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I. IRTRODICTION

This ias been a difficult paper to write. Its original aim was to take
is really like to be "on the inside™ of a process of tax reform. As I went
cround and interviewed participants, 1 thought that stories would appear
that would surprise readers, give them new insights into.and understénding
of what it's 211 about. Maybe even it could serve to sharpen the percep-
tions of those who would engineer new :rz2forms (pe:haps in other éo“ntries),.“
alerting them to dangers otherwise unseen, calling their at:ention to
critical details that might easily be overlooked, stamping in tﬁeir'minds
the key requirements of a successful strategy.

The actual result was far from what I had anticipated. To be sure, a
few vignettes were generated, a few perhaps surprising aﬁecdotes._ But the
bulk of the message was zlmost the opposite of what I had planned. Takinéi
readers to the inside of the process of tax reform was not going to cpen
thelr eyes te nmew marvels. mor stxrike them with lightning bolts of new wise
dom. Instead it was geing to pound home incessantly the importance of

things we knew about all alopg: a) clarity of conception in designing a:
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reform, b) professionsl-level attention to detail in converting that
conception into laws, regulations and procedures, c¢) administrative
machinery for implementing the reform efficiently and fairly, and above all
for tﬁe”iong run. These lessons, on the whole, were nof exciting -- more
like "how to be a good public accountant” than like how to be a star in the
movies or in the opera ér on the football field.

Studying the history of these three countries’ tax reforms also
reinforced my longstanding belief in the importance of appropriate timing.

I do not mean timing in a very refined sense -- it is not the day nor_the
month nor the season that matters, maybe not even the specific year. But
there are times when the public at largs, and/or the legislsative assemblies,
and/or even the governmment authorities (e.g., the president and the cabiret)
themselves are more likely, otheé times when they are less likely, to Se.
receptive te the idea of tax reform. It is important for those who_engineer
a refornm to be sensitive to this general receptivity, so as not to cast
their seeds on barren ground.

Sometimes the term "opportunity"” fits better than "receptivity". This
is particularly true when the pre-existing system has generally broken down;
betraying its own bankruptcy and at the same time yielding almost an open
field to those who. create its replacement.inpportunity may also come és a
byproduct of some external crisis that calls for the generation of substan-
tial new revenues in a relatively short period of time. Imn either typé of  
opportunity, there is a void that somehow is going to be filled -- at worst
by the inflation tax or by ill-conceived measures spawned by demagogy.

When opportunity strikes, the need is for someone to be ready with é
well-conceived professional solution. Rarely will a solution drawn inﬁact'

rom the professional literature do the trick -- careful tailoring will be



needed to adapt it to local conditions and to the specific nature of the
crisis. This task can be hard enough, even when the country’s policy
professionals have dpne a lot of prior ;ork and are in that sense quite
preﬁared‘to mect the crisis. If they are unprepared, or simply not alert-;ﬁ
the emerging situation, the opportunity represented by the crisis is likely

to pass, with the void being filled by somebody else, and with the country’s

economy for years to come paying the cest of an inferior solutien.

II. TURUGUAY

The main thrust of my story is well represented by Uruguay's case. 1
was somewhat familiar with the situation because I had served as a consult-
ant on several occasions over a period of about three years in the mid-
1970s. Unfortunately in a sense my consulting missions always entailed -
intensive work on one or two topics -- e.g., the social epportunity cost of
capital, the role of fiscal factors in Uruguay’'s inflation, the treatment of
the financial sector under the value added tax. My appreciation of the
broad outlines of the country’s tax system came, as it were, by osmosis --
by contact with tax officials and other professionals, by references and
summaries found in the general economic and tax literature, etc. Ffrom these
contacts and sources I was impressed by two particular vignettes. Fir§t was.
that fact that in their tax”;éférm effort of 1974 and 1875 the Utuguéyan
authorities had abolished the personal income tax. This came as a shock and
a surprise; I really did not know what to think. Was I in faver of such a
drastic measure of against it? What were the pros and the cons? Withau;
knowing where I myself stood on the matter, the one thing I felt surest
about was my admiration for the political courage it surely fook_ﬁo engiheef 

such & drastic move.



