


Tax Policy in Sri Lanka:
Economic Perspectives

Edited by
Saman Kelegama

 

Institute of Policy Studies of Sri Lanka



Copyright   C   June 2017
Institute of Policy Studies of Sri Lanka

ISBN 978-955-7397-01-6

National Library of Sri Lanka-Cataloguing-In-Publication Data

   Tax Policy in Sri Lanka : Economic Perspectives / ed. - Saman
       Kelegama - Colombo : Institute of Policy Studies of Sri Lanka, 2017

  300 p. ;  28 cm.

ISBN 978-955-7397-01-6

i. 336.20095493 DDC23 ii. Kelegama, Saman (ed.)

1.   Fiscal Policy - Sri Lanka

2.  Taxation - Sri Lanka

Please address orders to:
Institute of Policy Studies of Sri Lanka
100/20, Independence Avenue, Colombo 7, Sri Lanka
Tel: +94 11 2143100  Fax: +94 11 2665065
Email: ips@ips.lk
Website: www.ips.lk
Blog: ‘Talking Economics’ - http://www.ips.lk/talkingeconomics
Twitter: www.twitter.com/TalkEconomicsSL



i

Preface

A sequence of events during the 2009 to 2013 period led to the idea of compiling a

Volume on Tax Policy in Sri Lanka. In 2009, I was invited to serve as a Member of the

Presidential Taxation Commission (PTC) and in the same year I was invited to deliver

the 14th Annual Taxation Oration of the Institute of Chartered Accountants of Sri Lanka.

To assist me in these tasks I invited Anushka Wijesinha of the Institute of Policy Studies

of Sri Lanka (IPS) to serve as a Research Officer to the Commission. With his assistance,

the IPS prepared two Chapters of the PTC Report and perused through all other

Chapters of the PTC work before finalizing the Report.  In 2010, the PTC Report was

submitted to the President of Sri Lanka and concurrently the IPS got involved in a

project coordinated by the GINI (Governance Institute Network International, Islamabad,

Pakistan) and funded by the IDRC (International Development and Research Centre,

Ottawa, Canada) on Tax Implications on SMEs (Small and Medium Enterprises). With

this project, the IPS had several researchers working on tax related issues.

While these involvements were taking place, the IPS has been covering various issues

pertaining to taxation in its flagship publication "Sri Lanka: State of the Economy" and

bringing out Research Publications on different aspects of taxation in Sri Lanka. Besides,

IPS has been organizing a number of seminars on taxation and tax policy in Sri Lanka

during the 2009-2013 period. Given the volume of work done on taxation, in 2013 a

decision was made by the IPS to bring out a Volume on the subject where most of the

key issues that have been already well researched are to be included. However, this task

got disrupted with some research staff members working on tax related issues leaving

IPS in 2014 and other demands on the Institute by the new government in office.

In 2015 and 2016, I was invited to give the introductory lecture on Taxation for the

MBA students at the Postgraduate Institute of Management, University of Sri

Jayewardenepura. During the question and answer sessions of these lectures, one point

that struck me was that there was no comprehensive Volume on taxation in Sri Lanka,
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especially when considering the subject from the perspective of the overall economy.

This encouraged me to finalize the planned Volume by the IPS as early as possible.

D.D.M. Waidyasekera, former Commissioner, Inland Revenue Department, who later

served as a Consultant at the IPS for two decades, was invited to prepare a key chapter

in the Volume with the most up-to-date information to complement the Chapters already

contributed by senior researchers at the IPS. To strengthen and complement the

contribution of the IPS researchers, we invited Mick Moore, Chief Executive Officer of

the International Centre for Tax and Development, UK; Kopalapillai Amirthalingam,

Professor of Economics, University of Colombo; and Yuthika Indraratna, Director

Economic Research, Central Bank of Sri Lanka, to make a contribution to the Volume.

The timely arrival of the Chapters by these authors facilitated the IPS to edit and compile

the volume in a relatively short period.

I would like to record my thanks to D.D.M. Waidyasekera and Anushka Wijesinha for

assisting me at various stages in bringing out this Volume. Thanks also go to the IPS

Secretarial staff, Nilanthi Alahakoon for typing some parts of the manuscript, Gayendri

Karunaratne for editing, and Asuntha Paul for formatting the manuscript for printing.

Saman Kelegama

Institute of Policy Studies of Sri Lanka

Colombo, May 2017
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Introduction

1
Introduction

Saman Kelegama

1.  Economic Background

Sri Lanka is at a critical juncture in its economic policy making. The country experienced

a debt financed consumption and investment led growth during the decade from 2005

to 2014, which became unsustainable. Sri Lanka's borrowings from both domestic and

international sources increased rapidly, and by 2015, it became a highly indebted country

that needed a course correction. Two areas needed urgent attention - namely, foreign

exchange earnings and saving capacity, which had to be improved to meet the escalating

external debt and to improve the domestic resource mobilization, inter alia, to meet the

escalating overall debt. With the change of government in early 2015, a concerted effort

was made to achieve these three objectives. A transition from a debt-financed development

strategy to a more export-led, Foreign Direct Investment (FDI)-led, and domestic resource

mobilization led development path was chosen, to create a more sustainable growth

path for the country (EPS, 2016).

This change in strategy came at a time when global trade growth was slowing down,

global commodity prices were declining, global interest rates were gradually increasing

(with the US reversing its Quantitative Easing policy), Chinese economy slowing down,

etc. Thus, the anticipated export and FDI increase did not take place. On the contrary,

both exports and FDI declined in 2015 and 2016 (IPS, 2016). The government had no

option but to continue with external debt financing strategy until exports and FDI picked

up. In fact, Sri Lanka is seeing external debt financing in the post-2014 period in the

same scale as during the last decade, which has become a worrying feature in debt

sustainability. Global factors also slowed down economic growth. Consequently,

domestic resource mobilization, although improved in 2015 and 2016, could not reach

the desired targets. There is hope that with the improvement in global economic
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environment, the new development strategy of promoting exports, attracting FDI, and

domestic resource mobilization will enable a reduction of the public debt burden.

Sri Lanka's public debt per Gross Domestic Product (GDP) averaged between 75 to 80%

during 2014-2016 which is high compared to peer countries in the region. Low revenue

has compelled successive governments to rely heavily on debt creating financing which

has contributed to the accumulation of government debt stocks. This has created high

debt service payments thereby further reducing the fiscal space, which in turn has led

to further borrowing, creating a vicious circle and pushing the country closer to a 'debt

trap' (CBSL, 2016).

Given Sri Lanka's 'competitive populist politics', significant reduction on expenditures is

becoming increasingly difficult. The past experience with ambitious expenditure

reduction programmes with cuts in welfare measures, restructuring loss-making public

enterprise, reducing conspicuous consumption, etc., have been less effective in fiscal

management. Thus the government is emphasizing a revenue based fiscal consolidation

path for debt sustainability. In this context, domestic resource mobilization becomes the

key factor, i.e., enhancement of government revenue, which has two components -- tax

and non-tax revenue. About 93% of government revenue comes from tax revenue, thus

in the context of more domestic resource mobilization, tax revenue enhancement becomes

the crucial issue. However, Sri Lanka's tax revenue as a percentage of GDP amounted

to 11.4% in 2014 compared to 24% in Georgia, 23% in Samoa, 21% in Tunisia, and 18%

in Ukraine. In fact, Sri Lanka's tax revenue per GDP was around 20% in the early

1990s, but has continuously declined over the next two and a half decades.

2. Overview of the Book

It is in this context, that it was decided to bring out a Volume on  the economic

perspectives of taxation and tax policy in Sri Lanka. Although a Presidential Taxation

Commission (PTC, 2010) came out with a report highlighting key areas in taxation that

needed reform for enhancing overall revenue, it was never published and above all was

limited in coverage. The book fills this gap and involves an in-depth study of the Sri

Lanka taxation system, the historical factors relating to growth from colonial times, the

different socio-economic strategies pursued by different governments and
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administrations, leading to relevant changes in fiscal and taxation policies and their

results. It also deals with the current trends and perspectives in fiscal policy, taxation

and the tax system including tax administration as well as its feasibility and problems in

relation to developing small and medium enterprises (SMEs) and incentives to draw in

much needed FDI.

The book is divided into four parts. The first part attempts to position tax revenue in the

context of the overall economy in order to comprehend the challenges facing Sri Lanka

in managing the economy. The second part looks at trends, policy changes and challenges

ahead in taxation. It also discusses the political economy of taxation in order to

comprehend the revenue puzzle in Sri Lanka. The third part focuses on tax incentives

to boost the productive base in Sri Lanka with special reference to attract FDI and

promote SMEs. The last part focuses on two crucial areas of taxation, viz., distributional

impacts and the elasticity and buoyancy. This part also brings into focus methodological

issues in measuring social effects, elasticity, and buoyancy.

There appears to be a number of reasons for the decline in tax revenue in Sri Lanka. The

most important and relevant being the unplanned ad hoc tax incentives in the form of

exemptions, tax holidays, reliefs, duty waivers, etc., that have eroded the tax and fiscal

base, the resultant loss of revenue is estimated at over 1% of annual GDP.  Other reasons

include: (1) periodic increases in allowable expenses and allowances in computing taxable

income; (2) ad hoc lowering of tax rates; (3) a narrow tax base and coverage; (4) lack of

elasticity and buoyancy in the tax system; (5) the existence of a large informal economy

resulting in tax evasion and tax avoidance; (6) the granting of regular tax amnesties

which were relative failures; (7) low compliance; (8) a complicated tax system, and (9)

weaknesses in tax administration and the administrative mechanism (Kelegama, 2010

and others).

An aspect in the current tax system which needs change, lies in the composition of tax

revenue.  The direct taxes comprise on average less than 20% of tax revenue or 2% of

GDP while the indirect taxes comprise around 80% of tax revenue or 8% of GDP. There

has been a significant decline in direct tax revenue over the years. For instance, property

taxes (financial tax, wealth tax, gift tax, estate duty, etc.) averaged 2% of tax revenue

before 1977 and at present is almost negligible. A disaggregated analysis shows that a
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large proportion of indirect taxes are collected from a relatively few commodities (sugar,

food and beverages, cement, petroleum, etc.).Moreover it can be observed that many

indirect taxes are imposed on the same commodity (Turnover Tax [TT], Nation Building

Tax [NBT], and Port and Airport Levy [PAL] applies to sugar; Special Commodity Levy

[SCL], and PAL applies to food and beverages, and etc.).  Most commodities which are

considered essential in the average food consumption basket are taxed (Indraratna,

2016). It may be noted that lower income earners spend a greater proportion of their

income on food compared to high income earners.  Thus, this is an area that needs to be

addressed in reforming the tax system.

A detailed analysis shows that the indirect tax system in Sri Lanka is regressive, i.e.,

taxes as a percentage of income declines successively for higher income earners.  The

highest income group bears the lowest tax burden while the lowest income group bears

the highest burden.  Indirect taxes impose a relatively high tax burden on lower income

groups. Also, over-reliance on consumption and transaction taxes have resulted in a

drop in tax revenue.

Needless to say, that there are disadvantages as well as advantages of heavy reliance on

indirect taxation in relation to revenue generation, equity creation, and ease and cost of

administration.  However, it has been recognized that the current proportion is too

unrealistic, if Sri Lanka is to achieve a developed country status and in fact both the

Presidential Taxation Commission (PTC, 2010) and the Economic Policy Statement of

the Prime Minister (EPS, 2016) set a target of achieving a 40:60 ratio of direct to indirect

taxes by 2020.

Taxes at the border or external trade taxes accounted for more than 50% of the overall

tax revenue in Sri Lanka during 1996 to 2008 and remained at a high level ((PTC,

2010:170; Kelegama, 2011). Overall external taxes is the sum of custom's duty (tariffs),

CESS [Commodity Export Subsidy Scheme], PAL, NBT, Value Added Tax (VAT), SCL

and Excise Duty. In 2016, for instance, the composition of these taxes in external taxes

were as follows: Custom's Duty: 22%, CESS: 8%; PAL: 12%; NBT: 3%; VAT: 15%; SCL:

8%; and Excise Duty: 32%. This excessive dependence on the external trade taxes need

to be reduced in line with the reduction of indirect taxation, and in particular, the para
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tariffs such as CESS and PAL should be gradually reduced to zero over a specific time

period.

As indicated earlier, tax incentives are a primary reason for the declining of the tax

revenue ratio to GDP. These were originally used from 1951 and after 1977 became a

major instrument of development policy. These incentives have been granted both

through Act No. 17 of the Board of Investment (BOI) and the provisions of the Inland

Revenue Act, but to avoid overlapping and parallel structures, the IMF, among others,

argued that all such incentives should be brought under the provisions of the Inland

Revenue Department (IRD) whereas the BOI continuing to act purely as an investment

promotion agency.

There are both pros and cons in granting tax incentives which can take different forms.

These include tax holidays and exemptions, low and differential rates of tax, increased

tax free allowances, increased allowable expenses including enhanced depreciation,

triple expenses such as for R&D, are among others. The rationale for the adoption of tax

incentives is that these constitute as an important, if not, a major element in determining

investment behaviour and particularly in attracting investment in SMEs and FDI.

However, their effectiveness in attracting the required amounts and required nature of

such investments is debatable and there are many other factors in this respect, and tax

incentives playing only a marginal role (Chapters 6 and 7).  If and when considered

necessary in the development process, the tax incentive regime must be designed,

implemented and monitored in a more methodical and cost effective way, their benefit

ratio properly examined and be subjected to continuous review so that the impact on

revenue is minimized and the required economic objectives realized.

Another area that has drawn recent debate and contention in Sri Lanka is the VAT.

There is no doubt that in principle the VAT is superior to other forms of sales taxation.

Its advantages include its transparency, its non-cascading character, and its in-built

self-enforcing and cross checking mechanism and hence over 160 countries have a VAT

system in some form or other.

However, the VAT has also several weaknesses and defects.  Some of these are inherent

in the VAT system itself such as its design, base, coverage and rates.  Others are associated
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with practical and administrative problems.  In terms of revenue, the VAT has not

shown the regularity and reliability of the previous TT or Goods and Services Tax (GST)

and has been characterized by volatility and the need for complex manipulation to

prevent revenue erosion in the form of input credit and refunds.

Constant changes in the threshold and coverage of tax payers, exemptions, the zero

rate list and rate structure have been subject to ad hoc changes leading to confusion

among tax payers and variations of tax revenue.  Problems also arise in the area of

financial services which became liable from 01.01.2003 where the value added is not on

the normal Output - Input basis, but on the additive method of Net Profit plus Wages,

under which there is no deduction for input taxes paid.  Hence, most banks and financial

institutions tend to pass on the VAT to the borrowers leading to increased cost of credit

and affecting investment.

Other issues in VAT relate to frauds and problems associated with inadequate

administration of the VAT, which in Sri Lanka has been found to be wanting.  All these

issues in respect of VAT have been covered in detail in this book (Chapter 3).

The functions of a tax system involve several aspects.  While its primary function is to

raise revenue for the government, another important function relates to reducing

inequalities through a policy of redistribution of income and wealth.  The equity principle

in taxation implies that taxes should be imposed in accordance with the ability to pay

principle which has two dimensions, namely, horizontal equity and vertical equity.

This aspect of taxation in Sri Lanka has been dealt within the book illustrating how

changes in the tax structure can be assessed for its effects on the tax base, the distribution

of income and social welfare (Chapter 8).

As the country is in the process of creating and adopting a new Constitution in

accordance with changing political, economic and social conditions, decentralization

powers and functions both provincial and local have assumed importance. In revenue

terms, it is seen that the revenue sources devolved on Provincial Councils under items

30.1 to 30.6 of List 1 of the Ninth Schedule of the 13th Amendment, account for only 4%

of the country's total revenue or less than 3% of tax revenue, which is equivalent to

0.6% of GDP.  Expenditure is however around 11% of tax revenue or 2.6% of GDP and
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the deficit is met by grants from the Central Government.  These are basically of three

types - Block Grants, Criteria Based Grants, and Province Specific Development Grants

(PSDG) apart from grants for special projects.

The situation has been complicated from 2011 by the repeal of the Business Turnover

Tax (BTT) which brought in the bulk (56%) of provincial revenue and its replacement

by a system of transfers involving 100% of Stamp Duty, 70% motor vehicle fees, and 33

1/3% of NBT collection. This has led to a number of problems involving the adequacy of

independent provincial revenue, not fully using the available sources or looking at new

and innovative sources. This inadequate performance of the provincial revenue system

necessitates closer coordination and information sharing between tax authorities at the

Centre and the provinces. These issues have to be analyzed and addressed adequately,

in any future fiscal and financial decentralization system proposed to be adopted.

From a local government perspective, the proposed Grama Rajjaya Project involves the

establishment of 2500 Grama Rajjayas by amalgamating eight  Grama Niladhari divisions

to form one Grama Rajjaya with the intention of bringing development to the grass root

level.

The tax system in Sri Lanka is a complex and complicated one with over 20 national

taxes and levies. This includes a current three  band tariff structure at Customs, Excise

Duties under the Excise Ordinance, and the Excise (Special Provisions) Act No. 13 of

1989 as well as a number of miscellaneous taxes and levies such as the PAL, Regional

Infrastructure Development Levy (RIDL), SCL, Share Transaction Levy,

Telecommunication Levy, etc. The system needs simplification and the enactment of a

simplified new Tax Act.  This is in the process of being enacted but the proposed draft

has been subject to critical analysis in keeping with the national context together with

the necessary modernization provisions. Simplification however does not depend on

legislative measures alone but also on administrative procedures and regulations as

well.

Last but not least, there are the issues and problems pertaining to tax administration.  In

the final analysis it is the level of efficiency of the revenue administration which determines
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the effectiveness of the revenue system.  The problems and gaps in revenue administration

relate both to the level of policy formulation as well as the level of implementation.

At the policy formulation level, the gaps relate to: (i) lack of effective institutional

structures, (ii) absence of adequate and effective processes of public participation, (iii)

inadequacy of monitoring and evaluation of policy implementation, (iv) lack of sufficiently

trained personnel for tax policy analysis and research, and (v) unification of collection

techniques.

At the implementation level, the weaknesses include: (i) the relatively low number of

taxpayers, the level being at 31.12.2015 a total of 690,405 taxpayers or 3% of the

population; (ii) the low level of compliance, the return compliance on due date for 2014/

2015 being 50% for corporate (39,500 companies out of 79,000 registered companies)

and 42% for non-corporate; (iii) inadequate improvement of work systems and methods;

(iv) inadequate training of personnel and modernization of tax administration; and (v)

lack of coordination between different revenue departments.

Several measures have been taken to address these issues including automation of the

Finance Ministry Budget Implementation and Monitoring Unit (BIMU)  and Integrated

Treasury Management Information Systems (ITMS), whereas Social Weather Stations

(SWS) at Customs, and Revenue Administration and Management Information System

(RAMIS) at Inland Revenue are among others.  These administrative issues and responses

taken recently are discussed in the volume (Chapter 3).

3. Overview of the Chapters

The second Chapter titled: Fiscal Policy, Growth, and Macrostability by Dushni

Weerakoon and Kithmina Hewage highlight that macroeconomic stability is recognized

as an essential prerequisite for strong and lasting growth. This can be undermined by

unviable fiscal policy measures that result in high levels of public debt, hampering growth

by increasing uncertainty, over-taxation, crowding out private investment, and

weakening the country's resilience to shocks. The Chapter shows that Sri Lanka's post-

war public investment led fiscal policy stimulus involved tapping new sources of

international finance without adequate attention to domestic resource mobilization,

whereby the economy faces elevated risks to exogenous shocks.
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While in the past, high domestic borrowing to meet fiscal financing needs have typically

resulted in pushing up interest rates and generating inflationary pressure through

monetization of the deficit, the Chapter shows that the inflow of foreign capital has

introduced an added dimensions to macroeconomic policy management, viz. the

management of the exchange rate within a prudent monetary policy framework. In Sri

Lanka's case, the Chapter shows that the attempts to set exchange rates to make dollar

denominated debt more manageable has seen frequent episodes of external sector crises

in 2008, 2012 and 2015. In addition, as the costs and risks of Sri Lanka's debt profile

have changed over time, it is shown that external debt sustainability has emerged as a

growing medium term risk in a consumption-driven low growth environment.

The need to broaden the tax base and raise tax revenue has been a policy priority for the

government in the past several decades. Any income tax reform results in widespread

redistribution of income in an economy. The Chapter shows that the changes in Sri

Lankan tax policy have generally aimed to increase tax revenues without properly

considering impacts on welfare in terms of income distribution and equity.

The third Chapter titled, Taxation: Current Trends and Perspectives by D.D.M.

Waidyasekera shows that in the current fiscal and economic context, the most important

factor that the government faces is the declining trend of revenue to GDP ratio.  In spite

of the overall increase in GDP and per capita income, government revenue has declined

from 21.1% in 1990 to 11.4% in 2014.  The reasons for this decline are enumerated

which includes unplanned ad hoc tax incentives, narrow tax base and coverage, periodic

increases in tax free allowances and allowable expenses, lack of elasticity and buoyancy

in the tax system, tax evasion and avoidance, a complicated tax system, and last but not

least weaknesses in the tax administration.

Another point the author stresses is the unrealistic proportion of direct to indirect taxes

of 20:80 and which should be changed to a 40:60 ratio, in order to achieve a developed

country status (EPS, 2016).

The chapter also discusses the proposed changes in the tax threshold, base and coverage,

rate of tax, tax evasion and inadequacies in the provincial council revenue system.  The

VAT system is discussed in depth including issues in its inadequate revenue performance,
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financial services, wholesale and retail trade, VAT frauds, and administrative issues.

Also discussed is the complicated nature of the tax system, the need for simplification

and the enactment of a new consolidated Tax Act.

Last but not least, the author stresses that  it is the administration which determines the

effectiveness of the revenue system.  In this respect, a number of issues are discussed

including the relatively low coverage of taxpayers, low compliance, audits and

investigations, appeals and default taxes and inadequate coordination between revenue

departments.  The recent measures to address these weaknesses are also discussed

including automation of the tax administration at Customs, Ministry of Finance and

Inland Revenue.

The fourth Chapter titled, Declining Tax Ratio: The Formidable Challenge of Future

Development by K. Amirthalingham shows that the tax ratio, total tax revenue as a

percentage of GDP, has declined significantly during the 1980-2015 period and the

decline is strongly associated with the decline of the indirect tax revenue as a percentage

of GDP. Tax authority could not prevent the decline of indirect tax revenue as a

percentage of GDP and on the other hand, the authority has failed to offset the decline

of tax ratio by expanding direct tax revenue as a percentage of GDP in line with the

theory and the experience of developed and fast growing developing countries. As a

result of declining tax revenue as a percentage of GDP, the author argues that the country

is compelled to borrow more and more to meet its budgetary obligations. As a result of

high level of debt ratio and consequent debt service payments, the author shows that Sri

Lanka could not allocate financial resources sufficiently to important social services

such as education and health. Therefore, the author argues that Sri Lanka should take

radical measures to increase tax revenue as a percentage of GDP and should change the

existing tax structure towards a tax system in which direct taxes should play a dominant

role. In fact, it is shown that the increasing tax ratio and reducing the country's

overwhelming dependence on the public debt are likely to be a formidable challenge for

future development.

The fifth Chapter on Dwindling Tax Revenue: A Fiscal Puzzle by Mick Moore takes a

more political economy approach to examine the declining tax revenue in the country.

It shows that from the 1950s to the 1980s, Sri Lankan governments collected a high
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proportion of GDP in taxes, and the country spent most of that money on mass provision

of health and education services and subsidized food. The Chapter illustrates that Sri

Lanka was a model welfare state with unusually high human development indicators,

but contemporary Sri Lankan governments spend very little on their poor citizens. A

major reason according to the author is that, since 1990, the proportion of GDP collected

in tax revenue has steadily declined, such that it is now at unusually low levels. Internal

conflict, the author argues, although almost endemic, does not explain declining tax

collections. The decline, according to the author, results from a continuous series of

policy decisions to exempt wealthier people, businesses, incomes and assets from taxes.

This Chapter analyses the more identifiable political and institutional processes through

which the political preferences of the wealthy and powerful were translated into low

revenue collections. They are: the declining power of 'popular forces' (notably

programmatic political parties and trades unions); the emergence of foreign aid and

loans as alternatives to domestic revenue mobilization; the institutionalisation of pressures

to exempt the private sector from taxes; powerful Executive Presidents who are

undermined or dispensed with the authority of Ministers of Finance; and a political and

institutional lock-in to a high dependence on taxes levied on a declining sector of the

economy - imports - and on the Customs Department which collects them.

The sixth Chapter titled, Tax Incentives for FDI: Conceptual and Practical Issues by

Anushka Wijesinha and Jayani Ratnayake shows that the government since mid-2010

has instructed the BOI - the apex government agency tasked with FDI attraction - to

curb the use of fiscal incentives as a policy tool with revenue considerations in mind.

Attracting FDI has been challenging, despite years of favourable tax treatment offered

to FDI by way of generous tax holidays, exemptions and concessionary tax rates. Sri

Lanka attracts less than US$ 1 billion per annum in FDI, substantially less than its

middle-income peers. In the context of this paradox, the Chapter contributes to the

debate in Sri Lanka on the use and efficacy of tax incentives in attracting FDI. It explores

Sri Lanka's recent history and evolving policy stances with tax incentives, followed by

an explanation of their usefulness.

The Chapter discusses the relative merits and demerits of different types of tax incentives

that can be deployed and argues for a decisive shift away from profit-based and towards

expenditure-based tax incentives (i.e., from tax holidays to investment allowances). The
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Chapter reveals that the Sri Lankan private sector has not being lobbying for greater tax

holidays, but rather for a more predictable and consistent investment incentives regime.

The Chapter puts forward a host of important considerations for designing, granting

and monitoring the use of tax incentives, ranging from strengthening the qualifying

criteria to introducing compliance certification. Overall, the Chapter calls for greater

precision and targeting of specific incentives schemes in order to yield greater gains for

the economy from the foregone revenue.

The seventh Chapter titled: Is the Tax System SME-Friendly? : Evidence from a Firm-

Level Survey is by Anushka Wijesinha and Raveen Ekanayake. The SME sector is

recognized as a key driver of inclusive growth in the Sri Lankan economy. However,

SMEs in Sri Lanka are faced with a myriad of difficulties in their quest to survive, remain

profitable, grow their business, and create more jobs. Of these, the focus of the Chapter

is on taxation and using a survey instrument administered among 150 enterprises (both

SME and large), together with Key Informant Interviews and Focus Group Discussions,

the Chapter explores the various dynamics influencing the SME-tax nexus.

The Chapter suggests that the prevailing tax incentives structure favour large enterprises

over SMEs, and more needs to be done to explore how the tax incentives regime can be

reoriented to suit the growth needs of SMEs. The Chapter shows that there is a need to

streamline the tax incentives and enhance awareness about these, in order for SMEs to

truly benefit. Tax compliance appears to be low, mainly due to the fact that many SMEs

are below the turnover or income threshold for taxation. Low awareness on tax matters

come across as an overall factor in this Chapter. A review of tax compliance costs and

the overall regulatory burden of tax is warranted, as the Chapter reveals that many

SMEs found tax compliance to be cumbersome and burdensome. The Chapter asserts

that given the current policy focus on SMEs and the desire to grow the SME sector - tax

authorities should be sensitive to the needs of SMEs when administering taxes.

The eighth Chapter titled Accounting for Social Effects of Tax Reforms by Nisha

Arunathilake and Priyanka Jayawardena illustrates how revenue and welfare impacts

of tax reforms can be assessed using available household level income and expenditure

data. From an equity point of view, a tax is said to be welfare improving if the introduction

of a tax redistributes the income such that their distribution is more equitable. Such
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welfare improving taxes are denoted to be progressive in the literature. Taking tax reforms

announced in the November 2010 budget proposed in Parliament as an example, the

Chapter illustrates several ways in which equity impacts of tax policy reforms can be

assessed.  The Chapter also illustrates how simulation analysis can be conducted to

better understand the effect of different tax systems on government revenue and tax

base.  Such analysis can guide governments to choose progressive tax systems that are

best suited for improving government revenue.

The last Chapter by Yuthika Indraratna is on The Measurement of Tax Elasticity: A

Time Series Approach. The Chapter focuses on the built-in responsiveness of revenues

to change in income which constitutes an essential ingredient for tax policy formulation.

The Chapter utilizes a time series approach empirically estimating tax elasticities for the

period 1960 to 1994. Tax elasticities are estimated for income, turnover, excise, import

and total taxes on short run and long run basis for the pre-reform and post-reform

periods. All elasticity estimates reveal a low responsiveness of taxes to income growth

with estimates registering less than unity in most cases. The Chapter also shows that the

tax buoyancy computed for the same taxes indicating that tax revenues have been

maintained through discretionary measures.

In the overall context, the above Chapters constitute the major issues and factors which

are relevant in examining the fiscal and tax policy issues that are essential prerequisites

for Sri Lanka's macroeconomic stability and sustainable growth.  The Chapters examine,

analyses and discusses the issues in depth and it is hoped that policy makers,

administrators, and the general public alike will benefit from the contents of this book.
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Fiscal Policy, Growth and Macroeconomic Stability

Dushni Weerakoon and Kithmina Hewage

1.  Introduction

For many decades, the perilous state of Sri Lanka's public finances acted as a drag on

economic growth, hindering the effective delivery of public services and other

development outcomes. Fiscal deficits averaging 10% of GDP was not uncommon, with

knock-on effects on other critical areas of macroeconomic policy management, most

notably in the conduct of monetary policy. The most visible manifestation of the resultant

instability was high and volatile rates of inflation in the Sri Lankan economy, deterring

private investments and savings. With rising fiscal imbalances, the country's indebtedness

also rose - most recently, peaking at 102% of GDP in 2004 - narrowing the options for

policy manoeuverability and limiting the ability to respond appropriately to domestic

and external shocks in pursuit of macroeconomic stability (Weerakoon and Arunatilake,

2011).

From 2010, in the immediate years of Sri Lanka's ambitious post-war economic drive,

fiscal policy - via the government's public investment strategy - played a key role in

facilitating infrastructure development. Public investment rose to an average of 6% of

GDP from historical rates of 4% of GDP, funded by tapping international capital markets

and bilateral loans. As GDP growth accelerated, the headlines numbers on the fiscal

front improved with progressive declines in both the overall deficit and public debt

ratios. Whilst the deficit contraction came about with a better mix of fiscal retrenchment

- i.e., restraining current spending and accelerating capital investment - weak domestic

revenue mobilization went unchallenged. Indeed, Sri Lanka's tax revenue fell to its lowest

ratio of 10% of GDP in 2014. Thus, the high-risk strategy of external debt financed

growth failed to give the necessary attention to domestic resource mobilization efforts,

with the country's revenue-to-GDP ratio in free fall over the years.
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Sri Lanka's already fragile public finances received a further set-back with the recurring

practice of 'competitive populism' - i.e., election related fiscal largess - in the run-up to

Presidential elections in January 2015. A widening fiscal deficit and deteriorating

macroeconomic environment culminated in Sri Lanka finalizing its 15th credit facility

since 1965 with the International Monetary Fund (IMF). Once again, fiscal consolidation

was identified as being at the core of the Extended Fund Facility (EFF) arrangement,

with the most emphasis given to reversing the country's declining revenue base.

Macroeconomic stability is recognized as an essential prerequisite for strong and lasting

growth. This can be undermined by unviable fiscal policy measures that result in high

levels of public debt, hampering growth by increasing uncertainty, over-taxation,

crowding out private investment, and weakening a country's resilience to shocks. As

growth friendly reforms require fiscal space, revenue measures should ideally focus on

broadening the tax base and minimizing distortions, while expenditure measures should

aim at rationalizing spending and improving efficiency (IMF, 2015).

Fiscal consolidation is a must for Sri Lanka in its latest attempt to re-direct the economy

towards a private investment and export led growth process through a series of structural

reforms. In that context, this chapter takes an overview of fiscal policy in supporting Sri

Lanka's post-war growth and its macroeconomic implications. Section 2 provides a

brief review of fiscal policy in supporting Sri Lanka's post-war growth; Section 3

examines overall trends in fiscal outcomes; Section 4 discusses the links between public

finances and macroeconomic management in Sri Lanka; Section 5 examines the outlook

for consolidation and macroeconomic stability; and Section 6 concludes.

2.  Fiscal Policy in Support of Post-war Growth

Fiscal policy can play a pivotal catalyst role in the process of economic growth and

development. In the short run, counter-cyclical fiscal policy is an important tool for

managing business cycle fluctuations to ensure macroeconomic stability, a fundamental

prerequisite for growth. In the medium to long-term, fiscal policy, especially in a

developing country context - where private sectors are less dynamic and markets either

underdeveloped or missing - can play an important role in spurring economic growth

(Gupta et al., 2004). Public investments in both physical and social infrastructure - such
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as roads, ports, power plants, and spending on health and education - can enhance

productivity of all firms and industries, and ensure that the growth process is more

inclusive.

For Sri Lanka, the fiscal burden of a three decade long armed conflict was high. In its

immediate aftermath in 2009, the government turned its attention to an ambitious

infrastructure development drive. Public investment was increased to an average of

over 6% of GDP from historical rates of around 4%. This was intended not only to

bridge the 'infrastructure deficit', an area neglected during the conflict decades owing

to competing demands on limited resources, but it was also viewed as the means of

'kick-starting' a growth revival and paving the way for private sector investment to

take-off. The immediate results were satisfactory; GDP growth rebounded to over 8%,1

with improvements in unemployment and incidence of poverty across the country

(Table 1).

There were, however, other unfavourable outcomes. Sri Lanka's growth became heavily

skewed towards construction and related non-tradable activities. As a result, the

contribution of net exports to growth has been negative or marginal at best, indicative

that higher growth has not been driven by an export-led process (Figure 1). Indeed, Sri

Lanka's growth has been heavily dependent on private consumption - averaging 75-

80% of GDP - symptomatic of an economy that is heavily skewed towards an

1 The Department of Census and Statistics (DCS) has re-based Sri Lanka's national accounts with a base year of
2010 from the previous series with a base year of 2002.

Table 1
Select Economic Indicators

 2010 2011 2012 2013 2014 2015

GDP growth (%) 8.0 8.4 9.1 3.4 4.9 4.8

Per capita GDP (US$) 2,744 3,129 3,351 3,610 3,853 3,924

Inflation (%) 6.2 6.7 7.6 6.9 3.3 0.9

Unemployment (%) 4.9 4.2 4.0 4.4 4.3 4.6

Poverty headcount ratio (%) 8.9 n.a n.a 6.7 n.a n.a

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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expansionary non-tradable sector. Such high levels of consumption are in turn associated

with over-extended government fiscal positions, high debt levels, and current account

deficits.

Thus, the balance between non-tradable and tradable sector growth in an economy

matters in determining a long-term sustainable growth path. The tradable sector is an

important driver of growth for developing economies, particularly for a small open

economy such as Sri Lanka that has to depend on external demand for its goods and

services for sustained high growth. The progressive decline in Sri Lanka's exports-to-

GDP ratio from 17% in 2010 (and from over 30% in 2000) to 14% in

2015 is therefore of great concern.

Compounding these unfavourable trends, Sri Lanka also relied heavily on foreign

borrowing to finance its public investment programme. Where domestic borrowing

implies a higher interest rate as the government competes with firms for limited

investment funds, the effect is muted when a country accesses foreign capital, because

Figure 1
Growth Decomposition

%

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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the budget deficit can be financed from abroad, albeit at a premium related to a country's

credit worthiness. In principle, governments can justify borrowing for capital investment

on the grounds that better infrastructure holds the potential to raise a country's medium

to long-term growth prospects, enabling higher volumes of revenue to be generated that

will allow debt obligations to be met comfortably. The key to such a strategy of course is

that investment decisions are taken after a careful assessment of the returns on such

investments - i.e., to use debt financing only for projects that generate returns higher

than the interest to be paid on related debt. It must also be kept in mind that capital

investments with high operational and maintenance costs generate additional fiscal

burdens down the road.

The most prudent course is to ensure that foreign currency denominated debt is confined

as much as possible to projects that can, either directly or indirectly, generate the foreign

exchange needed to service the debt. However, the underlying issue is that such financing

does raise medium to long-term risks in terms of constraining available policy space,

and thus posing a threat to macroeconomic stability. Thus, concerns on the long-term

sustainability of Sri Lanka's post-war growth process - driven by domestic demand and

financed with external debt, in the presence of a large savings-investment gap and

limited FDI inflows - was a recurring issue.

3.  Overall Fiscal Trends: Declining Revenues and Growing Debt

Despite a moderation of Sri Lanka's fiscal deficit over the period 2010-14, the country's

public finances continue to suffer from systemic and structural weaknesses. The most

critical of these is a progressive erosion of the tax base and a growing external debt

overhang. Indeed, Sri Lanka finds itself in an unenviable position of having a high

public debt ratio - at over 75% of GDP - and a low government revenue ratio - at 13% of

GDP - relative to comparable low middle income country thresholds (Figure 2).

Sri Lanka's revenue ratio fell to its lowest of 11.4% of GDP in 2014. This is despite a

steady growth and expansion of economic activities and an increase in per capita income.

Many characteristics of developing economies, such as large informal sectors make the

problem of revenue mobilization through taxes particularly challenging. The agricultural

sector, in particular is hard to tax in all countries, for both practical and political reasons.
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Figure 2
Sri Lanka's Comparative Fiscal Performance

Source: IMF, World Economic Outlook, available at  https://www.imf.org/external/pubs/
ft/weo/2015/02/weodata/index.aspx.

Likewise, the capacity of potential taxpayers to comply with tax rules and of the

authorities to administer them is another challenge. Thus, a part of the explanation for

the low tax revenue generation is perhaps to do with the changing structure of the Sri

Lankan economy, whereby services make up nearly 60% of GDP. Many of the services

sector activities tend to be informal in nature and cash- based. Unless tax administrative

structures are efficient and effective, collection of tax revenues becomes harder. Another

explanation is the many tax holidays and exemptions offered both by the Department

of Inland Revenue (IRD) and entities such as the Board of Investment (BOI) to encourage

FDI.

The inability to reverse the country's weakening revenue base comes despite a slew of

recommendations to address tax administration and policy under a 2010 Presidential

Commission on Taxation. The implementation of reforms at best has been ad hoc and

incomplete. Tax revenues have continued to decline - reversed in 2015 with ad hoc one-

off tax measures to meet higher recurrent expenditures - while the tax system also remains

regressive with nearly 80% of tax revenues derived from indirect taxes on production

and expenditure (Figures 2 and 3).
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Figure 3
Sri Lanka's Regressive Tax Revenues

Source: Central Bank of Sri Lanka, Annual Report, various issues.

On the expenditure front, the legacy of Sri Lanka's welfare state, history of populist

public spending programmes, poorly managed state-owned enterprises (SOEs), and a

bloated public sector bureaucracy have made rationalization of expenditures an uphill

task. The biggest share of government spending is accounted through the consumption

of goods and services, where spending on public sector wages accounts for a significant

proportion. The effectiveness of public spending is heavily dependent on its composition

and developing countries are often seen to misallocate resources, whereby seemingly

productive expenditure may become unproductive due to an excessive amount of them

(Devarajan, 1996).

Sri Lanka has done a little better in managing its fiscal expenditures more recently. Post-

2010, current expenditures were held down and public investment was raised as a

share of GDP. It is important to note however that the positive effects of investing in

infrastructure is dampened if such spending is on non-viable or 'white elephant' projects;

such instances can increase the financial burden to unsustainable levels, and reduce the

scope for more efficient public investments as well. While public investment declined

from 2013, it still remained above historical rates, before reversing once again in 2015

(Figure 4).
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Figure 4
Recurrent Spending

Source: Central Bank of Sri Lanka, Annual Report, various issues.

In 2015, significant additional current expenditures was incurred by the government

once again as it delivered on election pledges to raise salaries, pensions and transfers to

households. Sri Lanka has a large and growing cadre of public sector employees,

estimated to account for 15% of the total employed in 2015 (CBSL, 2015). In addition,

public finances are heavily burdened by a non-contributory pension scheme for public

sector workers. Pension payments accounted for 1.4% of GDP in 2015 (CBSL, 2015). Sri

Lanka also employs an array of transfer and subsidy programmes such as the Samurdhi/

Divineguma cash transfer programme, and support for production such as the provision

of a fertilizer subsidy. In 2015, each of these accounted for 0.4% of GDP (CBSL, 2015).

There are other areas of growing concern on fiscal expenditures with regard to transfers.

Sri Lanka's SOEs and other entities that depend on fiscal transfers have been encouraged

to borrow directly from both domestic and foreign entities with the issuance of Treasury

guarantees. This was also facilitated by active encouragement to Sri Lanka's financial

institutions that have government ownership to borrow from international capital

markets through budget proposals. Some examples include the issuing of a Sovereign

bond by the National Savings Bank (NSB) in 2013 and raising long-term foreign
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development finance by DFCC and NDB in 2013-14, with the foreign exchange risk on

such borrowing underwritten by the government.

Direct borrowing by state entities with Treasury guarantees, treated as a contingent

liability, lessens the burden on government fiscal operations as compared to direct

borrowing by the government. Sri Lanka's Fiscal Management Responsibility Act of

2003 that capped such contingent liabilities at 4.5% of GDP was amended in the Budget

2013 and raised to 7%. As a result, Treasury guarantees to state entities that borrow

directly are mounting (Figure 5). Contingent liabilities issued by the government have

increased sharply from 3.2% of GDP in 2010 to a peak of over 5.5% of GDP in 2014 with

new entrants to direct borrowing such as the Road Development Authority that

previously depended on fiscal transfers. The move to encourage state enterprises to

resort to direct borrowing is justified on the grounds that government guarantees will

ensure better terms and conditions, and enable the government to ensure that they

fulfill prudential requirements if they wish to obtain such guarantees (Ministry of Finance

and Planning, 2012). However, there are significant downside risks in view of the poor

financial performance of most SOEs. It is likely that on their own balance sheet and

financial rating, without the unfettered support of government guarantees, many would

not be able to raise the volumes of funding needed. In addition, the risks multiply when

Figure 5
Contingent Liabilities

Source: Ministry of Finance and Planning, Annual Report, various years.
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such funding is obtained from other state-entities such as state-owned financial

institutions. These trends clearly pose risks to long-term fiscal consolidation efforts.

The rise in contingent liabilities is even more a cause of concern given the continued

high losses incurred by SOEs in Sri Lanka. There are currently an estimated 245 SOEs

under different legal structures such as statutory bodies, limited companies, subsidiary

firms, etc. Entities such as the Ceylon Petroleum Corporation (CPC), the Ceylon Electricity

Board (CEB) and Sri Lankan Airlines incur significant losses; in 2015, the combined

losses of CPC and Sri Lankan airlines stood at nearly Rs. 30 billion (CBSL, 2015).

Overall, Sri Lanka's fiscal position remains fragile. With a government revenue-to-current

expenditure ratio averaging around 110%, Sri Lanka is not even in a position to meet its

recurring spending needs through revenue collection. Indeed, the government is a

persistent dis-saver, recording primary deficits, limiting the options to bridge the country's

savings-investment gap.

With the graduation to a low middle income economy in 2010, Sri Lanka began to

increasingly look to foreign savings to meet its financing needs, both for budgetary as

well as for balance of payments (BOP) support. With the assignment of a sovereign

credit rating in December 2005, Sri Lanka began to issue international sovereign bonds

(ISBs) in 2007, amassing US$ 9.2 billion by end 2016 through ten issues, some of which

were intended to roll over ISBs that were coming up for settlement. In addition, Sri

Lanka also undertook an incremental opening up of the government securities market

to foreign investors. The threshold limit of 5% of Treasury bonds outstanding introduced

in 2006 was relaxed to 10% in 2007. In 2008, Sri Lanka opened its Treasury bill market

to foreign investors with a threshold limit of 10%. In December 2011, the threshold limit

was further expanded to 12.5% of outstanding Treasury bills and Treasury bonds stock.

Sri Lanka's appetite for such foreign currency denominated borrowing was helped by a

weak dollar and ample global liquidity.

Regulations governing foreign borrowing by Sri Lanka's private sector have also been

eased to encourage private firms and commercial banks to tap foreign sources for

funding.2 In addition, two development banks (DFCC and NDB) were given special
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dispensation to raise foreign loans without having to bear the related exchange rate

swap costs. These sources provide the government with an indirect source of foreign

borrowing through on-lending activities of the financial institutions. In effect, however,

such borrowing amount to proxy borrowing by the government, with added risks of

multiple parties exposing their balance sheets to international capital markets.

Sri Lanka also tapped countries for bilateral loans, particularly from the Export-Import

(EXIM) Bank of China to fund large infrastructure projects. Much of Sri Lanka's major

projects in roads and transportation, power and energy, and ports post-2010 have been

funded with Chinese assistance. In total, an estimated US$ 8 billion was raised as loans

from China over the period 2006-2015.3

Thus, Sri Lanka's total debt profile underwent significant changes from an already high

level of accumulated debt. Amidst extensive research on debt and growth, there is no

consensus on the optimal level of public debt. However, numerous studies do recognize

that increases in debt at a higher level tend to affect growth more negatively than the

same debt increase at a lower level of debt (Reinhart and Rogoff, 2010; Kumar and

Woo, 2010). A high public debt ratio holds two important downside effects: i) the

government is forced to allocate a large share of expenditure toward servicing its liabilities;

and ii) excessive public debt weighs down an economy, leaving it vulnerable to shocks.

Thus, more than the stock of debt what matters more is the size of the debt relative to

the size of the economy. Even more importantly, the mix of debt is also critical; it can

raise both the costs and risks of the total debt portfolio.

These trends are inherent in Sri Lanka's increasing reliance on foreign borrowing to

meet its fiscal deficit financing needs and the mix of financing sources. Foreign financing

of the fiscal deficit surpassed or matched that of domestic financing during 2010-12 and

continues  to  be  a  significant  source to  bridge  Sri  Lanka's  budgetary  imbalances

2 The Budget 2013 proposals permit LCBs and corporate entities to borrow up to US$ 50 million and US$ 10 million,
respectively, each year for three years without the approval from the Department of Exchange Control.

3 Department of External Resource, Peformance Report, Colombo, various years.
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Figure 5). Despite the higher intake of debt, however, Sri Lanka's overall debt profile

appears not to have deteriorated; rather the overall debt service ratio as a percentage of

GDP has been on a steady course, climbing up only in 2015. Even the breakdown of

public domestic and external debt shows little change over the years. The only notable

change has been the sharp increase in Sri Lanka's total external debt as a result of

Figure 6
Deficit Financing and Debt Profile

Source: Ministry of Finance and Planning, Annual Report, various years.

Figure 7
External Debt and Debt Service Ratio

Source: Ministry of Finance and Planning, Annual Report, various years.
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greater volumes of foreign borrowing by the country's corporate and state-affiliated

entities. Thus, high nominal GDP growth in post-war Sri Lanka helped to keep the

overall debt ratios down. However, it helped to mask a more troubling development -

i.e., the mix of debt which can be critical when considering issues of debt sustainability.

Even though the total public external debt ratio has remained fairly flat at around 30%

of GDP, the composition of that debt has changed dramatically with the shift to more

costly non-concessional and commercial sources of borrowing. Where these accounted

for just 35% of total outstanding external debt in 2010 (and just over 7% in 2006), by

2012 it had come to account for more than 50% of total outstanding external debt (Figure

6). Thus, Sri Lanka's external debt servicing obligations have been rising significantly,

peaking at 27.7% in 2015.

As noted previously, the return on investments financed by debt matters, particularly

when it is foreign denominated debt. Much of Sri Lanka's public investment is being

channelled to infrastructure such as roads, ports, airports, etc., where such investments

do not necessarily generate foreign earnings flows to service the debt in the short to

medium term. Indeed, Sri Lanka's export earnings from goods and services as a share of

GDP have been on the decline over recent times.

Aside from long-term sustainability, a dependence on costly foreign currency

denominated debt in the face of depressed export earnings growth leaves the economy

highly exposed to external shocks. Sri Lanka has been fortunate that its economy has

been cushioned as a result of low international oil prices in recent years. More

immediately, the exposure to external shocks has been heightened with the inclusion of

non-sovereign backed debt incurred by private corporates and banks. While the terms

on which such funds are borrowed rely on corporate balance sheets and are not under

the purview of the government, recent examples of financial crises points to country

risks. Indeed, the East Asian financial crisis of 1997/1998 offers a salutary lesson that at

times of intense stress, the lines between government, government-backed or private

debt become blurred when a 'herd instinct' strikes investors in regard to external stability

and exchange rate management (Corsetti, et al. 1999).
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4.  Public Finances and Macroeconomic Volatility

In the past, high domestic borrowing to finance fiscal deficits have led to significant

stress on macroeconomic stability by way of crowding out private investment through

resultant high interest rates, inflationary pressure through monetization of the deficit,

etc. To a large extent, greater recourse to foreign financing of the fiscal deficit in more

recent years has helped ease pressure on the domestic market. However, the reliance on

foreign sources of funding has brought its own set of challenges in managing monetary

policy and exchange rate policy that has seen Sri Lanka's macroeconomic environment

subject to regular episodes of macroeconomic instability.

Reliance on foreign borrowing can make exchange rate management an obsessive

compulsion and renders monetary policy powerless. Monetary authorities could be

compelled to set exchange rates to make dollar denominated debt manageable rather

than to keep prices in check. Foreign currency denominated debt carries well-known

risks, especially in relation to the exchange rate. In the presence of a growing foreign

currency denominated debt portfolio, a depreciating currency leads to a growing public

debt to GDP ratio; conversely, an appreciating currency can lead to a lowering of the

ratio. However, a real appreciation of the exchange rate can lead to a deterioration in

the current account, whereby any gains on fiscal indicators becomes a temporary

phenomenon. That is, in order to restore external sustainability, a country may have to

undertake a real devaluation that once again leads to a sudden jump in the public debt

to GDP ratio. Indeed, when countries resort to external borrowing, the trade-off between

fiscal conditions (debt) and exchange rate management can constrict a country's

macroeconomic policy space considerably.

Thus, while government borrowing for capital investment purposes can be justified on

the grounds that returns from a project financed through debt are higher than the

interest payments, and debt-financed investments have the potential to spur economic

growth, excessive accumulation of debt poses risks of macroeconomic instability. Debt

fuelled public investment drives can crowd-out private investments or lead to BOP issues

if borrowings are sourced internationally.
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Table 2
External Sector Indicators and Capital Inflows

2010 2011 2012 2013 2014 2015

Trade balance (% of GDP) 8.5 14.9 13.7 10.2 10.7 10.3

Current account (% of GDP) -1.9 -7.1 -5.8 -3.4 -2.5 -2.4
Inflows from:

 Treasury bills & bonds (US$ mn.) 1,328 1,153 2,160 2,433 1,775 1,210

 ISBs (US$ mn.) 1,000 1,000 1,000 - 1,500 2,150

 Long-term loans to govt. (US$ mn.) 1,460 2,028 1,723 1,677 1,438 1,267

Source: Central Bank of Sri Lanka, Annual Report, various issues.

Sri Lanka has witnessed the above tensions in coordinating macroeconomic policy, the

failure of which brought about significant instability. In 2010, as capital inflows were

mopped up in order to target the exchange rate, the build-up of foreign exchange reserves

saw the domestic monetary base expand with significant excess rupee liquidity in the

market (Figure 7). The subsequent spiralling credit growth fuelled an import surge that

saw Sri Lanka's current account deficit soar to over 7% of GDP in 2011 (Table 2).

Instead of allowing the currency to depreciate - which would adversely impact attempts

to draw in foreign borrowing and reverse fiscal consolidation efforts - the Central Bank

of Sri Lanka (CBSL) drew down official reserves to defend the currency. By February

2012, the country was teetering on a BOP crisis, with reserves for only 3.2 months of

imports - near to the minimum rule of thumb threshold of three months of imports

(Figure 8). A BOP crisis was averted only after a series of sharp policy reversals in

March 2012 - allowing the exchange rate to self-correct and moving to a 'float', re-

imposing import tariffs, imposition of a mandatory ceiling on loan advances by banks,

to name a few.

Such prolonged intervention by the CBSL in the foreign exchange market is untenable

in view of Sri Lanka's failure to build up foreign exchange reserves as a bulwark against

a sudden exit of foreign capital. While there has been a consolidation of reserves from

time to time, the bulk of it is made up of foreign borrowings, including funds raised

through ISBs. This strategy of buying reserves carries risks too. The purchase of
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government debt by non-residents and purchase of international reserves by governments

are both pro-cyclical. During good times with lower default risk, governments may be

tempted to borrow more. In the event of any shock to the economy, governments will be

forced to cut down on borrowing and use available reserves to smooth out consumption.

These conditions can result in a collapse of both the purchase of government debt by

foreign investors, as well as the ability of governments to raise foreign borrowings, leading

to external crises.

Having averted a BOP crisis in 2012, and after a period of adjustment, CBSL intervention

saw excess rupee liquidity began to build up from 2013. Having restored exchange rate

stability after a devaluation of over 17% in the first half of 2012, the CBSL turned its

attention to aggressively ease monetary policy once more from 2013. However, despite

the steady drop in interest rates, credit growth to the private sector remained stubbornly

low - having doubled during 2011-2012 - with significant excess liquidity in the market.

In 2015, a credit fuelled and import-related consumption cycle was repeated once again,

with the CBSL attempting to defend the currency with a run-down of reserves. In the

end, the rupee was allowed to self-correct in September 2015. In the midst of an incipient

BOP crisis, Sri Lanka approached the IMF for a bailout loan in February 2016.

Figure 8
Liquidity and Interest Rates

Figure 9
Reserves and Exchange Rate

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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In attempting to intervene in the foreign exchange market and prevent the exchange

rate from moving in line with the country's underlying economic fundamentals, Sri

Lanka is also hurting its export competitiveness in international markets. As seen from

Figure 9, the real effective exchange rate (REER) has been appreciating for much of the

period, despite a continuing deficit in the current account. The inflows on the capital

account are distorting the exchange rate, where the misalignment is compounded by

efforts to 'peg' the currency within a predetermined band.

A further deterioration of Sri Lanka's export base will seriously call into question its

external debt sustainability. Sri Lanka's ISBs settlements become particularly heavy post-

2019 as the country continues to tap international capital markets (Figure 10). In the

event that earned foreign currency resources are insufficient to settle the payments, the

government will be looking to rollover such payments. The downgrade of Sri Lanka’s

sovereign rating by the big three international rating agencies in the first quarter of 2016

is a timely reminder that the quality of the country's macroeconomic environment and

its growth outlook has to improve steadily in the intervening years to retain medium to

long-term investor confidence.

Figure 10
Nominal and Real Exchange Rate

Figure 11
ISBs

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Overall, the Sri Lankan economy has been subject to cycles of consumption driven booms

and busts in recent years, with undue volatility in monetary and exchange rate policy

spheres. Much of it emanates from fundamental imbalances in the real economy -

production, consumption, and investment - where fiscal policy stands at the core of a

necessary adjustments process for long-term macroeconomic stability.

5.  Fiscal Consolidation for Macroeconomic Stability

The Sri Lankan economy suffers from 'twin deficits', the result of structural imbalances

that produce fiscal and external current account deficits. These mean an overriding

reliance on foreign capital inflows and a piling up of debt. To address the imbalances,

Sri Lanka must either ensure that: i) national income exceeds national expenditure; and

ii) the production of tradable goods and services is increased.

In the short-term, raising income to address a current account deficit is difficult; GDP

growth typically increases expenditures, and productivity improvements take time.

Alternatively, governments can look to produce more tradable goods and services - i.e.,

by switching resources through a real depreciation of the currency. The latter calls for a

reduction in expenditures to keep domestic cost increases at bay so that a nominal

depreciation of the currency translates into a real depreciation.

Sri Lanka's IMF programme signed in June 2016 has built all these elements into its

framework - fiscal tightening, a soft inflation target, and a flexible exchange rate regime.

Within this framework, imbalances are clearly expected to be addressed in the short to

medium term by 'switching resources' (by adopting a flexible exchange rate) and cutting

national expenditures, rather than by attempting to boost national income. GDP growth

is expected to remain at a modest 5% throughout the three year medium term adjustment

process.

The main features of the fiscal consolidation attempt - to incrementally reduce the overall

fiscal deficit and government debt ratio - is centred on revenue generation efforts. This

is clearly Sri Lanka's Achilles heel in public finance management; it is central to the

notion that the country needs to maintain adequate levels of public investment to support
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long-term growth, while mobilizing resources to finance these expenditure outlays

without undermining macroeconomic stability.

With the emphasis on encouraging private investment participation in the economy,

attempts to raise revenues have to be done in ways that do not worsen pre-existing

distortions. Sri Lanka's current tax system is riddled with exemptions, tax holidays and

a multiplicity of taxes. Thus, it calls for rationalization of existing taxes within the

principles of broadening bases, lowering rates, and improving tax administration.

International experience suggests that high tax rates not only discourage and distort

economic activity, but are also ineffective in redistributing income and wealth (IMF,

2005). The common mantra today is to apply lower tax rates on broader bases.

