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Public Finance in Underdeveloned Countries:

A Survey of Some Problers

Two of the criteria wgicﬁ ha&c been used in evaluating a country's
fiscal perfornmance arc the ratio of governnent domestic revenues, R, to
national income, Y, and the amount of goverument saving, l.c., government
surplus:on Current account. Toth measures can be interpreted as indica-
tors of a country's villingness to pursue fiscal policies, conducive to de-
velopment. The fiscal burden criterion assuues that the governrent sector
vill usc resources more effectively tiian the private sector because it
undertakes '‘developnental® expenditures vhich the private scctor would
not find profitable. Futther it assumes that a high burden indicates
the actual availability of resources far developmental use as opposed to
ordinary budget expenses. The savings criterion assumes that government

saving increcases the overall national saving rate, i.,e., if there is

any interaction between public and private saving, the increase in public
saving more than offsets the decrease in private saving.

As we shall show in the second part of the paper by examining the
performance of several countries, aggregate criteria are likely to be of
little use, even as shorthand devices, as indices of the performance of
the public sector. All such macroeconomic criteria must be expanded to
include information on the compesition of both revenue and expenditures,
tbe distribution of revenues by level of govermment, methods of deficit
financing, etc. In the first part of this paper we shall analyze the
likely impact of a variety of ftaxes on the growth process, indicating
how particular taxes are likely tec affect the allocative efficiency of
the economy, the equality of income distribution and the growth of the

economy -
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Ideally, it would be desirable to state out policy goals, specify
the impact of each type of tax upon these objectives, and choose a mix
of taxes which allows the achievement of these goals. Such a program
cannot| be carried out because of the laclk of precise knowledge about
the qu nfitative effects of many taxes; indeed in nany situations it
is difficult to ascertain even the qualitative impact of particular
taxes,!e.g., vhether the corporation tax is shifted forward to the
product users or backwards to factor suppliers. Thus, ia analyzing
each tax we shall concentrate on a small number of important issues for
which theoretical deductions concerning their impact are likely to be

unambiguous.

Parsonal Income Tax

The personal income tax currently provides only a minor source. of
revenue for most underdeveloped courtries. However, it will have to be
utilized increasingly if the government revenue sﬁare is to rise at the
same time that distributional equity is maintained.. Curreutly, there are
several problems which require remedies if the tar is to provide a greater
yield, among them excessive personal exemptions and lov rates. lany
Countries provide personal exemptions which are five to ten times per
capita income. A not aypical exanple is provided by Honduras vhere the
basic éersonal cxemption'is 2,000 lermpira ($1,000), 800 lempira for a
wife and 600 for each child. Thus, the basic nontaxable portion of ini‘
come for a family of four is $1,600, while the per capita income for a
family of four is about $800. Even these #igures unlerstate the relative

importance of the exemptions~-the median income for a family of four is

certainly much less than $S00 since the income distribution is very uneven.

1 1t should be noved that conve ting lempira into dollars at the existing
exchange rate probably understates the absolute income in terms of Honduran
nurchasing power.
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Thus, the maximum income which is.tax free is quite high, and a large
potential source of tax revenue is foregone. This is not to imply that

an income of say $1,600 per year indicates an overly comfortable living
standard, but it does scem that a family witi: more than twice the average
income should pay at least some tax. It is difficult to sce how one

could justify exemptions of this magnitude as providing a '"minimum" de-
cent standard of living when perhaps 60 per cent of the population live

at lower levels. This should also be considered when vax exemption levels
are raised in inflationary economies to protect the "equity" of the

tax structure.

Besides granting high exemptions most countriecs impose very low
rates, so that the average tax rate (tax/personal income) is very low.
For example, in Columbia a hypothetical business executive earning about
$8,000 a year would pay a tax of 11 per cent, despite the fact that he
is probably in the first decile of the income distribution.3 Similarly,
in Honduras the tax rate on the first. $2,500 of taxable income is only
3 per-cenr 50 that a family of four with an income of $4,500 would,
given the above mentioned excrptions, pay a tax of only $75 or a rate
0f 1.7 per cent;

Frequently, the factors’cited as the main obstacles te effective
income taxation are socio-economic, such as illiteracy and absence of
high levels of integrity. As the above references to exemption and
rate structures suggest, an income tax which effectively tapped the

incomes of the relatively well-to-do would provide substantial revenues

2 See Joint Tax Program, Fiscal Survey of Columbia, 1965, p. 65.

3 Joint Tax Program, op. cit., p. 63.
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and also help to 1imit the extent of income inequality. Presumably
people in this group are literate and few ir number so that the alleged
administrative problems would not, in fact, be overwhelming. Data on
personal income distribution for some Latin American countrics indicate
that a small group in each country receives a substantial share of per-
sonal income (Table 1).

Although the type of inequality cited here probably does not exict
in Africa or Asia, in'these areas too, both the exemption and rate struc-
ture are much too generous frequently providing for exemptions of five
time;per capita income.4 Thus, reductions in exemptions, increases in
ta£ rates and concentration of mcre administrative personnel upon a
small proportion of the population could yield significant revenue gains

and provide the basis for increaced long-run elasticity of tax receipts.

Table 1

Share of Top Income Groups in Population
and in Personal Income

Percentage of Percentage of

- Population Income
Chile 5.0 25.4
12.7 43,6

Ecuador 1.2 18.9
5.0 25.2

Mexico 5.0 36.7
25.0 67.0

Venezuela 5.0 30.5
21.0 65.1
SOURCE: V. Tanzi, "Personal Income Taxation in Latin

America: Obstacles and Possibilities." Hational

Tax Journal, June, 1966.

