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THE POLICY MAKING PROCESS OF TAX REFORM IN LATIN AMERICA
Mauricio Cérdenas, Eduardo Lora and Valerie Mercer-Blackman'

1. INTRODUCTION

The main objective of this paper is to analyze the policy making process of tax reform in a selection of
Latin American countries. This has been an important area of reform since the mid 1980s, mainly because
countries have tried to offset the revenue losses from trade liberalization in a context of reduced tolerance
toward monetary funding of fiscal deficits. In line with international trends, governments have also tried
to improve the productivity -the ratio between the effective and the potential tax collection- and the

neutrality — lower rates charged uniformly for all economic activitics or agents - of the tax systems.

The average Latin American country enacted 2.5 significant tax reforms between 1990 and 2002.
The VAT was the top item in the reform agenda, although congresses were also quite active in reforming
the corporate income tax, and to a slightly lesser degree, individual income taxes. The intensity and
frequency of reform —two unrelated dimensions- show a high degree of path dependence (countries most
predisposed to reforms in the 1990s were also the greatest reformers in the late 1970s and 1980s),
suggesting that the propensity for reform is related to longer-term institutional factors. However, the most
significant reforms took place during the first half of the 1990s. Since then, many reforms have failed in
the attempts to broaden the tax bases and eliminate the special exemptions and treatment that certain
sectors enjoy. For example, after significant increases in VAT rates during the early 1990s, recent
changes have been marginal, as legisiative branches typically have resisted executive attempts to improve
the efficiency of the tax, by broadening its base or raising the rates. Similarly, the reduction in
(maximum) corporate and personal income tax rates has decelerated (and even reversed in several

countries) since the mid 1990s,

Higher collections from direct taxes and VAT managed to turn around the decline in revenues
from tariffs and taxes on foreign trade. Although the reform efforts achicved some success in raising
higher revenues (especially until 1997), the main consequence has been a change in the composition by
increasing the reliance on VAT while reducing other forms of taxation. The reforms were also relatively

successful in achieving their goal of improving the efficiency of the tax systems. Although the greatest

' We would like to thank Arturo Harker and Carlos Andrés Gémez-Pefia for outstanding research assistance. Comments from scminar
participants at the IDB and Fedesarrollo are gratefully acknowiedged.
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progress was niade in terms of the productivity of the VAT, average productivity of corporate taxes and
individual income tax also exhibit a positive trend. The neutrality of the tax systems tended to improve
considerably between the mid-1980s and the early 1990s, with few significant changes thereafter.
However, there is a very significant amount of variation across countries and time in terms of the
outcomes of tax reform. Countries differ widely in terms of the frequency of reform, the intensity of the
reform, as well as the results in terms of tax revenues, productivity and neutrality. For example, Argentina
had a very significant amount of tax legislative activity between 1990 and 2002 -enacting important
reforms in seven years during that period-. However, tax revenues did not change, and there was a
reduction in neutrality. In contrast, Brazil did not have an important reform in the same perioﬁ, but its tax

revenues rose importantly (with a smail improveniem in neutrality).

Exploiting that variation across countries, this paper tries to underscore the fundamental
determinants of tax reform and its outcomes. For that purpose, we usc the policymaking process
methodology, developed in Spiller, Stein and Tommasi (2003), Scartascini and Olivera (2003), and
Spiller and Tommasi (2003). The basic idea of this approach is that political institutions affect policy
outcomes through their impact on the process by which policies are designed, approved and implemented.
Rather‘ than mapping political institutions into policy outcomes directly, the methodology focuses on the
relationship between political institutions and certain common features or qualities of policies, termed as

outer features, which are systematically present in those policies.

In the specific case of tax reform and policy, the outer features refer to issues such as whether
policies are stable and predictable. Stable policies are those that remain in place beyond the tenure of
political officehiolders. In the case of a tax reform, the tax code would become simpler, free of temporary
clauses, temporary taxes. or amnesties. Frequeiit changes and legislation reversing earlier reforms would
be avoided. Flexibility, versus rigidity of policies, is another feature associated with the ability of
policymakers to respond to changes in the underlying economic or social environment. In the case of tax
reform, the flexibility or adaptability of tax polj.cies might be related to whether tax reform is more or less
responsive to changes in the economic environment or in the information available. For example, if
earmarked taxes are being added, they would clearly increase the rigidity of the tax system. Stalemﬁtc in
the legislative process, as a result of the interaction of veto players may also make the tax reform process
rigid. Tax policies can aiso be coherent and coordinated (related to the degree of consistency among the
actions taken by the several agents involved in the same arena of policymaking). The results of their
actions would avoid, for example, a tax reform filled with complications and inconsistericies which would

make the policy difficult to maintain. The policymaking process can. generate incentives for increasing



efficiency in delivery (quality of the policies themselves, and quality of the policymakers and those in
charge of implementation), which is an example of an investment-related quality. This is the case, for
example, when the tax administration has been endowed with the resources and capacities to effectively
implement the tax policies. Finally, policies can generate broad (as opposed to concentrated) benefits. In
that case, policies are publicly regarded (resembling public goods), as opposed to being privately
regarded. For example, tax policies are more publicly regarded when tax reforms lead to more horizontal
and vertical equity. Using the PMP methodology is natural for tax policy analysis because defining an
ideal tax regime is theoretically difﬁCult,rso the analysis should focus less on the content of the policies

(there is no universally valid optimal tax reform), and more on the abovementioned features.

The paper proceeds as follows. In Section 2 we provide a detailed account of the main trends of
the tax reform process during the 1990s, discussing the key changes in tariffs, corporate and personal
income taxation, VAT, excise taxes, and administrative reforms. We also measure the outcomes of the
reforms in terms of tax collections, productivity and neutrality of specific taxes, while briefly reviewing
the studies on the distributional impact of taxation in the region. In Section 3 we explore in more detail
the specific reform. experience of nine Latin American countries (Argentina, Brazil, Chile, Colombia,
Costa Rica, Guatemala, Mexico, Paraguay and Venezuela). We cursorily review the political institutions,
key players and main features of fiscal policies in this group of countries. In Section 4 we establish a
connection between the outcomes of policies as discussed in Section 2, with the characteristics of the
policymaking process identified in Section 3. This is done through a panel of countries that allows the

econometric testing of some of the main hypothesis. Section 5 concludes.

2. TRENDS AND QUTCOMES OF TAX REFORMS
2.1 The Objectives of the Reforms

The major thrust of tax reforms since the late 1980s has been to increase tax revenues without incurring
high costs to government.” Tax reforms in carlier decades were also geared toward boosﬁngrtax revenues,
but lower priority was accorded to the constraints on tax administration, while other goals, such as
progressivity, got greater attention (Goode, 1993). The imperative to raise revenues since the late 1980s
was a function of two major conditions: On the one hand, periodic bouts of high inflation in several

? Useful surveys of recent tax reform irends and ouicomes in Latin America are Shome (1999), Stotsky and WoldeMariam (2002) and Tanzi
(2003).



countries made it advisable to restore fiscal balance and avoid monetary funding of fiscal deficits (and,
for this purpose, several countries invested their central banks with autonomy from the government
administrations). On the other hand, import tariffs (and, in some cases, export taxes) ceased to be an
important source of fiscal revenues as policies were adopted by all the countries to liberalize international
trade. More generally, the strategy to integrate internationally limited the opportunities to tax cross-border
movements of physical assets, financial resources, and proceeds from all mobile forms of capital,
including human capital. Given that tax policy was largely driven by price stabilization and international
liberalization, it is hardly surprising that the objectives of tax policy have become more modest.

Of course, raising more revenue (on a tax base limited by globalization) has not been the only
goal driving tax reforms. Consistent with international trends in the tax area (Harberger, 1990; Goode,
1993), reforms proposed by governments in Latin America since the late 1980s have been geared toward
improving tax neutrality and horizontal equity by reducing the difference in wreatment of different sectors
or revenue sources, and by reducing tax incentives and exemptions. Measures aimed at opening
economies to international trade and trends in globalization have reinforced the need for tax structures
that will not distort investment and production decisions. Neutrality is a less complicated objective when
fiscal conditions are more favorable {(when growth is robust or when, for example, there is a surplus of
exceptionally high revenues from sales of natural resources). However, in practice, this objective has
frequently been abandoned during the legislative process or the implementation of reforms, as' we shall

see below.

In general, the goal of neutrality is consistent with the objective of facilitating tax administration
(and therefore reducing the unit costs of collections). Nevertheless, the opposite is seldom the case. In
fact, several reforms, promoted by tax managers to facilitate collections, have frequently run into conflict
with the goal of neutrality. The most significant recent instance is the taxing of banking transactions
(which constitutes a cascading tax that affects disproportionately those activities that are the least
vertically integrated and those with low value added per transaction). The same holds for more traditional
selective excise taxes on certain consumer goods, such as tobacco; alcoholic beverages, and fuels (taxes
which may be justifiable because they help to offset adverse externalities). Over the past two decades,
some administrative practices frequently resoried to in the interest of strearlining tax administration have
actually undermined neutrality and horizontal equity. Examples include tax withholdings, simplified tax
systems for microenterprises, taxes on assets, and other taxes based on imputed income. In fact, it has
been suggested that these mechanisms have been so abused that they have impaired the main objective of

increasing the level of collections (Shome 1999),



A number of authors have-called particular attention to what would seem to be an abandonment
of redistributive goals as demonstrated by tax policies in Latin America (Agosin, et al. 2004; Lledo, et al.
2004). This trend is widespread in the developing world and among the “best practices” prescribed by
intérnational tax consultants (Goode 1993).. Erstwhile optimism- for a clear capacity of tax systems to-
achieve income distribution seemed justified by the postwar experience of European countries. But this
view faded as recognition grew that tax administrations in developing countries had a limited capacity to
handle steeply progressive tax schemes in politically adverse environments, where elites can undermine
the application of this redistributive mechanism in practice. It is noteworthy that the highest income
concentrations ate found in the developing countries where tax burdens are the lightest (Agosin and
Machado 2004). In past decades, this correlation would have been used to promote more progressive tax
systems; at this time, however, it is more likely to be interpreted as evidence of the administrative and
political problems that tax poﬁcies face in societies where incomes and wealth are highly skewed.

Even so, as contended below, the progressivity of a tax structure (that is, tax incidence by to
income level) should not be confused with its redistributive capacity, since the latter depends not onoly on
incidence but the magnitude of public spending that may be financed by tax revenues. Even though the
goal of progressivity ceased to hold sway, tax reforms in the: 1990s managed 10 increase the redistributive
capacity of the tax structures. In fact, public social spending asa proportion of GDP rose on average from
9.8% in 1990-91 to 13.5% in 2000-2001 (CEPAL, 2004). Chile and Calombia, in the early 1990s, and El
Salvador and Guatemala, in the late 1990s, are examples of countries in which governments sponsored
non-progressive tax reforms (based, as they were, on increases in value added taxes) for the explicit

purpose of funding increases in social spending.

In the following sections of this chapter, we describe the major characteristics of Latin American
tax reforms since the late 1980s; we assess the principal results in such areas as collections, neutrality,
progressivity, and redistributive capacity; and we provide an overview of reform. efforts and their major

achievements and failures.
2.2 Principal Characteristics of Tax Reforms

Common traits and goals of tax reforms passed by Latin American legislatures in the late 1980s, include
tax base expansion, rate increases in the value added tax (VAT), drops in income tax rates, and



streamlined tax structures. These trends in reforms were particularly notable until the mid-1990s.

Thereafter, changes brought wide, if not erratic, swings in tax rates and changes to the tax base.
Tariffs

This article is concerned mostly with those tax reforms that require legislative action, as opposed to tariff
reforms, which in most countries are the purview of the executive branch. However, since tariff cuts
conditioned other aspects of tax policy, a brief summary of the changes in this area may be useful.
Between the mid-1980s and the early 1990s, all the countries in Latin America launched programs to
open their economies to foreign trade. As a consequence, tariff rates fell from an average 48.9%, prior to
the reforms, to 10.7% by 1999, and dispersion was significantly reduced (Figure 1). By the late 1990s,
only two countries (of the 24 for which data are available) maintained average tariff rates above 15%
(Figure 2). These tariff declines were greater for industrial products than agricultural ones, which many
countries still protect with higher or varying tariffs depending on price conditions. Nevertheless, high
agricultural tariffs do not constitute a significant tax revenue source; they essentially fulfill a protectionist
purpose. Tariff receipts have also reflected the proliferation of trade agreements that remove, either in
whole or in part, tariffs on goods from specific countries. 'fhe public revenues forfeited under these
agreements may equal several points of GDP”.

Taxes on business profits and capital gains

Corporate taxes have been an important target of the reforms since the mid-1980s. The most widespread
and dramatic change has been the drop in tax rates on business profits, which typicatly fell from 42.0% in
1985 to 31.7% in 1990, and finally settled at 30.0%" (Table 1). To avoid discouraging foreign investment,
these rates tended to be set below the maximum rate in force in the United States (39.6% since the 1986
reform and 35.0% at present}. As a result, rates tended to even out among the countries and stabilize over
time. Between 1988 and 1995, tax rates for businessés changed 1.6 times, on average by country,
however in the following seven years the average change per country was 0.4 times, and these changes
were far smaller. In other wards, during the 1990s the margin of action available for tampering with

business tax rates narrowed considerably. As might be expected, changes proliférated in other areas.

? To be precise, the reduction in tariff revenues between 1990 and 2001 was close to 1.0% of GDP.
* To avoid skewing due to extreme cbservations, these figures refer to the medians of the 19 countrics under consideration.



In effect, the emphasis seen on sector neutrality, which had been the hallmark of the first wave of
business tax reforms until the early-1990s, tended to diminish thereafter. For éxample, in Central America
it was common to waive duties on foreign capital in free trade zones where maquila assembly plants were
established, and in sectors such as tourism, mining, and fishing. (This constitutes in practice a transfer of
receipts to the countries of origin, since tax payments in other countries are deducted from those due in
the country of origin; Agosin et al. 2004). Exe@ﬁons from income taxes in prirhary sector industries are
quite extensive throughout Latin America (see Table 2).

Corporate profits have been usually taxed in most Latin American countries. like any other
income. However, in Bolivia, Paxﬁguay, Peru, and the Central American countries, with the exception of
Honduras, corporate profits are taxed at lower rates, if at'all. In several cases (Bolivia, Costa Rica, El
Salvador, Guatemala and Peru), the reforms that began in the mid-1980s afforded or reinforced favorable
treatment of corporate profits; only in Nicaragua did the reformn move in the opposite direction (Stotsky
and WoldeMariam 2002).

To facilitate the management of business taxes, several countries long ago systems of “imputed
income” on the basis of asset holdings, thus caiculating minimum income tax payments as-a percentage of
asset holdings. Another common tool used to expedite collections is to withhold a fraction of some
business income in lieu of future tax obligations. Never{hele;.ss, the effectiveness of these mechanisms
tended to decline in the ‘199(s as asset taxes were often modified and, in some countries, abolished: and
withholding rates were generally reduced on corporate profits payments and foreign remittances of
dividends, interest and royalties (Shome 1999; Stotsky and WoldeMariam 2002; Agosin et al. 2004).

Individual income taxes

The most significant reform concerning individual income tax was the reduction in the maximum rates.
This trend was similar, albeit more pronounced, than in the case of business taxes, with the ceiling on
individual income tax being fowered from a median rate of 50.0% in 1985 to 33.7% in 1990, and 25.0%
in 2001 (rising in 2002 to 27.0%). Even though lower rates has meant less dispersion of tax rates among
countries, disparities in individual income tax rates are greater than in business tax rates (Table 3).
Changes' in the maximum rates have become less frequent, declining from an average of 1.8 changes per
country between 1988 and 1995 to (.7 changes per country between 1995 and 2002.



Despite the appreciable drop in the maximum tax rate on individual income, the tax structures
mainiain important progressive aspects; exemptions are set for minimum levels of individual incomes,
and different rates ére charged according to the level of taxable income. The individual income tax
exemption rose from an average of 60% of per capita. income in the mid-1980s to 180% by the early
1990s, and to 230% in 2001 (Table 4). Moreaver, the income levels to be taxed at maximuin rates were
lowered. On average, in the mid-1980s, the maximum rate was only charged when taxpayers declared
incomes 121 times greater than the per capita income. These thresholds were decreased in the edrly 1990s
to an avérage of 75 times per capita income, and in the late 1990s to 20 times per capita income. In
theory, these changes tended to make personal income taxes more progressive as a whole. (However,
progressivity within the lower and the higher income groups, when considered apart, was reduced). The
increase in the personal exemption tended to shrink the universe of taxpayers, thereby streamlining

collections and perhaps barely sacrificing any revenue.

Several attempts at reform sought, with scant success, to reduce :herexemptious, discounts, and
special reatment granted to speciﬁc sorts of individual income, which together seriously hamstring the
effectiveness of individual income taxes. Personal income taxes continue to be poorly integrated in many
countries, because they rely on withholding mechanisms that differentiate between sources of income,
and grant exemptions to different types of income, especially to financial returns and corporate profits
(Agosin et al. 2004). |

Consumer Taxes: VAT and excise taxes

The replacement of cascading sales taxes by value added taxes was the most significant tax reform in
Latin America in the 1980s and early 1990s. In 1995, VAT systems were in place in 21 countries in the
region. In theory, the VAT is charged throughout each stage of the production and distribution of goods,
but taxes paid on investment or export poods are discounted or returned’. Consequently, the VAT
functions as a tax on final consumption. However, in practice, the effectiveness of a VAT is undercut by
the presence of informality and the difficulty to incorporate into the system small businesses and
individuals supplying specialized services. Exemptions and differential tax rates on different products
further reduce the effectiveness of the tax.

* The obligation comes from the difference hetween the taxes charged for sales (tax debt) and thiose forcgone on sales {tax credit). This structure
encourages firms to take pains to ensure that suppliers from whom they purchase intermeddiate goods have paid the taxes that they should.



Until the late 1980s, the VAT-related reforms consisted either of introducing the system or
strengthening it, and were less concerned with rate changes. The typical basic VAT rate was 10% until
the late 1980s, but several reforms made in the early 1990s raised the basic rate to 15%.- These rate
changes were made ever less frequently, dropping from 1.5 times per country between 1988 and 1995, to
0.6 times in the following seven-year period. Thereafter, the most frequent changes were only at the
margins, as legislative branches typically resisted executive attempts to improve the effictency of the tax,

by broadening its base or raising the rates of what is generally considered to be a regressive tax.

As opposed to the VAT, excise taxes and 6ther minor taxes have tended to fade as sources of tax
revenue. Through the early 1990s, interest in simplifying the system led to the actual elimination of
hundreds of small taxes in many countries. In general, the only excise taxes preserved were those that
raised the most significant revenues and were more easily justified by the nature of the goods being
targeted (e.g., tobacco, alcoholic beverages, fuels). In contrast with other types.of taxes, the difference in
excise tax rates among countries has not narrowed, not even in countries whose economies are relatively
well integrated, such as the Central American countries (Agosin et al. 2004). Though the excise taxes
offer the opportunity for low-cost collections, they raise the opposition of the producers, which are

usually a small group-of well-organized and very vocal firms.
Administrative reforms

The goal of streamlining tax systems in order to facilitate tax administration was complemented over the
past 20 years by a thorough modernization of the tax administrations. This was a break from the past,
when atiempts were being made to transplant tax systems wholesale from industrialized countries without
bothering to adjust administrative practices or capacities. By 1990, the majority of tax administrations in
the region had reorganized into a function-based structure (customer service, records, collections,
auditing, and legal proceedings), instead of the previous organization by tax types. In the 1950s,
administrative reforms involved for the most part functional rationalization, the creation of special
laxpayer Or custormer service units, tracking of large taxpayers, the general implementation of
standardized tax retention systems, and the introduction of simplified systems for small producers and
firms (whereby a single combined payment is charged for income taxes, VAT, and excise taxes) (IDB
1996; Shome 1999). Not all these changes required legislative action, notwithstanding their importance in
the effectiveness of the tax system. This is why it has been said that in developing countries, “tax
administration is tax policy” (Bird and Casanegra 1992, as cited by Shome 1999).
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2.3 Principal Outcomes of Tax Reforms

Bearing in mind that the priority of tax reforms in the late 1980s and 1990s was to boost tax revenues, a
certain measure of success was achieved in reversing the direction of tax_ revenues, which had been
declining since the mid-1980s. The reforms were also relatively successful in achieving their goal of
improving the efficiency of the tax systems. The greatest progress was made between the mid-1980s and
the early 1990s. Although the progressivity of the system was clearly reduced by the increased
importance of the VAT, the redistributive capacity of taxes was improved by the increase in revenues.

Tax collections

Between 1985 and 1990, tax revenues tended to decline, in response to sluggish economic growth, the
opening to international trade, and high inflation in some countries. Average tax revenues declined from
15.6% in 1985 to 12.9% in this period (and the median rate fell from 14.8% to 11.3%; see Figure 3). A
recovery in income taxes, which soon began and continued until 1997, almost entirely eliminated theses
declines, as the average tax burden rose to 15.2% (and the median to 14.8%). Nevertheless, this progress
was largely undone in the ensuing years, under the effect of slow growth in the region. Tax revenues in
2002 averaged 14.4% of GDP (with a median rate of 12.8%).These indicators suggest that the behavior of
tax revenues is influenced by the economic cycle. However, even when one controls for the apparent

impact of the economic cycle, these trends are still present, as can be seen in the same figure.®

Consequently, the objective of increasing tax revenues was accomplished but not sustained. Thus,
governments managed to reverse the trend toward declining revenues seen in the late 1980s, but some of
the gains achieved have eroded in recent years. When the 2000-2002 period is compared to the 1985-1989
period (both timeframes being periods of slow growth in the region);, one finds that revenues (as a
percentage of GDP) fell in 9 out of 19 countries. However, the trend was not uniform among all the
countries. Bolivia, Brazil and the Dominican Republic managed to raise the tax burden by three points of
GDP (Table 6). The differences among countries remain when calculations control for the impact of the
economic cycle. Nevertheless, in the cases of Trinidad and Tobago and Venezucla, the behavior of tax

coliections also reflects oil price fluctuations.

% The-estimated elasticity of tax revenues/GDP to the business cycle {measured by applying the conventional Hodrick-Prescott filter to the Jog-of
GDPY) ifs a panel regression with country-fixed effects from 1985 to 2002 is 0.88.
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In light of the other factors influencing tax revenues, assessing the impact of reforms on the tax
burden is no small matter. As indicated, the steps taken to open economies to international trade reduced
the levels of tariff receipts, and the greater mobility of capital and other taxable bases narrowed the ability
to tax firms and individuval capital income. On the other hand, the greater price stability achieved by many
countries reduced the debilitating effect of inflation on tax receipts in real terms, known as the “Tanzi
effect.”” Given the mix of factors, it makes sense to analyze not only the evolution of the total tax burden,
but of the main taxes affected by the reforms. The revenues from direct taxes, which averaged 2.6% of
GDP from 1985 to 1989, remained virtually the same in the following five-year period; nevertheless, it
T0SE t0 3.0% of GDP in the period from 1995 to 1999 and to 3.4% between the years 2000 and 2002
(Table 3). Even though these levels are low compared to interpational standards, they do represent
significant progress within the region." As for the VAT, collections rose from an average of 3.0% of GDP
in the late 198(s, to 3.8% in the following five-year period, to 5.0% in the late 1990s, and to-5.3% in the
years 2000 to 2002. In this area, the tax yield is superior to global standards.” Higher collections from
direct taxes and VAT managed to turn around the decline in revenues from tariffs and taxes on foreign

trade.
Neutrality

An interest in simplifying the tax structures and having tax systems that would avoid distorting
production and investment decisions was the second goal behind the reforms. By definition, any tax
exhibits greater neutrality when it. charges lower proportional rates and is charged uniformly for all
economic activities or agents. As we have seen, whereas VAT rates tended-lo increase, maximum rates on
corporate profits and personal income taxes declined.'® Figure 4 summarizes these trends for the region as

a whole.

