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EXECUTIVE SUMMARY

This study provides an overview for nonspecialists of the way in which tax
systems and their reform may influcnce the development of financial intcrmediation in
less developed countries. Though increasing attention has been paid to financial
repression in the literaturc on cconomic development, few analysts appear to have

focussed on financial repression as a problem of public finance or tax policy.

Part I discusses the rolc and functioning of financial intermcdiaries in a
competitive, frce market environment. Part II provides information on the primary ways
in which financial intcrmediarics arc taxed. Part III provides an analytical framework
for evaluating the impact of these tax systems on inicrmediarics. Finally, Part IV

presents policy recommendations aimed at improving the tax system.

Recent years have seen interest in development finance switch from credit to
equity or equity-related services. Financial intcrmediation--one of the keys to growth in
industrialized countries--often does not play the role it should in launching development
activities in LDCs. Financial intcrmediation is the process by which banks and similar
institutions pool savings, then scck out uscs for the funds, typically through lecans to
businesses and farms. "or somc timc it was gencrally believed that monetary and
financial development was a consequence of rcal development, and this partly explains
past choices. But an increasing number of economists now believe that development of
the monetary and financial scctor is a prercquisite for the development of rcal economic

activity.



Financial intermediation could be carried out by quasi-governmental enterprises,
and in many countrics it is. However, a competitive system in which the private sector
plays an important role provides thrce important advantages over purcly government-

directed intecrmediation:

[ Competition tcnds to limit the "spreads” betwcen interest paid by borrowers and
that received by depositors. This scrves as an incentive for increcasing saving and
provides more funds, more cheaply, to investors;

[ Competition forces intcrmediaries to develop human capital--skills in cvaluating
and administering loans--and to gather information on potential borrowers more
intenscly and cffectively;

(] Competition enhances the efficicncy with which intermediation is carried out,
limiting burcaucratic administration and political and personal favoritism.

Although financial intermediation is crucial to ecenomic dcvelopment, many, if
not most, LDCs actively inhibit thc devclopmeat of private intcrmediation, a
phenomenon that has given rise to the term "financial repression. Repression is carried
out through a cluster of policies: intercst rate controls, exchange controls, taxation,
credit allocation, and heavy rescrve requirements, often combined with rapid inflation.
In this cluster, explicit taxation is only one repressive policy. The other policics may be
characterized as implicit taxation since they involve redirecting private resources to

public ends.

By and large, explicit tax systems in LDCs are constructed muck as in developed
countries, and the structurc is often inherited from the former colonial or regional
power. The major difference is the degree to which government finance in LDCs
depends on rcvenucs from the various taxcs. In e four countrics examined here, the

institutions of corporatc and personal taxation are similar to thosc in the United States



and U.K., with variations not uncommon in other developed countries. These income tax
systems, as in dcvcloped countrics, often provide a complex web of incentives and

disincentives--sometimes contradictory--the effect of which may be to discourage

intermediation.®

ror cxample, in some countries, onc explicit form of tax provision affecting
intermediation lics in the discriminatory treatment given td particular kinds of payments
or rcceipts, such as--in Botswana--in favor of intcrest from Post Office savings accounts
or nationa! development bonds. In Zambia, favorablc treatmeut is only accorded to
individuals and not to business depositors. In Jordan, ali interest payments from

intermediaries receive such favorable (rcatment.

Behind such =xplicit discrimination lies further impiicit discrimination. One
reasor is the existence of informal--nontaxpaying--sectors. Any taxation of the formal
interimediation sector will force activity into the informal, or "curb," market--
moneylenders--not subject to regulation and taxatior. Although these markets serve an
iraportant compectitive function, individual moneylenders have limited scope for
operations and limited resources and may therc¢fore rot be a sufficient replacement for
larger and more formal, competitive institutions. In addition to favoritism to the curb
market, many investments in nonfinancial sectors may receive favorable tax incentives,
as they do in several countries in our sample. This favoritism discriminates implic..ly

against financial intermcdiarics.

®Indirect taxes such as tariffs and sales taxes, though important, do not appear to
have provisions that dircctly discriminate against depository institutions in our samplc of
countrics.


http:implic,.ly

To sec this--and to reform it--requires evaluating the web of tax institutions in
the context of public finance, not mercly as aspects oi "financial repression.” The
problem of tax reform and tax design is to dcvelop a system of taxatiorn that finances
the desired public sector with the smallest sacrificc of cconomic growth. For these
purposes the magn'itudc of public spending, and its consecquences, arc given. With
required revenues a given, every incentive involves a revenuc loss to be made up

clsewhcere, and thus is a disincentive for another activity.

The disincentive burden of the tax system can bc mcasurcd by the total tax
liability--at the margin--associated with a given dccision such as whether to invest in a
project. This is often called the marginal tax "wedge" and, when stated as a rate, as the
"marginal effective tax ratc" or "METR." The nced for revenues cntails an unavoidable
tax burden, which may be approximated by the average tax ratc on cconomic activity
(measured, for example, by the proportion of government spending to GNP). Only the
difference between this average and the tax burden on a spcciric activity is an indicator
of discrimination. The average burden itsclf represents the burden of public spending.
This last fact is often ¢verlooked, causing an overestimatc of the effects of taxes and of

the likely gains from referm.

There are two important tai burdens on financial intermediation. The first is @
cut in the returns from private saving and investment in gencral. From cvidence on the
magnitude of taxes in the spread betwcen borrowing and lending rates, this burden could
be sizable in many developing countrics. Furthermorc, this particular mcasure omits a

number of the taxes that affect the saving and investment process.
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The sccond burden is tha¢ on investment in the financial scctor. A frequently
encountered mcasure of this effcct, the after-tax profitability of investment, may be a
mislcading indicator of the potential size of this burden because banking is often not
competitive. In most developing countries the financial sector is oligopolistic: Entry is
limited, profits tend to bc high for existing banks, and therc are "too many" banks and
bank branches. Yet tax discrimination can only be cffective, for good or ill, when
investors and others are free to respond to the market signals to which discrimination

gives risc.

The important question for tax reform is what impact the tax system would have
on a potential investor in banking if cntry te the scctor were permitted. No
investigators appecar to have addressed this issuc. To do so would require making a
number of hypothetical calculations--described in this study--of the amount by which
taxes reduce the gross returs from banking investments, and how these compare with the

effect of taxes on investments elsewhere.

The effect of the tax system on financial intccmediation, then, can only be
determined by comparing current taxes to taxcs under the most favorable and feasible
reform alternative. These analytical considcrations appear to be largely absent from

studies of taxes and financial repression.

Policy Recemmendaiions

This paper highlights a large lacuna in our understanding of financial repression
and its causes in the tax system. Since it is widcly believed that financial repression is

caused in some--perhaps large--mcasurc by tax policy (albeit the belief has not been



supported with analyses), this paper then cutlines the way in which such analyses should

be performed so as to pcrmit intelligent tax reform.

Four policy conclusions are warranted by the contents of this paper, as well as by

the logic and cxperience of tax reform in many courtrics. They are:

® Encourage free entry into financial intermediation, subject to prudential concerns,
to the maximum extent possible.

[ Set tax rates as uniform as possible across industries and sectors.
] Remove controls on biterest rates.
® Eliminatc transactions or turnover taxcs in favor of retail sales taxes on

consumption (or VATS) or by increases in income tax rates.

Each of these (and especially the four together) would provide a basis for a

healthier intermediation sector and cncourage economic development,

-vi-



INTRODUCTION

Financial intermediation--onc of the prercquisites to growth in industrialized
countrics--is often insufficicntly established in developing countries and does not play
the role it should in launching development activities. For a long time it was generally
belicved that monetary and financial development was a consequence of real
development, and this partly cxplains the options adopted in the past. However, an
increasing number of economists now belicve that development of the monetary and

financial sector is a prercquisite for the development of real economic activity.

Thanks to widespread and casy access to international borrowing, many
devcloping countries have deferred active development of the monetary and financial
sector of the economy. Over the past two dccades, the choice between calling on
external resources and mobilizing domestic resources has been such that public

authoritics have preferred to opt for cxternal financing,

During the same period, many countries, particularly in the developing world,
pursued policics that encouraged the use by both borrowers and savers of debt over
equity instruments. The perils of the resulting increased leverage became manifest
during the recent period of soaring interest rates and generalized scarcity of credit.
With stagnant or declining returns from operations as a result of the recession of the
carly 1980s, the added financial squeceze of the highly leveraged firms has led, in many
countries, to a marked increase in bankruptcics and widespread concern over corporate

distress.



Against this background, this study that discusses thc way in which tax systems,
and hence tax reform, in devcloping countries may promote or hinder the development
of financial intermediaries. It ic meant to give an overview of the subject for
nonspecialists in the ficld who may be unfamiliar with the subject matter but who find
themselves called upon to analyze and recommend public policies to address the issucs

discussed here.

Financial intcrmediaries are institutions, such as banks and thrift institutions,

that serve as intermediarics between savers and investors. They collect deposits from

those holding excess purchasing power--income that people do not wish to spend
immecdiately--and provide it to those who wish to put the income to work immediately,
typically by purchasing productive investments. They are paid a portion of the return

by the investor and provide some of it, in turn, to the saver.

Their role, fundamentally, is that of collecting, interpreting, and acting upon
information, primarily about potential borrowers and their investment opportunitics.
This gathering and evaluation of information gives rise to "transactions costs,” the costs
of getting the "excess" income from the saver to the investor. For this activity,
intermediaries appropriate a share of the return from the productive investment. As
they undertake this role, commercial banks also provide liquidity to the cconomy, that

permits the expansion of monecy-based transactions and commerce.

The development of financial systems in s developed countries has often been
explicitly or implicitly limited by a complex web of taxes and regulations togcther with
pervasive government-directed allocation of loanable funds. (This complex web, often

referred to as "financial repression,” is discussed in Part I of the paper.) The reasons



why banking has often been singled out for adverse treatment are many--the widespread
approval of socialist or ccntral planning modcls of indust:ialization, the identification of
devclopment with manufacturing industry, identification of banking with colonial

interests, and, perhaps, a traditional hostility of agricultural society to money-lenders. In
addition to these factors, the chosen forms of treatment also allow governments to collect

rnceded revenue casily from the banking sector.

