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This has been a diffltulr paper t o  &.rite. Its or i . gha l  aim w a s  to take 

its reziders behind the veil of appearances and give them a t a s t e  o f  w h a t  iC 

is really l ike  to be "on tha i rs ide" of s process of tax reform, As f wecc 

cround 2p.C intsmiewed participants, I Chought that srories would appear 

char would surprise readers, give then new irrsighcs i n t o  and mcierstanding 

of what: it's all about. Maybe even ir could serve to sharpen the percep- 

cions of those who would engZneer new rzforms (perhaps in ocher ca'~ilzries), 

a l e r ~ i n g  them to dangers orherwise unseen, calling t h z i r  at,cention to 

cr i t ica l  details rhzr mighr easily be overloeked, stamping in their m i n d s  

~ h e  key requirernenrs of a successful strategy. 

The actual, result was far from w h a t  I had anticipated. To be sure, a 

f e w  vigrzetces were generated, a f e w  perhaps surprising anecdotes. but. the 

bulk of the message was zlmost the opposite of w h a r  L had planned. Taking 

readers to rhe tnside of the process of tax reform was n o t  going to cpen 

chair eyes to new marveis, nor  s ~ r i k e  them with l ighming  boles of new wis- 

8an. Instead It w a s  going to poirnd hone incessantly rhe iaporrance of 

thtngs we h e w  zbout all aloog: a) clarity of cuncepZion in designing a 
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reform, ) grofession&l-level actention to derail in conve~ring t ha t  

conception into laws, regulations arid procedures, c j admfnfstrative 

machinery for hpleoenting the reform efficiently and fairly, and above a11 

for the long run. Theso lessons, on the vhsle, were not  exciting - -  more 

like "how to be a good public accountant" than like how t o  be a star in the 

movtes or in the o p e r a  o r  on tile fooltball f i e l d .  

Studying the history of these three countries' tax reforms also 

reinforced my longstanding belief in the importance of appropriate timing. 

I do n o t  mean t h i n g  in a very refined sense - -  i t is not the day nor the 

month ~ioi the season that matters, maybe not even the specific year. B u t  

there are cfmes when the public at largo, and/or  he legfslative assemblies, 
- - .  

and/or even the government authorLties (e.g. ,  the president a ~ d  rhe cabinet) 

themselves are more likely, other times when they are less Inkely, to be 

receptive tc the idea of t a x  reform. It is important for those who engineer 

z reform to be sensitive to this general receprivicy, so as not to case 

their seeds on barren ground. 

Sometimes the term "opportunity" fits better than "receptivity". This 

is particularly true when che ?re-existing system has generally broken down, 

betraying its o-wn bankruptcy and at she s m e  rime yielding aimost an open 
- - 

ff e l d  to those- who. create irs  replacement. Opportunity may also come as a 

byproduct of some external crisis that  czlls for the generation of substan- 

tial new revenues in a relatively short period of time. In eicher type of 

o p p o r t m ~ t y ,  there i s  a void chat somehow is going to be f i l l e d  - -  at  wors t  

by the inflation tax o r  by ill-conceived measures spa~ned 3y demagogy. 

Wnen opporcuriiry strikes, the need is for someone to be ready wirh a 

well-conceived professional solution. Karely w i l l  a solucion drawn infact 

from the professional literature do the zrick - -  careful tailoring will be 



I needed ro a b p t  it to local conditions and to the specific nacure of the 

crisis, This task can be hard enough, even when the country's policy 

professianals have done a lot of prior work and are in that sense quire 
-. - 

prepared to mect the crisis. If ehey are mprepared, or simply not alert to 

the emerging situztfon, the opportanity represented by the cr i s i s  is l ikely  
2 

to pass ,  with the void being f i l l e d  by somebody e l se ,  and with the country's 

economy far years to come payfag the cost of an inferior solutian. 

The main thrusc of ny story i s  w e l l  represented by Uruguay's case. I 

was somewhat familiar w i t h  the situation because I had served as a consult- 

ant on several occasions over a period of about three years in the mid- 
. - 

1975s. Unfortunately-in a sense my consulting missions always encailcd - 

intensive work on one or two topics - -  e.g., the social opportunity cost of 

D capital ,  the role of f i s ca l  factors in Uruguay's fnflation, =he treatment of 

the financial sector under the value added tax. My appreciation of  the 

broad outlines of the country's tax system cm.e, as it were, by osmosis - -  
by contact w i t h  tax officials 2nd other professionals, by references and 

summaries found i n  the general econonlc and tax Literature, etc. From these 

contacts and sources I was impressed by two particular: v igne t t e s .  First was - 
- --- 

-- - 
thac facc that in their tax reform e f f o r t  of l97& and 1975 the Uriiguayan 

au~horities had abolished the personal income tax. This cane as a shock and 

a surprise; I really did not  h o w  what to think. Was I fn favor of suck z 

drastic measurnre o f  against it? What were the pros and the cons? Without 

howing where I myself stoqd on the rnatrer, the one thirzg I f e l t  surest 

about was my admiration for zhe political courage it surely took t o  engineer 

sac5 a drastic move. 



