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ABSTRACT
TAX CHANGES BEFORE TAX POLICIES: SRI LANKA 1975-1688

This study examines the changes in tax policies that occurred in Sri
Lanka after the change in Government in 1977. These policies are
evaluated in the context of the major reforms that were carried out on
most aspects of rthe economy. These fundamental reforms have experienced
significant success in terms of economic growth and employment. The
numerous tax incentives and tax holidays initially weakened the income
tax system, but significant progress was made with regard to indirect
taxation for both domestic and traded goods. After a nuaber of years of
consistent economic management, steps have been taken to apply more
economically oriented tax policies to strengthen and rationalize the tax
system. One result of these changes is that the administration cost of
the tax system in terms of revenue collected has bteen reduced by about 50

percent.
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TAX CHANGES BEFORE TAX POLICIES:

SRI LANKA 1975-1988

I. INTRODUCTION

The year 1977 was a major turning point in the modern economic histnry
of Sri Lanka. In that year a new government assumed office and challenged
the basic assumption on which economic policy had been made over the previous
two decades. The result was a series of major policy changes in ten areas of
the economy including:

a. The adoption of a realistic exchange rate.

b. The liberalization of foreign exchange markets.

c. A shift from quantitative restrictions on imports to tariffs as a means of
protecting domestic industry.

d. The lifting of price controls.

e. Relaxation of interest rate controls to enccurage greater savings.

f. Shift from consumer subsidies to producer incentives.

g. Creation of favorable business climate for fcreign invesiment.

h. Removal of excessive administrative controls over investment.

i. Creation of tax incentives for investments i1 real assets and for export

sectors.

j. Special tax incentives and technical assistance for small business.!

The objectives of these economic policy changes were to promote rapid
economic growth, create employment and rationalize the economy. A clear
shift was made in economic management from the highly interventionist

policies of governments of the previous decade to a much greater reliance on



the private sector and the use of market forces to guide the allocation of
resources.?

At the time these policy changes were badly needed and, with a few
exceptions, have generally been effective. The tax system in 1977 was a
prime example of where two decades »f misguided tax policies fueled by
interventionist tendencies can lead a country. While the economic philosophy
of the Government changed dramatically and many tax changes have been made,
evidence of the existence of sound tax policies is just beginning tc emerge.
The basic approach has been one of using the income tax system as a political
rather than a fiscal tool, with an inccntive tor almost every interest group,
while relying on poorly designed indirect tax system to raise revenues for

the public sector.

II. THE TAX SYSTEM IN 1977

Tha Sri Lankan tax system in l9f7 contained seven categories of taxes:
an income tax system that contained both a corporate as well as a personal
income tax; a wealth tax; a business turnover tax; a set of excise raxes; a
set of import duties; a set of oxport taxes; and, sales of Foreign Exchange
Entitlement Certificates (FEEC).

This tax system was typical of that found in a highly regulated economy.
It was very interventionist with high and differential tax rates, while being
largely ineffective as a system for raising revenue.

From Table 1 we find that from 197! to 1977 the combined personal and
corporate income taxes were in the order of 20 percent of total tax revenue,

with wealth taxes amounting to about another 2 percent of tax revenues. The



business turnover tax and excise taxes generated about 15 and 24 percent of
total tax revenues, respecfﬁvely.

Because of the heavy reliance on quantitative import controls to ration
the use of foreign exchange, the average revenue yield from import duties was
relatively small. They amounted to about 9 percent of total revenues, while
export duties averaged about | percent. These taxes greatly underestimate
the total taxes on the export sector because of the highly overvalued
exchange rate. From the sale of the rights to use foreign exchange (FEECs)
the government obtained additional funds equal to about 19 percent of total

revenues.

Income taxes

The basic structure of the corporate income tax system in 1977 was a 60
percent rate of tax on taxabie income of resident and non-resident companies.
In addition, resident companies were required to pay a dividends diétribucion
tax of 33-1/3 percent. Non-resident companies were required to pay an
additional 6 percent of taxable income in lieu of Estate duty and also a tax
of 33-1/3 percent on dividends remitted ahroad.?

Offsetting this seemingly harsh corporate tax system, was a set of tax
incentives that allowed for immediate expensing of a major portion of new
investments. The prooortion that could be deducted immediately from taxable
income ranged from 50 percent for assets with long lives to 80 percent for
assets with short lives. In addition, five year tax holidays were given for
a wide range of activities including industrial undertakings employing more
than 25 people, activities engaged in the export of goods and services, deep

sea fishing enterprises, tourist hotels, and paddy milling. Given the
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difficulty of defining what was a "new" activity, there was plenty of room
for creative tax avoidance activities.

