful, substantive comments. The views expressed in this

paper, however, are solely those of the author.

Jorge Marti nez
June, 1991
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TAX ADMINISTRATION IN DEVELOPING COUNTRIES WITH
PARTICULAR REFERENCE TO ROAD USER TAXATION

Roy Bahl*

Road User Taxation (RUT) is a surprisingly underutilized source of public
finendng in less developed countries. The base of the tax (the number and value of
motor vehicles and motor fuel consumption) is growing, the general view is that road
us's have an ability to pay more taxes, a charge to the users of roads based on gasoline
consumption or vehicle weight is generally seen as far, higher transport taxes can reduce
congestion and pollution, and at least mbtor fud taxes are easly administered.

Despite meeting al of these maxims for a good tax, RUTs are a mainstay of the
tax sydem in few developing countries. These are many reasons. political opposition,
the fear that increased transport taxes would cripple economic development, assessment
and collection difficulties with the non-fuel components of RUTSs, and problems with the
rate and base structure of transport taxes. This paper is principally about the latter two
condraints to taxing motor vehicles and road use, and about the policy and

adminigtration options open to move taxes in this sector toward a full realization of their

revenue potential.

*Professor of Economics and Director, Policy Research Center, Georgia State Unlversty
Atlanta, Georgia.



Three qU&eti ons underlie this work. First, do successful country_practice and

| pormetive principles tell us there is a "right" way to structure RUTS? The answer is "no",
because these taxes and charges may play many different roles in the national revenue
sydem. In one country, the objective of RUT will be the rationi ng of road use, in
another it will be financing the construction and maintenance of the highway network,
and in others it may be general revenue support. To complicate matters further, taxes
on the transport sector may be driven by macroeconomic policies, eg., the conservation
of foreign exchange or the protection of domestic industry.

The second_question is whether there are generic rules that will lead to better

adminigration_of RUTs. Based on the case studies reviewed here, there would appear

to be correctable problems in al areas of the basic areas of tax administration:
identification of the bases, recordkeeping, assessment and collection. Violation of the
universa rule, that effective administration requires a good tax structure, aso appears to

be a problem with the transport sector.

The third quedtion is the revenue potential_of RUTs. In fact, the revenue stakes
in improving the administration of transport taxes are greater than might be supposed.
Though proper statistics are not aways available (because governments tend to collect
revenue data by type of tax rather than by object), the comparisons in Table 1 suggest
that a share in total taxes of 11 percent is not unusual and a share in the neighborhood
of 19 percent, as in India and Costa Rica, is possible. Some countries, five in this sample
of 20, tax the transport sector at arate greater than 2 percent of GDP. Using these

benchmarks, énd recognizing that even these higher numbers do not take into account
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evadon and avoidance, one comes to the conclusion that many LDCs have a substantial
capadity to expand RUTS.

In the next section of this report we turn to the general setting for eval uating tax
adminidration in the transport sector. The topics covered include the nature of the
evason/avoidance problem for LDC taxes in general, the standard remedies to deal with
non-compliance, and the directions in which tax policy has turned in recent years. Those
interested in reform of the system of transport taxes would do well to start here. A
genad modd of tax evasion/avoidance is summarized in Section 111 and presented in
more detail in Annex A.

The present practice of taxation of the transport sector is described in some detail
In Section 1V, with particular reference to eight case studies prepared especidly for this
Project”. These cases show awide variation in the choice of tax instruments used, rate
and base structure, administrative practice, compliance, and revenue performance. The
find section of this report takes up the question of policy and administration reform. It
rases the question of whether the LDC experience with tax administration in general,
and transport taxes in particular, has taught us about how best to structure and

adminiser a system of taxes and charges on motor vehicles and roadways.

Some cavests should be mentioned. This report discusses transport taxes but is

primarily concerned with motor vehicles and road use. Airports are mentioned only in

1Argentina, Bolivia, Ghana, India, Indonesia, Nepal, Tanzania and Yugoslavia.



passing, and rail and ports are not discussed. A second qudlifier is that heavy reliance is
placed on the results from a small number of case studies that may or may not be
representative. Where possible, the results from other country studies are reviewed, but
these are neither comparable in the sense of the questions asked, nor are they presented
in the same leve of detail. Finaly, some of the discussion is a bit loose in the use of the
tams "tax" and "charge’. This is partly a shorthand convenience and partly because the
traditiond distinction is blurred with respect to severa of the commonly used

indruments of transport taxation. Where the distinction becomes important in the

discusson below, it will be clearly made.



Il. THE PROBLEM
The problem of evasion and avoidance of transport taxes should be set in a
context of the broader fiscad problems and strategies in developing countries. The

fdlonving questions, taken up in this section, can help set this context:

To what extent is a more intensive use of these taxes consistent with the
current thinking about how low income countries should finance public
sarvices? |s better enforcement of transport taxes a reasonable strategy for
LDCs, given the aternatives?

. What is the magnitude of evasion in the transport sector, and are there
ggnificant gains to be had from better enforcement?

What policy instruments are currently in vogue for dealing with compliance
problems, and how would these seem to fit with the instruments that might
be used to improve enforcement of transport taxes?

. How can policy makers reconcile the revenue raising and resource
allocation objectives of transport taxes?

Hsed Problems in LDCs

The World Development Report (1988, p. 182) describes the poor conduct of
fiscd policy in devdopi ng countries as having led to "... heavy foreign borrowing, high
inflation and stagnant private investment." It is difficult to describe "the" fiscd problem
fadng low income countries, because there is so much variation across countries. Some
exat avery high tax effort, some a very low effort; some but not all are plagued with
high rates of inflation; al do not have high debt burdens, or ail; and rates of economic
growth are very different. Even with these very great differences, however, there are

some fiscd Situations that are observed so often that one is tempted to generalize.



A firg commonality is that it is the expenditure side that drives the problems of
budgetary imbalance in low income countries. In most cases, the ratio of taxes to GNP
Is remarkably stable, but the expenditure share may increase dramatically in short
periods of time. This creates short run (and in some cases long run) situations of
subgtantid deficits and inflationary financing. Are there common situations that explain
the lack of controllability of government expenditures? The following are often observed

inLDCs

. The level of public services is deficient, and there is substantia pressure to
upgrade and fill the most important gaps. Governments often spend for
capital purposes to fill this gap when their intended level of taxes will not
support the level of expenditures required to support these projects, i.e.,
they borrow without the capacity to repay, they do not adequately maintain
the existing capital stock, and they do not operate certain facilities to
proper standards.

. The general consumption budget of at least the central government is
under pressure from a number of fronts. public employee compensation
demands, pressure to increase transfers to local governments, and the
increasing price of non-labor inputs (utilities, asphalt, gasoline, etc.).
Inflation exacerbates these pressures. '

. Debt repayment exerts a fixed and often substantial claim on available
resources.

. Government budgets are politicized in that they tend to expand (sometimes
beyond prudent levels) during eections, and public employment rolls are
often expanded beyond necessary limits as governments take on a role of
"employer of last resort".

. Public budgets are often larger than they should be for a particular level of
services provided, because of inefficiencies in the delivery of the services.

There is dso arevenue side to the problem. In some cases it is Smply that the

government is unwilling to exert a tax effort that will fill the public services gap. For



example, the Philippines and Guatemala are countries whose tax burden is inordinately
- low by world standards, A "norma" tax effort in either of these countries would all but
diminate the budget deficit problem.? In other cases the average tax rate relative to
GDP, is not low. Here, one or both of two unhappy situations might hold. The first is
that the deficit is primarily a problem of overspending relative to capacity to raise
revenues. The other is that the high (or even normal) average tax rate translates into

vay high margina rates because only a narrow segment of economic activity is taxed.

Avoidance and Evasion

The narrowness of tax bases in LDCs, and the failure to achieve revenue
potential, comes about for two reasons. One is that the lega base of the tax provides for
a st of exemptions that excludes impo'rtant components of income, consumption,
transactions or wealth ffom the tax base. To the extent taxpayers take advantage of
these preferences, they avoid payment of tax. These preferences are usudly placed in
the tax sysem to achieve some efficiency or redistribution goa or to make
adminigtration more feasible, and are perfectly legal. The issues to be discussed in this
case are the revenue cost of these preferences (the so-called "tax expenditures'), and
whether they are, in fact, reachable by the administration if it desired to include them in
the tax base.

The other reason for narrow tax bases is evason. If the tax administration is

unable to fully assess and collect the legd tax structure, taxpayers will be able to

The United States faces much the same situation.
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successully evade payment of taxes through non-filing, underreporting or smuggling.
This of course, isillega and has the consequence of costing the government revenues
and compromising the efficiency and redistribution objectives of the tax sysem. Evasion
(like avoidawée) narrows the tax base, and the average rate on the now-narrower base
mud be increased to finance services. This gives further incentive for avoidance and
evagon, further narrows the base, and so it goee

Exemptions. Legal exemptions are a common source of base narrowing. Under
the persond . income tax, it is not uncommon for interest income from bank deposits to
be free of tax. Other commonly exempted items are capital gains and income received
in the form of fringe benefits. The company income tax base in virtually every country is
eroded by tax incentive legidation, which grants severa forms of preferential treatment
to qudifying firms in an attempt to increase the rate of economic development.

The indirect tax base is aso limited by exemptions and preferential tax treatment.
A wide variety of imports are exempt from duty, or are taxed at preferential rates. The
vaue added tax in most LDCs exempts a good part of the service sector, zero rates many
commodities, and either does not tax smaller firms or taxes them at nominal rates.

Sources of Evasion. The problem of evasion can be tied to a number of

shortcomings in government fisca administration. The ones most often poi hted to are
inadequate daffing and procedures. The common Situation is one of too few trained
gdf in every tax administration department. Moreover, the shift to modern tax
gructures has, if anything, increased the need for trained saff and possibly exacerbated
the problem. For example, replacing excises charged at specific rates with ad vaorem,

8



vaue added taxes has created a demand for tax officiads capable of doing book audit
rather than physica inspection. Modern property tax systems cal for valuers, the
compary income tax everywhere requires a proper treatment of foreign branches and
subgdiaries, and income tax audit and presumptive assessments are essentia to
broadening the individual income tax base. The training of LDC administrators has not
yet caught up with the modernization of the tax structures; and it might not, in part
because public sector salaries are so low for skilled persons in these areas that they are
often bid away to the private sector,

Administration may also be weak because procedures are not up-to-date. Here
the problem varies from country to country, but some examples can give the flavor of the
kinds of shortcomings that create the problems.

. Oftentimes there is no unique taxpayer numbering system to use in cross-
checking data and making use of third party information.

. Mogt of the sdf employed are not on the tax ro.II.

. The recordkeeping system is not usualy computerized.

. Current information on the value of imported goods is often absent.

. Property values are badly out of date.

. No system of presumptive assessment is in place.

A different reason for evason is the complexity of the tax structure itsdf. Three
Isues are important here. First, taxpayers may not have faith in a tax. system that they
do not fuly understand, and may resist payment. Second, complexity may lead to high

compliance cogts another deterrent to paying taxes. Third, tax administrators may spend



so much time on the "routing” matters of assessment and collection of a complicated tax,
thet they have precious little time to pursue high return activities such as presumptive
asessmant or large taxpayer audits.

Evason is aso aided by the unwillingness of the government to implement
draconian measures against those who illegaly do not report or underreport. This holds
for virtudly dl taxes, and seems to be a problem common among LDCs. For example,
nearly every country has a seizure and auction provision for property tax enforcement,
but fev countries dare use this, even when property tax collection ratios fal well below
50 percent. It is common knowledge that many if not most of the "hard-to-tax"
professonds and the self-employed in LDCs evade income taxes by non-filing, byt drict
mesaures are rarely taken against these people.® Under invoicing and the claiming of
indligible credits is a common problem with value added taxes in developing countries
(Tat, 1988). Too often, governments collect where the "tax handles' are convenient ~
formd sedor wages, imports, big manufacturers, beer, cigarettes, petroleum - and ignore
mod of the evasion that occurs elsewhere in the economy.

Important to understanding non-compliance is understanding the balance between
gans from evasion and the costs incurred if evasion is detected. Are the rewards great

enough to encourage illegal behavior? In fact, the rewards to evasion do appear to be

%t was determined that less than 10 percent of high-paid professionals in Jamaica
(doctors, attorneys, accountants, architects and veterinarians) filed returns in the mid-
1980s These are among the most educated and in some cases powerful people on the
idand. No vigorous program of enforcement had ever been brought to bear on these
sdf-employed individuas. (Alm, Bahl and Murray, "Tax Base Erosion in Developing
Countries'.) - '
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condderable in some countries. Marginal tax rates can reach over 50 percent on the
individud income tax, and custo.ms duty and advance salé tax can double the purchase
price of some items. In such cases the rewards to evasion, and the bribes paid to public
offiads can be quite large. The constraints to evasion are the probability of detection
ad the severity of the pendlty if caught. A mgor difficulty in many developing
countries is.that neither detection nor penalty is a very serious deterrent. A model that
more systematicaly expldr& the relationship among rewards, detection and punishment

IS presented below.

The Current Solutions

What are the current solutions to the revenue gap problem in LDCs, and how
have the avoidance and evasion problems been approached? Though there is much
varigion among countries, a few common themes seem to underpin the kinds of reforms
that have been undertaken in the recent past. These are base broadening, smplification,
flater rate structures, more use of user and benefit charges, and continued heavy
reliance on the perennial favorites, i.e., excises on beer, liquor, petroleum products, and
cigarettes.

Though it is difficult to document with aggregate figures, the experience with tax
reform in recent years has been one of base broadening.* Indiv_i dua income taxes have

been amended to eliminate some loopholes such as fringe benefits and certain personal

*This pattern is illustrated by the recent tax reforms in Jamaica (Bahi, 1990),
Indonesia (Gillis, 1989) and Colombia (McLure, Mutti, Thuronyi and Zodrow, 1989).
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dlowances. And though not to the extent they should be, presumptive asse&menté are
bang used in many countries. The value added tax in many LDCs is gradually being
expanded to include more of the service sector, and to reach further down into the
digribution channel. The list of exempt imports is being reduced in many countries as
pat of tariff reform, and property tax bases are being updated. In many of these cases
progress is sJow but there does seem to be a movement in the direction of base
broadening.