The second item that impressed me was a tax called IMPROME -- a tax on
agricultural income based on the potential productivity of the scil. As
originally described tc me, IMPROME was an economist’s dream tax. For each
of some iS regions of the country, the land was divided into four or five
quality groups. In each region-quality category, the most likely croppiug
pattern ﬁas adduced. Each pattern was described by a set of outputs per
hectare, together with the inputs that ™normally® would be applied to
achieve those outputs. Inputs (F,) and outputs (Xi) were then priced (at

]

average rrices wj and pi) for each year, and imputed income (ZXiPi'ijwj)-
was then computed as the base on which IMPROME was levied. When a relevant
output price went up, the tax would automatically increase, when an iﬁput
price rose, the tax would fall. But when the farmer leveled ﬁis land,
introduced new wvarieties, applied fertilizer more scientifically, undertock
fencing and drainage works, etc., the tax did not change a bit. Each farmer
was the sole beneficiary of such advances and improvémeﬁts.

It is easy, 1 think, for readers to visualize how impressed I was by
the daring (if not audacity) revealed by the income-tax abolition, and by

the professional refinement epitomized by IMPROME. Time and again I urged

that these experiences be studied in depth, so as to reveal their secrets

and their lessons. So, needless to say, when I agreed to write this papér
for this conference, a deeper lock into both these experiences came high on
my agenda. 50 I went to Urugusy, I inquired, I looked, I studied, and I

came away disheartened. 1Iun each case the truth belied the image. The
search led tpo no secrets to be treasured, no major insights for future tax
reforms.

In the case of the income tax, its abolition came only twelve years

after its introduction. The tax had never really taken root, no effective



enforcement machinery had ever been developed, and no important revenue had
ever been generated (receipts mever reached as high as one percent of GDP).
Mcreover, the tax that was abolished was really only the tip of the iceberg.
It stood within a systém of category taxation as the specific component
striking (at progressive rates) the comprehensive income of iﬁdividuals.
After its abolition, the following taxes remain today:

a. A tax on the income from industry and commerce (30 percent maximum
rate).

b. Taxes on agriculﬁural income, either actual or imputed (30 percent
maximum rarte),

c. Social security contributions (employers’ contribution of 12 percent
plus employees’ contribution of 13 percent).

d. Value added tax (20 percent rate, subtraction method).

e. Selective excise taxes, falling mainly in fuels, tobacco products,
alconolic beverages and electricity.

In the case of the taxes on agriculture, my disillusionment came £from
another angle. The much vaunted IMPROME, far from calibrating cropping
patterns to the region and guality of the so0ll, as its underlying concept
would haveldictated, instead imputed income on the assumprion that everyﬁody
produced just two products -- meat and wool. Soil quality came inte play by:_
classifying different region/soii groups as having_land that wasra specifiec
fraction or multiple of the national average land qual’- .. ~—=~

Uruguay'’s concentration on the production of me > ani wool is .
sufficient so that one cannot condemn the IMPROME pr: -edure as outriﬁht
absurd. Yet the blanket imputaticn of taxable income on the basis of cattlé--
and sheep.raising must have raised the hackles of ruck farmers; orchard
owners, poultry ralsers and the like. They did  rdeed complain, with.thé
result that today all taxpayers with net receipts above a critical amount |

must pay a regular agricultural income tax {(IRA} in their actual net income.



Smaller agricultural enterprises now can opt for the IRA system or for an
imputed system (IMAGRO) which in 1979 replaced the earlier IMPROME system.
IMAGRO did not change the IMPROME imputation significantly, however. Today
.the stancard hectare's pfoduction pattern is stilil based on cattle and sheep
raising, with any given hectare’s imputed inccime being a fracﬁion_or mul-
tiple (depending on soil quality) of that of a standard or average hectare.

The virtues of the Uruguayan tax system are thus not to be found in
either of the-twc.aspects that so intrigued me and other professional ob-ﬂ.
servers. What, then, were the merits of the Uruguayan zax reform? Vithout
any.doubt, the answer is tax simplification. In Julf of 1974, when
Alejandro Vegh Villegas assumed the post of finance minister, Uruguay was -
plagued wiﬁh a myriad of little taﬁes. These -had been imposed tq‘begin with_";
in response to pressure groups {(on the whole very small ones.with'tigﬁtlyé
defined special‘iﬁterests), and. as ad hoc devices to garmer ﬁew]sources of
revenuerto Tinance new expenditures as they were approved.

