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Introduction TaxDev

=QOverview

= Ex-post TE evaluation, Cost-benefit analysis
= Evaluation Methods when ‘ideal’ data is unavailable
= Cost-benefit & distributional analysis

=Concluding Remarks
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Overview TaxDev

= TE report
= Transparency / Accountability
= Decision-making X

= The first half of a Cost-Benefit-Analysis (CBA)

= Doesn’t evaluate effectiveness / efficiency of TE g A

= Doesn’t often evaluate vs. alternatives
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Overview TaxDev

= Often might get demand for “evaluate” or “rationalize” TEs.

= E.g., Uganda: IMF ECF Structural benchmarks

Table 2b. Uganda: Original Structural Benchmarks - Combined 2~ and 3 Review
(concluded)
Measures Rationale Deadline | Status Comments
Adopta tax exemptionrationalization | Rgvenue June Not Completed in November 2022.
plan applying criteria defined in the mpbilization | 2022 met The planisin line with TA
tax expenditure framework that would | thfough a recommendations provided by
identify at least 0.1 percent of GDP in wiler base the Fiscal Affairs department of
savingsin FY 22/23 and 02 percentin the IMF in July.
subsequent years.

= But how do you ‘rationalize’ a TE?
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How do you ‘rationalize’ a TE? TaxDev

Rationalization : (e.g.) justifying existence of the TE

Not straightforward; 3 distinct questions which can become conflated

= Effectiveness: Does the TE meet stated objectives?
= Are these objectives stated anywhere?

= We would like to know the causal effect of offering a tax incentive on some pre-determined outcome
[difficult!]

= Efficiency / Cost-benefit analysis:

= Are there net benefits to society?
= If the objective is met, at what cost?
= Evaluation vis-a-vis alternatives

= If gov't committed to providing support, is the TE the best way to do so?
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Recent IMF How-to Note TaxDev

= Beer et al. (2022) provide some guidance on TE evaluation

= “a process that seeks to systematically inform policymakers
on the desirability of introducing or maintaining specific tax
benefits by gathering and analysing available quantitative
and qualitative information on their effects”

= Only a handful of countries carry out systematic evaluation
of TE

= Germany: every TE evaluated at least once per decade.

= [reland: aims to evaluate TE every five years.

How to Evaluate Tax Expenditures

Prepared by Sebastian Beer, Dora Benedek, Brian Erard, and Jan Loeprick
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Cost-Benefit Analysis
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Evaluating efficiency (C-B-A)

INTERNATIONAL MONETARY FUND

= IMF paper in 2014 sets out a cost-benefit analysis [ hrn bt T e
framework for investment incentives T

reform, or
v been eleased and ave ecluded in this package:

= Social benefits:

= Size of net investment effect
= Net impact of higher investment on jobs and o et

wages e Ty
= Productivity spillovers o e e

and other documents.

Blectronic copies of IMF Policy Papers
are gvslable to the public from

International Monetary Fund
Washington, D.C.

© 20100 Intermationa! Monetary Fund
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Evaluating efficiency (C-B-A)

INTERNATIONAL MONETARY FUND

= IMF paper in 2014 sets out a cost-benefit analysis [ hrn bt T e
framework for investment incentives T

reform, or
v been eleased and ave ecluded in this package:

= Social costs:

= Net public revenue losses
i i e S S,
= Admin + compliance costs s
= Scarcity of public funds posn s oo o
= Distorted resource allocation A

and other documents.

Blectronic copies of IMF Policy Papers
are gvslable to the public from

International Monetary Fund
Washington, D.C.

© 20100 Intermationa! Monetary Fund
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Example of CBA: Rwanda
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Cost-Benefit Analysis (investment incentive): TaxDev
Rwanda
= The benefits were measured in two parts:

= Direct benefits for the recipients of tax incentives + Indirect benefits for the
suppliers of the recipients of tax incentives

= The outcomes of interest are:

= (Post-tax employment income + PAYE) = gross employment income & (Post-tax
corporate income + CIT) = gross corporate income

= The costs of tax incentives were measured as:
= Direct costs from the revenue foregone by government

= Indirect costs of administering, monitoring and enforcing the incentives properly
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Evaluation & Cost-Benefit Analysis: Methods TaxDev

(TaxDev Rwanda)
» CBA just one of four methods used
» Each brings slightly different
information or evidence to the table
» Conclusion of study
“positive impacts on investment from tax

incentives have been limited, while the tax
revenue foregone is substantial”

Monitoring and Evaluating TEs

Method What it tells us

Cost per job

Cost benefit
analysis

METR

Econometric
model

How proportional is TE
to number of (formal)
jobs

How much does the
economy gain relative
to cost of attracting
investment

Impact of different
incentives on returns to
investment

What drives FDI
choices across various
countries
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Distributional Analysis
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Distributional Analysis TaxDev

= Distributional analysis can be very useful to help when trying to understand
effectiveness (for certain TE).