Along with this base broadening has come a change in rate schedules toward
flatter rates on the income tax and more uniformity in the rates of indirect taxes.
Income tax reforms in both Jamaica and Indonesia reduced the nominal progressivity in
the individua income tax rate schedule, and in the Jamaica case a flat rate was adopted
(BeH, 1989). The movement from turnover taxes to the VAT also was accompanied by
greger uniformity in rate schedules. Taniff reform has as one of its mgor objectives the
reduction in the number of different tariff rates, and dramatic reduction in the top
nomird rates.

With broader bases and flatter rates, the tax _system can become less complicated.
With simplification, enforcement can become easier because limited administrati\-/e geffs
are more able to handle assessment, collection and audit; taxpayers face less compliance
o ad at the margin should be more willing to pay; and there is less dpportunity to
avad payment of tax by reclassfying activities or transfer pricing. Not al systems are
becoming more simple, however, and with_ good reason. More is demanded of the tax

g/dem as low income economies develop and become more complex. Perhaps the best
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cae in point is inflation adjustment, which is absolutely essential but quite clearly
complicates the tax structure. There are other examples. presumptive assessments,
goedd credits to reduce the regressivity or price effects of the value added tax, the
goedd treatment of financia institutions, and income tax integration schemes.

Findly, one should mention the trend toward more use of user and benefit
charges Th-is stratégy is consistent with the goa of mobilizing more resources without
increeang marginal tax rates. It usudly has the virtue of easy administration and
revenue productivity. Many have cited as a primary reason for lack of compliance with
the tax system the inability of taxpayers to see the benefits they would derive from

paymat of the tax. User or benefit charges would seem to be an answer to this

determinant of noncompliance,



lIl. TAX EVASION AND AVOIDANCE

The methods by which individuals ahd' companies reduce their tax liabilities take a
vaidy of legal and illegal forms. Such behavior hampers the public sector's efforts to
generde adequate revenues, particularly in developing c,ouhtri&s where tax enforcement
IS week .and where the informal sector of the economy is "hard to tax".> The revenue
loss from noncompliance exacerbates an already serious problem that is the result of low
taxable capacity, deficient infrastructure, inadequate public services, and substantial debt
repayment obligations, Developing countries often respond to the revenue shortfal by
meking use of highly progressive income tax structures, higher sales and excise tax rates
and increased customs duty; however, high marginal rates of taxation are thought to
discourage some productive activities, distort some economic decisions and provide
further incentives for noncom.pliance. Virtualy every fiscd reform program for
devdoping and developed countries recommends lower rates of taxation, base expansion,
and improved tax administration as a way out of_ this dilemma.

A key problem in designing tax reform, particularly income tax reform, is that the
relationship between tax structure and tax compliance is not well understood. This is
espedidly true for the case of developing countries. In this section we examine the role

thet the income tax structure plays in tax compliance, and consider this result in the

context of the transport sector.

*Good statements of developing country fiscal and tax administration problems can
be found in Richard Goode (1984), Richard Bird (1983), and G. K. Shaw (1981).
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A forma model of the evasion choice, presented in Annex A, suggests a numper
of propositions about the determinants of tax evasion and tax avoidance. The rate of
evagon (illega activity) will increase with the tax rate, and it can be reduced with a
grester probability of detection, a more severe penalty if caught, and the sacrifice of
benefits associated with paying taxes. Tax avoidance, on the other hand, is legal and
comes about because of loopholes in the system that -enable a taxpayer to reduce liability
by adjuding consumption or the composition of recelved income, or by making different
invesment or production choices. The policy routes to reducing tax avoidance include
lowering marginal tax rates, broadening the tax bases to eliminate the preferential
trestment of certain activities, increasing the transaction codts to taxpayers who use legal
loopholes, and  tightening control by the tax authorities in monitoring questionable cases.

Paradoxicadly, a reduction in the rate of evason can, cet. par., increase the rate of
tax avoidance, and vice versa. If the "price’ of evasion becomes too high, taxpayers look
harder for other ways to reduce what they consider to be too high a tax burden. Closing
down loopholes to reduce tax avoidance, on the other hand, will increase tax evasion in
the absence of tighter enforcement measures. What this tells us is that the problems of
evadon and avoidance must be approached simultaneously.

High margina tax rates increase the rewards for both evasion and avoidance. It
s|Ts clear that a a lower tax rate, an individua or a business will be less willing to
teke the chance of being caught and punished for tax evasion. Avoidance at lower rates
mey d0 be aless interesting proposition since there are costs associated with using

exemptions and deductions: the additiona time necessary for the accountants and
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lawyers to prepare the case, the administrative costs associated with changing the
compensation package pf employees toward non-taxable fringe benefits, the transactions
oodts of reallocating an investment portfolio, and the expense of shifting production
adtivities into lines that are given preferential tax treatment under incentive legidation.
There are two qudifiers to the proposition that rate reduction will move
compliance in the right direction. The fird is that the increase in compliance may not be
vay large if there is not a simultaneous increase in enforcement. If an evader fedls that
there is an inggnificant probability of detection in evading a 50 percent tax, he is not
likdy to be drawn into the tax net by a 25 percent tax rate if he feelsjust as good about
his chances of not being caught. If anything, he might fed that because of the lower
rete, the government will be even more lax in its pursuit. The second qualifier is that
the rate reduction should not imply any reduction in public services provided. Rather,
the discusson here is about a rate reduction accompanied by a commensurate increase
in the gze of the base, i.e., a "revenue neutral” adjustment. Otherwise, the rate
reduction may be perceived as a reduction in the benefits to be received from taxes paid.

Such areduction in benefits would, .cet. par., increase resistance to paying taxes.

There are many ways to increase the probability of detection, and most if-not al
are within the capabilities of tax administrations in less developed countries. The most
promisng is the identification of a full tax roll. The registration of all individuals,
busnesses, and properties subject to taxation can be accomplished by door-to-door
suveys the use of third party information_ (import licenses, property transfers, motor

vehide regigtrations, utility connections, and a host of other sourer: of information), and
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the integration of records from all taxes. This requires the development of a unique
.ta<p6yer numbering system, something that is missing in al too many low income
countries

The detection of under reporting taxable income is as important as the detection
of non-fi'ling. Detection of under-declaration may be done by developing a presumptive
asESmant éystem for the hard-to-tax in general and for the self-employed in particular.
A drong audit program is another important element of protection against
underreporting.  For customs and excise duties, the measures include better inspection
procedures and the use of an up-to-date data system in the case of import
vauation. Underlying al of these proposals should be a stronger training program,
better advancement possibilities for the tax administration g&ff, and computerization of
the sysem.

These detection methods will aso reduce the amount of tax avoidance because
taxpayers will note the increased probability that "border line" cases will be disallowed,
ad because of the added cost of preparing an adequate case to take advantage of a
questionable tax preference.

An increase in the penalty rate is an essential part of any enforcement prdgram
thet would reduce the degree of tax evasion. In too many low income countries, the
pendty is nominal, or rarely applied. The interest penalty on underpayment of taxes can
be bdow market rates, there is often.very little penalty on under-declaration of imported
goods and though property tax delinquency can be penalized with seizure of real

propaty, such a draconian measure is rarely if ever used. Another problem with penalty
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rates is that the time lag for hearing a case in the courts in some countries makes it to
the taxpayer's advantage to avoid payment as long as possible. The problem is not
heped in countries where tax amnesties are frequent, or where those th do not pay are
eventudly dealt with under negotiated settlements.

The key to better enforcement of the tax system is the willingness on the part of
government fo impose severe penalties on those who do not pay. In most cases the law
provides for adequate penalties -- the problem is generally an unwillingness to impoée
the penalties. The problem with the delay in the court sysem may be solved partly by
meking the taxpayer remit the assessed amount pending the lega decision. Another
fam of penalty is public announcement of the names of delinquents — a form of public

embarrassment that may induce an increased compliance.



V. ROAD TRANSPORT TAXES

There is no clear-cut definition of what congtitutes a "road transport tax". The
discusson below begins with thisissue. And it is a more important issue than semantics
if there is an intention to evaluate RUTS as taxes on a sector. Such evaluation might
indude the extent to which the taxes on the sector match the benefits from roadway
expendituré whether revenue collections are in step with the growth in the potential
trangport tax base, whether the various RUTSs are having the desired alocative effects,
ad whether the right RUT "tax handles’ are being used to make administration most
dfidet and fair. The following is an outline of the use of each of the forms of
trangport tax and charge. The discussion focusses on revenue yield and dasticity, thé
ddfinition of rate and base, the revenue split between central and local government,
adminigrative procedures, problems with the structure and administration of the tax, and

the experience with evasion and avoidance.

Deiining_ Road Transport Taxes

In this paper, and in the case studies on which this paper is based, the scope of
trangport taxes includes those related to the ownership and operation of motor vehicles,
ad the use of roadways. By this general classification, RUTs can be grouped into the
fdlomng categories:

motor fud taxes,;
import duty, excise tax and sales tax;

vehicle registration taxes and licenses;

19



. taxes on the movement of goods and vehicle tolls;

¢ income taxes on transport-related activi.tia |

Within this set of tax categories, there are many types of specific levies that are
usd A road transport study in Indonesia (World Bank, 1982) identified 22 RUTs in the
revanue structure (Table 2). |

Sill, there are ambiguities about what should be properly counted as a tax on the
trangport sector.  For example, there is a question about whether income taxes on
companies involved in the production and sale of motor vehicles and transport services
doud be included. Some would argue that these are general taxes on the income
eanad by any business meeting the exemption test, and are not specific to any sector.
Luthra (1989, p. 21) does not count company income taxes on road transport operators
asaroad user charge in his study of India because it "is not a tax levied on inputs or
outputs of the road transport industry”. The Indonesia study, by contrast, does count
corporate income taxes on importers or domestic assemblers as transport taxes.

Another view is that it is necessary to separate those taxes that are general from
those that are related to use of roads. The World Bank case study of Indonesia (1982)
dasdfies transport taxes ipto two broad categories: genera revenue taxes and roéd user
chages The former are levied on transport activities as part of national revenue policy
while the latter are differentially higher taxes or éharges levied on the transport sector.
For example, the general rate of customs duty on an automobile or the genera rate of
vaue added tax on an automobile part comes under the heading of general revenue

taxes Any differentialy higher rate of duty or VAT on the transport sector would be
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dasdfied as a specific user charge. The specific road user charges are then subdivided
into fixed charges -- taxes levied periodically, such as an import duty, a manufacturer's

ses tax, or an initial registration - and taxes that vary with vehicle use, such as fud

taxes

Mda Fues

Motor fuel taxes dominate the revenues received from the transport sector. As

mey be seen in the comparisons below, it is not uncommon that they account for haf of

dl trangport related revenues.

India (1988) 47 percent
Nepal (1985) 37 percent
Bolivia (1988) 62 percent
Argentina (1988) 56 percent
Ghana (1988) | 90 percent
Y ugodavia (1988) 63 percent
Tanzania (1986) 32 percent
Guatemala (1988) 49 percent

The evidence presented in Table 1 suggests that, on average, motor fud taxes account
far about 6 percent of total taxes and are equivalent to around 1 percent of GDP. The

reliance can be greater -- more than 16 percent of taxes and 3 percent of GDP in Costa

Rica
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Revenue P'erformance. There is no question but that the potential base of motor
fuel taxation is broad enough to yield-significant revenues a feasible rates. Whether the
rates can be set at a high enough level to yield a significant amount of revenues depends
on the political constraints and on the possibility of keeping some of the high tax burden
df non-road users of petroleum products.

The dther dimension by which the revenue performance of a tax might be
evduated is its income eadticity, in this case whether the automatic growth in motor fue
revenues is more or less than in proportion to GDP. Most observers would believe that
revenues from taxes on motor fuels are buoyant, i.e., they automatically increase at least
in proportion to GNP. This is because of the expectation that over the long-run the
monetary value of petroleum consumption will increase faster than GNP. However,
motor fud taxes are not dways income elastic. For example, the income elasticity of
mator fud taxes in Guatemala between 1984 and 1989 was less than 0.9, and in real per
cgata terms motor fud revenues were 30 percent lower in 1989 than 1986. There was a
dedire in the real value of the tax on a gallon of gasoline in Jamaica between 1978 and
1983 (Smith, 1984). Why is this? Consider that the revenue income €easticity of motor

fud taxes has three components, as described below:

dT _ dT dTB  dB

—— e

dY dfB dB dY

where dT = percent change in motor fuel tax revenues;
dY = percent change in GDP;
- dTB = percent change in the taxable base;
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dB = percent change in the true market value base;

has to do with the rate structure of the motor

.Buoyancy from the first term [%
fuel tax. Under a flat rate ad valorem tax, the rate elasticity would be unity. One
reason for the inelasticity of motor fuel taxes observed in many LDCs is that a specific
(per gdllon) tax rate is levied, hence periodic discretional)' adjustments are required for
revenues to keep pace with the rising prices of imported petroleum.® Such adjustments
ae paliticdly difficult, and the failure tb make them has frequently stalled the revenue
gonmh of motor vehicle taxes. For example, the failure to adequately index the rate led
to areduction in the road user tax in Yugodavia of about one-half between January 1987
ad March 1988. This problem has led Yugodavia, and also Argentina, to adopt ad
vaorem tax rates in recent years.

The second term in this smple formula is the taxable base dasticity, i.e, the
extat to which the taxable value of motor fue consumption increases in proportion to
the market value of motor fuels consumed. This is, potentialy, another source of

revanue inglagticity. In most LDCs, central governments fix gasoline prices and in effect

If a specific tax rate (¢ cents per gallon) is levied, then revenues from a tax at the
pump will increase by tdG

where dG = change in galions of consumption
no matter what is the increase in the value of the potential taxable base (PgG)

where Pg is the pump price
Since tdG < d(PgG) in most cases, the rate elasticity will be less than unity for any given

wesge werte | L = 1C

\TB  PgG

L}
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determine the Sze of the taxable base elasticity. Is the taxable base eadticity less than
ity in mogt LDCs? The answer to this question is "yes' if the government does not let
the taxable price rise with increases in the market price. This seems to be the case. In
Indonesig, for example, one nationally-owned oil company (Pertamina) is responsible for
dl production and the price of motor fud is set by Presidential decree. In practice, the
ges tax (subgidy) is set by the difference between the administered retail price of motor
fuds and the production cost. The same is true in Argentina, where the government
edablidhes the tax as the difference between the retail price and the "retention price" for
the ol company. The situation of central governments setting and regulating the price of
fud hdds for the countries in this sample.