To get an approximate measure of the uniformity with which taxes are charged, one may tum to
the concept of productivity, understood as the ratio between the effective and the potential tax collection,
given the basic or maximum rate. Thus, the productivity of the VAT is usually calculated as the ratio
between the revenue raised by this tax as a proportion of GDP and the basic rate. In this way, if the entire
final output of the economy were effectively taxed at the basic rate, then productivity would be 1.

7 This refers to toss.in the real vahe of tax revenues between the time at which the cbligation is assumed and the time when it i paid off.
“Ancm'ding to IDB (1998, Ch. ), the direct tax burden should be 8% of GDP, in accordarce with global standards, for the income levels in Latin
American countries.

* The tax burden frem sales taxes, according to-global standards, is 4% del GDP. (Ibid.)

" ¥ makes sense to take the maximmm income fax rate, instead of the average rates, because the maximum rate has & greater influence on.
production, investment, and work decisicns.
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However, the calculations presented below are not made on the basis of the entire GDP; rather, they are
based on internal demand, because, as noted above, the VAT in the region is designed as a tax on
consumption.'’ On average, the productivity of the VAT rose from 0.25 between 1985 and 1988 to levels
of about 0.34 as of 1992 (Figure 5). In general, the most significant increases in productivity took place
through the early 1990s, in the years when the tax was being consolidated. Several countries made some
marginal improvements thereafter, but only Argentina, the Dominican Republic, and Ecuador regisiered

significant improvements in productivity in recent years.

Average productivity of corporate taxes and individual income tax exhibited a similar trend.
Beginning with productivity levels averaging 0.1 (or a median of 0.06} in the mid-1980s, improvements
were seen by the mid-1990s (average of 0.15, median of 0.12), which have held rather steady ever since
(Figure 6). Brazil, the Dominican Republic, Nicaragua, and Uruguay were the only countries that
managed o raise income tax productivity in a significant way, beginning in the mid-1990s; whereas
Trinidad and Tobago and Venezuela both experienced backsliding, due, at least in part, to the price trends

in fossil fuels.

In order to summarize the neutrality of VAT and taxes on personal income and corporate profits
in a single measure, we resort to the method used by Lora (2001), which employs an index combining the
basic {or maximum) rates of the major taxes with their corresponding figures for productivity. Higher
index values indicate lower tax rates (using a scale from 0 to 1 for each tax, wherein 0 corresponds to the
highest tax and 1 to the lowest for the set of observations per year and country), and higher productivity
rates (in this case, 0 corresponds to the lowest level of productivity, 1 to the highest). The results of this
combined index show that the neutrality of the tax systems tended to improve considerably between the
mid-1980s and the early 1960s, with few significant changes thereafter (Figure 7). Table 8 presents the
values from the combined index of tax neutrality by country for the periods 1985-1989, 1990: 1994, 1995-
99 and 2000-2002. These valucs show that these trends were quite common in the majority of the
countries. Nevertheless, whereas all countries were moving toward systems that were less distorting (and,

thus, more similar to one another) significant differences remain among countries.

Progressivity and redistributive capacity

"' Thus, stricily speaking, productivity should be caleulated in terms of private consumption. Nevertheless, we have opted to use intemal demand
due fo weaknesses with the data available on consumption.



13

The tax reforms of the past 20 years have been subject to frequent criticism over their regressive nature;
specifically, over the greater share of overall tax revenues that VAT collections represent and the
reduction in the rate ceilings for the taxes on corporate profits and individual income. The way this
concept is usually understood, a tax is considered regressive when the lower income groups pay a larger
proportion of their income or expenses than do the higher income groups. The implication is that the pre-
tax concentration of individual spending or income (as measured by the Gini coefficient) is greater than
the concentration of taxes according to income levels (using a quasi-Gini tax coefficient). This indicator is
known as the Kakwani measure of progressivity or regressivity. As Table 9 suggests, on this account
income taxes are strongly progressive: the median Kakwani measure for the seven studics considered is
0.15. It is not clear what the effect was from the reforms on the progressivity of this tax. The reduction in
rates should have reduced progressivity, but this effect should also have been offset by the combined
effects of having greater amounts subject to tax (which exclude a larger swathe of low-income persons)
and the extension of the maximum tax rate to lower income levels (thereby raising the overall burden

among the groups of highest earners).

Meanwhile, the same measure for the VAT suggest;s that, on average, this tax is highly regressive
(-0.089). However, contrary to popular belief, in some cases such as Colombia (in 1994 beginning with
the second income decile) and Guatemala, the VAT is a progressive tax. Furthermore, as the authors of
these studies usually note, the calculations tend to accentuate regressivity, especially when the
coefficients for concentration are calculated in terms of income and not spending,'” and because only

rarely are adjustments made to account for tax evasion.

The Kakwani measure does not take into account how much tax is collected. Alternatively, the
Reynolds-Smolensky measure can be used, which does depend on the revenue collected, and which
simply compares the Gini coefficient before and after paying the tax. Obviously, both measures yield the
same sign for a given tax. By this measure, none of the 14 taxes considered produce any significant
change in the level of income concentration, implying that the redistribution of income caused directly by

the taxes alone is of minute importance.

However, the Kakwani and Reynolds-Smolensky measures of progressivity do not account for
the redistributive potential of the taxes through the use of its revenucs. This is a drawback, because it fails

to recognize that a neutral tax (neither regressive nor progressive) that yields considerable revenue may

1* For cxample, the measure is skewed when the lowest-income deciles include persons who have temporarily suffered a drop i income, but who
maintain their spending apace with the permanent level of income.
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hold greater redistributive opportunity that another extremely progressive tax (such as an income tax) that
produces a scant revenue. In order to appreciate ‘this redistributive potential, a third measure, inspired by
Engel, Galetovic, and Raddatz (1997) is included in the table. The measure compares the Gini prior to the
tax with a post-tax Gini that assumes that the proceeds of the tax are distributed to all income groups in
equal amounts.’® As can be observed in Table 4, this measure indicates that the redistributive potential of
the VAT is significantly greater than that of individual income taxes, which of course is due entirely to
the VAT raising higher revenues.

This analysis is not as hypothetical as it may appear. Contrary to widespread belief, social
spending grew by an average 3.7 % of GDP in all countries of the region during the 1990s, as mentioned.
Considering the constraints on income tax collections and other means of raising public revenues, the
increase in social spending would not have been possible had the declines in tax collections from the late
1980s not been offset by higher VAT revenues.

2.4 Reform Activity: Intensity, Achievements and Failures

The main objective of this paper is assess the policy making process of tax reform in a selection of Latin
American countries. Since most of that process takes place in the legislatures, it may be helpful to offer a
simple measure that summarizes the extent of activity of the congresses in tax matters in recent decades.
Taking the index that Mahon (2004} developed for the years 1977 to 1995, we have assigned quantitative
values for each major congressional action beginning in 1990: a) the reorganization of the entire tax
system (assigned a value of (.2); b) establishment of a value-added tax (also 0.2); c) significant expansion
of the tax base for the VAT (0.1); d} the increase in the basic rate of the VAT (0.1); e) elimination of
minor taxes (0.1); £} significant expansion of the tax base for taxes on corporate profits (0.1); g) increases.
in the rate ceiling for this tax (0.1); h) significant expansion of the base for individual income taxes (0.1);
1) increases in the rate ceiling for this tax; j) modemnization of the tax administration; and k) intreduction
of the tax on banking operations, the tax on gross assets, or a simplified tax structure for small taxpayers
(0.1). The assigned values {in parentheses) are intended to reflect the relative weight of each reform. Even
though Mahon does not make available this level of detail for his original indexes, a comparison of

overlapping years yields similar results for both scales.

" Clearly, to the extent that public spending is allocated in a mere redistributive fashion, the effect on the final Gini will be preater, but it makes
more sense fo assign this redistributive effect to the spending decisions instead of the tax structure. Incidentally, one notes that a ‘neutral” tax on
100% of income, which redistributes “flatly” thronghont the entire population, would entirely eliminate-any concentratiom of income,
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In general, the reforims between 1990 and 2002, as compated to the previous 13 years, were quite
similar in the degree of intensity, albeit more frequent: whereas reforms were enacted on average in 4.2 of
the 13 years in each country in the latter period, between 1977 and 1989, reforms were on average passed
in only 2.5 years in each country. Interestingly, one finds that the countries most predisposed to reforms
(in terms of both intcnsity and frequency) were generally the same in one period as in the other,
suggesting that the propensity for reform rests on longer-term factors. Looking at the list of 11 possible
reforms (a-k) in the preceding paragraph, countries averaged 7.7 of 11 possible reform items. However, in
some instances reforms were rescinded in whole or in part (after 1990), so the net number of reform items
enacted was an average of 5.6 per country. Reviewing the bréakdown of reform items offered in Table 10,
we find that the VAT was the one item most frequently subject to reform. We find that congresses of
countries in Latin America were also quite active in reforming the corporate income tax, and to a slightly

lesser degree, individual income taxes.

From the results of reforms summarized in the previous section, we see that reform efforts were
relatively successful in raising higher revenues and increasing the prodictivity and neutrality of these
taxes. However, success fluctnated widely among the coun&ies. As we have seen, attempts to increase
revenues from indirect taxes were far more effective than in the case of direct taxes, to the detriment of
tax progressivity, although without prejudice to redistributive capacity throughout the entire system.
Where reforms have most seriously been frustrated has been in the attempts to broaden the tax bases and

eliminate the special exemptions and treatment that certain sectors enjoy.

Furthermore, few countries demonstrated significant linkage between the results of reforms, on
the one hand, and the magnitude of congressional effort, on the other (Table 11). In fact, the correlation
between the index for reform activity and the increase in tax revenues between 1990 and 2002 is virtually
null (-0.04}, while the correlation between the frequency of tax reforms (the number of years with tax
reforms) and the increase in tax receipts -is actually negative (-0.20). What is even more discouraging is
the negative correlation between the intensity of the reforms and the index of tax neutrality (-0.11), and
the negative correlation between the frequency of reforms and the index of tax neutrality (-0.40).

Thetefore, one tinds that notwithstanding progress in revenue raising and tax administration, the
greatest success did not occur in the countries with the greatest propensity for reform. On the contrary, the
most reformist countries appear to have sacrificed neutrality in the process of enacting reforms. The
rernaining sections of this study attempt to understand these results by looking at how public policy
decision-making affects the results of reform efforts.
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3. THE POLICYMAKING PROCESS OF TAX REFORMS

Perhaps like no other area of public policies, tax policies are the outcome of complex intertemporal
exchanges among political actors that participate in the policy making process. Typiéally, a tax reform
involvés short term political costs but potential long term gains if adequately designed. For example, the
design, approval and implementation of a tax reform would depend on the interaction of the president, the
finance minister, the tax bureaucraéy, political parties, legislators, interest groups, multilateral
institutions, academics, civil society, and the media, among others. Diséntangling their incentives and
payoffs from cooperation is helpful in order to understand the occurrence and quality of tax reforms.
When their interests are not aligned, tax reforms are harder to enact, or when enacted have lower chances

of success.

The general idea of the framework is that the ability to reach cooperative outcomes among the
key politicat players affects the outer features of public policies. Political institutions —together with some
particular aspects of the policies- determine whether cooperative intertemporal transactions are possible
or not. Whén these transactions are feasible, public policies are more effective, more sustainable, and
more adaptable. In contrast, when intertemporal political agreements are harder to strike and enforce,
policies are cither too unstable (in the sense of being subject to political swings) or too rigid (in the sense
that players inefficiently tie their hands, rather than leaving some policy discretion). In the latter case,
policies wouId not respond to changes in the socioeconomic conditions of the country. As in oliggpoly
games, the fewer the political actors, the higher the frequency of interaction betwéen them, and lower
immediate benefits from deviating are two key factors that facilitate cooperation. The observability of
their actions and the existence of enforcement mechanisms are other important ¢lements that heed to be
considered. Although mapping these abstract va.riablés identifted in the theory of repeated oligopoly
games into aspects of the actual policymaking game is not trivial, a short tenure of key political actors
(legislators, party leaders, ministers, etc.) is an indication of high discount rates, which makes cooperation
less likely. The existence of an independent judiciarjr is. an indication of the availability of credible
enforcement technologies that play an important role in determining whether or not the political

transactions environment is likely to lead to cooperation.

Before dlscussmg in detail the political institutions, as wel] as the outer features of tax pohc;es it
is important to understand who the key players in this arena are. Although there is some variation from
couniry to country, especially between unitary and federal governments, in a well functioning democracy
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it is expected that political parties, legisiators, the President and cabinet, the media, experts within the
govemnment and the civil society groups play a key role in setting the agenda. The generation and
selection of alternatives should be the area of greatest influence for qualified bureaucracy and the staff of
legislators, as well as experts from within and outside the government. However, the decision making
would involve primarily the president (with hisfher cabinet) and legislators (with the support of their
staff). In the implementation stage the key role is played by the government’s specialized bureaucracies,
while the evaluation and control should primarily be in the hands of the bureaucracies, judiciary and -
control- entities, and experts outside the government. Based on work by Kingdon (1995), Lindblom
{(1991), Pressman and Wildavsky (1998) and Cortazar (2005), Table 12 provides a theoretical
‘benchmark’ of the role of each player in the tax policy area. The relevance of each player is ranked from

1 (negligible role) to 3 (maximum influence).

As mentioned in the introduction, the PMP methodology, focuses on the relationship between
political institutions (which determine the role and incentives of key players) and certain common outer
Jfeatures, which are systematically present in tax policies. As already discussed, these features refer to
aspects such as the stability, adaptability, coberence, investment-like properties, and public regardedness
of tax policies. However, these are still broad concepts that need to be made more analytically tractable.
For the purpose of this paper, we associate stability with few tax policy reversals, few changes in the
basic structure, and slow-moving and preannounced changes in taxation when necessary. Adaptability is
greatest when there are few constitutional mandates on issues related to taxes, taxes are not earmarked,
and the executive has some discretion to respond to changes in economic circumstances (e.g. a temporary
reduction in the terms of trade allows the government to lower taxes in the export sectors). Tax policies
are more coherent when the resulting tax structures are simpler and there is no tax competition between
different levels of government. Investment-like properties are related essentially to a strong, independent,
credible, and well-financed tax administration. These properties are reflected in Jow evasion and a
positive attitude towards paying taxes. Finally, public regardedness refers also to simplicity, lack of

loopholes and exemptions, ensuing horizontal and vertical equity.
Country analyses

We now tum into the analysis of the PMPs in the case of tax polices for a group of Latin American
countries. The group of representative countries is: Argentina, Brazil, Chile, Colombia, Costa Rica,
Guatemala, Mexico, Paraguay and Venezuela. The benefits of looking more in depth into these nine

countries is that we are able to establish some patterns and construct some indices, which will add
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richness to the following analysis. In each country case, we start by describing the actors that play a
decisive roie in shaping tax policy. We are interested in underscoring whether they are stable players -in
the sense of having long tenures- or whether they change abruptly. Also, it is important to know who they
represent and what their interests are. The role of interest groups, their capacity to organize and influence
policy is another relevant aspect. Finally, in many countries tax policies are influenced by multilateral
organizations, such as the IMF, the World Bank, and the IDB. In fact, much of the condiﬁoﬁa]jty of IMF
programs and multilateral lending hinges on fiscal issues. Therefore, we expect the IMF to be most
influential in countries that have a program, where conditionality on fiscal reform is often central. Table
13 shows the frequency of IMF programs in the decades before and after 1990. Most countries have had
more programs in the latter decade. In particular, this has been the case of Argentina, Brazil, and
Colombia. The IMF favors the adoption and widening of the VAT, so we expect to see that countries
under IMF programs introduce more reforms in this area. After describing the key players, we discuss the
main characteristics the tax structure and the reform process since 1990. The purpose is to identify tax

policies’ outer features.
3.1 Argentina
Key players and the PMPs

According to Spiller and Tommasi (2003, 2005), Argentina is the prototypical example of a country
where the political institutions are not conducive to effective political compromise and cooperation. The
presidential regime makes the president the key player in the PMP. Legislators are elected in closed and
blocked party lists under a system of proportional representation. The lists are controlled by governors
and provincial party clites, making legislators relatively weak politicat actors. It ié in the interest of these
elites to rotate legislators. Contrary to first appearances, Congress does not have an important role in the
PMP. The Supreme Court is not an enforcer of intertemporal agreements. According to laryczower et al.
(2002), the Court has tended to be too aligned with the Executive. In addition to having substantial
constitutional powers, governors generally control legislators. In relation to tax policy, governors favor
the central collection of tax revenues in order to finance spending in the province. The purpose is to
transfer the political cost of taxation to the executive {and congress), while retaining the political dividend
of additional expenditures. The bureaucracy is dominated by a small group of political appointees that
rotate very frequently, and are unabie to coordinate various areas of policy. Lack of professionalization,
motivation, and oversight makes the bureaucracy a very ineffective enforcer of political agreements.

Table 14 shows the influence of key players in Argentina.
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The tax burden in Argentina {including national and provincial taxes and social- security
contributions) has fluctuated around 21 to 22 percent of GDP between 1993 and 2001. In 2002 national
taxes (consumption, income and international trade taxes) and contributions for social security
represented 15.8 percent of GDP while: provincial taxes (turnover tax, real state tax, automobile tax,
stamp and other taxes) represented just 3,2 percent of GDP. The 2001 economic crisis caused a reduction
In tax revenues to 19 percent of GDP, resulting in the creation of new revenue sources (tax' on financial
transactions and tax on exports) and the rise of the tax evasion level. Corporate income tax represented
approximately two thirds of total income taxes. The tax on financial transactions and the. tax on exports
represented altogether around 10 percent of total government revenues and 20 percent of total tax

revenucs.

According to Lora and Panizza (2002}, the effectiveness and fair-handedness of the tax system
was undermined by several policies implemented before and after the crisis. On one hand, tax amnesties
were reintroduced in 2000 despite the fact that these were supposed to have been eliminated with the
. establishment in 1997 of the permanent system of “spontaneous filing”. Even more, the moratorium in
2000 reduced revenues by $600 million in forgone payments. With the objective of increasing
competitiveness and promoting investment, the tax on commercial borrowers’ interest payments was
reduced in stages the same year. Also, credits were launched for payment of VATs and several other taxes
and the time available in which to use deductions for minimum business tax. In 2001 competitiveness
plans for specific economic sectors introduced tax benefits (such as exemptions from employer charges
and other taxes in recognition of VAT payments) and the use of tax credits to pay off debts to the central

government.

Tax reforms have been a key component of the reform process since 1990. The executive initiates
policies, but it requires the approval of most provincial govemnors, so that they instruct legislators to
support. the initiative. Their support is exchanged for political and fiscal favors, such as an increase in
transfers from the central government to the provinces. The end result is a convoluted systemn of fiscal
federalism. Although in- theory subnational taxation should be important, in practice taxation is fairly
centralized, generating a large vertical fiscal imbalance, which is covered through the negotiations
between governors and the national executive. Those negotiations are characterized by the lack of
cooperation and the incapacity to sustain in-tertemporai agrecments. This results in large fiscal deficits and
public indebtedness, bailouts of provincial finances, as weil as the use of distortive taxes. The executive

has the power to renege previous agreements, reducing the incentive of povernors to reach agreements. In
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turn, governors are not interested in the provision of national public goods and minimize subregional
taxation, which reinforces their political power. Third-party or other enforcement mechanisms have been

missing, because of limited independence of the judiciaty'and lack of power of the bureaucracy.
Outer Features of the PMP in Argentina

Stability: Although in general economic policy in Argentina is considered highly volatile, tax policy
seems to be fairly stable. As mentioned, due 1o the nature of the electoral system, provincial politics is an.
important building block of national politics (Jones et al., 1998 and 2000). As an attempt to reduce the
opportunistic incentives created by the fiscal vertical imbalance between the central government and the
provinces, political actors have tended to reduce the capacity to adjust fiscal policy. Spiller et al (2003)
explain that “these features have led to a rigid and convoluted federal tax collection and tax distribution,
which has been christened the “Argentine Fiscal Labyrinth”.

Adaptability: As described above, tax policy has been relatively rigid.

Coordination/Coherence: Tax policy has been bounded by the lack of coordination between the oenuaj-
and provincial authorities. The huge transfers from the central government give little incentives to the
provinces to increase their own revenué, which is low (3,5% of GDP). Argentina’s tax system has
generated a great imbalance because provincial authorities obtain the political benefit of several fiscal
expenditures (health, education, water supply and others) without incurring in the political cost of

collecting taxes in their own jurisdiction.

Investment-related qhalitieslmpaciﬁes: Regional governors, who are very influential in the legislature,
have the distorted incentive to oppose tax reform while demanding more expenditures. They have little
accountability in their fiscal situation. Tax administration has faced some evasion problems regarding
income taxes. Some of the reasons have been the weakness and erratic policy of tax control, the lack of
Iegal instruments available to the tax administration, and a long culture of tax evasion because of the

frequent use of amnesties and whitewashing laws.

Public regardedness: Argentina’s tax system still embraces many exemptions and special treatments
targeted to specific sectors that show a poor public regardedness of the tax policies. In addition to the
remaim'né incentives and privileges on the VAT, exemptions are still extensive, including: private

education, medical and funeral service rendered by unions, entertainments and shows, sport shows, taxi
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services, location of houses and apartments, newspapers and magazines, books, medicines for human use,
bread, milk and water. Furthermore, a large list of capital income and capital gains are exempted:
dividends, interest from bank accounts, all capital gains for individuals, income from financial
transactions for individuals, investments covered by promotion regimes (regional or sector investments
incentives), and more. Several special regimes embedded on the “competitiveness plans” have broadened

the horizontal inequity in Argentina’s tax systenl.
3.1 Brazil
Key players and the PMPs

According to Alston et al. (2005), the president has strong powers and is seen by the public opinion
responsible of overall economic conditions in the country. The president negotiates with legislators top
priority economic reform projects. The open lists electoral nules create a very competitive political system
where legislators survive if able to fulfill the demands of their local constituency. In exchange for the
approval of economic reform, legislators’ constituencies receive support from poverty alleviation
programs sheltéred from discretionary executive budget cuts. There is a bicameral Congress, which has
the capacity to override the presidential veto. The independence of the Judiciary was enhanced by the
Constitution of 1988, making he Supreme Court an important veto player due to its ability to control the
constitutionality of laws. The Brazilian 1988 Constitution vests the states with substantial tax powers. The
ICMS -Brazil’s version of the value added tax— is collected by the states and represénts the single most
important tax in the country (1/3 of all tax revenue). The indirect ways through which governors influence
policy formation include inter alia lobbying activities in specific issues affecting states’ tax policy to their
control over specific appointments in the federal bureaucracy. The constitution hard wired much of public
policy, especially in relation to expenditures, making tax policy critical for fiscal stability. The
Constitution of 1988 also mandated a grcidual increase in the states and municipalitics' share of ail public
sector income. In relation to taxation, the bureaucracy is generally professional and powerful. It has been
insulated from competitive politics. Table 15 shows the influence of key players in Brazil

Brazil has a well-established and clearly defined federal system, so when discussing the tax
reform process, it is impossibl.e‘to ignore the intergovernmental relations. According to Article 18 of the
constitution, all members of the federation (i.., the Union, the States, the Federal i)istrict and the
municipalities) are autonomous. The tax powers of each level of government are explicitly defined, as are

the revenue-sharing mechanisms of each level of government. Congress tends to approve much of the
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policy reforms proposed by the Executive, yet Congress still holds checks on the powers of the President
in return for some ‘favor’ in the form of regional ‘pork’. It is this interaction that determines the qualities
of policies, stable macro policies on the one hand and pork on the other. More than Congress, the
independent court has restrained the will of the executive on tax matters, and explains in part the number
of creative taxes at the federal level that have Sprung up in recent years, many temporary in nature.
However, within the context of a complicated fiscal federalism system, the court acts as an enforcer of
interternporal agreements, such as the constitution. The recent Law of Fiscal responsibility also permits
the better enforcement of intertemporal agreements.