Vegh's.ta£ simplification effort centered largely on a computerized
system, identifjing each tax separately, together with its recent revenue}
history. “ue procedure by which taxes were then eliﬁinated was éXtIaordiné _
arily simpie and clear. Aftexr the taxes had been ranked'in descending ordéf.
of their revenue ylelds, those at the bottom »f thé computerized lié; weréf
repealed en masse. In the first steé,.the budget law of 1875 eliminated. .
about 50 taxeﬁ; tﬁen in é-second step in late 1975 another 80 ur so £fell
under the aze. The keys to the success of this procgduie were its
”objeétivity“ and "automaticity". If the taxes had been.taken ohe-ﬁy-one;
or just a few at é time, endless pleading and debate would have ensued asé_
eaéh affected interest group mobilized its spokesmen and its allies. Thé;'_

“frontal assazult on many tiny taxes all at once gave the advantage to the




fiscal authorities. The automaticity helped too, in that it was hard for
opponents to question the broad principle of eliminating dozens upon dozens
of tiny "nuisance” taxes. Whatever merit could be claimed by its supporters
for any ene such tax, it was certainly ;;;w£ts contribution to the fiscal
till.

A second major element of simpiification was the elimination of the

stamp tax (impuesto de sellos). This tax had tentacles reaching into all

sorts of activities and tramsactions -- it struck bills, loans receipts,

checks, wvirtually anj_document that had a legal status that might be subject -

to a complaint of lawsuit. The stamp tax spawned com?liance and efficieney
costs in all directions, and was 1oathed by the business and commercial
compunity. At the time of its elimination, the stamp tax was the most
important single revenue source in the entire system.

The third important tax that was eliminated was a szles tax striking

gross receipts (entradas brutas). It functioned as a cascade tax, generat-

ing layer upon layer of distortions as goods passed through different

productive stages.
Finally, there was a single stage tax on final sales.

All the above taxes were eliminated and folded into the evolving value

added tax, which quickly became-the'mé}or revenue raiser of the system;_-
A final key feature of Urﬁgﬁay's tax reform was the elimihetion_of
export taxes (retenciones) on beef and wool. These taxes had'been sigfifif”.
cant revenue sources, but théir most importent effect was to deter
international trade. Partlj as & conseguence, Uruguay'sﬁexports jumpe&_fiem'
an average of about $200 million in 1968-72 to over $600 million in 1977-78 '_ "
and over a billion dollars in 1980-82. 1In terms of the generalized pﬁ?éheﬁ{:

ing power of the dollar over tradable goods, Uruguay's exports were SOG:tqe;Q'




600 million 1980 dollars in 1968-72, gbout 900 million such dellars in 1977-
78, and over a billion such dollars in 1980-83.1 Further discussion of
these trade tax changes, along with the substantial liberalization of import
restrictions that occurred in the late 1970s and early 1980s, is set to ome
side, as being beyond my self-imposed limits as te the scope of the preseﬁt

paper.

ITI. INDORESIA
e HITD Project

The outstanding feature of the Indonesian tax reforn of 1983 was the
degree of care that went into its preparation. It surely has few equals in
this regard, one of them being the work of the Canadian Royal Commission an
Taxation in the latev196053 ‘The preparation in the Indonesian case worked_ 
on three levels -- professional-technical, political, and administratiﬁe.:

The cornerstone of the Indonesian reform effort.was a contractual
arrangement with the Harvard Institute fcr'International-Developﬁent {HIIﬁ),
led by Professor Malcolm Gillis. Under this arréngement; more than two
dozen experts f£rom six countries undertook basic studies of the existing
Indonesian system and the potential for reform. The study period extendea
over more than twe years and covered nearly every aspect of the tax system
and its potential reform. (Tariffs_énd'other trade taxes were perhaps the
most important, but gquite conscious omission.) Working side-by-side wiﬁh::
the foreign experﬁs were Indpnesian cadres, many of whoem in the process

became local experts on the particular areas in which they worked.

These figures are the dollar value of Uruguay's exports as given in;
International Financial Starisrics, deflated by the SDR-WPI, a dollar price
index based on the wholesale price levels of France, Germany, Japan, the
United Kingdom, and the United States, with weights equal to those used
since January 1981 in the calculating of Special Treasury Rights at the
‘International Monetary Fund.




The political side of the story was represented by two features of the
HIID effort. First, the entire operation was placed under a steering com-
mittee of senior goverrment officlals, drawn from all parts of the Finance
Ministry. This committee took part in all decisions that dealt with key
policy matters. It is important te realize that in the Indonesian context
the high-level bureaucracy is probably the most important focus of political
forces énd pressures., It is they who receive the complaints as well as the
self-serving proposals of a myriad of interest groups. It is they who coﬁe
to sense what is politically trivial at one extreme, politically untouchable
at another. Their presence throughout the reform operation thus heiped on
the one hand to guarantee that the initiatives taken would not be totally:
out of line with Indonesian political reality, and on the other to enéure

that the finsal product would stand a reasonable chance of approval and
implementation.