See, for example, l. Hinrichs, tobilizing Government Revenues for
Development in Niperia - mimeo.



http:the-extent.of

-5 -

In addition to the losg in revenues caused by the above factors,
another revenue problem is present in inflationary cconomies. In these
countries, it is claimed that the income tax is an inefficient source
of revenue, 2s inflation leads to a lower tax-income ratio. The argument
is usually made that tax receipts are collected with a lag and that

an increase in prices letween the time when the liability occurs and

the time vhen payment is made reduces the value of tue tax payment,
Houever, an economy experiencing a constant rate of inflation shayld
not necessarily encounter this problem. If prices are Zncreasing at
a constant rate and irn each period the ratio of liabilities to income

is constant, then the rate of gsrouth of tax receipts will be the same

as the rate of grouwth of income, although the ratio of tax receipts

to income will be lewer than it would have been in the absence of in-
flation. That is, if the ratio of receipts to income would have been
0.20, then if prices are increasing at a rate of 25 percent per year,
the rqtio will be .16 - and will remain at .16.: The big ""if" here is
the liabilities-income ratio: if evasion is increasing so that this
raio decreases, then clearly receipt-income ratio will fall. The point
to be empﬁasized is that there is no mechanical reason why the receipts-
income ratio must fall over time simply because of the price increases.
Rather, it is necessary that the extent of evasion be increased, which
of course, may occur as taxpayers cdiscover new devices for hiding income.
On the other hand, it is true that if the inflation is gccelerating,
even a constant liabilicies co income ratio will lead to a decreasing
tgx income ratio owver time. On the other hand, a slowing ir inflation

will raise this ratio.
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The effect of inflation, namely, reducing tihe tax-income ratio
belov the level which would hold without inflation can be eliminated
by pay-as-you-earn taxation or by tying tax liabilities to some price
index. Recent experience in both Irazil and Chile indicates the latter
is a feaéible program, at least in Latin Amcrican where the ability
level ofjtax administrators is relatively uigh.

The main allocation cffects of 2 persouzl income tax are the pos-
sible discourasement of vork effort and saving. Any income tax (not
just a progressive one os is sometimes supnoscd) decreascs the incentive
to work as the income foregone by not workiag on hour is lower than it
was prior to the tax. Against this, onc nust balance the inducement
to wvork more hours as a result of the decrease iu oue's incore level,
For most of the LDC the importance of the sulstitution effect is cer-
tainly minimal as much of the tax is collected from workers who have
little choice concerning their standnrd.workweeh, althougn they could
exhibit hisher degreee of absenteeism. ilovever, given extensive unem~
ployment and competition for jobs, it is unliilicly that this last factor
could be very significant. Even for the self-employed, there is no
evidence of a decrease in averape worhweel: following increases in the tax.

An income tax may reduce saving relative to an expenditure tax be-
cause the return from saving is taxed under an income but not under an
expenditure tax., It is extremely difficult to counteract this effect,
and attempts to do so may be unwarranted unless it can be established
that 4¢ §g, quantitatively significent.
| Some attempts e.g., in Ceylon have uveen :ade to simulate the effect
6f an expenditure tax by granting tax rebates vhicii are lLased on the value
of a) one's deposits in a special account ir the Central Banl:, b) in-

vestment in government securities and ¢) purchase of life insurance
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premiums in excess of a ceréaiﬁ spécificd amoﬁnt. tiovevar, such prograns
face enormous administrative difficultics a3 their effective enforce-
ment requires personal asset ctafementls at the beginning and end of

each period as well as income statemenis. In the absence of these, a
person could main tax benefits for “saviug' while in fact e is dissaving,

e.g., if one had a sizable initial portfolio of unregisterecd assets,

i

part of which is spent on current consumpiicn and the rest of vhichis
switched to forms vhich qualify for tax rcbatces.

Taxing interest income reduces tuc rceturnefter saving; however,
there is no empirical cvidence for any country which shows that the in-
terest elasticity of personal saving is signific-ntly different from
zero. Lven if the elasicity vere positive (i.e., the reduced return
leads to a decrease in personal saving), one could not be certain of
its effects on the natiounal savin~ rate as public saving out of the tax
reveunue might wore than offset the decrease in private saving. In addi-
tion ore would expect that many otacr factors will strongly influence
private saving such as the expacted rate of inflation and general confi-
dence in the government. Indeed, thesc are lijiely to overvhelm the in-
fluence of che income tax on the zaice of raturn. Further, most nongovern-
ment saving occurs in the corporate sector and this is at rost margin-
ally influenced by the persounal tax rate.6

The income tax should, of course, be the most useful tax for re-
dressing some of the inequality whicli is likely to occur during the
development process. A frequent objection to any income redistribution

is that it may decrease the private saving ratio if the upper income

groups have higher marginal propensities to save than the lower income

6 See Richard Goode, 'Personal Income Tax in Latin America" in Fiscal
Policy for Lconomic Growth in Latin America.
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groups. -As yet there is no statistical evidence to confirm that such dif-
ferences in marginal (as opposed to average) propensities exist. Even if
there are differences, it is important to ascertain whether the savings are
used productively or go into relatively useless forms such as luxury apart-
ment buildings. It can also be argued that if some part of the spending
of all household units is attributable to emulation of the consumption pat;
terns of.higher income groups, and if this emulation leads to higher propen-

sitiesito consume at all levels, then a progressive tax which decreased the
[}

consunption expenditures of the highest income groups would lead to a de-~
crease in consumption at all income levels.7 In the absence of household
consumption data, it is not possible to reach definite answers to these
quéstions; all we can do is point out the uncertainty of the alleged inevit-
ability of a decrease in either personal or national saving if a progressive
income tax is introduced.

In the preceding we have been concerned with "vertical" equity, i.e.,
with the tax burden on groups which have unequal incomes. Many tax systems
violate the principle of horizontal equity, i.e., individuals with the
same incomes pay different taxes; the tax liabilities depending on the
sources of income. Latin American countries, in patticular, use schedular
taxes, i.e., different tax rates on labor, property, interest income, etec.
Moreover, each type of income usually has its own set of exemptions and
deductions, a factor vhich may further decrease the equity of the tax. Al-
though most countries have a "complementary" tax, i.e., a tax on -all gross
income regardless of its origin, it cannot redress the horizontal inequities
Caused by the schedular taxes. The small complementary rate makes it dif-
ficult to introduce significant pProgression into the system as people with
high incomes may have these incomes originate in such a way that they pay

relatively lov rates on each type.

See Tanzi, V,, and Ascheim, V., "Saving, Investment and Taxation in
Underdeveloped 60unt11es," Kyklos. 1965.



A unification of the tax system combined with reasonable exemptions
and deductions is necessary in those countries having such tax systems,

Commodity Taxes

Commodity taxes may be placed on the sale of goods at the manufac-
turing, wholesale or retail level, usually, though not alvays, at a
uniform rate. The tax may be a single stage one, taxing only retail
sales, for example, or a multistage tax on value added or gross sales.
In addition most countries have special excisc taxes on goods with price
inelastic demands, such as alcohol, tobacco and gasoline.

