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THE ADMINISTRATIVE DIMENSION OF TAX REFORM IN DEVELOPING
 
COUNTRIES (*)
 

The importance :f good adminisfration has long been as 

obvious 
to those cncerned with ta:-:ation in developing countries 
as has its absence. Over thirty years ago, Stanley Sur' 

(1958, pp.15-59) noted that "the concentrati.on on tax F,ry
on the of lead to L3eration conschoice taxes-ma insufficient 

of the aspect , taX admiiItratior] 1n short, thr.i.: ma, well. be 

pr,.o.:: sptisn 'what Io' tootoo much with to and ittie attention 

to 'how to dr, it' " 1). Although Surrey's paper has ben 

frecque.-ly cited, and pr'esumably read, there is surjri sinl.y 

i..ttle evidence in the hundreds of articles, books, Indrpix,:. 

on ta.: reformr written over the last few decades tlat thi 

warzning has beeni taken sufticientl' seriously (2). It thus seems. 

time to sound the al-irm again, before we launch into anoth,:r 

thirty years cf misguided attempts to reform tax struccure while 

large]y .[noring tax administration (3). 

The basic message of this paper j, thdt the 

administrative dimension should be placed at the cent.re rather 

than the periphery of tax reform efforts. The topic is first 

intr-oduced in the next section in the context of a brif cie 

study of Papua New Guinea. The argument. is that the tax system 

with which Papua New Guinea was launched into the world a decade

ago is. completely unsuited to both economic structure andits its 

http:concentrati.on


administrative capabilities, and needs to be drastically reformeid 

in recognition of the probable persistence of these constraints.
 

Although in many ways Papua New Guinea is a unique country. 

this problem is by n, means unique to it., as the remaindeir of the 

paper sets out in detail. The overwhelmingp importance ot the 

administrative dimension in developing countries is first 

stressed: as Casanegra (1987, p.25) put it, ". .. tax 

admini.strat ion is tax policy." Some solutiotns that have been
 

prtphsd t.. the pervas ive malaise a-ter ising cve oping
eP char l_. 


country ta.: adminstrations are next reviewed and. for the most
 

part., found wanting 4) . It is argued that the most rewarding
 

approach to tax reform in most countries is likely to be, as in
 

Papua New Guinea, to design a tax system that can be af ceptably
 

implemented by the exi sting weak administration. Miracles being
 

always in short supply, any other course of a:toLon is, in the 

end, unlikely to prove successful.
 

Tax Reform in Papua New Guinea: Backward to the Future
 

The range and variety of conditions found in developing 

countries is so great that lessons derived from the e;.:perience oti 

any one country may be applied to others only with considerable 

care. In some ways, Papua New Guinea is so different f-rom any 

other developing ccantry that this warning seems particiilarly 

appropriate: what other country of less than 3 million people has 

over 700 languages, a population which ranges from stone-age 
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farmers to sophisticated western businessmen, a functioni ng 

democracy, and 22 partly autonomous provincial governments? ini
 

other however, Papua New Guinea'sways, experience closeseem t., 

that of many African count:'ies in the post- colonial ero 

(Wedderspoon, 1969). In particular, Papua New Guinea illu.Itrates 

the often unhappy consequences of implementing in one c,,untry the 

ideas currently fash4ionable in another , withc,:,jt paying adequate 

at tent .i.on to The vast differences in the economic and 

administ rative si tuations f the two. 

I ndeod, the misf it between the relatively "advanced" tax 

(and expenditure) struct.uire Papua New Guinea inheri t:ed at the 

time of achieving its independence from Australia In 1975 and its 

econmic and administrative realities is so great that the only 

sensible direction future ref-rm to be, tcofor tax app. ai,s,, t-c. so 

speak, to go backward in time and to ilntroduce soe of the sorts 

of crude, but workable, devices that function better inmay sucJh 

an environment ( 5 ) . Experience el sewhere wi th r .-s ect to 

collecting taxes with very limited administrative resources in a 

highlyl. fragmented, largely illiterate, poorly develop-d rural 

economy would seem to provide a more relevant basis for the 

development of a workable tax structure in Papua New Gulnea than 

the . tesr fad in the developed world - whethei it be the higlly 

progresive income tax of the 1960s o" the flat ratu ta:: ,.,f th,, 

current era. 

Like all developing countries, Papua New Guinea facs 

increasing budgetary demands simply to provide services to it., 



rapidly expanding population. In addition, the Australiall 

government has recently announced that the level of its foreign 

aid, which currently finances one - third or more of Pajpua New 

Guinea's total budgetary expenditures, may well be decreased i-n 

the next few years. There 1. t.hus no alterna tie to 

strengthening the nitional revenue system if the current level of 

government expendituI-s is to be maintained, let alone improved 

and extended (6). 

The Changing Structure of Taxation
 

Many of the reports written on how to deal with thIis piohblem 

have urFed increased use of indirect ta.:es, especially those on 
a 

imports (Lent, i-76: Mathe-s, 1980; Col inz , 198r)). An income 

tax cut and tariff reform introduced in 1987 (ClhaI, 18_6) in fa-t 

went: some distance in this direction. As Table 1 shows, i.n 1952. 

most o- Papua New Guinea's (much smaller) revenues did in fact 

come from taxes on foreign trade. At that time, the f iseal 

structure basically matched the very underdeveloped nature ol the 

economy. By 1961, fol lowing the introduction cf an income tax 

and the abolitin of the e:x:port tax, the relative importance of 

trade taxes declined. As late as 1971, however, the revenu4e 

structure remained more or less as one might expect to find it in 

a largely underdeveloped, rural, fragment ed, and dep:endt-nt 

country: relatively high dependence on import duties, tradilhonal 

excises and stamp duties, with the balance coming from iiicoriw 



taxes paid almost exclusively by a small enclave of expatriate 

companies and employees. 

By the time of independ-nce in 1975, there had been a 

start.ling change in this situation. Although almost half th, 

company taxes collected in that year came from Bouga-ivilie 

Copper (BCL) the effects on revenues of very substantial 

increases in both company and personal .ncome tax rtes ire al so 

apparent in Table 1. Although income taxes did ri.t I 'ng retain 

this prominence the revenue ctuhe. I:- cI oin total the I I: lit-,v",r 

the subsequent decade is almost entirely attributable t.o the fall 

in revenues from BCL. Indeed, personal incomi ta:es not only 

ret aine,: but increased their importance, as did both excises and 

customs duties, the latter largely as a result of tie ;growth of 

im o . to GDP. On c thei hand , the rowth oft relative the 

persuriol income taxes was entirely attributable to i icrea:.ed 

effect ive ta.: rates, owing to the highly visibl], int.rction of 

incr'eased nominal incomes and the progre:sive rat ,: schedule 

(Thac and Lin, 1984; Lim, 1987). 

The result has been considerable unrest in recent years in 

the ranks of the relatively small band of income taxpayers, 

espec ially the politically important, though numerically very 

small, group of national (in contrast to expatriate) ta:.:paers. 

Nevertheless, the extent to which there has been a substantijl 

shift towards increased reliance on indirect, and particularly 

import, taxes since independence is striking. Despite the 

narrowness of the indirect tax base in the largely rural economy 
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of Papua New Guinea (7) the desired move t, greater reliance on 

indirect taxes is thus already a reality. Nonethele -s, the 

prospects for direct taxation are so bleak that still furthei 

moves in this direction seem necessary. 

Revising the Present System
 

Personal income tax. Personal income tax revenues are 

dominiated by the proceeds of the fortnightly tax on wages and 

salaie . Intrdu('F~i in 1980 lartely t11f r i ve . k7,,,:']ng _li', 

burden on a t.ax admini strati on ce .in under tl, strai: of 

losing, almost all its. experi-nced (e:-:pat :ite-ffictialso this 

tax accounted fr almost 95 percent ol all er,:na] income ta:-e.s 

cc lected in 1985. Indeed, since 19P.1 thV-,' cmount of income t._.:es 

c]A 1octed from i ndi\%i dIals othIer than by wa , w]i t 1h.,-].;rlii , 3L 

actually decline6, even in nominal term.! The r,! f cc 'I I C, 

incom ,- tax in reaching s'u.ch recipients of n,.nwag- .i ncome -is 

landlords, small businessmen, and se I f - em: 1,Jycd farmers and 

professionals is lo:,w, and decreasing. 

Similar administrative deterioration is apparent in 

increas ing arrears - igures with respect tc both personal and 

company income taxes . These poor results, in the f ac, , of a 

substantial increase in the numbers of staff in the tax of f-i c" 

(from 1(-8 in ]9(80 to 213 in 1985), a sharp fall iii the numbler cfI 

returns with which they have to deal (8), and a ccnteq.uent 

drastic reduction in the number of assessments issued per tu;.: 

official (from cver 900 ini 1980 to less than 90 in 19b5), do not 



appear to augur well for the future of the personal income tax in 

Papua New Guinea (9). 