Tne second i t e m  that impressed me was a tax called IMPROI% - -  a tax on 

agricultural income based on the potential productivity of the soil. As 

or ig ina l ly  described t o  me, IMPROME was an economist's dream tax. For each 

of some 15 regions of the country, the land was divided into four or five 

q u a l i q  groups. In each region-quality category, the most likely cropping 

pattern w a s  adduced. Each pattern was described by a s e t  o f  outputs per 

hectare, together w i t h  the Inputs that "normally" would be applied t o  

achieve those ourputs. Inputs (F ) and oucpufs (Xi) w e r e  then priced (at 
j 

average rriees w. and p ) for each year, and imputed income ( M i p i - ~ F . W . )  
.I i J J 

was then computed as the base on which IMPROME was levied. '&en a relevant 

output price went up, the tax would automatically increase, when an input - 
-- 

price rose, the tax would f a l l .  But when the farmer leveled his  land, 

introduced new varieties, applied f e r t i l i z e r  more scientifically, undertook 

fencing and drainage works, e t c . ,  the rax did  not change a b i t .  Each farmer 

was t h e  sole beneficiary of such advances and im?rovernents. 

Ir is easy, I think, f o r  readers to vksusllze how impressed I w a s  by 

the daring (if not aubciq-)  revealed by che income-tax a3olizion, and by 

che professionz'l refinement epitomized by IMPROME. Time and agalh I urged 

that rhese experiences be studied i n  d e p t h ,  s o  as t o  reveal their secrets 
- 

- - 
- 

&ad their lessons. So,  needless -to say, when I agreed to write this paper 

for this conference, a deeper look in to  both these experiences came high on 

my agenda. So 1 went co Vrug2rcy, I inquired, I looked, I smdied ,  and 1 

came away disheartened. Zn =&1=P1 case the t r u t h  belied the image. The 

search l e d  e-o no secrets to be treasured, no major insights for future tax 

reforms. 

In the case of the income tax, ics abolirion came only twelve years 

after irs introduction. The t a x  had never really taken root, no effective 



enforcement machinery had ever been developed, and no important revenue had 

ever been generated (receipts never reached as htgh as one percent of GDP!. 

Moreover, the tax that was abolished was really only the tip of the iceberg, 

" - -  
Xt stood within a system of category taxation as the specific component 

srrjking (ac progressive rates) the comprehensive income of individuals. 

After its abolition, the following taxes remain today: 

a. A tax an the income from industry and commerce (30 percenr m a x i m u m  
rate). 

b. Taxes on agrfcultural income, either actual or imputed (30  percent 
maximum rare).  

c. Social securiry contributions (employers' contribution of 12 percent 
plus employees' conrrrbution of 13 percent). 

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

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

In the case of the taxes on agriculture, my disillusionment came from 

another angle. The much vaunted IWROME, far from' calibrating cropping 

patterns to che region and quality of the soil, as its underlying concepi 

would have dictated,  instead k p u t e d  Lncome on rhe assumprion that everybody 

produced j u s t  two products - -  meat and wool. Soil quzlity came into play by - 

classifying different region/soil groups as having land :hat was a specifiet. 
- 

fracrsion or multiple o f  the na=iorC.l average land qt la lr  : .- . --.- - 

Uruguay's concentration on the production of me. -. ari uool is . 

strfficient so that one cannot condemrr rbe DPROME gr;?edure as ourr i~f ic  

absurd. Yet the blanket imputaricn of =axable income on the basis of cattle . 

and sheep raising must hzve raised the hackles of rack farmers, orchard 

owners, goulcry raisers and the l i k e .  They did rdeed complain, with the 

result that to&y all rzpayers with ner receipts abovs a crfrical amour?-t 

must pay a regular agricultural i.ncome tax (IRA) in their ac~ual ner income. 
, . 



SmaXfer agricultural enterprises now can apt for the IRA systers or fox an 

imputed system (IMAGRO) which in 1979 replaced the earlger IMPROME system.' 

I.UGRO did not change the IMPROHE imputation significantly, however. Today 

the stanaard hectare's production pattern is s t i l l  based on catt le  and sheep 

raising, w i t h  any given hectare's imputed incozne being a fraction or m u l -  

tiple (depending on soil quality) of that of a standard or average hectare. 

The virsues of the Uruguayan tax systen are thus not to be found in 

either of the W o  aspecrs that SO intrigued me and other professional ob- 

servers. What, then, were the merits of the Uruguayan sax reform? Without 

any doubt, the answer is tax sislplification. In July of 1974, when 

Alejandro Vegh Villegas assumed the post of finance minister, Urupay was 

plagued with a myriad of little t a x e s .  These -had bsen &?osed to begin with 

in response co pressure gro~ps (on the whole very small ones w i i h  r i g h t l y  

defined special interests), and as ad hac devices to garner new sources of 

revenue za .:ir?l.ance new expenditures as they wsre approved. 