The third component of the elasticity of motor fud taxes is the base dadticity, i.e,
the ratio of the percent increase in the market value of motor fuels consumed to the
percat increase in GNP. Two factors effect this component of the revenue easticity:
changes in the market price of motor fuds, and changes in the amounts of fud
consumed. Since average fud consumption has falen during the past 18 years, the base
dedidty has been dampened. This part of the easticity is beyond the di reét influence of

the government.

Economic Justification, Three justifications are commonly given for the heavy use
of motor fue| taxes in less developed countries. One is a straightforward revenue
agumat. Gasoline consumption is a large tax base, relatively price inelastic in demand,

ad administratively easy to reach a the point of importation or at the refinery level.
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The second supporting argument is that since most countries are oil importers, a high tax
on petroleum can be justified on balance of payments grounds.

The third justification, and the one most central to the concerns of those involved
dredly with the transport sector, is an efficency argument: | gasoline taxes are a rough
paxy for the benefits received from the use of transport services. There is some rough
justice in this approach to charging for highway use.” But there are important
wesknessss in the benefits justification for gasoline taxes, and these weaknesses are
megnified in less developed countries. The result is that despite the rhetoric in most
LDCs the tax on motor fues is not usualy designed as a benefits levy.

A true benefits levy would approximate the following conditions:®

« Those who did not pay for highway services would be excluded from the
benefits of highway services.

* Those who did consume highway services would pay according to the benefits
they derived.

» The proceeds of the tax/charge would be spent on highway services.

«  The population would be able to express its demand for more or less highway
sarvice through its willingness to consume the service at the price set by the
public authorities.

The typicd situation in less developed countries is that all of these principles are

vidaed. First, though consumers and productive factors somehow share the benefits of

‘In the United States, total highway expenditures at al levels of government are
goproximatdy equal to total gasoline tax collections (Musgrave and Musgrave, pp. 230-
230). :

®A good discussion is in Shoup, pp. 118-126.
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busness use of transpo_rt services, and the burden of the gas tax, other beneficiaries may
ha pay. These include those whose property values, busi nés profits, and general quality
of life are improved by better access to highway services. This is a problem with the use
of the gas tax as a benefits charge in developing and develdped countries alike.

Second, the gasoline tax typically does not recognize that different users of highway
servloes impdse different costs on the highway system, and that they may derive different
bardits from each galon consumed. Among the variables that are not usually taken
into account are different speeds of travel, different levels of congestion imposed, and
dfferet road surfaces over which travel takes place. Another variable, different vehicle
wadghs is partly accounted for under motor vehicle license fees. A particular problem
in this respect is the differential treatment of petrol and diesel in most LDCs. The
typcaly lower rate on diesdl is the reverse of what the benefits principle suggests,
because 6f the greatér mileage obtained with diesel énd the.differentially higher road use
o associated with heavier vehicles (see dso the discussion under "réte and base",
bdow). Third, the entirle amount of gasoline tax collections is not dways designated for
the road fund. For example, only about 20 percent of the specific levy on gasoline is
eamaked for the road fund in Ghana. The implication is that only a part of the-
gesdline tax is considered a charge for the use of transportation services, and the
remander is considered a general revenue tax and/or a penalty for usng scarce
resources for luxury consumption. The latter justification is in step with the argument in

same countries that the gasoline tax is levied primarily to conserve foreign exchange or
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to promote some other macroeconomic or industrial policy objective.® The relationship
bawean tota collections from motor fud taxes and_tbtal road expenditures varies widdy
as mey be seen from the right column of Table I. Of the countries surveyed for this
compaison, the median share is about 80 percent.

A fourth gap between the current practice and the proper use of motor fud taxation
as a bendits levy is that the tax rates on diesd and petrol are usualy differentiated, and
arange of exemptions is usudly offered. This further separates the amount of tax paid
by various users from the amount of benefits received.

Hndly, the benefit charge is not used as a signa of the demand for more, less, or a
dfferlat mix of transport services. It would be fair to say that gasoline prices are not set
aooording to what is percelved to be the demand for highway services. If users want
more sarvices, they still must act through the political process. If they want lower
gedline prices (the pressure they are more likely to bring to bear on the political
prooess), they may use the threat of strike or even public disturbances. Despite the fact
thet reaively few people in developing countries own automobiles, and the fact that the
gedine tax is progressive, the public is very senditive to sharp increases in gasoline
prices  This is because users of the transport system - automobile owners, taxi dfivers
ad mini-van owners and their customers ~ are educated and often politically vocal and

influentid persons (see also Due, 1988, Chapter 4).

Nat dl industrial countries earmark the gasoline tax. Tait and Morgan (1980) note
thet of ten OECD countries studied, only Sx devoted dl or part of their excises on
petroleum to finance highways.
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What dl of this means is that the motor fuel tax must serve many different masters.
vaious policy: makers will see it as an instrument to improve resource alocation, to
recress an unequal distribution of income, and to raise revenues. It should not be
urprigng, therefore, to find that in most countries it is structured to provide preferential
trestment for certain activities and penalties for others. And while ease of
adminidration protects revenue from motor fud taxes.to a significanf extent, preferentia
trestments and the political problems with raising gasoline taxes impose a heavy revenue

ot

Rate and Base. Motor fuels are taxed in severd ways. Imported petroleum is

et to a customs duty, domestic refineries are subject to an excise tax, the state
mongpdy on petroleum products may be taxed on its retained earnings, a retail sales tax
mey be imposad on the pump price, and the pump price may be set above (below)
production cogt, implying atax (subsidy). | '

Some countries use only one 6f these téx fbrms while others use a combination.
For example, Bolivia taxes domestic production and use of motor fuels with a
combingtion of a production tax, value added tax, transactions tax, a roydty and the
required transfer to government of a specified share of the profit of the state oil |
monopdy, Indonesian law provides for a 10 percent excise tax and a 10 percent sales tax
on motor fud consumed, but in practice neither is levied. Instead the Indonesian
govemment sets the tax (subsidy) rate in choosing a differential bétween .pro_ducti on costs

ad retail price.
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In most countri&, the tax rate on motor fuds is specific rather than ad valorem. As
noted above, the problem with a specific rate is that it must be indexed to the base price
in order to maintain some degree of revenue easticity, or the government must make
" perioxic, unpopular decisions to increase the tax rate. For those countries which derive
gasdline tax revenues from a tax rather than from the profits of the state monopoly, the
solution td the elasticity problem has been to turn to an ad valorem rate. Assessment
under a value-based tax need not become rhore complicated, because prices are fixed
ad phyéicd methods of control may ill be used, but revenue growth can become
automdic.

Most countries continue to use a specific rate, but there would appear to be a trend
towards establishing ad valorem rate structures. Of the countries covered by these case
dudes Yugo_slg_via an_d Argentina have recently adopted an ad valorem rate; Nepal has
es;abllshed a peft:ent rate on its sales tax on motor fues (but not import duty); and
.Irxjonesif;l has an ad vaiorerﬁ rate in theory, but in practice levies the tax (grants the
siddy) throQgh an admi nisteréd price.

Some would argue that the downside of ad valorem rates is that revenues fal when
petrdeum prices are faling, and stimulate a general inflation when petroleum prices are
figng, The instability argument seems correct, thouéh the revenue dedlines are
aushioned by the relatively price indlastic demand for motor fuels. However, the notion
thet fud tax increases drive up general consumer prices may be less true. Hugh% (1987)
hes compared the price effects of revenue neutral increases in fuel taxes and general

consumption taxes in Tunisia, Indonesia and Thailand. His results are based in part on
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input-output tables for those cduntries, and therefore take into account both direct and
indredt effects. The results show that a general consumption tax leads to a larger rise in
prices than does an equal yidd tax on gasoline, i.e.,, a mgor portion of the burden in the
motor fud tax i.ncrease fals on factor incomes rather than on consumption. When he
rauns the experiment using the various fud taxes, he finds that only kerosene gives a
dgnificart price effect.

Rate structures in LDCs tend to be differentiated according to type of fud.’® The
typicd practice is to keep the tax rate (price) on petrol at a higher level than that on
ded fud (and fuel used for non-road purposes). From a standpoint of efficiency in
roed use, this is exactly opposite what should be the case. Diesel-powered vehicles tend
to be heavier and impose a greater road maintenance cost and, .cet. par., can travel
grester distances per gallon of gasoline consumed. This suggests that, if anything, their -
o to the consumer should be greater than that for petrol. Moreover, the introduction
of the differentia rate structure immediately complicates tax administration, encourages
usas to switch to diesel-driven vehicles, and opens the door for preferential treatments

that weare not intended.

In the face of these potential problems, why do governments fed it is necessary to
dfferentiate the rate as between gasoline and diesel? Three reasons are often cited.
The fird has to do with income distribution concerns. (a) lower diesel rates subsidize

pubic transportation, which is used principally by the poor, and (b) higher gasoline tax

This is different from the practice in most industrialized countries, which tax both
at the same rate. Singapore, however, has not taxed diesel fuel at all since 1979.
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raes are borne disproportionately by the higher income who own and operate vehicles.
The second reason is that the present system already charges motor vehicles at arate
V\/n'di does not cover the short run marginal cost they impose on roadways, hence private
tranqoortation is underpriced. A reduction in the price of public transportation via lower
fud pricds therefore, keeps the relative prices in the right balance.

The third reason is to give favored treatment to give favored treatment to non-
trangoort uses which rely on diesdl (including home heating fuels) so as to protect low
income families and nbt compromise industrial development. The argument against this
ﬁirdjﬁs:ifiéation' for a difference between gasoline and diesel prices is that a blanket
siddy to diesd fuel. also implies asubsidy to al road haulers and shippers, and to
bendfidaries of these services. It aso distorts transportation choices against alternatives
srh asrail, and it may distort location choices for production facilities by lowering
trangportation costs for goods. Finding the correct rate structure is no easy task. For
exarde instituting the "éorrect" policy of lower rates for diesel used for off-highway
puposs (farms, industry,. réilroad, éléctric povvér generation, etc.) but not transport use
waud cregte difficult administrative problems (Due 1988, pp. 78-79).

Exemptions are another departure from the broad base-flat rate maxim that
charaterizes efficient taxes. There éeems no pattern or genera rule as to exemptions
gvan in the case of motor fuds. For example, Yugodavia exempts use by the army,
maire users and agricultural users, Nepal exempt‘é only diplomatic use, and Ghana
prwidés no exemptions. No data are available on how much the tax base is
compromised by exempti ons in the case study countri&s,' bUt some anaysts have taken
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the view about exemptions that"... this is a prevalent practice, but not of a serious
megnitude” ("Issues in the Administration of Transport Taxea p. 4).

Intergovernmental Sharing. Motor fud taxes are a central government tax in most
deveoping countries. One might argue that there are many' good reasons for this. Gas
prices are a sendtive political issue with big national implications, and many would argue
the dangers of allowing local governments to affect prices, even at the margin. Another
problem is that if interlocal variations in gas prices were large enough, fud carrying
waoud result to avoid payment of the tax. Perhaps the most important constraint of al is
thet the gas tax is just too big a revenue producer to turn over to the local governments.

This said, the evidence is that local governments in some countries do benefit from
motor fud taxes. In Argentina, Guatemala, Indonesia and India, a portion of receipts is
didributed by formula to the state and loca government sector. There is much variation
in how the total amounts for distribution are determined and in how these amounts are
digributed among the local governments. In Argentina, an "excess' profit on motor fuels
is oefined as one-haf of the difference between the government-defined market price
ad a"retention” price. The latter is roughly a breakeven price. Approximately 9
peacat of the excess is distributed to the Provinces as their share of the fud fund.

Guatemda municipalities share in 2 cents per gallon of the gasoline tax.

In some cases, local/provincial governments are given the power to tax motor fuds
" and retain the revenues. In Indonesia, provincia governments are, in theory, alowed to

ley afud tax, but they do not use this power. Bahl and Linn (forthcoming) have
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suveyed the local government use of motor fud taxes in the 1970s and 1980s, and find
thet a few large urban governments in less developed countries do levy fud taxes.

Administration. One of the magor attractions of motor fud taxation is its ease in

adminigration. There are relatively few points of distribution, and few distributors,
hence the liable taxpayer is eadly identified and policed. In Indonesia, for example, the
nationdly owned oil company (Pertamina) assesses and collects all domestic taxes on
mator fues. The situation is smilar in Nepal. Taxes on motor fuds in Ghana are paid
by a andl number of distributors, based on their supplies from the National Petroleum
Company, which is the sole importer. In Yugodavia the tax is administered by asméll
numba of petrol companies which own and operate petrol stations, but input and output
prices are determined centrally. Even in India, where one dways expects more
complication, fuel priC% are regulated by the central government and are collected at
ource as part of import or ex-factory prices. Because input and output prices are
wdly fixed, collection costs. are borne by the distributors or factories responsible for
collection.  Collection costs are not very high, as the controls on compliance are
graghtforward. Due (1988, p. 79) notes that there is not even a need to post inspectors
at the refinery level. In Boli\)ia it is estimated that collection costs are equivalent' to less

then one percent of collections. '

Evason, Avoidance and Revenue Potential. The countries in this sample indicate

litle or no problem with evasion or avoidance of motor fuel taxes - dl report a
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collection rate of 100 percent.™ But a collection rate of 100 percent means only that
dl of the billed amount is being collected. This implies that tax evasion on the
collection side is not a problem. Neither is assessment a problem, since taxpayers and
petroleum suppliers are easily identified and straightforward physica methods of
asEssment may be used. | |

The bigger issues in the administration of transport taxes are whether the fue tax
bese is being assessed at ifs full potential and whether some legal tax avoidance is taking
place There is some evasion of motor fue taxes, especiadly in the form of smuggling,
ad this is aso discussed below.

