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EXECUTIVE SUMMARY

OBJECTIVES OF THE REVIEW

1. This Public Finance Review assesses the performance of Thailand's fiscal institutions in
responding to the pressures of the economic crisis, and its likely performance in meeting the
challenges of the new Constitution and modernizing the public sector. It draws on the analysis
conducted in designing the Government's Public Sector Management Reform Program, and lays
out numerous reform options, many of which are incorporated in the Government's Program,
which is being implemented by various agencies. It draws lessons from Thailand's experience
during the economic crisis by examining policy responses, identifying institutional shortcomings,
reviewing key challenges for fiscal policy and administration, and developing practical policy
recommendations. While the Review is selective in its focus-issues such as human resource
management and tax policy reforms are not directly addressed-it serves as a practical
compendium of reforms currently underway, assessing progress achieved and suggesting
priorities for further reform.

2. Thailand is emerging from the biggest economic crisis in a generation, which strained its
public finances and fundamentally changed the environment in which it makes fiscal decisions.
After a decade of surpluses and skillful management of its aggregate fiscal accounts, Thailand
faces recession-induced lower revenues, rising social expenditures, costly restructuring of the
financial system, and higher public debt. Fiscal reforms are also mandated by the new
Constitution. These reformns emphasize accountability and transparency; changes in financial
management and reporting, and service delivery, as well as the decentralization of government
activities to local administrations. Thailand's ability to respond to these pressures depends
critically on the quality and capability of its fiscal institutions and tools.

3. Thai fiscal policy can generally be characterized by fiscal conservatism. The Government
is legally restrained from running a large deficit, and fiscal policy has traditionally played a
stabilizing role on the economy. This conservatism served it well during the boom years, when
fiscal policy provided a healthy macroeconomic environment for growth. From 1976 to 1996, the
average economic growth was 8 percent annually, placing Thailand firmly among the East Asian
miracle countries.

4. However, there were problems-even during the boom period-in fiscal planning and
management that were little observed. Growth was accompanied by increasing income inequality
through the early 1990s, and the efficiency and effectiveness of spending were poor. Revenue
growth was disproportionately allocated to investment spending, which failed to surmount the
infrastructure bottlenecks of Thailand's rapidly growing economy. The string of fiscal surpluses
largely reflected a continuous underestimation of revenues, whereas actual expenditures were
considerably lower than planned. Lack of transparency in public expenditure management has
emerged as a major concern.

5. The crisis revealed both strengths and weaknesses in public institutions that were often
undetected during the boom period. To its credit, the Government was able to maintain social
spending directed toward disadvantaged groups. On the other hand, a clear asymmetry was
observed in the Government's capacity to use fiscal policy as a tool of demand management. In
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the initial crisis period, the Government effectively cut budgeted expenditures by almost 20
percent. However, fiscal expansion proved more difficult than budget cuts. The fiscal stimulus
program did, over time, succeed, spurring consumption and also leaving a legacy of substantially
larger public debt-estimated to rise to more than 50 percent of GDP in the medium term from 16
percent in 1996.

6. The fiscal challenges posed by the crisis and the new Constitution call for concerted
effort on several interrelated fronts. The task for Thailand's policy makers will be:first, to ensure
fiscal sustainability by sound public debt management, asset disposal/privatization, and
mobilizing adequate resources through improved revenue administration. Second, Thailand's
capacity for prioritizing and targeting public expenditures must be strengthened. Third, more
efficient fiscal management requires a more performance-based and transparent management of
public expenditures, revenues and liabilities. Finally, careful steps toward decentralization of
fiscal responsibility and accountability are required by the new Constitution. These individual
challenges can be overcome within the Government's Public Sector Management Reform
Program. The reform agenda, and actions that the Government has embarked upon, are described
below.

THE REFORM AGENDA AND ACTIONS UNDERWAY

Revenue Mobilization

7. Thailand's revenue mobilization is on par with other Asian countries-averaging 18.4
percent of GDP before the crisis-though taxes account for a relative larger share of GDP (16.6
percent). Compared to other, similar-income countries, it has traditionally relied heavily on
indirect taxes and corporation taxes. The revenue share from direct taxes is low--about one-third
of total revenues--and is composed mostly of corporation taxes (personal taxes are less
significant). Substantial revenue comes from import duties and selective sales taxes, which tend
to be more distortionary than broader-based taxes like the value added tax (VAT). State Owned
Enterprises generate net revenue; remittances contribute I percent of GDP (around 5 percent of
total revenues). During the boom years, Thailand's revenue collection systematically exceeded
expectations without significant effort, and it was characterized by the IMF as "modern,
reasonably efficient, and broadly in conformity with international good practices."

8. During the crisis, revenues fell far more than can be explained by the decrease in
economic activity (from 19.1 percent of GDP in FY96 to 15.1 percent of GDP in FY99) raising
concerns regarding the effectiveness of tax administration. Over the medium term, revenues must
be restored to pre-crisis levels to ensure fiscal sustainability, and enhanced revenue mobilization
will be required to reduce newly acquired public debt and meet other expenditure needs.
Enhancing revenue mobilization will require substantial improvements in tax administration,
especially with regard to improving the efficiency and transparency of tax collection,
strengthening auditing and enforcement, and enhancing information technology.

9. Tax policy changes (e.g., broadening tax bases, reducing tax rates, etc.) will also be
needed to enhance the productivity, efficiency, and equity of the tax system. The area in greatest
need of reform is the personal income tax, which suffers from a number of structural weaknesses
and distortionary features. These include a narrow tax base (due to extensive exemptions, income
deductions, allowances and other tax relief mechanisms), and a highly complex tax system that is
non-transparent, unfair, and distortionary, as well as difficult and costly to administer. The IMF
recently assessed Thailand's personal income tax system and recommended a series of reforms,
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which the Government is considering, to simplify the personal income tax system, enhance its
transparency and ease its administration.

10. Equally important is the need to strengthen tax administration, to ensure adequate and
sustainable revenue flows. As part of the Public Sector Management Reform Program, the
Revenue Department has launched a reform prDgram that seeks to improve revenue collection
and minimize tax evasion, and to achieve a more equitable distribution of the tax burden. These
objectives will be achieved by:

* Strengthening collection enforcement. The first priority is to accelerate efforts to collect
current debts, and to develop debt collection strategies by debt category. Accurate and timely
information about tax arrears will also be developed, as well as a debt case management
application to improve controls over casework, and audit case selection methods. Collectible
debt is expected to be reduced to a manageable level of no more than 5 percent of total annual
tax collections. Development of an arrears strategy is a critical next step.

* Improving taxpayer compliance. Important steps taken so far include the establishment of the
Large Business Tax Administration Office and designing an automated audit case selection
system. Other critical tasks include: (i) developing and implementing a more comprehensive
audit strategy; (ii) improving the quality and availability of audit data; (iii) unifying taxpayer
identification numbers; (iv) establishing a more streamlined and focused VAT refund control
system; and (iv) coordinating audit and delinquency collection. Development of a compliance
strategy is a critical next step.

* Enhancing information technology as a means to strengthen management. The Revenue
Department's computer system lacks basic functionality to maintain taxpayer accounts,
identify arrears, select quality audit cases, and provide timely management information.
Efforts will be made to develop an operational, functional and integrated computer system
and to align business and operational priorities with the envisaged developments in
technology.

Public Expenditures and Development Outcomes

II. Thailand's expenditure allocation among sectors has broadly reflected its development
priorities. By comparison with other middle-income countries in the region and elsewhere, it
allocates a relatively large share of government expenditures to agriculture, transportation and
communication, health and education. By contrast, less is spent on defense, social security and
welfare and general public services. Public expenditures helped achieve gains in transition rates
to both lower- and upper-secondary school, the coverage of health care and the quality of road
construction and rehabilitation projects.

12. While budgets expanded rapidly during the boom period, the crisis sharply reduced
available funds, changed priorities, and required budget reallocations. The Bureau of the Budget
administered these cuts largely in a top-down, across-the-board fashion. The criteria guiding the
budgetary cuts and reallocations--that education, health care, and regional development were to
be protected--were appropriate although encumbrances (carryforwards from past authorizations)
strongly mitigated the actual level and composition of the cuts. Thailand effectively protected
expenditures on health and education, although targeting to the poor and unemployed was
limited.
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13. On average, about 20 percent of each annual budget is carried forward to the next fiscal
year in the form of encumbrances. Improved projections of spending from encumbrances and
budget allocations consistent with available resources would likely yield smaller, annual budget
allocations, and smaller carryforwards of unexpended amounts each year.

14. Enlargement of poverty alleviation programs and improved targeting will be critical to
reduce the population of poor persons and to protect against periodic downswings in the
economy. Although expenditures allocated to these programs are growing, the Government
should increase the use of geographical targeting and self-targeted programs in allocating
resources to meet distributional objectives. Critical needs are to shift away from the current, equal
distribution of resources across regions, and to define better criteria for allocating resources (e.g.,
on the basis of per capita income or regional poverty levels).

Public Expenditure Management

15. Thai budget processes are strongly centralized by the standards of well-performing
countries. While this centralization ensures effective achievement of overall fiscal targets, it also
imposes inflexibility and distortions on government agencies. These agencies face no incentives
to use the budget as a management tool to increase the performance-i.e., the efficiency,
effectiveness and equity-of government programs.

16. Fiscal transparency is weak in Thailand. The Government does not have a clear medium-
termn fiscal strategy, fiscal planning is based on cash flows of a narrowly defined central
government, off-budget operations dilute fiscal responsibility and accountability, fiscal risks
arising from government's contingent liabilities are not considered properly, and lack of ministry
and department level financial reporting hides the true cost of government policies and services.
This lack of transparency distorts the prioritization and allocation of public resources, and
diminishes accountability.

17. As part of the Public Sector Management Reform Program, the Bureau of the Budget has
launched a comprehensive budget modernization program that will modernize Thailand's budget
management so that it promotes better performance and transparency. Expenditure management
reforms are underway to:

• Introducing performance-based budgeting. In the context of performance-based budgeting,
the Bureau of the Budget is defining a new "flexibility and accountability" framework for
sector ministries, which will delegate more authority to these ministries in return for greater
performance and reporting standards. Such a framework will improve the management of
outputs and outcomes rather than control inputs. The Comptroller General's Department is
concurrently identifying financial reporting requirements for ministries and departments,
improving the Government's accounting policies, and developing an integrated financial
management system.

* Strengthening evaluation of sector policies and performance. In the new performance
framework, as central agencies relinquish line-item control they will focus more on reviewing
and evaluating the performance of ministries and departments and on analyzing whether their
polices are consistent with the Government's strategic priorities. A first step in this process is
to coordinate evaluation and policy analysis among the Bureau of the Budget, the NESDB
and line ministries.
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Improving fiscal transparency. The Bureau of the Budget and the Comptroller General's
Department are developing a policy to improve fiscal transparency, and standards for
reporting off-budget fiscal operations as part of budget documents and financial statements.
The Bureau of the Budget and Public Debt Management Office are compiling information on
contingent liabilities. A fiscal strategy extending over the "general government financial
position" with a medium-term outlook will also be developed. Additional reforms are needed
to manage fiscal risks within the budget process and to meet international public accounting
standards.

1 8. Historically, the Government was not proactive in managing its assets nor its liabilities,
nor in analyzing and mitigating the fiscal risks arising from its outstanding public debt obligations
and contingent liabilities. Preliminary analysis suggests that, in the afternath of the crisis, the
Government faces increasing off-budget obligations which accumulated primarily in the banking
and enterprise sectors, which in addition to the significant increase in public debt, must be
managed carefully. A Public Debt Management Office (PDMO) has recently been established to
analyze and manage the Government's liabilities. The PDMO is responsible for several functions
including debt service forecasting, active debt management, cash management, risk management,
project finance related transactions, and tracking and preparing to deal with contingent liabilities
of Government. To undertake these tasks, the PDMO will require a number of debt, cash, risk
management and other systems and considerable capacity building.

Fiscal Decentralization

19. Thailand is a unitary government that presently has a highly centralized fiscal system that
grants limited local autonomy in terms of functions, area, staffing, funding and decision making.
The Government has only recently begun implementing the decentralization reforms mandated by
the new Constitution, which include increasing the share of local government expenditures,
assigning more revenue sources to local governments, revising the system of intergovernmental
transfers to provide grants in a more transparent and predictable way, and promoting mechanisms
for local accountability. As part of the Public Sector Management Reform Program, the
Government is designing the decentralization framework for subsequent implementation.
Decentralization reforms are underway to:

* Clearly defining central-local expenditure functions. Clarity in expenditure assignment is
necessary to eliminate the overlapping functions performed by the central and local
governments, and to improve expenditure effectiveness. The National Decentralization Act
specifies a phased approach-spanning four years-to the devolution of administrative power
to prepare central and local governments to assume their new roles.

* Devolving revenue authority. The proposed devolution of revenue authority is based on the
goal that, by 2001, the share of local revenue relative to total government revenues (including
intergovernmental transfers) will increase to 20 percent, largely by increasing transfers to
local governments. Local revenue shares are expected to increase to 35 percent of total
government revenues by 2006. International experience shows that decentralization can have
negative effects-including overlapping expenditure provision and macro-instability-if
financing precedes functional assignment of responsibilities. Equally important, the potential
disincentive effects of large central transfers on local resource mobilization should be
carefully considered.

* Improving local revenue mobilization. As additional responsibilities are devolved to local
governments, they must improve their revenue mobilization both to assure fiscal
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sustainability and to promote local accountability. Options include introducing new taxes,
reforming existing taxes and enhancing collections from charges and fees. To meet the targets
for 2006, local governments may need to double their own revenue collections (from 1.5
percent of GDP to 3 percent of GDP). In many countries around the world, property taxes,
which are underutilized in Thailand, serve as an important local revenue source. Proposed
property tax reforms could enhance local revenues, although establishing competent, local
administration may be costly and require significant capacity building.

* Reforming the intergovernmental transfer system. Thailand's intergovernmental transfer
system is neither transparent nor stable. Over 70 percent of intergovernmental transfers (or
"subsidies") are allocated for specific investment projects, in an ad hoc and highly politicized
manner. Reforms will reduce the reliance on specific project grants and increase reliance on
general-purpose grants that are allocated according to transparent formula(e) that address
vertical imbalance and equalization objectives.

* Promoting responsible local borrowing. While municipalities have the legal right to borrow,
few do so because of limited resources and experience, and cumbersome approval processes
by the Ministry of Interior. International experience has shown that macroeconomic fiscal
imbalances can arise if local government borrowing is not managed carefully. Reforms
underway include the development of the Regional Urban Development Fund as a
mechanism to channel credit to viable projects managed by creditworthy local governments.
Future reforms include potential aggregate limits on local indebtedness, local bankruptcy
regulations and mechanisms for promoting responsible local borrowing.

* Enhancing local accountability. Local accountability must be enhanced if decentralization is
to succeed, and reforms must be introduced to strengthen local fiscal reporting and local
revenue mobilization, and to engage civil society in local decision making and monitoring.





I. ECONOMIC STABILITY AND FISCAL POLICY IN
THAILAND

INTRODUCTION

1.1 Thailand's longstanding reputation for maintaining strong fiscal discipline was
challenged by the economic crisis, which strained fiscal institutions and revealed weaknesses that
were obscured during the boom years. The crisis has also substantially increased the stock of
public debt, which raises concerns over fiscal sustainability and Thailand's resilience to future
shocks. Managing these challenges will depend on Thailand's ability to overcome institutional
rigidities and to restore its tradition of fiscal discipline. This chapter reviews the tradeoffs and
constraints faced by policy makers before and during the crisis in supporting macroeconomic
objectives, and assesses fiscal sustainability over the medium-term. It highlights how fiscal
policies during the crisis were circumscribed by institutional constraints. What motivated the
shifts in fiscal policy from retrenchment to stimulus, and how effective were these policies and
instruments? What factors limited fiscal flexibility? How can future fiscal discipline be restored?
The legacy of the crisis will both determine the medium-term fiscal outlook and the reform
agenda for managing revenues, expenditures and fiscal risks, which are discussed in subsequent
chapters. This chapter develops several main themes:

* the traditional effectiveness of Thailand's budgetary arrangements in moderating economic
volatility;

* the limitations of fiscal policy in dealing with the large shocks caused by the crisis;
* the asymmetry between the relatively quick budget cuts in the initial phase of the crisis and

the protracted efforts to raise disbursement levels during the stimulative phase;
* the role of reducing revenues versus increasing expenditures in managing budget deficits, and

the traditional reluctance to use revenues as an active fiscal tool; and
* the role of increased investment and external borrowing of state enterprises as a means of

fiscal stimulus.

1.2 Thailand's public finances are also considered relative to likely future macroeconomic
trends. A brief analysis of fiscal sustainability in light of Thailand's increased debt burden
provides the context for future institutional reforms in debt management and fiscal transparency.

1. MACROECONOMIC DEVELOPMENTS AND FISCAL POLICY BEFORE THE

CRISIS

1.3 During the boom years, fiscal policy provided a healthy macroeconomic environment for
growth. From 1976 to 1996, the Thai economy grew an average of 8 percent annually, placing it
firmly among the East Asian miracle countries. Nine consecutive years of government surpluses
provided a low-inflation environment conducive to high savings and investment. While the
private sector increasingly relied on foreign borrowing to finance growth, beginning in 1988, the
Government sterilized these inflows by running surpluses of I to 4 percent of GDP. As private
capital inflows fueled the economic boom, fiscal policy moderated the resulting increases in
domestic demand. As a result, the Government repaid virtually all of the domestic debt that had
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accumulated during the early 1980s. Central government debt declined steadily from 24 percent
of GDP in FY89 to less than 4 percent of GDP in FY97.

1.4 Traditionally, Thailand's fiscal policy was largely pro-cyclical: it ran surpluses in high-
growth years and deficits in slow-growth years (see Figure 1.1). As the economic expansion
slowed, surpluses declined and ultimately turned to deficit when the crisis erupted. From 1996 to
1997, real economic growth fell from 6.4 percent to 0.6 percent, and the balance swung from a
2.2 percent surplus to a 1.7 percent deficit relative to GDP. Investment spending failed to adjust
to the swift decline, and expanding domestic credit contributed to the rapid growth of the current

account deficit in mid-1997. While
Figure 1.1: Economic Growth and Fiscal Balance fiscal balances were efficient

15% instruments to manage demand prior to
OCental GovernmneitBaiance the crisis, their potential impact was

1RealGDPgwwh ultimately constrained by the relatively
small share of government spending
relative to the economy-the

5% _ _ __ .__ Government budget relative to GDP
has historically been about 20 percent.

H -X 1.5 Thus, Thai fiscal policy
__ \ traditionally had a stabilizing (albeit

-5% _ . ~~ -~~ t limited) role on the economy. Budget
deficits and economic activity were

.1O% -.-- ..-- __ __ ._._inversely related, as shown by the
Source: Bank of Thailand negative correlation between actual

fiscal deficits and normalized GDP
growth from 1980 to 1997 (see Table.1.1).' The negative correlation coefficients show that in
boom years expenditures relative to GDP are lower than normal, while revenues relative to GDP
are slightly higher than normal. These relationships could reflect counter-cyclical fiscal policy,
less erratic growth in expenditures than GDP, or a mildly elastic tax system. This analysis
confirms similar trends for the period 1970 to 1990 (Warr and Nidhiprabha, 1996), which showed
that automatic stabilizers played a significant role in correcting deviations from expected levels of
economic activity.'

Table 1.1 Correlation between Share of Actual Expenditure, Revenue, and Deficit Relative to GDP
and Normalized GDP Growth, 1980-1997

Normnalized GDP Normalized GDP
Growth Rate Growth Rate Inflation Inflation

(previous year) (current year) (previous year) (current year)
Expenditure/GDP -0.37 -0.78 -0.48 -0.22
Revenue/GDP 0.02 0.28 0.04 -0.20
DeficitJGDP -0.20 -0.57 -0.26 0.01
Source: Staff Calculations

' This is also consistent with, but somewhat stronger than, the findings of an inverse statistical relationship
between budget deficits and inflation of either the present or the previous period, calculated by Warr and
Nidhiprabha, 1996.
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Automatic Stabilizers Or Weak Planning?

1.6 Evidence suggests that while Thailand's fiscal policy was governed by explicit rules
promoting stabilization, it also suffered from institutional weaknesses in fiscal planning. On the
one hand, fiscal policy is legally restrained from running a large deficit, which tilts the Thai
budget toward fiscal conservatism. The 1959 Budget Law limits the difference between planned
spending and revenue to 20 percent of planned spending. In 1974, the deficit limit was expanded
by excluding refinancing payments-i.e., in each fiscal year the Government may borrow up to
20 percent of that year's appropriations plus 80 percent of anticipated principal repayments.

1.7 On the other hand, strong growth and fiscal surpluses masked weaknesses in public sector
macroeconomic management. Growth in revenues was disproportionately allocated to investment
spending, which rose from less than 20 percent of budgetary allocations in 1987 to more than 40
percent a decade later.2 And while this increase in public investment offset the previous
deterioration in capital stock, it failed to surmount the infrastructure bottlenecks of Thailand's
rapidly growing economy. Second, while economic growth led to an overall decline in poverty
incidence, disparities between the rich and the poor widened. Perpetuating a trend from the mid-
1970s, between 1988 and 1992, income distribution in Thailand became more skewed, with an
increase in the Gini coefficient from 0.48 to 0.54. Third, corruption and lack of transparency in
public expenditure management emerged as major concerns, with frequent scandals involving
bureaucrats and politicians and Thailand ranking 69th out of 99 surveyed countries in the 1999
Transparency International Index.

1.8 Finally, the string of surpluses largely
reflected a continuous underestimation of Figure 1.2: Planned and Actual Balance
revenues. Actual surpluses could deviate 6

from planned surpluses due to forecasting
errors or unforeseen changes in the national 4 _ _ _

and international economy, which would 2 / \

suggest a passive adjustment of fiscal policy. _-
Figure 1.2 shows planned and actual balances a = ----..-
from 1980 to 1997. In the early 1980s, 2
deficits were larger than planned because -2 _ ---

revenues were much lower than expected. 4 P' /'- _ d

From the mid-1980s until the economic crisis
-Unpl-.

began, actual revenues exceeded planned -6 - -= -_

levels in all years, whereas actual 980 1982 1984 1986 1988 1990 1992 1994 1996 1998

expenditures were considerably lower than Source: Bankof Thailand
planned expenditures in all years except
1998-reflecting a pattern that extends back to 1970. During the economic growth that began in
the late 1980s, higher revenues coupled with the chronic shortfall in expenditures produced larger
surpluses (smaller deficits) than expected.

1.9 Annex Table A54 breaks down the actual deficit (or surplus) in any year into planned and
unplanned elements, with the latter being the difference between the actual outcome and the
planned outcome. Table 1.2 shows an inverse relationship between the actual deficit and
normalized GDP growth, which is particularly high relative to the current year. The Table also
shows that the unplanned deficit has a large impact on economic activity-i.e., its correlation

2 See Chapter III for a discussion of sectoral expenditure priorities.
3 World Bank (1996) Thailand: Growth, Poverty and Income Distribution.
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with normalized GDP is many times higher than the planned deficit. Both deficit measures show
counter trends, but the automatic stabilizer shows a stronger tendency.

Table 1.2: Correlation between Share of Actual, Planned, and Unplanned Deficit to GDP and
Normalized GDP Growth, 1980-1997

Deficit/GDP Normalized GDP Normalized GDP
Growth Rate Growth Rate Inflation Inflation

(previous year) (current year) (previous year) (current year)
Actual -0.20 -0.57 -0.26 0.01
Planned 0.01 -0.18 -0.11 0.09
Unplanned -0.36 -0.80 -0.37 -0.07
Source: Staffcalculations

1.10 As shown above, actual
deficits/surpluses in Thailand deviate Figure 1.3: Revenue Forecasts, 1988-1997
substantially from those that were planned. 30 -

For the period 1980 to 1997, the average
deviation amounts to 1.7 percent of GDP, a 25 /
substantial percentage for a country whose i 

budget balance ordinarily ranged from plus * 20 i

or minus 4 percent of GDP. In part, this is -
desirable because automatic stabilizers
moderate swings in economic activity. 1 *
However, these deviations may have been c /
magnified by the tendency toward t 5
conservative tax forecasts in order to .
restrain budget allocations. Historically, it 0 . - -

was not politically viable for the /
Government to accrue surpluses, and lower 5
revenue projections may have been one tool -5 5 15 25. . ~~~4 Forecasted Growth in Revenues
to avoid political controversy.

i.11 Two features of historical revenue forecasts can be read from Figure 1.3: (i) revenues
were systematically underestimated; and (ii) the accuracy of the forecasts was poor. Perfectly
accurate forecasts reflect the diagonal line of the figure. Even if adjusted for the bias towards
underestimation, it is difficult to show any significant predictive power of the forecasts, which
suggests that they were limited by poor techniques or inadequate information. Without adequate
information and forecasting tools, it is difficult for the Government to "fine tune" its fiscal policy.

1.12 Past budgets have largely exceeded actual spending by departments (Table 1.3 and
Annex Table A2). Even when actual spending includes amounts authorized to be carried forward
from past years (encumbrances), actual spending still falls short of budget plans. (Encumbrances
are discussed in more detail in Chapter III). This suggests that many government departments are
taking on more expenditure responsibilities than they are capable of handling.

4 See Siamwalla, 1997.
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Table 1.3: Disbursement of Budgeted Expenditures
Approved/Budgeted Actual Disbursement Rates

Fiscal Expen- Encum- TotalExpen- Encum- Total
Year ditures brances ditures brances ditures brances

1992 460 70 531 373 na na 80.9% na na
1993 560 89 649 460 58 518 82.2% 64.6% 79.8%
1994 625 107 732 524 69 593 83.8% 64.8% 81.0%
1995 715 123 838 575 74 649 80.4% 60.4% 77.5%
1996 843 150 993 667 114 781 79.1% 76.3% 78.7%
1997 925 145 1070 780 130 911 84.3% 89.9% 85.1%
1998 830 Na na 697 185 882 84.0% na na

Source: Mokoro 1999.

Revenue as a Demand Management Tool

1.13 In the short run, revenues fluctuate with the business cycle based on consumption, saving
and investment patterns. Corporate profits in Thailand are particularly responsiveness to overall
economic activity. The long-run effect of GDP growth on revenues can be measured by revenue
buoyancy.5 In Thailand, the corporate income tax is the only tax with a high bouyancy (and
therefore a strong automatic stabilization effect; buoyancy of 1.5 as shown in the upper graphs in
Figure 1.4).6 From 1965 to 1996, the overall revenue buoyancy with respect to GDP is estimated
as 1. 1, i.e., when GDP increased by 10 percent, revenues increased by 11 percent. The effects of
the crisis on revenue collections are first observed in 1998-it is too soon to tell whether the
long-run buoyancy of revenues will return to historical levels after the crisis.

1.14 Both automatic revenue stabilizers and discretionary expenditure measures have been
used in Thailand. Expenditure measures generally have higher multiplier effects than revenue
measures, and they have greater potential for targeting, while automatic revenue stabilizers react
promptly and are unconstrained by political decisions. Thailand's historical practice has been to
rely on expenditure measures and to avoid adjusting tax rates-with the exception of customs
tariffs.7 The rigidity of Thailand's budget process effectively constrained politicians' control to
broad expenditure programs.! The political clout of the small, but wealthy revenue base in
Bangkok's private sector, and weaknesses in tax administration likely explain the Government's
reluctance to use changes in tax policy to manage demand.

1.15 Thailand's fiscal conservatism and use of automatic stabilizers partially explain the very
prudent fiscal policy outcomes of the past. The crisis posed unforeseen challenges to fiscal policy,
and the next section discusses how institutional mechanisms, automatic stabilizers and
discretionary policy changes were applied as the crisis evolved.

5 In technical terms, the revenue buoyancy with respect to GDP is the elasticity of revenues with respect to
GDP, without adjustment for changes in tax rates or bases.
6 Specific business taxes and interest income taxes also responded to the growth in the economy, especially
during the boom period when capital income was high.
7 Listed tariffs have been rising after 1958; although in practice the actual tariffs collected suggest a lower
level of protection.
8 There are indications that patronage is instead dispensed by elected Cabinet Ministers through sectoral
allocations. See Christensen, S., Siamwalla, A. Vichyanond, P. (1992) Institutional and Political Bases of
Growth-Inducing Policies in Thailand, cit. In Siamwalla (1997) Thailand's Boom and Bust, TDRI, p.33.
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2. FISCAL RESPONSE DURING THE ECONOMIC CRISIS

1.16 The crisis brought dynamic challenges to Thailand's fiscal policy: cutting the budget by
almost 20 percent; funding social programs as a means of establishing a social safety net; funding
the costs of financial sector restructuring; and raising the Value Added Tax (VAT) and selected
other taxes to offset structural deterioration in the tax base. To date, the total cost of financial
sector restructuring is unknown, but recent estimates suggest that it may reach 50 percent of
GDP.9

Figure 1.4: Revenue Collection and GDP
Total Revenue Collection Corporate Income Tax Collection
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Note: The two upper graphs reflect 1965-1998; the two lower graphs reflect 1965-1996. All estimations
have been done on the basis of 1965-1996 data.
1.17 Thailand's fiscal policy stance during the crisis is not clearly described because of the
drastic policy changes that occurred between 1997 and 1999--for which the long-term
implications are still evolving. The fiscal response of the Thai authorities during the crisis can be
considered from three periods: (i) during the initial phase from July 1997 to February 1998, when
budgets were cut dramatically, both before and after the IMF program; (ii) a period from
February to November 1998 when it became clear that the recession was much deeper than
expected but institutional rigidities could not be overcome; and (iii) a period of fiscal stimulus,

9 Recent estimates of the debt associated with the Financial Institutions Development Fund (FIDF) range
from the Public Debt Management Office's estimate of about 40 percent of GDP, to Policy Research
Institute estimates of 54 percent of GDP, to Senate Committee on Fiscal Banking and Financial Institutions
estimates of 61 percent of GDP. See "Government Told to Act on FIDF Debts," The Nation, 19 March
2000.
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when the fiscal contraction was reversed to jump start the economy. This categorization among
periods raises a number of questions: Why did policies shift and how fast were they
implemented? What problems did the Thai authorities face? Were these problems successfully
overcome?

Phase I: Fiscal Discipline and Budget Cuts

1.18 The first phase from July 1997 to February 1998 was characterized by abrupt fiscal
consolidation-budget cuts and tax increases-to finance the costs of financial sector
restructuring. Before the crisis and in response to the widening current account deficit, Thai
authorities had begun to cut the FY97 budget, focusing on low-priority projects, foreign
purchases and trips.'° More than 30 percent of the FY97 budget cut reflected "underspending."tt

Wherever disbursement rates were persistently low, the BOB generally cut redundant
expenditures.

Figure 1.5: A Chronology of Fiscal Policy during the Crisis

FY98 budget cut from 982 to FY98 budget cut from FY98 budget Selected excise taxes and import tariffs

923 billion baht VAT rate 823 to 800 billion baht. increased from 800 lowered, depreciation of fixed assets

raised from 7 to 10 percent to 830 biltion baht. increased to stimulate investments

FY98 budget cut from Selected excise 53 bn baht additonal Excise tax on

923 to 823 billion baht taxes and import expenditures, 55 bn bahf tax diesel reduced

l Baht devaiues | | Selected excise taxes and tariffs increased reductions, 24 bn baht energy by 0.50 baht per
import tariffs increased price reductions, litre

July 1998 August 1997 October 1997 November 1997 February 1998 May 1998 March 1999 August 1999 October 1999

1.19 The recognition that huge financial sector losses would be incurred and borne at least in
part by the Government motivated it to consolidate its public finances swiftly. In August 1997,
within the framework of the IMF program, a succession of budget cuts and revenue measures
were implemented to accommodate an expected revenue, shortfall, to reduce the current account
deficit, and to produce a budget surplus of I percent of GDP. At that point, it was not expected
that the economy would contract as sharply as it did (by almost 10 percent in 1998; see Figure
1.6). In three rounds between August and November 1997, Baht 182 billion were cut, amounting
to nearly 20 percent of the original FY98 budget. The VAT rate was raised from 7 to 10 percent,
causing total revenues to increase slightly at the end of 1997.

1.20 Thailand's system of controlling allotments initially proved effective in controlling
expenditures. Central government capital expenditures were reduced, while current expenditures
were relatively unaffected since allotments had been assigned earlier in the fiscal year. However,
actual capital expenditures did not decline as much as initially anticipated because of the large
encumbrances carried over from the previous year's budget.

1.21 The role of state enterprises in Thailand's fiscal adjustment is generally under
appreciated. Operating like corporations, their large, ongoing investment programs can be used to
reach fiscal objectives (see Box 1.1). The Government's planning agency, the NESDB, is
responsible for approving and monitoring this investment program, and it limits SOE

t° The fiscal year in Thailand runs from October I to September 30.
" A total of Baht 59 billion was cut (from Baht 984 to 925 billion) and Baht 19 billion of this was cut
"from underspending", according to the BOB, p. 13.
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expenditures to their retained income. Numerous SOEs carry out financial operations, which
exacerbates the fragmentation of the public sector and makes it hard to plan and control net credit
from the banking sector.

Figure 1.6: Expectations for 1998

Consensus Forecast for 1998 GDP Growth IMF Forecasts for Central Government Revenues and
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1.22 In order not to crowd out private consumption and investment, performance criteria under
the IMF program were imposed on the banking system's net credit to the public sector (see Figure
1.7). Although actual credits never reached the performance criterion, it did impose a liquidity
constraint on the public sector throughout 1998, and it clearly limited official SOE borrowing.
According to the BOT, SOEs reoriented their sources of financing and in some cases resorted to
non-commercial bank borrowing (i.e., the Government Savings Bank) to avoid breaching the
performance criterion. Due to the lack of timely data, controlling SOE investments proved
difficult. The net-credit criterion was gradually relaxed, and in 1999 the constraint was no longer
binding.

Figure 1.7: Fiscal Performance Criteria under the IMF Program
Net Credit to the Public Sector Cumulative Balance of the Central Government
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Box 1.1: Non Financial, State-Owned Enterprises in Thailand (SOEs)

Thailand's State Owned Enterprises (SOEs) play a dominant role in delivering a wide range of services and public investments. As a
whole, SOEs generate net profits and contribute approximately 5 percent of government revenues. In FY97, 34 percent of all capital
expenditures funded public investment in SOEs. Thailand's 59 non-financial SOEs span various activities ranging from tourism
promotion to infrastructure and public utilities. Many of these SOEs were established to deliver services that would not be provided by
the private sector. In addition to the 59 nnon-financial SOE's, Thailand has 6 state owned financial institutions and the Bank of
Thailand. The Government and SOEs are linked by remittances, dividends and taxes on SOE income, and subsidies on SOE
expenditures. Since few SOEs are corporatized, dividends
and taxes are negligible. Remittances generally represent a SOE Subsidies and Remittances
share of earnings paid, and generally vary across SOEs and
over time according to investment activity, actual and 1.2% .
expected operating performance, etc.

Overall, SOEs remit significant profits to the Government.
Within infrastructure, the largest profits are earned by the 08% __. _ _ X ._
Telephone Organization of Thailand, and electricity l
generation within public utilities. Only some SOEs like the '5 06% _ _ _ . -6 -%
State Railway of Thailand, the Bangkok Metropolitan
Transit Authority and the Tourism Authority of Thailand 04% - -

incur deficits. Liabilities are concentrated in those SOEs
with large investment activity and with sufficient collateral 0.2%. I_
for borrowing.

Fiscal Contraction 1993 1994 1995 1996 1997 199B

I Subsidies =R1-inmcos -Net flow to Govommnt
The Govemment used SOEs as a fiscal tool during both the
contraction and expansion periods of the crisis. During the Source: Arthur Andersen (1999)
contractionary phase, the NESDB, the Ministry of Finance and their respective line ministries advised SOE managers to administer
broad, across-the-board expenditure cuts. The cuts were guided by the same criteria as those of other government agencies: education,
health care, and regional development projects, as well as employment-generating expenditures were to be preserved wherever
possible. Conversely, projects with high import content, projects that had not yet received Cabinet or NESDB approval, or projects
that had a relatively low priority in the 8th Five-Year Plan, were most subject to cuts. SOE managers were also directed to ration their
respective enterprises' income such that the investments did not exceed retained income, In order to meet an IMF performance
criterion, the Comptroller General's Office also encouraged SOEs to borrow from non-Bank sources wherever possible in order to
contain net credit to the public sector from the banking system. In general, SOEs reacted during this phase by either slowing or
postponing new capital investment and by reigning in such items as early retirement schemes and recurrent expenditures.