Brazil’s tax burden has grown substantially and is invariably the highest in Latin America. Gross
federal government revenues increased from an average of 16.5 percent of GDP in 1991-94 to 22.6
percent of GDP in '1999-2002. Total national revenues are 32 percent of GDP. The fiscal revenue
increased markedly in the context of the external crisis in 1998-99, mainly through temporary taxes. The
gradual loss of temporary revenues has been a great challenge because cuts in expenditure are difficult
due to the high amount of constitutionally mandated expenditures. The best the government has been able
adjust was the permanent extension of a 2.5 percentage point surcharge on income tax for higher salary
brackets.

The two major sources of additional revenues are the Provisional Contribution on Financiul
Transactions (CPMF) that was introduced as a tax at the end of 1993 and subsequently abolished and re-
introduced several times since then; and the Social Security Financing Contribution (Cofins) that was
associated with a series of court rulings favoring the government. Unlike others, the entire revenue gain of
CPFM and. Cofins remain with the federal govemment, as they are not shared with states and
municipa]ities. In the case of the income tax and industrial products tax (IP) collected at the Federat level,
the net revenue gain for the federal government is much reduced as about half of the revenues must be
distributed to the participation funds of the states and municipalities. Other main tax bases for state
governments are the motor vehicles taxes, and for the municipalities, service taxes and property taxes.
Therefore, in terms of the distribution of responsibilities among governments, the legal basis is quite

sound.

In the mid-1990s, the temporary or ‘extraordinary’ revenues became commonplace and widely
used. All in all, extraordinary revenues peaked at over 3 percent of GDP in 1999, and continued to
contribute or average with 2.5 percent of GDP in 2000-2002, suggesting that temporary taxes were a

success in terms of revenues. However, the tax system may have indeed deteriorated in structure as a
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result. According to Werneck (2002), exotic and low quality tax schemes raised revenue without having
to be-shared with lower-level governments. For example, tumnover taxes moved from 22 percent of total
tax revenue in 1989-93 to 39 percent in 2000.

The Fiscal Responsibility Law (LRF) approved in May 2000 was an effort to try to deal with the
fiscal issue on the expenditure side, by imposing some order and accountability on States’ spending. It set
a general framework for budgetary planning, execution, and reporting,' applicable to all levels of
government. On revenues, the LRF mandates the withholding of discretionary federal transfers to states
and municipalities that do not collect effectively their own taxes, and the publication of the impact of tax
exemptions in the year they take effect and the two subsequent years. The LRF also requires that
permanent spending mandates not be created without comresponding increases in permanent revenues or
cuts in other permanent spending items. In the cése of Brazil, this can act as a tool to make the system
more stable and predictable. As a result of the LRF, the power of governors to influence national policies
has weakened considerably, since the states have become more and more dependent on the Federal
government because the voluntary (i.e. discretionary) transfers have become essential for their fiscal
survival. This is so because the states’ own revenues {tax and automatic constitutional transfers from the
Federal Government) have since been devoted to producing the surpluses required to honor the

refinancing contracts.
Outer Features of the PMP in Brazil

The case of Brazil illustrates the great difficulty in introducing tax reform, let alone getting it through
Congress relatively intact without a major political feud. For example, in late 1997, the idea of tax reform
began to float around. The government’s considerations were quite radical; the main idea would be to
discard turnover and cascading taxes as well as the state VAT taxes, and replace with three new ones: a
consistent broad-based nationally-managed VAT, a new federal excise tax on a small number of goods
and services and a local retail sales tax. However, it was only after the Asian and Russian crises, and the
election to a second term, that the President decided to act. Over the next 18 months the tax reform issue
dominated the political debate. Eventually, it was impossibie to coordinate such 4 move: only opposition
and stalemate resuited. While it may have superficially looked like a situation where the executive did not
push hard enough on reform, once one considers the complexity of the change expected, it is not
surprising. Werneck (2000) points out that there was uncertainty about the revenues that the new tax
system would raise, uncertainty as to whether the agreed intergovernmental compensation rules would

continue and whether the distribution across states would be preserved. It is therefore not surprising to see
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that this was a non-cooperative equilibrium with too many competing interests. As Wermneck puts it: “The
tax reform debate [became] a noisy clash of conflicting views, increasingly marked by a strong aversion

towards revenue losses. There [was] fear on all sides”.

In 2003 the new government of President Lula made a concerted effort to arrive at a consensus
about tax reform once again. Origirally the idea was to unify the main state tax, putting the 27 coexisting
state codes under a single national VAT. The Cofins would be converted to a non-cumulative tax, and
payroll taxes would gradually be replaced by a turnover tax to finance social security. It was specifically
planned to be revenue-neutral at every level of government. As expected, the reform suffered some
watering-down in Congress: the federal government decided that it would give the States a fourth of its
CIDE' revenue and the Manaus Free Trade Zone was extended for 10 years. Clearly, the government
retreated and decided to concentrate on important measures that had a real chance of being approved, and
postponed or shelved the most controversial aspects. The unification of the ICMS was thus postponed to
2005, and the number of allowed tax rates was reduced to five (as opposed to one). An important aspect
was the conversion of the COFINS into a non-cumulative tax (although sectors to be negatively affected
lobbied successfully to have their sectors continue to pay the COFINS under the old cumulative regime,
or even exempted for some basic goods). Moreover, tax relief for exports and capital goods was granted.
Partial success for the federal government came with the replacement of the payroll tax with a turnover
tax and the extension of two temporary taxes, but also signified a transition to lower-quality taxes. The
political elections calendar once again caught up and, with so many veto players and the complexity of
the tax system (before and after), the reform process was temporarily shelved in 2004. The biggest
obstacle has been to transfer the VAT to the federal the domain. The key question is for how much longer
the country will be able to preserve its highly problematic state-level VAT arrangement. That is bound to
be one of the main issues of the tax-reform debate over the coming years in Brazil (Wemeck, 2004).

Stability: There is volatility and instability in tax policies. The 1988 constitution created more autonomy
and leeway for the States to raise taxes, and also limited the type of taxes that the Federal government
could impose (no Federal VAT). Although everyone wants to change the rules and the need of a radical
reform has been floating since 1994, the government has instead resorted to many incoherent temporary
taxes. The LRF is an attempt to impose stability in the Federal tax and expenditure system, as it allows
the preservalion of certain policies beyond tenure of certain officeholders or coalitions.

* Contribution for Intervention in the Economic Domain (on the importation and commercialization of oil and derivates, natural gas and
derivates, and combustible ethylic alcohol).
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Adaptability: Tax policies have been refatively responsive to changes in the environment because the
opening up of its capital markets and commitment to transparency has also required very strong discipline
in the macro arena. However, there are various aspects, like the very large share of the budget financed
by earmarked revenues that reduce the room to maneuver and adapt. However, to the extent that the FRL
helps alleviate the primary fiscal deficits there may eventually be some room to reduce temporary taxes or
eliminate others. Moreover, the well-designed LRF does aliow for some flexibility of constitutionally

mandated fiscal expenditures.

Coordination/coherence: States continue to use their tax systems to compete for business, so as a whole
contribute to create an incoherent and volatile tax environment. The federal government, in its efforts to
raise revenues has led to various low quality taxes. The 1988 constitution granted the states much a freer
hand to introduce changes in their VATS. Acording to Werneck (2002) “Most of the uncoordinated
changes were for the worst; they slowly transformed the pioneering, reasonably well-designed VAT
scheme into a confusing disharmonic collection of 27 highly complex state tax codes. Competition to give
generous tax breaks to investinent projects has also been severe”.

Investment-related qualities/capacities: Tax administration has been continuously strengthened in the
1990s. A 2001 law allows bank secrecy to be broken for tax enforcement purposes. About 90 percent of
personal income tax returns are filed via the internet, and all corporate income taxes are filed
electronicaily. Brazil also has a relatively efficient tax collection system. Nonetheless, evasion has been
facilitated by differentiated state tax systems and a cascading sales tax.

Public regardedness: There is a commons problem since every state tries to use its VAT tax rate to
attract the best business, disregarding the macroeconomic effects. The result is the proliferation of other
taxes and the pervasive use of exemptions, which result in considerable horizontal inequity. Indeed, the
constitution establishes that there should be exemptions for religious organizations, unions, nonprofit
educational and social assistance unions, paper, books and printing materials. There are also free trade

zones and generous tax incentives for certain activities.

To sum, the tax policy process in Brazil has led to increasing tax revenues, as most expenditures
are rigid and the executive is highly committed to macro stability. However, tax reform is not casy. The
adaptability of revemies has favored temporary taxes, which lack the necessary properties of an
efficiented and coherent tax syster. A structural reform has not been agreed by all the relevant players,

although discontent with the current system is apparent. Consequently, it would be fair to characterize the
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system as somewhat flexible, although inefficient and incoherent. Additionally, the large number of
exceptions and special treatments question whether the policy is as publicly-regarded as it would be
desired.

3.3 Chile
Key players and the PMPs

According to Aninat et al. (2005), Chile has a very powerful executive, with de facto control over the
agenda and sole authority to initiate legislation in ta;aation. Legislators are professional and technically
competent for Latin American standards. The electoral system has a twofold effect over the party system;
it reduces the number of relevant actors by encouraging parties to coalesce and strengthens the national
leadership of parties. The legislative electoral system does not have term limit provisions, which together
with the need for candidates with strong local support encourages politicians to seek long legislative
carcers. Congress is bicameral, with supermajority thresholds required to change many laws (that enables
various minorities to block policy changes) and, with the presence of Institutional Senators (nine non-
elected senators appointed by different state institutions) and all former presidents who served 6-year long
terms (lifetime membership in the Senate). Although there is an independent judiciary and non-partisan
nominations, presidents nominate, appoint, and dismiss Supreme Court justices and one of the seven
members of the Constitutional Tribunal with the senate’s approval. The Constitutional Tribunal exerts ex-
ante jurisdiction over legislation and sometimes is mandated to verify the constitutionality of legislation.
The President directly appoints regional and provincial governors. Local governments (municipalities)
have their own sources of revenues (land taxes and commercial permits) as well as resources that come
through the Education and Heaith budgets. Municipalities are barred from borrowing by the Constitution.
Perhaps the constitutional provisions that best reflect the strong powers vested upon the presidency are
those governing the budget process, making Chile one of the countries with the most hierarchical budget
institutions in Latin America (Alesina et al. (1999) and Vial (2001)). Moreover; the 1980 Constitution
prohibits earmarked taxes.. The bureaucracy is highly technical and relatively free from corTuption even
by the standards of the OECD. Table 16 shows the influence of key players in tax policy in Chile. It is
important to highlight the importance of political parties in the decision making process.

In the area of tax reform, a reduction of tariff rates, a broadening of the VAT base and an increase

in tax rates, as well as a reduction in the top marginal income tax rate were observed in Chile before other
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countries in the region'. There are some taxes {excise tax on tobacco, surcharges on VAT for luxury
vehicles and alcoholic content of beverages, jewelry, firearms, and a stamp tax, but they are relatively
small). Import tariffs have declined markedly except for a few goods that remain protected: import tariffs
are 6 percent for all goods not originating from countries with which it has a free trade agreement, but
Chile imposes surcharges from time to time of between 5 and 24 percent. As with other reforms, the
process was continuous. Due in part to healthy economic growth, and in part to measures put in place
early to reduce evasion, as well as the virtual elimination of exemptions on the VAT, Chile has been able

to maintain tax revenues above 22 percent of GDP since: 1990, ¢

What distinguishes Chile’s tax system from others in the region is: (i) minimal exemptions on all
taxes (including a very smail exempted personal income for income tax purposes); (ii) maximum profits
1ax rate is relatively low (16.5 percent) and payroll taxes are minimal; employers do not contribute to
workers’ pensions; (iii) although marginal tax rates for the personal income tax are progressive in nature,
the real progressivity of the fiscal system is achieved through the expenditure composition, not the tax
system. Chile has kept these principles in its tax system in the last 15 years. Legislation has worked to
either change tax rates in some cases, as noted above, or ‘fine tune’ the system. The debate on tax reform
is broad as there is significant and growing opinion from independent experts to which politicians and the
public have easy access, as well as a rich economic debate in the media. Moreover, legislative procedures
are relatively transparent. There are also a small number of veto players (President and bicameral
Congress, with one party usuaily having a majority coalition). Politicians also have relatively long service
terms (the president, who chooses his cabinet, serves for a period of 6 years, senators serve for 8 years,
while deputies serve for 4 years). This encourages cooperative agreements, since the results of any reform
most likely will be felt during a politicians’ tenure, and electoral campaigns interfere less with policy
decisions. Although the Christian Democratic Party has a majority in both chambers, both main parties
are the sum of coalitions of smaller parties. Moreover, students, labor unions and other groups are
relatively politically active, leading to policymaking processes where there is an incentive to reach

cOnsensus.
Outer features of the PMP in Chile

Stability: The tax structure has changed very little in the past 20 years. Reforms have been limited to

some rate changes, so policies are very stable. The recent trend since 1990 has been to bring closer

' There was a small increase of the profit rate in 2001, from 15 to 16.5 percent.
'® Chile is a centralized systemn, therefore municipalities collect only property taxes, motor vehicle duties and'a few fees.
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together the VAT rate and profit tax rate: The former was increased in 1992 from 15 to 18 percent, where
it has remained ever since, and the latter was increased from 10 percent to 15 percent in 1993 and 16.5
percent in 2001. Moreover, as in other countries in Latin Anmerica, tariff rates have been reduced without
policy reversals.

Adaptability: Chile recently adopted the idea of a structural budget balance, a policy designed not so
much to be an automatic stabilizer, as much as a fine-tuning policy scheme in which tax rates are adjusted
according to the state of the business cycle. This scheme, which allows for flexibility, requires extremely
high quality statistics, good budgeting practices as well as a recent history of macroeconomic stability.
The Copper Stabilization Fund and the infrastructure Fund are fully integrated into the budget. The lack
of earmarking gives the budget more flexibility.

Coordination/coherence: Chile’s division of responsibilities in policymaking and tax administration is
clear, and because of the minimal exemptions, the system is simple and consistent and thus easy to

administer.

Investment-related qualities/capacities: The tax administration is relatively strong. The revenue
coliection agencies (internal revenue, customs and Treasury) are governed by a framework I::lw. Tax laws
are relatively simple, and the president has the sole right to initiate them. Moreover, tax payers have clear
rights and arbitration procedures. The staff running the regulatofy the tax collection agencies tends to be
more prepared, better trained and more professional than in other government agencies. Recently, all
courts have been endowed with a tax unit to ensure a fair tax process as part of a larger reform of the

judiciary.

Private versus Public Regardedness: As mentioned earlier, the process- of debate about tax reform is
fairly widespread, at the same time, special interests have not been able to step in and obtain
exemptions''. The VAT tax of 18 percent is one of the highest in Latin America and has virtually no
exemptions'*. This is also true for the income tax: the exempted income is equal to 0.1 percent of per
capita GDP, which is extremely low. The structure of the income tax is quite progressive but the highest
marginal tax rate, at 25 percent, is not very high for international standards. The profit tax rate also has
few exemptions (there are various clauses for small businesses, for example, vendors pay a portion of

their sales). But the general principle is that everyone pays taxes.

? With the exception of the military, a legacy of the Pinochet dictatorship, although this has been changing for the betier.
" Goods and services exempted are: mass transportation, schooling and charges of hospitals, imports by diplomats, donations to qualified
institutions.
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Key.players and the PMPs

According to Cérdenas et al. (2005), as it has been the case in most Latin American presidential regimes,
an important number of constitutional prerogatives make the Colombian president the main agenda setter
in most policy areas. This is true even after the 1991 constitution, which reduced presidential powers in a
number of dimensions. The 1991 constitution deliberately curbed the legislative powers of the president
by limiting to 90 days the declaration of either a state of internal commotion, or a state of economic
emergency. These pro-tempore powers can be used to decree taxes, but decrees only remain in force after
the emergency if congress enacts them in regular sessions. Legislators are, relative to the rest of the
region, more specialized and professional, especially in the economic committees that deal with taxation.
Incumbency rates for members of these commitiees are higher than for the rest of legislators. The
symmétric two-chamber congress can be classified as reactive more than proactive, given the large
legislative powers of the executive. Electoral rules {Hare system where the majority of seats are allocated
to the largest remainders) penerate incentives for parties to fragment into factions. The result is that
parties have increased the number of lists over time, maximizing their seat share, while enhancing
decentralization and fractionalization. The passage of legislation through congress has become more
complex as a result of the increase in the effective number of parties. Since 1991, the Constitutional Court
has been a key player in the policy-making process (it is more active and independent that its predecessor
the Supreme Court). The main reason is that after the constitutional revision of laws many policy issues
including taxes- have been elevated to the constitutional rank. Given the legislative procedure that a
constitutional reform entails, transactions costs are now higher and the Court has a larger jurisdiction.
Governors are not decisive in issues related to national taxes. As in Brazil, the Colombian 1991
Constitution is rich in detail and specificity, and many expenditure items are hard-wired into the
Constitution. Like in Argentina, the Colombia bureaucracy is not powerful in the policymaking process.
Political appointees have the real power, Table 17 shows the influence of key players in Colombia,

During the 1990s the size of the state, and its mandate, grew considerably. The public sector was
relatively small for regional standards (aggregate expenditures and revenues of the consolidated public
sector were around 20% of GDP between 1960 and 1990). Aggregate public expenditures grew to 33.7%
of GDP in 2003 from 21.2% 1990, reflecting a deliberate intention to increase in the size of the state and
use fiscal expenditures for redistribution. The fact that total revenues grew 10 29.7% of GDP in 2003 from
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20.6% in 1990, suggests that there has been a deliberate, although insufficient, effort to raise revenues in
order to finance larger expenditures. The analysis of the contents of recent tax reforms, as well as the
formal objectives established in the draft projects, confirm that the major objectives of the executive in
the tax reform process have been the increase in tax revenues as a means of reestablishing fiscal balances.
Even though the priority has been the increase in fiscal revenues, the draft tax reform projects submitted
to congress have given importance to the structure of the tax system, an area in which governments have
been only partially successful. There has been an increasing reliance on the VAT: the tax rate has
increased from 10% 10 16% through the various reforms since 1990. However, the most recent attempts to
widen the VAT base or raise the rate have had very limited success, in part because the legistative assigns
a great priority to the progressivity of the tax system over its efficiency, regardless. of the progressivity of
the expenditure structure. This has severely limited attempts by the executive to reduce the number of
VAT rates and the exemptions. .

In the area of income taxes, Colombia is characterized by very high income tax rates: corporate
income tax rate is currently 38.5 percent, one of the highest in Latin America, in addition to high payroll
taxes that are also among the highest in the region. Personal income taxes are a 35 percent flat rate,
Nonetheless, the exemptions are very high. Enterprises receive tax exemptions for various reason, while
there is a very high exemption level for personal income taxes, about 4 times per-capita GDP.
Consequently, very few pay direct taxes, but those who pay have an excessive share of the burden. As
mentioned earlier, the average VAT rate has been increased substantially, nonetheless, in the last few
years the tendency has been to increase the number of rates so as to make it progressive, thus distorting it
considerably. Colombia’s policy has also moved towards the reduction of trade tariffs and the elimination
of export subsidies.

As a consequence of congress;’ reluctance to widen the income and VAT tax base, the executive
has introduced new -and highly distortionary- tax sources. In 1998, a temporary 0.2% financial
transactions tax was adopted through an emergency decree, which was raised to 0.3% and made
permanent in the 2000 tax reform, and raised again to 0.4% in the 2003 reform. In the same vein, the
Uribe government adopted, through an extraordinary internal commotion decree, 3 transitory net wealth
tax earmarked to the strengthening of democratic security in Colombia. This tax was extended for three
additional years in 2003. The conclusion is that revenue pressures have led to-decisions that disregard the

basic principles of an equitable and efficient tax structure,
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The role of congress as a political -actor in tax reform has been significant. While in earlier
decades, congress largely rubber-stamped the.tax reforms submitted by the executive, oftentimes through
emergency legislation, its involvement in the design of tax packages has been increasing since the early
1950s. On- the positive side, congress has been exemplary, to the extent that it has passed eight tax
reforms since 1990. Also, congress has a solid group of distinguished members with knowledge and
expertise on fiscal affairs who lead the debate and who are influential in the outcome of the legislation.
Cn the negati w;. side, congress could be partly blamed for the msufficiency of revenues that resulted from
the reforms, for the increase in expenditures and for the deficiencies in the structure of the taxing system.
An analysis of tax legislation submitted by the Iexecuti\_re reveals that éong:ess tends to water-down the
proposals excessively during the debates, both in terms of revenues, but, more tmportantly, in terms of the

quality of the reforms.

The growing involvement of congr&ss m fiscal issues is also illustrated in the significant number
of sponsors that are assigned to the analysis of the draft proposals from the executive. As discussed
above, the interest in becoming sponsor also has to do with the distribution of pork, or with benefits
obtained from the private sector as a result of political favors. The Constitutional Court has also been a
significant actor in tax policy outcomes. Tax issues have represented around 10% of the total legal claims
on -economic matters handled by the constitutional court since 1991. In 1999, the ruling on the financial
transactions tax limited the scope in the use of resources. More recently, the constitutional court denied
the approval of the generalization of the VAT and the taxation of specific activities. At the same time, the
Constitutional Court has given its full legal support to important economic reforms.

In sum, tax reforms have been frequent {one reform every 20 months since 19%0), have raised
more revenues. although at the cost of increasing the distortions of the existing lax system never closing
the gap with expenditures. The situation of tax reform in Brazil and Colombia are very similar: in trying
to get around the rigidities imposed by the constitution and deal with the immediate fiscal imbalances, the
resulting ‘reform’’ ends up intrbducing temporary patch-up revenue mechanisms that complicate and
distort the systern further.

Outer features of tax reform in Colombia

Stability: There has been a fairly steady increase in tax revenues, but recently there have been some

policy reversals suggesting volatility: more exemptions, making the financial transactions tax permanent
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and continuing with the practice of many VAT tax rates. Temporary taxes tend to become permanent after
& year or two of their creation.

Flexibility: The important role of the courts in reviewing fiscal legislation has contributed to the rigidity
of tax policy. Moreover, the importance the legislative gives to the progressivity of the tax system, and
the very small component of the budget that is discretionary (about 19 percent) means. that there is a
tendency to pass tax reform that increases the rates for a small group of the population while exempting
many others.

Coordination/coherence: While tax reform in Colombia has achieved an important increase in tax
revenues to GDP since 1990, the system has become more complicated and distorted, and efforts to
correct those. distortions by the executive have sometimes led to others. There is also very little

consistency between reforms.

Investment-related qualities: There is also a low capacity to adopt reforms that solve long-term
problems with measures that have short-term upfront political coéts, but hlgh long-term payoffs. In other
words, low investment qualities of tax reform. Although tax administration has consistently modernized,
it is expected to handle an increasingly complicated tax system, which coupled with substantial payroll

taxes may undermine the ability to effectively collect taxes.

Public regardedness: There have been important efforts in all aspects of fiscal policy to improve vertical
equity, to the detriment of a serious erosion of horizontal equity, that is, a narrowing of the tax base, This
has occurred not only because of exemptions, but because of the persistently high informal sector, which

is outside of the tax network.

3.5 Costa Rica

Key players and the PMPs

Costa Rica has the longest history of democracy of any country in Latin America, with a centralized,
presidential system. Unlike many Latin American countries, however, the legislature and Jjudiciary

effectively check the power of the president. The executive is constitutionally weak, as it has limited

decree powers and cannot convene referenda single-handedly. Therefore, presidents use their partisan
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Powers o overcome constitutional limits on their authority. Because the legislative branch wields actual
power, the. composition of the legislature is important. Despite having proportional representative
elections, Costa Rica evolved into a lwo-party dominant system. The two major parties, National
Liberation (PLN) and Social Christian Unity (PUSC) have won, on average, 90% of the seats in the past
five elections. However, parties not aligned with the PLN and PUSC won 37 percent of the vote in
Congress.

