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Preface
 

A wave of tax reforms and tax reform proposals swept the globe in the 1980s. 
From one country to another, these reforms have exhibited several common 
features: a focus on making taxation economically "neutral" (that is, ensuring 
that the tax system does not distort people's economic decisions), a trend 
toward lower marginal tax rates, a response to international tax pressures, 
and a consideration-particularly in many developing countries-of the 
value-added tax as a broad-based source of revenue. 

In late 1987 and early 1988 the International Center for Economic Growth 
sponsored a project on world tax reform, directed by Michael Boskin, then 
of Stanford University and currently chairman of President George Bush's 
Council of Economic Advisers. That work led to a conference in October 
1988, where a group of distinguished scholars presented case studies from 
developed and developing countries, as well as several broad issues papers. 
This volume brings together the results of that conference and provides 
convincing evidence that we have indeed learned a great deal about effective 
tax policy in the past several decades. In addition, World Tax Reform shows 
where current thinking has been neglected in the policy-making process. 

At the end of 1988, Dr. Boskin wrote the introduction and overview that 
appears as the first chapter in this book. At that point, anticipating his new 
responsibilities in Washington, D.C., he turned the manuscripts over to 
Charles E.McLure, Jr., of the Hoover Institution, to complete the editing and 



xiv Preface 

to write a special conclusion, which also appears herein. We list Uhem 
together as coeditors of the final product. 

World Tax Reform reveals the interaction among academic thinking, 
administrative practice, and political reality that is causing the field of 
taxation to evolve so rapidly around the world. We hope the book will be 
useful in the tax reform debates now taking place, at both an academic and 
a policy-making level. 

NicolAs Ardito-Barletta 
General Director 

International Center for Economic Growth 

March 1990 
Panama City, Panama 
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Introduction and Overview 



Chapter1 Michael J. Boskin 

New Directions in Tax Policy 

By the mid-1980s, many of the world's cov-tries-both advanced and devel
oping-had either enacted or were considering substantial tax reforms. This 
extraordinary series of tax reforms occurred in response to intellectual, 
historical, and political currents that appeared during the 1970s. In some 
cases the reforms reflected primarily domestic economic and political cir
cumstances; in others they reflected economic circumstances common to 
many countries. Ideas tried in one country then spread to others. And as the 
economies of the world have become more closely interrelated, the tax 
reforms in the largest countries, such as the United States and Japan, have 
affected their trading partners as well. Although the world's economies have 
widely varying tax systems even after a decade of reform, some common 
themes-most notably, the attempt to lower marginal tax rates-run through 
most of these reforms. 

Common intellectual themes included concern about the adverse incen
tive effects of high marginal tax rates and about distortions caused by
differential tax treatment ofeconomically similar activities, and a downplay
ing of vertical equity as a central objective of tax policy. Interest in 
incentives started to develop especially in the 1970s, a decade in which 
relatively high inflation artificially increased tax rates, especially for the 
middle class. This episode highlighted the inequities and distortions result
ing from an unindexed tax system in inflationary times. There was concern 
about tax evasion and about the effort diverted from productive economic 
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activity into tax shelters and unproductive investment, and perceptions of 
unfairness were growing. Finally, of course, the internationalization of the 
world economy created competitive pressures on countries to respond to tax 
reforms elsewhere. 

In the United Sta-tes, the case with which Iam most familiar, tax reform 
took placea in response to many of the same factors that encouraged reforms 
in other places. Between 1965 and 1980 the number of U.S. taxpayers facing 
high marginal tax rates quadrupled, creating a powerful political constitu
ency for tax reform. 

Some of these issues, such as high marginal tax rates, affected developed 
and developing countries alike. Others had special relevance primarily for 
one group of countries or the other. Therefore, the lessons to be learned by 
individual countries from others' experiences varied with circumstance to 
some degree. 

Because the level and structure of taxation affects so many economic 
decisions, the rapid pace of tax reform in many countries may well have 
significant, lasting effects on the world economy. Although the reform 
process continues in a number of countries, it is worthwhile to evaluate what 
has happened in major countries where reform has occurred and to set forth 
an agenda of reforms still to be considered. That is the purpose of this 
vduritre. It brings together leading specialists on taxation and tax reform, 
wr.ting about a variety of the economies that have undergone or are consid
ering major tax reform in both the developed and the developing worlds. 
The volume stresses the economics and tax policy side of the reforms, with 
some reference to thcir political context. It is hoped that similarities and 
differences in various country experiences can be highlighted to yield lessons 
about the differences between good tax policy and bad tax policy and about 
how to implement a strategy for reform. 

The volume grew out of a project the International Center for Economic 
Growth (ICEG) asked me to organize in 1987. I invited leading tax experts 
and scholars who had participated in or observed tax reform movements in 
various countries, and this volume is the result of their work. Several of the 
authors were the primary technical participants in the tax reform process, 
either in their own country or in other countries. Others played a key role in 
evaluating alternative proposals and assisting government officials in decid
ing among them. I attempted not only to achieve substantial coverage by 
including a wide number ofcountries that had undergone, were undergoing, 
or were contemplating, tax reform, bird also to represent a wide range of 
views on tax policy questions. As a consequence, the authors represented 
here express very different views on some major tax issues. 

Each author was asked to write on a particular topic. The authors remain 
solely responsible for the views expressed in their own chapters. No attempt 
was made either by me, while I was still participating in the project, or by 
Charles McLure, to change anyone's opinions or expressions of them. B1 it in 
order to offer the perspective, judgment, and experience of all of the p.'itici
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pants as a potential input into the drafting of individual chapters, ICEG 
sponsored a working session for the authors to discuss first drafts of their 
papers. The seminar, held in San Francisco in October 1988, yielded an 
extremely useful interchange of information and views, and new insights 
and perspectives emerged. 

The volume begins with two general essays on tax principles: Joel 
Slemrod, writing on tax principles in an international economy, focuses on 
the need for tax policy to include considerations of international trade in 
goods and capital and features of tax rules that affect multinational organi
zations. Arnold Harberger presents an evaluation of principles of taxation 
applied to developing countries, which share many concerns of advanced 
economies, but also have some issues t!iat are quite specific to their circum
stances, including the administrative capabilities of +heir tax regimes. 
Harberger puts these together as a set of lessons about good tax policy. 

The next set of ossays turns to discussions and evaluations of recent tax 
reform, or tax reform debates, in advanced economies. This section begins 
with a ci-apter by Michael Porter and Chris Trengove discussing tax reform in 
Australia, which attempted to use an unusual consensus political approach 
to achieve reform. Faced with an erosion of the personal income tax because 
of tax shelters and fringe benefits, Australia reduced its top rate from 60 to 49 
percent and adopted an "imputation" system to reduce the double taxation 
of corporate income, but rejected a broad-based sales tax (retail sales tax or 
value-added tax). It also added taxation of fringe benefits, which is unusual. 

John Whalley, who has been especially active in the Canadian debate on 
the value-added tax (VAT), then considers tax policy reform in Canada. As 
the largest U.S. trading partner. Canada is especially interesting because of 
ics response to international pressures, as well as its consideration of a VAT. 
Whalley discusses that country's reductions in marginal tax rates.. its reduc
'ions in investment credits and depreciation, and its replacernent of a defec
tive manufacturer's sales tax with a VAT. He then tries to estimate the 
allocative and distributional effects of reform. 

Eytan Sheshinski dircusses the tax reform proposals made in Israel in 
1988 by a tax reform commission he headed. Israel had galloping inflation; 
hence, questions related i indexing, the measurement of real inc,,ne, and 
the interaction of inflation and the tax code were among the important issues 
in Israel. As in many other economies, there was a cancern in Israel that the 
tax base was eroding, and tax rates were far too high. 

Yukio Noguchi discusses the tax reform debates in Japan, which focused 
on the hard-to-tax groups. With little emphasis on vertical equity, the debates 
have considered the levels of corporate income taxes, the tax treatment of 
interest and capital gains, the financing of social security, and a proposed 
land tax. To reduce individual and corporate income tax rates and to increase 
revenue available for social security payments, the country has instituted a 
small value-added tax, which has turned out to be tremendously (and sur
prisingly) controversial. 
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Ingemar Hansson and Charles Stuart address tax reform in Sweden, long 
one of the world's most heavily taxed economies. In t.- 1970s government 
subsidies to specific regions and industries became so high that they were 
crippling the Swedish economy; after substantially reducing these subsidies, 
Sweden has turned to a serious discussion of how to lower its virtually
confiscatory marginal tax rates. The Swedish tax reform movement has 
responded to the prevalence of tax shelters and the disincentive effects 
induced by high tax rates. Hansson and Stuart explore issues such as reliance 
on debt fitiance, rate reductions, consideration of a consumption-based
direct tax and cash-flow tax on corporations.. and planning for additional 
reform. 

Andrew Dilnot and John Kay discuss recent experiences in tax reform in 
the United Kingdom, which was one of the first countries to reduce rates and 
eliminate investment incentives. The authors consider .ie evolution of tax 
policy in the United Kingdom, including attempts at reforming the individ
ual, corporate, and social security taxes. They discuss changes in the income 
tax, VAT, social security taxes, and local finance. They also consider cor
straints on the VAT imposed by the European Community, the interaction 
between income and social security taxes, the recent emphasis on economic 
neutrality, and the lack of a cohesive view of tax reform or tax policy in that 
country. 

John Shoven discusses U.S. tax reform-especially the tax reform of 1986. 
He takes a professor's report card to it and concludes that it offers as many
problems as solutions. Although Shoven gives the reform relatively high
marks for fairness, economic efficiency, and neutrality, he fails it on the issue 
of economic growth, because it encourages neither savings nor investment. 
He gives the reform a moderate grade for simplicity, but faults it for not 
taxing real income and for not instituting a consumption tax. 

The next set of chapters turns to a discussion of tax reform in several 
important developing economies. Roger Gordon leads off %.hhis discis
sion of reforms of explicit and implicit taxes in the People's Republic of 
Chinp In a primarily planned economy, such as China's, taxes can be implicit
in a variety of ways, as well as being levied explicitly. For example, if wages 
are set by a central authority, setting them at a low level is quite similar to 
setting them at a high level and imposing a wage tax. Similarly, the collection 
of "profits" from firms may resemble corporate taxation. Gordon discusses 
how a command economy works and does not work, the incentive effects of 
its tax system, and how the subject of tax reform fits into the overall aspects 
of economic reform in China. 

Charles McLure considers tax reform in a mildly inflationary environ
ment in Colombia, which has one of the best and most studied income tax 
systems among all developing countries. He discusses the need for inflation 
adjustment, the advice by foreign missions in the 1960s against adjustment,
and the history of adjustment that has occurred since 1974. Inflation adjust
ment was extended to all interest in 1986 and to depreciation in 1988. McLure 
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himself cowrote a 1988 report for the Colombian government on which the 
1988 reforms were based. 

Malcolm Gillis looks at Indonesia, with special reference to the value
added tax. In recent years, much attention has been placed on achievement 
of a "clean" VAT-one that covers virtually all value added in the economy.
This means dealing with concerns for low-income individuals directly
(through refundable credits against tax paid, for example), rather than by
exempting necessities such as food (which may represent as much as half of 
GNP) from the VAT and making up the lost revenue by imposing a higher
VAT rate on goods that are subject to the tax. Although Indonesia's VAT 
covers only the manufacturing stage (and therefore does not apply to unpro
cessed food and some other staples of the low-income population), it allows 
no exemptions, making it a relatively clean tax. Gillis a!-u discusses the 
country's explicit revenue goals, distributional equity, economic n,-turality, 
and tax administration and compliance.

Francisco Gil Diaz presents a historical overview of policy and t ax policy 
goals in Mexico. He notes the lack of a clear objective in policy, as well as the 
enduring complexity of the system. The government considered introducing 
a consu:nption-based direct tax, but did not do so, in part because of fears, it 
would not be creditable in the United States. 

Let me end with a personal note. After assembling the group of atthors, 
receiving first drafts of the papers, convening the conference in October 1988, 
and then providing detailed comments to the various authors, Ifound myself
in early December 1988 nominated by President Bush to be chairman of the 
President's Council of Economic Advisers. At that point, it became clear that 
Iwould have to end my participation in the project. I would like to thank all 
of the authors involved for their tremendous cooperation on the project,
especially Charles McLure, who did me a great favor by agreeing to take over 
some of the work I would have been scheduled to do had I not entered 
government service. 

Stanford, California 
December 1988 
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Chapter2 	 Joel Slemrod 

Tax Principles in an International Economy 

One of the most profound economic changes of the postwar period has been 
the growing internationalization of economic activity. Sparked by the rap
idly declining cost of transportation and communication, the volume of 
international trade has mushroomed and today is fifteen times higher than 
it was in 1965. The volume of foreign direct and portfolio investment has 
grown similarly. 

The internationalization of economic activities has profound implica
tions for tax systems, both directly and because it affects the technology of 
tax collection. It raises new questions and changes the answers to old ones. 
Openness introduces at least three important new considerations into a 
country's choice of tax system: 

1. 	Factors, goods, and other potential bases for taxation can flee a coun
try in response to taxation or other regulatory restrictions, or be at
tracted to a country by relatively light taxation or regulation. 

2. 	 The interjurisdictional division ofrevenues is not a matter of indiffer
ence. Each country must therefore "compete" with other countries 
for revenues. 

3. 	 It is more difficult to collect revenue from tax bases located outside 
the country. 

I am grateful to Daniel Frisch for helpful comments on an earlier draft. 

. .. - . . . . .. . . . :. . . ,4.. , 
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This chapter discusses the implications of these three aspects of openness 
for the design of capital income tax policies, beginning with a reassessment 
of the benefits and costs of openness in a world where distortionary taxes 
must be raised. The next section discusses the efficiency ofalternative capital 
income tax structures, first from a national and then from a global perspec
tive. The following sections treat the incidence of capital income taxes in an 
open economy and the promise and problems of international tax harmoni
zation. The chapter concludes by offering some warnings to the myopic 
domestic tax policy maker and some challenges to the guardians of rational 
poiicy making from a global perspective. 

The Benefits and Costs of Openness 

The classical theory of international trade argues that cross-border trade can 
unambiguously improve the consumption possibilities of domestic resi
dents. With trade, a nation's pattern of consumption need not conform 
exactly to its pattern of production. Furthermore, specialization of produc
tion according to a nation's comparative advantage allows resources to be 
used more efficiently. 

The same argument applies to intertemporal trade. In the absence of 
international borrowing and lending, national savings would have to be 
exactly equal to national investment. International capital movements allow, 
for example, a nation with relatively favorable investment prospects to 
import capital (borrow), thereby raising the present value of its consumption 
stream. Nations with relatively unfavorable investment prospects can profit 
by lending capital to be utilized in other countries. 

These results all pertain to a case where there are no tax-induced or other 
distortions in the allocation of resources. But no country is devoid of such 
distortions, and in their presence the case for free trade is more ambiguous. 
It is possible that freer trade, by raising the cost of existing distortions, is 
welfare-reducing. By increasing the elasticity of a country's tax bases, open
ness may raise the minimum level of distortion that must accompany a 
certain revenue requirement. As an extreme example, consider a country 
where the only feasible tax base is domestically located capital. The autarky 
rate of return to capital is less than the world rate of return, so that if the 
economy is opened to internationa! capital movements, capital flows abroad 
to earn the higher world rate of return. However, because only domestically 
located capital can be taxed, too much (from an efficiency perspective) capital 
is exported. In equilibrium, capital will be exported until f(1 - t) = r,wheref 
is the marginal product of domestic capital, t is the effective tax rate on 
domestic capital, and ris the world rate of return. Thus, the tax system causes 
investors to pass up some domestic investment whose pretax return (its 
contribution to national income) exceeds the world rate of return in favor of 
foreign investment. The welfare loss from the excess foreign investment may 
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exceed the welfare gain from taking advantage of the favorable world rate 
of return. 

The point of this example is that openness is a mixed blessing when the 
taxing authority has limited ability to tax cross-border movements of factors 
and goods. A discussion of tax principles in an international economy must 
come to terms with the real world, where the implementation of certain tax 
systems, which may be desirable in theory, is extremely difficult. 

Efficiency 

National perspective. When the goal is to minimize deadweight loss, the 
basic principles of taxing capital movements in a small open economy are as 
follows. Capital exports should occur as long as the return, excluding tax paid 
to foreign governments, exceeds the opportunity cost of these exports, which 
is the return on domestic investment (includingany tax paid to the domestic 
government). Under certain tax systems, this condition will be ensured by 
the return-maximizing decisions of domestic residents. If capital income of 
domestic residents is taxed at the same rate regardless of origin (a residence
based system) and the tax payments to foreign governments are treated as 
deductible expenses, this condition will be met. This is because domestic 
investors treat the foreign tax as a cost like any other, as it is from the domestic 
standpoint. A residence-based tax system will not, however, maximize na
tional income when used in conjunction with a foreign tax credit. Because 
foreign tax payments are offset by a credit against domestic taxes, they are 
not treated as a cost by the investor, as the domestic national interest 
demands. Capital exports will exceed the efficient amount. 

Capital imports should occur as long as their contribution to the domes
tic economy, the marginal product of capital, exceeds the cost to the econ
omy. A small country must compete with investment opportunities 
elsewhere, so it must offer the foreign investor the going after-tax rate of 
return. This level of capital imports will be achieved if such imports are 
completely exempt from taxation by the importing nation, because in this 
case foreign investors will, in their own interest, invest until the domestic 
marginal product equals their opportunity cost, the after-tax world rate of 
return. Any attempt to tax capital imports will cause the country to forgo 
domestic investment whose contribution to national income exceeds the cost 
to the nation. 

There are many reasons that the supply of capital to a country may not 
be perfectly elastic. For a large country, the very act of importing capital will 
drive up the rate of return in the rest of the world, thus increasing the cost 
of capital. Capital exports from a large country will drive down the world 
rate of return. Thus a large country faces an increasing supply curve for 
capital. A small capital-importing country may face an increasing cost of 
funds if there is country-specific risk. Investors will then require a risk 
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premium that increases with the size of the total investment in the country. 
Investors will also require an increasing risk premium when there is a 
probability of expropriation of foreigners' wealth that increases as the vol
ume of the investment (and thus the return to expropriation) increases. 

Although a tax penalty on capital flows would have an adverse effect 
when capital supply is perfectly elastic, it can generally enhance national 
income when the supply curve is upward sloping. The welfare cost of an 
inefficient domestic capital stock can be offset by the advantageous effect of 
the tax on the terms of borrowing and lending. By taxing capital flows, a 
country can induce an increase in the rate of return on its capital exports and 
a reduction in the cost of borrowing. The large country accomplishes this 
because its capital flows are large enough to affect the rate of return that can 
b2 earned in other countries, so that, for example, a reduction in its capital 
exports increases the scarcity of capital abroad and drives up its rate of 
return. The small country can accomplish this because restricting capital 
imports reduces the risk premium that must be paid, either lowering the 
likelihood of expropriation or the cost of country-specific risk. 

Optimal policies can look very different when the possibility ofstrategic 
behavior-either cooperation or retaliation-is considered. If countries can 
cooperate on tax policy and thereby agree on how to divide up tax revenues, 
then all countries-even those with market power-can profit from allowing 
uninhibited capital flows. In the absence of cooperative behavior, the optimal 
policy of any one country depends in a complicated way on its perceptions 
of its rivals' likely strategic reaction and on the range of policy instruments 
that are subject to choice (that is, nondiscriminatory tax rates, discriminatory 
tax rates, worldwide versus territorial system). 

Another important consideration arises when foreign investors come 
from countries with a foreign tax credit. If the foreign-source income is taxed 
on an accrual basis, then raising the tax on capital imports toward the tax 
rate of the capital-exporting country does not reduce the after-tax return to 
the investor (l'.<ause the tax payments are offset by credits against their own 
domestic tax liability), and does not deter capital imports. Because the credit 
is limited to domestic tax liability, a capital-importing country that reduced 
its tax rate on capital imports below the rate imposed by the exporting 
country would lose tax revenue without seeing its domestic capital stock 
increased. In practice a country generally imports some capital from coun
tries with a territorial system that exempts foreign-source income from 
domestic taxation. The foregoing argument does not apply to this source of 
capital. If feasible, the capital-importing country should levy lower taxes on 
capital income emanating from countries with territorial tax systems. If such 
differentiation is impossible, then its policy should reflect a weighting of the 
net benefits of taxing capital imports in the two cases. The argument must 
also be modified if, as in most foreign-tax-credit systems, foreign-source 
income is taxed upon the repatriation of profits (and not on an accrual basis) 
or if the firm can consolidate its worldwide income in calculating the credit. 
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In either case, the host tax rate may affect the after-tax return to investing, 
even if the tax rate is below that of the investing country (Gersovitz 1987). 

A country's tax policy should be evaluated both by how well it achieves 
the optimal (from a national perspective) allocation of factors and by how 
successfully it defends (or expands) its revenue base against other countries. 
I argued earlier that a capital-importing country should impose origin- or 
source-based capital income taxes if the capital exporter's treasury will 
refund the tax payments to the firms. To rescind these taxes merely transfers 
tax revenues from the home treasury to the foreign treasury. 

The inherent difficulty of allocating the income of multinational firms' 
income among its countries of operation makes clear the distinction between 
the resource-allocation and revenue-defense standards of tax policy. Multi
nationals can set inter-country transfer prices, management fees, and finan
cial transactions to reduce the worldwide tax burden of the enterprise. It is 
notoriously difficult to police transfer pricing, and countries have not, for the 
most part, even developed policies concerning intrafirm financial transac
tions designed to reduce worldwide taxes. 

It is in a country's interest to set its tax policy to attract taxable income 
to its jurisdiction, holding constant real activity such as investment. A 
country can achieve this by imposing low statutoryrates on its source-based 
taxes. It is the difference in statutory rates that provides the incentive to use 
transfer pricing and financial strategies to move taxable income from one 
jurisdiction to another. It is, however, the difference in marginal effective 
rates of tax that will determine the allocation of investment. The marginal 
effective rate of tax on new investment depends not only on the statutory 
rate but also on such factors as the pattern of depreciation allowed for tax 
purposes, the extent of investment tax credit, and the rate of inflation. Thus, 
consider a country that wished to retain the effective taxation of investment 
so as to defend its revenue against the treasuries of capital-exporting, 
foreign-tax-credit countries, but wished also to defend its revenue base 
against transfer pricing and financial manipulation. It should maintain low 
statutory capital income tax rates but at the same time preserve high effective 
tax rates by limiting the generosity of depreciation allowances and invest
ment tax credits. 

Note that the Tax Reform Act of 1986 moved the U.S. corporate income 
tax system exactly in this direction, lowering the statutory rate that applies 
to most income from 46 percent to 34 percent, but eliminating the investment 
tax credit and modifying depreciation allowances so that the effective mar
ginal tax rate on investments has probably slightly increased. Because 34 
percent is at the low end of the observed range of statutory rates (except for 
"tax-haven" countries), it turns the United States into a magnet for interna
tionally fungible taxable income, while not substantially disturbing its attrac
tiveness as a locus for investment and not forgoing revenues to 
foreign-tax-credit countries that export capital to the United States. This is a 
strong argument for a low-rate, low-credit corporate tax system as opposed 
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to a high-rate, high-credit system with similar effective tax rates. It is notable 
that recent tax reforms enacted or proposed in several countries have fol
lowed the lead of the United States in lowering the statutory rate of corporate 
tax while reducing allowances. 

Global efficiency. According to the standard model, a given stock of capital 
in the world will be located efficiently when the pattern of taxation does not 
affect the choice of where to locate. This neutrality result can be achieved 
with any one of several tax schemes. It would be achieved if each country 
imposed a residence-based tax system, so that each investor is subject to a 
uniform effective tax rate on investment income independent of its location, 
and there is no tax on foreign-owned domestic investment. In this case, each 
country could impose a differ'ent tax rate on each investor; the crucial element 
is that the rate not be distinguished by the location of the capital. Note, 
though, that residence-based taxation will not be neutral with respect to 
country of residence or incorporation. Differing tax rates among nations may 
cause the migration of high-income individuals to low-tax-rate countries and 
induce incorporation in low-rate "tax havens." Neither of these cause an 
inefficiency, however, in the global allocation of capital. 

Global efficiency will also be achieved if all countries impose an origin
based tax at the same rate. If origin-based taxes are imposed atdifferent rates, 
foreign-tax-credit systems with no limitation are needed to ensure that 
investment decisions are not distorted by the tax system. 

The foregoing discussion assumes that the direct resource cost of levying 
all taxes is identically zero. In fact, it is probably more costly to collect 
revenue from activities located outside of the country. Thus a world featur
ing origin-based taxes of equal rates is more efficient than a world featuring 
fully enforced residence-based taxes only, because the cost ofenforcement is 
lower for the system of origin-based taxes. A world of unequal origin-based 
taxes may be more efficient than a world of residence-based taxes as well, 
even without operative foreign tax credits in all countries. In this case the 
savings in the resource cost of enforcement outweigh the welfare cost of 
capital misallocation. 

There is a critical problem with unequal origin-based taxes, though, that 
is not apparent in the standard model where the source of income can be 
costlessly observed: multinational enterprises can utilize transfer pricing and 
other intrafirm but cross-jurisdiction financial 'ransactions to allocate taxable 
income to countries with low tax rates. For this reason most countries that 
can enforce it operate a residence-based tax, usually with deferral and a 
foreign tax credit, in addition to an origin-based tax. The residence-based tax 
provides a safety net that limits the incertive of multinationals to report 
taxable income only in low-tax foreign countries. 

An important way in which contemporary tax systems differ from the 
standard of equal origin-based taxes is the failure of many developed coun
tries (including the United States, the United Kingdom, and Japan) to impose 
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withholding taxes on portfolio income of foreigners. This tax treatment is 
probably motivated in part by the desire to attract or retain the financial 
services industry within the country's borders. Combined with the inability 
of most developing countries to collect taxes on their residents' foreign
source income, it provides an investment option that is entirely free of tax by 
either host or home country. Thus the structure of international tax systems 
provides an incentive for capital movement from the developing countries 
to these developed countries. The tax-induced unwillingness of developing 
countries' wealth owners to invest in their own country creates investment 
opportunities for investors from developed countries. The result is tax
induced cross-border wealth holdings that are excessive from the point of 
view of global efficiency, because they are accompanied by greater monitor
ing and risk-bearing costs than intraborder holdings. Although incurring 
some such costs is consistent with global efficiency, the monitoring costs 
associated with present tax systems are too great.' 

This is a case in which cooperation between the developing and devel
oped countries can improve global efficiency. A first step would be to 
negotiate information-sharing agreements that would reduce the costs of 
enforcing a residence-based tax. A more ambitious step would be for the 
developed countries to impose a common withholding tax on foreign invest
ment income, perhaps refunding it upon receiving evidence that the investor 
has paid an equivalent amount of tax to the country of residence. The 
practical barrier to implementation of either plan is that unilateral adoption 
by a developed country is likely to be met by transfer of funds to alternative 
investments that are not encumbered by either withholding taxation or 
information reporting. The promise and problems of tax harmonization are 
discussed later in this chapter. 