It should be emphasized that a retail sales tax is preferable to
a wﬁolesale or manufacturing tax because a given tax rate at the whole~
sale (or manufacturing) level may be reflected in different percentage
Price changes at the retail level, depending upon the markup practices
of retailers (or wholesalers). Thus, the government may lose some
control over relative price movements which it might well want to retain.
It is frequently thought that a retail tax is inpossible to administer
because of the large number of small sellers. liowever, the recent in-
troduction of a new retail tax in Honduras should receive attention
from other c0unt:ries.8

Under this plan all retailers who have more than a specified monthly
sales level must register with the governmeut. Uhen purchasing goods
from wholesalers or manufacturers the registered companies do not pay
ta¥ whereas smaller sellers without the registration certificate must

pay the tax. In effect this system utilizes a retail tax for large re-

tailers, (who are responsible for a majority of sales) and a vholesale

8 For a description see John Due, "The Sales Tax in llonduras" mimeo,
pr2pared for the Internal Revenue Service, Foreign Tax Advisory Service.
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and manufacturer's tax for the smaller ones, thus deriving at least
some of the benefits of the retail tax.

In the following, we discuss the more important aspects of retail

taxes, and, where relevant, indicate tiie qualifications necessary when

either Fholesale or manufacturing taxes are used.

The revenue which the sales tax yields depends upon both the rate
of taxation and the base to which it is applied. The potential base for
the retail sales tax is total consumption and the elasticity of the base
is %%'% where C is total consumption and Y total income. liovever, some
goods such as food are usually exempt from taxes so that the actual
tax base is less than the potential one. liovever, the elasticity of
thé actual base will be greater than that of the potential base as most
of the goods with high income elasticities are subject to taxation.
There is no necessary reason to impose uniform rates on all goods (Columbia,
for example, has three different rates) unless it is believed that it
would be administratively more difficult thian a uniform tax. If mulfiple.
rates are used, the elasticity of the tax system can be made greater by
Placing high taxes on those goods with high income and low price elas-
ticities.

The sales tax structure should be one of the ad valorem type (the
tax belug a fixed percentage of the selling price) rather than a specific
fixed tax per unit as the former will tend to generate rising revenues

during inflation as the tax base increases pari passu vith prices. Pay-

nents by retailers should be done on a monthly basis where possible.

9 This may be true at very low levels of income as the income elas-
ticity of the demand for food is probably as high as that for other goods,
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- The potential beneficial allocation effects of sales taxes in the
LDC have not been utilized systematically. For example, reduced sales
taxes could be used in a selective manner to encourage the sales of in-
: P . 10 .
dustries having high linkage effects. In labor surplus economics
one could favor industries with hipgh labor intensities and in economies
with balance of payments difficulties, fiigh sales taxes could be used

@ high import components: This

<

to discourage the purchasc of goods vhich ha
!

tax is #articularly useful for correcting the Lias due to the tariff
exemptions usually granted cn intermediate imports, regardless of whether
their ultimate use is to be consumption or iuvestment. Such taxation
shoﬁld switch demand to comsumption goods with lower import components,
thus freeing foreign exchange for investient coods.

The use of sales tazes in this mamner is likely to vork in similar
. directions, c.g. changing comsumption patterus to goods with low import
components should iuncrease employmant as does the favoting of industries
with high labor intenmsities, although it is rot inconceivable that the
goals an occasicnally contlict. Administratively, it would indeed
prove difficulc to attempt to pursve all these goals simultaneously.
Certainly, though, some movement ir the direction of using these taxes
as an allecativz device snould be tezun, even if one goal &t a time
1s folloved. A tax system with say tarec different rates such as the
Columbian one could serve as an initial step. Further, if these three
rates were to replace the several hundred currently used in many coun-

tries, there vould probably be a net decrease in the administrative

burden as well as a decided gain in allocative efficiency.

0 . . .
Throughout this section on allocation effects we shall assume
that sales taxes are fully shifted so that a decrease in the tax will
be reflected in a decreasc iu prices.
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So far we have been discussing retail taxes and it was assumed
that the use of differential tax rates would be roflected inldiffcren—
tial price movements which wculd move tie economy towards some speci-
fied goals. 1If the tax is imposcd on wholesalers or retailers, the
attempt to discriminate among 5oods would depend on the pricing proce-

dures of rctailers if a wholesale tax is used, and of wholesalers and

retailqrs if a menufacturer's tax is crwployed. wevertheless, the direc-

i
1
1

tion oﬁ change is still likely to be the desired one.

A popular form of commodity taxation in many countries (e.g. Peru,
Chile, Korea) is the turnover tax which is levied, at a fixed percentag-,
On‘all transactions in an economy. That this tax is likely to lead to
significant distortions can be secen if we consider two industries, A
and B, which produce (different) final goods. 3Both use their primary
factors with identicel efficiency and purchase their intermediate inputs
from firms in vhich factor productivities are identical. The value
added embodied in the finel output of A and B is thus procuced with the
Same éfficiency and assuning the value added is the same for both in-
dustries, the price for both foods should Le identical under competi-
tive conditions, Yovever, if a turnover tax is used and A is more ver-
tically integrated than D, then the »rice of © will rise relative to
that of A. Thus, one of the cdangers of the turnover tax is randomness
of price movements and the possibility that these yill be contrary to
development policy. Other difficulties include the strong inducement
for vertical integration, and the administrative difficulty of exempting
exports from the tax if such exemption is desired. W"hile many of thése
flaus would be unimportant if lou rates prevailed, in practice they may

be considerable, e.g. Peru's rate is 4.5 percent,
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The sales tax on nonluxury goods is likely to be regressive as
the impact on purchasing pgwer of.low income groups will be greater
than that on upper income groups since the latter spend a smaller
proportion of their income on these goods. To partially redreSg
- this inequity high taxation of luxury goods is often advocated. How-
ever, the equity effects of luxury taxes are mowe complex then is usually
realized. As llusgrave has emphasized, the distributional effect of
a8 sales tax depends not only on changes in the relative price of pro-
ducts but also upon movements. in factor carnings attributable to the
tax. For example, if a tax is imposed on a luxury good which has. a high
input of low income wvorkers, the net equity effects of the tax must
take into account the lower rate of growth of their vages. The usual
éSsumption that taxation of luxury goods results in increased equity
Ben@e assumes that the effects on the factor returns side are small.
Before adopting increased luxury taxation the input structure of the
good must thus be considered as well as possible employment alternatives
for displaced workers.