Even more importanitly from a revenue point of view, the base 

of the wage tax is shrinking. 'In 1986, some 55 percent of wage 

taxes were paid ,y expatriate employees, who constituted less 

than 9 percent of the taxpaying populatici-i (10). At the time of 

indepndence in 1975/7{), the corresponding pr,-portions were 82 

percent of taxes and 16 percent of taxpayers. When this decline 

-is combined with th rapid increase in persoinal incom, ta:. 

revenues over the last decade (Table 1 ), it appears that Papua 

New Guinea has managed to triple the dmount of incmp tax 

collected trm natioral taxpayers over the course of a decade of 

very slow real income growth (and almost no inflation). The 

political resistance to which this rate of expansion has given 

rise virtually ensures that it will not be. 

Fp'ecnal income tax revenues thus remain precariously 

dependent on base by small,the provided a ahd declining, 

expatriate population. In 1956, for instance, the average tax 

rate on expatriate taxpayers was 28 percent, compared to 9 

percent on national taxpayers. Should loc'Ivatl on proceed more 

rapidly at the higher levels - an important political objectiv,' 

and the salaries at these levels becomp more real istic in local 

terms - an economic necessity - or should events induce an even 

fastei outflow of e.:patriates than is alrpady taking place, the 

income tax base wi 1 evap.rate even more qu ickI y. The p-r,,.pecL.. 

for expanded personal income tax" revenues in the future in the 
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face of a shrinking expatriate base, increasinp taxpayer 

resistance by nationals, and apparently deteriorat ing 

administrative capacity, are thus bleak.
 

In addition, the prevailing wage structure also has
 

important implictions for income tax reform, which do not seem
 

to have always been-appreciated. One recent report, for example,
 

recommnded the introduction of a flat-rate tax as a simpiee,
 

equally equit.ale. and more efficient mrars of raising around
 

the same revetnues from the personal income tam( Collins, 3 7. 

Many good things can obviously be said in support of this
 

proposal, not least on administrative grounds. if the same 

revenues are to obtained from the income 
tax, however, moving to 

a lat rate in Papua New Guinea would imply a substaiial 

increase in taxes on nationals and a reduction in taxes on 

expatriates - a combination with no apparent economic benefit and 

obvious politicail problems. No doubt the 1200 :xp:atriates and
 

200 nationals affected by the reduction of the top marinal rato
 

in 1.47 were duly grateful, but absolutely nothing seems Ii].ely 

to have been gained in terms of equity, efficiency or even 

administrative simPlicity as a result of giving up this reve:nue. 

Import duties. In thp end, if any new revnu,:; are t, be 

squesed from the exi; ting tax system, the only real possiililty 

appears to be through increased taxes on imports. Increasinnj the 

basic tariff rate (which is applicable to all imports excep for 

a very few "basic" consumption items) from the present 7.) 

percent to 10 percent or more is probably the simplest and most. 



acceptable way to increase revenues quickly. The tariff increase 

implemented in 1987 will thus in all likelihood be followed by 

others in the near future. One problem with this scenario of 

course is that Papua New Guinea may begin t- tread the slippery 

path of import- sIbst.i tution in a way it. has so f,-r 1 argoly 

managed to avoid (11) On the whole, however, there is little 

alternative to higher import taxes if more reveriit-- is to be 

obtained from the existing tax structure in the near future. The 

ri*.,.,w:,_, structure by 1991 may thus look more like that in 1971 

thi n t-h t in 198 1 (so,f Ta]l.,2 1). 

Matching Tax Structure to Economic Structure
 

Such increased reliance on import taxAticn clearly 

represents a step backward in the "normal" evolution of fiscal 

structures in de'.veloping countries. If Pdpul Ni" Guinea i-s t,_ 

levy any e:ffect ive taxes on the growing "informal" sector of 

urban traders ,r rural smal iholders, however, it will aimost 

certainly have to go even further back in dove.1opm,n .a [ 1i:, 

Taxing the "informal" secLor. The only practical way to 

extract significant revenues - or, indeed, in many instances any 

revenues at all - from tile growing urban nationial small business 

sector of traders, microbus (PMV) owners, landlords ani] the like, 

is through the introduction of some form of "presumptive" 

taxa t ion based on hard-to-conceai external indicator , of 

activity (Nield, 1980; Choliah, 1981; Bird, 1983). To date, 

there has been only one limited expeximent ialong these lines in 
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Papua New Guinea, with respect to PMV-owners - and this effort 

was aborted in 1986 as soon as it showed any sign of being] 

effective. Political support for still more efforts in this 

direction seems unlikely. 

Moreover, alth.'ugh an ambitious program of assistance Lo 

the tax administration is currently under way with the aid of the 

Australian government, those involved do not seem articulan y 

aware either of the problems of taxing the urb-n informal sector 

or of the sorts of approi*:±mate sdl 0ti, inleve 1-,e,1 ,-,he

countries. Further refinoment and m,- , assidu.us ajpl icatin of 

techrniques to track d,wn reveiues ini the small, orptJniol, sector 

that ke,-ps accountin; records, as is mainly eiv i .7cl,,d iII the 

current p:,lans, while obvi,,us ly useful . will nct help in thie basic,

tasks oDf iIent if in , a::sessin p, and elf,:.-cin1 ta:: n te 

informal sector ( 1 ). 

Even if a major e fort were launched tc, reach these hard-to

tax Froups , lit tle revenue can realistically be .: d from 

this source. Nevertheless, unless the income t is5: to be 

conv-rt irreJeemabiy intc, a discriminatory tax on wages. thus; 

prc-bab-ly accentuating even more its already marked unp¢,rpolarit'v 

with high-saLaried employees in government and elsewhere, the 

devel,_,pment of crude presumptive methods of tapping othor incomes 

ii, the urban sector must constitute an essential component of ta--: 

reform in Papua New Guinea. 

Taxing the rural sector. Papua New Guinea is one of the 

most rural countries in the world, with perhaps 95 percent of its 
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population still residing outside the few small urban centres.
 

It is also a federal democracy, which means it has an elaborat, 

political superstructure of provincial governments where other 

countries might have unorg'anized rural municipal itie-.
 

Experience everywhere sugiezts that direct taxation in rural 

areas works in nonautharitarian states only whein those taxed
 

perceive real benefits to themselves from the taxes. What: this 

means in Papua New auinea is that such ta:xes lm:it c,"K in].y 

have to :e provincial in character, which in turn means that the 

1 ikel ihood of develo'ping and impl ement ing such taxes is 

inextrically entwined with the need for a gnera] revision of 

provinc±al finance, eszpciAlIy giv'n the practical imi,'ssihility 

of iev, ing l.anj taxes in any case (Bird, 1984a; AWline 1986). 

What this means is that there is simply nc feasible way to t.
 

the rural soctor directly. 

The only way to increase revenues from the rural sector, if 

desired, is through increased taxes on agricultural exports, 

notably the principal ones of coffee, cocoa, and coconut 

products. A low flat tax (now 5 percent) on these products was 

re-introduced in 1975, but a numL~r of experts have subsequently 

recommended that this tax should be increased, a]tered to . 

sl]iii;-scale basis, and treated as a prepayment of income taxes 

for those plantations that are subject to the incom, ta;: (Lam, 

19K4). Heavy export taxation may clearly have undeziraLle 

effects on both agricultural development and the level of well

being of many rural people (though mainly the better-off ones). 
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Nevertheless, if necessary, the yield of the present export taxes-: 

could be increased, particularly in years of increasing commodity 

prices, without unduly severe consequences in either equity cr 

development terms. In any event, the complete absen' f any 

administrative capacity to c,,lect taxes in the rural area, in 

any other way means that export taxes are the only means 

available if rural taxation is to be increased. 

Conclusion
 

To sum up, if Papua New Guinea's fiscal prospects are as 

blea: as they seem to be in the absence cf subs tantiial new 

mineral revenues, then an essential ingredient of an' solution 

must be t.o adjust its tax structure to match its economic 

structure. The principal tax "handle" in the economy is clearly 

trade. Both e.:port s and especially impoits could bear somewhat 

heavier taxes thain at prosent without i ndu, ing severe 

distortions in development patterns and without putting toe much 

strain on the country's exceeding Ay limited aimini. t at iv 

capacity (13). If even rough justice is to be achieved in direct 

tamation, incre--sing use will have to be mad,, of technically 

crude but feasible presumptive methods that do not depend for 

their efficacy on either good record-keeping or the ready 

compliance of taxpayers. Only by thus turning back the fiscal 

clock does Papua New Guinea have much hope of developing a tax 

system that better matches its true economic and administrative
 

conditions.
 



The Importance of Administration
 

Papua New Guinea is clearly a country in which limited 

administrative capacity is a binding constraint on tax refnrm. 

There is increasing evidence, however, that this problem is by no 

means cor.fined to a few very underdevelope,] countries. A recent 

survey by Richupan (19H4a) , for example, ci.tes studles of ta;. 

evasion in different developing countries indicat i -' that it is 

not uncommon f or half or more of potential inc-'rne tax to be 

uncollected (1') . Matters are not much better with rspect to 

indirect ta;xes (Rao and Pradhan,' 1985: National Institute, 1986; 

Bird, 1985b) or property taxes (Bahl and Linn, 1985). 