Onc aspect of this complex web is the system of taxation and the way financial
intermediaries arc taxed. In this context, "taxation” must be broadly understood to be all
of those mechanisms by which purchasing power is transferred from the private sector to
the public sector and to publicly mandated purposes. Of course, this encompasses
taxation as it is usually understood by the layperson: tax levies on corporate and
personal income, on transactions, and on imports or c¢xports, for example. But it also
includes other, "implicit" taxes that arc specific to financial intermediation: reserve
rcquirements, intcrest rate controls, "usury” ccilings and credit allocation schemes,
typically togethcr with pervasive price inflation. All of these methods of taxation are
discusscd in Part II, where a sample of four AID-recipient countries--Botswana, Costa

Rica, Jordan, and Zambia--serves as the main source of institutional examples.

The way in which the different kinds of taxes affect the viability of financial
intcrmediation are discussed in Part III, which provides a basic framework for analyzing
the impacts of the tax system. Key to this analysis is understanding the way in which
after-tax rcturns serve to allocatc capital to various industries, and the way in which
taxcs act togcther to affect the after-tax rate of return. This Part also gives some

normative guidance in suggesting alternative tax structures.



Building on this apalysis, Part IV of the paper examines the broad alternative
policies available to governments to promote cxpansion of private financial
intermediation. The policymaker’s problem is that of providing a favorable climate for

the development of financial intermediation without a needless sacrifice of government

revenues,

The development of financial intermediaries is only onc aspect of cconomic
development, no matter how fundamental. The intermediation of saving is only onc
determinant of the overall level and cfficiency of saving and investment. Likewise, the
banking sector is only onc among many potcntial areas for cxpanded investment, and
only one sector among many that would like to have lower taxcs. This paper proposes
that a government’s need for revenues ought not to prcjudice balanced cconomic

development, and that financial intermediation is basic to that devclopment.



1. The Role of Private Financial Intermediaries
In Promoting Economic Growth

Financial intermediaries--and financial capital markets morc broadly--provide the
kecy and necessary link in promoting cconomic development. Section A provides a

historical perspective on our understanding of this linkage.

Dcvclopment is first and forcmost a process of capital accumulation, of using the
cutput of today’s productive capacity to provide a larger and morc technologically
advanced productive capacity for tomorrow--an observation that applics as much to sced
and fertilizer as to factorics and machinery.® The establishment of a dynamic and
competitive private system of depository institutions is critical in this process. In
addition, thc cconomic advantages of money-bascd exchange over barter systems is well
rccognized, and a moncy-bascd cconomy is clearly fundamental to devclopment.
Financial intermediarics serve as the institutional mechanism for administering the
moncy supply system. Thesc channcls by which financial intermediaries stimulate

cconomic development arc discussed in Section B.

Notwithstanding the dual economic roles played by financial intcrmediaries,
many, if not most, devcloping countries have placed formidable barricrs against the
development of the banking system. The complex of impediments and its consequence--

known as "financial repression” were identificd fifteen years ago by Ronald McKinnon.

Although the topic of financial repression, discussed in section C, has become a focal

bThere is a debate within the cconomic literature as to the importance of capital
accumulation per se versus technical change. However, these two are often inextricably
bound together, as technical change is often inseparable from ncw investment. Sce also
the discussion by Dennis Anderson (1987) and the references given there. The classic
references are those to the works of Robert Solow.
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point for rescarch and for policy recommcndations, littlc atteation has been devoted to

the role of thc tax system in constraining financial development.

A. Financial Intermediation and Economic De¢velopment

Economists and historians agree that thc process of modern cconomic growth has
been closely associated with the expansion and increcasing diversification of financial
intermediation. The rough parallelism bctween cconomic growth and financial
development involves complex causal relationships, some of which arc not well
understood. The causation is almost certainly not uni-directional. Growth in the
production of goods and services and the accumulation of physical capital have
stimulated thc expansion and adaptation of the activitics of financial institutions. At
the same time, innovation in financial intermecdiation has catalyzed the process of real

growth.

The pioneering litcrature on the financial aspects of the growth process is
dominated by the work of Raymond Goldsmith and that of John Gurley and Edward
Shaw. Several generalizations emerge from that literature and its subsequent

elaboration.!

First, as economic development proceeds, the financial superstructure of the
economy tends to expand relative to the real infrastructure. In other words, the network
of financial interrelations among decision-making agents in thc cconomy acquires greater
density at an even more rapid ratec than the network of goods and services transactions.
Goldsmith evaluates this phenomenon with his "financial interrclations ratio," the ratio

of the total markect valuc of all financial asscts to the valuc of tangible nct national



wealth. Increascs in the financial interrelations ratio, however, may not continue
without limit. Once an advanced stage of development is reached, the financial
supcrstructurc may grow only commensurately with the real infrastructure. These
Goldsmith gencralizations are closely related to the Gurley-Shaw conclusion that the
ratio of outstanding primary securities to income rises sharply in the early stages of the

financial deveclopment of a capitalist economy, but then eventually reaches a plateau.

Second, financial institutions tend to become reclatively morc important as
cconomic growth proceeds. In particular, the share of financial intermediaries in the
issuance and ownership of financial assets tends to risc over time. This trend reflects
the growing separation and institutionaiization of the functions of saving and investing.
In the advanced industrial countries, the proportion of total financial assets accounted
for by financial intermediaries has continued to increase even after the rise in the

financial interrelations ratio has ceased.

A third manifestation of the links between financial and economic development is
an increasing diversity in the types of financial institutions and in the types of
instruments in which they specialize. At an early stage of development, banks with
narrowly defined functions tend to dominate the financial structure. As economic and
financial growth proceed, there is a decline in the banking system’s share of the assets of
all financial institutions, such as thrift intermediaries, insurance companies, government
and private retirement funds, investment companies, finance companies, and securities
brokers and dealers. Commensurate with the increasing specialization of the financial
system, the relative share of direct intermediation in total financial activity may decline,

while financial markets and indirect intermediation become more important. At any



rate, the declining relative importance of the banking system cntails a smaller role for

dircct intermrdiation through commercial banks.

Evidence about the relative importance 2and catalytic rele of securities markets in
financial systems is inconclusive. More rescarch needs to be done, for a variety of
countrics, before gencralizations about indirect intcrmediation can rest on solid ground.
In principle, the cxtent of securitization of the liabilities of uwltimate investors could be
strongly influenced by factors other than the stage of development of the Jinancial

system.

Consider, for example, the information available to cconomic agents in a socicty.
Information is unevenly distributed in all socictics, including, for example, the
information neccssary to assess thc creditworthiness ol borrowers--as pointed out carlier.
Because information is differentially available, different agents have widely differing
abilities to assess the risk of investments. The expertisc of finarcial intermediarics in
collecting and evaluating information is thercfore onc major reason why they play a

vital role in the process of economic growth,

Societies differ, however, in the social conventions and legal requirements that
govern the availability of information. Those differcnces can importantly influcnce the
structure of (he financial system. Imagine two societics, one of which has laws requiring
firms to disclose comprehensive information about their income statements and ba'ance
sheets, whereas the other does not. The socicty with extensive disclosure requircments,
because of its more cven distribution of information, would have less skewness in its
ability to assess and monitor the creditwortkiness of individual firms. Other things

being equal, financial markets and indirect intermediation might be considerably more



developed in the scciety with more public information. The valuations of securities in
that socicty’s markets could better incorporatc information about creditworthiness. In
the society without disclosure requirements, on thc other hand, access to information
about creditworthiness would be highly skewed. To an even greater degree than in the
amplc-information socicty, financial intermediarics would have a comparative advantage
rclative to the general public in evaluating investment proposals. Other things being
cqual, a smaller propertion of financial intermediation would be channeled through

financial markets.?

B. Financial Intermediation and Capital Formation

Financial saving and investment are the "paper” counterparts of physical capital
accumulation. Saving frees up financial "claims” on current production--purchasing
power--and those claims can then be put at the disposal of investors for spending on
productive investment. Financial institutions and markets provide a channel by which
financial saving can be gathered together from savers and provided to investors. This
pooling of funds can, by itself, promote growth because it opens to savers uses for their
funds beyond those that they themselves can create, and it offers to investors sources for

funds beyond those they themselves can providc.3

It is impcrtant to distinguish financial intermediaries from capital markets. The
latter provide for a direct link between savers and investors in which the former
personally hold a financial "instrument” or claim --a share of stock or a bond--on the
latter. “apital markets provide an institutional arrangement for crcating and issuing

these instruments and ncgotiating their sale or ¢xchange.



In contrast to capital markects, financial intermediarics scrve, in fact, as

infermediaries between savers and investors. Savers hold a claim--say, a passbook or

certificate of deposit--on the intermediary, and the intermediary holds a claim--a note, or

sometimes an equi‘y share or bond--of thc investor.

In developed--and advanced develuping--countrics, both scts of institutions do
much more than serve as a corduit for saving. They provide incentives that increase

saving as well as expertise or information that help to ration funds to investors so that

saving finds its most productive uscs--thercby promoting thc most rapid growth feasible.

The incentive to save is provided by the intcrest rates paid to depositors. The
higher this rate--after inflation and taxes--the greater the supply of saving to
intermediaries. At issu¢ in promoting cconomic growth is the total supply of saving
available for productive investment. Onc sourcc of this is incrcascs in saving, that may
L. promoted by higher returns to savers. Although cconomic thcory suggests the
possibility that higher returns might reduce saving, Olson and Bailey (1981) provide
strong reason to believe that reductions in saving would bc unusual. But, in any case,
the response of total saving to such incentives may be small. Likely of greater
importance is the substitution of bank deposits for other assets in savers' portfolios.
Thus, a higher rcal return to deposits can be cxpected to cause savers to rcduce their
holdings of inflation hedges and of currency; they may also reduce their "deposits” with
moneylenders, that would, other things equal, ot result in an incrcase in "loanable”

funds--though it might result in morc cfficient usc of thosc funds.

Financial intcrmediaries themsclves are primarily institutions that scck out and

process information about potential sources and uscs for funds. When cfficient, they
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attempt to attain funds at thc lowest possible cost and channel them to the most
profitable use. The key role in this process is played by loan officers, the repository of
a bank’s expertise in cvaluating potential lending opportunities and credit risks.
However, the overall efficiency of bank management is also important in reducing the
bank’s costs and therefore its lending rates. The lending rates scrve to ration funds to
potential investors since, in the absence of policies of credit rationing and allocation,
only investment projects whose cxpected return--adjusted for risk, inflation, and taxes--
excceds the bank’s loan rate will be viable candidates for a bank loan. The lower these
lending rates--cverything clse, again, being equal--the greater the volume of productive

investment that can be funded from a given supply of saving.

In developing countrics, the incentives to save and the uses for saving are often
limi;cd by a lack of financial institutions and by government programs that limit the
rewards for saving. First of all, the scope of capital markets is often narrow--equity and
bond markets are often absent or, where present, arc the domain of a small number of
participants. Thus, most savers must either hold their own savings or entrust them to

one of a limited number of financial intermediaries, not infrequently government-owned.