Vegh's tax simplification effort centered largely on a computerized 

system, identifyirig each tax separately, together with its recent revenue 

h i s t o r y .  ' Y L ~  prqcedure by which t a x e s  w e r e  then eliminated w a s  extraordin- 

a r r ly  simple and clear. After the taxes had been rarked in descending order 
- 

of their revenue yields,  those at the bottom 7f &e conrpucerized l i s r  were 
- - 

repealed etl masse. In the first ste?, the budget law of 1975 eliminated 

about 50 raxes; then in a second s t e p  in late 1975 another 80 dr so f e l l  

under the axe.  The keys t o  the success a f . t h i s  procedure were its 

"object;iviryn and "automaciciry". If f ie  taxes had bsen taken one-by-one, 

or just a few a t  a time, endless  pleading and debate would have ensued as 

each affected inceresz group mobilized its spokesmen and i ~ s  allies. The 

fronral assaulc on many tiny taxes a l l  ac once gave the a&vantzge co the 



ffseal authoritfes. The autonatfciry helped too, in that it was hard for 

opponents to question the broad principle of elfminaring dozens upon dozens 

of tiny "nuisance" taxes. Whatever merit could be claimed by its supporters 
- ----- 

for my one such tax, it was certahly not its contribution to the fiscal 

till, 

A second major element of ~-i;pp.ification was the elimination of the 

stamp tax (ispuesto de s e l l o s ) .  This tax had tentacles reaching into al: 

sorts of actfvities and transactions - -  it struck b i l l s ,  loans receipts ,  

checks, virtually any docurnent that had a legal status that might be subject 

to a complaint of lawsuit. The stamp tax spawned compliance and efficiency 

c o s t s  in all directions, and was loathed by the business and commercial 

community. At the t l m e  of irs elimination, the stamp t ax  was the mosz 

Imporcant single revenue source in the entire system. 

Ths third important rax chat was eliminated was a sales cax striking 

gross recefpts (entradas brutas). It functioned as a cascade eax, generat- 

ing layer upon layer of distcrtions as goods passed through differenr 

produczive stages. 

Finally, there w a s  a single stage tax on final sales. 

All the above taxes were eliminated sxld folded into the evolving value 
- - - - 

added tax, which quickly became the major revenue-raiser of the system. 

A final key feature of Umguay's tax refom was the elimination of 

export taxes (rerenciones) on beef and wool. These t a e s  had been sigrffi- 

cant revenue sources, but their most important effect w a s  ro deter 

international trade. Parzly as  a consequence, Uruguay's exports jruoped from 

an average o f  about $200 mil l ion  in 1968-72 to over $600 m i l l h n  in 1977-78 

and over z billion dollars in 1980-82. In terms of the generalized p~rchas- 

ing power of the dollar over tradable goads, Uruguay's exporcs were 500 to 



600 m2llion 1980 dollars in 1968-72, about 900 million such dollars in 1377- 
5 
I 78, and over a billion such dollars in 1980-83. Further discussion 05 

these trade tax changes, along w i t h  the substa~tial liberalization of import 

restrictions that occurred in the Isce 1970s and early 1980s, is s e t  to one 

side, as being beyond my self-imposed l f m i t s  as to che scope of the present 

paper. 

The HfID Proiect 

The outscanding feature of the Inaonesian tax refoA of 1983 wzs the 

degree of care that went into its preparation. ft surely has few equals in 

this regard, one of them being the work of the Canadian Royal Conmission an 
-- 

Taxation ir; the late 1960sI The preparation in the Indonesian case worked 

I on t h r e e  levels - -  professional-technical, political, and administrative. 
1 The cornerstone of the Zndonesran reform effort was a contractual 

arrangement w i t h  the Harvard Institute for Internarional Development ( H I I D ) ,  

led by Professor Malcolm Gillis. Under this arrangement, more rhan tvo 

dozer, experts from s i x  countr'les undertook basic studies of the existing 

Indonesian system and the poiential for reform. The study period extended 

over more than two years and covered nearly every gspect of the tax syszem 
- 

- 
and its pote~tial refom. (Tariffs and other trade taxes were perhaps e e  

most important, but quire conscious omissian.) Working side-by-side with 

che foreign experis were Indonesian cadres, =any of whom in the process 
- 

becane local expercs on parzicular areas in which they worked. 

I 
These figures are the dollar value of ZTrrrgv.ay's exporrs as given in 

International Financfal Sratlstics, deflated by the SDB-WPI, a dollar price 
index based on tlie wholesale price levels of France, Germany, Japan, the 
Eniced Kingdom, and the United States, w i t h  weights e q u l  to those used 
since January 1981 in the calculating of Specfal Treasury Rlghts at the 

I Inrernational Monetary Fund. 



