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Summary

Projects involving development, humanitarian, attier assistance provided
by governments or international organisations oftenjoy tax exemptions.
Exemptions may apply to imports and procuremengadds and services, and may
extend to both direct and indirect taxes (includiogstoms duties). Discussions
among donors and recipients have identified prolslerith current practice and have
led to a review of policy in some instances. Thite summarizes the issues and
options, as well as recent developments. It caoces that further study and
discussion are warranted, but makes no specifiomegendations

* This document was prepared by Victor Thuronygn®r Counsel (Taxation), International
Monetary Fund. The views expressed in this papertlose of the author and should not be
attributed to the International Monetary Fund,BEtsecutive Board, or its management. They also
do not necessarily reflect those of the United Nasi.
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1. This note discusses tax exemptions applicableinternational assistance
projects. The note benefits from discussions &t fihst global ITD> conference
held in Rome in March 2005, and draws on work cuotlseunderway by participants
in the ITD. It is intended to provide backgrounddrmation to the Committee of
Experts on International Cooperation in Tax Matteasd to stimulate further
discussion. International assistance may be pexlidy governments, government-
controlled agencies, international organisationsn-governmental organisations,
and individuals. Assistance may be designed tdlifate development or reform,
may respond to natural disasters or other humaaitagrises, or may advance other
purposes. Because private charitable assistansesrés own set of issues, this note
focuses on assistance provided by or on behalfmfegnments and international
organisations (although some of the arguments gppliGable to charitable
assistance as well). Assistance may take the fofrgrants, may be provided in
kind, or may be financed by concessional loans.e Tarm in which the aid is
provided typically does not affect the tax treatmenExemptions for various
transactions under international assistance prejapply in many countries, often at
the insistence of donors.

. EXxisting practice

In general

2. Tax exemptions relating to international ai@ aaried. Imports of goods may
be exempt from customs duties, VAT, excises, artieoindirect taxes. Goods or
services procured locally may be exempt from VAT sales tax. Income tax
exemption may be extended to persons working urobertracts. There may be
exemptions from other taxes as well.

3. The legal instruments for providing exemptiorrywas well. In some cases,
domestic tax laws set the conditions for exemptidn. other cases, the terms for
exemption are provided by treaties or other agragmentered into by recipient
governments.

4. Exemptions are not always provided. The WorlhB, for example, has not
sought exemptions. Rather, the policy of the Bhak been that it would not use its
loans to finance taxes.Recipient countries therefore have a choice. Than
provide exemption for goods and services procunedien Bank-financed projects or
they can provide budgetary funds to pay for thetipar of the project costs
representing tax. On 13 April 2004, the World Bagtkanged its policy to allow
financing of reasonable, nondistriminatory tax &&st Going forward, therefore,
recipient countries will not have to face the clwicf providing exemptions for

1 The International Tax Dialogue (ITD) is an initieg by the IDB, IMF, OECD, World Bank, and UN to@urage and facilitate
discussion of tax matters among national tax officiand international organisations. See www.itoweg.

2 General Conditions Applicable to Loan and Guaramtgreements, sec. 5.08: “no proceeds of the Léatl e withdrawn on
account of payments for any taxes levied by, othim territory of, the Borrower... on goods or sees, or on the
importation, manufacture, procurement or supply¢loé” (as in effect before April 13, 2004)

3 See BP [Bank Procedure] 6.00 (April 2004); OP Bh¢ Bank may finance the reasonable costs of tarésduties associated
with project expenditures.”)
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Bank-financed projects, where their taxation systeas been determined to be a
reasonable one for purposes of this policy.

5.  Where exemptions are provided, the questionearias to which specific
transactions qualify for exemption. As discusseeloln, exemption might be
granted by the general domestic tax rules, by gdnmeiles of double tax treaties, by
specific exemptions in domestic law directed toernmational assistance, or by
bilateral agreement. Possible transactions andstéixclude the following:

* Goods are imported by a nonresident on a tempobasis (regime for
temporary imports may apply) (possible exemptioonir customs
duties, VAT, and other indirect taxes);

* Goods are imported by a nonresident, but will netréexported (possible
exemption from customs duties and VAT);

*«Goods are imported by a resident, to be paid fangiproject funds
(possible exemption from customs duties and VAT);