It is undcrstandable that the scope of capital markets would be limited in
developing economies. In order to be more than simple gambling opcrations for the well-
to-do, they require a fairly large number of buyers and sellers and a breadth of
standardized financial instruments of varying degrees of riskiness. When this is the case,
the risk/return characteristics of each issue arc casily communicated to savers and
sufficiently narrowly dcfincd to attract an adcquate pool of savers desiring those
characteristics.! This breadth and depth cannot be provided where the number and size

of investment projects is limited.



Most important, though, is thc nced for standardization. The possiblc market for
stocks and bonds is limited where information about these projects is hard to discover,
publicize, and standardize.° In dcveloping countrics, although there may be a few large
firms and industries for which information is casily obtained, publicly available, and
subject to widely understood accounting standards, most business centerprises are
relatively small and it is difficult to gather and communicate reliable information on
these businesses and their investment opportunitics. This uniqueness and the difficulty
of gathering information mecan that most investment opportunitics, if they arc to be
financed at all, must be financed by cither the business’ owner, his family and fricnds,
or by a lending institution with the capacity to decal with the uniqueness of the
business’s situation. The business, of coursc, may be a small or medium-sized farm, a
cottage manufacturing business, a small rctailer or wholesaler, or any of a number of

businesses for whom the issuance of financial "instruments” is out of the qucstion.

Two features of this situation arc especially important. The first is that the
expected return from an investment in onc of thesc businesses may be quite high. A 30-

40 percent annual return might be expected from investment projects which, in the

°A familiar example of the problem can be fqund at home, in the U.S. market for
home mortgages. Each mortgage is typically unique to a houschold borrower with unique
characteristics, a home with unique characteristics, and an agreement between borrower
and lender with unique terms. Only in the last fifteen yecars or so has federal
government policy provided an institutional framcwork--FNMA, GNMA, ctc.--that
encouraged and permitted the standardization of mortgages to a degree sufficient to
allow these to be used in backing securitics--mortgage-backed bonds--that could be traded
in the capital markets. Prior to this standardization of terms, "quality,” and information,
no "market” for these instruments could develop. Sec U.S. Government (1982).
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absence of a local source of financing, would not be undertaken.d

This might compare
with returns of 5-10 percent or less in large firms in developed basic industries in the
same economy. Sccondly, the costs of financing are commensurately higher because the
costs of gathering information about the project, cvaluating the information, and
administering the loan arc high and becausc the projects are typically riskier among such
firms. Leaving aside risk, the transaction cost may be approximatcly 20 percent,

compared to costs well under 5 percent for large firms.®

These two facts mean that the application of usvr: ceilings, for example, will
have the effect of foreclosing a nct 10-20 percent econoriic return to the economy, and
the funds will more likcly be channeled to give the economy a return of 3-7 percent.
This same rcasoning, then, applies gencrally to the effects of policies that discourage

development of financial intermediation.

On the saving side, the gains from financial intermediation are not limited to the
provision of "incentives" as merc encouragement. The reward to saving made available
by the institution itself ultimately promotes investment. If savers can only use their
saving to financec personal investment opportunitics, they may need to accrue a
significant amount bclore their investment can be made--in, for example, an irrigation
system. In the absence of a financial intermediary, thosec savings must be idle until a
sufficient amount is accumulated, whereas an intcrmediary can relend them. In
addition, the yicld on those savings provide additional savings that can hasten the day

when the saver can make his or her own investment.

dBhatt (1979, p. 9) cites the fact that traders in Haryana customarily charged interest
rates (in the curb market) of 30-40 percent per annum, implying that the gross returns to
the farmer-borrower often excceded this amount. He also shows data from the Reserve
Bank of India (in Appcndix A, Statement V) showing that 43 percent of cultivators in
India as a whole have outstanding debt at intercst rates exceeding 19 percent.

-13-



Intermediaries, though, requirec competition to be most cffective. Competition
limits the profits an institution can makc by forcing bidding for funds from savers, thus
leading to greater incentives for saving and morc saving. Compctition also forces
intermediaries to seek out more profitable opportunitics (with grcater rewards for
economic development) and to charge more market-based intcrest rates that accurately

reflect the cost and riskiness involved in various ventures.

Just as important, compectition also leads to the develcpment of human capital in
appraising borrowers and projects, expertisc often otherwise to be found only in "curb”
markets of unofficial moncylenders. In the absence of competition, there is little
incentive to seck out savers and borrowers and to cvaluatc closcly the costs and rewards
of potential borrowers. Competition puts a premium on the skills of loan officers. In so
doing, it tends to minimize the rolc for burcaucratic administration and political

favoritism.

Given the importance of financial intermediation and its widespread inhibition by
government policies (see Section C), it is not surprising that informal financial

6 This curb market includes both

intermediation is pervasive in less developed countries.
individual moneylenders--whether so by trade or as a sidelight, such as traders and
larger farmers,” or in the form of rotating cooperative savings and credit associations

such as the chilemba of Zambia.

All of these types of institutions tend to be part of a competitive environment
that is largely unregulated and untaxcd. However, thcir small scalc limits the degree to
which they arc part of any nation-wide system that would allow credit to be allocated

by market signals from rcgion to rcgion, and also the sizec of the lending and the degree
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of cxpertisc thecy can develop. From the perspective of policymaking, as discussed later,
this means that policies that frec up the formal scctor and make it more competitive may

do so at the cxpensc of the informal sector, posing an important trade-off.

The cxpansion of a money-based economy is an intcgral side-effect of the
expansion of financial intermediation.® In the absence of banks, money transactions
must be made in currency. What is perhaps less obvious ‘is that policies that discourage
the holding of bank deposits have the same effect. But policies that limit the
availability of banking or that lower the return from bank deposits effectively shift
moncyholders® rclative preferences towards currency and inflation hedges--such as gold--
and away from bank dcposits.® The result--cash hoarding--leaves the economy
undecrutilizing the central bank’s monetary base (local currency plus bank reserves,
sometimes called high-powered money). The monetary base itself is often limited in
developing countrics by the central bank’s own limited reserves of gold and international

exchange currencics.

With fewer bank reserves, commercial banks must restrict their lending in order
to reduce aggregate deposits to a level consistent with the smaller amount of reserves and
the lcgal reserve requirement. This bank lending restraint means that higher interest
rates must be charged to borrowers, there will be fewer funds available for pfoductivc

investment, and, hence, slower economic growth.

“They may also shift savings toward the curb markets.
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C. Financial Repression

In developing countrics, formal financial intermediarics arc often subject to
pervasive controls on the interest they can pay to savers, i.c., low interest rates that arce
further reduced by taxes and pervasive inflation. As a result, savers are generally
cncouraged to minimize their financial saving, or to hold that saving themsclves in the
form of commodities such as precious metals, livestock, or consumer durables.
Conscquently, even a good part of the saving that docs occur is not made available for

productive investment.f

The situation is no better for investment. The financial saving that is made
available to existing financial intermediarics is subject to taxation, both by taxes as we
customarily think of them and by hcavy reserve requirements held cither as noninterest
bearing loans to the government or as government bonds paying low interest. The

remainder is often subject to both usury limits and credit rationing.

Under a system of usury limits, loans arc required to be made at low interest,
which prevents intermediarics from investing in the most profitable but perhaps more
risky or costly investments, or those requiring a greater cxpense to gain accurate
information. Thus, venturcs that will more rapidly advance development may be starved
for funds. With credit rationing or allocation, the limited loanable funds arc directed to

specific sectors and firms, often undertakings that arc better established and hence likely

fAs noted carlicr, some savers will make loans for productive investment through the
curb markct in this cnvironment, but such loans will tend to be limited to local
undcrtakings, which may not be the most productive investment when evaluated on a
national scale.

-16-



to be less profitable at the margin. Indced, such loans arc likely to be heavily

influcnced by cronyism,

Finally, exchangc controls and other limitations on the unrestricted working of
international currency transactions can both trap funds inside the country and encourage
capital flight. Although the latter is widely understood, the former also needs to be
rccognized. Funds that arc trapped within the country must nccessarily hold a portfolio
of domestic investments, whether gold, cash, or bank deposits used for domestic lending.
This sharply limits the ability of savers to diversify their holdings and, consequently

may discourage saving.

The pervasive cluster of impediments to financial saving and investment detailed
above have been extensively chronicled in recent years under the rubric of "financial
repression,” so called because their effect is to repress the development of the financial
sector of the cconomy.® The key role played by financial repression in limiting
devclopment has been widely documented, and attempting to ~ombat it has becomc a
keystonc of structural adjustment policies. The hypothesis underlying these adjustment
policics is that a healthy and competitive financial scctor (particularly of financial
intermediaries) must play a necessary role in advancing development. The policies
require limiting inflation and government expenditurcs, cncouraging increases in the
number of institutions and their compctitivencss, and deregulating (or at lcast raising)
the (a) yields they can pay savers, (b) allocation of thcir funds, and (c) intcrest rates

they can charge to borrowers.

Although attention to these policies has given risc to a number of studics in this

arca, very little to datc has been written on the topic at hand. It is common in these
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studies to find a mention of taxation as onc of thc fcaturcs of financial repression, but
it is uncommon to find more than that mention. For cxample, Fry’s (1988)
comprchensive treatment of the subject of financiai repression dcvotes less than two of
its 441 text pages to taxation. Of this, only one brief paragraph--with two examplcs--is
devpted to explicit taxation as opposcd to implicit taxation (trcated in thc remainder of
the two pages) through reserve requircments, for example. This is an uncommonly
extensive treatment. A comprchensive scarch of databascs of cconomic literature carricd

out by AID's library found--in 7 databascs--not a singlc rclevant item.

The difficulty may lie in the fact that discussions of financial rcpression focus
on the financial sector, but the financial scctor is only onc sidc of the story. The other
side of the story is the government’s budget: financial repression is a consequence of the
scope of the government’s activities and the way thosc activitics arc financed. If taxes
on thz financial sector are too high, it may bc beccausc government spending is too high
or because the tax system discriminatecs unnccessarily against the financial sector. These

are quite different issues, and only the sccond is within the scope of tax reform.