The scanty quantitative evidence thus accords with the 

common perception that there is widespread ta:-: evasion in most 

developing countries. Moreover, even when there is not outright 

evas ion, the tax structure in these countries is often designed, 

administered, and judicially interpreted in su:h a wayas t,. 

ensure Lh- emergence of a huge gap between the potent ial and the 

actual tax base. Sometimes this result is achieved crude]y, as 

through the continued use in Guatemala after a major develuation 

of values converted at the old exchange rate for purposes of
 

customs duties (Bird, 1985a). Sometimes it is achieved through 

more subtle (and usually peripherally legal) e::ploitilon of the 

peculiarities of banking and tax laws, perhaps particularly with 

resp-ect to tha widespread availability of tax ;'incentives" (15). 
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And sometimes it is achieved by the functioning - or 

nonfunctioning - of the appeals system (1 ). However it .s 

accomlis,ed, whether at the legislative, administrat.ive. or 

judicial levels, the result in most developing countries is that 

there is a great discrepancy between what the tax system appears 

to be on the surface and how it actually works in practice (Gray, 

2987). 

The effects of this discrepancy are more important and 

pervasive than seems to b, generally reccgnieed. Not only is 

revenue "lost" but the elasticity of the tax system is a-'-

red'-ced partLcularly, c, course, in inf lation when 
aciminiitrative lags alone will usually suffice to yield this 

result (TanZi, 1977) . The result is that additional revenue must 

continual Ly be secured through a series of discr, tionary ad hoc 

rate increases and new taxes. The "patchwork" character of the 

tax system of many developing countries arises in large part from 

their inability to adm.inister the taxes they letgislate, which 

leads to a continual need to legislate new tax changes. 

The incidence and effects of the tax are assystem sensitive 

to how it is administered as is its yield (Archaya, 1985). Tax 

e'.as jon inevitably undermines the horizontal equity of the tax 

system (17). Recipients of equal income, like ofconsumers 

similar products and owners of similar prcperties, are not. in 

fact taxed alike, whatever the law may say (18). The income tax 

in m,:,st developing count ijes is in practice a schedular ta.:, w-itl 

the effective tax rate depending largely on the source of thc, 



income and almost always heavier on wage than on ef 

employment or capital income. (Rezende, 1976; Oldman and Dir'd,
 

1977 ) Taxes on - ope.,-ty are even more sensitive to
 

administrative interpretati on. with old buildings being favurecl 

over new, and so on. (B. -,hl and Linn, 1985) Even in the case of 

-ales and excise taxes (Cnossen, 1977), in practice the products 

of small firms are usually favoured (19).
 

Moreover, most divergences between law and reality also 

serve to undermine the vertical equity of the tax system. It. is 

the well-to-do who can most readily arrange for the law to 

contain convenient loopholes in the first place, and to exlploit 

them once they are there with the aid of the "rent-seeking" 

skills of tax accountants and lawyers (and the consequent waste 

of scarce resources) . The same group receive much of thoir 

income in the forms that are hardest to track down; they may also 

more readily hold their wealth, and even spend it, in ways hard 

to detect (e.g. offshore). Finally, they can not only most 

readily bribe and subvert adininistrators but they have the most 

to gain from doing so. Since the incidence of a tax is the 

resultant of the interaction of statute law, the opportunities 

different groups have to evade it, and the rigour with which it 

is enforced - and the rich come out ahead on all three counts 

it seems clear that taxation in developing countries is, as a 

rule, unlikely to cause much disturbance to the inhabitants of 

the upper ranges of the income distribution. 
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For similar reasons, the real incentive effects of the tax 

system may be quite different from those that. may be surmised 

from the statute. The global progressive personal income tax 

established by law is in practice likely to amount to little more 

than at most a mildly progressive tax on wage-earners in the 

modern sector (20). The equally formidable looking modern 

corporate income tax may turn out to b_ a crude gross receipts 

tax in practice (21). Even -n apparently general ad valorem 

sales tax may in practice amount to little more than a collection 

of specific excises on a small fraction of consumption (22). In 

these circumstances, comparisons of the merits of general i ncome 

or consump.tion taxes, or lamentations about the heavy burden 

imposed on capital by nominally progressive income and corporate 

taxes, may sometimes represent more obeisance to current trends 

in the academic literature than serious analysis of ta*: reform. 

The tax administration - and hence feasible tax policy - in 

any country inuvitably reflects to a large extent the nature of 

the country itself (23). It the country is a sea of corruption, 

as some are, the tax administration will not be an island of 

incorruptibles, and it is foolish to pretend it is. If most 

traders in the country a-e illiterate and keep no written 

records, no accounts-based tax (such an income or general sales 

tax) can effectively be levied on them, and it is futile to 

pretend to be doing so. Similarly, if land titles are in chaos 

or nonexistent in rural areas, no effective rural land tax cali be 

levied. If officials are judged solely by the tax ievenue they
 



17 

produce and little else as long rule the- was the in western 

world (Webler and Wildavsky, 1986) and is still true in some 

developing countries - they are likel' to get that revenue from 

the politically weaker sectors of the popu1lation (such a ethnic 

minorities), regardless of what the law says. If tho only way 

for an honest official to make a living wage is to claim travel 

alwaces, then he is forced to travei even if it iS a com ,]ete 

waste - h-is If thei time. only incompetent and thei, untrained are 

left to, deal directly with taxpayers, as is tho case in many 

administrative £ ;stems where advancement comes only in the form 

of being promoted to a desk job, then taxpayers will meet only 

the incompetent and the untrained. 

This catalog of woes is not easily remediable even in 

principle, let. alone in practice. In many dveloping couitries, 

the honesty of both taxpayers and tax officials is suspect 

(Virmani, 1987). Governments have little control over
 

officials, little information as to what is going on, and no easy
 

way to get it (Gray, 1987). Even if the information werr
 

available, the problem is inherently complex. market structures 

(and hence adjustment costs) vary widely, as do risko mind time 

preferences, :-o that the costs, probabilities, and benefits ,

detecting evasion and corruption vary widely (Virmaini, 1987). 

Administrative cost functions are discontinuous and hard t<, 

interpret (Bird, 1982). Tax schedules, the interpretation of the 

law, the penalty schedule, and the appeals process all vary over 
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time, as do enforcement efforts - and the reaction of taxpayers 

to such efforts (24). 

In the circumstances, it is riot surprising that many t-ax 

analysts ignore the problem of tax administration - a problem 

epitomized il maily countries in the phrase of Gray (1987. p.32), 

"All tax:es are negotiable" - perhaps in the hope it will go away 

or. it own. some those most aware ms[7 Even of '-f thessf prob, 

hav- in eifect ]one this. Taylor ( 1967 ) , for examp.e, who wrot 

a percept-ive pi-ce or tax administration in NIg-rl.a tw- deca:itcls 

age, began his- paper by saying these? were only short-run prcblems 

which would undoubtedly be resolved in 20 or 25 years. An 

official report ±n Papua New Guinea (1971) similarly said o.f the 

income tax that doubtless, by the end of th,. decae, i Cs reach 

will have extended throughout the poF.ulat ion. B-,th these 

predictions, like similar ones made in other ountries, proved to 

be. wildly otimistic, proving once again that "the first low of 

finance is inertia" (Webber and Wildavsk', p.'14). 

Many tax reform proposals in developing countries have not 

paid even this passing obeisance to the problei of tax 

administration. Indped, somE reform proposals would make the 

life of administators even more difficult. 
 As Surrey (1958, pp.
 

160-61) put it in his seminal paper: 

The tax administrator on the one hand sees new burdens 

falling on his shoulders - new taxes being imposed and 

existing levies becoming more severe. He must collect more 

taxes, at higher rates, and from an ever expanding bo,.uy of 
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taxpayers. On the other hand he finds himself saddled with 

a staff which is insufficient, in-p-:1erienced and 1-,oorly 

paid. He faces a pu),lic in large part unfamiliar with th, 

ta.- knowi edge and reccird6 eep i nfg, requiiements wh I(Ii 

developing state must inevitably demand of its cit i.ens. 

He cannot ob,tain the needed su1,pport from the legal and 

accounting professions .... Finally. he often must demand the 

ta.:es from businesses and individuails with a deep-roote, 

suspicion rangzing to co)nt.mpt of the ta* cl Lcct,:r, fur a 

public whose antagonism to tax payment, arisin from -I basic 

lack of confidence in the government, is almost ItI::, very 

antithesis of the attitude which must be the cornrstone of 

ever',y successful democratic tax systen - that taxes are the 

price necessarily paid for civiliZed sccitv. 

It is no wonder that tax administrators may view wcul'I-be tax 

'eformers to be little more than residents of an ivory tower, who 

descend after the battle is largely over tc shoot the wounded 

(25). 

One reason for this apparent disinterest in administration 

may be, as McLure (1982) suggests, that it seems hard to g(,, 

beyond platitudes on this subject. A more basic reason, however, 

has iss to do with platitudes than with attitudes. As ha.-. beei, 

noted with respect to budget reform: "It may finally dawn upon 

obser;i -- s that the peoples involved must not want to succeed all 

that much if they keep failing" (26). To put. the point another 

way, if after thirty years of persistent nagging there has been 
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so litt e perceptible improvement in impolrtant aspect.s oil ta:. 

administration in developing countries, it may perhaps be safely 

azsum,d that the next thirty years are like],y to mean moro ,f the_, 

samE, (27' Whether tlii administlativ inertia siLis t h t -I 

society gets the tax administration.tt i wants (or deserve, ) 

perhaps because taxatin reflects the reality of political power
 

(Best, 1976) - or whether it simply shows that no aJmini :trat ion
 

can be much dif ferent from the society of which it is a part, i.
 

less- im; rtant than the fact 
of its existence. NeilheL 4i-ucJr
 

fixes nor h -ad-on confrontations 
 seem likely ._chanrr matters
 

much in the foreseeabLe future in most couIItries. Tax
 

administration will thus remain a 
 binding constraint on tax 

reform. In these circumstances, what can be done? 