*Goods or services are purchased from a local sepplising project
funds (possible exemption from VAT);

* A nonresident individual comes to the country t@de services to be
paid for using project funds and stays in the copfor only a limited
period of time (possible exemption from individuialcome tax and
social contributions, perhaps under a general pgioni of domestic
law, under treaty provisions, or under a bilatexgteement);

A nonresident contractor without a permanent estdbient in the
country provides services under a contract finanwét project funds
(possible exemption from profit tax, perhaps undeyeneral provision
of domestic law, under treaty provisions, or undar bilateral
agreement );

« A resident company is hired to provide servicesb® financed using
project funds (possible exemption from profit tax);

*Resident individuals are hired to work for a resider nonresident
contractor with project funds (possible exemptioor findividual
income tax and social contributions).

6. The list in the preceding paragraph is not catgl It is intended to illustrate
that the question of potential tax exemption arigedifferent contexts and requires
drawing a line at some point. (Few if any courdriéor example, would exempt
from tax the income earned by local permanent il who are working for a
company that is providing services under a contthat is financed by aid funds. In
some cases, the general tax rules would apply @amexion, without the need for a
specific exemption for aid-financed projects. Foample, a nonresident importing
goods might qualify under the terms of a custongime for temporary imports. A
nonresident which provides services without havaengermanent establishment in
the country might not be subject to income tax untlee general rules (many
countries refrain from imposing income tax in suclituation, even where there is
no double tax treaty in effect.) Or the terms ajemerally applicable treaty for the
avoidance of double taxation might provide for axemption for a nonresident
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providing services without constituting a permanestablishment, again without
specific reference to the project being aid-finathce

Why might donor s not want to finance taxes?

7. There may be several reasons for donor reluetandinance taxes imposed in
connection with their international assistance.

8. The broadest reason is a desire to maximise pttozvision of aid that is
intended to be targeted to specific uses, subj@a budget constraint. It might be
easier, for example, to mobilise political suppdor such targeted assistance
(building schools, vaccinating children etc.) théor the provision of untargeted
budget support. (There is, however, a downsidéaifeted assistance turns out to
be wasteful or unsuccessful it is more vulnerablealitical criticism.)

9. In some cases, donors may actively oppose pmoyidny aid to the

government that can be used for general budgetarpgses. For example, the
donor may be responding to a humanitarian crisi$ roviding support directly to

refugees, but may wish to provide no support togheernment.

10. In yet other situations, a donor may have ngation in principle to providing
budgetary support to the aid recipient, but mayehaoncerns about the public
expenditure management framework in the recipieatintry. There may be
concerns that in an environment of substantial @otion a significant portion of
funds that are supposed to be paid as taxes amdfihé their way into the budget
and be spent in a proper manner in fact will noacte their final intended
destination. There may also be a concern thatbtidgget formulation process does
not result in a sensible allocation of funds. Téwent of these concerns will, of
course, depend on the situation in the recipieninty and will vary over time, as
tax collection and public expenditure managemergrowe (or deteriorate).

11. Afinal reason for a reluctance to finance wiea concern that the recipient’s
tax policy is unreasonable in some way. The comaeay relate to: (i) the rates of
taxation; (ii) what is felt as an unduly aggressassertion of tax jurisdiction; or (iii)
taxation that actually discriminates against aitaficed projects. This concern may
be magnified in situations where there is an absasfca treaty for the avoidance of
double taxation between the donor country and #wpient country. Imposition of
customs duties may be considered unreasonablege sinstoms are designed to
provide protection for domestic industry, and thidicy reason may be absent in the
case of aid. Imposition of indirect taxes such @&T may be considered
unreasonable, since the incidence of the tax mtheeifall on the aid recipients or
on the donor, neither of which may be consideredppropriate subject of taxation
as a matter of policy.

Il. Reasonsfor change

12. As a general matter, the reasons that somerdoar@ reviewing their policy

concerning tax exemption are two-fold. First, #hés a recognition on the part of
donors that tax exemption undermines the budgetaidfrecipients, increases the
transaction costs relating to international assis¢a facilitates tax fraud, and leads
to economic distortions. Second, developments imumber of recipient countries
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have weakened some of the reasons for insistingagrexemption. In the absence
of compelling reasons to insist on tax exemptidmeré is a recognition that the
general rules of taxation should apply to aid-fioad projectst

13. In some cases, the reasons for insisting oret@mption remain valid. There
is therefore no single correct answer as to whettlenors should insist on
exemption or not, and for which transactions. Tappropriate balance of policy
interests may call for different policies in diffart countries and by different
donors.