The p o l i t f c a l  s i O e  of tT?e s z o q  w a s  represented by t w o  features of the 

HIP19 effort. First, the entire operation was plsced s24cs a steering com- 

mittee of senior government of f i c ia l s ,  drawn from a l l  parts of the Finance 

Ministry. This cornittee took part  In a l l  decisions that  dealr w i t h  key 

polfcy matters. Xt is t qo r zane  ts rea l i ze  that in rhc 3zd~ssesian cmtsxt  

the high-level bureaucracy is probably the m o s t  important focus of political 

forces and pressures. 'It is they who receive the complaints as veZl as the 

self-serving proposals of  a myriad of interest groups. I t  i s  they who come 

to sense w h a t  5s politically t r i v i a l  a t  one extreme, politically unrouchable 

a t  another. Their presence throughout the reform operation thus helped on 

the one hand to guarantee that the Initiatives taken wouid net be t o t a l l y  

out of line with Indonesran political reality, and on rhe other t o  ensure 

that the final product would srand a reasonable chance of approval and 

implemeniatXon. 

second political feature of the HIID enterprise was its emphzsis on 

carrying its recommendations a l l  the way t o  the point of draft legislation. 

A ream of lawyers from Indonesia and abroad started work a t  about rhe mid- 

poinr of the HIID project's term, and by the end was engaged in an all-out 

effort to transfom the team's technical papers and proposals into draft 
- 

- - -- - 'laws . - 
- - 

On the abinistrative side one had not only t he  counterpart cadres of 

Indonesian officials who workeO w i c h  the foreign experts, but also a program 

(a= first w i t h i n  the HIID projec t ,  later continued on its own) for the 

training abroad of new cadres of officials. In addition the project  includ- 

ed technical studies of admi~istxative issues, and produced as one of its 

important out?uts a new computerized taxpayer identification system that 

was to prove a great boon implementation of the reformed sys iem . 



this effort, on the side of fndfrect taxes, was the conversion from an old 

a d  poorly administered turnover tax (vhfch in addition bad a very l o w  

yield)  to a modern value added tax. The nction of simplificatior? even 

explafns why the value added tax was confined to the manufacturers' level 

(including imports, mining and construction). To extend it eicher back to 

the agricultural stage or forward to the wholesale and r e t a i l  stage would 

require huge administrative effort with l i t t l e  prospective increment iri 

yie ld .  Agriculture's remaining out of the system had the added consequence 

that unprocessed food products-reached the consumer without paying any t a x  

I (except that emLodied in purchased inputs into farm operations). This 

1 carried political benefits since such items bulk large in the consumption 

baskets of the lower income strara in Indonesia. 

I The second great simplification in the Indonesian refom was rhe 

elimination of a pfe-hora of tax incentfves. Incentives covered a Pandora's 

box o f  acttviiies - -  cooperatives, public accountanrs, natural resource 

explorazion, ~echnology transfer, regional investments, exports, so-called 

priority sectors, etc. Tax holidays tax credits (both notoriously non- 

nezzral fn t h e i r  fmpacr on projects of different gestatTon periods and time 

profiles) were among the principal instruments by which incer* .&ives were 

granted. The new Indonesian law swept away the old lneentive schemes, put- 

r i n g  i n ' t h e i r  place a uniform 35 percent t= rate.(as compared with a 65 
.... .. . . . .. 

percent sate previously). 

Sim~lification on the income rax s i d e  came through 'oroadening the base 

and red~cing the rate structure, with the maximum marginal rate falling from 



50 to 35 percent. The rncome tax replaced a rotal of  four dffferent t a x e s ,  

5 
perhaps best descrfbed as a crude sort of c a c e , ~ r y  incoae tax system. S i m -  

-plificatian in the detail of che tax took the form of eliminating fringe 

benefits from income subjece t o  personal tax, but at trhe same time elimfnat- 

l ing their ded~ctibll5ty by businesses. Similarly, depreciation accounting 

for tax purposes was greatly simplified by using declining balance deprecia- 

rfon covering four major categories, and withholding was generalized to covar 

payments of dividends, interest, and rents as w e l l  as wages and salaries.. 

The f ina l  key element of simplification was the Laxpayer identification 

syscem i t s e i f .  This system creates the possibility of crass-checking of 

returns by different firms, and as between the income tax and the VAT. In 

addiEion it makes much more feastble Cbe depersonalization of tax adminisc-. - 

ration, selecting returns for audic on the basis of objective criteria, and 

scinimizing =he possibiliry of collusion bemeen taxpayers and of f i c ia l s .  

