/QI/yﬁ-f9112>]: - 1{:5’:57

Reform finance and Latin American common market... f < n -] 9\,3 ;L?

LaT
350,724 Wisconsion Univ.,.Madison.Land Tenure Center.

5897 Reform finance and Latin American common
market: some "harmonization of problems in
Tax policy. John Strasma. June 1965.
38 p.
Bibliography throughout.
Contract no. AID/REPAS-3.

Research paper no. 1.

l.Finance, public - Latin America.2.Tax~
ation - Latin Ar-rica,I.Strasma, John.
IT.Contract. III,Title.

June 1965 No. 11

REFORM FINANCE AND A LATIN AMERICAN
COMMON MARKET: SOME ''HARMONIZAT ION'!
PROBLEMS IN TAX POLICY

By

John Strasma

Paper submitted to the ''Latin American Economic lntegration:

Methodological Essays' project, directed by Dr, Joseph

Grunwald, The Brookings Institution. Reproduced for comment

and criticism, Please cite and quote from the Brookings —

book when published (scheduled for mid-1966). oo
. /;. ot ';‘ .\""

A

\Y.D e



REFORM FINANCE AND A LATIN AMER{CAN
COMMON MARKET: SOME"HARMONIZATION"
PROBLEMS IN TAX POL{CY*

John Strasma’*¥

le The theory of tax union: some definitions

Il. Relevant provisions in the Treaty of Montevideo
i1l, External harmonization: the need for customs union
IV, The over=all level of taxation

V, Direct taxes on Income, profits and property

VI, Taxes on preduction, turnover and consumption
Vii. Employer contributions to social security programs

Vill, Summary of recommended tax policies

Statesmen and economists in Latin America generally agree on the
need for '"coordinating and harmonizing'' economic policy in order to

Tacilitate economic integration.l/ Our knowledge, however, seems to

*Donald Barressen, Alejandro Foxley, Kelth Griffin, Joseph
Grunwald, Bruce Herrick, Teresa Jeanneret and Oliver Oldman have made
critical comments and helpful suggestions on drafts, | am also grate-
Yul to the International Tax Program of the Harvard Law School for
financial assistance in fleld research at an early stage of this project,
and to the Brookings Institution for Guest Scholar privileges In February
of 1964, Neither of these Institutions, nor the Land Tenure Center and
its sponsoring institutions, have reviewed or are In any way responsib!s
for the opinions expressed herein,

**Graduate Schnol of Latin American Economic Studies (ESCOLATINA),
University of Chlle, At present, Visiting Professor, Land Tenure Cernter,
University of Wisconsin,

J/Felipe Herrera, José Antonio Mayobre, Raoul Prebisch, and Carlos
Sanz de Santamarfa, ''Proposal for the Creation of the Latln American
Lommon Market,' a reply to an Invitation extended by President Eduarde
Frei (Chile), April, 1965, For earlier example, see the 'Joint
Oeclaration of the Presidents of Brazil and Chile," issued at Santiagc,
April 24, 1963, .



stcp at the recognition that there is such a need. Which policles are

to be coordinated? What, exactly, does ""harmonizing' mean? How much

of it is required, how soon, where, and why? What internai economic
effects are 1ikely to follow tax changes made in order to facilitate
economic union with other countries? How can major domestl; programs
such as agrarian reform be tax-financed without impeding economic union?
And conversely, how can governments controlled by tradlthnal oligarchies
be prevented from postponing tax and sociel reform on the pretext that

increased costs would make 1t impossible to compete in the common market?

I. 7Fhe Theory of Tax Union: Some Definitions

A. Harmonization |

The term ""harmonizetion'' means the adoption by each member
country, preferably following consultation with the rest, of tax
policies that make it easier to attain the desired kind and degree of
economic union.zj It does not require ‘'tax equalization," in which tax
bases and rates would.be identical in all member nations. It may not
even require "tex standardization," in which tax bases and structure
are generally identical, but rates and major exemptions may differ.

This definitlon excludes many laudable policy changes from our
aralysis, such as the 1963 tex reforms in Chile and COIombia.zl There

was no intent to make it sasier to achieve regional economic integration

3/These definitions, as well as the difference between tax reform
and tax harmonization, were suggested by Carl S. Shoup in "The Theory
of Harmonization of Fiscal Systems,' General Report to the Congres de
Luxembourg, Institut Internetional de Finances Publiques, 1963
(Mimeographed), :

2/Both countries raised rates under the income tax. Colombia pro-
hibited the deduction from other incomes of alieged losses in beef
raising. Chile simpiified its schedular system (continued on nex: page)
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in the drafting of these reforms. Rather, they were guided entirely
by doﬁéstic considerations and by the ''accepted wisdom'' on tax policy
for underdeveloped countries implicit in the Alliance for Progress
program.ﬁj

Although there Is no reason to predict thls.ln the Chlleap and
Colombian cases, some tax changes ''good'' in a national context may
hamper economic integration. Reforms that widen existing tax differ-
ences may distort cost comparisons and make it much more dlff{cult to
predict the economic results of integration. By raising doubts about
the abllity to compete fairly, fhey.make it harder for governments and
citizens to accept ecoﬁomic union.

Harmonization measures, which tend to remove éuch fears and
doubts, may involve one specific tax, a class of taxes, or an entire
monetary aﬁdkflscal system. The necessary changes may be simultaneous,
or countries in different situations (or degrees of underdevelopment)

may move at different rates toward the desired goal. There might

eventually be a "master plan," but isolated tax changes could be

(continued from preceding page) of rates, and eliminated all personal
deductions except the allowance for dependents, which was converted
into credits against tax payable. This made Chile a pionesr in imple-
menting a policy long urged in the U.S. See, for example, Joseph A,
Pechman, ''The Erosion of the Individual Income Tax,'" Naticnal Tax
Journal, March, 1957.

- ElThe Charter of Punta del Este calls for a redistribution of
income through more progressive taxation, with tighter enforcement and
more realistic property tax assessments. Public enterprises are elso
to be operated more nearly at break-even prices. For & visicn of the
""accepted wisdom'' and the degree of consensus among tax experts and
policymakers in Latin America, see the proceedings of the Joint Tax
Programs conferences. . The conference on tax administretion was held in
Buenos Aires in 1961; the fiscal policy conference was held in Santiago
in 1962. (Documentos y actas [Pan American Union, 1963 and 1964].)
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undertaken meanwhile to remove obvious obstacles to integration; they
wculd also be considered harmonization measures.

If the European pattern is repeated; Latin American scholars and
policymakers are likely to begin with simple studies of specific taxes.éy
As integration proceeds, economic researcﬁ and policy decisions should
proceed to the analysis and required harmonization of the entire range
of national economic policies. In Latin America it appears that agree-
ment on the tax treatment of private investment, especially of capital
coming from outside the area, will be the first aspect of taxation to

6/

be harmonized.—

B. Geographic Principles

The ''destination' principle refers to the iéxing of sales or
production by the country where the product or sérvice js consumed ; the
orlgin" principle means taxation in and by the country where the pro-
duct or service is produced. in income and profits'taxation, the
"'source'" principle means taxation by the country in whose territory the
income is generated or earned, while the ''residence' principle means
that income, wherever earned, is taxed by the country of legal domicile
of the income recipient.