By and large, the lacuna may bec attributed to the differing interests of financial
specialists (not taxes) and tax specialists (not finance). The aim of taxation is to pay for
the government. Financial intermediarics provide an attractive target for the tax
collector. In addition, public goals arc oftecn achicved through mcans other than
government spending, such as thc sectoral targeting of investment. Government direction
of saving and investment may appear an attractive way to achicve thesc ends, with

adverse consequences for financial intermediaries.
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For thesc reasons, the naturc of banking systems in LDCs is, in many ways,
detcrmined by the need for government revenue. Banking is often a state monopoly or
private oligopoly--with only a few noncompeting private firms--that allows the
government to tax dcposits and loans in a numbcr of ways, and provides the government
with a controlled outlet for its debt. By comparison, other incomes and financial flows
arc difficult to discover and opaqucly accounted for, when accounted for at all. Nor is

there any other rcady market for public bonds.'®

But discussions of taxation in LDCs typically do not touch on financial
repression. Most often, analyscs of taxes in developing countries focus on narrow,
institutional concerns about individual taxcs or projects and their effects, rather than on
a broad cvaluation of thc conscquences of the systcm of taxes and spending for the
economy. Even where such broader concerns arc foremost--as in the 1988 World
Development Report of the World Bank--specialists in taxation may not have the latitude
or expertise to cvaluatc the consequecices of the tax structure for the financial system,
For cxample, a recent comprchensive volume on the theory of taxation in developing
countries, though addressing such topics as "Taxation and Development,” "Tax Reform,"
the "Taxation of Agriculture” (including empirical studies), and "Quantitative
Characteristics,” has no discussion of the taxation of financial intermediaries.}! The

remainder of this study, then, cxplores this territory.
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II. The Taxation of Financial Intermediaries

Financial intermediaries arc institutions whosc liabilitics are funds cntrusted to
them by houscholds and businesses. These funds can be withdrawn by depositors at a
time of the depositor’s choosing (subjcct to varying periods of advance notice depending
typically upon lcgal rcquircments). Commercial banks usc the funds to purchasc asscts--
typically loans to businesscs but, in some banking systems, also cquity holdings--that pay
a return. Thrift institutions such as building socictics and savings banks usc the funds
to lend for home purchasces and houschold cxpenditures on other durablc goods. In cach
case, the return is then used to pay administrative costs and yiclds to dcpositors and to

the bank’s stockholders.

From the point of view of tax administration, this busincss arrangement presents
two general sets of lecverage points for taxation--by which, as mentioned carlicr, we mean
the transfer of purchasing power from the private scctor to the public sector; that is, to

publicly mandated purposes. These two scts of Icverage points are:

' Transactions with banks: the investor’s payment of a return to the bank in
interest or dividends and the payment of interest to the depositor. This includes,
more generally, taxes that affect the attractiveness of transacting with banks.
This is discussed in Section A.

° The bank’s profits from its activitics: treatment of the income, assets and

liabilities of the intermediary itsclf as a taxable entity compared to other business
firms. This is discussed in Scction B.

In addition to these pressure points for cxplicit taxation, the process of financial
intermediation gives risc to special kinds of implicit taxation--through interest rate

regulation, reserve requirecments, schemes of credit allocation, and the interaction of
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these with inflation. These apply as wcll to the same two sets of pressure points as

explicit taxation. This is discussed in Section C.

Although all thesc leverage points are trcated separately here, it should be clear
that they arc rclated--and the taxation of cach of them is related.to the taxation of the
others. For example, a busincss income tax will tax all capital income, including bank
profits. Likewise, all income taxes will have provisions for the trcatment of interest and
dividends. Thus, an income tax system will generally strike at both sets of pressure
points. In all cascs, the important question--as will be made clear in Part IlI--is whether
and to what degree the tax system discriminates amon. alternative activities, and

whether the bencefits of this discrimination exceed the costs.

A. Transactions and The Taxation of Capital Income

Perhaps the most striking feature of explicit tax systems in developing countries
is that, formally at least, they are much the same as tax systems in developed countries.
It is typical to find payroll tax::s, personal income taxes, and corporate taxes,f and the
legal structure of these taxes does not appear to differ systematicaliy from what one
finds in the developed countries. Although the systems certainly differ from country to

country, they also differ in many of the same ways among the developed countries.

€0f course, there arc other taxcs also familiar in developed countries--tariffs, export
dutics, sales taxes, and severance taxes, as well as the appropriation of the profits of
public scctor enterprises. Howcver, with few exceptions, these are not typically relevant
to the topic at hand.
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As in developed countrices, both the personal and corporate income taxes in
developing countrics tax capital income. Capital income includes® interest, dividends,
and capital gains--gains (or losscs) arising from the change in the value of asscts between
their purchasc and their sale. Likcwisc, payment of some of these items may bc
considered deductible--that is, thcy may be subtracted from income before calculating

thc tax liability.

If this werc all there were to the process, there would be little identifiable cffect
on financial intermecdiarics--as is discussed in Part III. However, these items arc not
always treated in an identical fashion. Intcrest is gencrally deductible when paid and
taxable when received, though not all kinds of interest may fit this pattern. Similarly,
dividend payments may or may not be deductible from taxable profits, and their receipt
may or may not bc taxable. Morcover, some dividends may be treated differently from

other dividends.

The pattern of cxceptions is important because these provisions affect the decmand
for intermediated loans and the supply of dcposits. Discrimination among altcrnatives
that, to the saver or investor, serve the same end may casily alter the course of
development of intermediation and the institutional form that financial dcvelopment

takes.

Tablz I scts out the major provisions affecting the tax trecaiment of items of
capital income in Botswana, Costa Rica, Jordan, and Zambia. The itemization is mecant

to indicate the common variants of taxation in devcloping countries.

PBusiness profits arc discussed in the next section.
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TABLE 1: EXPLICIT TAX PROVISIONS IN FOUR COUNTRIES

IMTEREST OIVIDENDS(2) CAPITAL GAINS PENSION AND BENEFIT FUNDS
PALD RECEIVED PAID RECEIVED
BOTSWANA BUSINESS: deductible BUSINESS: taxable as 1BUSIMESS: deductible BUSINESS: taxable as TBUSINESS: taxsble 83 ordinary JBUSINESS: Contrib. deductible
{f business expense ordinary income except: i but 15X withholding tax ordinary income except: tincoae are gains on: | up to 10X of total wage bill
nontaxable if from t credited to recipient nontaxable if from { --bus. and res. property t
--outside Rand Monetary Area --outside Rand Monetary Area | --financial instruments §
--resident building societies | --resident building societfes |  except: 1
--Post Office Savings Bank 1 --Post Office Savings Bank ! shares or debentures of a t
«-national development bonds | --national development bonds | *public® compenty or one $o |
t -=intracampany source t designated by Finance Min. |
1 ' 1
L] 1 3
INDIVIDUALS: deductible  IXDIVIDUALS: same as Business  [INDIVIDUALS: NA INDIVIDUALS: seme 8s Business |INDIVIDUALS: Same as Business  1IKDIVIDUALS: Contrib. deauctible
if business expense ! and slso exempt: | except: I wp to 1500 Pula p.a.
plus 1 --members’ dividends from 1 --50% of gain exempted | Benefits pertially taxed
home mortgage (nterest 1 a cooperstive thrift or | --gains on hoe exespted | when received.
@ to 30,000 Pula. 1 sutual losn association t --special low-income rate(3) |
costa R1ca BUSTNESS: deductible BUSINESS: taxable as TBUSINESS: xot Deductible BUSIMESS: exempt TBUSINESS: taxed as ordinary 1BUSINESS: Mo provision
if buainess expense; ordinery income except: 1 and 5% withholding tax on but withholding tax t income if realized in normal 1
withholding tax for nontaxsble If from 1 Gividerxds on bearer shares; 1 course of business 1
peyment to non-res. --foreign source t {none on registered shares) 1 -=15% final cap. gaims tax ]
- () ! i on nonhabitual transfers 1
1 {1 of immovable property ]
: ! --other cap. geins exempt 1
! 1
INDIVIDUALS: No data INDIVIOUALS: sams as Business  TINDIVIDUALS: NA INDIVIDUALS: exempt L IKDIVIDUALS: same as Business  1INDIVIOUALS: No provision
[ but withholding tax t 1
JORDAN BUSINESS: deductible BUSINESS: taxsble as JBUSTRESS: WOt Deductible BUSIHESS: exempt 1BUSINESS: exempt TBUSINESS: Contrib, deductible
if business expense ordinary income except ! . 1 1
nontaxsble 17 from 1 ! !
--fareign source 1 1 1
+-banks and domestically ! 1 ]
licensed financial inst. 1 | 1
-=Treasury bills 1 ] 1
-+Development Bonds H 1 1
--public Institution Bonds 1 ! 1
--debentures of public ! t 1
sharehalding companies; 1 1 ]
also, certain receipts of 1 1 1
non-residents 1 1 1
} ! 1
! 1 !
INDIVIDUALS: deductible IKDIVIDUALS: same as Business  |INDIVIDUALS: MA INDIVIDUALS: exempt [INDIVIDUALS: exempt 1 INDIVIDUALS: Mo spparent
¢ business expense 1 ] t deduction for Contributions
plus 1 1 ! Benefits exempt
home mortgage interest i 1 !
up to 2000 dinar incl. ! 1 1
extended family i 1 §
2AMBIA BUSINESS: taxable as SUSINESS: exespt shen IBUSINESS: taxed as

BUSINESS: decuctible
{f business experse

INDIVIOUALS: decuctible
if business ex_eme
plus
home mortgage interest

ordinary fncome except
nontaxable 1f from
--2axbisn savings
certificates
--Development bonds;
also, receipts of non-residents
on certain public loans

IKDIVIOUALS: same a3 Bus.

but stso exempt if from:

--savings sccount with Nat’l
Savings and Credit Bank
of Zamble

--deposits or {nvestments in
registered bulldirg soc.

--gsavings or deposit account
in a commercial bank

1BUSIKESS: Mot Deductible
and

--20% withholding tax on
dividends to resident

exespted sre:
--dividends from a commerclsl
farm in first S yrs of

operation
«-div. from nonres. sources

INDIVIDUALS: WA

- . " > -

--uithholding tax pold,
--5-yr cormercial farm,
--or from nonresident source

companies and nonresidents;
--30% to resfdent Individuals

INDIVIOUALS: same as Business

ocdinary income

plus

5% transfer tax on
property including
equity shares but
spparently excluding
debentures

INDIVIDUALS: Same as Business

BUSINESS: Contrib. deductible
qi: :o 20% of taxsble wage
bit

INDIVIDUALS: Contrib. deductible
- up to least of
--agsessable {ncome
«=15X of taxsble emoluments
«=2400 Kwacha
Senefits taxed as ordinary
income

(1) for resicents of Costa Rica, incose derived from securities denomineted in foreign currency Issued by the State or State-owned banks {8 fully exempt.
(2) In Sotswana, dividends are deflned %o include smounts distributec by building societies.