Fiscal Expansion

When the Govemment embarked on its fiscal expansion in 1998, SOEs were asked to reverse course and increase their spending. The
NESDB's position, for example, was very clear: it asked SOEs to increase their capital expenditures, a directive that mostly translated
into speeding up of project procurement. Since mid-1 998, most SOEs had various projects ready to be restarted. In addition, as part of
the March 1999 fiscal expansion package, the Government allocated Baht 19.2 billion annually to lower electricity prices. In practice,
the SOE policy reversal was more difficult to effect than originally anticipated. Institutional constraints, coupled with policy
contradictions, hindered the timely use of SOEs as fiscal policy tools during the economic downturn.

* Available data suggest that, whereas broad macro policy goals were clear, details of how those overall policies related to SOEs
were not clearly expressed. For example, while the country's deficit targets were set at a macro level by the BOT, the specific
details regarding how investment and tariff goals (which are set by other govemment agencies) supported those deficit targets
were not clearly defined for SOEs.

During fiscal expansion, it was particularly difficult to jumpstart SOE investment expenditures once initial cuts had been made,
in part due to information asymmetries and policy implementation lags. Each new Letter of Intent to the IMF had to go, first to
the Cabinet, then to the NESDB where it often required one month to come up with new targets for SOEs.

The multiplicity of agencies involved in SOEs leads to lack of clarity in overall SOE policy, which is further exacerbated by the
political overtones of SOE board structures, the asymmetry of information between SOE management and their fiscal
supervisors (the Ministry of Finance), and the inherently political and social nature of many of the SOEs.
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1.23 Actual spending reductions were less traumatic than would appear from the proposed 20
percent reduction. Even after three rounds of budgetary reductions, the FY98 budget (Baht 800
billion) was 22.6 percent higher than actual disbursements in FY96. Furthermore, the FY98
budget differed substantially from plan: actual expenditures (Baht 882 billion) were 6.3 percent
higher than budgeted, largely due to a surge in encumbrance spending. This encumbrance
spending mitigated the effects of budget cutbacks, and it raises questions about the Government's
ability to implement its priorities.

1.24 To sustain program credibility and investor confidence, the fiscal deficit target for FY98
was not altered until February 1998 when revenue projections were lowered by 1.9 percent of
GDP. Targets were further changed in November 1998 in anticipation of the fiscal stimulus
package of Baht 115 billion (see Figure 1.8).

Figure 1.8: Fiscal Balance Targets under the IMF Program
Fiscal Year 1998 Fiscal Year 1999
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1.25 Revenues deteriorated rapidly during the crisis. Although measures were taken to stem
the shortfall, revenues declined swiftly throughout 1998, especially import tariffs and corporate
tax revenues (Annex Table A3). Revenues fell from 18.9 percent of GDP in FY96 to 15.6 percent
in FY98, and over the first 10 months of FY99, revenues declined another 0.6 percent of GDP.
Falling tax revenues largely accounted for this decline; remittances from SOEs fell little and other
non-tax revenues increased slightly. Figure 1.9 shows that in FY98, corporate taxes declined by
1.6 percent of GDP, and import duties fell by 0.7 percent. Corporate profits deteriorated both
because of the devaluation (since many corporations had net, short foreign positions) and lost
operating revenues due to the recession. Imports also fell drastically during the recession, which
led to lower import duty revenues.

1.26 During the first year of the crisis, prospects for revenue collection were bleak. The
original budget assumed continued economic growth, and throughout the 12 months following
the devaluation, the Consensus Forecast was repeatedly adjusted downward. Revenue
expectations declined continuously throughout 1997 and 1998, which counter-balanced the
tendency to underestimate revenues during the pre-crisis boom period.
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Figure 1.9: Revenue Shortfalls
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1.27 Potential proceeds from privatization were targeted during the initial stages of the
program but were excluded from revenue projections. Although the Government approved a
comprehensive Privatization Master Plan in September 1998, privatization lost its urgency when
its complexity and long time period became evident, that asset prices were too depressed for those
state holdings that could have been sold (e.g., Thai Airways), and that political opposition against
privatization, especially for foreign sales, was rising

Phase II: Overcoming Institutional Rigidities

1.28 As the crisis deepened, the initial, tight fiscal policy was reversed in early 1998. From
February through November, fiscal austerity was gradually abandoned, and deficit targets were
expanded because of revenue shortfalls, but little effort was made to boost expenditures. In late
1998, fiscal policy was used to boost the economy. Using fiscal policy to stimulate the economy
was more difficult than cutting the budget since the Government was unfamiliar with the active
use of deficit financing and hampered by the same institutional rigidities that had fostered fiscal
discipline over the past decade.

1.29 Budget deficits arose from an unexpected collapse in revenues rather than a deliberate
fiscal expansion. By February 1998, the Government's FY98 revenue projections were revised
downward by almost Baht 100 billion, or 1.9 percent of GDP. (Economic growth was also
adjusted from 0.1 percent to -3.0 to -3.5 percent). The revenue shortfalls arose from cyclical
deterioration in the economy, and were distributed among reductions in corporate income taxes (-
0.6 percent of GDP), customs duty collections (4.4 percent of GDP), automobile excises (-0.4
percent of GDP), and the VAT, personal income, and other excise duties.'2 As a result, the deficit
target was changed to 2 percent (before incorporating the cost of interest payments from financial
sector restructuring), and the Government implemented measures both to enhance revenues and
cut expenditures.

1.30 Mitigating the social impact of the crisis became an increasingly important expenditure
priority. A fast-disbursing Social Policy Program Loan financed by the ADB (US$500 million)

12 IMF, Second Review, Box 1. "Thailand: Revised Fiscal Outlook for FY 1997/98", February 1998.
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was followed by the World Bank-supported Social Investment Project (SIP, US$462 million)."3

As these loans were foreign-financed, they did not require Parliamentary approval which allowed
a swifter, albeit less transparent, decision process.

1.31 Tax reductions were increasingly advocated, including a package of measures proposed
to the Cabinet by the NESDB in August 1998. The Government was reluctant to implement
revenue measures and to rescind the initial VAT increases, partly because the VAT rate was
already low by international comparisons. It was believed that expenditure measures would be
more effective--both due to their higher multiplier effect and broader impact relative to the
narrow tax base--although it was clear that expenditure impacts would be less immediate.
Furthermore, given the economic uncertainty among consumers during the first year of the crisis,
it was thought that taX reductions would not increase spending, thereby failing to stimulate the
economy. During 1998, incentives to save (rather than consume) eventually diminished as deposit
interest rates declined.

1.32 As the crisis deepened, concems about the appropriateness of the fiscal stance rose. As
revenues plummeted, a larger and larger deficit was allowed for under the IMF program (2.1
percent in February, 3.1 percent in May and August, 1998). By the summer, it was recognized
that the stimulus was being achieved too slowly. Apart from the ADB loan and the SIP project
(see Chapter III), no significant additional expenditure programs nor tax cuts were approved
except for a deferral of corporate taxes.

1.33 The Government came under increasing pressure for not vigorously implementing an
expansionary fiscal policy. In fact, there was no defacto expansionary policy on the expenditure-
side until late 1998. Surprisingly, despite the public pronouncements of the Government's use of
fiscal policy to stimulate the economy, both government consumption and investment declined on
a year-on-year basis until the first quarter of 1999. In fact, the 1997 budget cuts meant that
government consumption and public fixed capital formnation began contracting on a year-on-year
basis in the 2nd and 4 th quarters of 1997, respectively (see Figure 1.10).

Figure 1.10: General Government Expenditure and Public Investment
Government Consumption Public Investment
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1.34 Standard analysis of fiscal stance confirms that no expenditure expansion took place (see
Table 1.4). '4 The Central Government shrank during the crisis in the sense that both revenues

13 The SIP project was mentioned in February 1998 (2nd Review), May (3rd), approved by the WB board in
June/July and the details laid out August (4 th Review). The loan did not become effective until November
1998 due to legal constraints.



Economic Stability and Fiscal Policy in Thailand 13

and expenditures fell as compared to the "neutral" scenario. The decline in actual expenditures
relative to neutral expenditures initially reflected budget cuts and later the inability to expand
spending. Also, few automatic expenditure stabilizers exist in Thailand, unlike other countries
with individual transfer payments. The decline in actual revenues compared to neutral revenues
reflected both policy changes and structural characteristics of the Thai economy. The revenue and
expenditure impulses were very strong in FY98 and led to a net fiscal contraction of 0.8 percent
of GDP.

Table 1.4: Fiscal Policy Stance as a Percent of GDP, by Fiscal Year
1995/96 1996/97 1997/98 1998/99

Central govermment
Revenues 19.1% 17.8% 15.3% 14.3%
Expenditures 16.8% 19.2% 17.8% 17.7%
Balance 2.3% -1.4% -2.5% -3.4%

Neutral Revenues 19.6% 19.6% 19.6% 19.6%
Neutral Expenditures 13.8% 14.4% 16.3% 17.1%
Neutral Balance 5.7% 5.2% 3.2% 2.5%

Fiscal Stance 3.4% 6.6% 5.7% 5.9%
Fiscal Impulse 0.3% 3.1% -0.8% 0.1%
Revenue Impulse -0.3% 1.3% 2.5% 1.0%
Expenditure Impulse 0.6% 1.8% -3.3% -0.9%

Source: Bank of Thailand, IMF, and staffcalculations

1.35 The delay in adopting a counter-cyclical fiscal policy stance partially reflects Thailand's
conservative fiscal policy, and its unwillingness to raise taxes. While institutional inertia and the
need for consensus among agencies slowed decision-making, the delay in implementing a fiscal
stimulus may be attributed to the political unwillingness to incur higher public debt, or a larger
deficit. It is notable that the growing estimates for the fiscal costs of financial sector restructuring
were not included in the publicly announced deficit targets.

1.36 While there were no explicit new expenditure programs, the widened deficit targets did
leave room to raise disbursement rates. The strategy of raising disbursement rates rather than
passing supplementary budgets had numerous benefits. First, raising the disbursement rate from
80 to 89 percent would yield an 11 percent increase in FY98 expenditures. Second, unlike the
process of approving a supplementary budget, raising disbursement rates does not require a
lengthy parliamentary debate. Most importantly, raising disbursement rates in one fiscal year does
not affect medium-termn spending like a supplementary spending package would.

1.37 However, increasing disbursement rates and overcoming Thailand's tradition of under-
spending its budget proved difficult for several reasons. Most importantly, funding for projects
that had been postponed, abandoned or were still being planned could not easily be disbursed due
to the physical constraints of bidding, procurement and implementation, and theoverall number
of projects and operators did not increase. Second, slower project completion by contractors
(who therefore could not be paid) due to the liquidity shortage and difficulties in financing their

14 The standard methodology calculates the fiscal stance implicitly. It is assumed that neutral fiscal policy
leads to Neutral Revenues growing at the same rate as actual nominal GDP, and Neutral Expenditures
growing at the same rate as potential GDP. Potential GDP is estimated as an HP-trend of actual GDP. The
base was chosen as FY90.
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working capital compounded the problem. Before the crisis, private contractors could receive 5
percent of the total contract amount up front and the remainder at the project's completion,
usually at the end of the fiscal year, which explains the large jump in expenditures in the last
months of the fiscal year (see Figure 1.10). To accelerate the payment process, the Government
allowed the renegotiation of contracts and increased up-front payments to contractors to 8
percent.

1.38 However, expenditures were slow to pick up as the lengthening of contracts sometimes
delayed the completion of works, and well-intentioned government officials were given little
discretion to take initiative or to bypass standard government approval procedures-apparently
many agencies waited for written confirmation of the policy change, sometimes lasting seven
days-before accelerating spending. Government representatives report that the involvement of
multiple agencies (NESDB, CGD, Office of State Enterprises, BOB) with overlapping
responsibilities also caused delays.

1.39 Toward the end of FY98, innovative measures were taken to meet the new higher
disbursement targets. For example, the monthly deadline when ministries could submit a petition
to the CGD to spend money was extended from the 2 0 th to the 2 5'h of each month.'5 These five
extra days meant that expenditures rose to a record high in the month of September 1998.

1.40 By contrast, it proved less difficult to revive the investment program of SOEs once the
easing occurred. Cash-flow management proved to be a challenge, however, as SOEs frequently
had to approach the Government on short notice to cover shortfalls and renegotiate remittances.

1.41 With hindsight, during most of 1998 efforts to carry out a fiscal stimulus program were
constrained by: (i) the relatively small magnitude of foreign-financed social expenditures such as
the SIP (small in comparison to overall spending of Baht 21 billion over three years), (ii)
problems in raising disbursement targets, and (iii) insufficient incentives to change behavior
within a rule-bound and paper-based bureaucracy. These problems raise a broader question:
given Thailand's history of under-spending its budgets, why did fiscal expansion rest largely on
raising disbursement targets? Equally puzzling, why in April 1998, was the budget for FY99
approved in Parliament at Baht 825 billion - a Baht 5 billion decrease from the previous year's
budget? Could incentives have been used to encourage swifter action?

Phase III: Fiscal Stimulus

1.42 It was only in November 1998, when the IMF visited for the 7 th Review, that agreement
was reached on the first fiscal stimulus package to increase public spending and cut taxes. Funds
were primarily targeted toward improving the social safety net and generating employment, and
were hoped both to stimulate the economy and alleviate poverty. At the end of March 1999,
efforts to stimulate the economy actively, rather than relying on automatic stabilizers, accelerated
and the analysis of the fiscal stance indicates a fiscal expansion of 0.1 percent of GDP. In
particular, the VAT rate was cut from 10 to 7 percent for a period of two years, and new spending
equal to 0.4 percent of GDP was identified mainly within social safety net and agricultural

'5 Before budgetary funds can be disbursed, a ministry has to submit a petition to the CGD. To be able to
spend the money within a given month, the petition has to be made before the 20th in the previous month. It
was this deadline that was extended. Naturally, in the long-run this change would have no change on the
disbursement rates in a given year but the objective in FY97 was to expend as large a part of that year's
budget as possible.
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infrastructure. Four months elapsed between the agreement for the fiscal stimulus and its
implementation on 1 April 1999.

1.43 Data from the first ten months of 1999 show that the temporary reduction in the VAT rate
resulted in a decline in revenues of almost 1 percent of GDP (see Figure 1.9) when compared
with the same period in 1998. Other revenue sources stabilized over this period, and income tax
revenues from corporations actually increased somewhat (by 0.2 percent of GDP).

1.44 The ADB loan allocated Baht 21.6 billion of additional spending over 3.5 years for
employment creation, training, health, and rural development. These longer-term development
components, compliance with stringent requirements for transparency, and procurement rules
slowed disbursement rates. (By the end of FY99, less than 20 percent of the ADB loan had been
disbursed - well below plans.) Apart from the foreign-financed social expenditure programs, no
additional expenditure packages were implemented in FY98. Thus, ministries were spending
from the regular Baht 825 billion budget, Baht 5 billion less in nominal terms than previous years
and probably 2 percent less in real terms.

1.45 Within a few weeks, a list of priority projects for the Miyazawa initiative was decided by
the NESDB and the BOB, and then presented to the MOF. Pressure rose to finalize the package
by the end of 1998 so that funds could be disbursed in the first few months of 1999 to prevent a
return migration of rural laborers to the cities before the new spring crop cycle. However, the
details of programs to be funded were the subject to considerable internal debate. Concerns over
political acceptance and fear of party politics within the coalition government may explain the
four month delay. At the same time, World Bank conditionality made the release of funds-
which co-financed the Miyazawa initiative-contingent upon the adoption of changes in
Thailand's bankruptcy legislation which was held up in parliamentary debate until April 1999.
The Miyazawa package was presented for adoption by Cabinet only in mid-March 1999, a mere
two weeks before the committed funds would have become unavailable with the end of Japan's
fiscal year. With limited time for Cabinet discussions and no parliamentary scrutiny, the foreign-
financed, first stimulus package became effective on 1 April 1999-22 months after the crisis
began.

1.46 Public debate on the Miyazawa program focused on concerns over transparency, in
particular the large funds allocated to local administrative units-tambon administrative
organizations-which had little accountability and questionable institutional capacity for efficient
spending allocations."6

1.47 A second fiscal stimulus package was adopted on 10 August 1999. The main aim was to
stimulate investment through the promotion of small and medium-sized enterprises. Other
measures included a reduction in import tariffs, promotion of real estate business and construction
sector as well as accelerated depreciation allowances.

1.48 Over the summer of 1999, there was still some uncertainty about whether the targeted
deficit would be reached, but by early 2000, GDP growth prospects improved from I percent to 5
percent thereby removing some of the pressure for expansionary fiscal policy."7

16 The prioritization and implementation of the Miyazawa initiative a discussed in more detail in Chapter
III.
17 See Annex Tables A4 and A5 for a summary of the projections of macro and fiscal indicators.
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Fiscal Policy During the Crisis and Beyond - An Interim Assessment

1.49 The preceding overview of Thailand's fiscal policy response to the economic crisis does
not dwell on the appropriateness of the fiscal stance and overall economic policy-which has
been discussed at length elsewhere'8 -but highlights the institutional realities under which fiscal
policy operated. The limitations of fiscal policy as an instrument of demand management are
evident. As the crisis deepened and an increasing number of people were driven into
unemployment and poverty, fiscal policy was suddenly reversed to become counter cyclical. As
domestic demand collapsed and the recession worsened during 1998, the Government struggled
to craft an effective fiscal stimulus package to boost spending. It faced the challenge of targeting
public spending to create jobs through public works and mitigate the social consequences of the
crisis, without a formal safety net nor a clear concept to build from. The limits to fiscal flexibility
were thrown into sharp relief, not only by the political controversy of what areas to focus on-
social transfers or industrial revival?-and the size of the deficit but also by the institutional
implementation constraints in raising spending levels. Surely no one foresaw the full extent of the
dysfunctionality of the financial system and therefore that only fiscal policy-and not monetary
and fiscal policies-could be used as an economic tool.

1.50 Was the lack of fiscal expansion during 1998 a result of incorrect policy choices or
institutional constraints? With hindsight, it appears that hesitating policy implementation was
compounded by structural rigidities in spending. Fiscal policy can be characterized overall as "too
little, too late," in its limited impact on economic recovery. On the expenditure side, the
Government's fiscal policy was slow in responding to the fiscal austerity promoted in May 1998.
Little was done to increase expenditures explicitly or to reduce tax burdens. Pushing for a higher
disbursement rate of budget allocations as the main method for increasing expenditures implied
reversing a chronic feature of the budget process. It is therefore surprising that the FY98 budget
was not set at an appropriately higher level to account for the fact that budgets historically were
under spent, and equally surprising that no supplementary budget plans were prepared.

1.51 On the revenue side, the crisis left marked changes in the Thai economy. Investment,
consumption, and production patterns have changed as a result of the decline in FDI, the
recession, and the devaluation, leading to potential declines in the revenue base that should be
reflected in future revenue forecasts. (The implications of these changes on revenues are
discussed in Chapter II). Initial measures were taken to increase revenues, but since the early
stages of the contraction period, no significant revenue measures were implemented. This appears
to have been a deliberate choice by the Government, and the reduction in the VAT rate in April
1999 was probably due to the failures in implementing expenditure measures.

1.52 Fiscal policy was thus narrowly circumscribed by institutional constraints, and the
lessons of the discussion above can be summarized as follows:

* There was a clear asymmetry between the relatively quick budget cuts in the initial phase and
the protracted efforts to raise disbursement levels after the economic stimulus.

* Budget cuts during the early stage of the program were implemented on the basis of
questionable priorities.

* The focus on growing deficits was a misleading indicator of the fiscal stance, as it largely
reflected a collapse in revenues.

1 See IMF (1998), Stiglitz (1998)
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* Expenditure-based fiscal stimulus occurred after a significant delay and when the beginning
of economic recovery was underway.

* Fiscal policy could not jumpstart the economy, but fiscal policy worked well against social
degradation (see Chapter III).

* The role of SOEs as a fiscal tool has been under appreciated.
* The fiscal authorities in the Ministry of Finance and the Bank of Thailand had limited

analytical tools for medium-term fiscal planning; and the NESDB's influence on fiscal policy
was limited.

* Contingency plans were not developed.

1.53 What are some of the lessons for institutional reform? As Chapter IV discusses, more
realistic budgetary planning would require that encumbrances (plans for spending carryovers
from past budgets) be included in budget plans and that these plans be tailored more carefully to
the actual implementation capacity of government agencies. Two important benefits would be
gained from more accurate tax and expenditure plans: (i) the budget would provide a clearer
picture to market participants in the real and financial sectors (both domestic and international) of
the Government's actual spending intentions and fiscal stance, which would enhance the
"credibility" of government policy; and (ii) the budget would provide a firmer basis for planning
and managing government expenditures, both in the aggregate and for individual sectors.

3. FISCAL SUSTAINABILITY ISSUES FOR THAILAND

1.54 The future challenges of fiscal policy are in part determined by the Government's
increased debt burden. The Government's balance in the pre-crisis years was dominated by
rapidly increasing revenues and low public debt, and this policy setting will not re-occur in the
near future. While revenue options and issues are discussed in Chapter II, and fiscal risks are
discussed in greater detail in Chapter IV, this section analyses developments in the public debt
burden. Public debt has increased substantially during the crisis as a result of Government-issued
bonds to cover losses incurred by the FIDF, large fiscal deficits, and the BOT's borrowing for
balance of payments support. To date, little work has been done to consolidate the new level of
public sector debt, and analyze the medium-term effects of the resulting fiscal burdens that the
Government will face. This section highlights developments in various types of public debt,
presents consolidated debt figures, and discusses some of the results that emerge from our debt
sustainability analysis.

Developments in Public Sector Debt

1.55 Central government debt increased sharply during the crisis. Central government (CG)
debt has risen from Baht 176 billion (4 percent of GDP) at the end of 1996 to almost Baht 958
billion (18 percent of GDP) by the 3 rd quarter 1999 (see Figure 1. 1 1). CG debt has soared because
of the issuance of Baht 500 billion of bonds to cover losses incurred by the FIDF. Future issuance
of FIDF bonds will be necessary to cover the remaining FIDF losses. The total costs of
restructuring the financial sector are currently estimated at Baht 1.4 trillion"9 Bonds issued,
combined with the fiscal deficit in FY99 and the planned deficit in FY00 could raise CG debt to
more than 25 percent of GDP by end-December 2000. Interest expenses as a percent of the CG

19 The Ministry of Finance estimated that as of February 2000, the FIDF's outstanding debts were Baht
775.5 billion, which exclude Baht 148.3 in future obligations and the Baht 500 billion that was fiscalized
by the Government.
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budget have already risen from less than 2 percent in 1996 to 5 percent in 1998 and have risen to
10.7 percent in this year's budget.

1.56 Other types of public-sector debt have also risen sharply. Debt held by non-financial
SOEs has also risen during the crisis, from 12 percent of GDP at the end of 1996 to 17 percent by
the 3rd quarter 1999. While this debt does not exert immediate pressure on the CG budget, the
close linkages between SOEs and the CG budget warrant a closer monitoring of SOE debt.
Finally, public debt has risen through the BOT's external borrowing of more than US$14 billion
under the IMF-sponsored rescue package. Similar to SOE debt, the CG is not immediately
responsible for repaying this debt. However, BOT's profit remittances to the CG (US$14.5 billion
in FY97) could be considerably lower because of this debt burden.

Figure 1.11: Central Government and Non-Financial SOE Debt

External and Domestic Public Sector Debt Public Sector Debt
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Fiscal Sustainability and Implications for Fiscal Policy

1.57 During the next few years, the combined effects of financial sector recapitalization, rising
interest expenses, and future fiscal stimulus packages will raise public debt to GDP ratios before
declining. First, while more than half of total financial sector restructuring costs have a'ready
been incurred, they have not all been fiscalized. To fiscalize some of the financial sector
restructuring costs incurred by the FIDF, the Government issued Baht 500 billion of FIDF bonds
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but additional bond issues will be needed. Additional public sector costs will mostly be due to
debt servicing, rather than principal payments. The latter are mainly connected with the
redemption of bonds under the note exchange program for the closed finance companies, the
resolution of the intervened banks, the recapitalization of state banks, and of private banks joining
the Tier-I capital support scheme; Second, the FY00 fiscal stimulus package will cost the
Government approximately 6 percent of GDP and is likely to be followed by another year of
deficit. Finally, CG interest expenses have already risen from 2 percent of the budget in 1996 to
almost 5 percent in FY99 and, as a result of the first two points, interest expenses will rise further
in the medium term.

1.58 Despite the higher level of debt, fiscal sustainability is not an immediate concern. While
Thailand's overall debt could rise to 55 percent in the next few years (from 16 percent of GDP in
1996), our analysis shows that Thailand is likely to maintain the debt to GDP ratio over the
medium term. Given Thailand's past ability to grow faster than the real interest rate and
simultaneously generate large fiscal surpluses, the new level of debt should not cause major
concern, provided that the debt is managed well and contingent liabilities or other fiscal risks do
not present significant claims on the budget. Our fiscal analysis shows that only under very
unfavorable future conditions does the stock of debt not peak before 2005. Short of the worst-case
scenario, public sector debt should peak within two to three years at around 55 percent of GDP
and then begin to decline. The four key determninants of medium-term debt dynamics are: (i) the
speed of economic recovery, (ii) the size of financial sector restructuring, (iii) asset recovery and
non-debt inflows, and (iv) the pace at which public sector deficits can be turned into surpluses.

1.59 However, the inflexibility of the central government's budget does cause concern. Non-
compressible items, such as wages, salaries and interest payments could rise to 11 percent of
GDP. With revenues historically averaging only around 18 percent of GDP, investment may fall
to unacceptable levels. In the medium term, taxes must be increased to restore flexibility to fiscal
policy and SOEs must be privatized to reduce overall debt and thereby reduce interest expenses.
External financing of investment projects, or general budgetary support, could also be used to
help maintain acceptable levels of investment.

Figure 1.12: Sustainability Projections
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II. MANAGING TAX REVENUES

1. INTRODUCTION

2.1. This chapter reviews the operation of Thailand's tax system and the performance of its
tax institutions during and immediately after the crisis' It presents first an overview of the tax
system prior to the crisis, and then briefly reviews the impact of the crisis on tax revenues and the
Government's actions. Based on the IMF's overall assessment and projected fiscal scenarios, it
concludes that various factors already on course will reduce the deficit to levels consistent with
macroeconomic stability. For example, the Value Added Tax (VAT) rate is programmed to return
to 10 percent in March 2001, and the natural buoyancy of the VAT and Corporate Income Tax
will increase revenues as the economy improves. However, given the increased debt and future
expenditure priorities mentioned in Chapter I, additional efforts-especially in strengthening tax
administration-are needed to ensure long-term sustainability.

2.2. The chapter considers what options might be considered in dealing with the negative
revenue trends arising from the crisis in the short-run, as well as options for fiscal consolidation
to address the increased level of public debt. What policy changes (e.g., broadening tax bases,
reducing tax rates, etc.) will enhance the productivity, efficiency, and equity of the tax system?
What actions must be taken to strengthen the institutional capacity of revenue administration to
mobilize revenues, ensure sustainability, and meet other objectives over the medium term?

2. THE COMPOSITION OF REVENUE

2.3. The public sector has played an increasingly prominent role in Thailand's development,
which has meant a need for growing revenues. In 1996, total revenues collected by the central
Government (in real terms) were four times greater than revenues collected in 1980 (see Figure
2.1). As is the case in other countries in the early stages of modernization, the composition of
revenues moved towards direct taxes, as the economy grew more sophisticated (see Figure 2.2).

Figure 2.1: Revenue Collection Figure 2.2 Revenue Composition
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'The chapter focuses on tax revenues, especially those administered by the Revenue Department,
and does not analyze excise taxes and import duties in detail, which are administered by the
Customs and Excise Departments.
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2.4. Figure 2.3 shows that revenue growth was roughly equal to the growth in economic
activity; revenue as a share of GDP increased only slightly during the period 1986 to 1990.
Compared to other countries of the same income level, the Thai Government has traditionally
relied heavily on indirect taxes and
corporation taxes2. Table 2.1 shows the Figure 2.3: Revenue Collection
recent composition of central Government Fue c
revenues. The revenue share from direct

* other Re- e,es

taxes is low--about one third of total 20,% Ta. R-eu

revenues--and is composed mostly of
corporation taxes (personal taxes are less
significant.)3 This tax mix leads to a high
dependence on indirect taxes. Substantial
revenue comes from import duties and I
selective sales taxes, which tend to be more
distortionary than broader-based taxes like
the VAT. State Owned Enterprises (SOEs)
are net revenue producers in Thailand;
remittances contribute 1 percent of GDP Source: Bank of Thailand
(around 5 percent of total revenues). Prior
to the crisis, Thailand's overall revenue system was characterized by the IMF as "modern,
reasonably efficient, and broadly in conformity with intemational good practices.'4

Table 2.1: Revenue Composition, Share of GDP
FY97 FY98 FY99

Taxes: 16.2% 14.1% 14.3%
Direct taxes: 5.9% 4.6% 4.8%

Personal 2.4% 2.5% 2.3%
Corporation 3.4% 1.9% 2.2%
Petroleum 0.1% 0.1% 0.2%

Indirect Taxes: 10.4% 9.5% 9.6%
Import Duties 2.2% 1.4% 1.6%
Value Added Tax a/ 3.6% 4.2% 3.5%
Selective Sales Tax 3.9% 3.3% 3.8%
Other Taxes 0.6% 0.5% 0.6%

State Enterprise Contributions/Dividends 1.2% 0.8% 0.8%
Miscellaneous Revenue and Income 0.5% 0.7% 1.0%
Total Revenue 18.0% 15.6% 16.1%
Source: Bank of Thailand
a/ Including Specific Business Tax

2.5. The very low revenue from personal income taxes diminishes the potential bouyancy of
the overall revenue system. (See Box 2.1 below for a discussion of the incidence of the Thai tax
system). Limited reliance on personal income taxes also leads to a lack of progressivity in the
overall tax system.

2 See Annex Table A3 for Thailand and Annex Table A6 and A7 for an international comparison.
Although the shares have changed during the crisis due to the high volatility of corporate taxes, the long

run trend is still that the larger share of the direct taxes will arise from the corporate income tax.
4Thailand: Improving the Structure and Performance of the Revenue System, by George Abed, John
Norregaard, Koenraad van der Heeden, Reint Gropp, and James Walsh, IMF, May 1998.
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3. THE CRISIS AND ITS IMPLICATIONS

Revenue Impact

2.6. During the crisis, revenues fell far more than can be explained by the decrease in
economic activity. Revenues fell from 19.1 percent of GDP in FY96 to 16.1 percent of GDP in
FY99. Over the next few years, at a minimum, revenues must be restored to pre-crisis levels, and
enhanced revenue mobilization will be required to reduce the stock of newly acquired debt.
Greater revenues will come in part from the economic recovery, which will increase corporate
profits and taxable value added, and from the programmed return of the VAT tax rate to 10
percent.

2.7. As noted in Chapter I, when the crisis emerged in 1997, a period of fiscal contraction
ensued, and the need for fiscal consolidation was broadly recognized. The two main revenue
measures were an increase in the VAT rate and an increase in import tariffs via a general
surcharge. The VAT rate was raised from 7 to 10 percent effective 16 August 1997, and in
October, selected import tariffs and excise tax rates were raised, primarily on luxury consumption
goods. The VAT rate increase partly reflected the Government's objective to shift the tax
structure towards broader-based taxes in accordance with international standards (the VAT rate is
i0 percent in most countries in the region, as shown in Annex Table A8).

2.8. In the beginning, of 1998, the Government's strategy shifted to fiscal expansion. As
expenditure measures proved difficult, the Government turned to revenue measures, which could
be implemented much faster. In March 1999, the VAT rate was temporarily lowered from 10 to 7
percent for a period of two years, and the 1.5 percent VAT on gross revenue for small enterprises
with sales between Baht 600,000 to 1,200,000 was eliminated. Personal income tax relief was
provided to all taxpayers, but particularly low-income earners, by exempting the first Baht
50,000 of net income from tax. The revenue effect of these measures has been estimated to be
Baht 55 billion annually (1.2 percent of GDP), or Baht 32 billion (0.7 percent of GDP) for FY99.
Further measures to reduce the tax burden were introduced in August 1999 through tariff
reductions and accelerated depreciation of fixed assets targeted to provide investment incentives.
Finally, to alleviate liquidity problems in both the private sector and among State Owned
Enterprises (SOEs), the Government deferred corporate income tax payments and remittances
from SOEs.

2.9. While collections in all revenue departments fell during the crisis (see Figure 2.4),
collections by the Customs Department declined most sharply, as revenue from import duties fell
steeply. This steep decline was due to declining incomes and consumption shifts away from
imports and towards domestic goods. The shift away from imported goods was partly a response
to the significant devaluation of the Baht. A typical pattern in the case of a devaluation is that
before the decline sets in, imports increase in terms of local currency, as actual imports lag import
decisions. The devaluation leads to increased import values in local currency (generally referred
to as the J-curve effect), but this initial increase in import duty revenue is not detected in the
monthly data (see Figure 2.5). These short-term effects were not strong enough to dominate the
effects of consumers and firms shifting away from imported goods.
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Figure 2.4: Revenue By Department: Figure 2.5: Monthly Import Duties
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2.10. At the onset of the crisis, corporation tax revenue declined even more steeply than
imports due to its relatively high revenue buoyancy and the devaluation of the Baht. Many Thai
corporations and financial institutions had unhedged, short net-foreign positions, which incurred
large foreign exchange losses as the Baht depreciated. Profits (and therefore revenues)
deteriorated due to these losses and declining consumer demand. As firms in Thailand are
allowed to carry forward losses to offset against future profits, the losses incurred during the
crisis may still have significant effects in the medium term. The crisis is also likely to have
increased tax evasion due to liquidity constraints and the Government's deferral (twice) of
corporate income tax payments. Furthermore, the significant number of non-performing loans
will depress bank profits, which are likely to diminish the corporate tax base for some time.

4. OUTLOOK

2.11. As a result of the devaluation, the recession and structural reforms, tax rates and bases
have changed. Tax rates (except for the temporary reduction in the VAT) have changed
permanently. The Baht has depreciated in real effective terms by 18 percent since June 1997, and
this has changed the composition of consumption and production in Thailand, thus altering the
tax base, and possibly the composition of corporations as well. In the future, there will likely be
less activity in the real estate sector, and capital inflows and investments will be smaller. The
impact of these different effects must be analyzed to assess the future productivity of Thailand's
tax base.

2.12. Tax revenues will recover over the next few Table 2.2: Revenue Buoyancy
years due to several factors, the most important of Total Revenue 1.1

Taxes: ~~~~~~~~~1.1
which is economic recovery. Historical patterns Direct Taxes: 1.4
suggest that when GDP grows by 1 percent, total Personal 1.3

5 Corporation 1.5revenues grow by I .1 percent. Tax buoyancy Indirect Taxes: 1.0

measures the long-run trend in revenues, but in the Import Duties 1.0

short run, the business cycle-and the recent SBT+VAT I/ 1.1
downturn-also affect rrevenue .Different Selective Sales Tax 1.2

economic downtum-also affect revenues. Different State Enterprises 1.2

tax sources have different buoyancy rates (see Table I/Including specific business tax. VAT was

2.2). Without the very buoyant corporate income tax, only introduced in 1992, and partly substituted2.2). the Special Business Tax. It is very likely that
the revenue system would register little growth the change led to a change in the buoyancy.

Source: Staff calculation

B Based on the period 1965 to 1996; structural changes during the crisis and in the future might alter this
characteristic. See annex Tables A9 and A10 for forecasts by revenue source.
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relative to GDP over time. As discussed in Chapter I, revenue forecasting has been weak in the
past, and improvements in the forecasting capacity of the FPO are currently underway (See Box
2.2).