As an example, the United States relies on ''source-plus-residence'!
as a principle, generzlly taxing U.S. citizens and residents on income

from any source, and taxing the income of non-residents on income earned

5/The Economic Council of the Central American Common Market
recently ordered research on problems that might be caused by tax
differences in member countries, Carlos M. Castillo, ""Growth and Inte-
gration in Central America" (unpublished Ph.D. thesis, University of
Wisconsin, 1965), p. 202.

é’Herrera et al. recommend this priority, op. cit., p. 25.
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In tne v.s.«~ Many Latin American governments and tax ''experts'' concur,
with Argentina being perhaps the most conspicuous holdout. At least
through 1964, Argentina taxed only income earned within the country,

the source principle,

C. The Theory of Tax Unions

Tax changes made in order to facllitate economic union will them-
selves have economic consequences, just as do tax changes made at any
other time. The analysis of the effects of changes required or inspired
by customs union is called the theory of iax union, and it has opened
a substantial new area for research.§/

Unfortunately, we have ljttie practical experience with which to
predict the effects of tax union. The U.5. and similar '"common markets"
have an overlying federal tax and expenditure system that reduces the
impact of local fiscal differences.ﬁf The present paper is lar§é|y
concerned with speculation on the effects of existing tax différences

among countries enteriag @ customs union in Latin America. However,

Z/Citizens and resident aliens may deduct from U.S. taxes payable,
taxes paid to foreign governments on foreign-source income, up to the
amount of U.S. tax liability caused by that same income.

§f5houp, op. cit. A substantial beginning on tax union theory
_has been made Ly mémbers of Professor Shoup's workshop at Columbia
University; one of the resulting studies is cited in note 10, A con-
tribution by Marion H. Gillim directed specifically at LAFTA and the
Central American Common Market is to be included in a forthcoming book,
edited by Shoup, entitled ""Fiscal Harmonization in Common Markets."

Q/The U.S. monetary system is also centrally-zontrolied for all
practical purpcses, despite its theoretical division into twelve
regicnal central banks. in South America, different approaches to
monetary policy pose problems for integrotion more serious than any
tax differences, though Herrera et al. suygest that exchange rate
poiicy can cope with most of these problems. Op. cit., p. 24,



evan after union it will be difficult to isolate the consequences of
‘harmonizing' tax changes made to facilitate integration, because they
will be combined with the effects of the integration itself.

The fascinating thing about tax union theory is that it is not
at all simple, despite the apparent parallel with the now well-developed
theory of customs unions, For one thing, tax union usually involves a
change In principle (e.g., ‘'destlination to 'origin" in a sales tax),
as well &as changes in the tax base (e.g., turnover to value-added) and
rates.lg/ Trade diversion and trade creation continue to be important
concepts In tax union theory, tut the rules for ascertaining which is
dominant in specific cases are not necessarily the same as in customs
union theory.ll/

The revenue implications of internal tax changes necessary for
tax harmonization may dwarf the revenue loss from the eliminatien of
tariffs. As Shoup says of Europe:

+ + « the amounts involved, in view of the proportion

of national income taken by current tax systems, are so

large that the resulting gains or losses in economic wel-

fare flowing from the adoption of one or another structure

of fiscal harmonization may turn out to be even greater

than are the welfare gains and losses anticipated through

customs abolition and unification.]2/

In addition to welfare changes, such tax changes will reinforce or

may offset the stimulus to investment otherwise expected from the

econcmic union,

19/0. Dosser, ''Welfare Effects of Tax Unions,! Review of
Economic Studies, June, 1964, p. 179.

ll/Shoup, op. cit.
12/1p4.



I1. Reisveue riuvisiuns Ul wis 1reaty o7 riontevideo

The Treaty of Montevideo committed slgnatorleslé/ to wark toward
a free trade zone insofar as the bulk of their existing commodity trade
is concerned,l&/ over a period of twelve years starting June 1, 1961,
Goods not already traded will be included wher and if the members agree
"'to add them, or if trade in them takes place even without liberation.

As to factor movements, the Treaty says only that capftal coming
from any member country will be treated 'not less favorably“‘than_
capital coming from any other country.li/ There is no provision or even
mention of tax or monetary union, nor of a common external tariff lead-
ing tc a customs union at' the end of the twelve years. Members do
promise to work toward a common market, not just for themselves, but

16/

on a Latin American scale,—

lQ/Argentina, Brazil, Chile, Mexico, Paraguay, Peru, end Uruguay
are charter members (the Treaty was signed on February 18, 1960);
Colombia and Ecuador joined a year later. Bolivia and Venezuela have
been on the verge for several years, while the Central American Common
Market countries and Panama are expected eventually to join as a unit.
The island republics have been conspicucusly left out of most of the
discussions. At the August, 1961, meeting of the Inter-American
Economic and Social Council, 'Che" Guevara warned of dangers in econo-
mic integration, but added that Cuba wanted to join LAFTA anyhow. After
considerable confusion, the members politeiy informed Cuba that her
application would not be accepted because her economic system was in-
compatible with the Treaty of Montevideo (Comercio Exterior, Septem-
ber, 1962, p, 54). The possible role and advantages or drawbacks of
memberships for Haiti, the Dominican Republic, Jamaica, end Trinidad
and Tobago merit wider discussion and study. For that matter, so does
the question of the compatibility of state enterprise in non-communist
members, e.g., army-owned factories in Argentina.

lﬂ'v/The official definition is "lo esencial," which is unoffi=-

cially agreed to mean around 80 to 90 per cent of existing intra-
regional trade.

15/prticte 20.

16/article 54. The report by Herrera et al. urges that this work
begin at once. 0Op. cit., p. 6.
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The Treaty does state that, to ensure fair competition and to
facilitate integration and complementarity of their econcmies, espe-
cially In the industrial sector, members will do their best to harmonlze
}thelr import and export regimens, as well as the treatment of capital,
goods and services coming from outslde LAFTA. 11/

As to internal taxes, Article 21 requires that products of the
zone 'not be treated less fuvorably' than similar domestic products.

{f there Is no significant local production, members pledge to try to
avoid anulling through internal taxes the liberation granted thi ough
tarlff reductlons.lg/ A country hurt by such measures may appeal to the
organs of LAFTA (the Committee and the Conference) for Investigation
end recemmendatlons. However, the Treaty contains no binding arbitre-
tion or tribunai able to resolve disputes between member nations and,

at least thus far, every member has a veto in all Conference decisions
of consequence.la/ |

While subsidies are forbidden, exports nay be exempted from in-

ternal taxes, and exporters may recelve refunds (drawbacks) for Import

20/
duties and internal taxes on the product or its components.—-

.0On the other hand, '‘adequate measures," preeumably taxes, may be
applied to agricultural products even If inciuded in the list of

“liberailized imports, to level the price of imported products with those

l-Z"Artlcle 15.

lg/Artlcle 22,

lﬁ/Votlng rules are set forth in Articles 37 and 39, Herrera

et al, consider It especially important that a mediation procedure and
a veto-less committee be established. 0Op. cit., pp. 27, 29,

20
“/Artlcle 52,
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5
of the national produci, and to hold imports to the quantity needed to
cover shortfalls of domestlc output, compared to domestic consumptlon.ZLIH
The Treaty lﬁ glfeﬁt on monetary questions, following failure of
Central Bank representatives to reach agreement on a payments system
for the zone, in a meeting held in Montevideo in January, 1960, On the
other hand, it does mention frequentiy an undefined concept of recipro-
city which appears to equate any increase in exports to other member
countries with a gain in welfare for the exporter. ''Reciprocity' im-
plies that this ''gain'' be matched by policies that increase member
country Iimports from the area by similar amounts. Some hold that total
trade should be balanced between members, or at least between each
member and LAFTA as a whole; others understand that only the increase
in exports and imports compered with pre-LAFTA trade should be balancedgzj
The extent to which all increases in the value of exports to
member countries are real gains Is open to discussiony obviously, it
depends largel* on both short- and Iong-ruﬁ costs. The operation of
drawbacks and refunds of internal taxes could lead to absurd cross-
hauling (see beloy). And in some cases, exports to members are °
Increased by reducing exports to other continents, without any serious
;fflclency implications., Paraguay, for Instance, increased exports to
Argentina and Uruguay by U.S. $1 million in the first half of 1962, but

at the expense of like sales to other markets.zz/

21/Article 28,

23'/ln Herrera et al. it Is clear that the net increase Is what

Is reievant and that members need not compensate for imbalance in
another member's trade caused by unreasonable exchange rates in that
country. Op. cit., pp. 21-22.