The second political feature of the HIID enterprise was itS'eﬁphasis on
carrying its recommendations all the way to the poinﬁ of drafc 1egislation;
A team of lawyers from Indonesia and abroad started work at about the;mid-
point of the HIID project’s term, and by the end was-engagéd.in an all-out:
effort to transform the team's fechnical papers ané proposals into draftﬁ

laws. . - Ce— o T T

On the administrative side one had not only the counterpart cadrés'of
Indonesian officials who worked with the foreign experts, but also a ?fog:am
(at first within the HIID project, later continued on its own) for thé 
training sbreoad of new cadres of officials. In addition the project %nciu&-
ed technicai stddies of administrative issues, and produced as cne_ofu;ts_
important outputs a new computerized taxpayer identification system tﬁét

was to prove a great boon to the implementation of the reformed tax system-.:



Tax Simplification

Simplification is the term that most aptly covers the many aspects of
the Indonesian reform effort. It is no surprise that the cornerstone of
this effort, on rthe side of indirect taxes, was the conversion from an old
and poorly édministered turnover tax {(which in addition had a very low
yield) to a modern value added tax. The notion of simplification even
explains why the value added tax was confined to the manufacturers’ level
(including imports, mining and construction). To extend it either back to
the agriculturairstage or forward to the wholesale and retail stage would
require huge administrative effort Qith little prospective increment in
yield. Agriculture’s remaining out of the system had the added consequence
that unprocessed food products reached the consumer without paying any tax |
(except that embodied in purchased inputs inte farm operations). This
carried political benefits since such items bulk large in ﬁhe consumption
‘baskets of the lower income strata in Indonesia.

The second great simplification in the Indonesian reform was the
alimination of a plethora of tax incentiﬁes. Incentives covered a Pandora’s
box of activities -- cooperatives, public accountants, natural.resource
exploration, technology transfer, regional investments, exports, so—calléd
priority sectors, etc. Tax holidays and tax credits (both notoriocusly nﬁn-
neutral in their impact on projects of différent gestation périods and time
profiles) were among the principal instruments by which incentives were
granted. The new Indonesian law swept away the old incentive schemes, pﬁ”-
Ting in';hei;lplace,a uniform 35'percent_tax,rate*(asrcompared with a 45
percent rate'previoﬁsly). |
Simplification on the income tax side came through broadening the ﬁage

and reducing the rate struc-ure, with the maximum marginal rate falling from
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50 to 35 percent. The income tax replaced a total of four different taxes,
perhaps best described as a crude sort of cate_sry income tax system. Sim-
. plificacion in the detail of the tax took the form of eliminating fringe
benefits from income subject to personal tax, but at the same time eliminat-
ing their deductibility by businesses. Similarly, depreciation'accountimg
for tax purposes was greatly simplified by using declining balance dePIECiéQ
rion covering four major categories, and withholding was generalized to cover
paywents of dividends, interest, and rents as well as wages and salaries..
The final key element of simplification was the uaxpajer identifization
system itself. This system creates the possibility of cross«checking-of
returns by different firms, and as between the income tax and the VAT. In-_
addicion it makes much more feasible the depersonzlizarion of tax administ~": —-
ration, selecting returns for audit on the basis of objective criteria, and
minimizing the possibility of collusion between taxpayers and officials.
iﬁ Iv. .CHILE
' Of the ﬁountries here considered, Chile had the deepest and most far-
reaching tax reform process. This is partly due to tSe circumstances
created by the military coup of 1972, which ousted the governﬁent of
Salvador Allendé. In the opinion of many observers (myself included) the
coup would never i}ve taken place had it«not_peen for the firtual breakﬁown
of the economic system. Inflation came to exceed 400 percent a year (even:
1000 percent if monthly rates are put orn a yearly basis); prodﬁction in
virtually.all areas was siagnant or falling; trade was grossiy distorted by5i,7
restrictions and by a Byzantine multiple exchaﬁge rate systiem.

These circumstances created a whole array of opportunities for policy

!

eform. Forrunately, technicians were present who had thought at length

D about a number of the areas cf opportunity. In relatively short order most




price controls were released, the dozen or more multiple exchange rates were

reduced te a single official rate plus a not very distant unefficial paral-

lel market rate. Early tax reforms (in 1974 and 1975) included the

introduction of a value added tax, the reform of the personal income'tax,
the integratien (for Chilean taxpavers) of the corporation an&'pefsénal
income taxes, the indexation of the tax system. Alongside of these, a
massive trade liberalization effort was set in moziern in 1974, which
culminated in a2 10 percent uniform import tariff by 1979. (Today the
uniform rate is 15 percent.) |

The fisecal deficit, which was wvast at the beginning of this process,
was brought under control in the late 1970s. This was the key to the
gradual reduction of the inflation rzte {of the GDP deflator) from cver 600
percent in 1974 to less thian 15 percent in 1981. It also created the fiscal
circumstanﬁes for one of the crowning achievements of Chilean policy in
these yearsz -- the comple;e revamping of the social security system, turning .
it from a deficit-ridden pay-as-you-go scheme into an essentially privatized.
system wherein each individual has his own vested retirement account, which
he is free to move from one fund to the cther.