Of &e coun-zries here considered, Chile had the deepest am5 111ost far- 

I reaching t ax  reform process. This is partly due to the circtrrcstances 

created by the military c o ~ p -  of 1 9 7 3 ,  which ousted the government of 

Salvador Al'iende. In che opinion of many observers (myself included) the 
- 

COUP would never h-ave raken place had it-not-been f o r  cha virmal breakdown 

of the economic system. Inflaelon came to exceed 400 percenr a year (even 

I 1000 percent i5 rnanrhly rates are put on a yearly basis); producriafi in 

virtually all a r e s  w a s  sz3gnant 03: falling; rrade was grossly c?istorr,ed by- 

restrictions and by a Byzantine m l t i p l e  exchznge rate syszem. 

These circumstances created a whole array of opposctmicies f o r  policy 

reform. Fortunately, technicians w e r e  present who 'had thought at length 

abouc a nuher of the areas cf opportunity. In relatively short order mosr 
I 



price controls were re leased,  the dozen o r  more multiple exchange rates were 

seduced to a single of f ic ia l  rate p l u s  a not very distant unofficial pard- 
i 

'lel ms8.rket rate. Early tax refarms (in 1974 and 1975) included cha 

intxoductfon of a value added tax, the reform of the personal income tax, 

the inregration (for Chrlcan taxpayers) bf the corporation and personal 

income taxes, the indexaeion of the tzx system. Alongside af these, a 

massive trade fiberalfzatian effort was set in motic~ in 1974, which 

culminated in a 10 percent uniform import tariff by 1979 .  <Today the 

uniform rate is 15 percent;) 
. . 

me fiscal d e f i c i t ,  which was vast at the beginning of this  process, 

w a s  Brought under control j.,n tihe l a t e  1970s. This was the key to the 

-- grachal reductLon sf rhe inflation retc {sf Eye GD? deflator) from over 600 

percent in 1g74 tc, less  than 15 in 1981. It also  created the fiscal 

circumstances Lor one cf the crowning achievernezts of Chilean policy Ln 

1 these years - -  the complete revamping of the social securicy sys tem,  turning 

it from a deficit-ridden pay-as-you-go scheme i n t o  an essentially privaeized 

system wherein each individual has his o m  vested retirement account, which 

he is free to move from one fund to che orher. 

Indirect Taxes 

Like Uruguay, Chile had in the earlY1970s a plechara o f  smzfl i nd i rec t .  

taxes and a cascade style sales cax. Tnese were a l l  abalLshed .".an zhe 

value added t a x  was iwzroduced in 1975. 

Transition problems domfnared the discussion ac the t h e ,  As a first 

s tep  to the introduction o f  the value added tax, the sales zax w z s  modified 

so as to e l i m i m t e  the discrimination in rates beween imported goods (12%) 

and domestic sales ( 8 5 ) .  h c e  this had Seen done, =he stage was set f o r  the 

introduction of the value added tax. One issue char came up ccin~erned 

I 
., . 



transi~ion credi ts  ( f . e . ,  whether the t a ~  on fnputs purchased under the 

) ;urnover tax scheme C O U ~ ~  be deducted f r ~ m  a firm's l i a b i l f t y  under the 

value added tax). The decision here was to give no transition credits to 

anybody, Firms received cred i t  fo r  inputs purchase& on or after January 1, 

1975, when the VAT becme eCfsctive-- All 1974 purchases w%re treated uzdar 

the old system. 

Ocher trangieion aspects had to do with coverage. Agriculture was 

inirfally Left out of the VAT system, as were a l l  hydrocarbons, eiectricity,  

water, azld g a s .  Hany sewices  were also  initially not taxed. In 1976, 

however, a z a j o r  cansolidation move was made, incorporating agriculture, 

fuels, pu'bllc utilities and most of the left out ~ervices. 
. -- 

T ;nder.a:ion 

me indsxatiaa of the Chilean tax system is built around the concept of 

t11e Uritaad Tributasia ( - , ) .  Income for t a x  purposes is measured rnonthly in 

those c7i irs.  Oithholding on wages and salaries had always take.n place 

conzempoxaneously, and under the AZlende government che sums withheld were 

required to be remisted each month to the Treasury. Now business ffrres were 

also require* to pay each month on thei r  own eatinaced income. O n e  way to 

visualize the I.. system is as a monchly readjusmenc of a11 income t a x  
- -2 

--brackers i n  accordance w i t h  a price index; thus, the s a c  real wage o r  other 

income would Lead ro the same real tax, regardless o f  when ir was  received. 

The accounting problems of business were handled deft ly  in the Chilean 

income rax l a w .  Three simple rules are all it cakes to handle the 

poten.cially highly complex problems associated wirh cbs presence, side-by- 

side, of real a s s e t s  anL, nominal assets ,  real fiabilicics a ~ d  cominal. 

liabilities. The rules sre: 



5 )  a11 real or indexed assees are written up by the relevant %nflacion 
~ei-tentages, and the amount that is written up is introdarced as a 
2rcfl t  i t e m  on &a profit a d  loss statement. 

ii) all real er indexed liabilities (including c a p i t s l  and surpbus) are 
written u? by the inflatfan percentage and the m i t t e n  ~ t p  amount is - 
introduced as a loss i tem on the paoffe and loss statenenr. 

lii) depreciation is taken on %he wri t ten  up value of depreciable assets .  