Coping with Administrative Reality
 

Broadly speaking, the solutions to the administ-at ive 

problems of tax reform found in the literature may be divided 

into three groups: those that would change the environment, those 

that would change the administration, and those that, wcul ] change 

the law.
 

Changing the Environment
 

Academic economists discussing policy issues sometimes sound-l 

as though they are, in effect, advocating that the way the world 



works should be changed to fit the condition:s assumed in their 

models. Ta:: reformers discussing the need to change the 

institutional co.;text within which a tax system functions often 

sound equaliy futile. 

It is a cocmonplace, for example, that modern direct taxes 

depend to some extent on what is usually called "volunta ry 

complianc e" Even if such compliance is perhaps often motivated 

less by civic conscience than b the fear of being: cau;h , it

would clearly be exceedingly difficult, perlhap:.s in.pc,ssiLbie, to 

administer such a tax if every hand were always rai -eC] acainst 

it. One cannot put the entire population into iail. .:ual ly, 

however, one cannot will into being a spirit of compliance that 

is not there. If, as has often been said, the willingniess of 

taxpa ye rs to ccmj, ly with their obligations depends to a I arge 

extent upon their perception that the funds thus taken from them 

are put: to some good use and that they are treated fairly when 

compared to other taxpayers, then the fiscs of most dIveloping 

countries are in deep trouble indeed (2R). Thes? condit.i -ens ,d: 

not now prevail, and in many cases are not likely to prevail in 

the near future. 

:-;everal ways of attempting to remedy this se r ious. 

"environmental" defect have been mooted. One is simply to 

undertake a campaign of "taxpayer education", to convince 

taxpayers that - in Justice Holmes's phrase (cited earlier in 

the quote from Surrey)-- taxes 
are the price paid for a civilized
 

society, that they live in such a society, and that the tax.
 



system is equitable. Such campaigns to encourage compliance are 

unlikely to do much good, however, if reality is too obviuusly 

different. As another famous American, Will Rogers, onoe said: 

You can fool all of the people dome of the time, and some of the 

people all of the time, but you cannot fool all of the pe,:le all 

of the time. 

Words alone are unlikely to change basic attitudes. Deeds
 

may do so, however, so another approach is obviously to turn 

government into something which pleople see as adJing to their 

lives rather than a burden (29). Thorough-gcing expenditure 

reform, increased u-(- of devices such as earmarking] and benefit 

ta:xes that link taxes and expenditures in some believable way, 

the drv.-,lvement of functional and financial responsibilities ,-n
 

local cnmmunities - such fundamental changes in the way 

gover:iment is conducted may indeed lead tc, a chang - in the 

attitude to taxation over time, and hence make the work of the 

tax collector, if never pleasurable, at least acceptable (30). 

The perceived fairness of the tax system may of course also be a 

factor in shaping attitudes.
 

Fundamental changes 
 in such matters, however desirable, by
 

definition, cannot be made easily or quickly, so there is little 

immediate hope for relief from this source. On the other hand, 

one should not overdo the importance of securing any particular 

concept 
 of equity in the context of the tax system. Most
 

developing 
countries are at best limited democracies or 

constrained autocracies. Even in the most democratic such 



countries, as a rule only limited groups are both tax-sensitive 

and pol itically significant. Most g.- vernment s seem Inore 

concerned with the ta:: concerns of the few who matter than with 

the burden on the many (31). The tax treatment of ti1 p,.,uLtiorm 

as a whole sometimes seems to be considered primarily in terms of 

how to secure the necessary revenues with the least fiss ( 32). 

The "ability tc pay" doctrine as it applies in some countries 

thus seems con(cerned more with the ability cf the government to 

make people pay than with abstract notions of equity. 

The only appropriate role for tax pol icy advisers in this 

conte:.:t is to trace out as carefully and convincingly as possible 

the consequences of par ticular measures leavin the decision 

about their acceptability up to the presumably responsible 

authorities. If administrative feasabil ity is as important as 

suggested here, and it is easier to administer a system which is, 

as conventionally viewed, not very equitable, thent so be it (33). 

Changing the Adminstration
 

Another approach to relieving the constraints imposed on 

tax reform by administrative limitations is to tackle those 

limitations directly. Some proposals for administrative reform, 

however, seem to amount to little more than ]Ool,:in: ality 

squarely in the eye and passing on. An example is the common 

sugPestion that an elite corps ,--f tax administrators shb;,) d .', 

created - an idea which dates back at least to Kaldor (19',Aj and 

perhaps in part has its roots in some tu.zy notion of the great 
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days of the British Rai and the Indian Civil Service. This hoary
 

chestnut deserves to be put aside for once and all (34).
 

:n the first place, any tax administr-ation is part of the
 

public service generally. Co_,nsequently, it. is, as a3rule, n, 

more than a fantasy to think that it can for l,-,n , be pulled out 

of the ruck of political favoritism. -mployrent-genrati and 

the myriad other factors tnat account the ma -,f lw-paid,for ],-

poorly-trained, poorly-motivated public servants found in mrst 

deveIoping countrie-, (Goode, 1981). 1econdIy, even if such an 

elit could be created, they cannot d) the -oh p-roperly without 

bo-,th go,:,d soldi ers (the front-line clerks, t ,7le-s , an d so on 

and adequdte too is (computers, coinmuni a t Lll sys Lems , etc.) 

neither of which is likely to prove easy t, Irocure in dcvt,lDyping 

countries, particularly for usually low-statu.. revpnue agencies 

An even more popular way of ignoring the aJministrative 

problem is to pretend it can all be handled by a sm iI staff 

equipped with appropriately up-to-date compute:-s. Ther- is no 

doubt that in certain areas of tax admini stration, goot use can 

be made of computers and that, indeed, they may in some 

instances obviate the need to acquire skills of manythe hi'.ily

trained specialists (Lane and Hutabarat, 1986).
 

On the other hand, as experience has shown in all too many 

countries, the computerization of tax administration is a 

complex task that has as yet been successfully accomplished by 

few. Computers must be programmed and operated by people; they 
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must rely on information obtained and inputted by other people;
 

and their output must be acted upon by still other people. Since
 

the motivations and incentives of all these pcopl e are unlikely 

to be altered by the introduction of new equipment alone, it is 

by no means obvious that the dawning of the computer age has 

significantly reduced the imrortance o' the administrative
 

constraint on tax reform in developing countries. Indeed. it is 

n:1 , hard Lo find instances in which the inappr,- ,r i ate 

introduction and use o computer systems has in some ways made 

matters worse. On the whole, computerizatirn is clearly most 

useful where the tax administration is already well-or--nized 

(Corfmat, 1985).
 

Too often, as was recently noted in India, the tax 

administration is "neglected" and "archaic", characterized by 
a
 

poor training, low status, poor salaries, and poor equipment
 

(Archaya, 1985, p.362). An obvious remedy is to tackle these and
 

other organizational and procedural problems head on: to see that
 

the law is properly drafted and codified; that the administration 

is properly organized, staffed, and trained; that taxpayers are 

located, placed on the rolls, and their returns adequately 

examined and audited; that relevant information is obtained from 

other government departments and elsewhere and properly utilized; 

that controversies between taxpayers and the administration are
 

satisfactorily resolved; that taxes due are collected; and that
 

penalties are properly applied. This is the approach taken by
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Surrey in the seminal paper cited earlier (cf. Kelley and Oldman,
 

1973).
 

It is also the approach suggested in an interestin.- recent 

paper by McLure (1982). McLure's discussion of why the high 

hopes held for the 1974 tax reform in Colombia (McLure and 

Gillis, 1974) were so quickly undermined -- not lease by the 

judicial overthrow of critical administrative parts of the 

reform package - led him to propose the establishment of a high

level commnission focusing on the reform of ,a:-: administratio
 

rather than tax 
 structure. What is interostinf ab,,ut this 

logical proposal is that it appears unique in tlie tax ref,o)rm 

literature: no one, anywhere, has done much along these lines. 

Even if someone did, however, it, is by no means clear that any 

usefl action would result, as experience with attempts at 

administrative reform have shown in many countries (36). 

Interestingly, perhaps the oldest means of dealing with the 

administrative problem is to "privatize" tax co Ilecti,,n. "Tax 

farming", as this-, practice is known, has bada name in view of 

the gross injustices to which it led: but it also had real 

virtues in many countries during the centuries when .it was the 

dominant form of tax collection. In particular, it ensured a 

reliable and steady stream of revenue into state cofers. The 

practice went out of favour in Europe when modern public 

administrative structures began to emerge in the 17th and 18th 

centuries (37). 
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Of course, no one would recommend the revival of tax farming 

today. Some important features of tax .administration in many 

developing countries, however, are not dissimilar to tax farming 

in both their good and their bad aspects. Moreovzer, the recent 

spread cf what is in effect private administration of im:ortant 

customs functions in countiies such as Indonesia and Jamaica may 

signify a new legitimacy for this practice, although in some ways 

the use of a private Swiss customs service seems more equivalent 

to the famous Chinese Maritime Customs largly set up and to 

some extent run by expatriate Engi ishmen), thail t- thf-, tax 

farming familiar from ancient and European hist-ry (38). 