The constitutional court has 22 magistrates elected by Legislative Assembly for renewable 8-year
terms. A Constitutional Chamber of the Supreme Court (‘Sala Cuarta’), established in 1989, reviews the
constitutionality of legislation and executive decrees and all habeas corpus warrants. Additionally, the-
offices of the Ombudsman, Comptroller General, and Procurator General assert autonomous oversight of
the government .and interfere often in the policy-making process with considerable scrutiny, thus
micromanaging checks and balances. As is often the case in small countries, subnational governments
have very little power in national politics. In contrast, the bureaucracies in some public enterprises and the
social security are relevant players and exercise some power. Table 18 shows the influence of key players

in Costa Rica.

Revenues to GDP have oscillated between 10-12 percent of GDP since 1990, but have not grown
beyond that, reflecting the slow process of reform. As in other Latin American countries, one of the
obstacles to introducing certain taxes has been the Constitutional Court (Sala Cuarta). For example, most
of the provisions of the 1994 tax reform -which increased the ability for the administration to sanction tax
evaders, introduced the wealth tax, and ailowed cross-checking of firms in the direct taxes chain- were

declared unconstitutional.

The increasingly larger number of veto players, as well as somewhat weaker than average
presidential powers has also contributed to the protracted processes of tax reform. Nevertheless, the
process itself is democratic enough to lead to outcomes that are the product of a consensus. Veto players
include various special interests or small groups that may be interested in blocking reform, and their
petitions receivé an audience from the constitutional court, however small the petition. The same is true

for businesses located in the free-trade zone area, which have contributed greatly to economic grov«rt.h."J

** Costa Rica has had much success i attracting foreign direct investment, which is based in fres trade, x-free zones. The most prominent
investment by far is the Intel plant which accounts for about 25 percent of exports and pays no taxes. Lack of taxation to FDI explains in part why
the current fiscat situation is unsustainahle.
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The fundamental structure of taxes in Costa Rica has been changing for the better, but stowly. )
The income tax has not suffered much change: With regards to the sales taxes,. there have been various
frequent changes in t_he 1990s. The base has widened, albeit very slowly, and still does not include
services in. a systematic way. The VAT rate was changed several times between 1991 and 1996 (as
planned), and in 1997 it was left at 13 percent, which explains why the VAT has been taking on an
increasingly important role (it generated 45 percent of total tax revenues in the fate 1990s from 30 percent
in 1990). The opposite has occurred for tariffs, which have been successively reduced: the contribution of
international trade taxes has fallen from 29 percent of revenues in 1990 to 7.3 in 2002. Although the
average tariff has declined considerably (about 6 percent now), as in many Latin American countries, the
effective tariff still tends to be higher for agﬁcultu:e. There are also still export taxes on coffee, bananas,
meat and cattle. With respect to excises, in 1994, in the context of a negotiating agreement denominated
‘A Reasonable National Agreement’, the government proposed to reduce the coverage of the excise tax
from about 1500 goods to 700, and finally to 100 a year later. It took 4 years to actually get started, and
the proposal finally passed with the 2001 Law on Simplification of Tax Administration. Some efficiency .
in tax collection has been achieved, albeit at a very slow pace. Another positive development has been to

reduce the number of fuel taxes.to one.

According to Cornick (2003), there is a consensus among leaders that the fiscal situation
therefore needs to be addressed on the revenue side, as i) non-discretionary spending exceeds tax revenug
by about 50 percent; (ii) expenditures are relatively low in terms of GDP; and (iii) adjustment of the
budget has typically occurred through cuts in infrastructure spending. The problems of the low revenue
and inefficiency of the tax system were the startiné points to a national dialogue in the late 1990s. A
group of ex-ministers of finance were commissioned to write a reﬁort looking at the fiscal problems in
Costa Rica, and based on this report a well-landed reform law was elaborated (Proyecto Ley de
Ordenamiento Fiscal), which was introduced at the end of 2003 and continues to be discussed in the
legislative assembly. The desired changes include using global as opposed to territorial income for
income taxation purposes (the difference can be large for Costa Rica), taxing income from self-
employment, pensions and dividends, establishing a uniform tax rate within and outside the free trade
zones, transforming the current sales tax would change to a regular VAT system and services would also
be taxed. In addition, the number of goods subject to an excise tax would be reduced to a minimum and a
national tax agency would be created.

Given the urgent need to resolve the fiscal issue, a temporary, contingent law was introduced

which would temporarily raise revenue while the more structural Ley de Reordenamiento Fiscal was
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discussed in Congress. In December 2002, the Fiscal Contingency Law was approved with revenue
measures amounting to-1 percent of GDP. However, it included a series of measures that exacerbated the
distortions of the tax system. For example, a tax amnesty was installed for tax obligations prior to end-
September 2002, eroding incentives for future compliance by tax payers. The law also introduced for 12
months a series of small new taxes and surcharges aimed at specific bases, for examplé, a 50 percent
surcharge for luxury vehicles, an increase in taxes due for financial institutions operating a bank outside
the territory (mostly with offshore branches), and an increase in the income tax rate of between 1.5
percent and 6 percent depending on the source. These measures not only reduced the guality of the
structure of the tax system, but also eroded horizontal and vertical equity. Moreover, some of the taxes
contemplated (such as for motels and cigarettes and alcoholic beverages) were .earmarked to certain
expenditures, increasing spending rigidity and not contributing to reduce the fiscal deficit. The Fiscal
Contingency Law also increased authorization to the tax administration unit to reassess wage scales and
buy new equipment.*® The explicit decision to postpone a more structural reform poses the risk that the
contingent measures in the Law will take on the air of permanence with the passage of time. It is not yet
clear whether the permanent Law on Fiscal Reorganization will be able to pass before 2006 when the

election campaigns begin.
Outer features of PMP in tax reform in Costa Rica

Stability: The reform process is stable and somewhat predictable. The political stability, which has
attracted FDI and tourism, has also led to the preservation of certain policies beyond the tenure of certain
officeholders, in many cases distortionary policies. The reform process is extremely slow and gradual,
mainly because of the slow-moving consensus-building process. Despite Costa Rica expeniencing many
of the economic problems of the region (debt crisis, trade integration, financial liberalization) the policy
making process has remained stable.

Adaptability: Very slow adaptability, and rigidity fuelled by inertia. Revenue earmarking is an issue in
Costa Rica:*' tax revenues equal to 8.8 percent of GDP are earmarked to specific éxpenditures, out of a
total of central government tax revenues of 13.4 percent of GDP in 2002. One of the biggest barriers of
the very democratic political system is the difficulty of quickly arriving at a consensus: various factions of

civil society arc typically included in the discussion of reform, and the disagreement of a minority can be

* Nonetheless, the approval of these measures under the Law was more symbolic than substantive, as they could have been approved by the
Executive without going through the legistature,

*' Costa Rica has two Kinds of earmarking: i} constitrtionally-mandated earmarking for education (& percent of GDP) and the judiciary (6 percent
of tax revenues or 0.8 percent of GDP); and (i) legally-mandated earmarking in a rumher of other arcas, fotaling almost 2 percent of GDP.
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given excessive weight. For example, if someone does not agree with a small aspect of a Law, even just a
regular citizen, they are allowed to make their voice heard with the ‘Sala Cuarta’, which not only resolves
constitutional controversies, but also can prevent bills from becoming law while they work themselves
through the legislative process, Although pohcymakers understand the dlfﬁcult fiscal situation since the
early 1990s, actual reform has been minimal.

Coordination/coherence: There is a-good consensus-building process, thus policies. that are adopted are
democratic and thus cohesive in nature. While policy coherence remains reasonably high, political
coordination seems to have declined through time. In tax reform, there is a somewhat incoherent
situation: the Fiscal Contingency Law, enacted temporarily, has complicated greatly tax revenue
collection, since the deficiencies that already e.iisted in the system were exacerbated, such as the reduced.
VAT tax base and the excessive number of excise and selected taxes. The tax system has thus become
more difficult to administer, partially offsetting any measures included in the Fiscal Contingency Law to
improve tax administration. The resulting system is also very inefficient: A study by Bolafios (2002)
estimates the deadweight loss around 28 to 30 percent of revenue collected.

Investment-related qualities: Tax collection also remains rigidly low. Nonetheless, there have been
gradual improvements in tax administration and the reform process. is moving in the right direction. In
1992 and 1996 there was a new impetus towards modernizing tax administration, which was reorganized
into four divisions: administration, collection, auditing and support services. Although there were
improvements in all these fronts, there were still persistent problems of the quality of human resources,
inefficiencies and insufficient financial resources. A recent IMF report noted that tax administration
needed to be strengthened considerably, and urged the adoption of an action plan to tighten control of
large taxpayers, improve cross-checking between taxes, and the give tax agency special powers to collect
tax arrears. Nevertheless, although tax collectors and auditors now have the legal ability to sanction, in
practice the administration.does not possess the ability to be more pro-active in the collection: process, and
they have difficulties accessing information from the financial system. Recently they pranted legal
immunity to tax officials in matters pertaining to the conduct of their official duties.

Public Regardedness; Policies are publiciy regarded as a result of the democratic tradition, Although the
tax system is not broad and biased in favor of free trade zones, most Costa Ricans recognize that there has
been an economic benefit from being hosts to companies in free trade zones. In terms of the redistributive
aspect of the tax system, on average 1t is neutral but it can vary from year to year. However, if public
regardedness in this context was defined on the broadness of the tax base, there is still substantial room
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for improvement in Costa Rica. An IDB study by Cornick (2003) attempted to estimate the increase in
revenues resulting from a complete widening of the base of various taxes without increasing tax rates. As
is the case in various countries, the hypothetical revenue gains of widening the VAT are substantial,
(while leaving the rate at 13 percent): Comick calculates this would yield almost 4 percent of GDP.

Similar gains are calculated if the other bases are widened.

3.6 Guatemala
Key players and the PMPs

The last two to three Presidential elections, which occurred after the signing of the peace accords, have
been democratic, although a variety of procedural obstacles have historically reduced participation by
poor, rural, and indigenous people. The unicameral Congress has 158 seats (the number of seats increased
from 113 to 158) elected for four-year terms. The 1993 constitutional reforms increased the number of
Supreme Court justices from 9 to 13, reduced the terms of office of central government branches of
govemnment and increased the term in office of mayors from 2 % to 4 years, thus in principle increasing
the number of veto players. There are serious and worsening public corruption problems. Table 19 shows

the influence of key players in Guatemala

The 1996 Peace Agreements defined the objectives of fiscal policy, finally materialized in the
2000 Fiscal Pact. The general goal of the Fiscal Pact was to increase the fiscal income in order to finance
the necessary expenditure for the country’s social development. The most important commitments
introduced by the by the Fiscal Pact in terms of tax policy included enacting a reform in 2000 (which did
not occur) in order to establish  stable, simple and certain tax system. A 12 percent of GDP tax burden
should be achieved in 2002, and by 2001, the non-tax revenues should not exceed 15 percent of the total
revenues. The tax exemptions, exonerations and other special treatments have to be approved explicitly
by the parliament or eliminated. The tax system should be progressive, and in order to promote more
confidence along the contributors, an Ethics Code should be implemented among the tributary authorities

in 2001. Other similar administrative commitments were subscribed.

President Portillo’s landslide victory in 1999 suggested possibilities for rapid. legislative action.
However, under the Guatemalan constitution of 1985, passage of many kinds of legislation requires a

two-thirds vote. Passage of such legislation was not possible, therefore, with the president’s. party votes
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alone. In 2001 the government attempted to increase several tax rates in 200! in an attempl to meet the
Fiscal Pact target of increasing its tax burden (at about 10.7% of GDP, currently the lowest in the region)
to 12% of GDP. However, protestors took to the streets massively when the government sought further
increases in August 2001, declaring their opposition to any new taxes until the Portillo administration
provided better accountability for the taxes it already received.

Most of the recent literature on Guatemala’s tax system agrees that few of the Pact’s objectives
have been achieved entirely. Although the tax burden has increased,.the main goals established by the
Pact have not been reached. While in 1995 the tax revenues represented roughly 8 percent of GDP, in
2002 the tax burden reached a historical high point at 10.6 percent of GDP (falling to 10.3 percent in
2003). Even so, Guatemala is below the Latin American average:. The tax reform implemented during
2000-2003.did not contribute significantly with fulfillment of the other five commitments subscribed in
the Fiscal Pact. For instance, few of the tax exemptions were eliminated, leaving effective special
treatments inspired by the Constitution toward specific sectors, The Superintendencia de Administracidn
Tributaria (SAT) estimates. that in 2001 the value of the exemptions reached 8.7 percent of GDP.

The distribution between direct and indirect taxes has not changed significantly since 1996.
Indirect taxes contribute with approximately 75 percent of the total tax revenues. Moreover, the VAT by
itself contributed with roughly 49 percent of the tax revenues. The VAT rate was raised several times:
from 7 to 10 percent in 1997 and to 12 percent in 2001. Revenues from indirect selective taxes have
always been very low because they apply to few goods (fuels, petroleum derivates, tobacco, and alcoholic
beverages). The ISR (fmpuesto Sobre la Renta) and the IEMA (Impuesto a las Empresas Mercantiles y
Agropecuarias) represent almost the totality of the revenues from direct taxes. Among direct taxes the
IRS has been the most important, although its participation in the direct tax revenue fell from 74 percent
to 51 percent between 1996 and 2003. With the purpose of elevating direct tax revenues in 1998 the
IEMA was created. Between 1998 and 2003 its participation in the total direct tax revenues rose from 30
to 51 percent. However, the IEMA was eliminated in February of 2004 by the Constitutional Court. As a
result of this decision the directr tax revenues fell approximately 50%. Moreover, this setback on the
objective of the tax burden augmentation implics the future inability of fulfilling the commitments
subscribed in the Peace Agreément and the Fiscal Pact. The IEMA fell because the private sector filed a
claim to declare this tax unconstitutional. This event reveals the weakness of the tax power of the
government vis-a-vis the organized private sectors. The private sector’s. opinion is that the IEMA
generated severe distortions that affected the efficient distribution of resources in the economy, and that
the fiscal problem should be resolved through a reduction on public expenditure. Furthermore, the.
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organized enterprise sector considers that the inefficiency and corruption within the government has to be

blamed for the failed attainment of the Fiscal Pact objectives.
Outer Features of the PMP in Guatemala

Stability: The breach or partial fulfillment of most of the commitments assumed by the Government in
the Fiscal Pact has caused an atmosphere of economic uncertainty. Yet, the fact that the objectives

established by the Fiscal Pact have not been modified, gives some grade of predictability.

Adaptability: Low adaptability and inflexibility. Guatemala’s tax policy is not designed to -respond to the
state of the business cycle. Further, the guidelines established by the Fiscal Pact frames the tax policy
towards a constant expansion of revenues in order to support the expansion of the social development
expenditure, and toward a more progressive tax structure. Still, the achievements of the Pact’s goal have
been minimal.

'CoordinationlCéherence: Lack of coordination between the government and the private. sector, and
within government tax-related enfities, has been present in the tax policymaking process. As mentioned,
the private sector has gone in the opposite direction of the objectives established by the Fiscal Pact. This
is a clear sign of the lack of coherence between the policies proposed by the government (following the
dispositions of the: 1996 Peace Agreements) and the interests of the private sector. There has also been a
somewhat unusual but stark lack of coordination in the tax collection process. Studies about the
performance of the fiscal administration in Guatemala reveal that before 2001 there was a remarkable
absence of coordination between the SAT (the agency in charge of tax collections) and the Ministry of
Public Finances (MPF) related to the elaboration and the revision of revenue estimates. This was
translated, among other things, in a divorce between the tax goal formally presented by the MFP to the
Congress of the Republic for its discussion and approval, and the goal that was used for the programming
within the SAT.

Investment-related qualities/capacities: The tax administration in Guatemala has improved greatly after
the institution of the SAT in 1998. The SAT has managed to establish firm bases for an effective tax
administration. Nevertheless, the SAT is a relatively new institution and. needs to work in several fronts o
consolidate an efficient and productive tax administration. It has to develop better revenue collection
mechanisms, a larger department for tax fraud investigations, and better coordination mechanisms with
the MFP.



Public regardedness: Interest groups have played an important role in shaping tax reforms®, and their
influence may have contributed to- its slow application. Interest groups have obtained exemptions and
special treatments. The SAT has estimated that the exemptions in 2004 would be 12.5 percent of GDP. In
addition, the tax system does not seem to be moving towards a more progressive structure. According to
Instituto de Investigaciones Econdmicas y Sociales (2004), the elimination of the YEMA illustrates how
“businessmen, being a dominant social class, through history have known how to get rid of the direct

fiscal loads imposed by the State”.

3.7 Mexico
Key players and the PMPs

According to-Lehoucq et al. (2005), with the demise of the PRI, the president has lost its ability to
direct policy change. The Mexican constitution makes the president more of a guardian of policy status
quo than a promoter of policy change. However, the tole of the president has not been limited to merely
initiating legislation and waiting for Congress to generate new bills. By appealing directly to public
opinion and wielding his veto, the president can shape the content of policy change. Until the 15%90s,
centralized nomination procedures and the ban on legislative reclection made senators and deputies
dependent upon placating the demands of the president and of the corpératist sectors within the PRL. With
a divided government, Congress has taken on a more proactive role in lawmaking that has changed the
role of standing committees in the legislative process. Nevertheless, career incentives have not changed
significantly with democratization and parties remain highly disciplined in contemporary Mexico. The

prohibition on consecutive reclection still impairs Congress’s capacity to develop legislation.

After the 1994 constitutional reform, the Supreme Court continues to acf, from time to time, as a
veto player in the PMP. It does not appear to:be ruling disproportionately in favor or against the
government. What tends to happen is that when divided government persists and control over the
presidency rotates among parties, a more experienced supreme court gradually shifts from being a veto
playér (o being an impartial enforcer of inter-temporal agreements among partics. Unlike Argentina or

Brazil, where national leaders render service to state-level elites in exchange for support of executive-

* The most important groups are the Agrarian Owners Group of UNAGRO); Alliznce Against Impunity or AAI; Committes for Campesino Unity
or CUC; Coordimating Committee of Agricultural, Commercial, Industrial, and Financial Associations or CACIF; ‘Mutual Support Group or
GAM, and various other enterprise associations, civic and academic organizations.
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based programs in the legislature, Mexico’s municipal and state governments are not veto players in the
PMPs. Although regional expenditures account for a large share of total government spending, local
governments are highly dependent on federal revenues to fund their programs, as in Colombia.
Constitutionally (see art. 115}, state governments determine their own tax laws and collect revenue within
their jurisdictions. Any taxes not reserved to the federal (or municipal) governments are fair game for
states. States must finance municipal govemments, but municipa]jties.are free to impose some taxes not
reserved to the federal government. The top-level bureaucracy exerts considerable political and economic
power. The centralized PMP of the PRI era generated an asymmetry in its bureaucratic bodies. On the one
hand, the presidential groups of the PRI era rewarded bureaucratic specialization on two top-ievel fronts:
expetienced political operators of the PRI, and highly educated policy and public management experts in
the federal administration (Carp, 2002). On the other hand, middle and lower level bureaucracy is highly
centralized, hierarchical, and overly regulated. Their human resource practices are mostly discretional and

not transparent. Table 20 shows the influence of key players in Mexico.

The tax policy and tax administration reforms introduced on the late 1980s and early 1990s
established in Mexico a modern tax system comparable to other OECD countries. In the area of income
taxation the reforms included the complete indexation for inflation, the integration of the personal and
corporate income taxation (in order to avoid double taxation of dividends), and the creation of a minimum
tax on gross assets. The structure of indirect taxes (VAT ant excise taxes) is considered adequate, with tax
rates similar to (or slightly below) international standards. With the reforms nuisance taxes were
eliminated. Income taxes (personal, corporate and the gross asset tax) are the most important source of
revenue for the federal government, representing 31 percent of total federal revenues in 1998. In 1998
VAT revenues represented 22 percent of total federal revenues. Hydrocarbon duties paid by PEMEX and

excise taxes are also important.

However, the reforms did not improve the tax system’s performance in its ability to raise adequate
revenues. Tax revenues fell form 13,3 to 11,6 percent of GDP between 1990 and 2001, which is the
lowest level of tax revenues in relation to GDP among the OECD countries (and lower than many
developing countries).” Many factors are mentioned as potential causes of the steady deterioration in the
tax effort. Martinez-Vasquez (2001) mentions three particular factors that, with varying degrees of
importance, may account for the persistently low revenue performance. First, the structure of the tax
system, and therefore its revenue capacity, economic neutrality, and fiscal equity, has been undermined

by isolated ad hoc policy measures such as the special regimes for several economic sectors (including all

= This reflects in part the significant non-tax petroleum revenues, which mean it can afford such low tax collection rates.
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agriculture and transport), the use of a compensatory system that complicates the personal income
taxation, and the zero VAT rates for a wide list of domestic goods and services (including agricultural
goods, foodstuffs, medicines and agricultural equipment). Second, the tax administration service has
simply failed to modemnize and, indeed, may have gone backwards in some of the institutional
improvements achieved during mid 1980s. According to the estimates of the Secretaria de Hacienda y
Crédito Piblice (SHCP), between 1985 and 1998 tax evasion of the VAT has represented around 30 to 46
percent. The level of evasion for the VAT reached a high point of 59 percent in the first half of 1996.
Third, the Mexican authorities have pursued an implicit policy of keeping tax effort {the ratio of revenues.
to GDP) in the country at a relatively constant level. Increases in revenues (from a response to economic
growth, the enlargement of the tax bases, or an increase of petroleum related revenues) are followed by
policy measures such as tax rate cuts or special regime granting. (anci sometimes the relaxation of tax
administration effort). The private sector has supported too the idea of maintaining this relatively low tax
effort.

Quter Features of the PMP in Mexico

Stability: Aithough there have been several tax reforms in Mexico (seven between 1990 and 2001), few
of them have been major reforms, and changes on the tax structure have been relatively small. Reversals
of tax reforms, like changes on the VAT rate, have responded to economic events and not potitical events.

This means that the Mexican tax policy can be considered stable and predictable.

Adaptability: Indeed, tax policy in Mexico has responded to economic fluctuations (positive and
negative). Yet, it cannot be regarded as an cfficient built-in stabilizer for the.economy. Tax policy
adjustments have been possible following economic changes, though some of these adjustments have

tended to dampen economic business cycles.

Coordination/Coherence: There seems to be a high coordination among different tax related political
actors within the government. Nevertheless, as Martinez-Vasquez (2001) explains, “Mexico’s business
elites appear to have been successful in blocking any permanent increases in the overall level of tax
effort”. For instance, Berensztein (1998) concludes that the political factors that determined the success of
Mezxico’s tax reform in 1988-1994 were an economic crisis, the formation of a strong supporting coalition

and preventing the formation of an opposing coalition.
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Investment-related qualities/capacities: Tax administration efficiency is low. Tax evasion levels, and
the perception of the inefficient revenue spending evidence a weak enforcement system and a legal

certainty for taxpayers.

Public Regardedness: Some of the principal characteristics of the Mexican tax system lead to doubls as
to whether the tax policy is publicly regarded. The extensive amount of exemptions toward specific
sectors and special interest groups show a high horizontal inequity in the tax system. High levels of tax

evasion augment the fact that the tax system is not taxing equally individuals with the same income level.

3.8 Paraguay

Key players and the PMPs

According to Molinas et al. (2005), the 1992 Constitution reduced the president’s formal powers.
The president can enforce policies unilaterally only if congress fails to address an urgent bill within sixty
days, and his line-item veto can be overridden by an absolute majority of congress. There is no evidence
of executive dominance in the key policy arenas for structural reforms. The executive dominates the
formulation of nation-wide policies and policies related to the public sector (constitutionally, the
executive has gatekeeping power over the initiation of the budget). In contrast, congress dominates the
production of individual-level and local bills, and more surprisingly, the production of bills targeted to the
private sector. Although congressional re-election is not banned by the constitution, the electoral context
marked by competitive primaries, increasing party factionalism, and new political parties have created
greater uncertainty about the political survival of legislators. Senators also are more representative of the
economic elite, as many are involved in agro business. In other respects, the Paraguayan bicameral system
is highly congruent—meaning that the partisan composition of the House and the Senate is usually quite
similar (Lijphart 1999; Llanos 2002).