Indirect Taxes

Like Uruguay,'Chile had in the early 1%70s a élethora of small indirect
taxes and a cascade style sales tax. These were all sbolished ~"an %he
value added tax was introduced in 1975,

ransition problems dominated the discussion at the time. A&s a first
step to the inﬁroduction of the value added tax, the sales tax was modified
so as to eliminate the discrimination in rates between imperted goods (lZ%}
and domestic sales (8%). Once this had been done, the stage was set for the

introduction of the value added tax. One issue that came up concerned




transition credits (i.e., whether the tax on iInputs purchased under the
turnover tax scheme could be deducted from a firm's 1i§bility under the
value added tax). The decision here was to give no transition credits to
anybodyoz Firms received credit for irputs purchased on or after January 1,
1975, when the VAT becane elfszzive. All 1974 purchases were treated under
the old systenm.

Othéf transition aspects had to do with coverage. Agriculture was
initially left out of the VAT system, as were all hydrecarbons, electricity,
water, and gas. HMany services were also initially not taxed. In 1976,
however, a major consclidation move was made, incorporating agriculture,
fuels, public utilities and most of the left out services.

Indexation

The indexation of the Chilean t;x system i1s built around the concept bf
the Unidad Tributaria (Uﬁ). Inc;me for tax purposes is measured monthly in
these units, Withholding on wages and salaries had always takqn.place
contemporanecusly, and gnder the Allende government the sums withheld'?ere
required to be remitted each month to the Treasury. Now business firms were
alseo reguired to pay each month on their own estimated income.  One way to
visualize the UT system is as a monthly readjustment of all incéme tax
bf;ckets in accordance with a price index; thu£: the same real wage 6r otﬁer'_
income would lead to the same real tax, regardless of when it was received.

The accounting problems of business were handled deftly in the Chilean
income tax law. Three simple rules are all it takes to handle the |
potentially highly complex problems associated with the presenée, side-b}j"
side, of real assets an’. nominal assets, real lizbilities arnd nominal_

liabilities. The rules are:



i) all real or indexed assets are written up by the relevant inflation
pe-centages, and the amount that is written up is introduced as a
profit item on the profitr and loss statement.

1)  all real or indexed liabilities (including capital and surplus) are.
written up by the inflation percentage and the written wup amount is
introduced as a loxs item on the profit and loss statement.

iii) depreciation is taken on the written up value of depreclable assets.

It is one of the minimarvels of our era that such a sim?le system of
infiation accounting was.found to exist., The key to its simplicity lies in
récognizing'that correcting for imnflation entails Eorrecting for just ggg;”'
price index movement in each period. In this sense inflation accoun:iﬁg'i$ 
at the.opposite extreme from replacement cost depre;iation,-which fciiéés.
the p:i¢e of each individual asset class.

Perhaps~the most important attribute of Chile’s indexation of'tﬁe tax '}.-
system.was its ?ffect on arrears,: Whereas previously, as ia many 6tﬂaf'
inflatioqéry countries, it genuinely paid the taxpayer tc pﬁstpone_péymenté
as long as.ﬁossible, now any delajs were automati:ally indexed, and édbject
in adéition to interest and (where applicable) penalties. Onme cannot exag-.
. gerate the importarice of indexation in making possible the'incfease in'real
recelipts which, in turn, was the key elgment in the gradual.:eductioﬁ pf-l
rate of inflaﬁion itself in the late 1970s and_garly'19805.

Integration - .

The story of the integration of corporate and persbnal incomé tgxati@n
in Chile is a wurious blend of a&vance and retreat. Withoﬁt_a doubtétﬁé_
‘boldest step came first.. Modeling their:sfstem after that'fecémmend¢d §y.

the Royal Commission on Taxation in Capada (the so-called Carter Commis-

sion), the Chileans initially implemented a full imputation to each resideént -

shareholder -of the corperate income corresponding to his shavres. This




income was to be declared as personal income by him, regardless of whether
it was retained in the corporation or paid out as dividends. The taxes paid
at the corporate level on these shares were treated in the sawe way as the
taxes withheld on wage and salsry payments. The individual, at tax time,
could claim full credit for the taxes paid on his account.