Corporate Taxation

Although corporate taxation currently plays a small role in tetal
revenue collections of the LDC,11 it will be necessary to obtain greatey
reﬁénhe from it as other sources, e.g. imporf_duties, decline in relative
importance. From the viewpoint of development the main features of
. intf:r.est are the incentive and "pioneer" industry laws.

‘Increasingly, cofporate tax laus embody provisions to encourage
" ‘investment, especially -accelerated depreciation an& investment allow~

ances (writeoffs of more than the cost of investment). The logic of

1 . . SO .
No exact data are available as almost all countries repo¥t ‘cor-
porate and personal income taxes jointly. ’
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these allowances is to allov investers to recoup their capital outlays
more quickly, thus reduciﬁg the r&sks vhich they face. Unfortunately
these laus tend to cncourage the use of more capital intensive medes
of production than would other incentives, despite the extensive unem-
Ployment in many of these econonies,

Thus several alternative incentive policies suchlas tax holidays
or subsidies are preferable. Any of these could be used to guarantcee
a given rate of return on capital, vhich is presumably, the primary
concern of the company. Before entering into a discussion of these
Provisions it should be emphasized that whatever method is adopted, t
would be desirable if the advantages of the laws could be limited to
truly marginal firms as the subsidies or tax ilolidays granted to infra-
marginal firms represent an unnecessary loss of revenue. Decause of
shortages of administrative nanpover nany countries are forced to extend
incentive provisions to existing profitable companies, which would
undertake expansion in any case, or to nev companies tvhich vill ob-
viously be profitable. The training of personnel who can evaluate
réquests for favorable treatment 1-ill yield a large return.

Tax holidays, i.e. exempticn from part of all of a corporation's
tax liability have been utilizéd in many countries. There are two im-
Portant dimensions to analyze, namely, the amount of investment which
was induced by thé holiday and the cost to the government in lost .tax
revenues caused by the granting of exemptions to companies vhich would
have invested without the exemption. Evidence on the former is inher-
ently difficult to obtain as it must rely on response to questionnaires,
@ notably unreliable procedure. Some evidence does exist on the Puerto

Rican and Mexican cxperiences. {learly the former is not a helpful case
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to consider, given the close ties with the U.S. cconomy. Ross and
Christensen in a survey in Mexic; found that 24 of 25 firms granted

a tax holiday would have begun business cven vithout the exemptions.
This, of course, cannot Le taken as evidence of the lack of importance
of the exemptions as they should only affect decisions of firms at the
margin while the sample may have included only firms which were infra-
marginal. Turther, there are many o;hcr considerations vhich will enter
the investment decision such as permissiltle levels of repatriation of
earnings, government stability ctc. Of even more interest is the fact
that of 160 companies vhich did not receive excmption privileges in
1951-55, 150 nevertheless begun production.12 This supgests that in
many of the richer LD(C, profit prospects are promising enough to eliminate
the need for exemption or other incentives.

Theoretically the revenue loss due to exenption is the reduction
in tax revenues paid by firms who would have invested in the absence
of the incentive. liowever, against this one would have to measure the
taxes- paid by the factors employed by the firms vhich are induced to
invest because of the incentive (assuming these factors would not other;
wise have been employed). Thus it is impossible to estimate the revenue
loss due to exenption privileges unless we know the amount of investment
induced by the.exemption.

Although tax lholidays are neutral in the sense that they do not
distort factor choice, they may be of litcle value to firms which have
low (perhaps negative) profit expectations during the first few years
of operations. Because of this possiblity it is important to provide for
the full carry forward of losses i.e. the offsetting of all early losses

against future profits.

12S.G. Ross and J.B. Christensen, Tax Incentives for Industry in lexico,

1959.
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Import Taxes

Tariff policies are discussed extensively in other summer rescarch
Papers and we will therefore consider only a few points. Although in-
port duties constitute an important source of current revenue (see Table
2) they are likely to prove ineclastic for two reasons. First, most
countries are planning substantial amounts of import substitution, cs-
Pecially at the final product level. Protective tariffs are imposed
on those commodities wvhich are to be produced comestically and are
usually set at levels which will restict imports and thus customs re-
ceipts. Second, ;;uy(nuntries as part of their industrial incentive
Progfams exclude from duties many imports of intermediate and capital
goods. The LDC will therefore have to rely i&creasingly on domestic
income and commodity taxes.

The practice of exempting all intermediate imports does not discrim-
inate betueen those imputs ultimately embodied in consumption rather
than investment goods, despite the desire of most countries to encourage
investment. Ideally any preferential treatment should be achieved by
taxation at the level of final transactions; but administratively it
may well prove easier to do this at the inport level given the like-
lihood that many consumption goods will continue to escape all sales

taxes.

Export Taxes

The export tax may be thought of as an income tax on special forms
of income, namely, those which would accrue completely to foreign fac-
tors engaged in domestic production and on domestic producers such as

farmers who would otherwise escape taxation.
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Table 2

Imports Duties as z Percentage of Total

Government Tevenue in Cclected Countries

Customs Duties as Parcentage of
Total Revenue 1962~64

Latin America

Argeptina 18.1
Brazﬁl v 5.1
Chile 14,2
Colunhia 16.1
Costa Rica GG .4
Ecuador 32.1
Honduras ' 32.2
Mexico . 17.5
Nicarapgua 51.2
Asia
Burma 19.9
Phillipines 22.2
Taiwan v 17.5
Thailand 45.0
India 14.5
Pakistan 23.5
Africa
Ethiopia 41.4
Ghana 37.1
Kenya 28.3
Tanganyila 34.0
Tunisia 23.6
Uganda 27.3

Sources: AID DATA Dook

U.ll, Statistical Yearbool:, 1°%C4
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In the absensc of an export tax almost tie entire rcvenue accruing
to foreipn firms from the ;alé of'a country's primary products might be
remitted abroad as, for example, ir the petroleum industry vhere domes-
tic value added (primerily wages) is a lo* percentase of total income
origin?ting in the industry. Fxport taxes thus have the cffect of in-
creasiég the share of gross national product out of a siven gross domes-
tic product.