The Judiciary is autonomous in theory, but in practice highly politicized and hardly competent.
According to a survey conducted by the World Bank Institute in 1999, the Judiciary’s institutional
performance is relatively poor and its functionaries are perceived as being particularly corrupt (Plan
Nacional Anticorrupcién 2000). Historically, partisan politics in Paraguay has centered on the
competition between two nineteenth-century organizations, the Colorados (or National Republican
Association, ANR) and the Liberals (nowadays called Authentic Radical Liberals, PLRA). Smaller
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middleclass parties (Encuentro Nacional, Pais Solidario, and Patria Querida) and a Colorado splinter
(Unace) have been able to capture increasingly more seats in congress. At the same time, the “granitic
unity” of the parties during the Stroessner era has given way to factionalism and increasing internal
competition in the form of primary elections to define the candidacies and the composition of party
conventions. Therefore, the cohesion of Paraguayan parties at the present is quite low. The 1992
Constitution facilitated the incorporation of new players into the policymaking process—and thus
multiplied the number of veto points. The former 1949 constitution gave the executive branch excessive
powers. Paraguay has not been able to develop an effective, relatively independent, yet accountable,
burcaucracy. Public hiring practices are characterized by a high degree of patronage and arbitrariness. At
lower levels, its main consequence is that the Paraguayan bureaucracy is plagued by corruption. Table 21

shows the influence of key players in Paraguay

Paraguay’s tax system has low rates, large exemptions and very high evasion rates (between 45
and 55 percent estimated for the VAT (IMF, 2004)), the latter reflecting a very weak and poorly-financed
tax’ administration and a very high level of informality of the economy. Since 1990, when Paraguay
transitioned to a democracy and witnessed the opening up of trade of its large neighbors, Argentina and
Brazil, the paradigm from the previous 50 years of smuggling has broken down. Among the early reforms
to address the large leve! of informality was tax reform legislation, Law 125/91. There was no personal
income tax, and it was not particularly hard for small businesses to be exempt from the VAT. Initially the
law had two features: it afforded considerable flexibility to the executive, who could decide which articles
to apply, in some cases, the executive could decide the rate and the base of various tax rates to apply
according to some parameters set out in the law. Nonetheless, various aspects of the law and its
regulations were ambiguous and thus open to interpretation, and a series of laws amending Law 125/91
over the following decade (about 42 up to 2002 according to the World Bank (2003) added exemption
after exemption, in particular to the industrial sector. The largest was the 5-year tax holiday on all taxes
for firms that presented reasonable investment projects, even if they were never carried out. This clearly

allowed any firm to be eligible for the tax holiday, and to continue reapplying.

The tax system displays large horizontal inequities. Although the profit tax rate was 30 percent, it
was estimated that average firms effectively paid a tenth of that as a result of the exemptions and quasi-
legal alternatives. Moreover, the politically and economically powerful agricultural class, represented in
the government and Congress, prevented the update of land values for statutory purpose: land taxes are
based on the assessed fiscal value of the property, yet the tax base value of agricultural land was on
average only 5.6% of its market price (Molinas, 2004). The agricultural sector directly contributes less
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very strong bargaining position to support the Law conditional on certain features alien to its special
interests being removed. It became the main veto player. In the end, the Law was relativel y watered down
compared to its original form. The share of taxes to be paid by the agricultural sector increased, but was
still relatively small. Nonetheless, it was estimated to increase the tax revenue yield by 1.3 percent of
GDP in the long run (IMF, 2004) through its significant broadening of the tax base and the elimination of

some egregious exemptions.

Although the new Law (Ley de Reordenamiento Administrativo y Adecuacién Fiscal) clearly
moved in the right direction, in practice, the traditional pressure groups continue to lobby for the
postponement of some of the aspects of the law (the executive has the power to decide the timing of
implementation of the articles of the law). Even before the tax law went into effect, the new government
was able to-increase tax revenues by 40 percent between August 2002 and 2003, in part due to some
efficiency measures, but mostly as a result of better compliance and a reduction of internal corruption of

the institutions.
Outter features of Paraguay’s tax policies

Stability: Paraguay is a case where the characteristics of the former stability of economic policies,
basically dictated by a small group of the ruling class, shifted completely to bring forth instead a much
more democratic but stable process, where the various actors were forced to negotiate much more. Clearly
the earlier form of stability was not desirable, (as there was ﬂo incentive to cooperate with other interested

parties excluded from the political process)

Adaptability: Both the 1991 law and the 2004 tax laws give the executive branch some leeway in
adapting the tax regime to given circumstances. For example, the law atlows the exccutive to apply the
Financial Transactions Tax at will, or to apply some articles of a law first and others later. De facto,
however, the ability or willingness of the government to exercise that flexibility has not always existed in
Paraguay, as there was not enough experience with democracy, nor enough fiscal problems for

governments to ever feel the pressure to have to change the course of the slowly eroding tax base.
Coordination/coherence: The tax regime is full of loopholes and exceptions.

Investment-related qualities: Minimal resources for operation and inadequate wages and working

materials for tax agents contributed to breed corruption within it. In that sense, the tax administration
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lacks resources and independence. The recent successes in tax collection mentioned above are not

sustainable unless the resources and powers of the tax administration are increased and maintained.

Public regardedness: The tax system has been pray to special interest, especially landowners.

3.9 Veneznela
Key players and the PMPs

According to Monaldi et al. (2005), since the approval of the 1995 Constitution the presidency
has been significantly powerful. The president has the power to call for popular referendums to approve
or eliminate laws, approve constitutional reforms, or call forth a Constitutional Assembly. As a by-
product, the constitution is now extremely easy to change, if the executive is willing to do so and has the
necessary popular support. Legislators are elected through proportional representation, but a small portion
of the legislators are elected by plurality. Between 1989 and 2004, legislators have become less
disciplined but more specialized. Factions within parties, and individual representatives, have been able to
undermine the power of party barons on specific policy issues. The legislature has been able to play a
more significant role in initiating legislation due to the decline of party elite agreements. The
fragmentation of the party system and the decline in party discipline undermined the strong grasp that
national party barons exercised over the judicial system. The Court took a more politically autonomous
and activist role. During the Chdvez presidency the government has generally controlled the Court that
was appointed by the Constituent Assembly with an overwhelming government majority. Moreover, in
2004 the Chavista majority in the legislature passed a new Supreme Tribunal law adding new magistrates
in order to- obtain a firm grip on the Tribunal decisioné. Key decisions at the national level (either by
Congress or by executive decree) have to be negotiated with regional actors. The quality of Venezucla’s
burcaucracy has deteriorated and is clearly at the very bottom of the region. Table 22 shows the influence

of key players in Venezuela.

Before 1990 there was essentially a balanced budget rule which meant that if oil income
decreased, the government had to decrease expenditures. Non-oil fiscal taxation remained relatively low
and stable (Santos, 2003), covering a very narrow group of economic agents through a relatively simple
administrative structure. There was a favorable environment for long-term cooperative agreements.

However, this stability was based on the existence of increasing or steady oil revenues (and to some



48

extent the fixed exchange rate). Once the oil revenues began to decline in the 1980s the stability turned
into inflexibitity. The subsequent administrations therefore found it hard to keep up with the fiscal rule
and began to run deficits and acquire debt. Political instability also became commonplace, and it was hard
to pass reform. By 1993 the government was facing a large fiscal deficit and so a tax reform was
approved, which increased progressivity and introduced a VAT at 10 percent. However, in order to obtain
the legislative support necessary to pass the law, a large share of the VAT revenues had to be earmarked
for a special fund to finance the investments of regional governments (FIDES). For the first-time in
Venezuela’s history, the goifemors and mayors had become a powerful force in the national legislature®,
The following administration, of Caldera came in the midst of some reforms and liberalization, but
increasing economic and politicat instability. Public disputes between the executive and the legislature
were common and tax reform was not allowed to pass. Nonetheless, by 1996 the economic deterioration,
as well as special .powers granted to the executive following the 1995 banking crisis, allowed Caldera to
undertake some tax reforms, namely, an.increase in the VAT to 16.5 percent. However, once again,
concessions on the expenditure side almost counteracted any fiscal improvements that the tax rate
increase could have generated. In particular, it was established that at least 15-20 percent of VAT
revenues had to be transferred to the states, and the package included generous wage increases to the

public sector.

During the Chdvez administration (1999-present) policies have become more volatile and
incoherent than ever before, in part as a result of political instability. There has been a reversal of many
reforms implemented during the previous administrations. In particular, in 2003 a law passed which
increased the number of income tax brackets substantially (the highest at 34 percent), and between 50-60
percent rates for profits from petroleum exploration. The VAT was left at 15 percent in August 2004 (8
percent for some agricultural imports). Cabinet turnover has significantly increased, while governance
and institutional quality has dramatically declined (Monaldi, 2004).

Outer features of Venezuela's tax policies
Stability: Venezuela moved from exe;mplary stability, through a slowly degenerating political process, to

extreme volatility. Even though an effective tax reform has been elusive, tax policy has been very

volatile. Since 1992 the income tax law has been reformed five times, the value-added tax nine titmes, and

* Venezuela is a federalist state. Most subnational govemment revenue is oil-related: in addition to receiving 20-25 percent of total central
government revenues through various schemes (i.e., the income tax), subnational government get 20-30 percent of il royalties.
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the tax on banking transactions has been “temporarily” established four times (Bricefio, 2002). Part of

this was the result of a higher level of involvement by the political actors.

Adaptability: Low adaptability. Some flexibility built into oil revenues but not in the case of non-oil
revenues. When confronted with difficult fiscal problems, the policymakers have retracted instead of
adapting the reforms.

Coordination: Until recently, coordination between the executive and congress was extremely difficult.
Concessions have been made to achieve smail change sin the tax system, indicating that there was not
much coherence in the policy-making process. Although the revenue-sharing system increasingly benefits
the states, the regions seem to be in perpetual discontent about the arrangement and the amount of taxes
allocated to them.

Investment-related qualities/capacities: Political instability has meant that there is considerable
uncertainty as to whether a given tax policy will endure. Some authors point to the significant reduction in

the quality of policy-making since the late 1990s.

Public regardedness: Moreover, the reversal of various market-oriented reforms has occurred with a
bias towards the public sector (possibly patronage), and not necessarily benefiting the public. at large. The

concerns about the possible erosion of democracy would also play against this.

3.16 The Policymaking Process of Tax Referm: Main results
Key players

Based on the previous discussion, we can compute the ovetall importance of key political players in the
nine countries under study. This can be done by averaging the data shown in tables 14 fhrough 22. The
results, shown in Table 23, suggest that relatively few players are decisive in specific stages of the PMP.
For example, only the president and the cabinet have a central role in setting the tax agenda, while the
weighting and seclection of options is primarily in their hands and the legislators’. Decision making is
concentrated in the presidént and legislators, while implementation involves all actors from the executive.
Interestingly, evaluation and control rests primari'iy in the hands of the judiciary and contro! entities. How

does this compare with the theoretical roles of these players depicted in Table 137 Table 24 shows a
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measure of the deficit of influence of the selected players-differences between the players’ actual

importance and the expected level.

In the agenda setting of tax policies many players have a clear deficit of influence. This is the
case of the media, civil society, government experts, political parties, and congress. In contrast, the
bureaucracy and the judiciary have more influence than desired. Tumning to the generation and selection
of alternatives, experts, professional associations, and congressional staffers play a lower role than it is
destrable. Conversely, the president, legislators, the judiciary, and especiaily political parties are
excessively involved in this phase of the PMP. The decision making as such shows a deficit of influence
from many groups, ranging from experts, civil society, the media, and the bureaucracy. In the case of
implementation there is excessive influence from groups outside the relevant bureaucracy, while the

opposite is true in the evaluation stage.

it is useful to introduce the concept of veto players in the policy game, which can make or break
the approval or implementation of a tax reform. Based on evidence rfor OECD countries, we hypothesize
that the number of veto players should be negatively correlated with the quality of tax reform. For the 9
countries analyzed, we constructed an index of effective veto players. Based on the discussion of the
previous sections, we assign a value of 1 to those players that have a strong veto point, and (.5 to those

that are moderate veto players. Table 15 shows the index.

In all countries, except Costa Rica and Guatemala, the president is a strong veto player. In
Argentina and Brazil, which have a federalist state, the regional and local governments are also veto
players in tax policies. In both cases the executive is forced to negotiate. with the state governors the
desired structure of a tax reform before introducing Jegiskation. This is not the case of Mexico —another
federal government- mainly because governors play a role through political parties. * Governors have an
increasingly important role in Venezuela as a result of the weakening role of the legislature. The judiciary
is a strong veto player in Brazil, Colombia, Costa Rica, and a moderate veto player in Guatemala. The
bureaucracies associated with state enterprises are a strong veto player in Costa Rica, a feature that is not
observed elsewhere in the region. Interest groups are very important in Guatemala and moderately
decisive in Colombia and Paraguay. Legislators are moderate veto players almost everywhere, with the

exception of Chile and Paraguay. In Brazil they are strong veto playcrs. Political parties are generally

* Unlike Argentina or Brazil, where national leaders render service to state-level elites in exchange for support of executive-based programs in
the legislature, Mexico's municipal and state governments are not veto players in the policy-making process of ax reform.
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deinstitutionalized —as we will discuss below-, implying that they are important veto players only in

Paraguay. Civil society and social sectors are moderately important in Costa Rica and Guatemala.

In some countries, the role of the constituional court as a major veto player seems to be
associated with rigidity in tax policies. In Colombia and Costa Rica there is ample evidence of the
importance of the constitutional court in reversing many decisions related to social spending and in delays
tax reform. This has occurred because the constitution has given the courts an active role in fiscal
policies. In Brazil the court has also had an important role in tax policies, although in many cases its
decisions have sided in favor of tax reform. The constraints from the Constitution bind because the
Judiciary has been relatively independent in ruling on issues of constitutionality. In Costa Rica the
different instances where the court can intervene has clearly hindered the speed of the reform process. In
other countries, such as Mexico and Guaternala, the constitutional court has intervened very sporadically,

thus would not be considered a veto player.

The opposite is the case where the president or the executive power is one of the most important
veto players, as in the cases of Chile, Mexico and Paraguay. These countries seem to have more
adaptability and flexibility in tax policies, with various instruments available to adjust taxes according to
the macroeconomic situation, and with a leading role of the_ executive in the initiation and support for tax
reform. In Brazil, Guatemala, Venezuela and Colombia the President has more veto power than the

legislature, but is limited by other veto players (be it the courts, interest groups, political parties, etc.)

In some countries the interest groups constitute increasingly important veto players. In Guatemala
they have been able to block tax reform outside of the legislative process. In Argentina and Paraguay, and
more so in Venezuela, interest groups exert their influence indirectly through legisiators. In most cases
businesses are interested in preserving the status quo and are able to either stall the reform process or get
concessions through tax exemptions. Therefore, the public regardedness of the tax reform process suffers.
Although this phenomenon is typical of all countries, in some countries special interests are powerful

enough to become veto players.

In other countries the population at large (civil society) is well-represented in the tax reform
pracess. Chile and Costa Rica seem to be the countries where the policy-making process itself seems to
remain stable against economic shocks because of a well-woven social fabric and tradition of democratic
participation. This allows them to stay the course and maintain some fundamentals in the. presence of

changes in the macro énvironment. All of these lead to credibility of the bureaucracy, active participation
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of civil society in policy-making, and broad public debate, which are more likely to lead to a cooperative
equilibrium or beneficial outcome. In the case of Costa Rica, continued chronic fiscal problems stem in
part from the clear opposition of the population to privatization®®. In the case of Chile, the historical
importance assigned to technocrats jn the government has enabled the introduction of high-quality fiscal
laws. There are other identifiable differences between Chile and Costa Rica: Chile has fewer effective
veto players, has a much more transparent bureaucratic process and higher ex-post accountability

standards. The two countries also have markedly different fiscal situations.
Quter features

Based on the case studies, it is possible to rank each country’s outer features. The variable that we
described as the features or qualities of the policy-making process is multi-dimensional and consists of a
series of interwoven relations which are difficult to capture in an indicator. Nonetheless, the index of
quality of outer features is an attempt 10 rank the countries in terms of these characteristics. This exercise
requires a considerable amount of subjective judgment based on the information available, but it does
allow us to identify some interesting patterns. Taken together, the trends do indicate that countries where
there are a small number of clearly identified veto players, where there is clarity and consistency in the
roles of the key players, and where the policy-making process is stable, adaptable, coordinated, is
efficiently delivered and is mindful of the public good, the quality of the tax system should improve. At
the top of the list is Chile, which has been very successful in all these fronts. Table 25 shows the index of
the quality of each component of the tax policies’ outer features (the score assigns a value of 4 for high

quality and 1 for the lowest quality).

According to the results, tax policies are highly stable in Chile and Costa Rica, while Venezuela
is an example of extreme volatility. The degree of adaptability is high in Chile, followed by Mexico and
Paraguay. Costa Rica and Guatemala are examples of strong rigidity in tax policy. In terms of
coordination, Brazil and Guatemala show the worst performance. In the case of B;‘azil, this is related the
inability to reform the system in order to oblige all states to follow the same rules, especially in relation to
the indirect taxation. In terms of investment qualities, Mexico, Paraguay and Venezuela seem to have the
worst features, with weak bureaucracies and rampant evasion. Chile and Brazil, in contrast, have better
tax administrations. Public regardedness is high in Chile and Costa Rica, where regimes are simpler and
with fewer exemptions. Paraguay, Colombia, and Mexico stand at the other extreme in this front. The
overall index of quality of outer features places Chile at the top of the list with 20 points. Costa Rica,

* This also explains why the antonemous public institutions are important veto players in fiscal policy in Costa Rica.
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~ Mexico and Brazil are in a second group (with scores above ‘10). Venezucla, Argentina, Paraguay and

Guatemala are at the bottom. Colombia is right in the middle.

The relationship between key political players and outer féeatures

Political institutions have a direct impact on the policy making process (primarily affecting the possibility

of reaching intertemporal agreements) by determining severat key factors like the number of agents with

influence over decision making, their potential interactions, their duration and their relative bargaining

power, the arenas where decisions are taken, the enforcement mechanisms, etc. (Scartascini and Olivera,

2003). Based on the results presented in previous sections, here we present some simple correlations

between the tax- policies’ outer-features and some variables that represent the workings of political

institutions in ¢ach of the nine countries.

{1

@)

Adaptability: As one would have thought, the number of veto players involved in the tax
PMP is negatively correlated with the adaptabi_lilty of tax reforms (Figure 8). A higher number
of veto players would complicaté reaching intertemporal agreements that allow the executive
to make some adjustments depending on fiscal situation. The importance of some key players
can also be decisive for the adaptability of policies. For instance, Figure 9 illustrates how the
adaptability of tax policies is lower in countries where business groups have a relatively high
incidence on the decision process in this policy area, suggesting once again that business
groups favor the status-quo. The structure and organization of political parties and party
systems in general also represent a key determinant of the qualities of the tax policy making
process. Jones (2005) has developed a party institutionalization index that measures if parties
have programmatic politics, if they tend to compete based on policy proposals, if the have
public policy consistency, and if their levellof accountability is relatively acceptable and if
they can be readily identified. Evidence suggests that democracies with the more
institutionalized party systems have greater adaptability levels of -tﬁe tax policy (Figure 10).

Coordination: As expected, when more veto players are involved, the tax policy making
process has less coordination and coherence qualities (Figure 11). Likewise, democracies
where there is a greater effective number of legislative parties present low levels of’
coordination (Figure 12). On the -other hand, democracies where there is a strongly

institutionalized party system tax policies present high levels of coordination and coherence.
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(iii)  Investment Properties: According to Figure 13, when the role of expert groups external to the
government (including the IMF) have a great importance on the determination of the tax
policy agenda the tax PMP presents more investment-related qualities. Then again, these
investment-related qualities are lower in democracies where the effective ideological distance.

between the different parties is greater.

(iv)  Public Regardedness: Policies resemble public goods in those cases where political parties

are more involved in the agenda setting (Figure 14).

{v) Quter Features Quality Index: Figure 15 presents one of the most important results of this
section. Evidence suggests that democracies with more institutionalized ;political parties and

party systems in general have higher quality levels on their outer features.

To sum, the quality of tax policies is negatively related to the number of veto players. In addition, the
evidence suggests that the number of players also has an impact on other areas of fiscal policy, such as the
proportion of primary expenditures that is earmarked, medning that fiscal sustainability is harder to
achieve in environments where there are greater complications at arriving at a consensus in the

policymaking process.
4. POLICY OUTCOMES, OUTER FEATURES AND POLITICAL INSTITUTIONS: EMPIRICAL EVIDENCE

Section 2 presented the stylized facts in terms of tax policy outcomes while Section 3 provided some
analytical narrative on the outer features and the key players in the PMP. This section brings together
these two pieces of information by analyzing how political institutions shape the interaction of key
players in the policy-making process that can lead to-certain desirable or less desirable outcomes. We start
by establishing some correlations between the variables that describe the outer features of tax policy
(discussed in the previous section) and the outcomes of tax policies (discussed in Section 2). We are well
aware of the limitations of the exercise because with nine countries we have very few data points in order
to establish clear-cut causal relationships. However, the exercise is useful because it suggests some

-relationships that we can test in a panel with annual data for 17 countries between 1980 and 2001.

1t is 2 well established fact that income per capita is positively correlated with tax revenues (as a

share of GDP).”” However, for the nine countries analyzed in the previous section, there does not seem to

T Sec Acemogla (2003).
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be a relationship between ﬂle quality of tax policies’ outer features and tax revenues to GDP. More
concretely, the average share of tax revenue to GDP between 1990 and 2001 for each country, as well as
the level of the VAT tax rate, do not seem to have much relationship with the outer features.?® This is an
interesting result because it suggests that there is no causal relationship between the quality of policies
and tax revenues. The one possible exception is the index -of investment-related qualities of tax reform,
which according to our definition relates mostly to the quality of the bureaucracy of the tax collection
administration. Moreover, it is consistent with the finding that the richest countries in the sample, Brazil,

Chile and Argentina, all have high VAT tax rates and relatively high tax revenues to GDP.

In contrast, the outer features are related to ‘the policy outcomes, such as neutrality and
productivity. In fact, the higher the quality of the outer features the greater the average VAT productivity
of the country (Figure 16). The correlations are stronger for some of the subcomponents of outer features
such as stability, investment-related qualities and the public regardedness. The same is true for the
neutrality index which is positively correlated with the degree of public regardedness, suggesting that
better quality PMP result in better functioning tax systems, at least from the point of view of productivity
and neutrality.” In addition, although we do not have enough information to make a strong conclusion,
high quality outer features are negatively correlated with the cost of tax collection™ This is quite
consistent with the idea that if the policymaking process delivers a system with high evasion, weak tax
administration, exemptions, it likely to be less credible, which in turn makes collecting taxes more
difficult (Table 26).

4.1 Econometric analysis

We now turn to more formal testing of the relationship between political institutions and policy outcomes.
To the extent that political institutions determine the quality of the policy-making process, then good
outcomes in tax reform should be positively related to political institutions after controlling for some
economic variables. In particular, we are interested in explaining: (i) what motivates a government to
initiate tax reform; (i) to what extent political variables affect the ‘policy outcome’, in this case the

productivity and neutra]jty of the tax system. Finally, we want to know if countries that face certain

* However, the degree of adaptability is positively correlated with the average change in the VAT rate hetween {990 and 2001.

* 1t is interesting to note that hetter outer features are positively correlated with Iow corporate income tax rutes.