This situation is one example of the kind of tax-arbitrage opportur ity 
that international financial transactions make possible. These opportun' ties 
arise whenever different investors face differing relative tax rates on alterna
tive investments. In the above example, one investment is in the developed
country capital market and another is in the developing-country capital 
market. The relative tax rate on these two assets is zero for the developing
country investor and one (the same tax on both investments) for the 
developed-country investor, assuming a residence-based tax system applies. 
In this case, it is impossible that all investors will be in portfolio equilibrium, 
such that all a!ternative assets offer the same after-tax, risk-adjusted rates of 
return. If the pretax rates of return adjust so that one group of investors is 
indifferent between the assets, it is unavoidable that the other group will find 
one asset to dominate the other in after-tax return. Investors can make 
tax-arbitrage profits by holding a short position (borrowing) in the asset with 
the lower after-tax return and holding a long position in the higher-yielding 
asset. If a large number of simultaneous short and long positions are taken, 
the pretax rate of return on the shorted asset wiR tend to rise as the return 
on the asset held long will tend to fall. When these rates change, though, 
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other investors who were previously indifferent between assets can claim 
tax-arbitrage profits.2 

The existence of international tax-arbitrage opportunities has far
reaching implications. Unchecked, it can seriously erode the revenue-raising 
ability of certain countries who find their own residents reporting positive 
taxable income only in low-tax jurisdictions and lightly taxed assets, and 
reporting large amounts of negative taxable income (such as interest pay
ments) if this interest is tax deductible. To some extent, the revenue drain 
from some countries will be offset by the revenue gain of other countries. 
Total global tax collections will, however, definitely decline as wealth own
ers seek out the lowest tax rates. 

From an efficiency point of view, tax arbitrage induces cross-border 
financial transactions that are undesirable except for their tax consequences. 
It can cause an inefficient pattern of international risk sharing, and a socially 
excessive amount of resources devottd to financial services. Note that these 
effects occur without the necessity of any cross-border movement of physical 
capital; the exchange of claims for capital in given locations is sufficient. The 
inefficient location of physical capital may also occur, however, if the costs 
of cross-border wealth holdings prevent capital inflows from completely 
offsetting the flow of wealth from countries that cannot tax foreign-held 
wealth. 

I have focused so far on the implications of most developing countries' 
inability to tax their residents' foreign-source income, combined with many 
developed countries' unwillingness to impose withholding taxes on 
foreigners' investment income. The problem may become more pervasive in 
the future if the technology (and willingness) to evade taxes in developed 
countries outpaces the enforcement technology of the tax collection agencies. 
The existence of tax havens has already to some degree compromised the 
ability of the U.S. tax authorities to impose taxes on its own residents' 
investment income. This specter has led some observers to warn of the 
coming "erosion of the global fiscal commons" (Lessard and Williamson 
1987). 

Incidence 

There are two fundamental principles of tax-incidence analysis in any econ
omy, closed or open. The first principle is that the relatively inelastic agents 
tend to bear the burden of taxation, and the relatively elastic agents tend to 
escape the burden. Response to taxation is elastic when there are attractive 
alternatives to the taxed activity. The second principle of incidence is that the 
burden of taxation must be traced eventually to individuals-legal entities 
such as corporations do not pay taxes in any meaningful sense. 

How openness affects the incidence of taxation depends on how it affects 
the alternatives to taxed activity. If an unlimited arriount of offshore invest
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ment is available at a fixed rate of return, then a tax on domestically located 
capital income can never be borne by domestic capital owners. They need 
not tolerate a lower return than is available abroad. Thus the effect of a tax 
on domestically located investment causes a reduction in domestic capital
until its after-tax return rises to be competitive with foreign investments. An 
inefficient capital stock results, but in the long run the burden is shifted away
from domestic capital owners to suppliers of relatively immobile factors. 

Thus the assumption of an infinitely elastic supply of capital in the 
outside world substantially simplifies what is ordinarily complicateda 
problem of tracing incidence. The relevance of this result depends on 
whether the supply of capital is in fact perfectly elastic. If it is not, the relative 
elasticity of the labor supply will also determine the incidence, with the more 
elastic factor tending to bear less of the burden. In some subregions, the 
long-run elasticity of labor may be substantial, implying that a tax on 
domestically located capital will result in the flight of both capital and labor,
little long-run decline in their rate of return, and the bulk of the tax burden 
falling on owners of less mobile factors such as land and other natural 
resources. 

For domestic capital owners to bear the burden of capital income taxa
tion, the tax must apply to the capital income ofdomestic residents regardless
of the source of the income, leaving capital no place to run. In practice,
countries differ widely in their ability to enfoice such a residence-based tax. 

In an open economy the second principle of incidence-that the burden 
of taxation must be traced to individuals-has to be interpreted carefully.
Two problems arise. First, a country's government may be able to shift the 
burden of financing its expenditures to residents of foreign countries. In gen
eral, how the tax burden is divided among countries becomes an important
issue. This potential for shifting the tax burden has been used as an argument 
to defend the corporate income tax (and income taxes in general) against
those who would replace it with a consumption tax. Because income taxes,
but not consumption taxes, 'ay be creditable against home-country tax lia
bility, a capital-importing country that abolishes its income tax is sacrificing
the opportunity to appropriate revenues fror, the capital-exporting
country's treasury. For this reason, some proponents of consumption taxa
tion have been investigating the conditions under which consumption taxes 
may become creditable (McLure and Mutti 1988).

Second, when there is cross-border labor mobility it is not clear which 
citizens of a nation to be concerned with. If, for example, a progressive
income tax causes the emigration of some highly skilled residents, should 
their welfare continue to be of concern to the taxing government? This is not 
an issue for the export of capital, as the earnings of the capital continue to 
accrue to domestic residents and remain part of national income. 
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The Problems and Promise of Tax Harmonization 

Economists are generally respectful of the beneficial consequences of com
petition. Under certain conditions, we know, competition among firms can 
ensure that resources are not allocated wastefully. It cannot, though, ensure 
that the command over these resources is distributed equitably among 
individuals. 

Should we be as respectful toward tax competition among countries? I 
suspect not, because the conditions necessary for the beneficial consequences 
of competition are almost certain to be absent in this context. There are many
countries large enough relative to world markets that their tax policies have 
significant effects on other countries' economies. When these external effects 
are not considered in the formulation of policy, waste of resources often 
results. 

To see what this means for capital income tax policies, assume that the 
world stock of capital is fixed, but that its location in any one country is highly 
elastic with respect to the rate of tax. In this case each country has the 
incentive to keep tax rates low to attract capital. But this policy ignores the 
negative externality imposed on the residents of the country from which the 
capital has been attracted, and tax rates in such a competitive environmcnt 
will be too low compared to a cooperative solution, which in this case would 
impose high taxes on capital, assumed to be in fixed supply. 

Of course, in the long run capital is not in fixed supply, and the rate of 
its accumulation may be reduced by capital income taxes. At any given time, 
though, governments strapped for funds have the incentive to tax away the 
capital already in place. This temptation can cause the persistence of capital
income taxes in excess of their level if such temptation could be sworn away, 
an act which would certainly improve long-run welfare. From this perspec
tive, tax competition among countries may serve as a disciplining device that 
can force capital income tax rates closer to where they ought to be. Whether 
tax cooperation would in the abstract be an improvement over tax competi
tion is a difficult question that we are far from resolving, especially because 
competition and cooperation can evolve in so many different ways. Tax 
cooperation in today's world is limited to a fairly extensive network of 
bilateral tax treaties whose twin goals are generally to prevent unwanted 
double taxation and to ensure, through statute and exchange of information, 
that the appropriate tax is paid to either the source or the resident country. 
This treaty network has proven to be inadequate in several respects (dis
cussed below), and the prospect of multilateral tax agreements has been 
recently raised. The problems and promise of a "GATT for taxes" is the 
subject of the next section. 

A GATT for taxes? The General Agreement on Tariffs and Trade (GATT)
has, by most accounts, succeeded in lowering the tariff barriers to the 
international flow ofgoods (although this success has been mitigated to some 
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extent by the apparent growth in nontariff barriers to trade). There is no 
analogous multilateral agreement for taxes. Why is there no GATT for taxes?3 

The most important reason is almost certainly that ceding tax-policy
making authority to an international agreement would compromise national 
sovereignty too greatly. In the case of tariffs, there exists a clear benchmark 
goal of zero tariffs, a goal which does not severely compromise the revenue 
needs of most countries. In the case of tax policy, countries differ enormously 
in their revenue reouirements, capacity to raise taxes, and their predisposi
tion toward alternativc tax systems, including the perceived need to iise tax 
policy to affect economic activity. For this reason I see no prospect for a 
comprehensive international Egreement that sets severe limits on tax policy.

Are more modest goals worth pursuing? I believe so, and therefore as 
food for thought Ioffer the following skeleton ofa multilateral agreement of 
the future: 

1. 	 Harmonizationof statutorycorporatetax rates.I believe that tax authori
ties will always be unable to adequately monitor the ability of multi
national companies to allocate income among jurisdictions via 
transfer pricing and other financial transactions. The differences 
among countries' statutory corporate tax rates provide the incentive 
to shift income in this way. An agreement to keep statutory rates 
within a small band would minimize this problem. Note that such an 
agreement would not compromise the ability of countries to set the 
marginal effective rate of tax on new investment at any level they 
desired through the appropriate setting of tax depreciation schedules 
and investment tax credits. 

2. 	 Harmonization of withholding taxes on passive income. A multilateral 
agreement to impose a harmonized rate of withholding tax on inter
ests, dividends, and royalties would reduce the detrimental effects of 
the 	asymmetrical ability of countries to impose residence-based 
taxes. It would also reduce the incentives created by the current 
patchwork of bilateral tax treaties for tax-treaty "shopping" by those 
searching for the minimum-tax way to arrange a financial transac
tion. (Bilateral tariff agreements would similarly lead to tariff shop
ping and tariff havens, and existing bilateral trade quotas have 
certainly encouraged quota shopping.) Many countries set them
selves up as tax havens, and offer tax "sales" to tax-minimizing shop
pers. A common rate of withholding would reduce the rewards to 
tax-haven transactions. This withholding tax would probably work 
best if it were made refundable to the payer upon notification that tax 
has been paid in the country of residence, if that country has signed 
the multilateral tax agreement. 

3. 	 Policy toward nonsigners.Countries that choose not to sign the multi
lateral treaty (presumably because they wish to levy rates below what 
the treaty designates) will be designated tax-haven countries. Income 
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earned in these countries will be taxed as accrued at the rate of the 
home country. In this way, the advantages of deferral or complete 
exemption are sacrificed. Residents of countries that do not sign the 
agreement are also not eligible for refund of the withholding tax lev
ied by the treaty coun iries. 

I am under no illusions about the possibility that a multilateral agree
ment like this will ever occur. The lukewarm reception given the recent 
proposal for multilateral information sharing is not a good sign.4 As a 
nonlawyer I am blissfully ignorant of the complications such an agreement 
will engender, though I naively suggest that they will be no worse than the 
complications that arise under current practice. My mode3t goal is to outline 
the minimal structure of a multilateral agreement that will preserve a large 
measure of national sovereignty over capital income taxation but at the same 
time deal with some of the important problems caused by the current 
structure of national tax systems and bilateral tax treaties. In particular, an 
agreement of this kind would reduce the extent of inefficient cross-border 
capital flows caused by the inability of some countries to tax their residents' 
foreign-source income, and would reduce the cost of monitoring transfer 
pricing and other policies designed to shift reported income to low-tax 
jurisdictions. 

Conclusions 

Myopic tax policy making in an increasingly internationalized world econ
omy has several pitfalls. A tax policy maker who mistakenly believed his (or 
her) country was closed would 

1. 	 Overestimate the ability to place the burden of taxation on capital 
owners. Where capital ownership is highly concentrated among the 
wealthy, the progressivity of capital taxation may exist in name only. 
It may ultimately be borne by owners of relatively fixed factors such 
as labor and land. In that case, taxes levied directly on land and labor 
have about the same incidence as capital taxes but do not distort the 
locational efficiency of capital. 

2. 	 Forgo opportunities to take advantage of foreign investors and gov
ernments. Large countries can exploit their market power, but all 
countries can take advantage of the arrangements that their trading 
partners use to alleviate double taxation. 

3. 	 See key sectors and tax revenues dwindle as other countries set their 
tax systems to attract capital and the tax revenues from capital in
come. The guardian of global welfare must be aware that each 
country's pursuit of its national interest with regard to tax policy will 
not ensure a rational allocation of resources, as each country ignores 
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the repercussions of its actions on the others. The likelihood of multi
lateral action is severely limited, though, by the unwillingness of na
tions to cede their sovereignty over tax policy. Nevertheless, an 
agreement to harmonize statutory corporate tax rates and withhold
ing rates and to maintain a common policy toward tax havens has the 
potential to reduce the incentives for costly tax-base competition and 
cross-border investments motivated solely by tax considerations. 



Chapter3 Arnold C.Harberger 

Principles of Taxation
 
Applied to Developing Countries:
 

What Have We Learned?
 

When one is asked the question "What have we learned?" one's first response
is likely to be "Since when?" Each developing country has a history marked 
by different surrounding circumstances, different internal and external en
vironments. As a country passes from one set of circumstances to another, 
the pattern of its public finances typically changes. Today we find ourselves 
in what seems to be a new era, different from any in the past. Without a doubt 
the policies applied today by the most thoughtful and enlightened govern
ments of the developing world are distinct from those of earlier periods. I 
believe that the principal differences are in one way or another the product
of lessons that have been learned-partly from experience and partly from 
new developments in economic analysis.

In this essay I shall try to juxtapose the "old" and the "new" in a number 
of different areas of tax policy. Quite clearly, the relevant time frame in each 
comparison will differ-some representing lessons learned as early as, say,
the 1950s, others representing much more recent advances in our under
standing. 

The first section deals with the value-added tax, a fiscal innovation that 
has swept over half the world in the course of a mere three decades or so. 
Today the VAT stands as the premier indirect tax, from a technical point of 
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view. Even though it is never a truly general tax, as its most ardent apologists 
would sometimes like to pretend, it is a robust and good tax, which can be 
designed to raise substantial revenues at small economic cost. This chapter 
looks at why the VAT has been so successful and examines several methods 
of administration and levels of coverage for this tax. 

In the second section we consider uniform import tariffs. Such tariffs are 
clearly not the best alternatives for any country, but they have great merit in 
allowing a developing country to respond in an organized and rational way 
to protectionist pressures, by providing uniform effective protection of all 
import-competing activities. 

The third section deals with the taxation of income from capital. Such 
taxation tends inevitably to reduce the size of a country's capital stock and 
hence to lower its level of real wages. In general, the welfare of any develop
ing country, and of labor within that country, is best served by reducing the 
rate of capital income taxation. The main objection is that such rate reduction 
can end up simply transferring certain revenues to the treasuries of the 
developed countries where most multinational corporations are based. This 
occurs because such companies are typically liable for tax in their home 
countries, subject to the tax credits for the amounts paid to the countries 
where their foreign income is earned. If one such country fails to tax that 
income, the home-base country typically will tax it anyway. Thus the com
pany receives no stimulus, but the developing country that reduced or 
eliminated its tax rate simply loses revenue. This section then describes a 
package of policies that manages to get the best of both worlds for a devel
oping country. 

The next section of this chapter deals with tax incentives designed to 
stimulate particular types of investment. Such incentives have been widely 
used in developing countries. Unfortunately, the specific policy devices 
employed-mainly tax credits, tax holidays, and accelerated depreciation 
schemes-have serious flaws. It is very easy for such devices to end up 
stimulating one investment with a low overall social rate of return, while 
simultaneously leading to the rejection of similarly situated investments (i.e., 
in the same region, industry, or other category being favored by the stimulus) 
with much higher overall rates of return. This section shows how this 
anomaly can be corrected through the use of better-designed tax incentives. 

The final section treats the indexation (for inflation) of business 
enterprises' taxable income. It is noted that in addition to the familiar 
understatement of depreciation with an unindexed system in the presence 
of inflation, there are gains to debtors and losses to creditors on instruments 
of debt that are denominated in nominal terms. The chapter then sets forth 
an extremely simple system of indexing income for inflation. 
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Domestic Commodity Taxation: The Value-Added Tax 

No public finance development of the last half century can rival the emer
gence and spread of the value-added tax. It is difficult for contemporary
economists to believe that, barely fifty years ago, there was no such thing as 
a value-added tax. The French were the first to institute such a tax, in the
early 1950s. What is astounding is the degree to which the idea thus planted
has in subsequent decades proliferated around the world-in both devel
oped and developing countries. 

The conquest of so much territory by the value-added tax is testimony
to the power of rational analysis. I,at least, know of no single country where
value-added taxation reflected the victory of one interest group over another. 
Typically the VAT came into being as a result of people's simply becoming
convinced that it was a better tax than the existing alternative. This existing
alternative was typically either or both of two things: (1)a sales tax of the 
turnover or cascade type, where tax was imposed each time a sale took place, 
or (2) a melange of "little" taxes, each striking some small subset of commod
ities, with no coherency among their various tax bases and their tax rates. 

The superiority of the value-added tax over the turnover tax is quickly 
seen by following a commodity through the productive chain. Under turn
over taxation, tax is paid by the farmer when he sells his wheat to the miller,
by the miller when he sells his flour to the baker, by the baker when he sells
his bread to the retailer, and by the retailer when he makes a final sale to the 
consumer. In this chain the contribution of the farmer is taxed four times,
that of the miller three times, and that of the baker twice. Only the value 
added by the retailer (that is, his retail markup) is taxed just once.

Now no one, in all of economics, has been able to come up with a reason
why in this case it makes sense to tax the farmer's contribution more heavily
than the miller's, the miller's more heavily than the baker's, and so on.
Indeed, it is quite obvious that this cascade type of taxation gives an artificial 
incentive to vertical integration-that is, for a retail chain to raise its own 
wheat and make its own flour and bread, so that the only taxable event takes 
place when the bread is sold to the final consumer. 

Thus, where the value-added tax was adopted mainly to replace an
existing sales tax of the cascade type, the victory was won on the basis of 
rational arguments. 

It is less easy to distill in a simple way how the VAT succeeded in replac
ing a whole mare's nest of "little" taxes-mainly because the mare's nest was 
different in each country, being the product of the country's own historical
experience.' But the diagnosis was basically the same in all cases: there were 
too many "little" taxes; most of them were far too small to be sensible sources 
of revenue; and the bases of some of them overlapped those of others, leading
to multiple taxation of the same item or activity. The fact that one simply
could make no sense out of the existing melange of taxes contrasted sharply
with the clear and sensible rationale underlying the value-added tax. 
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The initial rationalization of the value-added tax tended to view it as a 
fully general tax, striking all types of economic activity equally. At this stage 
the discussion surrounded the definition of the tax base-in particular, how 
investment should be treated. Should a firm's investment expenditures be 
first capitalized and then depreciated, as under an income tax? This would 
give rise to a VAT of the income type. Or should investment expenditures, 
like wage and salary costs, simply not be deductible from the base of the 
VAT? This would result in a VAT of the product type. Or finally, should 
investment outlays be treated in the same way as purchases of raw materials 
and intermediate products, being directly deducted in the computation of 
value added? This would yield a VAT of the consumption type. 

On the choice of a base there is no serious debate. To my knowledge, 
every country imposing a value-added tax has opted for the consumption 
type. This choice has the virtue of being neutral with respect to the decision 
between consumption and saving-a virtue highly appreciated by the mod
ern generation of public finance economists. But administrative considera
tions also tilted the choice toward the consumption type. For the product 
type of value-added tax, one must determine whether an item purchased by 
a firm was a current input or a capital item. For a VAT of the income type, 
one must not only make this distinction, but also set (and presumably 
enforce) regulations governing the pattern and speed with which capital 
assets may be depreciated. A consumption type of VAT is free from both of 
these burdens. Since both capital goods and current inputs are deductible in 
calculating the taxable base of a consumption-type VAT, one need not worry 
about distinguishing one from the other. In addition, since capital outlays 
are directly deductible, there is no need to consider issues related to depre
ciation. 

The popularity of the consumption type of VAT is also related to the ease 
with which it lends itself to administration via the credit method. Under the 
credit method, each firm pays value-added tax on the full value of its sales. 
Offset against this are tax credits, arising out of the taxes that were paid at 
earlier stages on its inputs. If the earlier stage (forexample, agriculture) failed 
to pay tax, say because it was not a part of the value-added tax network, firms 
at the later stage (for example, food processing) would in effect pay the tax 
on their own value added plus that of the earlier stage. In this case food 
processors would pay tax on both stages simply because they would have 
no "receipt" for tax paid at the agricultural stage and therefore could not 
claim a credit against the tax they paid on their entire sales.2 

It is, in fact, quite possible that the total revenue yield of a value-added 
tax will be higher when firms at an early stage of production are left out. If 
all the output of farmers were sold to other entities (such as food processors 
and distributors) within the VAT system, these later stages would end up 
paying the full tax on the farmers' value added, just as the farmers themselves 
would if they were members of the VAT network. But when the farmers are 
in the network, they receive credit for the tax previously paid on the inputs 
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(such as tractors, fertilizer, and gasoline) that they buy. When they are out of 
the network, no such credit is received. In practice, leaving agriculture out 
of the system can work either way. On the one hand, as indicated above, the 
credit for tax on agriculture's inputs is irrevocably lost when agriculture is 
out of the system. On the other hand, farmers do not typically sell all their 
output to entities that are in the system. Some farm products are sold directly
to consumers, and in many countries small retailers (peddlers, hawkers, etc.) 
are also out of the network. Through these channels some fraction of farm 
output reaches final consumers with no VAT having been paid. The effect 
on revenue of leaving the farmers out thus depends on whether the VAT lost
via direct sales to consumers exceeds or falls short of the VAT gained through
the absence of a tax credit on farmers' inputs.

Yet another attribute of the credit method is the ease with which it can 
be adapted to multiple rates of tax. If a government wishes to tax one final 
product at 30 percent and another at 10 percent, it simply institutes these 
rates of tax for the sales of the respective products. Producers of these goods
receive credit for taxes paid, at whatever rate, on their inputs. The rates on 
these earlier taxes are in effect "washed out" in the act of crediting them,
leaving embodied in the product only the rate applied at the last stage. Thus 
firms using as inputs the products taxed at 30 percent are not penalized, nor 
are firms using inputs taxed at 10 percent benefited, for in both cases the 
credit method eliminates as a component of cost the exact amount of the tax 
previously paid. 

This attribute of the credit method gives countries a great deal of flexi
bility in applying the value-added tax. A number of countries have taken 
advantage of this flexibility, instituting preferentially low rates for some
items, together with higher rates for certain luxury or sumptuary goods. In 
the process a sort of tax curiosity has been invented-a value-added tax at a 
zero rate. "Zero rating" of a product or an activity is different from simply
leaving it out of the system. For example, if agriculture were zero rated,
farmers would be able to receive credit for taxes paid at earlier stages on their
inputs, whereas they cannot get such credit when they are left out of the 
system. 

Multiple-rate value-added tax systems are quite common in practice, but 
on the whole they are not the choice ofadministrators or tax experts. (Indeed, 
some tax experts have pronounced themselves in favor of the otherwise 
distinctly inferior subtraction method, simply because it is much more 
difficult to introduce multiple rates under that system of VAT administra
tion.) The preference for uniformity in the rate of value-added taxation is 
based more on elements of political judgment and of administrative effi
ciency than on a straightforward application of economic principles. It was 
early in the story that the principles ruled. At that point, most expositions
tended to treat the VAT as a truly general tax, striking the entire productive 
structure of the economy. Several decades of experience have taught us that 
such a level of generality is never approached in practice. For example, if one 
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takes as the potential revenue of a fully general value-added tax the total 
consumption of a country (obtained from its national income accounts) times 
the tax rate (here assumed to be uniform), one finds that actual revenues are 
rarely more than half of this potential amount. Of course, outright evasion 
accounts for a portion of the shortfall, but the major part stems from items 
that are simply left out-imputed rent on owner-occupied dwellings is never 
included, and actual rent on rented dwellings only rarely. The entire medical 
and educational industries are typically left out, as are a great many individ
ual service activities, such as the work of household servants and many kinds 
of repair services. Financial services are usually not included because of the 
difficulty of defining their "sales," which are clearly not total interest receipts 
for a bank or total premium receipts for an insurance company. Small farmers 
and small retailers are also often left out, especially so in the less-developed 
countries. Although in some cases leaving an activity out of the system can 
actually increase revenue, the total of excluded activities is great enough, and 
their level of sales to final consumers is important enough, that in practice 
the shortfall (from the potential revenue of a hypothetical fully general tax) 
is always large. 

The reasoning above implies that those who defend uniformity in a 
value-added tax cannot place great weight on arguments deriving from its 
supposed full generality of coverage. In my view, the best argument for 
uniformity is based on the idea of a sort of long-term compact between the 
government on the one hand and economic agents on the other. Where many 
rates prevail, their differences typically reflect political judgments and pres
sures of many different types. Such pressures can and do change over time, 
so that uncertainty about the nature of future tax treatment will likely be 
greater with differentiated rates than with a uniform one. A change in a 
uniform rate is also likely to be motivated mainly by revenue considerations, 
so agents can reasonably expect that future rate changes (if any) will be 

3
moderate. 

A related argument justifies rate uniformity within the sector to be taxed 
on the grounds that the government should not modify its tax policy simply 
because of shifts in demand or supply among the constituent segments of 
the taxed sector.4 A uniform tax can be regarded simply as a tax on the 
demand for the output of the taxed sector or on the use of resources within 
that sector, with the government basically entering into a compact not to 
discriminatorily exploit situations of inelastic demand or supply of particu
lar goods. A corollary is that the government is neutral (that is, does not itself 
care) with respect to shifts of demand or supply within the taxed sector or 
within the untaxed sector. 

Where the concept of a single rate of value-added tax has been accepted, 
there still remains the issue of drawing a line that defines the sectors to be 
covered. Here a simple principle of applied welfare economics can be 
brought into play. On the whole, an activity should be shifted from the 
uncovered to the covered sector if, when the tax is placed on it (and its activity 
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level therefore declines), the resultant expansion of other activities takes 
place more in the covered than in the uncovered sector.5 

This condition is more likely to be met in the case of a particular
commodity, for example (1) if the commodity has good substitutes in the 
covered sector and only poor ones in the uncovered sector and (2) if the 
covered sector is already relatively large. It would be inadvisable to shift the 
commodity to the covered sector, however, if most of its good substitutes 
would be left behind in the uncovered sector. This qualification also suggests
that under such circumstances an effort might be made to shift a whole 
package of goods, consisting of not just one commodity but also its principal
substitutes, simultaneously from the uncovered to the covered sector. 

The application of these rules (and some close corollaries of them) will 
typically lead to a large covered sector. Left out will be activities that are 
difficult to tax either on administrative grounds (domestic services) or for 
political reasons (housing, education, medical services). Once these basic 
decisions have been made, the rules would dictate making sure that wher
ever possible, close substitutes to already-taxed activities were shifted to the 
taxed category. At the same time the authorities should be alert not to shift 
to the taxed category items that are particularly close substitutes for others 
that, for one or the other of the above reasons, are predestined to remain 
untaxed. 

The Taxation of Imports: The Uniform Tariff 

The taxation of imports was historically one of the first levies to arise. The 
relative ease of collection at customs offices located at the border, plus the 
common (though false) impression that it was somehow foreigners who 
were being taxed, plus the natural support of any domestic producer inter
ests that were lucky enough to be protected by the tariff-these alone are 
perhaps sufficient reason to explain the early emergence of tariffs as impor
tant revenue sources. 

In most countries, however, the stage of revenue tariffs is long since past,
and has been followed by another in which protection rather than revenue 
is the main motivation for tariffs. This is evident in the pattern of protection
that has characterized most countries in the period since World War II,and 
many countries since a much earlier date. Producer interests are notoriously 
more compact and easy to organize than consumer interests, so it is rio 
surprise that their pressures should have typically turned out to be the 
dominant ones. Moreover, producer pressures are clearly and overwhelm
ingly responsible not just for the high protection of their products but also 
for the typical pattern of import duties that we find, especially in developing
countries. This pattern exhibits higher tariffs and other barriers (indeed,
often outright import prohibitions) on items directly competitive with local 
....... .uction, togeite wii low or zero tariffs on the raw 
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materials, component parts, and capital goods needed for the domestic 
production of these items. 