23/COmerclo Exterior, Supplement, September, 1962, p. 43,
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For the present discussion, we shall assume that over-all balance
in payments with the world is more fundamental than balance with the
zone, and is to be achieved through exchange rate policy and interna-
tional flnance, The discussion which follows is basically concerned
with tax harmonizaticn tending to promote the growth of LAFTA and each
of its members. However, we should not lose sight of the Impact of tax
policy on trade with the rest of the world, nor on domestic production

and consumption,

i1, External Harmonization: The Need for a Customs Union

LAFTA Is a free trade zone and not a customs union. Members are
free to establish or maintain whatever tariffs they like with respect
to imports from and exports to non-member countries, subject to the

/

most-favored;nation clause in the Treaty of Montevideo.-g-li At least
threé arguments for moving toward a common external tariff may be
advanéed: different external duties may produce certain dIstortionsj
measures taken to cobe wlith this may in turn cause other undesirable
consequences; and without a common tariff, other member countries may

cut external duties, wiping out preferences relied upon by LAFTA

p}oducers.

A second question which deserves further study is the sharlhg of
customs revenues foliowing the creatlon of a common external policy,
for third-country goods would then tend to enter the zone through a few

25/

ports and distribution centers. Small countries would have little

ZE/GATT members would also be subject to GATT norms,

ZE/Better, in my opinion, would be to establish a unified customs
service (and anti-contraband police) together with a customs union.
Although grants could be made to member nations according to present
revenues, the common market would gain revenue through suppressing
contraband and growth in trade with the rest of the world.
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or no customs revenue, because almost everything imported from third

countries would be warehoused or transshipped in a .larger member country.

A, The Diversion of Trade

When external tariffs affecting raw materials, semi-finished
goods and capital equipment imported from other continents differ among
members, trade may be diverted and production and investment may be
misailocated into the country witn the lowest external tariffs for the
inputs of each industry. The diversion of trade, in a LAFTA context,
would mean that If a given industrial input were on the common list of
goods enjoying free movement within LAFTA, the requirements of all pro-
ducers in the zone would tend to be imported through a port in the
member country with the lowest external tariff on the item. The obvious
limit here is the cost of transshipping, plus any addItionéI trans=
portation involved.

While it seems unlikely that a difference in external tariffs
would be so great as to induce Mexico to import U.S. goods by way of
Chile, it is conceivable that such diversion could take place between
adjacent countries (Ecuador, Peru and chile, for example). It is
highly probable in that area which is destined to.becomé a "“southern
megalopolis'! in the next decades: a strip of cities and ports running
from Rio de Janeiro through S3o Paulo, Montevideo, Buenos Aires and up
the Rlo Parand to Rosario. Research on the cost of transshipping and
of lccal transport in this area should indicate the extent to which
pure trade diversion is likely to result from different external

barriers to trade between LAFTA countries and the rest ~f the world.gé/

26/

== For a pioneering work, see Robert T. Brown, Transportaticn and
the Economic Integration of Latin America, forthcoming publication of
the Brookiags iInstitution.
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8. Oriqin Rules

If trade diversion does occur, the country of transshipment pre~
sumably gains a littie income thereby, but the country to which the
goods are ultimately destined loses both in customs revenues aid through
higher freight costs including the transshlpment._ A common proposal to
solve the probiem is a set of rules defining whether given goods '‘ori~
ginate" in the'zone, and hence are entitled to move freely In lt.gzl

One such rule, often used by the European Free Trade Assoclation,
defines as regional goods those products for which 50 per cent of the
price Is value added within the region. Unfortunately, while this rule
could eliminate pure trade diversion, In which goods move on without
' prbcesslng of any kind in the country of transshipment, it does 1lttle
to prevent Ehe misallocation of production and of investment. Existing
factories in low-external-tariff countries have an advantage over rivals
in high-external-tariff countries, with respect to imported raw materi-
als, semi-manufactures, machinery and parts from outside the zone.gg/
Investment in new plants is also llkely to be decided in part by
differences in éxternal tariffs (or other barrlers to trade with third
countries), as investors seek to assure themselves of access to
imported machinery, parts and raw materials which turn out to be un-

avallable within LAFTA, or unsatisfactory In quality or cost.

31/Another rule, vital if regional trade Is not to be hampered by
arbitrary seizures by inexperienced border personnel, Is that goods
challenged as to their origin must nonetheless be allowed to proceed
to their destinations, subject to the posting of a bond.

28/7he chilean Metalworking Industry Association (ASIMET) has
opposed free trade in its products because ''the present rules consider
as products of the Zone goods that, with very littie processing and
using raw materials from outside the Zone, could enter other markets
at prices that would not permit competition from similar goods really
produced within the Zone'" (El Mercurio, Santiago, April 10, 1964),
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It must be noted that each country may have relatively low exter-
nal tariffs on some items, and relatively high duties on others. They
do not cancel each other out, except where a firm requires imported
inputs in both categories., Normally distortion would arise from differ-
ences In specific external tariffs even |f the average rates were about
the same. Distortion arises because regional production and Investment
decislons are irfluenced by low tariffs or inputs imported from outside
LAFTA, rather than following low non-tax production costs as they would
under @ uniform external tariff, trahsport costs aside,

By permitting the return of duty paid on inputs of exported goods
(Article 52), the Treaty of Montevideo aétually seems to promote dis-
tortion. The existence of different external tariffs could produce
distortion upon the establishment of free trade in the finished product.
If, In addition, LAFTA countries give "drawback'" refunds, thg external
tariff becomes zero for goods soid in other LAFTA countries, but not
for goods sold in the internal market. If transport costs are low,
and neighboring LAFTA countries also give drawbacks, cross-shipment
will result. A will supply B, 8 supply A, with identical goods based
on components both import from Europe, say. Thanks to drawbacks,
neither A nor B can compete with the other's producers in its own home
market!

Even the 50 per cent rule, quite arbitrary in itself, could be
gotten around by a manufacturer whose assembly, packaging or distrij-
buting operation really adds only about 25 per cent to the value of the
product, He merely increases his profit margin until price is double

the cost of the Imported materials, and then allows his salesmen to
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give Yspecial' discounts or below-cost credit as required to sell the
product to each customer.gg/

To avoid this type of evasion, European theorlsts have evolved
the "transformation'' criteria, by which a product Is considered to have
originated In the free trade area if certain physical transformation
processes are carried out in member natlons.zgl This must again be
defined on a product-by-product basis, and is still arbitrary. The
complementarity agreements being signed between LAFTA members provide

origin rules for the products lnvolved.zl/

€. The Cest Qf Cobing

In any case, the damage done by the diversion of trade and the
ﬁfsallocation of production and investment 1s compounded by the measures
which must bé taken to try to cbpé with the problem of external tariff
differences. Member countries find'thémselves maintaining customs con~-
trols, inspections, red tape, etc., for the |ntra-zonai\frade they
sought to free. 32/ Administrative costs continue, as do compliance

costs for business firms. The only adequate solution is to move toward

a common external tariff (customs union), or at least an external tariff

22-/Bela Belassa, The Theory of Economic Integratlon. (Homewood:
Richard D. Irwin, Inc., 1961), p. 72.

