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I. INTRoDUCTIoN

The commencement

significant achievem

the EAC customs union from January 1 this year has been a

ent. But while this marks the end of one process-that of negotiating the

agreement itself-it is also the begiruring of another: that of implementing the agreement so

as to ensure that it yields all participant countries the greatest possible benefit. The Fund and

I very much welcome this workshop as a means to the end of ensuring exactly that.

The customs union has implications for a range of policies, relating for example to the

development of common trade policies with the rest of the world. There are those, in

particular, who see regional trading agreements as a distraction from the more important

objective ofsecuring multilateral trade liberalization. Certainly firrther and deeper trade

liberalization should remain a priority for the region, and be factored into future plans.

In these brief remarks, however, I thought it might be helpful to focus on one particular set of

issues that we at the Fund see as critical for the EAC coming years: ttre implications of the

customs union for the design and implementation oftax and customs arrangements, and for

the continuing process oftax improvement more generally.

I
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II. CHAIIPT.'CES FOR TAX DESIGN

Starting first with tax policy, the customs union poses two main sets of challenges:

The first is that of dehling with the immediate revenue implications of adopting the

common external tariff. In all three countlies, however, the prospective revenue loss

appears to be moderate-perhaps around 1 percent oftotal tax revenue. Current research at

the Fund is highlighting the difficulty that many low income countries have had in recovering

from domestic sources trade tax revenues lost as a result oftrade liberalization. This though

has been less the case within the EAC countries thal elsewhere. Given too the relatively

small amounts involved, this should not be a significant difficulty.

The deeper issue is the potential need to restructure domestic tax systems to cope with

the changed economic circumstances created by the customs union. The purpose ofthe

customs union, after all, is to encourage the freer movement of commodities and investment

between the partner countries. But that also means, to some degree, freer movement oftax

bases between them. And as the tax base becomes more mobile within the community, so it

becomes harder for each country in isolation to tax that base. This means that each has an

incentive to protect its own tax base-and perhaps poach others'-by lowering the tax rate it

applies. And that means a risk of mutually damaging tax competition-that is, of a'race to

the bottom' in which failure to coordinate tax polices leaves rates, and revenues, lower than

they should be.

I
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What does all this mean in practice? The first general principle is that problems are most

likely to emerge for taxes whose base will become more mobile as a consequence of the

customs union. And here there are two areas ofparticular concern:

corporate taxation. with the elimination of intemal tariffs, firms will be able to

serve the whoie EAC by locating in any of the three countries. As tley become more
1

footloose in this way, so the incentive for each country to try to attract such

investments by offering tax breaks will become stronger. Corporate tax rates are

already quite similar across the three countries, but the systems differ quite

significantly in the investment allowances and holiday provisions they offer'

Experience around the world indicates that tax provisions are rarely the pivotal

determinant ofcompanies' location decisions. They always rank low in surveys of

companies' attitudes: far below, for example, good govemance, productive labor, a

supportive infrastructue. And indeed the strong performance of FDI in Uganda

following the elimination of tax holidays in 1997 is strongly suggestive of their

relative lack of importaace. For these reasons, the Fund has always urged the scaling

back ofsuch incentives. All those arguments now become even stronger, however, as

a consequence of the customs union, because it is likely to intensiff the pressures to

offer more a more attractive regime than one's neighbor-all, at the end of the day, to

everyone's mutual disadvantage.

Excise taxation. While customs controls will remain in place with the Community,

the likelihooi-indeed the objective----of fieer movement of goods is likely to mean
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easier smuggling and cross-border shopping Tax differentials can be a powerful

motive to such trade (both legal and otherwise), and the effect is always strongest for

high-value goods that are relatively easy to transport' That means' in effect' those

goods subject to special excise taxes: cigarettes, alcohol' petrol are all' to varying

degrees, at risk. Experience in other parts of the world-including the European

Union-suggests that the constraints that each country faces in its ability to raise

I

excises by thL prospect of encouraging such trade can become a powerful limit to the

I

level ofthe tax that can be imposed.