So far, Sri Lanka's efforts have not been well thought through. The recommendations of

the Presidential Tax Commission of 2010 have identified the need to rationalize the

number of taxes to about 8-10 from the current level of about 25 taxes. While these

recommendations have languished, tax reform announced in the 2016 Budget Speech

delivered in November 2015 have been ad hoc and run counter to principles of restoring

progressivity and providing the private sector with a consistent and predictable tax

structure. For example, these include proposals to lower corporate income tax to a single

rate of 15% from a progressive tiered rate structure - subsequently increased to 17.5% in

May 2016 - with a similar reduction in personal income tax rates with a sharp upward

adjustment on taxable thresholds. In addition, with revenue reforms high on the agenda

in formalizing the EFF programme with the IMF, the VAT rate was increased in May

2016 from 11% to 15% and the base widened to cover some of the previously untaxed

goods and services, most notably retail and wholesale trade, including a downward

revision of threshold levels. Sri Lanka is also considering the reintroduction of capital

gains tax, last abandoned in the 1990s. Some of these proposals will raise revenues and

broaden the tax base, while others will impact adversely on progressivity and narrow

the tax base. Thus, Sri Lanka is yet to decide on a comprehensive revenue reform effort

that will use the array of instruments at its disposal to mobilize fiscal revenue, keeping

in mind their impact on growth and distributional consequences.
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On the expenditure front, the focus must be on rationalization and restraining spending

on non-developmental expenditures such as wages and salaries, while adequately

providing for social and infrastructure needs. While public expenditure was directed

almost exclusively towards physical infrastructure, public investment in social sector

spending was relegated to the background. This is notwithstanding the fact that public

spending on education, health, and social protection systems play an important role in

determining the developmental impact of fiscal policy. If spent effectively, such

expenditures have positive impacts on labour productivity, growth and equity outcomes

in an economy.

Sri Lanka has seen a mixed performance in its attempts to provide income support via

subsidies and transfers. Poor targeting has beset its main poverty alleviation and subsidy

programmes. The fertilizer subsidy and subsidies associated with school uniforms have

gained particular focus recently with the government signalling its intentions to move

towards more market-oriented schemes. It announced intentions to replace the granting

of fertilizer and uniforms at subsidized rates with a voucher system in the 2016 Budget

Speech. The voucher system was expected to reduce bureaucratic inefficiencies associated

with government procurement and also reduce the associated cost burden on the

government. In the face of opposition to the new system, the voucher, however, has

now been replaced with a cash transfer to target recipients. Such conditional cash

transfers, which are also provided in the form of means tested subsidies, can be more

effective in alleviating poverty while also mitigating wastage (Son, 2008).

One of the critical areas on the expenditure front pertains to reforming the SOE sector.

As noted previously, loss-making SOEs have become a severe burden on the taxpayer

and immediate reform is required to stem the wastage of resources. Moreover, the state-

led development agenda pursued during the past decade or so has crowded-out private

investment and has led to the public sector becoming one of the main employment

generators in the country, leading to a bloated and inefficient public sector. Whilst the

means for effective reforms are constrained by political-economy considerations, the

government has proposed to create a State Holding Corporation Limited in order to

manage and establish fiscal and institutional disciplines across SOEs. Even though the

exact nature of the State Holding Corporation is yet to be finalized, the process will
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possibly be developed along the lines of the Temasek Company of Singapore.

Simultaneously, the government has proposed to sell shares of ventures deemed to be

incongruent to the core competencies of SOEs while creating a 'Special Purpose Vehicle'

to concentrate on infrastructural development initiatives.

6.  Conclusion

Fiscal policy setting raises the important question of how long-term fiscal sustainability

should enter into short-term expenditure planning. Resources that are spent today often

have implications on how domestic resources must be spent tomorrow. For instance,

capital investments with high operational and maintenance costs also generate fiscal

burdens down the road. Similarly, the means through which the fiscal deficit is financed

today will have long-term implications on debt management and economic stability in

the medium to longer term. Thus, just as Sri Lanka's current policy focus on taxation,

spending, deficits, and debts affect its immediate economic growth, they will also have

an equally, if not more important bearing on economic growth and stability in the long-

term.

Sri Lanka's fiscal landscape - marked by high deficits and government borrowing -

leaves little leeway to reorient public investment toward high return, high productivity

sectors such as education and health care. Equally important, it has compromised the

conduct of monetary policy and exchange rate management in attempts to deal with

the fallout of funding the fiscal deficit gap.

Some degree of expenditure rationalization is necessary, particularly with regard to the

loss making SOEs, poorly targeted subsidies and transfers and populist spending

measures adopted from time to time; much will depend on the political will to tackle

these, perceived as highly sensitive to voter sentiment. In the near term, the solution lies

squarely in reversing the progressive decline in Sri Lanka's revenue collection efforts.

The principles for revenue reform are straightforward; broadening the tax base and

rationalizing the tax structure with the aim of simplifying revenue administration and

increasing compliance.
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As in the past, Sri Lanka continues to borrow in order to finance public investment, the

notable difference being the mix of domestic and foreign finance, and the shift to tap

non-concessionary sources in the latter case. Arguably, foreign borrowing, when used

to finance productive public investment, can be justified if they help generate foreign

exchange earnings to service debt obligations. In the case of Sri Lanka, the rapid

accumulation of external debt as a part of development spending and budgetary support

has not been accompanied so far with signs of robust foreign exchange earning streams.

Aside from planned current infrastructure spending, Sri Lanka has to gear its resources

to finance maintenance and upgrading on capital investments, spend on social sectors

such as education and health, and provide safety nets to a rapidly ageing population,

even as the current demographic transition means fewer earners and tax payers going

forward. Thus, focused attention on better domestic resource mobilization is vital for

fiscal consolidation.

Without a revenue reform effort, sustained economic stability will prove elusive. If the

outlook for growth deteriorates, Sri Lanka will find it difficult to raise the volumes of

financing needed for its long-term physical and social infrastructure investments. Not

only will there be a further deterioration of tax revenues, but access to all forms of

foreign capital can either dry up or become exorbitantly expensive.

Thus, the pressure to address fiscal problems is mounting on several fronts. High fiscal

deficits and public debt, and growing currency mismatches constrain fiscal and monetary

policy responses. If the Sri Lankan economy is to escape the trap of fiscal dominance in

macroeconomic policy setting - leading to volatile inflation and/or an unfavourable

exchange rate dynamic - then steps towards fiscal consolidation is a must.



39

Fiscal Policy, Growth and Macroeconomic Stability

References

CBSL, Annual Report, Central Bank of Sri Lanka, Colombo, various years.

Corsetti, Giancarlo, Paolo Pesenti and Nouriel Roubini (1999) “What Caused the Asian
Currency and Financial Crisis?” Japan and the World Economy 11, no. 3 (1999):
305-370.

Devarajan, S., (1996), "The Composition of Public Expenditure and Economic Growth",
Journal of Monetary Economics, 37(2).

Gupta, S., B. Clements and G. Incuauste (eds.) (2004), Helping Countries Develop:
The Role of Fiscal Policy, International Monetary Fund, Washington D.C.

IMF (2015), Fiscal Policy and Long-Term Growth, International Monetary Fund,  Wash-
ington D.C.

________ (2005), "Monetary and Fiscal Policy Design Issues in Low Income Countries,"
International Monetary Fund,  Washington D.C.

IPS, Sri Lanka: State of the Economy, Institute of Policy Studies of Sri Lanka, Colombo,
various years.

Kumar, M. S., and J. Woo (2010), Public Debt and Growth, International Monetary
Fund, Washington D.C.

Ministry of Finance and Planning, Annual Report, Ministry of Finance and Planning,
Colombo, various years.

Reinhart, C. M., and K.S. Rogoff (2010), Growth in a Time of Debt, National Bureau of
Economic Research, Cambridge.

Son Hyun, H. (2008), Conditional Cash Transfer Programs: An Effective Tool for
Poverty Alleviation?, Asian Development Bank, Manila.

Weerakoon. D., and N. Arunatilake (2011), "Macroeconomic Policy for Full and
Productive Employment and Decent Work for All: Sri Lanka Country Study",
Employment Working Paper No. 110, International Labour Organization,
Geneva.





ix

PART II

Economic Perspectives of
Taxation and Tax Revenue





43

Taxation: Current Trends and Perspectives

3
Taxation: Current Trends and Perspectives

D.D.M. Waidyasekera

1.  Introduction

A country's taxation system and fiscal policy underlying it, is a major determinant of

other macro-economic indices such as economic growth, public debt, fiscal deficit and

inflation as well as attaining a proper pattern of resource allocation, income distribution

and economic stability.  Hence periodically, the fiscal policy and the tax structure,

including its administrative mechanism has been subject to examination and proposals

for modification in order to achieve its basic objectives in relation to the government's

policies and objectives prevalent at the time.

In this connection a number of commissions, committees and reports have been released

from time to time since 1915 when Sri Lanka's (then Ceylon's) tax system consisted only

of Import, Excise and Stamp Duties followed by Export Duties, Income Tax and a whole

lot of other taxes such as Profit Tax, Excess Profits Duty, Estate Duty, Capital Gains

Tax, Land Tax, Wealth, Expenditure and Gift Taxes, etc. levied and abolished from time

to time.  Some of these important commissions consisted of the Taxation Commission of

1955 (Chairman K.R.K. Menon and Secretary S. Sittampalam), Taxation Inquiry

Commission of 1968 (Chairman A.G. Ranasinha and Secretary A.G. Jegasothy),

Presidential Taxation Commission of 1990 (Chairman H.S. Wanasinghe and Secretary

D.D.M. Waidyasekera) and the Presidential Commission on Taxation of 2009 (Chairman

Prof. W.D. Lakshman and Secretary P.D.K. Fernando). Apart from these, a number of

other reports include the Woods Commission (1926), Huxham  Report (1929), Downs

Report (1955), Kaldor Report (1960) and Cox Report (1986) among others.

All these stressed the importance of developing a rational, consistent, efficient and simple

tax system in order to achieve its objectives and functions.



44

D.D.M. Waidyasekera

2.  The Functions of a Tax System

The functions of a tax system involve several aspects. First, the primary function of a

taxation system is to raise revenue for the government for its public expenditure as well

as for local authorities and similar public bodies.  Its efficiency is therefore primarily

judged by whether this function is performed adequately and satisfactorily.  The second

function is to reduce inequalities through a policy of redistribution of income and wealth.

The equity principle in taxation implies that taxes should be imposed in accordance

with the ability to pay principle.  This has two dimensions: (a) horizontal equity, i.e.

similar treatment of persons in similar circumstances, and (b) vertical equity, i.e. different

treatment of persons with different taxable capacity.  Thirdly, the fiscal system is also

employed for social purposes such as discouraging certain activities which are considered

undesirable.  Excise duties on liquor and tobacco, the Special Excises on luxury and

semi-luxury items, the Betting and Gaming Levy are examples of such taxes.

The tax system is also used to increase the level of savings and capital formation apart

from protecting local industries from foreign competition through levies such as import

duties (including cesses), VAT and excises.  Taxation is also used as an instrument of

demand management to eliminate or reduce inflationary or deflationary tendencies in

the economy.  Taxation reduces the effect of the multiplier and so can be used to dampen

upswings in a trade cycle.

The size of the multiplier in an open economy is

Finally, the tax system is used to achieve economic growth through its influence on the

allocation of resources. This includes

(a) Transferring resources from the private sector to the government sector to

finance the public investment programme;

        1

S+M+T

where

S = marginal propensity to save

M = marginal propensity to import

T = marginal rate of taxation
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(b) Directing private investment into desired channels through such measures

as regulation of tax rates and the grant of tax incentives and concessions.

This includes investment incentives to attract foreign direct investment (FDI)

into the country;

(c) Influencing relative factor prices for enhanced use of labour and economizing

the use of capital and foreign exchange.

These objectives however may to some degree be in conflict.  For instance, the objective

of attaining a more equitable distribution of income may conflict with growth objectives

and in practice there are always bound to be tradeoffs and compromises.

In analyzing the current trends and perspectives of taxation in Sri Lanka, it is necessary

therefore to examine how adequately and effectively the fiscal and tax system has

performed these functions and how effective the policy and administrative measures

have been in solving the problems that have arisen.

3.  Economic Background

3.1  International

The current trends and perspectives in fiscal policy and taxation in Sri Lanka have to be

viewed in the context of the economic performance and trends both national and

international.  According to the World Economic Outlook of the IMF, global economic

activity remained subdued in 2015 with the decline in growth in emerging market and

developing economies amidst the modest recovery in the advanced economies.  Global

growth which was 3.4% in 2014 slowed down to 3.1% in 2015 due to slow recovery in

the developed world and slowdown in the Chinese economy.  China's growth rate was

7.4% in 2014, 6.8% in 2015 and expected to fall to 6.3% in 2016. China is embracing

what is termed the "new normal" - slower but slightly higher quality growth.

Global growth is estimated at 3.2% in 2016 and 3.5% in 2017 but these projections are

subject to revision according to various changes in the global economy.  It is centred on

changing oil and commodity prices, geo-political uncertainties and stagnating and low

inflation in developed countries.
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The volatility of the global economic environment posed several challenges to Sri Lanka

during 2015 and 2016 are expected to persist in 2017 and further.  The global economic

situation is important for a small developing economy such as Sri Lanka where external

demand is critical as an enabler of sustained high growth, generating demand absorbing

labour surplus and raising productivity.  Global changes such as for example Britain's

decision to leave the EU (Brexit) tend to have repercussions on Sri Lanka's economy.

3.2  National

From a national point of view, the taxation system has to be viewed as part and parcel

of the prevalent economic and development strategy which the country pursues and

when these policies change, the fiscal and taxation policies themselves become altered.

Sri Lanka witnessed two contrasting development strategies within the last four decades.

The pre-1977 strategy was characterized by an emphasis on the public sector, fixed

exchange rates, a controlled economy with the accent on welfare and income

redistribution.  The concomitant fiscal policies involved high import duties, a

redistributive income tax structure with high marginal rates and relatively few

concessions to the private sector.

The post-1977 development strategy was the reverse, the accent being on an open

economy with deregulation and decontrols, flexible exchange rates, stimulation of the

private sector and a market-oriented economy.  Consequently, fiscal and tax policies

underwent a change.  Import duties were relaxed, the maximum effective level of

protection was reduced to 50%, income tax rates progressively reduced and a wide

ranging framework of tax incentives and concessions were incorporated in the tax system

in the form of tax holidays, exemptions and reliefs.

The changes in governments since 1994 onwards had little impact on the broad lines of

fundamental policies except changes in emphasis depending on the socio-economic

philosophies of successive governments.  These included such programmes as the Rata

Perata Programme, Regaining Sri Lanka Programme, Mahinda Chintana and currently

the Economic Policy Statement (EPS) of the Prime Minister delivered in Parliament on

5th November 2015.
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These policies had both positive and negative effects.  The ending of the thirty year old

civil conflict in May 2009 and the subsequent reconstruction and development activity,

particularly in infrastructure including roads, expressways, irrigation, ports and airports

based on the five hub concept and bolstered by development subsidies, skills and

educational development, led to economic growth and had a positive effect.  As per the

figures in the CBSL Annual Report 2015, GDP at current market prices increased from

Rs. 1,258 billion in 2000 to Rs. 6,414 billion in 2010, Rs. 8,732 billion in 2012, Rs. 10,448

billion in 2014 and Rs. 11,183 billion in 2015.  The growth rate increased from 6% in

2000 to 8% in 2010, 8.4% in 2011 and 9.1% in 2012.  The per capita income grew from

Rs. 65,838 (US$ 869) in 2000 to Rs. 427,559 (US$ 3,351) in 2012, Rs. 503,032 (US$

3,853) in 2014 and Rs. 533,398 (US$ 3,924) in 2015.  National savings increased from

21.5% in 2000 to 33.3% in 2012; investment increased from 28% in 2000 to 39.1% in

2012; unemployment as a percentage of the labour force in 2012 was kept at 4% and

4.3% in 2014; and inflation of 7.6% in 2012 was reduced to 3.3% in 2014, while the

head count poverty was down to less than 7%.  The overall budget deficit which was

9.5% in 2000 was reduced to 7% in 2010, 5.6% in 2012 and 5.7% in 2014.

The above positive features however had also negative aspects.  As stated in the Institute

of Policy Studies (IPS) 2014 State of the Economy report, "Beyond the immediate headline

macro-economic numbers, the Sri Lankan economy continues to show skewed growth,

high levels of external indebtedness, modest export earnings growth and limited private

sector appetite to expand production capacity".

According to provisional estimates released by the Department of Census and Statistics

which in July 2015 changed the base year for national accounts statistics from 2002

while adopting the United Nations System of National Accounts (SNA) 2008 standard,

the economy grew by 4.8% during 2015 compared to 4.9% in 2014 and is expected to be

less than 4% in 2016. This growth was largely driven by an increase in consumption

demand.  In Sri Lanka, levels of consumption are associated with over-extended

government fiscal positions, high debt levels and current account deficits. Investment

made only a modest contribution and as measured by gross capital formation decelerated

during 2015.
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According to the statistics of the Central Bank Annual Report 2015, domestic savings

declined from 27.2% in 2012 to 24% in 2014 and 22.6% in 2015 while national savings

declined from 33.3% in 2012 to 27.8% in 2015.  The growth in the industry sector which

was 9% in 2012 went down steadily to 4.1% in 2013, 3.5% in 2014 and 3% in 2015

reducing the share of industry in GDP to 26.2%.  The unemployment rate which was

4% in 2012 increased to 4.3% in 2014 and 4.6% in 2015.  Average annual inflation

remained in mid-single digit levels, however it picked up in the fourth quarter of 2015

and recorded 2.5% by end 2015, 4.8% in May 2016 and 6% in June 2016.

The Balance of Payments (BOP) which recorded an overall surplus in 2014 of US$ 1,369

million registered a deficit of US$ 1,489 in 2015 and consequently, Sri Lanka's gross

official reserves of US$ 8.2 billion in 2014 declined to US$ 7.3 billion at the end of 2015

equivalent to 3.8 months of imports of goods and services and at March 2016 to US$ 6.3

billion or 3 ½ months of imports.  This may be compared to the foreign reserves of

countries like Malaysia ($ 137 billion), Indonesia ($ 105 billion), Taiwan ($ 420 billion)

and India ($ 360 billion).

The overall deficit of 5.4% in 2013 increased to 7.4% in 2015 while total government

debt increased from 68.7% in 2012 to 76% in 2015.  In terms of the country's external

debt, it increased from 53.6% in 2014 to 54.4% in 2015 and increasing debt services

from US$ 3,479 million in 2014 to US$ 4,683 million in 2015.

Another result has been rising inequality.  According to the Department of Census and

Statistics figures, the percentage share of household income from 1995 to 2012 has shown

the following indicators:

• Poorest 20% declined from 5.4% to 4.4%

• Richest 20% increased from 50.3% to 53.5%

• Poorest 40% receive 13.3% of total household income

• Gini Coefficient increased from 0.43 to 0.48 in 2012 for households and 0.53 for

income receivers.

Source:  Department of Census and Statistics - Household Income and
   Expenditure Survey 2012/2013.
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Thus as can be seen from the indicators above, the socio-economic policies pursued by

the prevalent respective governments during this period has led to both positive and

negative results.  Perhaps the most important aspect however, is in the sphere of fiscal

sector development in relation to government revenue, expenditure, budgetary deficits,

overall management and the results thereof.

4.  Declining Trend of Tax Revenue/GDP Ratio

In 1963, Nicholas Kaldor argued that for a country to become "developed", it needed to

collect taxes at 25-30% of GDP. The tax ratio is generally regarded as a sort of "national

virility symbol."  It indicates the proportion or share of national income transferred to

the government sector to meet budgetary requirements so as to increase the tempo of

economic development without causing inflation. (Zuhair, 1985). In higher income

countries the ratio is about 42%, middle income countries, about 25-29% and developing

countries around 20%.  Sri Lanka's performance compares poorly with countries like

Vietnam (21.1%), Thailand (22.6%), Malaysia (22.2%) but better than its South Asian

neighbours such as Bangladesh (7.6%).

The irony of the situation is that while overall GDP as well as per capita income in Sri

Lanka has been steadily increasing over the years, government total revenue and tax

revenue has been steadily decreasing. The Table 1 shows the relationship between the

growth of GDP and per capita income and government revenue.

It is seen that total government revenue as a percentage of GDP has steadily declined

from 21.1% in 1990 to 16.8% in 2000, 12.7% in 2010 and 11.4% in 2014.  Tax revenue

ratio has declined from 19.0% in 1990 to 14.5% in 2000, 11.3% in 2010 and 10.1% in

2014.  Even non-tax revenue in the form of dividends and transfers of profits from

public institutions has declined from 2.3% in 2000 to 1.6% in 2012 and 0.9% in 2015.

The increase in the relevant ratio in 2015 as well as in nominal terms was due to the

introduction of one-off taxes on private businesses called the Super Gain Tax. The Super

Gain Tax was a levy applicable on any company or individual who earned profits over

Rs. 2000 million in the assessment year 2013/2014 at the one-off rate of 25%.  It generated

Rs. 50 billion and also the imposition of a "Mansion Tax" on housing as well as increase
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in excise duties on motor vehicles, liquor and cigarettes made during 2015, apart from a

number of other one-off levies.

The critical nature of the situation and the vital necessity to reverse the declining trend

has been recognized by the respective governments.  In fact it was one of the main terms

of reference of the 2010 Presidential Taxation Commission appointed by the government.

The first item in the TOR goes as follows:

"2.1 Study the country's tax system and make an assessment as to

why revenue in relation to GDP has declined over the years and make

proposals as to how tax/GDP ratio that is comparable with other

emerging economies could be achieved through a buoyant performance

in tax revenue and that will also prevent the need to make frequent

changes in taxation."

The Taxation Commission report was finalized in October 2010 but is still not available

to the public.  However the 2011 Budget proposals appear to be largely based on its

recommendations and legislated under 15 amending Acts and in 2013 when 21 amending

Acts were passed in Parliament.  Nevertheless the declining revenue ratio has not been

reversed.

Table 1
GDP, Per Capita and Revenue Ratio - Selected Years

Year  1990  2000 2006  2010  2012   2013  2014  2015

GDP Rs. Billion
(at market prices) 322 1,258 2,939 6,414 8,732 9,592 10,448 11,183
Per Capita

       Rs. 18,934 65,838 147,776 310,214 427,559 466,110 503,032 533,395

       US $ 473 869 1,421 2,744 3,351 3,610 3,853 3,924

Total Revenue Ratio 21.1 16.8 16.3 12.7 12.0 11.9 11.4 13.0

Tax Revenue Ratio 19.0 14.5 14.6 11.3 10.4 10.5 10.1 12.1

Non Tax Revenue 2.1 2.3 1.7 1.4 1.6 1.4 1.3 0.9

Source: Central Bank of Sri Lanka,  Annual Report, various years.
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This situation has been recognized by the current administration when the Finance

Minister Hon. Ravi Karunanayake in his 2016 Budget Speech stated "It is obvious that

the strength of any fiscal system depends on the ability to generate a sufficient amount

of revenue to meet the planned and necessary expenditure.  Unfortunately it is not the

case in Sri Lanka".  He continued "Declining government revenue to GDP ratio portrays

a major economic concern for the country and this trend has to be reversed on a priority

basis.  Sri Lanka's tax revenue was 19% of GDP in 1990 falling drastically to 10.2% of

GDP by 2014.  Ironically the growth of tax revenue in absolute terms was just 4.4% in

2014 much below the nominal growth ratio of 7.3%.  Thus tax revenue has been unable

to keep pace with economic expansion evidenced in recent years which is a serious

phenomenon."  Referring to the measures taken to address these issues, he stated "during

the last few months, we took some efforts to address these issues opting for innovative

measures of taxation.  However, it is time to deviate from temporary solutions but

endeavour to create a tax regime based on strong reforms to move forward, implementing

such reforms which will have far reaching benefits for the country." (Finance Minister

in 2016 Budget Speech on 20th November 2015).

The revenue deficiency is so serious that as the CBSL Report 2015 states "the country's

revenue is not sufficient even to finance the maintenance expenditure of the government.

Hence the government is forced to have recourse to borrowings even for its day to day

operations". (p. 172). As far as expenditure is concerned several measures have been

taken to ensure proper management of public expenditure to avoid overrun in recurrent

expenditure while maintaining public expenditure at the expected level.  These include

National Budget circulars and the establishment of a Budget Implementation and

Monitoring Unit (BIMU).  Nevertheless recurrent fiscal deficits continue as indicated in

Table 2 below.

The 2016 deficit, with fiscal measures to enhance revenue and reduce expenditure, is

targeted to be brought down to 5.4% with the medium term 2020 deficit targeted at

3.5%.
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These deficits have been financed by domestic borrowings both bank and non-bank as

well as foreign borrowings.  These deficits have also a number of economic effects such

as:

i) Increase in public debt;

ii) Increase in interest rates;

iii) Decreasing the investments of the private investors;

iv) Decreasing local savings;

v) Increasing inflation;

vi) Decline in international credibility.

5.  Reasons for the Decline

There are many reasons for this declining trend in government tax revenue in spite of

the overall increase in GDP and per capita income.  Some of these include the following:

1. Unplanned ad hoc tax incentives in the form of various tax holidays,

reliefs and concessions, duty waivers, etc. which have eroded and

narrowed the fiscal base.  The exact tax loss from these concessions for

each assessment year has not been calculated per year but has been

estimated at being close to 1% of annual GDP (PTC, 2010);

2. Narrow tax base and coverage, the total number of taxpayers being

about 3% of the population;

3. Increase in allowable expenses under Section 25 of the Inland Revenue

Act;

Table 2
Fiscal Operations and Deficits 2006-2015 (Rs. Million)

Year     2006     2008     2010       2012      2014      2015

Total Revenue and Grants 507,901 686,482 834,188 1,067,532 1,204,621 1,460,892

Expenditure & Lending

(Minus Repayments) -713,646 -996,126 -1,280,205 -1,556,499 -1,795,865 -2,290,394

Current Account Surplus -70,127 -88,450 -119,815 -79,563 -127,692 -246,779

 +/Deficit -

Budget Surplus + /Deficit - -205,745 -309,644 -446,017 -488,967 -591,244 -829,502

As % of GDP -7.0 -7.0 -7.0 -5.6 -5.7 -7.4

Source: Central Bank of Sri Lanka, Annual Report, various years.
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4. Periodic increases in tax free allowances and ad hoc reductions in rates

of tax;

5. Ad hoc changes to the tax system to meet short-term cash flow

requirements of the government consequent to lack of consistency in

government fiscal policy leading to uncertainty among existing

taxpayers;

6. Lack of elasticity and buoyancy in the tax system both being less than

unity;

7. The existence of a large informal economy resulting in large scale tax

evasion and avoidance;

8. The grant of periodic tax amnesties which have been largely failures

not producing the expected results;

9. A complicated tax system and weaknesses in tax administration and

the administrative mechanism.

These issues have to be addressed and remedial measures taken in order to check the

tax revenue decline and bring it to a satisfactory level.

6.  Composition of Tax Revenue - Direct and Indirect

Direct versus indirect taxation is an age-old controversy.  The arguments for or against

direct and indirect taxes can be analyzed in the contexts of revenue generation, efficiency

and equity effects and ease and cost of administration.

Direct taxes tend to be progressive and intimately related to the ability to pay and can

be used for reducing income and wealth inequalities and thereby socially more desirable.

They cause little or no distortions in resource allocation of the economy and leave

taxpayers better off in welfare terms. It is also revenue elastic due to the fact that as the

income of the community rises, so does the yield from direct taxes.

However they are more difficult to impose in developing countries where the structure

of the economy is markedly different from developed ones due to such conditions as the

existence of a large informal economy and severe unemployment.  They are also a drag

on saving and investment and thus on economic efficiency and improvement of living

standards.
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Indirect taxation is defined as taxation imposed upon other than the person who is

intended to bear the final burden which ultimately falls on the consumers of the taxed

commodities.  They are an important element in raising quick revenue and mobilizing

resources for public investment and social welfare.  Indirect taxes are also a powerful

tool for guiding resource allocation and discouraging demand on undesirable goods

and activities as well as an effective way to correct negative externalities.

Another argument in their favour is that their yield is substantial, individuals are given

a choice and they reduce disincentive effects.  There is also the added attraction that the

public is less conscious of the tax burden as the taxes are generally hidden in the prices

and their presence is not readily felt by the consumer. Since these are paid piecemeal

when the taxpayer enters into some transaction, it is convenient and less burdensome.

Indirect taxes are also perhaps the only means of reaching the vast majority of the

population whom the tax net often fails to capture and the informal and hard to tax

activities.  They are also often not affected by economic crises and thus remain relatively

constant.  Administratively, indirect taxes are easier to implement than direct taxes and

since they are included in the price of a commodity cannot be easily evaded, and the

administrative costs in their collection is relatively low.

However indirect taxes are heavily criticized for unnecessarily imposing heavy burdens

on the lower and middle income groups and those least able to pay and therefore tend

to be regressive.  Studies have shown that the increase in the tax burden for the low and

middle income groups indicates that the rise in indirect taxes has been faster than the

rise in income of these groups. Indirect taxes have also a greater adverse effect on the

allocation of resources than a direct tax and at a macro level can cause cost-push inflation.

In developed countries, direct taxes such as income tax constitute a significant portion

of total tax revenue, while indirect taxes such as taxes on international trade and on

domestic goods and services play a less significant role. In contrast, in the developing

countries the opposite is the case with the bulk of government revenue coming from

indirect taxes such as customs duties, VAT, sales taxes, excise duties etc. while direct

taxes are of lesser importance.
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In Sri Lanka income taxes comprise on average less than 20% of tax revenue or 2% of

GDP while the indirect taxes comprise around 80% or 8% of GDP. The composition of

revenue is illustrated in the Table 3 and Figure 1 below.

Table 3
Composition of Government Revenue 2014, 2015

Taxes Amount Percentage Percentage Amount Percentage Percentage
 Rs. Mn.       Share            of GDP  Rs. Mn.      Share     of GDP

Income Taxes 198,115 17% 1.9 262,583 18% 2.3

VAT 275,350 23% 2.6 219,700 15% 2.0

Excise Duties 256,691 21% 2.5 497,652 34% 4.4

Import Duties 81,108 7% 0.8 132,189 9% 1.2

Other Taxes 239,099 20% 2.3 243,655 17% 2.2

Tax Revenue 1,050,362 88% 10.1 1,355,779 93% 12.1

Source: Central Bank of Sri Lanka, Annual Report, various years.

Figure 1
Composition of Government Revenue - 2015

Source: Central Bank of Sri Lanka, Annual Report 2015.
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It has been realized that this proportion of direct to indirect taxes of 20:80 is too unrealistic

if Sri Lanka is to achieve a developed country status from a middle income country

status. Apart from developed countries even countries such as Malaysia (over 60%),

India (over 50%), Pakistan (around 40%) Thailand (50%) and Kenya (above 42%) have

a higher proportion of direct to indirect taxes than Sri Lanka. It is in this context that the

PTC (2010) had recommended that the tax ratio of direct to indirect should be

progressively changed to 60:40.  This policy has been reiterated recently in the Economic

Policy Statement (EPS) delivered by the Prime Minister Hon. Ranil Wickremasinghe in

Parliament on 5th November 2015.  The EPS has even set a quantitative target of securing

40% of the tax revenue from income taxes by 2020 as against the historical average of

20% on that account.  This requires policies to reduce the share of indirect taxes from

the present 80% to 60% over the years and means increasing the income tax by 100%.

7.  Fiscal and Tax Incentives

One of the main reasons for the decline in government tax revenue has been the

proliferation of tax incentives in the form of tax holidays, exemptions, expanded allowable

expenses in determining taxable income, reliefs, duty waivers and concessions which

have eroded and narrowed the tax base.  They were originally used from 1951 and after

1977 became a major instrument of development policy.  Though attempts have been

made to prune them and reduce their scope and coverage from time to time, they are

still considerably large covering various sectors such as agriculture, fishing, exports,

gems and jewellery, healthcare, education, tourism, sports and fitness centres, creative

work including art work etc.  They have been granted both through Law 17 of the BOI,

the Inland Revenue Act as well as other relevant legislation.  To minimize the considerable

overlapping, the tax provisions were subsequently given largely through the Inland

Revenue Act but the BOI appears to be granting them as well.

The rationale for the adoption of fiscal incentives is that they constitute an important, if

not a major element in determining investment behaviour.  They increase the net rates

of returns and thus reduce the need for large capital investment.  They also reduce risk

and tend to make otherwise unpromising and risky ventures more attractive. Tax

incentives benefit concerns which are profitable and to that extent, they do not involve

government subsidies or public guarantee to loss makers.  Further, even in cases where
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relief may seem unnecessary, well-conceived incentives may help ventures to build their

reserves and embark on expansion.  They are also valuable as an indirect stimulant to

investment because they publicize and enhance the country's investment climate.  They

have thus been adopted by most developing countries.

With a GDP growth target of 8% or higher, Sri Lanka would need to raise its annual

investment rate from the current 30% to at least 35% or higher. With public investment

to be capped at around 6% this would need to come about entirely from private

investment within which foreign private investment plays a crucial role.  Foreign Direct

Investment (FDI) to Sri Lanka has seen a significant increase in recent years rising from

US$ 234 million in 2004 to $ 889 million in 2008, $ 1066 million in 2011, $ 1338 million

in 2012, $ 1616 million in 2014 which however declined to $ 970 million in 2015 and $

801 million in 2016.  On average, Sri Lanka attracted an annual average FDI of US $

500 million (about 1.5% of GDP) during the last decade.  However, to emulate the East

Asian countries, which is Sri Lanka's vision, it is necessary to attract FDI in excess of US

$ 5000 million annually, close to 5% of GDP.

However, the effectiveness of tax incentives in this respect is debatable.  As Heller and

Kauffman (1963) in concentrating upon the methodology and techniques adopted to

evaluate the stimulation generated for investment by tax incentives, state "Economic

science has not yet attained a level of sophistication capable of isolating and quantifying

the role of the tax factors in investment behaviours." Incentives by themselves apparently

do not play a major role vis-à-vis other factors such as infrastructure facilities, cheap

and easy credit, production costs, access to markets,  a reliable and skilled labour force,

labour market flexibility, the regulatory framework, business environment, and political

and economic stability.  Investment responds to a multiplicity of factors and compared

to these, fiscal incentives at best play only a marginal role.

Fiscal and tax incentives have also been called into question on other grounds.  One is

that they distort investors' decisions and thus produce a less than optimum allocation of

resources.  Fiscal incentives tend to attract investors who are more keen on making

quick profits rather than investments of a substantial nature which are crucially required

for developing countries.  They also tend to attract "fly-by-night" investors who use the
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generous incentives only to pull out when the time comes to be regular taxpayers.  They

also provide a fertile ground for tax avoidance and tax evasion through "tax shelters".

Finally, the tax foregone is a matter of vital concern particularly in the current context

as fiscal incentives are costly in revenue terms.  It is felt therefore that the cost of fiscal

incentives outweighs their benefits.  The revenue loss is estimated to be close to 1% of

GDP (PTC, 2010).

Nevertheless, Sri Lanka considering the competitive international context; e.g. Malaysia,

Brazil, Vietnam, Thailand etc., cannot completely do away with tax incentives.  However

the tax incentive regime must be designed, implemented and monitored in a more

methodical and cost effective way, their cost benefit ratio properly examined and be

subjected to continuous review so that the impact on revenue is minimized and the

required economic objectives realized.  Further, tax holiday businesses and enterprises

must be required to send their accounts and balance sheets even during the tax holiday

period and should be checked even though exempt.  Experience has shown that often

they show big profits during the tax holiday period and after the exemption is over they

show losses or pack up and leave.  To prevent this, concessionary rates may be applied

for a short period after the tax holiday is over before applying the normal rates.

8.  Elasticity and Buoyancy of the Tax System

One of the main reasons for the decline in government tax revenue in Sri Lanka is the

inherent lack of elasticity and buoyancy in the fiscal system.

Elasticity in a tax system reflects the automatic response or built-in responsiveness of

tax revenue to movements in national income or gross domestic product.  Buoyancy

reflects the total response of tax revenue to changes in national income or GDP including

the effects of discretionary adjustments such as expansion in the tax base, increase in

tax rates and other changes in fiscal policies.  The tax system is said to be elastic or

buoyant if the elasticity or buoyancy co-efficients exceed unity.

An elastic system will automatically raise revenue at the same time or at a faster rate

than the growth of GDP and facilitate a sustained increase in necessary government
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outlays.  An elastic tax system also reduces the economic uncertainties associated with

frequent discretionary changes in taxes, duties and levies.

An inelastic fiscal system on the other hand, compels the government to rely on frequent

ad hoc increases in order to maintain short-term revenue objectives.  Such practices

over time tend to produce a complex and economically unproductive fiscal system and

lead to adverse economic effects and unintended distributional consequences.  Frequent

ad hoc changes in tax practices also create uncertainties among taxpayers and affect

investment and production adversely.

Factors affecting the low elasticity in the tax system may be summarized as follows:

i) Slow expansion in tax base;

ii) Absolute as well as relative expansion in certain sectors which are difficult

to tax and gradual reduction in size of the sectors which are easy to tax;

iii) Expansion in the tax expenditure coverage;

iv) Lack of progressivity in tax rates;

v) Tax evasion and inefficient tax administration.

In the Sri Lankan fiscal system the overall elasticity has been estimated at 0.7 and the

buoyancy at 0.9.  (Indraratna, 2003). Both co-efficients however are below unity and

hence overall, the tax and fiscal system is inelastic in Sri Lanka. (Tax Commission Report,

1990).

9.  Taxation, Savings and Capital Formation

Taxation and fiscal policy constitute one of the key determinants of savings, capital

formation and investment apart from other factors such as government development

strategy and the macro economic environment. There is a correlation between

development and savings; higher the savings greater the ability to sustain its growth.

An analysis of savings both domestic and national savings indicate that in Sri Lanka

savings come largely from the private or household sector.  Government savings constitute
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Table 4
Domestic Savings and Tax Rates 2004 - 2015 (Rs. Mn.)

Year     2004     2006    2008     2010      2012     2014        2015

Domestic Savings 343,580 498,864 611,598 1,481,123 2,374,918 2,504,682 2,531,040

Private 421,785 568,992 700,048 1,600,938 2,454,481 2,632,374 2,777,819

Government -78,205 -70,128 -88,450 -119,815 -79,563 -127,692 -246,779

% to GDP 16.4% 17.0% 13.9% 23.1% 27.2% 24.0% 22.6%

Tax Rates

     Company 30% 35% 35% 35% 28% 28% 28%

12% 12% 12%

     Personal 30% 35% 35% 35% 24% 24% 24%
     Highest Rate

Source: Central Bank of Sri Lanka,  Annual Reports, various years.

a relatively minor share of both domestic and national savings and in fact, statistically

denote a negative index.  Table 4 denotes domestic savings divided into private and

government respectively.

It may be noted that the savings ratio to GDP is only 22.6% as compared to other Asian

Countries such as India (31%), Thailand (31%) Malaysia (33%) and Singapore (53%).

Domestic private savings have indicated a large increase both in nominal terms as well

as percentage of GDP from 2010 onwards and particularly from 2012.  Tax rates both

corporate and individual from 2011 were drastically reduced from 35% to 28% and

12% for the corporate sector and 24% as maximum personal tax from that year.  While

this may invariably have had an effect in increasing private savings, it is however difficult

to quantify or draw a direct causal effect to this factor alone as many other factors are

determinants of savings and investment.

The same trend is seen in respect of taxation and capital formation. It is seen that over

75% of gross domestic capital formation comes from the private sector while the

government's share is around 25%.  Again capital formation has shown a large increase

from 2010, 2012 onwards.  While the decrease in tax rates, particularly the corporate
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Table 5
Capital Formation and Tax Rates 2004 - 2014 (Rs. Million)

Year   2004  2006   2008    2010    2012   2013    2014

Gross Domestic Fixed
Capital Formation 473,323 730,910 1,115,310 1,452,002 2,189,805 2,536,648 2,752,263

Private 422,060 624,972 852,708 1,128,151 1,695,184 1,946,925 2,119,243

Government 51,262 105,938 262,602 323,851 494,621 589,723 633,020

% of GDP 22.6% 24.8 25.2 25.4% 25.0% 26.4% 26.3%

Tax Rates
   Company 30% 35% 35% 35% 28% 28% 28%

12% 12% 12%

   Personal Highest Rate 30% 35% 35% 35% 24% 24% 24%

Source: Central Bank of Sri Lanka, Annual Reports, various years.

rate from 35% to 28% (and concessionary rate 12%) in 2011 would invariably have had

an effect in this trend, it is difficult to establish a direct and precise statistical correlation

between tax rates and domestic private capital formation.  However, both savings and

capital formation appear to be sensitive to effective tax incidence. Hence it is logical to

conclude that in order to promote savings and capital formation, the reduction in taxation

appears as a necessary, though not by itself, a sufficient condition.

10.  Tax Base and Coverage

One of the important elements in securing a satisfactory level of tax revenue is the base

and coverage of the taxes.  While certain steps to broaden the tax base and coverage

have been taken such as the inclusion to income tax of public servants hitherto exempt

and widening the base of the VAT and NBT by adding the wholesale and retail sectors,

the base and coverage still need to be enlarged.

One of the reasons for the declining tax revenue ratio has been the narrowing of the tax

base resulting from ad hoc increases in tax free allowances, liberalizing a whole range

of allowable deductions under Section 25 of the Inland Revenue Act, adjustments to

qualifying payments under Section 34 among others.
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10.1  Tax Free Allowances and Threshold

Tax free allowances for individuals have been periodically increased from Rs. 144,000

in 2001/2002 to Rs. 240,000 in 2002/2003, to Rs. 300,000 in 2004/2005 and in 2011/

2012 to Rs. 500,000.  For employees or those with employment income, an extra allowance

in excess of Rs. 500,000 ranging from Rs. 100,000 to Rs. 250,000 has been granted in the

form of a qualifying payment.  The tax free allowance has been extended to non-resident

Sri Lankan citizens as well.  The original tax free threshold for VAT in 2002 of Rs.

500,000 per quarter was increased to Rs. 650,000 per quarter in 2009, Rs. 3 million per

quarter in 2013 and Rs. 3.75 million per quarter or Rs. 15 million per annum in 2015

and in May 2016 to Rs. 3 million per quarter.  The NBT was Rs. 500,000 per quarter in

2011, Rs. 3 million in 2013 and in 2015 Rs. 3.75 million per quarter, and in May 2016 Rs.

3 million per quarter.  The ESC was Rs. 50 million per quarter in 2015 an increase from

the earlier Rs. 25 million in 2011 and reduced to Rs.12.5 million in 2017/2018.  All these

mean that persons below these thresholds do not pay any tax thus reducing the coverage

of taxpayers and reduction of tax revenue.

There is no hard and fast rule regarding the appropriate level of basic tax free allowance

for individuals.  One factor is the adequacy to relieve the minimum subsistence need of

an average family from taxation.  Other factors include the per capita income, equity

consideration and ease of administration.  Some countries use the per capita income

multiple (maximum up to five times) as the basis but others do not.  In the circumstances

it may be appropriate to consider a suitable measurement basis in the context of Sri

Lanka's current circumstances and taxation policy.  The current practice recently

introduced of tax free allowance to non-resident Sri Lankan citizens should also be

reconsidered, limiting it to resident individuals and charitable institutions as in the original

Tax Act.

In this context, the 2016 Budget had proposed a threshold limit of Rs. 2.4 million for

individuals and a flat rate thereafter which however due to its drastic implications for

revenue as well as equitable considerations has been suspended or put on hold.  The

basic threshold for 2015/2016 of Rs. 500,000 has therefore remained for the years of

assessment 2016/2017 and 2017/2018 as well.
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10.2  Deductible Expenses for Assessable Income

Another area which has affected the base is the calculation of assessable and taxable

income in relation to allowable expenses under Section 25 of the Inland Revenue Act.

Section 25(1) allows the deduction of "all outgoings and expenses incurred by such

persons in the production" of such profits and income.  Though this concept is narrower

than the U.K. concept of "wholly and exclusively incurred for the purpose of the trade,"

the various amendments made to expand deductible expenses to be in line with

commercial profits as well as to give various concessions to trades and businesses have

in practice tended to narrow the net income on which the tax rates are applied.

Recent tax legislation has liberalized a whole lot of expenses as well as allowable

deductions in computing adjusted taxable profits and income.  These include enhanced

depreciation allowances, 75% deduction of advertisement expenses originally limited to

50%, foreign travelling expenses, foreign training expenses, pre-commencement expenses,

300% deduction for Research & Development (R&D), maintenance and management

expenses among others.

All these have led to a narrowing of the taxable base and reduction of the adjusted

taxable profits and income of trades and businesses for tax purposes.  In the absence of

proper auditing and monitoring of these expenses by tax officials, the enhanced allowable

expenditure such as triple expenses for R & D, 75% advertisement expenses etc., need

re-examination and limitation.  For instance, very often businesses tend to mix business

promotion expenses which are allowable with advertisement, hence the necessity to

limit the latter.

Another section that appears to need re-examination is Section 13(ddd) of the Act which

exempts services rendered to persons outside Sri Lanka.  While the original intention

was the promotion of local professional services, it has now been misused for foreign

business, foreign contracts, etc. with enormous profits being made through information

technology, all of which are exempt under Section 13(ddd). All these have led to an

artificial lowering of taxable income of trades and businesses and a major cause of

declining tax revenue.
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It is necessary therefore to re-examine the validity of these enhanced deductions and

base it on accepted principles and accounting standards subject to revenue considerations.

Whatever system is adopted it should be applicable to individuals, companies and all

other entities in the same manner.

11.  Tax Rates

11.1  Corporate

Tax rates in Sri Lanka have had a chequered history with at one time in 1978 the corporate

rate going up to 60% and in 1964 the personal rate at 80%.  With changing economic

strategies they have steadily decreased to 45% in 1992/1993, 40% in 1993/1994, 35% in

1994/1995, 30% in 2003/2004 and subsequently the standard rate 28% in 2011. There

are however a multiplicity of corporate rates with 28% for companies with taxable

income over Rs. 5 million, 12% where the taxable income is less than Rs. 5 million

(including venture capital companies) and increased to 14% for 2017/2018, while a

higher rate of 40% is applied for liquor, tobacco, betting and gaming.

The multiplicity of rates however has its drawbacks in that it unnecessarily complicates

and inhibits the smooth functioning of the company tax system. The lower rate of 12%

and 14% for taxable income less than Rs. 5 million is a concession for small and medium

enterprises (SMEs) to encourage their growth.  There is however no definition of a small

company in the Inland Revenue Act and taxable income of Rs. 5 million is not the sole

criterion of an SME.  Further, a company may be small but the owners need not

necessarily be persons with low incomes and vice versa. Affluent investors often invest

in small venture companies, whereas shareholders of modest means often have their

share investments, if any, in large companies of a less risky nature.  Moreover, the existence

of a lower rate invites the artificial splitting up of corporate enterprises into several tax

motivated small companies which would, in reality, continue to operate as parts of the

larger enterprises.  In order to prevent this, the Act excludes holding companies,

subsidiary or associate of any group of companies from the concessionary rate. The

main argument against small company relief however, is the administrative difficulty of

drawing the boundary line between "large" and "small"; it necessarily involves arbitrary

choices and adds to the complexity of the tax structure.
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11.2  Personal

The reduction in the rate structure also applies to personal income tax of individuals

(including professionals) in relation to both "slabs" and rates.  Currently there is a

progressive tax structure with special lower rates and higher rates for specific activities

and sources of income.  The slabs have been enlarged with the rates ranging from 4%

and going up to 8%, 12%, 16%, 20% and 24% (maximum).  The maximum rate of tax

for employees including professionals however was limited to 16% for 2016/2017 and

removed from 2017/2018.

These changes to the personal income tax structure apart from resulting in lowered tax

revenue have also raised a number of contentious issues. Adjustments to "slabs" and

rates are generally done periodically to counter what is known as the "bracket creep" in

time of rampant inflation.  However inflation which was at one time over 20% has

remained consecutively at single digit figures and there is no justification to widen the

slabs and reduce the rates, especially when the tax free personal allowances have been

increased.  Further, the "slabs" in the current rate structure discourage the earning of

higher income, since any person may reach the highest rate of tax at a relatively low

level of taxable income (above Rs. 3.5 million per annum or Rs. 300,000 per month).

The table below gives the periodic changes to the slabs and rates from year of assessment

2003/2004 to 2016/2017.

Table 6
Personal Tax Slabs and Rates 2003/04 - 2017/18

Y/A 2003/2004
Tax Free Allowance Rs. 240,000

Slabs Rate
Rs. %

First 180,000 10%

Next  180,000 20%

Balance 30%

Income at which highest rate is reached
- Rs. 600,000

Y/A 2004/2005
Tax Free Allowance Rs. 300,000

Slabs Rate
Rs. %

First 240,000 10%

Next  240,000 20%

Balance 30%

Income at which highest rate is
reached - Rs. 780,000
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Y/A 2005/2006
Tax Free Allowance Rs. 300,000

Slabs Rate
Rs. %

First 300,000    5%

Next 200,000 10%

Next  200,000 15%

Next  200,000 20%

Next 200,000 25%

Balance 30%

Income at which highest rate is reached
- Rs. 1,400,000

Y/A 2006/2007 -2008/2009
Tax Free Allowance Rs. 300,000

Slabs Rate
Rs. %

First 300,000    5%

Next 200,000 10%

Next 200,000 15%

Next  200,000 20%

Next  200,000 25%

Next  500,000 30%

Balance 35%

Income at which highest rate is
reached - Rs. 1,900,000

Y/A 2009/2010 & 2010/2011
Tax Free Allowance Rs. 300,000

Slabs Rate
Rs. %

First 400,000    5%

Next 400,000 10%

Next 400,000 15%

Next 500,000 20%

Next 500,000 25%

Next 500,000 30%

Balance 35%

Income at which highest rate is
reached - Rs. 3,000,000

Y/A 2011/2012 - 2016/2017
Tax Free Allowance Rs. 500,000

Slabs Rate
Rs. %

First 500,000    4%

Next 500,000    8%

Next 500,000 12%

Next 500,000 16%

Next 1,000,000 20%

Balance 24%

Income at which highest rate is
reached - Rs. 3,500,000

11.3  Professionals

Another contentious issue is the concessionary rate granted to a class of professionals

under Section 40C of the Inland Revenue Act under Amendment No. 8 of 2014. A

"professional" under Section 40C(2) has been defined  and if such professional is employed

with effect from 1.4.2014 is taxed subject to a maximum rate of 16% (whereas the normal

Source: Compiled from Inland Revenue Acts and Amendments.

Y/A  2017/2018
Tax Free Allowance Rs. 500,000

Slabs Rate
Rs. %

First 600,000    4%

Next 600,000    8%

Next 600,000 12%

Next 600,000 16%

Next 600,000 20%

Balance 24%

Income at which highest rate is
reached - Rs. 3,500,000
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maximum rate is 24%) and under Section 59F the professional services of these

professionals are taxed at different "slabs" with the maximum rate of tax being 16%.

The tax for professionals can be summarized as follows:

Income from Profession Maximum Rate of Tax

Does not exceed Rs. 25 million 12%

Exceeds Rs. 25 million but does not exceed
Rs. 35 million 14%

Exceeds Rs. 35 million 16%

These concessions are available only to those classified as "professionals" under the

relevant section and includes registered lawyers, doctors, chartered engineers, chartered

accountants, software engineers, licensed pilots, navigation officers, researcher and senior

academic recognized as an accredited professional.  Other professionals have been

excluded from these concessions as well as other individuals earning similar income.

Due to these contentions the above concessionary system was limited up to 2016/2017

and removed from 2017/2018 with the maximum rate of 24% becoming applicable.

11.4  Flat Rate

A contentious issue is the proposal in the 2016 Budget to increase the tax free threshold

to Rs. 2.4 million per annum and charge only a flat rate of 15% on all income above this

amount irrespective of the amount of income. This is a radical change from a progressive

tax system which has existed in Sri Lanka since the introduction of income tax in 1932

to a regressive one.  Apart from such tax havens like the Cayman Islands, Isle of Man,

Bahamas etc. where there is no income tax, most countries in the world have a

progressive income tax system with relatively few exceptions which have a flat rate

system. This is a controversial issue and has been suspended with no amending legislation

as yet and the threshold and rate structure for 2016/2017 and 2017/2018 has remained

on the 2015/2016 basis, subject to the changes in the slabs from 2017/2018.

11.5  Current Proposed Changes

Due to these factors the basis of giving concessional rates to SMEs on the basis of taxable

income (less than Rs.5 million) alone has apparently undergone a change to take into
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account the nature of their activity rather than the taxable profit they make.  From 1

April 2016 the rates are proposed to be based both for corporate and personal income

tax taking into consideration their nature and type of activity as well.

Corporate Income Tax

(a) Banking and financial services, insurance industry and trading activities -
28%;

(b) Liquor, tobacco, lottery, betting and gaming - 40%;

(c) All other activities including manufacturing and services - 17.5%;

(d) Other sources such as interest, royalty, dividends etc., to continue on the
existing applicable rate depending on the source of income.

Personal Income Tax

i) Current rate structure, tax free allowance, rates etc. 2016/2017 to continue
- maximum 24%;

ii) Employment income at current slabs and rate for employees with the
maximum rate of 16% to continue;

iii) Income from any activity (other than financial, trading, liquor, tobacco,
lottery, betting and gaming) - maximum rate 17.5%;

iv) Profits from financial or trading activity - maximum 24%;

v) Profits from liquor, tobacco, lottery, betting and gaming activity limited to
40%;

vi) Income from Net Annual Value (NAV) etc. - maximum rate 24%.

All these above proposed changes would of course have to be legislated and passed for

them to be legally effective.

The above proposed changes would involve a number of complications:

1) The small companies whose income is less than Rs. 5 million would now
have to pay at 17.5% from the current concessionary rate of 12%.  This
would increase the tax burden of small and medium enterprises and a
disincentive for SMEs;

2) The overall income tax rate on most big businesses other than those activities
(finance, insurance, trading etc. would now decline from 28% to 17.5%.
The corporate rate in India is 34% and in Malaysia 24%.  This would lead to
a decline in corporate income tax by a considerable amount.

3) For personal taxation having different rates based on nature and activity
and income would involve complication in calculation of tax payable by
individuals;
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4) For businesses it would involve keeping separate accounting records on the
nature of activities carried on by a business, while for the tax administration

it would involve complicated auditing and monitoring processes.

Considering all these circumstances there is a view that it would be less complicated

and more effective to have a uniform rate of corporate tax rather than taxing them on

size and form or the nature of their activity, except in exceptional cases.  Relief for SMEs

could be given in other forms rather than merely on their taxable income or tax.

Concessions for SMEs for manufacturers and service providers have been given on the

basis of turnover under Section 59B of Amendment Act No. 8 of 2014 as follows:

Year Turnover Rate

2011/12 - 13 < Rs. 300 million 10%

2013/14 < Rs. 500 million 10%

2014/15 < Rs. 750 million 12%

Considering these factors in relation to the rate structure, the following issues need

examination:

1. Whether the reduction in the tax rate from 35% prevailing earlier is

justifiable considering the low tax ratio and the need to raise tax revenue

and increase the direct tax ratio.  In this connection, it may be relevant to

mention that in the 1990 Presidential Taxation Commission it was decided

not to lower the income tax rate below 35% and it was the IMF through its

representative and advisor that was vehemently opposed to any further

reduction in the rate;

2. Whether to have one standard for the corporate sector (except perhaps

liquor, tobacco and gambling) instead of multiple rates which complicate

the system, leads to reduction in revenue, encourages tax avoidance and

complicates the administrative system.  Any concessions for desirable

institutions and sectors should be given through other tax provisions and

other means;



70

D.D.M. Waidyasekera

3. Whether having two separate rates for the corporate sector and individuals
who have the benefit of a high tax free threshold, with a lower maximum
rate for the latter who include traders, businessmen, professionals often
earning very lucrative income, is again justifiable. Differentiation of
maximum marginal rates of tax for individuals and companies can lead to
unforeseen distortions of economic behaviour.  Earlier the tax system had

one rate of 35% for all with a reasonable threshold for individuals.

These are some of the issues that need examination and remedial action in the present

context and have to be considered in the drating and enactment of the proposed new

Inland Revenue Act.

11.6  The Laffer Curve

The basic theory and principle that underlies the advocacy of a low tax regime and low

rates of tax is based on supply side economics.  While the Keynsian policy of demand

management is based on the proposition that the level of aggregate demand determines

the level of national income, i.e., that demand creates supply, the supply side economics

on the other hand, emphasizes the conditions governing supply such as the availability,

cost and quality of resources which are considered the long-term determinants of national

income and prices.

A proposition that characterizes supply side economics is that the rates of direct taxation

have a major influence upon aggregate supply through their effects upon the incentive

to work. According to supply side economists like Arthur Laffer, Jude Wanniski and

others, high taxation acts as a disincentive to work because if marginal tax rates are

high, the individual is likely to either forego opportunities to increase income through

additional effort or resort to the informal sector (the "black economy") to avoid paying

taxes.

The Laffer Curve indicates the effect of tax rates on government revenue.  Briefly, the

proposition of the Laffer Curve as its starting point is the simple notion that tax revenue

is zero if the tax rate is either zero or 100%, with a smooth relationship between the

rates and tax revenues connecting these two polar points.  The existence of such a

relationship suggests that if tax rates are sufficiently high, the "prohibitive range", then

a reduction in tax rates could lead to an increase in tax revenues.
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The Laffer Curve analysis leads to the following conclusions:

• High rates of taxation act as a disincentive to work and thus reduce output

and employment;

• An increase in tax rates does not always necessarily lead to increased revenue.

There is a crucial point (point E in chart) beyond which an increase in tax

rates leads to decreasing revenue and national income.

• There are always two rates available (A and B) which can produce the same

total tax revenue, one a higher and another, a lower rate. Government,

therefore need not necessarily choose a high rate to achieve the required

quantum of revenue.