I dc not have 8 clear sense of the reason why a step backﬁard from full
integration was taken in 1985. At this time Chile reverted to what I con-
ceive of as essentially a European system of integrétion besed on dividends’
alone. That is to say, the system became in effect one of simple withhold-
ing on dividené income, with dividends being grossed up by individuals as
they declared their personal income sugject to tax.

The present system, indeed, has two separate tax operations at the
corporate level. One is a 1D percent‘tax on enterprise income, which is not
integrated in éﬁy way with the pérson&l income tax. The seéond is the
withholaing of an amount equal to 4/5 of dividends actuvally paid out. . it is' :
this amount whiech individuals have to add to their dividend receipts as tﬁey 
declare their income. At the same time the withhela amount is in the end
taken by Individuals against the tax that is due. |

In tﬁe shif~ from the earlier (full-integration) teo the present
(dividend-withholding) system, a certain conceptual elegance was logtu I
infer that the move was taken mainly for administrative convenience, angd was'
perhaps rendered less controversial by the fzct that the enterprise ﬁax_ 
i;self.was at this time only ten percent.

Socizl Security

Americans familiazr with the system of Individual Retirement Accounts
(IRAs) will have no trouble understanding the new Chilean social security

system. As far as I can see the two systems are virtually identical, the



major difference being that the Chilean system places greater restrictions

D on the entities (called AFPs, or administrators of pemsion funds) that

| handle the retirement accounts. .This is perhaps reasonable in that contri-
buticn to one or another such fund éf an amount equal to 10 percent of
one’'s inceme (up to a certain 11&1&) is mandatory, and in addition the State
introduces a sort of safety net in the event that a private AFP portfolio
falls short of providing a certain minimum rate of réturn.2 Rzte of return
has not, however, been a problem to date, From their inception in July of
1981 up to November of 1987 the pension funds have yielded zn average
cumulative real rate of return of 14.4 percént. . The separate cumulative
real rates of the twelve funds now in operation ranged from a low of 13.1
percent to a high of 15.2 percent. Another testimony to the-success of
Chile’s new social security system is the fact that in the period inéicated
above, total investment assets of clese to $3 billiom (or about 15 percent

' ‘of 1987's GDP) have been accumulated.

(Obviously, a contributory pension scheme is in itself not a difficult
thing to establish (insurance and annuity companies do it every day). The
problemvin the Chilean case resided in the disastrous finaﬁcial.state and
general disorganization of the previous system. Under that system different
categories of employees had different retirement f;nds. There was one for‘*;‘-—

public salaried workers, another for private szlaried workers, yvet another

2Actually, each AFP must generate an average yield on its portfolio

which is at least half the average yield of zll the AFPs taken together.
The A¥Ps are required to build 2 reserve against suck shortfalls by setting
aside specified amounts whenever they earn more than the average yield.: '
When a Fund has a prolonged shortfall in its rate of return, and cannot
cover it out of its capital and reserves, the government provides the funds
to bring the rate of return up to the required minimum, but the AFP must
then be dissolved, its asssts being transferred te such other AFPs 2s its

. . participants choose.




for blue-collar workers, Separate funds existed for certain industry groups
-- one for bank employeses, one for racetrack workers-(!!), etc. Most of
these funds had started out on a sound actuarial basis, but had deterio:ated
inte pay-as-yoﬁ»go systems by the 1950s and 1960s. Successive Chilean
governments had %restled with the problem of social security reform, but_all
such échemes héd foundered due to inadequate fiscal resources.

The key, therefore, to the success with which the AFP system was
implanted in Chile thus lies fundamentally in the capacity of the govefnment'
‘to handle the problem of transition. For the transition, everyone was given
the option of staying with the oid system or of entering the new. For those
who chose to join the new system, the government assumed a liability (given
to the new ATP in_the form of an indexed "recognition bond”) approximately
equal to the capital value of the individual’s own past contributions to ‘the
old system. Since on the whole the participants in thé old system could not
expect ultimate benefits egual to the capital value of theif past |
contributions, this itself provided the incentive to join the new system.

Thus it is neo surprise that more than two thirds of the labor force:
chese to join the new-systeﬁ right away. The armed forces, which enjoyeé a
pénsioé scheme based on 50 percent of their actual salaries, were simply.
lefr out of the new system (as a price for its adoﬁﬁion, as it were). Alsﬁ
left out were those vwhose retirement under the oldnsystem was less than five

Years away.