Box 2.1 Incidence of Thai Taxes

The Thai tax system is approximately neutral with respect to the distribution of income, in that the proportion of income paid in taxes
is roughly independent of the level of income. Equivalently, the estimated elasticity of taxes paid with respect to income is around 1.0.
Behind this overall result lies two offsetting phenomena. Personal income taxes are progressive, meaning that the proportion of
income paid in this form increases with the level of income (elasticity with respect to income of 1.8). But the overall system of
indirect taxes is mildly regressive. The various forms of indirect taxes are either neutral with respect to income distribution or
regressive, meaning that the proportion of total income paid in this form of taxation declines with income. The most regressive
indirect taxes include the value-added tax and the profits of state-owned enterprises (elasticities with respect to income around 0.8).
Thailand's public revenue system relies heavily on indirect taxes. Changes in recent years have moved the structure increasinglv
towards the value-added tax, despite its pronouncedregressivity. Greater reliance on personal income taxes would enhance the equity
of the tax system, but the capacity to accomplish this is limited by deficiencies in the tax collection system.

Studies of tax incidence in Thailand all suffer from the practical weakness that they do not take account of the distributional
implications of the widespread tax evasion that actually exists. Tax incidence is analyzed as if all persons legally required to pay a
particular tax do so. In those studies which compare legally payable taxes with actual collections, the difference is treated by assuming
that compliance rates are uniform across all income groups, thus rejecting the possibility that non-compliance has distributional
consequences. In Thailand, very little is known about who actually pays taxes legally due and who does not.

Early Partial Equilibrium Analyses of Tax Incidence

Early studies of tax incidence in Thailand were conducted by Medhi Krongkaew (1975 and 1976) and Pichit Likitkijsomboon (1985).
They each use partial equilibrium analyses, which assumed that all direct and indirect taxes except export taxes were assumed to be
passed entirely to consumers. Export taxes were assumed to be passed entirely to producers. The studies recognized that assumptions
like this are at best crude approximations to reality. The studies analyzed the effects of respective taxes on various consumer groups,
using the household expenditure surveys conducted by the National Statistical Office, now known as the Socio-Economic Survey
(SES). They computed the Gini coefficient of income inequality using the SES data on actual incomes. This was identified as 'pre-tax'
income. They then estimated the implicit tax burden resulting from a particular tax or combination of taxes, assuming the tax was
passed entirely to consumers, and subtract this amount from the 'pre-tax' household income to obtain an effective 'post-tax' level of
income. The difference between the two inequality measures was then attributed to the tax system. The studies concluded that indirect
taxes were all regressive (increasing income inequality) and that the only progressive (inequality reducing) tax was the personal
income tax. Krongkaew's study found the tax system to be very weakly regressiveLikitkijsomboon's study found the tax system to be
more strongly regressive.

General Equilibrium Analyses of Tax Incidence

Partial equilibrium studies do not make use of all that is known about the structure of the economy as a whole and the way its parts, in
particular its various markets, interact. General equilibrium treatments attempt to rectify this deficiency. An important study of the
incidence of Thailand's tax system was conducted by Chalongphob Sussangkam, Pranee Tinakom and Tienchai Chongpeerapien
(1988). This study (subsequently referred to as CPT), begins with a social accounting matrix (SAM) which summarizes the flows of
commodities and incomes throughout the Thai economy. It then combines this with a set of consumer demand equations and firm
production functions to analyze movements away from the initial equilibrium described by the SAM. The study analyses the
distributional effects of income taxes, corporation taxes, business taxes, sales taxes and import duties separately, along with
combinations of them. The analysis simulates the effects of replacing each individual tax with a revenue neutral, across-the-board
increase in a hypothetical personal income tax which is levied at the same proportion of income for each household. The results of the
analysis are reported in terms of the effect on the Gini coefficient of inequality. Higher values mean greater inequality, lower values
less inequality. The CPT study found that personal income taxes and corporation taxes are progressive (the Gini coefficient rises when
they are replaced by a distributionally neutral tax), and other indirect taxes were also (weakly) progressive, with the exception of
import duties, which are regressive. Nevertheless, none of these effects is large. CPT conclude that, "one can summarize the tax
system as one with a fairly neutral indirect tax system coexisting with a progressive direct tax system."

A Survey-Based Partial Equilibrium Analysis of Tax Incidence

An especially comprehensive and ambitious study of the incidence of both govemment taxes and expenditures was recently conducted
by the Thailand Development Research Institute (Direk, et al. 1998, (in Thai)). TheDirek study attempts to analyze the distributional
effects of the major components of govemment expenditures and taxes - including personal income taxes, company income taxes,
petroleum taxes, domestic trade taxes, business taxes, value added taxes, excise taxes, customs taxes, state-owned enterprise taxes and
local govemment taxes. For each tax category, the study reports its distributional incidence, classified, first, by income decile, second,
by each of eight occupation groups, third, by each of seven geographic regions, and finally, allocated by household group according to
whether their total expenditure falls above or below the govemmenfs official poverty line. Results are presented for 1986, 1990 and
1994. Considering the comprehensiveness of the Direk study it is unsurprising that strong simplifying assumptions were required to
obtain results as wide ranging as those reported. According to these estimates, the overall tax system is approximately neutral with
respect to the distribution of income. The results indicate a very mild degree of progressivity overall. For example, the richest decile of
the population received 40.8 per cent of total income in 1994, and its share of the total tax burden was 42.7 per cent. The only tax item
with significantly progressive impact is the personal income tax, where the share of the total burden bome by the richest decile is 69.5
per cent. All other individual taxes, taken together, are weakly regressive overall. Their individual components are either very weakly
progressive (corporate income tax, specific business tax and local taxes), weakly regressive (value added tax, customs duties and state
enterprise profits) or neutral (petroleum tax and excise taxes).
Source: Peter G. Warr, "Fiscal Incidence and Poverty Targeting, " draft 1999.



Managing Tax Revenues 25

Box 2.2: Improving Revenue Forecasting Capacity

The Fiscal Policy Office (FPO) of the Ministry of Finance is building and enhancing a model for forecasting tax revenues on a
quarterly basis. The model is currently based on macroeconomic trends, but it will be supplemented by annually based, micro-
simulation models. A micro-simulation model for the personal income tax is currently being developed. By enhancing the level o
model detail, changes in the size of individual tax bases will be reflected in the forecasts. While this will improve the mechanics of
forecasting, but it will also create a need for more data.

The improved model does not address the problems of lack of timely and accurate data and forecasts of macroeconomic indicators,
which are still essential inputs to the forecasting model. The FPO is therefore developing their own macroeconomic forecasts to ensure
their availability and quality.

The crisis has resulted in a significant policy and structural changes in the economy and the tax bases, and although this causes
distortions in the forecasts, preliminary precision tests of the model are promising. Adequate and reliable data, though, remain a
challenge in the near term.

2.13. Corporate Income Taxes. Over time, the share of corporations in the formal sector has
increased, which enhances potential CIT payments. As the economy recovers, the Government
will stop granting tax deferrals and this will also add to the recovery of the corporate income tax
base. However, the trend in the region (and in many OECD countries) is for declining corporate
tax rates, and this may put downward pressure on corporate tax revenue in Thailand. (See Annex
Table A22 for a comparison of tax rates across the Region.)

2.14. SOE Remittances. SOEs have contributed almost 5 percent of government revenues over
the last decade. If the Government privatizes some of these SOEs, potential revenues will be lost.
Of course on the other hand, the tax base will increase, subsidies will be saved, and the
Government could earn interest on the revenue from the assets sold. The sale of fixed assets in
itself will provide additional revenue and liquidity. Assessments of the potential impacts of
privatization indicate a positive net revenue effect.

2.15. The VAT is fairly new and appears to work well with a broad tax base and few
exemptions. VAT revenue is quite high and generally satisfactory (4 percent of GDP in 1996, and
based on a tax rate of 10 percent), considering that VAT revenues in European Union countries
account for 7.6 percent of GDP, and reflect much higher standard rates and more efficient
collection systems. When the tax rate is restored to 10 percent in 2001, revenues will increase
almost by the same proportion. Economic recovery will also increase VAT revenue.

2.16. Import Taxes comprise a relatively significant portion of total revenues (14.3 percent in
FY96 and 8.5 percent in FY98). Although import revenues will recover in the near future,
commitments to WTO, AFTA and APEC as well as the Government's own policy to reduce
import duties may put downward pressure on import-related revenues over the coming years.
However, this may be offset by higher quantities of imports and increased VAT and excise tax
collections on imported goods, as control over imports is more easily enforced than control over
domestically produced goods. Overall, the net effect of the reduction in import duties is likely to
be revenue neutral.

2.17. Personal Income Taxes. Unlike the CIT and VAT, which are generally sound tax
instruments, personal income taxes in Thailand suffer from a number of structural weaknesses
and distortionary features that have been well documented 6 These include a narrow tax base (due
to extensive exemptions, income deductions, allowances and other tax relief mechanisms), and a
highly complex tax system that is non-transparent, unfair, and distortionary, as well as difficult

6 See IMF, 1998.
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and costly to administer. The IMF recently assessed Thailand's personal income tax system and
recommended a series of reforms to simplify the PIT system, enhance its transparency and ease
its administration that the Government is considering.

2.18. The conclusion from the above analysis is that, although the present tax rates are
generally satisfactory, additional revenues must be generated from the tax system to restore
revenue-to-GDP ratios to pre-crisis levels, and to assure fiscal stability in the medium to long-
term. Thus, to secure full recovery of revenues, and to meet the needs for increased revenues,
reforms in both tax administration and tax policy may be needed. Critical questions in tax policy,
including whether the tax system encourages longer-term capital inflows, are appropriate polices
towards innovative financial instruments in place, and does tax policy allow for the development
of sound financial institutions and markets, must also be addressed.

5. SUSTAINABILITY

2.19. Two conditions are necessary for revenue sustainability. First, tax bases should respond
automatically to economic growth to avoid the inefficiencies associated with frequent policy
changes. Second, the tax administration should be sufficiently strong to collect revenues in a cost
effective way and to endure changing circumstances.

Broadening Tax Bases

2.20. The Government should minimize the risk of losses by ensuring that revenue is collected
from a range of different taxes across broad taxpayer bases. While it is possible to collect
significant revenues by imposing high tax rates on a few taxpayers, policies aimed towards lower
tax rates and a larger taxpayer population are more equitable and sustainable. Broadening tax
bases makes them more responsive to changes in the economic environment, and this should be a
major mid-term goal in Thailand both on efficiency and equity grounds. The analysis below deals
with two inter-related levels of base erosion: (i) the policy (legally) based erosions derived from
legal concessions; and (ii) the behavioral base erosions derived from reduced compliance or
outright tax evasion by taxpayers.

2.21. Since 1997, numerous recommendations have been made by the IMF to improve tax
policy. Very few of these recommendations have been implemented. The following comments
focus on the key issues arising from these recommendations.

Personal Income Tax (PIT)

2.22. PIT revenues collected in FY96 were 2.4 percent of GDP, which is very low by
international standards (See Annex Table A6 and A7).7 For FY98, less than 5 million taxpayers
filed personal income tax returns, although there are 60 million people in the country8 From
survey data, the Statistics Office has estimated that there are about 30 million workers in

7In FY99, the revenue from PIT had declined to about 2 percent of GDP.
8Note that taxpayers for whom all taxes were withheld will not be reflected in the 5 million figure since
they do not file tax returns.
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Thailand, but this includes unpaid work as well as paid employment.9 Even so, the discrepancy
between 5 million and 30 million people is too large to be ignored, and may suggest a need to
improve the withholding tax at the employer level.

2.23. Equity of the PIT is low due to the erosion caused by targeted exemptions aggravated by
the extended use of administrative discretion to grant sector-based allowances. There are no
automatic adjustments of brackets and monetary allowances, so the inflationary effect on rates
and thresholds has gradually eliminated much of the progressivity of the rate structure. As an
aftermath of this process of gradual erosion, horizontal inequities emerge as individuals with
similar income levels (but from different sources) pay different marginal tax rates.

2.24. The standard deductions allowed for different types of income are too generous and
appear to be illogical. For example, allowing a standard deduction of 40 percent against income
from employment while only granting a 30 percent deduction against professional income makes
little sense. Tax "allowances," which are also deductions from taxable income for dependents,
education expenses, insurance premiums, mortgage interest, social insurance payments, and
donations should be reviewed for appropriateness and simplified. The intention should be to
reduce the variables and level of proof required for these allowances so that employers can easily
and correctly calculate the rate of PIT to be withheld from their employees' wages. Then, the PIT
may become a final withholding system in the majority of cases, eliminating the need for
employees to file tax returns.

2.25. Amendments to the law in March 1999 (effective from 1 January 1999) introduced a
general exemption for the first Baht 50,000 of personal income, but no changes were made to
standard deductions and allowances. The general exemption should have replaced the standard
deduction of 40 percent (up to Baht 60,000 maximum) allowed against employment income, and
standard deductions for other types of income should be removed. Introduction of a simplified,
presumptive system for self-employed and small businesses should be considered.

2.26. An area for further work is to analyze PIT base definitions thoroughly to delete as many
targeted allowances as possible and to replace any remaining (generic) ones by tax credits that
would preserve the intended progressivity of the PIT. As noted in Chapter IV, annual estimates
should be prepared of the tax expenditures associated with exemptions and allowances, so that
policy makers are fully aware of the financial impact of these provisions. Also, consideration
should be given to creating an automatic inflation adjustment methodology to update brackets,
thresholds and any Baht-denominated parameters in the PIT.

Corporate Income Tax (CIT)

2.27. Corporations are important partners in tax collection: they pay the CIT, and withhold
personal and business taxes when they make payments to other economic agents. Nevertheless,
the controls over corporations doing international business must be reinforced. Overpayment of
royalties, thin capitalization and transfer pricing are sensitive issues to be concerned about
especially during a crisis when companies may try to expatriate funds. Estimating the domestic

9The 30 million figure, which is from the late 1980's, also includes agricultural and other workers in the
informal sector whose income is typically outside of the tax system. The Revenue Department
acknowledges the need to update its statistics on the taxpayer population.
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share of multi-national income is critical in assuring an adequate CIT base and Thailand should
strengthen its capability for transfer pricing. °

2.28. In general, the CIT rate should be competitive with other countries that compete to attract
foreign capital, but not so low as to avoid a net transfer of profit taxes from a poor country to a
rich one. Usually, and Thailand is not an exception, the repatriation of dividends is highly taxed
although delayed in time. Several mechanisms can be used to repatriate restricted gains and avoid
taxes.

* Thin capitalization describes a whole range of hidden equity capitalization. It can include
methods to repatriate dividends or capital through financial payments to a linked bank or
through a one-to-one off-shore loan. Options for hidden equity capitalization should be
restricted.

* Royalties and intangible assets overpayments are used to repatriate dividends avoiding
repatriation limits. Anti-avoidance rules should be developed in domestic laws to reduce the
possibility for repatriation of dividends disguised as royalties.

* Over-invoicing of imports is common when tax administration is weak and/or the law does
not prevent this. Significant differences between the import VAT and duties, and repatriation
taxes enhance the likelihood of this evasion. High penalties and tight coordination between
Revenue and Customs offices should discourage this practice.

VAT Redesign for Administrative Efficiency

2.29. VAT legal procedures Figure2.6: VAT Collection
significantly determine compliance and 70

revenue performance. Options to l
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increase VAT collections would be to
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2.6, the crisis exacerbated this -Ce5VAT -- VATdolherT

problem. Of the 36,000 audits Source: The Revenue Department
undertaken in 1998, 60 percent were for VAT refunds. While the situation improved in 1999
(when only 42 percent of audits were for VAT refunds), significant resources are being spent on
this task. Legal procedures that standardize and reduce the frequency of administrative action
and/or reduce the risk of fake invoicing can restrict the number of refunds. One option is to limit
VAT refund rights, thereby forcing taxpayers to carry forward the unused VAT credits until the
normal business absorbs them, and then offering a yearly refund after 12 consecutive months of
negative VAT balances. This option would need to treat genuine exporters and purchasers of
capital goods differently. This approach has already been put in practice in some tax offices but
should be regulated in order to reduce the workload and allow auditors to focus their attention on
more cost-effective cases. The Revenue Department has tightened rules about making VAT
refunds, and the liability of taxpayers for other taxes is checked before refunds are issued.

2.30. Another option would be to allow the tax administration to shift the VAT subject from
the seller to the buyer, or from informal to formal sellers, by forcing a partial or total VAT

'°Technical assistance on transfer pricing issues is currently being provided by the Australian Tax Office.
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withholding pre-payment in certain transactions where "risky" taxpayers are involved. This
authority could be temporarily used in two cases. The first is partial or total withholding of VAT
to "risky" suppliers. The proportion to be withheld would need to be analyzed to allow the
supplier a reasonable estimate of his real costs and to prevent any bad use of exceeded debits.
Construction suppliers using fake invoices are the most evident case in Thailand. If the tax
administration determines, for example, that the normal value added of sand suppliers is 50
percent, a withholding rate fixed at 50 percent of the tax rate would offset input credits. This
payment would be the responsibility of a better known taxpayer.

2.31. VAT prepayment for sales of certain goods to risky retailers is another way to shift the
VAT subject and prevent evasion. In this case, the wholesaler of certain products that have been
identified as 'evasion' risks must estimate or determine the final price of the good and pay not
only his own VAT balance but also the VAT of the next person in the VAT chain. If a pack of
cigarettes is sold by a wholesaler for Baht 100 to be retailed for Baht 200, the total VAT based
on the wholesaler's and the retailer's value added (i.e., Baht 300) must be paid by the known
wholesaler, thereby freeing the unknown retailer from any VAT obligation. Whether this option
would be accepted by the business community must be assessed in considering the viability of
this option.

Base Erosion and Tax Administration

2.32. Tax bases are also eroded when taxpayers exit the tax system by failing to register,
underestimating their tax declarations, underpaying their tax liabilities, or stopping filing. This
erosion is more prevalent during economic downturns, when taxpayers look for alternative
sources of financing, including the non-payment of tax liabilities. Certainly tax arrears have
increased significantly in the last three years, and it is reasonable to assume that the level of tax
evasion has also increased during the crisis.

2.33. Measures of the level of non compliance and tax evasion are not readily available in most
countries. Box 2.2 shows theoretical measures of the Revenue Department's effectiveness in
reducing the gap between tax revenues collected and legally payable revenues. Formal estimates
of potential tax yield can only be obtained by econometric modeling or from analysis and surveys
of industry sectors. Such studies have not been undertaken recently in Thailand. However,
canvassing efforts by the Revenue Department in the last 12 months have detected 30,000
unregistered VAT taxpayers, each with an annual tumover of at least Baht 600,000-indicating a
significant problem.

6. REFORMS UNDERWAY

2.34. The objectives of the tax administration reform underway as part of the Public Sector
Reform Program are to: (i) ensure adequate and sustainable revenue flows by strengthening
collection enforcement and improving taxpayer compliance; and (ii) achieve a more equitable
distribution of the tax burden.

Strengthening Collection Enforcement

2.35. As a result of the economic crisis, tax debts have increased significantly. At the end of
1996, total tax arrears were Baht 35 billion (0.7 percent of GDP), but by August 1999, these debts
had reached Baht 94 billion (about 2 percent of GDP). The difficulty in collecting tax debts also
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increased during the crisis. The total number of delinquent taxpayers has probably doubled, and
additional work is generated through a significant increase in the number of taxpayers seeking
deferral arrangements.

2.36. Under the PSRL program, benchmarks have been agreed to reduce the level of collectible
debt to manageable levels of no more than 5 percent of total tax collections for the current year.
The percentage of collectible debt to total 1999 collections at the end of August 1999 was 9.3
percent, while the comparable percentage for 1998 was 8.9 percent. Intermediate targets of 8
percent by September 2000, and 6 percent by September 2001 have been agreed.

Table 2.3: Tax Arrears (Baht in billions)
At At

Type of Arrears Sept 30, 1998 Aug 31, 1999

Not due forpayment 15.4 18.5
Subjecttoappeal,etc. 18.5 21.9

Collectible 44.4 42.3
Uncollectible 8.7 11.4

Total 87.3 94.1

2.37. Although total tax arrears rose by Baht 7 billion in 1999, arrears in the "collectible"
category fell by Baht 2 billion to Baht 42 billion (0.9 percent of GDP). Of the remaining arrears,
Baht 17 billion uncollectible because it is subject to appeals or other court decisions. Efforts are
underway to resolve the legal impediments so that these debts can be collected. Many of the
"uncollectible" debts are more than 10 years old, which is outside the statutory limitation period.
The Revenue Department has recently written off 19,875 assessments (totaling Baht 4,514
million) where the debt was more than 10 years old.

2.38. A debt collection management division was recently established in Revenue Department
headquarters, which is responsible for determining appropriate debt collection strategies and
policies. This division will prepare a 3-year debt reduction plan, set collection targets for each
office, develop new enforcement procedures, and monitor debt collection performance. The
Revenue Department should also apply more resources to debt collection activities to reduce
significantly the level of tax debts. A first priority is to contain the growth in total debt by
collecting current debts before they become too old. Quick action must be taken against
enterprises that are still in business and not paying current taxes. Changes in strategies and
procedures are needed to adapt to recent amendments in the Bankruptcy Law and Civil Process
code. Audit case selection methods should focus on productive cases in terms of additional tax
and penalties assessed, and potential collectible revenue.

Improving Taxpayer Compliance

2.39. Anecdotal evidence suggests that the level of non-compliance increased significantly
during the crisis. In the formal sector, there is more incentive for registered taxpayers to
understate incomes and over-claim expenses when times are difficult. The average additional
revenue detected as a result of full-scale audits rose from Baht 1.3 million per case in 1997 to
Baht 2.9 million per case in 1999, with no apparent change in the way audit cases were selected
nor the audit methods used. This seems to indicate that the level of non-compliance has increased,
and improved audit selection efficiency and audit coverage are key tools to improve taxpayer
compliance. Future work should be directed to enhancing tax payer service as a critical means of
improving taxpayer compliance.
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2.40. The number of potential taxpayers in the informal sector is difficult to measure but has
probably grown as self employment likely increased commensurately with unemployment during

the crisis. Recent efforts by the Revenue Department under their new taxpayer canvassing

program achieved an 11 percent increase in the number of registered VAT taxpayers. These

taxpayers have minimum turnovers of Baht 600,000, indicating significant non-compliance with
the tax laws in the informal sector. To reduce the informal sector, requirements for business

registration should be strengthened to include tighter control over marketplaces and street
vendors. A national business registration system should be introduced, and all traders should be

registered before being allowed to trade. Marketplace managers should be required to provide
designated trading areas for each vendor, and ensure that all vendors are registered. More

stringent rules for record keeping should be introduced, and tax inspectors should be able to

impose fines for vendors if they do not keep proper records.

Box 2.3: Actions Underway To Improve Taxpayer Compliance

* Develop an audit strategy plan

* Identify legal changes to improve audits and target high-risk taxpayers

* Prepare user specifications for the taxpayer risk profile and audit case selection
applications

* Design and implement an automated audit case selection system

* Support the Large Business Tax Administration Office in managing the largest
taxpayers

* Prepare proposals to reduce taxpayer compliance costs

* Simplify forms for Excise Tax and VAT

* Conduct promotion campaign to encourage tax payments through banks and other third

parties

2.41. At the end of the program period, reforms to improve taxpayer compliance are expected
to expand the number of registered VAT taxpayers, and to increase the additional revenue that is
collected through audit activities to 2.5 percent of total tax collections (or 0.5 percent of GDP).

The Large Business Tax Administration Office has been established and is currently handling the
1,448 largest companies, and another 870 companies are expected to be added shortly. These
companies are expected to pay more than 50 percent of total revenue collections.

Institutional Strengthening

2.42. The crisis highlighted weaknesses in the institutions responsible for formulating and
implementing tax policy. Institutional capacity to respond with strategies to diagnose and propose

new policies was weak. The quantitative basis to support decision making-notably timely and
accurate data, and systematic methods to assess the impact of changes in tax policies-was
generally unavailable during the crisis. The FPO has begun developing this analytical capability.

At the administrative level, the Revenue Department was unable to stem the immediate increase
in tax arrears or curb the increase in evasion. It lacked the information to formulate a strategy and

identify those taxpayers. In order to develop a sustainable revenue base, the capacity of these
institutions should be strengthened over the next few years.
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2.43. Reforms should include improving the capacity of the FPO to support and take sound
policy decisions based on forecasting models, surveys, and data analysis, and improving the
capacity of the Revenue, Customs and Excise Departments to administer their revenues and
monitor the behavior of taxpayers. This effort should lead to a reasonable and synergistic "Policy-
Administration Mix" and the capacity to identify which policies or administrative tools should be
used under different circumstances.

Fiscal Policy Office

2.44. Policy formulation has been built around several groups of academics, think tanks and
experts, and this is a sound approach. However, the MOF should enhance its technical capability
to support and/or evaluate policy alternatives. The FPO should assume a deliberate tax
policy/administration role to anticipate problems and forecast revenue behavior with enough
detail to guide policy makers and tax administrators.

2.45. Following a recent review of administrative arrangements, the responsibility for
determining tax policy has been transferred from the Revenue, Customs and Excise Departments
to the FPO. The role of the FPO now involves analysis of revenue data and other statistics, and
they are developing forecasting models and sample surveys to predict the impact of tax changes
at macro and micro levels.

2.46. A reorganization of the FPO may be appropriate to coincide with taking on these
additional responsibilities. The current organization by tax may result in fragmentation,
bureaucratization, and possible inconsistent policy formulation. Staffing and skill levels should be
adjusted, and equipment and training requirements determined. By improving the knowledge base
about the individual taxes and the revenue structure in general, and introducing the appropriate
technology, the size of the office would not necessarily need to grow.

Revenue Department

2.47. It is necessary to strengthen the Revenue Department's institutional capacity by aligning
business and operational priorities with envisaged technological developments. Executive
management must work to integrate the institution and manage the process of change. Given the
size and complexity of tasks, top-down approaches to defining institutional strategies and
procedures should be a priority. This capacity building is underway with the support of the Asian
Institute of Technology. Formulation of a strategic plan, an IT master plan and subsequent
business plans will clarify the Revenue Department's direction in the intermediate future.

2.48. The RD has had significant and on-going implementation problems in developing its
Information Technology (IT) system. Software applications have not been fully developed, and
the IT system has not delivered timely information to manage tax debts and detect non-
compliance by taxpayers. The Revenue Department is working to develop and operationalize a
functional and integrated computer system. Operational requirements are that taxpayer data from
tax returns be input in a timely manner, system data will be available in the main Revenue
Department offices when required on a need-to-know basis, taxpayer accounts will be fully
maintained by the system, the majority of audit cases will be selected by the system based on
preset criteria, and timely and useful management reports will be available on all aspects of
operations.
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Box 2.4: Information Technology Tasks Underway

* Prepare a new three year strategic plan and an IT master plan

* Prepare user requirements and software specifications for each of the main modules for
the IT system in consultation with users

* Integrate taxpayer registration data and migrate to the new system platform

* Implement on-line taxpayer registration system for Bangkok offices

* Migrate existing VAT and Small Business Tax (SBT) data to new platform

* Develop data entry, processing and reporting modules for all taxes

* Develop and implement unique taxpayer accounting module

* Develop debt management and audit case selection modules
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Box 2.5: Efficiency and Effectiveness of Revenue Administration
The principal objective for revenue administration is to collect the revenue which is due and payable to the Government in a timely
and efficient manner. This objective can be expressed by two ratios. The first ratio measures the efficiency of the administration by a
value-for money or business profit approach:

Efficienc =Cost of collection
Efficiency = Total collections

The cost of collecting the revenue, as a percentage of total revenue collected, should be low. For Thailand, the payroll cost for the
Revenue Dept. staff of about 18,000 people in 1998 was Baht 2.24 billion, and the total collections were Baht 500 billion, giving a
ratio of 0.45 percent. Obviously other costs apart from payroll should be taken into account, and different costing methods used by
government administrations makes comparisons between countries difficult. However, a payroll and normal administration expense
cost of less than I percent is generally regarded as efficient.

Theoretically, collection costs should also include the cost to taxpayers of complying with the revenue laws. So, for example, if a
business must pay an accountant or a tax agent a fee to prepare their business tax retum, this is also a collection cost. These costs
should be taken into account, because some taxpayers act as unpaid tax collectors for the Government (e.g. as withholding tax
payers), and it also encourages responsible policy making and considerate design of forms and procedures to minimize undue burdens
on taxpayers.

However, taxpayer compliance costs are difficult to estimate reliably without significant effort. A survey approach was used in
Australia to estimate these compliance costs. The survey found that compliance costs varied significantly between individuals and
businesses, and among small and large businesses. These costs also vary according to the type of tax and the extent to which
taxpayers rely on external advice and assistance to prepare their tax retums.

The second ratio measures the effectiveness of the revenue system in collecting the right amount of revenue:

Revenue collectedEffectiveness - Revenue legally payable

This ratio should be high. The difference between the revenue collected and the revenue legally payable according to the law, is a
measure of the level of tax evasion, or the black economy. By its nature, this ratio is difficult to measure. However, this gap can be
broken down into four component gaps. The greatest leverage can be obtained by attempting to maximize the following four ratios:
I Registered taxpayers This is a measure of the effectiveness in detecting

Potential taxpayers unregistered taxpayers who are not in the tax
system

2 Tax retums filed This measures the extent of the non-filers - those
Tax retums due taxpayers who are in the system and have an

obligation to file retums, but have not done so

3 Tax paid This is the delinquent taxpayer problem. The
Tax declared difference between tax declared in tax returns and

tax paid is the level of tax arrears

4. Tax declared This measures the level of tax evasion and the
Tax legally payable effectiveness of the audit activity

In the case of Thailand, only some of these data are readily available. For ratio (1), the number of registered taxpayers is known for
the different tax types, but no estimates are available for the potential numbers of taxpayers (see earlier discussion of this issue
above). Data for ratio (2) should be available, but the computer system cannot identify the levels of non-filers for most taxes at the
current stage of development. There are different ways of measuring ratio (3). A simple approach is to calculate the ratio as follows:

Therefore, Revenue collected (1999) Baht 452.3 billion
Plus debt at end 1999 Baht 94.1 billion
Minus debt at end 1998 Baht 87.3 billion
Revenue payable (1999) Baht 459.1 billion
Revenue collected/ Revenue payable 98.5 percent

Obviously this ratio depends heavily on the movement in the stock of arrears, but as described above, the arrears includes various
uncollectible components, some of which have been accumulating for more than 10 years. Data for ratio (4) are also difficult to obtain
as there does not appear to be any current studies on the size of the black economy in Thailand. The ratios described above identify
the compliance improvement gaps where the Revenue Department should focus its efforts. They indicate where further study needs to
be done to quantify the size of these gaps, and where the system needs improvement to produce relevant data for management.
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III. PUBLIC EXPENDITURES AND DEVELOPMENT
OUTCOMES

1. INTRODUCTION

3.1 Thailand has achieved notable progress in allocating expenditures to its development
priorities. Public expenditures have helped achieve remarkable gains in such critical areas as the
transition rates to both lower- and upper-secondary school, the coverage of health care and the
quality of road construction and rehabilitation projects. While budgetary resources expanded
rapidly prior to the crisis, the crisis sharply tightened constraints, changed priorities and brought
about a reallocation of budgeted expenditures in FY98 and FY99. Did institutional constraints on
fiscal policy circumscribe the strategic prioritization of expenditures prior to and during the
crisis? How well have expenditure priorities been implemented, especially during the crisis?
Given concerns for fiscal sustainability, what improvements can be made to enhance the
efficiency and effectiveness of public sector resource use over the medium term?

3.2 This Chapter is divided into five sections. Section 2 considers the adequacy of the current
budget presentation and examines shifts in the allocation of government expenditures in the five
years prior to the crisis. Section 3 analyzes the Government's budgetary response to the crisis.
Section 4 reviews performance in four key sectors covered by the budget-education, health,
agriculture and transportation/roads-and recommends improvements in the effectiveness of the
Government's efforts. Section 5 summarizes the main conclusions and recommends potential
improvements in government expenditures, which include:

* the importance of improved budget coverage and presentation to more effective public
expenditure planning (addressed in more detail in Chapter IV);

* the weaknesses in establishing and implementing expenditure priorities, particularly during
the economic crisis;

* the need to continue the rationalization of public expenditures in directions established before
the onset of the crisis; and

* the scope for larger and more effective programs in key economic and social sectors through
a better division of labor between the public and private sectors and the increased use of cost
recovery.

The Sectoral Composition of Central Government Expenditures

3.3 Thailand's expenditure allocation among sectors has broadly reflected its development
priorities. By comparison with other middle income countries in the region and elsewhere (See
Annex Table Al 1), Thailand allocates a relatively large share of government expenditures to
agriculture, transportation and communication, health and education. By contrast, less is spent on
defense, social security and welfare and general public services.
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2. TRENDS IN THE COMPOSITION OF GOVERNMENT EXPENDITURE

Figure 3.1: The Sectoral Composition of Government Expenditures
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3.4 In Thailand, the five-year National Plan specifies development priorities but does not
define budget allocations. The pronounced shift in the composition of central government
expenditure (see Figure 3.1 and Annex Table A12) over the period FY93 to FY97 was largely
consistent with overall development priorities. Defense and debt service declined sharply as a
share of total expenditure, from 15.9 to 12.1 percent and from 11.9 to 4.7 percent respectively. A
significant decline was also recorded in the agriculture share (1.6 points). The main sectors
benefiting from these shifts (with their corresponding gains) are: social services (7.2 percent),
education (1.4 percent), health (1.3 percent), and transport and communication (0.7 percent).

3.5 Social development is clearly the most important area of expenditure, with almost half of
actual expenditures accounted for by education, social services and health. Education accounts for
the largest share of government expenditures (25.9 percent in FY98), in line with the 8'h Plan's
focus on strengthening human resource potential. The proportion of education expenditures
relative to GDP (4 percent) is low compared to the OECD average (5.4 percent). Social services,
which are designed to protect vulnerable groups and the poor, are the second largest expenditure
category. Its share rose rapidly from FY93 to FY97, but then declined during the crisis (12.4
percent in FY98). The public health share is comparatively small (8.6 percent in FY98), and low
relative to GDP (1.4 percent versus an OECD average of 5.4 percent). Despite the large share of
social expenditures, little systematic evaluation is done by budgetary authorities as to whether
these social development expenditures achieve their stated objectives and have a real impact on
social welfare and poverty alleviation.

3.6 Except for FY98, the composition of central government actual expenditures is very close
to those planned (see Annex Table A13). From FY93 through FY97, the actual shares for most
sectors were very close to those planned in the budget, with deviations generally less than 0.2
percentage points. The major exceptions are in transportation, education, and national security
where budget shares deviate in some years by I percentage point or more. In FY98, deviations
from the budget grew substantially (due in part to the surge in encumbrance spending) thereby
lessening the reliability of the budget in indicating government spending intentions. The upward
deviations for transportation and national security are very large and come at the expense of
general services and debt service.
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Economic Composition of Expenditures

3.7 Thailand's budget integrates recurrent ("current") and development ("capital") budgets,
which are frequently separate in other countries. Annex Table A14 shows the breakdown of

actual expenditures into its recurrent and capital components. The share of capital expenditures
has risen from about 26 percent in FY93 to over 35 percent in FY98. Significantly, encumbrances
have a much higher capital component than ordinary expenditures (typically 75 to .85 percent,
compared with only 25 to 30 percent), largely because the implementation of investment projects
is frequently delayed into the next fiscal year.

3.8 The rapid expansion of capital expenditures during the boom years was premised upon
the continued rapid growth of the Thai economy and public resources. It represented a sharp
reversal of the expenditure restraint during the late 1980s which led to a slowdown of
infrastructure expenditures. During the 1990s, substantial funds were allocated to infrastructure
improvements in roads, communications, and utilities, which should facilitate Thailand's long-
term growth prospects. However, the experience of Bangkok's transport system-characterized
by inadequate planning, misprocurement, collusion among bidders for public contracts and
unclear risk sharing with private sector investors--highlights concerns over the efficiency of
increased investment.

3.9 With hindsight, the Government's attempt to feed the economic boom and address
infrastructure bottlenecks with ever-increasing public investments of declining efficiency appears
misguided. This suggests that an investigation at the sector level (especially for those capital-
intensive sectors as shown in Table 3.1) would be in order to determine whether imbalances
between current and capital expenditure are growing and whether the operation and maintenance
implications of capital expenditure have been adequately planned for.