Studies of selected countries also seemed to indicate that those that imposed a lower

effective average tax burden achieved substantially higher rates of growth in GDP than

did their more highly taxed counterparts.

The Laffer Curve, however, has had its critics like Paul W. McCraken, Paul Krugman,

Robert Lekachman and John Kenneth Galbraith.  They have questioned the assumptions

and theory behind the Laffer Curve and proved that it is not as scientific as it appears.

The supply side cuts of the 1980s do not appear to have raised work efforts or saving

Figure 2
The Laffer Curve
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and they unquestionably increased the deficit.  Empirical studies carried out in two

countries (Jamaica and India) where tax changes relevant to the Laffer Curve had been

implemented have also concluded that the assertion that tax reduction would lead to

revenue increases should at best be treated with caution (Ebrill, 1987).

11.7  Relevant Reforms

Considering all the factors discussed above in respect of measures to reverse the declining

tax revenue ratio including measures relating to tax incentives, broadening the tax base

and coverage, revising the allowable expenses in computing adjusted assessable and

taxable profit, qualifying payments, tax free allowances and tax rates, it appears

necessary to create a new income tax code to generate adequate income tax revenue.  In

this connection, the latest IMF Mission in 2016 led by Todd Schneider has made an in-

depth analysis of the entire situation including the increasingly difficult external

environment, the impact of domestic policies including fiscal deficits, public debt, and

balance of payment position, real GDP growth, inflation and revenue administration

and has made some far reaching recommendations to improve the situation.

Key objectives underlying its reform agenda include

i) Improving revenue administration and tax policy;

ii) Strengthening public financial management;

iii) State enterprise reforms;

iv) Standard reforms to enable a more outward-looking economy, deeper foreign

exchange markets and strengthen financial sector supervision.

It has also recommended the introduction of a new Inland Revenue Act.  The introduction

of Income Tax was made under the Income Tax Ordinance No. 2 of 1932 which was

amended 17 times between 1932 and 1949. Succeeding legislation include:

1) Act No. 1 of 1949 which was amended 6 times;

2) Act No. 3 of 1956;

3) The Inland Revenue Act No. 4 of 1963 which has 12 amendments;

4) Inland Revenue Act No. 28 of 1979 which was amended 19 times;

5) Inland Revenue Act No. 38 of 2000 which had 6 amendments; and

6) Inland Revenue Act No. 10 of 2006 which up to now had 8 amendments and
one more pending on the 2016 Budget proposals.
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As Todd Schneider recommended it is time to introduce a new Inland Revenue Act

incorporating the necessary revisions and changes needed to improve tax collection

and tax revenue in the context of current fiscal and economic policy. In this connection

the draft of a new Inland Revenue Act was made available in March 2017. Part 1 consisted

of 10 Chapters and 7 Schedules.

The Chapters include the Income Tax Base and its Calculation, Assets and Liabilities,

Rules Governing Types of Persons, Special Industries, International including Residence,

Double Tax Agreements and Transfer Pricing, Tax Payment Procedure, Interpretation

and Temporary Provisions.

The Schedules include Tax Rates, Investment Incentives, Depreciation Rates, Qualifying

Payments and Reliefs, and Temporary Concessions.

The draft is now in the process of analysis and discussion by various relevant organizations

and authorities for necessary changes and modifications both in its basic structure and

individual provisions. The final draft is expected to be ready for enactment in due course.

Table 7
Budget Outturn for Provincial Councils 2012 - 2015,  Rs. Million

Item  2012   2013    2014      2015

Total Revenue 49,235 49,648 59,133 66,082

Tax Revenue 41,657 42,569 52,569 59,482

Non Tax Revenue 7,578 7,079 6,564 6,600

Total Expenditure 161,341 185,241 216,824 267,696

Recurrent Expenditure 139,121 156,066 172,131 215,836

o/w Personal Emoluments 108,246 117,806 131,162 168,760

Capital Expenditure 22,220 29,175 44,693 52,310

Central Government Transfer 112,106 135,593 157,691 201,614

Block Grants 91,892 108,801 126,144 167,551

Criteria Based Grants 2,861 2,264 3,392 3,753

Province Specific Development Grants 5,901 6,429 8,343 13,345

Foreign Grants for Special Projects 11,452 18,100 19,812 16,965

Source: Central Bank of Sri Lanka,  Annual Reports, 2015.
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12.  Provincial and Local Government Revenue

Recent tax and fiscal changes have had an impact not only on national but also on

provincial and local taxation as well.  The revenue sources devolved on Provincial

Councils under the Thirteenth Amendment are contained in items 36.1 to 36.20 of List

I of the Ninth Schedule.  They account for only 4% of the country's total revenue and

less than 3% of tax revenue or 0.6% of GDP.  Expenditure however is around 11% of

Central Government expenditure or 2.6% of GDP.  The deficit is met by grants from the

Central Government consisting basically of three types, Block Grants, Criteria Based

Grants and Province Specific Development Grants (PSDG) apart from grants for special

projects.

Of the revenue sources the most important was the provincial turnover tax on wholesale

and retail sales which produced around 55% of provincial revenue and was the mainstay

of the provincial revenue system.  This was abolished from 1 January 2011 by Fiscal

Policy Circular No. 01/2010 resulting in a drastic reduction of provincial revenue.  It

was replaced by a system of transfers from the centre consisting of 100% Stamp Duty

collection, 70% of motor vehicle registration fees and 33.33% of the NBT.  The abolition

of the turnover tax has narrowed the base and coverage of the provincial system.  This

is enhanced by the fact that under Section 4.3 of the Ninth Schedule the stamp duties on

immovable property levied under Section 36.5 of the Provincial List as well as court fees

have legally to be transferred to the local government authorities and hence not a revenue

resource for the Provincial Council.

This abolition has led to a number of problems.  The turnover tax of the Provincial

Councils had legally no threshold for its implementation while the coverage of the NBT

(1/3 of which is now transferred to the Provincial Councils) is Rs. 3.75 million per

quarter.  This has also had an adverse administrative effect on the provincial revenue

manpower where over 400 are employed in the revenue departments with their work

drastically diminished and a loss of morale all round.

Another issue is the legality of its abolition as well as the transfer of other revenue to the

provinces.  It has been abolished by a Fiscal Policy circular (No. 01/2010) by the Treasury

while any changes to provisions in the Thirteenth Amendment is a constitutional process
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involving parliamentary approval (by probably a 2/3 majority).  This issue has been

examined in the Attorney General's Ruling dated 08 August 1989 as appearing in the

Appendix in the Salgado Report on "Financial Devolution to the Provinces".

In respect of local government, the recent fiscal and tax changes have however had

little impact on local government revenue.  The local government system constitutes 335

institutions consisting of 23 Municipal Councils, 41 Urban Councils and 271 Pradesheeya

Sabhas.  Overall 60% of their revenue is self-generated sources consisting mainly of

such items as property tax, acreage tax, rents, trade and business licences, refund of

stamp duty and court fees from Provincial Councils and fees for services.  Recent fiscal

changes have had little impact on local revenue though their revenue system may undergo

changes with the implementation of the Grama Rajjaya concept involving the creation

of 2500 new units at grass roots levels now being planned and considered by the

government.

13.  Capital Gains Taxation

Taxation of capital gains was introduced in Sri Lanka in 1959 giving effect to a tax

reform proposal of Prof. Nicholas Kaldor, but since then has undergone several changes

with capital gains on death or on gift being abolished in 1977.  Capital gains by definition

arise upon the sale, exchange or other disposition of a capital asset for more than its

purchase price or value on acquisition, less any costs of buying and selling and of

improving such asset.  Capital assets include land and buildings, machinery and

equipment and stocks and shares.  The Inland Revenue Act No. 28 of 1979 in addition

included such transactions as the surrender or relinquishment of any right in any property

and the redemption of any shares, debentures or other obligations as giving rise to capital

gains.

The rationale underlying the imposition of capital gains tax is that realized gains are

equivalent to income and provide the recipient with just as much economic power over

goods and services as any other form of income.  Under this perspective there is no

compelling reason why capital gains should be treated differently from other forms of

income.  They generally accrue to the property owning class in society and is concentrated

largely in higher income brackets.  Capital gains taxation also tends to minimize the

opportunities for tax avoidance.
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Capital gains can be taxed either on an accrual basis or on a realization basis. They are

normally taxed on the latter basis. In Sri Lanka capital gains have been taxed upon their

realization as from 1 April 1977. In respect of immovable property acquired before that

date the value for purposes of capital gains taxation was deemed to be the value as at 31

March 1977.  Section 14 of the Inland Revenue Act No. 28 of 1979 also provided

exemptions on capital gains arising from certain transactions of which the most important

related to the sale of residential houses. With regard to share transactions capital gains

were exempted from November 1979 for a period of seven years with the intention of

broadening companies.

Capital losses were deductible only against capital gains with provisions for allowing

any unabsorbed losses to be carried forward for set off against future gains.

The rates of tax on capital gains varied with the period of ownership of property.  Where

the property was held for not more than two years the gains was subject to tax at the

normal personal or company rate.  Where the property was held for more than 2 years

the rates varied from 25% to 5%, with properties over 25 years being nil.  The differential

rate structure was intended to distinguish between short-term gains and long-term

nominal gains due to inflation.

There are however a number of problems in relation to capital gains taxation.  Issues

such as "bunching", lock-in effect, part disposal, etc., can arise in capital gains taxation

apart from distortions caused by inflation.  Capital gains should be formulated in such

a way that it would have a minimal impact on investment and business.  However, the

main issue is administrative arising in respect of valuation such as over-valuation at

time of purchase and under-valuation at time of sale, leading to the increase in the

number of tax appeals. Since there is no separate unit in the Inland Revenue Department

for valuation, valuation problems both in respect of capital gains and stamp duty are

referred to the Valuation Department for a realistic valuation.  The Valuation Department

however was not fully equipped to meet these requirements speedily especially at regional

level outside Colombo leading to both revenue and administrative problems.

Improvements have been made in the Valuation Department since but further

improvements are needed if capital gains taxation is to be reinstated.  In these

circumstances taxation of capital gains was abolished in 2002 under Section 3 of the
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Amendment Act No. 10 of 2002 and there has been no capital gains taxation since.

However the government has in June 2016 again decided to re-introduce capital gains

tax at 10% and legislation in this respect is expected to be introduced shortly.

14.  Tax Evasion

There is no doubt that the large incidence of tax evasion in Sri Lanka is a cause of great

concern. While the most immediate concern is the loss of revenue, in the long run such

evasion tends to reduce the built-in elasticity of the tax system and to the extent that the

evaded income is spent on goods and services, generates inflationary pressure and raises

the prices of real property.  It also distorts the fundamental objectives of a fair and

equitable tax system.

Tax evasion can take diverse forms.  These include non-declaration or under-declaration

of income and assets, over-statement of expenditure or exemptions, fictitious expenses,

transfer pricing, concealment of sales, stocks and debtors, fictitious creditors, etc.  Other

methods resorted to include the formation of private companies, fictitious partnerships,

formation of private trusts and family trusts, leading to non-declaration or limited

declaration of dividends, over-stated cash in hand, bank overdrafts and bank loans,

drawings, etc.

All these involve a number of issues.  In the first place, there is no legal definition of "tax

evasion" in any tax statute.  While Section 163 of the Inland Revenue Act No. 10 of 2006

permits the Assessor to make assessments or additional assessments on grounds of fraud,

evasion or wilful neglect, the Interpretation Section 217 does not define any of these

concepts.  Recourse to judicial dicta do not provide an acceptable definition either.

Tax evasion is not confined to fraud alone, it also includes Wilful Default as well as

Wilful Negligence.  However a distinction has to be made between a Fraudulent Return

and an Incorrect Return where tax evasion as such is attributable only to the former.

Mere omission due to oversight or construing a tax statute in a particular way is not an

offence.  It must be deliberately made to avoid tax or mislead a tax officer.

14.1  Tax Avoidance

Tax Evasion has also to be distinguished from Tax Avoidance.  Tax avoidance has been

defined as the "art of dodging without actually breaking the law". The legal definition



78

D.D.M. Waidyasekera

between the two has been enumerated in the classic tax case of the Duke of Westminster

v CIR 19 TC 490, where Lord Tomlins in his judgement made the celebrated dictum

"Every man is entitled if he can to order his affairs so that the tax attaching under the

appropriate Acts is less than it otherwise would be". However with ingenious tax

avoidance proliferating, distinctions were subsequently made between (a) Evasion; (b)

Blatant Tax Avoidance; (c) Tax Avoidance; and (d) Mitigation.

It is difficult to estimate the extent of tax evasion or black money in Sri Lanka.  In 1970

the Wanchoo Committee estimated it at 16.3% of GDP while in 1987 the National Institute

of Public Finance and Policy estimated the figure of Black Money at Rs. 367,785 crore or

21% of GDP.  In 1995 Dr. H.N.S. Karunatilake a former Governor of the Central Bank

estimated it at around 10% of GNP.  There is a great variance between estimates and

there are no verifiable data bases to provide a reliable estimate.  However, there is no

doubt that tax evasion and black money is rampant in the country.

In this connection a number of measures have been taken to curb or reduce the incidence

of tax evasion. Statutorily a number of provisions have been incorporated in the tax

Acts such as provisions relating to transfer pricing and thin capitalization, improving

filing and reporting compliance, extension of the Withholding Tax System, more extensive

auditing, particularly of large taxpayers, and information reporting among other

provisions. However while combating tax evasion provisions like transfer pricing, thin

capitalization, etc., have been incorporated in the taxing statute, actual effective

implementation of these provisions seems wanting.  Further, there has to be a more

stepped up effort to deter tax evasion such as increasing the audit frequency and audit

thoroughness for upper tax bracket taxpayers to ensure that most of the tax evaders

incur some risk of being discovered.  It also includes implementing an effective programme

to detect new taxpayers with the focus on areas where there is reason to believe that

significant net revenues could be gained.  This involves a more effective system of securing

and analyzing information from various sources, sharing of such information with the

relevant units and branches within the IRD as well as co-ordination with other revenue

departments.  All these processes appear to be inadequate in the current set-up. Further,

there should also be a more vigorous application of pecuniary penalties combined with

prosecutions in a given number of cases each year in view of their deterrent effect.
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14.2  Withholding Taxes

The Withholding Tax system in particular is an effective administrative method of helping

to minimize tax evasion and is a path to effective tax administration.  It is especially

effective in areas where it is difficult or uneconomic to detect evasion if payments were

not taxed at source.

Withholding tax on dividends and on certain payments to persons outside Sri Lanka on

interest, rent, ground rent, royalty or annuity existed in the tax statute from early times.

These were subsequently expanded to deduction under the PAYE scheme, interest on

deposits paid by banks and financial institutions, payments to foreign entertainers and

artistes, profits on sale of gems, payments as rewards or share of fines to informants,

lottery prizes and winnings from gambling and betting.

A further important provision was the application of withholding tax on "specified

fees" paid by "specified persons" under Chapter XVII of the Inland Revenue Act No. 10

of 2006.  "Specified fees" were defined under Section 153 as amounts over Rs. 50,000

per month or Rs. 500,000 per annum and included any commission, brokerage or other

sums of like nature paid in the course of any business, profession or vocation, fees paid

on construction work or articles on a contract basis through tender or quotation.  It also

included rent, lease rent or other payment for the use or occupation of any specified

land or building.

Administratively these provisions constituted a very effective method wide in scope in

detecting tax evaders, increasing the coverage of taxpayers and tax revenue and

combating tax evasion.  However from 1 April 2011 these provisions were removed

thereby diluting the administrative means and effectiveness of tax administration and

should be re-incorporated in the new Tax Act.

14.3  Tax Amnesties

Another policy response that has been used in reducing tax evasion and black money is

the grant of tax and foreign exchange amnesties.  In Sri Lanka 11 such tax amnesties

have been granted from 1964 to 2003.  However all these amnesties have not produced

the expected results.  The following Table 8 gives the results of the tax amnesties from

1964 to 2003.
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Table 8
Results of Tax Amnesties Since 1964

Year No. of Declarants Amount Recovered
(Rs. Million)

1964 78 21

1965 595 38

1978 160 30

1989 9 4

1990 n-a 0.96

1992 n-a n-a

1993 n-a n-a

1997 100 285

1998 7 223

2002 592 n-a

Source: Compiled from Minister of Finance K.N. Choksy's statement in Parliament, Hansard 19 February
2003, and keynote address to the International Fiscal Association (Sri Lanka Branch), 29 May
2003.

Apart from the above tax amnesties there was the demonetization exercise of 1970.

Even this was a relative failure where although an additional tax collection of Rs. 100

million was expected, the actual collection was only Rs. 13 million. (ESCAP, 1983).

15.  The VAT Debate

In the early days consumption taxes in Sri Lanka consisted mainly of customs duties

and excises.  In 1963 the Business Turnover Tax (BTT) was introduced by the Finance

Act No. 11 of 1963 and implemented from 1.1.1964.  In 1981 the BTT was revised by the

Turnover Tax Act No. 69 of 1981 which was virtually a partial VAT.  The GST Act No.

34 of 1996 introduced a more fuller value added system but was implemented only

from 1.4.1998 along with another tax called the NSL under the NSL Act No. 52 of 1991

which was a turnover tax levied on gross sales.  These two levies were amalgamated in

August 2002 and termed a VAT under the VAT Act No. 14 of 2002.

There is no doubt that in principle a VAT system is superior to other forms of sales

taxation.  It achieves neutrality between methods of production and between propensities

to save and consume.  It permits lower and few rates, minimizes distortion in resource
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allocation and is transparent, thereby enabling the tax content of a price to be known.

Above all, a VAT system eliminates the cascading effects of a turnover tax and through

its in-built, self-enforcing and cross-checking mechanism is more suitable for

administrative purposes.  For these reasons over 160 countries have a VAT system in

some form or other.

In spite of these advantages however, the VAT has also several weaknesses and defects.

Some of these are inherent in the VAT system itself, such as its design, base, coverage

and rates. Others are associated with practical and administrative problems and still

others with the context in which VAT was implemented, its timing and effectiveness

and its relationship with budgetary goals and medium term strategy of governments.

In terms of revenue the VAT has not shown much improvement over the TT or GST.

The turnover tax has been a regular and reliable source of income without much

complexity or need for manipulation. The VAT has not shown such regularity and has

been characterized by volatility and the need for complex manipulation to prevent

Table 9
VAT Revenue Performance 2002 - 2015

Year Estimate     Actual  Shortfall
Rs. Billion Rs. billion Rs. billion

2002 87 66 -21

2003 120 97 -23

2004 124 120 -4

2005 142 138 -4

2006 174 164 -10

2007 202 187 -15

2008 248 203 -45

2009 185 171 -14

2010 206 219 +13

2011 238 215 -23

2012 264 229 -35

2013 283 250 -33

2014 303 275 -28

2015 296 219 -77

Source:  Central Bank of Sri Lanka,  Annual Reports, various years.
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revenue erosion in the form of input credit and refunds.  An analysis of the VAT

performance from its inception in 2002 to 2015 from the Central Bank Annual Reports

shows that every year the actual revenue collected has fallen short of its estimates, the

only exception being in 2010 where the collection was Rs. 219 billion in relation to the

estimate of Rs. 206 billion. In 2014 the estimate was Rs. 303 billion while the actual

collection was Rs. 275 billion and in 2015 the estimate was Rs. 296 billion and the actual

collection only Rs. 219 billion.

In terms of revenue productivity where the standard rate is 1 (perfect productivity) i.e.

what every 1% raise of VAT rate in terms of VAT revenue or GDP, Sri Lanka's Productivity

Rate is 0.315. This may be compared with countries such as Vietnam (0.562), Nepal

(0.398), Indonesia (0.353) and Singapore (0.415).

There are a number of reasons for the low performance of the VAT in Sri Lanka.

15.1  Threshold

The threshold for registration of a person liable to VAT from 1.8.2002 was Rs. 500,000

per quarter or Rs. 1.8 million per annum.  This has increased from 1.1.2009 to Rs. 650,000

per quarter or Rs. 2.5 million per annum. From 1.1.2013 it was increased to Rs. 3 million

per quarter or Rs. 12 million per annum and was further increased from 1.1.2016 under

the VAT Amendment Act No. 11 of 2015 to Rs. 3.75 million per quarter or Rs. 15 million

per year. From 2 May 2016 it was revised to Rs. 3 million per quarter.  This regular

increase of the threshold has reduced the coverage and number of taxpayers resulting

in a decline in revenue.

15.2  Exemptions

Unlike in countries like New Zealand, Singapore, Canada etc. where the base of the tax

is very broad with few exemptions, in Sri Lanka under the First Schedule of the VAT

Act, a large number of goods and commodities as well as services have been exempted

from the tax.  These include items of mass consumption as well as services and items

considered as incentives for several socio-economic sectors.  This has considerably

narrowed the base and scope of VAT, retained the cascading effect on such goods and

led to the necessity to impose higher rates.
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Further, ad hoc changes have been made in respect of exempted items and services

from time to time.  For instance, under Amendment Act No. 11 of 2015 VAT liability on

certain motor vehicles imported and locally manufactured was removed from October

25, 2014, cigarettes and liquor from October 25, 2014 and ethyl alcohol from 1 January

2015. These however again changed in June 2016 when certain exempted sectors have

been made liable to VAT such as the telecommunication sector, health care services

(with some exemptions), etc.  Such ad hoc changes and lack of consistency lead to

confusion among taxpayers and the general public apart from variations in tax revenue.

15.3  Zero Rating

Zero rating is a mechanism adopted in a VAT system to relieve certain goods and services

from the incidence of VAT.  Unlike exemptions however, zero rating enables a supplier

of zero rated goods to reclaim all the input taxes he paid on his purchases. Section 7 of

Table 10
VAT Refunds  2005 - 2015 (Rs. Million)

Year                         VAT Collection   Refunds      %

2005 Gross 154,199 12,321 8%

Manufacturing 31,504 12,279 40%

2006 Gross 175,247 11,176 6%

Manufacturing 33,389 11,171 33%

2009 Gross 179,518 8,400 5%

2010 Gross 228,432 8,869 4%

Manufacturing 39,282 7,577 19%

2011 Gross 221,768 6,348 3%

Manufacturing 37,423 4,598 12%

2012 Gross 207,805 3,149 1.5%

Manufacturing 39,789 1,302 3%

2013 Gross 218,146 459 0.2%

2014 Gross 239,028 1,112 0.4%

Manufacturing 46,174 732 1.6%

2015 Gross 215,168 931 0.4%

Manufacturing 29,627 732 2.4%

Source:  Compiled from IRD Performance Reports, various years.
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the VAT Act includes not only exports which are normally so in a destination principled

VAT system but also includes a host of services consumed outside Sri Lanka.  Further, it

has incorporated a key clause called "international transportation (including trans-

shipment) of goods and passengers" whose interpretation is in fact very wide.  All these

zero rated items have led to a large refund element which has adversely affected net

revenue collection.

Of the gross receipts a considerable element goes out as refunds especially in sectors

such as leasing, construction, exports, garments, manufacturing and the hotel sector.

Table 10 gives the amount of refunds in relation to gross collection and manufacturing

for a selected number of years.

It will be seen that in the early years refunds averaged around 6% of gross VAT collection

and in the manufacturing sector about 1/3 of gross manufacturing receipts went out as

refunds.  Steps have been taken to minimize these refunds through stricter administrative

monitoring and controls such as by the implementation of the Deferment Scheme and

in 2011 by the Simplified VAT scheme (SVAT).  This scheme minimizes VAT refunds

for VAT registered persons who are engaged in exports and special projects by the

system of issuing credit vouchers.  Refunds both overall and in the manufacturing have

since been reduced from 2011 onwards as the figures above indicate.

However refunds under a VAT system cannot be entirely eliminated and the tax

administration has to manage it in a proper and effective manner.  Moreover refunds

have to be paid within one month and interest at 1% every month is due thereafter.

Zero rating and refunds have therefore to be controlled carefully to prevent fraudulent

requests for refunds.

15.4 Rates

When the VAT system was first introduced in 1998 in the form of a GST, it was

characterized by a single uniform rate of 12.5%.  A single rate is best both from a

compliance and administrative point of view.  Multiple rates distort both producer and

consumer choices and complicates the system.
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In Sri Lanka VAT rates have been subject to ad hoc changes from time to time.  While

the VAT Act No. 14 of 2002 had originally two positive rates of 10% and 20%, it was

soon unified into a single rate of 15% from January 2004.  There was again a modification

of rates whereby from 19.11.2004 there was a basic rate of 5%, a luxury rate of 18% and

a standard rate of 15% which were in 2005 subsequently changed to 5%, 20% and 15%,

respectively.  In 2009 the system was again changed to a single rate system of 12%

which in 2015 was reduced to 11% and from 2 May 2016 increased to 15%.  However

according to IMF estimates, in order to be revenue neutral, the VAT rate in Sri Lanka

should be around 17%.

15.5  Financial Services

Due to the difficulty of computing value added in the case of financial services such as

banking and insurance, most countries exclude financial services from VAT.  Such

problems include disentangling the costs of intermediation, the sensitivity of the sector

to fine margins, the likelihood of encouraging offshore provision of financial services

and the important role finance plays in the economy.  In 2014 leasing of movable

properties after 25.10.2014 was included as financial services subject to VAT.

In Sri Lanka, financial services were exempted till 31.12.2002 but from 1.1.2003 were

included under Chapter 111 A of the VAT Act. However the method of computing was

not the normal Output minus Input used in other sectors but the additive method of Net

Profit plus Wages, under which method there is no deduction for input taxes paid.

Hence most banks tend to pass on the VAT to their borrowers leading to cost of credit

and affecting investment.

15.6  Wholesale and Retail Trade

Under Section 3 of the VAT Act No. 14 of 2002 VAT was not charged on the wholesale

and retail trading sector (unless they were manufacturers or importers of such goods)

and they were liable only to Business Turnover Tax (BTT) to the Provincial Councils

under Section 36.1 of the Ninth Schedule of the Thirteenth Amendment and subsequently

in 2011 to the NBT.

With the abolition of the provincial turnover tax in 2011, wholesale and retail trade was

made liable to VAT under VAT Amendment Act No. 17 of 2013.  The quarterly turnover
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applicable to VAT on wholesale and retail trade originally in 2013 was Rs. 500 million

and in the process of enlarging the VAT base and coverage was reduced to Rs. 250

million in 2014 and Rs. 100 million per quarter in 2015.  On 2 May 2016 the threshold

was administratively reduced to Rs. 3 million per quarter or Rs. 1 million per month

which meant that VAT was payable on liable goods and services on turnover over Rs.

33,000 per day.  Such frequent ad hoc changes to the threshold as well as rates lead to

problems both to the taxpayers as well as the tax administration. After much agitation

the threshold was again revised from 01.11.2016 to Rs. 50 million per annum or

Rs.138,000 a day.

Enlarging the coverage of taxpayers including VAT payers and the base of the tax

including VAT is a necessary ingredient in creating a more effective tax system particularly

in the context of the crucial need to enhance tax revenue and reverse the declining tax/

GDP ratio.

However reducing the threshold of small and medium wholesale and retail traders

creates many practical problems for taxpayers in keeping and maintaining records of

sales and purchases in terms of VAT liable and exempt goods, zero rated goods etc.  It

also creates problems of monitoring, inspections, auditing etc. for the tax administration

as well.  In this context it may have been more practical to have increased the tax rates

while keeping the threshold intact without reducing it to too low levels.  In fact even as

early as 1985 the IMF Mission headed by Carlos A. Aguirre when considering the

introduction of VAT to Sri Lanka recommended that "Small retail traders who usually

keep inadequate or no records of their activities could be excluded from the tax net"

(IMF Report October 25, 1985, p. 15).  It is on this basis that Section 3 of the VAT Act

No. 14 of 2002 excluded wholesale and retail trade (other than those of manufacturers

and importers) from VAT.

15.7  VAT Frauds

VAT is a tax that is susceptible to fraud and is common in many VAT countries.  For

instance, in 2005 in Germany the "VAT carousel fraud" or "missing trader intra-

community fraud" amounted to 17.6 million Euros or 11% of Germany's annual VAT

revenue.  In 2006 the VAT fraud across Europe was estimated at a massive Euro 23
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billion.  Frauds have also been reported from Poland, Canada, Italy, New Zealand,  UK

etc. From goods it has recently moved into services as well.

There are three leading technology based solutions to this problem. (1) the Real Time

VAT (RT VAT); (2) the VAT Location Number (VLN) system; and (3) the Digital VAT

(D-VAT).  The RT VAT focuses on securing the tax, the VLN focuses on securely tracing

the supply and the D-VAT certifies that the correct tax is charged, collected and remitted.

In Sri Lanka the massive VAT fraud during the years 2002 to 2004 amounted to around

Rs. 4 billion making it one of the biggest in South Asia.  It was based on fraudulent

invoices of companies some of which were non-existent.  There are many reasons for

VAT being easily susceptible to fraud in Sri Lanka.  The refund due to overpaid input

tax, zero rating, eligible to full refunds, the relatively large sector being put in the zero

rated list are some legal provisions in the Act.  Others are administrative such as weak

administration, lack of fool proof audit system and verification of invoices, lack of co-

ordination of information within as well as between revenue departments and corrupt

officials are other main reasons.

15.8  Administration

One of the most important factors in the inadequate performance of the VAT system in

Sri Lanka are the problems connected with the tax administration.  VAT types of taxes

are not easy to administer and the much vaunted self-checking and self-policing feature

of the VAT has been found to be wanting in the Sri Lankan experience.

Some of the basic requirements for the successful administration of the VAT include

• A simple VAT return and a taxpayer identification number (TIN);

• An effective taxpayer assistance programme;

• A reliable computerized system providing accurate and timely information;

• An effective system of audit, supervision, monitoring and control;

• A coordinated information system for cross-checking information, invoices,

vouchers etc. in the VAT return with information from other sources to detect

under-reporting or fraud;

• A sound and effective penalty system.
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In most of these issues the experience of Sri Lanka's VAT administrative system has, in

practice, been found to be wanting.  Various attempts have since been made to rectify

the shortcomings, improve the system and streamline the VAT administration.  These

include:

• The provision of adequate resources;

• Development of skills and training;

• An extended computerization and EDP system;

• Advance Tax scheme and VAT deferment scheme;

• Optional VAT;

• Simplified VAT system (SVAT);

• Mechanism to cross-check input credit;

• Streamlining regulations relating to refunds such as the establishment of a

VAT Refund Fund and the system of releasing funds based on a Bank

Guarantee from the exporter;

• Streamlining appeal procedures and arrears collection.

16.  Customs Duties, Excises and Miscellaneous Taxes and Levies

16.1  Tariffs

The mission statement of the Sri Lanka Customs is "to enforce the customs laws and

revenue and social protection laws while facilitating trade and industry with the objective

of contributing to the national effort and in due recognition thereof".

In respect of tariffs export duties have been abolished since 1993 (except on scrap iron

and a few other items) and import duties under the current fiscal system are used not so

much for revenue as for protective purposes.  They are based on the Harmonized System

of goods classification and the valuation is based on the "Brussels Definition of Value"

(BDV).

A  number of steps have been taken to simplify and harmonize customs procedure and

practices such as the widespread use of Information Technology (IT), the Harmonized

Commodity Description and coding system, Uniform Customs Declaration (CUSDEC)

and the ASYCUDA ++ automated data processing system.  The Tariff Commission as
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early as 1985 recommended simplifying and rationalizing the rate structure by reducing

the number of duty bands, based on reducing intended levels of effective protection.

The rationalization of the tariff structure is however complicated due to international

agreements like the Indo-Sri Lanka Free Trade Agreement (ISFTA) and the Pakistan-Sri

Lanka Free Trade Agreement (PSFTA), apart from multilateral trade agreements like

SFFTA as well as the WTO. From January 2005 there were 5 bands which were

subsequently reduced to 4 bands, zero, 7.5%, 15% and 25% and in 2015 were simplified

to a three band structure of zero, 15% and 30%.

From a revenue point of view the import duties brought in Rs. 81 billion or 0.8% of GDP

in 2014 and Rs. 132 billion or 1.2% of GDP in 2015 which was 9% share of revenue.

16.2  Excise Duties

Excise Duty is an old levy having been introduced by the Excise Ordinance No. 8 of

1912 and recently broadened by the Excise (Special Provisions) Act No. 13 of 1989.

They are based partly on a specific basis and partly on an ad valorem basis.  Excise

duties have a large potential for increased revenue due to the increase of demand for

items like liquor and cigarettes which is generally inelastic and hence have been subject

to frequent rate increases to generate government revenue.  There is also considerable

scope for enlarging the Special Excises which are levied on the sale of certain luxury

and semi-luxury items on an ad valorem basis and to increase the rate of duty as well.

In 2014 Excise duties brought in Rs. 256 billion or 2.5% of GDP while in 2015 it brought

in Rs. 497 billion or 4.4% of GDP. As a share of revenue, Excise duty produced 34% of

tax revenue in 2015.

Excise duties if properly administered could therefore be utilized to further expand

government tax revenues without affecting incentives for savings, investment and

production. However its ultimate effectiveness would depend on several factors like the

identification of excisable items, an appropriate rate structure, a rational system of

classification and valuation and last but not least, a properly organized effective

administrative network.
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16.3  Miscellaneous Taxes and Levies

Apart from the taxes and levies discussed above in the national, provincial and local

level, are a number of other miscellaneous taxes and levies that constitute Sri Lanka's

taxation system.  They include such taxes as the NBT, ESC, Betting and Gaming Levy,

Share Transaction Levy, Cellular Mobile Telephone Subscribers Levy, SCL, PAL, Stamp

Duty, Telecommunication Levy and Cess Levy.  They brought in a considerable amount

of revenue in 2014 at Rs. 239 billion or 2.3% of GDP and in 2015 Rs. 243 billion or 2.2%

of GDP.  These other taxes constituted 17% as share of revenue for 2015 as shown in

Chart 1.

Table 11
Tariffs, Excise Duties and Miscellaneous Taxes  2010 - 2015 (Rs. Million)

Year   2010   2011    2012      2013     2014      2015

Import Duties 64,163 79,811 80,155 83,123 81,108 132,189

Excise Duties 129,864 204,822 223,960 250,700 256,691 497,652

Liquor 36,654 55,286 60,086 66,008 69,100 105,264

    Tobacco/Cigarettes 40,675 49,623 53,563 58,567 57,240 80,015

    Petroleum 28,038 22,470 28,466 27,131 28,732 45,092

    Motor vehicles & others 24,497 77,444 81,845 98,994 101,618 267,282

Miscellaneous Levies

   PAL/RIDL/SCL/other 66,585 82,260 104,479 108,692 117,375 112,042

   License Fees 5,512 6,078 4,254 5,449 6,983 6,929

   Stamp Duty/Cess Levy/ 92,165 85,326 93,898 101,508 114,742 124,683
   SRL/NBT DL/TL

Note: PAL - Ports and Airports Development Levy
RIDL- Regional Infrastructure Development Levy
SCL - Special Commodity Levy
SRL - Social Responsibility Levy
NBT - Nation Building Tax
DL - Defence Levy
TL - Telecommunications Levy

Source: Central Bank of Sri Lanka,  Annual Report 2015.
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16.4  Simplification

Such a complex system creates difficulties for the revenue administration and leads to

confusion both among investors and taxpayers. The simplification of this complex system

is an urgent necessity.  At one time there were 22 taxes and levies at national level

(apart from the one-off taxes in 2015), 20 at provincial level and 5 at local government

level.  As part of the simplification process of this complex system, a number of taxes

were abolished such as Debits Tax, Social Responsibility Levy, Regional Infrastructure

Development Levy, Construction Industry Guarantee Fund Levy and the BTT at

provincial levels.  However the number is still large and the system needs further

simplification.

Simplification however does not depend on legislative measures alone but also on

administrative procedures and regulations.  While various procedural guidelines have

been issued to clarify and simplify matters, it has not been as effective as expected.

17.  Revenue Administration

In the final analysis it is the level of efficiency of the revenue administration which

determines the effectiveness of any revenue system.  In the current context with the

declining tax ratio and the urgent need to increase government revenue, the effectiveness

of the tax administration, its structures, systems and processes need thorough

examination, its weaknesses identified and measures taken to rectify these weaknesses

and make the tax administrative system an efficient and effective instrument of tax

collection.

The problems and gaps in revenue administration relate both to the level of policy

formulation as well as at the implementation level.  At the policy formulation level, the

gaps relate to (i) lack of effective institutional structures; (ii) absence of adequate and

effective processes for public participation in policy formulation; (iii) inadequacy of

monitoring and evaluation of policy implementation; (iv) lack of sufficiently trained

personnel for tax policy analysis and research; (v) unification of collection techniques.

At the implementation level, the weaknesses include:

i) The relatively low number of taxpayers and level of compliance;



92

D.D.M. Waidyasekera

ii) Improvement of work systems and methods;

iii) Insufficiently trained personnel and modernizing of tax administration;

iv) Attitude of tax administrators towards taxpayers and insufficient public

education;

v) Inadequate coordination between different tax administering

departments such as between Inland Revenue, Customs, Excise and

other revenue authorities including provincial and local authorities;

vi) Shortcomings in the operation of tax administration including audits,

inspections, default taxes, combating tax evasion, etc.

17.1  Number of Taxpayers and Files

According to the Inland Revenue Department Performance Report 2015 the total number

of taxpayers as at 31.12.2015 was 690,405 comprising 3% of the population.  The total

number of corporate files was 47,154 though the number of functioning companies

under the Companies Act No. 7 of 2007 was at October 2011, 48,658 including listed

companies in the Stock Exchange 296.  The total number of income taxpayers was

621,989 comprising of 135,170 individuals and PAYE employees 426,496.  VAT registered

persons amounted to 15,690, NBT 21,627, Employers registered under the PAYE scheme

13,749 and ESCs 4024.  The total number of Betting and Gaming files was only 627.

Unregistered taxpayers, stopfiling taxpayers, tax evaders and delinquent taxpayers are

however the key factors in judging the effectiveness of a tax administration (Table 12).

17.2  Compliance

Voluntary compliance is the goal and cornerstone of a tax administration and the most

economical way of collecting tax.  It is more so under a system of self-assessment.  It

may be said that the main tasks of tax administration are facilitating compliance,

monitoring compliance and dealing with non-compliance.  The IRD has taken a number

of measures to improve compliance such as providing benefits to individual taxpayers

in the form of awarding Privilege Cards (Gold and Silver), grant of tax concessions on

importation of motor vehicles, discounts on early tax payments among others.  However

the return compliance for income tax on due date appears inadequate as shown in

Table 13 below.
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However, it should also be noted that the return forms are complicated running into

several pages.  Taxpayers find it difficult to complete them and often have to take recourse

to accountants or tax practitioners thereby increasing costs and leading to personal

Table 12
Number of Taxpayers and Tax Files As at 31.12.2015

Income Tax

Corporate

Resident Companies 45,295

Non Resident Companies 1,778

State Corporations, Statutory Boards and State Owned Institutions 81 47,154

Non Corporate

Individuals 135,270

Partnerships 11,439

Bodies of persons etc. 1,730

Employees paying income tax under Pay-As-You-Earn (PAYE) Scheme

(as at 31.03.2015)* 426,496 574,835

Total Income Taxpayers 621,989

Other Taxpayers

Persons and Partnerships registered for Economic Service Charge (ESC) 4,024

Persons registered for Value Added Tax (VAT) 15,696

Persons registered for Value Added Tax on Financial Services 229

Persons registered for Nation Building Tax (NBT) 21,627

Persons registered for Nation Building Tax on Financial Services 229

Betting Levy Files 622

Gaming Levy Files 5

Total Other Taxpayers 42,432

Employers registered under PAYE Scheme** 13,749

Withholding Tax on Interest (withholding Agents) 3,424

Withholding Tax on Specified fees (Regular Monthly Schedules Senders) 84

Construction Industry Guarantee Fund Levy 334

Stamp Duty (Regular Monthly Schedules Senders) 8,393 25,984

Total Number of Tax Files/Taxpayers as at 31.12.2015 690,405

Note: *   Include 143,178 Government Employees

** Include 1,337 Government Institutions

Source: IRD Performance Report 2015.
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Table 13
Tax Return Compliance 2012 to 2015

Tax         Year           Sector Compliance on Due Date %

Income Tax 2012/2013 Corporate 56%
Non-Corporate 41%

2013/2014 Corporate 53%
Non-Corporate 42%

2014/2015 Corporate 52%
Non-Corporate 47%

PAYE 2011/12 52%
2012/13 53%
2013/14 55%
2014/15 63%

VAT 2012 89%
2013 78%
2014 49%
2015 65%

ESC 2012 80%
2013 93%
2014 71%
2015 68%

NBT 2012 79%
2013 77%
2014 84%

2015 86%

Source:  Inland Revenue Department, Performance Report 2015.

complications.  Tax returns should be re-designed and made simpler and preferably

limited to a single sheet.

17.3  Audits and Investigations

Under the existing self-assessment system prevalent, 97% of tax collection is through

self-assessment and only 3% by way of official assessment.  Nevertheless auditing and

examination of returns and accounts is an integral part of assessment procedure.  The

audit function should be evaluated in terms of the quantity and quality of audits carried

out and the revenue "voluntarily" paid. Audits have been undertaken on taxpayers

particularly in the Large Taxpayer Unit (LTU) in terms of business activity, entity type

and business size.  It has been found that the most productive use of investigation

resources has paid dividends in respect of the largest taxpayers.
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However considering the extent of under-reporting of profits and income, particularly

by large companies, traders and businesses, professionals and others, whether the extent

and scope of auditing, investigation and additional tax collected is sufficient is debatable.

For instance as at October 2011 the total number of functioning companies was 48,658

while the number of resident company files as at 31.12.2015 was 45,295.  In 2014 the

total additional income tax assessed and agreed in the Corporate Large Taxpayer Unit

(LTU) after audit was Rs. 10 billion or about 48% of total additional tax assessed and

agreed for the year.

Table 14
Analysis of Default Taxes 2015

Type of Tax    Gross Tax   Penalty    Desputed        Penalty   Collectible    Collectible
   in Default      (Rs.)        Taxes          Related to       Tax      Penalty
        (Rs.)   Excluding      Disputed              (Rs.)                    (Rs.)

    Penalty            Taxes
       (Rs.)               (Rs.)

Income Tax 85,525,191,768 47,992,967,193 70,724,051,005 43,187,961,891 14,801,763 4,805,005,302

Surcharge on Income Tax 330,273,865 266,625,899 328,987,850 265,383,865 1,286,015 1,242,034

Income Tax (WHT on interest) 1,495,289,225 696,636,514 1,472,896,677 651,064,332 22,392,548 45,572,182

Value Added Tax 49,378,761,998 35,248,527,728 44,218,320,939 31,014,577,120 5,160,441,059 4,233,950,608

Value Added Tax 7,356,520,901 4,394,871,900 7,304,890,192 4,371,304,138 51,630,709 23,567,762
(Financial Services)

Economic Service Charge 4,629,887,138 4,161,928,938 3,644,746,541 3,540,616,152 985,140,597 62,312,786

Nation Building Tax 3,828,081,529 4,196,471,475 2,332,907,259 2,846,670,584 1,495,174,270 1,349,800,891

Stamp Duty 9,732,724 3,773,302 - - 9,732,724 3,773,302

Debit Tax 2,215,581,368 - 2,215,581,368 - - -

Turnover Tax 2,436,857,570 1,205,171,114 2,436,857,570 1,205,171,114 - -

Goods  & Services Tax 943,355,822 1,022,819,837 943,355,822 1,022,819,837 - -

National Security Levy 1,373,143,369 575,787,753 1,373,143,369 575,787,753 - -

Save the Nation Contribution 16,087,126 4,811,953 16,087,126 4,811,953 - -

Wealth Tax 851,542 455,551 851,542 455,551 - -

Gift Tax 2,409 1,204 2,409 1,204 - -

Social Responsibility Levy 1,980,457 151,434 1,969,992 146,995 10,465 4,439

Compounding Penalty - 215,435,611 - 103,551,506 - 111,884,105

Total 159,541,598,811 99,986,437,406 137,014,649,661 88,790,323,995 22,526,949,150 11,196,113,411

Source: IRD Performance Report 2015.
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17.4  Default Taxes

Total taxes in default as at 31.12.2015 stood at Rs. 159 billion, which is relatively high.

This includes some taxes which have been repealed, abolished or uncollectible like Debit

Tax, Turnover Tax, GST, Wealth Tax, Gift Tax, etc.  Steps should be taken to write off

these obsolete taxes from the books and effective steps taken to collect the balance in a

planned and speedy manner as provided in the Default Taxes (Special Provisions) Act

No. 16 of 2010 which stipulates that arrears should be maintained at less than 3% of

taxes levied in the immediately preceding year.

17.5  Appeals

The speedy and effective settlement of appeals is an important element in improving the

administrative system.  There are a number of problems in appellate procedure which is

lopsided and heavily weighted against the taxpayer largely due to the absence of a

vociferous taxpaying public.  The failure to follow proper procedure has often led to

protracted delay in the settlement of appeals.  In this respect, the earlier Board of Review

has been replaced by the independent Tax Appeals Commission through the Tax Appeals

Commission Act No. 23 of 2011 which covers Customs appeals as well. However there

are a number of issues which has cropped up including the necessity to make a 25%

deposit of the amount of tax and penalty in dispute in order to validate an appeal, a

provision which has drawn severe criticism.

17.6  Coordination between Revenue Departments

One of the principal defects of the tax administration system in Sri Lanka is the lack of

coordination between the revenue departments and on the policy side the present

fractured and isolated character of the activity of policy formulation.  As regards these,

the previous Tax Commissions have recommended the constitution of a Board of Revenue

or Revenue Authority and the creation of a permanent National Taxation Commission

as a remedy.

In respect of the former, the lack of coordination between the Inland Revenue, Customs,

Excise and provincial and local revenue authorities as well as the Fiscal Policy Division

at the Treasury affects policy formulation, information exchange, and the monitoring of
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the implementation of taxes.  They all tend to operate in isolation.  In order to remedy

this, the establishment of a Board of Revenue or Revenue Authority vested with the

overall authority for revenue administration has been recommended in order to

coordinate and improve the overall tax administration system of the country.  Such a

Revenue Authority is not expected to be a tax collector but to reorganize the

administration of the three departments, eliminate overlapping functions and effect

coordination where it is possible so as to cater for less bureaucracy, expedition and

increased collection of legitimate revenue.

17.7  Cost of Administration

As per the Performance Report of the IRD for 2015, the total expenditure of the

Department was Rs. 4,437 million (includes capital expenditure for RAMIS) and the

revenue collected was Rs. 560 billion. In 2013 the expenditure was Rs. 1,876 million.

The productivity ratio is 126:1 i.e. the cost of collection for Rs. 100 was 79 cents or 0.79%

which may be considered as reasonable.

17.8  Measures Taken for Improvement

Considering the weaknesses in revenue administration and the necessity to remedy

these weaknesses and improve the efficiency of revenue administration, a number of

measures have been taken at all revenue departments including Inland Revenue, Customs

and Excise.

In Inland Revenue the Tax Service Unit established facilitated taxpayers and the public

to access the Department's service conveniently.  In 2015 the Unit issued 6,959 TIN

certificates and 29,034 temporary VAT applications for opening of new files as well as

396 clearance certificates for non-taxpayers.  Consultancy services were made to the

public through the "One Stop Service Centre" while 11 awareness programmes were

organized during the year.

The Internal Audit Branch examines all payments, daily vehicle running charts, pay

sheets, annual board of survey reports and bank reconciliation apart from other actions
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such as recovering amounts due to dishonoured Cheques, refunds and checking imprest

accounts.

The Economic Research and Planning Unit carries out different types of researches by

analyzing data received from various sources such as the Central Bank, Census and

Statistics Department etc.  The Training Branch vital for training of tax officers to perform

their duties effectively while organizing awareness programs for taxpayers, also provided

overseas training for tax officers, participation in overseas seminars and workshops to

learn the best practices in other countries in order to maintain a high level of

professionalism as tax administrators.  Locally it conducted several programmes to

provide specialized knowledge on application of tax statutes and other relevant technical

areas apart from in-house training, particularly in taxation and accountancy.

In 2011 a Committee for Interpretation of Tax Laws was appointed which is responsible

for the issuance of interpretations, clarifications, guidelines etc. on the provisions of the

various Acts administered by the Department.  The objective of this is to ensure

uniformity with regard to interpretations and procedures in tax legislation and

administration.  A total of 38 interpretations have been given in 2015.

Internationally, in order to eliminate or mitigate the incidence of juridical double taxation

and fiscal evasion in international transactions, Sri Lanka has entered into a number of

double taxation agreements.  The avoidance of double taxation is important for attracting

foreign investments, obtaining expertise, modern technology, employment opportunities

etc. Sri Lanka currently has 44 such Double Tax Treaties and one multilateral treaty

(SAARC).

Finally, the ongoing improvements in tax administration include the automation of

revenue agencies, introducing the Single Window System (SWS) at Sri Lanka Customs

linking all stakeholders and incorporating into the ASYCUDA World system, automating

of the activities of the Ministry of Finance under the Integrated Treasury Management

System (ITMIS), introducing the zero based budgeting system by the Finance Ministry

and setting up of Budget Implementation and Monitoring Unit (BIMU) to ensure close

monitoring of expenditure programmes.
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At Inland Revenue the automation process involves the implementation of the Revenue

Administration and Management Information System (RAMIS) aimed at further

simplifying the tax administration and tax compliance for taxpayers. RAMIS is also

envisioned to support in increasing the revenue collection by enabling IRD to reach out

to taxpayers in a more efficient and effective way.  It is expected to meet the requirement

of infrastructure facilities such as end user hardware, computers, printers and scanners

that are necessary to perform the activities of the Department.

RAMIS is expected to widen the tax net and improve compliance, enhancing the

efficiency of the revenue collection process, increasing the quality of the work environment

to generate higher productivity and provide better service to taxpayers with a view to

increasing voluntary compliance.  It is expected to be completed by end 2017.

However, it may also be stated that in many instances the expectation of greater

effectiveness from computerization has not materialized.  Computerization is a necessary

but not a sufficient condition to improve the effectiveness of tax administration.  Whilst

computer technology helps perform routine tasks more rapidly, there is no guarantee

that it would automatically increase revenue collections substantially.  Computer

technology facilitates and improves tax administration but unless accompanied by

effective enforcement activities may help in increasing revenue only marginally.

Successful computerization must be accompanied by a fundamental reorganization of

both systems and procedures and cannot be used by itself to side-step much needed

reform.

18.  Concluding Remarks

Sri Lanka's fiscal and taxation system is at a critical juncture. With the end of the 30

year old insurgency, Sri Lanka has entered a new era of growth, reconciliation and

reconstruction. Development challenges are many both in the international and national

contexts.

The current taxation and fiscal policy issues discussed are of crucial importance especially

the recent declining growth in tax revenue ratio, the reasons for the decline and measures

necessary to reverse the trend and make the tax system into an effective instrument of
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economic growth.  Relevant issues discussed include the direct and indirect taxes, the

pros and cons of the VAT system and its problems, tax evasion, capital gains taxation,

elasticity and buoyancy of the fiscal system, the tariff structure, simplification of the tax

system and last but not least the problems of the tax administration, its weakness and

measures necessary to strengthen the administration in order to make it an effective

mechanism of collecting much needed revenue.
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Declining Tax Ratio: The Formidable Challenge of

Future Development

Kopalapillai Amirthalingam

1.  Introduction

An increasing share of tax revenue in national income or in GDP is an instrumental

objective of economic development policy (Lewis, 1984). High-income countries have

had rising shares of tax revenue and government expenditures to income as they have

become more economically advanced. Similarly, comparison among countries at different

levels of per capita income generally show higher shares of government expenditure

and tax revenue in national income of higher-income countries than in poor countries.

There appears to be a relative increase in the demand for government services as per

capita income increases. At very low levels of per capita income, the principal needs are

for "private" goods, such as food, clothing and shelter. The income elasticity of demand

for those products falls as per capita income increases, and there is an increased demand

for "public" goods at higher levels of income. The increased demand is for government

services in the areas of transportation, communication and general government

administration, to deal with increased complexities. Further, the demands for certain

welfare services and transfer payments to various poorer sections of the population are

felt much more strongly at higher levels of per capita income than at lower ones. All

these pressures to increase the level of government expenditures and transfer payments

generate a need to increase tax revenue to release real resources for the provision of

these government services. In addition to general government consumption expenditure,

the governments of developing countries usually wish to increase development-oriented

services such as education and training, agricultural extension and research. Thus,

government revenue may need to grow at a rate that exceeds the growth of national

income to provide resources for recurrent government expenditure. Sri Lanka is seeking

a rapid economic growth after ending the thirty-year old civil war. Therefore, it is
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expected that both per capita GDP and government expenditure will increase in the

years to come.

However, in contradiction to the theory, it seems that there are problems in Sri Lanka in

raising tax ratio in line with the increase of per capita GDP. Tax collection is relatively

low and the country is mainly depending on indirect taxes. Importantly, the tax ratio

has declined significantly during the 1980-2015 period and the decline is strongly

associated with the decline of the indirect tax revenue. Therefore, with a view to reducing

debt service it is important to Sri Lanka to reduce country's overwhelming dependency

on debt. At the same time it is equally important to Sri Lanka to increase total tax

revenue by expanding the direct tax base. However, achieving these targets are going to

be formidable challenges for future development.

When revenue is insufficient to meet budgetary obligations, a country is forced to depend

on foreign and domestic sources to bridge the fiscal deficit. As a result, government's

debt as a percentage of GDP rises. High levels of debt in turn will increase the pressure

on the government's ability to meet its other commitments. The government can either

borrow from domestic or foreign sources but their impacts on the economy are different.

The government can borrow domestically from either banks or non-bank private sector,

or both. At the same time it can borrow foreign loans in the forms of either concessional

loans or commercial loans, or both. Foreign debt will push up the foreign debt burden

and thereby increase foreign currency denominated debt service payments of the country.

On the other hand, domestic debt will reduce the scale of domestic investment if the

government borrows from the non-bank private sector. Inflation will soar if the

government prints money and there would be a direct impact on investment as well, if

the government borrowed from the banking sector.

It is true that if the government spent borrowed money on economic infrastructure, it

would bring benefits to the economy at least in the long run because economic

infrastructure typically exists not for its own sake, but rather to support various kinds of

economic activity  (Jimenez, 1995).  However, a high level of debt, especially when it is

increasing steadily, has several negative implications. Primarily, a high level of debt will

increase the pressure on the government's ability to spend freely on its other expenditure
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commitments. This is of particular concern when these commitments involve essential

and development oriented expenditure (Central Bank of Sri Lanka, 1983). It also tends

to reduce resource availability to the private sector and increases the interest rate in the

domestic market. This will increase the cost of borrowing for the private sector and

thereby crowd out private investment, adversely affecting the economic growth of the

country (Köhler-Töglhofer and Zagler, 2007) ."High government debt would also increase

the need for frequent rollover of existing debt, making fiscal management more difficult"

(Central Bank of Sri Lanka, 1983)  if those debt are short-term commercial loans or

domestic loans. If the government spent borrowed money on non-productive and  non-

output enhancing activities, it would aggravate the macroeconomic situation of the

economy further. This situation necessitates the gradual reduction of public debt and

increase of tax revenue, since alternative ways of financing budget deficit can have

adverse macroeconomic repercussions.

2. Tax Ratio

Tax ratio is defined as total tax revenue as a percentage of GDP. As developing countries

need to spend more on public infrastructure, education, health services etc, they need to

increase their tax ratio if they want to grow and to be less poor (Bird, Martinez-Vazquez,

and Torgler, 2008). However, tax revenue as a proportion of GDP is typically much

lower in developing countries than in rich countries (Auriol and Warlters, 2005) and

therefore most developing countries have felt the need to increase tax revenues (Chelliah,

1971). Like many other developing countries, Sri Lanka too faces numerous challenges

which impede the government's attempts to raise revenue to levels required to support

government expenditure on a sustainable basis, primarily due to poor tax performance.

Almost half a century ago,  Kaldor (1962) argued that for a country to become

"developed" it needed to collect taxes at 25-30% of GDP. It is obvious that Sri Lanka

remains well short of Kaldor's target. International empirical evidence on tax ratio has

40%, 25% and 18% as the average tax ratios for higher income, middle income and low

income countries in 2001 respectively (Gallagher, 2005). An IMF assessment carried out

in 2005 set out a revenue -to -GDP target of 15-20% as a reasonable minimum "threshold"

for developing countries (IMF, 2005). Though Sri Lanka's tax ratio averaged 17.4% during
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1978-1997 period, thereafter it has always been below 16% (see Figure 1).  Though Sri

Lanka is classified as a lower middle income economy by the World Bank, according to

Gallagher Sri Lankan tax ratio is well below that of a middle income country. In recent

years, the Sri Lankan tax ratio has even been below the average for low income countries.

According to Figure 1, tax ratio started to decline, albeit with fluctuations, from 18.3 %

in 1980 to 10.1 % in 2014.The year 2015 is an exception because tax ratio has increased

to 12.1%. However, considering the time series data from 1980 to 2014,  it is important

to note that Sri Lankan tax authority has failed to increase tax revenue in line with the

expansion of economy. Figure 2 indicates that direct taxes (mainly income taxes), as a

percentage of GDP, have remained at an average of 2.5%. It follows then, that the

decline in the tax ratio is closely associated with the decline of potential indirect tax

revenue.