In some cases producer protection came in through the "back door." 
Governments would impose high tariffs on iluxury items not then being 
produced in the country. These tariffs were not thought of as being protec
tive, or as particularly significant sources of reveniie. They were instead 
motivated by the idea that luxury items were a low-priority nse of foreign 
exchange, and that if these items were imported, the user shoi'!d be forced 
to pay a heavy price. But once the tariffs were in place they f nctioned just 
as if they had been set up for protective reasons. Behind the 1'igh barriers of 
"luxury tariffs" there arose in many developing countries a set of small-scale, 
inefficient "hothouse" industries, producing at home the very luxury items 
that the tariffs were meant to keep out, and often using as much (or nearly 
as much) foreign exchange for materials, capital goods, and parts as would 
have been used, in the absence of the tariffs, for direct importation of the 
luxuries in question. Without a doubt this scenario, leading from luxury 
tariffs to grossly inefficient hothouse industries, is extremely costly to the 
countries concerned. Fortunately, there is a simple remedy, if only it is 
applied in time: the imposition of excise taxes rather than tariffs on luxury 
goods. For goods not produced at home, the luxury tax functions just like a 
tariff, being collected on the items as they are imported into the country. But 
the luxury tax has the advantage of treating foreign and home production 
equally. Inefficient domestic production is not stimulated, but neither is there 
any barrier to efficient domestic production that would be capable of meeting 
competition from the world market. 

The severe economic costs imposed by differential tariffs on outputs and 
inputs were not widely recognized until the 1960S,when the modern analysis 
of "effective protection" was developed. The problem is that when imported 
inputs enter at lower tariff rates than the corresponding final products, a 
magnified level of protection is accorded to the use of domestic resources to 
make the final products in question. If a good is produced entirely at home, 
a 30 percent tariff invites the use ofup to thirteen pesos of domestic resources 
in order to save a dollar of foreign exchange (assuming the market exchange 
rate to be ten pesos per dollar). But if the same product is produced using 
fifty cents of imported inputs (per dollar's worth of output), and if these 
inputs enter duty-free, then only fifty cents of foreign exchange is saved (per 
dollar of final product imports displaced), and fully eight pesos worth of 
domestic resources can be used to perform the necessary domestic opera
tions. Spending eight pesos to save fifty cents is equivalent to sixteen pesos 
to save a dollar of foreign exchange. With a market exchange rate of ten pesos 
per dollar, this implies effective protection of 60, not 30 percent. 

It is obvious from the above example that significant changes in effective 
protection can be brought about even by a moderate change in the usage of 
imported (or importable) inputs, or in the world price of those inputs relative 
to that of the final product. For example, if the duty-free usage of imported 
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inputs amounted to sixty rather than fifty cents per dollar's worth cf product,
the rate of effective protection (provided by a 30 percent rate of tariff on the 
final product) would jump from 60 to 75 percent. 

To eliminate extremes of effective protection, and to keep that rate 
constant regardless of changes in the relative prices of inputs and outputs,
there is really only one solution, short of free trade. That solution is to have 
a single uniform rate of tariff, striking inputs, outputs, and capital goods
alike. If the product enjoys protection at a 30 percent rate, and all imported
inputs pay tariff at that same rate, it is a matter of simple arithmetic to see 
that domestic value added (which is the difference between value of output
and value of imported inputs) also receives protection at a 30 percent rate.6 

As a result of improved understanding of the phenomenon of effective 
protection, serious reform efforts in the 1970s and 1980s were aimed at 
bringing tariff , Iructures closer to uniformity. These efforts have met with 
some resistance, both at the real-world political level and at the analytical
level. I will not discuss in detail the political pressures that resist uniform 
tariffs. Predictably, such pressures come from those who were previously
protected by high tariffs and who imported their inputs cheaply over zero 
or very low tariffs. These are exactly the groups that enjoyed the highest 
effective protection to begin with, and it is no surprise at all that they should 
resist its being reduced. 

More interesting is the academic resistance to the idea of uniform tariffs. 
Perhaps the best way to start a discussion of this resistance is to recognize
that no plausible case can be made for uniform tariffs as a theoretical ideal. 
For many countries they are a wise and prudent norm-a way of bending to 
protectionist pressures without breaking, a way of sending signals to the 
productive sector that exaggerated rates of effective protection are out of the 
question, a sensible rule on the basis of which authorities can resist the 
pressures that impinge upon them daily. But none of these virtues makes 
uniform tariffs a model from a strictly theoretical point of view. 

In the first place, a theorist would ask, why have any tariffs at all? The 
only truly valid argument for tariffs entails their use by a nation to exploit
whatever monopoly or monopsony power it as a nation might have in world 
markets. But the natural device to exploit such power would never be a 
uniform tariff. A large country like the United States or a large amalgam like 
the European Economic Community might have some monopsony power 
over certain of their imports, but no developing country commands any 
monopsony position whatsoever. Some few developing countries may have 
market power in particular export products (Brazil or Colombia in coffee, 
Chile or Zaire in copper, Argentina in wheat and meat, Bolivia in tin,
Malaysia in natural rubber). But in these cases the exploitation of whatever 
monopoly power the country possesses would most appropriately be carried 
out via a tax (orother restriction) on exprtsof the commodity in question. A 
uniform import tariff would be a grossly inferior and indirect way of at
tempting to exploit such a monopoly position. 
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So in practice when a country opts for a uniform tariff, or when advisers 
(or international agencies) suggest such a goal, some concession to protec
tionist pressures is already involved. Those who support uniform tariffs 
cannot say that they are the best option, only that they are a more reasonable 
and more defensible way of responding to protectionist pressures than what 
typically now exists. The uniformity of effective protection gives the author
ities a rhetorical base from which to combat the pressures of special interest 
groups. Implicitly they tell such a group, "We are willing to provide the 
stimuli for you to get 30 percent more for saving a dollar (by import substi
tution) than we are giving to those who producedollars via the export route. 
But we do this for all who follow the import-substitution route. Why should 
you, in particular, get more than the others? Why should you end up using 
seventeen pesos of resources to save a dollar when other import substituters 
can save the same dollar for thirteen pesos?" This sort of rhetoric provides a 
defense the authorities can use against a whole gamut of protectionist 
pressures. It Irovides a principle that heads of state and cabinet members 
can communicate to their subordinates, and that the latter can understand 
and effectively argue for and implement. 

What, then, divides those who argue for and those who argue against
uniform tariffs? In the first place, the opponents of uniform tariffs sometimes 
assert that uniform tariffs operate as a disincentive to exports, when im
ported inputs are used in their production. The accepted answer to this 
assertion is that the rules established by the General Agreement on Tariffs 
and Trade (GATT) are unequivocal in permitting an exporting country to 
rebate to the exporter of an item any tariffs or other indirect taxes (like the 
VAT) that may be embodied in its cost structure. To this, it is sometimes 
retorted that developing countries (particularly the smaller and more back
ward among them) often lack the administrative capacity to carry out such 
a rebate scheme. To which the final rejoinder, on the part of advocates of 
uniform tariffs, is that the GATT has been notoriously lenient, particularly
in the cases of small and backward countries, in accepting practices (like
rebating a fixed percentage ofcost on all exports of, say, textile products) that 
aim at roughly approximating the tariff-cum-indirect-tax content of the costs 
of exports in a given category. These crude procedures often result in 
exporters' being more than fully compensated for the tariff-cum-tax content 
of costs. Implementing these procedures, moreover, imposes only minimal 
administrative burdens on the authorities. 

Opponents of uniform tariffs also note, quite correctly, a potential flaw 
in the argument that uniform tariffs always provide uniform protection to 
all import-substituting activities. They ask us to consider cases in which 
products that are exported by a country are also used as inputs in the 
production of some import substitutes. In these cases, the rate of effective 
protection exceeds the uniform rate of tariff.7 The formula itself provides the 
way out of the problem. To guarantee a uniform rate of effective protection, 
one would have to impose a special tax (a quasi-tariff) on the use of export
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able goods as inputs in the production of import substitutes. To my :mnowl
edge, no country has ever done this, nor is there much likelihood that any 
country will. My judgment is that this problem is only a blemish on the 
real-world face of uniform tariffs. Few policies provide, in their real-world 
implementation, the same degree of symmetry as they show on the drawing 
board. This is true of uniform-rate value-added taxes and also of uniform
rate tariffs. But on the whole, especially in developing counties, there is 
relatively limited usage of export items as inputs into the production of 
import substitutes. The failure to impose special taxes in such instances is 
not likely to cause gross deviations from the norm of uniform effective 
protection. In the rare case of a country where the phenomenon is of such 
importance as to call into question the gain that a country might make by 
moving toward a moderate but uniform tariff, the advocates of uniformity 
should graciously concede the point. I personally know of no such cases and 
feel confident that ii they exist they are anomalies. 

The Taxation of Income from Capital: Traps for the Unwary 

Whenever one prepares to think seriously about the corporation income tax, 
it is well to spend some time at the outset contemplating the puzzling nature 
of this levy. It is not a tax on the income from capital in general, or even a tax 
on the income from the capital assets of corporations. Rather, it is a tax on 
just the income from corporate equity capital. This is not the place to 
elaborate on the merits of these three potential tax bases. Let me simply state 
that many economists are troubled by the distortions involved in a simple 
income tax, which by its nature discriminates against saving and favors 
current consumption. Additional distortions, above and beyond those of a 
simple income tax, would be introduced by any levy that struck the income 
from capital a second time-on top of what is paid out of such income under 
a general personal income tax. The distortion becomes worse if the base of 
this extra tax is reduced to cover only income from corporate assets rather 
than the income from all capital. And it becomes still worse if the base is 
further cut so that it covers only the income from corporate equity capital. 

The first lesson we should learn with respect to capital income taxation 
stems from the simple intellectual exercise just described. How did we find 
our way, not just in one but in many countries, into something that looks 
so anomalous (not to say crazy) when viewed in economic terms? The 
answer, it seems to me, is not hard to determine. At the time the corporation 
income tax was first imposed, its provisions were examined more by law
yers than by economists. The income tax was a tax on the income of persons. 
Corporation income was taxable because it accrued to legal persons. Indeed, 
in the Latin world one often finds the same income tax law covering both 
the personal and the corporation income tax-with one part of the law 
dealing with "natural persons" and another with "juridical persons" (that 
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is, corporations). It is easy to see, in these terms, how the corporation
income tax came into being and proliferated so widely. What is difficult to 
rationalize, even to understand, in economic terms makes perfect sense in 
legal terms. The lesson is that we should strive to design our economic 
legislation in such a way that it makes eminent sense both from an economic 
and from a legal point of view. 

The second lesson stems from the experience of countries (both devel
oping and developed) in the period since World War II. This period is 
important because it encompasses a large fraction of the cases where nations 
have tried to keep capital from moving out. The lesson here is that it is 
extremely difficult to prevent capital flight when conditions are such that 
capital wants to flee. In other words, it is extremely easy for a country to 
adopt a set of tax policies that are unfavorable to investors from abroad and 
that cause those who already have capital invested in the country (nationals 
and foreigners alike) to try hard to get it out. And once such policies are in 
place it is extremely difficult to change course and bring the capital back 
again. Capital controls and other measures have not really worked as a way
of keeping capital in a country, but that does not mean that a country cannot 
with considerable ease (and even without explicit intent) manage to keep 
capital out. 

The third lesson is that in the present-day world, the taxation of income 
from capital in any developing country ends up reducing the size of the 
capital stock in that country. And since a smaller capital stock implies a lower 
equilibrium level of real wages and salaries, in the final analysis the workers 
end up bearing the brunt of any special tax on capital income. The mecha
nism by which the capital stock in a country is reduced by taxation is simply
the search (on the part of individual holders of wealth) for the best possible 
rate of return. No matter what the capital stock within a country would be 
in the absence of special taxes on the income from capital, that stock will 
surely be less, often significantly less, in the presence of such a tax. 

The fourth lesson deals with an exception-sometimes quite impor
tant-to the above statement. It concerns the case of multinational companies 
and the tax treatment their home countries accord to the income earned on 
their investments around the world. Frequently this treatment simply allows 
a foreign tax credit for any taxes paid in the host country, up to the amount 
that would have to be paid on the same income under the tax laws of the 
base country (say the United States). In such a case, a developing country has 
a special incentive to tax the income of a multinational as much as, say, the 
United States would do in any event. For if the country fails to impose a tax, 
the company has to pay the tax anyway-but to the U.S. Treasury instead of 
the developing country's own treasury. 

The fifth lesson concerns how to eliminate a corporation income tax 
without really doing so. The key word in this lesson is integration. By
integrating its corporation income tax with its personal income tax, a country 
can virtually eliminate the former tax for its own citizens. The process of 
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integration works in the same way as tax withholding on wages and salaries. 
If the corporation income tax rate is 35 percent, then this fraction of the 
company's profits is remitted to the government. The amount of profits per 
share is calculated, as well as the amount of tax. Shareholders paying 
personal tax within the country are informed of the income accruing to them 
on the basis of the shares they own, plus the amount of tax that has been paid. 
Both figures then undergo procedures identical to those used under wage 
and salary withholding. The individual shareholders are required to include 
as part of their own income their proportionate share of the profits of the 
company. In turn, the tax paid by the company on these profits is credited 
against the tax that the individual owes. In the end, only individual tax is 
paid on each resident shareholder's portion of the company's earnings. No 
extra tax is involved. The corporation income tax, as far these shareholders 
are concerned, has ceased to exist. 

The sixth lesson concerns a bit of public-finance sleight of hand-a 
mechanism whereby the corporation income tax can be effectively abolished 
for resident shareholders, yet maintained for nonresident shareholders (in
cluding multinational corporations that own local subsidiaries). The trick is 
to follow the line of integration just discussed, but to provide no mechanism 
by which nonresident shareholders can recover (from the country in ques
tion) the tax that was "withheld." The companies (which are the nonresident 
shareholders in this case) may recover via tax credits granted by their own 
governments (as is the case in the United States), but they will not get the 
money back from the treasury of the host country. This piece of magic may 
be the best of all possible worlds for a developing country. It eliminates the 
corporation income tax as a reason for local residents to hold less capital in 
the form of local investments, and at the same time does not gratuitously 
transfer tax revenue to foreign treasuries. 

A variant of the preceding lesson is provided by partial integration of 
the corporation and individual income taxes. The most frequently encoun
tered version of partial integration is based on dividends. All corporation 
profits are subject to corporation income taxes, and when the tax payment is 
made, the taxes are "assigned," pro rata, o dividends on the one hand and 
to corporate retentions on the other. The part assigned to dividends is treated 
as withholding. Individual resident shareholders are then required to report 
their dividends (grossed up so as to include taxes on the dividends but not 
corporate retentions nor the taxes upon them) as part of their personal 
income subject to tax. The tax due from the individual is then computed, and 
the corporation tax paid on the basis of dividends is credited against the 
individual's tax liability. 

Obviously, partial integration does not have the same degree of merit in 
eliminating distortions as does full integration. Nonetheless it is a useful 
measure, compared with zero integration, and it has some administrative 
advantages vis-a-vis full integration. Our seventh lesson would be to con
sider partial integration a good step, moving away from a system with no 
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integration at all, but to see it as a solution that is inferior to full integration 
on technical economic grounds. 

Apart from the above, a very important lesson derives from an early 
tendency, when corporation income taxation was first implemented in a 
number of developing countries, to make the rates of tax progressive in a 
fashion similar to the progression of the individual income tax. Authorities 
apparently thought that corporations with more income were somehow 
"richer" than the rest, and possessed a greater "ability to pay" in relation to 
their income. Nothing, of course, could be farther from the truth. In many 
countries, the largest corporations have the most widely distributed 
shareholdings. In the United States, for example, telephone companies and 
other utilities have been favorite investments for small individual share
holders. 

If the idea of progression has any meaning it is at the individual, not the 
corporate, level. The result of progressivity at the corporate level is to induce 
companies to "fractionate" rather than maintain an economic size. Although 
sometimes justified as a favor to small firms to "help them grow," a progres
sive rate structure in the corporation income tax is really a special tax on the 
growth of smaller firms. Iargued above that special taxes on the income from 
capital are counterproductive (because they reduce the size of the capital 
stock in a country); I here would add that to the extent that such taxes will 
exist anyway it is far better for them to be uniform than to follow a progres
sive rate structure. 

There are other lessons on the setting of rates as well. Where integration 
between the corporation and the individual income taxes exists (or is 
planned), there is great merit in setting the corporation income tax rate equal 
to the top-bracket individual rate. Where consideration is given to the fact 
that multinational companies would anyway pay tax to their home trea
suries, it makes sense for developing countries to set their corporation 
income tax rates at levels similar to those prevailing in the principal indus
trial countries that serve as bases for the multinational corporations. 

The above two recommendations could easily be quite contradictory. 
The highest rate of personal income tax might be 60 or 70 percent, while the 
corporation tax rate in developed countries might average around 30 or 40 
percent. Fortunately, recent trends have reduced the likelihood of such a 
contradiction. Almost everywhere in the world, the maximum rates of 
personal income tax have dropped dramatically. Whereas such rates once 
hovered between 70 and 90 percent in a number of countries, the tendency 
in recent years has been to reduce them to below 50 percent. The "center of 
gravity" of maximum personal tax rates is today probably between 30 and 
V0 percent in both developing and developed countries. Fortuitously, a 
simultaneous tendency toward rate reduction has led to corporation income 
tax rates in industrial countries to be concentrated in the range of 30 to 40 
percent. Hence today a typical developing country can integrate its corpora
tion ard personal income taxes, and at the same time deal with the problem 
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of multinational companies, by adopting rate structures in the indicated 
range. 

Tax Incentives: The Need for Rationalization 

In some parts of the world (Latin America comes immediately to mind) there 
appears to be a propensity to introduce tax incentives in response to almost 
any new or promising investment idea. Help for a backward region, stimulus 
to a new industry, assistance for a slumping industry, provision of desired 
services like housing for the poor and not-so-poor-all of these have been 
and are the objectives of investment tax incentives in many countries. 

It is easy to understand how these incentives came into being. Legislators
and administrators are aware that taxing the income of enterprises acts to 
some degree as a deterrent to their activities. They tax these enterprises not 
as a caprice but because they need revenue. But new activities should not be 
deterred from starting up, especially not when the activities are considered 
desirable. So in the euphoria of contemplating new wellsprings of growth
and prosperity, ministers and congressmen join to grant investment tax 
credits, tax holidays, accelerated depreciation schemes, and the like. 

The pity is that many, probably most, of the schemes that have been 
implemented are ill designed. Indeed, it is likely that many of these incen
tives end up doing more harm than good. This is particularly unfortunate 
because several policy devices are available that meet the design criteria that 
most existing incentive schemcs do not. One of the important lessons of the
last fifteen years has been the "discovery" ofwhy so many existing incentives 
are seriously flawed, and of exactly which incentive schemes meet rational 
design criteria. 

The clearest case of flawed design is the investment tax credit, as it has 
usually been implemented in industrialized and developing countries. Such 
tax credits are typically calculated as a specified percentage of the costs of 
investment goods in the affected categories. It sounds so reasonable-if the 
desire is to stimulate investments of a given type, why not subsidize outlays 
on such investments? The problem is that the economic function of invest
ment is to produce net income for investors, and at bottom for society. An 
appropriate incentive would be geared to the present value of the expected
income stream rather than to the cost of the investment goods involved. 

It is essential to recognize that the price paid for an investment good is 
(in equilibrium) the present value of all the future flows of benefit that it will 
generate. These flows include the recovery of the initial capital, plus the net 
return. The problem with the typical investment tax credit is that it subsidizes 
capital recovery as well as net return. 

Consider an analogy with government bonds. If a g .ivernment were to 
give something like an investment tax credit to the purchasers of its financial 
obligations, it would offer, say, a seven-cent credit against personal income 
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tax for each dollar that a taxpayer spent on such obligations. Presumably, the 
credit would be conditioned on the individual holding the obligations to 
their maturity. What would individuals try to do in such circumstances? 
Clearly, they would flock to purchase one-year notes rather than five-year 
or ten-year bonds. Even better, if the tax-credit scheme allowed it they would 
concentrate their purchases on three-month hills. In that way, they could 
receive four credits each year for every $1,000 they had available for the 
operation. Obviously it is better to get four credits (of, say, $70 each) per year 
than just one credit per year. And one credit every year is better than one 
credit every five years (as it would be if the purchaser chose five-year bonds). 
The problem here is that the purchase price paid for a bond is not (except in 
the case of a perpetuity) the present value of its net income stream, but rather 
the present value of the stream of income plus amortization payments. As 
the term of the bond gets shorter and shorter, the fraction of its price 
constituted by the present value of amortization payments gets higher and 
higher. For an obligation that pays periodic interest and is amortized just by 
one final payment, the present value of amortization is simply P/(1 + O N, 

where P is its initial price, r the interest rate (assumed here to both the coupon 
rate and the relevant market discount rate), and N the term to maturity. Thus 
with a one-year bond, its issue price of $1,000 would represent, at a 6 pei-cent 
discount rate, about 943.4 (= 1,000/1.06) of present value of amortization and 
56.6 (= 60/1.06) of present value of net income. 

Just as the price of a bond represents the present value of interest and 
amortization payments, so the cost of a machine or other physical asset tends 
to represent, in equilibrium, the present value of its expected stream of net 
income plus depreciation. The problem with the typical investment tax credit 
is that, in effect, it subsidizes depreciation, thus artificially biasing investors 
in the direction of choosing short-lived assets. The most exaggerated invest
ment tax credit of which Iam aware was one of 30 percent, which applied in 
Bolivia in the mid-1970s. My favorite example related to this case is an 
investment that costs 1,000 and "pays out" in three equal annual installments 
of 300 each. Obviously this investment has an overall negative economic rate 
of return. Yet in the presence of a 30 percent tax credit, the cost to the investor 
would be 700, not 1,000. The three annual flows of receipts would represent 
a rate of return, on this "cost," in excess of 10 percent. Here the investment 
tax credit would "artifically" turn a socially wasteful investment into a 
privately profitable one.8 

To eliminate the bias described above, one must calibrate the incentive 
to the net income generated (or expected to be generated) by the assets 
covered. This can be done in a variety of ways. The simplest, of course, is just 
to reduce the rate of income tax to be paid by the enterprise in question. If 
the general income tax rate is 50 percent, it takes an expected yield of 20 
percent to produce an after-tax return of 10 percent per annum. To stimulate 
a special category of investments, one could simply reduce the tax rate 
applying to that income to, say, 40 percent or 30 percent. This would lead 
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enterprises to be willing to invest in assets expected to yield 16 23 percent (in
order to produce a 10 percent return after a 40 percent rate), or 14.3 percent
(in order to produce a 10 percent return after a 30 percent rate). There is no 
way under this scheme to replicate the "scandal" reported above for the
investment tax credit, whereby investments with socially negative yields are 
made privately profitable. 

Reducing the rate of applicable income tax is only one of a number of
devices, all of which have the attribute of giving "rational" investment 
incentives.' A second such incentive is a tax credit on net investment in the 
covered areas. Here the tax-paying firm receives as a credit only a specified
fraction of the amouzi by which the cost of new investments exceeds the 
concurrent amount of depreciation on old investments of the covered type.
This scheme can be understood as giving a full credit on the cost of each 
investment asset, and later imposing an "anticredit" on the depreciation
allowances accruing over the life of the asset. If the purchase price of the asset 
is thought of as being composed of the present value of future revenue (PVY)
plus present value of future depreciation allowances (PVD), then one can say
that on each given asset the net investment credit subsidizes PVY and PVD 
at a given rate (say y), and then takes back the subsidy on depreciation
allowances (D) as they accrue. The net result, in present-value terms, is a 
subsidy to PVY, which obviously is similar in nature to a reduction of the 
regular tax rate applying to Y. 

An extreme version of a rational incentive scheme is the full expensing
of covered investments. The investing firms receive a credit equal to the tax 
rate r times the price of the asset (= PVD + PVY). But once the asset has been 
expensed, the firm is required to pay tax at the full applicable rate on each 
annual flow of Y + D. The net result in this case is no tax at all. As Richard 
Musgrave long ago pointed out, full expensing effectively eliminates the 
enterprise income tax qua tax. Instead, the government becomes a "percent
partner in each investment, paying Tpercent of the investment cost via the 
expensing route, then taking - percent of the full benefit stream (Y + D) over 
the life of the asset. 

A less extreme version of this scheme is partial expensing, whereby the
investing firm expenses a fraction (xof the cost of a covered investment and 
theit is required to depreciate the remaining fraction (1- a) of that cost, using
the normal pattern of depreciation over the economic life of the asset.'" 

There are yet other devices that meet the condition for a rational invest
ment incentive. All are the same in the undisturbed long run that economists 
are prone to contemplate. They differ in the way the flows of tax and subsidy 
payments are distributed over time. For example, the full expensing scheme 
is virtually inflation-proof, since it gives credit at the full tax rate at the time 
an investment is made and collects tax at the full tax rate on the annual flows 
of (Y + D) as they occur. The net investment credit, on the other hand, is
vulnerable to inflation. An investor receives full credit when the asset is 
bought; in later periods, however, when the depreciation of the asset is offset 
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against later investment purchases, the depreciation is understated by the 
amount of accumulated inflation. The partial expensing scheme is likewise 
vulnerable to inflationary distortions, but a variant of it is not. This variant 
would simply divide the price paid for an asset into two components, PVY 
and PVD, the shares reflecting the pattern of benefit flows combined with 
the normal profile of true economic depreciation of the asset. The firm would 
then be allowed to take PVD + aPVY as an expense in the year the investment 
was made, subject to its later paying tax at the rate 'ron the full annual flows 
(Y + D). The net result, in present-value terms, is a tax equal to -r(PVY+ PVD) 
minus r(cPVY + PVD) for a net tax of T(1 - a) PVY. 

The above family of rational incentive devices is much preferable to most 
of the schemes commonly found in practice. Once one realizes that the 
objective of rationality is met only when the incentive is somehow calibrated 
to Y (or PVY), and not to D (orPVD), it becomes clear why many widely used 
schemes fall short. Accelerated depreciation schemes tend to work capri
ciously among assets of different economic lives and types. It is almost 
impossible for an incentive scheme that operates solely on the depreciation 
sidf,: to end up being perfectly (or nearly perfectly) calibrated to net income 
Y. Similarly, tax holidays grant exemptions for a period of years. They are 
welcomed by investors whose projects yield much or most of their taxable 
income during the tax holiday years, but they mean little for projects whose 
main income flows will accrue after the holiday is over. Thus it is not possible 
for a tax holiday scheme to affect all covered investments equally, in relation 
to their respective present values of net income (PVY). 

The lesson with respect to tax incentives to investment is simple. To the 
extent that such incentives are used for any purpose not calibrated to a 
specific externality, they should be chosen from a by-now amp!e shelf of 
rational investment incentives. Such a choice will provide a true incentive 
for covered investments while at the same time guarding against gross and 
avoidable inefficiencies. 

Indexing the Income Taxation of Business Firms 

The indexing of tax systems for inflation is a subject about which we had 
little organized knowledge, and virtually no experience, until the past few 
decades. Now a number of countries use a system of full or partial indexing. 
Moreover, the analytical base for dealing with the subject is now well 
developed. The ti-sk that remains is to disseminate the knowledge and 
experience we have, and perhaps to try to ensure that a wide segment of 
people come to appreciate the simplicity and ease of administration that 
characterize a well-designed indexing system. 