* Incidentally, the cost of tax collection in higher m countries were people consider that taxes are too high, according to the Latincharfmetro
surveys. The data also shows that the citizens are less fikely to perceive that ‘taxes are too high” when policies are more adaptabie and coherent.
More citizens are likely to believe that ‘taxes are not well spent’ the lower the index. of outer features (n particular the lower the investment-
-related qualities and public regardedness).
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political circumstances are more likely to resort to other types of taxes, different from income taxation

and VAT.

Explaining the probability of tax reform

The first question to investigate is why certain countries are able 1o pass more tax reforms than others. We
run a Probit model where the dependant variable is a dummy which takes the value of 1 when tax reforms
were approved, according the definition of tax reform used in Section 1. The probability of reform should
depend positively on the structural budget deficit, which reflects the need to raise taxes or improve the tax
system in order to deal with fiscal sustainability. We use the share of interest payments in total rcvenucs
of the government, which is a proxy of the fiscal sustainability. The probability of passing tax reform
should also depend positively on the year in the electoral cycle: there is evidence that a new govemment,
especially if elected with a mandate, has a window of opportunity, typically the first year in office, o
push through reform with less political resistance. Therefore, we use a variable that captures the number
of years since the administration’s inauguration. We postulate that the lower the value of the variable, the

greater the chances of passing through reform.

Countries supported by an IMF program are expected to pass more tax reforms. However, the
role of the IMF is a complex issue because there is some obvious endogeneity: countries that are more
willing to reform are more likely to sign agreements with the IMF. We take the view that the IMF acts as
an outside pressure in the legislative process, which can catalyze the passage of tax laws. This is captured
by a dummy variable that takes a value of one when the government is under an IMF program involving
conditionality. Finally, likelihood of reform should depend positively on the quality of the political and
legislative process. Countries where there is a democratic and orderly way of arriving at decisions and
where there are fewer extremes in terms of ideology are likely to be more successful in pushing through
tax reforms. We use the variable ideology, defined as the distance hetween different ideologies that may
exist in the legislative process, weighted by their relative importance. We also include the Poliry variable,
which captures the degree to which decision-making is made in an autocratic or democratic fashion (with
more democratic means signifying a higher number on the polity index’’. Finally, it may be the case that
governments that receive a significant portion of their tax revenues from a natural resource (royaltics

from oil, copper or hydroelectric power, or taxes from companies that exploit thesc) may be in less need

¥ The Polity Index of Democracy/Autccracy is a scale from--10 to +10 measuring the degree to which a aation is ¢ither autocratic or democratic.
A score of +10) indicates a strongly democratic state; a score of -1 a strongly autoeratic state. A fully democratic government has three essential
elements: fully competitive political participation, mstitutionalized constramts on executive power, and guarantee of civil liberties to all citizens
in their daily fives and in political participation. A fully autocratic system sharply restricts or suppresses competitive political participation. The
chief executives are chosen by an elite group and exercise power with few institutionalized constraints. Polity IV Project Dataset User's Manual
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to pass tax reforms than countries that do not have these. The results of the estimation, shown in Table 27,
_.indicate that the probability of a tax reform is greater the smaller the number of ideologies represented in
the legislative process, if there is IMF conditionality and if there is a fiscal sustainability problem. The
first year of the administration is positive, as expected, but not significant at the 10 percent level. Neither

is the presence of other revenues from natural Tesources.
Explaining the quality of the tax System

Following Mahen (2004) we investigate whether improvements in tax reform can be explained by
variables that describe the political process in Latin America between 1977 and 1995. He finds that
reform is predicted, in roughly descending order, by past inflation, explicit IMF performance conditions, a
new administration, more authoritarian-elected governments, the dominance of the presidential party in

the legislature, and established electoral systems. We follow the same basic structure in our regressions.

‘The dependant variables of interest are those that capture the quality of tax reform, and several
have already been described in Section 2. While the tax reform index captures some of the positive trends
that have been observed in tax reform in Latin America since 1985, it is possible that a country could
have reduced the marginal income tax rate and increased its VAT rate, yet there is no change in the index.
Consequently, while it encompasses a number of important areas, it may not always indicate adequately
progress in tax reform. Ignoring these limitations, we use this measure of reform as the dependent
variable. As in Mahon, we use purchasing power loss, an inflation-based index, which is a proxy for the

level of macroeconomic stabilization on the country. It may also indicate the quality of other
' macroeconomic policies, which will also positively affect the quality of tax reform and tax policy. We
include the dummy for IMF conditionality, which once again reflects an external key player in the policy-
making game, exerting pressure at-any given time to change taxes. We also include the administration’s
cycle year, again capturing the extent to which advancements in tax reform should be greater the first year
of a specific administration. Finally, we include log of income per capita in the other specification to
control for the fact that richer countries will be able to financially support a greater tax revenues to GDP
and a more efficient tax administration. We choose two variables from the Polity IV (2004) project that
capture certain elements of the policymaking process that my lead to cooperative outcomes. The first is
the executive constraint index, a seven point scale used to isolate the political constraints on a
government’s exccutive branch. The coding for executive constraints was based on the degree of
operational independence the chief executive of a country enjoyed during the years under observation.

The measure presented in the dataset is the score for each country in each year of peace. If it is orderly,
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and there are checks and balances, then this index has a high value. The second is the polity index
described above. A high number captures the degree to which decisions are made by a broad group of
people. A low number would capture an autocratic government. The higher the number of effective veto
players, which according to the correlations seem to be negatively related to the likelihood of passing
reforms, the higher the polity index. We also look at the effective number of parties as an indicator of the
ability to reach consensus and cooperation in the legislative process, which may lead to better tax reform.
Anothgr variable used is ideology mentioned earlier, which may indicate the level of polarization in the
policy-making process, thus making cooperation more difficult. Table 28 shows the results. The intensity
of tax reform increases when the macroeconomic environment is unstable (losses of purchasing power),
and the administration is at an early stage in its term. There is some weaker evidence suggesting that

lower ideological polarization is more conducive to reform.

A simpler index is the VAT productivity (defined as the ratio of the revenues from the VAT as a
proportion of GDP divided by the VAT rate). We prefer this index as a measure of the quality of the tax
system and tax reform, at Jeast for econometric purposes, for various reasons. First, as mentioned earlier,
there is no ‘ideal’ VAT rate. Some countries may prefer to have a high rate, others a lower rate. As
mentioned earlier, many studies show that the revenue to GDP is related to the level of developmsnl.
Second, there is little dispute that an improvement in the efficiency of the VAT is desirable, and a higher
VAT productivity is associated with fewer VAT exemptions and/or lower evasion, and/or more efficient
the tax administration. Third, the overwhelming majority of tax reforms in Latin America during the
relevant period have created a VAT, widened the VAT base or increased its rate, all of which would be
reflected in a change in this index. Finally, it is a uniform tax applied in a similar manner across all

countries, so the tax base, in an ideal state GDP, is comparable across countries.*?

Table 29 uses VAT productivity as the dependent variable, which for reasons mentioned above
may be a better indicator of the quality of policy making and of policy implementation. The results are
statistically significant and the coefficients have the expected sign. The fit of the equation also improves
markedly. Equation 1, the preferred specification, shows that coatrolling for the level of development and
the quality of the macro environment, the VAT productivity is higher the greater the executive constraints
index and the effective number of parties (which proxy for the quality of the decision-making process,
leading to cooperative equilibriums), but is greater the more ‘autocratic’ the political system, which we

take as a proxy for a small number of veto players. It does seem to show some effect of the political
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variables on the quality of the tax system, at least as it pertains to the VAT. Table 30 uses the Income tax
productivity as a measure of the tax policy outcomes. Once we control for difference in the level of
income, productivity seems to decrease with inflation and the effective number of political parties.

Productivity increases with the degree of institutional constraints on the executive.

Lora’s tax neutrality index is a good measure of the quality of tax policy.” Greater values of the
index lower tax rates (using a scale from 0 to 1 for each tax, wherein 0 corresponds to the highest tax and
1 to the lowest for the set of observations per year and country) and higher productivity. When we use this
measure as the dependent variable, the result show that neutrality is greater in environments where there
is lower inflation, a larger number of effective parties, and the -executive is less constrained. It is
somewhat puzzling to the see that the greater the ideological divide between the relevant political parties,
the greater the neutrality of the tax system.

Other Taxes as a Means to Raise Revenues

In the previous chapter one of the patterns that came through, at least for some of the countries analyzed
was a tendency of couniries that are fiscally constrained (either because of a sustainability problem, or the
inability to lower expenditures due to legal or political constraints) will be more likely to resort to creative
ways of raising revenue, such as tweaking with taxes, imposiﬁg temporary taxes and surcharges that
. become permanent or using methods thét require less involvement from Congress to raise revenue.
Therefore, we define the variable other taxes as the share in total current revenue of revenue from taxes
other than the VAT and direct taxes. This would include payroll taxes, property taxes, excise taxes and

other cascading taxes.

Table 32 shows the results after controlling for countries that receive a large share of current
revenues from natural resources. We find that the structural fiscal bélance, which captures the severity of
the fiscal problem, is highly significant and negatively related to the share of other taxes, as expected. We
also find that this variable higher for countries that have an unstable macroeconomic environment, as
proxied by purchasing-power-loss, possibly signifying the need for more ‘desperate’ measures under

certain circumstances. More importantly, the results show that the lower the executive constraints index

*2 As opposed to an income tax, where the maximum tax rate fails to capture the marginal rates scales, the
excmption levels and the treatment of income such as capital gains. In the case of excise taxes, for example, most
countries tax a heterogeneous list of goods.

* The definition of Lora’s Tax Neutrality Index is developed in section 2.
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and the higher the polity variable, the easier it is for the government to raise other types of revenues;

presumably because it is less subject to various checks and balances.

5. CONCLUSIONS

What are the features. of ‘good’ tax policies? Why some countries have better working tax systemns than
others? Why some countrics arc more able than others in reforming their tax systems? This paper tries to
answer these questions by applying the policymaking process methodology to the recent expetience with
tax reform in Latin America. This framework provides the answer to the first question: high quality
policies are those that do not change in response to political shocks -but that are responsive 0 economic
conditions-, that are not captured by special interests, and that are coherent and efficient. To a large
extent, countrics that are able to deliver better tax policies have better political institutions, in the sense of
engaging various actors in the policymaking game, but restricting the use of veto powers as much as
possible. When these players are institutionalized and have long-term perspectives the results tend to
improve significantly. This is the case, for example, when political parties not only are relevant in the
policy game, but also have programmatic politics, compete based on policy proposals, have public policy
consistency, their level of accountability is relatively acceptable, and can be readily identified. Results
also tend to improve when the executive is more constrained. That is, when the system of checks and
balances works well in the sense of preventing policy swings. However, successful reforms provide some
discretion so that some parameters of the tax system can be adjusted rapidly to changes in economic

conditions.

This means that successful reforms are difficult to achieve because théy require a complex
process of consensus building between many players. When reforms take place too frequently, policy
reversals and incoherencies are common. There is a fine line, because with too many powerful players the
game can easily end in stalemate and gridlock. This is the scenario of protracted reform, typical of many
countries in the region. It remains to be explained why this has been the case in many countries since the
late 1990s.
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Appendix 1: Variable defi ns
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Faken from Lora and Olivera (2004).
Tahen irom Loma and Olfvera (2004).
[Taken rom Lom and Ofivera (2004).
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Latinharfemetro
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[Taken irom Lora and Olivera {2004).
[Titean irom Lora and Olivera (2004).




Table 1

Corporation's Income Tax Rate

Country 1985 19590 1995 2000 2002
Argentina 33% 20% 30% 35% 35%
Bolivia 30% 0% 25%  25%  25%
Brasil 45% 40% 25% 25% 25%
Chile 10% 10% 15% 15% 16%
Colombia 40% 30% 35% 35% 35%
Costa Rica 50% 30% 30% 30% 30%
Ecuador 40% 25% 25% 25% 25%
El Salvador 35% 30% 25% 25% 25%
Guatemala 42% 34% 25% 31% 31%
Honduras 46% 46% 40% 25% 25%
Jamaica 45% 33% 33% 33% 33%
México 42% 36% 34% 34% 35%
Nicaragua 45% . 30% 25% 25%
Paraguay 30% 30% 30% 30% 30%
Peru 55% 35% 30% 20% 27%
Dominican Republic 49% 49% 25% 25% 25%
Trinidad and Tobago 50% 40% 38% 35% 35%
Uruguay 30% 30% 30% 30% 30%
Venezuela 50% 509% 34% 34% 34%

Source: PriceWaterHouseCoopers: Corporate Taxes, Worldwide Summaries. Several years



Table 2
Financial and Fiscal Incentives to Production and Investment

Horizental tax Tax Incentives t
Country Tax ircent : ax Incentives to
Incentives ax incentives to specific sectors particular regions

Argentina Mining, forestry
Bahamas ¥ (@) Hotels, financial services, spirits and beer
Barbados x Financial services, insurance, inforration technology
Belize X Mining
Baolivia Mining
Brazil . ¥
Chile ¥ Forestry, oil, nuclear materials b4
Colombia x (e}
Costa Rica Forestry, tourism
Dominican Republic Tourism, agribusiness
Ecuador Mining, Tourism
El Salvador
Guatemala
Guyana Agribusiness
Haitt x
Honduras
Jamaica Matlon picture industry, tourism, bauxite, aluminum, factory

construction
Mexico (9 Forestry, motion picture industry, air and maritime

transportation, publfishing Industry
Nicaragua ) Tourlsms
Panama Taurism, forestry
Paraguay ¥ y
Peru Tourism, mining, oil x 0
Trinidad & Tobago x K Hotels, construction,
Uruguay y (1 Hydrocarbons, printing , shipping, forestry, military industry,

airlines, newspapers, broadcasters, theaters, motion picture

Industry
Venezuela ‘ ¥ im) Hydrocarbons and other primary sectors ™

Source: DB 2007. Table 17.3 in The Business ol Growh. Economic and Sodal Progress In Lafin America 2001 Report,

Nates: 1) The nolation X(ip) means that there are credit knes 1or entire nvestment projects and, A lomion, tor discrete capilal goods. The plain X indicates that only leans for discrete sels ot lixed assets are avatatle.
a) Income is laxdree and imports jo be used in invesiment peojacts are duly-iree.

b) The taxinceniive & for foreign imvesiors. Ofishore companios ane taxed al a rale significarly betow Ihe rate fof facal companies.

&) There are lederal 1ax investmen incentives for 1he Northeas! and Amazen reqlons.

d) There are twa maln h {orms o tax ive 103 irvogiment (b of proflis): 1) Acoelerated deprociation ks granled ior new fixed assets acquired domeslically and for imported fixed
assets; 2) personal Income lax and AddHi

€] There are two spenial lax regimes that favour parlioular regions recently atiected by naturd disasiors. They are he Pdez Law anc tho Quimbaya Law. The 5irs! is appicable 1o the zones aflected by the #aading of
the Péez River in 1995 and tha snco

1) Haiti has a comprehensive tax-holiday scheme.

4} Through the Sactor Promotion Program (PROSEG), firss in twenty-twn indusiries in the manulacturing sector can impor] goods &l a preferential rate to be used in the respective manufacturing soclor io produce
{nal goods either lor the extemal or the:

h) Paraguay has a five-year-duralion tax-hatiday Tor new invesiments,
i} The curation of the lax-hohday menticned in feotnote 15 s longer (len years) if the ¥ making the i focates in the Dep oi Guaird, Caszapé, Reembedl, Goncepcidn, or in the Easiam
Aogion.

i) Manutacturing emierpises operaling In the border provineee and In the Amazon region arc excmpl Iram the inoome tax, the VAT, and fhe excise faxes.

k] Tnnidzd and Tohaga granis comprehensive tax holidaye of up 10 tan years.

I) A tax exernplion is avaliable on prolits reinvested In manufacturing Hims, iaming. and hotel taciliies. n adgllion, there is a partial reliel Irom caplial tax hrough computing the liscal value ai indusidal eguipment at
(itly perceni

m) New investments in manulaciuring industry, agriculture, fishing, lish tarming, livesiock, and \owurksm receive a tax rebate of 20 perceni. Furthermmore, the capital gains 1ax is cne percent.

n) New imvesimenis in hydrocarbons praduction anjoy a 1ax rebate of 8 percent. The purchase of capital equipment and or new in ail, mining, agrcull and i I axempl from the

wholesate jax.



Table 3

Individual's Income Tax Rate

Country 1985 1990 1995 2000 2002
Argentina 45% 30% 30% 35% 35%
. Bolivia 30% 10% 13% 13% 13%
Brasil 60% 25% 35% 28% 28%
Chile 50% 50% 45% 45% 40%
Colombia 49% 30% 35% 35% 35%
Costa Rica 50% 25% 25% 25% 25%
Ecuador 40% 25% 25% 25% 25%
El Salvador 60% 50% 30% 30% 30%
Guatemala 48% 34% 30% 31% 31%
Honduras 46% 46%  46% 25% 25%
Jamaica 58% I3% 25% 25% 25%
México 55% 35% 35% 40% 40%
Nicaragua 53% 30%. 25% 25%
Paraguay 30% 30% 0% 0% 0%
Peru 50% 45% 30% 20% 27%
Dominican Republic 73% 73% 25% 25% 25%
Trinidad and Tobago 70% 35% 38% 35% 35%
Uruguay 0% 0% 0% 0% 0%
Venezuela 45% 45% 34% 34% 34%

Source: PriceWaterHouseCoopers: Individual Taxes. Worldwide Summaries. Several

years



.ax Exemption Level and Upper Income Bracket (Multiples of per capita GDP) '

Personal Exemption Level r Income Bracket
1985 1991 1997 2000 2001 1985 19931 1997 2000 2001
0.3 0.5 1.2 1.3 1.7 21.4 13.7 14.5 15.5 16.5
1.0 0.5 10.1 0.5
0.3 1.2 2.1 1.7 1.5 10.1 2.8 4.2 3.3 3.1
0.2 2.3 0.1 0.1 0.1 2.8 22.6 1.3 1.2 1.2
0.0 0.4 2.7 4.4 4.1 20.5 25.3 12.0 11.7 16.6
1.2 2.9 1.1 0.8 0.8 1.4 5.3 5.6 4.1 3.7
1.1 0.2 0.1 2.6 2.3 413.5 74.3 34.3 6.5 5.8
0.4 2.9 1.8 0.9 2.4 29.2 35.8 22.7 11.3 8.3
2.3 1.4 1.2 1.2 171.7 325 12,7 11.4 11.0
0.9 2.3 6.3 . 5.3 50° 356.0 31.% 17.5 14.7 22.5
0.0 6.9 5.2 3.9 3.6 600.4 686.8 1034 39.1 36.0
0.7 0.2 0.1 0.1 0.1 21.3 11.7 5.0 36.8 44.0
1.7 6.6 8.3 7.7 56.9 9.9 47.4 45,9 61.2
0.3 0.5 0.9 0.9 0.9 89.0 97.8 63.1 58.9 57.8
0.5 10.4
2.6 2.8 2.9 20.1 21.5 22.3
0.0 0.0 0.0 0.0 0.0 0.0
0.6 1.8 2.1 2.3 2.3 121.0 75.0 24.2 19,0 20.7

WadanMariam, IMF Warking Paper WP/02/227. Central American Tax Reform: Trends and Possibllitias



Table 5

Value-Added Tax Rates

Country 1985 1990 1995 2000 2002
Argentina 18% 13% 21% 21% 21%
Bolivia 10% 10% 13% 13% 13%
Brazil 30% 30% 31% 31% 31%
Chife 20% 18% 18% 18% 18%
Colombia 10% 12% 14% 15% 16%
Costa Rica 10% 10% 10% 13% 13%
Ecuador 10% 10% 10% 12% 12%
El Salvador 0% 0% 13% 13% 13%
Guatemala 7% 7% 7% 10% 10%
Honduras 5% 5% 7% 12% 12%
Jamaica 0% 0% 13% 15% 15%
Mexico 15% 15% 15% 15% 15%
Nicaragua 15% 15% 15% 15% 15%
Paraguay 0% 0% 10% 10% 10%
Peru 11% 16% 18% 18% 18%
Dominican Republic 6% 6% 8% 8% 8%
Trinidad and Tobago 0% 15% 15% 15% 15%
Uruguay 20% 22% 22% 23% 23%
Venezuela 0% 0% 13% 15% 15%

Source: PriceWaterHouseCoopers: Corporate Taxes, Worldwide Summarles. Several years



Table 6
Tax Revenue as GDP percentage

L]

. 2000-02 Vs
Country 1985-89 1990-94 1995-99 2000-02 1985-89
Argentina 11.6% 11.6% 12.5% 9.5% -2.1%
Bolivia 8.0% 9.9% 14.0% 13.1% 5.1%
Brazil 16.5% 18.2% 19.7% 24.4% 7.9%
Chile 19.3% 18.4% 18.7% 16.7% -2.6%
Colombia 11.2% 11.8% 10.4% 12.9% 1.7%
Costa Rica 20.2% 18.4% 17.9% 12.5% -7.7%
Ecuador 14.4% 15.5% 9.8% 12.5% -1.8%
El Salvador 123% . 9.8% 11.6% 10.8% -1.5%
Guatemala 7.9% 7.4% 8.9% 10.2% 2.3%
Honduras 13.6% 15.5% 16.9% 16.2% 2.6%
Jamaica 23.5% 21.4% 22.3% 25.6% 2.0%
México 14.3% 13.5% 11.9% 12.0% -2.3%
Nicaragua 25.3% 11.0% 13.6% 14.1% -11.2%
Paraguay 8.5% 9.4% 10.6% 9.7% 1.2%
Peru 10.8% 13.4% 14.8% 12.6% 1.9%
Dominican Republic 11.8% 13.2% 14.8% 15.5% 3.8%
Trinidad and Tobago 24.8% 19.2% 20.4% 15.3% -9.6%
Uruguay 21.9% 25.7% 26.2% 24.0% 2.1%
Venezuela 17.0% 15.9% 14.1% 11.9% -5.1%

Source: IMF. Data from Government Finance Statistics and Article IV. Several Years



Table 7
Tax Revenues

2000-02

Item 1985-1989 1990-1994 1995-1999
Total Tax Revenue (% GDP)
LAC average * 15.4% 14.6% 15.1% 14.7%
LAC median * 14.0% 14.2% 14.3% 13.2%
LAC average (1) 14.8% 14.5% 15.0% 14.7%
LAC median (1) 13.7% 14.0% 14.5% 13.3%
Income Tax Revenue (% GDP)
LAC average * 2.7% 2.8% 3.5% 3.9%
LAC median * 2.3% 2.0% 3.0% 3.4%
LAC average (1} 2.6% 2.5% 3.0% 3.4%
LAC median (1) 2.5% 2.1% 3.0% 3.3%
VAT Tax Revenue (% GDP)
LAC average * 3.2% 4.0% 5.3% 5.5%
LAC median * 2.6% 3.6% 4.7% 5.0%
LAC average (1) 3.0% 3.8% 5.0% 5.3%
LAC median (1) 2.7% 3.4% 4.5% 5.2%

Source: Own calculatiens based on IMF. Data from Government Finance Statistics and Article 1V. Several Years

(*) Includes Argentina, Brazil, Chi'e, Colombia, Costa Rica, Ecuador, E Salvador, Guatemala, Honduras, Jamaica, México, Nicaragua, Paraguay,
Peru, Dominican Republic, Trinldad and Tebago, Uruguay and Venezuels.