The personal income tax had characteristics similar to that of the
company income tax. Until 1979 the taxable unit was the family. The incomes
of children under the age of 25 and that of the spouse were aggrepgated with
that of the head of the family. 1In the early 1970s there were 13 tax
brackets, with the top income bracket facing a marg.nal tax rate of 75
percent.* The size of tax brackets and rates were changed almost annually,
dropping to l! tax brackets with a top tax rate of 50 percent in 1976, but
then increasing to l4 brackets with a top tax rate of 70 percent in 1976.°%

There were a number of tax incentives, including the exemption of
dividends arising from companies enjoying tax holidays, and for interest
(subject to limits) received from the Ceylon Savings Bank, the Ceylon Post
Office Savings Bank and the National Savings Bank. In brief, declared
taxable income was taxed at very high rates, but the opporéunities for tax

avoidance were abundant.

The Wealth Tax

The wealth tax was introduced in 1959 with the objective of increasing
the degree of progressivity of the tax system. Like other wealth taxes in
developing countries, it has not been effective either as a revenue producer
or as an instrument to bring about a better distribution of income. But
unlike many such wealth taxes in deveioped and developing countries, it has
not been abolished.

It is applicable to both the movable and immovable property of resident

and non-resident companies in Sri Lanka. In addition to a basic deduction,



TABLE
Tax Revenue (1974 - 1977)
(percentage composition) (Rs MIllion)

1971 1972 1973 1974 1978 1976 1977
Y P TR [seeennnan [eres R R R P E Ty PP T Py PR PP PP TS PEP P PPy
| 1 |Taxes on Income & Profit | 9.9 | 7.7 | 2v.7 | 153 | 18,6 | 20.é | 17.3 |
| Corporate | - .- | 4.1 ] 104 | 12,4 | 14,9 | 2.0 |
| Personal [ == . = ] T | 69 | 62 | S5 [ 5.3 |
[eea]ermennncencaces T D R LX LI LT T R LY PR PPPPINY PR Jorennnane EEETRT TRy PRPRPPPPSY|
| 2 |Taxes on Property and | ] | | | | | |
[ Proparty Transfer a2 | a3 | 2.4 | 1.8 ] 23 | 1.9 | 2.0 |
[ome]menennncaannans Creseetenranaan froonmnnne [eneaoanne [+eecesnen]recccnnne]oncnacnas]ressscnes|ocnconnnnj
| 3 |Taxes on Goods and Services | 37,6 | 42.5 | 38.9 | 36.9 | 38.1 | 37.7 | 40.0 |
I Busfness Turnover Tax | 146 | 15.4 | 16,6 | 154 | 156 | 155 | 1.2 |
| | Liquor |76 | 1006 | 77 | 5.5 | 5.0 | & | & ]
| Tobacco I 1 [ 122 ] 108 | 9 | 111 | 98 | 0.9 |
I Tea w7 ] LT | 12 | 4 | 40 | 6.0 | 10.6 |
| Other |27 | a7 | a7 | a3 | 24 | o2 | 19 |
T ERET LTS PR R R R Y EE TR LT RY EYPYYPPTPY FPPPPPI
| 4 |Taxes On Imports b o126 | 100 | &9 | T | 8 | 10.4 | 9.6 |
[=e]omen-- AR Y LTy P T PPy PR PO PEY PPETY PPPPY POPPPYPITY PRPPPPURUN PRI i
| 5 |Taxes on Export 19 | 9 | 120 | 169 | 104 | 9.2 | 114 |
| Tea [ 7.3 | 64 | 53 | &0 | &3 | 3.6 | &9 |
| Rubber [ 0.6 | 0.4 | &5 | T3 | %4 | 4k | &9 |
[ Coconut [ 28 | 1y | 10 | 41 | 1.6 | 01 | 0.5 |
| Other |16 | 12 | N2 | v |t L] 2|
R R [reeveenen [=eeeenene [<eenvoene EEETEET foeeeenens [eeenmnnnn [+eeeeen-- |
| 6 |FEEC | 152 | 183 | a2 ) 221 | 225 | 204 | 19.7 |
[ooefennmnemenieneateaaacanaaann. Joeeeeennn [seaennnes [memennna- [oemnnaees Joneonenan RECEEEEE PEPPPIPPY
| ? |Totel Tax Revenue | 100.0 ! 1t00.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 |
[+« ]evenrrercnanareanaaaaaanann, Jroamaronn [reennnnnn [-eennnnn- [seeennnes [oeeeacnan [+emannnan foeenannes I
| 8 |Tax Revanue as % of Total | i | ] | | | |
| Curront Ravenue | 8.0 | 87.2 | 89.2 | 9.6 | 9.1 | 89.6 | 83.9 |
'.--I----..-a-..... ................ I ......... l ......... I nnnnnnnnn ' .......... I ......... I ......... ' .......... I