The story can he told very simply. Historically, business firms have been 
among the first (and the loudest) to complain about the way inflation affects 
their taxes. They point out, quite rightly, that depreciation allowances based 
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on historical cost are grossly unrealistic when substantial inflation has inter
vened. On this basis they argue in favor of being permitted to write up the 
book value of each asset so as to reflect inflation as it occurs, and then to 
calculate depreciation for tax purposes on the basis of this written-up value. 

The problem with the above solution (partial indexation on the basis of 
fixed assets) is that it only does part of the job-precisely that part in which 
the inflationary adjustment favors the business firm. The other key part of a 
system of indexing concerns debt. Inflation, quite obviously, erodes the value 
of any debt that is expressed in nominal terms, creating a large inflationary 
benefit for any firm that has a significant portion of its capital in the form of 
debt. This inflationaiy benefit is hardly ever mentioned by those who com
plain so vociferously about the understatement of depreciation in an infla
tionary environment. 

A proper indexing procedure would correct for both of these broad types 
of distortion that inflation introduces into the measurement of the true 
economic income of business enterprises. One possible procedure would be 
to deal specifically with each asset on one side and with each instrument of 
debt on the other. Such a procedure is cumbersome and tends to neglect the 
fact that nominal assets and liabilities run through a whole continuum
from cash on hand to accounts receivable and payable to all sorts of instru
ments of long-term and short-term debt. 

Fortunately, there is a simpler yet completely general procedure that 
accomplishes the task of indexing without dealing explicitly with each and 
every nominal asset and liability. This procedure is based on the simple 
accounting equation that assets equal liabilities plus net worth (capital and 
surplus). It deals with real assets and liabilities in one category, nominal 
assets and liabilities in a second category, and net worth as the third category. 
Three rules govern the entire system: 

1. 	 All real or indexed assets are to be written up by the inflation factor 
for the period (for example, year) for which taxable income is being 
calculated. The aggregate amount of such write-ups for all real or 
indexed assets should then be added as a profit item on the income 
statement for the period. 

2. 	 All real or indexed liabilities, together with the capital and surplus of 
the firm, are to be written up by the inflation factor for the period (for 
example, year) for which taxable income is being calculated. The ag
gregate amount of such write-ups should then be added as a loss item 
on the income statement for the period. 

3. 	 For real depreciable assets, depreciation for the period should be cal
culated on the basis of the written-up value of the assets. 

The interesting thing about these rules is that they make no mention of 
nominal assets and liabilities-that is, there is no explicit adjustment for debt 
items. But consider thai the adjustment we would like to make with respect 
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to these items is to attribute to the firm a profit equal to the inflation rate 
times nominal liabilities minus nominal assets. The accounting equation says 
that this is equal to (a), the inflation rate times real assets minus real liabilities, 
minus (b), the inflation rate times net worth capital and surplus. Note that 
rules I and 2 bring in item a by assigning as a profit item the aggregate 
adjustment on real assets and as a loss the aggregate adjustment on real 
liabilities. In another part of rule 2 item b is brought in by adding as a loss 
item theaggregate write-up of capital and surplus. The end result is that rules 
1and 2 effectively bring about the appropriate adjustment for nominal assets 
and liabilities without ever explicitly mentioning them, or the interest which 
they may or may not carry."I 

The system permits all interest payments to be treated as expenses, just 
as they are in nonindexed accounting systems. If there is a 20 percent inflation 
and a firm pays an interest rate of, say, 30 percent, the system gives the firm 
an implicit profit of 20 percent on the loan through the adjustments indicated 
above, and then allows the firm to write off the 30 percent explicit interest 
payment as an expense. The net result is that the firm pays only 10 percentage 
points of real interest, and exactly that amount is the net interest deduction 
which the system in effect permits. 

The system treats firm, that are net creditors in a fashion exactly sym
metrical to that accorded to net debtors. If the above debt were owed to 
another enterprise in the same national economy, that firm would declare as 
income the full 30 percernt rate of interest received, but the profit and loss 
increments implied by rules 1 and 2 would offset 20 points of that, leaving 
only 10 percentage points of net taxable interest income. 

It should be noted, too, that firms that hold cash are implicitly at!ributed 
a loss due to the loss of real purchasing power of that cash. Similarly, firms 
owing non-interest-bearing payables are attributed a gain, and those await
ing payment on non-interest-bearing receivables are attributed a loss by this 
system. The gain and loss in this case are precisely the inflationary change 
in real value of the liability or asset in question. 

Two simple examples may help readers see how the system works. 
Consider a fixed asset that was bought at a price of 1,000 by a newly formed 
company with capital and surplus of 1,000. Inflation of 20 percent in the first 
year of use would cause the machine to be written up to 1,200 (rule 1); at the 
same time, by rule 2, the firm's capital and surplus would be written up to 
1,200. The revaluation of the machine would cause 200 to be added as a profit 
item in the profit and loss statement. The revaluation of capital and surplus 
would cause 200 to be added as a loss item. These two adjustments cancel 
one another, leaving no direct impact on profits. However, by rule 3, depre
ciation is taken on the basis of the written-up value of 1,200; hence the widely 
recognized inflationary distortion of depreciation is avoided. 

The second example deals with a fixed asset financed by debt. In this 
case, the fixed asset would be written up to 1,200, and depreciation taken on 
that sum just as in the previous example. Similarly, a profit item of 200 would 
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be generated by the write-up. But in this case, the operation itself entailed no 
modification of capital and surplus. So the firm must pay tax on an additional 
income of 200. However, the firm gets to deduct the interest paid on its debt. 
If this interest reflects the inflation rate plus a real interest factor, the 200 of 
additional income is automatically canceled by the inflatlon factor in the 
interest rate, and what is left is a net deduction of the real interest actually 
paid. To the extent that the stipulated interest payment fails to reflect the 
inflation, the firm is enjoying an overall net gain ci. the investment of debt 
during the period in question. Rules 1 through 3 would in this case require 
that the firm pay tax on this net gain. 

Conclusions 

In this chapter we have explored several important -dvances in our under
standing of tax issues and in the design and implementation of tax policies. 
These advances were chosen because of their relevance for responsible and 
efficient policy making in developing countries. 

By far the most important advance, in terms of its fiscal contribution, is 
the value-added tax. Introduced first in France in the early 1950s, it has 
spread to half or more of the countries in the world, including many devel
oping countries. Originally it was considered a very general tax, but experi
ence has revealed that it rarely covers more than 50 to 60 percent of the tax 
base that a fully general tax would reach. Nonetheless, it is a robust and 
reliable tax, which has a low economic cost per dollar of revenue raised. Our 
review of the VAT focused on criteria for drawing the boundary lines of its 
coverage-a point that has been substantially neglected in previous treat
ments, and one that becomes quite important once it is recognized that full 
generality is beyond plausible aspiration. 

A second important advance has been the recognition of the special 
merits of uniform tariffs. This recognition arose out of the development of 
effective-protection analysis in the 1960s. Few if any would argue that 
uniform tariffs are better than free trade. Rather, such tariffs emerge as a 
sound policy for a county where protectionist sentiment is too strong to be 
fully defeated. A moderate uniform tariff provides equal effective protection 
to all import-substituting activities and avoids the exaggerated economic 
costs that characterize the tariff structures of most developing countries 
today. 

A third set ofpolicies treated in this essay concerns the taxation of income 
from capital. Recent decades have increased our awareness of the strength 
of international capital movements, particularly of the virtual impossibility 
ofany small country's forcing its own nationals to keep their savings At home. 
As a consequence, policies that tax the income from capital at home give rise 
to capital outflows. This capital flight continues until an equilibrium rela
tionship is restored between the rates of return that can be earned at home 
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and in the world capital market. Greater taxation of income from capital at 
home thus leads to less domestic capital to cooperate with the local labor 
force. The result is a lower level of real wages. 

For capital owned by domestic residents, the best tax treatment is the 
integration of the corporation income tax with the personal income tax. This 
solution in effect converts the corporation income tax into a simple withhold
ing device for domestic shareholders. 

For foreign shareholders (particularly multinational companies) the 
problem is complicated by the fact that their income will likely be taxed in 
their home country, to the extent it is not taxed in the place where it is 
invested. In this case the developing country should continue to tax such 
income, while simultaneously integrating personal and corporation income 
taxes for domestic shareholders. Under this solution, foreign shareholders 
must turn to their own treasuries to obtain tax credits for corporation tax 
paid in the developing country. 

The result of the recommended treatment is that the developing 
country's own residents are in effect exempt from corporation income tax, 
while nonresident shareholders (including multinational corporations) con
tinue to pay it. 

Tax incentives to particular types of investment represent a fourth set of 
issues dealt with in this chapter. Developing countries have not only made 
excessive use of such incentives, but on the whole have selected schemes that 
are badly designed, inducing investments in low-return operations at the 
expense of much better and higher-return investments. This chapter pre
sented a number of incentive devices that are proof against this type of defect, 
including reducing the corporation income tax rate on favored investment 
categories, granting tax credits on net rather than gross investn.ent, and full 
or partial expensing of investments in the affected categories. These, then, 
are the indicated instruments for future investment incentives in developing 
countries. 

The last topic treated was the indexing for inflation of the income of 
business firms. Here a simple system was presented, which corrects not only 
for the understatement of depreciation that inflation typically causes, but 
also for the complex distortions arising from the effects of inflation on the 
debt of business firms and on the interest payments on that debt. This system, 
consisting of only three basic rules, is relatively easy to administer. Adoption 
or such an indexing scheme is advisable for any country suffering from 
chronic inflation, as well as for any that runs a significant risk of substantial 
spurts of inflation in the future. 

These are some of the areas in which important new insights and 
improvements in the theory and design of tax policy have been generated 
during the past few decades. Together with other innovations not covered 
here, they have brought about significant improvements in the "tax package 
of choice" that serious professional observers would recommend to almost 
any developing country. 
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Tax Reform in Australia 

Tax issues and reform proposals dominated political debate in Australia 
during the 1980s, but actual tax reforms were a mixed bag. Failure to index 
tax brackets adequately, highly distortive divergences in the tax rates on 
savings and investment, and frequent revisions to the tax treatment of 
superannuation, for example, have left Australia with something other than 
a "level playing field." In 1984 taxation was the subject of a national summit,
chaired by the prime minister, which led to seemingly endless suggestions
and countersuggestions for tax reforms, usually from lobby groups. In 
contrast to New Zealand, where decisive action by Finance Minister Roger
Douglas led to rapid implementation of a value-added tax and other broad
based reforms, Australia demonstrated the pitfalls of a consensus-oriented 
framework for tax reform. 

To appreciate the nature and scope of t'x reform in Australia one must 
know something of the structure of tax collections. Australia is a federation 
of individual states, but, as Figure 4.1 shows, all levels of government are 
financed predominantly by revenue collected by the central government. 
State governments collect only 16 percent of total taxation revenue, sufficient 
to finance around half of their expenditure needs (the remainder being
funded by grants from the federal government). Local governments' own 
collections of revenue amount to a measly 3.7 percent of the national total. 

The Australian tax system is thus dominated by the way in which the 
federal governm, it raises its revenue, and this in turn is dominated by 
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FIGURE 4.1 	 Composition of Federal and State Tax Receipts inAustralia, 1986/87

(percentage)
 

All receipts 	 State receipts only 

Personal 46.2 ~dIndirect 21.3 -- Payroll 28.2 

IProperty 6.1 

Indirect 41.7 

State 15.94.3
 

Local 3,7 sOil and liquefied Finance 19.7 
Corporate 7.9 petroleum gas 2.6 E ff 

SoURcE:Australian Bureau of Statistics, Taxation Revenue Australia (5506.0) (Canberra, 1986/87). 

personal and corporate income tax, as Table 4.1 illustrates. Together these 
instruments raise almost two-thirds of federal government receipts, and 
constitute over half of total national taxation. 

At the outset it is worth noting that the tax reform debate in Australia 
has not been about which level of government should raise revenue, and 
whether it might not be desirable to have state governments more respon
sible for raising the revenue that they ultimately spend. Nor has the debate 
been greatly concerned with the structure and deficiencies of the revenue 
collections that state governments currently do make. Both of these issues 
are acknowledged as problem areas, but for the present they have been 
pushed well to the side. 

The recent tax reform debate in Australia has almost exclusively con
cerned itself with the twin issues of restructuring the system ofdirect income 
tax and shifting the emphasis of tax collections from income tax to indirect 
tax (presumably collected at the federal level). Both issues stem from the 
perception that the direct tax base, which has narrowed over time, has 
become more and more distorting, both because of its narrowness and 
because of the ever-higher marginal tax rates at which revenue is collected. 

The first part of the chapter discusses this background. In the second part 
we briefly describe the manner in which tax reform has been undertaken. In 
terms of outcome, all the efforts made so far to tilt the revenue emphasis away 
from direct, toward indirect, taxation have met with total failure. As for the 
restructuring of the direct tax itself, considerable progress has been made, in 
terms of both base broadening and rate reduction, similar to the initiatives 
undertaken in other countries. 

The third part of the chapter notes some of the major features of the tax 
structure as it has emerged from the most recent policy initiatives. Of 
particular interest is the radical change made to the corporate tax, with the 
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TABLE 4.1 Federal Government Tax Receipts inAustralia, 1954/55 to 1988/89 

Income taxes 

Personal Other taxes and 

Year 
Indirect taxes 
SAm % 

Corporate 
SAm % 

PAYE 
SAm % 

Other 
SAm % 

receipts 
SAm % 

Total 
(SAm) 

195 4/ 5 5a 789 38.7 343 16.8 720 35.3 n.a. n.a. 187 9.2 2,039 
1959/60 1,132 40.0 458 16.2 546 19.3 338 12.0 353 12.5 2,827 
1964/65 1,460 33.6 725 16.7 991 22.8 580 13.3 594 13.7 4,350 
1969/70 2,213 30.9 1,197 !6.7 2,084 29.1 774 10.8 889 12.4 7,157 
1974/75 3,724 24.4 2,447 16.0 6,071 39.7 1,643 10.7 1,406 9.2 15,291 
1979/80 6,189 21.0 3,547 12.0 12,160 41.3 2,880 9.8 4,680 15.9 29,456 
1980/81 6,712 19.2 4,856 13.9 14,121 40.4 3,423 9.8 5,803 16.6 34,915 
1981/82 7,841 19.3 5,258 12.9 17,417 42.9 3,807 9.4 6,308 15.5 40,631 
1982/83 8,942 20.2 5,107 11.5 18,840 42.5 4,126 9.3 7,328 16.5 44,343 
1983/84 10,826 22.3 4,940 10.2 19,620 40.5 5,090 10.5 8,024 16.5 48,500 
1984/85 12,494 21.9 6,034 10.6 22,331 39.2 6,969 12.2 9,167 16.1 56,995 
1985/86 14,197 22.1 6,702 10.4 25,189 39.2 7,545 11.8 10,559 16.4 64,192 
1986/87 17,121 23.5 7,888 10.8 28,136 38.6 9,937 13.6 9,764 13.4 72,846 
1987/88 19,170 23.7 10,349 12.8 30,957 38.3 10,929 13 5 9,400 11.6 80,805 
1988/80 19,849 22.7 11,900 13.6 35,240 40.3 12,340 14.1 8,152 9.3 87,481 

NoTEs: n.a. = not available.
 
Amounts are given inmillions of Australian dollars.
 
a.PAYE tax for 1954/55 includes other income tax on persons.
b.Estimated receipts from Budget Paper No. 1.
SOURCE:W.E.Norton and P.J.Kennedy, Australian Economic Statistics 1949-50 to 1984-85, Reserve Bank of Australia Occasional Paperno.8A (Sydney, 1985); 1988/89 Budget Paper No. I (Canberra: Australian Government Publishing Service, 1988). 

introduction of a system of full imputation. Finally, the chapter concludes 
with a discussion of future prospects for the tax system. 

Background to Tax Reform 

The backdrop to tax reform in Australia is, of course, the tax system itself 
and the way it has evolved over recent decades. In this section of the chapter 
we emphasize both those characteristics of this background that seem pecu
liar to Australia and those that are common to the experience of other 
industrialized nations. 

Increasing emphasis on personal income tax. If it is possible to distinguish
the single most important concern that has motivated tax reform in Australia,
that concern would have to be the perception of an increasingly narrow 
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direct tax base, accompanied by its necessary corollary, increasingly high 
marginal tax rates. 

Of overwhelming importance in this regard has been the emphasis on 
the personal income tax as the primary vehicle of the government's revenue
raising efforts. Certainly it has been the personal income tax that has funded 
most of the increase in government revenues over recent decades. As Table 
4.1 shows, the share of personal tax in federal government revenues has risen 
from around 32 percent in 1960 to its current level of well over 50 percent. 
The increase in the number of wage and salary earners exposed to higher 
and higher marginal tax rates has also created obvious incentives to arrange 
one's affairs in ways that lessen the impact of these rates. Evidence of this 
trend is provided by the plight of the pay-as-you-earn (PAYE) taxpayer,' as 
shown in Table 4.1. Over time an increasing proportion of revenues has been 
collected from this "captive" source. 

The increased emphasis on the personal income tax is closely related to 
the inadequate indexation of the tax scales combined with their progressiv
ity. Of course, many other countries have experienced a similar phenome
non, but, as demonstrated in Table 4.2, Australia has been particularly prone 
to this trend. Australia does not at present have an earmarked "social 
security" contribution scheme, unlike many other countries. Such taxes are 
often far less progressive than the income tax itself. While state governments 
do collect payroll tax at varying but basically proportional rates, the amount 
of these collections leaves Australia well behind in the rankings shown in the 
table. 

The evolution of the personal income tax in Australia over the thirty 
years leading up to the recent tax reform exercise is summarized in Table 4.3. 
One change has been the amalgamation of an increasingly varied set of 
"concessional expenditure" deductions into a tax scale with a somewhat 
larger, universal tranche of tax-free income. Deductions for dependents have 
been a feature throughout, but have now been converted into tax rebates. A 
tax scale with a large number of rate bands was gradually condensed into 
one of only a few. And over the whole period the top rate of personal tax 

TABLE 4.2 OECD and Australian Tax Shares by Source 

Personaf income 
Social security

and payroll 
Goods and ser-
vices, generala 

Goods and ser
vices, selectiveb 

OECD average %) 32.32 25.29 13.61 14.45 

Australia (% 43.94 5.83 7.41 20.84 

Australia (rpnk in 
OECD) 5 20 22 5 

a. General taxes on goods and services are those, like the value-added taxes adopted inEurope, that are leied 
across a broad range of commodities. The Australian wholesale sales tax isincluded in this category. 
b. Selective taxes include levies on narrow groupings of commodities, such as alcohol and tobacco. 
SoUc: Organization for Economic Cooperation and Development, Revenue Statistics, 1984. 
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TABLE 4.3 	 Evolution of the Personal Income Tax Scale inAustralia, 1954/55, 1974/75, and
 
1984/85
 

Feature 	 1954/55 1974/75 1984/85 
Number of rates 29 	 14 5
 
Tax-free threshold $A1,306 (11.7% of AWE) $A2,569 (13.5% of AWE) $A4,595 (22.5% of AWE)
 
Highest marginal rate 66.7% at $A199,000 67% at SA102,000 6U% at $A35,000 

(18.0 times AWE) (5.17 times AWE) (1.72 times AWE)
 
Treatment of dependents Deduction worth (at AWE) $A256 Deduction worth (at AWE) $A353 
 Rebate of tax worth $A830
 

(2.3% of AWE) (1.8% of AWE) (4.1%of AWE)
 
Treatment of the aged Not taxable until $A4,664 Not taxable until $A6,022 
 Not taxable until $A5,533 

(42% of AWE) (30.5% of AWE) (27.1% of AWE) 
Other concessions Deductions from taxable income Deductions from taxable income Rebate of tax for zone allowance. 

available for medical expenses, available for medical expenses, Rebate of tax for expenditures,
dental expenses, funeral dental expenses, funeral totaling inexcess of $A2,000, on 
expenses, medical insurance, life expenses, medical insurance, life medical expenses, funeral 
insurance and superannuation insurance and superannuation expenses, life insurance and 
premiums, rates and land taxes, premiums, education expenses, superannuation premiums,
education expenses, zone self-education expenses, education expenses,
allowances, adoption expenses, subscriptions self-education expenses, 

to afforestation companies, zone adoption expenses, rates and 
allowances, land taxes, subscriptions to 

afforestation companies. 
AWE = average weekly earnings.
SouRcE: BudgetPapers (Canberra: Australian Government Publishing Service,various years); Australian Bureau of Statistics, Average Weekly
Earnings Australia (6302.0) (Canberra). 

remained roughly constant, at 66.7 percent, but fell to 60 percent by 1980/81.
One very marked change is the level of income at which taxpayers reach 

higher marginal tax rates. Whether measured in terms of constant prices or 
average weekly earnings, the level at which these rates are paid has fallen 
dramatically. This phenomenon is further illustrated in Figure 4.2. Here we 
compare the average tax rates implied by the tax scales of 1954/55, 1974/75,
and 1984/85 (that is, directly preceding the tax reforms of the Hawke Labor 
government). The earlier two scaies are shown indexed (relative to a base 
year of 1984/85) in two ways-using the implicit deflator for private final 
consumption expenditure on the one hand and the movement in average 
weekly earnings cn the other. 

The top panel of the figure suggests that there has been significant under
indexation of the scale for changes in the price level. Naturally there have 
been many ups and downs along the road, with (often, pre-election) "tax 
cuts" offsetting periods of inflation-induced effective tax increases. Another 
type of change is illustrated by the S-shape introduced into the 1974/75 
curve, which was the result of a clear attempt by the Whitlam Labor govern
ment to increase the progressivity of the personal tax system as it then stood. 

Of course, over this thirty-year period there has been substantial growth
in real incomes, and the second panel of Figure 4.2 shows an even more 
marked increase in average tax rates, once one accounts for movements in 
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FIGURE 4.2 Movement inAverage Tax Rates inAustralia, 1954/55 to 1984/85
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those real incomes. This phenomenon has greatly facilitated the growth in 
revenue, and in the size of government itself, relative to the rest of the 
economy, as well as subjecting more and more taxpayers to higher marginal 
rates of tax. In terms of average weekly earnings (AWE), the top rate of 60 
percent, which was reached by a person on 1.72 times AWE in 1984/85,
would have required an income of 9.29 times AWE in 1954/55. And for those 
on average weekly earnings in 1984/85, the marginal rate of tax was 46 
percent, compared with about 16 percent thirty years earlier. 

In Table 4.4 we see that this trend has continued throughout the period 
of tax "reform." The highest rate of tax, although reduced to 49 percent, is 
now reached by taxpayers earning only 1.3 times the average. 

Widespread avoidance and evasion. The large increase in the number of 
taxpayers facing high marginal tax rates has created in Australia, as in many
other countries, high demand for means of avoiding and evading tax. This 
problem has been compounded by the growing number of tax shelters 
available. 

One form of escape from the bite of higher marginal tax rates was the 
ever-widening array of employer-provided fringe benefits. Although the 
benefits were notionally taxable under the existing Income Tax Assessment 

TABLE 4.4 Average Earnings and the Top Rate of Tax inAustralia, 1954/55 to 1988/89 
Average yearly earningsa 

Year (SA) 

1954/55 1,682 

1959/60 2,149 

1964/65 2,697 

1969/70 3,707 

1974/75 7,203 

1979/80 12,042 

1980/81 13,667 

1981/82 15,824 

1982/83 17,621 

1983/84 19,111 

1984/85 20,408 

1985/P;6 21,706 

1986/87 23,209 

1987/88 24,605 

1988/89 c 25,958 

Highest tax bracket (SA) 

32,001 

32,001 

32,001 

32,001 

40,001 

33,217 

34,479 

35,789 

35,789 

35,789 

35,789 

35,001 

35,001 

35,001 

35,001 

Highest tax rate (%)b 

66.7 

66.7 

66.7 

66.7 

66.7 

61.1 

60.0 

60.0 

60.0 

60.0 

60.0 

60.0 

57.1 

49.0 

49.0 

Ratio of tax rate to 
average earnings %) 

19.0 

14.9 

11.9 

8.6 

5.6 

2.8 

2.5 

2.3 

2.0 

1.9 

1.8 

1.6 

1.5 

1.4 

1.3 
a Yearly figures derived from average weekly earnings of employed adult males. 
b.These rates do not include the Medicare levy. 
c.Growth inincomes of 5.5% isassumed for 1988/89.
SOURCE:Australian Bureau of Statistics, Average Weekly Earnings Australia (6302.0) (Canberra). 
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Act,2 the failure of the authorities to apply the spirit of those provisions led 
to fringe benefits' forming an important part of many executive (and non
executive) remuneration packages. Benefits offered ranged from the ubiq
uitous company car to more exotic perquisites like company yachts, 
payment of children's school fees, and "hostess" allowances for wives of 
employees. 

As with other countries, Australia's system of income taxation had, over 
time, become populated with a number of clearly identified tax shelters, that 
is, classes of investment specifically favored by the legislation for some 
reason or other. With the rising number of high marginal rate taxpayers, the 
attractiveness of investing in such shelters grew markedly. Some notable 
examples of Australian shelters are the following: 

* 	 Gold mining. Income from gold mining was exempt from company 
tax. 

" 	 Fihn industry. The local film industry was allowed a 133 percent 
deduction of capital invested in Australian films, together with tax 
exemption for 33 percent of any profits. 

* 	 Superannuation.Until the changes made in May of 1988 (discussed 
below), the income of superannuation funds was exempt from tax, 
contributions to funds made by employers were fully tax deductible, 
and lump sums (as distinct from annuities) paid out upon retirement 
were taxed at concessionary rates. 

" 	 Research and development. Investment in research and development 
and in high technology projects was favored by a number of initia
tives, such as a 150 percent write-off of that investment. 

* 	 Primaryproduction.Many types of investment (on soil conservation, 
fencing, storage improvements) associated with primary In oduction 
have been allowed accelerated or immediate write-off. As well as 
constituting a form of tax shelter in itself, the tax losses available 
through primary production have been utilized to minimize tax 
payable on other sources of income. Additionally, as an industry 
experiencing fluctuating fortunes, primary production is "favored" 
with special averaging provisions in order to ameliorate the other
wise excessive taxation of primary income that would occur with the 
progressive tax rate scale. Both classes of special treatment have 
raised difficult problems as to the extent to which farm losses should 
be allowed against other taxable income. 

* 	 Oilexploration.Oil and other mineral exploration has generally been 
favored by allowing immediate write-off of exploration expenses. 
Invertment in oil exploration companies also attracted a tax rebate. 

Another notable form of escape from high marginal tax rates is, of course, 
the underground economy. Australia has had its fair share of speculation as 
to the size and scope of the black economy. Although estimates are no firmer 
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than they are in other countries, the anecdotal evidence indicates that this 
area of activity is alive and well in those sectors of the economy to which it 
is particularly suited. 

Avoidance and evasion activity has been of particular political impor
tance in the movement toward tax reform. Politicians (and many others) 
often view this sort of activity purely in distributional terms, as a problem of 
making everyone pay their "fair share." Tax reform is represented as a task 
of pulling the avoiders into line, so that tax cuts will be possible for all those 
who obey the rules. The real problem with tax shelters, however, is inefficient 
resource allocation-they cause the market to work to align post-tax rather 
than pre-tax rates of return, resulting in economic inefficiencies. While the 
result in terms of base broadening may be the same, much of the blame-at 
least in the political arena-has typically been focused on the morality of the 
tax avuiders, rather than on the design defects of the tax base itself. 