The firgt place where a gap between revenue potential and revenue collections
aissisin the lega definition of the tax base, i.e, the level a which the market price is
. To the extent there is a common practice in fud pricing, it is to price diesel and
kerosene below world prices and gasoline at a higher level. One recent study ("lssues ...",
p. 4) places the latter (on average) at 50 percent above international prices, and the
fome at 25 to 40 percent below. From the point of view of government revenues, a
postive real motor fuel tax yield would be one large enough to cover the losses of the
date monopoly and have an additional amount |eft over to contribute to the general
finenang of the transportation network or to the general budget.

When the net-of-tax economic price for fud is above the net-of-tax administered

price the "financid" tax that is levied may be partially or fully offset by the subsdy

"An interesting exception is Chad where the government failed to pay for its
deliveries and the oil companies responded by withholding their tax payments.

34



demat, The result may be a net subsdy to the transport sector, rather than a tax on
roed use. In Indonesia (1980, p. 11), a 9 percent subsidy to petrol and a 67 percent
aiddy to diesdl were only partially offsst by the gas tax and led to real revenue losses
fram the taxation of motor fuels. Ghana is another country where al categories of fue
ae subgdized. This is not an uncommon situation, and motor fud taxes are far below
thar economfc potential in most LDCs. This may be viewed as a cost of those objectives
thet led the government to adopt a policy of subsidizing gasoline prices.*?

The other problem that causes fud taxes to fal short of revenue poééntial IS tax
avaidancg made possible by a tax structure that dlows users to reduce their motor fue
tx ligbility by altering their methods of doing business, eg., claiming exemption, or
smtdhing to the use of cheaper fud or different transportation modes. One example is
fud carying - avoiding a higher rate of gas tax in an urban area by driving to arural
aea to purchase motor fuel. There is no evidence that urban-rural fud carrying is
ooouring in the cases examined here, but Bahl and Linn (forthcoming) argue that
dfferentidly higher urban fud prices are quite feasible because of the high cost and low
reun of fud carrying. Many of the other forms of economic adjustment to avoid paying
hghe motor fud taxes are thought to be in the interest of the government, eg.,

purchesng smaler vehicles, and making greater use of public transportation.

A ow fud prices aso give rise to other problems. For example, in Tanzania it is
agued that the combination of low fud prices and a low margin to cover transport costs
dsoouree the hauling of fud to inland locations.
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Some features of the motor fue tax structures in L DCs have provided an incentive
far evason, and have complicated the administration enough to increase the probability
of successful evasion. One area is exemptions for certain classes of users. This provides
an incentive to reclassfy activities to the exempt categories. For example, marine,
agriculturd and public bus users of motor fuds are totaly or partially exempt from tax
in Yugoslavia The result is that by comparison with fully taxed use of fud, agricultural
ue is 40 percent cheaper, marine use is 47 percent cheaper, and bus use is 39 percent
chegper.  Thus the incentives for illegdly classfying other private sector activities as
examd, or engaging in some form of transfer pricing, are considerable. However, in the
e of Yugodavig, it is argued that little or no evasion occurs because socia ownership
of capitd makes it difficult to translate such evasion or avoidance into personal gain, and
because the penalties are severe enough to be an effective deterrent.

Differentia prices for premium and regular gasoline, diesel, and kerosene open
anather door for evasion. Because the differentias are oftentimes large, there is some
inoantive for adulteration. One approach to deding with this problem, taken by the
govanmat of Ghana, imposes a differentialy higher excise on regular gasoline to
egudize the wholesale prices. Other approaches to dealing with this problem are.more
pudy administrative; coloring different types of fud for easier identification, the use of
‘utdble additives to discourage improper use, or restrictions on the quantity sold at any
aetime

Hndly, there are border price problems, i.e, differentias in erI prices between
contiguous countries, which lead to smuggling.  This problem has arisen in Tanzania
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whae the price of gasoline is well below the levd in neighboring Kenya. The problem
in Tanzania was complicated in 1987 by an overvalued exchange rate. "... low fud prices
encourage smuggling; fud is imported into Tanzania, paid for in foreign currency and
then resold over the border for local currency." (Tanzania, pp. 14). The cost to the
Tanzaiai government is a revenue loss, assuming that the price of motor fud is set
dov the market price. Fuel prices in Ghana are aso relatively low, especially with
regpat to neighboring Ivory Coast. This leads to some fud carrying from Ghana to
hay Coadt. |

".. it is estimated that such leakage is around one percent of total domestic sales
wih a concentration on kerosene. Thus, rather than undercollecting the Government of
Gam is modestly overcollecting. However, with Ghana's ex-refinery prices wel beow
wald prices, it is doubtful if the tax revenue collected on illegaly exported fuds
ocompasaes for the subsdy log." (Ghana, pp. 2-12).
Taes on Purchase: Duties and Sales Taxes

Taxes on the sale and purchase of motor vehicles, and parts, are collected in four
dffeat forms. import duty, excises on domestic production, general sales taxes, and
iInme taxes on manufacturers and dealers. Though the motor vehicle share of these
& besss is ggnificant, the question is gtill open as to the extent to which full revenue
patetid has been reached.

To answer this question it is necés&ary to review the practice in various countries as

regacs base definition and rate structure, and to match these against the modern norms

for a"good' tax; to evaluate the administrative practice, and to explore the divison of
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responsibility for these taxes as among the central and subnational governments. Lasily,
we take up the issues of avoidance and evasion, and how they may be reduced.

Revenue Importance. The revenue importance of sales and production taxes, as a

share of GNP and as a share of total transport taxes, is described for a small sample. of
countries in Table 3. Based on this admittedly small sample, one might conclude that
one-third of éII revenues collected from transportation activities is a feasible level.

Revenues from these taxes are rarely earmérked for expenditures on transportation
sarvices. The evaluation of the practice in this area, then, centers on the contri bution of
these transport taxes to general revenues and general economic policy, and how
improved administration might increase this contribution.

Base and Rate Structure. There are three points at which the value of motor

vehicles and motor vehicle parts can be taxed: at the point of import, a the point of
manufacture, and at the point of sale. Nearly al countries make use of al three stagés
Beyond this, however, it is difficult to describe a common pattern for the taxation of
purchases and production of motor vehicles and motor vehicle parts. Every country
develops an approach that is consistent with its existing tax structure, the skills of its tax
adminigtration, its economic goals, the degree to which it is trying to protect the
domestic manufacture or assembly of motor vehicles, and its foreign exchange position.
The genera flavor of rate and base variation can be had from a summary review of the
practice followed in several of the case study countries. Indonesia takes possibly the
broadest approach in terms of the numbers of tax instruments used. The following taxes

ae levied on the purchase and production of motor vehicles:
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e customs duty;

« Iincome tax on importers,
- sdes tax on imports,

+ manufacturer's saes tax;
+ income tax on deders;

e ownership transfer tax.

But Indonesia also may tax the narrowest base in that much of motor vehicle purchase is
subject to preferential treatment. Most important, al commercial vehicles (all pickups)
and al government purchases are exempt from both customs duty and from sales tax.
Parts imported for assembly ("completely knocked-down units') aso are exempt from
cudoms duty. The rate structures for both customs duty and the sales tax are
complicated, but generaly favorable to the transport sector. Completely knocked-down
units are given preferential rates under the sales tax. The highest rates are levied on
completely built-up units ~ twice the rates on unassembled units.

Tndia makes use of a combination of customs duty, sdles tax, and excise duty to tax
“the production and purchase of motor vehicles and motor vehicle parts. The Indian
gydem is perhaps the most complicated of those considered. The central government |
levies duty on al imported vehicles and parts, and an excise duty on the domestic
manufacture of motor vehicles and parts. A credit is adlowed vehicle manufacturers for
cartain taxes paid on inputs ~ excise duty, specia excise duty, and additional customs
duty. There are several restrictions on the use of this credit, eg., it isvdid for a
particular manufacturing site rather than for a firm, and the inputs must be included in
an identifiable output unit. Therefore, a great deal of complicated recordkeeping and

cdassficaion is involved. The rates of customs and excise duty vary according to the
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component being imported or produced, with the highest rates for imported, assembled
vehidles :

Sdes taxes in India are levied at the wholesale and/or retail level by both the state
governments and the central government. State governments may set their own sales tax
rate, subject only to the restrictions that (@) the tax rate may not exceed 4 percent on
interstate traﬁsactions, and (b) the tax may not discriminate against goods produced
outdde the state. The base of the tax is commodities, and most services (including
transport) are exempt. The central sales tax is levied on interstate trade at a rate of 4
percent, or a the level applied in the state in which the sale takes place, whichever is
lower.

Three taxes are levied on vehicles and parts purchases in Tanzania. In theory,
import duties are payable on al motor vehicles, but discretionary relief is granted. The
result is that only about haf the tax due on imports is collected. The rate structure
varies, depending on the import, but the duty is 100 percent for vehicles with large
engines. The sales tax is collected at the import stage, at the same rate as the customs
duty, except for spare parts where the sales tax rate is twice the customs duty rate. The
sles tax on vehicle transfers is based on a schedule, with the rate graduated accor.ding to
engine size, age of vehicle, and weight.

Nepal derives about one-third of its taxes on the transport sector from import and
sles taxes on motor vehicles and parts. Three levies are involved: import duty, import
license tax, and sales tax. Customs duty is _Ievied on vehicles, spare parts and tires at

high rates relative to those observed for the other countries in this sample ~ except for
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imports from India which are taxed at a lower rate. The law aso provides for a refund
of Indian excise duty for qualified imports. Import I_iCense f-e'eﬁ are sold a three rates: 5
percent of cif. (eg., trucks and buses), 10 percent ( eg., jeeps and motorcycles), and 25
percat (automobiles). Vehicles and parts purchased by government or by privileged
educationd and social organizations are exempt from duty, license and sales tax. The
séles tax basé Is the sum of cif. value, customs duty, and a markup on cif. plus customs.
For most vehicles the markup is 100 percent, for Indian imports it is 15 percent and for
govenment and government corporations, there is no markup, Sales tax rates vary from
20 percent on cars to 15 percent on trucks and buses to 10 percent on tires and spare
pats

The situation in Ghana is one of light taxation of motor vehicle purchases, and in

réoent years i mport duties have been reduced or abolished. There is no duty on small-
egre cars, trucks, buses or commercial vehicles. Large-engine cars are subject to a 15
or 25 percent rate, depending on the sze of the engine. Spare parts are subject to a 10
peroat rate. All vehicles more than five years old are subject to import duty at
asoending rates reaching 100 percent for vehicles more than 10 years old. In general,
import duty rates on vehicles are in line with those levied on other imported
oommoditiéa Vehicles or parts subject to import duty are aso subject to sales tax a a
rete of 10 percent of cif. value (or sdlling price, if domestically produced).
In_Yugodavia, the main objective of import duties is the protection of domestic
indudry. Import duty rates are in the range of 25 percent for automobiles and 20
peroat for tracks, buses, parts and tires. There is, in addition, an equalization tax of 10
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percent and a specia tax of 4.8 percent, both applied to duty-paid value. Sal& taxes.are
levied at the retail level except for direct sales from manufacturers, in which case liability
far collection is with the manufacturer. Sales to commercial enterprises are exempt.
There are separate sales tax levies at the federal, state and local levels. The federd rate
is 15 percent on vehicles and 17 percent on spare parts. The state rates vary widdly.

The wstém in Argentina is complicated in that 9x taxes are levied on the
production or purchase of new vehicles. In genera, the rates are rdatively high. The
dructure of customs duties is driven more by the objective of import control than by the
obective of revenue-raising. The import duty rates range from 20 to 55 percent fof most
products, with motor vehicles at the top of this range. In addition to the general rate of
adams duty, al imports pay a statistical charge (3 percent of customs valuation) and an
eqoat promotion tax (0.5 percent of customs valuation). The Argentinean value added
taxislevied a a basic rate of 15 percent. In addition, there are some special taxes on
the purchase/production of new cars. The excise tax rate varies with fue consumption,
bt generdly is between 4 and 8 percent of list price. The highest rate on domestically
produosd automobiles is 12 percent, and al imports must pay a rate of 21 percent of list
price Thereis aso atax equivalent to 7 percent' of purchase price which is earmarked
for the National Highway Fund. Tires are subject to three sales taxes, with the

condlidated rate of 27 percent of retail price. There is no central tax on used car saes.

About 20 percent of import duties in Bolivia were attributable to motor vehicles

ad goare parts in 1987. There has, however, been a wide variation in the number and
types of imported vehicles in recent years, and in the effectiveness of the customs
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adminigtration. Hence, revenue yield has been volatile. Vaue added tax is charged on
éll new car sales, and the revenues account for about 5 peréént of total VAT collections.
A uniform VAT rate of 10 percent applies to al sales through the retail leve (for
covered firms). A transactions tax of one percent of the value of al commercia
transactions also is levied on neW car sales and transfers. Findly, before a new vehicle
can be registéred, municipalities charge a fee equivalent to 5 percent of the assessed
import value.

Intergovernmental Sharing. For most countries, vehicle purchase and production
taxes are a central government revenue. Import and excise duties, and general sales
taxes except in large federations, are usualy reserved for the central government. This
dill leaves room for local governments to benefit from vehicle purchase and production
taxes -- from the property transfer tax, specid levies, and shares of the central taxes.

The Indian federation is a case where state and local governments are heavily
invalved in vehicle purchase taxation. Approximately 25 percent of total purchase taxes
ae collected directly by the state governments, in the form of saes tax. As noted above,
the states may set general sales tax rates (which also gpply to motor vehicles) subject
ﬁy to the constraints that they do not discriminate againgt interstate trade, and that
they not exceed the 4 percent federal rate on interstate transactions. The liability for tax
payment is with the sdller, hence the states must register al dealers, oversee necessary
recordkeeping, and be responsible for assessment and collection.