3% pid,

I/The first such accord, for electronic tubes, also contained a
pledge to unify external tariffs and exchange policy on tubes, parts
and raw materials imported from third countries (Comercio Exterior,
Supplement, September, 1962, p. 38).

ig/This implies that member nations are willing to sacrifice
sovereignty over tariffs on goods from third countries in order to pro-
mote regional trade and growth, .As Gillim suggests, if ''sovereignty"
takes precedence over integration goals, border controls will be main-
tained and tax harmonization is unnecessary.
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such that differences do not cover the costs of transporting elther
Inputs or products otherwise then by the routes they would follow in
the absence of external tariff differences.

As a first step, favoring both the use of LAFTA raw materlals and
the elimination of cross-shipping, the provision of Article 52 permit=-
ting exemptions and refunds of internal production taxes should be
repealed. This will lead to pressure for further tax harmonization
measures, discussed in the next section.

Specific research on actual transport costs, both for loading and
unloading, and per ton-kilometer in various regions and with various
forms of transportation, should help policymakers deciie whether given
differences in external tariffs are worth an effort to harmonize. If
the conclusion is that differences will not have any significant effects,
then LAFTA could proceed with neither a common tariff nor origin rules,
and without maintaining other vestiges of control and barriers to

intra-LAFTA trade under the pretense of preventing trade diversions.

D. Minimum Preference

If LAFTA enterprises are to Invest on a scale sufficient to
supply regional markets efficiently, many need some assurance ¢f pre-
ference In those markets during at least a few years, Yet so long
as each nation is free to change external tariffs at will, the
prefereﬁce created today by liberation of Imports from LAFTA coul’ be
wiped out a year hence by eliminating duties on Imports from the rest

of the world.ji/ Likewise, a minimum external tariff even on raw

221Lic. Pldcido Garcla Reyuoso has justly criticized LAFTA mem-
bers whose government agencies, not affected by tariffs, continue to
import supplies from other continents {Comercio Exterior, Supplement,
September, 1962, p. 53). Domestic producers would exert pressure, bu:
who will urge Peruvian officials to buy Mexican instead of U.S. supplies,
even when price and quality are equal?
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materials would favor the'production of new materlals and components

within the reglon.jﬂ/E

E. Export Duties

Some LAFTA nations also attempt to tax exports of certain products.
Presumably, these dutles too should be removed on trade with member
natlons.35/ There could be some danger of diversion 6f these exports;
tax-free, to nearby member nations not having export taxes, from which
the goods will then be re-exported to the rest of the world. This will
not affect those praducts (oll, copper) mined by large foreign companies,
which are easily controlled and which iIn any case are usually taxed on
profits rather than with specific or ad valorem duties on exports as
such. The problem is also foreseen in the Treaty of Montevideo, which
prohlbits.the re-export of a product imported from a membér country,

without permission of that»country.ﬁé/

IV. The Over-all Level of Taxatlion

Table 1 shows the ratio of taxes to product for some of the

probable members of a Latin American Common Market:

jﬂjherrera et al. urge the creation of a system of reciprocal
{minimum) preferences at once, pending agreement on a common external
tariff. Op. cit., p. 12,

3£/In a survey of Mexican producers who had not taken advantage
>f tariff reduction by other LAFTA members on their products, a signi-
Ficant number stated that Mexican export duties made it impossible to -
:ompete Ir LAFTA despite the reduced import tariffs In other member
sountries (Comercio Exterior, December, 1964),

2§{Artlcla 50.
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TABLE 1

TAXES AND GROSS DOMESTIC PRODUCT i LATIN AMERICA, 1960
(IN MILLIGNS OF UNITS OF THE NATIONAL CURRENCIES)®

Gross Domestic Product  Central Govt.

Countries s Market Prices ..- Tax Recelpts Percent
Argentina 790,000 _ 102,700 13
Brazil (1959) 1,776,000 433,000 24
Chile 4,781 1,094 25
Colombia 26,418 2,813 1!
Costa Rica 2,648 475 18
Ecuador 14,060 2,737 20
Guatemala 689 86 13
Honduras ' 756 75 10
Jamaica 249 33 13
Mexico 134,400 12,600 9
Peru 43,610 ... 5,260 12
Trinidad & Tobago (1959) 824 S 13z 16
Venezuela 25,529 5,879 23

3source: Economic Commission for Latin America, Boletfn econdmico,
suplemento estadlstico, Vol. VIl, No. 1 (October, 1962), except for
figures marked * which are taken from the United Nations Statistical
Yearbook, 1962, Table 181, :

Note: Problems of definlitions and comparability are ‘here omitted;
see sources.

Hypotheses abound as to the meaning of thesé differencesuEZ/ For
example, they may reflect difference margins in per capita product over
bare subsistence, different resource endowments exploited by easily-
taxed foreign firms, or varying concepts of the proper role and size of
the public sector. DIfferent tax levels may also merely demonstrate

relative efficiency In tax coliection, High-tax countries can devalue,

QZ/See Alison Martin and W. Arthur Lewis, '"Patterns of Public
Revenue and Expenditure,! Manchester School, XX{V (September, 1956),
reprinted in Richard Bird and Oliver Oldman (eds.), Readings on
Toxation in Developing Countries (Baltimore: The Johns Hopkins Press,
1964) .
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or protect domestic markets with tariffs, If they do so, rather large
differences In over-all tax levels may not harm producers in the high-
tex countries enough to offset the advantagas perceived by the voters
(or the ermy officers, as the case may be) in high levels of public
spending and investment,

Similarly, substantial increases in the level of taxation and
spending (as might be required tolfinance programs of agrarian reform
and development) may well appear justified by the expected gains ==
social, economic and political, But are tax diffe-ences quite toler~
able for isclated national economies as acceptable when these countries
entar economic union?

in a LAFTA cetting, thé directly relevant producers are those
maklng goods which are on the '‘common list' of goods that enjoy, or
wiil e"JOY‘ with elght more years, Irrevocable free trade within the
region, Other thlnés equal, such producers in low-tax countries would
expect to ehjoy:a sffonger competitive position than rivals in high-
tax countries, when fres trade begins.zg/ While the producers In high-
tax countries may always have lost sales in foreign markets, they will
now risk loss of the domestic market as well,

This difficulty could presumabiy be prevented with an exchange
rate adjustment each time duties were cut, but this annual disturbance
wculd be unseftling for those countrles accustomed to a ‘'sound"
currency and stable exchange rates. Howaver, it is the high-tax coun-

tries that will have to make the udjustment, and many of them already

zgflmpllcltly, we assume that public spending and Investment
is of no value to producers, In practice, they may cut costs (e.q.,
frelght) or increase domestic markets (e.g., old-age pensions), off-
setting tax differences in part,
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suffer inflationary processes meking periodic exchange rate ad justments
necessary in any case,

. On the philosophical levei, will communities that formerly pre=-
ferred a high level of taxation and public spending maintain that
preference If told that It will mean the loss of employment and domestic
markets In addition to the foreign markets already iost? This will be
one more argument raised against new tax and.spendlng programs, too,
such as those required to finance massive public education or land
reform and agricultural development.ig/

Structural reforms are part of the Al,iance for Progress, as Is
econamic Integration, but their return through lncfeased production and
lower costs, as well as wider markets, may be felt only some years after
the basic investment. Social reform end competitive strength in econo-
mic integration may appear incompatible in the short run. Therefore,
member governmenfs should agree not to excuse-any of their number from
fulfiliing Alllahce for Progress reform commi tments on grounds that
competition in the common market prevents increasing the over-all level

of taxatioi and spending.ﬁg/

32/The correct answer, of course, Is to raise new revenue
through texes which have little impact on production costs.