Narrow indirect tax base. As Table 4.2 notes, Australia ranked twenty
second, in 1983, among countries of the Organization for Economic Cooper
ation and Development (OECD) in terms of the revenue collected from 
general indirect taxes on goods and services. Many commentators on the tax 
system felt-and still feel-that this constitutes a major deficiency. More
over, the adoptior of a much more broad-based indirect tax (usually confus
ingly labeled a "consumption" tax) is seen by many as the only effective way 
of lowering the personal income tax burden. 

What is certainly true is that existing indirect tax instruments are easily 
criticized. The most broad-based indirect tax is the federal government's
wholesale sales tax (WST). This instrument suffers from the well-known 
defects of such taxes (including the exclusion of value added at the retail 
level, the exclusion of services, and the difficulty of defining the wholesale 
level) and is levied at a variety of rates on a fairly narrow range of items. Even 
more narrowly based, but nevertheless quite significant in revenue terms, 
are the excises levied on alcohol, tobacco, and petroleum products. Finally,
there is a panoply of state government taxes and charges. Some of these are 
levied on services, but many (for example, alcohol and tobacco "franchises") 
are plainly levied on the sale of goods, even though state governments face 
a constitutional prohibition on the taxation of such transactions. 3 

Inadequate administration. While somewhat peripheral to the more famil
iar tax design issues, the problem of administering the tax system has 
emerged over recent years as an important element of the entire reform 
process. 

The last few years have been traumatic for the Australian Taxation 
Office. The ATO has only a minor role in determining the direction of tax 
policy, but it is naturally regarded as a primary source of information on the 
present tax system and on the administrative feasibility and desirability of 
various changes. Concurrent with the debate on taxation, however, the ATO 
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has been the subject of intense scrutiny over the adequacy of its own 
performance in administering the system. This scrutiny stemmed in large 
part from a series of "efficiency" audits performed by the commonwealth 
government's auditor-general.4 

The major impressions given by these investigations were of a poorly 
computerized and excessively labor-intensive operation; of an administra
tion unable to bring to tax significant components of the base (like interest 
income) because of the inadequacy of information returns and the inability 
to process effectively those information returns that were furnished; of an 
administration unable to provide proper information on the extent of eva
sion of one form and another; and of a body preoccupied with headline
grabbing "paper" avoidance schemes to the neglect of more routine and 
mundane collection activities. 

Many of these defects have now been specifically addressed (see the 
discussion below), and there has been some evidence that the effect on 
revenue is considerable. Despite the natural focus of the reform debate on 
major areas of tax design, it may well prove that some of the most significant 
developments are those relating to simple issues of administration. 

Achievement of Tax Reform 

The progress on tax reform made in Australia since 1985 was the outcome of 
a steadily growing interest in such matters extending back over a decade. 
This attention was in no small measure due to the increasingly manifest 
weaknesses of the tax system. As a consequence, there has been bipartisan 
recognition that reform was long overdue--though there has not necessarily 
been agreement as to how that reform should occur. 

Initial steps. The initial phase of the tax reform process can be traced back 
to the period prior to the election of the Hawke Labor government in 1983. 

Contemporary interest in the tax system dates back to 1975, when two 
specialist committees of inquiry, the Asprey Taxation Review Committee 
and the Mathews Committee of Inquiry into Inflation and Taxation, reported 
in detail on taxation matters. Both reports were critical of the systems in 
existence and canvassed such major reforms as indexation of the tax system 
for inflation, integration of corporate and personal tax, and the adoption of 
a value-added tax. Like a number of full-fledged investigations conducted 
in other countries, however, they failed to lead to any marked change of 
direction. One key contributing factor to this (lack of) outcome would appear 
to be the attitude of the federal treasury,5 which at the time showed little 
interest in a major restructuring of taxation. 

More recently, the 1981 report of the Committee of Inquiry into the 
Australian Financial System (the Campbell Report) also tackled a number of 
taxation issues, including the tax treatment of businesses, superannuation 
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funds, and other intermediaries. The report argued strongly in favor of
taxation of economic income with its logical consequences of a reduction in 
the generosity of the tax treatment accorded to superannuation and life
insurance, the closing down of other tax shelters, indexation of the tax base, 
and full integration of corporate and personal taxes. 

Little of substance emerged, however, duing the lifetime of the Fraser
Liberal-National party government.6 Treasurer John Howard's efforts to 
broaden the tax base met with less than total success. An attempt to apply
the intent of the Income Tax Assessment Act by including in taxable income 
payments-in-kind-through declaring as taxable the "value" of subsidized 
accommodation in remote mining settlements-succeeded only in precipi
tating widespread industrial action and was abandoned. On the indirect tax 
front, efforts were made to extend the coverage of the wholesale sales tax,
but they foundered on opposition from affected interest groups and failed 
to win legislative approval.

A longer-lasting initiative instituted by the government of Malcolm 
Fraser was the installation of a system of prescribed payments. Under this 
system, payments made to contractors in certain prescribed industries
chiefly those involving the building and allied industries, where tax evasion 
was long felt to be rife-are subjected to withholding of tax at source. 

The consensus approach. The entry of Prime Minister Bob Hawke's Labor 
government into the tax reform game was clothed, like a number of other 
key policies, in the rhetoric of consensus. 

The tax reform ball was set rolling when Hawke, seeking reelection for 
a second term, offered up as an election promise the notion of a "taxation 
summit" while being interviewed on radio. At the time this may have 
seemed a good idea-somewhat reminiscent of the National Economic 
Summit that was placed before the elect-'rate before the 1983 elections. But 
whereas the economic summit proved to be a fairly innocent forum fo-
platitudes and tokenism, the idea of applying the consensus approach to tbhe 
area of taxation reform was more problematic.

The difficulties raised by the consensus approach are demonstrated by
the criteria the prime minister enumerated in his formal announcement of a 
National Taxation Summit. Among the nine guiding principles were in
cluded requirements that there be no overall increase in the tax burden, that
there be cuts to personal income tax, that tax avoidance and evasion should 
be "smashed," that the tax system should be simplified, that it should be
fairer, that it should reduce or remove "poverty traps," and that it should at
tract widespread community support. Inevitably, of course, the period lead
ing up to the summit was dominated by discussion of who would pay more 
and who would pay less, rather than by the principles of efficient tax design.

The agenda for the National Taxation Summit came from the govern
ment's 1985 Draft White Paper on the Reform of the Australian Tax System 
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(DWP), an official discussion paper documenting the deficiencies of current 
taxation arrangements and canvassing some options for reform. 

First of all, the DWP outlined a number of potential base-broadening 
measures in the context of the direct income tax. Principally, these amounted 
to the removal of the major tax shelters in the treatment of business income, 
the replacement of the preexisting capital gains tax with a far more compre
hensive version, the taxation of fringe benefits through the institution of an 
explicit fringe benefits tax, and the possibility of adopting some form of 
national identification or other unique numbering system as a means of 
combating evasion, social security fraud, and the like. 

The DWP also mounted a case for indirect tax reform. This case was 
based first on the manifest deficiencies of the existing wholesale sales tax, 
but even more importantly-and somewhat curiously-on the suggestion 
that a partial switching from direct to indirect taxation would, of itself, 
improve incentives by lowering marginal tax rates. Significantly, one of the 
economist's main criteria for judging the desirability of such a tax switch
the removal, or lessening, of the intertemporal distortion between present 
and future consumption-played almost no part in the argument. 

The DWP also presented three packages for reform, labeled Options A, 
B, and C. Option A consisted principally of the base-broadening measures 
alone. Given the restricted amount of revenue expected from such measures, 
the "tax cuts" to be delivered under Option A were fairly limited. The most 
adventurous option was C, which proposed the replacement of existing 
indirect taxes by a comprehensive broad-based consumption tax at a rate of 
12.5 percent. This tax was essentially a form of retail sales tax, and offered 
the prospect of generating sufficient revenue to allow a significant reduction 
in the direct tax burden. It also offered the greatest difficulties in terms of 
compensation for low-income earners and welfare recipients, but even so, it 
was clearly the preferred path of reform for the DWP's authors. 

Outcome. In terms of this preferred outcome, the tax summit was a failure. 
After several days of public and behind-the-scenes lobabying, the idea of 
implementing a new indirect tax was jettisoned by the prime minister, 
resulting in considerable embarrassment for the treasurer. Given that the 
summit was essentially a stage-managed attempt to win sufficient support 
for Option C, it would appear to have achieved little, once it became clear 
that that option lacked support. Little else emerged from the summit itself 
since the positions of most of the participants were widely known. 

Perhaps the tax summit's most lasting legacy was in "softening up" the 
electorate for the tax reforms that ultimately did eventuate. In September 
1985, Treasurer Paul Keating announced the government's preferred frame
work, basically consisting of a series of base-broadening measures combined 
with cuts to personal taxation and introduction of full imputation for corpo
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rate tax. Most of these measures was subsequently implemented, although 
some reversals were experienced, the introduction of a national identifica
tiop card being the most notable example.7 

A further set of reforms, principally in the area of business taxation and
the treatment of superannuation, was announced in May of 1988. The major
features of all of these measures are set out in Table 4.5 and are discussed in
the next section. However, as a final commentary on the consensus approach
to tax reform, it should be noted that several elements of the package have
been the subject of considerable community opposition. In particular, the 
new fringe benefits tax and capital gains tax have been vehemently opposed
by sections of the business community, although their future within the tax 
system now appears fairly secure. 

The Current Position 

In this section we assess the course that tax reform has taken thus far by
reviewing the salient features of the prc sent regime. 

Personal income tax. Perhaps the most notable characteristic of Australia's 
personal income tax is that it remains the bulwark of the government's 
revenue collection. Of course, this is to be expected given the failure to
introduce a new indirect tax. But the dominance of personal taxation is also 
the result of administrative changes to the way tax is assessed and collected 
and of the failure to index the tax brackets for inflation. 

Since 1986 there have been some subtle yet major adjustments in the way
the income tax is administered, which appear to have yielded benefits, at
least in terms of revenue generation. The fiscal year 1986/87 saw the aban
donment of the labor-intensive system of manual assessment, under which 
about one-third of the staff of the Australian Taxation Office (ATO) were
engaged in the routine scrutiny of taxpayers' yearly returns. This essentially
check-and-tick procedure has been replaced by a self-assessment system
similar to that operated in the United States, whereby individual returns are
accepted at face value, and a system of computer checks, audits, and infor
mation matching is used to achieve compliance. fhis change has meant the

redeployment of a 
 arge number of ATO staff, but the basic assersment 
mechanism now seems better balanced and more cost-effective. 

In combination with the move to self-assessment, the administrative 
treatment of deductible expenses-which had been something of a gray
area-has been rationalized through the introduction of a system of substan
tiation. Under this system taxpayers are permitted to claim deductions below 
a certain threshold figure (presently $A300) even though they have little or 
no supporting documentation. While these deductions must be enumerated,
and are supposed to be genuine, the understanding is that receipts and other
supporting evidence will only be required (in the event, say, of a taxpayer 



TABLE 4.5 The Progress of Australian Tax Reform 

Proposals 

Personal taxation 

Tax scales 

National identification system 

Concessional expenditure rebate 

Indire-" taxation 

Base broadening 

Business taxation 

Capital gains tax 

Fringe benefits tax 

Negative gearing of rental 
property investments 

Details 

Size of reductions intax rates to depend 
on extent of switch to indirect taxation 

Tentative suggestion only, aimed 
principally at taxation 

Abolition; replacement with rebate for 
unreimbursed medical expenses over 
$A100O
 

Support for replacement of WST with a 
12.5%broad-based consumption tax 

Realization basis, on gains accruing from 
date of announcement; real gains and 
nominal losses included; exemption of 
principal residence 

Levied on employers at the corporate 
rate; abolition of deductions for 
entertainment 

Interest deductible only against rental 
income; depreciation allowed for new 
residential properties 

1985 decisions 

Limited personal tax cuts, paid for by 
base-broadening measures; top rate to be 
reduced from 60%to 49% 

Full Austra!ia Card proposal 

Implemented as proposed 

Proposal abandoned; some rationalization 
of WST structure 

Implemented as proposed, but applying 
only to assets acquired from date of 
announcement 

Implemented as proposed 

Implemented as proposed 

Later developments 

Proposal abandoned inOctober 1987; 
alternative proposal based on upgraded 
tax file number put forward inMay 1988 

Petroleum product excises increased 

Certain exemptions and modifications 
made 

Decision reversed in 1987 budget 

continued on following page 



TABLE 4.5 (continued)
 
Proposals 


Quarantining of farm losses 

Taxation of gold mining 

Capital subscribed to petroleum 
and afforestation companies 

Film industry concessions 

Accelerated depreciation 

Integration of company and per-
sonal tax 

Other 
Superannuation 

Foreign tax credit system 

Details 

Farm losses deductible only against farm 
income and alimited amount of nonfarm 
income 

Abolition of rebates and deductions for 
this purpose; excess petroleum and 
mining expenses transferable between 
common ownership companies 
133% deductibility and 33% exemption of 
earnings to be abolished 

Adoption of indexed effective-life 
depreciation the preferred path; inthe 
absence of indexation accelerated 
depreciation to be retained 
Tentative support for partial or full 
imputation, on arevenue neutral basis 

No specific proposals inDWP 

Replacement of double taxation relief with 
ageneral foreign tax credit system 

1985 decisions 

Implemented with less severe limit on
 
amount of nonfarm income
 

Not implemented 

Implemented as proposed 

Deduction and exemption levels reduced 
to 120% and 20%respectively 

No change to provisions 

Full imputation, with a net cost to revenue 

No major changes 

Implemented as proposed 

Later developments 

May 1988 announcement of the intention 
to tax income from gold mining from 1990 

May 1988, no exemption of income,
 
deduction limited to 100%of investment
 
May 1988, introduction of effective-life 
depreciation 

May 1988, taxation of lump sums 
replaced by taxation of fund income as 
accrued and denial of deductibility for 
employer contributions to funds 
May 1988 decision to tax income earned 
in"designated* countries on an accruals 
basisSOwcE: Budget Papers (Canberra: Australian Government Publishing Service, various years); Australia, Reform of the Australian Tax System: Draft Wite Paper (Canberra: AustralianGovernment Publishing Service, 1985). 
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audit) from those taxpayers claiming deductions in excess of the threshold. 
Moreover, in this latter circumstance, receipts must potentially be furnished 
in support of all expenses claimed. Thus far, the system of substantiation 
appears to have been an unequivocal success for the ATO, and is credited as 
one of the factors leading to the better-than-expected budgetary outcomes in 
1986/87 and 1987/88. The extent to which this success continues will depend 
on how taxpayers react as they become more familiar with the system. 

The major change to the shc'pe of the tax scale itself is the removal of the 
preexisting top marginal tax rate of 60 percent. The top rate has been lowered 
to 49 percent (actually 50.25 percent once one includes the compulsory 
Medicare levy'), and while there has been much discussion of the possibility 
of further reductions in this rate, particularly in view of the adoption of a 39 
percent figure for corporate tax, the extent of any reductions below 49 percent 
is uncertain for the time being. 

It is of no small significance that a Labor government has been respon
sible for lowering the top rate of tax. Although there is and has been 
disagreement as to what the top rate ought to be-the federal opposition 
arguing for a rate of 38 percent, combined with drastic cuts to government 
expenditure, at the last election-the days of rates well in excess of 50 percent 
seem to be past. There would appear to be a bipartisan recognition that 
particularly high marginal rates of tax have little more than symbolic value 
in terms of tax progressivity and are in fact more trouble than they are worth 
because of their stimulation of avoidance and evasion activity. 

Like that of many other countries, Australia's personal tax scale is not 
formally indexed for inflation. Lack of indexation extends not only to the tax 
brackets themselves, but to the amounts and withdrawal thresholds of 
important tax rebates, such as the rebate for taxpayers with dependent 
spouses. We noted above how the lack of indexation has contributed to the 
structure (and some of the problems) of the tax regime. In the context of the 
present tax reform exercise, failure to index tax scales automatically has 
meant that the personal "tax cuts" have done little more-and at times 

9 
somewhat less-than compensate taxpayers for the effects of bracket creep.

Indirect taxation. As mentioned earlier, one of the major themes of taxation 
reform, the desire to introduce some new form of indirect taxation, was 
totally abandoned in the face of seemingly insurmountable political obsta
cles. Currently, all the majJr political parties are committed to platforms that 
specifically exclude the introduction of such a new tax, at least within the 
short to medium term. 

Thus there has been almost no progress on the indirect tax front, not only 
as far as changing the mix of direct and indirect taxes is concerned, but also 
in restructuring the major current indirect taxes. Some modifications have 
been made to the wholesale sales tax, but these amount to little more than 
the continual tinkering that is always to be expected in the administration of 
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such a tax. As for excises, a system of automatic semi-annual indexation for 
inflation has been introduced (as opposed to ad hoc budgetary announce
ments of increases in excises)-a step that seems somewhat hypocritical
given the failure to index other parts of the tax system (most notably, the 
personal tax scale) where the ad hoc announcements bring political benefits 
rather than the bad publicity that surrounds excise increases. 

One further significant step on the indirect tax front has been the con
version, in the face of falling world oil prices in 1985/86, of a substantial 
portion of the crude oil levy (a tax on domestic producers of crude oil that 
captures some of the margin between local production costs and the world 
price) into increased excise on petroleum products. While this step main
tained government revenues even with the declining world price, and at least 
involved no increasein consumer prices, it has nevertheless exacerbated the 
distortive tendencies of the system of indirect taxation, since the crude oil 
levy, unlike the excise, does not distort consumption decisions. 

Corporate taxation. It is likely that the most momentous changes to the 
Australian tax systenm have occurred in the area of corporations and the 
treatment of business income generally. These have moved the system firmly
in the direction of taxing economic income by, on the one hand, broadening 
the base itself, and on the other, abandoning the classical system of corporate 
taxation in favor of one of full imputation of corporate tax. 

The chief base-broadening measures, which were mentioned earlier, fall 
into the following categories: 

* 	 Removal of shelters. Action has been taken on most of the tax shelters 
that previously characterized the taxation of business income. One 
ofthe l st to fall was the exemption of income from gold mining from 
corporate tax; the removal of this particular shelter was foreshad
owed in the treasurer's 1988 May Economic Statement. 

* 	 Entertainmentdeductionsandfringebenefits. Another major element of 
base broadening has been the explicit taxation of fringe benefits. (A 
precursor to the introduction of full fringe benefits taxation was the 
abolition, from September 1985, of any allowable deductions for 
entertainment expenses.) The fringe benefits tax, as introduced, is 
all-encompassing, purporting to coverall payments-in-kind, though 
with some specific and/or concessionary treatment of individual 
types of benefits (for example, motor vehicles). The tax is levied on 
employers at the rate of 49 percent, equal to the top rate of both the 
personal tax and, until its recent lowering, the corporate tax. 

* Capitalgains. The Australian capital gains tax (CGT) is probably
closer to what economists regard as desirable than are the capital 
gains taxes of many other regimes. The tax is levied on real capital
gains, when realized, and at the taxpayer's full marginal rate of tax 
(although there are some averaging provisions to prevent realized 
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gains from leading to excessive taxation when combined with the 
progressive tax scale). The major remaining defects, from the point 
of view of taxing true economic income, are that (1)only nominal 
capital losses are allowable for the purposes of calculating CGT, (2) 
the tax leads to the usual "lock-in" effect by allowing taxpayers to 
benefit by deferring the realization ofaccruing tax liabilities, and (3) 
the principal residence of the taxpayer is excluded from the scope of 
the tax. This last feature, together with the lack of taxation of the 
imputed income from owner-occupied housing, results in a major 
departure from the principles of income taxation in the case of one 
very prominent form of investment. 
Changestodepreciation.The changes to corporate taxation announced 
in May of 1988 included the abandonment of the previous system of 
accelerated depreciation (full write-off of investments in either three 
or five years) and its replacement with one of "true" economic 
depreciation (though with a loading of 20 percent on top of actual 
rates of depreciation). This change has largely been represented as a 
trade-off-somewhat along the lines of U.S. tax reforms-in return 
for a lower corporate tax rate. While there is undoubtedly some truth 
to this in terms of revenue, as far as measurement of the base is 
concerned, the accelerated rates of depreciation can be viewed as a 
political response to the distortions brought about by inflation. A 
relevant trade-off, therefore, would be to move to economic depre
ciation at the same time as the introduction of indexation of the tax 
base, but as yet this path remains to be pursued. 

Introduction of capital gains taxation, as well as other base-broadening 
measures, would have threatened to convert the classical system ofcorporate 
taxation into one of true "double" taxation of corporate income. This even
tuality was avoided, however, by the adoption of a major innovation-full 
imputation of corporate tax paid to the personal level. 

The imputation system works by establishing a set of qualifying divi
dends that, when paid out to individual shareholders, carry with them 
credits for the corporate tax already paid. Based on the amount of tax actually 
paid in any one year, corporations are permitted to "frank" an amount of 
dividends equal to the residue of their taxable income-that is, dividends 
paid out of income in excess of taxable income (out of sheltered income) 
cannot be franked. When distributed to shareholders, these franked divi
dends serve to increase the taxable income of the individual shareholder by 
an amount equal to the corporate income out of which the dividend was paid, 
and also to extend a tax credit, in respect of that taxable income, equal to the 
corporate tax paid. The end result is to tax corporate income that is paid out 
as dividends once only, and at the marginal tax rate of the shareholder. 

Moreover, it may be the case that this system of imputation approxi
mates full integration even for corporate income that is not distributed. While 
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it is true that if profits are retained, they will bear both corporate tax and, 
when realized, capital gains tax, companies also have the option of making
"captive" distributions of profits that have the potential of escaping this 
additional liability to CGT. Just as was the case under the classical system,
dividends paid in the form of, say, bonus shares are accorded the same 
treatment as dividends paid in cash. Whereas previously such a step was a 
highly undesirable means of retaining earnings within the company (since
it subjected such earnings to the extra tax on dividends prior to their "rein
vestment"), with imputation, payment of bonus shares offers a means of 
extending integration to retained earnings as well as distributions. Even 
though there is no formal means--of the type usually envisaged under 
systems of full integration-of imputing credits for tax paid on retained 
earnings to individual sharehoidcrs, the practical effect is very much the 
same, since the dilution of share values involved in the issue of bonus shares 
ought to serve to eliminate any future real capital gains liability. 

Another important constraint facing designers of new corporate taxes is 
the need to meet the demands of taxation agreements with other countries, 
while at the same time not being overgenerous in the treatment of foreign 
investment in local corporations. Under imputation this constraint has been 
met by the cunning device of allowing imputation credits only against
Australian tax liability."° Credits attaching to franked dividends that are paid 
to foreign shareholders are therefore not usable, so that such income bears 
the full rate of corporate tax. While the old system of w.,hholding tax no 
longer applies for the payment of franked dividends, the expectation pre
sumably is that distributions will be somewhat larger than was the case 
under the classical system. (For unfranked dividends, the withholding tax is 
still pz-yable.) 

In May of 1988, the treasurer announced, as part of a range of measures 
affecting companies, the lowering of the corporate tax rate from 49 percent 
to 39 percent. In large part this step has been viewed as one forced on the 
authorities in the light of lowered tax rates in other regimes (notably, New 
Zealand), while at the same time it compensates companies, in terms of 
revenue, for the elimination of the accelerated depreciation provisions. 

Other aspects. 

Interactionwith the socialwelfare system. Over recent years there has been 
growing recognition that the tax-transfer system needs to 1.e considered in 
its entirety; that is, that the various components of the social welfare system 
should be considered alongside the instruments of direct taxation. 

This is necessary for two reasons. First, some aspects of the income tax 
clearly ,erve purposes related to social welfare. Examples in the Australiait 
-ontext are the tax rebates afforded to pensioners and beneficiaries and 

available to those supporting dependents, and of course the tax-free thresh
old itself. Second, there is considerable overlap between the two halves of 
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FIGURE 4.3 Effective Marginal Rates of Tax for Families inAustralia, 1988 

120
100- FAS - Average weekly earnings
 

80

60-

E 40- .. 

, 20 

0- I I I I 

0 10,000 20,000 30,000 40,000 
Annual private family income (SA) 

NoTE: The effective marginal tax rate (EMTR) includes net direct taxes, and the withdrawal of benefits.
 
Calculations have been performed using the tax/transfer system as it would have applied inFebruary 1988 to a
 
single-income family with two children. See footnote 11 for details of the main features of the Family Income Support

(FIS) and the Family Allowance Supplement (FAS).
 
SOUCE: Authors' estimates based on tax schedules, rebates, allowances, and deductions.
 

the tax-transfer system since, over time, both have extended their reach to 
lower (in the case of taxation) and higher (in the case of social welfare) income 
ranges. 

A good example of this second phenomenon is the Family Allowance 
Supplement (FAS) introduced by the Labor government as part of an election 
commitment made in 1987. This scheme is somewhat similar to the Family 
Income Supplement that operates in the United Kingdom and pays means
tested benefits to families with children. The level at which benefits begin to 
be withdrawn is at around three-quarters of median income. The size of 
benefits and the rate of withdrawal is such that there is considerable overlap, 
for many beneficiaries, with the higher marginal rates levied under the 
income tax, since a rate of 40 percent applies at around median income. The 
situation is illustrated in Figure 4.3, which shows the "effective" (that is, 
including the contribution from benefit withdrawal) marginal rates of tax 
under the FAS scheme, and the FIS scheme that it replaced.'1 

Superannuation.Saving in the form of private pensions, or superannua
tion as it is termed in Australia, has long been heavily favored by the tax 
system. Before 1983, employer contributions to superannuation funds were 
tax deductible, the income of those funds was free of tax, and if the amounts 
owing were paid in a lump sum upon retirement, they were subjected to a 
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minimal (5 percent of the lump sum) degree of taxation at that time. If paid
in the form of an annuity, however, the private pension would be taxable at 
full income tax rates. 

These arrangements gave to superannuation treatment that was effec
tively more generous than consumption tax treatment, and thus tended to 
contribute to both labor-leisure and consumption-savings distortions. In 
addition, the arrangements tended to encourage the conversion of the lump 
sums into other assets (a holiday house) or one-time acts of consumption (a
round-the-world trip), enabling the recipient to retain eligibility for the state 
pension. 

The Labor government's first attack on these problems involved the 
institution of a somewhat larger tax on the lump-sum component of super
annuation benefits (15 percent or 30 percent, depending on the amount), and 
the introduction of an assets test to determine eligibility for the state pension.
Both measures were vigorously opposed, but both survived. 

Then, in the Economic Statement of May 1988, Treasurer Keating an
nounced a thorough overhaul of the superannuation arrangements. The new 
provisions stipulate that employer contributions to private pension plans are 
no longer tax deductible and that the income of superannuation funds is to 
be taxable tthough at a fairly low rate of 15 percent). In exchange, the tax on 
the lump sums when pair is reduced and in some cases removed altogether.

These changes are intended to achieve two basic objectives. The first is 
to lessen, to a degree, the tax advantage afforded to superannuation, while 
still retaining its status as a preferred form of saving. The second is to more 
effectively integrate superannuation funds into the new system of corporate
taxation. When the income from funds was exempt from tax, fund managers
had little interest in investing in companies that paid franked dividends 
under the imputation system. This situation has now been reversed. Indeed 
it was claimed at the time of the May statement that the imputation credits 
attaching to dividends paid to superannuation funds would be sufficient to 
fully extinguish their newly acquired tax liability. 

Foreign-sourceincome.At the time of publication of the Draft White Paper,
Australia's treatment of income derived by residents in foreign jurisdictions 
was regarded by the government as seriously deficient. This treatment 
involved, in the absence of double taxation agreements that substituted 
specific arrangements, exempting income that had been taxed in another 
country-at whatever rate--from Australian tax. 