Table 3.1: Share of Capital in Total Expenditure

Broad Groups Average Broad Groups Average
FY93- FY93-98,
98 in in percent

percent
Miscellaneous and Unclassified Items 1.2 General Public Services 27.3

General Government Services 11.1 Mining, Manufacturing, and Construction Affairs and 28.5
Services

Community and Social Services 23.6 Total 30.3

Economic Services 72.4 Religious, Cultural and Recreation Affairs and Services 44.1

Functions Fuel and Energy Affairs and Services 54.4
Miscellaneous and Unclassified Items 1.2 Agriculture, Forestry and Fishery Affairs and Services 58.8

Social Security and Welfare Affairs 2.0 Other Economic Affairs and Services 66.8

and Services
Defense Affairs and Services 3.7 Housing and Community Amenity Affairs and Services 82.4

Public Order and Safety Affairs 13.6 Transportation and Communication Affairs and Services 88.7

Education Affairs and Services 16.3
Health Affairs and Services 21.0
Source: Mokoro (1999)

3.10 Fiscal adjustment in Thailand has largely been achieved through capital expenditures.
The Government has only occasionally frozen wages (1982 to 1989). By contrast, public
investment has risen proportionately more than public consumption during fiscal expansion and
vice versa during contraction. Public investment maintained a high and stable proportion of total
capital formation relative to income during the 1980s. Warr/Nidhiprabha (1996:158) found that
public investment tended to be postponed if increasing private investment resulted in inflationary
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pressure on capital good prices, principally those used in the construction industry. However, the
strong inverse relationship in the ratio of public and private investment to GDP ended with the
expansion of public investment during the 1990s. Only since the 1999 economic stimulus has a
re-emergence of accelerated public investment been seen during a time of depressed, albeit
recovering, private investment.

3.11 Annex Table A14 gives the breakdown of government expenditure by object. Several
conclusions emerge: first, Thailand's wage bill as a share of total expenditures is relatively high
in international comparison (Figure 3.2). In fact, over the past few years, the number of public
employees has increased steadily. Personnel costs vary greatly among sectors, with a much higher
share for wages and salaries in education than in transport and communications. Nonetheless,
containing the rising costs of providing government services has become one of the key elements
of Thailand's efforts to reform
the civil service as part of its Figure 3.2: Wages and Salaries as Percent of Total Expenditure 1970-98
Public Sector Management for Selected Asian Countries
Reform Program. Second, the -(

increased share of wages and ------

salaries following the 1c C D

economic crisis (from 43 2

percent in FY97 to 52.5 . -

percent in FY98) serves as a -5 - - -

warning signal that the balance
between personnel costs and _ I.-oncs Philip

support costs may become
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budget squeeze. Overall, with Source: The World Bank East Asia: Recovery and Beyond, 2000
30 percent of the annual
budget allocated to salaries and
wages, 30 percent to capital expenditures, and 13 percent to subsidies, other operation and
maintenance expenditures needed to run projects are likely to be limited.

3. THE BUDGETARY RESPONSE TO THE CRISIS

Overview

3.12 As discussed in Chapter 1, the Government cut the budget in response to the crisis. In
three rounds between August and November 1997, Baht 182 billion was cut (or nearly 20
percent) of the budget originally proposed for FY98 (Baht 982 billion). Later in FY98, the budget
was raised to Baht 830 billion, with projects aimed at mitigating the social impact of the crisis.

3.13 Figure 3.3 shows how the Baht 95 billion budget cut was allocated among sectors: 48
percent of the reduction was in social services (mainly rural development), national security, and
agriculture. Other sectors (e.g. transport, public health) show relatively minor cuts and the
education sector received a small increase. Examination of the proposed FY99 budget, which is
similar in magnitude to FY98, shows a continuation of the same pattern, but with a sharp fall
(Baht 15 billion or 19 percent) in the allocation for transportation and a large increase (Baht 31
billion or 70 percent) in the allocation for debt service. Note, however, that during the crisis, off-
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budget expenditures increased significantly, since foreign-financed packages, which were
primarily targeted at shielding the poor, are not reflected in the budget.

Figure 3.3: The Budget Cut, FY97-98 Figure 3.4: Actual Government Expenditures,
FY97-98, billion Baht
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3.14 In any event, the FY98 budget outcome was substantially different than planned (see
Annex Table A14). Actual expenditures at Baht 882 billion were 6.3 percent higher than
budgeted. As only 84 percent of the budget was actually implemented, the increase reflected a
surge in encumbrance spending to 21 percent of total expenditures -- the highest proportion over
the period FY93 to FY98. Only actual debt service expenditures were less than the budgeted
amount (by 50 percent). In some sectors, actual spending substantially exceeded budgeted
amounts: transportation (19 percent); education (5 percent); public health (10 percent); social
services (9 percent); and national security (19 percent).

3.15 Spending in FY98 was planned to be 9 percent lower than FY97, whereas actual
expenditures declined by only 3 percent. Comparing the overall share of government
expenditures for selected sectors in FY97 (a pre-crisis year) and FY98 (the first full year of the
crisis) reveals declines in social services, agriculture, and debt service. All other sectors
increased, especially transport and communication (11.6 percent) and education (7.8 percent) (see
Figure 3.4).

3.16 It is remarkable that Thailand was very effective in protecting expenditures on health and
education during the crisis. In fact, evidence suggests a remarkably agile and resilient response, at
the family and government service level.' The severity of impacts expected at the outset of the

crisis have not materializedfor health and education. During the initial stages of the crisis, it was

feared that government social programs would be cut back, that prices of key social commodities
such as imported medicines would escalate, that families would reduce drastically their
expenditures for health and education, and that education and health services would be out of
reach to a growing number of impoverished families.

3.17 However, families and government programs acted to cushion the impacts of the crisis in
health and education. Although precise targeting of the poor and unemployed proved difficult to
accomplish, government programs and budgets appear to have preserved or improved pre-crisis
efficiency levels for costs and revenue. The Ministries of Education and Public Health adjusted

' For a full analysis, see World Bank (1999b)
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expenditure priorities and supplemented sensitive programs to sustain service availability at or
above pre-crisis levels and to contain out-of-pocket costs to Thai families. At the same time,
households rapidly and substantially adjusted their spending and savings strategies to cope with

less income security and to preserve health and

Figure 3.5: Percentage Change in education attainments. As a result, health and
Expenditures, FY96-FY98 education outcomes have shown little or no

discernible declines from past positive trends.
1 Discretio-y Essential Savings The use of public health and education services

,t = I expanded during the crisis, including basic
5s --- C L--- * services, and school dropouts in particular
0 °t _ r~ ̂- 1 show a limited or negligible crisis response

depending on the data source.

-201 3.18 Figure 3.5 presents the changes in

Expenditure household expenditure categories between
-El~loor9a "on-poor 1996 and 1998 (before and during the crisis).

Source: Socio-Economic Survey. This graph does not capture the sharp decline

Notes: Total real expenditures remained roughly constant from 1997 to 1998 in total household
between 1996 and 1998. expenditure, but it does show how families
Category I includes expenditurcs on alcohol and tobacco, reacted to that decline, by reducing luxurv and
household goods, personal care and other luxury items.
Category 2 includes clothing and footwear, transportation non-essential expenditures and increasing or
and communications, and medical services. maintaining more vital expenditures. Notably,
Category 3 includes food and shelter expenditures. basic education and health expenditures were
Category 4 includes education, medical supplies, and fuel. . . .

preserved or expanded by Thai families.

3.19 Figure 3.6 presents two measures of health and education utilization: total public school
enrollments through upper secondary for education and outpatient visits to Ministry of Public
Health facilities. Both measures show
increases during the crisis. Such Figure 3.6: Use of Education and Health Services
increasing utilization, however, for I 0,100 120000

both sectors is a strong indication of 0,000 ,. _ oosos
positive crisis response. Parents did not c 9,900 800

withdraw their children in large m 9,S00 C

numbers and continued to pay the costs O60000 9'

of education; and families expanded ,40
their use of basic public health 90

services, perhaps to limit costs but . I
clearly to maintain health outcomes. 1994 1995 1996 1997 1995

Although the crisis response
mechanisms t health ad ,ed on --Total school enrollments -Outpatient visits

mechanisms in health and education Suc:OE n OH
have been effective, it is not clear that
they were sufficiently targeted and
sustainable over the long term.

Expenditure Prioritization During Budget Cuts

3.20 How did the Government prioritize its expenditures during the crisis? With hindsight,
encumbrance spending mitigated the effects of budget cutbacks, which. raises questions about the
Government's ability to implement its stated priorities. Part of the increase in unplanned
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expenditure was in low-priority areas (e.g., national defense). Had these expenditures been
controlled better, the Government might have maintained higher-priority expenditures in
education and health, social services (especially rural development), maintenance expenditures
for highways, rural roads, and programs to raise agricultural productivity.

3.21 As for the actual expenditure prioritization, the cuts were by and large administered by
the Bureau of the Budget (BOB) in a top-down fashion. The criteria guiding the budgetary cuts
and reallocations were that education, health care, and regional development were to be protected
as were those expenditures that would generate employment, competitiveness and long-run
recovery. Projects most likely to be cut had a high-import content, had not yet received Cabinet or
NESDB approval, or had a relatively low priority in the 8th Plan. Other practical considerations
also drove the cuts, such as projects that had not yet started or projects with annual rather than
multi-year contracts.

3.22 The cuts were administered across the board with little evidence of strategic selection.
For example, in the three ministries for which cuts were reviewed, fewer than 10 percent of
programs were reduced. At the other end of the spectrum, managers were reluctant to defer whole
programs: fewer than 5 percent of programs were cut completely.

3.23 In practice, the BOB shifted cuts Figure 3.7: Budget Cuts by M inistries

onto those ministries that had a history Allocation of the Budgct cut in 1998 and
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expenditures: Finance (93 percent) and Source: Mokoro (1999)

Foreign Affairs (97 percent).

Externally Financed Social Programs

3.24 The social impact of the crisis has been well documented, and the need for social
protection was evident at an early stage. Three important, externally financed packages targeted
at social protection were introduced in the period from March 1998 to March 1999:

* The Social Sector Program Loan (US$500 million equal to 2.3 percent of the FY99 budget);

* The Social Investment Project (US$462 million equal to 2.1 percent of the FY99 budget); and

* The Miyazawa Expenditure Package (Baht 53 billion equal to 6.4 percent of the FY99
budget.)

It is too early for a thorough evaluation of their impact, but preliminary analysis suggests, that

* The packages were significant in magnitude-representing more than 10 percent of the

Government's budget-and contributed to cushioning the poor from the crisis.
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* There was a trade off between implementation speed and targeting.

* The measures were primarily targeted at shielding the poor from the impacts of the crisis, but

they could have long-term implications on budget allocations.

The ADB Social Sector Program Loan

3.25 This loan was approved by the Asian Development Bank in March 1998, and in the same
month the first tranche of US$300 million was disbursed, while the second tranche was disbursed
in November 1999. The aim of the program was to mitigate the short-term impacts of the
financial crisis, to promote structural reforms aimed at enhancing competitiveness through human
capital development, and to reduce inefficiencies in the provision of social services. The program
focused on three areas: (i) labor and social welfare, (ii) education and (iii) health. Key activities
supported were: a scholarship fund to keep some 200,000 vulnerable and primary and secondary
students in school; provision of health care to low-income voluntary health care holders; and the
extension of health, disability, death and maternity benefits for laid off workers from six to
twelve months. The program focused on health and education for low-income families, which
could have a longer term impact on expenditure prioritization within these sectors. Based on
several review missions, the ADB considers the impact of the program to be satisfactory.

The Social Investment Project (SIP)

3.26 The aim of the SIP was two fold: (i) responding to the crisis by creating employment
opportunities and providing essential social services to the unemployed and poor, and (ii)
supporting bottom-up service delivery through financing locally identified and managed
development initiatives and promoting decentralization, local capacity building and community
development. Accordingly, the project was established with two channels: Channel I supporting
existing government programs aimed at providing jobs and priority basic social services to the
unemployed and poor, and Channel 2 supporting decentralization and community building by
financing locally generated projects through the loan-based Regional Urban Development Fund
(RUDF) and the grant-based Social Investment Fund (SIF). While this World Bank-funded
project was well targeted, it was slow in disbursing. As of the end of FY9, US$74 million had
been disbursed out of a planned US$136 million. Delayed effectiveness (November 1998) and
World Bank procurement rules installed to ensure transparent and quality projects, as well has the
nature of the projects themselves-typically small and operated at the community level-slowed
the pace of disbursements.

The Miyazawa Package

3.27 In the fall of 1998, the Government launched an economic stimulus package consisting
of expenditure measures, tax reductions, and measures to lower energy prices. The expenditure
measures placed priority on creating employment and increasing incomes for those severely
affected by the crisis in both rural and urban areas. The tax measures emphasized stimulating
private investment and consumption by increasing disposable income and reducing the price of
consumption goods. Measures to reduce energy prices were aimed at lowering the cost of living
and manufacturing.
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3.28 As discussed in Chapter I, these expenditure measures were financed by external
borrowing which did not require Parliamentary approval. In March 1999, the Cabinet approved
the borrowing of additional US$1.45 billion, the so-called Miyazawa package which consisted of
US$600 million from the World Bank (EFAL II), US$600 million from Japan EXIM bank, and
US$250 million from the OECF. The objective was to spend the money quickly to stimulate the
economy through job creation and productive investments while at the same time cushioning the
poor from the crisis and creating a foundation for future competitiveness.

3.29 To meet these objectives, an interagency committee comprising the Ministry of Finance,
the BOB, and the NESDB compiled a list of expenditure programs that combined lists of "top-
down" programs developed by the central agencies and "bottom-up" projects suggested by the
line ministries. The official criteria used in selecting additional expenditure programs were
reasonable, but difficult to implement in practice. All selected projects were intended to:

* directly alleviate the social and economic problems of targeted groups

* be executed and disbursed quickly

* directly benefit people, and induce higher economic productivity

* be implemented within the existing capacity of responsible government agencies

* be executed in a transparent manner and be easily monitored

* minimize the fiscal burden, especially on current expenditures in subsequent fiscal years

* already required to be implemented by the Government within the next 1-2 years by the
current Constitution or other laws and regulations.

3.30 According to these criteria, proposals by relevant government agencies and state
enterprises and the eventual selections of individual program were allocated to the following
expenditure categories (see Table 3.2).

Table 3.2: Expenditures under the Miyazawa Initiative

Billions of Baht (unless otherwise noted) As of November 15th, 1999
Total Planned Planned Disburse Amount used Used/
Expend FY99 FY00 ments by agencies Disbursed
itures Expendit Expendit

ures ures

Investment and job creation aimed at alleviating the 24.8 21.1 3.7 24.2 21.2 87.6%
social impact of the economic crisis

Improvement in the quality of life 9.6 5.6 4.0 8.2 3.1 38.2

Improvement in the foundation of economic 7.2 3.2 4.0 4.5 4.2 92.9
development

Improvement in the competitiveness of manufacturing 2.3 1.6 0.7 1.8 0.7 41.4
and export industries

Improvement in basic infrastructure and the 0.9 0.7 0.2 0.8 0.2 24.5
development of specific areas

Enhancing the effectiveness of public administration 8.8 7.0 1.8 8.8 6.2 70.9

Total 53.4 39.0 14.4 48.4 35.7 73.8

Source: Bureau of the Budget
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• Investment and job creation aimed at alleviating the social impact of the economic crisis in
accordance with conditions mutually established by the Government and the lending
agencies. This category of programs/projects includes job creation for both educated and
unskilled workers (expected employment of approximately 86,000 man-years of educated and
400,000 man-years of unskilled workers), and investment to alleviate the impact on the poor,
including expansion of welfare benefits especially for the elderly and students.

* Improvement in the quality of life through expansion of public health, water resource
management, and pollution and environment management.

* Improvement in the foundation of sustainable economic development with an emphasis on
minimizing the impact of the economic crisis on education, improving agriculture and
manufacturing productivity, and stabilizing commodity prices.

* Improvement in the competitiveness of manufacturing and export industries, including the
development of technology for greater productivity, and facilitating restructuring in the
industrial sector.

* Providing development in specific economic areas, border areas, and remote rural areas with
the objective of supporting job creation and promoting economic activities in these areas.

* Increasing the effectiveness ofpublic administration, including improving the effectiveness
of database management, increasing court and judicial resources, as well as supporting the
establishment of institutions required by the present Constitution.

3.31 Projects under the Miyazawa Program were intended to stimulate both consumption and
investment. Approximately Baht 39 billion were planned to be disbursed in FY99, but only 85
percent or 33 billion were actually disbursed. Investment and job creation were given high
priority and accounted for almost half of the allocation. Improved quality of life, promotion of
economic development and public sector effectiveness were also important criteria.

3.32 Almost all of the ministries received the
funds that they requested. Disbursement ratios Figure 3.8: The Miyazawa Package:.. >> . . - . . . . ~~~Composition of Approved Expenditures
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P&li H.0(see Table 3.2). By far the largest share was 6%

allocated to the Ministry of Interior, which
allocated the funds to tambon administrative Eeheadc.c

units (Figure 3.8). The Ministries of
Transportation, Agriculture and Education also
received large allocations.

Source: Bureau of the Budget.

3.33 Short-term, employment creation efforts
were successful: 65,223 educated employees (76 percent of target) and 3,546,645 workers (80
percent of target) had been hired at the end of FY99. The 3.5 million workers employed were
equivalent to 319,182 man years (of 200 days), with an average employment length of 18 days.
Targets to reach the vulnerable have generally been reached:
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* 2,000 villages received training and financial support from Department of Community
Development poverty alleviation projects

* 30,000 farmers received loans for community investments, and projects to increase non-
agricultural incomes have trained 1,094 farmers and 350 groups

* Projects to provide meal for children, pay allowances to senior citizens, establish senior
citizens service centers, provide family support and welfare have been offered to 1,271,495
persons and 35,000 households; 200 senior citizens service centers were established

* Baht 10,000 in financial support was provided to 990 AIDs-affected persons.

* 1,553 water supply system projects to expand the irrigation systems of govemment agencies
have been identified; 252 are being constructed and 211 have been completed

* 735 healthcare centers have been identified

4. PERFORMANCE OF KEY ECONOMIC AND SOCIAL SECTORS

3.34 This section reviews the performnance in four key sectors-education, health, agriculture,
and roads-which together constituted about 49 percent of the FY97 budget. While necessarily
constrained by space and time, the analysis in each case attempts to identify each sector's
successes and challenges, emphasizing the three criteria of allocative and technical efficiency,
public and private sector roles, and poverty orientation.

Education

Eff ciency of Spending

3.35 The education sector has by far the largest budget share and that share has expanded over
the period FY93 to FY97 from 21 to 22.4 percent of public expenditures. The relatively higher
budgetary share than is characteristic of other Asian countries reflects the relatively small private
education sector in Thailand. Fifty percent is spent directly on primary education, 25 percent on
secondary, and 17 on tertiary, while the remaining share cannot be broken down by level of
education. Performance in the education sector is notable for a number of impressive
achievements:

* a 91 percent enrollment rate at the primary level in 1997;

* an increase in transition rates to secondary level education from 53.7 percent in 1990 to 90.2
percent in 1996 (transition rates to higher secondary education are also high, reaching 91.1
percent in 1996);

* low disparities between male and female enrollment rates (with female rates actually higher
at the secondary and tertiary levels), and

* a number of improved qualitative indicators (e.g. 93.8 percent literacy in 1995, high number
of qualified teachers, and decreasing repetition rates).

3.36 Despite these achievements, the education sector is beset by growing pressures, which the
economic crisis has highlighted. Tight budget resources are combined with increased demands on
the education budget stemming from (i) an expansion of basic education from 9 to 12 years as
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required by the new Constitution; (ii) demands for improvement in quality as well as reorientation
of upper secondary and tertiary education to improve economic competitiveness; and (iii) the
loss of fees and parental donations resulting from the crisis. Identifying areas for budget saving is
therefore critical.

Role of the Private Sector

3.37 The role of the private sector in Thai education is relatively low by international
standards-10 percent of enrollments at the primary and secondary school level in 1995 as
compared with shares in regional countries of 20 percent and up. The Government has
encouraged private schools through budget contributions, tax incentives and subsidizing interest
for investment at secondary and tertiary levels outside Bangkok. Despite such support, the share
of private students has been falling apparently due to control on tuition fees and the expansion of
public schools in urban and rural areas. Owing to budgetary constraints, the Government should
consider more carefully targeting its subsidies toward lower-income areas outside of Bangkok.
Further, private sector entry could be encouraged by abolishing fee ceilings and allowing
competition to control the rise in fees. Further cost savings could be achieved by encouraging the
move of public universities to autonomous status, thus creating institutions that are more
responsive to opportunities for quality improvement and efficiency gains and that would be
encouraged to raise cost recovery above the present relatively low level of 10 percent.

Poverty Orientation

3.38 The Thai Government has made a strong commitment to expanding access to education
and the achievement of near universal access to primary education; high female enrollment rates
and innovation in outreach and non-formal education programs are testimony to their efforts.
However the Government recognizes that disparities in coverage and quality continue to exist at
all levels, especially between urban and rural areas. For example, the lowest enrollment rates and
lowest transition rates are to be found in the Northeast, the poorest region of the country. In
addition, university education favors the wealthy because subsidies are absolutely and
proportionally higher at this level and students from poor families seldom make it that far.
Increased cost recovery would provide increased funding for the university and would free
resources for support to poorer students and areas. The Government has introduced targeted
financial support through the Student Loan Scheme, which covers students from low-income
families in secondary and tertiary education. Since its introduction in FY96, it has expanded to
Baht 18.3 billion in FY98.

Box 3.1 Recommended Education Expenditure Priorities

* Reduce the use of public resources by promoting university autonomy and increasing cost
recovery (presently less than 10 percent of recurrent cost.)

* Control increases in recurrent cost by reducing excess teacher and increasing student/teacher
ratios.

* Reduce administration cost by rationalizing the number of oversight agencies and
decentralization of responsibility for education.
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Health

3.39 The share of public spending on health care has increased from 6.5 percent in FY93 to
7.8 percent in FY97 (1.5 percent of GDP, which is less than the 2.5 percent of GDP spent by the
average lower middle income country.) The foregoing figures do not include government
contributions to the Civil Service Medical Benefits Scheme nor the Social Security program,
which are the equivalent of about 25 percent of these expenditures and which, if included, would
raise health to about 10 percent of the budget. About 75 percent of health spending is for health
centers and for district/provincial/general hospitals and could be classified as curative care.
Health expenditures in the budget exclude those expenditures financed by external loans and
grants; beginning in FY98, these have been significant, with US$1.2 billion from the Asian
Development Bank for the voluntary health card scheme and US$ 1 billion from the World Bank
for providing health coverage for the unemployed under the Low Income Health Card and for
supporting AIDS/HIV control (together these amount are equivalent to 3 percent of the FY98
budget.)

3.40 Over 70 percent of the population is covered by various health insurance schemes, mostly
publicly financed with some participant contribution as well. The main schemes are: (i) Low
Income Health Card-for poor, elderly, children and others who receive free medical care; cards
for the poor are means tested (44 percent of the population); (ii) Voluntary Health Card-free
medical care for near-poor households financed by a 500 baht contribution from participants and
the Government (coverage 10 to 20 percent of the population); (iii) Compulsory Health
Insurance-the medical benefits under the Social Security Scheme and Workman's
Compensation Scheme (10 percent of the population); and (iv) Civil Servants Medical Benefits
Scheme-free medical care in public facilities and subsidized medical care in private facilities for
civil servants and SOE employees (10 percent of population).

3.41 Government expenditure on health has been increasing rapidly, both in real terms and as
a share of budget. This trend reflects rising per patient costs as well as increasing access to health
care. In spite of cuts necessitated by the economic crisis, demands are likely to grow due to
pressures to cover more groups and the needs to counter growing incidence of AIDS, cancer,
heart disease, and occupational diseases. While the amounts on health care are not out of line with
other countries, budget constraints will likely necessitate making better use of existing resources.

Efficiency of Spending

3.42 Improvements in the allocation and technical efficiency of the health budget require
actions in four areas. First, while the incidence of communicable diseases has been declining
significantly, the decline in the share of the health budget devoted to disease prevention and
health promotion should be reversed. Immunization programs should continue to keep disease
incidence low and a greater effort should be made to prevent the spread of "new" diseases (AIDS,
heart, cancer, and occupational diseases) that account for an increasing share of mortality.
Prevention and promotion measures are the most cost effective way to accomplish this. Central to
this effort is the need to strengthen the program of Primary Health Care as these centers are the
first contact point for medical care. Second, reducing the share going to the government provision
of curative care should be considered. Given that insurance is available, substitution of public
provision for services available privately brings little gain in social welfare. While private
provision would raise government insurance costs, it would also make transparent hidden
subsidies in public provision and enable more effective targeting of subsidies. Third, while
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admirable progress toward universal health has been achieved, the various schemes differ in
terms of the kinds of benefits offered, the amount of subsidy per beneficiary and the way they are
financed and run. Better targeting of subsidies is vital to equity objectives and to controlling
costs. Subsidies under LIHC and VHC are poorly targeted and these schemes are under-funded
resulting in poor services or in cross-subsidies from other service. At the same time, escalating
costs across a number of schemes must be controlled through better information bases and
improved monitoring. Fourth, centrally imposed rules and regulations apply to public hospital
expenditure financed both from the budget and from their own resources. Lack of flexibility in
managing personnel and in responding to local needs is a source of inefficiency. Greater hospital
autonomy in the context of available management and an improved information system could
bring considerable cost savings.

Role of the Private Sector

3.43 Approximately one quarter of the health budget is spent on services that are usually a
government responsibility on public good/ externalities grounds: disease control and prevention
(e.g., vector control, vaccinations), health promotion, consumer protection, and research. The
remainder is spent on curative care: supporting three levels of medical facilities and making
contributions to health insurance. Lightly regulated, private clinics and hospitals have expanded
rapidly, although mostly in the urban areas. More expensive than subsidized public care, private
facilities were registering 40 to 60 percent occupancy rates even prior to the crisis. If the private
sector can provide health service efficiently and effectively, there is little welfare gain from the
Government providing curative care instead of just regulating and financing private care. Thus
there is a case for Government reducing its role in secondary and tertiary health care (not
primary) and concentrating its effort more on prevention and promotion, providing some funding
for health insurance, and regulating private care and insurance.

Poverty Orientation

3.44 Government health expenditures generally favor the middle and upper-income classes.
The bulk of curative expenditure goes for secondary and tertiary facilities which are located in
more urban areas and thus favor higher income classes. Government subsidies for health
insurance vary from 150 baht per beneficiary for the Voluntary Health Card to 1,700 baht for the
Civil Service Medical Benefit Scheme, with the SSS receiving about 900 baht. There is no
justification for the poor (LIHC) and near-poor (VHC) receiving the lowest subsidies and
subsidies less than one-third as high as those for social security. On the other hand, evidence from
other countries shows that expenditures for disease control and health promotion tend to favor
low-income groups; this strengthens the public finance argument for favoring these expenditures
in the budget.

Box 3.2 Recommended Health Expenditure Priorities

* Increase allocations for disease control and prevention, and health promotion.
* Reduce the budget share for secondary and tertiary health care while increasing it for primary care.
* Give poorer provinces greater emphasis in receiving resources for curative care, especially primary

health care.
* Continue moving toward universal coverage in health insurance.
. Reduce the difference in subsidies per beneficiary between the various insurance schemes

* Improve the targeting toward less well off persons in LIHC and VHC.
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Agriculture

3.45 Over the past 30 years, agriculture has expanded at a rapid though declining rate. Despite
the slowdown, growth in the first half of this decade at 3.1 percent per year still greatly exceeds
that of middle income countries (0.9 percent) or the world (1.3 percent). While its share in GDP
has been falling, agriculture still employs 50 percent of the labor force and about 80 percent of
the population live in rural areas. Until the early 1980s, agriculture expansion depended on
increased area (as well as other natural advantages), but when land became a constraint,
expansion continued through productivity increases (e.g. irrigation, research). In recent years, two
additional constraints have emerged - labor increasingly moving to higher wage sectors, and
water as industrial and household uses expand.

3.46 To the Government's long-standing objectives of raising agricultural competitiveness, the
8th Plan added (i) improved natural resource management for sustainable development, and (ii)
human resource development to increase the capacity of farmer and institutions to compete in a
global environment. Efforts to increase competitiveness largely through movement toward higher
value added crops have included crop price supports, use of subsidized inputs and credit, support
for research and extension, and investment in irrigation and other infrastructure. While price
supports were phased out in 1996 (only to be reestablished in 1999), the Government still uses
subsidized inputs and credit to support selected crops that it considers to have good potential.

3.47 In 1996, the Government spent 1 baht for every 6 baht of value-added in agriculture,
somewhat more than the average for developing countries. Public expenditure on agriculture,
however, fell from 10 percent to 8.2 percent of central government expenditure between FY93
and FY97 and were further during the crisis. Irrigation is by far the biggest agriculture budget
expenditure, maintaining a share of about 45 percent over the period. Over the same period,
expenditure shares going to extension nearly doubled while these for financial assistance to
farming institutions, cooperatives and farmers and to subsidies (owing to the ending of output
price supports) fell sharply.

Role of the Private Sector

3.48 A major part of the agriculture budget is for the provision of public goods: research,
extension, and infrastructure and its maintenance. In research, there is also a significant private
presence, supplying just under-half of total expenditure. While the marketing of inputs and
outputs is largely in private hands, the Government has been involved in subsidized inputs and
credit, in conjunction with efforts to restructure agricultural production. Moreover, while price
support programs have fallen sharply from their 1995 peak, the Government still intervenes in
input markets. In general, the Government has not provided a market-failure rationale for subsidy
programs and various studies have questioned their contribution to output and income. At 5
percent of the total agriculture budget, their continued role requires critical review.

Efficiency of Spending

3.49 The large share of irrigation in the agriculture budget reflects the emphasis given to it as a
means of raising productivity. However, a lack of attractive sites and concerns about
environmental and social impacts has made future investments more problematic. Relative to
expansion investment, improvements in the management of scarce water resources have received
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insufficient attention, especially in view of growing competition with industrial and household
uses and growing water disputes. As water is largely free, there are few incentives to conserve use
by switching to crops or technologies that are less water intensive. Water rights are not clearly
established, resulting in frequent disputes and preventing a market in water rights as an
alternative to water pricing. A water management policy that stressed more efficient use would
likely lead to pressures for increased allocations for maintenance and pressures to shift
responsibility to users.

3.50 Return migration to rural areas as a result of the crisis is likely to bring only temporary
relief from labor shortages and more emphasis should be placed on research into labor saving
agricultural technology. While the Government's plan to double the research share in the budget
is welcome, such monies could be leveraged by attracting private research partnership.
Government policies have supported an overuse of pesticides which has reduced the
competitiveness of Thai agriculture and led to pollution. Research into Integrated Pest
Management should be supported, especially in view of lack of private sector interest and farmers
need to be given information and incentives to make the switch from pesticides.

Poverty Orientation

3.51 Since poverty in Thailand is largely a rural phenomenon, agricultural programs could in
principle have a substantial poverty impact but there is little evidence of projects benefiting the
poor. Subsidized credit goes mainly to creditworthy farmers; poor farmers cultivate mainly
marginal rain-fed land and hence do not benefit from irrigation; and input subsidies likely go to
more well off farmers. The one agriculture program directed specifically at poor farmers, "The
Revolving Fund to Assist Farmers and the Poor" was designed to help with debt relief and land
purchase; it has not been funded since 1997. Two further funds-the Agricultural Land Reform
Fund (1975) and the Land Fund (1992)-are designed to help landless farmers obtain land and to
help them obtain resources, including credit, to farm it. Both programs have similar objectives
and run similar schemes: both have high administrative costs and high default rates, suggesting
that the programs are not cost effective, they do not establish viable agriculture activities, and/or
that loan supervision is weak.

Box 3.3 Recommended Agricultural Expenditure Priorities

• Rationalize the use of subsidies, especially moving from crop-specific to general subsidies (e.g. credit).
• Move from the provision of large-scale irrigation projects toward small reservoirs and dams and

improve delivery and maintenance (especially with user participation).
. Gradually introduce water charges and establish water rights and water management legislation.
* Increase research on labor saving technologies and Integrated Pest Management.

. Reassess the operation of the Agricultural Land Reform Fund and the Land Fund.

* Review the deep cuts in rural infrastructure projects in 1998 and 1999.

Transport/Roads

3.52 Annual growth in the transport sector budget has been very high, raising its share in the
national budget from 8.7 to 9.4 percent between FY93 and FY97. The national and provincial
highways were combined into a single national road system by the Highway Act of 1992. While
the expansion of the total system has been relatively modest (2.3 percent per year), the rate of
improvement has been very rapid. The former national highway system is almost entirely
improved and most roads have sufficient capacity, except for those radiating from Bangkok,



Public Expenditures and Development Outcomes 51

where congestion continues to necessitate significant lane increases and improvements. The
former provincial network still requires significant upgrading mostly on rural access roads where
there is sizable underdesign. While the bulk of highway financing comes from the budget, there is
also significant foreign donor financing of highways. The Government has also encouraged
private financing when feasible, using build, operate and transfer (BOT) schemes and using tolls
on urban expressways and on the first inter-city motorway which opened in 1998.

3.53 The rural road system is extensive but most of the roads are of low standard, with
relatively low traffic volumes and impassable in the rainy season. Construction of rural asphalt
roads has seen considerable expansion in the last five years, beginning from about 2,000 km. per
year in the early 1990s and reaching 7,000 km. per year in 1996 and 1997. Budgets for
construction and maintenance grew correspondingly until 1997. Planning and implementation of
rural roads is the responsibility of two agencies in the Ministry of Interior-the Public Works
Department and the Office of Accelerated Rural Development. The latter began from an objective
of countering communist insurgency, mainly in the Northeast, but has now adapted a national
focus. Both distribute funds according to the same formula; 25 percent is shared equally by
provinces and 75 percent is based on population, scarcity of roads and income (weight 60:30:10).

3.54 The Department of Highways (DOH) prepares Five-year Plans (latest 1997-2001) in the
context of the National Plan. Given the breadth of programs in the National Plan, it is likely that
road plans are driven mainly by traffic demands and the quality of proposals from DOH field
offices. Proposals are roughly prioritized based on economic criteria. Planning for maintenance
projects has improved considerably with the development of a Pavement Management System
and the World Bank's HDM III model for maintenance of asphalt pavement.

Eff iciency of Spending

3.55 Overall, highway programs are recognized to be well planned and managed. Preliminary
analysis by the World Bank points to high returns on past highway projects and on road
rehabilitation and upgrading projects. Maintenance expenditures have increased rapidly both in
real terms and as a share of the budget. During the 7th Plan (which ended in 1996), maintenance
expenditure actually exceeded plans by 17 percent; sharp cuts in maintenance as the result of the
crisis have reversed this trend, however. Highway spending has been characterized by sharp
shortfalls of actual from planned spending and quite large carryovers from one five-year plan to
the next. While carryovers for lengthy road projects are somewhat understandable, they reduce
the flexibility of spending programs to respond to new situations and changed priorities. An
additional disturbing feature of the Highway Program is the rapid increase in "administrative
expenditure" which exceeded planned levels threefold and amounted to 22 percent of total
outlays (compared with the 8 percent planned).

3.56 While data on construction and maintenance expenditure in the rural roads program are
readily available (although it is included in the "rural development" and not in the transport part
of the budget), it is difficult to get consistent data on performance indicators and hence difficult to
evaluate the program. Preliminary analysis also reveals sharp differences in the share of
expenditure going to construction and maintenance between the Public Works Department
(PWD) and the Office of Accelerated Rural Development (ARD). It suggests that PWD is not
providing sufficient amount for maintenance. In addition, PWD and ARD have very similar
programs and operations; while coordination between them is reportedly good, there is no clear
rationale for two programs. Criteria for allocation of rural road funds includes factors for low
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income and road deprivation. Although no study has been made, rural roads have likely had a big
impact on job creation and on poverty; hence the recent cut backs, resulting from the crisis,
should be reconsidered.

Box 3.4 Recommended Transport Expenditure Priorities

* Reverse the cutbacks in rural road construction as quickly as possible.

. Complete the Ministry of Interior's review of potential cost savings from merging the ARD and PWD
programs.