EQ/Those countries whose tax levels are already high may need
to devalue. In many cases, too, they should finance structural reforms
by reducing other costs instead of raising taxes further, e.g., the
premature retirement of public employees in Chile or the overstaffing
of railroads and armed forces in Argentina.. No country should be excused
from social development measures so long as such obvious economic waste
persists, nc matter how high the level of present taxation. The problem
may be to mobilize political pressure of potential reform beneficiaries
against the vested interests,
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V. Direct Taxes on Income, Profits and Property

So long as Income and wealth are quite unevenly distributed,

‘'one man-one vote!' democracy Is likely to lead to a rather high level

of spending and taxes, with or without economic union. ‘Whatever the
majority's preferences, however, they are hardly llkely to be sharad by
investors and managers. A minority of the populatlén, these people form
a large part of the high-income group most affected by high taxes -= If
the texes are effectively progresslve, as tex reform‘under the Alllance
for Progress seeks to make them, Among countries wlgh substantially the
seme over-all level of taxation, there may be great differences In the
share assigned these individuals and thelr companies., Wiil such differ-

ences affect growth after economic union?

A. The Managers

.ﬁanagers presunably seek to maximize the after-tax return on the
owners' capital, although a more practical aim may rather be to justify
higher remunerations for themselves. Large corporations, with profes- |
sional menagement, may well be relatively more important after economic
union than in pre-integration 'watertight compartment'' econonies.
Research in managerial motivations and decision making, therefore, would
help greatly in shaping policies for economic unlon.El/

7o be sure, taxes may appear unimportant Iin total ccsts, and

relatively high taxcs are often found in countries with relatively good

roads and high personal Incomes, or other cost and local market

&l/See, for Instance, Alfred Lauterbach, ''‘Government and Develop-

ment: Managerial Attitudes in Latin America,'' Journal of Inter-
Anmerican Studies, April, 1965, pp. 201-225,
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advantages that compensate for the tax differences. Apparently, then,
tax differences should. not actually lead to any reallocation of invest-
ment and production among countries entering economic union. However,
policymakers should not ignore an emotional attitude toward taxes felt
by many businessmen, both in and out of Latin America. As a hypothesis,
¢ suggest that an investor or a manager will tend to react more strongiy
to a 5 per cent difference in direct profits tax rates, or a 2 per cent
difference In turnover taxes, than to a differential in labor produc-
tivity or material costs which amounts to. the same in the year-end
balance sheet.ﬁz/

Such an attitude would not be entirely irrational. Comparative
tax information is easier to obtain than data on labor productivity in
various countries.éj/ Too, in many LAFTA countries businessmen have
considerable Influence with the legislative and executive branches of
government. Their complaints about alleged tax differences may lead to

lower tax rates, while many cost differences are less amenable to

political pressures,

B. Multi-plant Companles

Several companies now do business from plants located in various
countries of Latin America. After economic union, a few may attempt to
supply all of their customers from just one plant, but transportation

costs are likely to lead many others to open new branch plants as they

&z/Bruce Herrick suggests that this bias, If It exists, Is

probably inversely correlated with the size of the firm. If so, it
would be more important at first than after integration has increased
the average size of firms,

&ijor instance, in Price, Waterhouse's excellent series on
"Doing Business in (Country)."
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expand to region-wide business. One probable result of thls Is a loss
of flscai revenue in the countries with relatively high profits taxes,
Other thinés being equal, multi-plant flrﬁs will naturally allocate
production (or will at least assign accounting costs and recelpts)
among plants sovas to produce most of thelr profits in the member coun-
try with the lowest tax rates.ﬂﬂ/

To prevent juggling in which the profits do not appear In the tax
declaration presented to any of the countries, national revenue services
should now set up private exchanges of information from declarations of
companies operating in more than one country. Better yet, LAFTA might
offer a centrallzed auditing service which would check returns of multi-
plent firms on behalf of all tax services Involved, sparing the company
the nulsancé of separate audivs by each country, while reducing oppor-
tunities for evasion.

Needless to say, company tax ccmpliance and recordukeeplng costs
wodld be greatly reduced If member nations would agree on uniform
profits tax bases and allocation forumlas, Such differences among staye
toaxes are a constant source of irritation for multi-plant taxpayers in

the United States.

C. Attracting and Orienting Investment

A uniform tax code and set of rules and fees for the installation

of new plants would help attract investment to the region, It would

ﬂﬂ/Further problems are posed by companies that seek to escape
taxes on intangibles, capital and dividends, through bearer shares and
incorporation in '"tax havens'' such as the Bahamas or Lichtenstein.
See International Fiscal Association, Cahiers de Droit Fiscal Inter-
national, Vol. XLIXb, Hamburg, 1964, Again taxation by the common
market Itself might be simpler than deciding which member nation is '
entitled to tax these corporations.
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be equally advantageous for local capitalists consldering operations on
a regional scale to know that in any member country tax bases and
record-keeping requirements would be the same as at home.ﬂé/

Likewise, all countries siﬁcerely interested in new investment
and empioyment, should study and simplify the red tape involved. In
effect, the employment now given a few individuals who speciallze in
knowing how to overcome these hurdles could well be sacrificed in
favor of quicker installation of new enterprises employing hundreds of
thousands of workers,ﬂé |

The LAFTA Advisory Committee on Industrial Development recom-
mended concrete measures in 1964 to qud investors tn cﬁoose the loca-
tions indicated in the hypothetical regional plan for allucation of new
industry. Member governments are asked to deny tax incentives, crediv,
and import priviieges for materials and machinery, for new industries
which the plan has assigned to other countries, At the same time, each
country is supposed to offer tax, credit and other stimuli for investors
Interested in launching the activity assigned that country in the plan.&Z/
The need for such planning might be less if LAFTA had revenue sources
of its own, permitting redistribution and compensaticn to the relatlvely

L8/

less-developed natlons, but there is no sign of such a revenue source.~=

45/1he tax treatment of foreign and domestic cepital in LAFTA
countries is described in considerable detail In Comercio Exterior,
Supplement, June, 1964, pp. 23-34,

46/kor example, Bolivia in 1961 assigned Ministry of Economy
employees to help investors through establishment red tape, and to keep
local government employees from demanding ''tips' to complete routine
licensing procedures,

QZ/Comerclo Exterior, Supplement, June, 1964, pp. 57-59,

HQ/Kelth B. Griffin, '"The Potential Benefits of Latin American
Integration,' lInter-American Economic Affalrs, XVIi, Ro. & {Spring,
|96’*), pP. 18'|90
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A year later, the report submitted to the Presidents of the Latin
American Republjcs by Héfrera et al, urged fiscal, technical, and
financial aid and incentlvés for firms undertaking desired investments
in the desired locations.ég! However, the planners would now limit
themselves to basic or key industries, such as steel, chemicals and
autos.