{3) In Botswana, a special
NAzNot Applicable

SOURCE: INTERMATIONAL BUREAU FOR FISCAL DOCUMENTATION, RECENT COUMTRY REPORTS

cax rate of 10X applies to cap. gains of Individuals whose income tax rats did not exceed 20X in each of the 3 praceding years.



Thc first two columns of the table show the treatment of interest, with the first
column documenting the tax treatinent of intcrest payments and the second, of receipts.
In every case, business interest is deductible--including a bank’s payments of intcrest on
its deposits and on its own debt--so long as the debt is incurred for business purposes.
Individuals are also permitted to deduct their business intercst payments;, however, with
the general exception of home mortgage interest, deductibility of consumer loans is not
permitted. In Botswana and Jordan the mortgage deduction is capped, but not in
Zambia. No information was availablc on the deductibility of consumer interest

payments in Costa Rica.

To assure that interest income is taxed once, the deductibility of payments should
be matched with a tax on receipts. Though this is typically thc case, cach country
provides numerous exceptions in which interest reccipts from certain sources are
provided favorablc exception. Interest received from state agencics is often exempt--
national bonds in Botswana, Jordan, and Zambia (and, in onc special case, in Costa
Rica); and from the Post Office Savings Bank in Botswana. This pattern would, by
itself, suggest a government attempt to reduce public scctor outlays (or gain loans at
lower interest rates). However, both Jordan and Zambia provide broader exemption to

interest from deposit accounts, including private intermediaries.

The third and fourth columns of Table 1 show thc tax treatment of dividends
paid and reccived, respectively. Herc, as in devcloped countries, there are several
different models. In Botswana, dividends are deducted when paid and taxed when
received, with exceptions paralleling the treatment of intcrest. In contrast, Costa Rica
taxes the payment--by not permitting payments to be deducted from a business’s taxable

income. This pattcrn appcars to be followed in Zambia as well, but Zambia also taxes
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the receipt with a flat withholding tax, thercby implying some double taxation.! Finally,
Jordan complctely exempts dividends from taxation both to thc payor and to the
recipient. Altogether missing from this sample arc thc more common "classical" and

*imputation” systems of the devcloped countrics.)

The fifth column summarizes the trcatment of capital gains. This is important
because the holding of asscts on which gains may be rcalized serves as an alternative to
holding bank deposits. The full range of tax structurcs is evident here, varying from
full taxation in Zambia (plus a transfer tax) to complcte exemption in Jordan. In
between, Botswana taxes gains as ordinary incomc except gains on shares of designated
*public" companies, while Costa Rica cxempts transfers of financial instruments and
movabic property, leaving only gains on rcal property to face taxation as ordinary

income.

Finally, the last column sets out somc rclated provisions on the treatment of
contributions to, and benefits from, employer-provided benefit schemes, especially for
retirement. In such funds, the business concern itsclf may be scrving as an intermediary
financing its own activities or purchasing a portfolio of financial instruments with the
tax-favored saving made available to it. The effcct is to subsidize the return to this

particular form of intermediation, that is unlikely to lead to the same sort of

iThere is also a minor withholding tax in Costa Rica, but its aim appears to be to
shift the naturc of equities from bearcr to registered form, rather than to gain rcvenucs.

iin the "classical” system, all company profits arc :axed, and dividends arc taxed to
the recipient, giving rise to an apparcnt "doublc taxation” of dividcnds. In the
"imputation" system, some tax is withheld by thc payor at a standard rate, and thc tax is
credited as part of the recipient’s tax liability.
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devclopment investment as might be undertaken by compctitive private financial

intermediaries.

These do not exhaust the particular forms of explicit taxation that may be
appiied to the capital income rclated to financial intermediation. Sales taxes and other
taxes levied on transactions offer another means by which the return to other businesses
and individuals from dcaling with banks is rcduced. In systems of consumption taxation,
the problem of taxing financial services presents a difficult problem of tax policy." As
a result, the taxing of such scrvices is usually limited in these schemes. But broader
taxes on gross receipts (i.c., loan intcrest payments) of financial intermediaries are
reportedly not uncommon,!? though nonc appear in our sample. Both Turkey and the
Philippines have had them, at a ratc of 10 percent in the former and 5 percent in the

latter.13

B. Taxing the Intermediation Industry

In essence, the type of tax provisions identified above affect the demand for the
services of financial intermediaries on both sides of the ledger. Related to this, they
increase the "spread” between borrowing and lending rates of interest. Once the demands
for bank services are determined, the next question is how much of the ensuing profit
the intermediary may retain and how much is paid to the government. This concerns the

explicit tax treatment of the bank itself.

kThese difficultics arise becausc a consumption tax should tax only the
intermediation costs--the sprcad between borrowing and lending rates--and, of thesc costs,
only those arising from consumer loans. This prescnts obvious administrative
difficultics. Scc, for cxample, Quick and McKec (1988) and the refercnces given there.
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In the four countries we have surveyed, there is (with one exception) generally no
cspecially favorable or adverse trcatment afforded to banks according to the available
information. They are treated as ordinary business concerns, so that any two private
intermediarics of different types would be treated just as a business in an "ordinary

sector” of the same size and profit level.

The one exception to this occurred in Jordan. Jordan had a schedule of
progressive rates on business income, with the lowest rate of 5 percent applying to
businesses with taxable income lcss than 1000 dinar and the highest rate of 55 percent
applying to incomc over 36,000 dinar. Howcver, industries in different sectors face
different, sector-specific caps on the highest ratc they pay. For example, industrial,
health, and cducational public sharcholding companies face a rate no higher than 35
percent without respect to income. Other public companics and some private companies
arc capped at 38 percent, and the rcmaining private companies outside the financial
scctor arc capped at 40 percent. But public financial companies are capped at 50 percent
and private financial companics at 55 percent. Thus, notwithstanding other
nondiscriminatory features of the system vis-a-vis intecrmediaries, the taxing of
intermediaries themselves actually discriminates quite heavily against them as well as

against other firms in the financial sector, including insurance and brokerage firms.

Although there is the formal appearance of uniformity of treatment between the
financial and other sectors in the remaining countries, the presence of sector-specific
investment incentives for other sectors constitutes an implicit bias against intermediaries.
In Costa Rica, for example, a five-ycar tax holiday is granted for certain new medium-
scale manufacturing facilitics. Zambia provides a comprehensive sei of tax incentives

for approved investment projects (for which financial intermediaries do not appcarto
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qualify). The incentives include the deductibility of 50 percent of total salarics paid to
Zambian manpower from taxablc income and a five-year tax holiday on dividends.
Employment taxes arc also granted an excmption. Jordan also has a comprchensive

system of investment incentives that provides a long income-tax holiday.

In such cases as these, where special scctoral bencefits are granted, the implicit
bias derives from the fact that government expenditures arc not reduced by the tax
favoritism, so the overall lcvel of tax rates must be higher to gain the nceded tax
revenue on a smaller tax basc. The higher rates are paid by investors in nonfavored

sectors, including financial intermediaries.

C. Implicit Taxation of Financial Intermediaries

In addition to the usual cxplicit forms of taxation levied on financial
intermediaries and on the income flows associated with their business, three forms of
regulation are customarily applied to banking firms: excessive reserve rcquirements,
interest rate controls, and systems of credit allocation. The resulting implicit taxes may

discriminate heavily against depository institutions,!4

Controls on interest rates payable to banks are generally viewed as a means to
foster fairness. They prevent "usury." That they are taxes, even though they do not
yield revenue to the government, can be understood by comparing them to an alternative
method of achieving the same end. The alternative would be to allow the bank to
charge whatever interest rate it wished on a loan, to tax the bank the full amount of the
difference between the actual interest rate and the desired usury ceiling, and to return

that money to thc borrower as an income transfer. This alternative would yield cxactly
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the same result as having a usury ceiling, but the administrative costs to the government
would be higher and the revenue and expenditure flow would appear on the

government’s budget.

Restrictions on payments to depositors typically have a somcwhat different
justification--discouragement of compctition among intermediarics for funds. Like usury
ccilings, the cffcct is to rcallocate the intcrest that would have been paid. That
hypothetical interest is implicitly redirccted to other uses in the economy, but the uses
nced not be quitc as obvious as in the case of usury ceilings. For cxample, they may (a)
make government bonds or government-sponsored savings institutions more attractive uscs
for savings, (b) increasec the profits of monopoly banks in noncompctitive banking

systems, or (c¢) uitimatcly serve to reduce borrowers’ costs.

In each case, the implicit tax is made stceper by inflation. Since controlled
intcrest rates are typically governed in nominal terms, with no adjustment for inflation,
inflation reduces the "rcal” rates involved. Thus, for example, a nominal interest ceiling
of 10 percent implies a 10 percent loss in the purchasing power of a deposit when the

inflation rate is 20 percent,

Some recent data on Zambia in Table 2 provide a striking example of such fixed
rates. With the exception of inflation as measurcd by the official wholesale price index
during 1981-1982, none of the controlled interest rates reported by the Bank of Zambia
exceeded the inflation rate for the five year period, so that depositors (and other holders
of financial claims) typically suffered negative returns on their wealth during the
period. (The period 1981-1982 may have been a period of some price controls, though we

were unable to verify this spcculation.) One ameliorating circumstance, though, is
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TABLE 2
Interest Rates in Zambia

1979-1980 1981-1982 1983
Central Bank Ratec (Avg.) 6.50 7.00 10.00
Treasury Bills (Avg) 4.50 6.00 7.50
Deposits:
Commercial Banks:
Savings Account 7.00 7.00 8.00
Short-term Deposit 4.75 4.75 4.75
3-6 Month Deposit 7.00 7.00 7.00
6-12 Month Deposit 1.50 7.50 8.50
12+ Month Deposit 8.25 8.25 8.25
Post Office:
Savings 4.25 4.00/4.25a 4.25
Building Societies:
Savings Shares 4.00 6.25/4.00a 4.00
Investments Shares 6.25 7.25/6.25a 6.25
Loan Rates
Commercial Banks:
Deposits 7.25 9.50/7.25a 9.25
Overdraft (minimum) 9.50 8.00/9.50a 13.00
Bills Discounted
(up to 120 days)(minimum) 9.50 10.25/9.50a 13.00
Building Society Mortgages:
Private Resident. (min) 8.00 8.00 2. 00
Commercial and Industrial
(min) 10.25 10.25 14.00
Inflation Rate (ann. avg.)
Consumer Prices 114 10.4/13.2a 17.8
Wholesale End-Use 16.5 5.3/6.7a 24.1

a: First figure given is for 1981, second figure f6f 1982.

