DISCUSSION NOTE:

THE FISCAL DIMENSION

Paper submitted to the informal discussion on the EU negotiating instructions convened by the Cotonou Monitoring Group of European Develoment NGOs and networks on Friday 10th May 2002.  This note reflects an introductory presentation made by an ACP Ambassador who led of the discussion on one of the issues discussed (Market Access, External Effects of CAP-Reform, Fiscal Implications and Supply-Side Constraints).  In the spirit of the “Chatham House rules” under which the meeting was held, the views expressed in this note should not be attributed to any individual present at the meeting, but rather reflect the areas discussed at the meeting. A review of the discussions which took place will subsequently be made available.
· In many ACP countries import duties constitute an important source of government revenue.

· In part this is because import duties are relatively easy and cheap to collect.

· In many ACP countries, particularly in Africa, duties on imports from the EU constitute a major part of total customs revenues.

· Against this background in a number of ACP countries there is concern over the implications for government revenues of moves towards free trade with the EU.

· While the findings of the various studies conducted to date vary greatly depending on the methodologies used and the assumptions made, the experience of  Botswana, Namibia, Lesotho and Swaziland, which are already facing the introduction of free trade with the EU, is that the effects can be quite severe.

· An analysis of the provisions of the EU-South Africa Trade, Development and Co-operation agreement reveals that revenue losses for neighbouring Botswana, Lesotho, Namibia and Swaziland will range from 5.3% of total government revenue (Botswana) to 13.9% of total government revenue (Swaziland)
.

ESTIMATED FISCAL LOSSES TO THE BLNS  RESULTING FROM THE IMPLENTATION OF THE EU-SOUTH AFRICA TDCA
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· In the case of Namibia these estimated revenue losses will be equivalent to two and half times the current Namibian government budget deficit.

· Not surprisingly there is concern that such a big gap in the basket of revenues available to the Namibian Government would constrain the ability of the Government to fund important social and economic activities, unless major improvements in the efficiency of government service delivery and revenue collection can be achieved.

· A study in Namibia undertaken by the Namibian Economic Policy Research Unit (NEPRU) looked at the various alternative options  for revenue collection (see Annex) and reached the conclusion that even if all of the possible alternative revenue sources were to be exploited, it would still not be enough to substitute for the revenues lost as a result of the introduction of free trade with the EU. 

· As a consequence it was pointed out that the government would need to review expenditures. However, with the government wage bill accounting for 47% of non-interest expenditures any improvement in the efficiency of government service delivery is likely to lead to public sector job losses.  

· This it is felt will have important implications for poverty eradication, since formal sector wage employment offers an important way out of poverty for households in Namibia (particularly in the Northern Communal Areas).

· While there is some recognition of the importance of this fiscal dimension, there has in the past been a tendency in the European Commission to equate the impact of tariff elimination measures on total government revenue with the impact of tariff reduction measures.   

· The effects, however, on total government revenues may be quite different.  Tariff reductions, through stimulating increased trade, may end up being revenue neutral.  

· Less revenue is generated on each individual imported item, but since a higher volume of products is imported, the total revenue collected may remain the same and may even increase.  

· However, where tariffs are eliminated, no matter what the trade stimulating effects, total customs duties collected inevitably decline.  

· The revenue effects of multilateral tariff reductions  cannot thus be equated with the revenue effects of  eliminating tariffs on imports from the EU.   

· This would suggest that the EU has a particular responsibility to assist ACP countries with processes of fiscal adjustment, as an integral part of the process of concluding and implementing Economic Partnership Agreements.
· Unfortunately to date only passing reference to this issue has been included in the European Commission draft negotiating instructions, with the view being expressed that the problem can be addressed within existing European Development Fund (EDF) programmes.  

· The experience of the BLNS suggests that this is unlikely to be the case., with likely revenue losses resulting from the implementation of the EU-South Africa TDCA in Swaziland being 6 to 7 times larger than annual EU aid transfers to Swaziland.

· Against this background there would appear to be a need for a  new section to be added to the EU negotiating directives recognising the fiscal implications for certain ACP countries of moves towards free trade with the EU and committing the EU to working with affected ACP countries in designing and implementing viable and poverty sensitive programmes of fiscal reform.
Annex

SUMMARY OF CONSLUSION OF THE NEPRU STUDY
A report prepared by NEPRU for a Parliamentary Hearing on Future EU-Namibia relations convened in March 2001made the following observations on the options open to the Namibian government in responding to likely fiscal losses:

· Declining prices as a result of local responses to the competitive challenge posed by free trade with the EU, will result in a decline in the amount of Value Added Tax charged on these products, however, if trade liberalisation leads to more economic activity an increase in VAT receipts could be expected. It was noted however that VAT was a regressive tax, the burden thereof would be felt disproportionately by the poor.  Against this background any moves towards increasing VAT revenues would need to be balanced against wider poverty alleviation objectives. 
· The creation of an independent revenue collection agency could improve the collection of taxes and increase total government revenues, however this will depend on whether the necessary performance incentives and staffing flexibility can be developed in any new autonomous agency.  Since it will take some time before the establishment of such an independent revenue collection agency would bear fruit in terms of increased government revenue it was recommended that such an agency be set in place several years before the expected reductions in SACU revenues.

· A Hotels and Tourism tax could be introduced, the burden of which would fall primarily on non-Namibians. Depending on the level of the tax and exchange rate movements this would have little or no impact on the overall level of tourism.

· A Capital Gains Tax could be introduced, but this could not be done on the basis of the current information available to government and would require the development of a new assessment and collection capacity.  Against this background such a tax may not be very cost effective.

· An increase in the highest margins of Income Tax could be considered, since the current Namibian rates compare favourably to those in South Africa.

· An Excise Tax could be introduced but administrative problems would be faced and such a tax may not prove cost effective.

· Measures to recover the costs of non-essential government services and increase government fees could be introduced, but these contribute only a small % of government revenue and the additional revenues generated would be small compared to the SACU revenue losses.

Overall it was concluded that additional revenues derived from all of the above measures would probably not be enough to substitute for the revenues lost as a result of the introduction of free trade with the EU. As a consequence it was pointed out that the government would need to review expenditures.  It was felt that steps could be taken to improve the efficiency of government service delivery and that commercialisation and privatisation would also need to be considered.

It was concluded that only if government revenues could be increased and public expenditure reigned in through a combination of improved efficiency, commercialisation and privatisation of loss making parastatals, then moves towards free trade with the EU need not necessarily negatively impact on education and social expenditures.

� “The Economic Impact of the Proposed European Union-South Africa Free Trade Area Agreement on Botswana, Lesotho, Namibia and Swaziland”, BIDPA, Gaborone, Botswana, and IDS, Sussex, UK, July 1998.
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