The seeds of th= new system were due to Miguel Kast, a rising planning
office official who later became, in sequence, Minister of Planning and of
labor. Other key figures in the process were Herman Blichi, Martin Costaﬁal,

Maria Teresa Infante, Luis Larrain, Jose Pinera and Alfonso Serranc. This

small group of technical people formed the nucleus in which the idea of the-



sccial security reform incubated and from which it was ultimately spawned.
The road was difficult, as inictially the top govermment leaders (all milit-
ary mén) were not enthusiastic. An important early cenvert among them was
Fernando Matthei, whnse.prime conisideration was that““;&”dignity does not
accept'that my children should have to pay for my pemsion". Ultimately, at
the higﬁ3$t levels of government, this was the argument that determined.the
demise of the pay-as-you-go systém.
Administrgtién,

Economists have for too long tended to overlook the importance of
administration in any successful tax performance. In my mind, there is

little doubt that something close to half the total credit for Chile's

accomplishments has to be assigned to the administrative side. What began

'as an antiguated internal reveriue service, bzdly conceived, inefficient, and

with overtones of corruption, was in a relatively short span of time cbnver—”
ted inte a service that ranks ﬁery high by international standards.

The cld system had many weaknesses. Its information system was
terrible; even the old returﬁs of a given taxpayér_were not at tﬁe disboséi
of inspectors; inspectors were assigned to give area and taské{ and reﬁained'

with them for long periods of time (augmenting the possibilities of

conspiracy with the taxpayer).
The new system tried to improve on each of these lines. First, thé
link between inspectors and sectors was broken. Each day or week, inS%eCﬁ-
ors wquld be assigned to new, very specific tasks. In the beginning tgese.
consisted mairly simply of getting additional information from giveﬁ B
taxpayers, and briﬁging them to a central office.
Much effort went into the development of an information system. Data

were gathered om all types of ratios -- what should wages ba relative to




sales in the bakery? What should inputs be relative to outputs in a textile
mill? What should profits be relative to sales in & pharmacy? Several pages
of sumﬁary relations of this type were developed, and returns that deviated
significantly from the guideline rates were closely scrutinized. Value added
and income tax supervision were done simultaneously for business firms.

For individuals, the internal revenue service got records of purchases
of mest high-cost items, Those who bought cars znd houses were asked to
show where the money came from. Firms were required to list payments‘ﬁb
individuals in accordance with their taxpayer number. Farmers’ production
mix was identified by aerial sufveys that distinguished between 14 diffeéént-
crops. Also, trucks were'inspected on major highways in farming regi@ns.

On the whole, inspectors were rglégated to the tasks of bringing in
answers to specific questions. Many oldér employees were retired, and éfter

~ .
a few years the system was largely staffed by new, mostly younger pecple who
had been éspecially trained within the system.

This reform did not requife great increases in budget, simply because
of the huge amount of waste that had characterized the old administrativé 
system., In the and ﬁany unnecessary bureaucratic operations were abandﬁﬁed, 
staff in many sections was reduced, and -those that_;emained received
significant increases in their real salaries. -

The final and most important aspect of administrative reform in Chile
was the cultivation of a clear sense that the law was being enforced evgnf.
handedly._“The.use'of obiective criteria (raﬁios, etc.) to decide on whom to
audit was an important step in this direction. But perhaps most signifiéant"
of all were cases of VIPs who were not able te use their influence to escaée

the tax net. One such case concermed the mayor of a town, who was also.

owner of a drug store. Tax discipline called for the drug store to be



closed, but how could that be done if the mayor still was running his town?
The solution: the drug store was closed and the mayor was fired from his
(aépointive) job. -

The most celebrated case concerned the President’'s brother, who owned a
discotheque. When his dats called for his being given a summons, the case
went to the.head of the Internal Revenue Service (Felipe Lamarca). He in
turn called the President, who said that the same law and procedures should.
apply to his brother as to anycne else. Lamarca avers that in six years
(1878-84) as Director of Internal Revenue, neither the President of the
republic TOT any cabipet minister ever interfered éith his pursuit of an
evenhanded tax administration (ley pareia).

The simplification,of the law is recognized by the Chilean
administrators as an important facto; iﬂ-their own.succéss. The introduc-
tion of the value added tax not only helped because it replaced scores of
little excises; it also proved a boon in the administration of personal'and'ﬂ
corporation income taxes. The nevw income tax law was also easier to
administer than the old.