It is one of the rninimzzve',~ of our era tha.t such a siaple system of 

inflation accounting was found co exist. The key to its sfmplicity lies i l r r  
' 

recognizing tha t  correcting for infl~tion entails  correcting for jusc 

price novement in each period. In chis sense inflarisn accoun~ing is 

at the apposite extreme from replacement cost depreciation, which follows 

the price of each individual a s s e t  cltiss. 

Perha~s t h e  mosc important a t t r i bu t e  of Chile's indexacion of the tax 

system wzs its e f f ec t  on arrears. k%ereas previously, as ia m a y  otl..!%r 

inflationary countrfas, it gendinely paid the taxpayer to posrpone payments 

as long as possible,  now any delays were .automaxi :ally indexed, and sub: ec t 

in addition to Lnterest and (where appliczble) penalties. One carinat exag- 

geracs the importance of indexacion in making possibie the increase in real 

zecelpts which, in turn, was the key elgmenr in the gradual reduction of 

r a t e  of inflation itself in the f a t e  1970s a2d early 1980s. 
- 

- 
ZnEe~ration 

me story of the integration of corporate and persona!. income taxatior: 

in Chile is a ccrious blend of advance a ~ d  retreat. Withour a doubt the 

boldest  step came f ixse.  Modeling their system after tha t  recomanded by 

t h e  Royal Commission on Taxaeion in Canada (Che so-called Carter Cormis- 

sion), the  Chileans initially implemented a f u l l  imputa~ion to each resiBent 

shareholder oE the corpor&te income corresponding to h i s  shares. This 



income was to be declared as personal income by hfrc, regardless of whether 

it was retained in the.corporatian or paid out as dividends. The taxes paid 

at the corporare level on these shares were treated in che sane way as the 

taxes withlneld on wage and salary payments. The individual, at tax time, 

could clain! full credfr for the taxes paid on. his account. 

I do not have a clear sense of the reason why a s tep  backward from fuil 

integrathn w a s  taken in 1985. At this time Chile reverted to what I con- 

ceive of as essentially a European system of integration based on dividends 

alone. That  is t o  say, the system became in effect one of simple withhold- 

ing on dividend income, with dividends being grossed up by individuals as 

they cleclared their personal incomc subject to tax. 

- - . . 
The present system, indeed, has two separate tax operations- at the 

corporare level. O ~ E  I s  a 10 percent 'tax on enterprise income, which is not 

integrated in ariy way w i t h  the personal income tax. The second is the 

withholding of an mount equal to 4/5 of dividends actually gs id  out, It is 

this .smount which individuals have to add to cfieir divfdend receipts as they 

declare t h e l r  Income. A t  the same time the vitbhe2d amount is In the end 

taken by indLv{duafs against the =ax that is due. 

In the shi': from the earlier (full-integration) to the present 
- 

(dividend-withholding) system, a certain concepmal elegance w a s  lost. I 

infer thzr the move was taken mafnly for administrative convenience, and w a s  

perhaps rendered less controversial by the fzct that rhe enttrprise tax 

i tself  was at this time only ten percent. 

C aocizl Securitv 

hericans familiar vith the system of Individual Retirement Accounts 

(I3.l~) w i l l  have no trouble tmdersranding the new Chilean social security 

system. As far as I ca2 see the two systems are virtually identical, the 



major difference, being that the ailear! system places greater rescricrions 

on the enrities (called AFPs, or administrators of pension funds) that 

handle the retirement accouxits. .This is perhaps reasonable in that contri- 

bution to one or another such fund of an amount equal to 10 percent' of 

one's income (up to  a certain limit) is mandatory, and in zdditfon the State 

Introduces a sort of safety net in the event: that a private AFP portfolio 

2 falls short o f  providing a certain minimurn rate of return. RaLe of return 

has not, however, been a problem zo date. From their inception in July of 

1981 up to November of 1987 the pehsdon funds have yielded an average 

cumulative real rate of return of 14.4 percent. The separate cuaulative 

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 eescimony to the success of 

Chilef s new social security system is ;he fact that in the period indicated 

above, total investment assets of close t o  $3 billion (or about 15 percent 

of 1987's GD?) have been accumulated. 