Yugodavia aso gives considerable re\(enueraising latitude to its provincial and loca
governments with respect to sales taxes. There are separate rates for the central, state
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and local governments, and some of the state rates are even higher than that levied at
the center. |

Bolivian municipalities impose a fee equivalent to 5 percent of assessed import
vaue for registration of any new car. They aso receive a ten percent share of the
national government's one percent transaction tax. Loca governments in Argentina gave
up their cIairh on independent local taxing powers for a share in central revenues, though
municipalities are still empowered to levy a transfer tax on the sale of used cars.
Provincid governments in Indonesia dso levy a tax on the transfer of ownership of
motor vehicles. In aggregate, these taxes yielded less than 3 percent of provincia
government revenues in 1982. This is somewhat surprisng since the rates of tax are
high -- 5 percent on ordinary vehicles and 10 percent on luxury vehicles. New car
purchases are included in the base.

There is relatively little by way of loca government in Tanzania and Ghana, and no
dgnificant participation in the taxation of the transport sector. In most developing
countries, the partici pat.ion of loca government is largely in the area of annual licenses,

regidration, and toll charges.

Evason. Avoidance and Revenue Potential. Vehicle purchase taxes are less easly

oollected and enforced than are taxes on motor fuels. This is because there are many
mare collection points, discretion is involved in establishing the taxable base, and a
greter degree of active enforcement is required. Unfortunately, there are no detailed
dda that dlow a study of the failure or success of each country in collecting its potential

revaue from vehicle purchase taxes. From the case studies, however, it is possible to
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gan a basic understanding -of the reasons why tax evasion and tax avoi dénce take place,
and of the steps that might be taken to bring revenues from. purchase taxes closer to
their potential.

Tax avoidance, in the case of motor vehicle purchase taxes, comes about for two
reasons. The first is when the tax rates are high enough to give the seller/purchaser an
incentive to escape aportion of the tax. That is, the savings are worth the cost of the
adjusgment. An example of the dangers of high tax rates (combined with weak
administration) is reported for Tanzania. In the case of import duties and sales taxes on
motor vehicles, the high rates encourages more applications for discretionary exemptions
or preferential treatment (as well as an increased rate of outright evasion). The result,
described in Figure 1, is that the amount of duty collected fdls consistently as the duty
rae increases. Though this analysis does not take any other factors into account, the
results are striking. For example, when the duty payable is 20 percent, the average duty
collected amounts to about 40 percent of the amount payable. This fdls to only 13
percent when the duty payable is raised to 80 percent. The authors conclude from this

thet lower tax rates could actualy increase revenue collections.

The second reason for avoidance is when the tax structure is complicated, wit.h
loophdles or ambiguities that offer avenues for avoidance. In particular, taxpayers ook
fa the opportunity to shift their purchase or production to an exempt activity or to one
aijed to a lower tax rate. The situation as regards import duties on motor vehicles in
Gamis a case in point. There is an exemption for al cars with a cubic capacity less

then 1600 (if petrol driven) and less than 1800 (if diesdl driven). Because the duty rate
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on non-exempt vehicles is farly high, importers frequently act on this incentive to
misdeclare cubic capacity. Another good illustration of how flaws in the tax structure
can open the door for tax avoidance and evasion is the state sales tax structure in India
The tax rates are high and the system is complicated, suggesting that it is a good
candidate for tax avoidance. Two examples illustrate the problem:

»  State sales tax rates are generaly higher than the central sales tax rate. In the
case of an interstate sale, the sdller is subject only to the central rate.
Moreover, if goods are transferred to another site of the same trader or
manufacturer, there is no tax, even if the other factory is in a different state.
The incentives to make arrangements to purchase from out-of-state vendors,
and to vertically integrate activities, are clearly present. These actions
apparently occur with some frequency in India

« To eliminate double taxation, the government provides for credit of taxes paid
on certain inputs against tax paid on total output. But the mechanism is
complicated as regards which taxes may be credited and an extensive
recordkeeping system is involved. Moreover, there are a number of
ambiguities in the system, eg., some duties are variable depending on the fina
use of the input in production, hence the amount of credit is
uncertain. Out of such complications comes ample opportunity to engage in
various forms of transfer pI’ICI ng to reduce overal tax liability.

The chief avenue for avoidance is exemptions. As noted above, discretionary
exemptions from import duty and sales tax are frequently granted in Tanzania. It is
esimated that the collection rate™ on import duties is only about 45 percent ~ not
teking account of evasion - and about one-third of the shortfal is due to discretionary
exemptions  In Indonesia, where there is a broad range of exemptions for various types

of mator vehicles, only about 75 percent of "potential” tax revenues are collected.

BThe collection rate is defined here as the ratio of collections to the full value of
imported motor vehicles.
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Tax evasion is another story, but its determinants overlap with those for tax
avoidance. It isillegal and comes about because the taxpayer either does not file,
underdeclares his tax liability, or fals to remit tax due. There are a number of

characteristics of a tax regime that make it prone to high rates of evasion. They are:

. 'High rates of tax (and perhaps high compliance costs) that provide an incentive
for evasion.

+  Poor administration, or corruption, such that there is a low probability of an
evader being detected.

A complicated tax structure that is difficult to administer; tax legidation that is
ambiguous.

+  Low penalty rates for those who do not comply.

An unwillingness of the government to enforce the tax and stringently apply
the penalties.

A history of frequent amnesties.

This list describes the tax systems in many developing countries, and it describes the
bra:tioe with respect to the taxation of vehicle purchases described in some of these case
dudies |

The rate of tax evasion for import duties is legend, in many if not most developing
countries.  Clearly this evasion carries over to the assessment of duties on importéd
motar vehicles and vehicle parts. The problems with customs administration can be
traced to four root causes, and there is evidence in these case studies that al of these
causss have contributed to the failure to realize full revenue potential from import duties
on motor vehicles. First, the tariff code is_very complicated, making the administration
of the import duties a costly, complicated and usually subjective affair. The complicated
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taiff structure that exists most everywhere gives customs officers responsibility for

meking classification decisions which may result in q_ui'te different rates of duty. The
geda the degree of rate differentiation, the greater the incentive to misreport contents,
ad the harder (more administratively difficult and time consuming) it is to detect
migeporting.  An important form of evasion of import duties is misclassification.

Second, étaff are not fully trained and do not use proper procedures. This opens
the door for undervaluation of imports, which is perhaps the most common form of
evadon. The success rate on evasion by understating value is fairly high because customs
ingoectors in developing countries must rely on the method of reviewing invoices and
meking use of whatever information is available to them on current market values.

Snee these officers are not dways trained in valuation and up-to-date valuation
information is not dways available, the undervaluation problem is likely to remain an
important source of evasion of import duties. Inadequate saffing and procedures makes
far possible another form of evasion: the importation of a vehicle on a temporary basis,
but to keep it in country indefinitely. This form of evasion is more easily accomplished
where there are entry points by land, such as in Central America. The policing of this
fam of evasion is very difficult, but can be done with adequate saff and proper

procedures.

Third, there is often corruption.** Smuggling can offer a return of more than 100

“Due, p. 51, makes a good statement of the special problems of corruption in
cusoms. "Customs work is more vulnerable to bribery than most other types of tax
collection. There are frequent chances for differences of opinion, and there is close
contact between the importer (or his broker) and customs personnel. The importer
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percent, hence is alucrative "investment”, especialy if the probability of detection is low.
in fact, this probability can be lowered if one enlists the coI.I aboration of customs
offiads — too easy an enlistment in some cases because of the low pay of customs
officers  Smuggling is aso aided by the fact that the physical control of goods through
cudoms is oftentimes quite lax.

Findly, fhe tax rates are high enough to provide an incentive for evasion. Thisis
vay important because there are transactions costs involved in all of the forms of
evadgon and avoidance.

There is a high collection rate on excises from domestically produced automobiles,
in part because of the physical control of goods at the manufacturing site. The evasion
of sdes taxes is more problematic. Since a substantial portion of sales taxes is collected
a the import level, evasion of import duties is compounded with like evasion of sales
taxes There are many ways that domestic traders (e.g., in parts and tires, particularly),
might evade general sales taxes. Tait (1988, chapter 14) lists the more common
goproaches as. failure to register, exaggerated refund claims, unrecorded cash purchases,

the claming of ineligible credits, and underreported sales.
The state sales tax in India presents an especialy difficult problem, because broper
enforcement requires interstate cooperation. Some firms fasdy declare their sales as

interstate to avoid state sales tax. This form of evasion has a high probability of success

cannot obtain his goods until the assessed duty is paid; the officer is therefore in a
position to seek a bribe, and the importer may regard the bribe as cheaper than higher
duties and penalties and endless dday."
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because officids have no physical proof that the goods did not pass out of the state. The
dontrol on this is that the importer must hold a Iicmsé, |$ued by his home state, to
md<é an interstate purchase. But the verification that there is a licensed importer
requires the cooperation of the importing state, which stands to neither gain nor lose
revenue since liability is with the seller. The result is that evasion is rampant. An
evauation of Ithe Bihar sales tax system by the Nationa Institute of Public Finance and
Pdlicy in 1981 found that in most years revenue collection from motor parts was less
then haf of the estimated tax potentia (as reported by Acharya, 1985). A more recent.
dudy of the rate of sales tax collections in al of India shows a lower rate of revenue
redization for state government taxes than for central government taxes (Vehicle Fleet
Modernization..., 1989, Chapter V). The "tax recovery rates’ from this study, shown
bdow, define the leakages from full taxation as the sum of exemptions and evasion:

"Tax Recovery Rates'

(in percent)
Central_Government State_Government
Tires Q0 80
Maintenance, Parts 50 40
Vehide Purchase 100 85

The vehicle purchase taxes in Argentina are relatively smple and thought to be
Uect to alow rate of evason. The main leakage on the new vehicle tax is in the area
of concessionary sales by manufacturers. Otherwise the tax is collected with relative ease
fran a smal number of manufacturers/dealers. There is some evasion in the case of

ses of spare parts because of the more numerous establishments involved. The total
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loss due to evasion is estimated at about 10 percent of the amount collected on the

burchase of motor vehicles and parts.

Annual and Registration Taxes on Motor Vehicles |
Motor vehicles must be registered when first purchased, and they are subject to an
annual tax in most countries.™ The latter usualy takes the form of a license, though
Balivia (among the countries in this sample) levies a broperty tax on the assessed value
of automobiles.®® Revenues from registration and the annual tax on motor vehicles
vary from inggnificant in most of the countries studied here, to about one-fifth of
transport sector revenues in India (see Table 4). However, it should not be overlooked
that if the annual license is assigned to loca governments - as it often is ~ it may be a
sgnificant revenue source for local governments. For example, the annual license
acocounts for nearly 20 percent of al local government transport tax revenues in
Indonesia (transport taxes account for nearly haf of al local government raised
revenues). The automatic revenue-income eagticity of annual vehicle taxes depends on
the base easticity ~ whether the growth in the number of vehicles is faster than GNP -

ad the ability of the administration to register vehicles. The automatic revenue -.GNP

Blt is appropriate to consider registration fees and annual taxes together for two
reasons. One is that enforcement of the annual taxes is very much dependent on
registration statistics, and the administration of the annual tax and the registration (and
perhaps the tax. on the transfer of used vehicles) often overlaps. The other is that the
registration fee may be considered a capitalized form of the annual tax. As noted below,
India is considering converting its annual tax to a "one time payment".

Personal property taxes are not an uncommon practice in industrial countries, for
example, they are levied in severa American States.
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dadiaty (E) is the ratio of the percent change in revenue (net of any discretionary |
aiio_ns) to the percent change in GNP. Since motor Vehiclé are subject to annual taxes
.on a edific rate basis, the rate dasticity (E,) is the ratio of the percent change in
revenues (R) to the percent change in the number of vehicles (V). A rate dadticity
Oregter than unity means there is a faster growth in those vehicles subject to a higher tax
rae The baée elagticity (Eb is the ratio of the percent change in number of vehicles to
the percent change in GNP. The total easticity is the product,

E = (Er)(Eb).

One might expect the base dagticity to be a source of revenue growth, though
there is not a great deal of evidence on this point. Smith (1990, p. 19) reports, for
exarpe that motor vehicle demand in Guatemalais ... highly income elastic, increasing
at a substantidly more rapid rate than GNP." The rate elasticity, as defined here, will be
unty if the tax rate is stated in specific terms or about unity if the rate differentials are
grdl or if dl classes of vehicles are growing a about the same rate.

In practice, revenue growth seems to be dependent on discretionary changes in
the rates, but the evidence on the success of rate increases is mixed. Higher rates may
dsoourage compliance. This view would seem to be supported by the experience i‘n
Ghag, where it is reported that after a sharp increase in the annual license fee the
collection rate dropped by 40 percent. On the other hand, license fees were raised 6 or

8 times since 1986 in the Yugodavian Republics without concern about a reduction in

odlledion €fficiency.
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Other than for some local governments, the registration fee is not a big revenue
producer, nor is it meant to be. It is primarily a regulatory instrument, and it meets a
nesd .to annually inspect vehicles for safety and/or insurance coverage;, and to know how
mary vehicles are on the road for planning and control purposes. Admi nisfration of
registration fees is usually quite separate from the annual license, with the former often
areqoonsibilify (as in Ghana) of the palice.

Rate. Base and Administration. Annual vehicle license taxes in developing
countries violate the smplicity norm for a good tax. Because their structure is typicaly
complicated, they are difficult to administer. Annual vehicle taxes do reach a broad and
gowing base, but usually with avery low specific rate, hence revenue yied is minimal;
recordkeeping is usualy quite poor; enforcement is lax and penalties are low; and
compliance costs and administrative costs are high. Their chief virtue as a revenue
ingrument seems to be their availability -- and this is no smal virtue, particularly to
finanadly strapped local governments.

Indiais a case in point of a complicated structure. Though the motor vehicle
anud tax is generally governed by a Federal Act, the setting of rates and administration
ae |dt to the states. The result is great variation, not only in rates but in the choice of
abase State governments tax vehicles according to weight, engine capacity, carrying
cgpeaty, flat rates, types of tires, whether or not they are diesel-driven, or some
combination of these. There aso are state registrations (valid forever, even if one
dhanges state of residence or business location), national permits for interstate trade,

driver's licenses, change of ownership fees, and an annual city "whed tax."
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The Indian state governments do have enforcement powers. They use mobile
quads with the power to stop vehicles and inspect ddcumeﬁfs, fines may be levied, and
in some cases registration and permits may be suspended. Yet evasion rates are high. It
Is estimated that 30 to 40 percent of private vehicles and "two-wheders' do not pay. It
aopears that the reason for non-payment is that compliance costs are high, fines are low,
ad the probébility of detection is low. Conversely, only about 2 percent of commercia
vehides are thought to be delinquent, in part because the fines are greater and there is a
greater frequency of roadside checks.