Figure 1
Tax Ratio

 Source: Central Bank of Sri Lanka (Annual Reports, 1980-2015).
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Several factors might be contributing for the low level of tax ratio in Sri Lanka. These

factors are 1) high level of exemption;1   2) large number of taxes;2 3) lower increase in

the number of taxpayers, 4) tax avoidance and evasion; 5)  the sources of GDP growth

( such as public sector wages increase, large infrastructure investment and construction)

not generating taxable incomes; 6) frequent unplanned and ad hoc fiscal measures

including tax amnesties and tax concessions;3 7) reduction of import duty rates; 8) lack

of elasticity and buoyancy of the tax system; 9) complexity in tax legislation and lack of

fiscal consistency; 10)  complicated tax administration with lack of coordination among

entities collecting revenue as well as the BOI which also provides incentives; 11) inability

of tax authority  to change the mindset of public and corporate sector  towards paying

taxes even though Sri Lanka is  progressing towards upper middle income category,

and; 12)  low revenue from tax on salary: there are 1,289,151 employees in the public

sector and 3,466,194 employees in the private sector in 2012 (Central Bank of Sri Lanka,

2013). Only 868,031 public and private sector employees have registered under PAYE

scheme, but PAYE was deducted only from 268,651 employees in 2013 (Department of

Inland Revenue, 2013). In addition to the above mentioned factors, political instability

which lasted for more than two decades and lack of a clear cut political rationale on

taxation have also adversely affected the tax revenue potential (Amirthalingam, 2010 a,

2010 b).

3. Direct-Indirect Tax Mix

Figure 2 shows indirect tax revenue given as a percentage of GDP averaged 12.9%,

while direct tax revenue averaged only 2.5% during the period 1980-2015. Analyzed

differently, the visual inspection of Figure 3 suggests that direct taxes averaged 16.8% of

total tax revenue while indirect taxes averaged above 83.2% of total tax revenue during

the same period.

1 Tax exemptions and tax holidays given by Board of Investment (BOI) have led to approximately 1% of GDP
revenue loss per annum (Kelegama, 2009).

2 2010 Presidential Tax Commission also recommended to reduce the number of taxes from the current level of 25
to 8-10 (Institute of Policy Studies of Sri Lanka, 2016)

3 See Institute of Policy Studies of Sri Lanka (2016) for the cost of tax holidays and concessions and exemptions.
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Figure 2
Indirect and Direct Tax Revenue (As a % of GDP)

 Source: Central Bank of Sri Lanka  (Annual Reports, 1980-2015).

What is most important to note is that given as a percentage of GDP, indirect tax revenue

drastically declined from 15.7 % in 1980 to 12.9 % in 2015, amid fluctuations.  On the

other hand, given as a percentage of GDP, direct taxes, though it plays a less important

role in the total tax revenue, remained relatively stable between 3.1 % of GDP in 1980

and 2.5 % of GDP in 2015 without displaying significant fluctuation in between.

Figure 3
Indirect and Direct Taxes (As a % of Total Tax Revenue)

 Source: Central Bank of Sri Lanka  (Annual Reports, 1980-2014).
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Table 1
Taxes on Income, Profits and Capital Gains in Selected Countries

(% of Total Tax Revenue)

Country 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

Sri Lanka 12 14 15 16 14 15 17 15 19 21 19 19

USA .. .. .. .. .. .. .. 90 92 93 92 92

Canada 72 71 71 73 74 76 72 74 77 .. 77 77

Thailand .. .. .. .. .. .. .. 39 44 48 42 45

Malaysia 43 47 44 46 60 55 62 .. .. .. 67 71

Korea, Rep 40 40 39 37 41 38 37 41 44 .. 42 ..

India 19 23 29 30 32 36 38 43 47 52 55 52

Pakistan 13 18 21 20 29 28 31 28 28 37 36 37

Uganda .. .. .. .. 15 16 21 25 27 27 31 36

Kenya .. 29 33 40 38 33 33 36 39 42 44 46

Note: ..  Not Available.

Source: World Bank Database (World Development Indicators, 1990-2012).

According to Musgrave (1969), the period of economic development can be divided as

the early period when an economy is relatively underdeveloped and the later period

when the economy is developed.  During the early period, there is limited scope for the

use of direct taxes because the majority of the populace resides in rural areas and is

Table 2
Sectoral Contribution to GDP

Year Agriculture Industry Services

  1960 38 17 45

  1970 28 24 48

  1980 28 30 43

  1992 26 26 49

  2002 21 26 53

  2012 11 30 59

  2013 11 31 58

  2014 10 32 58

Source: Central Bank of Sri Lanka (Annual Reports, 1960-2014).
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engaged in agriculture and therefore their incomes are difficult to estimate.  However,

during the later period people will reside in urban areas where formal sectors will play

an active role in economic activities. In such a situation, direct taxes play an important

role. That is why Musgrave  points out that economic development of developing

countries will increase the share of direct taxes in total tax revenue (Ibid).

It is important to look at the experience of developed and developing countries with

regard to direct and indirect tax mix to know whether they are in line with the theory of

Musgrave or not. According to Table 1, except Sri Lanka, the experience of other countries

conform to the Musgrave theoretical argument. They have increased the share of direct

tax revenue in the total tax revenue during the course of development.  However,

according to the same table, Sri Lanka could not emulate the experience of these countries

with regard to enhancing revenue from direct taxes in line with the Musgrave theoretical

argument. In contrast, Sri Lanka depends overwhelmingly on indirect taxes and the

progress of the country in generating more revenue from direct taxes is sluggish over

the long period. Therefore, it is important to know why Sri Lanka is deviating from the

theory and as well as the experience of developed and fast growing countries. Importantly,

data in Table 2  and visual inspection of Figure 4 clearly indicate that Sri Lankan economy

Figure 4
Per capita GDP at Market Price (US$)

Source: Central Bank of Sri Lanka (Annual Reports, 1990-2015).
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has moved to second stage as explained by Musgrave because agriculture sector has

contributed only 10% to GDP while 90% contribution has come from industrial and

servicers sectors and per capita GDP has also increased significantly. Therefore, one can

notice that there is contradiction between tax system and GDP composition and per

capita GDP in Sri Lanka because tax system is in the first stage and the economy is in

the second stage as explained by Musgrave.

As a result of low level of tax revenue as a percentage of GDP, Sri Lanka depends

largely on public debt to meet her budgetary obligations. Therefore it is important to see

the magnitude and cost of the public debt in Sri Lanka.

4. Public Debt: Magnitude and Cost

Public debt could lead to increased interest payments and reduced economic growth as

public borrowing displaces private investment. Large-scale government borrowing may

also induce inflation through the expansion of money supply (Central Bank of Sri Lanka,

1983). On the other hand, the need for repayment of debt which would invariably

follow borrowing, drains the economy. That is why the problem of debt sustainability is

often at the centre of the issue of fiscal sustainability, as government debt is the final

outcome of the fiscal policy of a country (Ibid).

Figure 5 describes total public debt as a percentage of GDP which reached a peak in

1989. Though it fluctuated during the following years, it averaged 95.7% during the

1989 to 2000 period. After 2000, total government debt remained above 100% and this

continued so until 2004. Since then though total public debt has declined, it continued

to remain above 86 % of GDP during 2005-2009. However, total debt as a percentage of

GDP declined to 76 % in 2015. Importantly as a whole the total public debt to GDP ratio

averaged 88 % during 1980-2015. It is important to note that total debt, debt service

payments and interest payments were 584%, 90% and 35% of total revenues respectively,

in 2015 (Central Bank of Sri Lanka, 2015). This situation is not sustainable particularly

for a developing country like Sri Lanka because increasing amortization and debt service

payment can then compel the country to abandon or postpone investment on important

development projects.
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Public debt can be categorized as foreign and domestic debt. In Sri Lanka, given as a

percentage of GDP, foreign and domestic debt averaged 43 % and 45 % respectively

during the 1980 to 2015 period. As a percentage of GDP, domestic debt was above

foreign debt during the 1980-1983 period. However, foreign debt surpassed domestic

debt during the 1984-1996 period, but domestic debt has again exceeded foreign debt

during the 1997-2015 period. Foreign debt will push up amortization and interest

payments in foreign currencies while domestic debt will reduce the domestic investment.

According to Moody's rating agency, Sri Lanka's external debt is now highest in Asia

Pacific after Mongolia and Papua New Guinea. This situation reveals an unfavourable

macroeconomic condition because Sri Lanka could not reduce public debt significantly

even after the conclusion of war in 2009 and as a result, interest payment absorbs a

significant amount of budgetary allocation and limit sufficient budgetary allocation on

important sectors such as education and health. Figure 6 clearly indicates the scenario

where 22% and 10% has been allocated to interest payments and defense respectively,

while 9.7%, 7.7% and 6.5% has been allocated to education, health and civil

administration respectively, in 2015 as a percentage of total expenditure.

Figure 5
Magnitude and Type of Public Debt (As a % of GDP)

Source: Central Bank of Sri Lanka (Annual Reports, 1980-2014).
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As cited in Wu et al., (2010) the celebrated "Wagner's law" postulates that government

spending is income elastic and that the ratio of government spending to income tends to

grow with economic development. Therefore, considering the theory and the socio-

economic development needs of the country, it is important for Sri Lanka to allocate

more money on social and economic services with prudent management of public

expenditure on the basis of prioritization. At the same time, reducing defense expenditure

and debt service payments are going to be a greater challenge particularly in the short

run because allocation for defense significantly high even after the conclusion of the

war and due to the high level of debt ratio, the debt service payments are also significantly

high (See Figure 6). Hence, increasing tax ratio will be the best available option for the

country not only in the short run but also in the long run. However, declining tax ratio

for the long period of time indicates that unless Sri Lankan tax authority takes radical

measures to enhance tax revenue as a percentage of GDP, it is going to be a major

development challenge in the years to come.

Figure 6
Expenditure on Selected Categories (As a % of Total Expenditure)

Source: Central Bank of Sri Lanka (Annual Reports, 1980-2015).
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5. Conclusion

Tax ratio in Sri Lanka has declined significantly from 1980-2015 and the decline is

closely associated with the decline of indirect taxes as a percentage of GDP. Theory and

the empirical evidence from developed and fast growing countries indicate that the

share of indirect taxes in the total tax revenue should come down but the share of direct

taxes in the total tax revenue should go up. However, the Sri Lankan experience reveals

that even though indirect taxes declined as a percentage of GDP, there was no

simultaneous increase in direct taxes to offset the decline of indirect taxes to avoid the

declining trend of tax ratio. Slight increase of tax ratio in 2015 has come from the increase

of indirect taxes as a percentage of GDP. This situation also indicate that Sri Lanka is

unable to overcome the same problem which is a failure to expand direct tax base.

Since the public sector is the source of most investment in infrastructure and human

capital in Sri Lanka, lack of investment on education, health and technology and research

will have long-term repercussion on the socio-economic development of the country. In

this situation, the country is unable to reduce debt service payments either. That is why

Rs 242.8 billion has been allocated to the Ministry of Finance and Planning in the 2017

budget which is the responsible institution to repay the loans borrowed by the

Government of Sri Lanka. Therefore, unless the country takes measures to expand its

tax base, continuous dependency on public debt cannot be avoided. Such situation will

create formidable challenge for the future development of the country.
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1.  Introduction: Taxing Fashions

Governments of poorer countries should be aiming to raise higher proportions of GNP

in tax revenue.2  Every government should aim to collect at least 20% of GNP. These are

the messages that the international community has been sending out in recent years.3

Taxing has become internationally fashionable. Sri Lankan governments have however

been following their own, very different, fiscal fashions. They were once quite avid

taxers. For the first 30 years after Independence in 1948, the ratio of government revenue

collection to GDP - a figure that I will henceforth term the 'tax take' - oscillated around

a long-term average of 21%.4  That was a rather high figure for a country that was then

relatively poor. In the 1980s, the tax take settled down to a near-stable 20%. But from

around 1990, it began to decline, slowly but almost continuously.5  By 2014, the figure

had almost halved, to just 11% of GDP (see Table 1). This figure is exceptionally low.

The government currently collects only about half as much revenue as one would expect

1. I am very grateful to the following people and institutions for discussion of the issues in this paper and/or
comments on earlier drafts: Joanne Asquith, Sunil Bastian, Richard Bird, Indrajit Coomaraswamy, Nishan de Mel,
Mike Durst, N. Gajendran, Godfrey Gunatilleke, Murtaza Jaferjee, Saman Kelegama, Dharmasena Koditawakku,
Waziona Ligomeka, Michael Lipton, Giulia Mascagni, Nimal Sanderatne, D. D. M. Waidyasekera,  Gamini
Wickremesinghe, Anushka Wijesinghe, and various staff members who participated in meetings in Colombo at the
Central Bank, the Customs Department, the Inland Revenue Department, the Institute of Policy Studies, the IMF,
the Treasury, and the World Bank.

2. Government revenue is conventionally divided into tax and non-tax revenue. The distinction between the two is
however not clear-cut. In Sri Lanka, as in most countries, non-tax revenue is relatively small: it has accounted for
an average of 12% of total annual revenues since 1970/1971. It comprises mainly income from the ownership of
property and other assets, and a range of fees and administration charges. In this paper, I ignore the distinction,
and use the terms 'revenue' and 'tax' interchangeably.

3. For example, these proposals were in the initial draft communique of the Third International Conference on
Financing for Development, held in Addis Ababa in July 2015.

4. Unless stated otherwise, all statistics relating to Sri Lanka are those given in the Annual Reports of the Central Bank
of Sri Lanka.

5. The raw figures on the tax take provide some scope to disagree on the exact date on the onset of the decline. I have
chosen 1990 by calculating a three-year moving average of the tax take.

5
Dwindling Tax Revenues: A Fiscal Puzzle1

Mick Moore
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when one takes into account the structure of the economy and the fact that Sri Lanka is

now a middle income country (World Bank, 2012: 7).6

This low tax take is a problem, above all for poorer Sri Lankans.7  Sri Lanka was once

known as a model welfare state. In the 1970s and 1980s, it was widely cited as a model

of impressive human development outcomes (health, mortality, education) despite low

average incomes. That is no longer the case. On some calculations, the Sri Lankan

government spends less on education than any of its peers in the South Asian region.

Table 1
Summary of Economic and Fiscal Statistics, 5-year Averages

Period Government      Ratio of Annual     Official Developmet Terms of
Revenue as a Government  Rate of     Assistance as a % of Trade (Note 1)
% of GDP Spending to Growth Government Expenditure (1951 = 100)

      OECD        World Bank
    Figures            Figures

(a) (b) (c) (d) (e) (f)

1951 - 1955 21 91

1956 - 1960 23 93

1961 - 1955 22 1.3 3.6 3 3 78

1966 - 1970 21 1.3 5.3 8 9 60

1971 - 1975 21 1.3 2.6 7 9 41

1976 - 1980 21 1.6 5.5 16 23 41

1981 - 1985 19 1.7 5.2 19 26 27

1986 - 1990 21 1.6 3.4 18 27 26

1991-  1995 20 1.5 5.4 11 22 25

1996 - 2000 18 1.4 5.0 7 10 23

2001 - 2005 16 1.6 4.0 8 12 21

2006 - 2010 15 1.5 6.4 5 8 20

2011 - 2014 13 1.6 7.3 3 4 19

Notes: "Terms of trade" = ratio of prices of exports to prices of imports, relative to a benchmark period.

Source: The figures in columns (a), (b), (c) and (f) are from the Annual Reports of the Central Bank of
Ceylon/Sri Lanka. The figures in column (d) are from the OECD (http://www.oecd.org/dac/
financing-sustainable-development/development-finance-data/), and those in column (e) are
from the World Development Indicators (http://data.worldbank.org/data-catalog/world-
development-indicators).

6. Within South Asia, Sri Lanka is matched only by Bangladesh as the least effective collector of income taxes. It is
only about half as effective as the average Low Income Country World Bank (2012). Creating Fiscal Space through
Revenue Mobilisation. South Asia Economic Focus. Washington DC, World Bank.

7. For more details on the issues summarised in this paragraph, see World Bank (2015). Sri Lanka. Ending Poverty
and Promoting Shared Prosperity. A Systematic Country Diagnostic, World Bank: 170.
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The quality of public education is poor. A country that for four decades provided

subsidised food grains every week for virtually the entire population - and at one point

was spending more than 20% of the government budget on this activity - does not even

have a minimally acceptable cash transfer programme to meet the needs of its poorer

citizens. Those needs are now growing fast, because the population is rapidly ageing,

and neither the private nor the public sectors have the savings that are needed to care

for the elderly. Further, the overall pattern of fiscal activities is regressive: wealthier

people pay relatively little in tax, but do rather well out of public spending. The Treasury

also has a pressing fiscal reason to be concerned. The combination of the low tax take

with persistent fiscal deficits and a high public debt burden is now pushing up the cost

of government borrowing.

2.  An Unprecedented and Puzzling Decline

A decrease in the national tax take is not unusual. There are many examples in recent

history.8  Sometimes, as in the case of a few rich OECD countries over the past two

decades, it reflects conscious policy: a determination to 'shrink the state'. More commonly,

it reflects governance failures. Internal armed conflict and/or the inability of government

to exercise effective authority make it difficult to continue to collect taxes at previous

levels. This was, for example, broadly the story in Peru, Rwanda and Uganda in the

1980s and early 1990s. In each of those cases, the emergence of an effective national

government restored the tax take to its previous level, or more, within about a decade.

The decline in the tax take in Sri Lanka over the period since 1990 has a very different

character. It was the result neither of sustained, explicit policy choices nor of any

particular challenges in physically collecting taxes. It took place gradually over a long

time period, rarely received public notice, and occurred in circumstances that would be

expected to produce a different result: at least stability in the ratio of revenue to GDP,

and perhaps an increase.

In the quarter century after 1990 when the tax take was decreasing, the Sri Lankan

economy was expanding rather fast, at an average annual rate of 5.4% (Table 1). There

is a strong and well-researched statistical relationship, that holds globally, between the

8. The ICTD Government Revenue Dataset provides the most comprehensive and reliable statistics, covering almost
all countries - http://www.ictd.ac/datasets/the-ictd-government-revenue-dataset.
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average per capita income of a country and the size of the tax take. The governments of

richer countries collect a larger proportion of GDP in public revenue. When national

economies grow faster, the tax take tends to increase (Pessino and Fenochietto, 2010,

Minh Le, Moreno-Dodson et al., 2012). Because Sri Lanka was already, in the 1950s to

the 1980s, a relatively high tax economy, a further increase in the tax take was perhaps

unlikely. In the absence of any clear policy commitments from successive Sri Lankan

governments, we might have expected the tax take to remain at around the long term

average of 20% of GDP. The decline to half that expected figure is a puzzle. It is even

more of a puzzle when we take account of the fact that, between 1983 and 2009, a

period of 26 years, the Sri Lankan armed forces were in almost continuous armed conflict

with Tamil separatist groups.9  The armed forces expanded greatly in terms of numbers,

and purchased much new equipment (Venugopal, 2011). It was an expensive war, that

might have been expected to put strong pressures on successive governments to raise

additional revenues. Governments did not respond in that way. The long-term decline

in the tax take began in 1990, only seven years after a low level separatist insurgency

flared up into war in 1983, and at the same time that the numbers of military personnel

were fast expanding. The tax take continued to decline almost every year until the war

was concluded.10  It is important to note that, just as the war did not prevent the economy

from growing steadily, it did not make revenue raising significantly more difficult. The

conflict was fought mainly in peripheral agricultural areas of the North and East of the

country that had never been the source of much tax revenue. It did not significantly

interfere with tax collection at the points where it is heavily concentrated: the port and

airport in Colombo (Sections 3 and 9). Further, the steepest decline in the tax take was

in the years after the war ended in 2009.11  Internal conflict does not explain the decline

9 Tamil separatism was not the only cause of internal armed conflict. During the years 1987-89, much of the country,
including Colombo, was affected by a significant insurgency led by the JVP - a party of the majority Sinhalese
community. For some months, the JVP succeeded in significantly disrupting economic activity Moore, M. (1993).
"Thoroughly Modern Revolutionaries: the JVP in Sri Lanka." Modern Asian Studies 27(3): 593-642.. However, this left
no visible mark on revenue collection levels.

10. The National Security Levy was introduced in 1992, ostensibly to pay for the war. Between 1995 and 2002, when
it was abolished, it provided more than 10% of revenues annually. This did not however stem the steady decline in
the overall tax take. The Nation Building Tax, that has provided over 4% of total revenues annually, was introduced
in 2009, the year the war ended. As is explained in the next footnote, the total tax take began to decline particularly
steeply immediately after the Nation Building Tax was launched.

11 Total revenue collection averaged 21.0% of GDP over the period 1989-1991 (Table 1). Over the next twenty years,
until the end of the war in 2009, the tax take declined by 6.4 percentage points - an annual average of 0.32
percentage points. Over the five-year period from 2009 to 2014, the tax take declined by 3.3 percentage points - an
annual average of 0.66 percentage points. This was in large part the direct result of major tax 'giveaways' in the
2010 budget.
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in the tax take. The decline was clearly the result of policy choices, even if those choices

were rarely articulated consciously and publicly.

In Section 3 I explain why Sri Lanka was a high tax economy in the years before 1990.

Then, in Sections 4 to 9, I attempt to resolve the puzzle of about the subsequent decline.

3.  Why Was the Tax Take High in the Mid-Twentieth Century?12

Between 1950 and 1989, the Sri Lankan government's tax take averaged 21% of GDP.

Why was the tax take so high in what was then, in the global context, a low income

country? There are broadly four reasons.

First, the economy has since the colonial era been intrinsically 'taxable'. Successive

governments had the ability to raise revenue relatively easily through taxing international

trade and a relatively wealthy and commercialised economy, without needing either (a)

to develop of a very high capacity tax collection apparatus, (b) to extract revenue directly

- and inevitably somewhat painfully - from small scale cultivators,13  or (c) to tax any

significant component of the population directly. In the context of the South and

Southeast Asia region, Sri Lanka was a high income country during the colonial period.14

The reason was the dominance of the plantation export economy. The production and

export of tea and, to a lesser extent, rubber15  generated substantial economic surpluses,

large profits for British plantation companies (Snodgrass, 1966: 66), high levels of

economic inequality, high average incomes - and good opportunities for governments

12 Snodgrass, D. R. (1966), Ceylon: An Export Economy in Transition. Homewood, Illinois, Richard D. Irwin Inc. is an
excellent source of statistics and analysis of the economic history of Sri Lanka.

13 In most of the rest of South Asia, direct taxes on the owners or cultivators of agricultural land, collected on the
basis of detailed written records of who owned and cultivated each piece of land, were the dominant source of
colonial government revenues in the 19th century, and a significant source in the early part of the 20th century.
Land taxes provided an important platform for the Congress Party and other nationalist movements to mobilise
popular support against colonial rule. By contrast, Sri Lankan rulers historically had found it easier to extract
revenue from international trade than from agriculturalists. Until 1893, the British colonial administration collected
a small amount of revenue from taxes on the production of rice and other grains. The grain tax was abolished once
the plantation sector became a buoyant source of revenue in the 1880s Roberts, M. (1973). Land Problems and
Policies, c 1832 to c 1900. History of Ceylon Volume 3. K. M. de Silva. Peradeniya, University of Ceylon Press Board:
119-145..

14 In 1820, average per capita incomes in Sri Lanka were about the same as in India. By 1939, they were double Indian
levels Maddison, A. "Historical Statistics for the World Economy." from http://www.google.co.uk/
search?q=%22historical+statistics+for+the+world+economy%22&ie=utf-8&oe=utf-8&aq=t&rls=org.mozilla:en-
US:official&client=firefox-a.. In the early twentieth century, large numbers of people had moved to Sri Lanka from
India for manual work, notably in the plantations and in Colombo.

15 There were also substantial coconut plantations, but they mainly served the domestic market. For the years 1940,
1950 and 1960, tea accounted for 68% of the combined value of plantation crop export and rubber for 30%
Snodgrass, D. R. (1966). Ceylon: An Export Economy in Transition. Homewood, Illinois, Richard D. Irwin Inc.
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to raise revenue rather easily.16  International trade accounted for a high proportion of

GDP, partly because large imports of food grains were required to feed the plantation

workforce. And international trade dominantly took the form of highly visible bulk

commodities - tea and rubber out, food grains and consumer goods in - routed through

Colombo, which in the late colonial era was one of the world's busiest ports.17  Historically,

there has been no easier way for governments to raise substantial revenues at low cost

than to levy trade taxes on visible, standardised bulk commodities moving through ports.

In this case, almost all trade moved through a single port, that happened to be located a

few hundred metres from the heart of government.18  The basic tax collection tasks -

identification of the tax base, valuation, assessment, collection of dues - are not

organisationally challenging. Import and export volumes can easily be verified. Provided

corruption among Customs staff can be kept in check, smuggling and tax evasion can

be kept at low levels. And, because they are invisible to most citizens, Customs duties

typically generate little political opposition.

Second, while colonial governments relied principally on import taxes - and refrained

tapping the export revenues or substantial profits of the plantation sector companies -

they did develop a number of other revenue sources that involved more intensive

interactions between state bureaucracies and Sri Lankan society. The major categories

of government revenue in 1938/1939 were: import duties - 47%; surplus from public

sector income-earning activities (land sales, port, post office, electricity, railway etc.) -

18%; income taxes - 15%; and excise taxes on liquor and tobacco - 13% (Snodgrass,

1966: 385). Imagine the colonial administration as a machine for ensuring the continual

16 The plantation export economy also generated high levels of volatility in export earnings, and therefore in government
revenues. World market prices for tea and rubber were volatile for the same reasons that oil and mineral prices
fluctuate today. There is a gap of several years between the decision to invest in increased production capacity and
actual production increases. In the short-term, an increase in demand can push up prices substantially. But
because producers tend to invest in new production capacity in response, large increases in supply, and thus price
falls, can follow within a few years. In the 1950s to the 1970s in particular, the Sri Lankan economy was highly
import-constrained. When tea and rubber prices were low, imports were cut back, and the overall level of economic
activity declined. As a consequence, the tax take ranged between 16% (in 1950) and 27% (in 1978). It became more
stable after 1980, when the economy was fast being diversified away from the planation export sector.

17 Historically there had been substantial port facilities at Galle and Trincomalee, but from the 1880s Colombo port
dominated. It also enjoyed a large transit trade, and in 1939 accounted for 95% of total shipping tonnage Dharmasena,
K. (1980). The Port of Colombo 1860-1939. Colombo, Lake House Printers and Publishers.. Smuggling seems to have
been limited to very small scale trade carried in small boats between India and minor ports on the Jaffna peninsula
like Point Pedro and Velvetturai.

18 The collection of revenues by the Customs Department remains highly concentrated in Colombo, now including the
airport. In 2014, the Revenue and Services (Provincial) Directorate, that is responsible for all revenue collection
outside Colombo, accounted for 0.3% of the total revenues collected by the Customs Department Sri Lanka
Customs (2015). Annual Performance Report 2014. Colombo, Sri Lanka Customs.
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flow of plantation exports and profits. To achieve that goal, it had to develop and operate

road, port, railway and electricity facilities; control the ever-present threat of tropical

diseases; manage extensive movement of labour to and from India; make it possible for

land to be sold or leased with secure title; establish effective court and police systems;

and keep the social peace. The colonial state was relatively intrusive. It extensively re-

ordered economy and society.19  It was, correspondingly, relatively costly. In 1929, the

state collected and spent about 14% of GNP (Snodgrass, 1966: 62).20

Third, Sri Lanka became an unambiguously high tax economy after independence in

1948 because governments were then minded to go after a prime potential revenue

source that had hitherto been untouchable: earnings from plantation exports,21 and

thus the profits of the largely British-owned plantation sector. The first independent

government began immediately to levy substantial taxes on plantation exports,  and to

cut heavily into the post-tax profits of the plantation companies (Snodgrass, 1966: 114).22

That government, like its successors, was dominated by a relatively homogenous Sri

Lankan socio-economic elite that itself was relatively heavily-invested in the plantation

19 Under colonial rule, unofficial (or non-state) 'customary courts' disappeared from Sri Lanka. By contrast, in what
is now Bangladesh, India and Pakistan, customary courts dealt with at least a half of all court cases in the late
colonial period Lange, M. (2009). Lineages of Despotism and Development: British Colonialism and State Power. Chicago,
Ill. ; London, University of Chicago Press.

20 In 1937, the colonial government of Ceylon spent four times as much per head of population as the colonial
governments of India Frankema, E. (2010). "Raising Revenue in the British Empire, 1870-1940: How 'Extractive'
Were Colonial Taxes?" Journal of Global History 5(03): 447-477.

21 The mode of taxation varied. In 1968, the government introduced the Foreign Exchange Entitlement Certificate
(FEEC) device into its exchange control programme. Exporters were required to surrender all the foreign exchange
that they earned to the Central Bank. The Central Bank remunerated them in rupees at a relatively unfavourable
rate. If that same exporter were able to get permission to purchase foreign exchange in order to import, she would
have to pay significantly more rupees to purchase one dollar than she had been paid for each dollar she earned as
an exporter. From a fiscal perspective, this is equivalent to placing a tax on exporters.

22 The requirement that all tea and rubber be sold through public auction, rather than private contract, provided both
the government with data that could easily be used to calculate export earnings for individual estates and
companies. It is an indication of how amenable the tea industry was to central planning that, during World War II,
all tea was purchased by the Tea Commissioner on behalf on the British Ministry of Food at prices fixed separately
for each tea estate, to take account of variations in quality and the cost of production. To tax the plantation sector
- and thus most companies and many wealthy individuals - there was no need to develop a sophisticated capacity
to interrogate in detail the accounts of the companies that owned and managed plantations and traded in tea and
rubber. Nevertheless, it is likely that the profits from plantation production and export were in practice taxed less
heavily than the official records suggest.  Many of the transactions between the companies that owned the estates,
the managing agencies that operated many of them on contract, the commodity brokers in Colombo and London,
shippers, tea wholesalers and retailers in London, and insurers were not "arm's length". The sector was characterised
by complex cross shareholdings, interlocking directorates, and relatively stable, long-term, non-competitive
relationships between different organisations. This provided many opportunities for what is today termed "tax
planning", i.e. using accountants formally to shift profits between enterprises, locations, and functions in order to
minimise tax obligations Government of Ceylon (1974). Report of the Commission of Enquiry on Agency Houses
and Brokering Firms.
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export economy - and acquiring more of the Island's capital stock as the British began to

sell (Roberts, 1982). Governments were however swayed more by the dynamics of highly

competitive electoral politics, with high rates of voter turnout, than by the specific material

class interests of the political elite. They were motivated to tax heavily because, for the

following combination of reasons, they were under strong electoral pressure to expand

public spending:23

• At Independence, Sri Lankan society (and economy, polity) were relatively

capitalist and, in the language of the time, 'modern'. Plantation production

had rather thoroughly re-ordered social, economic and political

relationships in most of the island. A modern, bureaucratic state had

embedded itself relatively deeply in rural as well as urban areas. Compared

to most of South Asia, networks of caste, kin, community and patron-

clientelism had been much weakened (Moore, 2008, Lange, 2009, Gerring,

Ziblatt et al., 2011). Further, the experience of formal employment in large

scale organisations was widespread. A collection of large and relatively

class conscious proletariats - especially in the plantations, the railways,

the ports, road transport and in the government clerical services - had

created a lively trades union movement. The trades unions frequently

exercised their collective power in labour markets. They also helped nurture

a range of leftist political parties. From the 1930s, several more or less allied

Marxist movements began to develop into mass parties. They obtained a

quarter of all votes cast at the 1947 general election. In Sri Lanka, as

elsewhere in Asia at that time, there were widespread expectations and

fears of a Marxist revolution. It was not enough for the political

establishment to respond by expanding their offerings to voters through

patron-client networks: promises of a government job for this person or an

23 Useful background sources for this section include Singer, M. R. (1964). The Emerging Elite. A Study of Political
Leadership in Ceylon. Cambridge MA, MIT Press, Snodgrass, D. R. (1966). Ceylon: An Export Economy in Transition.
Homewood, Illinois, Richard D. Irwin Inc, Kearney, R. N. (1971). Trade Unions and Politics in Ceylon. Berkeley,
University of California Press, Silva, K. M. de, Ed. (1973). History of Ceylon, Volume 3, From the Beginning of the
Nineteenth Century to 1948. Peradeniya, University of Ceylon, Kearney, R. N. (1974). The Politics of Ceylon (Sri
Lanka). Ithaca, Cornell University Press, Jupp, J. (1978). Sri Lanka: Third World Democracy. London, Cass, Moore,
M. (2008). The State and Peasant Politics in Sri Lanka. Cambridge, Cambridge University Press.
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improved road for that village. They also responded to the more

universalistic - and expensive - demands from the political left for free

health and education for all the 'working classes' (and the 'peasantry').

• The electoral demand for free universal health and education services in

part reflected the fact that, in the 1930s, the plantation companies had

begun to provide such services to the large populations resident on their

estates. This provided a model and stimulus for demands that the

government provide similar services for the rest of the population.24

• The expansion of the plantation economy resulted in high levels of road

connectivity and public infrastructure more generally in most rural areas

of Sri Lanka, especially the more densely populated areas where most of

the population lived. High levels of education, literacy, post office provision,

road connectivity and direct interaction with public servants - along with

early universal suffrage - generated high levels of awareness of national

political issues and facilitated the political mobilisation of the rural

population around national and relatively universalistic - rather than local

and particularistic - political issues and parties. By the 1960s, levels of voter

turnout in Sri Lanka were among the highest in the world (Jupp 1978:

189).

• During World War II, it was difficult and expensive to procure the large

volumes of rice that had hitherto been imported to feed the plantation

labour force. The government instituted a rice ration scheme that involved

distributing a weekly quota of rice (or wheat flour) to every family free (or

at a subsidised rate). At the end of the war, with independence in sight,

the government decided to continue the scheme. The population quickly

became very attached to it. Attempts to end or significantly reduce it

generated vociferous political opposition, above all in 1953, when violent

protests resulted in a change of government. For the next quarter century,

24 The back story here is that most resident plantation labourers were recent immigrants from India. The colonial
government of India took responsibility for their welfare, and put pressure on Sri Lankan colonial governments to
ensure that plantation companies provide health and education for their employees Wickremeratne, L. A. (1973).
Part III, Chapter VII, The Emergence of a Welfare Policy, 1931-1948. University of Ceylon, History of Ceylon,
Volume Three. K. M. de Silva. Peradeniya, University of Ceylon: 476-488.
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successive governments were locked into financing this major expenditure

programme (Section 5).

Fourth, governments were encouraged to increase the tax take to high levels because

there was little popular resistance to taxation. Especially after Independence, one possible

reason was that most of the population25 were routinely receiving very substantial

resources and services from government: mass formal education; relatively advanced

preventive and curative health services; and, most visibly, the weekly rice ration. Likely

more important was the fact that the bulk of the population paid few - or no - direct,

visible taxes at all.26  The main exceptions were among the consumers of liquor and

tobacco.27  The tax collector rarely intruded on most ordinary people, cultivators, informal

business enterprise, most domestic wholesale and retail trade, or owners of urban real

estate.28

It is impossible to confirm a causal connection between this lack of significant experience

of taxation and the ways in which Sri Lankans learned to think about governance and

public policy. It is however noticeable that, in the politics surrounding the big expansion

of public services and public sector resource redistribution in the 1930s to the 1950s,

there is little trace of what one might term 'fiscal contract' ideas: i.e. notions of some

connection between citizenship as entitlement to public services and citizenship as an

25 The main exceptions were among the Tamil population of recent Indian origin who provided the bulk of the
plantation labour force. Many were stateless from 1948 until 1985.

26 Neither were the wealthy much affected by the wide range of policy initiatives taken between the mid-1950s and the
mid-1970s to tax them directly: high marginal rates of personal income tax; a Compulsory Savings Scheme; an
annual Wealth Tax; very briefly, a tax on large land holdings, and more than one effort to implement the economist
Nicolas Kaldor's suggestion of an Expenditure Tax, to be levied on the difference between the assessed annual
income and expenditure of wealthy individuals. Collectively, these taxes generated little revenue, partly at least
because the Department of Inland Revenue lacked the administrative tools actually to implement the legislation.
For example, the 1968 Taxation Inquiry Commission pointed out that it was hard to tax capital effectively when
the Valuation Department, that should have played a central role in valuing assets and maintaining property
registers, was not under the control of the Commissioner of Inland Revenue Government of Ceylon (1968). Report
of the Taxation Inquiry  Commission.

27. But informal production and consumption of liquor was widespread, and Buddhist doctrine and mass Buddhist
organisations tended to frown on drink and tobacco. It would however have been hard to make a convincing case
that the activities of the Excise Department were immoral. The Excise Department was established in 1911 to
police and tax the liquor trade. Its functions included licensing retail sales of liquor, collecting excise taxes from
licensed distilleries, and suppressing unlicensed production and sales of liquor (and drugs). Its mode of operation
was, and remains, to some degree para-military, and focused on monitoring flows of physical commodities.

28 In the colonial period, urban councils levied a recurrent local property tax along the lines of the British local rates
system. As in much of South Asia, the system formally continued after Independence, with modifications, but
declined to become a minor source of public revenue.
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obligation to help finance those services through paying taxes. Popular political discourse

has been influenced by a Marxian dichotomy between the state, capitalism (and colonial

rule and an inadequately 'national' elite) on one side and, on the other, the people -

frequently defined as the 'working classes' and the 'peasantry.' The discourse easily

accommodates strong propositions about the financial obligations of the state to citizens,

but has little place for arguments about the financial obligations of citizenship (Moore,

1989).

4. Explaining Decreasing Revenue Collections

Different observers might disagree on what it means to 'explain' a phenomenon as

complicated as the long-term decline in the Sri Lankan tax take in the quarter century

after 1990. We can side-step concerns about social science theory and method by

presenting three different, complementary explanations, rooted in different disciplinary

perspectives.

First, from the perspective of the tax specialist, the answer seems to lie in the very wide

range of deficiencies in both tax policy and tax administration in contemporary Sri

Lanka. Revenue collections have declined as a proportion of GNP because governments

have failed to adapt to major changes in economic structure by modernising revenue

systems. As I explain in a more detail in Section 10, contemporary Sri Lankan tax policy

and administration is antiquated - and surprisingly so for a middle income country

with a very high level of international exposure. This is not because of any conservative

bias against introducing changes. In the realm of tax policy in particular, Sri Lankan

Ministers of Finance, like those of most other countries, have tended to be hyper-active.29

They fiddle endlessly with the tax code. But effective reforms, especially improvements

in tax administration, have been modest when set against the radical changes in economic

structure since Independence: notably, the very big increase in per capita incomes; and

29 For example, the 1968 Taxation Enquiry Commission produced a list of 21 new taxes that had been imposed since
1953/4; only 6 of them were still in force in 1968 Government of Ceylon (1968). Report of the Taxation Inquiry
Commission.
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the shift from a plantation export economy oriented to the United Kingdom to an

economy that is much more diverse in every sense, and dominated by services.30

Anyone with a nose for political analysis might object that this notion of an "antiquated"

revenue system is not so much an explanation for the decline in the tax take as a more

complex way of re-stating the issue: i.e. the tax take declined because governments

(deliberately) failed to reform the revenue system to keep up with changes in taxation

practices, business models and patterns of economic activity. The second explanation

for the decline in the tax take is therefore a simple political proposition: governments

wanted and willed it, and needed to do little to achieve it except keep quiet and avoid

significantly improving the capacity of their revenue collection system. This argument

contains a great deal of truth. Without it, we would be in danger of missing some very

important points:

• The decline in the tax take has gone hand-in-hand with major reductions

in the types of public spending that mainly benefit poorer people.

• Because of this and the failure of the revenue system to significantly tax

fast growing incomes and new wealth, the fiscal system has moved strongly

against the poor.

• The near-silence about revenue issues in policy discourse over many

decades has been in the interests of the wealthier sections of the population.

The argument that it is 'all political' is broadly correct. In that simple form, it is

insufficiently nuanced and detailed, and ultimately not very persuasive. The third

explanation, that occupies most of this paper, is that there are a range of identifiable

political and organisational processes, that have contributed particularly to the relative

uninterest of successive governments in maintaining the tax take. I have identified five

such processes. For the sake of brevity I will label them 'explanations', but that is to some

extent misleading. They interact with one another in complex ways. To some extent,

30 In 2014, the service sector accounted for 56% of GDP, the industrial sector for 27%, and agriculture, forestry and
fishing for 8%.



129

Dwindling Tax Revenues: A Fiscal Puzzle

this is a story of path dependence. These five 'explanations' are treated in the following

order:

• Declining electoral pressures for large scale public welfare spending: From

the 1940s until the 1970s, the Sri Lankan electorate put strong pressures

on successive governments to establish and maintain large scale public

welfare spending - and therefore to raise the revenue to fund it (Section 3).

Changes in the character of electoral politics, that became particularly

particularly apparent in the 1970s, alleviated those pressures, permitted

governments to relate to the electorate in a more clientelistic fashion, and

thus made a declining tax take politically more manageable.

• Easy non-tax funding: Aid inflows expanded rapidly after the 1977 general

elections. These provided substitute financial resources, and enabled

governments to run larger fiscal deficits without feeling strong pressures

to find substitute revenues.

• Institutionalised pressure for tax exemptions: The Greater Colombo

Economic Commission (GCEC) was established in 1978 to encourage foreign

investment, with a chief executive responsible directly to the Executive

President. The powers of the GCEC - that was later renamed the Board of

Investment - included the right to grant tax exemptions to investors. These

powers were steadily expanded and used liberally. This helped to create a

broader culture of tax exemptions.

• Absentee Finance Ministers: For most of the period since 1989, the Ministry

of Finance has not been directly managed a powerful Finance Minister.

The 'revenue interest' within the government apparatus has lacked an

effective institutional voice.

• Lock-in to import taxes: Import duties have long been a major source of

public revenue because they are so easy to collect (Section 3). This

dependence has been exacerbated because the Customs Department, that

historically was inferior to the Department of Inland Revenue in terms of

organisational prestige and competence, has gradually in practice overtaken

it, and exercises a correspondingly greater influence on public policy.
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Table 2
Sources of Government Revenue (%), 1970/1971-2015, 5-Year Averages

1970/ 1976- 1981- 1986- 1991- 1996- 2001- 2006- 2011-
1975 1980 1985 1990 1995 2000 2005 2010 2015

1.1 Taxes on foreign trade 38 42 35 30 18 15 14 17 17
Exports 11 23 17 4 0 0 0 0 0
Imports (net) (Note 1) 8 13 19 26 18 15 12 10 8
Levies (Note 2) 0 0 0 0 0 0 2 7 9
Receipts from FEECs (net) 19 6 0 0 0 0 0 0 0
(Note 3)

1.2 Taxes on domestic 29 37 36 39 52 53 57 47 46
goods and services
Turnover tax 14 10 25 28 27 12 0 0 0
GST/VAT - Domestic 0 0 0 0 0 6 16 15 11
GST/VAT - Imports 0 0 0 0 0 5 15 15 10
Excise taxes (liquor, tobacco, 14 26 10 11 14 17 20 16 24
petroleum, vehicles and
others)
National security levy (Note 4) 0 0 0 0 11 13 6 0 0
Licence fees 2 1 1 1 0 1 0 0 1

1.3 Taxes on net income 16 12 16 12 13 13 14 18 17
and profits
(Of which, corporate
income tax) na 13 11 8 7 6 6 9 9
(Of which, non-corporate na 3 4 4 5 4 4 4 2
 income tax)
Combined corporate and 16 12 16 12 13 13 10 13 12
non-corporate income tax
Save the nation contributions 0 0 0 0 0 0 0 0 0
Tax on interest 0 0 0 0 0 0 4 5 5

1.4 Stamp duty/cess duty/ 0 0 0 0 0 4 1 6 9
social responsibility
levy etc. (Note 5)

1.5 Bank debit tax 1 0 0 0 0 0 1 1 0

1.6 Taxes on property (Note 6) 1 1 2 4 4 2 0 0 0

1.7 Taxes on Treasury Bills 0 0 0 2 1 0 0 0 0

Total tax revenue 85 93 88 86 87 87 87 89 89

Non-tax revenue 15 7 12 14 13 13 13 11 11

Total revenue 100 100 100 100 100 100 100 100 100

Note 1: These figures refer only to import duties, narrowly defined, and not to the much wider range of taxes levied
on imports (see main text).

Note 2: 'Levies' = a changing combination of Ports and Airports Development Levy, Regional Infrastructure
Development Levy, the Specific Commodity Levy, and others.

Note 3: This refers to the revenue earned from maintaining a dual foreign exchange rate. FEECs = Foreign Exchange
Entitlement Certificates.

Note 4: The National Security Levy was introduced in 1995, explicitly to finance the war against separatism. It was
a levy on the value of imported and manufactured commodities, at variable rates, and with exemptions.

Note 5: Includes: Stamp duty on a diverse range of financial and legal transactions; import and export cess duties on
a range of commodities; the Social Responsibility Levy, which was a surcharge on income taxes, excise duties
and customs duties; the Nation Building Tax, charged on a range of import and export commodities.

Note 6: Includes taxes on property transfers and taxes on capital transfers (Estate Duty, Wealth Tax, Gift Tax etc).
After 2000, these taxes are incorporated into 1.4.

Source: Annual Reports of the Central Bank of Sri Lanka.
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To some extent, the ordering of these five 'explanations' is chronological. Note also that

the first four explanations are, albeit in varying degrees, rooted in the major transition

point in the politics of independent Sri Lanka: the electoral landslide in favour of the

United National Party at the 1977 general elections, and the big changes in political

institutions and in public policy that were introduced in the next few years. This

democratic change to a government promising economic liberalisation - that also marked

the end of the established Marxist political parties as an electoral force - brought about

a major increase in aid inflows and much greater involvement of international

organisations in shaping economic policy. In summary, the major longer term

consequences were:

• A broad shift in economic policy in favour of private investors and

capitalism, and against large scale welfare spending - especially spending

on universalistic programmes rather than political patronage.

• A big increase in public investment and a permanent shift from economic

stagnation to steady economic growth - much aided later by the acceleration

of economic growth in nearby India.

• The establishment of a more exclusionary - and sometimes authoritarian -

political system involving, in particular: the concentration of power in the

political executive (and mostly in the hands of the political elite); and the

'taming' of mass political organisations through varying combinations of

repression and organised patronage.

• The institutionalisation within the government machinery of the interests

of private investors.

The five 'explanations' listed above are explored in Sections 5 to 9 respectively.

5. Changing Electoral Pressures

In the 1940s-1970s, Sri Lankan governments were committed to large scale spending on

social welfare for two broad reasons explained in Section 3: a strong popular political

movement, organised in trades unions and Marxist parties and mobilised around

universalistic, programmatic demands; and a 'lock-in' to a large food subsidy programme

('rice ration') that had originally emerged to cope with food scarcity during World War

Two. Both of these underpinnings of large scale welfare spending - and thus of the
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incentives to maintain a high tax take - were eroded: the first gradually, but with a step

change in the late 1970s, and the second rather quickly, again in the late 1970s. One of

the more visible correlates was the emergence of a more clientelistic pattern of politics,

with lower rates of political participation, less stable political party affiliations on the

part of both politicians and voters, and the more discretionary, politicised allocation of

public resources to small groups of voters. These changes were in turn inter-related

with two other major features of national politics: increasingly authoritarian and

repressive governance (until early 2015) and ethnic conflict. Some major elements of

this long and complex story are as follows:

• The socio-economic basis for the prominent socio-political role of the

'proletarian' trades unions and Marxist parties began to decline from a

peak in the 1940s and 1950s. The near-stagnant plantation economy was

failing to generate new proletarian jobs. By contrast, there was a relative

expansion in the small-scale agriculture sector, principally because (a)

smallholders, supported by the distribution of large areas of state land in

small parcels, moved into the production of tea (and to some extent rubber)

in a significant way; and (b) after the introduction of responsible,

democratic internal self-government in 1931, governments began to invest

in the large scale resettlement of (mainly Sinhalese) rural families as rice

producers in irrigation colonies in the sparsely populated dry zone in the

north and east of the island.31

• Trades unions became less solidaristic as political parties established

competing trades union organisations and, especially in the growing

proportion of the formal sector that was in public ownership, unions became

more strongly enmeshed in patronage networks (Kearney, 1971).

• Malaria, that had hitherto been endemic, was to a large degree eradicated

in the later 1940s. This resulted in a rapid increase in the birth rate, and,

within two decades, the appearance of a 'youth bulge'. These young people

were mainly literate and many were educated to secondary level and

beyond. But their education was of poor quality and limited relevance to

the labour market. Worse, the economy was generating few new jobs. For

31 Rapid population growth, in large part induced by the near-eradication of malaria in the late 1940s, underpinned
these changes in the pattern of agricultural production.
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three decades or more after the late 1960s, there was a large reservoir of

educated unemployed youth mobilisable for political purposes. Many were

mobilised into radical, insurrectionary identity-based political movements.32

This exacerbated the tendency for ethnic politics to dominate the political

agenda, at the expense of the class politics which had previously been so

prominent.

• The prominence of Marxist ministers in the 1970-1977 coalition government

helped disguise the decline in the electoral base of the Marxist parties. They

gained no seats in the 1977 parliamentary elections, and thereafter were

only sporadically represented in the legislature through a nomination

process to the National List.

• The new United National Party (UNP) government elected in 1977 was

motivated and buoyed up by: a two-thirds majority in the legislature; a

tough-minded, politically-astute leader; disillusion after several decades

with statist and socialist economic policies that seemed to have failed to

find sources of economic growth to replace the declining plantation export

sector,33  aid donors keen to support a new democratic government that

was giving them the messages they wanted to hear about the virtues of the

market economy and economic liberalisation; and a private sector that

was discovering new and more diverse types of profitable enterprise -

notably in garment export manufacture in free-trade zone conditions,

hotels, tourism, finance, and real estate.

• The new government took an authoritarian turn. A new constitution

promulgated in 1978 created an Executive Presidency with wide powers,

and in various respects exacerbated the trend toward unconstrained

executive rule that had been initiated in another new constitution introduced

by the previous government in 1972. The UNP government adopted a

'robust' policy toward (opposition) trades unions and political parties, and

in various ways interfered in and further weakened the main opposition

party, the Sri Lanka Freedom Party (SLFP). Rather than face new

parliamentary elections in 1982, the government organised a referendum

32 I refer to the first two incarnations of the (mainly Sinhalese) JVP, that engaged in insurrections in 1971 and 1988/
89 respectively; and to a range of Tamil separatist organisations, principally the LTTE (Liberation Tigers of Tamil
Eelam), that also have their origins in the 1970s.

33 This perception was exacerbated by the coincidence in the period 1970-1977 of (a) the most statist government with
(b) a particularly steep decline in Sri Lanka's terms of trade. Foreign exchange and imports were unusually scarce.
Notions of socialism and economic planning were deeply discredited.
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to extend the life of the existing parliament. An unprecedented degree of

repression and intimidation was employed to win this referendum (Manor,

1984).

• This new government, with the strong support of the World Bank, seized

the political opportunity to put an end to the rice ration scheme - under

the guise of reforming it to make it more fit for purpose. The scheme had

taken the form of a universal per capita weekly entitlement to a defined

quantity of food grains - at different times free or at a subsidised price.

Under the replacement system introduced in 1979, about half of households

were allocated vouchers ('food stamps') which could be used to purchase

a range of basic consumer goods. The food stamp system was designed to

self-destruct politically. The value of the stamps was fixed in cash terms at

a time of high inflation, and thus declined steadily in real terms. There was

no mechanism for admitting new recipients once the original determination

of household eligibility was made in 1978. And that determination was

made in such a cursory manner, with wide scope for local political and

administrative discretion, that the new system was discredited from the

beginning. Most people did not believe that food stamps were targeted

toward the most needy households.34

• Once the rice ration scheme had been eviscerated in this way, there was

very little political resistance to further steps to: cut the budgetary costs;

further politicise decisions about who would benefit; and introduce

procedural complexities that both necessitated/validated the use of micro-

level administrative discretion and further discouraged political mobilisation

in the interests of actual or potential beneficiaries. A universalistic

programme became highly discretionary and clientelistic. The rice ration

scheme had near-universal coverage (in reality as well as nominally), and

accounted for a substantial proportion of public spending. The food stamp

scheme initially covered about 50% of the population. In 1994, it was

34 The way in which the Minister of Finance announced the reform in his 1978 Budget Speech illustrates the extent to
which this was an executive decision. The Minister did not feel obliged to provide any details any details of the
mechanisms to be used to determine which households would be eligible for food stamps. "It is now proposed to
reduce substantially the distribution of rice at subsidised prices by withdrawing the rice ration from that part of the
population deemed to have incomes above the minimum level. The administrative procedures for determining this
minimum level and for affecting the withdrawal are already in place and will be put into effect in the next two or
three weeks and I need not detain this House with the detail." Republic of Sri Lanka (1977). Budget Speech 1978.
Colombo, Department of Government Printing.. He then misled Parliament by implying the intention to continue
to provide a food entitlement defined in terms of weekly quantities of rice and wheat flour, despite the arrangements
already in place to shift to food stamps denominated in terms of financial value ibid.
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replaced by the Samurdhi ('prosperity') scheme, that involved a complex

mixture of cash transfers, loans, obligatory savings, training, dedicated

banks, and local infrastructure spending, all administered by a highly

politicised cadre of Samurdhi Officers.  Beneficiaries accounted for around

30% of the population. In 2012, that was replaced by the even more complex

and diffuse Diva Neguma scheme, that covered perhaps 20% of the

population. By this point, the programme was very low cost (World Bank,

2015) (Chapter 3).

• This combination of increasingly clientelistic politics, growing ethnic conflict

(with near continuous armed conflict with Tamil separatist groups between

1983 and 2009, and a major Sinhalese youth insurgency in other areas of

the country in 1987-89), increasingly repressive government (until early

2015), the large expansion of the armed forces, and the wider availability

and use of unlicensed firearms decreased the benefits and increased the

risks attached to political and civil society activism. Rates of electoral

participation peaked in 1977 general elections and 1982 Presidential

elections.

• The weakening of the interest groups that had supported universalistic

social spending programmes is clearly reflected in the erosion of those

programmes. The fate of the rice ration scheme has been summarised above.

The other very marked change has been substantial decline in the

proportion of public spending - and even more of GDP - that is devoted to

education. The Sri Lankan government currently spends less of its budget

on education than any other government in the South Asian region.35

Open democratic politics, a mobilised and (somewhat) class-conscious electorate, and

large scale public spending on universalistic social welfare programmes had been

mutually-reinforcing phenomena. Subsequently, the weakening of any one of these

institutions contributed to the weakening of the others. In an increasingly repressive

35 World Bank (2011). Transforming School Education in Sri Lanka: From Cut Stones to Polished Jewels. Washington DC..
This low spend is reflected in the poor quality of the education system and the systematic mismatch between what
is taught in schools and universities and the aptitudes and skills required in labour markets. This is widely
recognised as a key constraint on increasing economic productivity. The performance of the health care system has
not deteriorated in the same way, because of large scale private health spending.
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and clientelistic political system, governments could more efficiently purchase the support

they needed to remain in power by (a) buying over MPs and other effective political

organisers - hence the increasing frequency with which these people changed allegiances

and parties - and (b) distributing public resources on a discretionary basis to small groups,

as through the Samurdhi and Diva Neguma anti-poverty programmes (above).36  Less

pressure to spend meant less pressure to protect the level of the tax take.

6. 'Easy' Non-Tax Funding

The electoral pressures to fund large-scale social spending programs abated slowly and

over the long-term. Other causes of the long-term decline in the tax take kicked in more

quickly. This was especially true of the shift in the ways of funding government spending

that occurred in the late 1970s: a move from primary reliance on revenues raised by

government to a greater dependence on what I label as 'easy' non-tax funding, i.e.

combinations of (a) aid (b) deficit financing and, later (c) commercial borrowing.

There was a latent revenue crisis in the late 1970s and early 1980s. Since Independence,

governments had been taxing the plantation economy heavily. The high tax regime

depended in large part on heavy taxation of plantation exports (Section 3). That was

possible as long as the plantation companies earned significant surpluses. Profits had

been high in the colonial era and beyond, but in the long-term the taxable surplus was

disappearing. As was the case with so many primary commodities, the world market

prices for plantation products were, behind all the short-term fluctuations, steadily

declining relative to the prices of the manufactures and other products that Sri Lanka

imported.37  Further, the British plantation companies, alarmed by the frequent talk of

nationalisation, had long been running down their estates in Sri Lanka and shifting

their assets and efforts to new tea enterprises in East Africa. When the Sri Lankan

government finally nationalised privately-owned estates in 1972 and company-owned

36 There is still one significant exception to this pattern: farmers still receive a substantial fertiliser subsidy that
constitutes an important item of public spending; and to some extent they still are organised and mobilised to
strongly resist attempts to reduce the subsidy. This happened most recently in early 2016.

37 The ratio of the average price of a country's exports to the average price of its imports is known as the 'terms of
trade'. It is expressed as an index. Taking the 1938 figure as 100, by the period 1980-89, Sri Lanka's terms of trade
had deteriorated to 20. To put it another way, in the 1980s, the economy had to generate five times as much exports
as it had done in 1938 to pay for the same level of imports. The terms of trade have deteriorated further since 1989,
but not so precipitously as earlier.
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estates in 1975, they acquired rather degraded resources. The politicisation of the

management of the new public sector estate companies made the situation worse. The

big increase in global tea prices in 1976-79 marked the last big opportunity for the

government to fill its purse from taxing plantation exports. During the period 1970/

1971-1982, revenues from taxes on exports were on average three times as large as

revenues from import taxes.38  After 1982, world tea and rubber prices remained low,

and export tax revenues quickly shrank to nothing. Between 1970/1971 and 1982, export

taxes on average accounted for 28% of government revenues. Four years later, they

accounted for only 4%.39

The government responded actively to this loss of a key revenue source. The Business

Turnover Tax (BTT), that had previously applied only domestic manufactured products,

was extended to imported manufactured goods in 1981. The contribution of BTT to

total revenues increased from 13% in 1980 to 27% in 1983. The additional revenue from

BTT did not however cover more than about half the revenue lost from the disappearance

of export taxes. There was no complementary effort to raise more revenue from direct

taxes on income and profits - and even less on wealth. In the 1980s, (corporate and

personal) income taxes continued to account for the same 14-15% of total revenues as in

the 1970s, and indeed in 1938/1939 (Section 3) - and therefore for a declining proportion

of what was now a fast-growing national economy.