SOURCE: Bank of Zambia, Report and Statement of Accounts for the year ended 3lst

December 1985.
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provided by the gencral tax exemption for these interest receipts in Zambia, as indicated
in Table 1. However, all this means is that the data in the table are an accurate
portrayal of rcal (that is, inflation-adjusted) returns, and no further reduction was

causcd by incomce taxes.

On the other side of the ledger, borrowers were heavily subsidized by the
controlled intercst rates, paying--at least at thc minimum--rates less than inflation.
Though actual ratcs may have been higher than the minima, this also needs to be offset

against the deductibility of business and home mortgage interest.

It is worth noting that the Zambian authoritics undertook a turnabout in
September 1985, climinating interest rate controls.!® The policy change occurred in an
environment of accelerating inflation, with consumer prices advancing at an annual rate
of 32.7 percent and wholcsale prices at over 47 percent, with both rates increasing. The
treasury bill rate immediately jumped from 9.5 percent to 16 percent and moved further
up to over 23 percent by yearend. Deposit and loan rates also moved up, but not by

cnough to excced inflation,

The central bank, in its annual report, stated that achicving positive real intercst
rates was not its goal. The curious fact is that supposedly free-market rates followed
this guidance. However, one of the striking fcatures of financial intermediaries in
developing countries is that, even where private, they are often not competitive. This

matter is discussed later.®

Reserve requirements serve as a second means by which financial intermediaries

arc implicitly taxed. It is typical for banks to bc required to hold a fraction of their
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deposits as a deposit with the central bank. These deposits customarily pay no interest
to the bank. Equivalently, they may be thought of as paying a fixed nominal interest
rate of zero. In addition, a portion of vault reserves must be held as government

securities, again paying a fixed nominal intcrest rate.

Interest-free deposits at the ccntral bank arc cquivalent to the government
taxing away the interest that could have becn carnced on the deposits. Looked at another
way, the government receives an interest-frce loan of the reserve deposits (except in
those countries, such as the Philippines, where interest is paid on reserve deposits).}?
Furthermore, any mandatory requircment for the central bank to hold the reserves in the
form of Treasury bills provides a ready market for government sccurities that lowers the
government’s borrowing costs. Finally, inflatior again increcases the implicit tax levied

by these means.

The Central Bank of Zambia provides no cxplicit statement of its reserve
requirements in its annual report, though an estimate from indirect information provided
in graphical form suggests an average of around 14 percent. In contrast, the Central
Bank of Costa Rica, in its annual report for 1985, explicitly statcs its reserve

requirements as follows:!®

® 32 percent for sight deposits (less than 30 days)
® 20 percent for 30-180 day deposits
) 10 percent for 6 months+

For comparison, the maximum reserve requirecment in the United States is 12

percent, though for many purposes it is 3 percent.!? In the case of Costa Rica, it is
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worth noting that consumey price inflation registered 11.7 percent from the fourth
quarter of 1984 to the same quarter of 1985. Hence, and assuming the government does
not pay interest on reserve requirements (about which we had no information), 32
percent of demand ("sight") deposits carned a rcturn of about minus 12 percent for the
ycar. The consequence is a cut in the return to the depositor and/or a boost to the rate
that must be paid by borrowers to make up the diffcrence between the ncgative rcturn
on reserve requirements and any positive return that could be carned elscwhere. One

such "clscwhere" is in foreign bank accounts.

The third aspect of informal taxation is thc prevalence of systematic schemes of
credit allocation in developing countries. In these schemes, financial intermediaries are
dirccted to give priority to lending to certain specificd sectors or firms. As noted
carlicr, interest rate subsidics to borrowing make borrowing attractive, so that demand
for loans typically cxceeds supply. These loans arc then rationed according to
government directives based upon development plans or objectives, combined with,
perhaps, political and personal influence. In these cases, especially favorable loan rates
might also be provided. In effect, then, a scheme of government redircction of saving
and investment occurs without crossing the government’s books of account. We were
unable to document the presence of such schemes in the four focal countries examined

here, but expect their existence in all four countries, particularly in Zambia.

Part II has identified the ways in which financial intermediaries are taxed in
developing conntries. In gencral, the formal and explicit system of taxation did not
appear to discriminate against financial intermecdiarics--with a few cxceptions where
state enterprises and activitics enjoyed tax preferences on their payments. However,

there was some hidden discrimination caused by the fact that other, nonfinancial
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enterprises were often favored, and such favoritism was not available to the financial
sector. None of the countries in the sample appcared to levy indirect taxes on financial
transactions, though such practices are not uncommon elsewhere. In addition, it should
be added, the fact that financial institutions arc part of the formal sector of thc
economy implied discrimination against them and in favor of informal activitics,
including the curb market, where no taxes are paid. Finally, very heavy discrimination

was visible in the levying of implicit taxes, that arc designed for just this purposc.

It should not be concluded from this summary that all developing countrics follow
all these patterns, nor that no devcloped countries do so. Rather, the often noted
prevalence of financial repression in developing countrics is a reflection of the fact that,
by and large, these patterns tend to bc more prevalent and more onerous in developing

countries.
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III. Evaluating The Effect of Tax Structures on
Financial Intermediaries

It is common to find studies demonstrating that taxation has ill eftects.?® Such
studics serve a worthwhile purposc in dirccting our attention to the cconomic costs
associated with taxation in gencral or with spccific forms of taxes. However, they may
be of limited value in dirccting tax rcform in any given set of circumstances or in
analyzing the likely effccts of a given tax structurc on an industry sector like financial
intermcdiarics. These effects, and reforms designed to ameliorate them, must first be

understood as problems in public finance.

The fact that taxes arc used to finance government activity means some ill effects
of taxation arc unavoidable. Once a government has scttled on its program of spending
and other activitics, even t.hc best designed tax system will inhibit economic
performance. In an ideal world, governments would balance the benefits of their
activities against the economic costs of taxation so as to maximize the net gain to the
cconomy from their progrem. But, as a practical matter, both government programs and
tax systems evolve over time as gains and costs make themselves clear through economic
cvents and political pressure. How, then, docs onc break into this pattern to analyze and

reform the tax system?

The common starting point is to accept government programs and spending plans
as given. This does not mean accepting current plans as given; rather, it means
projecting a feasible path for spcnding and designing a tax system to meet those revenue
rcquircments. This, broadly understood, is the notion of "revenue neutrality." Once such
a path is recognized, the nceded tax revenues will involve economic costs, and the goal

of tax design is to minimize the sacrifice of cconomic growth taxes entail.
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Taxes have two cffects. First, they redistribute income from the private to the
public sector. The size and consequences of this effect are determined by the spending
plan. Second, taxes alter the financial incentives faced by taxpayers: they alter the
returns from working, saving, and investing. In these changed incentives lie the
consequences of the tax "system" or "structure,” as apart from the consequences of the
overall level of taxation. The latter unavoidably reduces returns, but the former
allocates the reduction across different groups and sectors of the cconomy. Somc groups
or sectors will fair relatively worse, and others will fair relatively better. Somc may
even be better of f than without the tax systcm--there may be a tax subsidy. The degree
to which the tax system discriminatcs, and the directions in which it discriminates,
determine the cffects of the tax structurc on economic growth and development. If the
discrimination is unnecessary or, on balance, unproductive to economic devclopment, it

ought to be abandoncd.

In this context, financial repression can be seen as the consequence of a tax
system that may discriminatc too hcavily against financial intermediaries. But this is
not necessarily the case. As stated earlier, there appea.s to be very little, if any,
literature properly analyzing the patterns of tax discrimination in ecconomies with
financial repression. But, in addition, even if the discrimination exists, it may not be
readily avoidable. It may be that revenues can be raised from intcrmediaries at a Jower
cost to the economy than they can be raised elsewhere. Again, this is a question that

begs to be answered, but no one appears to have attempted the analysis.
The remainder of this Chapter discusses the way in which the nceded analyses

ought to be performed. As a practical matter, then, it highlights those analytical

problems that need to be rccognized by any tax advisor to a government cven in the
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absence of =xtensive formal analysis. Section A discusses the notion of the "tax wedge"
or "marginal effective tax rate." This is the appropriate measure of the influence of the
tax system on financial rcturns. It discusses how this measure influences the activities
of savers and investors. Scction B 2pplies the concept to investment in financial
intermediaries. Finally, Section C places these notions in the context of revenue

ncutrality and discrimination.

A. The Tax Wedge?!

Taxes--and monopoly profits of intermediarics--constitute a "wedge" between the
gross return from an investment project and the after-tax returns to those of the private
sector involved in the project cither as savers or investors. The wedge reduces the

amount of the taxcd activity.

A simplc example will help clarify this basic notion. A business borrows $1000
directly from a fricnd of the owner in order to finance an investment project. The
project will pay itself back after onc year and will be terminated, and will also pay a
gross return of $100. The borrower agrees to pay the lender 5 percent, or $50, in
addition to the repayment of balance at the end of the year. There are business and

personal income taxes at a 10 percent rate.

In this example, the business rccognizes a gross profit of $100. Assuming it could
deduct the interest cost, its after tax carnings arc $45. The owner pays another 10
percent personal income tax and rcalizes $40.50. The lender pays $5 in personal income
tax and realizes $45. The total tax wedge on the investment is $5 (on the business), $4.50

(on the owner), and $5 (on the lender). The tax wedge is thus $14.50. As an effective

-37-



tax rate at the margin (called the "marginal effcctive tax rate,” or METR) this is 14.5
percont. Clearly, the higher is this rate, the lower is the combined return to be allocated
among lender and borrower, and the smaller is the incentive to undertake the investment

in this way, or perhaps to undertake it at all.

Now consider a more realistic example involving intermediation: a saver’s
decision to place funds on deposit at a bank, that will in turn lend the moncy to a small
manufacturing investment. The project will create ("gross”) profits for the investor (the
manufacturer). Out of these profits must be paid taxes and intcrest to the bank, as well
as a return to the owner if the project is to be regarded as worthwhile. Out of the
bank’s return the bank must pay taxes, its costs, a return to its depositors and, if the
bank is to continue, a profit to its owners (out of which tax must also be paid). Finally,

depositors must also pay tax.

In this transaction, there is a "tax “\'edge" and an "intermediation wedge." The
former consist of the government’s tax take, that reduces the returns from the project
realized by the lender and the borrower. The latter is the cost of intermediation, that
will also be influenced by the taxes on the bank--both in this transaction, and, broadly,

in the scheme of taxation affecting intcrmediaries.