The institution used to tax domestic producers is usuzlly a mar-
keting board. Although nresurmally they exist to insulate peasant pro-
ducers fror fluctuations in world demand and supnly, their main impact
appears to be collection of a tax, as cvidenced by the larre and con-
tinuing profits which they have. TFor example, letveen 1047 and 1962
the Migerian jfarketing Loard accurulated o surplus of E46.6 million.

Yhat are the effects of thesc taxes? The incicdence of the tax in
industries in vhich there are international cartels (c.p. 0il) may'well
be on foreign users of the products. itowever, for products for which |
either substitutes are available or cartels are absent, much of the tax
nay initially be berne hy the foreisn firms. These companies could then
attempt to pass the tax bacl: to the domestic labor force ty reducing
wages. To prevent this some countries e.g. Ceylorn and Chile have simul-
taneously introduced minimum vage lcgislntion,13 in effect, legislating
the "incidence" onto the profit share.

Yhether the decrease in profit rates has any adverse effect on the
domestic ebonomy depends on the reaction of investment to the lower

rate of return. If the companies affected have similar facilities in

other countries vhere the after tax rate of return is areater, invest-

13 See Jonathgy V. Levin, The Fxport Economies, p. 271.
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ment may.fall. ilovever, in many industries such as oil and copper

very similar tax arrangeménts are offered by all the producine countries
so that one may safely expect ne chance in investment practices. Where
the resources used are not countrv specific there is the possilkility
that investment vill indeed be reduced although it is difficult to

cite aéy exanples of this actuallv happening.

Another possible allocation cffect may lLie noted. If the export
tax is based on urits of output rather than on profits it may discourage
utilization of lower grades of ore cven thougli these resources may pro-
vide a morec efficient source of foreign exchange earnirgs than alter-
native activities available to the cxonén". This apparently occurred,
for example, in Jolivia during the carly l‘);'»O'.s.l[x Taxation bLased on
profit rather than quartum of output will oreclude this result.

Some povernments, e.g. ilineria scem to have been too concerned
with revenue to be derived from the marleting lLoard and overlooked
the possibility that payinn hisher nrices to ncasant farmers might re-
duce the flow of worliers to urbar areas. ‘'‘hether increased crop prices
would have such an impact depends inter alia on the price elasticity
of supply and the labor intensity of various crops. If the movement
of labor to the cities is reduced it will decrease the costs which the
government incurs in maintaining the urban unemployed and this saving
will parfially offset the reduced revenue from the marlieting board.

The main henefit, however, would be a reduction in the political vola-

tility of the urban uncmployed.

14 . .
"R. Goode, "Reconstruction of Foreign Tax Systems reprinted in
Bird and O0ldman, Readings on Taxation in Develonine Countries.




Land Taxation

Taxation of apricultural and urlan land cdnstitutcs an important
potential source of revenue as well as an instrument to achieve other
objectives such as ircreased farm output and decreased speculation in
land, Ir countries in tvhich more than half the total value zdded ori--
ginates in agriculture the failure to adequately tax this sector neces-
sarily results in severely diminished government revenues. The subsis-
tence part of this scctor is not reaciwed by cither sales or income taxes
(except vhere cxport taxes exist)., Small farmers vho produce some cash
crops and purchase either inputs or ccnsurer gocds from the industrial
sector may pay sore sales tax, but it is liliely to be insignificant.
Larre landotmers rresumably pay tox on the income derived from their
land but usually evasion is considerai:le and cven if it isn't, tax rates.
are quite low. These consicderations suggest the use of land taxes if
sufficient revenues is to be derived from the agricultural sector.

Adequate taxation of agricultural lancd has several requisites.
First, it is necessary to carry out a cadastral survey which will ghow
the rclevant features of the area (such as soil quality, exposure to
sunlight etc.) and to accurately record ovmership. This is an cnormously
time consuming project, but it is arn important.firsc step, as in many
areas the ounership of land is in fact unlnown. Vhen the survey is

completed it is necessary to decide on the proper base e.g. land area,

annual rental value, potential income etc.

, 15 For a thorough discussion see Ii,P. Wald, Taxation of Apricultural
Land in Underdeveloped LCconomies, Chapters 1 and 8.
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Yhichever base is adopted, it will be quite difficult to revise it given
fhe scarcity of appraisers. thus tﬂg base will not be responsive to
cianges in prices and output.16 Tex receints will thus prove to be in-
elastic with respect to income unless the tax rates anplied to the
base can be continually raised, amain a ¢ifficult measurc to implenment.
The revenue from a land tax as a rercentage of IP is therefore likely
to decljne from its initial height, and cannot ¢ relied upon to con-
tributeisignificantly to developrent finoncing over time. This inclas-
|
ticity,las we shall see, also has importont implications for the allo-
cation effect of land taxes.

* Conceptually, land taxes coulcd I:¢c uscd to induce an increase in
agricultural nroduction or at least in the narieted portion of current
output. Tor examnle, a tax on rotentirl cutput (i.c. on imputed poten-
tial income) or on the size of the holding should lead to grecater pro-
duction as the tax reduces disposable income if supnly remains constant,
but any income derived from additional output is not subjecct to tax
and accrues completely to the owner. Thus, the fact that the tax is
fixed in amount and does not depend on currert actual output acts as
an incentive for increased production. ''hile such z result may be ex-
pected wherc large landovmers do not utilize all their land, or culti-
vate it inefficiently, it scems unliliely that much of an increase in

productior could be obtained where the majority of holdings are small

peasant ones, as on thesc production may he assumed to be taking place

Some schemes to automatically adjust the basc have lLeen suggested
e.g. use of price and production indices but these would be difficult to
construct theoretically and practically are certainly lLeyond the compe-
tence of existing administraterg. If the tax were placed directly on
output, these problems vould not arise, but this trould in effect consti-~
tute an income, not a land, tax.


http:import.nt
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at levels close to the maxirun which the existing technology permits.17
Hovever, marketed output may well *irncrease if the farmers are curren iy
not earning the cash needed to nay the tax.