14. The concerns about unreasonable taxation iipiexd countries (paragraph 11)
have to some extent been overtaken by development:many developing and

transition countries. As a general matter, theeleof tax rates has come down.
Income tax rates in virtually all developing couges are much lower than they
were, say, 30 years ago. Likewise, tariffs haveerbedecreased with trade
liberalisation, thereby reducing the number of casdere high rates would apply.
As far as the assertion of tax jurisdiction is cemed, many developing countries
have unilaterally retrenched their taxing jurisibet to what would be typically be

permitted under treaties. For example, nonres&lgmviding services in the

jurisdiction are typically taxed only where theyade a permanent establishment.
Of course, there are instances where taxing juciszsh goes beyond what is
normally allowed under treaties. Concurrently, lewer, we can also see an
expansion of treaties to which developing countriesre become party. To the
extent that the concern remains, the remedy mighnot in total exemption from

tax of activities financed by donor aid, but a mdiraited exemption as would be

called for by typical double tax treaties (for exam exemption from income

taxation for nonresidents who do not have a permarestablishment in the

country).

15. The concerns about public expenditure managémnmeamain in many countries.
However, other countries have made substantialn@ssy This suggests that, to the
extent that the main concern of a donor is weaklipubxpenditure management,
this concern can be addressed on a case-by-caselhaseviewing the situation in
the particular countries where the donor is delivgraid. A review of the public
expenditure management framework could convinceodgnin relation to certain
recipients, that this concern has been satisfi8dch a review could take advantage
of the public expenditure management initiativesrently under way in a number
of countries, with the participation of the IMF, Wb Bank, and other agencies.

16. Finally, the concern to target aid funds to afie projects rather than
providing overall budgetary support can be addrésd®y recognizing the
countervailing argument that overall budgetary samp@llows the recipient country
to choose the most effective use of funds accordiogits need$ Standard
economic analysis suggests that overall budgetappart is more efficient than in-
kind assistance, assuming a benevolent donor.

4 See generally Gerard Chambas, Foreign Financejg@@soin Developing Countries and VAT Exemptionsa(igh 2005
presentation) (available on www.itdweb.org); Oparas Policy and Country Services, World Bank, Bbigity of
Expenditures in World Bank Lending: A New PolicyaRtework (March 26, 2004) (available on World Ban&bwsite).

5 The same general consideration has motivatednal tre move towards untied aid.
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To the extent, however, that the donor is undemdget constraint and wishes to
achieve specific policy aims with the assistandss tdesire can be addressed in
other ways than tax exemption. For example, suppbat the donor is interested in
combating malaria in the recipient country. Thendo could negotiate with the

recipient government, insisting that this governmemso provide public funds

directed to achieving the goals of malaria eradara(not necessarily as part of the
same project). Such a flexible approach coulds$atdonor concerns without

needing to use tax exemption as a policy tool.

17. In addition to the weakened rationale for ex#op in many instances,
account should be taken of the costs imposed ofipiesd countries by a tax
exemption policy. The principal problem is one fmhud. Tax administration
capacity in most developing and transition courstiie weak. Where tax or customs
exemptions are granted, there is a substantial ipiditg of abuse of such
exemptions. The abuse is likely to be more serifousndirect taxes. In the case of
direct taxes, the issue is whether a particulartramtor pays tax on its income from
a project. The amount of tax at stake is relaivadntained. However, in the case
of indirect taxes, goods that have entered thenttguon an exempt basis can find
their way into domestic commerce. The volume obéd®involved might be several
times the amount of the actual assistance. Givenstgnificant size of foreign aid,
this potential for tax fraud can have a significadiverse effect on the domestic tax
system. In addition to fraud, tax exemption imposests on tax administrations of
recipient countries in terms of keeping track of trarious exemptions provided and
administering them. The administrative burden ahd risk of fraud can vary
depending on the way that exemptions are structurédr example, in the case of
VAT imposed on domestic supplies, the supplies lbarexempted or, alternatively, a
refund could be provided upon application by theghaser. The latter mechanism
would involve a better control on use of the exeimpt Finally, instead of
providing an exemption, the recipient governmentgimi provide vouchers to
contractors working under aid-financed projectstia amount of estimated indirect
taxes. The contractors could then use these voache pay the taxes. The
advantage of the voucher approach is that it allapsfront identification of the
budgetary cost to the recipient government. On dtteer hand, administration of
the voucher system (or exemption systems) invohasinistrative costs. Reduction
of the transaction costs of aid for recipient coie# is one of the factors motivating
some donors to review their policies.