Note: rotals may not add up because of rounding
Source: Contral Bank of Br{ Lanks



there are further deductions for a house, furniture, jewelry, and an
automobile. The asset values that make up the base of the tax have been
frozen at their 1977 levels. This provision, along with generous
opportunities for tax avoidance and evasion, has resulted in a steady decline

in the importance of this tax.

The Business Turnover Tax

The business turnover tax (BTT) was originally introduced in 1964. It
is a multi-stage sales tax that is applied to gross quarterly receipts from
sales at all stages of production and distribution. When it was initially
implemented it was highly cascading, but measures to permit tax credits on
purchases of current inputs have reduced this characteristic of the tax. It
has always had several rates of tax depending on the commodity and stage of
distribution. In 1977 there were six rates of tax ranging from | to 35

percent.

Selected Sales and Excise Taxes

These taxes have been traditionally on alcoholic beverages, tobacco, tea
and coconut oil. Except when the price of tea has been extraordinarily high,
the bulk of the reverues have been obtained from tobacco and alcohalic
beverages. The application of these taxes and their role in the fiscal
system has been fairly consistent for the entire period of the 1970s and

1980s.



Import Tariffs and FEECs

Until 1977 foreign exchange controls were pervasive. Although tariff
rates were high, the principal device for rationing the available foreign
exchange were quantitative controls and the sale of Foreign Exchange
Entitlement Certificates (FEECs). The FEECs raised quite a large amount of
revenue, but a large proportion of this amount had to be turned over to
producers in order for them to be willing to produce for the export market.
Due to the stagnation of the economy, and in particular the exporting
sectors, there was not much foreign exchange available. As a result, the

growth in imports and tariff revenues was small.

Export Taxes

Export taxes on tea, rubber and coconut have been traditional features
of the Sri Lankan tax system. Furthermore, the Government's nationalization
policies during the early 1970s ensured that these once dynamic sectors would
stagnate and experience disinvestment. The combination of an overwvalued
exchange rate, export taxation and incompetent economic policies during this
period have inflicted damage on these agriculture export crops that has not

been rectified to date.

II. TAX CHANGES 1978-1987

Taxes on Trade

In the years immediately following the change in government in 1977
there have been dozens of tax changes that have shifted the fiscal system
further away from direct taxes toward indirect taxation. The first step was

taken following the devaluation in 1978, when large expu.t taxes were imposed



on tea and rubber to capture most of the short-run gains that would have
accrued to these sectors from the devaluation. Between 1977 and 1978 the
proportion of total tax revenues raised by export taxes (Table 2) rose from
1l1.4 to 40.8 percent. Since that time the reliance on export taxes has
gradually decreased to the point where they are now less important than they
were in 1977.

Since the removal of exchange controls and the reduction in the use of
quantitative controls to restrain imports, the tariff system has become a
much more important source of tax revenue. From table 2 we find that since
1979 tariffs have consistently provided more than 20 percent of total tax
revenues to the government.

The Presidential Tariff Commission (PTC) that was set up in 1977 has
played a very positive rnle in rationalizing the tariff system over time. In
particular, the recommendations that were implemented in 1985 went a long way
towards reducing the level and degree of dispersion of the effective rates of
protection given to domestic producers of import substitutes.