Why was the policy response to the loss of export tax revenues not more vigorous? At

first sight, the answer seems obvious: from 1977, the Sri Lankan government suddenly

became a large aid recipient. Having accounted for only 9% of government spending in

the period 1973-1977, aid covered 19% over the next 5 years. Several factors explain the

increase: the growth in global aid budgets; the landslide election in August 1977 of a

government that rejected notions of socialism and central planning and embraced newly-

fashionable ideas of economic liberalisation; and the willingness of that government to

38 This figure - 298% - assumes that all revenues earned by government through the monopolistic control of foreign
exchange through the Foreign Exchange Entitlement Certificate scheme are to be accounted as taxes on exports.
This involves some exaggeration of the role of export taxes.  It is not possible to calculate a more precise figure.

39 The last year for which export tax revenues are recorded in the standard revenue accounts was 1993. The abolition
of export taxes helped motivate private investors to buy long term leases to the nationalised plantations that the
government offered them in 1992.
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cooperate with aid donors, notably (a) in major public investments in the much-

accelerated Mahaweli programme of large scale hydro-power, irrigation and land

settlement projects and (b) in putting an end to the subsidised rice ration scheme (Section

5).

The generous aid available after 1977 reduced the pressure on government to find more

complete substitutes for disappearing export tax revenues. That is true, but it is not the

full story about the shift to easy funding. In 1978, the routine level of 'fiscal irresponsibility'

- the size of the fiscal deficits that governments regarded as normal or acceptable -

ratcheted up, suddenly, substantially and permanently. In 1977, total government

spending (minus debt repayments) amounted to 132% of total government revenue.

The deficit had been relatively stable at that level since 1958. In 1978, it jumped to

151%. Thereafter it rarely and only briefly fell much below that figure. Between 1978

and 2014, it averaged 157%. In other words, until 1977, the fiscal deficit averaged just

under a third of government revenue collections; after 1977, it averaged just over a half.

And it remained there even after aid levels began to decline (Table 1).40  This is a story

not just of aid (with a large grant element), but of 'easy financing' more generally.

Until 1977, governments routinely spent more than they collected in taxes. But

overspending was limited by the low levels of financing through aid inflows and fears

of triggering hyper-inflation. No commercial lender would lend significant amounts of

money to a government that was presiding over a relatively stagnant economy built

largely around a plantation export sector that had poor long-term prospects. After 1977,

the constraints on deficit spending were reduced. Aid inflows increased. Concessional

aid eventually declined, especially once Sri Lanka reached the status of a middle income

country. But, in the last decade in particular, lending on near-commercial terms for

infrastructure development - especially ports, airports and roads - has been provided on

a large scale from China. That in turn reflects recent changes in Sri Lanka's relationships

with, and significance to, the rest of the world. From a geo-political perspective, the

expansion of China's naval presence and ambitions in the Indian Ocean means that Sri

40 The contribution of aid to government spending peaked in the early 1980s (20% in 1981-83). Thereafter, except for
brief spike in response to the 2005 tsunami, it declined steadily. It currently stands at 2% (Table 1).
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Lanka's port facilities have regained the strategic importance they held in the context of

European imperialism in the eighteenth, nineteenth and early twentieth centuries. More

important perhaps, the rapid growth of the Indian economy over the past two decades

- allied to the expansion of global trade (until recently) - has made Sri Lanka a major

trans-shipment centre.41  Port and airport facilities have expanded rapidly. Colombo is

unlikely fully to regain its nineteenth and early twentieth century ranking as one of the

world's major ports but, after more than half a century in the doldrums, it is moving up

the global rankings for shipping volumes.

From a global perspective, Sri Lanka is again, as it was when the tea plantation economy

began to expand fast in the 1880s, a piece of valuable real estate from both the geo-

political and the economic perspective.42 Consequently, the scope for government to

borrow, on more or less commercial terms, has expanded considerably. Much as aid

donors or commercial lenders might enjoin the government to reduce the size of the

fiscal deficit, they are in aggregate willing to lend so much that fiscal prudence is

unnecessary. The incentives to raise the tax take to reduce the fiscal deficit have been

much muted since this shift to easy funding after 1977.

7.  Institutionalised Pressure for Tax Exemptions

Tax exemptions in their contemporary form were introduced in Sri Lanka in 1951, and

slowly expanded. They were under the control of the Ministry of Finance. From the

perspective of orthodox tax economists, there were already too many of them in 1977

(Jenkins, 1988: 5). Not only were they used much more widely after the change of

government in 1977 (Waidyasekera, 2012: 45-6), but an almost unrestricted and largely

arbitrary authority to grant them was embedded within the apparatus of government.

Boosting private investment was a policy priority for the government elected in 1977.

Partly because of continuing nationalist sentiments, the new government initially declared

that foreign investment would be confined to a new Export Processing Zone (free trade

41 It was estimated in 2013 that, because of limited facilities at India's ports, about one sixth of all containers bound
for India were trans-shipped through Colombo (The Economist, 10th August 2013: 52).

42 Trincomalee has a superb natural harbour and was a significant naval base under colonial rule. Rumours about the
ambitions of the American, Chinese or Indian navies in relation to Trincomalee are routine.
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zone) that was to be established north of Colombo, with the purpose of boosting exports

of products other than the traditional tea, rubber and other agricultural commodities.

The Export Processing Zone (EPZ) was a success. Within a few years, Sri Lanka became

a major exporter of garments, especially to the United States. The organisational

arrangements surrounding the EPZ were however to have considerable - and largely

negative - longer term consequences for revenue raising.

In 1978, the government created the GCEC with a general mission to boost foreign

investment and a specific mandate to establish and manage free trade zones. The GCEC

was an independent body responsible directly to the President. The first Chairman and

Director General was Upali Wijewardena, Sri Lanka's most successful and flamboyant

entrepreneur, and a close relative of the President. In practice, Wijewardena had almost

total autonomy to run the GCEC. There were few limits on his power to grant tax

holidays for new investments. The authority of the GCEC gradually expanded. In 1982,

it took over the powers of the Department of Customs in relation to the export processing

zones. Its authority to promote export-oriented industry was expanded beyond the

territorial limits of the free trade zones to cover the whole country. In the early 1990s

the GCEC was renamed the Board of Investment and given the authority to offer tax

incentives - tax holidays, concessionary corporate income tax rates, generous depreciation

allowances, and import and excise duty exemptions - to all investors, and not just those

producing for export. It was at this point that the number of projects with tax holidays

from the Board of Investment began to grow rapidly. There were only a few dozens in

the late 1980s. The figure peaked at over 600 in 2008 (World Bank, 2012: 36).

The Ministry of Finance also had authority to offer tax incentives under the Inland

Revenue Act. "Although originally these incentives were focused on areas not covered

by the Board of Investment Act, there has been significant overlap in recent years"

(World Bank, 2012: 36-7). On 27th April 2016, the government announced that in future

only the Ministry of Finance would have the power to grant tax incentives. This policy

change, that had not been implemented by the end of the calendar year, comes after a

period of about 35 years during which larger investors - most of whom are local rather

than foreign - became increasingly accustomed to lobbying for and expecting tax

exemptions.43 Yet levels of private investment have never been particularly high. In
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practice, arguments about the need to motivate investors with tax exemptions have

been used to justify a very indulgent position toward the taxation of corporate profits.

8.  Absentee Finance Ministers

From 1948 to 1978, Sri Lanka was governed under the 'Westminster model': Prime

Minister and Cabinet were ultimately responsible to Parliament. Under that regime,

Ministers of Finance were almost universally very senior politicians, typically at the

forefront of policy debates. In 1978, the newly-elected government introduced what is

often termed a 'Gaullist' constitution, that combined a Prime Minister and Cabinet drawn

from elected legislators with a powerful, directly-elected Executive President. The first

Executive President, J. R. Jayewardene, held office until January 1988. Although his

government was increasingly authoritarian in its dealings with other political parties

and opposition in the trades unions and civil society (Section 5), Jayewardene was in

control of his party and ruled in a relatively collegial fashion, giving considerable

autonomy to a number of senior lieutenants.44  Among them was Ronnie de Mel, arguably

the most influential Minister of Finance in Sri Lanka's history, who held the post

continuously from July 1977 until January 1988.

The next Executive President, R. Premadasa, had a strong popular electoral base but

was for a range of reasons, including his social origins, something of an outsider to the

national political elite. He marginalised senior party colleagues, and ruled in an autocratic

fashion. During his first year in office, he appointed an independent Minister of Finance,

and left in place the existing Secretary to the Ministry, a distinguished career public

servant. After a year, in April 1989, radically different arrangements were introduced.

They were more aligned to the reality of a quasi-autocratic executive presidency. The

figurehead Prime Minister, who formally held several other portfolios, nominally became

43 There is no single, authoritative list of tax exemptions. In March 2016, S. R. I. Perera of KPMG, Colombo stated that
there were more than 140 exemptions for VAT alone (Daily Financial Times, 23rd of March 2016).  The following
were among the activities that received new "tax incentives" in the 2012 budget: the import of high quality
pharmaceutical products; health services; research (income and VAT); the personal income tax of people engaged
in research and technology; all income from the management of sports facilities; the income of international sports
trainers; and fitness equipment for use in sports complexes (Customs duties and VAT).

44 A number of these figures, including the people who ran the Greater Colombo Economic Commission (Section 7),
the large Mahaweli irrigation and hydropower investment programme, the national airline and the Ministry of
Policy Planning and Plan Implementation, were not elected politicians.
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the Minister of Finance. Real power lay with the new Secretary, R. Paskaralingam, a

civil servant with almost no public profile but powerful personal networks within the

public service and a reputation for getting things done. Paskaralingam became the

dominant channel through which the President ruled the country. The notion that the

two of them together controlled the government became almost universally accepted.45

Paskaralingam was Secretary to the Ministry of Finance for five years. He remained in

post for almost a year after President Premadasa was assassinated, when the former

figurehead Prime Minister, D.B. Wijetunge became caretaker President.

With small variations and brief exceptions, this combination - a nominal Minister of

Finance and a powerful Secretary of Finance with wide ranging powers responsible

directly to the President - was in place from 1989 until early 2015:

• Except for a brief period of two and a half years in 2001-4 when President

Chandrika Kumaratunga had to accept a government formed by the

political opposition, the Minister of Finance portfolio was held either by

the President (November 1994 to December 2001, and November 2005 to

January 2015) or by a politician with little independent standing (April

2004 to November 2005).

• With a few limited exceptions, the post of Secretary to the Ministry of

Finance was held by people known to be trusted by the President and

entrusted with wide decision-making powers, including in relationship to

investors and aid donors. The most prominent was P. B. Jayasundera, who

held the post for a total of almost 13 years, under President Kumaratunga

and her successor Mahinda Rajapaksa.46

45 This was not true in respect of very pressing security issues, that were handled by other trusted lieutenants. When
Premadasa became President, parts of the north of the country were controlled by the Indian armed forces, who
were at that point battling with Tamil separatists; and armed leftist-nationalist insurgents had a major influence
in large parts of the rest of the island.

46 In 2008 P. B. Jayasundera was removed from office by the Supreme Court because of violation of tender procedures
relating to a very large contract for the expansion of the Port of Colombo. In the following year, a new Chief Justice
over-ruled that decision and Jayasundera returned to his post.
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What reason do we have to believe that these organisational arrangements, that I label

as 'absentee finance ministers', contributed to the decline in the tax take? Consider the

likely role of Ministers of Finance in two sets of economic and geo-strategic circumstances:

• In the first scenario, which corresponds to Sri Lanka before 1977, the

government faces sluggish economic growth in the long term, limited aid

inflows and the near-absence of external commercial financing. No external

power is willing to prop it up financially for geo-strategic reasons. In these

circumstances any government determined to avoid hyper-inflation needs,

in addition to organisational and technical competence in the Ministry of

Finance and the Central Bank, a Minister of Finance with real political

influence: someone who can control the spending urges of other ministers

and obtain political support for revenue collection measures.

• In the second scenario: aid inflows increase; the rate of economic growth

accelerates, both because the country is an important link in global shipping

chains at a time when global commodity trade is growing fast and because

a very large neighbouring economy is expanding rapidly; an emerging

superpower has a strong interest in its excellent port facilities, and is willing

to finance a great deal of infrastructure development; and commercial

lenders are willing to risk their money by making loans to a government

that has so many friends. This is a simplified characterisation of Sri Lanka

since 1977. A strong Minister of Finance is less essential because controlling

spending and raising revenues are lower political priorities. The most

ambitious and able Ministers might be more interested in heading spending

ministries, from where they can 'nourish' their own political networks and

constituencies without incurring the unpopularity that typically accrues

to Ministers of Finance. More important, Presidents have more leeway to

use control over the Ministry of Finance - typically a strategic point from

which to monitor and control the apparatus of government generally - for

their own political purposes. They might be especially inclined to use it for

control purposes if they do not feel that their own political party or faction

is a reliable, loyal and effective instrument of rule.

What is the evidence that the absence of a powerful Minister of Finance - interacting

with other factors, especially easy non-tax funding (Section 6) - has contributed to the

decline in the tax take? First, there is the deductive argument set out above. Second,
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people familiar with economic policymaking in Sri Lanka over the long-term find the

argument convincing. Third, the timing fits:

• The 'absentee finance minister' arrangement was introduced in April 1989;

the steady decline in the tax take dates from 1990.

• There was a brief interruption for 29 months between December 2001 and

April 2004, when the United National Party (UNP) under Ranil

Wickremesinghe enjoyed a parliamentary majority and became Prime

Minister - although the President, Chandrika Kumaratunga, who was from

the Sri Lanka Freedom Party, was not cooperative. The Minister of Finance,

K. N. Choksy, was a senior member of the UNP. That government enjoyed

neither the longevity nor the power to effect much fiscal reform, but did

attempt one ambitious, albeit unsuccessful, tax reform initiative: the

amalgamation of the three tax collection agencies - Customs, Excise and

Inland Revenue - into a single revenue authority.

• In January 2015 Ranil Wickremesinghe again became Prime Minister. As

before, the President - now Maithripala Sirisena - was from the Sri Lanka

Freedom Party. Wickremesinghe however enjoyed more autonomy over

economic policy. He appointed an independent Minister of Finance and a

career public servant took over as Secretary to the ministry. The new finance

team have exhibited has exhibited considerable enthusiasm for revenue

raising. Although many of their proposals have been introduced hastily

and later withdrawn in the face of vigorous political opposition, they have

taken sufficient emergency measures to halt and perhaps reverse the long

decline in the tax take.47

There is then convincing evidence that the absence of powerful Ministers of Finance has

undermined revenue collection.

9. Lock-in to Import Taxes

Levies on international trade have been the prime revenue source for the rulers of Sri

Lanka for centuries. The structure of the plantation export economy encouraged an

emphasis on trade taxes: the ratio of international trade to GDP was high, and that

47 The emergency measures include a one-off extra profit tax in 2015, an increase in the standard VAT rate, and a
large increase in import duties on motor vehicles. The total revenue take increased in 2015 to 13% of GDP, from a
low of 11.3% in 2014.
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trade largely comprised highly visible bulk commodities - tea and rubber out, food grains

and consumer goods in - routed through Colombo port (Section 3). Import taxes have

dominated. Colonial administrations understandably refrained from taxing plantation

exports. The first post-independence had different interests. Between 1948 until the

early 1980s plantation exports were taxed heavily, and at some points generated more

revenue than import duties (Section 3). However, the taxable plantation surplus gradually

shrank and eventually disappeared. From the early 1980s, taxes on imports again became

the main single revenue source (Section 6). It would be tempting to assume that this

high dependence on import taxes is a 'natural' consequence of the structure of the

economy or of organisational and policy inertia. Neither assumption is justified. The

lock-in to import duties is to a large degree a result of political choices. To explain this

Table 3
Major Sources of Government Revenue (% of total) 1938/1939 and 2011-2014*

1938/1939 Average 2011-2014

Taxes on imports** 47% 43%

Total income taxes 15% 19% (comprising 13% from
personal and corporate income
tax and 6% from taxes on interest
earned on bank deposits)

Excise taxes on liquor 13% 13%
and tobacco

Social security contributions 1.9% 1.3%

VAT and other taxes levied - 15%
on domestic sales

Surplus from public sector 18% (mainly land sales, port, (large deficits)
income-earning activities post office, electricity, and

railway)

Notes: Note that the figures for 2011-2014 are from the Annual Reports of the Ministry of Finance, and
based on a substantive classification of revenue sources. By contrast, the figures in Table 2,
from the Annual Reports of the Central Bank, are based on a formal classification of revenue
sources. They provide a very misleading impression of the extent of taxation of imports. The
'import duties' that are listed in the Central Bank reports account for only about 20% of the taxes
that are actually levied on imports.

* * The figure for 1938/1939 refers to import duties, and the figure for 2011-2014 to all taxes
levied on imports, including VAT, excises on petroleum and cars, the Nation Building Tax, the
Ports and Airports Development Levy, the Special Commodity Levy, and the Cess Levy.

Source:  Snodgrass (1966: 385-6); Sri Lanka Ministry of Finance (2015: 49); and Sri Lanka Ministry of
Finance (2016: 73-4); and Central Bank of Sri Lanka (2015: table 101).
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slightly complex story, let us begin with the information in Table 3: a comparison of the

main sources of government revenue at the end of the (pre-World War Two) colonial

period (1938/1939) and today (average 2011-14).

Although blessed with easy import revenues, colonial governments did not fail to develop

other revenue sources. More or less complete internal self-government was introduced

in 1931, with a new State Council elected by universal suffrage. In 1932, the State Council

introduced an income tax along British lines, and an Income Tax Department to assess

and collect it (Section 3). As the figures in Table 3 indicate, the main differences between

the late colonial period and today are that: (a) public sector enterprises formerly generated

significant surpluses, whereas today they are the source of large deficits; and (b) the

resultant gap is in large degree covered by VAT revenues. It is however the similarities

between the two periods that are most striking: the continued high dependence on

taxes on imports; the importance in both cases of taxes falling directly on consumers,

especially excise taxes on liquor and tobacco; the near-absence of wealth taxes; and the

minor role of taxes on income.48  Note also that social security contributions are even

smaller today than in 1938/1939, and that a third of income tax revenue collected

today comes from a levy on bank interest, collected on a withholding basis by the banks.

Contemporary governments have no greater capacity than did the 1938 colonial

government to record the incomes of companies and wealthier individuals, assess them

for income tax, and collect that tax. In fact, if we then take into account the decline of

imports relative to other components of the national economy since 1938, it appears

that the capacity (or willingness) to tax income has declined since the colonial period. In

1938/1939, total imports were valued at 36% of GNP.49  Today (2011-2014) they account

for 26% of GDP.50  Between these two points in time, the base on which taxes on imports

could be collected has thus shrunk relative to other components of the national economy.

Yet taxes collected on imports account for almost as high a proportion of revenue today

as they did in 1938. This shift to a higher dependence on import taxes, relative to the

48 There are no significant wealth taxes at either point.

49 Snodgrass, D. R. (1966). Ceylon: An Export Economy in Transition. Homewood, Illinois, Richard D. Irwin Inc.; and
Central Bank of Ceylon (1974). Annual Report 1973 Colombo.

50 And 27% of GNI. Figures from Central Bank of Sri Lanka (2015). Annual Report 2015 Colombo.
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potential tax base, is the mirror image of the failure the expand the taxation of income

(or wealth). How do we explain this failure?

There is one particular part of the story that merits mention: governments headed by

President Mahinda Rajapakse (2005-2015), both responding to and encouraging intensive

lobbying from the private sector, introduced a range of new charges and surcharges on

imports that were intended to protect local business from import competition.51  There is

however a larger and more complex story about the interactions of politics and

institutions, which can best be introduced by comparing the Colombo headquarters of

the two main revenue collecting organisations: the Customs Department and the IRD.

The Customs Department occupies a spacious new building with generous staff facilities

and capacious executive offices. The staff are relatively well rewarded, not least because

they receive substantial bonuses from seizures of illegal imports. The senior staff, who

are almost entirely male,52  exude self-confidence. They are often named in newspapers,

mainly in connection with detections of attempted smuggling or illegal imports, including

drugs. They report that they are consulted by government in advance of changes in

Customs rates or policies. The Customs Department collected 55% of total tax revenue

in 2014. By contrast, the IRD collected 35%.53  Although there is an incentive scheme for

IRD staff, this does not provide the level of bonuses that can be earned in Customs. The

consensus among those I have consulted is that illegal earnings are unlikely to be high

beyond a handful of cases. Senior IRD staff report that they are not sufficiently consulted

by government before changes in tax policy. The IRD Annual Performance Report follows

the established factual reporting format. Customs have a better command of

contemporary managerial style. Their Annual Performance Report is twice the length

of the IRD report, is better designed, and is to some degree organised around quantitative

51 It introduced a range of new charges, most of them surcharges on import duties - the Nation Building Tax, the
Ports and Airports Development Levy, the Special Commodity Levy, and the Cess Levy - that collectively resulted
in a major shift toward a protectionist economic policy.

52 According to the 2014 Annual Report of the Customs Department, there were only 3 women among the 35 most
senior posts, and they were all working in Human Resource Management or Employee Service Sri Lanka Customs
(2015). Annual Performance Report 2014. Colombo, Sri Lanka Customs.. All the people who appear in photographs
on Facebook postings related to the Customs Department are male.

53 The Excise Department collected 7% of the total tax revenue, and most of the remainder came from the
Telecommunication Levy Sri Lanka Ministry of Finance (2015). Annual Report 2014. Colombo, Ministry of Finance,
ibid.
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information on performance targets and achievements for individual operational units.

The Customs Department is more active in providing staff training.

These two organisations have not always been positioned this way in terms of power

and prestige. Historically, the IRD was the more senior of the two. In Sri Lanka as

formerly in the UK,54  Customs was viewed almost as a 'blue-collar' occupation,

performing policing tasks that required little analytic capacity. It was the 'white collar'

Inland Revenue Department that required analytic skills, recruited the academic high

flyers and enjoyed professional prestige in terms of both efficiency and integrity. In the

immediate post-independence period in Sri Lanka, the IRD was typically the third career

choice - after the Civil Service (later Administrative Service) and then the Foreign Service

- for those with the highest grades in the public service entrance examination. How did

the prestige and power of the two departments come to be inverted? Part of the

explanation is that, as post-1977 governments lost interest in taxing incomes and wealth,

they also lost interest in trying to protect the organisational quality of the IRD. It was

instead infected by the general deterioration in the quality of recruitment, management,

discipline and morale that affected almost the entire public service.55  But why did the

same not happen in the Customs Department, at least to the same extent?

The answer is that, for a combination of reasons, the Customs Department has become

a strategic organisation from the perspective of governments: an organisation from which

they require competence and over which they need to exercise control.56  Two of the

reasons are straightforward:

54 Before the UK Customs and Excise and Inland Revenue Departments were merged in 2004.

55 There is indirect evidence for this in contemporary differences between the two Departments in the ethnic composition
of their senior staff cadres. Of the 29 most senior people in the Inland Revenue Department in 2014, 28 have
Sinhalese names Sri Lanka Department of Inland Revenue (2015). Performance Report of the Commissioner of Inland
Revenue 2014. Colombo, Department of Inland Revenue.. By contrast, only 23 of the 35 most senior people in the
Customs Department in 2014 have Sinhalese names, and 12 have Tamil or Muslim names Sri Lanka Customs
(2015). Annual Performance Report 2014. Colombo, Sri Lanka Customs, ibid.. The population of Sri Lanka is about
70% Sinhalese. Sinhalese totally dominate the senior ranks of the Inland Revenue Department, but are proportionately
represented in the Customs Department. Historically, various minority ethnic groups were over-represented at
more senior levels of the public service, and in more specialist and professional posts. Fuelled by political competition
between ethnic groups and then by separatist conflict, that over-representation has generally gone into reverse in
recent decades. Both electoral pressures and the shift to a more clientelistic political system have favoured
recruitment of Sinhalese. The fact that these pressures have not overwhelmed of the Customs Department suggests
that governments have made efforts to protect against complete politicisation, in order to maintain organisational
competence.
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• After the outbreak of separatist conflict in the early 1980s, Customs assumed

important security functions that they hitherto lacked.

• More recently, the big growth of the transhipment trade and large scale

investments in container terminal facilities (Section 6) have increased the

importance of an effective Customs Department.

The third reason for the strategic role of the Customs Department is a little more complex,

and related to the character of contemporary interest group politics.

The large, encompassing working-class based trades union and Marxist political

movements that were so prominent in the mid-twentieth century have largely

disappeared (Section 5). This does not mean that governments now face little opposition

from societal groups. There are many interest groups. Some are formidably organised.

Virtually all of them represent sectional interests within the wealthier half of the

population. Top of the list is the General Medical Officers Association (GMOA), that

has proven itself remarkably effective in protecting and enlarging the privileges of doctors

employed in government facilities. The GMOA is quickly able to bring the public health

service to a halt. A wide range of other professional associations exercise similar power

on a reduced scale. Cricketing bodies are well represented in policymaking. All

governments are mindful of the need to mollify elected Members of Parliament. Since

the creation of a powerful Executive Presidency in 1978, most MPs have little influence

on policymaking and a decreasingly strong attachment to any particular political party.

They can cause a great deal of trouble for governments if not given continual sweeteners.

Governments routinely use exemptions from a range of import duties on motor vehicles

to sweeten these 'middle class' interest groups. Given the large consumer appetite for

motor vehicles,  the absence of any domestic vehicle assembly, and the relatively high

overall levels of import protection, these exemptions are very valuable. In 2014, duties

of various kinds on motor vehicle imports accounted for 27% of the total revenue collected

56 The Customs Department is not particularly efficient according to conventional criteria. For example, today trade
facilitation is the primary objective of Customs organisations worldwide.  Among other things, this implies
suspending automatic physical inspections of every trade consignment, permitting "trusted traders" to move their
goods fast across borders and through ports on the basis of pre-cleared electronic documentation and statistical
risk analysis of the likelihood of false declarations. Although the Sri Lanka Customs Department acknowledge this
as an important objective, as of mid-2016 they were still physically inspecting every consignment.
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by the Customs Department (Sri Lanka Customs, 2015: 13). Beneficiaries routinely sell

the vehicles imported with the benefit of exemptions, and go back for more. Because the

rules about who may benefit from which exemptions are complex and frequently

changed, Customs staff in practice have a great deal of discretion over the charges they

levy on imported vehicles.57 In turn, politicians in power can influence the ways in

which that discretion is exercised. It is important to government that Customs can manage

this complex operation.

In sum, the apparent 'lock-in' to reliance on import duties for revenue is not the result

either of the structure of the economy (i.e. a high ratio of international trade) or of

organisational and policy inertia. It reflects two broad political factors, that are almost

the opposite sides of the same coin: the clear reluctance of governments, especially since

1977, to tax income and wealth (Section 10); and the growth of the power and prestige

of the Customs Department relative to the IRD. From the perspective of government,

Customs has become the department that delivers a range of valuable services, including

non-revenue services like border security. That in turn interacts with: some concern

within government to preserve the institutional integrity of the Customs Department;

willingness to permit high earnings within the Department; high staff quality; the

inclination of government to consult with Customs over policy issues; and a tendency to

allocate to Customs a high share of new revenue raising instruments.58

10.  Concluding Comments

It was not only the relative ease with which the plantation export economy could be

taxed that generated a high tax take in Sri Lanka in the mid-twentieth century. The

revenue system was in some respects quite advanced: an income tax had been raising

significant revenues since 1932; the senior staff of the IRD were part of the public service

elite; self-assessment for income tax was introduced as early as 1972/1973; and a

relatively sophisticated BTT, with some features of a VAT, was in place from 1963 until

57 In the years 2012-2014, on average 412,000 motor vehicles were imported annually, to serve a total population of
just over 20 million Sri Lanka Customs (2015). Annual Performance Report 2014. Colombo, Sri Lanka Customs.

58 In 2014, import duties accounted for only 18% of the revenues collected by the Customs Department. The others
were: VAT (22%), Excise Duty (22%), Port and Airport Development Levy (15%), Special Commodity Levy (11%),
Import Cess (8%) and Nation Building Tax (5%) ibid.
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it was replaced by VAT in 1998 (De Silva, 1992: 193).59  However, the contemporary

revenue system looks antiquated. At the macro level, it generates only about half the

revenue one would expect (Section 1),60  and bears excessively heavily on imports (Section

9).61  At the level of detail, it is deficient in many respects: most wholesale and retail

activity was exempted from VAT until 2014 (IMF, 2014: 10); there were an excessively

large number of VAT rates, which were changed frequently; tax exemptions have

multiplied (Section 7); self-reporting by taxpayers has not been balanced by a reasonable

degree of auditing of returns by the tax authorities, such that evasion is relatively easy;

tax collection staff appear to enjoy a high degree of discretion, and focus their efforts on

a relatively small number of registered taxpayers; until recently, tax amnesties were

"granted with almost monotonous regularity", but did not generate significant additional

revenue (Waidyasekera, 2012: 333); there are far too many different taxes and levies,62

at the end of 2014, 503,000 individuals, less than 6% of the labour force, were registered

with the IRD for personal income tax (Sri Lanka Department of Inland Revenue, 2015:

15) - partly because public servants were almost entirely exempt from personal income

tax between 1979 and 2011; rules, laws and treaties for taxing foreign investors and

controlling tax evasion through transfer mispricing in international economic transactions

have received little attention,63  undervaluation of imports is believed to be widespread;

and the revenue collection departments have not had good access to third party

information through systematic linkages with other relevant government departments,

like Electricity; Telecommunications; Land Registry and Motor Vehicles.64

59 The replacement of the Business Turnover Tax with VAT in 1998 remains controversial. It was the result of strong
pressure from the International Monetary Fund, with considerable local professional opposition. The outcome was
a relatively incomplete and ineffective VAT.

60 Correspondingly, the 'shadow economy' - i.e. economic activity which is deliberately concealed from government
authorities - is estimated to be unusually high in Sri Lanka. Using data for 1999-2006, the shadow economy was
estimated to amount to about 44% of GDP in Sri Lanka, compared to 22% for India, around 36% for Bangladesh,
Pakistan and Nepal, and an average of 36% for all developing countries studied Schneider, F., A. Buehn and C. E.
Montenegro (2010). Shadow Economies All over the World. New Estimates for 162 Countries from 1999 to 2007.
Washington DC, World Bank.

61 Note however that the cost of revenue collection in Sri Lanka is relatively low, and has long been so Jenkins, G. P.
(1988). Tax Changes before Tax Policies: Sri Lanka 1975-1988. Cambridge MA, Harvard Institute for International
Development.. This is likely because of the high levels of unchecked self-assessment by taxpayers and, more
generally, the limited resources put into revenue collection.

62 In his 2016 Budget Speech, the Finance Minister claimed that there are 35 separate taxes and levies.
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The broad explanation for all this is that, since 1977 in particular, governments have

been willing to allow the revenue system - especially the IRD - to decay because this has

been in the immediate material interest of the wealthier sections of the population -

those who pay little or no direct tax on their (fast-growing) incomes, property values

and other wealth, and are not directly impacted by the degeneration of under-funded

public education, health and social protection systems. The current Prime Minister, in

power since January 2015, has long been aware of and concerned about revenue

performance. It has become urgent because commercial creditors have become wary of

lending even more to a government that is still running large fiscal deficits and has

seemed unable to stem the revenue decline. The new government has responded with

emergency revenue raising measures. These have had some success, but still face very

strong political and public opposition.65  There is very little public understanding of or

sympathy for the government's fiscal position. Taxes are never popular, but, for historical

reasons, the Sri Lankan electorate exhibits a particularly deeply embedded hostility

(Section 3). There is clearly no easy way of overcoming such resistance. But a policy

measure suggested by the 1968 Taxation Enquiry Commission, and still not implemented,

might have some traction.

The Commission concluded that taxation in Sri Lanka was badly organised. The three

revenue collection Departments - Customs, Excise and Inland Revenue - were under

the general authority of the Treasury, but operated independently of one another. Further,

there was no appropriate forum within the apparatus of government to debate tax

63 For example, it was only in 2008 that Sri Lanka promulgated regulations that would enable the Inland Revenue
Department to take steps to try to limit the widespread practice of transfer mispricing in international economic
transactions. Transfer mispricing is a major source of tax avoidance and evasion globally. In 2013, KPMG reported
that the regulations were not yet being enforced, and that remains the case today. By contrast, India passed its first
law on transfer mispricing in 2001. In the same year, under the Income Tax Ordinance, Pakistan introduced a
'general anti-avoidance rule' that gives the revenue authorities power to deal with transfer mispricing. A 2016
Action Aid report lists those lower income countries in Africa and Asia that have signed the largest number of
restrictive tax treaties that are likely to severely limit their taxing powers in relation to foreign investment. Sri Lanka
- a country well-endowed with distinguished lawyers - comes close to the top of the list Action Aid (2016).
Mistreated. The Tax Treaties that are Depriving the World's Poorest Countries of Vital Revenue, ibid.

64 The Inland Revenue Department is acquiring a new information system that will permit the automation of many
existing operations and enable others to be performed for the first time, including real time linkages to data bases
used by the Customs Department and other government departments. Progress is very slow.

65 For example, 27 of the revenue proposals included in the Finance Minister's 2015 Budget Speech were not
implemented because of opposition.
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policy options. The Commission recommended the creation of a Directorate of Revenue

to oversee the collection process, with a Director-General directly responsible to the

Minister of Finance. The Director-General would also chair a Permanent Taxation

Commission, that would advise the Minister on tax policy - and include non-official

members (Government of Ceylon, 1968: 50-7). The 1986 and 1990 Taxation Enquiry

Commissions made very similar recommendations (De Silva, 1992: 196-7, Waidyasekera,

2012). They were never accepted. The organisation of revenue collection remains the

same today as it was in the late colonial period.66  A Permanent Taxation Commission,

with a mandate to report to Parliament as well as to the Minister of Finance, might

provide a useful channel to encourage Sri Lanka's voters and politicians to begin treating

revenue raising as a serious issue.

66 Indeed, the major role that the Greater Colombo Economic Commission/Board of Investment played in granting
tax incentives from 1978 until 2016 (Section 7) implies an even greater degree of operational fragmentation.



154

Mick Moore

References

Action Aid (2016), Mistreated, The Tax Treaties that are Depriving the World's Poorest
Countries of Vital Revenue.

Central Bank of Ceylon (1974), Annual Report 1973 Colombo.

________ (2015), Annual Report 2015 Colombo.

De Silva, R. G. L. (1992), "Sri Lanka Taxation Commission Report”, Bulletin for Fiscal
Documentation 46(4): 192-197.

Dharmasena, K. (1980), The Port of Colombo 1860-1939, Colombo, Lake House Print-
ers and Publishers.

Frankema, E. (2010), "Raising Revenue in the British Empire, 1870-1940: How 'Extrac-
tive' Were Colonial Taxes?", Journal of Global History 5(03): 447-477.

Gerring, J., D. Ziblatt, J. V. Gorp and J. Arevalo (2011), "An Institutional Theory of
Direct and Indirect Rule", World Politics 63(3): 377-433.

Government of Ceylon (1968), Report of the Taxation Inquiry  Commission.

________ (1974), Report of the Commission of Enquiry on Agency Houses and Brokering
Firms.

IMF (2014), Sri Lanka. 2014 Article IV Consultation and Second Post-Program Monitor-
ing Discussion -Staff Report; Press Release, IMF Country Report 14/285. Wash-
ington DC, IMF.

Jenkins, G. P. (1988), Tax Changes before Tax Policies: Sri Lanka 1975-1988, Cam-
bridge MA, Harvard Institute for International Development.

Jupp, J. (1978), Sri Lanka: Third World Democracy, London, Cass.

Kearney, R. N. (1971), Trades Unions and Politics in Ceylon, Berkeley, University of
California Press.

________ (1974), The Politics of Ceylon (Sri Lanka). Ithaca, Cornell University Press.

Lange, M. (2009), Lineages of Despotism and Development: British Colonialism and
State Power. Chicago, Ill. ; London, University of Chicago Press.

Maddison, A. "Historical Statistics for the World Economy", from http://
www.google.co.uk/search?q=%22historical+statistics+ for+the+world+
e c o n o m y % 2 2 & i e = u t f - 8 & o e = u t f - 8 & a q = t & r l s = o r g . m o z i l l a : e n -
US:official&client=firefox-a.

Manor, J., Ed. (1984), Sri Lanka in Change and Crisis. London and Sydney, Croom
Helm.

Minh Le, T., B. Moreno-Dodson and N. Bayraktar (2012), Tax Capacity and Tax Ef-
fort. Extended Cross-Country Analysis from 1994. Policy Research Working
Papers, Washington DC, World Bank.



155

Dwindling Tax Revenues: A Fiscal Puzzle

Moore, M. (1989), "The Ideological History of the Sri Lankan 'Peasantry'", Modern Asian
Studies 23(1): 179-207.

________ (1993), "Thoroughly Modern Revolutionaries: the JVP in Sri Lanka", Modern
Asian Studies 27(3): 593-642.

________ (2008), The State and Peasant Politics in Sri Lanka. Cambridge, Cambridge
University Press.

Pessino, C. and R. Fenochietto (2010), "Determining Countries' Tax Effort." Hacienda
Public Espanola/Revista de Economia Publica 194(4): 65-87.

Republic of Sri Lanka (1977), Budget Speech 1978. Colombo, Department of Govern-
ment Printing.

Roberts, M. (1973), Land Problems and Policies, c 1832 to c 1900. History of Ceylon
Volume 3. K. M. d. Silva. Peradeniya, University of Ceylon Press Board: 119-
145.

________ (1982), Caste Conflict and Elite Formation: The Rise of a Karava Elite in Sri
Lanka, 1500-1931. Cambridge, Cambridge University Press.

Schneider, F., A. Buehn and C. E. Montenegro (2010), Shadow Economies All over the
World. New Estimates for 162 Countries from 1999 to 2007, Washington DC,
World Bank.

Silva, K. M. d., Ed. (1973), History of Ceylon, Volume 3, From the Beginning of the
Nineteenth Century to 1948, Peradeniya, University of Ceylon.

Singer, M. R. (1964), The Emerging Elite, A Study of Political Leadership in Ceylon.
Cambridge MA, MIT Press.

Snodgrass, D. R. (1966), Ceylon: An Export Economy in Transition. Homewood, Illi-
nois, Richard D. Irwin Inc.

Sri Lanka Customs (2015), Annual Performance Report 2014, Colombo, Sri Lanka Cus-
toms.

Sri Lanka Department of Inland Revenue (2015), Performance Report of the Commis-
sioner of Inland Revenue 2014. Colombo, Department of Inland Revenue.

Sri Lanka Ministry of Finance (2015), Annual Report 2014. Colombo, Ministry of Fi-
nance.

Sri Lanka Ministry of Finance (2016), Annual Report 2015. Colombo, Ministry of Fi-
nance.

Venugopal, R. (2011), "The Politics of Market Reform at a Time of Civil War: Military
Fiscalism in Sri Lanka", Economic and Political Weekly 46(49): 67-75.

Waidyasekera, D. D. M. (2012), Taxation, Fiscal Policy and the Economy in Sri Lanka,
Colombo, Stamford Lake.



156

Mick Moore

Wickremeratne, L. A. (1973), Part III, Chapter VII, The Emergence of a Welfare Policy,
1931-1948. University of Ceylon, History of Ceylon, Volume Three. K. M. d.
Silva. Peradeniya, University of Ceylon: 476-488.

World Bank (2011), Transforming School Education in Sri Lanka: From Cut Stones to
Polished Jewels, Washington DC.

________ (2012), Creating Fiscal Space through Revenue Mobilisation, South Asia Eco-
nomic Focus. Washington DC, World Bank.

________ (2015), Sri Lanka, Ending Poverty and Promoting Shared Prosperity, A Sys-
tematic Country Diagnostic, World Bank: 170.

________ (2015), Sri Lanka, Ending Poverty and Promoting Shared Prosperity, A Sys-
tematic Country Diagnostic, Washington DC, World Bank.



x

PART III

Taxation and the Production
Base





159

Tax Incentives for FDI: Conceptual and Practical Issues

6
Tax Incentives for FDI: Conceptual and Practical Issues1

Anushka Wijesinha and Jayani Ratnayake

1.  Introduction

Sri Lanka is confronted with a policy paradox. On one hand, tax revenues since the

1990s have gradually fallen as a percentage of GDP. Alongside this fall in revenue,

government expenditure has been rising over the past decade and a half - first, due to

the escalation of military expenditure during the latter stages of the civil war, then post-

war reconstruction and rehabilitation, followed by considerable public investment in

connective infrastructure. With revenue considerations in mind, the government since

mid-2010 has instructed the BOI - the apex government agency tasked with FDI

attraction - to curb the use of fiscal incentives as an enticement tool. Paradoxically,

however, attracting FDI has been challenging, despite years of favourable tax treatment

offered to FDI by way of generous tax holidays, exemptions and concessionary tax

rates. Sri Lanka attracts substantially less FDI than most of its middle-income peers, at

less than US$ 1 billion per annum. Sri Lanka needs increased sources of foreign capital

to plug the domestic savings-investment gap to accelerate growth.

Faced with this policy paradox, this paper attempts to contribute to the debate in Sri

Lanka on the use and efficacy of tax incentives in attracting FDI. At the outset, this

chapter will explore Sri Lanka's recent history and evolving policy stances with tax

incentives, followed by an explanation of why tax incentives are offered and the literature

around their usefulness. It will then discuss the relative merits and demerits of different

types of tax incentives that can be deployed. It will also explore the important dimensions

to consider when designing, granting and monitoring the use of tax incentives. Towards

1 This chapter draws from, and expands on, Wijesinha, A., R. Ekanayake, and G. Mahendra (2013), 'Incentivizing
Foreign Investment in Sri Lanka and the Role of Tax Incentives', No. 16, Working Paper Series, Colombo: Institute
of Policy Studies of Sri Lanka.
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the end, the chapter provides a unique insight into the arguments by private sector on

reforming tax incentives, and then concludes with an elucidation of the way forward.

2. Tax Incentives in Sri Lanka

Sri Lanka's use of tax incentives could be traced back to 1960s during the heights of the

import substitution industrialization era. Till 1977, in keeping with the inward-looking

economic policy that prevailed, these tax incentives were offered to certain import-

substitution industries, agriculture, housing, non-traditional exports, tourism and gem

industry, in addition to the specific incentives offered to the crop sectors of tea, rubber

and coconut.

All such incentives were offered under the authority of the IRD. This early regime was

characterized by little discretion; although one of the conditions that had to be met was

approval by the Minister, this approval was almost automatic upon fulfillment of the

other criteria. Associated with the shift in industrial policy orientation from an inward

looking one to a more outward oriented export promotion strategy in 1977, the attraction

of FDI formed the cornerstone of the national development policy since.

Following Sri Lanka's economic liberalization in 1977, when the government embarked

on a reform process to transform the economy into a more market-oriented one, FDI has

been promoted as an important component of the development process. Unlike in the

1960s and 1970s when foreign investment was generally perceived as a harmful source

of foreign influence on the local economy, in the 1980s FDI was considered as a desirable

means to develop new opportunities, especially for the expansion of the export sector

and for creation of more employment.

The institutional structure for promoting FDI was formed by creating the GCEC and

the Foreign Investment Advisory Committee (FIAC). However, until late-1989, various

policy, regulatory, and institutional barriers (in addition to the uncertainty created by

the armed conflict) discouraged foreign investment from entering the Sri Lankan economy

in any significant volume, and much of the promotion of FDI was mostly in the designated

Free Trade Zones (FTZs), while some piece-meal FDI came in outside the zones.  During

this period, the GCEC had little influence outside its area of authority. It would enter
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into an agreement with a company outside a zone only if there were compelling reasons

for doing so.

As economic reforms gathered momentum after 1989, FDI promotion gained a renewed

impetus, and it was identified that focusing on FDI only within the FTZs could not meet

the increasing demands of the economy. Moreover, FDI was recognised as important to

fast-track capital accumulation and grow technological capacities in the country at that

time. In order to increase FDI flows and better align those flows with the domestic

economy, several measures were taken to manage FDI better. In 1990, the government

developed the Industrial Policy Statement (1990), formalised by the Industrial Promotion

Act No. 46 of 1990, which sought to identify and fix impediments to private investment

in general and FDI, in particular. It was aimed at creating a more conducive investment

environment by directly addressing issues that were of major concern to private investors,

and making government decisions more responsive to their needs. A more unified and

coherent FDI framework was adopted, including a movement away from case-by-case

approvals to automatic approvals. Some of the restrictions on activities and ownership

structures of joint ventures were lifted along with removing the limitation that FDI has

been permitted only in designated zones. Full impacts of these changes were constrained

due to various factors, including the continued North East conflict, macroeconomic

imbalances, and also problems in the decision-making processes. These contributed to a

stymieing of the efforts to reform the complicated procedural, legal and regulatory

frameworks governing new private investment.

Despite the inability to implement all the IPS 1990 proposals, a key one among these

aimed at giving a new face to the FDI approving authority was implemented, namely

the creation of the BOI by merging the GCEC and the FIAC. Generous fiscal incentive

packages - such as 10-year tax holidays and customs duty exemptions - were offered to

foreign investors engaged in export-oriented activities operating within BOI Zones. Over

time, successive governments increasingly recognised the importance of FDI and extended

fiscal incentives to foreign-owned enterprises engaged in all forms of economic activities

and outside these Zones. Together with these reforms to the investment regime, the '200

Garment Factory' programme, and the Multi-Fibre Agreement (MFA) which prevailed
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at the time, foreign investors did respond to tax incentives and a host of FDI flowed in to

the apparel sector.

Since the BOI was established in 1992, it has aimed to become a 'one-stop-shop' for all

foreign investment approvals and has continuously undertaken investment promotion

drives overseas. Projects receiving 'BOI Status' were granted generous tax concessions

depending on the size of investment and employment created. Meanwhile, this created

a dichotomy between these BOI enterprises and enterprises that were already in existence

sans the tax benefits or who set up later on and who did not qualify for BOI status. It is

worth noting, however, that local investors who could not attain BOI status and the

incentives offered therewith, continued to perform admirably. In fact, between 1980

and 1990, non-BOI exports had accounted for almost 80% of total exports.  However,

recognising the uneven playing field that existed, local companies were also entitled to

the new incentive package introduced by BOI from 1991; under the 200 Garment Factory

Programme, for instance. Some 164 factories were established under this programme

and the BOI regarded it as a clear success. After this expansion, however, the BOI

became increasingly unwieldy.

Under the earlier (prior to 2011) legal framework on tax incentives and holidays, some

tax holiday provisions for private sector projects were written in to the Inland Revenue

Act, while there were many overlapping as well as additional tax incentives that were

granted under the BOI Act with no reference made to the IRD. The BOI Act superseded

the provisions set out in the IR Act with regard to tax incentives offered to BOI projects.

This dichotomous structure created difficulties in monitoring of tax incentives granted

to enterprises, and left room for discretion by BOI investment promotion officers to

grant differential incentives based on the characteristics of each project. It also reduced

the clarity and certainty for tax authorities as well as prospective investors.

A good example of problems arising from the dichotomous nature of the system of tax

incentives in operation would be the 'Gamata Karmantha - '300 Enterprise Programme'

introduced by the government in the year 2000. The lead agencies in the implementation

of this programme were the Ministry of Industries and the BOI. The tax incentives for

projects under this programme are granted both under the BOI and under the IRD, and
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new projects had the option of availing themselves of either, not both. Out of projects

which went through the BOI, 121 had begun commercial operation. Meanwhile, for

projects that went via the IRD incentive package, although identical in nature, only 51

had begun commercial operation. The dichotomous structure created uncertainty and

opacity for investors. Anecdotal evidence suggests that while some investors preferred

to go via the IRD provisions, as it was perceived as 'more certain' as they were written in

to the IR Act, others preferred to go via the BOI owing to the investor-friendly nature

and effective promotion, and lack of cumbersome procedures. Thus, it was clear that a

'win-win' scenario could be reached if the actual incentive provisions are written in to

the tax code, while the BOI remains as the promotion and facilitation agency.

By 2010, the Presidential Tax Commission (PTC) had made its deliberations and made

recommendations to the government on various aspects of tax reform, including tax

incentives for FDI. As such, in Budget 2011, major reforms were made to the investment

framework, including changes to the incentives as well as institutional structure. From

Figure 1
Governance of Tax Incentives by Income Group (%)

Notes: Sample size for each income group: Low income - 32 countries; Lower-middle income - 37;
Upper-middle income - 43; High income - 42.

Source: IMF (2015) and James (2014).
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2012, all incentives relating to corporate income tax were written into the  IR Act, ending

the dichotomy highlighted earlier. Tax incentives for new projects were to be granted in

line with the country's general income tax provisions, and the BOI was relieved of the

authority to introduce any new incentive packages on its own.

This was an important step towards transparency and predictability. As IMF (2015)

argued, "the transparency and accessibility of tax incentives are compromised when

embedded in multiple pieces of legislation". The suggestion is that tax incentives should

always be consolidated into the main body of the tax law. As shown in Figure 1, as

countries move to middle income from low income, fewer and fewer of them apply

incentives outside tax laws.

This was important from a monitoring point of view too. The expectation was that,

once all investment incentives are brought under the provisions of the IR Act, the IRD

would assume greater 'ownership' to the incentives offered particularly in terms of

monitoring of tax liabilities of BOI projects, especially those completing their tax holiday

periods.

Institutionally, the BOI's role was streamlined to focus on three core activities: promotion

of foreign investment, management of EPZs and monitoring and follow-up on projects.

Meanwhile, for pioneering investments, special incentives packages are to be negotiated

on a case-by-case basis under the provisions set out in the Strategic Development Projects

(SDP) Act of 2008. These are only in respect of investments that require incentives

exceeding those stipulated in the tax holiday provisions of the IRD tax code.

Yet, the reform progress since then has been mixed. Sri Lanka regressed to granting

blanket tax holidays, as well as investment incentives that did not give direction to the

strategic or priority investment needs of the country. By 2015, the minimum capital

investment for large-scale projects was US$ 10 million to obtain a tax holiday of eight

years, while there was a minimum threshold of US$ 500,000 to qualify for any form of

tax incentives. The linking of tax incentives to a simple investment threshold needs

serious rethinking, owing to the myriad of factors that influence this investment size

and the variety of sectors that could add substantial value to the economy which may
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not meet these criteria (for example, knowledge-intensive FDI). In 2016, the country's

leading industry body, the Ceylon Chamber of Commerce (CCC) had proposed to the

government that all the minimum investment thresholds, tax holiday periods, and

associated conditionalities need to be reviewed and amended in order to be more realistic

and have contemporary relevance, while providing greater focus for attracting FDI in

line with the country's development needs.

Since 2016, amidst heightened concerns on tax revenue collection, poor FDI performance,

and an IMF Extended Fund Facility (EFF) Agreement that pinned the government to

fiscal consolidation, a shift in thinking on tax incentives for FDI has been seen as essential.

As a result, by April 2016, the government halted all tax incentives for FDI, until a new

structure was formulated. Granting of incentives under the SDP was also suspended. It

was only from 1 January 2017 that a new regime was in place. As a consequence of this

uncertainty, FDI collapsed to its lowest levels in a decade, to around US$ 450 Mn. It

now seems that the government is considering a mixed incentives structure, with a shift

towards capital allowances for most FDI, but continuing the practice of applying a host

of different regimes depending on the size and sector of investment. Against this

backdrop, this paper aims to provide an elucidation of the purpose and types of tax

incentives, considerations to make when designing them, and understanding private

sector viewpoints on tax incentives.

3. The Purpose of Tax Incentives for FDI

Tax incentives can be identified as those special exclusions, exemptions, or deductions

that provide special credits, preferential tax rates or deferral of tax liability (Easson and

Zolt, 2002). Tax incentives can take the form of tax holidays, concessionary tax rates,

tax deductibility of certain types of expenditures of the firm, or reduced import tariffs

and customs duties (either generally, or on particular imports of raw materials, capital

goods and machinery, etc.). Around the world, countries use different types of tax

incentives to lure FDI. As shown in Figure 2 below,
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Figure 2
Prevalence of Tax Incentives Globally by Income Group (%)

Notes: Sample size for each income group: Low income - 32 countries; Lower-middle income - 37;
Upper-middle income - 43; High income - 42.

Source: IMF (2015) and James (2014).

Zee et al. (2002) define tax incentives in terms of their effect on reducing the relative tax

burden on a particular project. This approach compares the relative tax burden on a

project that qualifies for a tax incentive to the tax burden which would be borne in the

absence of a special tax provision. This approach is quite useful in comparing the relative

effectiveness of different types of tax incentives in reducing the tax burden associated

with a project. All tax incentives, however have one thing in common - they reduce the

quantum of tax ultimately payable and consequently increase the post-tax income.

Tax incentives may be used to help correct market failures and to encourage investments

which generate positive market externalities. Here, government officials want to distort

investment decisions - they seek to encourage those investments that, but for the tax

incentives, would not have been made and this may result in such benefits as transfers

of technology, increased employment, or investment in less-desirable areas of the country

(Easson and Zolt, 2002).

Tax incentives can also influence the type and size of FDI. Smaller FDI projects may be

more sensitive to tax incentives as they have less ability to adopt sophisticated tax

avoidance strategies unlike larger firms. Moreover, large multinational companies
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(MNCs) are likely to receive special tax treatment under discretionary arrangements

regardless of the tax laws applied by the host country.

In some countries tax incentives have been justified because the general tax system

places investments in those countries at a competitive disadvantage as compared to

other countries. It is likely to make little sense; however, to use tax incentives to

compensate for high corporate tax rates, inadequate depreciation allowances, or the

failure to allow companies which incur losses in early years to use those losses to reduce

taxes in later years. The better approach is to bring the corporate tax regime close to

international practice rather than granting favourable tax treatment to specific investors.

Similarly, tax incentives are likely to be a poor response to the economic or political

problems which may exist in a country. For example, if a country has inadequate

protection of property rights or a poorly functioning legal system, it is necessary to

engage in the difficult and lengthy process of correcting these deficiencies rather than

providing investors additional tax benefits.

In reality, tax incentives do play a larger role in influencing investment decisions. Several

factors may explain why tax considerations are now more important in investment

decisions than before. The last ten years have seen substantial trade liberalization and

greater capital mobility. As non-tax barriers decline, the significance of taxes as an

important factor on investment decisions increase. For many developing countries and

transition economies, attracting foreign investment is increasingly becoming a priority

during policy formulation. Foreign investments help achieve regional and national growth

targets, provide employment to locals, introduce new technical knowledge through

training, utilize a higher proportion of their investment in research and development

and create a "spillover" effect the on the socio-economic structure of the host economy

according to Blomstrom and Kokko (2003).

3.1 Review of Literature on Usefulness of Tax Incentives

Several studies have attempted to examine the effect of tax incentives on investment

particularly with regard to FDI, for example the CEC (1992), Hines (1997), Mooij and

Ederveen (2001). Comparing the results of different empirical studies is not easy, owing

to differences in data sources, methodologies, and respective limitations. There are also

differences in the nature of the FDI, for example, whether the FDI is in real investments
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in plant and machinery; whether it is via financial flows relating to mergers and

acquisitions; whether it is through increased investment in foreign affiliates; and whether

it is a joint venture project.

An UNCTAD (1996) study, which reviewed the usefulness of incentives, concluded

that, "as other policy and non-policy conditions converge, the role of incentives becomes

more important at the margin, especially for projects that are cost-oriented and mobile"

(pp. 44-45). It argues that the cost incurred in providing such investment incentives

may have been utilised more effectively for development purposes. Chia and Whalley

(1992) report mixed results among developing countries. Similar conclusions are reached

by Clark (2000), who notes that, "empirical work using improved data measuring FDI

offers convincing evidence that host country taxation does indeed affect investment

flows". But this, according to him, is also a result of relaxing non- tax issues that act as

investment disincentives. Moreover, recent work finds host country taxation to be an

increasingly important factor in locational decisions. High statutory corporate income

tax rates of a host country create an incentive for 'earning stripping' and a high cost of

funds acts as a disincentive for investment in  a given/respective country.

Another study, by Gergely (2003), concludes that tax incentives were viewed as having

minimal influence in location decisions of foreign investors with only 10 per cent of the

247 US based foreign investors mentioning fiscal incentives as a condition for investment.

She further concludes that there are other non- tax and non- policy factors which play

a bigger role in attracting transnational companies and international investors, other

than tax incentives. It is also noted that when non-tax and non- policy factors are similar

across various locations, tax incentives become more attractive, peripherally, especially

to short- term, mobile investments. This observation is further strengthened by Bergsman

(1999) who observes that tax incentives become effective in attracting foreign investment

only when investors are confronted with similar and comparable locations for investment.