The importante of the lac! of clasticity in the tax structure nay
nowv be|seen. The tax incentive te increased output depends on the tax
reducing the level of income thich landholders onjoy and on their desire
to (mininally) reachicve the initiol iccome level., Once the tax has
been inposed there is no incentive to further iicrease output unless

|
the tax?liability is raised further. Thus the benefit in terms of out-
put is of ga once-anc-for-all variety, or at least constant until the
base or rates arc again increascd, Adnittedly the one tipme benefit
may be substantial and induce organizational changes ithin agriculture
vhich nmay male the initial moverents self sustaining, levertheless,
it must be remembered that land taxes are not a nagic source of either
Continually increasiny revenue or output unless fairly frequent revi-
sions of the tax structure arc implenented.

It should be noted that = tax on potential output vhich maximized
incentive is unlilely to narro:w the incone distribution unless poten-
tial output or landholdines are taxed at prosressive rates. Incdecd
the tax may increase ircone inequality if large lancdovmers are akle to

increase output more than smaller ores, as may well he the case if

they have considerable unused land of high nproductive potential.

17 . ,
Of course, taxation could malie nreducers receptive to neu tech-

niques, but in the short run little increasc in output could he expec-~
ted.
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Taxation of Urban Real Estate

Taxation cf urban real estate is also a potentially large generator
of revenue. A successful tax program, especially on capital gains, would
also have the effect of decreasing the attractiveness of investment in
urban buildings and land relative to manufacturing. In this connection,

a distinction betveen annual taxes on real estate and the capital gains
arising from its sales is quite imnortant. An annual tax on real estate,
'
based,ésay, on the capital value will only &ffect the owner of the proper-
ty when the tax is passed (or increased). There is a decrease in the
capitalized value of the property. lovever, anyone purchasing the pro-
Pefty will pay the new capitalized value and still receive the same rate
of return. Thus the atttactiveness of the yield remains the same.
llowvever, a tax on capital gains is much more lil‘ely to reduce spec-
ulative investment in real estate. as usually such investment is made
in the expectation that if inflatior occurs (or continues) the property
can be sold at a substantial profit. If the profit werc subject to a
high tax the attractiveness of such investment would decline. A capital
gains tax should be implementaple if all sales of property are registered.
The tax would be levied on the difference betveen purchase and sales
Price and would tend to be self enforcing as buyere would not be willing
to understate the purchase price nor would scllers he willing to over-

state it,

Recommendations

Glven the above outline of major tax problems in the LDC, what poli-
cles should be pursued?
Several shanges in the income tax structure are necessary, although

the priority varies from country to country. One of the first moves in
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all coungries should be the reduction of the level of personal exemp-
tions to more reasonable léveis. "This step would both widen the existing
tax base, leading to a large initial increase in revenue, and increase
the elasticity of the revemre structure over time.

An increase in the coverage of withholding taxes should decrease
evasion and, in inflationary economies, increase the ratio of revenue
to national income.

For those taupayers not covered by withholding tax, liabilities
should be fully tied to a price index so that delay of tax payment is
not profitable. The formula for deternining the revised tax liability
should not be a simple adjustment of last year's liability by the change
in some price index. This wauld still make it profitable to delay pay-

meat, if the money could be invested at an interest rate exceding the
rate of price increase, Thus, delayed tax payments should be adjusted

by the nominal rate of interest, i.e., interest plus the rate of price
increase. Which interest rate to choose is obviously a difficult problem,
but somz start must be made.

Finally, countries using schedular taxes should be encouraged to
8witch to a unified systenm, i.e., one in which all income, regar&less
of source, is lunped together for tax assessment. If this is not done,
at least the existing global tax should be raised so that some signi-
ficant dngree of progression can be introduced. In the same vein,
further effort should be made to tax high incomes in countries where
there is a considerable concantration of income. For a fixed level of
adninistrative cost this is likely to be more productive of revenue

than any other reform.
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A major change in commodity taxation which should be encouraged
is a shift from turnover to single ;tage taxes. To encourage such a
switch, part of each year's aid could be fied to the yield of the tax
by matching revenue collections on say a 1:5 basis. Such a device
would provide strong incentive to carry through the reforms efficiently

and would also cover any temporaty reduction in yields which may occur
during the first year of the tax.

In those countries in which the bulk of the sales tax is specific
in form, a change to an advalorem system would make the revenues infla-
tion proof.

- The major alteration necessary in corporation tax policies is the
removal of accelarated depreciation provisions and investnent allowances.
Unlike these, tax holidays and the right to fully cancel current losses
against future profits will not result in any bias in factor choice.

Taxation of capital gains from the sale of buildings or land should
be extended (or initiated) if speculation in real estate and its dele-
terious effects on resource allocation are to be overcome. Cadastral
surveys of nonurban land must be carried out before any significant land
taxation can tnke place. Once such a survey exists, land taxes should
be placed in a lump sum manner (e.g., on imputed income or land size)
to maximize incentive effects.

Evaluation of Existing Self-llelp Criteria

In the introductioen w2 referred to overall self-help criteria which
are utilized in evaluating 2 country's‘development performance. Among
the main criteria currently used are the ratio of government domestic
revenues to national product (R/Y) and the ratio of domestic revenues
to total government expenditures (R/E). Of course, such ratios are at

best convenient shorthand devices which should be used in conjunection
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with other disaggregated information. It seems to us that these ratios
are relatively useless unless supplemented by so much subsidiary infor-
mation that the original measures lose all meaning.

The R/Y measure is designed to indicate, at least roughly, the in-

tensitx of a nation's fiscal effort and the total resources which the

government controls: the larger the command over resources, the more
can be (at least potentially) devoted to development purposes. As we
shall show below, various institutional arrangements may so limit the
value of this measure, that the more direct procedure of examining the
expenditure side of the budget becomes necessary to ascertain the actual
developmental impact of the budget.

The ratio of revenue to expenditures supposedly provide information
on the extent of inflationary pressure generated by the public sector.
This measure is at best a poor gauge as a deficit may be financed in
a noninflationary manner. Rather than examine the size of the deficit,
one should ascertain te total amount of inflationary financing. Never-
theless, it is true that it may in fact be important to consider current
revenues, as a government which has relied primarily on borrowing may
not have the ability to quickly change to a tax basis for financing.
Thus a balanced approach requires that both the financing of the current
deficit as well as the ability of the government to mobilize increasing
tax revenue, should the need arise, must he considered jointly.