5. CONCLUSIONS

3.57 This review of budgetary expenditures over the last six years supports three broad
conclusions. First, the budget document, as it currently stands, is inadequate for showing
government's intentions: important types of government expenditures are omitted and the neglect
of carryforwards from past authorizations means that spending intentions-both levels and
composition-are not fully presented. Second, priorities for reallocating expenditures, in response
to the economic crisis that began in 1997 appear to have been appropriate but surges in
encumbrance spending led to a level and composition of actual spending that differed from that
planned. The planned pattern of expenditure reductions was intended to mitigate the effects of the
crisis by protecting expenditures that impacted human resources, generated employment or
supported regional development while cutting back mainly national security and some lower
priority projects in agriculture and social services. Notably, government programs in education
and health successfully cushioned the impacts of the crisis. However, because of encumbrance
spending, spending in virtually all sectors exceeded budget plans; had the large surges in national
security and transportation been anticipated, more of the resources absorbed could have been
reallocated to crisis mitigation efforts. Third, over the past six years, budgeted and actual
spending have moved in directions more consistent with government development priorities.
Shares of the budget devoted to national security have fallen sharply while gains have been
registered in the key sectors of education, health, social protection and transportation. However,
as will be shown below, further improvements are possible.

3.58 In the future, changes in budget practices and continued reallocations of expenditures are
needed to increase the effectiveness of public expenditures in meeting the Government's
objectives. Two improvements in budget practices are necessary. First, the level and sectoral
composition of accumulated encumbrances should be taken into account in annual budget
presentations; otherwise spending intentions from new authorizations simply understate the
Government's true spending plans for the year. The BOB's present data collection practices allow
for the presentation of detailed information on encumbrances (although the BOB might need to
improve its ability to forecast spending from encumbrances). Second, the coverage of the budget
must be expanded to include expenditures financed from foreign aid and borrowing and (at a
minimum) a presentation of the amounts and sectoral allocations of extra-budgetary funds.
Without this expanded coverage, the picture of central government expenditure activities is
incomplete. Still further, it would be highly desirable to set the central government's activities in
the context of other government actors-most importantly, the state operating enterprises and
local government. Such a "consolidated" picture of public sector activities will become all the
more important as the responsibility of local government for key areas of service delivery
expands. These recommendations are considered in greater detail in Chapter IV.
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3.59 In spite of progress made in recent years, further improvements are needed. Key changes
are essential both overall and in the four sectors examined in detail in this report. First, experience
suggests strongly that past budgets in Thailand have been too large. The fact that, year after year,
actual expenditures fall short of budget plans and that when spending from encumbrances and
from the budget are considered, the combined total still falls short of budget projections suggests
that the budget process does not resolve allocation conflicts among sectors within the context of a
tight overall budget envelope that represents the Government's true spending intentions. It further
suggests that implementing agencies may not have the capacity to implement the budget
(especially if potential encumbrance spending is also considered). Improved projections of
spending from encumbrances and from budget allocations consistent with estimates of likely
available resources would likely mean relatively smaller budget allocations each year, a higher
proportion of each budget actually implemented and smaller carryforwards of unexpended
amounts each year.

3.60 Second, continued progress in reducing the share of defense in the budget will be
essential to continuing the shift in allocations towards Thailand's development priorities.
Thailand faces no unusual security threats and yet its allocations to defense still are above the
average for low- and middle-income countries. Third, continued enlargement of poverty
alleviation programs will be critical to further reductions in the population of poor persons and to
providing better protection against periodic downswings in the economy. This recommendation is
conditional on improvements in the targeting of such programs toward persons who are actually
poor, however. Previous Bank reports have found Thailand's anti-poverty programs inadequate in
size and without an obvious focus on persons or areas that are poor. This Chapter finds that,
although the amounts allocated to these programs are growing, the lack of focus remains with the
regional allocations of both overall government expenditures and key social sector expenditures
varying inversely with regional and provincial per capita incomes. The Government should make
increased use of geographical or self-targeting in making its allocation decisions.

3.61 Fourth, in view of the likely tightness of budgetary resources in the near term, it will be
critical to rationalize the use of public sector resources by focusing them on areas where the
Government has a critical role to play, by developing a better division of labor between the public
and private sectors, and by relying more heavily on mechanisms for cost recovery. A forceful
implementation of the recommendations below is likely to mean that more effective and perhaps
even expanded government efforts are possible in the four sectors without the need to reallocate
expenditures from other sectors. The key measures are:

* in Education: reduce the use of public resources by promoting university autonomy and
increasing cost recovery at that level; encourage greater expansion of private schools with
any government support focused on lower-income areas outside Bangkok; use additional
resources freed up in this fashion to support quantity and quality expansions at the primary
and secondary level and to provide support for poorer students.

* in Health, increase allocations for "public goods" (e.g. disease control, prevention, health
promotion); reduce allocations for secondary and tertiary health care while increasing
them for primary care and focus allocations on the latter toward poorer provinces; improve
targeting in the various card schemes while expanding the coverage of health insurance
systems.

* in Agriculture, expand funding for "public goods" (e.g. research, extension, and rural
roads); move from larger irrigation projects to smaller dams and delivery systems;
withdraw from input and output subsidy/price support programs which help mainly rich
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farmers; gradually introduce water charges and/or establish water rights so that water
markets can develop.

* in Transport/Roads: continue support to important public goods by reversing the cutbacks
in road maintenance and rural road construction as quickly as feasible.
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IV. REFORMING THAILAND'S EXPENDITURE AND
RISK MANAGEMENT

1. INTRODUCTION

4.1 Many of the components of a modern, performance-based, budget management system
already exist in some form in Thailand. The strengths of the current budget process have enabled
the Government to perform well, most notably in managing aggregate fiscal discipline. As
described in Chapters I and III, the Government consistently ran surpluses in the years prior to the
onset of the economic crisis. However, the highly centralized, control-oriented process created
disincentives for using the budget process to empower line agencies and local governments to
increase the efficiency, effectiveness and equity of expenditure programs.

4.2 Thailand has launched a comprehensive expenditure modernization program that will
address many of these shortcomings. Its intention is to design and implement gradual reforms that
will ultimately modernize Thailand's expenditure management so that it promotes better
performance and transparency. The Government has also recently established a Public Debt
Management Office (PDMO) that is responsible for managing the Government's liabilities.

4.3 This Chapter first reviews the institutional arrangements in support of expenditure
management functions. While these arrangements have served Thailand well in the past, they
must be modernized to support the performance-based environment that is the foundation of the
expenditure reform program. The final section of this Chapter reviews the fiscal risks facing the
Government and examines the role of the PDMO.

2. OVERVIEW OF FISCAL INSTITUTIONS

4.4 A sound public expenditure management system should achieve three, key objectives. It
should:

* discipline fiscal policy,

* facilitate the allocation of resources to strategic priorities, and

* regulate agencies for effective and efficient public service delivery.

4.5 The Bureau of the Budget (BOB) is a key actor in building such a public expenditure
management system in Thailand, with responsibility shared among the National Economic and
Social Development Board (NESDB), the Ministry of Finance (MOF), and the BOT (BOT). A
significant responsibility of this "Gang of Four" is in establishing the macroeconomic framework
from which aggregate expenditure ceilings are determined. Other fiscal roles of these and other
executive agencies are described in Box 4.1.
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Box 4.1. Roles of Executive Agencies in Fiscal Decision Making

* The BOB is primarily responsible for preparing the recurrent budget, and it formulates annual
allocations for multi-year projects

* The NESDB is responsible for long-range planning and the development (i.e., investment)
budget, for approving multi-year projects that are proposed by line agencies, and for
projecting the macroeconomic outlook

* The MOF exercises general budget control

* The Fiscal Policy Office (FPO) processes externally-financed projects and also external
borrowing (a function that is being assumed by the newly established Public Debt
Management Office - PDMO)

* The CGD controls government accounts, cash flow projections and domestic borrowing
(though this function is being transferred to the PDMO)

* Debt is managed by a committee that includes the FPO, the Revenue Department (RD), the
BOB, the NESDB and the BOT, and will soon be managed by the PDMO

* A consortium of agencies projects revenues, with the MOF deterrnining the final forecasts

4.6 In disciplining fiscal policy, the BOB shares responsibility with the FPO and CGD, the
NESDB and the BOT. Although it has a key role in arguing for an extension of the focus of fiscal
policy beyond the "cash flows of central government" to the "financial position of the whole of
government" and in drawing attention to contingent liabilities, the ultimate responsibility for
fiscal policy rests with the MOF.

4.7 The BOB's primary responsibility is facilitating the allocation of resources to strategic
priorities. The BOB is the pivotal actor between the Cabinet, line ministries and program
managers for facilitating the allocation of resources to strategic priorities. As part of the reform
program, the BOB now has the opportunity to adopt a results-oriented approach to the budget
formulation process, to extend the coverage of the budget, to redefine the reporting requirements
of line ministries and program managers and to redefine its role in this responsibility.

4.8 In regulating the efficiency and economy of agencies' service delivery, the BOB shares
responsibility with the Office of the Civil Service Commission (OCSC) and the CGD. The recent
passage of the Autonomous Public Organizations (APOs) bill and creation of a new type of
service delivery organization presents an opportunity for the BOB to redefine its regulations for
effective and efficient service delivery.

3. WEAKNESSES iN THAILAND'S EXPENDITURE MANAGEMENT

Budget Preparation

4.9 Planning and budgeting processes are not well integrated. The NESDB is oriented toward
approving multi-year projects without regard to budgetary implications while the BOB is focused
on annual expenditures without full consideration of long-run costs. In addition, the budget policy
guidelines that are provided to spending agencies are not directly related to the sectoral priorities
reflected in the National Development Plan. Coordination among major agencies in budget
planning is also generally weak. Revenue projections are not well synchronized with the
determination of the budget ceiling nor budget allocations. There is little coordination in
developing the capital budget that is financed internally with that financed by donors.
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4.10 At present, budget planning does not take place within a formal, medium-term
framework. With an annual budget framework, government agencies have little assurance about
resource availability beyond one year, which creates uncertainty about resources and impedes
planning. Moreover, it complicates the consideration and funding of new projects: will resources
be available to fund them (especially if they are multi-year) and have the operation and
maintenance funding implication of such projects (and ongoing projects which are also being
implemented) been estimated?

4.11 Forward estimates of development expenditures are published in budget documents.
However, they appear to be of variable quality and they are not regarded as robust forward
estimates for BOB analysis and planning purposes. Forward estimates for other components of
expenditure are not available. More realistic budgetary planning would require that plans for
spending carryovers from past budgets be included in budget plans and that expenditure plans be
tailored more carefully to the actual implementation capacity of government agencies. Two
important benefits would be gained from more accurate tax and expenditure plans. First, the
budget would provide a clearer picture to market participants in the real and financial sectors
(both domestic and international) of the Government's actual spending intentions and fiscal
stance, which would enhance the "credibility" of government policy. Second, the budget would
provide a firmer basis for planning and managing government expenditures, both in the aggregate
and for individual sectors.

4.12 Prior to the current budget reform, Thai budget processes were strongly centralized by the
standards of well-performing countries. For each work plan and project, separate budget ceilings
were provided for up to seven different categories of operating costs. Since there are normally
many work plans and/or projects in a single programn, the number of separate budget ceilings for
different cost components within a single program was often very high. This input focus
compromises the effectiveness of the budgeting process in several respects:

* limited flexibility of program managers to direct budget funds to those uses that will generate
the highest returns for their programs

* inadequate justification for new project proposals and project selection

* limited project monitoring, other than through the cash allotment process

* lack of systematic re-prioritizing between the baseline recurrent budget and new policy
proposals.

4.13 During the agency budget request phase, budget analysts play a limited role in assisting
line ministries and departments in preparing the analysis of agency budgets. The budget analysts'
activities focus on manual processing to ensure that the numbers presented by agencies are within
the budget ceiling and the arithmetic is correct. This over-attention to line-item details comes at
the expense of attention to larger policy issues that determine the Government's overall fiscal
direction and strategy.

4.14 Although the Thai budget is set up by program areas (e.g. education, transportation) and
these programs are linked by common themes, they are not cost centers; they are implemented by
many different agencies and often across several ministries; and no single manager is accountable
for program outcomes. Hence, the budget structure is essentially used for line-item budgeting
which fosters micro-management and control over details but which offers little assurance about
whether progress toward government objectives is being achieved. The structure is based on a
conventional coding system used by several countries, which allows budget information to be
reported consistently at all levels.
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4.15 As noted in Chapter III, budget coverage is incomplete. Many extra-budgetary activities,
including externally-funded investment projects and other activities (such as those of local
governments) are not included in the budget. Some 66 extra-budgetary funds exist under the
jurisdiction of various ministries whose expenditure activities are included only to the extent that
their expenses are partly covered by transfers from the budget. In addition, quasi-fiscal activities
conducted by the central bank and state enterprises (e.g., subsidized lending, business rescue
operations, exchange rate guarantees, subsidized exchange risk insurance, below-cost charges,
etc.) are not disclosed. Similarly, tax expenditures and contingent liabilities are not disclosed.
Expenditures financed by foreign aid or foreign borrowing are not included in planned nor actual
budget expenditure. A crude estimate of the size of foreign financing and extra-budgetary
activities suggests that their inclusion would increase the size of FY97 actual budgetary
expenditures from about 19 percent to 21 percent of GDP.

Budget Adoption

4.16 For oversight purposes, the Parliament does not have good and timely information on the
economic and fiscal impact of budget policies. Furthermore, the line-item information provided in
BOB budget documents invites micro-management questions from the Parliament. Information
such as macroeconomic and revenue reviews, projected deficit levels, budget ceiling calculations
and rationales for sectoral priorities, foreign and domestic loans for government agencies and
state enterprises, debt management issues, development and performance of multi-year projects,
etc. are either absent or not delivered in a timely fashion during the parliamentary deliberation of
the budget.

4.17 Parliamentary budget review is a largely a passive process. The Parliament depends
completely on the executive branch for information and staffing during the budget adoption
process. Information is provided by either central or line agencies. During the budget session, the
Budget Scrutiny Committee is staffed by the executive branch. The MOF serves as the Chairman,
the BOB Director as secretary, and BOB budget analysts as fiscal staff.

4.18 The parliamentary process is limited to the central budget only. Projects involving
external loans or foreign assistance (e.g., infrastructure or social adjustment loans) bypass the
normal legislative process. These projects are approved by the Cabinet, then processed by the
BOB and subsequently reflected in budget documents.

Budget Execution

4.19 The budget execution process is highly fragmented. The allotment process is in many
ways a commitment authorization, which precedes the contract or commitment stage. The
allotment process also appears to be a second attempt at budget preparation, to more thoroughly
review and confirm expenditure proposals that were already approved or budgeted, but which
were not adequately developed when the budget was prepared. The CGD's practice of
replenishing department accounts on a transaction-by-transaction basis runs contrary to
establishing and enforcing financial management standards.

4.20 The complex and time-consuming transfer system appears to have been generated to
accommodate the detailed appropriation structure. There is little flexibility within the
appropriation structure for managers to re-deploy funds to accommodate changing circumstances,
without applying formal rules to ensure that legal requirements and associated record keeping is
correct.
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4.21 The carry-over process for small expenditures, where invoices have been received, is
consistent with a modified accrual accounting approaches. However when the process is applied
to larger amounts (either from projects or capital contracts) it means that expenditure in any one
year applies both to that year's budget and previous years' budgets. The ability to carryover
appropriated funds presents another opportunity to correct deficiencies in earlier budget analysis
stages. The sequential process of preparation, allotment and carryover provides a mechanism for
central agencies to progressively scrutinize and correct inadequate project preparation, and to
introduce proposals into the budget which, at the time of budget preparation and funding
approval, were inadequately developed. This approach fragments budget control and budget
priority setting, since the budget preparation process sets priorities for the budget year at the same
time that Cabinet separately sets priorities for carryovers into the budget year.

4.22 There is no institutional mechanism for a mid-year review of economic assumptions and
for adjusting revenue and expenditure levels relative to the original budget request. Such a
mechanism could potentially avoid unfundable expenditures at the beginning of a new fiscal year;
and last-minute budget cuts due to revenue shortfall at the end of the fiscal year.

Monitoring, Evaluation and Audit

4.23 Although an evaluation system is in place in the Evaluation Office of the BOB, it focuses
on compliance issues rather than examining the cost effectiveness of program outputs and
outcomes. In addition, the links between the Evaluation Office and the Analysts Offices
responsible for individual ministries are weak.

4.24 Budget documents include physical output levels for each work plan as well as associated
financial allocations. However, these physical output levels are not used as a control device in
budget execution, because the BOB does not measure outputs. Since this physical and financial
information is not linked to activity costing, it is impossible to ensure that budget funds are used
effectively.

4.25 Program activities are not systematically reviewed. Projects and work plans have
generally been continuously and incrementally funded, without systematic and periodic
evaluation and review. As such, their use for budgeting purposes, their performance, their
historical funding trends, their service delivery capabilities, and the quality and usefulness of their
services are undocumented. Moreover, due to the lack of clear definition, projects and work
LANs, have in some cases gradually become "accounting conveniences" for storing specific or
miscellaneous accounting information. Little feedback exists between program evaluation and the
National Development Plan. As a result, inforrration on program effectiveness is not
systematically used to modify development plans.

4.26 The BOB does not have an adequate information technology system to support the
budget process. Furthermore there is no IT connection between BOB for budget preparation,
Parliament for budget adoption, and the CGD for budget execution and monitoring. Without a
computerized system to track budget account balances, it is not technically feasible for the BOB
to have up-to-date knowledge of budget and fund balances.

4.27 To ensure accountability for resources used, and to determine the efficiency and
effectiveness of programs relative to government priorities, monitoring, evaluation and audit
should be integrated to provide a coherent framework for analysis and evaluation of government
activities. Outputs from these processes should feed into the budget process to ensure that lessons
learned during program implementation are reflected in future financial allocations and that
methods for meeting priorities are optimized. To ensure this feedback, internal audit should being
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responsive to agency heads, the evaluation process should be designed to guide resource
allocation, and external audit activities should be reported separately to the Parliament as a means
of insuring accountability.

4.28 Relative to this framework, the present Thai process displays some shortcomings. First,
the Office of Auditor General (OAG) reporting structure is inappropriate. Prior to the revised
Audit Act, the OAG reported to the Prime Minister, which is inconsistent with best practice for
external audit conducted by a Supreme Audit Institution. Second, the audit of individual agencies
is incomplete. The process of auditing receipts and expenditures of individual agencies does not
address the fundamental requirement to audit the performance of an economic entity in
conducting its business--which is largely due to the incomplete financial reporting requirements
specified for agencies. Internal audit activities are directed toward providing audit facilities and
reports to external agencies for accountability purposes. This is inconsistent with an internal audit
function which is designed to advise and assist management to meet its compliance obligations,
and to perform more efficiently. In this sense there is a conflict of roles assigned to the internal
auditor.

4.29 Ex post evaluation is limited to capital projects. The evaluation process addresses project
performance issues, but does not cover on-going nor recurrent budget activities. To this extent, a
large component of government expenditure is not systematically evaluated for effectiveness,
efficiency nor to confirm continuing relevance.

Fiscal Transparency

4.30 The IMF defines "fiscal transparency" as follows:

"Fiscal transparency means being open to the public about the structure and
functions of government, fiscal policy intentions, public sector accounts, and
fiscal projections... Fiscal transparency strengthens accountability and ... can
therefore enhance credibility, the benefits of which will be reflected in lower
borrowing costs and stronger support for sound macroeconomic policies by a
well-informed public."

4.31 The Fiscal Transparency Code is based on four general principles: (i) clarity of roles and
responsibilities; (ii) public availability of information; (iii) open budget preparation, execution,
and reporting; and (iv) independent assurances of integrity. Responsibility for promoting these
principles is shared among numerous fiscal agencies in Thailand, including the MOF, BOB,
CGD, NESDB, OAG, and the BOT.

4.32 Generally there is a clear separation of the predominantly noncommercial activities of
general government from the rest of the public sector and the private sector so roles and
responsibilities are defined clearly. The Thai Government is highly centralized, with sufficient
powers allocated to executive central agencies to control fiscal aggregates. The organizational
boundaries between the three major, executive agencies that share the powers of fiscal
management - the NESDB, the BOB, and the MOF - are very clear, each regulates a different
domain and these domains are well harmonized across fiscal management processes.

4.33 At present, fiscal transparency in Thailand falls short of international good practices on
the three other general principles:

* Public Availability of Information The key principle is that the public should be provided
with full information on the government's past, current, and projected fiscal activity. As
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noted in Chapter III and above, in Thailand, neither the budget nor the public accounts
present a full picture of government finances.

* Open Budget Preparation, Execution, and Reporting. The major weakness is in the
specification of fiscal policy objectives, macroeconomic framework, the policy basis and
major fiscal risks. As noted above, the scope of fiscal planning is narrowly focused on central
government budget and excludes all off-budget fiscal operations and the fiscal planning
horizon is only for one year.

* Independent Assurances of Integrity. Problems arise in micro accountability mechanisms;
particularly in the procedures and reporting of off-budget operations. At the entity level, the
lack of a common accounting system that covers all entity operations (especially off-budget
operations) distorts financial accountability. Organizations face many complex regulations,
and various regulators try to regulate different financial management environments for the
same entity. In addition, the modified cash accounting base excludes contingent liabilities and
public assets, and government accounting systems are not integrated.

4. STRATEGIES FOR REFORMING EXPENDITURE MANAGEMENT

4.34 As described above, in the past, Thai public organizations have exhibited low levels of
financial and performance accountability. Budget formulation processes are being reformed to
provide performance incentives by granting greater budgetary flexibility to public organizations
in return for improving their performance and financial management systems. Reforms of public
reporting frameworks are also critical to improve the fiscal and financial transparency at all levels
of government. Over the next few years, and as part of the Public Sector Reform Program, the
Government has committed to: (i) improve the capability of strategic planning of sector
ministries, (ii) introduce performance-based budgeting for line ministries, (iii) strengthen the
capability of central agencies to review and evaluate sector policies and performance, (iv)
improve fiscal transparency, and (v) establish a medium-term fiscal strategy..

Improve the Capability for Strategic Planning of Sector Ministries

4.35 A key to promoting better resource allocation is the establishment of strategic results
areas and key results areas for each ministry. A ministry must have a clear vision of its role,
which depends in part on the Govemment's overall vision for the public sector. Strategic results
areas are medium-term objectives for the public sector that contribute significantly to the
Government's longer-term policy goals and objectives. Establishing a corporate plan that includes
the vision and mission statements along with key results areas and performance indicators will
enable ministries to specify clear strategies for moving towards a results-oriented public service.

4.36 The reforms begin by identifying strategic priorities across the Government: key
ministries, departments and public organizations will be required to produce strategic plans
showing their objectives and desired outcomes, outputs, performance standards, management
plans and resource requirements. These plans will be published and disseminated widely. Central
agencies will review these strategic plans as part of the budget formulation process to determine
whether they reflect the government-wide priorities and whether they are well prepared.

Implement Performance-Based Budgeting for Line Ministries

4.37 The core objective of expenditure management reforms in Thailand is to delegate the
necessary flexibilities in resource use to managers at the service delivery level combined with
improvements in their financial and performance management (see Box 4.2). These flexibilities
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apply to the management of both financial and human resources, and the performance budgeting
reforms that the Government has initiated must be closely coordinated with the Results Based
Management initiatives underway in the Office of the Civil Service Commission's reformn
program, as part of the overall public sector management reform program.

4.38 Once strategic plans have been reviewed, Resource Agreements (RAs) will be formed
between the central agencies and line ministries where, for a given level of resource allocation
and flexibility, the expected performance of a line ministry will be clearly defined and agreed
upon. This RA provides the foundation for a new budget formulation process that focuses not on
inputs but on outcomes and outputs. Central agencies would gradually devolve detailed line-item
controls to line ministries, monitor their performnance and hold them accountable for results.
Management reforms within the line ministries would shift the management culture from
"compliance" to "managing for results."

4.39 Improving the management of outputs and outcomes rather than input controls relies
primarily on a shift toward performance. The BOB has defined a new "flexibility and
accountability" framework for sector ministries. Implementing this framework will involve three
changes to current budgeting arrangements:

* The BOB will 'broad band' existing, highly detailed line items in the budget (work plans and
objects of expenditure) to grant line ministries greater freedom in spending the funds they are
allocated.

e In this more devolved environment, line ministries will develop greater responsibility for pro-
actively improving their program outcomes. However, broad-banding line items in the budget
does not itself ensure that line ministries will actually re-prioritize their actions. It is likely
that a performance focus within line ministries will develop only slowly after financial
decontrol, increasing rather than reducing the possibility of waste and misuse of budget funds
in the de-controlled environment.

* Financial decontrol for individual spending agencies will therefore take place only when
'threshold' financial control and performance reporting systems are in place in the agency
(i.e. a 'hurdle' approach to financial decontrol). The hurdle approach provides both an
incentive to line agencies to improve their management (in order to win the benefits of
financial decontrol by BOB) and a safeguard against misuse of the new freedoms.

4.40 The performance-based budgeting framework includes:

* clear rules for sector ministries to allocate resources to service delivery organizations

* principles, standards and guidelines issued by central agencies to implement sound financial
management systems at the service delivery level

* performance reporting requirements for service delivery units covering objectives, success
factors, performance indicators and service standards

* capacity building activities in BOB to improve its capability to monitor, review and evaluate
performance and analyze policy.
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Box 4.2: Thailand's Budget Modernization Strategy
The primary objectives of Thailand's Budget Modernization Strategy- centered around the BOB- are to:

* maintain effective management of the overall budget deficit/surplus

* grant agencies more flexibility in their spending

* increase agencies' obligation to manage more effectively

Budget modernization will ensure that agencies are able to improve their program outcomes and encourage them
to use resources more flexibly to achieve better program outcomes. Reforms are being implemented through a
"package approach" that provides flexibility to the agencies in return for enhanced performance. Agencies are
expected to benefit from more flexibility in budget allocations and greater certainty in future funding. In practical
terms, at the agency level these changes mean that expenditure objects are combined, and workplans/projects are
"block granted." In addition, each agency will be expected to move to a medium term expenditure framework
(MTEF), which will provide additional benefits in the greater certainty of future funding and better links with
medium-term sector objectives. From BOB's perspective, these packages provide reasonably quick financial
devolution to qualifying agencies with a minimal loss of control from over spending of budget allocations or
ineffective or wasteful use of funds under the devolved financing arrangements.

In Thailand, the granting of flexibility in exchange for enhanced performance is termed the 'hurdle' approach. To
qualify for the package agencies must pass three "hurdles:" (i) adequate financial control systems, (ii) transparent
use of budget funds, and (iii) comprehensive performance reporting. Adequate financial control systems include
good internal accounting and reporting, separation of spending decisions from funds authorization, and clear
assignment of costs to activities. Transparent use of budget funds requires regular, comprehensive financial
reporting; and ad hoc verification of the agency accounting system ('spot checking'). Comprehensive performance
reporting requires clearly defined program objectives, identified performance indicators, reporting on performance
achieved, and feedback to improve program management.

The budget modernization is being piloted in order to ensure that the reform design is suited to Thai conditions.
Piloting is expected to achieve earlier results and provide demonstration effects that can be replicated across other
agencies. At present, pilots are underway in seven ministries: the Ministry of Education (Office of the National
Primary Education Commission, Department of General Education), Ministry of University Affairs
(Chulalongkorn University), Ministry of Public Health (Provincial Hospital Division), Ministry of Commerce,
Ministry of Foreign Affairs, and the Office of the Civil Service Commission.

Each pilot agency will sign a resource agreement with BOB. For each pilot agency, the resource agreement will
formalize the increased flexibility in budget funding, a medium term expenditure framework, financial control
standards, and performance reporting standards. Prior to signing a resource agreement, two steps will be required
from each pilot agency: (i) identification of gaps in its financial control and performance reporting systems, and
(ii) successful implementation of gap filling actions. The timing of the resource agreement will depend on the
scale of the gap filling required and the intensity of the gap filling effort.

The outcome of the modernization will be more flexible and results-focused budgeting by individual agencies
without compromising existing high standards of overall financial control.

Source: BOB Budget Modernization Project technical notes

4.41 Within this framework, the BOB has signed Memoranda of Understanding (MoU) with
the responsible Ministry indicating the steps for increasing flexibility by broad-banding budget
line items in pilot departments. MOUs specify the dates and actions for achieving the RA
between the BOB and Ministry. During the formulation of the year 2001 budget, these ministries
and service delivery units will set performance targets and a block grant will be agreed to that
allows flexibility among line items. TheRAs will also include forward estimates that will provide
the basis for medium-term predictability of budgetary resources, and will require the ministries to
benchmark the performance of their service delivery units against best practices, to set annual
quantitative performance targets, to undertake customer satisfaction surveys and to publish clear
service charters and standards.

4.42 At the same time, the CGD is identifying the financial reporting requirements for
ministries and departments, improving the Government's accounting policies, and developing an
integrated financial management system that will define government-wide standards for the
"financial management" issues listed above. Ministries and departments will also be required to
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report their off-budget fiscal operations (e.g., revolving funds, extra-budgetary funds, foreign
finance projects and quasi-fiscal operations) as part of their financial statements.

4.43 With continuous review and refinement by the BOB and CGD, this performance-based
budgeting framework will be extended progressively to other ministries and departments during
the next three years, and eventually to all budget-funded entities. The expected outcomes of these
reforms are:

* improved performance accountability and transparency in key ministries

* policy objectives are linked with organizational objectives at the ministry and agency level

* budget formulation process is directed towards achieving results

* public resources are allocated to strategic priorities of ministries

* managers have more flexible resource use and BOB holds them accountable for probity and
performance.

Strengthen the Capability of Central Agencies to Review and Evaluate Sector Policies and
Performance

4.44 In the new performance framework, as central agencies relinquish line-item control they
focus more on reviewing and evaluating the performance of ministries and departments and on
analyzing whether their polices are consistent with the Government's strategic priorities. Hence,
another element of the "performance budgeting framework" is improving the capability of the
BOB and NESDB to review and evaluate performance and policy.

4.45 The BOB and NESDB have agreed to prepare a joint evaluation work-program with the
Ministries of Health and Education and to submit them to the Cabinet. This work program will
serve as a vehicle to coordinate their actions with the sector ministries at the Cabinet level. Over
time, coordinated efforts between NESDB and BOB in reviewing and evaluating performance
and analyze policy should result in:

* transparent and effective government programs in key sectors such as health and education

* improved policy analysis and prioritization in these key sectors

* improved poverty alleviation focus to resource allocation process

* effective evaluation that provides feedback to decision-making

Improve Fiscal Transparency

4.46 Over the medium term, several changes are advisable to improve the transparency of the
budget process:

* extend budget coverage to include donor funded activities;

* improve whole-of-government reporting formats by publishing comprehensive Government
Financial Statements;

* move to accrual budgeting, which would permit a clearer accounting and costing of
contingent liabilities, and introduce incentives to set aside funds for risky behavior;

* use 'off the shelf' software to upgrade computing systems in BOB.
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4.47 Financial reporting requirements for governments have been established by the
International Federation of Accountants, which is also preparing public-sector accounting
standards. Preparing these reports comprehensively for the Government as a whole, and in
accordance with internationally accepted accounting standards, will improve fiscal planning;
preparing them at ministerial and agency levels can make the public sector more results-oriented
and enhance accountability for performance.

4.48 The BOB and CGD are working to develop a policy to improve "financial transparency."
The CGD has begun reviewing the international guidelines on government financial reporting
requirements in order to improve government financial reporting, accounting, policies and
standards along these guidelines. The BOB and CGD have also agreed to develop standards for
reporting off-budget fiscal operations at the department, ministry and whole of government level
as part of budget documents and financial statements. BOB has begun compiling information on
off-budget fiscal operations like revolving funds, extra-budgetary funds, foreign financed
activities, quasi-fiscal operations and contingent liabilities. The BOB required the pilot
departments in performance budgeting program to produce financial statements which include all
off-budget operations.

4.49 As part of the Public Sector Reform Program, and over the next three years, the
Government plans to:

* include off-budget fiscal operations in budget documents and public accounts;

* publish a fiscal strategy that has a medium-term outlook and is based on government
financial position; and

* issue new government-wide financial reporting and accounting standards.

4.50 This work is been conducted by the MOF and the BOB. These central agencies have
already established a joint steering group and a number of working groups to accomplish these
tasks.

4.51 The Government's reforms to introduce performance budgeting will require spending
agencies to report financial statements consistent with generally accepted accounting principles.
These statements will also constitute the basis for expanding the coverage of budget and public
accounts as well as preparing whole of central government accounts.

Establish a Medium-Term Fiscal Strategy

4.52 The introduction of a medium-term fiscal strategy would facilitate the link between
policy, planning and budgeting (see Figure 4.1 below), by enabling medium-term fiscal
adjustment objectives to be integrated with annual budget deficit/surplus targets in a systematic
manner. Under this strategy, the financial decontrol offered to the pilot agency is reinforced by a
set of firm estimates of budget funding which BOB should make available to the agency over the
subsequent three years.

4.53 Moreover, the future spending implications of new policy decisions are made transparent
in a multi year expenditure framework. For both reasons a medium term expenditure framework
provides a powerful instrument for macro-fiscal management. This has the further advantage of
focusing budget preparation on policy changes as they relate to the next few years, which in turn,
assists in closing the loop between the development of performance information at the department
level and the budget preparation process. It also provides a role for the NESDB in the budget
preparation process (assuming quality budget analysis can be performed).
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4.54 It is notable in the Thai budget reforms that a more comprehensive Medium-Term
Expenditure Framework (MTEF) is being offered on an agency basis through Resource
Agreements with the pilot agencies (and along with block granting) in return for improved
financial and performance improvement standards. Eventually, the forward estimates for each
pilot agency should be underpinned by activity costing that will calibrate the estimates with
physical output assumptions (see Figure 4.1). This will be implemented through the Resource
Agreements drafted between each pilot agency and the BOB.

Figure 4.1: The Medium-Term Fiscal Strategy Design Process
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5. MANAGING FISCAL RISKS

4.55 The Thai Government faces fiscal risks associated with its outstanding public debt
obligations (stemming from interest rate, currency and refinancing risks, among others), and its
contingent liabilities. Some of these obligations are of a legal nature (for example, publicly
guaranteed borrowing), while others reflect policy commitments (for example, publicly non-
guaranteed borrowing by state-owned enterprises and revolving funds to sustain price controls).
Preliminary analysis conducted by the World Bank in consultation with the Ministry of Finance
suggests that, in the afternath of the crisis, the Government faces increasing off-budget
obligations.' These off-budget obligations have accumulated primarily in the banking and
enterprise sectors.

4.56 Recently, the Government's budget has been unable to cover claims arising from these
obligations. State-owned enterprises (such as the State Railway and Rubber Plantations) and
extra-budgetary funds (namely the Sugar Cane Fund) have been allowed to incur further
borrowing instead. If these enterprises and funds incur continued losses, this practice of allowing
further borrowings (often with explicit government guarantees) only postpones the need for
government direct financing and increases the size of the Government's off-budget obligations.

4.57 A bigger problem still remains in the financial sector. FIDF liabilities include loans to
financial institutions which were since intervened, losses in state banks and losses in intervened
banks which must be covered in order to privatize those institutions, and any additional costs of
depositor and creditor protection in finance companies and banks.

1 No major sources of fiscal risk (that is, of volatility in government financing and borrowing requirements) have been
identified in the portfolio of government assets and revenues. The Government seems to face a downward trend rather
than volatility in the value of its assets and future revenLes.
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4.58 The PDMO was recently established in the MOF to analyze and manage the
Govemment's liabilities. The PDMO will collaborate closely with the BOT in developing a
comprehensive, medium-term financial and debt management strategy. It will also assist in the
creation of short-, medium- and long-term borrowing plans that are consistent with the NESDB's
Development Plan and the Government's fiscal and monetary stance. The PDMO is responsible
for several functions including debt service forecasting; active debt management; cash
management; risk management (to hedge against currency, interest rate, funding and refinancing,
credit and operational risk, among others); project finance related transactions; and tracking and
preparing to deal with contingent liabilities of Government. To undertake these tasks, the PDMO
will require a number of debt, cash, risk management and other systems. Once the PDMO is fully
established, it will be in a better position than the Committee that is currently managing the
Government's debt to conduct comprehensive analysis of the Government's liabilities and to
manage its total risk exposure.