In the case of tax breaks and allowances for research and development (R&D), Griffith

et al. (1995) suggests that tax breaks have indeed provided 'substantial advantages' to

investors in R&D, when compared to other types of investment. While noting a similar

observation in the USA in the 1980s, the author cautions on attempting to view tax

incentive results of other economies through the USA experience, influenced greatly by
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the fact that the US is one of the biggest economies in the world.  Meanwhile, Clark

(2000) suggests that tax breaks do influence location decision of R&D by multinationals,

adding that a high statutory corporate income tax rate only results in discouraging

R&D in the host country.

4. Types of Tax Incentives

Tax incentives sit within the broader universe of fiscal incentives offered by governments

to attract FDI including incentives that are profit-based, capital investment-based, labour-

based, sales-based, import-based, export-based, based on value-added, or based on other

particular expenses (see Table 1).

Table 1
Main Types of Fiscal Incentives for FDI

Profit-based Reduction of the standard corporate income tax rate, tax holidays,
concessionary tax rates, allowing carry forward of losses during the holiday
period to later periods (to be set off against profits made later), qualifying
payments etc.

Capital investment-based Accelerated depreciation, investment and reinvestment allowances

Labour-based Reductions in social security contributions, deductions from taxable
earnings based on the number of employees or on other labour-related
expenditure

Sales-based Corporate income tax reductions based on total sales

Value-added based Corporate income-tax reductions or credits based on the net local content
of outputs, granting income-tax credits based on the net value added

Based on other particular Corporate income-tax reduction based on, for example, technology
adoption, expenses expenditures relating to marketing and promotion
activities

Import-based Exemption from import duties on capital goods, equipment, machinery or
raw materials, intermediate parts and any other inputs related to the
production process

Export-based a. Output-related - e.g. exemptions from export duties, cesses,  preferential
tax treatment of income from exports, income tax reduction for special
foreign exchange earning activities or for manufactured exports, tax
credits on domestic sales in return for export performance

b. Input-related - e.g. duty rebates, tax credits for duties paid on imported
materials or supplies, income-tax credits on net local content of exports,
deduction of overseas expenditure and capital allowance for export
duties

Source:  Authors' construction.
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The designing of tax incentives, specifically, is based primarily on the type of investment

that would benefit from such incentives and the form of tax incentive that would be

implemented. Tax incentives for investment are implemented through a variety of forms

based on their design and structure. Some of the most common tools of tax incentives

are,

• Tax holidays, partial tax holidays

• Reduced corporate tax rates

• Carry forward losses

• Qualifying payment relief

• Accelerated depreciation of capital assets

• Investment tax credits and allowances

• Reduction of withholding tax rates on remittances to the home country

• Reduced taxes on dividends and interest paid abroad (host country)

• Credits for reinvested profits

• Deduction rules for certain qualifying expenses

4.1 Tax Holidays

Tax holidays are a popular income-based form of tax incentive and by far the most

common investment-inducing incentive in developing countries. Under a tax holiday, a

qualifying firm could be exempt from corporate income taxes, completely exempt from

profit taxes, and at times exempt from other forms of taxes and liabilities for a specific

period from commencing its business operations. Tax holidays are aimed at "newly

established firms" or expansions, and are not available to existing businesses.

Tax holidays are seen as a relatively simple form of tax incentive. They require very little

compliance, with qualifying firms not required to calculate income taxes during the

holiday period. However, firms will be required to keep track of tax expenditure during

the holiday period in order to comply with the tax regime upon completion of the holiday

period.

For firms that generate a substantial amount of their profits in the early years of their

operation, short tax holidays offer an obvious advantage by exempting them from

corporate and profit taxes during the initial years in business. Conversely, this attracts
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short (or "footloose") and medium-term projects which produce quick profits in highly

mobile sectors like trade, construction, services and export related businesses like textiles,

which aim to utilize the initial holiday period and then move their businesses to another

region or location upon expiry of said period. These 'fly-by-night' entities are the biggest

drawback of a tax holiday regime. Holland and Vann (1998) also argue that the value

of tax holidays depends on the amount of profit earned. By extension, the activities

which tend to produce high profits in quick time are the least in need of incentives.

Tax holidays are commonly susceptible to tax planning which on most occasions leads

to tax avoidance and abuse. Since tax holidays are predominantly offered to foreign

owned companies, domestic businesses circumvent taxation by channelling funds into

an offshore company which then reinvests the 'dressed up' "foreign" investment in the

home country, appearing to the authorities as a foreign- owned company. This is referred

to as 'round- tripping' and most commonly occurs in transition economies especially

when existing domestic companies acquire previously state- owned enterprises (SOEs)

through foreign offshore companies (Johnston, 2011).

4.2 Reduced Corporate Tax Rates

The reduction of statutory corporate income tax rates is yet another profit- based form

of fiscal incentive, aimed primarily at enticing FDI, used by developing and developed

countries alike. Governments, to facilitate increased FDI inflow, set a lower corporate

tax rate outside the general tax regime of the country. Reduced corporate income tax

rates may be provided based on the type of activity, the type of investment, and the

location or region the prospective investment will take place. The reduction of statutory

corporate tax rate is also formulated on the sources of the qualifying income. Reductions

could apply to all foreign and local income, income from specific activities, income from

specific sources, income earned by foreign investors alone, or any combination of the

above (Clark, 2000).

More generally, start-up firms are known to prefer incentives that reduce their initial

investment costs (for example, with lump sum depreciation or initial investment

allowances), whereas expansion projects generally prefer tax-related incentives that

carry direct positive effects on their profit. Anecdotal evidence in Sri Lanka suggests
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that manufacturing firms, requiring large investment in fixed assets, are more likely to

prefer incentives related to depreciable assets, than non-manufacturing industries (with

the exception of housing and property and power projects).

4.3 Accelerated Depreciation of Capital Assets

Accelerated depreciation is a form of capital investment- based investment allowance

which provides for the writing off the cost of an asset at a rate faster than the true

economic rate of depreciation - in other words, a shorter time period than dictated by

the capital's useful economic life. Since any "benchmark" tax regime allows for the

depreciation of an asset, it could be argued that accelerated depreciation allows for a

concentration of depreciation in the early years of an asset's life. As such, while this

treatment does not alter the total amount of capital cost to be depreciated, it increases

the present value of the claims by shifting them forward, closer to the time of the

investment. The present value of claims is obviously the greatest where the full costs of

the capital asset can be deducted in the year the expenditure is made. Accelerating the

depreciation of an asset does not increase the total nominal depreciation beyond its

original cost so that this incentive does not bias investment decisions towards short-

lived assets.

It should also be noted that accelerated depreciation is a 'timing benefit', i.e., it only

alters the timing of the tax payable and not the actual amount of tax. Thus, the cost to

the exchequer of providing for accelerated depreciation is less than that of tax holidays

and investment allowances (Easson and Zolt, 2002). It is the least costly incentive in

terms of revenue foregone, as revenue is partially recovered in later years. However, it

must also be noted that accelerated capital depreciation is a direct encouragement to

capital-intensive industrialization as opposed to labour- or knowledge-intensive projects.

4.4 Investment Tax Credits and Allowances

Investment tax credits and allowances are forms of capital recovery tax incentives that

provide investors relief from capital expenses. Essentially it is an enhanced deduction

through which firms are allowed to claim total deductions for the cost of qualifying

capital. These incentives are capital investment-based and effectively lower the cost of

acquiring capital. While tax credits are used to directly reduce the amount of taxes
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payable, tax allowances reduce taxable income and are granted as a percentage of new

investment and thus indirectly reward the investment.

An investment tax credit is generally to reward expansion, and encourage economic

growth. It can be structured to be valid and fixed for the next five years, with the provision

for review at the end of the fifth year. Both are granted as a fixed percentage of qualifying

(or approved) investment expenditure. Investment allowances are deducted against the

tax base and its value to the firm depends on the corporate tax applicable to that firm;

i.e., higher (or lower) the tax rate, higher (or lower) the amount of tax relief on a given

amount of investment allowance claimed. Meanwhile, variations in the applicable

corporate income tax rate do not affect the value of investment tax credits to the firm.

4.5 Other Forms of Incentives

Credit for Reinvested Profits: Allowances for reinvestment of profits are also a capital

investment- based investment allowance which usually takes two forms -- either the tax

liability of the firm is reduced based on the amount reinvested, or in the case of

subsidiaries, the parent company is refunded part of the tax paid depending on the

proportion reinvested by its local company.

Reduction of Withholding Tax Rates on Remittances: Countries which provide reduced

rates of withholding taxes as an incentive to induce foreign investment usually do so

with the objective of achieving specific objectives, such as transfer of technology. It has

been shown that a high withholding tax rate acts as a disincentive for foreign investment.

5. Debating Between Options

Up-front tax incentives similar to some of the types mentioned above can help address

cash flow problems that may inhibit investment, particularly in respect of start up projects.

Investment tax credits and immediate and full expensing of capital costs are often

advocated as an efficient form of investment incentives in that they reward new capital

purchases. This reasoning recognizes that tax incentives can yield the greatest efficiencies

if they subsidise only the investment which would not have occurred in the absence of

incentives. On this basis, it is argued that up-front incentives tied to new capital purchases

should be preferred to statutory corporate tax rate reduction which benefit existing

('old') as well as newly installed capital. In this way, incentives will be directly



174

Anushka Wijesinha and Jayani Ratnayake

proportional to the amount of actual investment. Tax authorities have to allow firms in

a temporary loss position (e.g., start ups) to carry forward balances of earned but unused

tax relief, including earned but unused investment tax credits and capital costs.

However, one can argue that up-front incentives are inefficiently targeted in that they

reward inputs rather than outputs - i.e., they subsidize the purchase of capital rather

than the productive use of those inputs generating output and thus, profits. But by the

same token, granting of tax holidays can also be often inefficiently targeted, as they

tend to disproportionately reward the forming of new companies rather than what is

more desirable such as an increase in productive assets, improved technology, greater

employment generation, labour skills training, etc. International experience and evidence

suggests that tax holidays seem to have a more pronounced effect in attracting 'footloose',

short-term investment that may well leave the host country or form a new company

once the tax holiday period expires, whereas other incentives types like investment

allowances/tax credits and accelerated depreciation may be more effective in

incentivizing longer-term investments.

Moreover, rewards from these alternative incentives accrue ex-post, i.e., only if and

after the action is undertaken, and not for ex-ante promises or projections (of profit, or

turnover, for instance) as in the case of tax holidays. This also minimizes the requirement

for frequent monitoring to check if promises made at point of entering into the agreement

have been fulfilled.

For all of the reasons highlighted above, it is important that Sri Lanka moves away from

regular tax holidays towards an appropriate mix of other alternative incentives tools,

like investment tax credits/allowances and accelerated depreciation allowances. This

shift is already being seen, with the amendments to the incentives regime introduced in

2017, mentioned earlier.

6. Designing Tax Incentives

6.1 Administration

Among the initial concern of taxation authorities when providing tax incentives is how

to filter and differentiate which investor or business qualifies for incentives. Eligibility

for tax incentives is either automatically granted or is provided following an approval
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process where a high degree of discretion is used by the authorities. The grant of tax

incentives is generally in practice the results of lobbying as witnesses by the many

amendments to the statutes each year favouring specific activities.

An evident advantage of a discretionary approach to providing investing incentives is

that granting of investment approvals could be altered according to policy changes of

the Government. Further, carefully reviewing and denying access to incentives that the

investor could potentially abuse can avert the threat of tax avoidance. Secondly,

discretionary approval for tax incentives can be granted to investments that are

strategically valuable to the economy and bring long-term benefit.

However, the disadvantages and potential risk in discretionary incentive approval

outweigh the advantages. Firstly, any approval process is bound to be time consuming,

especially if the investor has to struggle to bypass Government bureaucracy. Secondly,

since tax incentives promote unproductive rent-seeking activity, a discretionary process

is susceptible to corruption and abuse by authorities themselves and would erode the

transparency of the tax regime. The need for administrative discretion can be avoided

when eligibility requirements for investors are clearly stated in tax and/or industry

legislations.

In practice, today, tax incentives are granted mostly through a combination of automatic

and discretionary measures, whereby an automatic process shortlists the eligible

investments or businesses and then a discretionary approval process is followed where

a final decision is made as to whether investors should be granted the respective incentives.

6.2 Achieving Investment Targets

Tax incentives and concessions are provided to acquire specific objectives and benefits

for the economy of the host country. The effectiveness of a tax incentive scheme is

determined by the extent to which each tax incentive tool improves investment incentives.

Thus, tax incentives should be designed with a targeted investment in mind. Failing to

match a tax incentive to the most suited investment type generally results in leakages,

unwanted, distortions and failure to achieve desired objectives. For example, tax holidays

that attract short-term investment to make quick profits, are commonly abused. Such
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short-term businesses do not seek to establish themselves in the economy, and therefore

bring very little benefit to the host country. Further certain investors regularly inflate

workforce numbers purely to qualify for employment related tax incentives.

6.3 Tightening Qualifying Criteria

At the very inception of the BOI, a key criterion for eligibility for tax incentives was that

"the entire cost of the project should be funded from abroad", which has since been

relaxed and at present, no such stipulation is made. This practice needs to be revisited,

as one of the key objectives of offering tax concessions to new investment is to attract

new foreign capital via FDI. It has also been contended that certain foreign investment

projects receiving BOI approval in fact raised much of their funding requirements from

domestic commercial banks, instead of a new inflow of capital from abroad.

In this context, as an important area to consider is the provision of incentives in line

with the proportion of foreign capital brought into the project, considering the present

and future need for larger foreign capital inflows to bridge the country's savings-

investment gap. The tax incentives regime should be tailored to incentivised foreign

inflows of new capital, rather than raising of finance domestically.

Sri Lanka would need to strongly consider introducing a minimum percentage threshold

of foreign capital that must enter a project at its inception in order to qualify for incentives.

This will be important to ensure that the country attracts those projects which will

bring in significant foreign capital into the country, and granting of incentives in line

with the level of this initial foreign capital component. Yet, this does not mean that a

constant minimum foreign capital component (i.e., foreign ownership rule) should be

enforced - it is both impractical for the firm and hard to monitor for the tax authority.

6.4 Better Targeting and Categorization

In keeping with government's stated policy direction, there is an immediate need to

promote private investment into lagging regions (regions outside the Western, North

Western and Southern Provinces) and  for  promoting specific industries like fisheries

(processing, canning, cool rooms, ice plants), tourism, palmyrah-based industries, SMEs,

etc., in conflict-affected and other lagging regions. In keeping with these objectives, a

useful consideration would be the adoption of more time-bound tax incentives. The aim
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of this time-bound incentive structure would be to kick-start employment generation

more rapidly in chosen geographical areas, and chosen productive sectors. Such

mechanisms have proved effective and successful in several other countries.

7. Monitoring of Tax Incentives

All forms of tax incentives are prone to abuse and tax planning which most often leads

to tax evasion and avoidance. This is especially important during a period of heightened

concern over revenue leakages and its impact on the budget deficit. Sri Lanka needs to

ensure continuous monitoring not only to ensure tax compliance with pre-approved

conditions but also to minimize tax abuse.

7.1 Pre-approval Assessment

A system of comprehensive cost-benefit analyses prior to new project approval was in

place during the time of the GCEC, but has now been sidelined in favour of greater

speed of approval, considering the number of projects coming in daily. It is debatable

whether such a system ought to be revisited, but it is clear that cost-benefit analyses

should be carried out by the BOI before granting of incentives, so as to ensure that

projects being granted tax concessions are providing maximum economic benefit to the

country.

Part of this pre-approval process should also include a robust assessment of the sensitivity

of the prospective investor to tax incentives. Often, government officials who feel strongly

on the effectiveness of tax incentives are largely basing this view on their frequent

interactions with investors, who bargain hard to maximise on the incentive offering.

They would need to assess at what level of incentive the investor would be satisfied

with, if it is to come alongside a reasonably low and transparent tax regime in general,

in an overall favourable investment climate accompanied by progressive and consistent

policies.

7.2 Tax Registration

Over the years since the establishment of the BOI, a challenge has been to ensure that

BOI projects enjoying tax holidays migrate to the mainstream tax fold (under the ambit

of the IRD) once their tax holiday period ends. While it is stipulated by the BOI that all

enterprises registered with them must file income tax returns with the IRD, regardless
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of their tax holiday status, interviews with IRD officers indicate that currently this is

observed largely in the breach. Additionally, it must be recognized that regular revenue

officers are naturally less motivated to monitor the tax compliance status of BOI

enterprises, as many of these are on tax holidays and bring in little or no revenue (which

in turn impacts the officers' annual incentives). These IRD officers are naturally more

likely to focus their time and attention on files that actually bring in revenue. Therefore,

it is an imperative to have a set of officers with a specific focus, to achieve this task.

7.3 Compliance Certification

Another administrative concern when granting tax incentives is to ensure whether

investors fulfill conditions that were initially agreed upon to gain relevant incentives.

There is a need for a more systematic and frequent monitoring of all BOI projects, to

ensure that such conditions - for example, maintaining the agreed employment level

throughout the tax holiday period - are adhered to throughout the lifetime of the project.

Monitoring and evaluation cannot be conducted on an ad-hoc basis, and should not

focus only on investigation of enterprises that are reported to be in breach of an

agreement. There is a need for a scheme which ensures this monitoring process is more

methodical and frequent.

To strengthen continuous monitoring, there could be a form of 'Renewable Certificate'

scheme. Such a scheme could be designed such that a 3-year 'Renewable Certificate' is

issued at the commencement of a project, where renewing the registration of the project

and continuance of the accompanying tax concessions will depend on maintaining the

requirements agreed to, at the time of registration. Under this scheme, if an enterprise is

found in breach, the BOI would be able to take appropriate action, including revoking

tax concessions offered after appropriate investigation, warning and a grace period to

address issues. The 'Renewable Certificate' scheme will ensure that there is a monitoring

process which is ongoing, formalized and institutionalized.

7.4 Information Sharing

Overall, the monitoring of the performance and compliance of BOI enterprises enjoying

tax concessions needs strengthening, and information sharing among relevant authorities

would be a critically useful step in this regard. For instance, the BOI Monitoring and

Evaluation Department could have a dedicated officer in charge of creating and
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maintaining a formal linkage with the IRD and Customs. This officer will carry out

periodic information sharing of key data with the IRD (e.g., on the tax compliance

status of BOI enterprises that have completed a tax holiday phase, as well as on their

latest operating status - in commercial operation, suspended, cancelled, closed, etc.).

Some form of 'Cross-Agency Cells' in each of the relevant institutions - BOI, IRD and

Customs - could prove useful to enabling such information sharing, where these cells

would consist of an officer and/or officers from each of these institutions, to facilitate

better sharing of information.

7.5 Accountability of Tax Incentives

Since the establishment of the GCEC or the BOI thereafter, there was no formal mechanism

to provide to parliament, comprehensive information on the tax concessions provided

to FDI projects; an estimate of the foregone revenue from these concessions; and the

estimated benefits accrued to the economy from these projects. As far back as 2010, the

CCC called for greater accountability in tax incentives granted and recommended that

a comprehensive study be carried out to ascertain the development benefits (e.g.,

employment generation, net foreign currency earnings) against the revenue foregone,

prior to making any fundamental changes to tax incentives policies.

To enhance accountability, the PTC (2010) recommended that an estimate of tax revenue

forgone as a result of tax concessions should be tabled in Parliament annually - a

document called a 'Tax Expenditure Statement' or a 'Statement of Revenue Foregone'.

Private sector groups, like the CCC, further reiterated this throughout 2016. In a

progressive move, Sri Lanka adopted this practice for the first time in the 2017 Budget,

with a dedicated annex containing a 'Tax Expenditure Statement' (Ministry of Finance,

2016).

While this contains aggregate data on tax expenditures, the next step needs to be to

provide transparency at a disaggregated level. In its latest Budget submission (in 2017),

the CCC had observed that, "often individual firms lobby different parts of government

for special tax concessions or discretionary tax treatment for their business. This

encourages rent-seeking behaviour as well as the likelihood of negative spill-over effects

on other firms or sectors". It argued for greater transparency in all incentives by
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publicizing all tax incentives granted to individual companies or requests for tax

incentives received by government from individual companies.

However, it must be recognised that it is nearly impossible to assess the marginal benefit

of tax incentives offered - i.e., what the additional investment that came in because of

the tax incentives alone or, in other words, if the investment would have come regardless

of the incentives.

8. Industry Arguments

Over the past seven years since the end of the armed conflict, business associations have

been actively engaged in advocating for a reshaping of the tax incentives landscape,

anchored to the paradox outlined at the start of this paper. With an aim to providing an

insight into these perspectives, this section draws out salient arguments from the

submissions made by the  CCC to the Ministry of Finance during the annual Budget

formulation process.

In 2010, the private sector strongly advocated for operating a low tax rate regime as

opposed to a regime mixed with incentives and exemptions. The representations made

to government advocated for limiting tax holidays to investments made in specific

geographical areas like Northern and Eastern Provinces that required special attention

post-war.

The private sector body had also recommended that the practice of continually enhancing

or extending existing tax holidays enjoyed by BOI enterprises should be discontinued. It

also reiterated that investment projects catering to the domestic-market should not qualify

for tax holidays.

By 2011, the CCC was stressing the need to restrict tax incentives only to FDI in

strategically important sectors identified through a public-private dialogue process, and

discontinue the practice of granting outright tax holidays to BOI companies. The CCC

had proposed that a qualifying payment relief be granted for a limited duration for

investments in identified strategic sectors, and that all other investments should be levied

a single and low corporate tax rate. To encourage investments as a part of the overall

drive to increase the productive capacity of the economy, the private sector grouping



181

Tax Incentives for FDI: Conceptual and Practical Issues

recommended offering 'accelerated depreciation allowances' as a more feasible alternative

to granting income tax incentives for new investments and achieving productivity

improvement. In the next years Budget, depreciation allowances will be expanded across

many industries. In subsequent years, this idea gained further traction.

By 2016, the private sector had become increasingly weary of ad-hoc tax changes,

particularly the imposition of punitive taxes like the 'Super Gains Tax' of 2015 as a

means of meeting urgent revenue needs. The CCC recommendations on investment

incentives emphasized that no new tax holidays should be granted given the revenue

erosion resulting from such incentives and the very low tax revenue to GDP ratio in Sri

Lanka.  Furthermore, it recommended that any tax concessions which had been granted

should be strictly time-barred and should not be extended. The CCC had begun

advocating for a look beyond tax factors to non-tax factors, observing that, "investments

should be drawn by creating an attractive investment climate rather than by offering

incentives, as experience has shown that the former is found to be more effective". The

group called for using accelerated depreciation more, than relying on tax holidays.

By 2017, these ideas had gathered further momentum and the primary recommendation

being made was to move away from 'profit-based incentives' like tax holidays to

'expenditure-based incentives' focussed on new investment creation. The CCC was of

the view that "investment incentives need to achieve the policy objective of raising foreign

investment levels and new capital formation". The CCC advocated that no further tax

holidays be granted beyond what the government has already contractually obliged to

fulfill, and for new investments it should be expenditure-based incentives like investment

relief, accelerated depreciation and loss-carry forward.

9. Way Forward

The key policy dilemma facing the government at this time is reforming the tax incentives

regime for FDI balancing regarding two challenges. On one hand, the context of

heightened revenue pressures and fiscal consolidation agreed to under an IMF

programme, and on the other hand the need to substantially increase foreign investment

to the country from the current low levels of under US$ 1 billion per year.
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Tax holidays and other tax incentives for investment have been granted since 1977 in

pursuit of greater export-oriented industrialisation, but have eroded the tax base and

have not yielded the expected rise in FDI.  A re-thinking of the tax incentives regime is

certainly warranted at this time.

Yet, Sri Lanka should be cautious of effecting dramatic reductions in tax incentives as it

could have an adverse impact on FDI attraction. It is claimed by the BOI that a sharp

scale-back of tax holidays in 1994 (without a concomitant cut in corporate taxation to

compensate it) had caused a drop in new FDI, and tax holidays had to be subsequently

reintroduced. More recently, a freeze on the tax incentives regime in April 2016 saw

FDI falling sharply to multi-year lows.

Incentives, do act as powerful signals to potential investors. Particularly in a country

which seeks to change its image from one that was previously not very attractive to

investors due to negative factors like the war, to one that is actively seeking new investors

and is actively facilitating private enterprise growth in general, and FDI in particular.

Tax incentives do have a signaling effect on the government's commitments to stimulate

FDI, and as well as on the sectors and types of economic activity that are being promoted.

Whereas, an overall low corporate income tax regime may not have the same effect.

Taking such issues into consideration, Sri Lanka needs to make the entire tax incentives

regime "smarter" - with reforms ranging from how tax incentives are designed, what

policy (economic development) goals they are trying to achieve, and how they can be

monitored to ensure value-for-money. This chapter advocates for a shifting away from

a strategy of blanket tax holidays to a more targeted approach consisting of capital

allowances and investment relief. By targeting current capital spending, investment

allowances causes less revenue leakage to the exchequer than would a tax holiday, and

it promotes new investment instead of giving a windfall gain to owners of old capital

(as does a reduction in tax rates). As part of a more strategic approach, Sri Lankan

authorities need to look at how the type of tax incentives on offer influence the

composition - not just the overall level - of FDI; whether it is greenfield investment,

mergers and acquisitions, or simply reinvested earnings.
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While corporate income tax rates in Sri Lanka have steadily fallen - now at 28% -

numerous additional taxes (like 'Nation Building Tax' and 'Super Gains Tax') as well as

ad hoc tax changes have made the tax environment, still very complex and costly. An

overall tax reform effort -- like the one currently underway2 -- can negate the need for

generous and blanket tax holidays offered to foreign investors, and support the shift

towards more targeted tax incentives to achieve specific FDI and policy goals.

There are also new issues for Sri Lanka to consider, which have not been dealt with in

this chapter and warrant further inquiry. One aspect is the role that investors' home

country tax regime regarding overseas investment plays in determining their decisions

to invest in Sri Lanka. For this, a closer look at Sri Lanka's Double Taxation Avoidance

Agreements (DTAAs) would be. The other aspect is the emergence of global companies

in 'digital economy' sectors, ranging from knowledge process outsourcing (KPO) to

blockchain trade transactions. Almost all the incentives tools discussed here need to be

re-evaluated in the context of those sectors, where firms would be at possibly lower

levels of capital investment, have highly mobile operations, and engage in global virtual

transactions that are not easily understood by tax authorities.

A chapter on tax incentives would not be complete without acknowledging that they

are but one factor influencing foreign investors' decisions on investing in Sri Lanka.

While tax incentives can make investing in the country more attractive, they cannot

compensate for deficiencies in the design of the tax system or inadequate physical,

financial, legal or institutional infrastructure. The Government needs to consider its role

in improving the entire investment climate to encourage new foreign investment rather

than simply doling out tax benefits. Some of the medium to long-term factors that make

Sri Lanka an attractive FDI destination would be modernising regulatory frameworks,

streamlining business procedures, ensuring consistency and predictability in fiscal policy,

and improving the overall business climate.

2 At the time of writing, the Ministry of Finance - with technical input from the IMF - had begun preparing a new
Inland Revenue Bill that updates and streamlines the country's tax code.
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7
Is the Tax System SME-Friendly? : Evidence from a Firm-Level Survey1

Anushka Wijesinha and Raveen Ekanayake2

1.  Introduction

Small and Medium Enterprises (SMEs) form the backbone of the majority of economies

across the world. Although smaller in size, when aggregated, SMEs contribute a bigger

share to the economy than large enterprises. Most large companies have their roots in

SMEs, suggesting that the SMEs of today form the foundations of large companies in

the future. SMEs are perceived as the seedbed for indigenous entrepreneurship, and

thus, must be nurtured to ensure that they blossom into vibrant enterprises. Given the

important role that SMEs play in the development process through the mobilization of

domestic savings, and the contribution they make towards poverty reduction efforts, it

is important that developing countries create a conducive environment for SMEs to

grow by strengthening factors  which lead to business success and address bottlenecks

and threats which threaten and stifle their very existence and their advancement

(Atawodi and Ojeka, 2012).

In most high-income countries SMEs contribute close to 50% of GDP and employ over

60% of the labour force. In developing countries the picture is however different, with

SMEs accounting for only 17% of GDP and employing around 30% of the workforce.

Whilst there exist a large number of microenterprises and a number of large enterprises,

SMEs only constitute a handful (Ayyagari et al., 2003). This phenomenon in developing

countries has been termed as the 'SME gap' or the 'missing middle'. Numerous studies

have been carried in developing countries to ascertain the drivers behind this 'missing

middle'; however no study has honed in on a single causality, rather, different studies

1 This paper draws from the 'Sri Lanka Country Report' prepared by the authors under the 'Tax Policy and Enterprise
Development in South Asia' (2014), a five-country study supported by the International Development Research
Centre (IDRC), Canada and coordinated by the Governance Institutes Network International (GINI), Pakistan.

2 The authors acknowledge the research assistance provided by Ms. Dilshani Ranawaka in preparing this present
paper.
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cite different reasons. Tybout (2000) argues that it is because consumers of developing

countries demand different kinds of goods. Other studies such as Rauch (1991) and

Klapper et al. (2006) cite that it is as a result of costly business regulatory environments

where only large firms can survive and others have to 'fly under the radar' by staying

small and informal. In line with the latter, taxation has been cited widely as a key

regulatory obstacle that contributes to the stifling of investments and enterprise

performance.

2. A Review of Literature

Taxation and Enterprise Growth

In the words of former United State Supreme Court Justice, Oliver Wendell Holmes,

1904, 'Taxes are what we pay for a civilized society'. Governments require a steady

source of funding to finance social programs and to undertake public investments to

foster economic growth and development. Programmes such as the provision of

healthcare, education, infrastructure and other amenities are fundamental in collectively

moving towards a common goal of a prosperous, functional and an orderly society. It is

a well-established fact that the taxation of businesses and individuals provide a vital

stream of finance, which enables governments to undertake such activities.

In this contemporary era, private enterprises play a central and dynamic role in the

process of economic development. Companies employ workers, improve their skills and

knowledge base, buy from local suppliers and provide products and services that enhance

people's lives and standard of living. Being beneficiaries of government-funded services,

whilst being profitable, it is most often the case that private enterprises in both developed

and developing economies around the world are expected to oblige by paying their

dues to governments in the form of taxes (Atawodi and Ojeka, 2012).

Whilst taxation is essential to ensure the delivery of vital government services and provide

public goods, it has a direct bearing on private enterprise growth. In many low-income

economies, access to and the cost of credit are major constraints to enterprise growth.

This is particularly true for smaller enterprises. Under such circumstances, taxation

impacts private investment in two ways. Firstly, it reduces the expected after-tax revenue

from a given investment project and secondly, it reduces the availability of investment

finance. Even if an adequate number of profitable investment projects were available,
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high business taxation is likely to adversely impact the level of private investment by

constraining investment finance. A cross-country study by Djankov et al. (2010) in 85

developing countries finds that corporate tax rates are correlated with investments in

manufacturing, as well as the size of the informal economy.

Tax Concessions and Enterprise Growth

In taxing private enterprises, two broad approaches exist. One such approach is to

apply a uniform tax across all forms of businesses whilst applying a low tax rate. The

other approach is to tax various business activities differently to achieve certain economic

policy goals, such as increase private investment, exports or employment. The latter

approach is typically implemented through fine-tuned incentives (Chen and Reinikka,

1999), particularly in the form of tax concessions. Tax concessions could be defined

broadly as preferential tax treatment for certain types of firms or entities and is a common

feature in both developed and developing countries. It is often the case that concessions

are granted to promote investment (in which case they may be termed "tax incentives"

or "investment incentives") in general or investment to achieve some desired policy

objectives (like promoting growth in lagging regions of the country). For example, tax

incentives in the form of corporate income tax (CIT) holidays for five-to ten-years may

be granted to firms  which export goods and services or those  located in the designated

areas or regions. In addition, exemptions may be allowed for import-related duties and

taxes on capital imports or intermediate inputs. In most developing countries, tax

incentives are specifically extended to foreign investors to catalyse FDI and bridge the

domestic savings-investment gap. In addition to tax holidays and duty drawbacks and

exemptions, developing countries also employ tax incentives such as concessionary tax

rates and accelerated depreciation allowances (UNCTAD, 2004).

Indirect Implications: Taxation and Informality

In addition to the direct impacts of tax rates on investment and enterprise growth, a

host of indirect implications of taxation on investment and enterprise growth also exist.

A number of empirical studies have highlighted that taxation is the core obstacle to the

formalization of business. Findings of these analytical studies are further reinforced by

the results of business surveys carried out in developing and transition economies. The

PwC-World Bank publication of 'Paying Taxes' reports that 90% of companies surveyed

cite weaknesses in domestic tax systems as the major obstacle for business. Within this,

main reasons cited are: the large numbers of business taxes to pay; complex and lengthy
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administrative procedures; complex legislation; and high tax rates. The report finds

direct correlation between burdensome taxation and the incidence of informality.

Country specific surveys in South Africa show that paying taxes and bureaucratic

procedures associated with formalization and other levies are the main drivers of the

informal economy. Likewise in Kenya, Pakistan, Ukraine and Bulgaria, taxation and

associated tax burdens top the list of business obstacles that discourage formalization.

Indirect Implications: Compliance Costs

High tax burdens are not necessarily associated with high tax rates. Rather, tax

compliance costs can also prove a substantial expense that adds to the cost of formalizing

small businesses. A compliance cost survey in New Zealand, a country with a modern

and highly efficient tax administration, revealed that businesses allocated over 41% of

total compliance costs to tax-related compliance. Compliance costs as defined by Stanford

(1989) [cited in IFC, 2007] refers to costs incurred by taxpayers or by third parties such

as businesses in meeting the requirements of the tax system over and above the tax

liability itself and over and above any harmful distortion of consumption or production

to which the tax may give rise. From a business's point of view, compliance costs includes

costs associated with collecting, remitting, and accounting for tax on the products and

profits of the business and wages and salaries of employees. It also covers costs associated

with acquiring knowledge/information such as legal obligations and penalties that enable

companies to undertake proper compliance. In light of the above, compliance costs

have both monetary and non-monetary elements which could be broadly categorized

into monetary costs (e.g., fees paid to lawyers, accountants, tax advisors, salaries for

staff engaged in filing tax returns, tax literature and software); time costs (i.e., time

spent studying tax legislations, preparing tax audits and preparing appeals); and

psychological costs such as stress and anxiety arising from compliance related activities

as well as frustration on account of taxpayer harassment by authorities.

Studies have also found that tax compliance costs are highly regressive and can place a

higher burden on formalized small enterprise (IFC, 2007). These studies argue that

compliance costs are frequently inequitable in their incidence and in particular the

compliance costs of business taxes fall heavily on smaller enterprises, thus, are resented

by the smaller entrepreneurs forming a seedbed for tax evasion.
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Taxation of Enterprises in Sri Lanka - An Overview

The contemporary manifestation of the Sri Lankan tax regime could be traced back to

1932, with the introduction of income tax under the British rule. Over time, the tax

regime has undergone numerous changes in response to both domestic and global

developments. At the time of conducting this study, Sri Lanka had deployed a total of

16 indirect and direct tax instruments and levies aimed at mobilizing revenue

domestically. VAT contributes the lion's share of total revenue (46.3 %) followed by

income tax (both personal and corporate income tax) that accounts for 37.3 %,3 out of

which roughly half is corporate income tax. The tax regime draws its legal base largely

from the Inland Revenue Act No. 10 of 2006, the Value Added Tax Act No.14 of 2002,

the Nation Building Tax Act No. 9 and the Strategic Development Act No.14 of 2008

and their subsequent amendments. In the current context where enterprises are

concerned, the three most pertinent taxes are Corporate Income Tax (CIT), VAT and

NBT and the IRD administers these.

Corporate Income Tax ( CIT)

Corporate income tax is charged on the basis of the provisions of the Inland Revenue

Act No. 10 of 2006 as amended by Inland Revenue Amendment Acts No. 10 of 2007, 9

of 2008 and 19 of 2009. The Inland Revenue Act provides the legal authority to charge,

levy and collect income tax on the profits and income of every person. For the purpose

of income tax, enterprises are classified as follows; (a) individual/sole proprietorships,

(b) partnerships and (c) companies registered under the Companies Act No. 7 of 2007.

At the time of the study, individuals/sole-proprietorships whose statutory income does

not exceed LKR 500, 000 per annum are not liable to pay income tax. For those whose

income exceeds this threshold they are liable to pay a tax at a progressive rate ranging

from 8% through to 24%. In the case of partnerships, the enterprises taxable profit is

taxed at a fixed rate of 8% per annum. However, individual partners are liable to pay

tax should their statutory income exceed the LKR 500,000 threshold. For companies

registered under the companies act, a standard flat rate of 28% is applicable irrespective

of the taxable profit threshold.

3 These figures are for 2014. More recent figures for 2015 are available, but are not used here due to the skewed
revenue collection in 2015 generated from Super Gains Tax and other one-off taxes imposed introduced via the
Interim Budget of 2015. Figures extracted from Inland Revenue Department Performance Report 2014.
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Value Added Tax (VAT)

VAT is a tax on domestic consumption of goods and services, and it replaced the GST,

which was also a similar tax on consumption. The goods imported into Sri Lanka and

goods and services supplied within the territorial limits of Sri Lanka are the subject

matter of this tax. It is a multi-stage tax levied on the incremental value at every stage in

the production and distribution chain of goods and services. The tax is borne by the

final or the ultimate consumer of goods or services. It is an indirect tax and the

Government will receive at the end, through all the intermediary suppliers in the chain

of production and distribution, an amount equal to the amount paid by the final

consumer. At the time of the study, Sri Lanka employed two VAT rates, a standard rate

of 12% and a zero rate for goods and services which are deemed essential commodities

such as essential food items, medicines and medical services as well as intermediary

inputs used in exports. Enterprises are liable to pay VAT if turnover exceeded LKR 3

million per quarter or LKR 12 million per annum. VAT is exempted for enterprises

engaged in trading (i.e., buying and selling) other than those enterprises that record a

quarterly turnover in excess of LKR 500 million.

NBT is a tax similar to VAT and is payable by every person (individual, company, body

of persons) or partnership who imports any article (other than any article in the personal

baggage) into Sri Lanka; or carries on the business of manufacture of any article; or

carries on the business of providing a service of any description. At the time of the

study, an enterprise was liable to pay NBT only if their turnover exceeded LKR 650, 000

per annum.

Tax Compliance

Whilst for the purpose of taxation enterprises are categorized and differentiated tax

regimes are applied, in terms of compliance all enterprises must follow a uniform process.

Compliance requires that enterprises/individuals liable for paying taxes open a tax file

with the IRD and obtain a Tax Payer Identification Number (TIN) upon the submission

of the company registration certificate and annual income statements for the past three

years. Enterprises liable for paying VAT are further required to obtain a VAT certificate

and VAT Registration Number. CIT returns must be filed annually on a self-assessment

basis and paid in five monthly installments. VAT returns must be filed and paid on a

quarterly basis. Sri Lanka has also introduced a simplified value added tax scheme

(SVAT), with the aim of eliminating difficulties enterprises faced in obtaining VAT refunds
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on intermediary inputs. Under this scheme, where trade takes place between two VAT

registered companies, a SVAT voucher is exchanged in place of paying money.

Tax Incentives, Holidays and Concessions

The government of Sri Lanka has offered, and continues to offer, a wide array of fiscal

incentives to enterprises with the objective of encouraging both domestic and foreign

investments in selected priority sectors. Enterprises can qualify for the fiscal incentives

under the automatic approval route, where predefined fiscal incentive packages can be

accessed upon the fulfillment of predefined eligibility criteria. A second route is via the

Strategic Development Projects Act (SDP), where customized fiscal incentive packages

could be offered to enterprises on a case-by-case basis by the Minister of Finance and

Planning subject to parliamentary approval.

For projects falling under the automatic approval route, the sole authority responsible

for granting these fiscal incentives is the IRD. The BOI, the country's apex investment

promotion agency, can recommend enterprises when they are deemed as fit to receive

these benefits. However, the sole discretion of whether or not to offer tax exemptions

concessions now rests with the IRD. For projects falling under the SDP Act, once again

the BOI identifies and recommends projects. However, parliamentary approval is essential

and concessions are administered by the IRD.

Fiscal incentive packages largely encompass corporate income tax holidays, concessionary

tax rates, VAT and NBT exemptions and Customs Duty Exemptions. Accessing these

packages is dependent upon meeting eligibility criteria such as investing in an identified

priority sector, meeting minimum investment thresholds, value addition and export

performance requirements.

Successive government budgets of 2011, 2012 and 2013 have seen a number of tax

concessions/exemptions being extended specifically directed at SME development.

Enterprises registered under the Companies Act with a profit/income of less than LKR

5  million per annum are exempted from paying CIT. An individual/partnership with

an annual liable turnover/ supplies not exceeding LKR 12 million, from all the businesses

are exempted from paying both VAT and NBT. Furthermore, individuals who return

from foreign employment and invests his/her savings to commence new businesses are
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exempted from all taxes payable on turnover and on the profits and income from all

such new businesses for a period of 5 years.

A number of identified 'priority' economic activities have also been offered special

concessionary tax rates, irrespective of performance requirements. For instance, the tax

rate on profits from poultry farming are taxed at a reduced rate of 10% per annum,

profits and income of enterprises engaged in activities such as the manufacture of organic

bulk tea, operation of mini hydro power plants or other alternative energy source will

be taxed at the concessionary rate of 12%. Locally manufactured products out of coconut

waste (coco peat, coir fiber, grow pellets, grow bags, twist fiber, coconut husk) will be

exempted from VAT.

SME-Friendly Provisions

A number of changes under tax-deductible expenses have also been accommodated in

view of assisting SMEs. With the aim of helping SME startups, new enterprises

anticipating to generate a turnover not exceeding LKR 500 million are allowed to deduct

the pre-commencement expenses (from the total statutory income of the year of

commercial operation) incurred in the year of assessment immediately preceding the

year in which the enterprise commences commercial operations.

Special provisions have also been given on tax-deductible depreciation allowances. The

cost of acquisition of any plant, machinery or equipment acquired on or after April 1,

2013 for a) technology upgrading purposes or introducing any new technology will be

allowed for deduction at 50% per year; b) energy efficiency purposes, which provides

more than 30% of the total requirement of the power generation out of alternative energy

resources will be allowed for deduction in full; c) any export industry will be allowed

for deduction at 50% per year. In view of stimulating innovation through research and

development (R&D), R&D expenditure carried out through both government and private

institutions are eligible for a triple deduction (300%) for tax purposes.

Being the sole authority responsible for tax administration, the IRD in late 2012,

commissioned a 'one stop shop' for tax facilitation at the IRD Head Office. This new

initiative provides tax consultancy services for the general public as well as for registered
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taxpayers across the country free of charge. SMEs in particular are encouraged to avail

this service to minimize compliance cost.

In the past, Sri Lanka's VAT refund mechanism had come under stiff criticism for not

processing input VAT refund fast enough leading to enterprises facing severe cash

difficulties. SME exporters in particular would face severe working capital shortages

bearing adversely on their day-to-day operations. The SVAT scheme mentioned earlier

was introduced in 2011, with a view to eliminating the need for enterprises to lock in

cash for VAT payments.

Research Methodology

For the purpose of analyzing the impact of tax policy and administration on SMEs in Sri

Lanka, the study adopted both quantitative and qualitative research methodologies. At

the outset, key informant interviews (KIIs) were conducted to ascertain background

information pertaining to both the contemporary tax regime and to obtain the perception

of key informants relating to pressing tax issues faced by SMEs. Subsequent to the KIIs,

a harmonized firm-level survey questionnaire was administered to obtain enterprises'

perceptions on the tax system. With the aim of soliciting feedback on research results

from a policy perspective, and to ensure that recommendations are reflective of ground

realities, focused group discussions were carried out with senior civil servants, tax

consultants and industry representatives.

3. Survey Findings

Survey Background Information

The enumeration of the harmonized questionnaire was carried out over a period of 10

weeks between September and November 2013 and was administered across three

districts in the Western Province of Sri Lanka, namely Colombo, Kalutara and Gampha.

A total of 150 enterprises were surveyed. The Western Province was selected based on

the fact that the province is the largest contributor to the country's GDP and where

much of the country's business activity is concentrated and is home to a diversity of

industries in varying sizes. For formalized firms, the sampling frame was drawn from

the database of registered SMEs with the National Chamber of Commerce of Sri Lanka

(NCCSL). For informal sector firms, the sample was drawn from a database maintained
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by the Institute of Policy Studies of Sri Lanka (IPS). A pre-testing of the survey instrument

was carried out prior to finalization of same, to streamline the instrument for better

survey results. The questionnaire used and template for data entry was informed by Dr.

Kavita Rao of the National Institute of Public Finance and Policy (NIPFP) in India, as

the Sri Lanka study was part of a wider South Asian study. For the purpose of preliminary

data analysis, STATA and Microsoft Excel were utilized.

4. Enterprise Characteristics

Formality Status

Formalizing a firm in Sri Lanka implies that the company is registered either with the

Registrar of Companies (central government authority) under the Companies Act of

No. 07 of 2007 as a limited liability company, a partnership, or a sole proprietorship; or

with the relevant Provincial Council in the area of operation. Among the firms surveyed,

89% operated in the formal sector, while 11% of enterprises had not registered themselves

with either of the entities.

Ownership Pattern

The ownership pattern of the 134 formalized firms is displayed below. The greater

majority of firms surveyed are sole proprietorships.

Table 1
Ownership Structure of Enterprises

Type of Firm No. of Enterprises Percentage (%)

Limited liability 6 4.48

Sole Proprietorship 121 90.3

Partnership 5 3.73

Cooperative 1 0.75

Others 1 0.75

Total 134 100

Source: Central Bank of Sri Lanka, Annual Report, various issues.
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Enterprise Size

At the time of the study, Sri Lanka did not have a nationally accepted and applied

definition of what constitutes an SME. Various institutions (both public and private)

adopted various definitions in administering their programmes. International experiences

suggest that there exists no universally accepted definition; rather, various countries

have adopted various definitions to suit their domestic context. Commonly used definition

of classifying enterprise size range from turnover, number of employees and size of

capital invested.

Enterprise Size: Turnover

The figure below provides a breakdown of surveyed enterprises categorized by turnover.

Table 2
Number of Enterprises by Monthly Turnover

     Turnover (in LKR) Number of Enterprises

0-20,000 2

20,000-50,000 2

50,000-100,000 19

100,000-200,000 37

200,000-300,000 24

300,000-500,000 22

500,000-1,000,000 10

1,000,000+ 8

Total 124

Note: 26 enterprises did not disclose turnover figures.

Enterprise Size: Number of Employees

The table below provides a breakdown of surveyed enterprises categorized by number

of employees.
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Table 3
Number of Enterprises by Persons Employed

     Persons Employed Number of Enterprises

0-10 102

10-30 38

30-100 6

100+ 4

Total 150

5. General Tax Status and Overall Tax Compliance

For the purpose of paying taxes, enterprises must be registered with the  IRD by obtaining

a TIN. Of the 150 enterprises surveyed, only 38% had got themselves registered with the

IRD. This may be reflective of the fact that many of the enterprises operate below the

taxable income/turnover threshold. As there is no mandatory requirement for every

enterprise to be IRD-registered, many of the enterprises surveyed were outside the ambit

of the IRD. Of the enterprises registered with the IRD, 36.8% employed the services of

specialized persons to handle tax-related matters for them.

The survey revealed that only 41% of the enterprises were paying taxes, while 51%

were not. Meanwhile, the majority of enterprises that were paying taxes were paying

Corporate Income Tax - 52 enterprises out of 104. A fewer number (39) were paying

VAT. A handful was paying other taxes like Withholding Tax (probably on savings

instruments like fixed deposits) and Excise Duty.

6. Reasons for Not Paying Taxes

The majority of enterprises (93%) stated that they do not pay tax owing to their turnover

or income being below the tax-free threshold level. This complements findings from the

KIIs indicate that the threshold for income tax (LKR 500,000) and for VAT (turnover of

LKR 650,000) was very high. Looked at differently, however, the high taxable income/

turnover threshold could be interpreted as a de facto tax concession aimed at assisting

SMEs. Figure 1 below indicates the key reasons given by survey respondents on why

they are not paying taxes.
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7. Perceptions on Tax Structure

At the time of the survey, Sri Lanka deployed a total of 16 direct and indirect tax

instruments. As can be noted from the table below, an overwhelming majority of

respondents (96%) agreed or strongly agreed that the prevailing number of taxes/the

number of instruments deployed is too high. This was further reiterated in the KII findings.

Figure 2
Perceptions on "Is the Prevailing Number of Taxes too High?"

Figure 1
Key Reasons Cited By Respondents For Not Paying Taxes
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Moreover, on the question of whether prevailing tax structure was cumbersome and

hurting their business, an overwhelming majority of firms (96%) agreed or strongly

agreed that the prevailing tax laws and procedures to fulfill compliance are too complex.

This further reinforces the views expressed during the KIIs. For instance, the ad-hoc

nature in which tax exemptions, concessions, and special provisions are granted has

made it difficult to interpret tax laws, and the current compliance system is complicated

and long drawn.

8. Perception on Revenue Administration

The survey also explored enterprises’ perceptions on various dimensions of tax

administration - from competence of tax officials, to taxpayer friendly nature. In a positive

indication of the confidence of enterprises in the competency of tax officials, over 60%

of survey respondents were of the view that the tax revenue administration is manned

by competent officers. Around 38% neither agreed nor disagreed, and this may be either

due to the fact that many of the survey respondents do not have much interaction with

revenue authorities as they operate below the taxable income/turnover threshold or

that they file tax returns with the aid of tax consultants.

On questions around the fairness of IRD staff towards SMEs, the majority of respondents

(75%) were neutral (neither agreed nor disagreed) about the staff of the revenue

administration operating fairly towards SMEs, while 25% of respondents agreed.

9. Tax Exemptions and Concessions

A number of SME-specific tax incentives and concessions have been introduced over

the past several years (see section on KII findings). According to Wijesinha (2011), the

National Budget 2012 contained the most number of SME-focused tax concessions in

recent Budgets; for instance, a four to six year tax holiday for new and existing SMEs

based on the level of new investment (LKR 25-200 million). Yet, of the 150 firms surveyed,

97% of firms responded that they do not receive tax incentives or concessions. A mere

1% of the enterprises surveyed have received tax incentives/concessions during project

implementation.
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Figure 3
Tax-related Support That Should be Provided by the Government

This may be an indication of the fact that firms may not be aware of the exemptions and

concessions available to them or that the minimum investment thresholds were too

high. KII findings revealed that more large established firms are better able at taking

advantage of these incentives and concessions with the advice and guidance of

professional tax consultants and advisors. A deeper analysis is needed on  which the

factors are most influential in explaining this - the minimum investment thresholds

being too high; lack of awareness and education; absence of tax advisors to guide SMEs

to take advantage of these; willfully avoiding taking advantage, as it forces tax

registration, in order to stay below the radar, etc.

On questions of what types of tax-related support that the Government should provide

for  SMEs like theirs, most respondents said that 'reduced tax rates' would be the main

incentive (145 responses), followed by 'granting tax holidays' (128) and 'granting tax

exemptions' (126). Meanwhile, an equally high number as those calling for tax holidays

and exemptions said they would like to see 'strengthening the services of tax authorities

towards SMEs'.
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10. SMEs and Value-Added-Tax (VAT)

The greater majority of firms surveyed (95%) are not VAT paying firms. This is likely

driven by the fact that they are below the VAT-liable threshold.

Table 4
Status of VAT Compliance by Enterprise Turnover

Turnover (in LKR) Compliant Non-Compliant

0-20,000 0 2

20,000-50,000 0 2

50,000-100,000 0 19

100,000-200,000 0 37

200,000-300,000 0 24

300,000-500,000 0 22

500,000-1,000,000 2 8

1,000,000+ 4 4

Total 6 118

Perceptions of VAT Policy

The greater majority of respondents are of the view that VAT is burdensome to their

business. This is indicative of the fact that enterprises are not well educated relating to

the costs and benefits of VAT compliance. Non-VAT compliant enterprises may be able

to circumvent the payment of VAT on sales but are unable to reclaim VAT credits on

inputs, leading to increased costs. Furthermore, non-VAT compliant enterprises may

lose out on the opportunity to do business with VAT compliant firms as most VAT

compliant firms seek to trade with other VAT compliant firms, so that they can claim

input VAT refunds.

On specific reasons for not seeing VAT favourably, the majority of respondents were of

the view that VAT compliance leads to 'increased raw material costs'. A breakdown of

their perceptions is provided in Table 5 below.
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Table 5
Perceptions on Impact of VAT on the Enterprise

Perception                   No. of Responses                  Percentage (%)

Increased Raw Material Costs 108 72.29

Cannot Say 3 2.03

Complicated Procedures 13 8.78

Will Lower Sales in Domestic Market 2 1.35

More Documentation 1 0.68

Lower Exports 3 2.03

Will Reduce Competitiveness in Market 12 8.11

Others 6 4.05

Meanwhile, on the reasons for not being VAT compliant, the majority (130 enterprises)

reported that they 'gain no benefit', while a further 21 cited 'procedural complexities',

12 cited 'problematic VAT administration', and 15 cited the 'possibility of future

harassment by tax authorities'. 22 enterprises cited the 'lack of awareness' as a reason

for VAT non-compliance.

As many of the enterprises surveyed were not VAT compliant, responses to questions

around VAT refund difficulties, perceptions of VAT administration officials, and

friendliness of VAT regulations, are not particularly instructive. 99% of enterprises

surveyed said they had 'not faced difficulties in obtaining VAT refunds', 83% were

'indifferent' on the 'performance of VAT administration officials', and 91% were

'indifferent' or 'could not say' about friendliness of VAT regulations.

Yet, in a revealing finding was that on the frequency of visits by VAT officials, 95% of

enterprises had never been visited by them, and the rest had been visited quarterly, bi-

annually or annually. This has important implications for strengthening VAT compliance

and expanding the tax net. While enterprises may not be currently VAT-liable and

therefore may not be registered for VAT, not visiting them for long periods may make

tax administration officials miss out on finding enterprises that become VAT liable as

the business progresses.
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11. Findings from Key Informant Interviews and Focus Group Discussions

Perceptions on the Existing Tax Regime and SMEs

The majority of the respondents were of the view that the established tax rates are at

some of their lowest levels in the country's history and is consistent with creating an

environment conducive for enterprises to operate and flourish in. However, the sheer

number of taxes and levies; the complexity of the tax structure; compliance costs; and

corruption in the country's tax administration, were viewed as  more serious tax related

concerns on SMEs face.

Exemptions and Concessions

A number of tax relief packages and special provisions have been accommodated with

a view to assist SMEs. While most respondents interviewed did acknowledge that tax

concessions are useful for enterprise growth, they argued that much of these favour

large enterprises over SMEs. For instance, the size of minimum investment threshold

(LKR 50  million) to qualify for the generous fiscal incentive packages offered by the BOI

is well beyond the reach of SMEs. This bias towards large enterprises could be attributed

to the lobbying power of the organized larger players, as well as the collective bargaining

power of particular industry groups. The textile and garment industry is a good case in

point. The textile and garments industry, being the largest foreign exchange earner and

the industry that currently absorbs the largest proportion of labour, has been able to

collectively mobilize both large and small enterprises through the Sri Lanka Apparel

Exporters Association (JAAF) and lobby for substantial tax concessions.

Whilst there exists special provisions targeted at SMEs, respondents were of the view

that their availability has not been adequately communicated to SMEs. Many

entrepreneurs are unaware of the tax concessions/exemptions available to them. Often,

it is the larger more established players who are better able at navigating through the

tax incentives on offer and take advantage of them as they obtain expert advice from

tax consultants.

Respondents were also of the view that SMEs in particular have not been properly

informed of the benefits of formalizing and becoming tax compliant. Due to the lack of
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knowledge they opt to stay informal, which in effect stifles their growth potential.

Respondents were of the view that the IRD must engage more closely with potential

taxpayers, educate them, and create awareness in a bid to pull them out of the informal

sector.

The sheer numbers of taxes and levies, coupled with the ad-hoc nature in which tax

exemptions/concessions and other provisions have been granted, have made the tax

regime complex and difficult to understand even for qualified tax professionals let alone

SME owners. Whilst a 'One-Stop Shop' noted earlier has been set up to educate SMEs

about the tax regime and help them file returns, this service is only available at one

location - the Head Office in Colombo - and is only easily accessible to taxpayers in the

city and suburbs. Respondents were strongly of the view that this service should be

extended to other parts of the country, at least the rest of the Western Province to begin

with.

Complex Compliance

The whole process of tax compliance, from initial registration with the IRD all the way

through to the filing of returns and making payments is complex and long drawn,

according to respondents. At the outset, enterprises must register with different

departments within the IRD tasked with administering a particular type of tax/levy.

For instance, enterprises must register with the taxpayer service units for income tax,

the VAT unit for VAT, the NBT unit for NBT, and etc. Likewise, the handing over of tax

returns must be carried out in similar manner. This system entails filling a number of

different forms. The tax returns form itself is complex and difficult to understand, and

dealing with a number of different departments is a hassle for SMEs and leads to

duplication of work. Given such complexities, cash-strapped SMEs, with little extra

resources to employ tax experts and a team of accountants, opt to stay informal rather

than undergo compliance. In cases where SMEs had paid for consultants, the fees paid

to them had sometimes exceeded the amount of tax payable.

In view of redressing issues relating to compliance, respondents were of the view that

the tax system needs to be completely overhauled. One respondent remarked, "even a

non-technical person should be able to understand and fill returns on their own". The
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number of taxes and levies should be reduced in order to make it more comprehendible

to SMEs and the system of compliance be simplified and automated. In this way

enterprises should only need to interact with one department for registration, filing of

returns and payments, saving them both time and money.