Obviously, a contxiby.l~ory pension scheme is in i t se l f  not a difficult 

th'ting to establish (insurance and armuiey companies do' it every day). %e 

problem in the Chilean case reside6 in the disastrous financial state and 

general disorganization of the previous system. Under that system different 
- 

categorLes of employees had different retirement Tunds. There w a s  one forA-- - 

public salaried workers, another for private salaried workers, yer another 

2~ctual ly ,  each AFP must generate an average yield on its portfolio 
which is ar least half the average y ie ld  o f  a l l  the AFPs taken together. 
The AFPs are required to build a reserve against such shcrtfalls by setting 
aside specified axounts whenever they earn more than t h e  average yield.  
men a Fund has a prolonged shortfall in its rate of remrn, 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 ~ L F P  must 
then be dissolved, its assEts being transferred t o  such other AFPs es its 
participants choose. 



for blue-collar workers. Separate funds existed for certain industry groups 

I 
- -  one f o x  bank employees, one for racetrack workers ( !  ! ) ,  etc. Most of 

these.funds had started out on a sound actuarial basis, but had deteriorated 

into pay-as-you-go systems by =he 1950s and 1900s. Successive Chilean 

goverrrarents had wrestled with the problem of social security reform, but all 

such schemes had foundered due to inadequate fiscal resources. 

The key, therefore, ra the success with which  he AFP systcrzr war 

implanted i n  Chile thus lies fundamentally in the capacity of  the government 

to  handle rhe problem of transition. For the transition, everyone was given 

the oprian of staying w i t h  the old system or o f  entering the new. For those 

who chose to jofn the new system, the government assumed a liability (given 

to the n e w  ATP i n  rhe form 9-f an indexed "recognition bond") approximately 

equal to the capital value of the individual's own past conzributions t o  the 

old system. Since on the whole the participants in the old system could not 

I expect ultimare benefits  equal to t5e capiral value of their pas t  

contributions, this itself provided the incentive t o  join the new systen. 

n u s  it is no surprise that more than two thirds of the labor force 

chcse t o  j o i n  the new system r igh t  away. The armed forces, w h i c h  enjoyed a 

?ension scheme based on 50 gercenc of rheir actual saiarles, were simply 

left o u t  of the new syscem (as a price for i t s  adoption, as it were). Also 
- - 

left out were those -<hose retirement, under the old systero was less than five 

yezrs away. 

The seeds of thz new system were due to  Miguel Kast, a rising planning 
- - 

office official who later became, in  sequence, Minisrer of f laming and of 

Labor. Other key figures in the process were Hennan ~ u c h i ,  Martin Coseabal, 

Xaria Teresa Infante, h i s  Larrain, 30s; Pinera and Alfonso Serranc. This 

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

I 



social security reform incubated and from which it was ultimately spawned. 

The road was difficult, as inftially the top governmene leaders (all milit- 

ary men) w e r e  not enthusiastic. An important early convert among them was  
" . 

Fernando Matthei, whose prime consideration was that "my dignity does not 

accept that my children should have to pay for my pension". Ultimately, at 

the highest levels of government, this was the argument that determined the 

demise of the pay-as-you-go system. 

Admfnistratian 

Economists have for roo long tended to overlook the importance of 

administration in any successful tax perfomance. In my mind, there is 

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

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

as an antiquated internal revenue sexvlce, badly conceived, inefficient, and 

with overtones of corruption, w a s  in a relatively short span of time conver- 

t e d  i n t o  a service =hat ranks very high by international standards. 

The old system had many weaknesses- Its information system w a s  

terrible; even the old returns of a given taxpayer ware not a: the dispo~al 

of inspectors; inspectors were assigned .to give area and tasks, and relmaiced - , '  

wirh 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. F i r s t ,  the 

link between ins?ectors and sectors was broken. Each day or week, inspecr- 

ors would be assigned to new, very  speci f ic  tasks. In the beginning rhese 

consisted rnair.1~ simply of getting additional information from given 

taxpayers, and bringing t h e m  to a central office. 

Much effort went i n t o  the development of an information s y s = e m .  D a t a  

were gathered on all types of r a t i o s  - -  xihat should wages be r e l a t i v e  r o  



sa les  in the bakery? 'Vhar should inputs be relative t o  outpurs in a fextile 

mill? L%at should profits be relative +a sales in a pharmacy? Several pages 

of summary relations of t h i s  type were developed, and returns that deviated 

significantly from the guideline rates were closely scrutinized. Value added 

and income tax supervision were done simuXtaneausly for business firms. 

For individuals, the internal revenue service got records of purchases 

of most high-cost items, Those who bought cers and houses w e r e  asked to 

show where the money came from. Firms were required to  l ist  payments* to 

individuals in accordance with their taxpayer number. Farmers' production 
* .  

mix was identified by aerial surveys that distinguished between 14 different 

crops. Also, trucks were inspected on major highways i n  farming regions. 

On the whole, inspectors we're relegated to  the tasks of bringing i n  

snswers to specific questions. Many older employees were retired, and after 
\ 

a few years the system was largely staffed by new, mostly younger people who 

had been especially trained within the system. 