While the overall levels of effective protection are quite high, their
trend (and recommendations of the PTC) have been fairly consistent at moving
the tariff system toward a more rational allocation of resources betveen the
production of import substitutes and the other sectors of the economy. The
proposals made in the 1988 budget are consistent with this trend. In it the
Minister proposed to reduce all import duties that were above 60 percent to

60 percent,



TABLE 2
Tax Reverus (1978 - 1985)
(percentege compoaition) (Rs Mitlion)

Joun]emmenes cemeresetcaneceeiennes [sennmnns [-emmnman sonmnmnns [sesmnnnen [«oerananafannannens [--emanaes fernenes-e [eecaenens
| 1 {Taxes on Income & Protit | 10.6 | 122 | 167 ] %4 | 190 | 163 | 184 | 9.4 | 153

| |  Corporsta | 6% | 87 | 137 | f03 | 138 | 120 | 125 | 5.2 | 105
| | Parsonal | 3.2 | 35 | 30 | &0 | 52 | &3 | 5.9 | 42 | 48
|---| ----------- etduveeconsunrenany I ......... l ......... | --------- I--...---.I --------- l --------- | --------- I---noo-u-l ---------
| 2 |Taxes on Property wd | | | | | | | | |

| |  Proparty Tranefer | 4% | 1.3 | 21 | 20 | 21 | 19 | 15 ] vy |20
[ R ceeremn|emmnnan. [eneerennn]enness O P Jossnonanamnmnaneen [oeenemenn Joeeennane [emencnene
| 3 |Taxes on Goods end Services | 29.9 | 2.8 | 8.8 | 3.9 | 420 | .7 | 473 | M4 | 7.2

[ |  sustnoes Turnover Tax | 10.6 | 10.7 | 134 | 199 | 263 | 304 | 73 | Bé | R.2

| | Liquer [ 53 | &5 | %5 | 56 | 52 | &2 | 34 | 39 |

| Tobaceo | 23 | 72 | 80 | 79 | 85 | 69 | 108 | 6.9 |= 14,1

[ | Te | &9 | 20 | 08 | 06 | 1.0 | &5 | 07 | 33_|

| | oOther | 2.0 | &6 | 14 | 12 | 10 | 10 | oy | ¢&& | .9
Jore|mmenn teseresananseaniasananns |-emenmnas [esmmmmnns |-eesne ceserananas [-seseonmafannnnnnce Joemmnen [orranannn [oemnnnnne
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oer|mananmemenenrane e aaane foueeee cne|eamenaens [sanssmmnnfemsans conferamances onenenane [ereemnens [ensenaeee [ormmanans
| § |Taxes on txpart | 4.8 | 6 | B | 220 | 161 | M | 06 | 66 | 9.2
P Tea | 2.8 | 2.4 | B4 | W2 | 94 | &2 | 8.9 | 4.0 | 3.4
| ] Rubber | 9.6 | M1 | M4 | 100 | 49 | &1 | 34 | 12 | 10
| Coconut | %3 | 30 | w7 | w7 o) % | w2 | 10 | 10 | o.8
| |  Other | 1.0 | 09 | 1.0 | 10 | 06 | 04 | 03 | 03 | 0.0
Ty EERERPRRTE D Jonenmenen [eneee B [oamenaann [emnnveens [nenneene- |-=mmennes |-eenesens|rannnacs
| 6 |FeEC | %2 | | l I l | | I
fome[evene cteesmemnnesaaseneenresas [onmmeeees [onenmnnan [seaenemnn]mmncans co|ommmnanes [ommmanns [one- cees|erananans [aeene cane
| 7 [Total Tax Revarue | 100.0 | 100.0 | 100.0 | 100,0 | 100.6 | 100.0 | 100.0 | 100,0 | 104.0
[=eefrmmmemesmonmmenannaenes covas]emnnenne- [oenmnnan Jeorsowane|mnnan D [-enenenan [eeesonmna|emananan- [orserunes
| 8 |Tax Reverue ae X of Total | | | | | ] | | |

| | curren: Revenue | $3.3 | 97 | %3 | 930 | %28 | w5 | &8 | 873 | m.2
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Hote: Totals may not add up becsuse of roundinrg
gource: Central Bonk of Sri Lanka



Income and Wealth Taxation

Accompanying the very positive set of economic reforms in 1978 that
removed many of the controls on international trade and other areas of the
market economy, the government started a process whereby almost every
conceivable form of tax incentive has been introduced into the company and
personal income tax systems. In the case of company taxation, a 100 percent
investment deduction was given for expenditures on assets in housing and
hotel development, and for various capital expenditures on new plant,
equipment and furnishings. These 100 percent deductions were withdrawn in
1983, but very generous accelerated depreciation allowances are still given
for selected capital expenditures.