(1) INciLges Argennina, Brazi Lnie, LOIomDbla, LOsth KICh, ECUaaor, Lualémala, Monouras, Mexico, NICAragus, Peéru, LomInican Kepupiic ano

Llrvimmw



Table 8
Neutrality Tax Index

1985-89 Vs
Country 1985-89 1990-94 1995-99 2000-02 2000-02

Argentina 29.1% 37.4% 35.8% 33.7% 4.6%
Bolivia 55.8% 66.3% 56.1% 54.0% -1.8%
Brazil 22.8% 35.0% 38.9% 40.9% 18.1%
Chile 49.6% 49.3% 50.9% 52.6% 3.0%
Colombia 47.8% 50.1% 42.7% 44.5% -3.4%
Costa Rica 42.9% 51.3% 50.1% 51.3% 8.4%
Ecuadro 39.1% 51.5% 51.3% 56.5% 17.4%
€l Salvador 25.9% 42.1% 52.5% 54 2% 28.2%
Guatemala 42.7% 50.6% 53.4% 52.2% 9.6%
Honduras 42.5% 47.0% 54.0% 56.7% 14.1%
Jamaica 38.8% 62.8% 66.5% 67.7% 28.9%
Mexico 33.8% 45.7% 41.8% 41.3% 7.5%
Nicaragua . 35.9% 42.7% 49.6%

Paraguay 32.8% 47.6% 62.8% 60.9% 28.1%
Peru 36.5% 35.2% 45.8% 52.8% 16.3%
Dominican Republic 27.5% 45.7% 55.7% 60.9% 33.4%
Trinidad and Tobago 32.0% 52.1% 52.8% 48.0% 16.0%
Uruguay 52.2% 48.7% 56.8% 55.6% 3.4%
Venezuela 30.2% 41.9% 49.1% 45.3% 15.1%

Source: Own calculations based on IMF. Data from_Government Finance Statistics and Article

IV. Several Years



Table 9

Summary of Income and Value-Added Tax Inc/dence Studies

Year of Gini before R:: ie:cl.;e:n(;aot'i’o Quasi-Ginl of Gini after G[:ii :I;:f;bt:;;‘":f Kakwani S?::I:om:y Engel, Galetovic,
Country and study calculations taxes axpenditure) tax tax =q revenus measure meas:srq Raddatz measura

(a) (b} (@ {d} (8) (f} {d}-(b) (b)-(e) (b}-(f)
Income taxes
Argentina: CEB (1997) 1996 0.470 0.050 0.625 0.470 0.438 0.156 0,00008 0.031
Chile: Engel et 2l (1997) 1994 0.543 0.018 0.882 0.543 0.528 0.338 0.00006 0.016
Dotninican Republic: Santana and Rathe (1992) 1989 0.497 0.038 0.751 Q0.497 0.469 0.253 0.00010 0.028
& Salvador: Acevedo and Orellana {2003) 2000 0.502 0.011 0.645 0.502 0.495 0.143 0.00002 0.007
Guatemala: Bahl et al {1996) 1993 0.565 0.014 0.651 0.565 0.556 0.086 0.00001 0.009
Honduras: Gdmez-Sabaini {2003) 2000 0.539 0.044 0.551 0.539 0.515 0.011 0.00001 0.024
Peru: Haughton (2004) 2000 0.470 0.012 0.627 C.468 0,462 0.157 0.00197 0.008
Median 0.156 0.00006 0.016
Value-added taxes
Argentina: CEB (1997) 1996 0.470 0.062 0.329 0.470 0.449 -0.141 -0.00009 0.021
Chile: Engel at al (1997} 1994 0.543 0.087 0.454 0.543 0.504 -0.089 -0.00008 0.040
Colombia: Steiner & Soto (1998) 1994 0.543 £.039 0,592 0.543 0.519 0.050 0.00002 0.023
B Salvador: Acevedo and Orellana (2003) 2000 0.502 0.054 0.265 0.502 0.488 -0.237 -0.00013 0.014
Guatemala: Bahl at al (1996) 1993 0.565 0.040 0.641 0.565 0.539 0.076 0.00003 0.026
Honduras: Gomez-Sabaini (2003) 2000 0.539 0.079 0.420 0.539 0.506 -0.119 -0.00009 0.033
Peru: Haughton {2004) 2000 0.470 0.056 0.455 0.471 0.445 -0.015 -0.00088 0.025
Median -0.089 -0.00009 0.025




Table 10

Main fypes of Reform 1990-2002 (Absalute number of reforms in 17 countries)

Gross Net
(a) Tax system overnaul 11 11
(b) VAT creation 1 1
{c) VAT base broadening ' 17 - 15
(d) VAT rate increase . 29 21
(&) Elimination of minor duties 5 5
(f) Personal income tax base change 14 14
{g) Personal income tax rate change/reduction 16 8
{h) Corporate Income tax base change 9 7
(i) Corporate income tax rate change/reduction 23 5
(}} Comprehensive administrative reform 5 5
(k) Creation of other taxes (excises, bank debits, gross
assets) 9 9
AVerage of rerorm Items Dy country 7.7 5.6
Average of reform years Dy country 4.2

Source: Own calculations as explained in text based on IMF Article IV Reports and
questionnaires applied to Tax Administration officials in some of the countries.



Table 11
Indlgators of Tax Reforms and Quicomes

B - Number of years with legislative] Number of years with-a tax Change in tax "
Country Amount of legislative activity] activity reform reversal revenues 1990- Change in neutrality
- 2002, % GDP index, 1990-2002
1977-1989 1990-2002 1977-1989 1990-2002 1977-1989 1990-2002 -

Argentina 1 2.4 7 8 aQ [4] 0.0% -4.9%
Bolivia 0.8 0.7 1 ] o] 0 4.9% -10.4%
Brazil 0.3 0.1 2 6 0 3 5.6% 6.0%.

Chilex 01 0.1 3 7 1 2 0.4% 6.7%
Colombia 0.6 0.7 2 7 0 0 1.7% -5.0%
Costa Rica 0.6 0.6 3 8 0 2 -6.8% 1.6%
Dominican Republic 0.4 -0.3 2 5 0 3 5.1% 33.1%
Ecuador 0.4 0.7 2 5 0 [+] 1.0% 6.0%

B Salvador 0.2 ] 3 1.8% 24.6%
Guatemala 0.5 0.9 2 9 [} 1 3.8% 5.5%
"Honduras 0.7 7 | 1.3% 7.3%
Mex|co 1.1 0.1 5 7 G 3 -0.7% -0.9%
Nicaragua 0.3 8 3 12.5% 28.1%
Panama n.s 0.2 3 2 0 n

Pery 0.2 G.8 2 8 o 2 0.4% 19.3%
Paraguay 0 0.3 L+] 2 ] 1 0.0% 28.1%
Uruguay 0.4 0.2 3 6 0 2 1.1% 7.8%
Venezuela -0.1 0.6 1 7 1 3 -7.7% 10.1%
Averages j 0.45 051 2.53 6.33 .13 1.61 1.4% 5.6%
m&mrﬂﬁmanm adivity 1.00 0.41 -0.57 -0.21 -0.48
Tometation with NUMIDaT of years With 1egislanve achvity 0.41 1.00 Q.23 -0.02 ~0.36




Table 12
Players' ideal / theoretical importanca in the Tax PMP

Considered Players

Agenda Setting

Generation and
selection of
alternatives

‘Decision making

Implementation

Evaluation and control

Political Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities

Subnational Governments (only for unitary governments)
Business

Media

Experts {within the government}

Experts {outside the government, including the IMF)
Labor Unions '
Professional Associations
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Table 13
Frequency of IMF programs

Frequency of IMF Programs

Country 1980 - 1990 1990 - 2001

Argentina ' 3
Bolivia

Brasil

Chile

Colombia

Costa Rica
Ecuador
Guatemala
Honduras
Mexico
Nicaragua
Paraguay

Peru

Rep Dominicana
Salvador
Uruguay
Venezuela
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Table 14
[Argemjna: Players' importance in the Tax PMP

Considered Players

Agenda Setting

Generation and
selaection of
alternatives

Decision making

Implementation

Evaluation and controi

Political Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Governments
Business

Media

Experts (within the government)
Experts (outside the government, including the IMF)
Labor Unions

Professional Associations
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Table 15
Brazil: Players' importance in the Tax PMP

Generation and
Considered Players Agenda Setting selaction of Decision making Impiementation Evaluation and control
. alternatives

Political Parties 2 2 3 1 1
Legislators 3 3 3 1 1
Legislators' Staff 1 2 2 1 1
President 3 3 3 3 2
Ministerial Gabinet 2 3 1 3 2
Bureaucracy 2 2 1 3 1
Judiciary and control entities 1 1 3 2 3
Subnational Governments 2 3 2 3 2
Business 1 1 1 1 1
Media 2 1 1 1 2
Experts (within the government) 3 2 2 2 1
Experts (outside the government, including the IMF} 2 1 2 1 3
Labor Unions 1 1 1 1 1
Professional Associations 1 t1 1 1 1




Table 16
. Chila: Players’ importance in the Tax PMP
|

Considered Players

Agenda Setting

Generation and
selection of
alternatives

Decision making

Implementation

Evaluation and control

Political Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Govarnments
Business

Media

Experts {within the government)
Experts (outside the government, including the IMF)
Labor Unions

Professional Associations
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Table t7
Colombia: Players' importance in the Tax PMP

Generatlon and
Considered Players Agenda Setting selection of Decision making Implementation Evaluation and controi
alternatives

Political Parties

Legislators.

Legisiators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Governments
Business

Medla

Experts (within the government)
Experts (outside the government, including the IMF)
Labor Unlons

Professional Associations
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Table 18
lCosta Rica: Players' importance in the Tax PMP

Considered Players

Agenda Seiting

Generation and
selection of
altarnatives

Decision making

Implementation

Evaluation and control

Political Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Governments and entities 1/
Business

Media

Experts (within the govarnment)

Experts (outside the gevernment, including the IMF)

Labor Unions
Professional Associations
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1/ Public sector entitles like the Central Bank, public enterprises and the Social Security Institute. Subnational governments havae litlle power.



Table 19
Guatemata: Players' influence/role importance in the Tax PMP

Considered Players

Agenda Setting

Generatlon and
selection of
aiternatives

Decision making

Implementation

Evaluation and control

Politica! Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Governments and entities
Business

Media

Experts (within the government)
Experts (outside the government, including the IMF)
Labor Unions 1/

Professional Associations
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1/ Groubs that support the fiscal pact after the Peace Agreements.



Table 20
Mexico: Players' importance in the Tax PMP

Considered Players

Agenda Setting

Generation and
selection of
alternatives

Decision making

Implemeantation

Evaluation and control

Political Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Governments
Business

Media

Experts (within the government)
Experts {outside the government, including the IMF)
Labor Unions

Professional Associations
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Table 21
IParaguay: Players’ importance in the Tax PMP

Considered Players

Agenda Setting

Generation and
selection of
alternatives

Dacision making

Implementation

Evatuation and control

Political Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Governments
Business

Media

Experts {within the government)
Experts (outside the government, including the IMF)
Labor Unions

Professional Associations
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Table 22
Venezuela: Players' importance in the Tax PMP

Considered Players

Agenda Setting

Generation and
selection of

alternatives

Decision making

Implementation

Evaluation and control

Political Parties

Legislators

Legisiators' Staff

President )

Ministerial Gabinet

Bureaucracy

Judiciary and control entities
Subnational Governments
Business

Media

Experts (within the government)
Experts (outside the government, including the IMF)
Labor Unions

Professional Associations
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Table 23

Average of the nine selected countries: Players’ importance in the Tax PMP

Considered Players

Agenda Setting

Generation and
selection of
alternatives

Decision making

Implementation

Evaluation and control

Political Parties

Legislators

Legislators' Staff

President

Ministerial Gabinet

Bureaucracy .

Judiciary and control entities
Subnational Governments 1/
Buslness

Media

Experts (within the government}
Experts {outside the government, including the IMF)
Labor Unions

Professional Associations
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Table 24
Deficit of influence of the selacted players-differances betwaen the players’ actual importance and the expected level

Generation and

Considered Players Agenda Setting selection of Decision making Implementation Evaluation and cantrol
alternatives
Political Parties -1 2 0 1 0
Legislators -1 1 0 1 -1
Legislators' Staff ] -1 -1 -2 -1 0
Presldent 0 1 0 2 1
Ministerial Gabinet 0 1 -1 1 0
Bureaucracy 1 -2 -1 0] -1
Judiciary and control entities 1 1 1 -1 0
Subnational Governments 1/ 0 1 i 0 0
Business -1 -1 0 -1 1
Media -2 -1 -1 0 0
Experts (within the government) -1 -1 -2 0 0
Experts (outside the government, including the IMF) 0 -1 -1 0 -1
Labor Unions . -2 i -1 -1 0
Professional Associations 0 -1 0 -1 0




Table 25
Components of the tax policles’ outer features (the score assigns a value of 4 for high quality and 1 for the lowest Juallty)

Outer Features. Venezuela Argentina _ Guatemala  Paraguay  Colombia Brazil Mexico Costa Rica Chil
Stability 1 - 2 2.5 3 2.5 3 3.5 q 4
Adaptability 2 2 1 3 2 2 3 1 4
Coordination 2 3 1 2 2 1 3 3 4
Investment qualities 1 1 2 1 2 3 1 2 4
Public regardedness 2 1 3 1 2 2 2 3.5 4
Total 8 9 9.5 10 10.5 11 12.5 13.5 20




Table 26
Quter Features and credibility of the tax system

Taxes are well spent? Taxes are too high? (%

Extent and effect of

Eﬁclency of the tax

Quter Features Quality

Country {% no)* yes)* taxation** system* %% Index
Argentina 75% 36% 2.4 1.9 9
Bolivia 83% 27% 2.6 3.1
Brazil 76% 60% 1.9 1.8 i1
Chile 62% 19% 4 4.3 20
Colombia B1% 67% 2.8 2.6 10.5
Costa Rlca 75% 60% 3.4 3.7 13.5
Dominican Republic 2.9 2.6
Ecuador 92% 47% 2.5 2.4
El Salvador 66% 58% 4.6 5
Guaternala 74% 55% 31 2.5 9.5
Honduras 64% 50% 2.5 3.3
Mexico 89% 32% 2.8 2.1 12.5
Nicaragua T1% 59% 2.3 3.1
Paraguay 84% 44% 3.8 3.7 10
Peru 85% 49% 2.4 2.6
Uruguay 76% 64% 2.4 2.6
Venezuela . 745%, 48% 3.4 3 8
Correlation with the Cuter Features Quality Index -0.50 -0.55 0.44 0.60 1

Source: * Latinbarémetro, ** Global Competitiveness Report and authors caleulations.



Table 27

Economelric Results: Tax Reform Probability

Explicative Variables

Tax Reform Dummy

(1) (2 (3)
IMFconditionality %“‘82:)' 0(2511 :) ) 0(3::%)
Administration's Cycle Year (011,;18; (01(?29; (01,03917;
Interest Payments {% of Revenues) 0(20’123)' 0(:?,199;’)"
Polity Index ?004231)
Ideology -(['.);1 gg; ?22,;;;* ? ,222 ‘;.).
Dummy naturai resources (0018114)
Constant B 32?4‘; ?6%455; (de 2315)
Prab > chi2 0,0219 0,0025 0,0087
Number of Observations 190 166 168

* Significative at 10%
** Significative at 5%
*** Significative at 1%
z-sltatistic in parenthesis



Table 28

Econometric Results: Determinats of tax reform Intensity

Explicative Varlables

Mahon's Tax Reform Index (Taxref)

{1) (2) {3)
. . 0,678 0,443
Adjusted fiscal balance (1,26) (0,94)
L -0,000007 -0,000006 -0,000007
GDP per capita (-0,65) (-0,67) (-0,55)
Purchasing Power Loss 0.019 0,263 0,247*
9 (1,73) (2,14) (1,96)
" . ! 0,050* 0,048* 0,024
IMFconditionality (1,92) (1,85) (1,17)
’ . . -0,023*
Administration's Cycle Year (:3,57)
. , -0,0017
Effective Number of Parties (:0,12)

. . 0,014 0,010 (-0,00007)
Executive Constrains Index (0,83) (0,60) (0,00).
_ 0,007

Polity Index (0,39)
Ideolo -0,021* -0,018 -0,022

9y (-1,83) (1.52) (-1,59)
Constant 0,022 0,022 0,129
{0,23) {0,22) {0,87)
Adjusted R-square 0,0935 0,2275 0,1625
Number of Observations 186 180 176
* Significative at 10% ' '
** Significative at 5%

*** Significative at 1%
t-statistic in parenthesis



Tabie 29

Econometric Results: Determinats of VAT productivity

Explicative Variables

VAT Productivity

(1) [TT) (2) T (3) axk . (4) xR (5) s
A
Purchasing Power Loss (02’,23_;; (031 192")‘ (02,2‘?;; ? 21,%57;- (0 ,2231)
IMFconditionality 0(2275} 0(2‘::) O(Sgg) 0(251)) 0(205257)
Effective Number of Parties 0!(24;7')" 0(222527)' 0(2461;;*
Executive Constrains Index %)?;;‘ Oigi;';' ' ng‘l’rzg)" (02,06537)
o nde orm ‘Gen  (eew
Ideology %gg%? %22?)5 0’(2,21452)“
= ar G em G
Adjusted R-square 0,6441 0,6841 0,6383 0,6259 0,6744
Number of Observations 174 242 173 200 173

* Significative at 10%
** Significative at 5%
*** Significative at 1%
t-statistic in parenthesis



Table 30

Econometric Results; Determinats of Income tax productivity

Explicative variables

Income Tax Productivity

(1) (2)
. 0,00002"** 0,00002"**
GDP per capita (2,99) (2,80}
. -0,169** -0,198***
Purchasing Power Loss (-4,22) (-4,38)
e 0,014 0,059
IMFcond|t|0nal|ty (1 ’1 0) ) (0,43)
. : . -0,027* -0,0065
Effective Number of Parties (-2,44) (-0,84)
. . 0,027 0,025**
Executive Constrains Index (2,10) (2,03)

. -0,0119* -0,0064
Polity Index (-2,36) (-1,35)
Ideol P

cgy {0,01)
Constant 0.175¢ 0072
_ (2,29) (1,31
Adjusted R-square 0,7528 0,8115

Number of Obsevations 200 173

*** Significant at 1 percent
** Significant at 5 percent

* Significant at 10 percent

t-statistic in parenthesis



Table 31 - _
Econometric Results: Determinats of the Tax Neutrality index

Explicative variables Tax Neutrality Index

(1) (2)
, 0,000013** 0,00013**
GDP per capita (2,00) (1,98)
. -0,093* -0,0926*
Purchasing Power Loss (-1,86) | (-1,85)
" . 0,0114 0,0115
IMFeonditionality (0,88) (0,88)
. ) 0,028." 0,028***
Effective Number of Parties (3,17) (3,15)
. . 0,0159* 0,0154
Executive Constrains Index (1,83) (1,19)

. 0,0003
Polity Index | (0.06)
ldeol 0,0190* 0,019™

ogy (2,09) (2,08)
Constant 0,173 0.173"
(2,00) (1,95)
Adjusted R-square 0,6320 0,6295

Number of Obsevations 173 173

*** Significant at 1 percent
** Significant at & percent

* Significant at 10 percent
t-statistic in parenthesis



Table 32
Econometric Results: Determinats of the use of "other” taxes

Other Taxes (% of current revenues)

Explicative Variables (1) (2)

Adjusted fiscal baiance " ‘2‘221 992) ' ?33135)

Purchasing Power Loss 022’5;*;' Oigio;;”
Effective Number of Parties (:,1(322)7 0(3%‘-;’)’
Executive Constrains Index ?0?3;5)3 (01?;5;

Polity Index 0,(?2?8529)**
Constant ?0%0;) :)1,’():3217)
Adjusted R-square 0,7514 0,7582

Number of Observations 173 173

* Signiticative at 10%
** Significative at 5%
*** Significative at 1%
t-statistic in parenthesis



Figure 1.
Tarlff Liberalizatlon, Latin America
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Figure 2.

Tariff Reduction in Latin America, 1999 vs. 1986
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Figure 3
Tax Revenues as gdp percentage*
(Average and Median)
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Figure 4
Tax Rates: Value-Added Tax, Individual's Income Tax, Corporation’s Income Tax*

Individual and Corporation’s Tax Rate
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Figure 5

LAC'sa.' VAT Productivity (Avg.)*
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Figure 6

LAC'sslncome Tax Productivity (Avg.)
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Figure 7
Neutrality Tax Index (Avg.)
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Figure 8
Adaptability vs. Veto Players Index
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Figure 9

Adaptability vs Incidence of Business Groups on the decision making
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Figure 10
Adaptability vs Institutionalization Index of Political Parties
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Figure 11

Coordination vs Veto Players index
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Figure 12

Coordination vs Effective number of legislative parties
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Figure 13

Investment-related qualities vs Incidence of expert groups external to the government
(including the IMF) on the agenda setting
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Figure 14

Public Regardness vs Incidence of Political Parties on the tax policy agenda setting
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Figure 15
Outer Features Quality Index vs Institutionalization Index of Political Parties
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VAT Productivity (Average 1985 - 2001)

Figure 16

Outer Features Quality Index vs Average VAT Productivity
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txr_trend

0.1461467
0.1447422
0.1434133
0.1422987
0.1415366
0.1412042
0.1413127
0.1417595
0.1424384
0.1432329
1.1440564

(.144836
(.1454888
(1.1459467
0.1462109
0.1463275
0.1463565
0.1463627

Tax Rev. wixr_striac

0.158152
(1.152841
0.142946
0.136822
0.136974
0.133461

0.14385
0.141514
0.145661
0.143362
0.141925
0.144814
0.148067

0.14592
0.146322
0.144867
0.141647
0.147066

0.150201
0.146045
0.134534
0.131011
0.131745
0.121173
0.139124
0.137145
0.139299
0.135813
0.135567
0.138556
0.139293
0.136533
0.140277

0.13741
0.135345
0.143476



TASA IVAS Valie-Added Tax Rate
LAC VAT Ralc (Avg.)

LAC inedian

LAC AVERAGE (1)

LAC MEDIAN (1)

Tasa méxima de tibutacién personal (%) / Maximum Personn Tax Rate
LAC Iadividual's Income Tax Ratz [Avg,)

LAC median

LAC AVERAGE (1)

LAC MEDIAN (1}

“Tasa méxima de tributheitn de lus cmpresas (%) / Marimom Business ‘Tax Rute
LAC Corporation’s Income Tax Rate (Avg.)

LAC medien

LAC AVERAGE {1}

LAC MEDIAN (1)

198%
(.133571
L1035
0133571
0,103

1985
(14795
n.s
146325
0405

1983
0.403684
0.42
0397857
.42

1986
(L128692
0l
0.128692
0l

1986
0.455727
0.48

). 44425
0.4%

1946
0374737
042
0.358571
0.4

1987
1139231
i
0.129231
0

1947
0419628
045
0.397692
145

1987
1346572
0.35
01.327692
nas

1985
0127643
0.1
(1127642
01

1988
1397961
{145
0383077
(45

1948
0.34235
0.345
n321%46
(134

1989
0.124571
0
(L128571
i

1989
0373317
.38
353077
0.36

1989
11340406
(1345
1322615
(L34

1980
0.136133
313
(1135143
0125

1960
0.345143
0.33663
1329231
03

1990
0.315961
031665
1.296462
n.3

1991
0136063
01335
0.137643
1335

1991
(1.354593
h.34
(.348571
(132

1991
0.324753
13333
(109784
132

1992
0130844
0.1
1.136214
on

1992
(1301842
n3
(13025
0.3

1942
1.314805
(1.3333
0.292714
0.3

1993
(1132368

11
AKEREN

M2

1993
0.279211
0.3
(289043
0.285

1993
(3.292568
03
0280393
03

14994
0.132395
i1
(1138607
1A RN]

1994
0.27316
026
02425
0.28

19494
1.283621
0.3
1.26825
03

1995
(L143184
013
(149321
0.145

1995
0.279474
na
0.288571
3

1995
0.294542
0.3
(L285214
0.3

1996
1.148447
s
0.156464
13

1996
3266842
na
(1273571
0.3

1996
0.294542
03
(.265214
03

1997
151868
015
0156464
015
1997
0.264211
03

0.27

03

1947
0.294542
0.3
1285214
0.3

1994
0150816
15
(3.155036
m1s

1994
11264211
0.3

027

3

1998
0.294542
0.3
1285214
0.3

1994
0,154237

0.15
0160016

15

1999
0264211
1.3

n.2z7

03

1999
11.294342
0.3
0.285214
1%}

2HHE
3.153447
015
160035
15

2063
(1260749
028
(.265357
.25

2000
(1282805
3
0.271429
.25

2KH
(1153974
115
016175
.15

20Mm
{1.260789
.25
1).265357
0.25

200
N.283158
0.3
0.272143
125

02
153974
BN AL
16075
15

212
0.261842
0.27
(1L.26A786
(.26

2002
(0.287368
03
(1277457
n26



piva carlosa brazil all
Argenting

Bolivia

Brasil All

Chile

Colomhia

Costa Rica

Ecnador

El Salvador
Guatemala
Handras

Jamaica

Meéxico

Nicaragua

Paraguay

Peni

Reptblica Dominicana
Trinidad y Tobago
Uruguay

Venezuela

LAC's VAT Productivity (.