In other areas of taxation-the taxation of labor income, and the VAT in particular-the

prospective difficulties are not trivial, but they are likely to be less marked'

The next question, ofcourse, is; What can be done about this? And here the second

principte to stress is that while some form of tax coordination may be appropriate'

especially in the areas highlighted above, this need not take the form of completely

uniformtaxsystems.Thetrickistodeviseformsofcooperationthatdoaslittleaspossible

to limit each country's sovereign rights oftaxation' Specifically:

For corporate taxation, one could in principle imagine an EAc-corporate tax' with

revenue shared amongst the three countries' But that is not only far from political

reatity-itisprobablyalsourrnecessary.Whatonecouldconceiveofinsteadisanon-

bindingcodeofconduct,bywhichcountrieswouldcommittocertainstandardsof

good tax behavior, with violations subject not to formal sanctions but to 'naming and



Shaming., The kind of commitments that might be made could include. for example'

to transparency, non-discrimination, and the offering only ofless damaging kinds of

incentive-refiaining, for instance, from tax holidays (beyond honoring those already

granted). A code ofconduct ofthis broad kind has been implemented' for example' in

the EU. The circumstances there are different, ofcourse, from those of the EAC' so

that this idea lould need considerable work to flesh out both the substantive content

and the institritional context. But we offer it as food for thought. one further lesson

t}rat some oil. u*uy from the EU experience is also worth noting' Much time and

effort has beJn spent in the EU on coordinating VAT structures' Arguably the more

important task was dealing with corporate taxation. This was left off the agenda for

many years, i"ing ,o politically difficult. It may have been a mistake not to face the

problems earlier on

For excises, the key is likely to be agreement not on common levels of taxation

but on minimum tevels that all will respect. This is a device that has also been used

withsomesuccessintheEU.Whatitwouldmean,forexample,isagreementthatthe

total amount ofexcise tax on the most popular price category ofcigarette in each

countrywouldbeatleastxpercent,Nodoubtitwillbedifficulttonegotiatewhat

exactlyxshouldbe.Butagreeingaminimumwouldservetoatleastlimithowfarthe

downward spiraling of excise tax rates to protect the domestic tax base can go'

Reaching agreements ofthis kind will not be easy either technically or politically. But it may

be easier to do now than later; and later may be too late'

-6-
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Ishouldnotetoothatlhaveonlyhighlightedherethepolicyissuesintensifiedbythe

customs union. Even in the absence of the EAC customs union' member countries are likely

to face pressure on tax revenues from wider trends of continued trade liberalization and

downwardpressuresoncorporatetaxrevenuesfromintemationaltaxcompetition.Thereisa

need to improve ta,x policy design irrespective of the customs union' The potential WTO-

inconsistencyofprofittaxexemptionsinthefieetradezonesisoneexample.Another,and

more general, is the |eed to strengthen the core features ofthe tax system: the VAT and

III. CHALLENGES FOR REVENUE ADMTNISTR,{TION

Thecustomsunionalsoposesverypracticalandimmediateissuesfortaxandcustoms

administration.

Kenya, Tanzania, and Uganda all have customs and tax modemization programs at various

stages of development. Implementation of the EAC will have a major impact on all of these

programs

The IMF has provided considerable technical assistance to EAC members to support these

revenue modernization programs-l 1 missions in the last 5 years' not to mention

considerable on-going assistance from our East AFRITAC offrce in Dar es Salaam'

Based on intemational best practices, a review ofthe EAC customs union protocol' and a

review of each member state's modemization progam, the IMF has highlighted a number of

lr

inconre tax.
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key administrative measures that customs administrations will need to take to support EAC

implementation. These include:

Harmonization of the customs tariff nomenclature and classification decisions.

Adoption of a standard system of valuation of goods in accordance with the wTo

agteement.

Implementation of the common extemal tariff and interim internal tariffs based on

common rule! ofgoods origin (including co-operative procedures to verify origin in
tr

I

selected cases ).

Hamionization across the three countries of processes and procedures, including:

i

>' Harmonization of customs and trade formalities and documentation (including

the adoption ofa harmonized customs declaration).

F Implementation of a common transit system.