The scheme of taxation on intermediaries themselves, apart from this one
transaction, will influence the evolution of figancial institutions and, thereby, the scope
for monopoly profits and inefficient opcration. Consider a third example, central to the
topic of this paper, of a (wealthier) saver who may wish to invest, directly or indirectly,
in banking by starting a bank. This saving-investment transaction may be undertaken

directly, or by lending to the bank corporation or purchasing its cquity. As such an



undertaking seems less likely to be intecrmediated, the question is how much the total
profits of the ncw bank and rcturn to the saver-investor arc reduced unnecessarily by
taxes: What is the METR, and is it "too high?" This example will be taken up in the
next section, while the remainder of this section concentrates on the previous example:

the taxation of intcrmediated saving and investment--taxes affecting the use of

intcrmediation.

How big are taxcs on intermcdiation? Rather than usec the METR on
intcrmediated transact’ons, analysts intcrested in financial repression have tended to
analyzc the size of the intermediation spread (including taxes) between borrowing and

lending rates and, somctimes, the share of taxes in the spread.

Although no calculations of the effccts of taxes on intcrmediation spreads appear
to have been done for the four countrics in our sample, other calculations for the
Philippines and Turkey may not be unrepresentative of many developing countries.??
Ghanem (1986, p. 13) states that in the Philippines during 1985 "spreuds averaged 16.4
percentage points; of which around 7.2 percentage points resulted directly from the
different taxes on intermediation.” Hanson (1986, p. 4) gives a morc complete

accounting for Turkey, breaking down the 78 percent per annum iending rate as follows:

Deposit rate: 44 percent
Operating cost: 8
Reserve Cost: 19
Explicit Tax: 1
Lending Rate: 78
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If we allpw the possibility that perhaps 7 percentage points of the 19 percent reserve
requirements are an implicit tax, thc tax burden on the lending ratc would come to a

little under 20 percent of the lending rate.

Neither set of figures includes any implicit tax wedge from interest rate controls
and credit allocation, that will affect borrowing and lending rates directly, or the
opportunity to borrow. In addition, the tax scheme as a whole may raise thc amount
attributed to operating costs. For example, as we saw in the data on intcrest rates in
Part II, the effective subsidy to borrowing makes borrowing quitc attractive. It also
makes default or late repayment attractive, yiclding LDC banks greater loan losscs, that
are incorporated in the figure on opcrating costs. In addition, lack of compctition may

simply result in higher operating costs through reduced efficiency.

These measures suffer from another key shortcoming. They do not consider taxes
levied outside the bank itself. The primary sct of such taxcs arc the income taxes
tabulated in Part II. On the borrower-investor's side, the countries in our sample levy
their normal income tax on the entreprencur’s income, some of which are implicitly
wages for management, but some of which may be returns from a proprictor’s
investments. Alternatively, if the owner’s return from his investment is channeled

through interest or dividend payments, these are often, but not always taxed.

Offsctting these taxes is the implicit subgidy to the borrower--mentioned above--
that comes from low controlled lending rates. Giygn that this subsidy offsets an
identical "implicit" tax on the bank, one cffect of the subsidy may be to limit a bank's

possible monopoly profits. However, this arrangement is likcly to be less favorable to

-40-



cconomic growth than a compctitive banking scctor with no monopoly profits and

uncontrolled lending rates.

On the saver's sidc there are also taxes on intcrest income from deposits--though
not in all of our countrics. In addition, howecver, low controlled dcposit interest rates

also function as a tax on the saver.

In summary, the calculation of "spreads,” and the tax wedge contained in them, is
a far from accurate depiction of the tax wedge reicvaat to intermediated savings-
investment decisions in the economy. Instead, calculations of the marginal cffective tax
rates on intermediated saving-investment are necded, and should be compared to similar
calculations for other common channels by which saving makes its way into investment
projects. Only these calculations can tell us whether and to what extent tax systems

discriminate against the activities of financial intcrmediaries.

It would be interesting to simulate the effects on cconomic growth of reducing
the tax wedges, though no such estimates appear to have been made. Fry (1988) presents
estimates showing that financial conditions--primarily the real interest rate on deposits--
do affect the levels of saving and investment, and hence economic growth. He also
shows that the interest sensitivity of demand for financial assets is far higher than for
national saving. This suggests that much of the impact of financial liberalization comes
about by causing savers to hold their asscts in depository institutions rathcr than in
inflation hedges or curb market deposits. Each of these results seems to imply that the
adverse impact of tax discrimination could be substantial. It would appear that his work
could be extended to quantify the some of the impacts of taxes in this framework with

the usc of METRs.
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B. The Tax Wedge On Banking Investments

The analysis of spreads and tax wedges on intcrmediation and comparable saving-
investment channels is necessary for an understanding of the incentives provided by the
tax system for using--or for avoiding thc usc of--financial intermediaries. It docs not
address directly the effect of taxes on the incentive to commit--or expand--resources in
intermediation, This incentive is given by the after-tax rcturn to new investments in
intermediation, investments such as the cstablishment of a necw bank or branch. We have
found no analysis of this incentive, or of the cffccts of taxcs on it in devcloping
countries. One reason for this is that the provision of incentives for building such

private institutions has not becn a policy priority.

Another reason perhaps lics in the gencral organization of financial
intermediation industries in developing countrics--there arc already "too many"” banks.?3
As indicated earlicr, these are largely the preserve of government (or quasi-government)
enterprises and/or of a limited privatc oligopoly of a few banks. In such a system,
where price competition is also limited by controls on intcrest rates, two features can be
:xpected. First, and notwithstanding the tax burden, banking will be highly profitable
for those in the industry, but profitability will not attract new entrants. Many tax costs
will be passed on to customers and reduce the volume of intermediation. Those that

cannot be passed on will reduce what arc in any casc cxcessive profits.

Second, to the extent institutions compcte, thcy will do so through othcr means,
including an excess of branches. Both of these imply that, if the lack of "price”
competition and barriers to entry arc ignored, devecloping countries may largely appear to

be "overbanked,” and this is often the case.
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A third attribute of such systems is that intermcdiaries have often failed to lend
beyond a limited number of safc and rewarding (and often mandated) sectors. Thus,
governments have viewed other particular sectors, such as agriculture, for cxample, or
particular development areas, as needing special attention. They have therefore created
a number of specialized devclopment banking institutions. These do not appear to have
mobilized domestic funds morc effectively or to have enjoyed a successful record in

their lending, but they have added to the fragmentation of the intcrmediation sector.

With these features of the sector in mind, then, the issue is what role tax policy
plays. If entry into the banking sector were permitted, how would taxes affect the
desire of potential investors to compete in the scctor? The critical variable in the
analysis is the after-tax rate of return to investment at the margin. Providing therc is
little restriction on entry into banking, investors will enter the industry if the after-tax

return to it is more favorable than elsewhcre.

A comparison of the after-tax rate of return in intermediation to that achievable
clsewhere is really part of a multidimensional calculation. Potential investors have
different interests and arcas of e¢xpertise. In addition, banking may be more or less
risky--the return may be more or less variab'e--than in other sectors, depending upon the
country. Finally, in a competitive cnvironment at least, returns will vary over time,
increasing as expertisc is gained and declining as competition increases. All of this
together means that, rather than being a question of whether returns are higher in
banking than elsewhere, the question is whether, other things equal, higher after-tax
returns in banking will lead to more banking. If so, then allowing entry and reducing

taxes will increase the supply of competitive and efficient intermediation.
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How ought the potential role of taxes to be cvaluated? In the usual academic
computations of tax wedges on investment, the pretax gross return is assumed to be
given. However, this scems mislcading in the current context. Becausc of the
administrative visibility of bank activitics and thc many pressurc points it offers for tax
collectors, the gross prctax return will be influenced by taxes--through all of the taxes on
transactions identified ecarlicr in this paper. Thus, the METR on intcrmediated
transactions discussed in the previous section will influence the gross pretax rcturn from

banking investments.

To make calculations of the METR on investments in banking, then, the analyst
needs to make a more complex sct of assumptions. For cxample, onc might assume that
an investor in a manufacturing project is willing to borrow from a bank to make an
investment and to pay thec bank a markect 1aterest rate. At the same time, a saver would
be willing to lend the moncy through the bank for the project at a market interest rate
on deposits. To intermediate the loan, the potential banker must invest some fixed
amount.! With these assumptions, then, on¢ can computc a potential pretax rcturn to the
investment in the absence of both implicit and explicit taxcs. The tax wedge consists of
the difference between controlled and uncontrolled borrowing and lending rates,
transaction taxes, rescrve requirements, income taxes on the bank, and income taxes on

the potential banker.

The most subjective part of such an analysis is the assertion of some hypothetical

market interest rates for borruwers and lenders. One way to approach this problem is to

IThe discussion is purposely framed in a simple fashion and discusscs a marginal
investment to intcrmediate a marginal loan. This framing of thc problem is for the sake
of discussion only. Investments requircd to cnter banking are large, and an accurate
portrayal of the problem would requirc 2 more rcalistic assumption about the size of the
investment ar:d about the volume and mix of dcposits and loans.
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sct bounds on the problem using two altcrnatives. One alternative would assumc that the
market and controlled rates would be the same. The other would be to assume that
lenders and borrowers cach require the average after-tax return available elsewhere in

the economy, and that the rcmainder would accruc to the bank.

Such computations can not stand alonc. The cffect of tax policy must be
understood as stemming from discrimination, for rcasons discussed in the following
section. Th:is means that the total c¢ffective tax wedge on banking, computed as above,
needs to be compared with relevant altcrnaiives. One such alternative is that of
becoming a banker in the informal sector. The other is that of investing in other,
nonfinancial sectors. As we saw earlier, many countrics--such as Zambia--have rather
elaboratc systems of tax incentives for investments in alternative sectors. The effect of
tax policy on intermediation must be evaluated by comparing these alternatives to the

alternative of entry into bunking.

C. Discrimination and The Government's Budget

To frame any analysis of the effect of taxing financial intcrmediaries, the
censtraint imposed by government spending must serve as backdrop. To the extent
government spending is unavoidable or unchangeable, the total tax burden on the
cconomy is given, and tax policy is limited to allocating the burden among possible

taxpayers.

Of course, cven then the burden may not strictly be fixed, since some tax
structurcs may yicld a hcalthier cconomy and more revenucs than other structures

designed to raise the same revenue, but without including this "fecdback” in the
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calculation. For example, reducing the tax on financial transactions can be expected to
induce depositors and borrowers away from the informal scctor, thereby yielding at least
some additional revenues. Cutting rcquired reserves may permit banks to pay higher
deposit rates (where allowed), giving risc to more deposits and a larger volume of

reserves.