Median LAC
Average LAC (1)
Median LAC (1)

1985

12.7%

54%
1%
41.5%
28.0%
27.4%
17.2%

27.8%

29.0%

200%
24.4% .

23.1%,

33.4%

24.1%

24.4%
24.1%
24.4%

1986

13.1%

3.6%
28.0%
43.5%
29.1%
32.8%
27.5%

28.2%

28.6%

13.9%

21.7%

15.8%

33.4%

25.0%

28.0%
25.0%
28.0%

1987
11.4%
15.4%
26.2%
42.0%
29.5%
30.1%
25.2%

31.3%

29.2%

21.7%

17.5%

20.4%

31.3%

25.5%

26.2%
25.5%
26.2%

1988

3.3%
25.1%
24.6%
49.3%
29.0%
20.0%
28.7%

32.6%

30.2%

2L6%

22.1%

25.0%

20.9%

36.5%

26.3%

25.1%

" 26.3%

25.1%

1989

4.6%
26.2%
27.9%
45.5%
29.5%
14.9%
29.1%

32.7%

35.5%

20.7%

26.7%

17.0%

22.7%

32.5%

26.4%

27.3%
26.4%
27.3%

1990

8.2%
24.7%
35.4%
40.4%
27.5%
28.2%
3L0%

31.7%

52.2%

23.8%
22.9%

9.9%

24.85%
34.2%
25.7%

28.0%

27.5%
27.6%
26.6%

1991
B.8%
29.4%
31.2%
44 8%
3%
30.2%
31.1%

27.9%
39.5%
16.7%
22.2%
14.3%

15.4%
24.2%
33.7%
26.4%

26.7%

28.7%
26.9%
28.7%

1992
13.2%
29.5%
10.4%
47.0%
35.2%
42.1%
32.3%
33.4%
34.3%
39.0%
67.7%
25.8%
23.0%
17.1%
20.6%
32.6%
30.8%
27.3%

32.3%
31.5%
30.9%
31.4%

1993
18.1%
31.9%
2R.1%
47.0%
A7.2%
36.3%
33.7%
41.6%
34.6%
39.2%
67.0%
25.4%
29.0%
30.9%
27.1%
41.8%
33.4%
24.4%

6.1%
33.3%
33.4%
32.4%
32.8%

1994
18.5%
37.6%
28.8%
48.2%
32.7%
37.2%
33.4%
42.5%
33.6%
35.8%
60.2%
25.3%
28.8%
33.6%
32.3%
40.5%
37.2%
24.0%
28.0%
34.7%
33.6%
32.7%
313.1%

1995
16.8%
35.4%
29.1%
46.5%
27.2%
39.8%
31.3%
36.6%
37.6%
47.2%
59.2%
19.3%
19.1%
37.5%
33.0%
30.6%
37.6%
26.0%
36.2%
33.0%
354%
31 A%
30.9%

1996
18.4%
50.0%
30.0%
47.9%
27.8%
35.0%
31.6%
40.1%
34.4%
47.7%
57.3%
19.4%
20.8%
35.4%
32.9%
24.5%
30.5%
26.6%
42,5%
34.45
32.9%

ILY%

30.8%

1997
t7.5%
49.1%
27.0%
42. 7%
28.3%
33.0%
33.5%
36.7%
36.9%
51.0%
46.8%
20.5%
24.5%
39.1%
34.8%
34.6%
29.2%
37.9%
35.7%
34.7%
34.8%
33.7%
341%

Source! IMF. Data from Governmsnit Finance Statisiics and Articio [V, Several Yoars. PricaWaterHouseGoopars: Indlvidual Taxes and Corporation Tanes. Worldwids Summarins. Sevaral years
{7 Corresponde a Argsntina, Brazil, Chils, Colombla, Costa Rica, Ecuzdor, El Salvador, Guatemaia, Honduras, Jarmaica, México, Nicaragua, Paraguay, Poni, Rapshlica Dominicana, Trinldad y Tobago, Uruguay y Venezusia,
{1) Corresponde a Argentina, Braxil Chita, Columbia, Costa Ricm, Ecuadior, Quatemala, Honduras, México, Nicaragua, Perd, Rlep, Deminicana y Urugusy. La emnisifn de paises se dobe a la ausenica de datos un ciortos aflos.

1998
17.6%
47.7%
25.7%
41.9%
26.9%
36.3%
33.7%
37.2%
39.5%
65.4%
53.1%
20.3%
27.6%
38.8%
34.8%
34.0%
35.8%
38.8%
32.1%
36.2%
35.8%
35,04
34.4%

1999
17.6%
31.9%
27.0%
43.0%
27.7%

35.3%

9.5%
36.4%
42.6%
43.2%
52.5%
21.6%
29.4%
I8.2%
34.2%
35.8%
30.5%
I8.9%
31.5%
34.0%
34.2%
32.7%
33.1%

2004)
19.7%
31.3%
27.3%
44.9%
32.9%
35.8%
46.0%
40.8%
43.2%
42.6%
55.7%
22.6%
31.0%
37.2%
351%
35.1%
28.49
26.5%
311%
35.1%
35.1%
33.9%
34.0%

2001
15.7%
32.0%
29.7%
44.6%
30.5%
37.0%
50.9%
45.1%
39.5%
38.5%
56.4%
2345
30.0%
36.9%
34.1%
45.6%
29.1%
26.7%
29.6%
35.5%
34.1%
34.2%
33.0%

2002
27.2%
39.2%
30.3%
46.3%

271%
36.0%
48,8%
44.4%
42.2%
39.5%
51 1%
23.6%
31.5%
34.7%
34.8%
48.1%
279%
26.4%
322%
36.7%
34.8%
35.8%
35.4%



incomep carlosa
Argentina

Bolivia

Brasil

Chile

Colombia

Cost Rica
Ecuador

El Salvador
Guatemala
Honduras

Jamaica

Meéxico
Nicaragua
Paragnay

Perd

Repiiblica Dominicana
Trinidad y Tobago
Uruguay
Venezuela

LAC'k Incame Tax Productivity {Avg.)
Median LAC
Average LAC (1)
Median LAC (1)

thource: IMF. Data from Governmam Financas Stetirves and Article Iv. Sevaral Yaars. F
"1 Corresponda @ Argending, Bragdl, Chita, Colombla, Coyte Ries, Ecusdor, £ Sulvsdor Guslemala, deum,

1985
0.019623
0.007209
0.093656

0.1
0.058421
0.052445
0.031083
0.049747
N.021984
n0.071857
(.249656
0.084536

0.040893

0.026421
0.03412
0.37403

0119959

0.353247

0.099385

0.055433

0.099385

0.055433

1986
0.024269
0.010832
0.092013
0.1
0091436
D.048017
0.04
0.06637
0.024273
0.071436
0.285801
0.086598

0.039551

0.061523
(.037552
0.285489
0.135407
0201199

0.09477
0.068903

0.09477
0.068903

1987
0.030395
0.060138
0.0R62BS

0.1
n.115702
0.084476

no4
N.058662
0.032133
0.078031
0.310506
0.0RRG

0.046586
0.045757
0.035738
0.297356
0.123206
0.214601
0.102676
0.081253
0102676
0.0R1253

1988
0.01m73
0.120493
N.095314
D.09666T
0.114224
0.083594

{.035
0051038
0.06017
{.080085
0.323096
D.103066

0.041637

0.068492

0.04106
0.316869
0.127954
01,234445
0111354
00894354
0.111354
0.089454

1989
0.013656
(1147629
0.137656

.09
0117276
0.0OR1663

0.0425
0.044403
0.050703

007712
0332314
0.11513%

0.041338

0.03799
0.04R874

0.31492
0.105556
0254941
0.114221
0.085982
(114221
0.085982

1990
1.009935
0133782
0.152107
0.070054

0.1242
0.0R2207
0.048
0051011
0.043453
0.074631
0.357952
0.132173

0.037%
0.017027
0.042106
0.327575

0.10728

031857
0.11R335
G.078419
(.118335
0.078419

nd]

1991
0.005987
0.151474

0.10973
0.112092
0.194841

N.07661

N.056
0.057743
0.064728
0.0RR572
0.321626
0.133052
0.031024
0.037907
0.023383
n.039368
0.408832
0.099366

0.31404
0.122651
0.0BR572
0.127742
0.093969

1992
0.012348
0.160263
0.119579
0.112773
0.198617
0.059975

0.052
0045281
0.054427
0106062
0.3294057
0.147131
0.055226
0.091202
0.041659
0.080185
0.330253
0.122538
0.243436
0.124335
0.106062
0.128174
0.109418

, Méco, Nt
[t) Corresponde o Aigentlsg, Bragll Chite, Colombia, Costa Alca, Ecuador, Guatemala, Hondutas, Méxica, Nicaragua, Petd, Rep. Dominicans y Uruguay. La omislén de paises so dabe o fa gusenics de dalos ar clerios aflos.

1993
0.040774
0.129385
0.119719
0.112034
0.149988
0.071491
0.052
0.076811
0.073595
(L97R0]
0.337415
0.157437
0.048554
0.097011
0.060596
0.093377
027372
0.14444
0267157
0.128069
0.097801
0.132486
0.104918

1994
.052737
0.076267
0.145817
0.119478
0.133374
0.076313

0.056
0.103126
n.045331
0.084993
0.317309
0.151244
0.036651

0.13302
0.085415
0.08R684
0.270R43
0.136828
0.24668 3
N.124216
0.103126
0129081
0111302

1995
0048204
0021568

0.14
0.120862
0.114842
N.0R1459

0.068
0.122569
0.058254
0.114216
0.342224
0.120154
0.055557
0.150483
0.095593
0.100442
.359822

0.17472
0181254
0.130014
0.114842
0.13415
0.117498

1996
0.057475
0.058413
(1145455
0.133793
0.100393
0078908

0.064
0.123037
0.076312
.115464

0.311014

0.117293

0.06085
0.148415
0.121387
0.090628
0.402567

0.2449]
0.220106
0.141655
0.117293
0.146145

0.11934

Taxas and Corporation Taxer. Worldwide Summartes, Several yaara
ia, Poraguay, Perd, Replbiice Dominicany, Trinidad y Tobago, Usufuay Y Vanezuels,

1997
0.061741
0.066251
0.157842
0.129873
0.125383
0.0R0794

0.068
0.108686
0.077515

0.10639
0333262

0.13204
0.070416
0.136522
0.121162
0.112034

0.30088
0.232719
0.269528
0.142107
0.121162

0.14609
0.123272

1998
0.072687
0.069446
0.201652
0.129772
0.124245

0.08886
0.06
0103788
0.070139
0125611
0333412
0.136926
0.071455
0.134574
0.120737
0110705
0.243922
0.251809
0,089442
0.133643
0.120737
0.137(98
0.122491

1999
0.075528
0.077626

0.196
0.116667
0.120816
0.106309

0.028
0.119161
0.077854

0.10528
0.392722
0.146072
0074355
0.152224
0.114523
0.118284
0.219873
0.274293
0.108619
0.138116
0.116667
0141658
0.117475

2000
0.069074
0.073392
0179048
0.136667
0.122603
0.098419
0.072
0.116567
0.079463
0,130066
0,383503
0.136100
0.094176
0.118486
0.165673
0.121796
0.200337
0.279671
0.160488
0.144007
0122603
0.14687
0.126334

2001
Q070685
0063047
0.190476

015
0.14609%
NG0RG

0.088
0.056733
0.NA2729

0.14282
0,350706
0.133333
0.096496
0.108767
0.171543
0.158233
1.206752

0.25749
0122124
0.144532
0.133333
0.147201
0.138076

2002
0.052396
0.079136
0.224762
0.157143
0.152R58
0.111465

(.0RE
0.119873
0.096666
N.140762
0.353389
0.135592
0.112787

01119
0.119959
0.150501
0.226903
0.2754%
0.078702
0.147279

0.121%
0.149193
0128746



xx_indexfindice _tributaric 2005
Argentina new

Bolivia new

Brasil all new

Chile new

Colombia new

Costa Rica new
Ecuador new

Eil Salvador new
Guatemala new
Honduras new

Jamaica new

México new

Nicaragua new
Paraguay new

Pend new

Reptiblica Deminicana new
Trinidad y Tobago new
Urzgaay new
Venczucla new

LAC MEDIAN NEW
EAC AVERAGE NEW
Average LAC (1)
Mediun LAC (1)

1985
29.2%
37.7%
18.8%
47.6%
18.4%
34.0%
36.2%
25.7%
38.1%
41.9%
28.1%
3L0%

32.8%
28.8%
24.7%
11.9%
52.5%
15.2%
334%
J4.0%
34.0%
33.4%

1986
29.6%
A48.2%
19.9%
48.3%
49.2%
35.5%
39.8%
26.5%
IR.6%
41,7%
36.6%
1%

32.7%
39.7%
26.8%
27.7%
53.3%
21.7%
36.0%
36.3%
36.3%
36.0%

1987
29.4%
50.8%
21.8%
47.8%
50.6%
50.6%
9.1%
26.2%

42.2%
42.2%
33.9%

331%
40.5%
28.1%
28.2%
51.3%
18.3%
39.5%
38.5%
3B.5%
39.5%

- 1984

25.8%
65.8%
21.8%
53.0%
50.3%
47.4%
39.9%
25.8%
48.5%
42.6%
43.1%
35.7%

32.8%
40.4%
28.4%
34.7%
53.1%
29.3%
40.2%
39.5%
39.9%
40.2%

1989
31.3%
67.5%
7%
51.5%
50.6%
47.0%
40.4%
254%
48.1%
H.1%
44.1%
37.3%

32.8%
33.1%
294%
37.6%
50.8%
3%
39.0%
401.7%
40.7%
39.0%

1980
40.0%
66.4%
36.6%
47.3%
48.8%
49.9%
50.9%
0.3%
47.4%
49.2%
46.4%
42.2%
22.3%
32.6%
28.9%
29.7%
538%
48.0%
33.5%
46.4%
42.3%
434%
46.9%

1991
37.9%
68.7%
33.2%
49.0%
53.5%
50.2%
51.3%
307%
41.3%
46.5%
54.7%
42.1%
223%
326%
32.1%
294%
57.6%
47.8%
313%
46.5%
432%
44.3%
46.9%

1992
4.2%
66.9%
334%
49.7%
54.9%
53.1%
51.5%
38.3%
48.8%
41.2%
73.2%
47.8%
41.2%
53.7%
32.3%
52.8%
52.8%
49.2%
33.9%
49.2%
48.2%
48.5%
49.5%

1993
37.2%
65.3%
32.71%
49.7%
47.6%
51.1%
51.9%
54.2%
55.5%
46.9%
T1.5%
48.2%
47.1%
58.3%
39.0%

58.3%

47.6%
49.4%
52.3%
49.7%
50.7%
50.9%
50.4%

1994
371.9%
64.4%
389%
50.9%
45.4%
524%
52.0%
57.2%
53.8%
452%
68.4%
48.4%
46.4%
60.9%
43.8%
58.3%
48.7%
48.9%
56.6%
50.9%
51.5%
51.8%
51.5%

1995
.8
519%
16.0%
51.3%
436%
534%
51.9%
526%
54.3%
50.2%
69.3%
4L0%
H.5%
63.0%
H.5%
54.9%
56.3%
$1.4%
51.5%
51.5%
50.1%
S0.7%
51.7%

1996
358%
58.3%
17.9%
52.4%
42.0%
4R8.0%
51.8%
53.7%
51.9%
54.8%
67.3%
40.9%

41.3% -

62.2%
45.8%
52.9%
57.0%
55.1%
53.3%
52.4%
50.8%
51.3%
52.7%

1997
35.7%
S8.4%
I8.9%
S0.6%
42.9%
47.4%
S2.6%
52.0%
$2.8%
55.4%
63.1%
41 9%
£2.9%
62.8%
46.3%
56.7%
52.0%
58.0%
26%
S2.0%
50.7%
50.1%
52.3%

1998
316.3%
8%
40.7%
50.3%
a2.4%
50.4%
52.3%
51.9%
53.2%
60.8%
65.1%
42.1%
43.9%
62.6%
46.3%
56.5%
50.8%
59.3%
42.5%
50.8%
50.8%
51.2%
51.3%

1999
36.4%
53.6%
40.8%
50.0%
42.5%
51.0%
47.9%
52.4%
54.6%
49.0%
67.8%
43.0%
44.7%

63.3% -

45.8%
57.4%
48.0%
60.4%
43.7%
49.0%
50.1%
50.4%
49.5%

2000
33.6%
532%
39.4%
51.6%
44.9%
50.7%
55.2%
53.6%
52.4%
57.0%
68.4%
41.4%
49.3%
61.3%
55.0%
57.3%
47.4%
56.1%
47.3%
52.4%
51.3%
51.4%
52.8%

2001
32.4%
52.9%
40.7%
52.2%
44.6%
51.7%
57.5%
54.0%
51.4%
56.4%
67.1%
41.2%
49.1%
60, 7%
55.01%
62.4%
43.0%
55.0%
44.9%
52.2%
51.4%
5L.6%
52.5%

2002
35.1%
55.9%
42.6%
54.1%
43.9%
51.4%
56.9%
54.9%
52.9%
56.6%
67.6%
41.3%
50.4%
60.7%
48.2%
62.8%
48,6%
55.8%
43.6%
52.9%
S1L8%
51.8%
53.5%



Table 173
Financial and Fiscal Incentives to Production and investment

Tax " .
Loans for fixed . . : . - Subsidies
Loans for assets andior Equity Loans to ific Credit programs Horizontal Tax incentives to Ihcentives Subsnds_es
waorking inve nt nve n sectors (ZF) o for particular  tax i SaCors to specific dicular
caphal N regions incentives  Pe particular  sectors | pa
projects (1} ) reglons
regions
Argentina X X{ip} X X Mining, forestry X (3
Bahamas X (%) Hotels, (irancial
services, spkils and
beer
Barbados ’ - X(5) ~ Findal serices,
Imaurgnca, nformasikn
technalopy
Belize ’ X Mining
Balivia Miniry)
Brazil X X O, nawral gas, shipping, X(8 X
& x(ip) powes sacinr, tolo- ( } (7}
commuications, sohweare,
motion picare industey
Chile X X X X (8) Foresiry, oil, nuclear X X X
meterials
Colombia X X(ip) X Motion pichire industry X (9) X (10}
Costa Rica X Foresiry, tourism
Dominican Republic Tourism, agribusiness
Ecuactar X X(ip) X Minirig, Teanism
E! Salvador X X{ip) Mining; services sector {11)
Guatemala
Guyana Agribusiness
Haiti X {12}
Honduras X X Tremsport sector, Shimps .
Jamaica ' Muiion picture
indusiry, 1ewelsm,
bacdte, aluminum,
faciory sonstruciion
Mexico X (| X Motion piciure industry X{13 Forestry, motion % (14
Xw) 03 pichre kxdusiry, air (14}
and marifme
Iranspartetion,
pubiishing indusyy
Nicaragua X X Yourism
Panama X X Tourism, forestry
Paraguay X X X (15} X (16}
Peru X X Towrism, mining, 08 X (17)
Suriname X(18)
Trinidad & Tobago X(19) Hotets, sanstrucdon,
Urugua X X{i X (20 Hytirocarbons,
guay {im (26} ool hnrE,
foreswy; miltery
industry, Birfnas,
newsgapers,
broadzasters,
theaters, mation
picme intustry
Venezuela X X(ip) X{21) Hydrocarbans and
other primary serioes
{22

Nates: 1) The natation X{ip] means thai there ere credit lines toc enlire imvestment projects and. a lorficri, for dscrete sapial goods. The plein X indicaies that anly loans for discrete sets of fixed assets are avagablo.

2] (nher than egriculture.

3) There have been subsidies financed from the national budge? for egricuftucal and tourism projects in ihe provinces of Cemmarca, La Riofa, San Leds, and San Juan.

&) Ineome is tex-free and mports 10 be used in investnent prolects sre diny-iree.

5) Thetex Incentive Is for foreign investors. Offshore companies e taxed 2t a rate signi‘icamly below the raie for local compenies.

8] The BNDES {ilrough BNDESPAR) contritaries with equity cephied 1o twa Reglonal Funds for Emerging Emerprises (in the states of Santa Caterins 2nd Minas Gerals), whih, in hum, lend to emesging firms. |t aito has special
credit facifiies lor the Nort

7) There are fedsral wax investmen incertives far the Norheast and Amazon regions. .
) There &re two main horizonted forms of imx incentive o {inchuing o prafis): 1) Acceleratad depreciation is pramed for new fixed assats acquired domestically and [or imponed fixed assots; 2)
personal income tax end Ad-t

9) Colembia's Instinro de Fomento Industrial {IFT) hes a credit fine for flrms located in barder zanes; and anather for that part of the cotee-producing effected by the aarthquake of Jaruary, 1999,

19) There are twn speciat mx regimes that levour particular regions recendy afferted by netural disasters. Thay e tht Pdez Law and tho Guimbaye Law. The fisst i anpilcalie 1o the zones allecied by the floadkrg of the Péez
River in 1995 and the seto

11) The services lnshustries inchelsd whh credh Tines of their own ere: tourism, ransportation, sohwere, and other services.

12) Hakl has a compretensive tax-holidey scheme.,

13} Thwvough e Sactor Promotion Program (PROSEG), Frms in twenty-two indusvies in the manmrasiuring sector ¢an o goods at 8 preferential rate 1o be used b the respecive memfacturing sector to produce fital goods
either for the exiernal or the

14} The tourism industry is subsidized thenugh sale by the Mational Towism Fund of developed tand et faveurable prices.

15) Paraguey has & five-year-duration tax-holiday for new investments.

18) The durerion of the tax-holiday mentioned i foolnote 151s longer (ten years) If the compeny making the invesiment locates in the Deparimerrs of Guaird, Caazaph, Neembecd, Concepcldn, or in the Easiem Region.
17) Menraciuring enterprises operating In the bosder provinoes and in the Amazon reglon are exempt from the income lax, the VAT, end the txcise xes,

18) According 1o the U 5. State Dapartment, the Surinamesa povernment has the fegel power to gramt tax hofidays on a case-by-case basis.

19) Teinidad end Tobapo gramts comprohensive tax holickys of L 18 ten yeare,

0] A tex lan Is dlahle on profits 1ok 4 in fs i IirmsJan'nhg.arﬂImeHadmies.'Inaridltiun.lmm is a paria) rekof from capital tax tvough computing the fiscal vake of industial equipmen: at fifty
percent.

21) New kwestments in marnfaciuring Indhstry, agricutire, fishing, fish farming, kvesiock, and tourism receive 2 tax rebate of 20 peveent. Fusthermore, the capilal geins tax is one percen:.

22} New invesmens in hydrocarbons production enjoy B tax rebate of 8 percent. The purchase of capital equipmen and services for new investment in oil, miring, egricutture, 2nd fisherles is exempt fram the whalesase 18x.
Source: IDB 2001. Tahte 17.3 in The Business of Growth, Econnmic a5 Socied Progress in Laiin America 2007 Repor.