Several other serious difficulties in gauging fiscal effort also
arise when either of the above criteria are used. For example, a coun-
trv in which R/Y has increasad during some period of time is usually
considered to have shown an incraasingly effective fiscal policy. It

may be, however, that the tax base was rising more rapidly than national
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product, and despite the observed increase in R/Y, the efficiency of

tax administration was declining, ;r nev laus were legislated which ac-
tually reduced the level of the existing rate structure. In other

words, had administrative effectiveness and the rate structure remained
constant, R/Y would have been higher than observed. On the other hand,
R/Y or \R/E may be declining and this fall may serve several goals, such

as tradf liberalization, offset of a decline in export earnings or a
change %n the composition of taxes from a seriously distorfing to more
neutral set. These considerations undoubtedly enter the AID fiscal
evaluation process. However, they still seem to be subordinated to the
more convenient aggregate ratios. That it is necessary to take account

of them explicitly will be shown in an analysis of three countries: Ceylon,
Ecuador, and Honduras. These countries were chosen for their illustra-
tive value and because of the availability of fairly reliable data. Never-
theless, the problems encountered in analyzing the public sector appear
characteristic of those of many of the countries receiving aid.

One of the concepts used in the following analysis will be the esti-
mate of the potential tax base. The petential base is the amount which
is subject to tax under existing legislation. In general it will not
correspond to the amount upon which tax is actually paid due to evasion
and to legal exemptions and deductions. The effective tax rate may be
defined as the ratio of colle;tions'of any particular tax to the poten-
tial base of the tax., A change in effective rates may be AUE to any
combination of changes in the extent of evasion, in tax rates, and in
the exemption and deduction structure. The potential growth in tax
revenue depends upon the growth in the potential base aﬁd on changeg in

the effective rate,. 'If the effective rate for each tyée of tax, (ti = Ti/Fi)
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remained constant, than the change in tax collections in response to

a change in income would be
AT = t,AB, + .... t_AB .
174 n n

Should the overall 2ffective rate (the weighted average of the ti's)
decrease, the potential growth in taxes would not be realized. Thus,
an increase in R/Y may mask a weak fiscal performance as the pattern

of increase in the”various bases might have been expected to generate
a much larger rise in R/Y.18 This method also allows cne to evaluate
claims that a decline in R/Y is due %o, say. import liberalization,
while in fact it may be due to decreased effective rates on other bases
as Qell as on imports.

Clea~ly a major difficulty lies in the measurcment of the potential
base. In order to obtain consistent definitiors of this magnitude we
have made use cf national income accounts and foreign trade data. The
bases of four major taxes are estimated (import, export, income and com-
modity) and then the effective rate frr each type of tax is calculated
for soﬁe initial period and for 1964. The results are incorporated in
the analysis of each country. The mcthod of estimating the potential
base is discussed in Appendix 4.

The tax collections on the above bases account for a major part
of total domestic revenue of the government., However, all the countries
have other tax items such as urban property taxes and nontax revenues,
for example, those from the sale of public enterprise services. In cal-
Culating the effectiveness of the govefnment fiscal effort these items

are treated as exogenous. Of course, changes in R/Y or R/E may, in fact,

8 We use R/Y rather than T/Y as domestic receipts include nontax receipts
such as profits from government enterprise. In our analysis we shall iso-
late the effects of the nontax ccmponent upon the R/Y ratio.
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be attrisutable to movements in these exogenous receipts and when these
are relevant to the analysis it will be noted.

The actual calculations performed are the following. For some ini-
tial period the effective rate for each type of tax is calculated. The
rate is then applied to each potential base in the final period. The
potential collections are then added to the exogenous items to arrive
at the revenues which would have been received had the initial effective
raves been maintained. This potential revenue level is then compared
with national product to arrive at the potential R/Y ratio which we will
denote as (R/Y)p and which may be compared to the actual ratio observed
to hold, namely, (R/Y)a.

We now praceed to an analysis of the three countries.

Honduras

Honduras provides a good example of a country whose figcal perfor-
mance on the basis of the aggregate criteria appears deficient, but when
evaluated within the context of the potential taxation argument, appears
much better. Its actual R/Y ratio, (R/Y)a, increased fFom 9.1 to 10.1
between 1961 and 1964.

During the period there was a decline in the rate of import taxation
as a result of the decrease in dutiable imports caused by increasing
tariff remissions granted under industrial incentive laws and by the
exemption of goods imported from countries in the Central American
free trade area. To compensate for the decrease in revenue a new sales
tax law was passed. Had this law not been enacted the final (R/Y)a ratio
would hLave been 9.2 instead of 10.1.

The strength of the Honduran performance comes through most strongly

if we examine the potential tax structure. In the 1961-1964 period every



- 30 -
tax vu.e increased substantially more rapidly than did GNP. At the same
time the effective rate on all of the potential bases except for imports
remained about constant or increased.19 If the same import taxation
rate had held in 1964 as in 1961 the overall R/Y ratio would have increased

to 10.7,

| Table 3
Honduran Tax Performance 1961-1964
Income Excise & Import  Export
Tax SGales Tax Tax Tax
Percentage Increase in Potential Tax Base 39.3 22.0 41.4 32.6
Percentage Increase in Tax Receipts 27.3 61.9 3.8 43.3
Tax Receipts/Potential Base, 1961-1964 3.3 3.09.312.4 22.4 16.5 1.9 2.1

Percentage Increase in GNP (Current Prices) 18.5

The Honduran income tax reform of 1963 increased the minimum personal
exemption and at the same time considerably.increased the progressivity
of the rate structure. At first the growth of income tax receipts was
slowed.but by 1965 they had begun to increase quite rapidly. The initial
negative influence of the reform tended to slow the increase in (R/Y),
although the long term effect was clearly to increase ;he alasticity of
the income tax structure. This is likely to be the pattern in any coun-
try whenever a reform is introduced as the administrators gain increasing
proficiency as they learn by doing.