Collection procedures were also improved. Whereas previously an income
tax declaration could be forwarded intact, with the Treasury cashier tedriﬁg ]
up his copy and keeping the money (or splitfingfit‘ﬁith the taxpayer), now
the money has stayed with the declaration all through the procedﬁre. Hq§£
paymeﬁts are now made directly to banks, which serve as collec;ion ageﬁts
énd directly credit the government's account. (Banks do not charge dirécﬁiy  :

for this service, because they get the use of the "flat" for a few days.)

V. CORCLOSIONS
The country reviews in the preceding sections reflect what I meant in

saying thatr tax reform had more in common with learning to be a ublie
ying © g _ P
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accountant than with becoging a movie star. Solid preparation, with due
. attention to local institutions and political realities, was a big lesson
from Indonesia; the importance of effective administration was a key lessﬁn
frem Chile. Simplification was the watchword of all three reforms.. This
wzs in each case represented by a modern value added tax taking ovér from a
pre-existing old-fashioned turnover tax. In addition the simplification
extended toe an integration of income tax and value added tax administration
and (at least in Indonesia and Chile) the substantial computerizatioﬁ and
depersonalization of administrative procedures. The only truly dramatic
reform that is covered here is the new Chilean social security system, and
even that is perhaps og}yvdramatic because of the degree to which such
systems all aréu;d the world have deteriorated to a pay-as-you-go basis (or
everi to chronic deficits that have to be financed from generai revenue).
] Once it is recalled that mest social security systemﬁ started out on
. .something like an actuarial basis, the only truly novel attribute of the
Chilean system becomes its use of private AFPs for its administfation.
Seeking an analogy with which to wrap up the main messages of this
paper, I can come up with“pothing better than the old-fashioned vision of -
marriage. The idéa is that the partners spend a long time (while still
single) learning the skills they will need in tﬁéifffﬁture roles; This
corresponds to the need for serious investment in study and research aﬁd
preparation of a tax reform. Then, once married, they have to work
‘continually to overcome the frictions and crises of conjugal life. Thi;
corresponds to ﬁhe need to build robust systems of administration, capable
ef minimizing the number of problems and at the same time of Surmounting

those that do emerge. Finally, there is the sense of seizing opporﬁunitiES,_

. of knowing the right moment to act. On the Victorian marriage scene, this
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meant a sense of alertness, by bride and swain alike, to recognize and seize
the critical moment when the "right person" came along. This, too, has its
counterpért_in tax reform, as testified by the tome upon tome of tax studies
and commission re?5£ﬁ§ that end up on library shelves and in archives,
without the slightest step of implementation. Opportunity presented itself
in all three cases, less so initially in Indonesia (where the fqresight of
future preblems was the stimulus to the HIID projeéct), but even there in the

final analysis, as falling oil rewvenues perforce dictated some sort of tax
policy move,
A high level of professionalism reflected thréughout the three stages

of preparation, adoption, and implementation, is the final key to the

success of these three tax reform efforts.



PRINCIPAL PERSONS CONSULTED

URUGUAY

Jorge Caumant, Ministry of Planning

Mario SOto{_Tax Consultant

Carlos Steneri, Hinistry of Planning

Alejandro Vegh Villegas, former Minister of Finance
Luis Viana, Central Bank of Uruguay

INDONESIA

Maicolm Gillis, Duke University

Glenn P. Jenkins, HIID (Harvard University)

CHILE

Eduardo Ammat, Aninat & Mendez

Jorge Capas, former Minister of Finance

Hernan Cheyre, University of Chile

Martin (sstabal, former Budget Director

Felipe Lamarca, former Director of Interms]l Revenue

Juan Carlos Mendez, former Budget Director

GENERAL

Vito Tanzi, International Monetary Fund - -



SELECTED BIBLIOGRAPHY

Cheyre, Hernan; "Reformas Tributarias, 1974-88," tudios Publicos, mo. 21
(é&ééer 1986), pp. 141-83.

Gillis, Malecolm, "Micro and Macroeconomics of Tax Reform,” Journal of
Development Economics, 19 (1985), pp. 221-254.

Harberger, Arnold.C., "Tax Policy in a Small, Gpen Developing Economy," in
Michael Connolly and John McDermott, ed., The Economics of the Caribbean
Basin (New York: Praeger, 1985), pp. 1-11.

Tanzi, Vito, "A Review of Major Tax Policy Missions in Developing
Céuntries," in The Reievance of Public Finan;e'for Policv-Making,
Proceedings of the &2st Congress of the International Institute éf-Pubiic )

Finance, Madrid, 1985, pp. 225-36.
, "Tax Systeﬁ and Policy Objectives in Developing Countries:

. :

General Principles and Diagnostic Test," Tax Administration Review, 3

(Jan. 1987), pp. 23-34.