A similar situation holds for the provincial and municipal annual vehicle tax in
Argenting, where it is estimated that about 30 percent of all vehicles are unlicensed and
up to 60 percent of the annual tax is evaded. The reasons are similar to those cited for
India Compliance costs are very high in that al documentation regarding ownership
ad registration must be in order before payment of the annual tax can be made.
Moreover, enforcement is sporadic for the annual license tax, and if detected, individuas
mey make retroactive payment and some "consideration payment" to the detecting
authorities. It is aso noteworthy that there is no penalty for faling to register a vehicle.
The issue of high compliance cost also arises in Nepal, where it is estimated that fhe
totd compliance cost to payers is equivaent to about 6 perbent of the annu!al revenues
collected (Nepal, p. 46). In Bolivia, it is estimated that about 20 separate transactions
ae necessary to register a vehicle ~ a prerequisite for the annual license.

Evasion of the annual license tax seems to be a common practice. The payment
raio in Nepal is 65 percent for cars, 55 percent for trucks, and 80 percent for buses.
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Bolivids annual vehicle capital tax has a collection cost equivalent to 5 percent of
fevenues collected and a collection efficiency of only 60 peréé'n.t..'.The budget of the
annud license divison in Ghana is equivalent to 12 percent of revenues collected from
the annual tax, but evasion is equivalent to more than one-third of collections. The tax
is not complicated in Ghana - it is levied at a flat rate - but enforcement is known to
belax. Wi ndow stickers are not required.

Yugodavia seems to be a specia case. The annual tax is levied separately by
three levels of governments at widely different rates. Vehicles are not required to
dglay a sticker, nor are license plates dated. Moreover, there is relatively little data or
efective recordkeeping. Yet authorities report (but cannot arithmetically document) an
absnce of evason. The reasons cited are good enforcement and penalties. The police
ae involved in a thorough checking program, so the probability of detection is high, and
pendties are severe. However, some avoidance is reported: some individuals purchase

thar licenses in other republics or municipalities to avoid high taxes in their home

juridictions

Taxes on the Movement of Passengers and Goaods

The other road user tax of revenue sgnificance is that on the movement of goods
ad passengers. The most important of these is octroi, a tax levied on goods entering a

dly for the purpose of local processing or find consumption.” It is found in many

"Parts of this discussion on octroi are taken from Roy Bahl and Johannes Linn,
Urban Public Finance and Administration in Developing Countries, (forthcoming).
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local jurisdictions in India, -Pakistan, Nepal and until 1981 in Bangladesh. Despite the
révenue success enjoyed by octroi in India and Pakis_tan, théré are strong movements to
abolish this tax. Gujarat, Karnataka, and Madhya Pradesh States in India have al
abolished octroi. However, in Calcutta, where the octroi was more recenﬂy adopted, it
was introduced by the state government for the entire metropolitan area, with its
revenues to be shared among the various loca bodies and the Calcutta Metropolitan
Development Authority. The octroi has been condemned regularly by analysts of local
government finances, including numerous Government of India Study Commissions (Bahl
and Linn, forthcoming, Chapter 8).

The base of the octrai is the value, weight, or number of items entering a loca
juridiction by road, rail, sea, or air. In Bombay, for instance, the tax is imposed
according to value on some commodities, according to weight for others, and on a
goedific basis for oil entering the city via a pipeline. In Karachi, the tax is imposed
according to weight for commodities entering on roads but according to vaue for
commodities entering via the city's port. Rates vary according to complicated schedules,
and some types of commodities and goods in transit are exempt. The taxes are collected
a octroi stations: checkpoints on roads at the jurisdictional borders and at railway
dations, airports, and docks. In Ahmadabad, India (a city of over 2 million), for instance
(inthe 19709), there were 34 stations —18 rail, 15 road, and 1 air. There is usualy no
asesmant problem when the levy is specific; however, an invoice is required and must

be examined at the octroi station. Ahmadabad assessors are equipped with a manual of



market values which they use to double-check the invoiced amount. The taxes are
collected directly from the driver by the attending clgrks (Béhl and Linn, forthcoming).

A magjor problem with the octroi is that it may greatly increase transport time and
oo, and therefore the price of "imported’ goods. Many have estimated these codts as
being quite substantial. A good example of the magnitude of lost time is the estimate
from the Myéore Taxation Enquiry that "between Bangalore and Mangalore, about 800
km, a vehicle has to stop for 36 hours and 40 minutes a checkposts.”

Other complications of the octroi, such as bribery of octroi saff by operators and
spoilage of merchandise, are frequently mentioned. Nanjundappa (1973) estimated that
in India the total nontax cost of reduced utilization of vehicles a border crossngs was
goproximately 25 percent of variable vehicle operating costs. Not al of these costs can
be directly ascribed to the local octroi, but the magnitude of the figure indicates that
condderable losses in efficiency may be imposed.

The octroi therefore gives locally produced commodities a pricing advantage over
commodities imported from outside the metropolitan area. |f a metropolitan area has
gomn beyond the boundaries of the taxing jurisdiction, the octroi may curtail even
intrametropolitan trade. And as the fina irony, the tax can provide a cogent disincentive
far metropolitan integration under an areawide authority, because consolidétion of
fragmented local authorities would automatically reduce the octroi tax base by detaxing

intrametropolitan commodity flows. From the standpoint of efficiency, the octroi is

therdfore an unmitigated disaster.
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In terms of equity the picture is more complicated and depends on loca practice.
In the cities of Pakistan, attempts have been made tp structure the tax so that it does not
fdl heavily on food and other essentials consumed mainly by low-income groups, and to
tax especidly luxury items. In Ahmadabad and Bombay, where in the past less emphasis
hes been put on a progressive rate structure, the octroi was regressive and probably more
50 than state sales taxes,

In view of its many problems-costs of administration and road transport deléys
are consderable, collection effidency is unknown but likely to be poor, and the methpd
of callection invites corruption-why does the octroi continue to be used by loca
governments on the subcontinent? There are three reasons. First and most important,
the octroi can produce substantial revenue for local authorities. In fact, in many Indian
ad Pakistani cities, it dominates the revenue structure. For example, octroi accounted
far 80 percent of total taxes in Karachi in 1986. The corresponding statistic in
Ahmeadabad was 70 percent in 1984. In aggregate, the octroi till accounts for more than

onethird of all local government revenues in India

The octroi is also a highly buoyant revenue source. Between 1979 and 1986,
odra revenues increased by 239 percent in Karachi by comparison with 124 percént for
the property tax. For Ahmadabad over the 1977 - 1984 period, the increases were 19
and 49 percent respectively. This buoyancy is caused in part by the underlying automatic
gowh in the base as intercity trade expands in value and volume, and in part by the

dfats of loca authorities to increase revenues by raising and restructuring octroi rates.



A second reason for the reliance on the octroi is the absence of a good aternative
for cities and munici palities. Other potential sources, 'such as automobile taxes, income
or sales taxes, and user charges, are generaly of only minor importance in the revenue
structures of cities in India and Pakistan.”® Moreover, the central and state
governments of India and Pakistan have not provided sufficient grants or subsidies to
enable local governments to move away from the octroi. The fact is that the octroi is
the only mgjor tax base (besides property values) not claimed by higher-level authorities.
In fact, in Bangladesh and in those Indian states where octroi was abolished it was not
replaced by an equally productive and buoyant revenue source.™

A third reason for the continued popularity of octroi is that, in the Indian and

Pakadgani fiscdl tradition, the octroi has been politically more acceptable than user

dhages and this has tended to reinforce its use.

Besides the octroi, some Indian loca authorities levy taxes on intercity vehicle and
pessenge transport by charging according to the number of vehiclés or passengers
entaing the city. Cities in other countries have comparable charges, but these appear to

be linked mainly to the provision of public bus terminal facilities (e.g., Indonesia and

®Recent proposals have centered on the "entry tax" as a replacement. This tax
wald be collected from sellers as an ad valorem rate against goods imported from
ausce the taxing jurisdiction. It does eliminate the octroi checkposts but till has the
undesrable features of discriminating against goods that are not locally produced, and
imposrg a substantial administrative burden. A good discussion is in Nath (1988).

“Sthroeder (1989) reports that the octroi was replaced with a compensating grant in
Bagadeh but that the grant was neither equal in yield nor was it as buoyant.
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Jamaica) and to airport taxes. In evauating these taxes one must distinguish between
taxes related to road trangport and to air travel.

If aterminal tax covers the margina cost imposed by each bus or passenger using
the public bus station, it is efficient. If it exceeds the marginal cogt, it will introduce a
bias in favor of the private automobile and reduce overall passenger traffic. The extent
of such Iossea in efficiency depends on the price dadticity of demand for intercity
trangport. Even if this dasticity is relatively low and the efficiency losses are minimal,
there is little reason to use this tax base. The tax base is narrow and subject to
fluctuations, administration is difficult, and in the best of cases revenues will be
negligible. Higher automotive taxation would be a much better alternative on both
efidency and revenue-raising grounds. Moreover, automotive taxation is likely to be
less regressive because higher-income people tend to use automobiles Whereas lower-
income people are restricted to public transportation if they engage in intercity travel at
al. |

In a number of countries there is a charge for time spent in country by foreign
vehides This is a minor source of revenues in Yugodavia®, and in Nepal, where it is
primaily a tax on commercial vehicles with Indian registration. In Tanzania, the tax IS
levied at aflat rate (payable in $US) for a short term permit, but commercia vehicles
pey avariable fee according to truck size. The system is thought to be complicated for

the amount of revenue raised, and there is considerable incentive for evasion.

®In Yugoslavia, the proceeds are distributed among the Republics according to
mileage of main road in each.

60



A number of minor taxes/licenses are levied on the movement of gbods and
people. India and Nepal charge "a goods' or "route,pérmit". tax on comme(cial
vehicles — either on a per kilometer basis or as an annual fee. Other aaﬁpl& are a
gpecia tax on heavy loads in Yugodavia, provincial commercia route license fees in
Indonesia, and a fee for driver's licenses in al countries, These charges are levied
primarily for jourposes of regulation rather than for purposes of revenue raising.

A related case is the administration of airport charges in Tanzania. Three sets of
charges are levied: (@) civil aviation fees for regulation and certification of aircraft,
pilots and mechanics, (b) fees for the use or airports, and (C) passenger departure service
charges (Tanzania, 1989). The total amount due in 1986 was equivalent to about 10
percent of total road user taxes in that year. However, only about 53 percent of the
amount due was actualy collected (an estimated 30 percent for civil aviation fees, 51
percent for passenger departure fees, and 63 percent for landing and parki ng fees). The
reasons cited for this poor revenue collection performance are a lack of incentives -
there is no relationship between the amount of collection and airport expenditure -- and

inadequate control procedures.

Idis

Tolls may be viewed as either for the control of urban traffic or as a revenue
ingrument.  With respect to the issue of traffic control, one could make a good case that
they clearly are not the appropriate tool for implementing a system of congestion pricing.

For atoll system to be operable, entry and exit points on the roadway must IBe limited in
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number, which is typicaly not the case for congested urban streets, with the exception of
afaw limited-access e$<pressways Second, toll collection is 'c'ostly to administer and may
itsdlf contribute to congestion by creating a bottleneck at the tollgate. New electronic
metering systems avoid this problem, but the technology is too complicated for most low
income countries. Tolls therefore should not be considered as efficient instruments for
congestion pri cing in less developed countries. With respect to the revenue-raising
objective, tolls may be adequate for financing special urban expressways or

bridges/tunnels, but careful consideration first needs to be given to their efficiency and

adminigtrative cost.

Tolls would not seem a likely candidate to generate significant general revenue
support for road systems.

The survey presented here seems to support this general view. Tolls do not
generae much revenue by comparison to other road user charges and their
adminidrative cost appears to be relatively high. Yugodavia has perhaps the most
extengve national toll road financing system of the countries studied. Toll revenues
generae about 18 percent of total road user charge revenues, with responsbility for the
g/d4am divided between the central and loca (Republic) governments. The experi-ence
of one contractor who operates a section of the Belgrade roadway is that collection costs
ae equivaent to about one-third of the total revenue collected. Evasion and operator

arors are estimated by the government to have cost approximately 6 percent of

revenues
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Tanzania also has an extensive system of toll roads. Toll stations are located at
13 points around the nation, and total revenues are _eduival éht to about 3.5 percent of
total road user charge revenues. The collection rate is only 60 percent, owing to poor
financid controls and to corruption, stemming from the low wages paid to collectors.
The poor financia controls have to do with the difficulties of monitori ng stations in
remote Iocatibns, and with the virtual absence of any way of checking on the actual
amount of automobile traffic. It has been suggested that the toll system be replaced with
an increase in the rate of fud tax. The proposa has the merit of cleaner administration
ad a 100 percent collection rate, but the (political) demerit of affecting the price of
gasoline.

Bolivia makes relatively heavy use of tolls as a revenue source. There are 48 toll
dations on interurban roads, and tolls collected account for 6 percent of total road user
charges, even though the collection rate is only about 60 percent. Evasion is largely
atributed to the abuse of power by toll booth operators. One estimate places the
"addiiond" income of toll booth operators at 9x times the national average income.
Compliance cost is estimated to be extremey high - it is estimated that the value of
time logt waiting to pay toll is four times the revenue collected! _

In most countries, tolls are related to the financing of a specific road or bridge
prged, or they are imposed on limited-access roads.and bridges. They tend to be a
rdaivdy minor revenue source, and may or may not be earmarked for roadway
expenditures  In India, for example, tolls on national roads are paid over to the national

govanmat general account, less a 12 percent collection fee, while tolls on certain state
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roads or bridges are dedicated to the financing of those facilities. Administrative
problems seem to be a common feature. The collection rate is reported to be about 40 |
percent on toll roads and bridges in Ghana, because- of undercollection due to equipment
fallure and "informa exemptions' by collectors. Argentina makes minimal use of tolls,
but the evasion is thought to be high because of the low salaries of toll booth operators

and the absence of any monitoring of toll collection activities?