Thus the R/Y criterion is of little value as an index of self-

help in a country undergoing z rapid change in tax structure, as movements

in individual tax components stemming from reforms may cause year to year

19 The slight-decline in the effective income tax rate is primarily
attributable to the reform of 1963 which generated greatly increased rev-
enues in 1965. '
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variations in R/Y which are difficuit to evaluate. -An analysis of the
performance in terms of the potenfial base proves especially valuable
in such situations as it enables the analyst to ascertain whether ob-
Served movements in R/Y stem from tax reforns or whether they are pri-
marily attributable to changes in the effectiveness of enforcement of
i

existiAg tax laws.
Ecuador

Ecuador's performance might appear at first to be a clear case of
fiscal success as it has a high and rising R/Y, the ratio rising from
21.5 to 23.9. Similarly (R/Y)p was also rising. iowever, this good
overall performance masks a fiscal system which appears to be incapable
of making a significant contribution to development due to the decen-
tralization of the budgetary process. The central government received
less than ome half of total public sector revenues through 1963, and,
of this share, part was transferred to the provinces and municipalities
as well as to the autonomous agencies. Thus the central government had
control only over one third of public sector revenues and ran continuous
deficits while the other levels of government were running surpluses
which were primarily accumulated as deposits in the banking system. Part
of the surpluses were lent to the central government but it could not,
according to the existing law, use them for current operations. Indeed,
the treasury was forced to borrow vhile the autonomous agencies had
surpluses.

It is thus necessary to supplement theé aggregate data with infor-~
mation on the budget performance at different levels as well as the laus
governing the relations of these bodies. This is particularly important

in Latin America where the autonomous agencies obtain a large part of



total public sector revenues in the form of fees and earmarked revenues
from the central government. Indeed, some of the agencies even have
autonomous borrowing power which may make the control of the money
supply more difficult for the central government.

Eéuador also provides a good example of the difficulty in using
R/E as an indication of self-help. Table 4 presents the R/E ratio for
Ecuador forA1960-1964, the absolute size of the deficit and the break-
down of the firnancing into foreign and domestic financing. In 1961 R/E.
was 90.6, however, 75 per cent of the deficit was covered by foreign
borrowing, which is likely to be noninflationary. Of the remaining 25
pe£ cent, part was financed by noninflationary domestic borrowing. Thus,
the total inflationary ;mpact of the deficit is not accurately indicated
by the current deficit; rather a breakdown of the methods of financing
is necessary. Indeed, it would be best to look dirzctly at changes
in the money supply for some indication of the inflationary activities
of the government, although it may prove quite difficult to decide

the precise increase in money which is inflationary.

Table 4
Percentage of Deficit
Deficit in Millions Covered by Foreign

R/E of Escudos Borrowing
1960 96.2 -117 100.0
1961 90.6 -325 75.4
1962 93.1 =244 44.9
1963 101.1 43 -

1964 101.2 56 -



Leylon

Ceylon is an example of a country whose overall fiscal appearance
may be sound but in which the underlying structure is quite defective.
The receipts to product ratio has increased from 1960 to 1964, and in-
deed (R/Y)a in 1964 is greater than (R/Y)p. Further, the absolute level
of R/Y is quite high, being 24.8 in 1964. However, there are two major
difficulties with concentrating on these high figures. First, 20 per
cent of domestic receipts are returned to the private sector as sub-
sidies, primarily for the purchase cf food. Second, the expenditure
Pattern is veryunlikély to promote development as much of it goes for
soéiél services and administrative expenditures rather than developmental
activities. Again, any use of the overall R/Y ratio is rendered use-
less, this time because of the expenditure pattern.

A further important point may also be gleaned from the Ceylonese
experience which is of general validity in export economies. During
the early 60's Ceylon's exports decreased in value terms both because
of adverse movements in the terms of trade and as a result of decreased
output due to bad weather. This would naturally lead to a decrease
in (R/Y)a as export tax receipts were falling and this might be taken
as an adverse indication of the fiscal effort. However, in general it
is desirable for government revenues to fall during a period of declining

export earnings to offset the domestic multiplier effects.

Conclusion .
The above brief analysis of three different fiscal situations

should be sufficient to show the futility of utilizing aggregate criter-
ia such as R/Y for self4he1p purposes. fresumably, some less aggre-

gate concepts must already enter the evaluation program. Specifically,
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revenues and expenditures should be'analyzed by level of government;
where this is impossible, because of deficient accounting practices,
encouragement to move in this direction should be given. If one is
worried about the inflationary impact of the_public sector, attention
should:be paid to the method of deficit financing as well as to the
size o% deficits. Finally, some attempt should be made, probably

by the internmal revenue advisory service, to estimate the potential

tax base, for in the absence of such estimates, accurate evaluation of

the effectiveness of a country's tax program are impossible.
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As a first epproximation the potential base for import taxes is
taken to be all commodity imports. The potential tax base for export
taxes is the value of the main commodity exports upon which a tax is
levied. In cases where no information is available concerning commo-
dity d£stribution (or tax structuie) total commodity exports are used.

Commodity and income tax bases are more difficult to define. The
income tax base which we will employ is W+ P - D - A where W is com-
pensation of employees, P is property income, D is income originating
in ownership of dwellings.and A is income originating in agriculture,
Thié definition lumps together Loth personal and corpofate tax bases,

and is the only feasible method as ail three of the countries in our

group do not divide the property income account ir a manner which

would make it possible to separate corporate from other forms of pro-
perty income. Ever if this wvere possible, all of the countries report
parsonal and corporate incowe taxes jointly. Does this combined base
represent a useful concept? 1f seems to us that it is helpful if the
corporate income-tax ir viewed as a convenient methoed of .collecting, -
taxes which would have to be*paid by individuals if the taxes collected
at the corporate level were distributed as dividends. Since we are
trying to measure the intensity of fiscal effort is should not matter
at which level a tax is collected, but rather the ratio of the tax
receipts to the entire base.

Value added in agriculture is subtracted as traditionally it has
been difficult to assess and collect income taxes from this sector (al-
though land taxes have occasionally been used with some success), and.'

there is little indication thzt inceme tax receipts from this sector are

important in any of the countries considered.
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The national income imputation for ownership of dwellings is
subtracted as it does not correspond to any flow of money income,
although in some countries an (unsuccessful) attempt has been made to
incluje some imputed income in the tax base.

inally, ene might object that thatabove base should not be used
in computing the effective rate of taxation as we do not know the income
distri?ution in eachlcountry and in the abscnce of such knowledge
calcul%tions of the effective rate are meaningless. However, uniess
there is groving equality of income the average tax rate should increase
and at a minimum, the average effective rate should remain constant.

The base for the commodity tax in all three countries was derived
from the consumption section of the national accounts, The tax laws
specify that certain categories of consumption, mainly food and ser-
Vices shall go untaxed. The base was therefore calculated as the sum

of expenditures on beverages, tobacco, clothing, furniture and house= .

hold equipment and fuel and light.