Tax holidays have been the preferred brand of tax incentive. If
approval was granted before March 31, 1983, a five year tax holiday is
granted for the development of hotels. If it is a quoted public company, the
tax holiday can be extended to ten years. A ten year tax holiday is also
given to any new company engaged in property development so long as it
becomes a quoted public company two years after starting business. Tax
holidays are also available for new industrial activities including agro-
business, animal husbandry, and off-shore or deep-sea fishing. Companies
producing exports are completely tax exempt for the first 5 years and 50
percent of their income is tax exempt for an additional 5 years. Even with
substantial tariff protection, new enterprises engaged in import substitution
activities are given a five year tax holiday.

As many of these tax holidays are given for approved rather than actual
operating businesses, there are many approved, but not yet built, projects

that will be eligible for tax holidays in the future. The impact on the

10



corporate income tax revenues has been quite substantial. Although the

amount of activity undertaken by the private sector has increased

dramatically since 1977, the share of tax revenues from the company income
i

tax has by the mid-1980s only reached when it was during the mid-1970s.

Since the early 1970s the company income tax law has also given
preferential treatment to small business. In this case the tax rates start
at 20 percent on the Rs. 50,000 of taxable income, and increasing 10
percentage points on each additional Rs. 100,000 of taxable income until it
reaches 50 percent.® The same rate of advanced company tax applies to the
dividends of small business companies as large business.

In 1979 the government took a positive tax policy step by reducing its
rate of company tax from 60 to 50 percent and reducing its dividend
withholding tax from 33-1/3 to 20 percent. At the time, this rate reduction
brought the Sri Lankan company tax system in line with the tax rates of many
other developing and developed countries. Since then, it has not attempted
to follow the tax policies of a great many countries engaged in tax reform by
reducing its company tax rates further while simultaneously eliminating tax
incentives.

In the 1988 Budget it is proposed to increase the degree of integration
of the corporate and personal income tax systems. This is to be done by
allowing the advance company tax on dividends to be available to offset
company income tax due, and to give a tax credit to individual taxpayers who
receive dividends equal to 50 percent of the value of the dividends.

The personal income tax system has never been a very effective fiscal
tool in Sri Lanka. At the present time less than 4 percent of total tax

revenues are raised from this tax. As it is unlikely that the personal
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Table 3
Finencing of Govermmant Capital Expenditure 1973-35
(parcentege of GDP at curront market price)

1973 197% 1980 1081 158 1943 1904 iom-a4

Capital Expenditure 12.8 14.8 18.6 13.8 16.2 3.0 12.8 14.7
Ameng which fimancod by

Government savings -1.3 0.4 -3.6 -1.8 1.4 Q. 1.9 0.5
Forafgn grants 1.5 2.6 4.0 3.2 3.4 2.8 2.2 2.3
Foreign project loans 3.5 1.3 1.5 2.3 3.0 4,0 4.2 2.8
Foreign commodity loans 2.4 2.1 1.6 1.4 1.0 0.8 0.4 1.4
Foreign other loans 1.8 1.1 2.4 1.5 0.8 0.4 0.4 1.2
Domeot {c ran-market borrowing 1.8 1.4 2.1 1.9 0.8 0.4 0.4 1.4
Domestic market borrowing 0.7 7 -0.7 0.4 1.7 1.8 0.3 0.9
Monetary expansion 3.8 4.4 1.4 1.7 4.0 L 3.4 3.4

Note : Repayment of public debt i excluded

Sourca: Cantrsl Bank of Sri{ Lanks

12



income tax can ever be an effective fiscal instrument in a country with as
low a per capita income as Sri Lanka, a number of the measures taken since
1977 can be viewed positively. First, adjustments were made in the structure
of the basic personal deduction t»> eliminate low income taxpavers from the
tax net. Second, since 1980 steps have been taken to lower the top marginal
tax rates, first to 55 percent, and in 1986 and 1988 to 50 and 40 percent,
respectively. The basic exemption has also been increased to about 2.5 times
the per rapica income. The net result is that only about 200,000 people
either file tax returns or come under the PAYE system,

While the basic rate structure and personal deductions are realistic,
the personal income tax still suffers from the same kind of wide array of
deductions and exemptions that is characteristic of Sri Lanka's company tax.
For example, the wages of all public servants are exempt from taxation.
Although many of the public servants earn incomes of less than the basic
deduction, it also means that those with substantial income from other
outside sources also enjoy lower tax rates on that income. In a move that
facilitated income splitting among members of a fgmily, the law was changed
in 1979 to tax personal income on an individual rather than on a family
basis.