Contingent Liabilities

4.59 The Government's contingent liabilities are both explicit and implicit.Explicit contingent
liabilities are commitments that are based on law and contracts, and primarily include guaranteed
debt and other liabilities of state-owned enterprises, and financing needs under price support
programs. The Government's implicit contingent liabilities are commitments that are based on
political announcements, public expectations and possible interest-group pressures, and they
mainly include:

* Obligations of FIDF (the result of the past and possibly future recapitalization actions,
liquidity support and deposit insurance claims) and, indirectly, future recapitalization needs
of the entire financial system

* Liabilities of extra-budgetary funds

* Possible negative net worth of the BOT

- Losses, non-guaranteed obligations, arrears and deferred maintenance of state-owned
enterprises (including concession agreements of state-owned utilities, arrears of State
Railways to PTT and deferred railway-track rehabilitation)

* Future possible commitments and obligations of sub-national governments (for example, via
losses of provincial Government-owned enterprises)

4.60 In managing these risks, it is unimportant from the Government's perspective whether the
obligations are explicit or implicit. Most contingent liabilities are directly related to losses in state
banks, specialized financial institutions and intervened banks, which will have to be fiscalized in
the future. In the case of state-owned enterprises and funds that default on their non-guaranteed
debt, the recapitalization needs of some of these banks will rise. For instance, should the fiscal
authorities permit the Sugar Cane Fund to default on its non-guaranteed debt to the Bank for
Agriculture and Agricultural Cooperatives, a new non-performing loan in the portfolio of this
already undercapitalized financial institution would only increase its recapitalization needs. With
respect to the financial sector, should the fiscal authorities be unable or unwilling (for a certain
time period) to cover any of the obligations of FIDF or any future bank recapitalization needs
(e.g. state banks), the BOT may have to do so ex-post, thereby running down its net worth. But
there does not appear to be an adequate cushion in the BOT's net worth to meet this contingency
and, eventually, public resources would be required to maintain its solvency and credibility. In
addition, many enterprises and funds are critical for delivering public services, such as affordable
passenger transportation. Therefore, unless policy priorities change, the Government will
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eventually be forced to pay for the SOE's non-guaranteed as well as guaranteed liabilities, arrears
and deferred maintenance.

4.61 The risk associated with these contingent liabilities can be managed by the PDMO in two
ways: (i) by developing the capability to evaluate the outstanding, off-budget obligations of the
Government and their impact on future financing requirements; and (ii) by developing
appropriate guidelines, institutional arrangements and capacities for the Government, through the
PDMO, to monitor adequately, analyze and actively restrain fiscal risks. To this end, expert
advice will be needed to elaborate detailed guidelines and regulations for state-owned enterprises,
banks, and government agencies and units, including the PDMO.

Guaranteed Debt in the State Enterprise Sector

4.62 The Government has provided guarantees on domestic and external borrowing to most
non-financial enterprises and to selected financial institutions. At the end of 1999, the stock of
guaranteed debt surpassed I trillion Thai baht (see Figure 4.2 below). The stock of non-
guaranteed debt by non-financial state-owned enterprises amounts to nearly 500 billion Thai baht.
In addition to these reported amounts, several large enterprises have accumulated arrears (for
example, on the fuel cost and for deferred maintenance by the State Railway and the Bangkok
Mass Transit Authority).

Figure 4.2: Guaranteed Debt Outstanding, Figure 4.3: Guaranteed Debt Repayment
1999 Schedule
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Source: Calculations by the author based on information provided by the PDMO and Arthur
Andersen.

4.63 To estimate future, likely demands of state-owned enterprises on the Government budget,
a World Bank mission analyzed the recent and expected financial and economic performance of
Thailand. In order to establish a measure of "risk-adjusted guaranteed debt", State-Owned
Enterprises were grouped into four categories of risk and corresponding risk levels were assigned.
For example, risk levels of 5 percent for best performers, 25 percent for enterprises likely to make
profits, 50 percent for enterprises with fluctuating profit and investment performance, and 90
percent for enterprises that have been showing continued losses and/or embarked on very risky
projects. For each category, the outstanding liabilities of enterprises were then multiplied by their
respective risk levels. By aggregating the risk-adjusted amounts of guaranteed liabilities of
enterprises, the total risk-adjusted level of guaranteed debt was estimated (see Figure 4.2). To
assess the future dynamics, the respective risk levels were also assigned to the repayment
schedules of their guaranteed debt. Figure 4.3 compares the face values of guaranteed debt
repayment schedules with the risk-adjusted amounts2 The risk-adjusted amount of guaranteed

2 Detailed information on the assigned enterprise risk levels and debt repayment schedules can be found in "Debt
Management Policy Note," World Bank, (2000).
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debt can be interpreted as the net present value3 of future expected fiscal cost of government
guarantees, or as the amount of contingency reserves the Government should have accumulated
by the end- 1999 to cover future calls on the budget.

4.64 Fiscal risks in SOEs arise not only from borrowing, but also from the operations of state-
owned enterprises. These risks emerge mainly due to government policy actions (e.g. price
controls that may give rise to operating losses) and the SOE's own investment decisions (such as
ambitious and risky projects).4 Once these risks surface and reach unsustainable proportions,
there is an increasing pressure by the enterprises to call on the Government to provide additional
subsidies or for additional government guaranteed borrowing. Such risks rise with increasing
interest rates and with baht depreciation. (To deal with this, many state-owned enterprises have
relied on increased short-term borrowing and/or further unhedged foreign liabilities).

Bank Recapitalization

4.65 The cost of past recapitalization programs, largely reflected in the liability portfolio of
FIDF, and further recapitalization needs of the Thai banking sector will significantly affect the
amounts of future government borrowing. FIDF estimates that the fiscal authorities will need to
provide about Baht 1.1 trillion to cover its liabilities and operating costs. This amount is expected
to be paid from new government borrowing over the period 2000 to 2005. Other available
estimates range from Baht 1.1 to 1.4 trillion. This cost is sensitive to the recovery rate on non-
performing loans in state banks and intervened banks. On top of the FIDF's financial institution
rescue and depositor/creditor protection program, the Government is expected to support the
recapitalization and subsidy needs of Specialized Financial Institutions, such as the Government
Housing Bank and the Bank for Agriculture and Agricultural Cooperatives. Finally, any future
costs of protecting depositor funds in private banks, net of insurance and bank fees will have to be
fiscalized.

4.66 Risk also emerges from the structure of the FIDF debt portfolio. FIDF has been pursuing
"minimal cost" strategy with respect to its near-term debt service. Since the yield curve is steep in
the Thai domestic fixed income market, FIDF borrows almost exclusively short-term. TheFIDF's
borrowing strategy thus differs from the PDMO objective, which is to reduce liquidity risk and
thus issue instruments with medium to long-term maturity.

4.67 The role of PDMO with respect to contingent liabilities could be defined as follows:

* Develop and maintain a complete database of government contingent liabilities

* Analyze contingent liabilities and estimate associated future borrowing needs and their
sensitivity to the underlying factors (scenario analysis)

* Reflect on analysis of contingent liabilities in borrowing and debt management strategy

* In the budget process, advise the Government of Thailand on future expected fiscal cost of
proposed policies that generate contingent liabilities

* Advise the Government of Thailand on how to structure its programs to minimize
government risk exposure

3In all instances, the government guarantees the entire principle and interest payments against all risks.
4 For a detailed analysis of risks emerging at the enterprise level, see the Arthur Andersen report on Thailand - The
Fiscal Costs of State Enterprises and Private Participation in Infrastructure.
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4.68 To fulfill such a role, the PDMO will need to work closely with several government
agencies and units. For example, PDMO should be able to obtain processed information and
initial risk analysis of enterprise performance from the CGD, and alternative scenarios for the
fiscal component of bank recapitalization needs from FIDF. Formal rules and guidelines to
establish close working relationships may be needed. Further, to reduce the emergence of fiscal
risks, the Government will need to:

* Define its risk management objectives (the degree of risk aversion) and make PDMO (and
FIDF and other agencies if necessary) responsible for their implementation

* Define reporting requirements for financial institutions and enterprises according to the
PDMO risk management needs and objectives, and assign responsibility for providing
requested information to PDMO.

* Issue guidelines for financial management and risk exposure of financial and non-financial
enterprises, and enforcement responsibilities

* Encourage risk management capacity building in financial institutions and enterprises, as well
as in BOT, OAG, and CGD
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V. FISCAL DECENTRALIZATION

1. INTRODUCTION

5.1 Thailand is a unitary government, that at present, has a highly centralized fiscal system
that grants limited local autonomy in terms of functions, area, staffing, funding and decision
making.

* The central government spends 93 percent of total general expenditures and collects 95
percent of general tax revenues.1

* Only 25 percent of municipal revenues are locally collected and retained.
* The central government appoints most chief local officials, determines local salaries and

approves local budgets.

5.2 Over the past decade, various means of decentralizing authority and responsibility to
local governments have been discussed. It was broadly recognized that local government capacity
would need to be strengthened considerably if the central government were to lessen its role in
the intergovernmental fiscal system. Most Thai local governments must strengthen their capacity
in financial management, planning and service delivery, and generally lack adequate resources to
deliver services effectively or to provide needed investment. While many proposals had been put
forth, the Government's decentralization agenda gained momentum when the new Constitution
was passed in 1997.

5.3 International experience shows that decentralization can be a key means to improve
governance, provided that it is well designed. By clearly defining what level of government is
responsible for providing and financing various services and delegating appropriate authority,
responsibility and resources, local services may be provided more effectively and local
accountability may be enhanced. The success of Thailand's decentralization will depend on the
extent to which its political and economic institutions promote local accountability and
responsible fiscal policies. Because these institutions are nascent in Thailand, a strong system of
local accountability must be developed, since greater resources devolved to local governments
can lead to misused or wasted funds. Similarly, without an appropriate balance between
expenditures and revenues, public service levels may deteriorate in a decentralized context. And
finally, unless local governments pursue responsible fiscal policies, macroeconomic instability
may arise in the form of higher overall fiscal deficits or central government "bailouts" of weak
local governments.

5.4 Reducing the role of the central government and moving toward a decentralized fiscal
system will require significant changes in existing Thai institutions, processes and culture. The
Ministries of Public Health and Education are decentralizing service delivery to local entities (i.e.,
Local Education Authorities and Provincial Hospitals), that in the future may be transferred to
local governments. Changes in the intergovernmental transfer system that improve the targeting
of subsidies to the poor can enhance the delivery of services. And effective decentralization is
impossible without broader reforms in financial and human resource management that are
underway as part of the Government's Public Sector Management Reform Program.

IMF, Government Finance Statistics Yearbook, 1999.
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5.5 This Chapter reviews the existing intergovernmental fiscal system in Thailand and the
proposed decentralization reforms. It considers how functional responsibility might be realigned
between the central government and local governments and among local governments
themselves; opportunities for enhancing the revenue mobilization of local governments; what
changes are needed in the intergovernmental transfer system; and how local accountability might
be promoted.

2. FOUNDATION FOR DECENTRALIZATION

5.6 Strengthening local government was identified as a policy priority in the Government's
7th National Economic and Social Development Plan (1991-1996) and 8th Plan (1997-2001). The
7th Plan emphasized developing local infrastructure facilities, providing credit to expand and
improve local services, and assisting local authorities in mobilizing capital and formulating
development. projects. The 8th Plan emphasizes strengthening the management and budgetary
capability of local institutions, and supporting decentralization. The Department of Local
Administration within the Ministry of Interior has been working to enhance local capacity in three
areas: (i) local administrative systems (i.e., staff regulations, accounting systems, etc.), (ii)
developing tax and property maps to enhance local revenue collections and increasing local tax
rates, and (iii) training local personnel.

5.7 The need for greater local revenue generation is also well recognized. In 1993, the
Ministry of Finance identified a series of reforms that would significantly improve local revenues,
and they were approved by the Cabinet in 1994. These nine measures--ranging from changing
aspects of tax administration, increasing shared tax revenues, and instituting new taxes on owner
occupied property and tobacco-were estimated to increase local revenues by as much as 80
percent (see Box 5.1). Implementation of these reforms was impeded by the need to amend 40
related laws, gain Cabinet approval, and assure inter-ministerial coordination.

5.8 In January 1997, a Local Fiscal Master Plan was approved by the Cabinet. This Master
Plan was drafted by the Fiscal Policy Office and it identified numerous measures (17) to enhance
local revenues, clarify expenditure responsibility, reform the intergovemmental transfer (subsidy)
system, establish systems for monitoring and evaluating local fiscal systems, promote new
methods of mobilizing capital for local investment, and develop local capacity. The Master Plan
set the framework for many of the proposed reforms in decentralization.

Box 5.1. Nine Measures to Increase Municipal Revenues
* Decrease the government fee for collecting additional taxes from 5 percent to 3 percent
* Improve allocation rules for VAT and specific business tax
* Allow municipalities to levy an additional 10 percent tax on tobacco and cigarettes
* Return fishing duties, bird nest duty and log concessionaire charges to municipalities
* Return mineral and petroleum concessionaire charges to municipalities
* Transfer real estate transfer tax and fees to municipalities
* Create a "property tax" by combining the land and buildings and land improvement tax
* Double fee rates on vehicles and eliminate reduced rate for older cars
* Revise intergovernmental transfer system to enhance capacity of municipal administrations

5.9 The new Constitution strongly supports decentralization and specifies principles of local
autonomy and elected local representatives, among other aspects of local governance. Objectives
envisioned in the Constitution include increasing the share of local government expenditures,
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assigning more revenue sources to local governments, revising the system of intergovernmental
transfers to provide grants in a more transparent and predictable way, and promoting mechanisms

for local accountability.

5.10 A National Commission on Public Sector Reform was established as an outgrowth of the
Constitution, and it included a Decentralization Subcommittee. A working principle of the
Subcommittee is that no level of local government should be made absolutely worse off as a
result of reforms brought about by the decentralization process. Draft legislation has been
prepared to define central-versus-local responsibilities, reform local budgeting and expenditure
management, assign adequate local revenues, and reform the intergovernmental grant system.
This legislation-including the National Decentralization Act and eight laws-establishes the
legal framework for decentralization and new intergovernmental fiscal relations (see Box 5.2).

Box 5.2. Decentralization Legal Framework

1. National Decentralization Act
2. Provincial Administrative Organization Act
3. Tambon Administrative Organization Act
4. Municipalities Act
5. Upgrade Status of Sub-Municipalities to Full Municipalities
6. Change the Status of BMA
7. Change the Status of Pattaya City
8. Master Plans and Procedures of Administrative Power
9. Establish a Centralized Personnel Body of Permanent Officials of Local Administrative

Organizations

5.11 The National Decentralization Act became effective in November 1999. This Act defines
the roles and responsibilities of the National Decentralization Committee (NDC) (see Box 5.3).
The NDC will be responsible for defining many of the policy parameters necessary to implement
the decentralization legal framework, and monitoring decentralization outcomes. It is composed
of 36 members, including the Deputy Prime Minister (Chair), Ministers of Interior and Finance;
Permanent Secretaries of the Ministries of Interior, Finance, Education, and Public Health;
Deputy Secretaries General of the Office of the Council of State, the Office of the Civil Service
Commission, and the NESDB; Director of the Bureau of the Budget and Department of Local
Administration; twelve local representatives (from provincial, municipal and tambon
administrations), and twelve senior experts (with expertise in local development, economics, and
public administration.

5.12 The NDC has four sub-committees: (i) Strategic Planning, (ii) Finance/Budget/Personnel,
(iii) Law and Legislation, and (iv) Monitoring and Evaluation. The Strategic Planning Sub-
Committee is likely to take the lead in guiding the NDC, and in producing the Decentralization
Action Plan, which must be finalized by November 2001. The Finance and Budget Sub-
Committee is chaired by the Deputy Minister of Finance, with significant input from the Director
of the Bureau of the Budget and the Secretary General of the Civil Service Commission. It is
expected that the Finance and Budget Sub-Committee will focus its work on the assignment of
expenditure and revenue raising responsibility, as well as local personnel. These assignments will
vary depending on the local government structure (see Box 5.4).
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Box 5.3. Roles of The National Decentralization Committee

The National Decentralization Committee (NDC) is responsible for:

• Producing a Decentralization Plan for submission to the Cabinet and Parliamentary approval that:

* Defines the relationships and functional responsibilities between the central and local governments, as well as
among local governments, including the allocation of functions, subsidies and central govemment budget

* Defines local revenue sources and identifies means to improve local tax and revenue mobilization
* Outlines the stages and means to transfer functions from the central government to local governments
* Recommends means to coordinate the transfer of public officials from the central govemment, local

governments, and state enterprises relative to new assignments of functions and resources

* Proposing criteria or parameters for allocating resources among different levels of govemment including subsidies
and central budget

* Proposing legislation, decrees, regulations, administrative guidelines and rules to implement the decentralization
plan in a timely manner

* Proposing a system to achieve transparency and public participation at the local level in tenns of govemment
functions

* Monitor progress in implementing the Decentralization Plan

The NDC is authorized to draw up Action Plan(s) to determine the procedures to decentralize administrative powers to
local administrations. The NDC will seek Cabinet approval of the Action Plan(s), once the Cabinet has approved the
Plan(s), they will be submitted to Parliament for consideration and announced in the Government Gazette. Once the
Action Plan(s) have been signed into law, they will be legally binding in terms of agencies' operations.

3. ASSIGNMENT OF FUNCTIONS

5.13 The NDC must clearly define central-local expenditure functions, i.e., identifying specific
expenditure assignments that are compulsory rather than voluntary. Only with clarity in
expenditure assignment can the overlapping functions performed by the central and local
governments be eliminated, and expenditure effectiveness improved. For those local services
most appropriately provided by local governments (e.g., local roads, solid waste collection, etc.)
the central government's role should be limited to regulating outcomes and facilitating local
provision (especially through building local capacity). The National Decentralization Act
specifies a phased approach-spanning four years-to the devolution of administrative power so
that the central and local governments are prepared to assume their new roles.

5.14 Some ministries, e.g., Ministries of Education and Public Health, are testing decentralized
service delivery models. For example, Local Education Authorities are being established to
deliver local education services in conformnance with the National Education Act-yet these
Authorities are not co-terminous with local government boundaries nor responsibilities (see Box
5.5). The Ministry of Public Health supports the establishment of Provincial Health Authorities
(or Boards) that would be responsible and accountable for improving health indicators by
purchasing and/or providing the appropriate mix of health inputs and outputs to assure health
outcomes. While this proposal would allow for reallocation of costly or unnecessary hospital care
to cost-effective preventive and promotive services, as well as specific targeting of vulnerable
populations (the poor, hilltribes, risk populations, etc.), it does not take into account the broader
responsibilities and authorities of Provincial Administrative Organizations. Limited consideration
has been given to the appropriate structure of local government (e.g., whether an intermediate tier
of government is necessary to oversee service delivery and financing, or whether there are too
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many non-viable local government units, although a law allowing the amalgamation of tambon
administrative organizations was recently passed'

Box 5.4. Structure of Thai Sub-national Governments

Subnational, or "local" governments in Thailand are statutory bodies of the national government and exist in six forms: (i) Provincial
Administrative Organizations (PAOs), (ii) Municipalities, (iii) Bangkok Municipal Administration (a special form of province/municipality with
greater local autonomy). (iv) Pattaya City (a special form of municipality), (v) Sanitary Districts, and (vi) Tambon Administrative Organizations
(TAOs). Each local entity is independent and has equal legal status.

Provincial Administrative Organizations (PAOs), while legally considered a local government, act on behalf of the national government,
and support local administration by constructing and maintaining local roads, providing water, and other limited services to residents in
rural areas. PAOs were established in 1955 to accelerate the development of local administrations in the rural areas outside of sanitary
districts and municipalities. The creation of TAOs in 1994 substantially diminished PAO responsibilities. At present there are 75 PAOs,
corresponding to the number of provinces, less Bangkok. PAOs are subdivided into provincial districts (876 provincial districts currentl
exist) and are administered by centrally appointed officials. In early 1999, legislation was approved to enhance PAOs' role in planning,
investment, and service provision in each province, as well as coordinating functions delegated to lower-level governments. This
legislation also specifies that PAOs will receive a larger portion of existing revenues already shared with TAOs and other local authorities,
including 5 percent of the VAT funds assigned to local governments.

Municipalities are the most well-established form of local government, and generally occupy urbanized areas in 98 cities. Municipalities
are classified into three categories - city (nakorn). town (muang) and township (tambon)-- depending on their size and community
characteristics, and their category defines their responsibilities. Municipal councils and executive committees are elected and authorized to
undertake most functions. The mayor is appointed by the provincial govemor based on the party receiving the most votes in the election.
Despite significant growth pressures, new municipalities are rarely created nor expanded through annexation. As a result, the majority o
urbanized activities-- about 80 percent-- is occurring outside of municipal boundaries, which impedes the achievement of decentralization
objectives, diminishes the efficiency and quality of services delivered, and hinders local management and planning.

Sanitary Districts (SD) were established in 1909 to provide facilities and services to protect public health and safety (e.g., collect and
dispose of solid waste, maintain local roads and drains, provide street lighting, etc.) to densely populated areas outside of municipalities.
SDs serve as the administrative center of each provincial district, hence most SDs are located in rural areas. SDs are administered by a
board composed of elected members and appointed officials. Before the SD legislation was passed, there were 1,050 SDs in Thailand; 983
of these SDs were upgraded to municipality status (with elected councils) by the new legislation. This upgrading to municipality status has
occurred without consideration of which local government structure would enhance local autonomy and service delivery, for example, b
considering which SDs should be annexed by neighboring municipalities, which should be merged with adjacent SDs, and which shoul
be converted to municipalities.

Tambon Administrative Organizations (TAOs or tambons) were established in 1994 to serve areas outside of municipalities and SDs. They
are designed to provide basic services and facilities, predominantly in rural village areas. At present there are about 6,395 TAOs, and they
are govemed by a council assembly (elected) and a council executive (generally appointed). Most TAOs are too small and fragmented to
be efficient, viable or accountable units of local government-- in terms of meeting their responsibilities for infrastructure, environment,
human resource development and health care; in raising revenues; and in effectively supporting participatory govemance. Many are to
small to even support a primary school. The numerous TAOs within ecological regions (e.g., watersheds and river basins, airsheds, etc.)
impede coordinated environmental or natural resources planning and management. Proposals have suggested that many of the TAOs
should be consolidated so that only 1,000 to 1,500 TAOs exist with each having a critical mass of population, area and resources.

Special Local Administrative Organizations (SLAOs) have been proposed based on the successful model of the Bangkok Metropolitan
Administration (BMA), which was established in 1972.3 BMA operates as a unitary govemment extending across the geographical
equivalent of a province. At present, the Governor of BMA is the only directly elected local govemment official in Thailand. The Thai
Government has agreed to establish other equivalent local govemments known as SLAOs. These SLAOs would be established in areas
with high economic and social development with a geographic boundary coterminous with the province or some part thereof. Proposals fo
transforming Phuket and Pattaya City into a SLAO (encompassing the entire provincial area) are under consideration, and other
possibilities include Songkhla, Nakom Ratchasima, Chachoengsao, Chonburi and Rayong.

2 See Kammeier, 1999.
3 A law establishing Pattaya City was enacted in 1978, with a special designation as a city-manager fonn of
local administration. However, this form of local administration will be discontinued if Pattaya becomes a
SLAO.
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Box 5.5 Local Education Authorities

The establishment of Local Education Authorities (LEAs) was mandated in the National Education
Act, passed in 1999. LEAs will be created and given authority over curricula, personnel and finance,
with significant citizen participation in governance. The boundaries of LEAs will be determined on
the basis of demographic and geographic factors with the objective of establishing a size consistent
with international research on the relationship between district size and efficiency and quality of
education. Staff from the Ministry of Education would be re-deployed to LEAs. The Act also
specifies that the education financing system will be radically changed to provide block grants to
LEAs and to schools, with amounts based on a standard per capita grant plus additional per capita
grants based on poverty and other equity issues, including provision for disadvantaged and
handicapped students. Schools within the LEA would be funded on the same basis. LEAs and schools
would be empowered to raise additional funds and to determine their use.

5.15 It has been proposed to the NDC that decentralization should occur in tandem with
competition in service delivery and improved efficiency and equity of service delivery. In
assigning new expenditure responsibilities, local governments could be viewed as consumers of
services for their populations: in this model, local governments could choose from purchasing
government services from national agencies, state enterprises, the private sector, voluntary
organizations or other local governments or delivering them themselves (provided that they have
sufficient capacity and can do so cost effectively). For this transformation to take place, national
service delivery agencies must face incentives to become smaller or more efficient providers of
services to local governments-one clear incentive would be by gradually reducing their
operating budgets. In a case study of this redefinition of expenditure responsibilities in
Petchaburi, local researchers learned that many 'duplicate" suppliers of public services exist, and
that many (about 75 percent) local authorities are too small to produce public services cost
effectively.4

5.16 A significant portion of local expenditures (ranging from 40 to 70 percent) are centrally
mandated; the largest category of these mandated expenditures are personnel expenses. Local
authorities are required to hire many personnel and to pay salaries, wages, and benefits according
to central regulations that often result in over staffing and overspending. No special allowances
are made by the central government to offset these extra costs. In addition, the organizational
structure, staffing levels and staff appointments of local governments are currently controlled by
central agencies (e.g., the Municipal Personnel Commission and DOLA), thereby limiting the
flexibility of local governments to manage their own personnel. A separate Local Government
Civil Service Commission, as proposed by the Working Group on Local Civil Service
Administration, should be established and local personnel management authority delegated to
local governments gradually over time.

4. LOCAL REVENUES

5.17 Local government revenues in Thailand are classified as "regular" or "special." Regular
revenues--which account for about two-thirds of local revenues--include locally collected taxes
and centrally collected taxes that are shared with local governments, as well as non-tax revenues.
Special revenues include intergovernmental transfers (subsidies) from the central government,
borrowing and local savings. Excluding revenues from borrowing and savings, and other minor
sources of regular revenues, local and shared taxes account for about 55 percent of local

4 See Suwanmalla et al., 1999.
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revenues. As shown below in Table 5.1, this average conceals significant differences among the
Bangkok Municipal Administration (BMA) (where taxes account for almost 90 percent of
revenues), municipalities (52 percent) and other local governments (47 percent).

5.18 The most important source of local tax revenue is shared taxes (81.8 percent of total local
taxes), followed by locally levied taxes (17.4 percent), and surcharge taxes (0.8 percent) (see
Annex Table A26). Shared taxes include the VAT, liquor, excise, gambling and motor vehicle
taxes, and their structure is determined and revenues are collected centrally. Locally levied taxes
include the land and buildings tax, the local development tax, the signboard tax, and the animal
slaughtering tax. The reference to "local levies" is somewhat misleading: the central government
determines the rate and base of each of these taxes, while local governments collect these taxes.
Property taxes-- including the land and buildings tax and local development tax--account for a
relatively small share of local tax revenues (15.6 percent).

5.19 A new bill entitled the "Local Government Revenue Act" will specify general
responsibilities for assigning all taxes within the two-tier structure of newly reformed PAOs and
all other local governments. In addition, the "Nine Policy Measures" to improve local revenue
mobilization may be reconsidered. Each of the nine policy measures must be promulgated
separately since each affects government agencies differently.

Table 5.1. Local Government Revenues, FY97 (Baht in millions)
Municipal- Other Local % of Total

Type of Revenue ities BMA Governments* Total Revenues

Regular Revenues 13,254.3 23,893.5 26,280.6 63,428.4 69.6%
Taxes 11,288.7 21,129.3 17,634.7 50,052.7 54.9%
Fees and Fines 610.0 344.6 6,379.1 7,333.7 8.0%
Property/Assets 1,064.5 1,974.1 1,482.5 4,521.1 5.0%
Infrastructure/Utility 112.7 46.3 32.6 191.6 0.2%
Miscellaneous 178.4 399.2 751.7 1,329.3 1.5%

Special Revenues 9,610.1 3,636.1 14,522.6 27,768.8 30.4%
Central Grants 8,444.3 - 11,508.9 19,953.2 21.9%
Savings 817.0 3,636.1 2,689.7 7,142.8 7.8%
Borrowing 348.8 - 324.0 672.8 0.7%

Total Revenues 22,864.4 27,529.6 40,803.2 91,197.2 100.0%
Note: *Includes sanitary districts, provincial/changwad administrative organizations (PAOs), and

subdistrict/tambon administrative organizations (TAOs)
Source: Estimatesfor FY1997from the Department ofLocal Administration

5.20 The proposed devolution of revenue authority is based on the goal that, by the end of the
8th Plan period (2001), the share of local revenue relative to total government revenues
(including intergovernmental transfers) will increase to 20 percent. In addition, local revenues are
expected to increase to 35 percent of total government revenues by the end of the 9th Plan period
(2006). Whether this objective is driven by an offloading of expenditure responsibility to local
governments in light of the need to reduce the central government's budget deficit, or a means to
spur local expenditure responsibility is unknown. International experience strongly shows that
decentralization can have disastrous effects - including overlapping expenditure provision and
macro-instability-- if financing precedes functional assignment of responsibilities.

5 See Annex Table A27 for detailed data on local tax revenues in FY97.
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5.21 The goal of a 20 percent local share of revenues may be achievable, if appropriate
revenues are transferred or devolved to local governments. For example, a doubling of national-
to-local transfers would account for 15 percent of total revenues. Financing the increased
transfers to local governments could be achieved by applying surcharges to existing central taxes
(e.g., excise taxes on tobacco, alcohol, cars, appliances; the VAT, or petroleum taxes);
government officials have noted that excise taxes would be the most likely revenue source to be
increased, followed by the VAT.6 Given other demands on the budget (i.e., the deficit and
increased debt service payments), increasing these transfers would require higher overall taxes,
unless accompanied by reductions in other central government expenditures.

5.22 The additional 5 percent of total revenues (to meet the 20 percent target) could be
generated by increased local government revenue mobilization - either through improved
administration of existing revenue sources (i.e., charges and fees), restructuring existing taxes
(e.g., creating a viable property tax from the land and building tax and local development tax) or
developing new sources of revenue. The possibility of establishing a viable local property tax is
considered below.

Local Property Taxes

Land and Building Tax7

5.23 This tax has changed little since its introduction in the Land and Building Tax Act of
1932 when it replaced taxes levied on market stalls, buildings, boats and rafts. It was initially
levied only in Bangkok; its coverage was extended in 1944 and 1956 to include all municipalities
and sanitary districts, and again in 1972 to include Changwad Administrative Organizations (or
the current PAOs).

5.24 The base of this tax includes houses, apartments and buildings (including structural
additions) used for commercial or manufacturing purposes, or those unoccupied by their owners.
Owner-occupied, residential houses and buildings are exempt from this tax, as are royal palaces
owned by the crown, government-owned buildings used for public purposes, non-profit public
hospitals and educational institutions, religious buildings, and buildings unoccupied for 12
months or longer. The exemption of owner-occupied housing was originally intended to reduce
the inequity and potential distortions arising from the incomplete coverage of the tax since some
municipalities levied the tax while others did not.

5.25 The tax is calculated at a fixed rate of 12.5 percent of the annual value of these houses
and buildings. Annual value is based on the rent received during the previous year as reported on
the owner's tax return, or is assessed by the local tax authority. Tax assessors may revise the
reported rental figure if the rent appears too low--a provision which encourages the negotiation of
rental values and diminishes the uniformity of assessment. Gross non-reporting and under-
reporting of rental income is common, which is further compounded by the lack of accurate and
timely valuation data that could be used to provide administrative checks for under-reporting.

6 A surcharge on income taxes would also generate significant revenue, although officials did not mention
this tax base for a surcharge
7 Also known as the House and Buildings Tax, the Buildings and Land Tax, the House and Land Tax, the
Premises and Land Tax, and the House and Rent Tax.
Houses and buildings occupied by relatives of the owner are taxed; see RTI (1991, p. 3-2).
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5.26 The land and building tax is the most important of the locally levied taxes of local
governments (its share of local tax revenue generally accounts for 80 percent of smaller urban
governments and 90 percent for BMA). Roughly two-thirds of this tax is collected in BMA, and
revenue increases generally reflect growth in commercial activity in BMA and Chiang Mai. The
elasticity of this tax with respect to GDP is 1.2.9 Despite its prominence as a local tax, the yield of
the land and building tax is well below its potential due to the exemption of owner-occupied
property, its base of rental rather than capital value, and its poor tax administration. DOLA
estimates that as much as 70 percent of the tax base is exempted as owner-occupied property.

5.27 Collections are low due to underreporting and evasion, inadequate databases and record
keeping, and weak enforcement. For example, the rental base of the tax typically does not include
rental payments for fumishings (paid separately), nor annual payments required to secure leases
(also paid separately from rent). Taxpayers evade paying the tax since the rate is high and applied
unevenly. Studies of the property tax collection efficiency in selected Thai local governments
showed that improved tax administration would substantially increase collections in BMA
(generating an additional Baht I billion annually) and Chiang Mai."0

5.28 The house and building tax is essentially a rent tax-- owner-occupied buildings generate
no rent and therefore are not taxed. In Thailand's urban areas, rented dwellings are typically
occupied by lower-income people who are unable to afford their own homes. The owners of these
dwellings typically pass along the house and building tax to their tenants either by increasing the
rent and/or charging an up-front, annual payment in addition to the rent." Hence the house and
building tax is disproportionately paid by low-income households and is more regressive than
property taxes in many other countries.

5.29 Horizontal equity is also violated in that owner-occupied property is not taxed, whereas
property occupied by the owner's immediate family is taxed. Public enterprises receive benefits
from the services provided by local governments, and charge local governments for the services
that they provide. Yet they do not pay the tax. Owner-occupiers also benefit from these local
services and infrastructure without paying for them.

5.30 Owners of taxable properties are legally required to submit a property statement to their
local government each year. This statement identifies the properties to be included in the list of
taxable properties and provides information on the assessed, rental value of each property, and
thereby establishes the base of the tax. These lists are often incomplete because many owners
never submit statements for their property. Even where local governments have undertaken tax
mapping studies to map, classify and identify all taxable properties within each district, property
tax units often fail to use these maps in compiling the list of taxable properties."2

5.31 These unidentified properties could be included in the list of taxable properties if the
property tax due were a charge against the property. However, in Thailand, unlike many other
countries, land and building tax liabilities do not accumulate as a debt against the land and are
easily avoided by transferring ownership. Another weakness is the highly manual nature of the

9 Detailed calculations of this elasticity are included in Annex Table A27.
'° RTI analyzed the BMA case in 1987 and Louis Berger International analyzed the case in Chiang Mai in

1991.
" RTI (1991, p. 3-3).
12 Archer, p. 12.
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administrative system: listing, filing, assessing, and billing, among other tasks are done
manually, in a time consuming and inefficient manner that is susceptible to omissions and losses.

Local Development Tax'3

5.32 This tax, which is based on the Local Development Tax Act of 1965, is levied against the
assessed, capital value of land excluding structures and crops. All land owners are subject to the
tax, unless specifically exempt. Exemptions are granted for owner-occupied residential land,
agricultural land below specific sizes, government properties, and land with structures already
subject to the land and building tax. The assessed value of each property is determined by the area
of that property (denominated in units called wahs) and the assessed property value per unit
within a particular jurisdiction as determined by a local committee. This committee is appointed
by the local mayor or provincial governor, and it establishes a median unit value for each district
by averaging at least three recent sale prices of land within the district within the past year
without regard to value of structure or cultivation. Once determined, the assessed value is
supposed to be used for a period of four years. However, a Royal Decree issued in 1982
suspended the reassessment due at that time, so that the tax is based on assessed values based on
land sales in 1978.'4

5.33 While the rate of this tax is progressively defined, and increases with the size of land
holdings, the effective rate is regressive. A schedule of 34 rates applies to the median price of
taxable land, ranging from:

e Baht 0.50 per rai on land valued at Baht 200 per rai or less

- Baht 70 per rai on land valued up to Baht 30,000 per rai (effective rate of 0.50 percent)

* Baht 25 per rai for each additional Baht 10,000 per rai (effective rate of 0.25 percent)

5.34 The breadth of exemptions granted for this tax are shown by the low share of taxable land
parcels to total land parcels (on average, only 15 percent of parcels are taxable). Hence
elimination of the exemptions for owner-occupied residential land and properties already subject
to the land and building tax could increase tax revenues substantially. While local development
tax revenues grew an average of 6.1 percent per year from 1980 to 1992 (due to the addition of
lands not previously recorded in the base), this tax captured very little of the overall growth in
economic activity. Losses from the lack of reassessment since 1981 have not been recorded.

5.35 Despite its "progressive" rate structure, this tax is regressive with regard to the value of
the land since the rate applied declines as property values increase. Horizontal equity is also
violated in that owner-occupied land is not taxed. Like the land and buildings tax, the benefits
received criterion is violated since public enterprises and owner-occupiers also benefit from these
local services and infrastructure without paying for them.