>' Establishment of common terms and conditions for duty suspension and refund

procedures-temporary importation, re-exportation, export promotion schemes,

free ports, warehouses, and so on.

F Co-operation in the prevention, investigation and suppression of customs

offences-including mutual assistance, exchange of information, special
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surveillance of high risk goods, establishment of common border posts' and

appropriate intemal and extemal border control.

F Dissemination of harmonized information to facilitate trade; and adoption of

common solutions to problems that restrict trade.

F Establishment ofjoint customs and trade training programs.

F Production and exchange of standard foreign trade statistics

Stakeholder sensitization and educationa

Just as there are chalienges for tax policy in sustaining and improving performance of the

wider tax system. so there are wider challenges for tax administration too:

I

io IMF Assistanbe to the tax administrations of the EAC has focused on putting in place

a modemization strategy that will enhance the effectiveness of the administrations,

and reduce the costs of compliance to taxpayers'

A critical first step in tax admilistration reform is for the EAC members to recognize

the contribution that the largest taxpayers make to govemment revenues' In EAC

countries, a small number of taxpayers-tlpically less than 500, or even fewer-will

contribute at least 50 per cent ofrevenue and often much more. The EAC members

are looking to streamline the interactions that these largest taxpayer must make with

the tax administration tkough the establishment of large taxpayer offices (LTOs).
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a LTOs will provide full services for large taxpayers-that is' from registration and

taxpayer services through to collection enforcement and audit on all tax tpes' so that

large taxpayers only must deal with one small and efficient office'

In the past it was common for taxpayers to have to deal with separate tax deparhnents

that independently administered tax obligations for VAT and income tax' This leads

toduplicationandextracostsforbusiness.Itwaspossibleforataxpayertohavetax

auditsfromthetwodepartmentswithoutanycoordination;therulesgoverningeach

type oftax were different; taxpayers had to seek information on a tax and register for

the particular tax from separate service areas These costs of doing business are

reduced witli integrated tax administration'

i

The creation of large taxpayer offices by the EAC members is the first step in

ensuring that there is integration across the various taxes' Over time the IMF

i

.""o-m"rdJ'thut each of the EAC members moves to integrate all their domestic tax

administration within a single departrnent

A second aspect of the tax administration reforms that the IMF recommends to EAC

members is to introduce self assessment of tax obligations' This means that there is

much less Pre-assessment verification of information in tax retums' The idea is to

remove the need for 100 percent checking ofall information' Instead there is more

risk assessment oftaxpayers, with comprehensive audits of the genuinely highest risk

taxpayers. This means more effective reviews of taxpayers affairs as well as

streamiined processing of tax retums and payments'
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To accompany self assessment, the EAC members are also looking to expand the

taxpayer services needed to enswe tlat taxpayers fully understand their tax

obligations. This includes public information and taxpayer rulings to ensure that the

largest taxpayers, with complex tax affairs, can have more certainty concerning the

application of tax laws.

For a self assessment regime to be implemented, the tax administration must also

have the authority to gain access to information about taxpayers and to impose strong

penalties when audits reveal that tax has been understated.

IV. CoNCLUSToNS

what I have described is a full agenda. Let me conclude by summarizing what I see as the

rwo key Iessons that I hope will be pursued further in this workshop and beyond:
I

o The customs union poses new challenges, ofboth policy and administration,

l

dealing withlwhich requires enhanced cooperation between the three countries.

I

Coordination will have to loom larger on work plans at all levels: from the day-to-day

implementation of specific customs transactions to the sefting of some broad

parameters of ta.x sYstem.

At the same time, the customs union intensifies existing challenges faced in

strengthening and modemizing design and institutions. It is important not to lose sight

of the importance of strengthening the core vAT system, for example, even if this an

area in which policy coordination is not an immediate priority'

a
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The Fund is ofcourse anxious to do all it can to support pro$ess in these areas, both through

AIRITAC-EAST, on the administration side, and by mission from headquarters on policy

issues. I look forward to leaming more about how we can be of most use. This meeting is

indeed a timely one if the customs union is to improve the prospects and circumstances of the

region as much as we all hope'