AS yet, not many developing countries have opted to hire 

foreigners, let alone local private firms, to collect their taxes 

on a commission basis as opposed to the f i.:d f,, 

characteristic of traditional tax farming, I39) practice,In 

however, some aspects of ho, tax administration works in many 

countries are nc)t dissimilar. The earmarked taxes conmmon in 

Latin America, for example, are sometimes slhared between thpv, 

collecting agency and the state (Musgrave, 19°1; Bird, 1984b). 

The "third party" collection systems that are the backbone of 

most effective ta.:es, also have a commission aspect, since the 

collecting agent (the withholuing employer, the --ales tax pa-yer) 

has the use of the funds for a legally or customarily agred 

period before remitting them to the government (40). Finally, in 

all t-o many countries tax collectors are more or less expected 

to make up for their poor salaries by supplementary collecticns, 
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from taxpayers - collections which are not accomp:,anied by a 

corresponding remittance to the government. In many such 

"corrupt" situations, indeed, there is a conventionally-a'zcepted 

level of private reward to the fortunate possessors of official 

positions which is rearded as no more criminal than the 

equivalent rake-,ff by a cook from the household budr.-;<t. 

Yel another interesting variant of "off icial ta.x farming" 

which exists in some countries is to establish revenue targets 

for each audi r , tax official, or dist rict tax of fice (I) TF 
such tar,ets are used as the sole basis of evaluating 

performance:, and if compl-iance with such targets is con.idere, 

essential to ensure an adequate flow of revenue to the centra 

authorities, clearly such a system has both the virtue (stable 

revenue) and the vice (a license extorti nn) -,:,f traditiona] 

tax farming. Moreover, unless the targeting system is altered. 

tax changes intended to alter allocat iv or distributive 

outcomes will have in reality, howevernot much effect refined 

their design, since the basic incentive of officials will still 

be to meet th-.ir targets by collecting the most they can from 

those least able to re.s'ist. 

III other insItancIs , of course , "targeting" may be sim.ly a 

rel:.ti,:ely innocuous device used as one part of an Atrray of 

measures i ntenided to keep administrators up to the mark. I ndeed, 

one of the main purpo::is of such a ;ystem - and perhaps eve!n its 

effect if thrre are dequte controls to res train e.c-essi1 ' ,' al 

- may be to provide a higher degree of certainty to both the 



state and taxpayers. With respect to public as to private tax 

farming, full understanding )f the possible merits and demerits 

of the practice requires a detailed examination of its contE x t 

and effects (42). Labels alone are not grounds for condemnation. 

Although what we think we have learned from history tends tc, 

turn most of us against such practices, many countries for many 

centuries have found it useful, even necessary, to thus employ 

private cupidity to ser-,e public needs. Rather than outright 

condemnation of the desire of tax officials to feather their 

private nests, and pleas for the invention of "new model" men to 

replace the present unworthy vessels, one important component of
 

a realistic study of tax administration in developing countries
 

should be to devise incentive systems, perhaps at times including 

financial rewards, that will lead to a better matching oC public 

and private interests. 

Should this advice be acted upon, it would of course be 

important to have an effective system of controls to ensu'e that 

tax administrators do not steal the state (a-d the t - xpayers) 

blind. As Webber and Wildavsky ',986, p.39) say, "...a tax 

collector's very funct.on tempts him to cheat". indeed, much of 

their lengthy history of fiscal administration is devoted to 

detailing the many ways over the centuries that sovereigns have 

tried to restrain this natural impulse of their servants. 

Rewards for good performance and penalties for poor performance

overlapping, duplicative, and redundant administrative structures 

(43); the division of functions among different officers, both to
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use each as a check on 
 the other and to make it more difficult 

and costly to bribe them (44); the use of internal and external 

"spies " to check on the honesty of tax officials - all these 

devices and others have long been employed for this purpose in 

different countries.
 

The most basic way to ensure that tax officials do what 

they ar- supposed to do, and no more, however, is simply to 

reduce to a minimum the amount of discretion they have in dealing
 

with taxpayers. The more room there is for negotiation between 

official and potential taxpayer the more scope there is for 

bribery by the one, arbitrary exaction by the other, and 

collusion by both. The more the tax to be paid is based on some 

readily measurable, observable, and verifiable base, the less 

scope there is for such maneuvers. If tax administration is to 

be effective and seen to be fair in the context cf many 

developing coUIntries it is thus necessary to apply clear, known, 

objective standards - however rough the ensuing justice - rather 

than leaving the application of a fine-sounding general statute 

to negotiations between taxpayers and officials (45).
 

Changing the Law
 

The best way to cope with the administrative problem is to
 

design tax reforms for developing countries in full recognition
 

of the severe limitations imposed by administrative realities.
 

The administrative dimension is 
 central, not peripheral, to ta.-

reform. Without significant administrative changes, the alleged
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benefits of many proposed tax reforms will simply 
not 1.be
 

achieved, and, as a rule, it is unrealistic to expect such
 

changes. Too many tax reform efforts have regarded tax policy
 

and tax administration as quite separate matters. The world is
 

not like that. No policy exists until i- is implemented, and it. 

is the manner of its implementation which really detprmines its 

impact. Those who would alter the outcomes of a tax syst,:m musi 

therefore understand in detail how it is administered, an? adjust 

their recommendations accordingly if they want to J.- good rather 

than ili. 

There are at least three ways to approach the question o 

modifying the legal structure to accord with the administrative 

realities of developing countries: the first, to develop some
 

gadgetry to bypass the problem, is a false lead; the second, to 

providp an adequate legal structure for administration, i,
 

obviou.ly important but in itself inadequate; while the third, to 

design the basic tax Law properly in the first place is, in the 

end, the only sensible procedure. 

Gadgets. At least three types of tax "gadget" have been 

suggested to get. ar :,und the administrative problcei. The 

"lottery" approach in effect uses the cupidity (or gullibility)
 

of taxpayers to make their interests congruent with those of the 

administration. Perhaps the best example of this approach is a 

scheme suggested by Hart (196'7) to encourage customers to 

collect their sales receipts, so that they could enter them for 

lottery prizes 
 (46). The idea is to obtain more reliable
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information on both the gross receipts of business and the 

expenditures of taxpayers. # 

Ont prubletm with such schemes is that it is unlikely the 

proLb i Iity or a prize would be great enough L' make it 

worthwhile for most people to comply. Even it. ic was, the 

selier could easily offset this incentive by offering two pri,'.s, 

with arnd with-,ut receipt (Casanegra, 1987). Another, even more 

seriouL, pr,,bi eL, is that ther.e is no conceivable way most tax 

administratios ill developing countries could use the 

informat~icon thus provided, since they are already swamped with 

usable but unu.ed i nformat ion. An example is the provision 

found in some countries permitting the deduction of (e.g.) 

professional fees only on the submission of appropriate receipts. 

The idea, of course, is to aggregate such receipts and match them 

with the declration (or nondeclaration) of the professional in 

question. Unfortunately, this never seems to happen (47). 

For much the same reasons, the much-touted "self-checking" 

feature of the value-added tax has in fact amounted to 
 little in
 

,
most countries. This i
 one area, however, where computerization
 

in piinciple could be the answer, although it 
 does not as yet
 

seem to have amouinted 
 to much in the case of other "information 

return" reporting systems (such as bank interest in Canada and 

the United States). Korea, for instance, matches all value-added
 

returns on the computer (Han, 1987), although it seems unlikely
 

that this elaborate exercise is much more productive than a
 

properly designed selective audit system would be (4a).
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Another "gadget" is the proposal by Kaldor (1956),
 

subsequently elaborated by Higgins (1959), for a "self-enforcing"
 

tax -'ystlm consisting of personal and corporate taxes on inccme 

,nd capital gains, combined in various wiy3 with taxes on 

wealth, sales, gifts, excess inventories, and e:::penditures. 

Since this scheme has, quite properly in my view, been 

chara:terized by such authorities as Shoup (1969) and Goode 

(1981) as unworinable, and has in any case not Lt',en taken 

seriously anywhere, it will not be further discussed here. Much 

the same fate has been suffered by the proposal for a "self

assessed" property tax suggested by Harberger (1965) and 

elaborated by Strasma (1965), although in this case variants of
 

such systems have in fact been emp'loyed in some countries, albeit 

without much success (Bird, 1984c). Once again, there seems to 

be no relief for t:,e hard-pressed tax administrator in clever 

design. In the end, the only way to administer a tax is, alas, 

to do so. 

A final, and the moz't popular, tax "gadget" is the tax
 

amnesty. Recently there 
 has been a revival of interest in this
 

shopworn device as a result of some apparent success in, of all
 

places, the United States. 
 On the whole, however, there seems
 

no reason to change the traditional view that this approach too
 

is a loser unless, of course, the new day really has dawned and
 

henceforth the tax in question 
 will be fiercely and strictly
 

administered. As Zweifel and Pommerehne (1985) have recently
 

shown, however, many of those who support amnesties are willing
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to dc sC, only if there is no subsequent tightening of 

administraticn. More importantly, history suggests that slich 

T ighttniJHj, seld-om follow. in any case and that those wh- miss out 

on one almn fsty can likely count on ,inother one in the future 

(49). For these reasons, tax amnesties will doubtless continue to-, 

be mo-re pDopular with puliticians than with tax analysts. 