18. An additional negative effect of tax exemptiogs in the distortions it creates.
If tax exemption, as is typical, is granted for ionfs but not for domestic
procurement, a distortion is created to the detnimaf domestic producers.

[11. Options

19. Tax exemption for aid projects requires cdasing a number of factors and
policies. As mentioned above, in some cases dowdlisvish to continue to insist

on exemption. In other cases, donors may drop sdeimands, as long as the
recipient country meets specified conditions. slunlikely that all donors will agree
to unlimited taxation of all aid, but it is quiteogsible that many aid-financed
projects will become subject to the normal tax negé over time.
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20. One option for donors is to deal with each pexit country on a case-by-case
basis. This provides maximum flexibility to balanthe competing policy concerns.
This option suffers from some drawbacks, howev€ase-by-case negotiations are
time consuming and can place a strain on the lidhtapacity of recipient countries.
Absence of coordination can also lead to anomaltemor countries will find it
cheaper to operate in some countries (those offeganerous tax treatment) than
others, and projects financed by different donoil$ lme subject to different regimes,
not only involving administrative complexity butesaingly implying that one donor
can accomplish more with a given amount of expandithan another.

21. An alternative would be for donors and recipseto enter into discussions
setting out a framework under which some exemptifiisinternational assistance
might be lifted. Such a framework could includes@®nces of sound public
expenditure management practices in the recipienntry. It could also include a
review of the level of taxation and the jurisdicted rules, so as to provide
assurance of reasonableness to donors.

22. The two alternatives are not mutually exclusiifferent donors may want to

move at different paces (for example, the World Batbready took a decision in

2004 to largely abandon the policy of not financtages, but other donors have not
come this far). The approach of coordinated dadiecussion might also be tried in
a few countries on a pilot basis.

23. In conclusion, it seems that developments ommber of fronts have rendered
the policy of tax exemption for aid-financed prdjgoobsolete at least in part.
Because many different situations, types of tratieas, and types of taxes are
involved, there is not a simple yes-or-no answetoawhether aid-financed projects
should be taxed. This seems to be a fruitful afea discussion among the
concerned countries and international organisations

Questions for discussion

24. There are a number of questions that wouldefiedrom further discussion
among donor agencies and countries that are aigiests, including the following.

25. Would assurances of sound public expenditua@agement practices in a given
recipient country facilitate the lifting of at ledasome tax exemptions required by
donors? If so, could a uniform process be setlatg to provide such assurances?
To what extent could donors rely for this purposa @ublic expenditure
management initiatives which recipient countrievéhaindertaken in cooperation
with international financial institutions?

26. Are there situations in which donors would gq@ictaxation by the recipient
country on the condition that such taxation is ddesed reasonable? If so, could
uniform criteria of reasonableness be established?

27. In cases where donors insist on maintainingngptions, specifically what kinds
of transactions and taxes are sought to be exer@pt@dth respect to each one of
these, can mechanisms be found so as to minimiseindstrative costs and to
minimise the possibility of abuse? For examplethe case of VAT what are the
pros and cons of using a refund mechanism as oplpmsan exemption mechanism?
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Is the use of vouchers — under which the recipigmivernment grants no
exemptions, but provides contractors with vouch#irat can be used to pay the
associated taxes — a desirable alternative to ekent

28. Can the complexity of administering tax exeiop$ associated with aid

projects be reduced by using standardised legaftuments? Can best practices be
identified in terms of drafting legal instrumentsopiding tax exemptions, under

which the transactions benefiting from tax exemptiand the taxes concerned
would be identified with specificity?