The ability of a taxpayer to avoid paying significant personal income
taxes is enhanced by a wide range of possible deductions. For example, the
first Ps. 12,000 of dividends are exempt from personal taxation, as is the
first Rs. 2,000 or 1/3 (whichever is larger) of interest income from National
Savings Certificates. For administrative reason s, most other interest
income avoids taxation. Rental income from houses is largely exempt.

Capital gains realized on the sale of quoted public companies is exempt from

13



tax, as is 75 percent of the capital gains from the sale of houses. One is
also able to deduct a wide range of expenditures from taxable income
including the purchase of selected ordinary shares, expenditure for the
construction and lease of houses, insurance premiums, mortgage interest for
houses, pension fund contributions, and the expenditure on the overseas
education of a child.’

Positive steps have been taken over the past 10 years to introduce a
more realistic rate structure in the company and personal income tax systems.
In tax policy terms, however, these tax systems are still extremely weak.
Unless steps are taken to reduce the rates of company tax further and to
systematically broaden “he tax bases of these taxes by the elimination of tax
holidays, exemptions, and excessive deductions, they will primarily serve to
misallocate resources rather than to obtain financial revenues for the public
sector.

While the wealth tax could be classified as a "nuisance tax" with a tax
yield of about 1 percent of tax revenues, it has been retained to the
present. By fixing asset values at their 1977 levels, this tax will continue
to decline in significance and should become a candidate for elimination in

the not-too-distant future.

Business Turnover Tax

In the evolutionary process f tax policy formation in Sri Lanka over
the last ten years, it is the indirect tax system that has experienced the
greatest advances. MNot only have steps been taken to rationalize the
indirect taxes on exports and imports, but the business turnover tax (BTT)

has been developed as a central fiscal instrument. 1In 1978 it generated only

14



Table 4

Ccaparison of Administration Costs to Tax Collections

Incoma tax, business turnover tax, wealth tax

Financial Year Percentage
1973 0.90
1974 1.05
1975 1.06
1976 1.02
Averuge 1973-1976 1.00
1977 n.a.
1378 0.82
1979 6.82
1980 | n.a.
1981 6.50
1982 0.47
1983 0.40
1984 0.28
1985 0.33
Avaraga 1978-1985 0.52

Source: Administration Reports of the Commissioner Genaral of

Inland Revenue, Colombo, Sri Lanka, 1973 to 19885,

15



about 10 percent of total tax revenues, but at present, more thar 30 percent
of total revenues are raised by this tax. Over time, the range of goods and
services subject to the BTT has been greatly broadened and the rates of tax
increased.

The administrative costs of the tax are quite low, at less than 0.4
percent of total revenues. It is far, however, from being a neutral tax.
Prior to 1988, there were 10 different rates ranging from 3 to 20 percent on
manufacturing enterprises and importers. A tax rate of 1 percent is applied
to wholesalers and retailers, and many services are taxed at rates of 1, 3,
and 5 percent, deperding on the item. In the most recent Budget, there has
been a partial rationalization of the turnover tax by reducing the number of
rates to 4 categories for commodities and to J rate bands for services.

Although the B1T is a tax on the gross quarterly receipts from sales, it
has some features of a value added tax. There is a credit mechanism that
allows manufacturers to deduct the tax they have paid on inputs from the
taxes that are payable on their sales. At all other stages the tax is
cascading, and in addition, capital assets are subject to tax. As a result,
the effective rates of tax on value added across industries vary greatly. It
has been estimated (prior to the 1988 Budget proposals) that the effective
rates of taxation on the value added of an industry range all the way from
the 30 to 50 percent range on metal products, chemicals, and paper products
to the | to 2 percent range on such items as textiles, construction and
transport.?

In the context of indirect taxation in developing countries, the BTT has
the important featurz of being broad based. It is almost unheard of even in

developed countries to have a sales tax that covers the basic food

16



necescities such as fish, rice, flour, and salt at a 5 percent rate. With
this basic policy feature in place it should be a relatively easy task to
bring about a greater uniformity in the rate structure and the extension of
the credit for taxes paid on capital inputs. If it was thought to be
important to have higher tax rates on some items, then a uniform set of
excise or luxury taxes could be fairly easily imposed on these objects in

addition to the basic rate of BTT tax.