Legal Framework. In cntrast to false ofthe hopes 

gadgetry, there is clearly much to be gained by ensuring that 

the basic legal structure of tax administration (Yudkin, 1973) 
is set out properly. This path too will not lad to Nirvana. In 

partIcular, while it is obviously important to have . correct,
 

and enforceable, set of sanctions (Oldman, 1965; 
 Gordon, 1987),
 

the notion that some .-.eem to 
 have derived rrom the the,rttical
 

ta:.: eVasion lit1ature that all that 
 is needed to deter evasion
 

is a crrrect penalty structure is simple fantasy (50). The one

of ga.me between a rational 
 tax evader and a two-instrument.
 

administration1 postulated 
 in this literature is too fair removed 

from the real world to provide much useful guidance to tax 

des'gners or officials. So 
 long as the probabilit.y of being 

caught is toclose zero, as is the probability of being
 

subjected to 
a severe penalty even 
 if one is caught, then even
 

within the framework of this model, there would seem to be 
little
 

penalty design can do to alleviate real-world problems. Why 
would anyone who can costless~y evade a 50 percent tax rate
 

hesitate to dodge one of 
30 or evei 10 percent? (51)
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Adapting the Tax Structure. As with earmarking and tax 

tarming, schedular taxation has long had a bad press, much of 

whi.ch ,J1J! btee well de:ervt-d. As in the other cwises rmtioned, 

however, whol esale c,:,ndemnation of the schedul.ir approach is by 

no,, means .Justified. The simple fact is that not only is the 

income taX in every developing country schedular in practice, but 

that the very nature of most such countries mieons that this 

outcome- is inevitable, no matter what the law may say (Re:ende, 

1976.; Oldcman and Bird, 1.977). It is not ruai Ly possible to apply 

a "glob L," income (or consumption) tax in the circumsntances of 

most eelopig c,_,untries. in reality, there are :,erhiaps four 

income taxes in most countries: (I) morea or less progressive 

tax impost,d through a withholding system on money wage income in 

the modern sector; (2) a set of more or less ineffective levies 

on the self-employed; (3) flAt-rate withholding taxes on certain 

forms of capital income; 
 and (4) a tax on the profits of large,
 

and especially foreign, business. 

The administrative case for a properly-designed set of 

presumptive taxes is especially strong in most developing 

countries (Bird, 1983). Obviously, such crude methods should 

not be applied in the more organized sector, from which most 

taxes 
are likely to be collected in any event (52) What can Lie
 

done, however, is to concentrate the scarce administrative skills
 

available in 
 most tax administrations 
- the "detective" skills 

needed to uncover accounting fraud, for example - on those firms, 

seldom more than a few hundred in number, from which most taxes 

http:schedul.ir
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are collected, whether in the form of corporate income taxes, 

withheld personal income taxes, or sales, excise anid payroill 
taxes;, rdither than dissipating them uselessly across vst s t. 

of noncompliant small and medium traders (Muten, 1981). This may 

not be fair, but it is reality. 

For similar reasons, the concurn often manifested with 

increasing the number of taxfilers may well be misconceived. 

Experience i n the Philippines with respect to both incoAlme and 

property wereta::es, for example, suggestz that most nonfilers 

too small to warrant the cost of tracking them down. In such 

cases, scarce adminisztrative resources should be concentrated on 

ensuring that the larger taxpayers, who are generally already on 

the rolls, comply fully with their fiscail oligations. In the 

case of the well-off and notoriously elusive "professional" 

cla.ss, whose noncompliance brings direct taxation into disrepute 

in so many countries (see, for example, Bahl and Murray, 1986, on 

Jamaica), the best approach, as with small traders and farmers, 

is to impose as stiff a presumptive system as can be implemented, 

with the better-trained officials being used to devise 
 and adapt
 

the standards 
rather than to deal directly with individual 

taxpayers (53). 

The moral of this story is of course not that there is no
 

place for an income (or other general direct.) tax in any
 

developing country. Indeed, it may even prove useful to package
 

the diverse set of levies described above in a single income tax
 

law (Oldman and Bird, 1977). The moral is simply that those who
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would design a better direct tax system for such countries should 

real ize that the economic and administrative real ities are 

usually such that what is really being, done is to design a 

sc!hedular tax. The tax analyst who approaches his task in this 

way is unlikely to make the same reform proposdls as cne who does 

not so take int_, -ccount the way the world works. 

In the income tax field, for example, the key to success is 

as ccrnprehensive wirhhclding system as possible supplemented by 

some sort of legally based presumptive assessment method on the 

"hard-to-tax" groups: both of these approaches will likely work 

best if rates are not too high or steeply progressive (Bird,
 

1982). In thu sales tax field, for many countries the best that
 

can be done is a physically- controlled excise system (Cnossen,
 

19U4), though some use of the value-added principle may at times 

be feasible and desirable to reduce cascading (Bird, 1985b). As
 

noted above with respect to Papua New Guinea, the many small,
 

open countries wi-th little do:iestic production and relatively low
 

tariffs on most items may achieve much the same results by simply
 

levying a uniform tariff on imports. As for wealth taxes, simple
 

flat-rate taxes on urban and rural property are perhaps all that
 

can be expected in all but the most advanced developing
 

countries (Bird,1974).
 

Conclusion
 
I 

The basic conclusion to which the preceding discussion leads 

is thus simply that those propo.sing tax reforms in developing 
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countries should both understand thoroughly the existing 

administration and assess realistically the possibility of rapid 

imprc)vtement. Since many tax reforms that have been proposed in 

deve loping countries would complicate rather than simpIify the 

work of tlready overloaded administrations, the failure to adopt 

or implement them su,'cessfully is not surprisilng. 

The only solution to this problem is to de:sign a -a: reform 

that will "work", that is, produce better results than the 

e:i<tang system with an a±,1inistration similar to that now in 

,lace. Complex schemes simply will not work in the conditions 

of most developing countries. Too often wou:id-be tax reform

mongers have been led astray in the futile search for the
 

perfect fiscal instrument in theoretical terms. The "perfect" in 

this sense, however, is too often the enemy of the "good" in the 

sense of a roughly acceptable tax system, that is, one which can 

be administered roughly and still produce acceptable results. 

The "brave new world" of tax reform sketched in this paper 

may not sound either very brave or very new, but it is the world 

in which most developing countries are found. Moreover, since 

those who would change the world must first understand it,
 

starting from such 
a basis appears to offer a better prospect of
 

attaining an acceptably fair, and generally efficient tax system
 

than the adoption of the latest up-to-date model of fiscal
 

perfection from the academic drawing board.
 
I 
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Table Parja Ne.j GJinea: sr,-.:tJre o ir, terral reverue selectedj years !e51-7 (eas per :er t oftr evethue ) 

1952 19t, 197. 19.5 1..0 19.5 	 T1. 

(est . ) 

Import duties 39.6 30.2 30.6 17.2 15.9 20.3 24.0
Export taxes 20.8 -J -J 6.1 2.8 2.6 2.2
 
Subtotal ' 80.4 30.2 0.6 .3 

Personal
 
income tax! nil 16.1 24.8 23.6 22.2 26.0 26.9Conpany tax: ni 14.8 14.8 40.8 32.0 21.0 19.5
 

Subtotal nil 0.9 ...39 6 . . Z ....S54.. ....Z;6 -.6-.4 

Excises! nil 
 2.0 10.8 1!.3 13.1 12.1 10.8
Other taxes 0.0 
 1.3 2.3 1.5 0.7 2.4 2.3
Subtotal 
 576 ......------...------ - ------ -- -----------------------

Total taxes
 
(excluding 60.4 67.1 83.3 
 94.3 86.7 84.3 8-5.4
BCL) (75.0) (70.1) (78.0) (76.9)
 

Non-tax revenue1 39.6 32.9 16.7 
 5.7 13.3 15.7 14.6TT- --- --- --- --

% of GOP n.a. 3.4 15.4 21.2 23.8 26.2 n.a. 

!There uere no export taxes 
from 1959 to 1975.
 

iThe personal and company income 
taxes uere introduced in 1959.
 
CThe figures shoun here fcr company income taxes include dividend uithholding taxes after 1971 as uelI as (l.from the ineral Resources stabilization Fund (uhich are therefore excluded from non-tax revenues). 
tThe first excise taxes uere introduced in 1952/53.
 

Non-tax rtvenues before 1971 are inflated by inclusion of public utility and postal 
revenues. 

Sou r: p: ~d - iAi 1 '1v --. 
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NOTES
 

(4) Professor of Economics, University of Toronto. The 

first draft of this paper was prepared while I was at the 

Urivtrsity of York, U.K. and this draft was prepared at Erasmus 

University Rc-tterdaw. I am grateful to both these institutions
 

for t.heir hospitality. 
 I am also grateful to the following for 

commert_ that have led to substantial changes and, I hope, 

improvements in this version, although of course none of those 

named art=! responsible for what I have done with their ideas: 

Sijbren Cnossen, Dennis Frampton, Malcolm Gillis, Charles McLure, 

Cedric Sandford, Carl Shoup, and Wayne Thirsk. 