Corruption

Corruption in the tax administration was another serious concern raised by respondents,

and many cited numerous instances of demands for informal payments, coercion,

harassment, and other malpractices by tax officers (particularly in district offices). Bribery

is especially prevalent when SMEs go to claim VAT refunds. Anecdotal evidence suggests

that over the years there have been many instances where businesses have been forced

to close down and the owners migrating overseas as a result of constant harassment by

tax officials. In such an environment, respondents argue that enterprises prefer to remain

informal and operate under the radar, to avoid such treatment by tax authorities.

Policy Inconsistency

Respondents remarked that Sri Lanka's tax policy was highly inconsistent. They observed

that over the past five years (at the time of the study) there have been numerous changes

to the tax structure, rates, and exemptions offered. Policy reversals are a common feature.

The lack of policy consistency instills fear in SMEs that once they formalize, they may be

subject to unfavourable policy conditions that they may never be able to get out of once

'caught in the tax net'. To avoid such situations, SMEs prefer to stay informal.

Weaknesses in the Dispute Settlement Mechanism

In 2012, through the Tax Appeals Commission Act No.23 of 2011, the Government

established an Appeals Commission empowered to hear all appeals in respect of matters

relating to imposition of any tax, levy or duty by the Commissioner General of Inland

Revenue, prior to proceeding into litigation. The present committee comprises of retired

judges of the Appellate Courts. Respondents are however of the view that the panel

members are not very well conversant with tax laws leading to misinterpretation and

may not serve the purpose of the Commission effectively. Furthermore, for a dispute to

be validated, a 25% of the tax assessment in question needs to be deposited with the

IRD. This precondition especially from the view point of SMEs is unrealistic. Most often,
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already cash strapped SMEs may not be in a position to make the deposit to validate the

dispute. This requirement needs to be reconsidered.

Tax related litigation currently goes through the civil courts system. As it currently

stands the courts system is heavily overburdened and litigation takes many years. Many

respondents were of the view that a separate tax court be set up to hear and resolve tax

related disputes to speed up the process.

Other SME and Tax-related Issues and Recommendations

Many respondents were of the belief that most SMEs in Sri Lanka have a 'fear psychosis'

around taxes. They attribute this largely to the lack of knowledge and awareness. As

part of the IRD's tax awareness program the department now holds a 'Tax Week'

annually in a bid to encourage the public to comply with the country's taxation system.

Taking place in November or December of each year, the IRD in collaboration with

industry associations/chambers hold a number of seminars across the island to educate

taxpayers of any tax changes and advise on compliance. Yet, many interviewees were

of the view that this system is not very effective as it is an one off event. They are of the

view that such an awareness creation campaign should be in place through the year so

that entrepreneurs can have access to information year round.

In order to create awareness in a more efficient and effective manner, a private public

partnership model should be embraced. The IRD needs to work closely with Chambers/

Industry Associations, tax consultants and the Sri Lanka Taxation Institute to create

awareness through the provision of training and advice. Industry chambers could play

an influential role in mobilizing entrepreneurs to attend tax workshops, which are jointly

organized by the Chambers and IRD. The content of the workshops should not just be

limited to the provision of information through a series of lectures but also provide

hands on practical experience to SMEs on filing of tax returns. This would create

awareness and at the same time equip entrepreneurs with the skills to undertake filing

of returns on their own, thus, minimizing compliance costs at the firm level, whilst at

the same time increasing compliance overall. Another initiative could be to set up tax

information centers within the regional offices of business chambers/associations or

local councils to provide continued (throughout the year) advice on tax related matters
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to SME at nominal rates. This would ensure that entrepreneurs have access to tax related

advice on an ongoing basis.

In Sri Lanka, there are a number of different government programmes implemented by

different ministries through various line agencies to assist SMEs (for example, the National

Enterprise Development Authority - NEDA, the Industrial Development Board - IDB,

and the Small Enterprises Development Division - SEDD). At present, these are largely

confined to vocational and technical knowledge transfer, the development of physical

infrastructure through industrial zones, and some limited financial support for

entrepreneurs. Many of the respondents are however of the view that in addition to

such activities, these agencies should also focus on building the management capacity

of entrepreneurs. For instance, providing the required education and training to maintain

books of accounts and creating awareness on the benefits of formalization, would help

in bringing them out of the informal sector and making them tax compliant; in the

process mutually-benefitting both the SMEs as well as the Government's revenue needs.

The study will be incomplete if it does not place on record what those tax policies, tax

rates/structures, tax administration and compliance, and all related tax issues faced by

SMEs are, but one aspect influencing the growth and success of the SME sector. Other

factors like the overall regulatory and business climate, availability of finance, business

development services, management and technology upgrading, etc., need to be

simultaneously addressed in order to improve the competitiveness of the sector.

12. Conclusion

The SME sector is recognized as a key driver of inclusive growth in an economy, given

that over 90% of the country's private sector establishments are of this size, and they are

the backbone of Sri Lanka's provincial economies. However, SMEs in Sri Lanka are

faced with a myriad of difficulties in their quest to survive, remain profitable, grow their

business, and create more jobs. Of these, research points to factors like access to credit,

technology, infrastructure, government regulatory services, business development

services, staff training, and taxation. The focus of the present paper was one of these

factors - taxation.
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Using a survey instrument administered among 150 enterprises (both SME and large),

together with Key Informant Interviews and Focus Group Discussions, the study explored

the various dynamics influencing the SME-tax nexus.

The study suggests that the prevailing tax incentives structure favour large enterprises

over SMEs, and more needs to be done to explore how the tax incentives regime can be

reoriented to suit the growth needs of SMEs. There is a need to streamline them and

enhance awareness about them, in order for SMEs to truly benefit.

Tax compliance appears to be low, mainly due to the fact that many SMEs are below

the turnover or income threshold for taxation. This calls for a review of the taxable

threshold on one hand and supporting SMEs so that they grow and become taxpayers

on the other. Low awareness on tax matters came across as an overall theme in this

study and more needs to be done to address it. While good initiatives have been

undertaken by the IRD to improve awareness through workshops, a more regular and

continual approach needs to be adopted. A SME-friendly tax collection approach would

also need to be inculcated among the IRD officials in district offices, with a particular

focus on tackling corruption and harassment. A review of tax compliance costs and the

overall regulatory burden of tax are warranted, as the study revealed that many SMEs

found tax compliance to be cumbersome and burdensome. While it is acknowledged

that any enterprise would find tax payment burdensome and would rather not pay, a

more user-friendly and streamlined compliance structure can boost compliance.

The IRD has recently implemented an IT system - Revenue Administration Management

Information System (RAMIS) - which is expected to automate all internal processes of

the IRD relating to tax administration. At the time of writing, RAMIS is not fully

functional, and there have been early stage problems in the e-filing of income tax under

the new system. However, it is expected that through the full implementation of this

system, SME taxpayers could experience easier compliance, especially through e-filing

of tax returns.
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In conclusion, the study asserts that while the SME sector is an important sector for tax

collection purposes - given the current policy focus on SMEs and the desire to growth

the SME sector - tax authorities should be sensitive to the needs of SMEs when

administering taxes. In a context where the majority of industrial enterprises are SMEs,

any tax policies that affect the private sector as a whole should necessarily consider the

impact on the SME sector in particular. With tax policies that strike a clever balance

between improving tax compliance and supporting enterprises growth, the Sri Lankan

SME sector can continue to play a key role in the country's socio-economic development.
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Accounting for Social Effects of Tax Reforms1

Nisha Arunatilake and Priyanka Jayawardena

1.  Introduction

Continuously high budget deficits, growing pressures on public finances owing to

continued welfare spending, infrastructure investments and reconstruction efforts in

the conflict-affected North and East have made the need to broaden the tax base and

raise more tax revenue a policy priority for the government. The government's target is

to ensure that the ratio of its revenue to Gross Domestic Product (GDP) rises up to levels

that prevailed in Sri Lanka 10-15 years ago. Tax revenue  is a major (close to 90 %)

source of government revenue. Any income tax reform results in widespread

redistribution of incomes in an economy, and the welfare of households. Changes in Sri

Lankan tax policy have generally aimed to increase tax revenues without properly

considering impacts on welfare in terms of income distribution and equity.

This chapter illustrates how the revenue and welfare impacts of such a tax reform can

be assessed using available household level income and expenditure data. From an equity

point of view, a tax is welfare improving when the poor pay less tax than the non-poor

relative to their incomes. Such welfare improving taxes are denoted to be progressive in

the literature.  In the November 2010 budget proposed in parliament, the government

changed the tax system in the country substantially: the tax free threshold was increased,

the tax rates were reduced and the previously tax exempt public servants were made

tax liable. This chapter illustrates several ways in which this change in the tax structure

can be assessed, given different objectives.  Specifically, rather than focusing solely on

the revenue impacts of the tax reforms, the chapter illustrates how the change in the tax

structure can be assessed for its effects on the tax base, the distribution of incomes and

social welfare.

1 This chapter draws on Arunatilake, Jayawardena, & Wijesinha, 2012.
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2.  A Brief Survey of Literature on Evaluating Tax Systems

The tax policy in the country has developed over time purely on a needs basis (i.e., the

need to increase tax revenue) without taking into consideration equity aspects.  Although

some studies have examined the incidence of taxes across households for specific taxes

(e.g., Coady, et al., (2006)) in Sri Lanka, the distribution of income taxes in the country

and their equity are not well understood.  The available literature on the efficiency and

equity of income taxes in the country are mainly descriptive (see for example, PTC,

2010).

Gemmel and Morrissey (2005) surveying the literature on the effects of taxes and reforms

to tax structures on distribution and the poor in developing countries find only a few

studies examining these issues.  The available studies use two main approaches.  The

earlier studies use Average Rate Progression (ARP), which involves comparing marginal

tax rates to average tax rates for selected income levels or income groups (See Gemmel

and Morrissey (2005) for details of this approach). Several studies have also used

concentration curves and dominance concepts to examine progressivity of taxes and

tax systems. The studies using ARP approaches generally find personal income taxes to

be progressive; however the results of these studies are limited by the fact that they

ignore tax evasion.   This chapter illustrates how to assess tax reforms using concentration

curves and dominance concepts.

"The assessment of tax systems draws on two fundamental principles; efficiency and

equity.  The former relates to the presence of distortions in the economic behavior of

agents, while the later focuses on distributive justice" (Duclos and Araar, (2006): p 127).

A tax is said to be progressive if the tax reduces the inequality in the population.  In

other words, a progressive tax will make the distribution of net incomes more equal

than the corresponding distribution of gross incomes.  As explained in the Essama Nash,

(2008), in the particular context of income taxation, a progressive tax is such that the

average tax burden faced by an income unit is an increasing function of income.

Therefore, better-off taxpayer would not only have a bigger tax liability but also pay a

bigger share of income tax.
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The literature gives two main ways of assessing progressivity at the global level.  The

first is the Tax Redistribution (TR) approach, and the second is the Income-redistribution

(IR) approach (Duclos and Araar, 2006).  Progressivity of a tax system using these two

approaches is usually assessed by using Lorenz and concentration curves (Duclos and

Araar, 2006).  In addition to the use of graphical means of assessing tax systems,

progressivity indices provide a numerical means of capturing progressivity (Duclos and

Araar, 2006). Such numerical means are easier to compare, especially when the

distribution of taxes or incomes are closely related.

3.  Methodology Used for Assessing Tax Systems

Following Younger, David, Haggblade, and Dorosh (1999) assuming that workers pay

income tax out of their earned income and assuming complete inelasticity, we estimate

the incidence of tax across households, and assess how it affects the government revenue,

the tax base, and welfare. Given the limitation of data we have to make certain

assumptions when calculating the distribution of taxes. In this illustration, we assume

that only public sector workers and formal private sector workers are taxed.

To study the distributional effects of taxes, first we need to rank households, and examine

how different tax systems affect different groups of individuals.  This section describes

how we propose to measure living standards.  Following the recommendations of Deaton

and Grosh (2000), we will use value of consumption as a proxy for measuring living

standards in our study.  There are three main steps for constructing a measure of living

standards using consumption according to World Bank (2008) and Dulos and Araar

(2006). These involve: aggregating different components of consumption; making

adjustments for price differences; and, making adjustments for household size and

composition. The details on how we constructed consumption aggregates are given in

Arunatilake, Jayawardena, and Wijesinha, (2012).

We then using tax rules, and information on earned incomes estimate taxes paid by

households and assign them to households. With this information we are able to examine

the distribution of taxes and the changes to the distribution of incomes across households.

Once these distributions are constructed we use the following method to assess the

impacts of the 2011 tax reforms on the government revenue, tax base and welfare.
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3.1  Assessing Tax Systems

A tax is said to be progressive if the introduction of a tax redistributes the income

(measured by living standards) such that their distribution is more equitable. Lorenz

and Concentration curves are popular tools used by researchers to describe the effects

of income distribution and its changes following an intervention, such as a change in

the tax system.

Mathematically, the Lorenz curve LX (P) for gross income is then formally given by:

In this term, the numerator shows the cumulative incomes received by the bottom p

proportion of the population, while the denominator shows the cumulative incomes of

the whole population.  L(p) shows the percentage of total income held by the  bottom p

proportion of the population, when individuals are ranked according to increasing

income or living standards values.

The Concentration curve CT (P) graphs the proportion of a tax against the cumulative

percentage of the population, ranked by living standards from the poorest to the richest.

Formally, if the gross income X of a population of n individuals are arranged in ascending

order such that:

  and the taxes paid by the individuals are arranged according to the

same ranking, the concentration curve for a tax T paid by the bottom p proportion of

individuals are given by:
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In this term, the numerator shows the cumulative incomes received by the bottom p

proportion of the population, while the denominator shows the cumulative incomes of

the whole population.  L(p) shows the percentage of total income held by the  bottom p

proportion of the population, when individuals are ranked according to increasing

income or living standards values.

Where CT(p) shows the proportion of total taxes paid by the bottom p proportion of the

population.

In our analysis we will first use the above mentioned graphical means of describing the

distributional effects of net incomes under different taxation policies.

3.2  Progressivity and Inequality Comparisons2

Using Lorenz and Concentration curves as defined above one can determine whether a

tax is progressive by using the following rules.  As described in the literature review

section there are two main ways of assessing progressivity at the global level.  The first

is the Tax Redistribution (TR) approach, and the second is the Income-Redistribution

(IR) approach.  Using Lorenz and Concentration curves the following rules can be used

to asses progressivity at the global level.

Following Duclos and Araar (2006), if gross income is denoted by X and the tax associated

with that income is denoted by T(x), the income net of taxes will be given by N(X) = X -

T(X).

A tax T is TR progressive if:

                           for all

That is when the concentration curve of taxes is below the Lorenz curve then the poorer

individuals pay proportionally less taxes and the tax is progressive.

2 This section follows the techniques introduced in Duclos and Araar  (2006).
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A tax T
1
 is more TR progressive than a tax T

2
 if:

                            for all

That is when the concentration curve for a tax T
1
 is below the concentration of the

curve tax T
2
  the tax T

1
 is more TR progressive.

A tax T is IR-progressive if:

     for all

That is when the concentration curve for net incomes of a tax T is above the Lorenz

curve, then a Tax T is IR progressive.

And, a net tax T
1
 is more IR progressive than a tax T

2
 if:

                            for all                , where N
1
 and N

2
 are corresponding net incomes.

That is when the concentration curve for net incomes of a tax T1 is above the

concentration curve for net incomes of a tax T
2
 then tax T

1
 is IR more progressive.

3.3  Progressivity Indices

Although the above mentioned graphical presentations are useful, their use is limited.

Graphical presentations do not provide a measure of the magnitude of progressivity

that can be compared under different scenarios. Further, in some time the Lorenz and

concentration curves cross and we cannot take any judgment about progressivity. In

this respect, progressivity indices are useful tools as they provide the desired numerical

measure of progressivity, vertical equity, horizontal inequity as well as redistributive

effect of taxes.  We propose to use the following indices as described in Duclos and

Araar (2006,p. 145) for our analysis:
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Where  is weight dependent on the per centile p and the paramete    .  Commonly these

indices are proposed with   = 2.  IT(  = 2) is known as the Kakawani index.  This index

measures the TR progressivity.  IV(   = 2) is known as the Reynolds-Smolensky index.  It

measures the IR progressivity and vertical equity.

4.  Data

The main source of data is the nationally representative Household Income and

Expenditure Survey (HIES)-2006/2007 conducted by Department of Census and

Statistics. HIES household survey collects comprehensive data from a household's

expenditure on food and non-food items, income received through different sources,

household demographic features, education,  labour force, as well as community

characteristics. This data set is especially useful for the proposed study as it provides

rich information on expenditure and income. The sample size of this survey is 21,700

housing units. Further, it covers around 27,000 employees, of which more than 3,000

(about 11.6 %) are from the public sector, 1,000 (3.7%) semi-government sector and

more than 13,500 (50%) are from the private sector. The study uses, secondary data on

tax rates and revenue collected from various sources by the Department of Inland Revenue

in the analysis, for validation purposes.

The study uses the expenditure information in the Household Income and Expenditure

(HIES) survey for constructing consumption aggregates (see details in Arunatilake,

Jayawardena, & Wijesinha (2012)).

4.1  PAYE Tax Calculations from Survey Data

PAYE taxes were calculated based on the monthly salary received by individuals as

reported in HIES data. Tax, according to IRD practice, is calculated on each employee's

gross salary (total appearing in the salary slip inclusive of all allowances). Hence, the

total of the salary and other payment (bonus, arrears) of the employment income in

HIES data are considered as the gross salary in our analysis. PAYE taxes are calculated

on a monthly basis using the tax bands and the corresponding tax rates.

ñ ñ

ñ

      ñ
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When compared, estimated PAYE tax revenue for 2006/2007 with actual PAYE tax

revenue in 2006/2007 year, it was found that estimated figures are considerably

underestimated. Therefore, first under-reported income was scaled to correspond to

household monthly expenditure.

Then to assess implications of 2011 tax system when compared to 2007 tax system,

proxy income for the year of 2011 is constructed by inflating gross income of 2006/2007

data.3  Thus, under considered different tax scenarios, PAYE taxes were calculated based

on price adjusted monthly gross salary received by individuals after adjusting for under

reported income.

3 Prices were adjusted using CCPI, January 2007 to January 2011 as survey period was July 2006-June 2007.

Table 1
The Tax Structures in 2007 and 2011

Annual Range Income                                               Income Tax Systems

          Min     Max        TS2007-1/ TS2007-2                      TS2011-1
Base tax Tax rate (%) Base tax Tax rate (%)

0 326208 0 0.00 0 0.00

326220 400000 0 4.60 0 0.00

400000 600000 3394 4.60 0 0.00

600000 652164 12594 4.60 0 4.00

652176 869556 14994 9.20 2087 4.00

869568 937500 34993 13.80 10782 4.00

937512 1074996 44368 15.00 13499 4.00

1075008 1100000 64990 20.00 18998 4.00

1100000 1275000 69989 20.00 20000 8.00

1275012 1474992 104989 25.00 33998 8.00

1475004 1600000 154984 30.00 49996 8.00

1600000 1975044 192482 30.00 60000 12.00

1975056 2100000 304996 35.00 105001 12.00

2100000 2600000 348726 35.00 120000 16.00

2600000 3600000 523726 35.00 200000 20.00

3600000 more 873726 35.00 400000 24.00

Source: Constructed using tax tables published by the Inland Revenue Department of Sri Lanka,
various reports.



221

Accounting for Social Effects of Tax Reforms

4.2  The 2011 Tax Reforms

Tax, according to the IRD, is calculated on each employee's gross salary (total appearing

in the salary slip inclusive of all allowances). PAYE taxes are calculated on a monthly

basis using the tax bands and the corresponding tax rates. The tax structure that was

introduced for 2011 was different from the earlier one in several ways. Given that the

HIES data is available for 2006/2007 this chapter chooses to compare the tax system

introduced in 2011 with that of the one prevailing in 2007 (see Table 1).

Three main changes were introduced in the 2011 tax reforms. First, the taxable income

threshold was raised, the tax rates were reduced and the previously tax exempt public

servants were brought under the tax net.

5.  The Revenue and Distributional Impacts of the 2011 Tax Change

As indicated earlier, the main purpose of this chapter is to illustrate how to examine the

revenue, and equity impacts of the 2011 tax change. However, along with tax rates and

the tax free threshold level, the 2011 tax system also made previously tax exempt public

servants tax liable. Hence the 2006/2007 tax system is not directly comparable to the

2011 tax system. To overcome this problem, we artificially extend the 2006/2007 tax

system to the public servants and compare that to the 2011 tax system. To make the

discussion of differences in the tax system easier, we denote the different tax systems as

TS2007-A, TS2007-S and TS20011-A. In this notation, TS stand for Tax system, and the

number following TS indicate the year of the tax system and suffix indicate whether it is

an actual (A) tax system or a simulated (S) tax system. The notations used in describing

the different tax systems are given in Box 1.

5.1  The Impact on Tax Revenue

The estimated per annum tax revenue under TS2007-A is LKR 12.2 billion. Compared

to TS2007-A, under TS2011-A, tax revenue is reduced by LKR 5.9 billion to LKR 6.3

billion.  This is mainly owing to two reasons. First, in 2011 the tax base reduced as the

tax free threshold was increased. This is despite the fact that in 2011 public servants

were also liable to pay taxes. The increase in tax base due to the inclusion of public
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Box 1
Notation for Tax Systems Used in the Chapter

TS2007-A: The actual 2006/2007 PAYE tax system (where only the private sector

and semi government employees were liable to pay a tax).

TS2011-A: The actual 2011 PAYE tax system, which is for both public and private

sector employees.

TS2007-S: The Simulated 2006/2007 PAYE tax system, arrived at by extending

TS2007-A  to the public sector workers.  In this scenario, we assume that the public

sector workers are also liable to pay the PAYE tax specified for the private sector

employees.

servants was less than the decrease in the tax base due to the change in the tax free

threshold. Second, the tax rates were also lower in 2011 compared to 2007.

The analysis of TS2007-S provides an estimate of what would have happened if the

government has just extended the same tax system to the public servants. As seen in

Table 3, If the same tax system was extended to the public servants the government

revenue would have been LKR 16.5 billion.

5.2  The Impact on the Tax Base

Under TS2007-A, which only taxes the private and semi-government sectors, 9% of

formal sector workers pay taxes (see Table 2).  Under TS2011-A, all formal sector

employees above a certain threshold are liable to pay taxes.  Although the TS2011-A

extended to the public sector workers, only about 3.3% of the formal sector employees

are liable to pay PAYE taxes. This is due to the increase of the tax threshold under

TS2011-A. If the same 2007 tax system was extended to public sector workers (i.e., tax

system TS2007-S) the proportion of formal sector workers paying taxes would have

increased to 15.8% (See Table 2).

5.3  The Impact on the Type of Tax Payer

With regards to the tax liability by occupation category, under TS2007-A tax system

half of the senior officials are liable to pay PAYE taxes but under the TS2011-A system

only 34% of the senior officials are liable to pay PAYE tax.  This is due to the increased
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tax threshold. When the 2007 tax system is extended to the public sector workers (i.e.,

tax system TS2007-S) the tax liability of professionals and forces have considerably

increased due to the higher proportion of public sector workers  in these two occupation

categories (71% of professionals and 96%  of forces are in the public sector).

The tax distribution of the three PAYE tax systems, across the different groups of

population by income quintile, region as well as occupation category is presented in

Table 3. According to the results distribution of the three tax systems are alike. Around

90% of the PAYE tax is paid by the richest quintile while 3-7% is paid by the formal

sector workers of 4th income quintile. Further, 4th income quintile PAYE tax contribution

is higher under TS2007-A and TS2007-S tax systems, due to the lower threshold level

compared to 2011 tax system. Smaller percentage of workers in the poorest quintile,

also pay PAYE tax. The reason may be due to the fact that although these workers are

liable to pay PAYE tax based on their wage income they may reside in poor households.5

With regards to the regional distribution, around 80% of PAYE tax is paid by Western

Province PAYE tax payers. This is mainly due to the fact that close to 50% of GDP

Table 2
Comparison of Tax Liability of Tax Systems

Tax liability as a % of Formal Employees TS2007-A TS2011-A TS2007-S

Sri Lanka 9.0 3.3 15.8

Occupation Category4

Senior Officials 51 34 63

Professionals 12 10 46

Technicians 23 6 35

Clerks 17 5 28

Service Workers 7 2 16

Skilled Agriculture & Fishery 1 0 2

Craft Workers 7 1 8

Machine Operators 12 2 15

Elementary Occupations 2 0 4

Forces 1 9 46

Source: Own calculations using Department of Census and Statistics Household Income and
Expenditure Survey (HIES) 2006/2007 data.

4 According to the ISCO - 88 classification, one digit occupation category.

4 Taxes are determined for individuals, while poverty levels are defined for households.
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comes from the Western Province. With regards to the economic activity, major portion

of the PAYE tax revenue (80%-90%) comes from the first three major occupation

categories -- senior officials, professionals and technicians.6

Table 3
Annual PAYE Tax Revenue and Their Distribution

Tax Revenue TS2007-A TS2011-A TS2007-S

Government                -       4,300.0    1,332.0

Semi-government 1,160.0       1,160.0      247.2

Private 11,000.0      11,000.0    4,728.0

Total  12,160.0      16,460.0    6,307.2

Distribution of PAYE  tax(%)
Income quintile
poorest 0.4 0.3 0.2

2nd quintile 0.3 0.3 0.0

3rd quintile 0.8 1.0 0.1

4th quintile 5.7 7.2 3.2

richest 92.8 91.1 96.5

Province

Western 84.2 78.7 86.1

Central 4.5 5.5 3.9

Southern 3.5 3.9 2.1
Eastern 3.8 5.4 5.1

N Western 2.2 3.0 1.5

N Central 0.3 0.9 0.2

Uva 0.6 1.1 0.4

Sabaragamuwa 0.9 1.5 0.6

Occupation category

Senior officials             28.3            23.4        24.6

Professionals             32.4            39.1        47.9

Technicians             19.8            16.8        15.4

Clerks               5.5              7.1          4.8

Service workers               2.5              3.1          1.6

Skilled agriculture & Fishery               0.7              0.6          0.4
Craft workers               4.2              3.3          1.6

Machine operators               2.0              1.9          0.6

Elementary occupations               4.7              4.0          2.9

Forces               0.0              0.7          0.3

100 100 100

Source: Own calculations using Department of Census and Statistics' Household Income and
Expenditure Survey (HIES) 2006/2007 data.

6 According to the International Standard Classification of Occupations (ISCO) - 88 classification, one digit occupation
category.
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5.4  The Impact on the Distribution of Taxes

Figure 1 presents non parametric regression curves between gross monthly income and

expected monthly income tax under the three tax systems described earlier. The graph

shows that drastic reduction in expected income tax between 2007 and 2011. This is

mainly due to the fact that the 2011 tax reforms reduced the tax rates on PAYE taxes

ranging from 5 - 35% to 4 - 24% and increased the tax free threshold annual income

from LKR 300,000 to LKR 600,000.Amongst the different tax systems compared, TS2007-

S yields the highest income tax.
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Figure 1
Expected Income Tax by Gross Monthly Income

Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.

5.5  The Impacts on Welfare

In this section we examine the progressivity under different tax systems.  Despite the

family unit income earners wage income, family unit economic status depends on

household size, therefore, in assessing tax progressivity and redistribution, we need to

TS2007-A  TS2007-S TS2011-A ..........

0
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take into account the relevant differences in household size.7  In section 5.5.1, we examine

the inequality in net-income across the workers and across whole population for different

tax systems. In section 5.5.2, we examine progressivity of income taxes using progressivity

curves and in section 5.5.3, we measure the progressivity using progressivity indices.

5.5.1  Inequality

In this section we analyze the effect of different tax systems on the distribution of net

incomes of the population and that of the formal sector workers. Table 4 presents the

Gini Index (GI) for the workers using gross and net incomes of workers and GI for the

whole population using per adult equivalent expenditures with and without income

taxes. In general, inequality reduces with taxes indicating that taxes are progressive.

The results show that the inequality under TS2007-A is less than under TS2011-A.  Results

also show that extending the tax to public servants improves equity (i.e., inequality is

less under TS2007-S compared to TS2007-A).  Although income tax is paid by the worker,

its effects influence household level welfare. Results show that the effect of tax changes

on inequality is less at the household level when compared to comparative statistics at

the worker level. However, income tax is not effective in reducing inequality (see Table

4). This is mainly due to the small tax base, under the PAYE tax system.

Table 4
Gini Index

Population Workers

Without tax 0.3223 0.4138

With tax

TS2007-A 0.3150 0.4060

TS2007-S 0.3132 0.4033

TS2011-A 0.3185 0.4097

Source: Own calculations using Department of Census and Statistics'
Household Income and Expenditure Survey (HIES) 2006/2007 data.

7 Children are treated differently when calculating household size, and the household parameters are adjusted to the
individual level using 'adult equivalent' household size. Details on how this was done is available in  (Arunatilake,
Jayawardena, & Wijesinha, 2012).
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Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.

5.5.2  The Progressivity of Taxes - Graphical Analysis

In this section, the actual distribution of taxes and net incomes are evaluated to determine

the progressivity and equity of distribution of different tax systems. As described in the

methodology section, progressivity of income taxes can be examined using two

approaches.  Figure 2 presents the results of the Tax Redistribution (TR) approach while

Figure 3 presents results of the Income Redistribution (IR) approach.

The results under TR approach show that all taxes are progressive: In Figure 5 we see

that the concentration curve of taxes is below the Lorenz curve (i.e.,  for all) for three tax

systems considered. In other words the poor pay fewer taxes than the non-poor, relative

to their income. As shown in Figure 2, TS2007-A lies below the TS2011-A, indicating

that under the Tax Redistribution (TR) approach, TS2011-A is more progressive than

TS2007-A.  TS2011-A tax redistribution is most progressive as the TS2011-A system tax

base is very small (3.3% of formal sector workers) and the tax contribution of those in

the poorest quintile to the PAYE tax is almost nil (0.2%). Under the TS2007-S tax base is

Figure 2
Tax Redistribution (TR)

.......... .. .. ..
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around 16% of formal sector workers and around 0.6% contribution is from first two

quintiles (see Table 3).

There is a close relationship between the progressivity of taxes and inequality in net

income. If a poor person's share in net income is higher than his or her share in gross

income, then the tax is said to be progressive. In Figure 3 we see that the concentration

curve for net incomes are higher than the Lorenz curve (i.e.,                                 for all)

for all three tax systems. This again confirms indicate the progressivity of taxes in terms

of Income Redistribution (IR).

Figure 3
Income Redistribution (IR)

Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.

As shown in Figure 3, TS2007-A is above the TS2011-A curve, indicating that under the

IR approach TS2007-A is more progressive than TS2011-A. When extending the analysis

for all tax systems considered it is clear that TS2007-S is the most progressive (TS2007-S

curve lies above all other Income Redistribution curves) tax system under the Income

Redistribution approach. This implies that net income is more equally distributed under

TS2007-S system.
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5.5.3  The Progressivity of Taxes - Progressivity Indices

The progressivity of the different tax systems were examined for the workers and the

whole population using per adult equivalent expenditures and taxes. Table 5 presents

the progressivity indices for the workers using tax, gross and net incomes of workers

and Table 6 for the whole population using per adult equivalent expenditures with and

without income taxes and per adult equivalent income taxes.

The Kakwani index of progressivity is based on the TR approach and equals twice the

area between the Lorenz Curve and the Concentration Curve of a tax. A positive value

shows a progressive tax system, where the progressivity increases for higher values. As

seen in Table 5 and Table 6, under both considered methods (i.e. for workers and whole

population) all considered tax systems are TR progressive while TS2011-A has the highest

Kakwani index indicating that TS2011-A is the most TR progressive compared to the

other two tax systems.

The Reynolds-Smolensky Index (RSI) of progressivity is based on the Income

Redistribution (IR) approach and equals twice the area between the concentration curve

of net incomes and the Lorenz Curve of gross incomes. A value above zero for RSI

shows progressivity of the taxes.  The results show that under both considered methods

(i.e. for workers and whole population) all three tax systems are IR progressive (see

Table 5 and Table 6). All three values are very close to zero, indicating there is little

difference between gross and net incomes. This is due to the very small number of people

who are taxed. In both methods, tax system TS2007-S is more IR progressive and has

the highest RSI compared to the other two tax systems.

Table 5
Tax Progressivity Indices for Workers

Progressivity Indices TS2007-A TS2007-S TS201-A

Kakwani Progressivity Index 0.5661 0.5608 0.5814

Reynolds-Smolensky Progressivity Index 0.0078 0.0105 0.0041

Note: These calculation uses gross and net incomes of workers.

Source: Own calculations using Department of Census and Statistics' Household Income and
Expenditure Survey (HIES) 2006/2007 data.
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Table 6
Tax Progressivity Indices for the Population

Progressivity Indices TS2007-A TS2007-S TS201-A

Kakwani Progressivity Index 0.6111 0.5892 0.6484

Reynolds-Smolensky Progressivity Index 0.0073 0.0091 0.0038

Note: These calculations use per adult equivalent expenditures without and with income taxes.

Source: Own calculations using Department of Census and Statistics' Household Income and
Expenditure Survey (HIES) 2006/2007 data.

6.  Choosing the Best Tax Structure - A Simulation Analysis

6.1  The Sensitivity of Tax Revenue to the Changes in the Tax Free Threshold

As discussed in previous sections, under the 2011 tax reforms (i.e. TS2011-A tax system)

the tax revenue has fallen far below the 2007 tax system (LKR 12.2 billion to LKR 6.3

billion). This is due to two main reasons: the change in the tax free threshold and the

change in the tax rate.   The impact of a tax system on tax revenue and the tax base

largely depends on the distribution of earned incomes of the formal sector workers.

At national level, around 80% of the formal sector workers' total annual wage income is

earned by workers whose annual wage income is less than LKR 600,000 (see Figure 4).

Of this about 70% of the formal sector workers' total annual wage income is earned by

those who are earning less than LKR 400,000.  Given this change in the tax free threshold,

it has a large effect on the tax base and the proportion of earned incomes that are taxed.

From a policy maker's point of view it is interesting to see how changes to the tax free

threshold and the tax rate affect the tax revenue and the tax base. As shown earlier the

tax reforms introduced in 2011 reduced the tax revenue. In this section we examine the

tax rate which should be imposed to collect revenue similar to the revenue collected in

2007 under two tax free thresholds (i.e., LKR 400,000 and LKR 600,000). These two

simulations are done under two scenarios as described below. In the first scenario we

examine the effect of a change in the tax rate on different parameters by keeping the tax

free threshold constant at LKR 600,000. In the second scenario, we lower the tax free

threshold to LKR 400,000. A tax rate i is imposed on the income band 400,000 to 600,000

(see Box 2).
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Figure 4
Distribution of Formal Sector Worker's Annual Wage Income by Income Category

Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.

Box 2
Changes to the Tax Free Threshold and Tax Rate under

the Two Simulation Scenarios

Scenario 1

Tax rates of 2011 PAYE tax system (TS 2011-A) are increased by i units where  i = 1,

2, ..... 10 (for example if the tax rate under TS2011-A was t then the new tax rate

will be t+i) ; while keeping the threshold level constant ( i.e. tax free threshold annual

income is LKR 600,000).

Scenario 2

Tax rates of TS 2011 tax system is increased by i units where  i = 1, 2, ..... 10;  while

lowering the threshold level from LKR 600,000 to LKR 400,000. For the new tax

band (LKR 400,000 to 600,000) i%  tax rate is imposed, for each i.
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6.1.1  The Sensitivity of Tax Revenue to Tax Rates

Figure 5 shows the variation of total PAYE tax revenue under the two simulation scenarios

compared to tax revenue under the 2007 existed tax system (TS 2007-A) and current

2011 tax system (TS 2011-A).  Scenario 1  (Figure 5 (a)), shows that the 2010 PAYE tax

rates have to be increased by 9 units (while keeping the tax free threshold at LKR 600,000)

to raise tax revenue to the 2007 levels.  Scenario 2 shows that when the tax free threshold

is LKR 400,000, the 2011 tax rate has to be increased by only 6 units raise tax revenue to

the 2007 level  (see Figure 5 (b)).

Figure 5
2011  Tax Variations

(a) : Scenario 1 (b) : Scenario 2

Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.

6.1.2  The Tax Structure and the Type of Taxpayer

Table 7 presents the distribution of PAYE tax payers according to the above two scenarios.

The tax base is same under scenario-1 and the TS-2011-A as the tax free threshold

remains the same. Under scenario 2 the tax base increases to 400,017 (as the tax free

threshold is reduced and more individuals are tax liable).
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Under both scenarios considered, the tax burden of the poor are not much affected,

97% of tax payers under scenario 1 and 94% of tax payers under scenario 2 are in the

two richest quintiles.

Table 7
Distribution of PAYE Tax Payers (Number)

Scenario 1 (S1) Scenario 2 (S2) S2/S1

Total       140,236       400,017 2.85

Government        46,832       161,319 3.44

Semi-government        22,141        51,239 2.31

Private        71,262       187,459 2.63

Income quintile

Poorest             881          2,254 2.56

2nd quintile             357          4,557 12.75

3rd quintile          2,005        16,761 8.36

4th quintile        13,071        75,705 5.79

Richest       123,921       300,740 2.43

Occupation category

Senior officials        32,167        48,640 1.51

Professionals        37,012       108,199 2.92

Technicians        25,787        82,018 3.18

Clerks        13,677        42,425 3.10

Service workers          7,307        27,777 3.80

Skilled agriculture & Fishery             949          3,644 3.84

Craft workers          8,680        29,465 3.39

Machine operators          5,785        24,616 4.26

Elementary occupations          6,361        25,516 4.01

Forces          2,511          7,716 3.07

Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.

6.1.3  Sensitivity of the Tax Change to the Changes in Inequality

Table 7 presents the distribution of PAYE tax payers according to the above two scenarios.

The tax base is same under scenario-1 and the TS-2011-A as the tax free threshold
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Figure 6 shows the Gini Index for tax simulations under the above mentioned two

scenarios. In general, inequality reduces with increases to the tax rate and reductions to

the threshold level. Lowering threshold will increase equity considerably (see Figure 6).

Figure 6
Gini Index by Scenario

6.2  Choosing the Best Tax System

Above we discussed two means of raising the 2011 tax revenue to the 2007 level: 1)

increasing the tax rate by 9 units while keeping the tax free threshold unchanged, 2)

lowering the tax free threshold to LKR 400,000 and imposing a tax rate of 6 units.  In

this section we evaluate the progressivity and distribution effects of these two different

revisions to the 2011 tax system.  To be precise we examine the progressivity and equity

effects of the following new simulated tax systems (TS2011-S1 and TS2011-S2) that will

result in keeping the 2007 tax revenue unchanged:

TS2011-S1: In this tax system the tax rates of TS 2011-A tax revision (TS 2011-1) by 9

units, while keeping the threshold level constant (i.e. tax free threshold annual income

is LKR 600,000).

Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.
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TS2011-S2: In this tax system the tax rates of TS 2011-A tax system is increased by 6

units, while lowering the tax free threshold level from LKR 600,000 to LKR 400,000. For

LKR 400,000-LKR 600,000 band, 6% tax rate is imposed.

Figure 7
Distributional Effects of Proposed Revisions for 2011 Tax System

Source: Own calculations using Department of Census and Statistics' Household Income
and Expenditure Survey (HIES) 2006/2007 data.

Redistributional analysis using both Income Redistribution and Tax Redistribution is

carried out for two tax simulations TS2011-S1 and TS2011-S2 to examine how changes

to the tax free threshold and the tax rates affect the distributional effects.  As seen in

graph 9, both in terms of Income Redistribution (IR) approach as well as Tax

Redistribution (TR) approach both tax systems are progressive.  In the case of income

redistribution, TS2011-S1 and TS2011-S2 are more progressive than TS2011-A. Under

IR, of the two tax systems TS 2011-S1 and TS2011-S2,  it is not clear which system is

progressive.  This is because the Income Redistribution curves cross for these two tax

systems. However, as seen in Figure 10, TS2011-S1 is the most progressive at the higher

end of income distribution.

When comparing Tax Redistribution (TR) of the three considered tax variations, (i.e,

TS2011-A, TS2011-S1 and TS2011-S2) both TS 2011-A and TS 2011-S1 are more
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progressive than TS2011-S2. This is mainly due to the increase in tax base under TS2011-

S2. Under both TS2011-A and TS2011-S1 the tax base is only 3.3% of the formal sector

workers, and contribution from the poorest quintile is negligible. When threshold level

is reduced under the TS2011-S2 tax base increases and contribution from poorest quintile

also increases (see Table 7).

7.  Conclusion

In the past, Sri Lanka has mainly assessed tax reforms from the point of view of how

they affected government revenue. But, any tax reform results in widespread

redistribution of incomes, and thus can affect the welfare of people. This chapter

illustrated a means for assessing tax systems not only for their effects on tax revenue

and the tax base, but also on their effects on welfare.

The results indicate that compared to the 2007 tax system, 2011 tax reforms reduce tax

revenue and the tax base.  This is mainly because, under the 2011 tax system the tax rate

is reduced and the tax free threshold is increased.  Tax revenue is highest when the 2007

tax rates and the tax free threshold is extended to public servants (that is under the tax

system TS2007-S in the paper). TS2007-S system considerably increases the tax liability

of white collar employees.

The results also indicate that compared to the 2007 tax system (TS2007-A), inequality

increases under the current system (TS2011-A) while inequality is least under the tax

system TS2007-S. All the considered three tax systems are progressive in terms of income

redistribution as well as tax redistribution. In other words under the considered three

tax systems poor pay less taxes than the non-poor, relative to their gross income  while

poor's net income share is higher than their share of gross income. The TS2011-A is

more progressive under the TR approach while TS2007-S is more progressive under IR

approach.

Three compared tax systems (i.e. 2007 existed, 2011 current and 2007 extended to public

sector workers) show that 2007 extended to public sector workers (i.e. TS2007-S) will

yield the most revenue for the government and also its Income Redistribution is the

most progressive.
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Results have empirically shown that 2011 reforms (TS2011-A) reduces tax revenue and

tax base attributable to increased tax free threshold and reduced tax rates. This is an

indication that, the proposed tax reforms in Sri Lanka have no capacity to positively

turn around the revenue needs of the economy as expected if not revised. Therefore,

predictive findings of tax simulation analysis was carried out for 2011 tax system, to

project which strategy could make the proposed reforms workable. According to the

findings of the tax simulation analysis, increasing the existing tax rates for each tax

band by 9 units while keeping threshold level constant can achieve the tax revenue of

the existed 2007 (TS2007-A)  tax system. In this proposed method tax base remain the

same tax base of TS 2011-A. On the other hand, increase of tax rates by 6 units and

lowering the tax free threshold (from LKR 600,000 to LKR 400,000) can achieve the tax

revenue of the existed 2007 (TS2007-A) tax system as well. Further, this method affects

the poor only marginally while considerably improving equity.
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The Measurement of Tax Elasticity: A Time Series Approach1

Yuthika Indraratna

1.  Introduction
A primary motivation for tax reforms in developing countries has been the need for
increased revenues. The need to raise more revenue against the backdrop of high
expenditures has taken added importance when compared to other sources of resource
mobilisation such as deficit financing and money creation. Tax systems have been
revamped and restructured with the objective of maximising tax revenues from the
reform process. In this regard, tax elasticity - the responsiveness of tax revenues to income
at a given rate structure - constitutes an important ingredient of a tax system. An elastic
tax system is one in which tax revenues rise proportionately faster than income as income
increases. Such a tax system becomes desirable for developing countries in order to
provide resources for government expenditures, both for consumption purposes and
for financing capital formation. Apart from the need to mobilise resources for revenue
purposes, a study of tax elasticity is also important for revenue forecasting purposes,
analysing the automatic stabilising properties of a tax system and for examining the
progressivity of a tax system. Therefore, an examination of tax elasticity is crucial for
tax policy formulation.

This paper measures the elasticity of Sri Lanka's tax system for the period 1960 - 1994 in
an attempt to provide some insight as to the revenue responsiveness of Sri Lanka's tax
structure. Although a number of methodologies may be employed to determine the
elasticity of a tax structure, the data requirements of these techniques necessarily limit

1 This paper forms part of a thesis submitted by the author for the Ph.D. degree at the University of London. The
author thanks Prof. Richard Disney for his guidance and supervision of this paper and Dr. N. Weerasinghe for
valuable suggestions. This paper was first published in the Central Bank of Sri Lanka, Staff Studies,  No. 33, and
the author would like to acknowledge the Central Bank for granting permission to republish the paper as a Chapter
in this book.
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their usage in most instances.2  This paper attempts to empirically examine tax elasticity
in Sri Lanka by resorting to the traditional time series regression approach albeit with
improved methodology. The rest of the paper is organised as follows. Section 2 introduces
the concept of tax elasticity and provides a definition of tax responsiveness. Section 3
discusses in brief the theoretical framework for the empirical measurement of revenue
responsiveness. Section 4 outlines the methodology involved in the empirical estimation
of elasticities while providing details of the estimation procedure itself. This section also
provides a data description for the time series analysis. Section 5 gives the results of the
elasticity estimation. A conclusion follows.

2.  Tax Elasticity
In the public finance literature, tax elasticity is defined in a number of ways. Elasticity
can be generally defined as the change in tax revenue directly arising from a unit change
in income. More specifically, elasticity is defined as the ratio of the proportionate change
in tax to the proportionate change in income as follows:

E  = T /  T / Y / Y (1)
     = T /  Y / T / Y

where E  = elasticity
T  = tax payments
Y  = income

In a simple tax function where T = T(Y), equation (1) can also give rise to a definition of
elasticity as the ratio of the Marginal Tax Rate (MTR) to the Average Tax Rate (ATR).

   where

    and

2 Johnson and Lambert (1989) point to four methods of measuring empirically income tax revenue responsiveness
to growth in incomes; the regression approach, the exact calculation method, the linear pareto model and the
simulation method.

MTR = T /   Y (3) 
=   dt / dy 
=   T’(Y) 

E  =   MTR / ATR (2) 

ATR  =   T / Y (4) 
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ATR as defined above is total tax payments as a proportion of income. MTR can be said
to represent the "tax take from a given unit (£1) increase in income" (Johnson and
Lambert, 1989).3  In other words, it is the rate of tax applied on an incremental unit of
income.

2.1 Aggregating Tax Elasticities
A widely used measure of tax elasticity is the definition of tax elasticity as the weighted
average of the sum of the elasticities of separate taxes that often have widely divergent
responses to changes in income (Mansfield, 1972). Overall tax elasticity therefore is
determined through a weighted sum of elasticities of individual taxes as follows:

where

ETY   = elasticity of total tax revenue to income
   Tt   = total tax revenue

   Tk , T n   = tax revenue from kth and nth taxes in a system of n taxes
       Y  = income

The above definition of tax elasticity is based on the definition of the elasticity of individual
taxes which can be separated into two components - tax to base elasticity and base to
income elasticity as follows:

Bk   = tax base of the kth tax

3 MTR in this paper corresponds to the Effective Marginal Rate (EMR) measure used by Johnson and Lambert (1989)
and Lambert (1993).

 
Etky 

Tk   Bk 

Bk   Tk 

Bk    Y 
Y   Bk 
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and the bracketed expression on the left hand side of equation (6) constitutes the tax to
base elasticity of the kth tax and the bracketed expression on the right hand side
represents the base to income elasticity of the kth tax. From equation (6) the elasticity of
total revenue to income can be shown to depend on the product of the tax to base and
base to income elasticities of individual taxes weighted by the importance of the
individual taxes in the tax structure as follows:

An advantage of using such a definition is the ability to identify factors responsible for
rapid or lagged revenue growth. Factors that affect tax to base elasticity such as tax
rates, exemptions and improvements in tax administration are within the control of the
fiscal authorities thereby making this measure important for policy purposes. Base to
income elasticity on the other hand is determined largely by the way in which the
economic structure responds to growth.

It may be appropriate at this juncture to highlight the distinction between two measures
of revenue responsiveness, the concepts of elasticity and buoyancy. Tax elasticity
measures the built-in response of revenues to changes in income, while tax buoyancy
quantifies the total change in revenue due to changes in income. Tax elasticity in other
words, measures the responsiveness of tax revenue excluding the effect of discretionary
changes taken by authorities to maintain short term revenue objectives. Elasticity
compares the growth in tax revenue with that of GDP on the assumption that a particular
tax structure prevails throughout the period under study. In other words, tax elasticity
captures the responsiveness of tax revenue to changes in income assuming an unchanged
tax structure while buoyancy measures the responsiveness of revenue to a changed tax
system. An elasticity coefficient of one would indicate a similar growth for both revenue
and GDP while a coefficient less than one would show lagged revenue growth compared
to GDP growth. An elasticity of more than one would indicate revenue growth exceeding
GDP growth. Likewise, a buoyancy of one would indicate a revenue growth in line

T1  T1 B1  B1 Y1  Tn  Tn Bn  Bn  Y 
T  B T  Y  B   

1  B  T  Y  B 
 

ETty 
t

(7)= 





+......... 



Tt
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with GDP growth. A buoyancy of less than one would be indicative of a growth in
revenue which is less than proportionate to GDP growth while a buoyancy of more
than one would show a more than proportionate growth in revenue.

Tax elasticity and buoyancy constitute only two measures encountered in the public
finance literature to quantify tax revenue responsiveness to growth in incomes. The
other widely used measures are the Average Rate Responsiveness (ARR) measure, the
Gross Earnings Deflator (GED) and the Marginal Rate Responsiveness (MRR) measure
[(Johnson and Lambert, 1989) (Lambert, 1993)].

3.  Measuring Revenue Responsiveness Empirically
Johnson and Lambert (1989) point to four methods of measuring empirically income
tax revenue responsiveness to growth in income. These comprise the Regression approach
[(Prest 1962), (Tanzi 1969,1976), (Jayasundara 1989), (Ram 1991)], the Exact Calculation
method [(Hutton and Lambert 1980), (Fries, Hutton and Lambert 1982)], the Linear
Pareto model (Hutton and Lambert 1982a), and the Simulation method [(Dorrington
1974), (Hutton and Lambert 1982b), (Caminada and Goudswaard 1996)]. However,
other methodologies have also been utilised to measure elasticity. Among contributors
to other approaches have been Choudhry (1979) where a divisia index approach based
on a productivity concept has been used, and Creedy and Gemmel (1982) who have
utilised a tax model to examine the elasticity of the UK income tax. Empirically, the
regression approach has been the most extensively adopted methodology to examine
tax elasticities. As this paper also utilises a time series regression analysis to estimate
elasticities, discussion will now focus upon the regression methodology.

3.1  Regression Methodology
A typical log linear specification of an equation of this form is:

ln Ti = a + b ln Xi + ei     (8) 

where Ti   = tax revenue from ith observation 
Xi   = tax base of ith observation 

 

l l
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Elasticity in this case is measured by the coefficient b. The regression method is based on
the functional form

T  =  Axb (9)

where it is assumed that when incomes change by a certain factor  k, tax liabilities also
change by kb which leads to an increase in tax revenues. The assumption of constant
proportionality between t and xb in this method does not take into account a change in
the distribution of income in time series analyses, although additional regressors might
be added to capture these and other effects.

A tax system may change due to discretionary measures such as rate revisions, expansion
in the coverage of various taxes or the imposition of new taxes. Therefore, the estimation
of tax elasticity requires an adjustment to the actual revenue series so as to separate the
growth in revenue arising from discretionary changes from that due to automatic
changes. This adjustment to tax revenue is made in order to distinguish tax elasticity
from tax buoyancy.

There are three major ways of adjusting a revenue series; the constant rate method, the
proportional adjustment method and the dummy variable method. The choice of
adjustment method employed depends on factors such as the availability of data on tax
changes and the type and frequency of such changes. The proportional adjustment
method requires calculation of the revenue implications of discretionary measures.
Similarly, the constant rate structure method requires disaggregated data on tax rates
and tax bases. The dummy variable method on the other hand can not be used when
there are frequent discretionary changes. Attention will now focus on a brief discussion
of the proportional adjustment method as this methodology is used to adjust revenues
in this paper.

3.2  Proportional Adjustment Method
The proportional adjustment method adjusts a historical revenue series according to a
particular years tax structure on the assumption that this particular tax structure is
maintained throughout the period under consideration. Thus, this method basically
involves two steps. Firstly, observed revenue data for each year are adjusted for
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T1, j T1, j  1 

Tj Dj Tj  1 

Tj  1 

 
.T1, j  1 (10) 

 
where Tj   = actual revenue in jth year 

Dj   = revenue impact of discretionary changes 
T1,j   = revenue in jth year adjusted to structure of ith year which is 

base year 

Graphically, the two series can be illustrated as in Figure 1. The line AB represents  the
actual  unadjusted  revenue  series  with  a  revenue  raising discretionary action taking
place at t = t0. An adjusted revenue series using the first year tax structure as the base
year is shown by line AA'. Line AA' adjusts the observed revenue series by subtracting
from all observations the revenue impact of the discretionary change subsequent to the
discretionary action at time period t0. Similarly, line BB' shows an adjusted revenue
series with the last year taken as the base year where the revenue impact of the

= -
-

-
-

_ _( )

discretionary changes by removing from such data the estimated revenue impact of
discretionary changes. This gives an estimate of the automatic growth in revenue between
two successive years. Secondly, the series are converted to the first year's basis by adjusting
the year to year changes by the ratio of the tax yield on the basis of the first year rates to
the actual tax yield (Chelliah and Chand, 1974). Thus, the proportional adjustment
method can be used to construct a hypothetical revenue series in two ways - a series of
accumulated ratios going forward from a reference year or a series of decumulated
ratios going backward from a base year. Numerically, the accumulated series can be
derived as follows:

In the above case, the reference year for the series constitutes the first year of the series.
Similarly, a decumulated adjusted revenue series can also be computed with the last
year of the data series constituting the reference year. The general formula used in the
construction of such a revenue series can be shown as follows:

=T T  
Tj  1 

n, j j  T 
Tj   2 

T .....  
Tn 

T 
 
(11) 

j , j  1 j   1, j   2 n  1, n 
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Tax Baset
0

Figure 1
Proportional Adjustment Method

Source: Chelliah and Chand (1974).

discretionary change has been added to revenue observations occurring prior to the

changed tax structure.

An important assumption of the proportional adjustment method is that the revenue

impact of the discretionary measure grows in proportion to total revenue. This implies

that the proportional adjustment method does not alter the elasticity of the tax system

although the tax yield may change due to such actions. In effect, what is derived from

the elasticity estimate is an average elasticity of all the tax structures under consideration.

4.  Empirical Analysis

4.1  Data

The paper adopts the Government Finance Statistics (GFS) classification used by the

IMF to categorise tax revenue. In line with this classification, tax revenues are classified

in accordance with the bases upon which they are levied or the activities due to which

the tax liability arises.4 Taxes for which several tax bases apply are categorised into the

most prominent tax base while fines and interest charges paid for late payment of various

4 For example, income taxes are categorised as taxes on income, profit and capital gains as the tax base of income
taxes constitute income, profit and capital gains. Import and export taxes are classified as taxes on international
trade and transactions as these taxes arise from the importation and exportation of goods.
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taxes are covered under the specific taxes concerned. Since the tax base or the activity
concept is defined by law, this classification facilitates economic analysis as taxes
constitute an additional cost in supply and demand relationships (GFS, 1986).

The adoption of a tax base categorisation for government revenue necessitated the
compilation of a new tax revenue table for Sri Lanka for the period 1950-1996.5 Taxes
were categorised into the following bases; income and profit, domestic goods and services,
international trade, property and a miscellaneous tax base. Taxes on income and profit
constitute those levied on the actual or presumptive income of individuals and profits of
businesses.6

Taxes on domestic goods and services include all taxes levied on the production, sale
and transfer of goods while incorporating taxes on specific services as well as those
imposed on the usage of goods. Thus, turnover and excise taxes constitute major
categories under this heading while other important such taxes include license taxes
and revenue obtained from government monopolies.7  Import and export duties comprise
the major taxes levied on international trade and transactions.8 FEECs revenue is also
classified under this category as they represent a transfer to the government of exchange
profits resulting from the maintenance of a dual exchange rate. Foreign exchange taxes
which were imposed during the pre-1977 period on foreign exchange obtained for travel
purposes are also included in this category as they constitute a levy on the payment of
invisible imports and exports. Property taxation is defined in accordance to the use,
ownership, and the transfer of wealth of movable and immovable property. The main
components under property taxation comprise estate duties, wealth taxes, gift taxes
and taxes on financial and capital transactions. The tax revenue database compiled in
line with the GFS classification for the period 1950-1996 for Sri Lanka is given in
Appendix 1.

5 Prior to 1965 the economic classification of Sri Lanka's revenue was based on the SNA system of the United
Nations which categorised tax revenue into current and capital receipts. Before 1955 tax revenue was
compartmentalised into direct and indirect taxes wherein the distinction between these two sources was based on
the relationship between the government and the taxpayer and not on the shiftability of the tax.

6 Revenue from taxes on capital gains are also enlisted under this tax base.
7 The profits of fiscal monopolies constituted an important revenue source during the pre-1977 period as they

represented the exercise of monopoly powers of the government for tax purposes.
8  Taxes on international trade cover levies on goods shipped in or out of the country.
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As legal bases were not available for all tax categories, proxy bases were used for
estimating tax revenue elasticities. The proxy bases used for the empirical estimation
constituted variables from the national accounts and the balance of payments as the tax
categories chosen for the estimation can be associated with bases that cover large parts
of economic activity in the country.