To the extent that differences in profits and other business taxes
do affect the allocation of production and investment, these differences
should be part of the deliberate plan at the regicnal level to orient
and encourage a desired location of new industrial activity. Other tax
differences, however, should probably be narrowed to a point whe;g they
do not seem important fo'buslnessmen. This will reduce the pressure on
all governments to lower business texes Ip.order to improve competitive-
ness within the region. Otherwise, such pressure could ilead to a
""Gresham's law of Taxation,! In which business taxes tend towerd the
lowest level in the region, to the detriment of public services or of
budget balance, and forcing the postponement of agrarian reform or any

other major new public programs.ég/

Naturally, significant differences In tax bases are as important
as rate differences, If so&e,.but not all, member countries permit loss
carr?-forward and accelerated depreciation, or give Investment allow-
-ances (e.g., Argentina), this may offset or amplify the effects of rate

differences for growth industries and new plants,

49/ comercio Exterior, Supplement, June, 1964, pp. 15-16,

59/The "Gresham's Law of Taxation'' appears in John F. Due,
"Studies of State-Local Tax Influences on Location of Industry,"
National Tax Journal, June, 1961,




- D. Individual investors and Entrepreneurs

Once economic union is achieved, economiﬁts may well expect a
rough equivalence of the after~-tax return on marginal capital invest-
ments among the member nations. Proposed regional markets for common
stocks and commercial paper aim at Increasing the flow of investment
capital, but some equalization of return may eventually follow (with
due allowance for risks, Including political ones).il/

When the wealthy discover differences in personal taxes on their
profits, rents, interest and dividend incomes, their options depend on
the geographic principles used by the governments involved. An Argen-
tine, for example, could take advantage of the source principle used
there in order to Invest or lend in other mémber countries with lower
tax rates, and bring kome the resulting income tax-free, As a manufac-
turer, he could produce in a low~tax country goods needed for the entire
reglon. He would import into Argentina (duty-free) the quantity needed
for local customers, but pay profits taxes only on the income from
distribution activities inside Argentlna. Other things being equal, tax
differences would lead to a "flight" of capital, production, and new
investment, but the Inve;tor would remain in Argentina and might even
bring Eéck:brofits, which would become favorabie items in the Argentine
balance of payments,

A Chilean, on the other hand, would be subjected to the source-
plus-residence principle: he would be toxed on proflts earned anywhere,

subject probably to a credit for taxes paid on that portion of profits

2l-’!-'tor @ report on agreements and meetings of Latin stock market
offlcials, looking toward integration, see the article by Bercht and

Yelasco In CEMLA, Coordinacidn monetaria reglonal, México, 1963.
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earned and taxed In another member natlon, In this case, eseape requires
that he change his doﬁlcile as well as move the production to a low-tax
country. The result of great tax differences, then, could be a flight
of production, Investment, capital and even investors.

Economic union, between countries with tax differences great
enough to annoy investors, may thus reduce the industrial sector of the
. high-tax countries in favor of growth In the low-tax countries.éz/
‘Naturally, the dislocation would tend to be greater for new plants--not
yet located anywhere-~than for existing firms with substantial sunk
éqsts. leewlse, foung éntrepreneurs mignt be more moblle than their
~elders. o

Persohal income tax rates, at least in schedular taxes on capital
earnings, might well be "“harmonized,' in the sense of reducing extreme
differences, simultaneously with the adoption of treaties to avoid dou-
ble.faxation within the zone.ﬁi/ Pending a multilateral egreement on
double taxation, tax credits for taxes paid to other member countries
would reduce revenue less than full exemption of income earned abroad

(the source prlnclple).iﬂ/

ngObvlously, the effects also depend on tax shifting and inci-
dence, For a tentative exploration of the problem in Latin America,
see the papers by Richard Musgrave and Federico Hershel, presented at
the Conference on Tax Administration held in Buenos Aires in 1961
(Documentos y actas (Pan American Union, 1963}).

' Ezfthe case for treaties with countries outside LAFTA is not so
clear=--why should Chile encourage Chileans to buy stocks in the United
States by eliminating double taxation of the dividends?

Sh/ )¢ personal taxes were proportional rather than progressive,
and if rates and bases were perfectly equalized, the investor would be
Indifferent as to which country taxes his income. Under progression,
however, the exemption of income taxed elsewhere would lower the marginal
rate applied to income from domestic sources, making Investments §n tax
treaty countries more attractive than domestic investments of equal risk
and pretax yield., This distortion in investment can be reduced by tax-
ing all income and giving tax credits for taxes pald elsewhere, up to the
rate applied to the foreign-source income by the investor's own country.
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E. Propertvy Taxes

Countries in need of higher tax revenue to replace lost customs
revenues following integration may run Into problems should they attempt
to Increase direct taxes on business income or profits above regional
averages. For Latin America, the most promising source of renlacement
revenue, as well as for the financing of sociai reforms without unduly
hampering competitiveness in economic union, is the real eatate tax,

Naturally, a general tax on net wealth would be more neutral
among forms in which wealth is held. Such a tax exists in Colombia and
is being considered seriously in Chile. However, unless a multilateral
agreement can be obtained to levy such a tax in all member countries,
economic union will make it difficult for any nation to tax capital
without inducing some flight. This may be one area where the lesser-
developed naetions might be favored. The more prosperous six oy seven
nations in Latin America might agree to establish a uniform capital
tax, allowing Bolivia, Ecuador, Paraguay, Central America and the
Caribbean [Islands to woo investors by not having such a tax--which they
probably couldn't administer anyway.

Pending such an agreement, individual nations could well rely on
the real estate tax for increcased revenues. Most assessments are far
below market levels, and many countries in Latin America have no tax at
all or have only nominal rates, at least on rural property. While heavy urbas
realty taxation could depress the construction industry, possiblc
reactions are much sloser than to other tax increases in a situation of
economic union. In addition, heavier land taxes would reduce the market
value of land requirad fof agrarian reform, and for urban low=-income

public housing, thus reducing toizl revenue needs. (In countries where
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the principle of compensation at tax valuatlons Is establlished, however,
land reform enthusiasts may well prefer to live with the old, low-
assessed values untll the government has expropriated the land it wishes
to redistribute-~and then raise taxes.)

There is thus little need to harmonize property taxes, except that
member nations of an economic union should sign & treaty similar to
that of the Central American Common Market, limiting the amount and
duretion of tax concessions, including property tax exemptions, given
new flant investment.éﬁ/ If governments believe that investment
responds to tax incentives, and if investment in LAFTA terds to con-
centrate In fewer centers than are politically acceptable, the less-
developed member nations might be allowed to woo investment with larger

tax incentives than those permitted most countrles under such a treaty.