5.36 The low collections of this tax are hardly worth their cost: procedures and records are
inadequate and median land values and tax rates are very low due to the restrictions on valuing
land at 1981 levels. At present rates, a land parcel valued at Baht I million pays only Baht 2,500
in tax per year. The exemption of properties subject to the land and buildings tax causes

'3 Also known as the Local Development Tax.
4 Archer, Journal of Property Tax Assessment and Administration, p. 8.
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considerable administrative confusion. Because of weaknesses in tax mapping, and the fact that
many rental buildings are constructed within the compound of an owner-occupied house, these
rental properties are frequently treated as an owner occupied house and are not taxed."5 Also, laws
specify that landowners are to informn local authorities of changes in land use within 30 days, yet
there is no penalty for non-compliance and enforcement of this requirement is very weak."6

International Comparisons of Property Tax Structures

5.37 International comparisons of property tax revenues show that local property taxes are
underutilized (see Annex Table A28). In Thailand, local property taxes account for 0.1 percent of
GDP, which is considerably less than other countries in the region--Malaysia (0.4 percent), China
(0.2 percent), Indonesia (0.2 percent), the Philippines (0.3 percent)--or other industrialized
countries--Canada (3.3 percent), the United States (2.6 percent), New Zealand (1.7 percent), and
Australia (1.1 percent.)'"

5.38 The structural aspects of property taxes in selected industrialized and developing
countries are summarized in Annex Table A29 and reflect the work of Youngman and Malme
(1994). The application of multiple property taxes as found in Thailand is quite common, as
reflected in the experience of Australia, France, Japan, South Korea and the United Kingdom.
Virtually all of the countries profiled tax immovable property in the form of land and
improvements (i.e., buildings). The United States is an exception in that the tax base often also
includes tangible personal property (e.g., business equipment, industrial machinery, transmission
units and vehicles). Thailand differs from many other countries in basing its building and land tax
on rental values rather than capital values, Many other countries--including Australia, Canada,
Indonesia, Japan, South Korea and the United States--rely predominantly on capital value tax
bases.

5.39 Thailand is an outlier in that it applies a very high tax rate (12.5 percent) to the land and
buildings tax. South Korea has the second highest nominal tax rate at 5 percent, but this rate is
levied on land as a means to discourage property speculation. Many countries' nominal property
tax rates are in the 2-3 percent range. International comparisons of tax rates must be based on
effective tax rates, that is the nominal (statutory) tax rate adjusted for the appropriate assessment
ratio. Once this adjustment is made, rates in other countries are even lower; for example,
Indonesia's effective property tax rate drops to 0.1 percent when its 20 percent assessment ratio is
taken into account.

5.40 Intergovernmental aspects of property taxes for those same countries are compared in
Annex Table A30. In aspects of enacting legislation, gathering data on property ownership and
valuation, appraising property, setting the tax rate, administering and collecting the tax, and
receiving the tax proceeds, Thailand is similar to many other countries included in the table. In
many countries, the central government plays an important role in enacting legislation and
collecting data. It also often sets the tax rate and in some cases administers and collects the tax.
Regional and local governments play more important roles in property taxation in industrialized

15 RTI, p. 3-6.
16 See Department of Local Administration, Summary of Problems in Collecting Property and Land Tax,
Local Development Tax and Sign Board Tax, 1998.
17 Data are from the IMF's Government Finance Statistics Yearbook; see Annex Table A28. Property taxes
in China, Indonesia and Malaysia are collected by state governments.
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countries, such as Australia, Canada, the United Kingdom and the United States--countries in
which local governments also generally exercise more autonomy. In Australia, Canada and the
United States, local governments exercise complete discretion in setting local property tax rates.

Property Tax Administration

5.41 Relative to local income or consumption taxes, property taxes may be easier to
administer: property is visible and immovable and can be clearly identified within a local area;
possession is difficult to conceal; and the property can serve as a guarantee for the payment of the
tax. Despite these potential administrative "handles," property taxes may be difficult or costly to
administer since substantial effort may be required in identifying and assessing the value of
property and in collecting revenues. Proper administration requires that: (i) all properties be
recorded properly; (ii) values are up-to-date and accurate; (iii) taxes are levied on all eligible
properties; and (iv) collections are diligent, uniform and fair. The administrative costs of property
taxes will vary depending on the structure of the tax and quality of administration. For example,
establishing a minimum threshold (or standard deduction) before the property tax is imposed
reduces administrative costs and frees tax administration resources to be channeled to higher-
yield properties. Complicated tax structures that exempt many properties or apply differential tax
rates to various classes of property may be very costly to administer.

5.42 The administration of property taxes generally entails five steps: (i) identifying the
property; (ii) calculating its relative value; (iii) assessing the tax liability; (iv) informing the
taxpayer of the liability due; and (v) collecting the tax. Weaknesses in one stage of
administration--e.g., if a low proportion of properties are identified, or properties do not reflect
market values, or tax liabilities are calculated incorrectly, or bills are not delivered in a timely or
complete way, or collections are incomplete--can counteract strengths in other stages. It should
also be noted that the sequence of administration should be ongoing rather than static; sustained
increases in property tax revenues require that the full sequence be repeated annually.

5.43 The purpose of discovery and identification is to discover all properties subject to
taxation and to collect the information needed to impose the tax. Discovery may take place
through self declaration (where the taxpayer is compelled to provide the information to the tax
authority) or government inventory (where the tax authority obtains the information). Thailand
uses self declaration, which is an inexpensive though frequently unsuccessful method of
discovery. Self declaration succeeds only where the tax authority is able to induce taxpayers to
file full and accurate property declarations. All countries relying on this method use penalties to
induce compliance. These penalties must be credible, however, if they are to achieve taxpayer
compliance.

5.44 The most common approach to discovery is the inventory system, where the tax authority
works in the field to obtain the data needed to administer the tax. An inventory system requires a
geographical referencing system to ensure that all properties are identified and assigned a unique
identification code. Industrialized countries typically rely on parcel maps created by tax
authorities or other government agencies. Because these parcels maps frequently do not exist in
an advanced form in many developing countries, less stringent mapping characteristics are used.
To meet the key characteristics of the identification function, the map must enable the taxing
authority to account for all properties and identify them in a way that cannot be eradicated by the
taxpayer.
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5.45 Programs to upgrade the efficiency of tax mapping and property registration for local
governments have been underway since 1977. The Ministry of Interior has mandated that
municipalities nationwide conduct property registration in order to enhance tax collection and
expedite tax payments; in practice, operational guidelines regarding this program are still
unclear."8

5.46 Within the framework of the UNDP-Thai Regional Urban Development Programme,
implemented by the Local Government Affairs Division of the Ministry of Interior, two pilot
projects were conducted to apply Geographic Information Systems (GIS) to property taxes. One
project was carried out in Nakhom Ratchasima (Korat) and the other in Ban Bung municipality. It
was expected that the introduction of GIS technology would improve the tax mapping capabilities
of the pilot municipalities and thereby provide an adequate base for property valuation, taxation
and collection. The consultants working in Ban Bung found its maps to be obsolete and of very
poor quality.'9 It is too early to tell whether the implementation of GIS systems will increase
property tax revenues. To date, analyses of the pilot projects has revealed that the implementation
of the GIS was more costly than originally anticipated--in terms of systems, staff and
maintenance--the specific aspects of these costs are currently being analyzed. A greater challenge
to be overcome was the resistance of local officials to view the mapping exercise as a means to
improve their tax administration and generate more revenues. According to a DOLA official,
officials in these pilot municipalities are unaccustomed to using maps and are more comfortable
using traditional, ad hoc approaches.20

5.47 Property values are generally defined in one of two ways: (i) on the basis of the rent that
the property would be expected to yield (or annual rental value); or (ii) according to its expected
sales price (or capital value.) As noted earlier, Thailand relies on the rental value approach for the
land and buildings tax and the capital value approach for the local development tax. Non-value-
based property taxes are also common in other countries, which rely on area-based or other
measures.

5.48 Of greater concern than the base of value is how value is derived. Valuation is often the
most difficult and costly element of property tax administration. Many developed countries often
assign the task of valuing land and buildings to central government valuation agencies. This
model significantly reduces bargaining possibilities, increases the efficiency of valuation, and
assures that the same value is used for different property-related taxes. Regardless of whether
valuation is conducted centrally or locally, such systems should be objective (to reduce the
likelihood of dispute or collusion) and relatively easy to administer, especially with regard to
local skills and available information. Valuation is typically conducted either based on direct
market information or by mass appraisal (where market values are extrapolated based on a
formula and a sample of properties). Direct market information is often expensive to collect and
may be subject to bribery or other forms of corruption that limit its objectivity. This information
also applies only to those properties that are sold, which are a subset of the full market. Mass
appraisal is based on an analysis of a sample of recent property transactions (sales or rentals) or
construction data to identify the physical characteristics that determine a property's value. These
characteristics are then quantified in a formula (or often a table), which are then used along with

18 Department of Local Administration, Report on Efficiency Upgrading, Improvements in Tax Mapping
and Property Registration and Revenue Collection, 1998.
'9 George G. van der Meulen, "Fiscal Cadastre: A Necessary Step Towards Decentralization, the Case of
Ban Bung Municipality in Thailand," draft, p. 12.
20 Based on an interview with K. Anucha in DOLA.
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the physical characteristics of each property in the jurisdiction's tax base to calculate valuations
for individual properties. The valuation process should be dynamic and ongoing--changes in
property characteristics (e.g., new construction or annexation), as well as changes in ownership,
should be recorded regularly (although not necessarily annually)."

5.49 Once the valuation roll has been established, the nominal tax rate (and assessment ratio, if
applicable) are applied to individual property values to determine the property tax liability. This
liability (or property value) may be appealed by the property owner, and any difference must be
resolved before revenues are collected.

5.50 Property tax revenue collections largely depend on knowing who owes what, and having
the means and incentives to make those taxpayers pay. Collections also depend on the legal
framework--defining what is liable for taxation, what constitutes notification, and what penalties
may be imposed-and collection administration--managing the production of bills, monitoring
payments and pursuing delinquents. As noted previously, land and building tax delinquencies in
Thailand are particularly challenging to collect since these liabilities do not accumulate as a debt
against the land and are easily avoided by transferring ownership.

Opportunities for Reform

5.51 The salient aspects of the proposed reform are as follows:

* Introduce a single property tax for local government to replace the existing land and building
tax and local development tax

* Base the combined property tax on the capital value, assessed at "market rates"
* Property value would be declared by owners, with confirmation by the relevant local

government
* Expand the tax base by removing many exemptions such as those applied to owner occupied

housing, while exempting manufacturing equipment (which is currently taxed at a 12.5
percent rate under the land and buildings tax)

* Property tax rates would vary according to five local government classifications with some
(limited) local discretion for setting the property tax rate

* A threshold would be established to exempt low-income properties--it has not been
determined whether this exemption would apply to taxes due or the value of the property

5.52 Combining the two existing property taxes into a uniform property tax will greatly
enhance its ease of administration and should also enhance taxpayer compliance. A significant
advantage of moving to a capital value system is that it provides the same assessment basis for
owner-occupied, rented and non-residential property, thereby substantially improving horizontal
and vertical equity. The definition of the tax base in the draft legislation should be clarified and
based on the concept of "property" (i.e., land including all improvements and buildings on the
land). Section 14 of the draft legislation defines the tax base for land with buildings as: "the land
price valuation and price assessment of the building without depreciation cost;" a preferred
definition would rely on the capital value of property (as defined above) and would not separate
the value of land plus the value of building.

21 Even countries with highly efficient property tax systems, such as Denmark, do not attempt to value
every plot of land and building every year. The essential requirement is to have a periodic re-valuation
(preferably every 2-4 years), with automatic inflation adjustments in-between valuation years.
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5.53 Self declaration of property values has not worked well in other countries. It will need to
be matched with substantial improvements in property (and improvement/building) information
for it to succeed in Thailand, especially since there is so little experience in valuing
improvements. Even the private sector has limited experience in this area. The Central Valuation
Authority in the Department of Land could play a key role in professionally determining the
assessed value of property (including land and improvements and buildings).

5.54 Including owner-occupied buildings in this tax would not only enhance revenues, but also
enhance the administration and equity of the tax since all buildings--whether occupied by owners
or renters--would be subject to the same tax. DeVoy (1997) estimated that if all residential,
commercial and industrial properties were assessed at full market value and taxed at a I percent
property tax rate, with full compliance, the property tax could yield at least 10 times more
revenue to municipalities than the combined house and buildings tax and local development tax
currently yield.22 If the rate were only 0.5 percent and only 75 percent of potential collections
were collected, revenues from such property taxes would still increase at least 300 percent.
Potential concerns in Thailand are to change the mindset of local govemment and taxpayers away
from operating within a system riddled by tax loopholes to one with a broadly defined base and
more uniform compliance, and to avoid repeating the legacy of relying on tax loopholes.

5.55 Applying a system of multiple tax rates will greatly complicate tax administration,
without obvious benefits in terms of tax collections. A preferred approach would be to establish a
limit (perhaps by province) and to allow local governments discretion in setting the tax rate up to
the defined limit, based on their overall fiscal position--i.e., based on a costing of the services to
be provided locally and the availability of other resources to finance these services.

5.56 Allowing local discretion in setting property tax rates is an important tool to promote
local autonomy. A key justification for decentralization is to improve accountability--in order for
local officials to be held accountable, they must have some control over the revenues that they
collect. Allowing some discretion in setting property tax rates is a key step in promoting this
accountability.

5.57 Exempting a minimum threshold of property values is used in many countries to address
equity concerns of taxing low-income groups and also to enhance administrative effectiveness
(the costs of collecting revenues from low-value properties often exceed the revenues collected).
It is generally more cost effective to exempt a set property value (since taxpayers with properties
below the value do not file returns) than to exempt a share of the property tax (since there is an
administrative cost associated with calculating the exempt share for each taxpayer).

5.58 Reform efforts should not generally be overloaded with policy objectives; the
fundamental objective should be to raise revenue. Thailand's objective of promoting efficient
land use by doubling property tax rates on vacant land to discourage speculation may be better
achieved through land use planning and zoning than through the property tax system.

5.59 Property tax structures and valuation processes should be clearly separated (both to
enhance the efficiency of the overall system and to diminish potential corruption). Valuation
should be conducted on a standardized (and professional basis). The proposed valuation bill could

22 DeVoy, Final Summary Report, p. 44.
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define parameters (e.g., market value, tax base) more clearly. A clearly defined appeal function
must also be defined for the valuation function. Concurrent reforms in Thailand's Central
Valuation Agency (CVA) within the Department of Land would need to be undertaken to
strengthen the base of the new property tax.

5.60 Efforts to improve local revenues throughout Asia and around the world have
concentrated on improving property tax systems, especially with regard to improving tax
mapping, property valuation and improvements in collection systems. Key success factors are
included in Box 5.6.

Box 5.6. Key Success Factors
. Reforms should focus comprehensively on the property tax system including policy and administration

issues; a piecemeal approach may have offsetting or unintended side effects that reduce revenue
collections (Indonesia's property tax reform was successful in part because it was designed and
implemented as part of an overall tax reform)

* Simplicity is valued: reform efforts should not be overloaded with policy objectives; the fundamental
objective should be to raise revenue. Thailand's objective of promoting efficient land use may be better
achieved through land use planning and zoning than through the property tax system.

. Actual distributional effects depend as much on the administration (and enforcement) of the property
tax as its structural features. While Thailand can greatly improve the structure of its property tax
system, without corollary improvements in administration, the distributional impact is likely to be
limited.

* Quality of administration rather than structural elements of the tax--such as the specific tax rate--
determines success in revenue generation

* Administration must be dynamic: records should be updated and property values revised regularly
. Those who collect revenues should retain them; incentives for revenue collection are diminished if the

agent collecting the tax does not retain those revenues
* Exemptions should be minimized, both to maintain revenue yields and enhance administration
* Assessment, record keeping, collection and appeals functions should be separated to minimize

potential corruption, and modernized to generate maximum revenues
. The appeal system should not undermine the tax administration process
* Enforcement action must be credible and complete (taken and carried out against all defaulters); laws

should be changed to allow unpaid property taxes to give rise to a lien upon the property

5. INTERGOVERNMENTAL TRANSFERS

5.61 Over 70 percent of the intergovernmental transfers (or "subsidies") in Thailand are
allocated for specific investment projects. The Ministry of Interior allocates these grants in anad
hoc and politicized manner. The amounts allocated vary greatly from year-to-year, and actual
allocations are not known until well after the fiscal year begins. Hence the basic requirement of a
decentralized system having transparent and stable intergovernmental transfers is violated. Nor do
the grants reflect the broader intergovemmental framework and the vertical fiscal imbalance
between the central and local governments.

5.62 Recommendations have been made to the NDC to reform the intergovernmental transfer
system by reducing the reliance on specific project grants (due to the highly politicized means of
allocation) and increasing the reliance on general-purpose grants that are allocated according to a
transparent formula(e) that addresses vertical imbalance and equalization objectives. The
allocation formula for general grants would be based on a few selective indicators determined by
the Ministry of Interior and Bureau of the Budget. Currently, allocation criteria similar to the
existing criteria are being proposed, namely, population, number of students enrolled,
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development levels based on revenue collection, etc. These grants could also promote
accountability by being based on performance auditing. Matching grants would still be offered for
specific investments (though much smaller in overall magnitude), but a transparent and
predictable allocation formula would be used and the matching share would be increased to
promote better projects. Earlier proposals to the Cabinet suggested that the total pool of
intergovernmental transfers be determined as a defined percentage of central government
expenditures, with that percentage declining over time local governments mobilize greater own-
source revenues.

6. LOCAL BORROWING

5.63 While local govemments have the legal right to borrow, few do so because of limited
resources and experience, and cumbersome approval processes by the Ministry of Interior.
International experience has shown that macroeconomic fiscal imbalances can arise if local
government borrowing is not managed carefully. Historically, local government borrowing has
been relatively unimportant in Thailand, in that much local infrastructure was funded through
transfers from the central government or through local government savings?3 As decentralization
proceeds, local governments will need to assume greater responsibility for planning, financing
and managing their own infrastructure, and borrowing may become an increasingly important
source of financing this infrastructure.

5.64 Reforms underway include the development of the Regional Urban Development Fund
(RUDF) as a financial intermediary that channels credit to creditworthy local governments. The
RUDF is operated by the Government Savings Bank, and it provides long-term lending at market
interest rates to creditworthy local governments for viable, small-scale infrastructure projects. As
part of establishing the RUDF, considerable technical assistance was provided to strengthen local
government's capabilities in preparing and managing projects, financial reporting, and enhancing
local accountability. Establishing a framework for responsible borrowing would require future
reforms in: establishing aggregate limits on local indebtedness, local bankruptcy regulations and
other mechanisms for promoting responsible local borrowing.

7. LOCAL ACCOUNTABILITY

5.65 Local accountability must be enhanced if decentralization is to succeed. Local residents
and organizations--local government, business, labor and neighborhoods--best know and
understand local problems and their feedback--through civic fora and payment of local taxes and
charges-- is integral to assure high-quality, local decisions. Local governments must not only
incorporate this collective wisdom into their decision making, but must also help neighborhoods,
businesses, and labor participate more effectively in public affairs by increasing their access to
and understanding of public information (including local budgets and development plans.

5.66 At present, local officials are not fully aware of their responsibilities and functions,
especially in light of changes legislated in local administrative organization acts. The
Government will disseminate these revised acts to all local officials. Another prospect for
enhancing local accountability is to require the direct election of all local officials. The Governor
of BMA is currently the only directly elected local official (the Mayor of Pattaya City will

23 See World Bank Assessment Mission, 1997.
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eventually be directly elected.) Unless the local citizens have a direct voice in choosing their
leaders, local accountability will not be fully achieved and mismanagement and corruption may
arise.

5.67 Other critical reforms to promote better local accountability are strengthening local fiscal
and performance reporting, and enhancing local revenue mobilization. The substantial increases
in central-to-local subsidies anticipated as a means to increase local revenues may have the
offsetting effect of diminishing local accountability.

8. MONITORING THE STATUS OF DECENTRALIZATION AND LOCAL FISCAL
CONDITION

5.68 While it has only recently become possible-since the establishment of the NDC-to
monitor the status of decentralization reforms, the Government's overall decentralization policy
framework is not clearly understood. A high priority is to assure that the NDC is adequately
staffed and given sufficient resources to perform its duties. The central government must also
develop the capabilities of the NDC to monitor the status of decentralization--both in terms of its
potential macroeconomic impact and its achievement of decentralization objectives--and
disseminate information on local government finance on a regular basis. This information is
important in encouraging local accountability, for monitoring the status of decentralization
initiatives, and for introducing subsequent reforms in response to the dynamic nature of
intergovernmental fiscal relations.

5.69 In addition, local standards and benchmarks for monitoring and evaluating local
performance have only recently begun to be developed, e.g., indicators for infrastructure services,
health, education, land use planning. The development and implementation of these indicators
and norms will be critical for monitoring local performance, both during the initial phases of
decentralization and in subsequent periods.

THAILAND'S REFORM STRATEGY

5.70 To achieve the objectives outlined above, the Public Sector Reform Program includes a
series of activities to promote decentralization; these tasks are listed in Box 5.7.
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Box 5.7: Specific Tasks to be Undertaken During the PSRP

* Establish the National Decentralization Committee to monitor the status of decentralization reforms and assure
that it is fully staffed, with adequate resources and analytical capacity

* Determine options for devolving functions (e.g., transferring central government personnel) and estimate their
costs

* Pilot experiments in inter-local cooperation
* Analyze local government structure and recommend options for reducing fragmentation
* Provide training in local budgeting, financial management
* Pilot revenue collection improvements
* Grant more local discretion in setting rates for locally collected and retained revenues
* Implement new property tax law in phased manner
* Strengthen the Central Valuation Agency (CVA)
* Establish regulations for local borrowing, debt management, and municipal bankruptcy
* Revise grant formulae toward more general purpose grants
* Improve the targeting / equalization of grants
* Promote civic fora as a means to provide community input into budget and investment decisions
* Amend local laws to provide for direct election of local officials
* Develop benchmarks of local finance and publish reports on local fiscal condition
* Establish standards for local financial reporting and enhance local accounting and financial reporting
* Develop and implement local fiscal performance measures and disseminate the results
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ANNEX A

Annex Table Al Budget Balance, Inflation, and GDP growth.
Budget balance (percent of GDP)

Year GDP growth Inflation Actual Planned Unplanned

1980 5.9 19.7 -2.68 -4.18 1.50

1981 5.9 12.8 -2.73 -2.63 -0.10

1982 5.4 5.2 -4.77 -4.76 -0.01

1983 5.6 3.8 -3.55 -2.93 -0.62

1984 5.8 0.9 -3.80 -3.64 -0.16

1985 4.7 2.5 -4.50 -4.45 -0.05

1986 5.5 1.8 -4.15 -3.84 -0.31
1987 9.5 2.5 -2.05 -3.23 1.18
1988 13.3 3.8 0.63 -2.22 2.85

1989 12.3 5.4 2.41 -1.24 3.65
1990 11.1 5.9 4.04 -1.21 5.25
1991 8.6 5.7 4.29 0.00 4.29
1992 8.1 4.1 2.56 0.00 2.56
1993 8.4 3.4 1.05 -0.80 1.85

1994 8.9 5.1 1.44 -0.68 2.12

1995 8.8 5.8 2.20 0.00 2.20
1996 5.5 5.9 1.51 0.00 1.51
1997 -1.8 5.6 -1.18 0.00 -1.18

1998 -10 8.1 -1.41 -1.01 -0.40
Sources: Mokoro (1999) and IMF



Annex A 91

Annex Table A2. Overview of Central Government Expenditure

Million Baht FY93 FY94 FY95 FY96 FY97 FY98 FY99 FY00

Planned Expenditure
(1) Approved Budget proper 560,000 625,000 715,000 843,200 925,000 830,000 825,000 860,000

Actual Expenditure
(2) Budget proper 460,485 523,655 575,098 666,900 780,150 697,116
(3) Encumbrances 57,767 69,493 74,359 114,115 130,432 185,344
(4) Total Actual Expenditure 518,252 593,148 549,458 781,016 910,582 882,459
(5) annual % increase (nominal) 14.5% 9.5% 20% 16.6% 3.1%
(6) annual % increase (real) 9.4% 3.7% 13.6% 10.3% 9.8%

CPI inflation % (FY estimate) 3.5% 4.6% 5.6% 5.8% 5.7% 7.4%

Actual as percentage of Planned
(7)Encumbrancesas%oftotal 11.1% 11.7% 11.4% 14.6% 14.3% 21.0%

actual
(8) Budget proper Expenditures as %

of approved Budget proper 82.2% 83.8% 80.4% 79.1% 84.3% 84.0%
(9) Total Actual Expenditure as % of

approved Budget Proper 92.5% 94.9% 90.8% 92.6% 98.4% 106.3%
(10) Total Actual Expenditure as % 16.8% 16.9% 13.6% 17.4% 19.1% 18.5%

of GDP
Source: Fiscal Policy Office, Ministry of Finance, Thailand
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Annex Table A3. Central Government Revenue Collection
1996 1997 1998 1999

Unit: Million Baht Revenue % of GDP Revenue % of GDP Revenue % of GDP Revenue % of GDP

1. Tax Revenue 808,310 17.9 808,147 17.2 731,029 15.7 691,603 14.8
1.1 Direct Tax 284,067 6.3 283,349 6.0 227,741 4.9 225,763 4.8

- Personal Income Tax 108,785 2.4 115,005 2.4 122,945 2.6 106,070 2.3

- Corporate Income Tax 171,852 3.8 162,709 3.5 99,480 2.1 108,820 2.3
- Petroleum Income Tax 3,430 0.1 5,635 0.1 5,316 0.1 10,872 0.2

1.2 Indirect Tax 524,243 11.6 524,798 11.2 503,288 10.8 465,840 10.0
1.2.1 General Sales Tax 223,418 5.0 235,021 5.0 270,962 5.8 226,296 4.9

- Business Tax 572 0.0 266 0.0 342 0.0 186 0.0
- VAT 184,155 4.1 195,730 4.2 232,388 5.0 201,976 4.3
- Specific Business Tax 33,405 0.7 34,286 0.7 35,241 0.8 21,311 0.5
- Stamp Duty 5,286 0.1 4,738 0.1 2,992 0.1 2,824 0.1

1.2.2 Excises 167,041 3.7 180,026 3.8 155,425 3.3 163,734 3.5
- Tobacco 24,057 0.5 29,816 0.6 28,560 0.6 26,655 0.6
- Petroleum 58,005 1.3 63,983 1.4 65,373 1.4 66,584 1.4
- Spirits 21,549 0.5 22,763 0.5 20,257 0.4 22,800 0.5
- Beer 17,360 0.4 21,383 0.5 23,191 0.5 24,992 0.5

- Beverage 6,845 0.2 7,519 0.2 7,023 0.2 6,484 0.1
- Electrical Aappliance 1,729 0.0 1,765 0.0 1,003 0.0 904 0.0

- Motor Car 37,343 0.8 32,295 0.7 8,557 0.2 13,941 0.3
- Others 153 0.0 501 0.0 1,461 0.0 1,375 0.0

1.2.3 Customs Duties 128,219 2.8 102,712 2.2 67,125 1.4 67,031 1.4
- Import 128,212 2.8 102,704 2.2 67,109 1.4 66,994 1.4
- Export 7 0.0 8 0.0 17 0.0 36 0.0

1.2.4 Others 5,565 0.1 7,040 0.1 9,776 0.2 8,779 0.2
- Natural Resource 4,559 0.1 5,866 0.1 8,503 0.2 7,630 0.2

- Others 1,006 0.0 1,174 0.0 1,273 0.0 1,149 0.0
2. Non-Tax Revenue 87,435 1.9 100,995 2.1 84,651 1.8 101,458 2.2

2.1 State enterprises 49,106 1.1 68,000 1.4 49,295 1.1 56,364 1.2
2.2 Others 38,329 0.9 32,995 0.7 35,356 0.8 45,094 1.0

3. Total Revenues 895,745 19.9 909,142 19.3 815,680 17.5 793,061 17.0

Source: Ministry of Finance, Fiscal Policy Office.
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Annex Table A4. Macroeconomic Framework
1997 1998 1999 2000

Estimate Projection Projection
Real GDP growth (percent) -1.8 -10.0 3 to 4 4 to 5

Consumption -1.2 -12.0 5.5 6.3
Gross fixed investment -20.3 -38.1 3.0 6.0

CPI inflation (end period, percent) 7.7 4.3 0.5 2.5
CPI inflation (period average, percent) 5.6 8.1 0.5 1.6

Saving and investment (percent of GDP)
Gross domestic investment 33.2 21.4 22.0 23.3

Private, including stocks 21.7 11.7 12.5 13.8
Public 11.5 9.8 9.5 9.5

Gross national saving 31.1 34.1 31.0 29.5
Private, including stat. Discrepancy 20.1 27.0 25.7 24.1
Public 10.9 7.1 5.3 5.3

Foreign saving 2.0 -12.7 -9.0 -6.2

Fiscal accounts (percent of GDP) 1/
Central government balance -0.9 -2.4 -3.0 -3.0

Revenue and grants 18.6 16.2 15.1 15.3
Expenditure and net lending 19.5 18.7 18.1 18.3

Overall public sector balance 2/ -2.1 -3.3 -4.8 -5.2
Cost of financial sector assistance 3/ 0.6 2.5 1.7 1.8
Overall public sector balance, augmented for

the cost of financial sector assistance -2.7 -5.8 -6.6 -7.1

Monetary accounts (end period, percent)
M2A growth 2.0 6.1 3.3 7.0
Reserve money growth (10 day average) 0.5 3.3 1.6 6.7

Balance of payments (billions of US$)
Current account balance -3.1 14.3 11.2 7.9

(percent of GDP) -2.0 12.7 9.0 6.2
Exports, fo.b. 56.7 52.9 55.6 59.7

Growth rate (in dollar terms) 3.8 -6.8 5.1 7.4
Growth rate (volume terms) 9.3 8.1 8.3 5.8

Imports, c.i.f 61.3 40.6 46.4 54.3
Growth rate (in dollar terms) -13.4 -33.8 14.2 16.9
Growth rate (volume terms) -12.5 -29.3 21.4 14.3

Capital account balance 4/ -15.6 -16.8 -11.4 -6.5
Medium- and long-term 9.9 5.7 1.8 1.0
Short-term 4/ -25.5 -22.4 -13.2 -7.5

Of which: unwinding of swaps and forwards 5/ 9.8 11.4 3.6 1.0
Official financing 8.0 5.1 3.6 0.2
Overall balance -10.6 2.6 3.4 1.6
Gross official reserves (end year) 27.0 29.6 33.0 34.5

(Months of following year's imports) 8.0 7.6 7.3 6.8
(Percent ofshort-term extemal debt) 77 126 236 376

Forward position of BOT (end year) -18.0 -6.7 -3.0 -2.0
Cumulative unwinding of swaps and forwards 5/ 9.8 21.2 24.8 25.8

Extemal debt (percent of GDP) 62.0 76.5 59.6 53.0
(billions of US$) 6/ 93.4 86.3 76.1 67.9

Public sector 24.3 31.6 36.5 37.7
Private sector 69.1 54.7 39.6 30.2

Medium- and long-term 34.3 31.3 25.8 21.1
Short-term 34.8 23.4 13.9 9.0

Debt service ratio 7/ 13.8 20.7 20.4 18.0
Source: IMF
1/ On a cash and fiscal year basis, Data for 1999 and 2000 are provisional estimates.
2/ Includes extrabudgetary funds, local govemment and state enterprises.
3/ Imputed interest cost of servicing the total stock of financial sector assistance, including off-balance sheet liabilities.
4/ Includes outflows associated with the closing of swap and forward contracts by the Bank of Thailand, and errors and omissions.
5/ Since end-June 1997.
6/ Data from end-1997 have been revised to include loans to Thai corporations whose proceeds were not brought into Thailand.
7/ Percent of exports of goods and services.
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Annex Table A5. General Government Fiscal Operations
FY97 FY98 FY99 FYOO

Fiscal Year
Estimate Projection

Billions of baht
Total revenue and grants 18.6 16.2 15.1 15.3
Total revenue 18.5 16.1 15.1 15.3
Tax revenue 16.5 14.3 13.2 13.2
Taxes on income and profits 5.9 4.6 4.3 4.6
Taxes on consumption 7.5 7.6 6.8 6.5
Taxes on international trade 2.2 1.5 1.4 1.4
License fees and other taxes 0.9 0.7 0.7 0.7
Non tax revenue 2.0 18 19 2.1
Grants 0.1 0.1 0.0 0.0
Expenditure and net lending 19.5 18.7 18.2 18.3
Total expenditure 19.2 18.3 18.2 18.3
Current expenditure 11.3 11.5 12.4 13.1
Wages and salaries 5.6 6.0 6.4 6.4
Interest (excludes cost of fin. sector restructuring) 0.3 0.2 0.2 0.5
Other goods and services 4.1 3.9 3.9 4.2
Subsidies and current transfers 1.3 1.4 1.9 2.0
Capital expenditure 7.9 6.8 5.7 5.2
Net lending 0.3 0.4 0.0 0.0
1. Central Government balance -0.9 -2.4 -3.0 -3.0
2. Extra budgetary and local surplus/deficit(+/-) 2/ 0.1 0.6 0.1 0.0
3. Balance of non-financial public enterprises -1.3 -1.4 -2.0 -2.2
4. Public sector balance (1 + 2 + 3) -2.1 -3.3 -4.8 -5.2
Financing 2.1 3.3 4.8 5.2
Domestic 1.8 2.2 2.9 3.5
Banking system 2.7 5.1 1.3 3.5
Non-banks 3/ -0.9 -2.9 1.6 0.0
Foreign 0.3 1.1 2.0 1.7
5. Interest cost of financial sector restructuring 0.6 2.5 1.7 1.8
Fiscalized 0.0 0.0 0.7 0.7
Non fiscalized 0.6 2.5 1.0 1.I

Comprehensive public sector balance (4 - 5) -2.7 -5.8 -6.6 -7.1

Memorandum items:
Fiscal year GDP (in billions of Baht) 4700 4670 4687 4916
Foreign financed central government expenditure 4/ 0.6 0.3 1.3 1.4
Military spending 2.1 1.8 1.7 1.6
Social Safety Net Expenditure 10 1.3 2.1 2.2
O/w: Employment generation .. . 0.5 0.2
Social security and welfare 0.7 0.7 0.8 0.9
Housing and community services 0.3 0.6 0.8 0.8
Social Investment Program ... ... 0.1 0.2
Source: IMF
1/ All figures based on GFS definitions, unless otherwise noted, except that expenditure and net lending data exclude
financial sector restructuring costs.
2/ For FY98 and earlier the revenue and expenditure of the extra budgetary funds are consolidated in the above-the-line
data.
3/ Calculated as a residual.
4/ For FY99 and FY00 this is divided equally between goods and services and capital expenditure
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Annex Table A6. Revenue Structure in Southeast Asian Countries, 1992-1996 Average

Countr,v/Region Total Tax Other Total Income Taxes on Income, Social Security Total Domestic Taxes on Total International Trade Property
Country/Region Revenue Revenue Revenue TaxRevenue Profitsand Capital Contributions Domestic Goods and Services of Internationa Taxes of which: Taxes

Gains of which: Taxes which: I Trade
Taxes

Individual Corporal General Excises Import Export
e Sales or Duties Duties

Percent of GDP

Southeast Asia 23.4 17.0 6.3 6.5 2.9 3.4 0.2 4.4 2.4 1.9 2.5 2.4 0.2 0.5
Indonesia 17.6 15.4 2.1 5.1 0.8 4.3 0.4 4.8 4.0 0.8 0.8 0.8 0.0 0.2
Malaysia 27.0 20.5 6.5 9.3 2.5 6.8 0.3 4.4 2.2 2.3 3.5 2.7 0.8 0.1
Philippines 18.5 16.0 2.5 5.5 2.0 2.6 0.0 3.8 1.7 2.1 4.9 4.9 0.0 0.0
Singapore 35.3 16.7 18.6 7.3 7.3 0.0 0.0 1.7 0.9 0.8 0.4 0.4 0.0 1.6
Thailand 18.4 16.6 1.8 5.4 1.9 3.4 0.2 7.0 3.4 3.7 3.0 3.0 0.0 0.4
Selected Asian Countries b 20.3 15.6 4.7 5.1 2.3 2.6 0.3 5.0 2.8 2.2 2.7 2.6 0.1 0.5
Selected Industrial 33.2 30.5 2.7 10.6 7.8 2.3 10.6 7.8 4.9 2.9 0.2 0.2 0.0 0.6
Countries
Source: M. G. Asher (1999) - Estimated from the IMF, Government Finance Statistics Yearbook 1998

a Other Revenue is Total Revenue - Tax Revenue. Grants are of negligible importance in the five Southeast Asian countries in the table. Payroll taxes are
not included as they are not levied in these countries

b Category consists of an unweighted average of the data for the Southeast Asian countries in the Table and India, Bangladesh, Nepal and Korea.
c Category consists of an unweighted average of data for Australia, France, Germany, the Netherlands, Portugal, Spain, the UK and USA. Data for UK

and Spain was calculated using figures from 1991 to 1995.
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Annex Table A7. Revenue Structure in South East Asian Countries, FY97
Total Tax Taxes on Income, Profits, & Social Domestic Taxes on Goods International Trade Taxes Propert