“The collection rate in Hong Kong is 99 percent, though the tolls are electronically
administered.
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V. REFORM OPTIONS

Without question, the transport séctor IS awe_lllof unféxed capacity. The median
level of transport taxes is equivalent to 17 percent of GDP in the 20 countries
compared. There is great variation around this average, and the effective tax rate is over
3 percent' in Argentina and Costa Rica.

How can greater revenue potential from transport sector taxes be realized?
There is considerable room for administrative improvement in the taxation of the
transport sector, but this is only part of the answer. The problem is this. While many of
the kinds of administrative reforms necessary to increase the revenue take from the
transport sector are feasible and well within the capabilities of the tax administration
setup in most low income countries, the revenue impact from these actions aone will not
leed to full realization of revenue potential. The big returns are from the combination
of administrative and policy changes. This is because smplification of the tax structure
will make administration easier -- and in some cases will reduce the rewards to evasion --
and because a broadening of the tax bases and a rationalizing of the rate structure will
increase revenues sgnificantly. However, such changes are no easy matter because many
of the current policies were put in place to stisfy other macroeconomic and politiéal

objectives. For example,

. the pricing of motor fues is controlled for equity and political reasons with
the result that gasoline is subsidized rather than taxed in some countries,

. the taxation of automobile purchases is driven by foreign exchange and
equity concerns as well as by revenue considerations,

. automobile registration has primarily a regulatory goal,
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~ corruption in customs in some countries is so institutionalized that it is
amost a national policy. :

The major constraint to the "right" structure and administration of taxes in the transport
sector may.weII be these considerations. Whether or not a government chooses to
strengthen the taxation of the transport sector will depend on how it evaluates the
tradeoffs between what would be "good" taxation of the transport sector and these macro
policies.

In the discussion below, the best routes for improving the taxation of the transport
sector are reviewed. Two basic themes underlie this discussion. The fird is that policy
and administrative reforms must march aong together, but the proper order is to get the
tax structure right before redesigning the administration. The second is the paradigm on
tax evasion: that governments should think in terms of policies that reduce the
incentives to non-compliance (high tax rates and high compliance costs) and increase the

expected costs of evasion (a greater probability of detection and more severe penalties).

The Level of Tax Rates

An assessment of tax evasion/tax avoidance/revenue potential amost dways
begins with a consideration of whether tax rates have been set at the right level. High
tax rates provide the incentive to evade or avoid taxes, they encourage corruption of
public officids by making bribery viable, and they encourage smuggling. Increasing tax
rates may also cause consumers or producers to curtall activities to a point where
revenues are actually reduced. All of these ill effects of high tax and user charge rates
ae cited and documented in this review of the practice of taxation of the transport
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sector. The policy questions to be answered are whether these rates can be lowered
Without compromising economic policy, and if they wére, wéUId the gains somehow be
commensurate with the economic policy costs?

The mgor issue here is the price of motor fuels. One should view the real tax
rate as the ratio of revenues collected to taxable sales valued at a non-subsidized level.
When calculéted this way, the tax rate on motor fuds is very low in many developing
countries and negative in some. The reasons for the subsidies are well known, and have
to do with some notions of equity, general price impacts and the potential political costs
of dlowing fuel prices to rise.

One might also pose this question: What would be the gains from alowing an
increase in the real tax rate on motor fuel?

Revenues from the gas tax would increase, with the amounts of increase
depending on the price easticity of demand for motor fuel. To the extent
gasoline consumption was curtailed by making less use of private

automobiles and truck hauling ~ by substituting public transportation and
rail shipment - revenues from al other taxes on motor vehicles would be

off.
. A foreign exchange gain could be realized in oil-importing countries.
. There would be a general shift of national resources away from transport

to other sectors of the economy.

. Some border tax problems could be corrected, i.e., the return from
smuggling lower priced fud across national boundaries would be reduced
or eliminated. Some other anomalies associated with low fud prices might
also be corrected, eg., in Tanzania, carrying fue to the countryside is not a
profitable activity because transportation costs exceed the margin for fue-
carrying alowed against the petrol price.

. The shift to higher motor fud taxes (and presumably lower taxes on
something else) is agan in terms of tax administration efficiency because
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" the collection rate on motor fuel taxes is virtually 100 percent, with low
administrative and compliance costs.

- A second pricing issue has to do with the tax rates on the purchase of motor
vehicle purchase and parts. The reasons for the high rates that are typical in most
developing countries are: (a) automobiles are a luxury in developing countries and a
differentialy higher rate on their purchase (versus other commodities) adds some
progressivity to the tax structure; (b) high tax rates discourage automobile consumption
and lead to aredirection of consumer savings into more productive investments; (c) the
country may benefit from foreign exchange savings, less congestion, less use of imported
motor fuels, and less demand for public investment in roadways, and (d) motor vehicles .
- imported or domestically produced ~ are easlly réached by the tax administration

gydem and in that sense are an "easy”" source of revenue.

There is not a compelling argument to lower the tax rate on motor vehicles, at
leest not in every country. It is true that an incentive for evasion goes with higher rates,
especidly if the probability of detection is low or if penalty rates are not severe. In
omMe countries, %pecia]ly those with overland entry and proximity to an automobile
producing country (e.g., Central America), high tax rates may encourage evasion of one
kind or another. But this probably argues less for a reduction in rates than for a
tightening of administration. Conversely, some countries aready have very low rates of

tax on motor vehicles (e.g., Ghana), and have great potential to realize greater revenues

fran the transport sector.



The t_hird issue coricer ning rates has to do with the annual license and registration
taxs_ on mofor vehicles. On the one hand, there arel arguménts (Ghana) that increases
i the annual license reducé compliance. There are real costs to this,_including the loss
of information about the motor vehicle fleet, controls on automobile inéurance, a check.
on transfers of ownershi p, safety inspections, etc. On the other hand, there is evidence

(India) that éhigher rate (accompéhied by proper enforcement) can increase
compliance. Either way, the leve of rates on both annual license and registration is low,
and it is difficult to see how rates make much of a difference in the decision about
whether or not to pay. One other consideration is important: some local governments

dready derive a substantial share of their revenues from such taxes and fees, and lower

rates would compromise their financia position.

The conclusion one might draw from this disbussion is that high rates do not
gopea to be a major problem area underlying the failure of transport taxes to realize
thar full revenue potential. The most important base, -motor fuel, is probably' |
undartaxed in most countries, and rate increases could likely be absorbed with little if
ay lossin collection efficiency. The switch to an ad valorem rate could preserve the
rRALE position of the gas tax, and spare the government from havi.ng to feturn |
paicdcdly to the voters to request an upward adjustment in the specific rates. Motor
Wide tax rates might be lowered to reduce the inéehtives for underdeclaration of
inots and for sales tax purposes, and to reduce the incentive for smuggling, but there
is a drong case that enforcement is the better route to reducing this type of evason. An

inpoer or dealer who is successful with evasion a 100 percent rates is not likely to
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comply smply because the rate has been reduced to 50 percent. With respect to the
other forms of transport tax, the rates/charges are p_reﬁently s0 low that it seems unlikely

that compliance will be affected by an even lower rate.

Uniformity in Tax Treatment

A broad tax base with few if any exemptions and a single rate would offer the
best possibilities for ease of enforcement, and the fewest avenues for tax avoidance.
When non-uniformities are introduced into the tax system in the form of rate
differentiation and exemptions, taxpayers are given an opportunity to avoid taxes by
changing their production or consumption behavior or to evade taxes by making it
gopear that they have done so. The more a 5ystefn departs from uniformity, the greater
will be the gap between actual collections and revenue potential.

This is not to say that there should not be rate differentiation in transport
taxation. Indeed, differential rates and a program of exemptions are common, and there
ae important reasons for these speciél treatments. The following are non-uniformities
thet are more or less common:

. A higher rate for petrol than diesdl.

. Exemption from motor fue taxation for government, agriculture, and other
"preferred” sectors. -

. Preferentia treatment under import duties and sales taxes for government;
the commercia sector; diplomats and vehicles purchased for foreign-
financed projects; and for small-engined, newer, or more fud efficient cars.

. Exemption from tolls for government vehicles.

. Higher taxation of goods in transit than on those locally produced.
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Perhaps thé biggest issue is the differential tax treatment of different petroleum
products. Most countries set prices and tax rates so fhat dié&el, prémium and regular
petrol have different pump prices. This has two consequences. First, it would appear to
encourage adulteration. However, through processes that vary from coloration to
providi ng certain additives, this form of evasion is relatively easy to control. The other
consequence is that by charging less for diesdl fue, the government is lowering the
relaive price of fud to the group of users that imposes perhaps the highest cost on
highway use.

The justification for this rate differentiation is equity, i.e., to subsidize diesdl
consumption (and therefore public transportation), kerosene, and other home fuels, with
a higher price for gasoline. The problems with differentia rates for different types of
fud are well-known: diesel also is used in private, expensive automobiles; some public
transportation is aso fueled by gasoline; diesdl powered vehicles may also be fueled by
kerosne cheaper road transport costs both discriminate againgt the rail system and
impose a high cost on road maintenance, and gasoline prices may also be set below

make (meaning that the subsidy runs not only to diesel and home heating but to the
entire road sector).

In the last analysis it is very difficult to judtify the lower price and tax rate on
ded. Itisnot clear that the equity intent is achieved, there is a revenue loss, and it is

indffiaat to subsidize the largest beneficiary of road expenditures (per mile). Thisis

adther case where the political rationale is paramount.
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An importaht nonuniformity in India grows out of the use of octroi, which
Imposes a tak on goods in transit but not on goods pr(')duce(‘j-within the jurisdictiona
boundaries. Octroi encourages both evasion and avoidance. The high compliance cost
and subjective method of assessment encourage the paying off of inspectors to evade the
tax, and business activity has begun to develop outside the jurisdictional boundaries to
avoid the tax.l These are only a few of the flaws associated with octroi, but give the
flavor of what iswrong. It is a tax whose abolition is long overdue.

Exemptions create mgor problems of nonuniformity that lead to evasion and
avoidance. Evasion occurs when the buyer or sdller fasdy declares his activity as
exempt. Avoidance occurs when the buyer or seller aters his method of doing business
to qudify for the exempt status. The greater the number of exempt categories and the
higher the rate on taxed categories, the greater the probability of evasion and avoidance.
Quite apparent examples are Ghana's exemption from import duty of small engined cars,
ad Indonesias exemption of commercial vehicles. Exemptions on vehicles, motor fue
ad even tolls purchased by government are common, and give an incentive for overuse
of transport services by government and for developing schemes to transfer the specia

trestment to other sectors. Such exemptions invite abuse and provide uncertain equity

ad dfidency gains to the government.

Sdification of the Tax Structure

The complexity of tax systems is a mgor reason why transport taxes do not reach

ther revenue potential. Complexity increases administrative costs and weakens the
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effectiveness of the tax administration, and it imposes a high compliance cost on
taxpayers. In short, it both gives a substantial incenti\‘/e for 'e'vasi on and lowers the
'probébility of detection.

Complex systems usualy impose a high compliance cost on taxpayérs, either
because the bookkeeping requirements are onerous, because they must seek outside
help, or because they must spend inordinate amounts of time to pay the tax. All of these
are reasons to expect increased avoidance or evasion of taxes. Among the mgor
problems here are customs duties, sales taxes, annua license taxes, registration fees,
transfer taxes, and tolls.

The tariff structure in most low income countries is very complicated, with
numerous rates and classifications of goods. This means that customs officids spend
inordinate amounts of time at classfication, time that could be spent on more productive
activities such as valuation. Complicatibn in tax structures also opens doors for evasion,
as importers can more easlly escape detection when undervaluing goods and have more
avenues open to reclassfy to seek alower rate of duty. A smplified structure with only

afew rates and classfications would close these avenues.

There is dso room for smplification of sales taxes, but this may involve some
tradeoffs with other objectives of tax reform.. Probably the easiest of the indirect taxes to
administer is the excise. Because it is levied when the good is physicaly moved, its
assessment and collection are most easily controlled. However, it is generaly levied on a
specific rather than an ad valorem basis, and because it is levied at an early stage of the

production process, it is cascaded forward and creates price distortions. A
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manufacturer's sales tax is also relatively easy to administer, is generally Iévied onanad
valorem basis and is therefore elastic, but is subject _td the s%ame cascading criticism. The
more modern approach to general saes taxation is either the value added tax or the
retail sales tax.

Of the countries in this sample, Yugodavia and India make some use of retail
sdes taxatioh on automobile purchases. Argentina and Bolivia use a value added tax,
and the others either impose a sales tax on imports or use a manufacturer's sales tax.

Most countries have some sort of sales tax on the transfer of used vehicles. These
are often local government taxes, eg., in Indonesia. Tranéfer taxes on used automobiles
are notorioudly difficult to administer, often are characterized by a complicated tax
gructure, and bring in little revenue.

The Indian, Pakistani and Nepalese octroi is a form of sales tax that is very
complicated and difficult to administer. Almost all commissons that have studied the
octroi have recommended its abolition, but the sticking point has been in choosing a
replacement tax. Some have proposed replacing it with an equal yield tax on motor fud,
which would increase the smplicity of the local tax system. Others have proposed an
"atry tax" which would place a sales tax surcharge on goods that are not locally |
produced, and a business property tax, neither of which would make the system any less

complex.

Findly, the most complicated of the transport sector taxes are the license and
regidraion taxes. These taxes require great administrative effort because so much

manual checking is involved and because there are so many steps in the procedure. To
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amplify the system of registration and license taxes, a number of proposals, or actual

changes in administrative practice have been made. These ére described below.

Do Incentives Matter?

Theory tells us that if a taxpayer sees a benefit attached to the tax or charge he
must pay, and if he cannot act as afree rider, he will .be more willing to pay. In this
case, tax rates may be set higher and the rate of compliance might be expected to be
higher. This has led many to pose the question of whether one route to increased tax
collections in the transport sector is to earmark road user taxes to benefit road users.