V. Taxes on Production, Turnover and Consumption

It has been fairly well established that turnover taxation,
appliad to each transaction on the total value of the transacticn, Is
"bad"! taxation even for a country in isolation.ﬁé/ It produces un-
economic vertical Integration, and distorts prices (and hence consump-
tion) by adding more to the cost of producing and selling those goods
that must pass through more transactions than other goods. When the
number of transactions is equal, it adds more to the cost of materials-

intensive production, whose value-added tends to be concentrated nearer

2§/Convenio Centroamericano de Incentivos Fiscales al Desarrollo
Industrial, signed at San José, July 31, 1962,

ﬁéfsee almost any public finance textbook. A detailed discussion
appears in John F, Due, Sales Taxation (Urbana: University of Illinols
Press, 1957).
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the Bégihnlng of the process, than to labor-intensive production, as a
result of the 'pyramiding' of early-stage taxes at each subsequent
transaction,

If turnover taxation is undesirable for a country in isolation,
is it not more undesirable In a free trade zone? Vertically-integrated
industries will be sven more encouraged, especlally in high-rate
countries, Yet, a tax structure that favors vertical integration hardiy
seeéms consistent with speciallzation and the division of labor in a
wider market.

The value-added tax is often proposed as a replacement for turn-
over taxes. Each producer pays the tax on the value of goods or
services sold by him, less the amount he paid for goods or services
already taxed., This leads to the same tax cost for Integrated Indus-
tries as for goods produced by a series of specialists (except for
interest on the taxes paid earlier, in the latter case). But It requires
a higher percentage rate of tax--e.g., 12 per cent Instead of
5 per cent--which psychologically may increase taxpayer reaction for
the same total revenue,

What happens when some countries have value-added taxation and
others turnover taxes (pre-integration yield being equal)? In the
countries with value-added taxation, integration will favor speclalize"
Industries and those that add a large portion of value in the first
stages of manufacture, over their rivals in turnover-tax countries. In
the member countries with turnover taxes, integration will tend to
favor vertically-integrated firms and the processes that add most value
in the last stages. In both cases, tax revenues will fail as previous

production is reallocated among the member countries following the
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freelng of trade, but it does not eppear possible to predict which
country will suffer the greatest revenue Ioss.EZ/

At present, no LAFTA country has a value-added tax. Most have
turnover taxes (e.g., Chile, 6 per cent), and Argentina has a gross
recelpts tax at the provincial level.

In any case, following the logic of the single-nation case and
recognizing the added distortions in spacific Industries that might be
produced by the coexistence of both systems, research Is needed on the
cost and benefits to be obtained if all LAFTA countries changed from
turnover taxation to slngle-stage or value-added taxation of production,
as may soon be done in the Europeen Common Market.

We have so far sald nothing of the rival principles of taxation
according to ''origin'' or 'destination'' of the merchandise. Briefly,
the origih principle calls for taxation of production where it takes
place; while the destination principle means that Broﬂuctlon Is tasced
at the point of consumption. Under the destination principle, exporters
recelve a refund of taxes presumably paid during the process of manu-
facture. The destination principle also permits importing nations to
levy, & corpensatory tax, supposedly equivalent to the production (turn=

over or value-added) taxes paid by domestic producers.ﬁg/

51/¢of course, to the extent that reglonal free trade stimulates
additionail production and the substitution of imports from third coun-
tries, production tax revenues will rise.

§§/If no compz2nsating tax Is levied, and if transport costs are
inferior to the production taxes on a product, neighboring countries
would each supply the other with goods produced efficiently in both
countries, That is, no producer, paylng taxes, could compete in his
own domestic market with his rivals in LAFTA, who receive tax refunds.,
On the other hand, he could himself export, collect a tax refund, and
successfuily sell in the domestic market of his rivals., As with export
drawbacks, much unneeded shipping across frontiers would take place,
purely for tax reasons, yet net tax revenues would fall,
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The destination principle has a double disadvantage, from the
viewpoint of regional economic integration. It maintains intact the
customs administration, controls and red tape for Intra-zonal trade,
and it permits hidden protection for domestic Industries in member coun-
tries. The calculation of the appropriate turnover tax refund for
exports is arbitrary, if not impossible. Taxes have beon paid not only
on raw materials, but also on the manufacture (or importation) of every
piece of machinery, office supplies, etc., used in production of the
goods exported. |f a nation wishes to give a hidden export subsidy,
then it need merely err-estimate the export refund. Likewise, if a
nation wishes to limit imports from the zone to protect its own industry,
it merely need err on the high side in calculating the compensating tax,

The value-added tax Is simple to calculate for refunds and a com-
pensating import duty--for both, the invoice price is used (fob and cif
respectively). However, there is no need to maintain the destination
principle at all under value-added taxatlion--so long as rates are rea=-
sonably similar, Imports and domestic products bear the same taxes and
the border controls and tax refund spavatus can be removed. Of course,
a country determined to ''cheat' on free trade may still adopt labeling,
sanitary, or other protectlye devices to prevent competition from other

producers.ég/
in theory, then, the ideal system would be value-added taxation

of production, ‘and the appllcatlon of the origin principle in order

593/Mexlco recently warned other LAFTA members that agricultural
products on the common list will not be admitted to Mexico if there is
any dlsease, insect., etc., about which Mexico is concerned, in the
exporting country. Acto, December 7, 1964, p. 7 (Comercio Exterior,
Supplement, December 7, 1964, p. 7). While apparently reasonable, such
rules have sometimes been used by states in the U.S. as a pretext for
barring fruit imports that would compete with home-grown fruit.
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definitively to abolish intra-zonal frontiers and customs administra-
tion. However, research is needed to see whether these adventages would
justify the cost of changiﬁg existing tax systems.ég/ There is no need
to have uniform rates for value-added taxatlon, though large rate
differences might have psychological effects on production and Invest-
ment decisions similar to those In the case of business profits tax
differences.

Consumption taxation by definition satisfles both the orlgin and
destinatlon principles so long as the éonsgmer buys the good (and pays
the tax) In his own country. U.S. experience with state sales taxes -
shows that some consu&ers will travel or order by mail to take advan-
tage of tax differences, but high transport costs in LAFTA should make
this evasion relatively insignificant except perhaps for frontier areas;
sales tax rates mlgﬁt be ''shaded" toward the level of adjacent nations
in such border areas, |

Likewlise, special excise taxes on liquor, tobacco, and the 1lke
need not be uniform, but large tex differences will bring some evesion
through purchase in lower-tax countries, On the other hand, this-
problem already exists in virtually every LAFTA nation, with contraband
articles thst pay no tax at all. The existence of differing tax rates.
In neighboring countries is unlikely to matter, compared to the contra-
band of third-country products. A Latin American Common Market might

well ellminate free port sale of consumer goods, and tax-free sales

60/The preceding does not pretend to exhaust the problems of
harmonizing sales tax systems, much less a burgeoning literature cen-
tered on the European markets. One readily-available reference is
Clara K. Sullivan, '"The Search for Tax Principles in the European
Economic Community,' published in 1963 by the International Program in
Taxation, Harvard Law School. S
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aboard ships and airplanes traveling to and around Latin America. This
would Increase member-nation revenues by eliminating a common, easy, and
legal source of tax evasion on luxuries such as liquor, tobacco, and

perfume,8l/

Vi. Employer Contributions to Social Security

One of the basic concerns of those who would "harmonize' taxes
and social legislation, to protect the Industry of countries whose legis-
latlon is considered 'advanced," is the cost of social s2curity and labor
legislation., We shall here consider that cost which is borne, &t least
in the first instance, by the employer., (Differences in over-&ll tex=
spending levels were discussed in 11! above,)

The type of cost difference which here concerns us is the difference.
In rates of payroll texes paid by employers in member countries, plus
those labor and social laws which add directly to labor costs per unit
of product. Examples of the latter Include different numbers of paid
holidays among member countriss and different norms on paid vacations,
overtime pay, severance pay, minimum wage laws, and equal pay for women,