III. PROCESS AND RESULTS OF ECONOMIC REFORMS

The series of economic reforms undertaken by the Sri Lankan Government
from 1977 have made a major change in the direction of economic activity in
the economy. Over a period of about three years not only were the foreign
exchange markets and prices largely decontrolled, but the widespread
consumption subsidies were eliminated.

At the zame time, gross capital formation increased dramatically as a
percentage of gross domestic product. In 1976 and 1977 this gross capital
formation averaged 14.5 percent of GDP, while for the period from 1978 to
1682 it averaged 28.9 percent. Even in the next two years at the beginning
of the period of serious communal conflict, this ratio still averaged 27.5

percent.?

Role of Foraign Assistance

Throughout this period Sri Lanka has received a tremendous amount of
support from both the bilateral and multilateral aid agencies. From Table 3
we see .hat Government capital expenditure amounted to l4.7 percent of GDP

over the period from 1978 to 1984. Over this period about 38 percent of
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these investment expernditures were fipanced by foreign grants and foreign
project loans. 1In total, foreign assistance and loans financed about 56
percent of all government capital formation, or an amount equal to 8.2
percent of GDP.

With this degree of foreign financing (with very favorable terms) the
Government was not required to use the tax system to motilize resources for
the public sector to the same degree as it would have had to if it were not
the recipient of this massive amount of foreign assistance. This situation
cannot be expected to last for an extended period of time, hence, the recent
rationalization of the tax system is necessary if a greater reliance will
have to placed in the future on the mobilization of domestic resources to
finance development expenditures.

Technical assistance via the international aid agencies has played an
important role assisting in the analysis of policy optiors in the fiscal
area. In the case of taxes and regulations affecting international trade a
number of major studies have been sponsored by the World Bank and other
agencies. On domestic tax policy, a series of mission reports made by the
IMF and the World Bank have addressed the tax structure and administration
issues on a regular basis. At no time has there been a formal tax reform
study undertaken. Perhaps the economic policy makers in Sri Lanka learned an
important lesson from their previous high profilg tax reform effort in the
1950s. That partial reform was famous for having been done by Nicholas
Kaldor, and for having most of the implemented tax policies abolished within
5 years.!®

Over the past decade the business community, both small and large

businesses alike, have had a very large influence in the formulation of
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company and personal income tax policies. After being the focus of
government regulation and nationalization for the previous decade, it was
felt that the private sector needed maximum encouragement from the tax system
in order to build business confidence and the desire to make long term
investments. This was reflected in the outpouring of tax incentives and tax
holidays. On the other hand, the international assistance agencies have been
consistently encouraging the development of a strong domestic tax system that
would be capable of mobilizing domestic resources. Recent budgets seem to
indicate that the Government is adjusting its position with respect to direct
taxation to recognize that many of the tax incentives were counterproductive
and that a system with fewer distortions might be better for both the

business community and the Treasury.

Impact on Revenues and Administration

From 1971 to 1977 Government tax revenues as a percentage of GNP
averaged 16.2 percent, with a slight downward trend to 15.0 percent in 1977.
Since 1978 this variable has averaged 19.2 percent. If the values for 1978
and 1979 are removed because of the high values for export taxes during those
years, the ratio becomes 1£.0 percent.'! From these aggregate statistics it
would appear that the changes in the structure of taxation increased the
performance of the system by about 20 percent or 3 percentage points of GNP.
With the changes that have recently been introduced to simplify the structure
of the BTT and remove some of the tax preferences from the income tax, the
performance of the tax system may be further enhanced.

By international standards, Sri Lanka has a fairly efficient tax

administration, although at the present time it has fallen behind in its
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development of computerized information systems. In this context it is
surprising to see the significant drop in the administration costs of the tax
system that followed the deregulation of the economy in 1978 and the shift of
the tax system away from income tax and toward the buziness turnover tax.

In Table 4 we examine the administrative costs of the Inland Revenue
Department from 1973 to 1985. This department administers the income tax,
the business turnover tax, the wealth tax and other ad hoc levies. 1In this
table the administrative costs are expressed as a percentage of the tax
revenue collected. From 1973 to 1976 the administrative costs averaged about
1.0 percent of tax revenues, but from 1978 to 1985 they averaged only 0.52
percent of tax collection. Furthermore, the trend has been clearly downward
with the costs of administration for these taxes from 1982 to 1985 only
amounting to 0.37 of tax collections.