The Draft White Paper suggested instead that a foreign-tax-credit system
(FTCS) be introduced, and the government ultimately decided in the Sep
tember 1985 reform package to proceed along these lines. The FTCS, which 
has operated since 1987/88, subjects foreign-source income to full rates of 
Australian tax and allows a tax credit (up to the amount of Australian tax 
liability) for any foreign tax paid. 
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The system has been further changed, however, by arrangements an
nounced in the 1988 May statement, whereby a list of designated countries 
has been introduced. It is the government's intention to tax income derived 
in these designated countries (mostly tax havens) on an accrualsbasis, since 
even under the FTCS, the foreign profits of the subsidiaries of Australian 
companies could only be taxed when remitted in the form of dividends. In 
addition, where the tax system of a country is judged to be broadly similar 
to that of Australia, the government has also decided to modify the FTCS by 
exempting from corporate tax any foreign-source income. This move is a by
product of the lowering of the Australian corporate tax rate to levels similar 
to those of major trading partners, and is justified on the grounds of reducing 
compliance costs. 

Future Prospects 

As we noted at the outset of this chapter, much of the driving force behind 
tax reform in Australia stemmed from the perception that too large a share 
of the overall tax burden was accounted for by personal income tax, and in 
particular, by ordInary wage and salary earners from whom tax is collected 
on a pay-as-you-earn basis. Yet while tax reform has changed many features 
of the system, one thing it has not altered is this overwhelming emphasis on 
personal taxation as the primary revenue instrument. Throughout the entire 
reform period personal income tax has continued to account for around 53 
percent of federal government revenucs, while PAYE collections have re
mained at about 41 percent. The main reason for this continuing state of 
affairs is the total failure to expand, or significantly restructure, the instru
ments of indirect taxation. At present, this particular objective seems no 
closer than it did several years ago. 

The result, in terms of the community's acceptance of tax reform, is 
consequently very much in the balance. On the one hand, base-broadening 
measures have led to a direct tax system that is perceived as fairer and less 
open to avoidance and evasion than was the case previously. But this very 
feature, combined with the lack of any shift in the emphasis away from direct 
taxation, has continued to fos.er calls for further progress on tax rate reduc
tion. Abolition of the 60 Fpcrcen. rate has certainly helped limit some of the 
"higher-profile" forms of tax avoidance, but bracket creep has simulta
neously driven the bulk of wage and salary earners into 40 percent and 49 
percent tax brackets. This is illustrated in Table 4.6, which shows the average 
and marginal tax rates for persons on average earnings. The table also shows 
the decline in disposable incomes brought about by the failure to insulate 
taxpayers from bracket creep. 

It seems impossible to discuss the future of the tax system without 
reference to questions of the size of government and broader macroeconomic 
considerations. At the time of the National Taxation Summit, the govern
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TABLE 4.6 Disposable Incomes and Tax Rates inAustralia, 1954/55 to 1988/89 

Year 
Average earningsa 

($A) 
Disposable income b 

(SA) 
Change indispos-
able income (%) 

Average 
tax rate (%) 

Marginal 
tax rate (%) 

1954/55 14,500 13,176 n.a. 9 18 
1959/60 15,801 14,095 7.0 11 21 
1964/65 17,456 15,049 6.8 14 25 
1969/70 20,038 16,390 8.9 18 33 
1974/75 24,458 18,662 13.9 24 40 
1979/80 24,084 18,694 0.2 22 33 
1980/81 24,940 19,319 3.3 23 32 
1981/82 26,417 20,205 4.6 24 32 
1982/83 26,578 20,190 -0.1 24 35 
1983/84 26,879 20,619 2.1 23 31 
1984/85 27,120 20,701 0.4 24 47 
1985/86 26,699 20,170 -2.6 24 47 
1986/87 26,195 19,624 -2.7 25 45 
1987/88 25,955 19,467 -0.8 25 41 

1988/89 c 25,958 19,249 -1.1 26 41 
n.a. = not available. 
a.Average yearly earnings derived from average weekly earnings of employed adult males.b.Real disposable incomes are calculated using the implicit price deflator for private final consumption expenditure.c.Growth in incomes and prices of 5.5% isassumed for the 1988/89 year.SOURCE:Australian Bureau of Statistics, Average Weekly Earnings Australia (6302.0), and Australian NationalAccounts (5204.0) (Canberra). 

ment was at pains to emphasize that the debate on tax reform should be
conducted under the assumption of revenue neutrality. This decision was a 
response to political opponents who were attempting to convert the issue of
tax reform into one of reducing the size of the public sector and lowering the 
overall level of taxation. Yet despite the fact that the assumption of revenue
neutrality is necessary from the theoretical perspective, the practical politics
of the situation has meant that revenue neutrality has been honored more in 
the breach than in the observance. 

Since the task of tax reform commenced, the revenue side of the federalgovernment's budget has blossomed. This has resulted in part from the base
broadening measures, and in part from the quite cynical use of bracket creep
to maintain and even increase personal taxation, despite the "tax cuts"
included as part of the reform package. The major consequence has been the
transformation of the usual budget deficit into a substantial surplus. By
1988/89, the public sector borrowing requirement for all levels of govern
ment, including public authorities, had been reduced to around zero (al
though a substantial stock of debt remains). 



72 Tax Reform and Developed Countries 

Significantly, this task-an important one in the context of Australia's 
fragile external balance-has been aided by reductions in the spending side 
of the budget. While it is apparent that in the long term inflation-induced 
personal tax increases have funded an ever-expanding public sector, the 
years since 1985 have witnessed some progress in curtailing the growth of 
government. Provided this resolve is maintained, there is clearly scope to 
honor some of the rhetoric of the tax reform campaign by permanently 
lowering rates of personal tax. Just how and to what extent this occurs 
remains for the future. 



Chapter5 John Whalley 

Recent Tax Reform in Canada:
 
Policy Responses to
 

Global and Domestic Pressures
 

On June 18, 1987, the Canadian federal government announced its long
awaited tax reform package (Canada. Department ofFinance 1987a). The aim
of reform was to reduce corporate and personal tax rates, consolidate per
sonal rate brackets, replace deductions and exemptions at the personal level
by credits, sharply reduce investment incentives in the corporate tax, and
initiate major change in the sales tax area. This chapter documents these
proposals, attempts to explain the objectives behind them, and evaluates 
some of their effects. In the process, these changes are also placed in the 
context of tax changes occurring in other countries at the same time, and the 
pressures these brought to bear in the Canadian case. 

In part, the Canadian reforms reflect the influence of international factors 
on the national tax policies of middle-sized or small countries. They are less
the outcome of a conscious strategy for improving the Canadian tax system
than they are a response to pressures generated by falling corporate and
personal tax rates around the world and the perception that the Canadian 
tax system has undermined the country's international competitiveness. This
is not to say that international factors are the only ones underlying reform,
but they are certainly important. 
I am grateful to Michael Boskin and A. Lawrence Chickering for comments, and to
Leigh MacDonald for help in preparing Table 5.1. 
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Canada has a federal structure, with ten provinces responsible for the 
majority of public sector expenditures (particularly in education and health 
care). These coexist with a federal government in Ottawa. Under this political 
structure, there is a multilevel tax system with individual, corporate, and 
sales taxes levied by both the provincial and federal governments and 

property taxes levied by municipalities. After the reform the tax system will 

feature federal individual income taxes ranging from 17 to 29 percent on 

TABLE 5.1 Main Features of Canada's Tax System 

Tax 

Income taxb 

Main features 

* Annual tax on worldwide incomes of individuals 

e Indexation of rate brackets and allowances 

o Ufetime capital gains exemption of Can$100,000; inclusion rate of 2 

and 3/4 (1989) 

Share of federal tax 
revenues in1986/87 (%)a 

47.4 

(1988) 

* 	 Dividend tax credit (131% of 'grossed up" dividend from Canadian sources) 

* 	 Provincial taxes set at a fraction of federal taxes 

* 	 Credits for disability, pension income, Canada Pension Plan and
 
unemployment insurance ccntributions, tuition fees and education, net
 
medical expenses, charitable donations
 

Deduction for business expenses relating to home, offices, automobiles, 
meals, and entertainment 

Corporate tax * Annual federal and provincial tax on worldwide profits of corporations 12.4 

a Lower tax rate on manufacturing and processing activity 

a Lower tax rate on small business income 

* 

• 	 Tax credits to encourage R&D and investments inlower-income provinces 

* 	 Declining-balance capital cost allowance on manufacturing and processing 
equipment, extraction equipment, new mine assets, offshore drilling vessels 
at 25% rate (to be phased inby 1991) 

* 	 Investment tax credit now effectively eliminated 

• 	 Insurance companies and financial institutions taxed differently 

25.4Sales and excise • 	 Federal manufacturer's sales tax (12%); tax on value of manufactures 
produced or imported into Canada for domestic sale; complex definition of taxtaxes 
base, and limited product coverage (around 30%of consumption) 

" 	 Provincial retail sales taxes: tax rates on retail sales value by province are 
Alberta, 0%; Ontario, 8%; Newfoundland, 12%; Quebec, 9%; Prinre Edward 
Island and Nova Scotia, 10%; New Brunswik, 11%; British Columbia, 6%; 
Saskatchewan and Manitoba, 7% 

" 	 rederal and provincial excise taxes: federal taxes on tobacco and alcoholic 
products, 18%; gasoline, 12% (imposed on an ad valorem basis); 
miscellaneous taxes on automobiles and automobile air conditioners, clocks, 
watches and jewelry, smokers' accessories, coin-operated amusement 
games, playing cards, airline fares 

continued on following page 
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income net of deductions (with a province surcharge varying from 43 to 60 
percent of federal tax),' federal corporate tax rates ranging from 12 to 28 
percent (with additional provincial taxes varying from 10 percent to 17 
percent), 2 and a federal manufacturer's sales tax system with a rate of 12 
percent. This system collect, federal, provincial, and local taxes amounting 
to about 33.5 percent of gross national product (GNP).3 The principal ele
ments of Canada's tax system appear in Table 5.1. 

Recent changes to this system have not proved to be sweeping and do 
not embody the comprehensive approach of earlier reform proposals, such 
as that by the Carter Commission in the mid-1960s (see Royal [Carter] 
Commission on Taxation 1966). Rather, the recent round of tax reform in 
Canada has been driven by a strongly felt need in government circles to 
modify rather than fundamentally restructure three major components of the 
tax system: personal, corporate, and sales taxes. 

The most significant reforms are those planned but not yet enacted for 
the federal sales tax. These involve replacing the existing manufacturer's 

TABLE 5.1 (continued) 

Share of federal tax
Tax Main features revenues in1986/87 (%)a 

Property taxes * Annual municipal tax on assessed value of property (land and bvlidings) 
(municipal) 

. Different rates for residential and nonresidential property 

@ Business tax on one of anumber of bases (rental value, real property 
assessment, stock in trade, square footage, plus fixed annual fees) 

Social security 
contribution 

- Mainly Canada Pension Plan (and Quebec Pension Plan) and unemployment 
insurance 

12.0 

Resource taxes * Federal government royalties levied on oil, natural gas, and mineral production 0.6c 
from federally owned Crown lands including the Yukon, Northwest Territories, 
Beaufort Sea, Arctic Islands, Hudson Bay, and the east and west coast 
offshore areas 

e Provincial mining tax: ad valorem tax on mining profits 

9 Provincial logging tax: charge for use of timber rights on Crown lands 

e Federal government royalties imposed on mineral production in the Yukon and 
Northwest Territories 

* Export charge on softwood lumber (federal) 

Other miscella-
neous taxes 

- Air transportation tax; amusement tax (provincial); meal and lodging tax 
(provincial); motor vehicle registration and permits (provincial); hospitalization
and medical insurance premiums (provincial); land transfer tax (provincial); fur 

2.2 

tax (provincial); insurance premium tax (provincial); racetrack tax (provincial); 
nonresident tax 

Total 100.0 
a.Total federal tax revenues in 1986/87 were Can$79.9 billion. 
b.Aft credits are nonrefundable. 
c. Does not include royalties paid for use of Crown lands. 
SoURcE:Various Canadian government documents. 
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sales tax with a broadly based alternative sales tax, probably some form of 
value-added tax. For the personal and corporate taxes, despite the rate 
reductions and other changes, many of the central elements of the existing 
structure remain. 

Government tax reform documents have generally not provided a ratio
nale for change based on an analysis of where the tax system should be 
headed, but have largel, concentrated on proposing tax changes thought to 
be needed in light of various pressures operating on the tax system both 
internationally and domestically. This chapter emphasizes how these pres
sures have shaped what has emerged from this reform process. 

The Direction of Recent Canadian Tax Reform 

Before discussing further the objectives underlying recent Canadian reform, 
it may help to describe the changes in more detail, including both an initial 
round of changes to the corporate income tax (announced in February 1986), 
which preceded the June 1987 package, and the plans to subsequently change 
the sales tax. 4 

Corporate income tax changes. The changes to the corporate income tax 
announced in June 1987 represent a continuation of the approach taken in a 
May 1985 Canadian government discussion paper The CorporateIncome Tax 
System: A Direction for Change.This paper argued that the extensive use of the 
corporate tax as an instrument for achieving nontax policy goals in the past 
had led to a maze of special F:ovisions for particular industries. In combina
tion, these resulted in substantial variations, even if often intended, in tax 
treatment across sectors. 

The corporate tax also favored investment in certain types of assets over 
others. For example, investment in equipment and machinery had generally 
received more favorable tax treatment than investment in buildings. Also, 
because of incentives for the use of tax-oriented activities to minimize taxes, 
many firms had accumulated substantial tax losses, making the corporate tax 
potentially an unstable revenue source. The 1987 reform document notes, for 
instance, that unused deductions were on the order of Can$13.8 billion in 
1981, compared with total corporate tax collections in 1981 of Can$8.0 billion. 

The idea behind reform, then, was to move the system closer to neutrality 
by weakening investment incentives and, as far as possible, removing differ
ential tax treatment across investment vehicles. The theme of the 198, 
discussion paper was that a system with fewer and more generally available 
incentives would be both simpler and more effective. Two sets of corporate 
tax changes resulted: Phase I in the February 1986 budget and Phase II as 
part of the June 1987 reform package. Phase I of the corporate changes 
reduced the general corporate tax rate from 36 percent to 33 percent. Phase 
IIcut rates further to 28 percent. 
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In addition to rate reductions, other changes were also made. Before 
1986, an investment tax credit was available on investments in agriculture, 
fishing, forestry, manufacturing, processing, and resource industries, and on 
certain construction and transportation equipment. The rate varied from 7 
to 20 percent depending on the'region of the country in which the investment 
was made. Phase I of the corporate tax changes abolished the general 
investment tax credit along with transportation and construction credits. 
Phase II reduces a special Atlantic Canada investment tax credit from 20 to 
15 percent and research and development investment tax credits from 30 to 
15 percent, and eliminates the research and development credit on buildings.

Changes have also been made in depreciation or capital cost allowances 
(CCAs). Over the years, acceleration of tax allowances for various assets has 
produced an uneven pattern across assets. The reform package attempts to 
reduce this variance in treatment by reducing CCA rates for a number of 
assets to 25 percent on a declining-balance basis. These include manufactur
ing and processing equipment, extraction equipment, new mine assets, and 
offshore drilling vessels.' 

These corporate tax changes also affect the treatment of insurance com
panies and banks. For insurance companies the most significant changes 
concern the computation of Canadian investment income: the elimination of 
policy dividend reserves, a reduction in allowable policy reserves, and 
changes in the unpaid claim reserve. The 1987 changes also saw the intro
duction of a revised version of the 15 percent tax on investment income of 
life insurance companies (a similar tax had earlier operated between 1969 
and 1978). 

Before the reform, special rules had also applied to banks for computing 
loan loss reserves. They were allowed to deduct prescribed aggregate re
serves (PAR) and transfer and average their loan losses over five years. The 
reform ends these arrangements and places deductions for bad and doubtful 
debt for banks on a par with. )se for other financial institutions. 

Other corporate tax changes in the 1987 package include the elimination 
both of a 3 percent inventory allowance and of earned depletion allowances. 
Pre-start-up interest costs for real estate operators and developers now have 
to be capitalized. Furthermore, allowable entertainment expenses have been 
reduced, and the inclusion rate for capital gains has been increased first to 
66.6 percent and subsequently to 75 percent. 

Sales tax changes. The June 18,1987, reform package also announced plans 
to change the existing federal sales tax in Canada-the manufacturer's sales 
tax. This will be accomplished in two stages. Stage I, announced as part of 
the June 18 changes, involves a series of small modifications to the existing 
system. Stage II, which aims for more fundamental reform, will follow, 
although no explicit timetable was set. 

Stage I changes are largely designed to generate additional revenue to 
help finance personal tax cuts elsewhere in the reform package. The point of 
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taxation for several commodities has been moved to the wholesale level 
(such as sporting goods and records), and the tax will now apply to the sales 
of marketing companies related to a manufacturer. The sales tax on cable and 
pay-television services has been increased by 8 to 10 percent, and a new 10 
percent tax on telecommunication services has been introduced. To offset the 
increased sales tax burden, the refundable sales tax credit in the income tax 
has been increased by Can$20 per adult and Can$10 per child. 

Stage I of the prorosal will abolish the tax and replace it with a broadly 
based multistage sales tax. The aim is to deal with a long list of problems 
with the exic.ing sales tax, since repeated previous attempts at piecemeal 
reform have been tried and found inadequate. There is a sense now that 
fundamental reform is necessary (see Gillis 1985). 

These problems are as follows. First, there is the narrowness of the tax 
base. The present federal manufacturer's sa-es tax is collected on a base that 
corresponds to only about one-third of consumption, and among taxed items 
there are differences in tax rates. The tax also applies not only to manufac
tures destined for sale to consumers, but to certain capital gocds and material 
inputs (such as fuels), resulting in pyramiding of the tax. Current estimates 
are that nearly one-half of the present sales tax revenue is collected on items 
purchased for business use (see Kuo et al. 1985). This also results in a bias 
against exports since the tax component of input costs is carried through to 
become, in effect, a tax on exports.6 Biases also operate against the production 
of investment goods, both directly through taxes on capital goods and 
indirectly through taxes on inputs used in their production. Furthermore, 
since the tax is primarily collected from manufacturers, costs beyond the 
manufacturing stage, such as transportation costs, wholesale margins, and 
retail margins, are largely excluded from the tax base. This type of coverage 
causes tax variables to influence location and vertical integration decisions 
and leads to a wide variation in effective tax rates (the ratio of tax to final 
selling price). 

There is also a bias in favor of imports, because the tax is assessed using 
the duty-paid value on entry to Canada. This method of valuation may 
exclude warranty and advertising costs and transportation costs to the 
border before importation into Canada, even thoup' these costs are typically 
included in the tax base for domestic manufacturers. Recent estimates sug
gest that taxes on imports are on average 30 percent lower than those on 
comparable domestic products (see Canada. Department of Finance 1987c). 

The diverse channels that a good may follow between the manufacturer 
and the consumer have also resulted in substantial use of notional, or 
administered, values in the calculation of taxes owed by firms. These intro
duce further differences across firms in effective sales tax rates and create an 
administratively complex system. 

TI.. June 18,1987, tax package (also called the White Paper) suggests that 
a new tax could take one of three forms: a federal-only value-added tax 
(VAT) administered using the credit-invoice method; a federal-only goods 



Canada 79 

and services tax (GST), which would be similar to a VAT except that it would 
be administered using a subtraction method; and a joint federal-provincial
credit-invoice VAT that would also replace existing provincial retail sales 
taxes. The difference between the two federal-only options is largely admin
istrative; their economic effects should be identical. A new sales tax would 
apply to most goods and services in the economy, including the financial 
sector, although the latter would be taxed in a somewhat modified form. 

An integral part of any sales tax change seems certain to be an increase 
in the present refundable sales tax credit. This measure would be motivated 
by the possible inclusion of "essential" items such as food, clothing, and 
shelter in the new sales tax base. The magnitude of such a credit will 
presumably follow from the number and type of goods exempted. 

Personal income tax changes. Changes to the personal income tax as part of 
the reform package include a reduction in statutory rates along with the 
conversion of many of the present exemptions and deductions into credits,
concentrating the benefits of tax reductions on lower-income families. 

The net effect of all these changes is to reduce the top federal marginal
tax rate from 34 to 29 percent and the number of tax brackets from ten to 
three. The pre- and postreform rate schedules are presented in Table 5.2. The 

TABLE 5.2 	 Federal Personal Income Tax Rates inCanada, before and after
Reform, 1988 

Statutory rates (%) 
Taxable income (CanS)a Before reform After reform 

0-1,334 6 17 
1,334-2,668 i6 17 
2,668-5,336 17 17 
5,336-8,004 18 17 
8,004-13,340 19 17 
13,340-18,676 20 17 
18,G76-24,012 23 17 
24,012-27,500 25 17 
27,500-37,352 25 26 
37,352-55,000 30 26 
55,000-64,032 30 29 
64,032+ 34 29 
a.Note that the definition of taxable income isdifferent after the reform. Postreform taxable income iscloser to gross income because of the elimination of exemptions.
SouRCE:Canada, Department nf Finance, Tax Reform 1987: TheWhite Paper (Ottawa, June 18, 1987). 
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TABLE 5.3 	 Conversion of Exemptions to Credits under Proposed Income Tax
 
Changes inCanada, 1987
 

Exemption Existing exemption (CanS/year) Value of credit (CanS/year) 

Basic personal 4,270 	 1,020 

Married 	 3,740 850 

Elderly (over age 65) 2,670 	 550 

Child (age 18 or younger) 470 	 65 

SOURCE:Canada, Department of Finance, Tax Reform 1987: The White Paper(Ottawa, June 18, 1987). 

cost of these rate reductions is to be financed in part by a number of 
base-broadening measures described below. 

Under the changes, existing exemptions will be converted to income tax 
credits in order to provide increased benefits to low-income individuals and 
households. Table 5.3 details these changes for the tax year 1988. The present 
exemption for children over seventeen years of age is to be eliminated. 

Most other existing deductions will also be converted into credits. The 
disability deduction (Can$2,920 in 1988) will be converted to a credit of 
Can$550. Deductions for pension income, Canada Pension Plan contribu
tions, unemployment insurance contributions, tuition fees and education, 
and net medical expenses (in excess of 3 percent of net in-ome) will be 
converted to credits at the lower tax rate (17 percent). Charitable donations 
will be creditable at 17 percent for contributions up to Can$250 and a 29 
percent for contributions over Can$250. 

A number of deductions, including a Can$1,000 investment income 
deduction and an employment expense deduction, will also be eliminated. 
The deduction for CCA on multiple-unit residential buildings will no loner 
be allowed to produce a rental loss. Forward income averaging will also be 
gradually eliminated. 

Some deductions will be retained, but only in a restricted furm. These 
include deductions for business expenses relating to home offices, automo
biles, meals, and entertainment. The CCA rate for films, which is currently 
100 percent, will only apply against film income.7 

The 1987 reforms also freeze the lifetime capital gains exemption at 
Can$100,000 rather than the earlier planned limit of Can$500,000, except for 
farmers and those with shares in small businesses. The inclusion rate of 
capital gains beyond the exemption will be increased from one-half to 
two-thirds in 1988 and 1989, and will be three-quarters thereafter. 

Planned increases in contribution limits for private pensions from their 
current level of Can$7,000 to Can$15,500 by the year 1991 are to be phased 
in more slowly, so that the Can$15,500 limit will take effect in 1996. 

Finally, because of the ( hanges in corporate tax rates, the credit given to 
dividend income to compensate for taxes paid at the corporate level has been 
reduced from 33 3 percent of cash dividends to 25 percent. This implies 
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reducing the gross up rate from 331/3 percent to 25 percent and reducing the 
credit rate on grossed-up dividends from 1623 percent to 131 percent. 

Factors Influencing the June 1)87 Tax Reform Package 

International factors played a role in all three tax areas covered by the 
proposals of Canada's June 1987 tax reform package. At the corporate level, 
the proposals to further lower statutory rates, eliminate the investment tax 
credit, and substantially reduce the acceleration of depreciation allowances 
reflect the direction that changes in corporate taxes have been taking in other 
countries. Such reforms have occurred in the United Kingdom, with its 1984 
budget, and in the United States, with the 1986 Tax Reform Act, and more 
recent reforms (or attempted reforms) have taken place in Japan, New 
Zealand, and Australia (see Japan, Ministry of Finance 1988; Due 1988; 
Morgan 1986). 

In all of these countries, including Canada, it has been argued that 
widespread use of investment incentives has resulted in highly variable, 
although on average low, effective tax rates on investments across different 
assets and across different industries. This variability is seen as a major 
source of nonneutrality in the tax system, which economic efficiency dictates 
should be removed. To both raise and harmonize these effective rates,
investment incentives are to be phased out. And because the reform is to be 
revenue-neutral, the statutory rate will be lowered. Curiously, these changes
in effect lower statutory rates to raise effective rates. 

The international pressures operating in the Canadian case are reflected 
in the acceptance in Canada of the view that it is necessary to follow 
reductions in tax rates abroad. Reduced tax rates in the United States, it is 
argued, will lead to large amounts of new debt financing by Canadian 
affiliates of foreign parents. Around 50 percent of the Canadian manufactur
ing sector is foreign-owned, and since the consolidated parent-subsidiary 
entities span national borders, debt financing gravitates to where tax rates 
are higher.The situation, left uncorrected, would lead to a substar~tial erosion 
of the tax base in Canada, anca therefore Canadian statutory rates must be 
reduced. Furthermore, many in tax policy circles in Canada believe that 
Canadian taxes must not become binding on foreign investment, for with 
lowered corporate tax rates in the United States, the foreign tax credit may 
no longer be large enough to offset Canadian taxes on Canadian-source 
foreign income repatriated to the United States. 

At the personal level, the proposed changes include a consolidation of 
the existing ten iate brackets into three, reductions in statutory rates, the 
conversion of many existing exemptions into tax credits, and changes in the 
tax treatment of capital gains. The perceived need fo.- some of these changes
again, in part, reflects the influence of tax changes abroad. One argument is 
that unless Canada follows United States rate reductions at the personal level 
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there will be increased outward migration from Canada. Another, and one 
that seems currently to have strong support in other countries, is that rate 
reductions are required to keep disincentive effects of taxes under control. 

The rationale for the other changes at the personal level is less obvious. 
The idea of converting exemptions into credits has existed for a long time, 
and many arguments have been made on both sides (see Thirsk 1980). Tax 
design purists usually argue in favor of exemptions rather than credits, on 
the grounds that one first identifies the base and then applies a rate structure 
to it. The rationale offered for credits is that they are fairer for the poor, since 
all taxpayers receive equal dollar credits. 

The changes in capital gains treatment seeni not to be cdearly motivated 
by well-articulated tax design objectives. There is indeed the possibility that 
this package of changes may have been simply a convenient way to partially 
limit the preferential treatment given to capital gains through a Can$500,000 
lifetime exemption introduced in the first (1985) budget of the Mulroney 
government. 

International factors are least prominent in the third component of the 
proposed changes, involving the federal sales tax. Here, it is the dissatisfac
tion with the existing sales tax that seems to be the driving force behind 
reform. These changes are to be implemented in two stages. The first involves 
a series of relatively minor modifications to the existing federal manufac
turer's sales tax, which include moving the tax point to the wholesale level 
for several items and changing the tax treati.ient of marketing companies. 
The second stage is much more wide-ranging and involves fundamental 
reform of the sales tax; the proposal is to abolish the existing sales tax and 
replace it with some form of broadly based multistage tax. 