Related to the assumption that total tax revenues will not change is the
importance of government borrowing. In LDCs in particular, the problem of borrowing
must be addressed in its own right. As wc saw in Part II, the reserve recquirement tax
and related government regulation are¢ designed in part to provide a market for
government debt at favorable intercst rates. Indced, onc key attribute of the system of
controlled interest rates is that it favors government borrowing at attractive rates by

reducing the attractiveness of substitute asscts.

Because revenucs mu'st be raised, and the scope of tax policy is limited to
allocating the "fixed" burden, it is misleading to attributc the full tax wedge, and its
effects, to taxes. It would be more accurate to attribute the full wedge to government
expenditures, putting the analytical focus of the matter where it belongs. To limit the
issue to that of taxes requires finding a standard of comparison in that the overall tax
burden is more appropriately raised. Onc simple standard of comparison is that of the
average tax rate on the economy as a whole; for example, the ratio of taxes to GDP.

Such a standard is onc in which all activities pay an equal, flat rate tax.
The results of such a comparison can be enlightening. Though it is only a rough

measure of the METR, over 40 pcrcent of the intermediation spread in the Philippines

was a consequence of tax policy. In contrast, tax rcvenues arc somewhat over 10 percent

-46-



of GNP.2* Allowing for the fact that GNP includes capital consumption that should not
be taxed, an average tax ratc of less than 20 percent on nct national income might be a
rough standard for comparison. This suggests that intermediaries may be "overtaxed” by
about a factor of 2 there. It should be possible to convert this number to a revenue
figure, a number that would suggest the amount of tax redistribution necded to

*normalize” the situation of intermediarics there.

A better, though more complicated altcrnative, is to specify a "realistic” tax
reform. Once such a hypothetical, reformed tax system is specified, the difference in
tax_wedges on different activitics from those that would occur in the reformed system
accurately measure the effect of taxes on intecrmediation. To analyze the matter without

this kind of refincment is misleading becausc it wishes away the government’s budget.

How does one develop a "reformed” system for comparison? The theory of public
finance offers a wide range of tax structures that could improve on cxisting systems and
some ordering in terms of degree of "perfzction.” Each of these alternative systems,
however, depends upon the nature of the economy and the information available to
taxing authorities. Rather than simply adopt one, it is more practical to identify a few
principles of good taxation and sec how these can be implemented. Implementing tihcm

gives risc to a realistic ‘tax structurc that can serve as a basis of comparison.

The most important principle is that more broadly based taxes, at equal rates, are
preferable to narrower and more discriminatory taxes. Although there is a theorctical
literature in economics showing that "optimal® taxes in principle involve discrimination
on grounds of economic ¢fficiency, the information rcquired to implement such "optimal”

tax schemes is virtually ncver available, particularly in developing countries.?®
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Iit contrast, broad-based, cqual ratc taxes minimize both the burden falling on any
individual taxpayer and the incentives to avoid or ecvade taxes. Not only does this
improve revenue yield and lessen cconomic distortions, it also provides an obvious
grounding in fairness. One can then modify the scheme to achieve redistributive goals,
but with the recognition that thc tax system may prove a very blunt instrument in this

regard.

Despite this injunction in favor of broad bascs and cqual rates, the governments
of developing countrics are sharply limited in their ability to enact and administer such
a system. Thus, as a practical mattcr, taxation must generally followed the linc of least
administrative resistance, a fact not unique to devcloping countries. Both the liquidity
and the accounting standards of financial intermediarics make them ready targets for
taxation (both explicit and implicit), and perhaps properly so given the administrative
costs involved in raising the revenues from many other sectors. Furthermore, rcgulations
such as reserve requircments, that arc aimed at prudentizal ecnds in governing the
macroeconomy and prescrving the stability of the financial system, have a separate

legitimacy.

The analytical issue, then, is one of attempting to ascertain what these benefits--
such as administrative ecase--are worth, and what are the costs. Operationally, this means
asking whether the same ends could be achieved at lower cost, and whether existing
requirements are not needlessly excessive. Thé gbal of such an analysis is to determine

how the burden of taxation can be shifted at tht margin.

The outcome of such an analysis is a hypothetical tax reform. The reformed

system provides a standard of minimum practical discrimination consistent with the
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government'’s revenue needs, the structure of the economy, and the ease of
administration. Against this standard, and thc tax wedges it would cngender, may be
compared the actual tax wedges under the cxisting system. Any differences represent
unwarrantcd and unneccessary discrimination against, or in favor of, financia!l

intermediation.

It may be thought that such an analysis is overly elaborate. Certainly, it should
be kept as simple and 23 focused as possible. And, at the very least, one needs to
identify tax increases--and their effects--to offset any proposed tax reduction in the
financial sector. In the absence of such analysis, thecre may be a tendency always to
arguc that taxes arc at fault in any sector dcemed critical. The resuit may be partial

reforms with unexpectedly adverss consequences ciscwhere.
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IV. Policy Recommendations

To a great extent, the considerations raised in the preceding section counsel
caution in making policy recommendations that rest on presumptions about the tax
structure that may not be justified, or on overly simplistic analyses of the effccts of tax
policy. A number of analyses, foliowing the path outlined here, would be necessary
before conclusions could be drawn. Nonctheless, four policy recommendations arc called

for by the factors that have been identificd:

1. Free entry into financial intermediation i rudential ern
to be encouraged to the maximum extent possible. Entry to the intermediation industry
is, by and large, sharply limited and dominated by government- or quasi-government
enterprises, and the disadvantages of such a structurc have increasingly been documented

in recent years.

The issue of entry is intimatcly related to tax rcform. Tax incentives and
disincentives only work where individuals are frec to respond to them. Even if
financial intermediaries are heavily taxed, this alonc may not be especially costly to the
| cconomy given the current organization of this industry in many countries. Where entry
is limited, heavy explicit taxation may primarily servc to reduce monopoly profits. Nor,
for the same reason, would rcducing their taxes encourage the expansion of financial

intermediaries in such an environment.
2. Tax rates ought to be made as uniform ible acr industri n

sectors. The uniformity of tax rates should be understood to incorporatc thosc implicit

taxes discussed in this paper as well as explicit taxes. Uniformity rcquires the
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climination of spccialized and targeted tax incentives wherever feasible. In the absence
of compelling cvidence ‘o the contrary, tax discrimination cannot be presumed to benefit
cconomic development. On the contrary, unwarranted tax discrimination produces

cconomic incentives that are unrelated to the productivity of alternative investments. [t

thereby inhibits economic development.

3. Controls on interest rates gught to be recmoved. These controls tend to

subsidize borrowers at the expensc of savers, and to do so without rcgard to the
productivity of borrowers’ investments. In addition, for frec entry to be cffective,
intermediaries must be able to compete for funds. Finally, given the potentially high
costs of information and transactions inherent in making loans to smaller and more risky
borrowers, controls arc likely to prevent investment in projects with higher dcvelopment

potential,

One of the reasons for such controls, as well as for excessive reserve requirements,
is the tendency to subsidize government borrowing through these channels. This strategy
tends to mask--for a period--the truc positior of the public sector accounts and the
economic cost of the public scctor. Removal of controls on interest rates would go some

way toward making these costs evident.

4. Tran i r turnover tax ht replaced by retail sales taxes on

consumption (or VATS) or by increases in_income tax rates. Tax<zs on transactions and

similar "cascading"” taxes discriminate arbitrarily in favor of integrated busincsscs,
thereby discouraging business startups--including financial intcrmediarics and the

businesses to whom they may lend.
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ENDNOTES v

1.These generalizations arc drawn in part from Goldsmith’s (1969). The Gurley-Shaw
analysis is summarized in Gurley and Shaw (1960). Sec also Gurley and Shaw (1956) and
Gurley (1957). The work of Gershenkron (1962) on the economic history of Germany also
contains rclated insights.

2.Economic theorists in rccent years have devoted increasing attention to the lending and
borrowing decisions of cconomic agents in conditicns where information is imperfect and
unevenly distributed. This emphasis promises to yicld ncw insights and possibly overturn
scme of the conclusions derived from older analyses in which the role of information
was ignored. Sce, for ¢xample, Joscph E. Stiglitz (1985).

3.An interesting case study of this process and its evolution is provided for Haryana in
India by Bhatt (1979).

4.See Arrow (1970), Gurley and Shaw (1960), and Davis and North (1971).

5.0n the reasons for such high costs sec the "Two Studies” by Hanson and de Rezende
Rocha (1986) and, for an claboratc thcorctical treatment, Virmani (1982).

6.See Fry (1988, pp. 292-298) for a review of the litcrature on these institutions.
7.See Bhatt, (1986).
8.See, for example, Samuclson and Nordhaus (1985) and Burger 1971).

9.The path-breaking studies were those of Shaw (1973) and McKinnon (1973). The term
was coined by McKinnon. The most recent comprehensive survey of the topic is that by
Fry (1988). A recent brief essay on liberalizing a repressed economy can be found in
McKinnon and Mathicson (1981).

10.Sec Fry (1988), pp.240-247.
11.Newbery and Stern (1987).
12.Hanson (1988), p. 4.

13.Hanson (op. cit.) cites the Turkish tax as a gross receipts tax on loan interest, while
Fry describes it as a "transactions tax on the valuc of cach financial transaction
undertaken by a financial institution." This is one of Fry’s two cxaniples, mentioned
earlicr. His other is the Philippine system, which comes from Ghanem (1986).
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14.Tucillo (1977) constructs some quantitative estiniz {es of thc magnitude of this implicit
taxation of intermediaries in the U.S.

15.Bank of Zambia (1985)

16.For a broad discussion of intcrest rate policies scc Hanson and Ncal (1986).

17.Ghancm (1986) op. cit.
18.Banco Central de Costa Rica (1985)

19.Sce also Fry (1988) pp. 273-275 for some examplcs of reserve requirement ratios from
other developing countrics.

120.See, for example, Marsden (1983) and OECD (1987), chapter 10, as well as IBRD
(1988).

21.Analysis of the tax wedge and of the marginal cffective tax ratec on investment
associated with it was pioneered by Mervyn King, and the method generally used was
developed and presented in King and Fullerton (1984). The unpublished paper from the
1987 Intcrnational Confcrence on the Cost of Capital at the Kennedy School of
Government, Harvard University present a recent selection of academic work in this area

from many countries.
22.Sce also de Rezende Rocha (1986).

23.The following discussion of financial markct organization rests heavily on the
discussion in Fry (1988), especially Part III.

24.Intcrnational Monctary Fund (1987)

25.Sce Newbery and Stern (1987).
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