(1) This paper was originally delivered in 1954 to the 

International Institute of Public Finance; it was subsequently 

reprinted in all three editions of Bird and Oldman 

(1964, 1967,1975).
 

(2) Naturally, there are exceptions to this assertion - as 

to most of the more sweeping generalizations made in this paper.
 

The early repcrt by Shoup (1959) on Venezuela, for example, paid
 

considerable attention 
 to administration (Surrey was a member of
 

the research team). 
 The later Musgrave reports on Colombia
 

(1971) and Bolivia (1981) typical in
are more confining their
 

concern with administration mainly 
to the vexed is:ue of the 
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"hard-to-tax" groups. Even more characteristic of much tax 

policy work is the view epitomized by KAldor (ld0) that 

ctdmiiinistr~tive deficiencies andcan m beust rectifit:j to permit 

desirable policy changes. Inl contrast, tht present pctper argues 

that as a rule such problems will persist for a loiig time to 

comle in most countries and that successful policy reform must 

take this reality into account. 

(3) Surprisingly few studies have been 
made of the actual 

functioning of tax administrations in developing countries. 

Much 91f the best. work by outside analysts is essentially non

qcantitative (Joint Tax Program, 196r; Wilkenftld, 1973; Radian, 

1960); the same is true of most of the better published country 

studies (India, 1960, 
 1969; Joint Legislative-Executive Tax
 

Commission, 1961), although there is at least one interesting 

exc-ption (Colombia, 1985). Most of the available literature is 

essentially -,rescript~ve (Public Administration Srvice, 1961; 

United Nations, 1967, 
 1968; Nowak, 2970; Kelley and Oldman,
 

197,). There appear to be almost 
no published empirical studies
 

in developing countries of many of the key administrative issues
 

touched on here: the costs and 
 beneFits of tax amnesties, the
 

costs of rate differentiation and exemptions under sales taxes,
 

administrative and compliance costs, the incidence dnd allucative 

effects of appeal procedures, the effects of revenue quotas and
 

incentive systems, the costs and benefits of refund systems, 

audit selection procedures, and so on. This research agenda 
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obvioutly requires systematic exploration if the propositions 

asserted in this paper are to be tested properly. For a useful 

beginning, see Yitshaj:i and Viknin ( 1987) 

(4) Despitu Lh1: t.xtn_-;is± references in this paper, it will 

be obvious to the careful reader both tnat this survey of a VA:. L. 

-ubject is selective an1d, more cortroversially perhaps, to some 

extent more impressionistic than bas,2cd on hard evidence. One 

rear .:,n for this state of affairs is merintioned in niore " above. 

In addition, it may be worth mentioning that every statement made 

can bi suj:,purted by reference at one and ofte.nto least several
 

examp:'les, although I do not think it appropriate to brinig, out f-or
 

pubi ic diisA I y rIhe numIrotus .imist c1nc,:.O ,: co-rrupt iCII 

incmpett-nce, !,)w morale, and - surprisingly common, Armimost 

tragic of all - able and willing administrators stirvt:d of the 

tools and support they need to do their job, that I have 

encountered over the last 25 years various parts ofin the world. 

In any case, the principal point of this is not topaper rec'ite 

tales of woe but rather tc, assert that tax policy designers have 

not, as a rule, taken these realities adequately into account in 

recommending tax reforms in developing countries.
 

(5) In the lon, run, of course, as Webber and Wildavsky 

(1986) have recently shown in detail, in an important sense the 

tax system of every country reflects its own political culture
 

(see also Hinrichs, 1966). 
 Since in many ways Papua New Guinea's 



42 
nascent political culture 
is unique, its tax system too, when
 
fully developud, may be unique in 
 some respects. At. 
least for 
tile next few decades, however, the argument thein text seems 

valid. 

(6) In addition, and probably more importantly, tne present 
scale and structure of 
 public expenditure needs 
to be curtailed 
(unless perhaps the revenues from several new mineral projects 
come in much more quickly than seems likely). These and many 
other matters are discussed in more detail in Bird (1987), from 

which the briefpresent account is abstracted. 

1 

(7) In particular, the consumption pattern of the 
(dimini.Ahj ng) expatriate population is much more import-intensive
 

than that of njitionals. In 1976-77, for example, 25% 
of all
 
imported final goods were consumed by expatriates, who 
 at that
 
time constituted less than 2% of the population (Baxter, 1982).
 

(8) The number 
of tax returns processed by the tax
 
departient fell 
from 115,818 in 
1980 to 10,581 in 1981. 
 These
 
figures, like 
 the others in this paragraph, are taken from Papua
 

New Guinea (various).
 

(9) Incidentally, both the equity and the efficiency 
of the
 
fortnightiy wage 
tax are suspect, as discussed in Bird 
(1987).
 



(10) The 1986 figures are based on an unpublished survey 

kindly made available by the Chief Collector of Taxes; the
 

eallier figures come from Papua New Guinea (1983). 

(11) Robson (1985), for example, expresses concern on this
 

score. in principle, 
 to avoid resource misallocation similar
 

taxes should be levied 
 on domestic equivalents. Given the
 

severely limitud administrative capacity, the abzenct, of an
 

industriai base, and 
 the relatively low and uniform tariff
 

structure, however, this danger is 
 much less imminent than in
 

many countries. This point - as well as why there' is no revenue 

potential in company taxes, excise duties, or sales taxes - is 

dicussed further in Bird (1987). 

(12) The assessment of the tax administration assistance
 

program in the 
text is based on discu';sions in both Australia and
 

Papua New Guinea (and reinforced by previous experience with 

similar projects in countries as different as Colombia and 

Egypt). 

(13) For an unusual assessment of development policy in
 

Papua New Guinea by a well-known economist which similarly
 

pinpzints administrative 
capacity as the binding constraint, see
 

(
Reddaway (1986).
 



415 

(14) For additional evidence, see Richipuan, 1984b; Archaya,
 

1985; Bahl and Murray, 1986; Virmani, 1987. An earlier survey
 

may be found in Herschel, 1978.
 

(15) As McLure (1982, p. 57) says, a tax advisor needs 

"... an appreciation of how the finest tax structure can be 

subverted by tax avoidance made possible by carelessly drafted 

statutes and regulations and especially by tax evasion
 

facilitated by poor tax administration." Almost every technical
 

assistance report 
 contains other instances of defective 

structural design and poor administrative implementation which 

result in substantial revenue losses. 

(16) The clearest instance of the judicial "perversion" of
 

a tax system of which I am aware is actually in a developed 

country (Australia, under the "Barwick" court in the late 1970s). 

Although it would be invidious to name ess-publicized names, it
 

is not difficult to tind similar instances in developing
 

countries of judges apparently bound and determined to find in
 

favour of taxpayers, or at,least those rich enough to wait out
 

the appeal process.
 

(17) Tax evasion also adds to the conventionally-estimated
 

excesP burden of taxation, as Yitzhaki (1986) demonstrates

although the significance of this finding is not. clear when the
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basic competitive conditions 
 assumed in making these estimates
 

are so obviously violated in 
most developing countries.
 

(18) Skinner and Slemrod 
 (1985), taking the Fe~dsttin view 
that old inequities are 
 in fact capitalized, argue that heavy
 
penalties on evaders will themselves violate horizontal equity. 
The conclusion that such penalties are inequitable seems 
unwarran ted. At. most, a case may be made for phasing ii. or 
signalling in advance the launching of an anti-evasion campaign 
to permit those in the wrong to regularize their affairs (for 

example, through an 
initial tax amnesty).
 

(19) In some instances, as Indiain and (formerly) in 
Indonesia, such favoritism was 
deliberate. 
Whether deliberate or
 
not, however, 
this outcome 
 also reflects the inability of the 
administration to tax smaller firms effectively.
 

(20) 
 This is a good description, for example, of the
 
situation in 
 Bolivia a decade 
 ago (Musgrave, 1981). In 1986,
 
however, Bolivia followed a quite
path different than that
 
proposed by the Musgrave 
mission, when 
 it abolished the income
 
tax and replaced it by a 
set of consumption and 
 asset taxes,
 

calling the 
 latter "presumed income" taxes 
(American Chamber of
 
Commerce, 1986). 
 Some aspects of this reform 
seem close to the
 
lines suggested in this 
 paper, although I have 
 no idea of how
 

(or if) it is actually functioning.
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(21) The best description of this process at its extreme
 

remains Hinrichs (1962). 
 To some extent, the alternative, minimuni 

taxes of some countries in francophone West Africa as well 
as
 

Colombia also 
 work in the direction:
same in Colombia in 1984, 

for examr-le, une-third of all companies were taxed on a 

presumptive basis and about 13 percent of company taxes were 

assessed on this basis. For two-thirds of those taxed on this 

basis, t-he presumption was based on net wealth and for the others 

on gross receipts. The new Bolivian tax mentioned in note 20 

above goes further, taxing ill companies at a rate of 2 percent 

on net assets at the end of the year. 

(22) This is the characterization of the Jamaican 

consumption tax that emerges from Cnossen (1984). Tanzi (1987)
 

has noted that most so-called "general" sales taxes in developing
 

countries amount 
 to little more than a levy on imports and a few
 

"excisables" and seldom cover 
more than 20% of domestic value

added. 