Three options are presented in the June 18 document: a federal-only 
value-added tax (VAT) administered on a credit-invoice basis similar to 
that used in Europe, a federal-only goods and services tax (effectively a 
subtraction-method VAT), ,nd a joint federal-provincial credit-invoice VAT 
to replace the provincial retail sales taxes as well as the federal sales tax. A 
credit-invoice VAT applies taxes at each stage of processing (including 
retailing) to the total value of sales and allows a tax credit for taxes paid on 
inputs. Imports are taxed on entry to the country; exports leave tax-free. A 
GST ".rsubtraction-method VAT) taxes the difference between the value of 
sales and material costs at each stage of processing. Its effect is the same as 
a credit-invoice VAT, except that no crediting mechanism is used. 

By general agreement this component of the package is potentially the 
most significant in the whole tax reform exercise, because the change is the 
most extensive. It is also the most difficult to evaluate, since, at the time of 
writing, the details of the Stage IIchanges have yet to be announced. 

The choice of a replacement for the existing manufacturer's sales tax has 
long been debated in public finance circles in Canada (see Gillis 1985). The 
discussion begins from the null hypothesis that a federal retail sales tax 
would be infeasible because it would be viewed by provincial governments 
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as an intrusion on t!ieir taxing powers. This, in part, explains the focus on 
the value-added tax as an alternative broadly based tax. 

Among value-added tax systems, the credit-invoice and subtraction 
methods are the two choices most discussed. Introducing a subtraction
method tax would be an innovative step, because it has never been used by 
any country. There are, however, good reasons for the lack ofuse. The border 
tax adjustments are difficult to execute if the tax is anything other than a tax 
on a comprehensive base at a single rate. This is because rebating taxes on 
exports at the border would involve calculating taxes paid earlier in the 
production chain, and if different rates apply to different transactions the 
effective tax rate is hard to calculate. Equally, calculating what tax rate to 
charge on imports is difficult. In addition, any multirate system is compli
cated to administer. The objective is to have multiple tax rates on commod
ities, but because transactions are #axedat different stages of production, the 
effective rates on a commodity basis are hard to calculate, even if the tax is 
fully passed forward. 

A credit-invoice VAT is widely viewed as a more attractive replacement 
to the current sales tax, but this alternative has also been criticized. The tax 
could create additional compliance costs for small business, as a result of 
both extra record keeping and frequent filing requirements. Concerns over 
the treatment of small business were prominent in some of the early debates 
in Canada on a possible sales tax replacement, and they were one of the main 
reasons why other options, including the subtraction method, have also been 
considered as part of the reform exercise. 

Because of the border tax adjustments and multiple-rate problems, it is 
widely be!ieved that any joint federal-provincial subtraction-method VAT 
would be infeasible, and, as a result, in the federal government tax reform 
document the only reference is to a possible joint federal-provincial credit
invoice VAT. Such a tax would involve a uniform-rate federal tax with 
different rates by province to replace existing provincial taxes. Provincial 
surcharges would thus be applied to a uniform national base. Even this 
option, however, raises many questions. Ilow will interprovincial trade and 
associated border tax adjustments between provinces be treated? What 
happens if some provinces come into the sy:;;cm and some stay out? Must 
all provinces use the common federal tax base or can provinces have some 
autonomy over what base their provincial surtax is applied to? 

The formal rebating of taxes on interprovincial exports as they leave a 
province, and corresponding taxes imposed on imports entering a province, 
cannot be done in the same way as they are at the national border for 
international transactions, because there are no interprovincial border con
trols. A centralized agency in Ottawa that debits the account of the exporting
province and credits the account of the importing province, with each 
transaction showing up on the federal tax return, seems to be the only way
to proceed. The information-processing requirements for such a system 
become an issue. A system with some provinces participating and others not 
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(with the latter maintaining their retail sales taxes) seems no less feasible than 
a complete joint federal-provincial plan, but strikes many as both inelegant 
and probably inefficient. And finally, provinces could in principle each have 
different tax bases, but only by further complicating the administration of an 
already cumbersome joint federal-provincial system. 

In summary, then, there are really two distinct segments to recent 
Canadian tax reform. One consists of changes to corporate and personal taxes 
that roughly parallel those in other countries: rate reductions at the personal 
level and rate reductions and virtual elimination of investment incentives at 
the corporate level. International factors produced concern over erosion of 
the corporate tax base from increased debt financing and the effects on 
inward foreign investment and outward labor mobility. The second segment 
is reform of the sales tax, driven largely by dissatisfaction with the present 
antiquated Canadian manufacturer's sales tax. International factors, while 
present, are less important here, and if the proposals are implemented, the 
change will be deeper and more fundamental. 

Economywide Effects of Canadian Tax Reform 

The major aims of the Canadian tax reform are to address special problems 
created by lowered tax rates abroad and, more generally, to improve the 
efficiency of the economy, thereby enhancing international competitive
ness.8 Tax-induced inefficiencies arise from many sources. Because sectors, 
products, and assets are treated in different ways under the tax system, 
lightly taxed sectors tend to attract more resources than they would under a 
neutral tax system, and heavily taxed sectors, less. From an economy-wide 
point of view, this results in an inefficient allocation of resources (see Harber
ger 1974 for a discussion of the efficiency effects of taxes). Inefficiencies also 
arise frora distortions of factor-supply decisions (including the supply of 
effort), distortions of inte-commodity effect-, in consump'ion and intermedi
ate use due to uneven tax treatment across products and :ectors, and inter
asset distortions within sectors due to differing tax treatment among assets. 

One of the more prominent objectives of the reform p..ckage for effi
ciency was to increase the supply of effort (labor supply) by lowering 
marginal tax rates. Since the largest rate reductions have been concentrated 
on those in higher tax brackets, it follows that the most pronounced labor
supply effects will occur there. Lowered taxes on labor income have, how
ever, come partially at the expense of increased taxation of capital income 
(such as capital gains), and this reduces the level of saving-s. in addition, the 
composition of savings will change, for the relative tax treatment among 
savings vehicles has changed. Thus, the efficiency gains in labor supply are 
somewhat offset by these increased intertemporal distortions resulting from 
the heavier taxation of capital income. 
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On the investment side, prereform corporate ta,.es distort both the level 
and the composition of investment. In assessing the efficiency effects of the 
reform package, however, it is important to distinguish carefully between 
changes in statutory and effective tax rates in the corporate area. Effective 
tax rates not only capture reductions in statutory rates, they also indicate 
changes in investment incentives, because they reflect the total tax effect on 
investment decisions by firms (see King and Fullerton 1984). The 1986 and 
1987 reforms reduce statutory tax rates but raise effective tax rates slightly,
suggesting that the level of investment may fall. 

Changes in the tax treatment of various types of investments will also 
produce interasset effects. For example, under prereform tax treatment, 
investment in equipment is tax-preferred relative to investment in structures,
and the reform reduccs the variance in tax treatment among different assets. 
Intersectoral effects of the corporate tax changes will occur either directly,
via changes in the relative importance of sector-specific incentives, such as 
the manufacturing and processing incentive, or indirectly, through the re
moval of preferential treatment for assets heavily used by various sectors. 
Reduced intersectoral and inrerasset distortions should therefore lead to 
efficiency gains, which will partially offset the effects on investment of the 
overall increase in effective tax rates. Planned sales tax reforms are also 
expected to have effects on savings and investment. The reduced tax burden 
on capital goods should reduce the cost of capital and thus increase invest
ment, although the magnitude of the effect is uncertain. 

What one believes all these tax changes do to investment and savings
depends in large part on one's assumptions. It is common, for instance, to 
characterize Canada as a small open economy that faces an exogenous rate of 
return on capital determined on world markets. It is also typical to assume 
that the marginal investors in Canada are foreigners. Under this scenario, 
changes in domestic savings have no effect on aggregate investment, and 
merely change the level of foreign investment. Also, changes in corporate 
taxes are either very important or largely irrelevant for the overall level of in
vestment, depending upon foreign-tax-credit arrangements in source countries. 

The greatest effects on the composition of consumption and production 
seem likely to follow from the planned sales tax changes in Stage II of the 
reform. The existing sales tax strikes manufacturers, creating problems of a 
narrow tax base and pyramiding; favors imports over domestic goods; and 
encourages the use of margin industries (retail and wholesale trade, trans
portation). Under th? new broadly based tax, consumption of manufactured 
goods should increase, consumption of imports should decrease, and the 
incentive to use margin industries sEould be reduced. 

The major distributional effects of the reforms arise from the changes in 
personal taxes and potential future changes in the refundable sales tax credit. 
Regressive measures include reductions in top marginal tax rates, reduced 
spreads between top and bottom marginal tax rates, and, in the long run,
possibly reduced personal taxes in favor of increased sales taxes. Progressive 
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measures include increased taxation of capital income, the conversion of 
exemptions and deductions to credits, enhanced federal sales tax credits, and 
reduced personal taxes in favor of increased corporate taxes. 

On the sales tax side, regressive distributional effects follow from the 
inclusion in the tax base of previously nontaxed items, including food, which 
is more heavily purchased by low-income households, and clothing. These 
changes will be offset by including in the tax base all food (not just staples) 
and services and entertainment, which are bought in greater proportion by 
the rich. 

Overall, the impact is difficult to gauge, especially since in the longer 
term an enhanced sales tax credit could prove to be the dominant factor at 
the low-income end. Also, there are important differences between lifetime 
and annual distributional impacts of taxes that need to be factored in, 
especially for sales tax changes (see Browning 1978; Davies, St-Hilaire, and 
Whalley 1985). 

Some of the major efficiency and distributional effects of these changes 
have been evaluated in a recent paper by Hamilton and Whalley (1989a). In 
their paper they outline two closely related general equilibrium models 
based on 1980 data, which they use to evaluate each of the components of 
the tax reform package. One is a commodity-detailed static model, used to 
evaluate sales and personal tax changes. The other is a less-detailed dynamic 
model used to look at investment and savings effects of corporate and 
personal tax changes. 

Taken together, results from these two models generally suggest that the 
1987 package of tax reforms will improve the efficiency of the economy by 
removing nonneutralities in the tax system and lowering rates (see Table 5.4). 
According to the static model, replacing the iederal sales tax (FST) with a 
broader-based sales tax would result in an efficiency gain equal to 0.31 
percent of gross domestic product (GDP) or Can$849 million in 1980 dollars 
(the base year for data in their model).9 Under the dynamic model, corporate 
tax changes lead to a small drop in the level of investment, but since 
investments are made more efficiently, the economy achieves a small effi
ciency gain of 0.01 percent of GDP. Personal tax changes result in an effi
ciency gain due to increased work incentives in the static model, increasing 
labor supply by 0.2 percent and producing a welfare gain equal to about 0.16 
percent of GDP. 

Not surprisingly, however, these estmates are sensitive to the assumed 
parameter values used in either model. For instance, the key parameter that 
determines efficiency effects of the personal tax changes is labor-supply 
elasticity. If this elasticity is increased, then reducing the distortions of labor 
supply will yield a larger efficiency gain. On the other hand, if this elasticity 
is lowered, the removal of distortions will have little effect on efficiency. 

Also, the exact nature of the sales tax change can alter the aggregate gain 
estimate. Hamilton and Whalley assume a substantial increase in the sales 
tax credit, but if this increase is larger (or smaller), the efficiency gain will fall 
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TABLE 5.4 Aggregate Efficiency Effects of Canadian Tax Reforms 

National welfare gain 

Millions of 1980 CanS %of GDP 

Sales tax reform 
Replace federal sales tax with broad-based tax 849 0.31 
As above, but also remove income surtaxes 

and enhance sales tax credit 945 0.34 
Personal tax reform 428 0.16 
Combined personal and sales tax reforms 1,300 0.46 
Corporate tax reformsa 

Combined Phases I and II n.a. 0.01 
Phase IIonly n.a. 0.00 

n.a. = not available. 
NOTE:Both models use 1980 base period data for their assessments of tax effects. 
a.These welfare measures are not annual estimates. They are the discounted present value of equivalent variations 
as a percentage of the discounted pres.ent value of income over a number of years generated by a dynamic
equilibrium model. 
SouRcE: R.W.Hamilton and J.Whalley, "Efficiency and Distributional Effects of the Tax Reform Package," inTheEconomic Impacts of Tax Reform, edited by J.Mintz and J.Whalley, Canadian Tax Paper No. 84 (Toronto: Canadian
Tax Foundation, 1989), 373-98. 

(or rise) correspondingly. In addition, possible exemptions from the new 
sales tax would also act to lower the efficiency gain. Furthermore, there could 
be increases in excise taxes on alcohol, tobacco, and fuel if the level of taxation 
on these commodities is to remain constant. This would further reduce the 
efficiency gain. 

The Hamilton-Whalley models do not capture the intertemporal gain
from removing the sales tax on capital goods or the effets of intertemporal
distortions from increased taxation of capital income under the personal tax 
reforms. 

Hamilton and Whalley calculate the marginal excess burden (MEB)-the
additional welfare or misallocation cost of raising taxes--of various Cana
dian tax sources with their model, producing some interesting results rele
vant to an evaluation of the reforms (see Ballard, Shoven, and Whalley 1985).
The present sales tax has the highest MEB, at Can$0.35 per dollar of tax 
revenue; a broadly based sales tax, at Can$0.073, is a more efficient revenue
raising tax. They do not present the MEB for the corporate tax, which is more 
difficult to compute in a dynamic model. In the static model, however, the 
personal tax is shown to be a more efficient revenue raiser than a broadly 
based sales tax. 

The key factors explaining their last result are the effect of tax reforms 
on the general price level and the degree of indexation of government
transfer payments. If the sales tax increase is passed on fully as an increase 
in consumer prices (note that this also implies an accommodating change in 
monetary policy) and government transfers are fully indexed, then sales tax 

http:Can$0.35
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increases will be more costly than increases in personal tax rates, which are 
typically assumed not to affect consumer prices and therefore indexation). 

The distributional effects of the 1987 tax changes are shown to be only 
mildly regressive by the Hamilton-Whalley calculations, with the largest 
percentage gains in real income occurring in the top income ranges. Personal 
tax changes reduce the overall tax on labor income and increase taxes on 
capital income. Average tax rates, however, are reduced for all households, 
and as a result the real income of every household increases. The regressivity 
of the rate cuts is also partially offset by the conversion of exemptions into 
credits and increased taxes on capital income (through changed capital gains 
treatment). Regressivity effects are sufficiently mild, however, that the ma
jority of income groups experience a real income gain of around 0.5 to 1.0 
percent (see column I of Table 5.5). 

This last result is misleading, however, because the personal tax mea
sures result in reduced government revenues in the model. Imposing a 
broadly based sales tax that restores government revenues,: their prereform 
level reduces the gain to all households by about 0.3 percr'tage points (see 

TABLE 5.5 Distributional Effects of Canadian Tax Reforms (welfare gain as a % of total income) 

Effects of sales tax reform 

1986 household Effects of personal tax changesa No change With increased Combined per
income range to sales tax sales tax sonal & sales tax 
(thousands of CanS) No equal yield (1) Equal yield (2) credit (3) credit (4) reform (2) + (4) 

0-5 0.1 -0.1 -0.3 12.6 12.5 

5-10 0.1 -0.1 -0.1 2.9 2.7 

1.4 1.510-15 0.4 0.1 0.1 

15-20 0.5 0.2 0.2 0.5 0.7 

20-25 0.4 0.1 0.2 0.0 0.1 

25-30 0.4 0.0 0.3 -0.1 0.1 

30-40 0.3 0.0 0.3 0.0 0.0 

0.1 -0.3 0.4 0.0 -0.240-50 

0.1 -0.150-60 0.2 -0.1 0.4 

60-70 0.3 0.0 0.4 0.1 0.1 

70-80 0.7 0.4 0.5 0.1 0.5 

80-90 1.0 0.8 0.4 0.1 0.8 

90-100 1.1 0.8 0.4 0.1 0.9 

100+ 1.5 1.2 0.3 -0.1 1.1 

a.The personal tax cuts alone reduce government revenues. The equal yield simulation recoups these revenues by imposing abroad-based
 
sales tax.
 
SSxcE: R.W.Hamilton and J.Whalley, 'Efficiency and Distributional Effects of the Tax Reform Package," inThe Economic Impacts of Tax
 
Reform, J.Mintz and J.Whalley, Canadian Tax Paper No. 84 (Toronto: Canadian Tax Foundation, 1989), 373-98.
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column 2 of Table 5.5) and causes several households to lose as a result of 
the reform. 

The redistributive effects of replacing the existing sales tax by a broadly
based alternative take several forms. "Essential" items, such as food, are 
taxed, increasing the sales tax burden on low-income groups relative to 
high-income groups. On the other hand, services and entertainment are 
brought into the tax base, tending to offset these regressive effects. The net 
effect of a revenue-neutral sales tax reform is a mildly regressive tax change, 
with only the lowest income groups worse off than before reform (see 
column 3 of Table 5.5). 

Use of an enhanced sales tax credit, however, as the government pro
poses, alters the redistributive picture sharply. An increase in the credit shifts 
some of the real income gain from upper- and middle-income to lower
income households. In fact, since transfers are assumed to be fully indexed 
for price level changes in the Hamilton-Whalley model, the enhanced credit 
causes lower-income households to be the largest gainers from the change.
Table 5.5 shows that the combined effects of the personal and sales tax 
reforms leave middle-income groups worse off, the lowest-income groups 
much better off, and upper-income groups somewhat better off. 

Hamilton and Whalley also explore different approaches to offset the 
regressive effects of the sales tax changes, including the most commonly 
suggested tactic of exempting certain commodities from the tax base. Table 
5.6 reports their results. 

If food is excluded from the tax base, regressivity changes a little at either 
end of the income distribution, but the effects are small. There is also a slight
drop in the aggregate efficiency gain. Even removing food and clothing does 
not make a big difference.'0 It seems that including these commodities in the 
sales tax base does not impose a significantly increased burden on low
income households. Since higher-income households also buy these ex
cluded items (and in larger absolute amounts), relief is granted to all. Thus, 
not only are commodity exemptions ineffective, they are also welfare-reduc
ing for the economy as a whole. 

Income tax credits, on the other hand, target reliefat low-income house
holds. Indeed, Hamilton and Whalley's results clearly suggest that increas
ing the sales tax credit dramatically changes the incidence pattern. They also 
require that the rate of tax be increased in order to finance the credit, creating 
efficiency costs. 

The effects of tax credits are displayed in the final two columns of Table 
5.6. The Hamilton-Whalley simulations assume two credit schemes (the 
credit values are deflated to 1980 values for use in their model). These credits 
shift gains from upper- and middle-income households to lower-income 
households. High-income households gain somewhat due topersonal surtax 
reductions, but middle-income households are relatively worse off because 
they receive relatively few benefits from the personal surtax reductions. As 
a result, lower-income households are the largest gainers from tax reform 
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TABLE 5.6 Distributional Effects of Various Methods to Reduce Regressivity of Canadian Sales Tax 
Reform (welfare gain as a %of total income) 

Sales tax re'orm (including surtax removal) 

Exclude Income tax credit as part of change
1986 household incurme 
range (thousands of CanS) 

Comprehensive 
base for new tax 

Exclude food 
from new tax 

food and cloth
ing from new tax Scheme 1a Scheme 2l ' 

0-5 -0.27 -0.15 -0.26 6.20 12.60 

5-10 -0.09 0.04 -0.01 1.40 2.89 

10-15 0.12 0.18 0.16 0.78 1.42 

15-20 0.20 0.23 0.21 0.34 0.48 

20-25 0.23 0.25 0.24 0.11 0.00 
25-30 0.28 0.29 0.29 0.09 -0.10 

30-40 0.34 0.33 0.34 0.15 -0.04 

40-50 0.39 0.35 0.36 0.21 n,02 

50-60 0.42 0.39 0.39 0.25 0.08 

60-70 0.43 0.37 0.37 0.26 0.09 

70-80 0.45 0.38 0.39 0.28 0.12 

80-90 0.43 0.36 0.36 0.27 0.10 

90-100 0.42 0.38 0.40 0.24 0.07 

100+ 0.25 0.14 0.11 0.09 -0.07 

Aggregate efficiency gain 
(millions of 1980 CanS) 1,011 991 957 979 945 

Gain as a %of GDP 0.36 0.36 0.35 0.35 0.34 

a. CanSlO0 per adult and CanS25 per child for households whose net income is less than Can$23,000. 
b. CanS200 per adult and CanS50 per child for households whose net income is less than Can$23,000. 
SOURCE:R.W.Hamilton and J.Wnalley, 'Efficiency and Distributional Effects of the Tax Reform Package," inThi Economic Impacts of Tax 
Reform, edited by J.Mintz and J.Whalley, Canadian Tax Paper No. 84 (Toronto: Canadian Tax Foundation, 1989). 

under either of the credit options. In addition, with the large credit increase 
under Scheme 2, these effects are strong enough that middle-income house
holds are actually worse off after the reform. 

In practice, the distributional effects of a sales tax reform in Canada will 
be sensitive to the nature and magnitude of the credit as well as to the degree 
to which government transfer payments are indexed. It is clear from the 
Hamilton-Whalley results, however, that income tax credits are more effec
tive than exemptioits in addressing any regressivity effects from the planned 
sales tax change. Effects of the reform may thus be small in aggregate, but 
for subgroups and sectors, the results are more pronounced. 
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Conclusion 

Canada's tax reform experience has had two striking features. First, there 
was apparently no grand design as to where the tax system as a whole should
head and what the objectives of tax policy should be, making this a series of
piecemeal changes grouped together under the heading of tax reform rather 
than a genuine system-wide reform. Second, international pressures oper
ated strongly on the corporate components of the tax reform, although they 
were weaker in the personal area and only a subsidiary issue in the sales tax 
area. 

Income tax changes appear to have relatively mild effects on resource 
allocation and income distribution, in part because of other changes made at
the same time, which tend to offset the consequences of rate reductions. 
Overall, effects are positive for labor supply and for itvestment, despite
elimination of investment incentives due to rate reductions and moves
toward neutrality of tax treatment among assets. The largest efects, though, 
may well come from sales tax reform, which is yet to be enacted. 



Chapter6 Eytan Sheshinski 

The 1988 Tax Reform Proposal in Israel 

In the 1980s Israelis expressed great dissatisfaction with their country's
personal income tax system. They believe that the existing tax system is
complicated and unfair, that it distorts economic decisions, and that it does 
not encourage individuals to work, save, or invest to a desirable extent. 

The Israeli tax system has been subject to a number of problems. It offers 
myriad tax benefits and exemptions that deplete revenue and have a regres
sive effect on income distribution. The tax burden is extremely high relative 
to gross national product, reaching more than 47 percent in 1987. Tax evasion 
and avoidance are rampant. Last, Israel has had periods ofvery high inflation 
that have eroded the tax base. 

h- 1988 a committee of experts offered a proposal for reform of Israel's
personal income tax system. The proposal shares two features with reforms
that have taken place (or are taking place) in other industrialized countries
since the 1986 U.S. tax re.,rm. First, it recommends reducing the marginal
tax rates on personal income, particularly the top brackets, and broadening
the tax base by eliminating tax expenditures (that is, favorable rates and
exemptions on earnings). Second, the proposal suggests reducing differen
tial tax incentives for investment. There seems to be a persistent difference 
between the comprehensive approach to income ,ofthe U.S. reform, in which
all sources of income including interest iad capital gains are taxable as
ordinary income, and the approach in several other countries, which tax
income from capital at much lower rates than earnings. The reform proposal 

. . -C .. . .. K. , t. 



94 Tax Reform and Developed Countries 

in Israel uses the latter approach and adopts a low, uniform rate to tax income 
from capital, which offers the advantage of deductibility at the source. 

This chapter begins by reviewing the problems of the tax system and the 
background to the 1988 reform proposal. It then describes the features of the 
proposal itself, starting with recommendations for adjusting the personal 
income tax schedule and for broadening the tax base. Finally, it discusses the 
proposals made for the taxa, ion of income from capital. 

Background of the Tax Reform Proposal 

Four major problems have plagued the Israeli tax system. First, the prolifer
ation of relief, benefits, and tax exemptions (tax expenditures) awarded to 
various individuals, groups, and corporations are a major source of ineffi
ciency in Israel's tax system. Experts estimate that Israel's tax expenditures 
amount to 20 percent of its tax revenues. Tax expenditures also have dis
tributio~lal implications. As seen in Figure 6.1, the high-income deciles reap 
most of the benefits, with the top decile alone having nearly 40 percent of the 
total (Center for Srcial Policy Studies in Israel 1985). Clearly, a reduction or 
elimination of t.iese tax concessions has, in itself, a progressive aspect.] 

The second major problem is the high burden of the level of taxes reladve 
to gross national product (GNP). Real tax revenues in Israel have increased 
in the past twenty years at an average of 8 percent annually, significantly 
exceeding the growth rate of GNP (about 4 percent annually). In particular, 

FIGURE 6. 	 Estimate,! Distribution of Tax Revenue Lost as a Result of Exemptions in 
Israel, by Income Decile, 1987 (%) 
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SOURCE:Ministry of Finance, Personal Income Tax Reform: Report of the Committee of Experts (Jerusalem, 1988). 
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FIGURE 6.2 Share of Taxes inIsrael's GNP, 1978-1988 (percentage) 
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the slowdown of growth in GNP following the oil crisis of the early 1970s
has increased the tax burden from less than 30 percent of GNP in 1970 to 
more tiian 47 percent in 1987 (see Figure 6.2). This rate may be compared to
50 percent in Sweden, 38 percent in the United Kingdom, 29 percent in the 
United States, and 28 percent in Japan. The growth of tax revenues mainly
reflects the increase in social security contributions and in revenues from the 
income tax and the value-added tax, currently at 15 percent on all goods and 
services excluding agricultural products and exports. The burden of taxes on 
earnings widened the gap between gross labor costs (to employers) and net 
wages, thereby increasing inflationary pressures and undermining the 
economy's international competitiveness. 

Accompanying the growth of tax revenues has been an increase in 
transfer payments (such as welfare payments and subsidies), which were 
about 27 percent of GNP in 1987. In fact, net taxes (taxes less transfer 
payments) have hardly changed in relation to GNP since 1970. The ineffi
ciency of the tax system, therefore, is related to the level of gross taxes and 
transfers, sirce both the collection of tayes and the disbursement of transfers 
create economic distortions. 

Third, the system faces pervasive tax evasion and avoidance, encour
aged by the failure to enforce the requirement to file tax returns. Obviously,
there are no official estimates of the secondary economy and tax evasion, but 
some studies put unreported income at 15 to 20 percent of GNP (Kondor
1987). In addition to preventing a high level of tax revenues from being
collected, tax evasion also presents distributional problems. Tax collection 
from the self-employed, for example, has been shown to lag significantly
behind collection from salaried employees. 
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The fourth problem affecting the tax system is inflation. Inflation in
creased from 20 to 30 percent in the mid-1970s, to 130 percert in the early 
1980s, and to over 400 percent in 1985. At that time, the government 
embarked on a stabilization program that drastically reduced inflation to 20 
percent and then to 16 percent in 1987. Inflation has affected both the tax base 
and the administration of tax collection and real penalties for delays. Taxa
tion of corporate profits has been adjusted twice, under the Law for Taxation 
under Inflationary Conditions in 1982 and its amendments in 1985 (these 
changes were recommended by the Steinberg Committee), so as to protect, 
to a large extent, real corporate taxes from inflation. 2 Personal income tax 
brackets have been partially indexed to the consumer price index (CPI) since 
1976 (accordiaig to the recommendations of Ben-Shahar Committee). While 
this partial indexation, providing 0.7 percent for every percentage point 
increase in the CPI, was reasonable at the moderate inflation rates of tbne 
1970s, it has not prevented a serious erosion in the tax structure as inflation 
accelerated. Furthermore, the lag in the automatic bracket adjustments every 
three months has increased the relative tax burden on salaried workers 
whose taxes are deducted at the source. 