This is a clear indication of the relative administrative efficiency of
the use of a BTT as compared to an income tax in the context of a developing
country. In these calculations of administrative cost, we have not been able
to estimate the relative costs of tax compliance. Yet the compliance costs
of income taxes are generally much higher than indirect taxes where the
determination of the tax base is relatively easy. If this holds for Sri
Lanka, administrative and compliance costs probably have fal :n by an even

greater amount since 1978 than is indicated by the estimates in Table 4.

Impact on Economic Growth

Another important objective of the economic reforms was to facilitate
economic growth. Although the various tax incentives introducad from 1978 to

1985 were motivated by considerations of accelerating economic growth, it is
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difficult to assess the incremental contribution they made as compared to the
other fundamental reforms. The tax policies probably had their most
important impact on business confidence through the strong message they
carried to the business community of the Government's support and belief in
the private sector. The tax incentives for many activities do little to
alter the relative rate ¢f return of investments. The tax holidays are
particularly ineffective for activities such as hotels where the profits are
usually low or negative during the first few years of operation.

As shown in Table 5, during 1978 to 1985 the growth in real GDP averaged
5.5 percent. This is a substantial improvement over the performance of the
economy from 1971 to 1377 when the real growth in GDP averaged only 2.8
percent. From 1978 to 1985 the average growth rates of manufacturing,
mining, construction and services were all between 4.6 and 6.7 percent. In
cont.ast, agriculture grew by only 3.8 percent, even though massive
investments were being made in irrigation and infrastructure.

While rice production grew quite well at 5.1 percent, the performance of
the tree crop sector including tea, rubber, and coconut was very poor. The
combination of higher export taxes, a softening of international prices, and
the continuation of a high degree of public enterprise activity in these
crops, was sufficient to cause tea and rubber to have negative average growth

rates during this period,

Impact on the Distribution of Income

In the 1950s the tax reform efforts in Sri Lanka were characterized by
an emphasis on income redistribution. The Kaldor proposal for expenditure

taxes and wealth tares in Sri Lanka was a typical example. Sri Lanka tried
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an exrenditure tax and discontinued it as the administration proved to be
excessively difficult. A second trial was attempted in 1976, but was
repealed in 1977, characterized as "unworkable and impractical in an economy
like that of Sri Lanka".!? C(learly, the redistribution ¢f income was not a
stated objective of tax reforms in 1978, except for their overall objective
of creating economic activity and employment. On this criteria the
government was highly successful in that the rate of unemployment was reduced
from rates of about 20 percent to less “han 10 perc it between 1977 and
1982.12

From an examination of the legal structure of the tax system after 1978,
it would appear that the tax changes gave more relief through both lower tax
rates and tax incentives to the high income individuals. This need not be
the case. The administration of the tax system also plays a central role in
determining who actually pays more or less tax. In addition, the shifting of
the tax system toward the BTT might add to the progressivity of the tax
system. Much higher tax rates and broader coverage have tended to be placed
on the goods that are more intensely consumed by the higher income groups.
Furthermore, the administration of the business turnover tax is much more
effective at collection of the tax from the legal tax base than is the

personal income tax.

IV. LESSONS FROM THE SRI LANKAN EXPERIENCE

The process that Sri Lanka used in the late 1950s and the one policy
makers took from 1978 to 1988 to bring about tax policy changes are stark

contrasts. In the 1950s a bold attempt was made to bring about 2 new tax
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structure of experimental design. This followed a high profile academically
driven tax reform study. The result was a total failure of the tax reform.

The recent experience was quite different. Following a change in
Government, many tax measures were taken that, in the first instance, were
not clearly positive tax policies. This was followed by a relatively long
period of sound economic leadership during which time the tax system evolved
slowly in a positive manner. Tax changes such as the lowering of marginal
income tax rates for individuals, and the development of a broad “ased BTT
might not have been politically possible if the tax changes that took place
over the decade were all put into one "tax reform" package.

Although the BTT is far from being an ideal value - ided tax, it again
supports the view that broad based indirect taxes are preferred to income
taxes or taxes on trade as fiscal instruments to raise revenues in developing
countries., Economic policy makers in Sri Lanka now should assess how their
BTT system can now be improved. Emphasis should be placed on not trading off
too much of the broad nature of the tax in order to ease the administration
of a more neutral value added tax.

Finally, the tax changes made during the 1980s in Sri Lanka are an
example of the benefits of continuous tax policy analysis by both local
officials and international agencies cver an extended period of time.

Through this process the Government was able to take the very poor tax system

of the 1970s and to gradually transform it into a workable fiscal instrument.
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