(23) While it would be invidious to name names, it may ne
 

of interest to 
 mention that each of the examples in this 

paragraph is drawn from personal experience. 

(24) A particularly interesting discussion 
 of this
 

interaction is Boyd (1986), who draws an analogy with the
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analysis of"predator-prey" relations. See also Mayshar (1986) 

who takes i, longer time perspective, referring to "a slow 

Darwinian process of mutation and adaption." 

(25) This characterization is 
 adapted from the reaction of 

the Australian Coamrissionrof Taxes to a critical report on his 

office by the Auditor-General, as reported in Australia (1986a, 

p,.64). It may be worth noting parenthetically that Australia

like rno.t developed countries - suffers from some of the 

administrative ills stressed here e.g. inability to utilize 

existing information effectively (Australia, 198bb, 1986c) and 

the lack of a satisfactory taxpayer identification system. Of
 

course, Australia also 
has a well-trained tax administration.
 

The most significant difterence from 
 the typical developing
 

country is that most taxes are collected through the agency of
 

large, well-organized, and basically trustworthy companies.
 

(26) Webber and Wildavsky (1986), p. 609. Or, as Witt
 

(1 9 8 7,p.140), puts it: "Efficient and inefficient tax systems are 

not the result of some kind of 'happy' coincidence but of social 

and political power constellations." 

(27) The slow course of administrative improvement may be
 

illustrated by referring to 
 three studies of Colombia over the
 

years (Caldwell, 1953; Bird, 1970; and McLure, 1982). There have
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clearly been 
 substantial improvements 
 in Colombian tax
 
administration over 
 these three decades, but progress has been
 
slow and episodic and there is still a very long 
way to go. See
 

also Colombia (1985). 

(2d) As Adam Smith put it: "In those corrupted governments 
where there is 
at least a 
general suspicion 
of much unnecessary
 
expence, and great misapplication of the public revenue, the laws
 
which guard it are little respected" (quoted in Skinner and 
2lemrod, 1985, p.353). 

(29) It is particularly 
clear that governments should not,
 
as some now dIo, burden even willing taxpayers with such 
unnecessary discomforts as the need to 
 stand in long queues to
 
file returns or pay taxes, needless requirements to submit 
numerous 
 copies of returns, and even charges for supp lying
 

returns in the first place. 

(30) Earmarking was traditionally employed more as 
 a means
 
of controlling the purposes to which tax collectors put the funds
 
they extracted 
 than as a means of encouraging taxpayers to
 
tolerate their exactions 
(Webber and Wildavsky, 1986), but it has
 
also been advocated at times in part for the latter 
reason. For
 
further discussion of this and most of the other points mentioned
 

in this paragraph, see Bird 
(1984b).
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(31) Tax advisers who 
have found themselves involved in 

interminable discussions 
on the fine points of income taxes which 

affect at most 1 percent of the population, while being unable to 
get anyone to listen to their concerns about the effects of some 

much more important tax on the other 99 percent, should 
understand this remark. On otherthe hand, even the most 

autocratic regimes are restrained in their exactions by the fear 
of revolt, either 
by the masses 
 or their more powerful
 

supporters.
 

(32) Webber and Wildavsky (1986) provide various examples 
of the various sayings to effect havethis that come down through 
the years, although they somehow manage to omit the famous 
remark, usually attributed to Colbert, about geese, feathers, and 

hissing. 

(33) Moreover, as Wedderspoon (1969,p.55) put 
 it: "It is a
 
question whether equity
truer 
 could not be achieved (and the
 
other consequences more realistically anticipated) 
 by an
 
instrument which was 
less zealously aimed at the abstract, which
 

was more closely oriented to the immediate capacity of available
 

administrative resources, and which paid greater attention to the
 

prevention and detection of fraud 
 - a 
factor which experience
 

shows can have greater relevance to equity than tax policy
 

itself." 

http:1969,p.55


5.1i
 
(34) A more promising approach is to establish what is in 

effect a tax
new administration, 
 for example, by contracting
 
collection of export taxes to 
 the central bank or some other 
"reliable" organization, or by creating a new quasi-independent 

revenue authori-Lcy (such as the Revenue Board in Jamaica). Such 
measures may be effective for a period, but over time badthu old 
ways ar..- Iil:ely to creep in again  except., of course, in the 
unlikely event that the underlying factors creating the problems 

in the first place have been corrected. 

(35) In a private communication, Siijbren Cnossen makes the 
inter'esting argument "...that tax administration should take a 
back seat in the modernization process. 
 Modern taxes, like the
 
income tax and a broad-based sales tax, are 
accounts-based taxes.
 
To enforce these taxes properly, tax departments need auditors.
 
But auditing skills hard
are to acquire and auditors are a scarce 
co mfodity. Even if auditors can be found they should probably 
be employed in roughly 
the following order: private sector,
 

public enterprises, 
 government expenditure programs -- before 
they are put to work in a tax department." 

(36) In Jamaica, for example, there have atbeen least 
seven attempts 
 to reform important aspects 
 of the public
 
administration 
since independence: 
 none has succeeded to any
 

noticeable extent. 
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(37) This brief history is based 
 largely on Webber and
 

Wildavsky (1986), 
 who trace this practice 
 back to Mesopotamia.
 

One example is the English customs, which was farmed until 1671,
 
and even later in Scotland (Carson, 1972): indeed, until well
 
into the 19th century many officials were still paid on 
 a fee
 

bas is. 

(38) Kaldor (1980, p.m) actually cites the Chinese example 

as one that should be emulated by India. 

(.9) 
This change in the fee basis obviously obviates 
some of
 
the worst problems with 
Itax farming. The basic problem with 
privatizing monopolies like revenue 
 collection, however, is to 
specify the terms of the contract, especially since the most.
 
economic methods (from the contractor's point of view) are 
unlik;ly to 
 be acceptable to modern governments. Indeed, if the
 
contract is adequately specified, 
 and compliance with it
 
sufficiently monitored, it would probably be as efficient for the 

government to do the job itself! 

(40) Sandford (1981) analyzes this aspect 
of VAT carefully.
 
See also Due 
(1987) who notes that a number of European countries
 
allow small sales taxpayers to retain some 
of the tax 
 tor their
 

trouble.
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(41) This description is 
 in part 
 based on Indonesian
 

practice in the early 1980s. 
(Until 1971, an explicit bonus was
 

paid to 
those exceeding collection targets.)
 

(42) In case ofthe Indonesia, for example, targetting mdy
 

be condemned as 
 arbitrary, inequitable, 
 and discouraging
 
administrative effort. Alternatively, it may be accepted as
 

conforming to local standards of fairness and administrative 
probity while providing a modicum of oversight and not affecting
 
administrative effort adversely (since close exa-mination 
suggsted that the effort tended to establish the ta:,gets, rather 

than vice versa). 

(43) Such devices may in practice often hinder the honest
 
more than they deter the unworthy. A classic example is the 
Contraloria system in some Latin American countries (Bird, 

1982a). 

(44) A good example is the development in the British
 
Customs service (Carson, 1972) of the "triangular control" system 

is often recommended for
 

- valuation, collection, and checking - which is still in use in 

much of the world. For similar reasons, the separation of 
assessmext and collection functions 

other taxes.
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(45) Even in developed countries, "provisions which rely 

unduly on administrative discretion risk being applied 
arbitrarily, unfairly and selectively" (Ireland, 1985, p.55). 

(46) Such suL'emes are actually employed to various extents 
in some Latin Ame'rican countries, Turkey, and Taiwan. 

(4-7 ) Similar problems are unknown
not in developed
 

countries: witness the recent condemnation in Australia (1986b)
 
of the collection 
of useless 
 (arid unused) information in the
 

"naive belief" that it will ensure compliance. 

(48) Interestingly, while it is clearly possible in
 
principie to develop an "optimal" audit system (Balachandran ind 
Schaefer, 1980), 
in practice it appears that the most rewarding 
way to proceed is still the old method of "leads and experience" 

(Due, 1985).
 

(4}9) In fact, it 
 might even be suggested that to the
 
extent an amnesty successfully increases revenues, it often tends
 
to reduce administrative efforts! As no comprehensive analysis 
of tax amnesties in developing countries appears to be available 
(but see Pepper, 1966), this conclusion is necessarily based on 
limited personal 
 experience: particularly in the Philippines and 

Colombia. 
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(50) The theoretical literature 
has now become so large
 
that all that can be done 
 here is to note that it started with
 
papers by Allingham and Sandmo (1972) and has since grown lik 
wildfire. 
For three useful summaries by the 
IMF's Fiscal Affairs
 

Department, see Sisson 
(1981), Richupan (1984c), 
 and Mansfield 

(1987). As Mansfield (1987) notes, the basic problem with the
 

theoretical literature is 
that. for the 
most part it ignores the 

constraints that permit the system to function at all.
 

(52.) For a formal argument suggesting that evasion is 

basically independent of the tax rate, see Yitzhaki (198C).
 

(52) But note 
 the ease of Bolivia (American Chamber of
 

Commerce, 1986). 

(53) That i:, what is proposed is a presumptive rather 
than a forfait (negotiated) system : for further discussion, see 
Tanzi and Casanegra (1987); Morag (1957); Lapidoth (1977). 
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