This reform did not require great increases in budglet, simply because 

o f  the huge mount of waste rhac had characterized the old administrativt . , 

system. In the snd many unnecessary bureaucratic operations were abandoned, 

staff in many sections was reduced, and.those that remained received 
- 

significant increases in their real sala-' ,les, - 

The final and most important: aspect of adminfstrative reform in  C h L l e  

was the cultivation of a clear sense that the law was being enforced even- 

handedly. - The use of obf ective criteria (ratios, e t c .  ) ra decide or, whom to 

audit was  an important s t ep  i n  tkis direction. But perhaps most significa~t 

of all were cases of VIPs who were not able to use their influence t o  escape - 
the c;ax rret. h e  such case concerned the mayor of a town, who w a s  a l so  

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



I 

closed. but how could that be done if the mayor still was running his town? 

ID The solution: the drug store was closed and the mayor was f i r ed  f r o m  hi s  

(appo inrive) j ob . 
The most celebrated case conce&=d the Presidentf s brother, who owned a 

discotheque. When his data called far his being given a summons, the case 

wenr to the head of the Internal Revenue Service (Felipe Lamarca). He in 

turn called the President, who said that the same l a w  and procedures should 

apply to his brother as t o  anyone else" Warca avers that in six years- 

(1978-84) as Director of Internal Revenue, neither the President of the 

republic nor any cabinet minister ever interfered w i t h  h i s  pursuit of an 

evenhanded tax administration ( l e v  uareja).  

The simpl~ficatian of the law is recognized by the Ch'l i e3n 

administrators as an importarit factor in their own success. The introduc- 

t i on  o f  the value added tax nor only helped because it replaced scores of 

1 lfttle excises; it also proved a boon i n  the administration of personal and 

corporation income taxes. The new income tax law was also easier to 

a b i a i s ~ s r  chan the old. 

Collect ion procedures were also improved. Lrnereas previously an income 

"cax declaration could 'be forwarded i n t ac t ,  w i t h  'the Treasury cashier tearing 
- 

up his copy and keeping the money (or  splitting- i t k i t h  the taxpayer), now 

the money has stayed with the declsraCi.cn all through the procedure. Most 

payments are now made direcr ly  to banks, which serve as collection agents 

I 
- .  

and di rec t ly  credit the govsmment's accotmt. (Banks do nor charge directly 

for this semfce, because they get the *we of the "flat" for a few days . )  

The country reviews in the preceding sections reflect wha= I meant in 

saying tha t  tax refom had more in common w i t h  learning to be a public 



accountant than with becoming a movie s t a r .  Solid preparation, with due 

attention to local institutions and po l i t i c a l  realities, was a big lesson 

from Indonesia; the importance of effective administration was a key lesson 

from Chflc. Simplification was the watchword of all three reforms. ThLs 

w6s in each case represented by a modern value added tax taking over from a 

pre-existing old-fashionec! turnover tax. In addition the simplification 

extended to an integration of income tex and value added tax administration 

and. (at least in Indonesia and Chile) the substantial computerization and 

depersonalization of adxxinistrative procedures. me only truly dramatic 

reform that is covered here is the new Chilean social security system, and 

even that is perhaps only dramatic because of the degree to which such 
-- - .  

systems all around the world have deteriorated to a pay-as-you-go basis (or 

eve= t o  chronic deficits chat have to be financed from general revenue). 

Once it is recalled that most social security systems $rafted out on 

something like an acruarial basis, the only truly novel attribute of the 

Chilean system becomes i t s  use of private AFPs for its administration. 

Seeking an analogy with which t o  wrap up the main messages of this 

paper, I can come up w i t h  nothing berter than the old-fashioned vision of 

marriage. The fdea is that the partners spend a long time (while szill 
.- 

single) learning the skills they wi? 1 need in &eir future roles. This 

coxrexponds to the need for serious investmenr in study and research and 

preparation of a tax reform. Then, once married, they have to work 

. * 

continually zo overcome the frictions and crises of c~njugal life. This 

corresponds to the need to build robust systems of administration, capable 

of minimizing che number of problems and at the same t i m e  of surmounting 

chose that do emerge. Finally, there is the sense of seizing opportunities, 

of Lmowing the righs: moment to act. On the Victorian marriage scene, this 



meant a sense of alertness, by bride and swain alike, to recognize and seize 

the critical moment when the "right personm came along. This, too, bas i t s  

counterpart in tax reform, as t e s t i f i ed  by che tome upon tome of tax studies 
- - - -  

and cofnmission reports that end up on l ibrary shelves and in: archives, 

without the slightest step of hplementation. Opportunity presented itself 

in all chree cases, less so initially in Indonesia (where che foresfght o f  

future problems was the st irnuI~~ to the H I I D  project), but even there in the 

final analysis, as falling oil re:*cnues perforce dictated some sort of tax 
, 

policy move. 

A high level of professionalism reflected throughout the three stages 

of prep~ration, adoptLon, and implementation, is the final,key to the 

success of these three tax reform efforts. 
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