From the data presented in these case studies, there is no evidence that collection
effidency is higher in countries where road user taxes cover a greater share of the cost of
roadways (or lower where road user tax@ cover more than the full cost of roadways).
This would lead one toward the conclusion that the more basic cause of the evasion-
avoidance problem is with the tax structure and the administration of the taxes, and
these problems must be fixed before an effective program to stimulate a greater
willingness to pay for road use can be devel oped.

Motor fuels are a different issue, since the collection rate is usualy around 100
pecat. But can governments base proposals for increased revenue mobilization for
gedine taxes on a user benefits argument? The answer, from Table 1, seems to be that
itwoud be a hard sell. Motor fud taxes already account for a substantial share of road

expenditures in most of the countries considered here.
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There is another way to look at the incentives argument. Earmarking may not
increase the willingness to pay on the part of taxpay_ers but it may increase the
willingness to collect on the part of those agencies responsible for tax administration. A
good case in point is the situation of airports in Tanzania where the collecting airport
authority saw no relationship between the amount of tax collected and the expenditure
alocation for airport services. There is a Smilar problem with respect to interstate
cooperation in the collection of motor vehicle taxes in India - the policing state may

receive none of the benefits of the increased enforcement.

Compliance Cogts

Taxpayers will resist payment of taxes when the costs of compliance are high.
There generaly are two explanations for this behavior. The firg is a complicated
procedure, and the second is corruption. Motor fuel taxes and excise taxes on motor
vehicle production imply perhaps the least compliance cost, and on that count are "good"
taxes on the transport sector. With respect to procedures for compliance, one type of
problem is with recordkeeping requirements. The Indian modified value added tax
program, described above, is an example. |

Corruption is another type of compliance cost that discourages payment (and
collection) of taxes in the transport sector. In terms of the amounts of money involved,
import duties on automobiles are probably the biggest problem. Tolls, surprisingly, are a
problem because of the lack of supervision of toll booth operators. It was reported in

the Bolivia case study that the compliance costs (measured in terms of time loss) were as
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much as four times the revenue collected. There is no good solution to the toll problem
for low income countries. Electronic meteri ng devices can solve some of the evasion
problems, but are not a cost-effective solution in deQeIoping countries. The substitution
of ageneral tax for tolls, as has been proposed in Tanzania, is a solution to the
administration problem, but it denies one of the main purposes of using the toll ~ that of
charging users for the cost of a particular road service.

Registration and_annual licenses impose a heavy time cost on those who comply.
Numerous forms must be filled out and the taxpayer must have documentation that he
has complied with severa other regulations. Such cross-checking has the merit of being
a good enforcement instrument, but it is burdensome enough that it discourages
compliance with the tax. Rates of payment are very low in most countries. However,
despite their obvious problems, annual vehicle taxes will continue to be levied. They are
an available source of revenue and are levied on a base that is destined to grow. The
question on the table would seem to be how to make the tax more productive and less
codly to administer and comply with. Not surprisngly, reform efforts seem to have

focused on simplification of the tax structure and improved administration.

To smplify these taxes and reduce both compliance and administration costs, a
one-time payment has been proposed by severa Indian states. Under this program,
owners of private vehicles would pay a lifetime annual charge at the time they register

the vehicle® There clearly is merit to this proposal: it dramatically reduces

?Since 1987, the Government of Maharashtra has levied a one time charge on two-
wheders and tricycles. Gujarat and U.P. have adopted the one time system for personal
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compliance and administrative costs; and when viewed next to the value 01; the vehicles,
even much higher rates may seem less objectionabl e This approach aso has some
important flaws. (a) governments could no longer use the annual license data to keep
statistics on the number of vehicles on the road, (b) the annual tax could no longer be
used to force thé recording of ownership changes, and (c) it would not be as easy to do
an annual check on insurance coverage. Whether these are damning criticiéms or not
depends on whether the annual license program is effective in achieving these gods in its
present form. A more serious criticism is that the cost of this program would be
prohibitive for most commercia vehicles, and would probably have to be limited to
private automobiles and two wheelers. This means that some of the pbtential
administrative savings would not be realized.

A suggested approach to smplification in Tanzania was to reduce the number of
categories of vehicles in the annual tax structure, and to reduce the rate. Unification of
severd licenses, permits and registration certificates was recommended for Nepal, in
order to reduce compliance cost and to eliminate some duplication of effort in
administration. Neither of these proposals has yet been implemented.

Some inroads in improved administration have been made in Maharastra State
(Indid). Records on vehicle registrations and licenses have been computerized, billings
are automatically generated, and delinquency lists are printed. Provision has aso been

mede for payment at banks, to reduce compliance costs.

vehicles, and Tamil Nadu and U.T. Delhi will introduce this system soon (Vehicle Fleet
Modernization, Chapter III).
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There are o'therF clues from the practice in these countries that might help
improve the annual véhicle tax. Yugodavia appears to be acase where tough
enforcement generates a lower evasion rate. The same observation may be made for
commercia vehicles in India, where enforcement is tougher than on private vehicles and
the evasion rate is much lower. In the area of smplification, Ghana's flat rate tax may
not be so appealing from a point-of-view of a benefits tax (i,e., heavier vehicles should

pay more, etc.), but it may have much to recommend itsdf from a point-of-view of

administrative ease and cost.

Enforcement and Penalties

Evasion is discouraged by a greater probability of detection and a more severe
penaty. It isthe combination of the two that will cause potential evaders to alter their
behavior. Of the countries in this sample, Yugodavia seems to have concentrated most
on the penalty approach, and it is reported that there is little evasion ~ even of annual
licenses when neither dated number plates nor display of registration stickers is required.
The reasons for this success are not easily identified. They could be the result of any of
three things. a no-nonsense approach to dealing with evaders, the fact that there is often
little personal gain from evasion in a socidist state, or smply that the government's
daidics are not accurate enough to identify the amount of evasion that is occurring. In

none of the other countries were penalties reported to be effective deterrents of evasion.

Mogt efforts to control evasion have concentrated on increasing the probability of

detection. This, in turn, implies improving the four basic steps in administration of any
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tax: identification of those liable to pay the tax, recordkeeping, assessment of tax liability,

and collection.

Intergovernmental Relations

What is the right divison of responsibility between central and subnational
governments in taxing the transport sector? Which of the transport taxes can be given to
the state and local governments and which can be givén to the center, and what
constraints should be placed on their use? There is no absolutely right answer to these
guestions. In part, it depends on whether there is a tradition of local government
taxation in the country. In India's federa system, where there is such a tradition, about
45 percent of all road user charges accrue to the loca government. Where countries
operate under highly centralized fiscd systems, local governments may not have wel

developed tax administration systems and the taxation of the transport sector remains

with the central government.

Most low income countries are in process of decentralizing their revenue sysems
and governance and o there is a search for revenue sources that might better fit at the
locd level. In this regard, afirg step in evaluating the feasbility of local level transport
taxes is an identification of the problems that have arisen with local taxation in general
and with local transport taxes in particular. In fact, the basic problems have to do with
the inability of the loca government to effectivdly administer the tax, problems arisng
fram interlocal cooperation in enforcement, or the ease with which local residents or |

busnesses can legdly avoid payment by making purchases or sales in other jurisdictions.
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From this, and from basic principles of multi-level finance, one might offer the
following guidelines for defining a role for local governmenfs in the taxation of the
transport sector. First, loca governments in developing countries can be most effective
in taxing road use, and in controlling licensing and registration. Motor vehicle
production and purchase taxes should be Ieft to the central government. There is no
place for the Itaxation of goods in transit at either level. The taxation of motor fuds
presents a special case. Because of macroeconomic considerations — foreign exchange
problems, revenue needs, the political sendtivity of gasoline prices — taxes on motor
fuds will continue to be a central government levy in most developing countries.
However, there is a case for local government sharing in these revenues and perhaps
even participating in the setting of rates. The case for alowing local government
participation rests on (@) this is a growing tax base that is related to urbanization, (b) in
urban areas it likely fits the ability to pay norm for a far tax, (c) the local governments
mud bear part of the street maintenance and traffic control costs associated with more

vehide use, and (d) responsibility for pollution and congestion control usualy rests with

the locd government.

Second, local or state governments in low income countries should not havé the
authority to choose differential rates and bases. This is not because the idea of
differentid taxation in different regions of the country is a bad one, but because the
locd administration in low income countries may not be up to thejob. Indiais an

exanple of a country where leakages occur because of problems arising from interstate
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trade. In Yugodavia, where loca governments are given smilar freedom to set rates, it
IS reported that the problems with leakages are much less severe.

Third, it is useful to have some local government administered taxes on the
transport sector. There are certain taxes where local familiarity and access is important
to the identification and assessment process, eg., annual licenses, vehicle transfers, and
tolls. The alfernative IS a shared tax system where the central government assumes
responsibility for all or most taxes on automobiles and in return guarantees the loca
governments a share of the proceeds. There are some problems with this approach:

. It does not enable local governments to tax their road users at higher rates
as, for example, one would want to be the case in cities.

. Familiarity in the assessment and enforcement process is logt, as in the
case of identifying those liable for motor vehicle license taxes and the use
of "flying squads' to enforce registration, licensing, and the sale of specia
permits.

. The central government may withhold or reduce the local share, a problem
presently being faced in Argentina.
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ANNEX A

General Modd of Evasion and Avoidance

A generall model of the determinants of tax evasion and avoidance is a good place
to begin.this work. A model givé some structure to the discussion of the problem and
to the evaluation of alternative reform programs. The traditional approach to studying
taxpayer compliance is focused on individua income tax compliance — because it is the
easiest tax for which to devel op a behavioral model — but its general conclusion can be
extended to other parts of the tgx structure.

The general economic model of income tax evasion is one built around the
maximization of utility, or personal satisfaction, by each individual.®® Each worker is
assumed to have a fixed amount of total compensation (I) to allocate among reported
inC(;me (R), evasion income (E), and avoidance income (A). Reported income is subject
to income and payroll taxation at the combined rate (t). The contributor is entitled to
payroll benefits at the rate (b). Avoidance income is not taxable under either the
income or payroll tax. If the individua is caught evading with probability (p), then it is

assumed that the individud is fined at the rate (f), where f includes evaded

BThe original work on modeling evasion was done by Allingham and Sandmo (1972)
and Srnivasian (1973). Significant improvements on the basic model were made by
Clotfeiter (1983), Cowell (1985), Woodbury (1983), and Witte and Woodbury (1985).

This presentation is based on the more recent extensions by Alm, Bahl, and Murray
{1990, forthcoming).
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taxes and penalties. If he is not caught evading, then evasion income is neither taxed nor
fined.”*

The utility of the worker is assumed to be a function both of avoidance income
and of the sum of reported and evasion income net of taxes, benefits, and penalties. The
utility function is written as U(I,A), where | is net money income. The individua
consumes the same amount of avoidance income regardiess of whether he is caught or
not caught evading. However, because of the uncertain prospect of detection, net money
income (and thus utility) depends upon the state of the world. If he is caught, his
income I° equals [(R-tR=bR) = (E-fE)], while if he is not caught, his income I" is [(R-
tR+bR)+E). The individual therefore chooses R, E, and A so as to maximize expected
utility (y). |

The problem facing the worker is, then, one of portfolio compensation choice.

The worker faces the following optimization:
(1)  Max ¥ = pU(ISA) = (1pU(NA)

{R,EA}

subjectto I =R + E + A
where I€ and IN are defined above.

Consider now the optimization process of the individual.® Substituting (I-R-E)

“The tax, benefii, and fine rates are assumed to be proportional in order to simplify
the exposition.

BThere are a number of important assumptions underlying this model. It is assumed
that hours of work are fixed and predetermined. The behavioral responses of each
worker are confined to portfolio reallocations among the components of total
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- for A in equation (1) and denoting partial derivatives by subscripts, the first-order

conditions for interior solutions are:
@ wg=p U (I5A) [I1=b] = (I-p) U; INA) [l-t=b]

-p U, (I54) - (1p) U, (INA) = 0
@) e =p U 5A) [H] = (i-p) U, (FA)

-p U, (I5A) - (bp) U, (INA) = 0.
(The second-order conditions are assumed to hold.) Note that the sum of the first two
terms on the right-hand side of equation (2) equals the expected marginal utility of
reported income. Similarly, the sum of the first two terms on the righthand side of
eguation (3) equals the expected margina utility of evasion income; and the last two
terms in each equation are the expected marginal utility of avoidance income. The first-
order conditions therefore indicate that the worker chooses R, E, and A in such away
that the expected marginal utilities of each type of compensation are equal.

These first-order conditions adlow us to consider the "price" of each type of

compensation, or the amount of total compensation that must be spent to obtain one
unit of the compensation type, after paying taxes, fines and receiving benefits. Because

avoidance income is not taxed, its price Pa equals one. Note that P, is the same

compensation. Related to this feature is the assumption that total compensation I is
fixed. The firm is assumed to equate the value of the marginal product of labor to gross

labor expense, which is taken to equal 1 for each worker. Implicit here is the
assumption that all taxes are borne fully by labor, The firm is therefore assumed to have
no preferences for one type of compensation over any of the others.
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regardless of the state of the world (i.e., whether or not an evader is caught), so that its
expected price (Pa) aso equals one.

The prices of reported and evasion income are more complicated. An individual
pays taxes (t) and receives benefits (b) on each dollar of reported income. In order to
receive one unit of income after paying taxes and receiving benefits, the worker must
alocate I/(I-t+b) to R. The price of reported income P is therefore I/(1-t+b), and can
be decreased by either a reduction in the tax rate or an increase in the benefit rate. The
expected price of reported income Px is independent of the state of the world; it is the
same whether the individual is or is not caught evading. Unlike P4 and Pg, the price of
evason P: depends upon the state of the world. If the worker is caught evading, then
the price of evasion income is |/(I-f); if he is not caught, then the price is one. The
expected price of evason Pt therefore equals these two prices weighted by the
probability of each occurrence, or Pz = p[l/(I-f)] + (I-p). Note that the expected price of

evasion increases with an increase in either the probability of detection or the fine.