Revenue Revenue Capital Gains Security, & Services y Taxes
Total Indivi- Corpo- Total General Excises Total Import Export

dual rate Sales or
FY97 VAT

Thailand 18.8% 16.8% 6.0% 2.4% 3.4% 0.3% 8.0% 3.7% 3.9% 2.3% 2.2% 0.0% 0.2%
Malaysia 23.7% 19.4% 8.6% 2.4% 6.1% 0.3% 6.2% 2.1% 2.3% 3.0% 2.6% 0.4% 0.2%
Indonesia 16.1% 14.7% 9.2% 4.9% 4.3% 0.5% 4.5% 3.6% 0.7% 0.4% 0.4% 0.0% 0.1%
Korea, Rep. 21.8% 18.6% 5.8% 3.5% 2.2% 2.0% 7.3% 4.6% 2.5% 1.4% 1.4% 0.0% 0.4%
Philippines 19.4% 17.0% 6.8% 3.4% 2.5% 0.0% 5.5% 2.0% 2.6% 3.9% 3.9% 0.0% 0.0%
Singapore 37.6% 15.9% 6.6% 0.0% 0.0% 0.0% 4.7% 1.5% 0.7% 0.3% 0.3% 0.0% 1.6%
OECD average 35.5% 32.1% 10.6% 6.8% 2.7% 9.6% 10.3% 6.3% 3.2% 0.2% 0.2% 0.0% 0.9%
Source. IMF, Government Finance Statistics.
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Annex Table A8. General Personal and Company Income Tax and VAT Rates
in South East Asia

(Applicable June 1999)

Rate Structure
Coudntry Personal Income Tax Company Income Tax Value Added Tax

Indonesia 10-15-30 % 10-15-30 % 10
(3 brackets) (3 brackets)

Malaysiaa 2-30 % 28 % na
(9 brackets)

Philippines 5-34 % 34 % 10
in 1999 toprate 33% in 1999 33%
in 2000 and further in 2000 and further
32% 32%

Singapore 2-28 % 26 % (but a 10% refund 3 %
(10 brackets) is available for 1999)

Thailand 5-37 % 30 % 10
(5 brackets)

Vietnam 10-60 % 10-50 % 5-10 (main rates)
(six brackets) (standard rate of 32%,
(foreigners residing in with numerous
Vietnam are taxed 10- exceptions and room
50%) for interpretation)

Special rates for
foreign investment
(standard rate of 25%)

Sources: M. G. Asher (1999) and various others

Notes:
Malaysia's 1999 Budget proposed that corporate and individual income tax for 1999 be waived. This is to bring tax
payments to a current year basis from the year 2000 onwards. Since before this change, there was a one year lag in the
payment of income tax (e.g. Income tax payable in 1999 is based on the income earned in 1998), this change will not
affect 1999 tax revenue flows materially. There will, hewever, be a considerable incentive to show higher profitability
and individual incomes in 1999, thus giving rise to tax planning opportunities, possibly also affecting the tax base of
neighboring countries such as Singapore.
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Annex Table A9. Collection of Government Revenues in Comparison with
Forecasts of Revenues and GDP

Million Govern-ment's Increase Forecast of Collected Revenues in GDP Increase Rate Proportion of Flexibility
Baht, Fiscal Collected Rate (/%,) Revenues Comparison wvith Forecasts Collected Value of

Year Revenues of Income Revenues to Collected
GDP Revenues to

GDP

Difference Share (%)
1988 250,180 26.6 199,500.0 50,679.5 25.4 1,560,000 20.1 16.0 1.3
1989 315,605 26.2 262,500.0 53,105.4 20.2 1,857,000 19.0 17.0 1.4
1990 404,939 28.3 310,000.0 94,939.1 30.6 2,191,000 18.0 18.5 1.6
1991 476,974 17.8 387,500.0 89,474.0 23.1 2,520,000 15.0 18.9 1.2
1992 525,367 10.1 460,400.0 64,967.4 14.1 2,833,000 12.2 18.5 0.8
1993 548,773 4.5 534,400.0 14,373.1 2.7 3,164,000 11.9 17.3 0.4
1994 647,210 17.9 600,000.0 47,210.1 7.9 3,635,000 13.8 17.8 1.3
1995 757,543 17.0 715,000.0 42,542.6 6.0 4,203,000 14.4 18.0 1.2
1996 846,665 11.8 843,200.0 3,464.6 0.4 4,599,000 13.7 18.4 0.9
1997 837,152 10.5 925,000.0 (87,847.8) (9.5) 4,804,000 14.3 17.4 0.7

Source: The Ministry of Finance, Fiscal Policy Office
Note: The revenues from and after the Fiscal Year 1993 are net revenues.



Annex A 99

Annex Table A10. Revenue Forecast

Billions of baht FY98 FY99 FY99 FYOO
previous current forecast

Source forecast forecast
Revenue Department 499.0 530.4 434.1 480.8
Personal income tax 122.9 125.5 99.9 105.0
Corporate income tax 99.5 77.1 101.6 135.0
Value added tax 232.4 277.6 195.9 201.0
Specific business tax 35.2 41.9 28.4 31.0
Business tax 0.3 0.1 0.1 0.1
Stamp duties 3.0 3.5 2.6 2.6
Petroleum income tax 5.3 4.5 5.3 5.8
Others 0.3 0.3 0.3 0.3
Excise Department 155.6 165.1 159.0 160.1
Tobacco 28.6 29.8 26.4 28.1
Petroleum 65.4 70.7 65.3 67.1
Spirits 20.3 20.6 20.6 10.5
Beer 23.2 24.3 26.8 32.0
Beverages 7.0 7.7 6.8 7.0
Electrical appliances 1.0 0.9 0.8 0.8
Cars 8.6 9.3 10.9 13.1
Motorcycles 0.5 0.6 0.5 0.5
Batteries 0.4 0.5 0.4 0.4
Others 0.6 0.6 0.6 0.6
Customs Department 69.3 80.5 65.3 73.9
Import duties 67.1 79.0 63.6 72.2
Export duties 0.0 0.0 0.0 0.0
Others 2.2 1.5 1.7 1.7
Other Departments 91.5 86.7 127.1 108.1
Other agencies 42.2 41.0 54.0 52.0
State owned enterprises 49.3 45.7 73.2 56.1
GROSS REVENUE 815.4 862.7 785.5 822.9
Less deductions:
VAT refunds 63.9 50.0 65.9 60.2
Income tax refunds 10.8 5.0 5.7 4.0
Contribution to provinces 1.7 1.7
Set aside for tax compensation 7.6 7.7 6.8 7.0

NET REVENUE 733.1 800.0 705.4 750.0

Source. Ministry of Finance, Thailand, budget figures
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Annex Table All. Sectoral Composition of Expenditures across Countries

East Asia Lower
Thailand Indonesia Korea Malaysia Singapore ad Pacf Middle

Income

Shares of Government Expenditure
Percent
Agriculture etc. 9.2 7.8 8.0 4.0 0.3 6.3 4.3
Mining, manufacturing, construction etc. 0.5 0.9 2.6 0.0 0.0 0.8 0.8
Transportation and Communication 15.9 5.6 10.4 8.5 6.9 9.9. 6.5
Recreation, Culture, Religion 1.4 2.0 0.9 0.0 0.1 1.1 1.4
Fuel and Energy 0.4 1.0 0.7 0.0 0.0 0.4 2.1
Education 21.6 7.6 20.5 19.6 18.8 15.0 11.6
Health 8.6 2.2 0.8 5.4 6.7 5.9 7.6
Social Security and Welfare 3.7 6.3 10.8 6.2 1.8 9.5 23.8
Public Order and Safety 5.6 2.3 6.1 4.6 5.1 3.5 5.5
Defense 11.6 5.7 16.7 9.6 28.9 15.7 8.0
Housing etc. 5.7 15.3 2.3 6.3 9.0 5.7 2.3
General Public Services 4.9 6.9 5.1 9.5 8.3 7.2 6.2
OtherEconomicAffairsandServices 4.3 1.2 2.0 6.1 10.0 3.8 4.0
Other Expenditures 6.5 35.1 13.4 20.2 4.2 15.3 15.8

Total Expenditure/GDP 18.9 15.8 18.8

Source: IMF, GFS, 1997, Fiscal Year, Consolidated accounts
Note: Since data availability is limited, East Asia and Pacific region is represented by 7 countries, and
the Lower Middle Income group is represented by 8 countries.
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Annex Table A12. Budget Appropriation by Sectors
FY 1992 FY 1993 FY 1994 FY 1995 FY 1996 FY 1997 FY 1998 FY 1999

A. Budget Proper
Economic development 19.7% 21.2% 20.5% 20.9% 22.2% 20.5% 20.1% 18.1%

Agriculture 9.9% 10.0% 9.4% 9.5% 9.1% 8.3% 7.5% 7.4%
Industry and mining 0.4% 0.3% 0.3% 0.3% 0.3% 0.3% 0.4% 0.4%
Transport and communication 6.7% 8.4% 8.4% 8.8% 10.2% 9.4% 9.7% 7.9%
Commerce and tourism 1.2% 1.1% 0.7% 0.7% 0.8% 0.7% 0.8% 0.8%
Science, technology, energy and 1.4% 1.3% 1.6% 1.5% 1.8% 1.8% 1.7% 1.5%
environment

Social development 33.0% 35.5% 38.9% 38.9% 41.9% 45.8% 45.5% 44.8%
Education 18.8% 19.6% 19.9% 19.3% 20.1% 22.1% 25.1% 25.3%
Public health 5.9% 6.5% 7.1% 7.3% 7.5% 7.6% 8.0% 7.6%
Social services 8.2% 9.4% 11.9% 12.3% 14.3% 16.0% 12.4% 12.0%

Maintenance of national security and 21.4% 20.4% 20.0% 18.4% 17.6% 16.8% 16.4% 15.9%
internal peace and order

Maintenance of national security 17.1% 15.9% 15.2% 13.9% 12.8% 12.2% 11.2% 10.5%
Maintenance of internal peace and order 4.3% 4.5% 4.8% 4.5% 4.8% 4.6% 5.3% 5.4%

General services 13.3% 11.8% 11.2% 15.6% 12.7% 11.8% 12.6% 12.1%

Debt services 12.7% 11.1% 9.4% 6.3% 5.7% 5.0% 5.4% 9.1%

Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

B. Approved Encumbrances
Economic development 33.0% 30.2% 32.4% 31.6% 33.7% 32.8% 0.0% #N/A

Agriculture 13.2% 12.3% 10.6% 10.7% 8.7% 9.1% 0.0% 4N/A
Industry and mining 0.4% 0.3% 0.4% 0.3% 0.4% 0.3% 0.0% #N/A
Transport and communication 14.9% 12.7% 15.8% 16.4% 19.5% 17.9% 0.0% #N/A
Commerce and tourism 0.6% 0.7% 0.7% 0.4% 0.5% 0.3% 0.0% #N/A
Science, technology, energy and 3.9% 4.2% 4.9% 3.7% 4.5% 5.1% 0.0% #N/A
environment

Social development 37.2% 41.2% 39.5% 41.6% 44.1% 47.5% 97.2% #N/A
Education 13.0% 12.1% 9.3% 11.3% 14.4% 15.7% 97.2% #N/A
Public health 7.0% 7.7% 7.5% 9.3% 10.1% 8.6% 0.0% #N/A
Social services 17.2% 21.5% 22.7% 21.1% 19.6% 23.3% 0.0% #N/A

Maintenance of national security and 24.1% 21.8% 22.2% 19.8% 16.3% 15.5% 2.6% #N/A
internal peace and order

Maintenance of national security 20.5% 18.6% 18.2% 16.2% 12.7% 12.2% 2.6% #N/A
Maintenance of internal peace and order 3.7% 3.2% 4.0% 3.6% 3.6% 3.2% 0.0% #N/A

General services 5.7% 6.8% 5.8% 6.6% 6.0% 4.2% 0.1% #N/A

Debt services 0.0% 0.0% 0.2% 0.4% 0.0% 0.1% 0.0% #N/A

Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% #N/A
Source: Mokoro (1999)
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Annex Table A13. Total Actual Expenditure by Sector

FY92 FY93 FY94 FY95 FY96 FY97 FY98

excluding encumbrances
Economic Development 16.6% 21.2% 19.4% 19.8% 20.9% 20.1% 21.5%
Agriculture 9.2% 9.8% 9.6% 9.3% 9.4% 8.2% 7.5%

Industry and Mining 0.4% 0.4% 0.3% 0.3% 0.3% 0.3% 0.4%

Transport and Communication 5.1% 8.7% 7.6% 8.2% 9.0% 9.4% 10.8%
Commerce and Tourism 1.4% 1.1% 0.7% 0.8% 0.8% 0.7% 0.7%
Science, Technology, Energy and 0.6% 1.2% 1.2% 1.2% 1.4% 1.5% 2.1%
Environment

Social Development 34.5% 35.6% 39.0% 39.7% 42.2% 45.6% 45.9%
Education 22.2% 21.0% 20.8% 20.3% 20.4% 22.4% 24.9%
Public Health 6.0% 6.5% 7.1% 7.2% 7.4% 7.8% 8.3%
Social Services 6.3% 8.2% 11.1% 12.3% 14.4% 15.4% 12.7%

Maintenance of national security
and internal peace and order 22.0% 20.6% 19.8% 18.9% 18.6% 16.9% 18.0%
Maintenance of national security 17.1% 15.9% 15.2% 14.3% 13.6% 12.1% 12.5%
Maintenance of internal peace and order 4.9% 4.8% 4.6% 4.5% 5.0% 4.7% 5.5%

General Services 12.6% 10.8% 12.0% 14.8% 12.2% 12.7% 10.5%

Debt Service 14.3% 11.9% 9.8% 6.8% 6.0% 4.7% 4.0%

Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Source: Mokoro (1999)
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Annex Table A14. Actual Expenditure, Current and Capital
FY93 FY94 FY95 FY96 FY97 FY98

Million baht
Budget Proper

Current 363,627 396,282 429,050 475,134 533,579 521,923
Capital 96,858 127,373 146,048 191,766 246,572 175,192
Total 460,485 523,655 575,098 666,900 780,150 697,116

Current % 79.0% 75.7% 74.6% 71.2% 68.4% 76.1%
Capital % 21.0% 24.3% 25.4% 28.8% 31.6% 23.9%
Total % 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Encumbrances
Current 16,418 17,035 17,204 25,149 19,544 35,260
Capital 41,348 52,458 57,155 88,967 110,888 150,084
Total 57,767 69,493 74,359 114,115 130,432 185,344

Current % 28.4% 24.5% 23.1% 22.0% 15.0% 15.0%
Capital % 71.6% 75.5% 76.9% 78.0% 85.0% 85.0%
Total % 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Total expenditure
Current 380,046 413,317 446,254 500,283 553,122 557,183
Capital 138,206 179,831 203,203 280,733 357,460 325,276
Total 518,252 593,148 649,458 781,016 910,582 882,459

Current % 73.3% 69.7% 68.7% 64.1% 60.7% 64.9%
Capital % 26.7% 30.3% 31.3% 35.9% 39.3% 35.1%
Total % 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Source: Mokoro (1999)
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Annex Table A15. Actual Expenditure by Object of Expenditures
FY93 FY94 FY95 FY96 FY97 FY98

A. Million baht
Salaries and Wages 161,846 165,619 182,388 219,233 237,671 292,547
Supplies and Services 50,939 59,827 60,442 74,390 108,712 90,492
Public Utilities 5,710 6,867 6,860 7,947 9,017 9,474
Equipment 15,161 67,297 24,878 32,111 47,045 39,525
Properties and Construction 90,159 69,247 135,581 183,126 247,888 243,240
Subsidies 32,980 42,703 45,406 78,272 126,720 89,415

Others 161,458 181,589 193,902 185,937 133,529 117,766
Total 518,252 593,148 649,458 781,016 910,582 882,459

B. Percentage shares
Salaries and Wages 31.2% 27.9% 28.1% 28.1% 26.1% 35.9%
Supplies and Services 9.8% 10.1% 9.3% 9.5% 11.9% 9.4%
Public Utilities 1.1% 1.2% 1.1% 1.0% 1.0% 1.0%
Equipment 2.9% 11.3% 3.8% 4.1% 5.2% 4.4%
Properties and Construction 17.4% 11.7% 20.9% 23.4% 27.2% 26.8%
Subsidies 6.4% 7.2% 7.0% 10.0% 13.9% 9.1%
Others 31.2% 30.6% 29.9% 23.8% 14.7% 13.4%

Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Total Current Expenditures 380,046 413,317 446,254 500,283 553,122 557,183
Salaries and Wagesas%oftotal 42.6% 40.1% 40.9% 43.8% 43.0% 52.5%
current expenditures
Source: Mokoro (1999)
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Annex Table A16. Aggregate Local Government Expenditure
Million baht 1992 1993 1994 1995 1996 1997

I.Central Expenditure 1,204.7 1,702.2 2,123.0 2,584.1 2,896.2 2,784.4
Principal Repayment 172.7 194.3 209.8 259.4 - 1,778.5
Commuted Expenditure 277.1 319.3 394.8 433.4 - 559.9
Temporary Specific Assistance 188.5 909.3 1,142.4 1,491.7 - 130.9
Reserve Funds 566.4 279.3 376.0 399.6 - 315.1

2. Division Expenditure 20,413.0 24,408.3 28,048.1 28,034.4 37,145.8 50,227.4
Salaries & Permanent Wages 4,373.7 5,345.5 5,670.2 6,452.1 7,419.9 8,939.4
Temporary Wages 1,049.2 1,434.7 1,525.6 1,912.3 2,815.9 3,184.2
Remuneration 4,688.7 5,818.0 7,136.8 7,255.2 8,927.2 11,083.9
Public Utilities 437.3 611.6 428.0 514.2 561.2 667.9
Subsidies 276.5 643.6 397.9 517.4 571.3 771.6
Materials, Land & Building 8,729.5 9,416.0 11,417.3 10,630.7 15,670.7 24,070.1
Others 858.1 1,138.9 1,472.3 752.5 1,179.6 1,510.3

3. Special Expenditure 12,497.6 14,550.4 18,364.5 21,624.1 12,464.2 13,669.7
General Grant - - - - 780.6 -

Specific Grant 4,481.2 5,758.5 7,121.4 9,117.8 10,245.5 10,828.7
Accumulated Funds 7,407.3 7,718.9 10,087.5 11,755.3 1,014.6 2,193.6
Loan 284.7 335.0 413.7 614.4 233.5 647.4
Others 324.4 738.0 741.9 136.6 190.0 -

Total 34,115.3 40,660.9 48,535.6 52,242.6 52,506.2 66,681.5
Source. Mokoro (1999)
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Annex Table A17. Aggregate Local Government Revenue
Million baht 1992 1993 1994 1995 1996 1997

1. Locally Levied Taxes 4,047.8 5,100.8 5,643.5 5,961.2 6,560.3 8,976.1
1.1 Building and land Tax 3,132.4 3,907.2 4,250.8 4,941.5 5,562.9 7,209.6
1.2 Land development Tax 631.9 578.0 708.2 294.9 253.8 868.7
1.3 Sign and board Tax 238.1 566.5 632.6 680.0 701.0 840.2
1.4 Slaughter Tax 45.4 49.1 51.9 44.9 42.6 57.6

2. Surcharges Taxes 15,237.5 18,613.3 21,975.3 23,082.9 25,463.0 31,541.4
2.1 Sales Tax 704.6 0.0 574.0 203.2 202.4 2,892.1
2.2 VAT 8,523.2 9,539.9 10,677.1 12,919.1 16,611.2 14,757.7
2.3 Liquor Tax 1,755.2 1,787.4 2,995.3 2,335.0 2,157.6 3,505.9
2.4 Excise Tax 4,254.5 7,286.1 7,728.9 7,625.6 6,491.8 10,385.7

3. Centrally collected Taxes 5,235.3 6,015.1 6,862.5 7,936.0 8,630.5 9,714.8
3.1 Automobile Tax 5,235.5 6,015.1 6,862.5 7,936.0 8,630.5 9,714.8

3.2 Others 0.0 0.0 0.0 0.0 0.0 0.0

4. Unpaid Tax 0.0 0.0 0.0 0.0 0.0 0.0
5.Others 110.1 124.5 0.0 131.1 119.6 326.2

Total Tax Revenues 24,630.7 29,853.6 34,481.4 37,111.2 40,773.5 50,558.5

6. License and fee 960.5 1,062.2 1,205.7 1,303.6 1,319.3 7,385.2
7. Received from Assets 2,256.0 2,614.8 2,787.9 3,236.0 3,750.9 4,559.7
8. Received from Public Utilities 109.6 110.8 122.4 149.8 174.9 190.9
9. Miscellaneous income 381.9 402.8 541.6 676.2 695.3 1,718.6

Total Non-tax Income 3,708.0 4,190.6 4,657.5 5,365.5 5,940.4 13,854.4

Total Permanent Revenues 28,338.8 34,044.2 39,138.8 42,476.7 46,713.9 64,412.9

10. Subsidies 7,161.5 9,934.6 13,884.3 14,729.0 18,233.0 21,102.8
11. Accumulated Funds 1,942.8 4,325.7 5,838.7 4,666.3 2,916.4 7,180.9
12. Loan 307.3 353.1 397.1 580.7 279.5 535.8
13. Others 4.4 63.8 279.3 0.0 0.0 0.0

Total Special Revenues 9,416.1 14,677.2 20,399.3 19,976.1 21,428.9 28,819.5

14. Specific Income 18.6 21.5 12.0 0.0 0.0 0.0

Grand Total 37,773.4 48,742.9 59,550.1 62,452.8 68,142.8 93,232.4

Actual Government Revenue 525,368.0 550,601.4 649,460.3 756,284.4 895,774.9 908,948.0

Local GovernmentRevenue 7.19% 8.85% 9.17% 8.26% 7.61% 10.26%
Central Government Revenue
Source: Mokoro (1999)
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Annex Table A18. Public Civilian Personnel as of FY95-FY98

Unit: No. of Budget-Approved Post

Type FY95 FY96 FY97 FY98

No. No. % change No. % change No. % change

Central and Provincial 1,464,557 1,500,240 2.4% 1,521,627 1.4% 1,529,759 0.5%
Administration
Officials 1,169,726 1,201,289 2.7% 1,222,685 1.8% 1,233,619 0.9%

Ordinary Civil Servants 380,123 388,999 2.3% 400,569 3.0% 409,395 2.2%
Teachers 530,487 534,323 0.7% 534,333 0.0% 535,242 0.2%

University Officials 48,554 49,606 2.2% 51,014 2.8% 52,151 2:2%

Legislative Body Officials 1,111 1,322 19.0% 1,362 3.0% 1,362 0.0%
Judges 1,901. 2,155 13.4% 2,285 6.0% 2,347 2.7%
Public Prosecutors 1,696 1,740 2.6% 1,740 0.0% 1,740 0.0%

Police Officers 205,854 223,144 8.4% 231,382 3.7% 231,382 0.0%

Permanent Employees 294,831 298,951 1.4% 298,942 0.0% 296,140 -0.9%

Local Administration 105,810 114,008 7.7% 135,934 19.2% 144,504 6.3%
Officials 66,427 68,067 2.5% 91,414 34.3% 95,925 4.9%
Bangkok Metropolitan 31,285 32,039 2.4% 32,609 1.8% 31,922 -2.1%
Administration Officials

Provincials 5,759 5,980 3.8% 5,980 0.0% 6,201 3.7%
Municipality Officials 26,012 26,545 2.0% 27,343 3.0% 31,841 16.5%
Sanitation District 3,371 3,503 3.9% 3,500 -0.1% 3,979 13.7%
Officials
Tambon Officials 0 0 na. 21,982 na. 21,982 0.0%
Permanent Employees 39,383 45,941 16.7% 44,520 -3.1% 48,579 9.1%

Total 1,570,367 1,614,248 2.8% 1,657,561 2.7% 1,674,263 1.0%

Public Enterprises 303,562 303,347 -0.1% 310,048 2.2% 257,333 -17.0%
Officials 291,935 296,921 1.7% 303,884 2.3% 246,165 -19.0%
Permanent Employees 11,627 6,426 -44.7% 6,164 -4.1% 11,168 81.2%
Grand Total 1,873,929 1,917,595 2.3% 1,967,609 2.6% 1,931,596 -1.8%
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Annex Table A19. Public Sector Debt
Central government State-owned enterprises BOT Total

Of which: Non- Non-
loan for

FIDF and guarante guarant
financial ed eed External External

Domestic restructu- External Domestic domestic External external debt debt % of
debt ring debt debt debt debt debt Total (US$) (baht) Total debt GDP

1979 90,166 .. 23,210 .. .. 32,181 121 32,302 ..

1980 109,781 .. 30,035 .. .. 49,879 1,235 51,114 ..

1981 127,455 .. 41,383 .. .. 72,880 2,757 75,637 ..

1982 160,372 .. 49,132 .. .. 89,604 57 89,661 ..

1983 185,815 .. 56,717 .. .. 101,430 91 101,522 ..

1984 219,143 .. 73,779 .. .. 128,059 119 128,178 .. .. 421,101 42.6%

1985 249,253 .. 101,883 .. .. 154,537 2,722 157,259 .. .. 508,395 48.1%

1986 301,235 .. 112,361 .. .. 160,729 .. 160,729 1,069 27,933 602,258 53.1%

1987 322,122 .. 129,606 .. .. 194,772 .. 194,772 973 24,393 670,893 51.6%

1988 304,878 .. 133,567 .. .. 184,792 .. 184,792 672 16,961 640,199 41.0%

1989 291,255 .. 127,168 .. .. 187,214 .. 187,214 275 7,065 612,701 33.0%

1990 278,346 .. 93,608 16,594 1,595 223,273 .. 241,462 1 25 613,441 28.1%

1991 230,109 .. 95,749 49,367 1,269 228,037 .. 278,674 0 0 604,531 24.1%

1992 202,694 .. 97,567 62,938 13,245 235,928 .. 312,111 0 0 612,372 21.6%

1993 161,071 .. 104,102 109,694 25,254 257,826 .. 392,773 0 0 657,946 20.8%

1994 103,200 .. 116,629 159,815 30,589 277,635 .. 468,039 0 0 687,868 18.9%

1995 72,696 .. 120,934 208,690 29,589 292,232 .. 530,511 0 0 724,141 17.3%

1996 44,254 .. 131,340 239,690 38,678 266,572 .. 544,940 0 0 720,534 15.7%

1997 31,755 .. 267,792 247,259 46,510 476,717 .. 770,487 7,157 338,168 1,408,202 29.2%

1998 426,928 400,000 247,104 255,696 44,910 443,825 .. 744,431 11,204 413,091 1,831,554 38.2%
99Q1 528,869 502,383 323,682 266,506 44,910 485,896 .. 797,312 11,286 423,789 2,073,653 39.6%
99Q2 580,652 537,251 319,255 265,598 42,689 492,286 .. 800,573 11,903 439,340 2,139,819 45.8
99Q3 598,728 537,553 359,635 284,360 42,689 558,650 .. 885,699 12,702 506,604 2,350,666 50.3

Source: MOF, BOT, NESDB, NSO, and author's calculations
Note: 1999 nominal GDP figure used in calculating percentage of debt to GDP in 1999 is based on 4.0 percent year-on-year growth
of real GDP in 1999.
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Annex Table A20. Local Government Tax Revenues by Type

FY97, millions of baht Munici-palities BMA Other Local Total % of Total
Governments*

Shared Taxes 9,220.9 16,288.5 15,441.2 40,950.6 81.8%

VAT 4,977.4 10,638.8 1,948.1 17,564.3 35.1%

Liquor 330.5 312.5 2,790.8 3,433.8 6.9%

Excise 953.1 971.4 7,989.1 9,913.6 19.8%

Gambling 0.1 133.4 48.5 182.0 0.4%

Motor Vehicle 2,959.8 4,232.4 2,664.7 9,856.9 19.7%

Locally Levied Taxes 2,052.4 4,840.8 1,798.6 8,691.8 17.4%

House and Building 1,621.1 4,346.4 1,040.4 7,007.9 14.0%

Land Development 133.9 119.9 534.4 788.2 1.6%

Signboard 273.5 373.3 191.0 837.8 1.7%

Slaughtering 23.9 1.2 32.8 57.9 0.1%

Surcharge Taxes 15.5 - 394.8 410.3 0.8%

Total Tax Revenue 11,288.8 21,129.3 17,634.6 50,052.7 100.0%

Source: Estimates for FY97 from the Department of Local Administration
Note: *Includes sanitary districts, provincial/changwad administrative organizations (CAOs), and
subdistrict/tambon administrative organizations (TAOs)
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Annex Table A21. International Comparisons of Property Tax Yields
Property
Taxes Per

Capita Property Taxes as a % of GDP

Country Year ($US) (a) Central State Local Total (a)

Australia 1996 538 0.0% 1.7% 1.1% 2.8%

Austria 1994 164 0.2% 0.0% 0.4% 0.6%

Belgium 1995 274 1.2% 0.0% n.a. 1.2%

Canada 1993 748 0.0% 0.7% 3.3% 4.0%

China 1995 1 0.0% 0.2% 0.0% 0.2%

Denmark 1995 591 0.7% 0.0% 1.0% 1.8%

France 1993 214 0.8% 0.0% 0.0% 0.8%

Germany 1991 171 0.0% 0.5% 0.3% 0.8%

Indonesia 1993 5 0.3% 0.2% 0.0% 0.5%

Malaysia 1997 25 0.2% 0.4% NA. 0.6%

New Zealand 1996 349 0.2% 0.0% 1.7% 1.9%

Norway 1995 315 0.3% 0.0% 0.8% 1.1%

Philippines 1992 3 0.0% 0.0% 0.3% 0.3%

Spain 1993 215 0.1% 0.8% 0.7% 1.6%

Switzerland 1995 826 0.5% 1.1% 0.7% 2.3%

Thailand 1996 14 0.3% 0.0% 0.1% 0.4%

United Kingdom 1995 446 2.3% 0.0% 0.0% 2.3%

United States 1995 851 0.2% 0.2% 2.6% 3.1%

(a) For all levels of government
Source: International Monetary Fund, Government Finance Statistics Yearbook, 1997.
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Annex Table A22. Regression Analyses of Revenues and GDP
1. Ln Land & Building Tax =f(LnGDP)

Regression Statistics

R Square 0.96555439 F Statistic 308.344

Adjusted R Square 0.96242297 Significance F 2.1481E-09

Standard Error 0.10768013

Observations 1 3

Coefficients Standard t Stat P-value Lower 95% Upper 95%
Error

Intercept -9.10935082 0.927906 -9.8171 8.888E-07 -11.15166 -7.06704

Ln GDP 1.15753391 0.06592 17.55973 2.148E-09 1.0124453 1.302623

2. Ln Local development taxes =f(LnGDP)

Regression Statistics

R Square 0.88572295 F Statistic 85.257296

Adjusted R Square 0.87533412 Significance F 1.6304E-06

Standard Error 0.08481094

Observations 13

Coefficients Standard t Stat P-value Lower 95% Upper 95%
Error

Intercept -0.55755113 0.730837 -0.76289 0.4615739 -2.1661127 1.05101

Ln GDP 0.47940001 0.05192 9.233488 1.63E-06 0.36512544 0.593675

3. La Gross Taxes = f(Ln GDP)

Regression Statistics

R Square 0.99777492 F Statistic 6277.9138

Adjusted R Square 0.99761599 Significance F 5.662E-20

Standard Error 0.03471937

Observations 16

Coefficients Standard t Stat P-value Lower 95% Upper 95%
Error

Intercept -4.90049779 0.217552 -22.5257 2.133E-12 -5.3671002 -4.4339

Ln GDP 1.2079555 0.015246 79.23329 5.662E-20 1.175257 1.240654

Source: Authors' calculations
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Annex Table A23. Structural Aspects of Property Taxes in Selected
Countries

Name of Tax Property Taxed Basis of Tax Nominal Rate Assessment Ratio

Australia (1) Varies by (I) Budget
(1) Local Rates local option (1) Varies t

(2) Land Tax (2) Land (2) Capital Value rates vary)

Canada Real Property Tax Land and Capital Value Budget Varies (by
Buildings province)

France (I) Land and (1) Rental Value
(1) Property Tax Buildings (2) Rental Value

(2) Land Tax (2) Land (Reduction for Budget (wlith None set by law

(3) Housing Tax (3) Land and Expenses)
Buildings (3) Rental Value

Indonesia Land & Building Land and Capital Value Between 20-
Tax Buildings Fixed (0.5%) 100%

Japan (1) Fixed Asset il Land and
Tax Buildings (I) Capital Value (I) Ceiling of

(2) City Planning (2) Land and (2) Capital Value (1), (2): Varies;
Tax Buildings (3) Area & (2) 0.3% Ceiling 36% average; to

(3) Business 3 Co 'l Salaries (3) 6000 yen per be raised to 70%
Office Tax (3) omm's meter2 in 1994

Office Space (4) Acquisition mtr
(4) Special (4) Land Cost (4) 1.4%; 3%
Landholding Tax

South Korea (I)

Comprehensive (I) Capital Value (1) Fixed (0.3%-
Land Holding (1) Land ( 5%) (1) 30%
Tax (2) Buildings (2) Reproduction (2) Fixed (0.3%- (2) 20%-30%

(2) Property Tax Cost 7%)
on Buildings

Thailand (I) Land and (1) None set by

Buildings Tax (1) Land and (1) Rental Value (1) 12.5% law
Buildings Tax Buildings (2) Fixed, 0.25- (2) Assessed

(2) Local (2) Land (0) P l .54% value frozen at

1981 levels

United (1) Non-Domestic (I) Land and

Rates Buildings (1) Rental Value (1) Fixed (I) Varies

(2) Council Tax (2) Land and (2) Capital Value (2) Fixed (1) Varies
Buildings

United States Local Property Land and Capital Value Budget (some
Tax Buildings state limits) Varies (by state)

Source. Joan M. Youngman and Jane H. Malme, An International Survey of Taxes on Land and Buildings
(Boston, MA: Kluwer Law and Taxation Publishers, 1994)
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Annex Table A24. Intergovernmental Aspects of Property Taxes in
Selected Countriesa

Enacts Gathers Gathers Appraises Admini- Receives
Legislation Data on Valuation (Values) sters and Sets Tax Tax

Ownership Data Property Collects Rate Proceeds
Tax

Australia (I) Rates: (1) Rates: (1) Rates: (1) Rates: (I) Rates: (1) Rates: (1) Rates:
R R R R R L L
(2) Land (2) Land: (2) Land: (2) Land: (2) Land: (2) Land: (2) Land:
Tax: R R R R L R R

Canada R Ror L RorL RorL RorL R or L L (also R in
(depends 4
on provinces)
province)

France C C C and L C C C andL RandL
Indonesia C C andL C C C andL, C C, Rand L

Banks
Japan C L L C andL L C C, Rand L
South Korea C L C L Rand L C RandL
Thailand C C L L L C L
United C R or L R or L R or L L C L
Kingdom (Business

Rates)
L (Council
Tax)

United States R R and L R and L R and L R and L R and L R and L
Note: a"C, indicates central (or national) government; "R" indicates regional (state, provincial or cantonal)
government; "L" indicates local (county, municipality and district) governments
Source: Joan M. Youngman and Jane H. Malme, An International Survey of Taxes on Land and Buildings
(Boston, MA: Kluwer Law and Taxation Publishers, 1994)
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