= E.g., if a VAT exemption on basic foodstuffs is targeted to provide relief to the
poorest households, you want to know the extent to which poorest households are
benefitting.

= For VAT expenditures, tax-benefit microsimulation models are very useful

= Or at least, some modelling using a household consumption survey
= For PIT expenditures, can use PAYE returns
= For CIT expenditures, can use CIT returns (firm size).

= Some examples:
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Distributional Analysis: Examples TaxDev

DS

= |FS paper looked at poverty & distributional effects of VAT
exemptions vs cash transfers

World Development

Volume 151, Masch 2022, 105742

= Use microsimulation models to study the effects of The redistributive power of cash transfers vs
reduced VAT rates and exemptions on revenues, poverty VAT exemptions: A multi-country study
and Ineguahtﬂ . Ross Warwick * © =, Tom Harris *, David Phillips * &=, Maya Goldman * &, Jon Jellema ® =,
abriela Inchauste © &=, Karolina Goraus-Tariska ¢ =

= In isolation, reduced VAT rates and exemptions in six LMICs
studied are poverty-reducing.

Show mare

+ Add to Mendeley 2 Share 38 Cite

ps:fjdsi org/10,1016/worlddev.2021. 105742 2 Get rights and content =

= Find them to be expensive in terms of foregone tax revenue, o A
and in all cases richer households benefit the most in cash
terms.

= Though better targeted at poor households, existing cash
transfer programmes often miss large shares of poor
households.

= Recycling the revenue yield from a broader VAT base with
universal benefits would reduce inequality and most measures
of poverty.
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https://www.sciencedirect.com/topics/social-sciences/value-added-tax
https://www.sciencedirect.com/topics/social-sciences/inequality

Distributional Analysis: Examples
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Sri Lanka
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Distributional Analysis: Examples TaxDev

= Axelson & Redonda (2021)

Figure 7: Total tax expenditure by taxable income decile
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Source: authors’ elaboration based on National Treasury and UNU-WIDER (2019).
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Distributional Analysis: Examples

= Mexico TE report

= Exemption and tax reductions
for businesses engaged in
Agricultural, Livestock,
Forestry and Fishing
Activities, by income decile

Monitoring and Evaluating TEs
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Grafica 3. Distribucién por decil de ingresos de la Exencién y la Reduccién en el ISR del

Régimen de Actividades Agricolas, G deras, Silvicolas y Pesqueras
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Fuente: Elaborado por la SHCP con informacién de las Declaraciones Anuales 2019.
Nota: El total puede no coincidir debido al redondeo.
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Evaluation: Important Practicalities & TaxDev
Lessons

= Build procedures for ongoing review (ex post evaluation)

= This might require:
= Defining ex-ante what the ex-post evaluation will look like
= Determining information needs.
= |s administrative or legislative change required?

= Openness to reform / removal of ineffective TEs.

= Partnering with external researchers etc. can bring much-needed objectivity
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Conclusions & Practical take-aways TaxDev

=L essons:
= Evaluation is time-consuming & resource intensive
= Often difficult to arrive at a clear answer with just one set of data
= Manage expectations of decision-makers accordingly.
= Qualitative and quantitative analysis can complement one another
= If not part of an ‘official’ review process: where do the findings go?

= Good to evaluate / monitor TE, but structures, procedures must be in place
for the results to feed into decision making.
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Conclusions & Practical take-aways TaxDev

= Many different approaches to evaluation / effectiveness / efficiency / CBA etc.

= Set out in advance the questions that will be asked, methods employed, and
how the results are used.

= TEs with clearly defined objectives are easier to evaluate.
= Manage expectations

= Unlikely that a clear-cut answer will exist.

= Start to build the evidence base today
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