Proxy Tax Bases

Tax Revenue Proxy Base

Income Tax GDP at factor cost current prices
Turnover Tax Private consumption at market prices
Excise Tax Private consumption
Import Duties Imports of goods and services
Total Taxes GDP at current market prices

GDP at factor cost constituted the proxy base for income taxes as the growth of personal
and corporate income is reflected in the GDP. Private consumption expenditure is used
as a proxy base for turnover taxes as consumption expenditure reflects such taxes which
are borne by consumers.9 Private consumption is also used for the estimation of excise
tax elasticities as excise taxation constitutes a consumption based tax. Import duty
elasticities are estimated on a proxy base consisting of imports of goods and services in
value terms as import duties are levied on this tax base. GDP at current market prices
constitutes the proxy base for total tax revenue.

As the computation of tax elasticities necessitates an adjustment to the observed revenue
series, the proportional adjustment method was employed in this paper to adjust the
actual revenue series. As mentioned before, the proportional adjustment method adjusts
the tax yields in years prior to the reference year to give an indication of the revenue
collections that would have been had the reference years tax system been in force
throughout the period under study. This method was adopted as the data requirements
for this methodology are minimal in that apart from actual revenue collections, what is
required is a quantitative impact of discretionary measures. Data on discretionary changes

9 The forward shifting of taxes by firms to consumers is assumed here.
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were obtained from budget speeches while actual and estimated revenue data were
obtained from the Government Estimates of Revenue and Expenditure and the Central
Bank Annual Reports.10 Appendix table 2 gives the revenue impact of the discretionary
tax changes.11

The methodology of constructing an adjusted revenue series can be demonstrated as
follows: For a series of actual revenue collections,

T1, T 2, ...............Tn

and a series of discretionary measures

D1, D2 , ................Dn

the adjusted revenue for a particular year can be obtained from the equation:

ATn-1 = T n-1 ( T n / T n - D n ) 
 

where AT  = adjusted tax revenue 
T  = actual tax revenue 
D  = revenue effect of discretionary measure 

 

However, for the reference year,

ATn = T n 

For each year where a discretionary action takes place, a "discretionary factor", ( Tn / Tn
- Dn ), is calculated excluding the revenue amount resulting from the legal action for
that particular year. Discretionary factors are calculated for all years in which such
changes occur. The adjusted revenue series is obtained by multiplying the previous year's
revenues by these discretionary factors. The adjusted revenue series gives an
approximation of the revenue which could have been obtained had these measures
been in force during the previous years. The adjusted tax revenue series is shown in
Appendix 3.

10 Although budget presentations are not the only occasion when changes to the revenue structure are made, nevertheless
they give a fair indication of important changes made to the tax system.

11 When a tax measure is announced, it is usually quantified in order to examine the impact on revenue. Appendix
table 2 gives ex-ante estimates of tax measures. The paper corrects ex-ante budget estimates by applying ratios of
actual to estimated overall yield for each tax.
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A problem encountered with the use of budgetary estimates of discretionary measures
is that the actual revenue effect of the discretionary change may differ from the ex-ante
budget estimate. One possible method of overcoming this problem is to correct ex-ante
budget estimates by applying ratios of actual to estimated overall yield of each tax (IMF,
1993). An assumption underlying this approach is that the percentage error in estimating
the revenue effect of a discretionary change would be about the same as that arising
from forecasting the overall yield of the same tax (IMF, 1993). Therefore, in order to
adjust for the error in forecasting discretionary changes in Sri Lanka, revenue from this
measure was adjusted by the ratio of actual to estimated revenue. Appendix table 4
gives the ratios of actual to estimated revenues.

4.2  Methodology
The paper utilises a time series regression approach to estimate elasticities for income,
turnover, excise and import taxes and total tax revenue. In order to compare the impact
of discretionary changes, tax buoyancies are also estimated for the same taxes.

The estimation of tax elasticity through regression analysis is based on the partitioning
approach whereby tax elasticity is subdivided into tax to base and base to income
elasticity. The functional form of the equation for computing tax to base elasticity is in
log linear specification as follows:12

The first step in seeking a methodology for modelling any economic relationship is to
ascertain the stationarity of the variables under scrutiny.13

ln T = a + b ln X 
 

where T  = adjusted tax revenue 
X  = tax base 

12 The logarithm form is chosen as this gives directly an estimate of elasticity.
13 Stationarity is an important concept in econometrics since the standard regression model makes assumptions

regarding the stationarity of the error term and the variables. A stationary (weakly) time series has a constant mean
and variance for all t.

Similarly, the regression used to estimate base to income elasticity is as follows:

ln B = a + c ln Y 
 

where B  = tax base 
Y  = GDP at market prices 



251

The Measurement of Tax Elasticity : A Time  Series Approach

The coefficients b and c in the above two equations give an estimate of the respective
elasticities. The product of tax to base and base to income elasticities (b * c) gives an
estimate of overall elasticity in this instance. A list of variables used in the elasticity
estimation is given below.

Variable List

LAIT =   Log adjusted income taxes
LATT =   Log adjusted turnover taxes
LAEXCT =   Log adjusted excise taxes
LAEXPT =   Log adjusted export taxes
LAIMPT =   Log adjusted import taxes
LATTR =   Log adjusted total tax revenue
LPC =   Log private consumption
LIMP =   Log imports (value)
LGDPF =   Log gross domestic product at factor prices
LGDPM =   Log gross domestic product at market prices
DP =   Dummy variable for import duty estimation
IMPD4 =   Dummy variable for total tax revenue estimation
LITD =   Dummy variable for income tax estimation
LAITD =   Dummy variable for income tax estimation
LATTD1 =   Dummy variable for turnover tax estimation
LATTD2 =   Dummy variable for turnover tax estimation
LATTD =   Dummy variable for turnover tax estimation
LAEXCTD1 =   Dummy variable for excise tax estimation

SLGDPD =   Dummy variable for total tax revenue

Y =   Fitted values of LGDPM

Therefore, a crucial preliminary task in the estimation procedure is to check for the
stationarity of variables by testing for their order of integration.14 The data were tested

14 A variable xt is said to be integrated to the order d , xt ~ I(d), if it must be differenced at least d times to reach
stationarity.
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Variable I(0) I(1) 

LAIT 
LATT 
LAEXCT 
LAIMPT 
LATTR 
LPC 
LIMP 
LGDPF 
LGDPM 
LGDE 
LIT 
LTT 
LEXCT 
LIMPT 
LTTR 

-2.08 
-39.82 
-19.97 
-0.80 
-1.04 
-2.29 
-2.01 
-2.56 
-2.77 
-2.38 
-1.93 
-9.22 
-2.71 
-1.64 
-1.70 

-7.22 
– 
– 

-6.22 
-6.09 
-3.94 
-4.70 
-4.15 
-4.47 
-4.04 
-7.27 
– 

-5.91 
-4.62 
-6.02 

 

Note: I(0) and I(1) refer to the level and the first difference of
the variable respectively. The figures shown are t ratios
for which a suggested significance value in the ADF
test is usually -3.0 or below (Dickey and Fuller, 1979,
1981). A constant and time trend were used in all the
unit root estimations.

Source: Author's Estimates.

15 The presence of unit roots has far reaching implications for economic analysis. Under the unit root hypothesis,
random shocks have a permanent effect making the system nonstationary. The ADF test can be used to test for unit
roots through the following equation:

y t =    y t-1 +   t    where    =    1 - 1 

Testing for unit roots entails testing whether    1 = 1 or    = 0. If these conditions are fulfilled, the yt series is said to
have unit roots. However, the usual caveat regarding the low power of ADF tests in distinguishing between unit
roots and near unit roots in small samples applies here. See Dickey and Fuller (1981).

for the order of integration through an Augmented Dickey Fuller (ADF) test and checked
for the presence of unit roots.15

The results of the ADF test are shown in Table 1. The ADF test shows the variables as
being I(1) with one unit root although a significant ADF- t statistic is obtained for the
first difference of LGDPF only at the 5 per cent level.

Table 1: ADF Text Results
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The results of the ADF test are shown in Table 1. The ADF test shows the variables as

being I(1) with one unit root although a significant ADF- t statistic is obtained for the

first difference of LGDPF only at the 5% level.

In performing unit root tests, however, care must be taken if structural breaks are

suspected in the data series. The Augmented Dickey Fuller test is biased towards  non-

rejection of unit roots when structural breaks are incorporated in the data. In such

cases, a Perron test can be performed to check for unit roots in the presence of a structural

change.16

As the ADF test for Sri Lankan data displayed unit roots and the existence of structural

breaks in a data series biases the ADF statistic towards non-rejection of unit roots, a

Perron test was also carried out for the data series displaying unit roots.17 As the Perron

test plays a pivotal role in this econometric analysis, it may be useful at this juncture, to

engage in a short discussion of this methodology.

The Perron test constitutes a unit root test for a time series affected by a structural

change in its mean. The basic premise underlying this methodology is that shocks that

affect an economy may be considered as "outlier events" imposing only a transitory as

opposed to a permanent effect on the system.18

The change is considered as an outlier as it appears very big in relation to other changes

observed in the time series. Perron removes the sudden change from the noise function

and introduces it in the deterministic part of the series. The noise function is then analysed

without the particular "extraordinary event". An assumption underlying this

16 Another econometric procedure which can be performed when testing for unit roots in the presence of structural
breaks involves splitting the sample and carrying out a Dickey Fuller test on each sub-sample (Enders, 1995).
However, in this case, the degrees of freedom for each regression become less. The Perron methodology constitutes
a better test as it utilises the full sample.

17 Perron (1989) challenges Nelson Plosser by showing that most variables do not have unit root processes but are
trend stationary processes having structural breaks. Therefore, Perron's test involves testing for unit roots in the
presence of structural change either at a known or unknown breakpoint in time. From a series of Monte Carlo
experiments, Perron finds that the non-rejection of the unit root hypothesis becomes more probable as the magnitude
of the change in the mean increases. See also Perron, 1990, 1992.

18 Nelson and Plosser (1982) argue that most macroeconomic time series are characterised by stochastic shocks which
are nonstationary. The total variability of a time series over time is therefore explained in terms of greater variability
on the part of permanent shocks than transitory shocks.
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methodology is that shocks are exogenous and are not the result of the data generating
process. The statistical methodology applied in this test is an extension of the Dickey
Fuller test.

In statistical terms, the Perron methodology can be described as follows. For a time
series characterised with a one time change in the structure occurring at time period TB
( 1 < TB < T ), the null hypothesis can be given as:

yt = µt + y t-1 + dD(TB) t + (µ 2 - µ 1) DU t + e t 

where    D(TB) = 1   if   t = TB + 1    and 0 otherwise 

DU t  = 1  if   t  > TB  and 0 otherwise 

The above model allows for a change in the intercept of the trend function as well as a
change in the slope of the trend function. The alternative hypothesis in this case can
be shown as follows:

yt = µ1 + ß1 t + (µ2 - µ 1) DUt + (ß 2 - ß 1) DT t + et 
 

 

where DTt  = t   if   t  > TB   and 0 otherwise

The Dickey Fuller (DF) procedure is used to test for unit roots in the presence of structural
break. When errors are uncorrelated, the DF test used is

When the innovation sequence is correlated, the above approach is modified by the
addition of extra lags of the first differences of the data as regressors as follows:19

In the above equation,   , the sum of the autoregressive coefficients, is the OLS estimator
and the test for the existence of unit roots comprises    = 1. The above approach implies

yt =   yt-1 + et 

where yt = y t - y t-1

19 This approach follows that of Dickey and Fuller (1979) and Said and Dickey (1984).









yt =   yt-1 +   c  yt-j + 
 

   et 
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an instantaneous change in the trend function. However, there may be times when the
economy reacts gradually to a change in the trend function. One way of incorporating
such a change is to suppose that the economy responds to a shock to the trend function
in the same way as it reacts to any other shock.20  Perron then extends the DF framework
by adding dummy variables and constructing a model by nesting null and alternative
hypotheses as follows:

 
yt DUt t DTt dD(TB)t yt 1 

k 

ci   yt  i et 
i  1 

 
A visual inspection of the data for Sri Lanka for the period 1950-1994 reveals a sudden
shift in the mean of the series around 1977. Appendix 5 gives a time plot of the variables
used for the elasticity estimation. Borrowing upon terminology from Perron, this sudden
change can be viewed as "extraordinary" against the background of the general historical
pattern observed in the series. The reforms initiated with the economic liberalisation in
1977 can be held responsible for this sudden change. Therefore the year 1977 was chosen
to represent the break point for the structural break since far reaching economic reforms
were undertaken during this year. The Perron test was performed for each variable
with unit roots by estimating the following equation:

k 

yt a0 1DL 2 DP 2t 1yt  1 
i  1 

 
yt  1 

where, DL   = level dummy and DL = 1 if  t >   and DL = 0 otherwise 
DP   = pulse dummy and DP = 1 if t =   +1 and zero otherwise 

= /T (proportion of observations prior to break) 
= breakpoint = 1977 

t  = trend 
 

The null hypothesis is that of a unit root process with a one time change in the mean of
a unit root process with   1 = 1,   2 = 0 and µ2 = 0. The alternative hypothesis predicts a
trend stationary model with a permanent one time break with    1 < 1 and µ1 = 0. The
results of the Perron test are given in Table 2.

Results from the Perron test do not indicate support for the unit root hypothesis. The
estimated values of 1 for all variables are significantly different from unity at the 5
percent level as shown by the computed t values which are greater than the critical

20 This methodology is consistent with the "innovational outlier" specification in literature on outlier models..

=+ + +  + + - +
-  - +

= + +  +  + - +  -
=
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values calculated by Perron. In fact, most variables seem to have a deterministic trend
with 2 coefficients displaying significant  t ratios. The level dummy as measured by µ 1
seems to be insignificant for all variables. The pulse dummy as measured by µ 2 on the
other hand seems to be significant for the variables LAIMPT, LGDPF, LGDE, LIMP,
LEXCT, LTTR and LIMPT. Thus, the Perron test seems to reject the null hypothesis of
unit roots. The tax variables are stationary and justify the use of level variables in regression
analysis.

Table 2
Perron Test Results

Variable T K µ1 µ2    1       2

LAIT 42 2 0.6 0.11 -0.14 0.84 0.01
(0.65) (-0.62) (8.6) (1.78)

LAIMPT 42 2 0.6 0.18 -1.02 0.09 -0.001
(1.59) (-5.6) (16.14) (-0.18)

LATTR 34 10 0.5 -0.01 0.02 0.76 0.02
(-0.22) (0.27) (10.35) (4.03)

LGDPF 40 5 0.6 -0.002 0.15 0.87 0.02
(-0.33) (2.84) (12.17) (3.11)

LGDPM 40 5 0.6 -0.01 0.06 0.93 0.01
(-1.03) (1.26) (13.96) (2.35)

LGDE 40 5 0.6 0.01 0.14 0.82 0.02
(0/75) (2.89) (12.11) (3.31)

LIMP 43 4 0.6 0.01 0.22 0.82 0.02
(0.49) (2.13) (9.97) (2.85)

LEXCT 38 2 0.7 0.08 0.22 0.58 0.07
(1.22) (2.02) (5.84) (3.75)

LTTRLIT 41 3 0.6 0.06 0.45 0.94 0.01
(0.81) (4.71) (19.44) (1.92)

LIMPT 41 3 0.6 0.14 -0.1 0.84 0.02
(1.02) (-0.15) (9.29) (2.21)

41 1 0.6 0.16 0.78 0.96 0.002
(1.2) (4.09) (23.04) (0.56)

Note:  T = number of observations k = lag length
* The figures in parentheses represent t ratios.
** Critical values for the Perron test consisting of a sample of 50

observations are as follows:
1 % 5%

= 0.5 -4.09 -3.45
= 0.6 -4.11 -3.43

Source: Author’s Estimates.
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In the light of the above results, a general to specific modelling strategy in log levels was
adopted which seemed to give satisfactory results.21 In order to compare the
responsiveness of tax revenue during the pre-reform period and the post-reform period,
elasticities were computed for three sample periods comprising the years 1960-1994,
1960-1977 and 1978-1994. The three sample periods of 1960-1977, 1978-1994 and 1960-
1994 were chosen specifically to see the behaviour of the estimated coefficients during
vastly different time periods in Sri Lanka's history. While the period 1960-1977 constituted
an inward looking state controlled economic regime, the time period 1978-1994 represents
an outward oriented market based economic regime. The sample period 1960-1994
incorporates both these economic regimes. The elasticity estimates presented in Tables 8
and 9 were obtained from the product of tax to base and base to income elasticities.

4.2.1  Tax to Base Elasticities

The tax to base regressions for income taxes shown in Table 3 reflect the significance of
GDP as well as income taxes lagged one period in the determination of income tax

LAIT 1960-1994 1960-1977 1978-1994
LAIT t-1 0.72 0.54 0.71

 (9.22) (3.51) (5.37)
LGDPF 0.22 0.35 0.22

 (3.70) (2.95) (2.26)
LITD (1973=1) – 0.33 –

(2.65)
LAITD (1989=1) -0.61 – -0.59

(-3.99) (-3.50)
Test Statistics
R2 0.99 0.99 0.99
Durbin - h Statistic -1.28 -1.30 -0.34
SEE 0.1513 0.1172 0.1635
RSS 0.7328 0.2060 0.3744

Table 3
Tax to Base Income Tax Regression Results*

Note: * Figures below coefficients in parenthesis represent t ratios.
Source: Author's Estimates.

21 The general model consisted of an Autoregressive Distributed Lag (ADL) model where the dependent variable is
expressed as a function of its own values and current and lagged values of explanatory variables. Considering the
small sample nature of the data series, lag lengths of up to three were generally incorporated. The specific model
formulation was arrived at by gradually reducing the general model by testing for linear restrictions through Wald
tests. See Gilbert (1986), Charemza (1992) and Hendry (1995) for more information on general to specific modelling.
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revenue. The explanatory power of the latter variable seems to be greater partly due to
the fact that income taxes are very often subject to lags in collection. Moreover, as tax
incentives in the form of tax holidays are a major component of the income tax system,
the utilisation of these incentives would erode the tax base thereby lessening the tax to
base relationship between income taxes and GDP. The negative LAITD variable used in
the income tax elasticity estimations reflects the sharp decline in income tax revenue
collections on account of civil disturbances and slow economic growth in 1989. All test
statistics for the three sub-periods seem to be significant. The Durbin-h statistic which
tests for autocorrrelation when lagged variables are present does not reject the null
hypothesis of no autocorrelation for these regressions.

The tax to base regressions estimated for turnover taxes (Table 4) show the significance
of the tax base private consumption in explaining turnover tax revenue. LPC is highly
significant during all three sub-periods with the period 1978-1994 bearing a coefficient
of 0.84 having the highest explanatory power in explaining turnover tax revenue. The

LATT 1960-1994 1960-1977 1978-1994
Constant 0.10 1.47 0.46

(0.62) (4.99) (-2.09)
LATTt-1 0.10 0.12 -

(6.4)  (13.14)
LPC 0.71 0.55 0.84

(33.2) (15.85) (45.28)
LATTD1 (1969=1) - 0.16 -

(2.68)
LATTD2 (1970=1) - -0.30
(-5.08) -
LATTD (1981=1) - - 0.23

(3.83)

Test Statistics
R2 0.99 0.99 0.99
Durbin - d Statistic - - 1.98
Durbin - h Statistic 0.14 -0.84 -
SEE 0.09911 0.0554 0.0560
RSS 0.2652 0.0276 0.0439

Table 4
Tax to Base Turnover Tax Regression Results*

Note: * Figures below coefficients in parenthesis represent t ratios.
Source: Author's Estimates.
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LATTD1 dummy used in the turnover tax elasticity estimations for the period 1960-
1977 reflects the introduction of the FEEC scheme in the form of a dual exchange rate
system in May, 1968. As imports constitute a major component of private consumption,

the introduction of this scheme would have had a major impact on private consumption
and therefore on turnover tax revenue collections. The positive LATTD dummy variable
in the turnover tax estimations for the 1978-1994 period reflects the imposition of turnover
taxes on imports in 1981 which shows a revenue augmentation impact for turnover
taxes as a result of a base broadening effect. Test statistics for the turnover tax regression
are also significant.

The short run elasticities for excise taxes generally point to low estimates (Table 5).

During the period 1960-1994 the short run elasticity estimates amount to 0.12 while
during the post-liberalisation period this estimate improves to 0.19. The specific nature
of the excise taxation can largely explain the low elasticities found in this revenue source.
The short run elasticity estimate for excise tax revenue during the 1960-1977 period is

LAEXCT 1960-1994 1960-1977 1978-1994
Constant 1.07 -0.69 6.70

(3.58) (-1.24) (12.99)
LAEXCTt-1 0.70 - -

 (7.11)
LPC 1.34 0.90 1.48

(3.18) (14.77) (2.59)
LPC t-1 -1.22 - -1.29

(-3.03) (-2.33)
LAEXCTD1 (1988=1) - - -0.30

(-2.75)

Test Statistics
R2 0.98 0.93 0.71
Durbin - d Statistic - 1.43 1.60
Durbin - h Statistic -0.40 - -
SEE 0.1450 0.1506 0.1060
RSS 0.6309 0.3854 0.1461

Table 5
Tax to Base Excise Tax Regression Results*

Note: * Figures below coefficients in parenthesis represent t ratios.
Source: Author's Estimates.
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relatively high at 0.90 due to the improved effort put into tax administration during this
period. All test statistics are significant for all estimations.

Import tax revenue (Table 6) reflect very low tax to base elasticities during the 1960-
1994 period and 1960-1977 sub-period. An important factor that seems to be affecting
the results of the estimation for import taxes seems to be the imposition of import
restrictions in the form of quotas during the 1970-1977 period. As the period 1970-1977
was characterised by quantitative restrictions, this would have exerted a downward
bias on the estimates. The insignificant t statistic observed for the tax base variable LIMP
for the elasticity estimation of 1960-1977 provides further evidence of the importance of
import substitution policies during this period. On the other hand, import duties, lagged
one period, turns out to be an insignificant explanatory variable for the elasticity
estimation during the post-liberalisation period. This can be due to the fact that import
duties are usually collected promptly, without a lag, as goods can not be released before
payment of duty.

However, the generally low import elasticity estimates obtained during the post-
liberalisation period can be attributed to the plethora of duty waivers and exemptions
available during this period. The DP dummy used in the import duty elasticity
calculations in 1978 reflects the adoption of liberalised policies in November, 1977.

LAIMPT 1960-1994 1960-1977 1978-1994

LAIMPTt-1 0.94 0.93 0.23
(45.31) (21.79) (1.42)

LIMP 0.06 0.07 0.63
 (3.29) (1.45) (4.70)

DP (1978=1) -0.88 - -
(5.08)

Test Statistics
R2 0.99 0.99 0.99
Durbin - h Statistic 1.17 1.54 1.83
SEE 0.1709 0.1931 0.1796
RSS 0.9347 0.5966 0.4839

Table 6
Tax to Base Import Tax Regression Results*

Note: * Figures below coefficients in parenthesis represent t ratios.
Source: Author's Estimates.



261

The Measurement of Tax Elasticity : A Time  Series Approach

Tax to base elasticities for total taxes (Table 7) also reflect very low elasticity estimates.
An important factor that seems to be affecting the results of the estimation for total tax
revenue seems to be the imposition of import restrictions in the form of quotas during
the 1970-1977 period. Moreover, the low elasticities observed in excise taxes would also
have contributed to the low estimate for total taxes. A noteworthy feature is the high R2
observed for all the regressions. This is as expected as many aggregate economic models
assume that tax revenues are functionally related to GDP (Mansfield, 1972). This bears
out such an assumption on purely statistical grounds as opposed to causative grounds.

4.2.2  Base to Income Elasticities

In estimating base to income elasticities, a problem encountered in the estimation
procedure was the existence of simultaneity bias in the equations.22 The variables LPC,
LGDPF, LIMP and LGDPM were thought to be endogenous, and hence a Two Stage

LATTR 1960-1994 1960-1977 1978-1994

Constant 0.95 - -
(2.69)

LATTRt-1 0.76 0.85 0.90
(10.81) (22.45) (17.42)

LGDPM 0.14 0.15 0.77
(4.07) (3.89)  (3.09)

LGDPM t-1 - - -0.69
(-2.96)

SLGDPD 0.02 - 0.23
(3.40) (4.0)

Test Statistics
R2 0.99 0.99 0.99
Durbin - h Statistic 0.52 -0.98 -0.54
SEE 0.0682 0.0722 0.0515
RSS 0.1441 0.0834 -0.0345

Table 7
Tax to Base Total Tax Regression Results*

Note: * Figures below coefficients in parenthesis represent t ratios.
Source: Author's Estimates.

22 The bias in the base to income elasticities arises from the simultaneous determination of the dependent and the
exogenous variables. For example, in a simple consumption function of the form Ct=  +  Yt+  t, the variables Yt and
Ct are simultaneously dependent on  each  other  as   Y t =C t +I t +G t +(X-M) .  OLS  is  not  consistent  in  this
case  as  the endogenous variables in the r.h.s. are correlated with the error term.
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Least Squares (2SLS) approach was adopted in estimating these equations. The structural
form of the base to income elasticity equations for private consumption, to cite one
example, was as follows:

LPC =   1 +   1 LGDPM + u 

LGDPM = 0.23 + 0.19LG + 0.82 LGDPM t-1 
(1.6) (3.1) (12.1)  

R2 =0.99, Durbin h statistic = 0.53 RSS= 0.14 SEE=0.05 

 
Government expenditure (LG) and lagged LGDPM were two exogenous variables that
were used to estimate the fitted values in the first stage of the 2SLS procedure. In the
second stage, the fitted values, (Y), were used in the structural equations to estimate
base to income elasticities. The fitted values satisfy two necessary conditions for a valid
instrument; firstly, it has no correlation with the error term in the structural equation
and secondly, it is highly correlated with the endogenous variable.

The base to income elasticities were estimated as follows:

As LGDPM constituted the endogenous variable in all the base to income equations to
be purged of its stochastic content, the first stage of the 2SLS procedure involved the
estimation of the following regression to obtain fitted values of LGDPM:

Base to income elasticities were estimated for the periods 1960-1994, 1959-1977 and
1978-1994. The elasticity estimates in all cases, except import duties, turned out to be
equal to one.23 In the case of base to income elasticities of import duties, the estimated
coefficient turned out to be 1.1081.

23 As the elasticity estimates all turned out to be equal to unity, the regressions for the period 1960-1994 only are
reported above.

 

LGDPF = -0.10 + 1.006Y - 0.12D 
(-2.09) (195) (-3.15) 

 

R2 = 0.99 DW = 1.75 RSS = 0.09   SEE = 0.05 
 

LPC = -0.38 + 1.38Y - 0.38Yt-1 - 0.19D 
(-5.2) (9.2) (-2.4) (3.4) 

 
R2 = 0.99 Durbin - h = 0.90 RSS = 0.09 SEE = 0.05 

 
LIMP = -0.72  + 0.71LIMP t-1 - 1.04Yt-1 + 1.36Y + 0.31D 

(-2.5) (5.9) (-3.7) (4.2) (2.9) 
 

R2 = 0.99 Durbin - h = 0.92 RSS = 0.31 SEE = 0.10 R2

R2

R2
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5.  Results
Long run and short run elasticities for the above mentioned taxes were computed from
the regressions, the results of which are given in Tables 8 and 9.24  As mentioned before,
the overall elasticity of individual taxes was estimated by the product of the tax to base
and base to income elasticities.

Tax 1960-1994 1960-1977 1978-1994
Income taxes 0.78 0.76 0.76

 (0.012) (0.007) (0.023)
Turnover taxes 0.80 0.63 0.84

(0.016) (0.037)  (0.019)
Excise taxes 0.43 0.90 0.20

(0.073) (0.062) (0.040)
Import taxes 1.12 1.13 0.91

(0.067) (0.099)  (0.006)
Total taxes 0.58 1.01 0.85

(0.045)  (0.014) (0.032)

Table 8
Long Run Tax Elasticities*

Note: * Standard errors are reported in parenthesis.
Source: Author's Estimates.

Tax 1960-1994 1960-1977 1978-1994
Income taxes 0.22 0.15 0.22

 (0.15) (0.12) (0.16)
Turnover taxes 0.71 0.55 0.84

(0.10) (0.05) (0.06)
Excise taxes 0.12 0.90 0.19

(0.14) (0.38) (0.11)
Import taxes 0.06 0.07 0.63

(0.17) (0.19) (0.18)
Total taxes 0.14 0.15 0.08

(0.07) (0.07) (0.05)

Table 9
Short Run Tax Elasticities*

Note: * Standard errors are reported in parenthesis.
Source: Author's Estimates.

24 The long run elasticity of y with respect to x of an ADL equation yt =    1xt + b2xt-1 +   yt-1  specified in logs can be
derived as        =                     .
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In order to see the effect of discretionary changes on tax revenues, buoyancies were also
estimated for the above mentioned taxes.25   The buoyancy estimates along with standard
errors are given in Table 10.

Tax 1960-1994 1960-1977 1978-1994
Income taxes 0.94 0.92 0.97

(0.02) (0.07)  (0.05)
Turnover taxes 1.35 1.62 1.18

(0.06) (0.37)  (0.18)
Excise taxes 0.79 0.63 0.76

(0.13)  (0.56) (0.66)
Import taxes 1.42 0.88 0.92

(0.21)  (0.06)  (0.02)
Total taxes 1.00 0.98 0.95

(0.15) (0.23) (0.11)

Table 10
Tax Buoyancies*

Note: * Standard errors are reported in parenthesis.
Source: Author's Estimates.

The results from the elasticity estimation point to several noteworthy features of the Sri
Lankan tax system. Firstly, low elasticities can be observed for all taxes during the period
under study. The growth in tax revenues has not kept pace with that of tax bases.
Income taxes show an elasticity estimate of 0.78 for the whole period under study. The
elasticity estimates for the pre-reform and the post-reform periods at 0.76 show that
income tax revenues have not increased in line with GDP growth. Excise taxes exhibit a
very low elasticity of 0.20 during the post-1977 period reflecting the combined effect of
the specific nature of excise taxation and the high growth in private consumption during
this period. In addition, factors such as the illicit production of liquor impose a negative
effect on excise tax elasticity as this is not captured in the national accounts data. In
contrast, the relatively high elasticity of 0.90 observed for excise taxes during the 1970-
1977 period points to strengthened tax administration during this period. Turnover
taxes, in comparison to other tax sources, have been more responsive to increases in its

25 A similar procedure to the elasticity estimation was adopted for the buoyancy estimation except that the dependent
variable in the latter case constituted actual revenue as opposed to adjusted revenue.



265

The Measurement of Tax Elasticity : A Time  Series Approach

tax base displaying long run coefficients of around 0.80 during the period under study.
There seems to be no significant difference between the turnover tax elasticity estimates
for the pre-liberalisation and the post-liberalisation periods. Import taxes as noted before
record an elasticity estimate of unity prior to 1977 while the post-1977 period witnesses
an elasticity estimate of 0.80. The lower import tax elasticities obtained for the post-
liberalisation period reflect the provision of duty waivers and exemptions prevalent
during this period resulting in a lowering of the elasticity estimate. The elasticity for
total tax revenue is 0.80 from 1978 onwards reflecting an inelastic tax structure even
with the implementation of tax reforms.

Another distinct feature that can be observed from the above estimation is the generally
lower elasticity estimates obtained for the short run. This is in line with a priori
expectations when factors such as lags in collection would always make for delays in
payment. Income taxes display very low short run elasticities which may be due to
collection lags arising from low tax compliance and weak tax administration. Turnover
taxes record relatively higher short run tax elasticities for all periods under study as
these tax payments are made quarterly. In the case of excise taxes, the short run and the
long run elasticities at 0.90 during the 1960-1977 period are quite high mainly due to
strengthened tax administration during this period. The lowest short run elasticities are
found in total tax revenue which is not a surprising result as collection lags in all sources
of tax revenue will be incorporated in this variable.

As regards the finally preferred estimates, from an econometric point of view, estimates
obtained from the longest sample period may be thought of as the preferred estimates as
this sample period incorporates the largest number of observations. In such circumstances,
the sample period 1960-1994 can be cited as the period bearing the desired estimates.
However, in the case of Sri Lanka, this sample period incorporates the inward oriented,
state interventionist and import and exchange controlled time period which would have
had some impact on the elasticity estimates derived for this period. Moreover, the choice
of preferred estimate must also be based on the purpose for which the elasticity estimates
are being used. As revenue forecasting would be a priority area for which these elasticity
coefficients can be used, utilising estimates from a sample period similar to the forecasting



266

Yuthika Indraratna

period would be desirable. As such, the elasticity coefficients arising from the sample
period 1978-1994 can be chosen as the finally preferred estimates.

6.  Conclusion
The time series analysis of tax elasticity reveals a very inelastic tax structure for the
period 1960 - 1994. Taxes are not greatly responsive to changes in income with most
elasticity coefficients registering below unity. The low elasticity observed in the Sri Lankan
tax system is explained through factors such as exemptions, tax incentives, duty waivers,
low compliance and vibrant sectors of the economy which are not subject to taxation.
Thus, the automatic responsiveness of taxes to income is seen to be low. The pre-reform
and the post-reform periods did not reveal a significant difference in elasiticities for
most taxes. In fact, the higher coefficients obtained through the buoyancy analysis point
to the role of discretionary measures in maintaining a steady source of tax revenue
throughout the period under study. Therefore, the tax reforms implemented during the
post-1977 period seem not to have brought about an increase in the elasticity of the tax
system.
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Tax Revenue 
Appendix 1 

(Rs. Million) 

Tax Category 49/50   50/51   51/52   52/53   53/54   54/55   55/56   56/57   57/58   58/59   59/60   60/61   61/62   62/63   63/64   64/65 
 

Tax on Income, Profit & Cap. Gains 
Personal 
Corporate 

Domestic Taxes on Goods & Services 
General Sales & TT 

Manufacturing 
Non-Manufacturing 
Imports 

Selective Sales (Excise) 
Liquor 
Tobacco 
Other 

Defence Levy 
Licence Tax 
Heavy Oil Motor Vehicle Tax 
Surplus of Govt. Monopolies 

Taxes on Specific Services 
Betting/Lottery Tax 

Taxes on International Trade 
Import Duties 
Export Duties 
Foreign Exchange Taxes 
FEECs Revenue 

Taxes on Property  
Estate Duties 
Wealth Tax / Gift Tax 
Taxes on Financial & Cap. Trans. 
Treasury Bill Tax 
Property Transfer Tax 
Bank Debits Tax 

Other Taxes 
o/w Stamp Taxes 

Tax Revenue 

 
117 134 205 232 217 206 300 271 264 201 194 271 276 277 289 297 

 
 

48 55 56 72 76 72 86 97 118 127 181 168 199 241 271 338 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 16 35 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 16 35 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 

3 3 3 6 9 10 12 19 28 39 43 54 78 95 108 126 

 
 

0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
13 15 16 21 22 18 19 20 32 26 58 44 38 35 41 39 

0 1 1 2 2 3 3 4 3 3 1 2 9 11 14 42 

29 33 33 39 39 34 46 50 52 55 76 65 72 98 88 90  
3 4 4 5 5 8 6 4 3 3 3 3 2 2 5 6 
3 4 4 5 5 8 6 4 3 3 3 3 2 2 5 6 

357 529 489 446 505 630 610 629 618 698 708 733 758 677 765 756 
188 245 260 251 244 258 286 303 292 367 406 435 465 397 481 436 
169 284 229 195 261 372 324 326 326 331 302 298 293 280 280 315 

0 0 0 0 0 0 0 0 0 0 0 0 0 0 4 5 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 

6 4 6 5 7 7 6 3 16 16 19 31 30 32 32 37 
6 4 6 5 7 7 6 3 5 7 8 10 9 8 8 7 
0 0 0 0 0 0 0 0 0 0 1 12 12 12 13 19 
0 0 0 0 0 0 0 0 11 9 10 9 9 12 11 11 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
0 0 0 0 0 0 0 0 11 9 10 9 9 12 11 11 

 

9 13 12 13 13 11 12 13 8 12 13 12 13 14 14 15 
9 13 12 13 13 11 12 13 8 12 13 12 13 14 14 15 

537 736 769 769 819 926    1,013   1,013   1,025   1,054    1,115   1,215   1,277   1,241   1,371   1,443 

(Contd.) 
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Tax Revenue 
Appendix 1 (Contd.) 

(Rs. Million) 

Tax Category 65/66   66/67   67/68   68/69   69/70   70/71   71/72 73 74 75 76 77 78 79 80 81 
 

Tax on Income, Profit & Cap. Gains 
Personal 
Corporate 

Domestic Taxes on Goods & Services 
General Sales & TT 

Manufacturing 
Non-Manufacturing 
Imports 

Selective Sales (Excise) 
Liquor 
Tobacco 
Other 

Defence Levy 
Licence Tax 
Heavy Oil Motor Vehicle Tax 
Surplus of Govt. Monopolies 

Taxes on Specific Services 
Betting/Lottery Tax 

Taxes on International Trade  
Import Duties 
Export Duties 
Foreign Exchange Taxes 
FEECs Revenue 

Taxes on Property  
Estate Duties 
Wealth Tax / Gift Tax 
Taxes on Financial & Cap. Trans. 
Treasury Bill Tax 
Property Transfer Tax 
Bank Debits Tax 

Other Taxes 
o/w Stamp Taxes 

Tax Revenue 

 
281 312 321 349 445 447 453 704 606 770 935 937    1,102   1,357   2,086   2,029 

246 190 258 253 287 384 386 378 570 
458 416 512 682 650 718 971    1,708   1,459 

354 384 421 494 645 786    1,071   1,191   1,252   1,375   1,417   1,548   2,557   2,966   3,497   4,864 
39 72 79 111 247 326 394 536 604 646 711 662    1,078   1,195   1,639   2,828 
39 72 79 111 247 326 394 457 495 531 569 451 834 665    1,051   1,727 

79 109 115 142 211 244 530 588    1,101 
– – – – – – – – – 

137 154 185 237 226 265 336 368 589 665 642 832    1,374   1,684   1,776   1,941 
23 27 216 206 190 555 498 683 749 

313 341 373 459 452 759 801    1,000   1,123 
0 0 – – – 60 385 93 69 

– – – – – – – – – – – – – – – – 
40 38 31 18 47 45 53 50 59 64 64 54 74 87 81 95 
10 0 1 0 1 1 0 7 0 0 0 0 0 – 1 – 

118 107 110 110 124 149 287 230 0 – – – 31 – – – 

10 12 15 18 0 0 0 0 0 0 0 0 0 – 0 0 
10 12 15 18 0 0 0 0 0 0 0 0 0 – 0 0 

736 777 912    1,091   1,121 981    1,071   1,321   2,062   1,987   2,321   2,870   6,484   6,529   6,317   6,518 
477 544 514 460 306 282 258 222 277 336 476 518    1,409   2,131   2,576   2,725 
259 233 321 346 369 303 277 425 821 596 771    1,195   4,746   4,391   3,740   3,771 

0 0 – – – – – – – – – – – – – – 
– – 77 285 446 396 536 674 964    1,055   1,074   1,157 329 7 1 22 

24 22 23 28 30 55 62 86 81 102 100 118 142 62 56 71 
10 9 9 14 12 14 16 14 11 11 14 18 18 15 16 24 
12 13 13 13 17 25 27 41 37 54 45 50 45 37 28 37 

2 0 1 1 1 16 19 31 33 37 41 50 79 10 12 10 
– – – – – – – – – – – – – – – – 
0 0 1 1 1 1 3 2 2 3 3 1 10 10 12 10 
2 – – – – 15 16 29 31 34 38 49 69 – 0 – 

16 19 20 21 21 21 25 20 19 25 26 36 68 101 201 211 
16 19 20 21 21 21 25 20 19 25 26 36 68 101 201 211 

1,412   1,515   1,697   1,983   2,262   2,290   2,682   3,323   4,020   4,259   4,799   5,509  10,354  11,015 12,158 13,694 

(Contd.)  
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Tax Revenue 

Appendix 1 (Contd.) 

(Rs. Million) 

Tax Category 82 83 84 85 86 87 88 89 90 91 92 93 94 95 96 
 

Tax on Income, Profit & Cap. Gains 
Personal 
Corporate 

Domestic Taxes on Goods & Services 
General Sales & TT 

Manufacturing 
Non-Manufacturing 
Imports 

Selective Sales (Excise) 
Liquor 
Tobacco 
Other 

Defence Levy 
Licence Tax 
Heavy Oil Motor Vehicle Tax 
Surplus of Govt. Monopolies 

Taxes on Specific Services 
Betting/Lottery Tax 

Taxes on International Trade  
Import Duties 
Export Duties 
Foreign Exchange Taxes 
FEECs Revenue 

Taxes on Property  
Estate Duties 
Wealth Tax / Gift Tax 
Taxes on Financial & Cap. Trans. 
Treasury Bill Tax 
Property Transfer Tax 
Bank Debits Tax 

Other Taxes 
o/w Stamp Taxes 

Tax Revenue  

 
2,923    3,366    5,480    5,586    4,787    4,909    4,647    5,148    7,337    9,722  10,967 12,543 15,277 17,161 20,751 

808 891    1,760    1,424    1,513    1,580    1,464    2,207    2,957    3,539    4,067    5,235    5,621    7,358    7,315 
2,115    2,475    3,720    4,162    3,274    3,329    3,183    2,941    4,380    6,183    6,900    7,308    9,656    9,803  13,436 

6,320    8,710  10,888 13,360 14,788 15,668 17,021 20,829 28,771  32,110 38,160 47,963 56,685 70,797 77,105 
4,052    6,224    8,143  10,189 10,088  10,611 12,321 14,658 20,291 21,430 24,095 29,663 32,300 36,429 37,631 
1,806    2,718    3,045    3,619    3,270    3,675    3,610    4,496    6,798    7,945    8,262    9,231    9,171    9,906    8,874 
1,524    1,891    1,928    2,739    2,415    2,426    3,386    3,004    3,726    2,974    3,546    4,825    6,445    7,074    9,711 

722    1,615    3,170    3,831    4,403    4,510    5,325    7,158    9,767  10,511 12,287 15,607 16,684 19,449 19,046 

2,123    2,298    2,549    2,982    4,414    4,716    4,420    5,812    8,170  10,597 10,232  11,655 14,632 19,436 22,067 
808 867    1,013    1,104    1,485    1,644    1,754    1,955    2,657    3,126    3,434    4,063    4,686    6,298    5,839 

1,315    1,431    1,536    1,877    2,927    3,071    2,665    3,855    5,461    6,884    3,339    6,866    7,888    8,788  12,833 
– – – 1 2 1 1 2 52 587    3,459 726    2,058    4,350    3,395 

– – – – – – – – – –    3,763    6,589    9,693  14,408 16,441 
145 188 194 188 285 340 279 358 309 80 66 56 60 524 966 

0 0 0 0 0 0 – – 0 – – – – – – 

– – – – – – – – – – – – – – –  
0 0 2 1 1 1 1 1 1 3 4 – – – – 
0 0 2 1 1 1 1 1 1 3 4 – – – – 

5,172    7,439  13,081 10,998  11,050 12,975 12,501 16,495 19,341 19,752 21,641 20,819 22,598 24,373 25,464 
2,538    4,047    6,670    8,093    9,414  11,051 10,671 14,923 16,792 18,617 20,819 20,762 22,598 24,365 25,459 
2,634    3,392    6,411    2,905    1,636    1,924    1,830    1,572    2,549    1,135 822 57 – 8 5 

– – – – – – – – – – – – – – – 
0 0 0 0 – – – – – – – – – – – 

74 69 92 123 154 112 114    2,470    2,815    3,222    2,185    1,095 504    1,050    1,604 
22 17 23 41 34 25 19 10 17 13 15 – – – – 
42 43 59 69 108 75 80 100 163 161 161 – – – – 
10 9 10 13 12 12 15    2,360    2,635    3,048    2,009    1,095 504    1,050    1,604 
– – – – – – –    2,345    2,618    3,033    1,991    1,073 471    1,050    1,604 

10 9 10 13 12 12 15 15 17 15 18 22 33 – – 
– – – – – – – – – – – – – – – 

247 326 397 375 492    1,454    1,663    2,571    2,942    3,351    3,400    3,452    4,363    5,150    5,279 
247 326 397 375 492    1,454    1,663    2,351    2,942    3,271    3,400    3,452    4,363    5,150    5,279 

14,736  19,911 29,938 30,442 31,271  35,118 35,946 47,513 61,206 68,157 76,353 85,872 99,427118,531130,203 

Source: Central Bank of Sri Lanka Annual Reports and Ministry of Finance Estimates of Revenue and Expenditure.
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Yuthika Indraratna

 
Tax Discretionary Changes 

Appendix 2 
 
(Rs,  Million) 

 
Tax  Cal gory  50      51  52    5  54      55      56      57      58      59      60      61  62      6  64 

 
Income Tax  -2,5 5   16,5    0     2:l  0  0     20  g  0  0     45      Xl 10  0 

 
Tumovt:;r Tax  0  0  0  0  0  0  0  0  0  0  0  0  0     30      40 

 
Excise Tax  0  0  0  0  9  0    (),2  0  0  0     17 0     10 6  6 

 
Tmporl Duly  0,5 -4    -U 0     17    -2  0    5,7   22 20    7,5 0     32     27      31 

 
Total Tax 

Changes -2  1 11     0    49  -2   0.2 25.7     30     20 24.5     45  123     73     77 
 
 
 
 
 

Tax  Category 65      66      67      6g      69      70      71  72     n  74      75      76      77    7X 79 

.,, 
Income Tax  -3.5 6 0     15 0  0  0  0     15 0      -' 0   100 0      85 

Turnover Tax  0  0  0  0     12  166   29      1 5     44    -25 0  0  0  0  0 
 

Excise Ta x  2 0  0     15   20  0     35    10    45  0  0     95  0  0  0 
 

import Duty  1 5     29  0     80    -1 5  0      60  0  0  0  0   -1 5     10 0  0 
 

Total Tax 
C hanges 13.5   35  U  IIU  17  166   124     25   I ll4  -25     23     NU  IIU u   N5 

 
Ta x Catgor y 80      81  82      8  84      85      86      87      88      89      9 0     9 1 92      9  94 

 
In come Tax 

Turn ovr Tax 

Excise Tax 

Tm porl Duly 
 

Tot a l Ta x 
Changes 

 
Source : Minist ry of  Fin a nce  Bud get  Speeches 

Category

-5.5

Category

Total

68 73 78

13.5 35 0 110 17 166 124 25 104 -25 23 80 110 0 85

23

Total Tax

Turnover Tax

Import Duty

Import Duty

 Turnover Tax

Import Duty

Total Tax
       Changes

Turnover Tax

Income Tax

Total Tax
       Changes

Total Tax
       Changes

Source: Ministry of Finance Budget Speeches.
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The Measurement of Tax Elasticity : A Time  Series Approach

 
Adjusted Tax Revenue 

Appendix   3 

Source: Author’s Estimates.

Tax             Tax                      Tax                     Tax                  Revenue
Excise
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Ratios of Actual to Estimated Tax 
Appendix 4 

 

Tax Category 49/50 50/51 51/52 52/53 53/54 54/55 55/56 56/57 57/58 58/59 59/60 60/61 61/62 62/63 63/64 

Tax on Income, Profit 1.0 1.0 1.0 1.0 1.0 0.9 1.0 1.0 0.9 0.9 1.0 1.2 0.9 0.9 1.1 

Domestic Taxes on Goods & Services 1.0 0.8 1.0 1.1 0.9 1.0 1.0 1.1 1.2 1.1 1.1 1.0 1.0 1.1 1.0 

General Sales & TT 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0 

Selective Sales (Excise) 1.1 1.2 1.0 1.2 1.1 1.1 1.0 1.5 1.4 1.2 1.0 1.1 1.0 1.2 1.0 

Defence Levy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Licence Tax 1.0 1.0 1.0 1.1 0.7 1.1 1.0 1.0 1.7 1.2 1.4 0.8 0.9 0.9 1.1 

Motor Vehicle Taxes 1.0 1.7 1.8 2.2 1.0 1.0 1.0 1.3 0.8 0.8 0.4 1.0 1.1 1.1 0.8 

Surplus of Govt. Monopolies 0.9 0.7 1.0 1.1 1.0 0.9 1.0 1.0 1.0 1.1 1.0 1.0 1.0 1.0 1.1 

Taxes on Specific Services 1.0 1.3 1.3 0.8 1.7 1.0 0.9 0.8 0.6 0.7 0.8 0.9 0.7 1.2 1.0 
Lottery Tax 1.0 1.3 1.3 0.8 1.7 1.0 0.9 0.8 0.6 0.7 0.8 0.9 0.7 1.2 1.0

Taxes on International Trade 1.1 1.0 1.0 1.1 1.1 1.0 1.1 1.0 1.0 1.0 1.0 1.0 1.1 0.9 1.0 

Import Duties 1.0 1.0 1.0 1.0 1.0 1.0 1.1 1.1 1.0 1.1 1.0 1.0 1.1 0.9 1.0 

Export Duties 1.1 1.0 1.0 1.1 1.1 1.0 1.0 1.0 1.0 0.9 1.0 1.0 1.0 0.9 0.9 

FEECs Revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
 
Taxes on Property 1.0 1.0 2.0 1.3 1.2 1.4 0.9 0.4 0.8 0.8 1.1 0.8 0.9 1.1 0.9 

Estate Duties 1.0 1.0 2.0 1.3 1.2 1.4 0.9 0.4 0.7 1.0 1.1 1.0 1.3 1.1 1.1 

Wealth Tax / Gift Tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0 1.0 0.9 1.0 0.7 

Taxes on Financial & Cap. Trans. 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.9 0.8 1.0 0.6 0.8 1.1 1.1 

Treasury Bill Tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Property Transfer Tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Other Taxes 1.1 1.4 1.1 1.2 1.0 1.0 1.1 1.1 0.5 0.8 1.1 1.0 1.1 1.2 1.2 

Stamp Taxes 1.1 1.4 1.1 1.2 1.0 1.0 1.1 1.1 0.5 0.8 1.1 1.0 1.1 1.2 1.2 

Total Taxes 1.0 1.0 1.0 1.1 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 0.9 1.0 

                            (Contd.)
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Ratios of Actual to Estimated Tax 

Appendix 4 (Contd.) 

 

Tax Category 64/65 65/66 66/67 67/68 68/69 69/70 70/71 71/72 73 74 75 76 77 78 79 

Tax on Income, Profit 1.1 1.1 1.2 1.2 1.0 1.0 1.0 0.7 1.1 1.1 1.3 1.1 1.1 1.0 1.2 

Domestic Taxes on Goods & Services 1.1 1.1 1.0 1.0 1.0 1.0 1.0 0.9 1.0 1.0 1.0 0.9 1.0 1.0 1.0 

General Sales & TT 1.0 1.1 1.0 1.1 1.0 1.0 1.0 0.9 1.0 1.1 1.0 1.0 1.0 1.0 0.9 

Selective Sales (Excise) 1.0 1.0 1.0 1.0 1.1 1.0 1.0 0.8 1.1 1.0 1.0 0.9 1.0 1.0 1.1 

Defence Levy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Licence Tax 1.0 1.0 1.1 0.9 0.4 1.2 1.0 0.9 0.8 1.0 1.0 1.1 0.9 1.3 0.9 

Motor Vehicle Taxes 0.9 2.0 1.5 1.7 0.1 2.5 4.5 0.0 1.0 0.0 2.7 2.7 0.2 1.0 0.0 

Surplus of Govt. Monopolies 1.1 1.1 1.0 1.0 1.0 1.0 1.0 0.9 1.0 0.0 0.0 0.0 0.0 0.0 0.0 

Taxes on Specific Services 29.5 0.9 24.8 1.1 1.0 0.0 5.0 3.8 1.0 0.7 1.4 1.6 1.1 0.9 0.0 
Lottery Tax 29.5 0.9 24.8 1.1 1.0 0.0 5.0 3.8 1.0 0.7 1.4 1.6 1.1 0.9 0.0

Taxes on International Trade 0.9 0.9 1.1 1.1 1.0 1.0 1.0 0.8 0.9 1.1 1.0 1.1 1.1 1.0 1.0 

Import Duties 0.8 0.9 1.1 1.0 1.0 1.0 1.0 0.8 0.9 1.3 1.1 1.0 1.0 1.0 1.1 

Export Duties 1.1 0.9 1.0 1.0 1.1 1.0 1.0 0.8 1.1 1.0 1.1 1.3 1.7 1.0 1.0 

FEECs Revenue 0.0 0.0 0.0 0.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 0.0 
 
Taxes on Property 1.0 0.9 0.9 1.0 1.2 1.1 1.0 0.9 1.3 1.3 1.3 1.1 0.8 1.2 0.9 

Estate Duties 0.8 1.1 1.0 1.0 1.6 0.8 1.1 1.1 1.2 0.9 0.9 1.2 1.1 0.9 0.8 

Wealth Tax / Gift Tax 1.1 0.6 0.8 1.0 1.0 1.4 1.0 1.0 1.5 2.0 1.6 1.1 0.5 1.1 1.1 

Taxes on Financial & Cap. Trans. 1.0 29.6 1.4 1.2 1.0 0.9 0.9 0.7 1.1 1.1 1.1 1.1 1.4 1.4 0.5 

Treasury Bill Tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Property Transfer Tax 0.7 3.9 1.4 1.2 1.0 0.9 1.4 1.5 0.9 1.0 1.5 1.5 0.3 1.7 0.5 

Other Taxes 0.9 0.9 1.1 1.3 1.1 1.1 0.9 1.0 0.8 0.8 1.0 1.0 1.4 1.9 1.3 

Stamp Taxes 0.9 0.9 1.1 1.3 1.1 1.1 0.9 1.0 0.8 0.8 1.0 1.0 1.4 1.9 1.3 

Total Taxes 1.0 1.0 1.1 1.1 1.0 1.0 1.0 0.8 1.0 1.1 1.0 1.0 1.1 1.0 1.0 

                            (Contd.)
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Ratios of Actual to Estimated Tax 

Appendix 4 (Contd.) 

Tax Category 80 81 82 83 84 85 86 87 88 89 90 91 92 93 94 

Tax on Income, Profit 1.8 0.9 1.0 1.0 1.2 1.0 1.0 1.0 1.0 0.9 1.1 1.2 1.1 0.9 1.0 

Domestic Taxes on Goods & Services 1.1 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 0.9 1.0 1.0 

General Sales & TT 1.2 1.0 1.0 1.0 1.0 1.0 1.0 0.9 1.0 1.0 1.0 1.0 1.0 1.0 0.9 

Selective Sales (Excise) 1.0 1.0 1.0 1.0 1.0 0.9 1.1 1.0 1.0 1.0 1.0 1.0 0.8 0.9 1.1 

Defence Levy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.8 1.0 1.1 

Licence Tax 0.9 0.8 0.6 1.0 1.0 1.0 1.2 1.2 0.9 1.0 0.8 2.5 2.0 1.5 1.2 

Motor Vehicle Taxes 80.0 0.0 1.0 1.3 1.0 1.7 10.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Surplus of Govt. Monopolies 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

Taxes on Specific Services 3.0 1.1 1.3 3.1 10.1 1.0 1.0 1.0 0.5 1.0 1.4 0.0 0.0 0.0 0.0 
Lottery Tax 3.0 1.1 1.3 3.1 10.1 1.0 1.0 1.0 0.5 1.0 1.4 0.0 0.0 0.0 0.0

Taxes on International Trade 1.0 1.0 0.9 1.0 1.1 1.1 1.0 1.0 0.9 1.0 1.1 1.0 1.0 0.8 0.8 

Import Duties 1.2 0.9 0.8 0.9 1.2 1.1 0.9 1.0 0.9 1.0 1.0 1.0 1.0 0.8 0.8 

Export Duties 1.0 1.0 1.0 1.1 1.0 1.0 1.0 1.0 1.0 0.9 1.1 0.8 1.0 1.8 0.0 

FEECs Revenue 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 
 
Taxes on Property 0.8 1.2 1.3 0.8 1.2 1.9 2.2 1.3 1.3 1.0 0.9 1.0 1.2 0.8 0.9 

Estate Duties 0.8 1.6 1.4 0.8 1.2 2.4 1.5 1.7 1.0 1.0 1.1 1.3 1.5 0.0 0.0 

Wealth Tax / Gift Tax 0.9 1.1 1.3 0.8 1.3 1.8 3.0 1.3 1.5 1.6 1.6 1.5 10.7 0.0 0.0 

Taxes on Financial & Cap. Trans. 0.8 0.9 0.9 1.0 1.0 1.3 1.0 1.0 1.1 1.0 0.9 1.0 1.1 0.8 0.9 

Treasury Bill Tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.0 0.9 1.0 1.1 0.7 0.9 

Property Transfer Tax 0.8 0.9 0.9 1.0 1.0 1.3 1.0 1.0 1.1 1.1 1.1 0.9 0.0 0.0 0.0 

Other Taxes 2.2 1.1 1.2 1.2 1.2 1.2 1.2 1.2 1.0 1.2 1.2 1.2 1.1 1.0 1.0 

Stamp Taxes 2.2 1.1 1.2 1.2 1.2 1.2 1.2 1.2 1.0 1.1 1.2 1.1 1.1 1.0 1.0 

Total Taxes 1.1 1.0 0.9 1.0 1.1 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 0.9 0.9 

Source : Central Bank of Sri Lanka Annual Reports and Ministry of Finance Estimates of Revenue and Expenditure.
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Time Plots for Variables in Elasticity Estimation 
Appendix  5 

 

Source: Author’s Estimates.
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