The commonly-accepted theory: in dealing with these differences is
that they may safely be lgrored under most circumstances.62/ what does

matter is total unit labor cost; If this differs among member countries,

61/ The payments balance vis-a-vis the rest of the world would alseo
be improved. As to sales on ships and planes, the market should be able
‘to enforce a rule that travel between Latin American ports or airp. ts
is not Yinternational," and therefore the tax of cne country or the
other must be collected, This 18 done with respect to state sales taxes
on Interstate flights and trains in the United States, Better yet, such
sales could be made subject to a substitute tax, at a rate near the market
average, which would become a revenue source for the common market itself,
to finance its administration, : '

62/see Belassa, op, clit., p. 211,
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thén production and investment will (and should) move where unit costs
are lowest, up to the limit imposed by marketing and transportation cost
differences, Total unit labor costs are obtained by adding all wage
costs, direct and indirect, and dividing by physical production. In this
calculatlon, it does not mattgr whether labor costs are all direct wages,
or whether a large portion consists of legally=required vacations,
bonuses, and employer contributions to social security. For that matter,
It does not matter whether these 'fringe" or non-wage costs are legally
imposed, won by labor unions, or voluntarily conceded by employeré for
practical or even for altruistic reasons. In the European Commcn Market,
there is some evldence that non-wage costs assumed voluntarily by émployers
are negatively correlated with non-wage costs imposed by 1ew 83/ 1t
would be Interesting to test the hypothesis that the same is true In
LAFTA St/

A further argument in favor of Ignoring non-wage labor cost differ=
entials is that these may wel! have been shifted largely to the workers,
so that any attempt to '‘harmonize'' them will, in fact, In the short?run
produce rather than correct distortions., Again, we have some evidence
for Europe, where Belassa reports that wages plus the employer's cogts .
of social laws are far more nearly equal among members of the Common
Market than are wages alona.£5/ Is this the case In Latin America?

Under perfect price and wage flexibility, with elastic labor supply,

social costs wouid, of course, be shifted entirely to workers to the

&Y ibid., p. 217.

Iy
‘ ¢ /6ne reference Is ""6radual Extension of Social Insurance Schemes
in Latin America," international Labour Review, September, 1958,

§§Jﬁelass§, op. clt., p. 218,
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extent they consider the benefits worth the cost, and hence perfect
substitutes for wages. Harmonization would then do no harm~-wages would
Just adjust upward or downward as each country ""harmonized' soclial laws
toward the average. However, it would require serious research to
assert-=-contrary to popular belief among Latin Amerlcan economists-~that
prices, wages or the labor supply are highly elastic., Moreover, there
are some social benefits that have little io do directly with the amount
of labor employed. For example, employers as a group usually pay the
total cost of family allowances, entirely or shared with the workers,
but individual employers pay a standard rate on the amount of their
payrolls, while the state redistributes the proceeds among workers accord-
ing to family size,

To hear them talk, some businessmen resent relatively high soclal
security taxes, pald vacations, severance pay, and other legally-
imposed labor costs.68/ As with direct taxes, some reductlion In.these
differences may be in order, to avoid misallocation of production and
Investment to low-tax countries, and to avoid pressures to reduce all
soclal benefits to the lowest level in the region,

Complete equalization might be unwise, just as for taxes In general,
because family allowances and other social legislation may quite likely
reflect genuine differences in social preferences among nations, Yet
equalization, or at least ''standardization' of the general beneflt structure,
would simplify life for multi=-plant employers and could favor future labor

mobi1ity.

€6/3esides the direct cost, managers may resent the cost and nulsance
of the extra record-keeping, In a few cases, owners and managers in
countries with great soclal differences may even resent extension to
workers of pleasures heretofore privileges of the rich, or of the rich
plus white-collar workers, e.g., paid vacations,
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Glven the checkered career of democracy In thic area, the economlst
may even have to Judge whether existing differences. in taxes or social
legislation are justified by the social preferences of those whom ke
considers to be ''the community,'' The unemployed want jobs, not longer
paid vacations for those now employed, ard tbergfore“politically
influential, through their union. Many workers might prefer more wages
instead of employer contributions to social security systems the workers
conslder aimost useless. Yet in many cases, these groups may have no
effective way to meke their wants felt, The supply of laber, at least
at low skill levels, often appears inelastic at present wage levels,
Present wage levels may be legal minima, politically imposed to raise
wages for a substantial part of the populatior (the employed) in
preference to still lower wages and the possibility that even complete
wage freedom would not lead to full employment of the unskilled,

If economic development is spurred by regional free trade, perhaps
fuller employment will raise wages above legal minima, and workers will
acquire more bargaining power. In such cases, the governments with high-
cost social laws and programs might do well to cut back toward average
levels for the region, to avold the unfévorable "climate'' among investors
created by relatively high=cost social legislation and to permit the new
labor market forces to express themselves in higher direct wages. {f
workers really prefer non-wage benefits, they then would presumably
obtain them through collective bargaining, as substitutes for cash wages,

In conclusion, the case for''harmonization'" of minimum wages and
employer contributions to so:zial security programs and the like is by no
means clear. Reduction now of relatively high-cost programs would be

resisted by currently-employed workers in LAFTA countries, however much
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it might in time lead to more employment and more bargaining power for
labor. The increasing of costs in present low=cost nations might cause
them serious balance-of-payments problems especially if employer contri=-
butions are increased without lowering minimum real wages or if real
wages are rigid downward, preventing prompt shifting of higher costs.

Trade of these countries with LAFTA and the rest of the world will
fall as exports are less able to compete and import demand drops with
falling incomes and unemployment, Devaluation may help, if real wages
are flexible, but it is not clear that the unification of soéfal 1egis-
lation has merits sufficient to justify the economic and social costs
of devaluation, Far better, probably, would be for governments with
relatively high or low non-wage labor costs to eliminate some of the
extremes, especially those far above the average for the zone.

At the same time, high-cost social security programs should be
examined carefully for waste, such as premature retirement of public
empioyees, To the extent that high- or low-cost programs do not reflect
the popular will, or contain out-and-out waste, economic integration
and increased competition may provide more ammunition to those who want
reform, Goverinments and voters will become more conscious of what the
neighbors are doing, and that may tend toward voluntary ‘'harmonization'

or reduction of the extremes.

VIll. Summary of Recommended Tax Policies

The term '""harmonization' refers to economic policy changes intended
to faclillitate regiornal economic integration by reducing differences In
national prlicies. We have recommended, with varying degrees of confi-

dence, the foilowing harmonization policies for a Latin American Common

Market:
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1. A common external tariff, with at most differences smaller
than the added cost of transshipment tnough the nearest alternative
port, |

2. General use of the origin principle In production taxes, in
preference to tax refunds to exporters and compensating duties on
imports from member countries.

3. Flat prohibition of "drawback' and the refund of Internal
taxes for goods exported to other member countries.

L, Reduced differences In personal and business income taxes.

5. Treaty regulation of incentives extended to woo investment,

6. Standardization of the bases for profits taxes, and of the
rules for the establishment of new firms and branches.

7. Value=added or single~-stage taxes to replace turnover levies.

8. Reduced differences in employer social securlty tax rates.

9. Increased reliance on real property taxes to make up revenue
lost through tariff reduction and to finance new programs, including
education and land reform,

10. Adoption of a low=rate tax on capital and net wealth by the
relatively more developed countries in the area.

11, Enactment of taxes to suppcrt the common market institutions,
and region=wide profits tax auditing and other enforcement activities

under common market auspicas,