Following the U.S. tax reform in 1986, the minister of finance and the 
Israeli cabinet adopted major tax reform as a goal. Faced with labor union 
opposition to the elimination of numerous tax concessions to employees, the 
government announced in 1987 that the top tax bracket was reduced from 
60 to 48 percent. This reduction, unaccompanied by any base broadening, 
has cost the treasury about NIS 1,200 million. In the wake of the inflation 
stabilization program in 1985 and the subsequent increase in tax revenues, 
the government expected the expansion of economic activity and the com
plementary expenditure cuts to warrant the reduction in tax revenues. On a 
tactical levcl, it expected that the tax relief provided to high-income groups 
would create pressure to extend the reduction in marginal tax rates to 
medium- and low-income levels. It was with this background that the 
government appointed a tax reform committee in June 1987. 

The Income Tax Schedule Recommended by the Committee of Experts 

In June 1987, the minister of finance named a five-member committee of 
experts (three economists, a lawyer, and an accountant) to reform the per
sonal income tax. The committee was instructed to "broaden the tax base,... 
examining the various components of income... for the purpose of increas
ing the disposable income of taxpayers in or below the 45 percent tax 
bracket." Regarding the resources devoted to the reform, the committee was 
to assume "that the [government's] budget will not be augmented for this 
purpose." In other words, the reform should be "fiscally neutral." 

As already noted, in 1987 the minister of finance had decreed a unilateral 
reduction in the maximum marginal tax rate from 60 to 48 percent. The 
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parliament (Knesset) then imposed a one-year surtax equivalent to 10 per
cent of the income tax paid by individuals earning more than NIS 7,400 per
month. Thus, the highest effective marginal tax rate in 1987 was 54.3 percent.3 

In the wake of this reduction, the committee of experts recommended 
further reductions in all marginal, and thus average, tax rates. The income 
tax schedule proposed by the committee is presented in Table 6.1. The 
maximum tax rate of 48 percent is certainly in line with postreform rates in 
other major countries (Table 6.2). Although it is not as low as the 33 percent 
in the United States,4 it is lower than the rates of all European countries. 

TABLE 6.1 Current and Proposed Tax Rates inIsrael 
Current Proposed 

Monthly income ceiling Marginal tax rate Monthly income ceilinga Margina' tax rate 
(NIS) (%) (NIS) (%) 
1,040 20 1,040 20 

1,710 30 1,400 25 

2,450 35 2,000 30 

3,800 45 2,700 35 

3,800+ 48 3,600 40 

4,500 45 
4,500+ 48 

NoTE: Each credit point was worth NIS 47 per month inDecember 1987. 
a.Income ceilings and credit points should be adjusted for changes in the CPI of each month. The tax thresholds
described inTable 6.1 are derived from these tax rates and credit points.

SouRcE: Ministry of Finance, Personal Income Tax Reform: Report of the Committee of Experts (Jerusalem, 1988).
 

TABLE 6.2 Top Individual Income Tax Rates inSelected Countries, 1984-1990 

(percentage) 
Country 1984 1988 1990 
Australia 60 49 49 
Canada 51 45 45
 
Denmark 73 68 68 
France 65 57 57
 
Italy 65 60 60 
Japan 88 76 76
 
Netherlands 72 70 70 
Sweden 82 75 75 
United Kingdom 60 60 60 
United States 55 33 33 
West GermLny 56 56 53 
SouRcE: J.Pechman, World Tax Reform (Washington, D.C.: Brookings Institution, 1988). 
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The effective tax rate in the proposed reform in Israel can be calculated 
from Table 6.1 and from Table 6.3, which provides the credit points allowed 
to each individual. For example, a married man with a nonworking wife is 
allowed, according to the proposal, 41/4 credit points. Each point was worth 
NIS 47 in December 1987. Dividing the total value of these points by the 
lowest marginal tax rate yields the tax threshold. As seen from Table 6.3, the 
proposed reform raises the threshold from NIS 764 to NIS 1,000 per month. 
(Similar increases in the threshold were provided to other demographic 
groups.) This increase, in itself, would eliminate tax obligations for about 
140,000 of the low-income workers (out oi a labor force of 1.7 million). 

Table 6.1 also indicates that the marginal tax rates for all incomes under 
NIS 4,500 per month would fall substantially, from 30 to 25 percent on 
incomes between NIS 1,040 and 1,400, from 45 to 35 percent between NIS 
2,450 and 2,700, and so on. The reduction in marginal tax rates and the 
increase in credit points would raise disposable income at all income levels. 
The increase in net income for a married inan with a nonworking wife and 
two children is presented in Figure 6.3 and in Table 6.4. 

The proposed reform includes if creases of 7-8 percent in net income to 
those in the NIS 1,500-5,000 per month range. The method used to concen
trate most of the benefits at the midJle-incc~me range (since the high-income 
group exclusively benefited frum the reduction of the h-ghest marginal rate 
from 60 to 48 percent in the previous phase of the reform) was similar to that 
adopted in the 1986 U.S. reform. Specifically, credit points are gradually 
eliminated for taxpayers with income of NIS 5,0G3 to 9,000 per month, 
effectively increasing the marginal tax rate in this range by 5 percentage 
points (that is, to 53 percent). 

The effects of the proposed reform together with the previous reduction 
in the maximum tax rate are presented in Table 6.5. The combined effect is 
somewhat regressive, but this should be evaluated against the fact that about 
70 percent of tax revenues are paid by the upper decile (with income above 
NIS 3,800 per month) and that the elimination of tax exemptions affected 
mainly the upper two income deciles (see Figure 6.1). 

TABLE 6.3 Current and Proposed Credit Points and Tax Thresholds inIsrael 

Credit points Tax threshold (NIS per month) 

Current Proposed Current Proposed 

Married man with nonworking wife 31/4 41/4 764 1,000 
Married man with working wife 2/ 31/4 529 764 
Unmarried 21/4 31/4 529 764 

Married woman (fi;ing separately) 21/4 31/4 529 764 
SOURCE:Ministy of Finance, Personal Income Tax Reform: Report of the Committee of Experts (Jerusalem, 1988). 
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FIGURE 6.3 Increase inNet Monthly Income with Proposed Tax Reforms inIsrael 
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SouRcE: Ministry of Finance, Personal Income Tax Reform: Report of the Committee of Experts (Jerusalem, 1988).
 

TABLE 6.4 Effect of the Proposed Reform on Net Income in Israel
 
Monthly pretax Net monthly income (NIS) Increase innet monthly income Average tax rate (%)
 

income (NIS) Before reTorm After reform NIS V Before reform After reform
 

600 694 694 0 0.0 -15.7 -15.7 

800 887 894 7 0.1 -10.9 -11.8 

1,000 1,047 1,094 47 4.5 -4.7 -9.4 

1,500 1,356 1,466 110 8.1 9.6 2.3 

2,000 1,691 1,816 125 7.4 15.4 9.2 

2,500 1,990 2,141 151 7.6 20.4 14.4 

3,000 2.265 2,451 186 8.2 24.5 18.3 

4,000 2,808 3,041 233 8.3 29.8 24.0 

5,000 3,328 3,576 248 7.5 33.4 28.5 

6,000 3,848 4,046 198 5.1 35.9 32.6 

7,000 4,368 4,516 148 3.4 37.6 35.5 

8,000 4,888 4,986 98 2.0 38.9 37.7 

9,000 5,383 5,456 73 1.4 40.2 39.4 

10,000 5,903 5,976 73 1.2 41.0 40.2 

Nor : This table gives data for amarried man with two children and anonworking wife. The figures inthe table include child allowances and 
gradual elimination of credit points, or a5percent increase intax inthe NIS 5,000-9,000 monthly income range. 
a.The increase inpercent isrelative to prereform net income. 
SOURCE:Ministry of Finance, Personal Income Tax Reform: Report of the Committee of Experts (Jerusalem, 1988). 
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TABLE 6.5 	 Effect of the April 1987 Tax Cut and Proposed Reform on Net Income 
inIsrael (NIS, December 1987 prices) 

Monthly pretax Increase innet income 

income With April 1987 tax cut With proposed reform Total 

600 0 0 0 
800 0 7 7 

1,000 20 47 67 

1,500 24 110 134 

2,000 32 125 157 

2,500 61 151 212 

3,000 71 186 257 

4,000 130 233 363 

5,000 250 248 498 

6,000 370 198 568 

7,000 490 148 638 

8,000 610 98 708 
9,000 730 73 803 

10,000 850 73 923 

NOTE:This table gi-es data for amarried man with two children and anonworking wife. 
SouRcE: Ministry of Finance, Personal Income Tax Reform: Report of the Committee of Experts (Jerusalem, 1988). 

Proposals for Broadening the Tax Base 

The proposed reductions in marginal tax rates would be financed by a 
broadening of the income tax base. That is, income previously exempt from 
ta>,; (such as capital gains) or subject to favorable rates would be regarded 
on equal terms with earnings. Table 6.6 provides a breakdown of the pro
posed changes. Based on the income tax model of the treasury (which uses 
data from all tax returns on file), the added revenue after the first year of 
reform is I LS 746 million. 

Tax benefits. As in other countries, the tax system in Israel has become 
distorted and lost much of its efficiency because of excessive use of the tax 
benefits and exemptions that have been introduced over time. In each case, 
there has been a specific activity or goal that seemed to the legislature worthy 
of support. However, annual budget discussions in the Knesset do not 
include the loss of revenues stemming from tax benefits. Consequently, there 
is a tendency to perpetuate benefits and exemptions whose objectives have 
become obsolete or that have been shown to be ineffective or misused. Vested 
interests that resist any change become entrenched. In most cases, the corn
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TABLE 6.6 	 Effect of Tax Base Expansion on Israel's Tax Revenues (millions of NIS,
December 1987 values) 

Added revenue after implementation of reform 
Factor First year Second year Long term 

Capital gains from securities traded on the 
exchange 190 190 190 

Other capital-derived revenues 58 115 230 
Social benefit outlays 0 15 344 
Advanced training fundsa 88 88 88 
Development areasa 50 50 50 
Company cars 15 15 15 
Employers' discounts (interest, gifts, meals) 67 67 67 
Shift work 39 39 39 
Medical expenses 25 25 25 
Half credit point for children of working mothers 57 57 57 
National insurance allowances 37 37 37 
Demobilized soldiers 13 13 13 
New immigrants 23 23 23 

Defense ministry allowances (excluding mobility
allowances) 16 16 16 

Charitable donations 5 5 5 
Students 16 16 16 
Filmmaking, oil exploration, R&D 10 10 10 

Subtotal 709 781 1,225 
Transfer from second to first year 37 -41 

Total after transfer 746 740 1,225 
a.Sums for this factor are half the expected gain inrevenue, because half of the revenue will be returned inthe 
form of expenditures.
SOURCE:Ministry of Finance, Personal Income Tax Reform: Report of the Committee of Experts (Jerusalem, 1988). 

mittee has supported the elimination of these tax preferences with no direct 
compensation through budget expenditures.

The committee recommended abolishing tax preferences for overtime 
work, research and development, oil exploration, movie production, and 
income obtained in some geographic areas k"development towns"); income 
ofveterans, students, and new immigrants; and a host of other benefits based 
on social criteria or economic activity. In all of these cases, the committee 
believed that direct budgetary subsidies, if desirable, are a preferred and 
more flexible instrument for encouraging these activities. 

As Table 6.6 shows, advanced training funds are a major tax expenditure. 
These are funds to which employers and employees contribute similar 
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amounts, up to a ceiling, and can be usad by the employees, after a minimum 
period of six years, for any purpose. The employer's contributions to these 
funds, as well as withdrawals, are tax-exempt. With 40 percent of all workers 
participating in such funds, the elimination of this tax preference was a 
sensitive issue for Israel's trade union. Thus, while the unambiguous recom
mendation was to abolish this tax benefit, it was also recommended that the 
public sector (presumably followed by private employers) compensate 
workers for the lost benefit. 

Transfer payments. Transfer payments include benefits paid by the social 
security system, such as unemployment insurance, maternity benefits, ben
efits to victims of work accidents, defense ministry payments to war widows 
and disabled veterans, and child allowances. 

Except for child allowances, these transfers have all been exempt from 
income taxation. The committee has accepted that these payments express 
norms as to the "appropriate" standard of living of the respective recipients. 
Thus, it recommended that while these transfers should not be taxed, they 
s.,ould be added o any other income obtained by their recipients when 
calculating marginal taxes. That is, all sources of income should be brought 
into the taxable income base. When transfers, however, are meant as substi
tutes for wnges or compensation for wage loss (such as during army reserve 
duty, for e.xample), they should be taxed as regular income. 

In 1976 deductions from taxable income for children were replaced by a 
tax credit per child, paid by the social security system. In a sense, this method 
provided a "negative income tax" for families with children whose income 
was below or around the threshold of the income tax. In July 1985, child 
allowances were eroded by the government (the first-child allowance was 
eliminated and the second- and third-child allowances were taxed). The 
committee strongly recommended reestablishing these allowances as an 
integral part of the income tax system, and as the main vehicle providing 
horizontal equity. 

Benefits and exemptions for long-term savings Many countries, including 
Israel, grant tax benefits and exemptions for long-term savings, especially 
those meant to provide for retirement (pension plans) or a "rainy day" 
(severance pay). There are two justifications for a special attitude toward 
savings. First, consumption is arguably the factor that represents one's 
standard of living. Taxpayers should therefore be allowed to deduct savings 
from taxable income so it is consumption that is ultimately taxed. This 
approach suggests a transition from income to consumption as the basis for 
personal taxation. The value-added tax, as practiced in Israel, is this kind of 
tax, for it permits the deduction of investments as expenses. As yet, no 
country has fully shifted to a consumption tax. Most, like Israel, exempt 
long-term savings (particularly in pension funds). 
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Second, with a progressive income tax, the length of the period (the
calendar year, for example) used for tax computation affects an individual's 
liability over time. Thus, taxpayers with the same present value of income 
but different degrees of variation over time incur different tax liability.
Through exemption, savings income can be transferred from one year to 
another, thereby averaging income across years. The result approaches
taxation on the basis of lifetime rather than annual income. 

Although one can justify favorable treatment of long-term savings, in 
Israel these savings enjoy a doubleexemption. Contributions to pension plans 
are deducted, up to a ceiling, from taxable income and withdrawals are also 
tax-exempt. The committee therefore recommended that contributions be 
deductible, but that withdrawals be taxed at the personal rate. Clearly,
deducting contributions amounts to an exemption of the cumulated interest. 

Since these changes, like the others suggested, should not apply retro
actively, this recommendation implied the opening of new accounts with 
pension funds, such that withdrawals from "old" accounts will be tax
exempt, while deposits after tax reform will be made only into the "new" 
funds, withdrawals from which will be taxable. 

Recowmrendations for the Taxation of Capital Income 

Israel's capital market is characterized by a stunning proliferation of tax 
rates, beginning with the Law for the Encouragement of Capital Investments, 
continuing with credit subsidies, and ending with tax exemptions on various 
types of capital income. There are several levels of differential rates based on 
the type of investor (companies or individuals), economic sector (manufac
turing, services, or finance), type of income (interest, dividend, or capital 
gain), location of investment (development area), and domicile of investor 
(foreign or Israeli residents). These distinctions result in an inefficient allo
cation of resources among sectors and parts of the country. Furthermore, in 
order to exploit possible advantages within this labyrinth of laws, a sizable 
economic sector meant solely for the purpose of tax avoidance (as opposed 
to tax evasion) has taken shape. 

The committee's recommendations were aimed atreducing, to the extent 
possible, these distortions in resource allocation. Since its mandate did not 
include an examination of corporate taxation, it made no specific recommen
dations regarding the existing law (with one exception, concerning capital
gains taxation, which is discussed below).

To arrive at an efficient allocation of resources, capital income of all kinds 
(interest, dividends, and capital gains) and from all sources must be taxable. 
In addition, the tax rate should be uniform so as to avoid creating artificial 
disparities in the profitability of different kinds of investment (that is, there 
should be tax neutrality among investments). The tax should apply to net 
capital income, that is, capital income less capital expenses (such as interest 



104 Tax Reform and D-veloped Countries 

on loans for the purchase of assets). Furthermore, the tax base should 
comprise real income only (nominal income less inflationary depreciation in 
values); otherwise, inflation will produce profit rates other than the 
investments' true yieid. Finally, all capital income should be added to the 
individual's other income (such as earned and business income), with the 
total subject to the progressive rates of income tax. 

It seems infeasible, however, to apply the aforementioned principles 
and to define comprehensive income in the foreseeable future, for two 
reasons. First, it is difficult to unify receipts and payments transacted at 
different times when the price level is not static (although the inflation rate 
has been drastically reduced in recent years, at 16 percent annually, it still 
cannot be disregarded). Earned income is currently calculated in nominal 
values, whereas we wish to compute capital gains, for example, on a real 
basis. Thus it would be necessary to compute earned income based on real 
values as well. 

Second, certain types of capital income are not actually received. The 
imputed income from ownership of housing is one example. Failure to 
include these in the definition of i.come for tax purposes wovld require that 
capital expenses attributable to the production of these incomes (for exam
ple, interest on mortgages) not be recognized. 

These are the major reasons why the comprehensive income principle 
was not adopted in the reform proposal. Instead, the committee recom
mended a separate and equal treatment of several kinds of capital income 
that are now totally tax-exempt or subject to limited tax rates. These incomes 
would be liable to a uniform tax of 25-35 percent, a rate considerably lower 
than the current highest marginal rate of 48 percent. This relatively low rate 
is designed to compensate taxpayers for expenses toward the generation of 
capital income, which are not officially recognized for tax purposes. Certain 
other capital income, however, such as inflationary profits from various 
capital assets, is currently subject to extraordinarily high tax. 

A major component of the reform proposal was the recommendation to 
tax real capital gains from securities traded on the stock exchange at a flat 
rateand, for most taxpayers, on an accrualbasis. According to the proposal, 
every taxpayer's gain would be computed as: 

the value of the securities portfolio at the end of the tax year 
plus 

sales of securities during the year by a monthly breakdown 
minus 

the portfolio's value at the beginning of the tax year 
minus 

acquisitions during the year by a monthly breakdown. 

All these values should be adjusted to end-of-tax-year prices based on the 
consumer price index (CPI). 
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The simplest way to implement this recommendation is as follows: 
agents licensed to trade on the stock exchange (banks and private brokers)
will compute the gains achieved in every client's account at the end of the 
tax year and will present clients with a report. Clients will file returns with
information on all gains and losses in all such accounts, keeping these capital
gains returns separate from and independent of the personal returns theyfile on other income. Because capital gains will be taxed on an accrual basis,
which is slightly tougher on the taxpayer (who does not yet have the income 
in hand), a relatively low tax rate of 25 percent was recommended. Because
this tax rate is the same for all taxpayers, banks (orL-okers) can even compute
the tax liability in every account and present this information to 'heir clients. 

It will be possible to offset capital losses in one tax year against capital
gains during the next or the preceding year with no time limitation. Transfers
from year to year (as well as tax refunds) would be fully indexed to the CPI.
Permitting taxpayers to offset present losses against past gains is essential
under the proposed accrual method. In this context the transfer of an account
from one bank or broker to another would be considered a sale-purchase 
transaction. 

An exception to the rule of taxation on an accrual basis would be shares
held by taxpayers with controlling interest in companies. For this purpose,
such a taxpayer would be define:l as anyone holding at least 5 percent of a
company's equity. With respect to these shares, taxpayers would be given
the option of paying tax when the profit is realized, that is, when the income
is actually received. In such a case, the tax would be set at the ordinary 35 
percent rate recommended for other capital income, with offsetting of losses
against gains allowed in subsequent but not preceding years. Furthermore,
the offsetting of losses or gains in these shares against capital gains or capital
losses on securities taxed by the accrual method would not be permitted.

The proposals for capital gains taxation deserve elaboration. Experts dis
agree on the advantages and disadvantages of accrual versus realization as
the basis for taxing capital gains. The major advantage of the accrual method
is that it makes computation simple, obviating the need to note the date of 
every purchase and sale of assets. Admittedly, because the proposal calls for
taxing only real income, this method, like the realization method, requires
adjustment of portfolio values at the beginning of the tax year and adjust
ment of the value of sales and purchases during the year to end-of-tax-year
prices. But this adjustment is confined to one tax year only, while under the
realization method, information must be provided on the date of purchase
and on the associated index adjustments, which may extend over many 
years. The committee believed that there was no reasonable way for the agen
cies licensed to trade on the exchange to Trovide account holders with thisinformation; neither is it likely that the account holders themselves could be
required to perform these computations (and provide appropriate support
for them). There is no doubt, however, that these bodies could easily provide
the information required by the recommended accrual method. As noted 
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above, an annual statement summarizing all transactions in a given account, 
adjusted to end-of-year prices, can be implemented without much difficulty. 

Taxation by the accrual method would compel taxpayers to ;rovide 
financial resources for the payment of tax in income that has not yet been 
realized. Therefore, this method might force taxpayers to realize some of 
their assets only for the sake of paying taxes. A considerable portion of the 
shares traded on the exchange are held by those with controlling interests in 
companies, who cannot realize their shares for the purpose of paying taxes 
because by so doing they would lose control of their companies. Hence it was 
recommended that persons with a controlling interest be taxed by the 
realization method. 

For negotiable securities, considering the limited tax rate on these profits, 
the advantages of the accrual method far outweigh its disadvantages relative 
to the realization method. Moreover, the accrual method is conventionally 
used in computing ordinary income in "he business sector, and there is no 
particular reason to insist on using a cash (realization) basis for capital gains 
from liquid assets such as securities traded on the exchange. 

Profits from investment in mutual funds should be subject to tax under 
the method recommended for n-gotiable securities. To prevent double tax
ation, the committee suggested exempting income from the funds them
selves or from any other investment source, excluding interest on indexed 
bonds, from capital gains tax. This interest should be liable to a tax of 13 
percent withheld at the source. Thus, persons investing in indexed bonds 
through mutual funds would be taxed at the s~me rate (35 percent) as those 
who invest in indexed bonds directly. The rate x = 13 percent was arrived at 
from the equation 35 = .25 (100 - x) + x. 

In the mid-1980s, corporations in Israel increasingly gave their employ
ees options to purchase company shares within time limitations and pre
dete'rmined conditiorns. The intent is to allow employees to be partners in 
ownership and to give them a stake in the company's future success. The 
incidence of the tax provisions for employees' option programs is not clear. 
On the one hand, any benefit given to an employee at a price under market 
value is taxable. On the other hand, another section of the law explicitly 
relates to options and taxes the difference between the market value of the 
asset awarded under the option (the share) and the price paid for it by the 
employee. This raises several questions. First, when should taxation of 
option programs be applied-at the time the option is awarded, when it is 
realized (when it is converted into a share), when it is registered for trade on 
the exchange, or when the employee actually sells? Second, what tax should 
apply--the income tax (at the ordinary rate) or the capital gains tax? Third, 
to what extent should the award of options be recognized as an expense of 
the employer for tax purposes? 

The answers to these questions, as given by the committee, depend on 
whether the option is negotiable and whether the share awarded under the 
option is negotiable at the point of realization. An option that can be sold on 
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the market is indubitably tantamount to full-fledged income and is therefore 
liable to ordinary income tax immediately upon acquisition. A similar rule 
should apply, of course, to tradable shares in a company awarded to employ
ees. In these cases, the original purpose of creating long-term identification 
between employees and their company surely does not exist. 

There is no practical way to tax options that are not negotiable when 
acquired by employees, because their valve is a matter of doubt. Even if the 
cbject of the option is a negotiable share, the employee's inability to trade 
the option makes its value to that employee uncertain. If the option is 
converted into a negotiable share, tax should be applied at point of conver
sion. Likewise, if the option is converted into a nonnegotiable share, the 
employee should be taxed only when the share becomes negotiable. 

Because the option fran)ewor- ,nmprises a mix-inome for the em
ployee and conversion of one caii.:! asset into another-the tax reform 
committee recommended that the following rule apply: the real capital gain 
should be computed (the value of the share less the employer's revalued 
payment for the optioli). On a yield of 8 percent for every year that the 
employee holds the option, the employee should pay tax at the capital gains 
rate (25 percent) and the regular income tax rate on any remaining value. As 
an example, let us consider an employee who receives at no charge a 
nonnegotiable share (or option) of his company, which becomes negotiaba 
after thE employee has held it for three years. The market price at the time it 
becomes a negotiable share is NIS 100. The real capital gain in this case would 
be NIS 100 -100/1.083, or NIS 20.5. The employee should pay tax at a rate of 
25 percent on this sum. The remainder, NIS 79.5, should be considered 
ordinary income for tax purposes. 

Finally, there is no reason to recognize employee options as an expense 
of the employer's for tax purposes. The award of options (or shares) consti
tutes a transfer of profits from present shareholders to the employees, not an 
expense for fhe corporation. 

Concluding Comments 

The report of the committee of experts on personal income tax reform (Israel. 
Ministry of Finance 1988), focusing on reductions in marginal tax rates and 
elimination of loopholes and favorable rates, was greeted favorably by 
economists. i.though Histadruth, Israel's trade union, supported the pro
posed reductions in marginal tax rates, particularly in the medium- and 
low-income range, it opposed many of the recommendations to eliminate 
tax-exempt earnings (especially the advanced training funds). The minister 
of finance and some in the business community raised objections to the 
proposal to introduce a tax on capital gains. They based their arguments on 
the negative incentive on investments (althor gh the combined effects of 
reductions in taxes on earnings and the imposiion of a low tax rate on capital 
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gains is far from certain), and also presumably on the awareness that some 
stock market investments are channeled profits from tax evasion. Required 
reporting on stock transactions, some argued, would be "disastrous" for the 
stock market. It is extremely difficult to evaluate these arguments quantita
tively. In any case, the change in government, which occurred shortly after 
the committee's report was publised, put tax reform on hold. It was not 
until in December 1989 that the government announced plans to implement 
some of the recommendations concerning reduction in marginal rates and 
elimination of tax expenditures on earnings. 

The proposed uniform tax on real capital gains deserves further study. 
Capital gains are taxed in a number of countries, but only Australia has 
followed the United States in taxing them as .,rdinary income. Other coun
tries, such as Canada, Sweden, and the United Kingdom, tax capital gains 
realized from the sale of real estate but not capital gains realized from the 
sale of securities (except far gains of professional traders). "This attitude 
reflects the long standing European view that capital gains are not income" 
(Pechman 1988,. Fear of capital flight is also a factor. As was found in Israel, 
however, failure to tax capital gains makes it politically difficult to further 
reduce the top bracket rates. 

Denmark recently introduced a reform similar to the one proposed in 
Israel. Individual income tax applies to labor income (earnings), and is 
subject to a tax schedule with three rates ranging from 50 to 68 percent. 
Capital income is taxed separately at a flat 50 percent rate. Interest is deduct
ible in full against capital income, but not against labor income. A similar 
proposal to tax capital income at a flat 20 percent rate is currently under 
discussion in Japan. 

There is no compelling argument in favor of taxing comprehensive 
income, which implies equal tax rates on earnings and on capital income. On 
the con'rary, in general one should expect different optimal rates depending 
on labor and savings elasticities as well as distributional considerations. It 
would be interesting to determine the conditions under which capital income 
(interest, dividends, and capit-ll gains) ought to be taxed at significantly 
lower rates than labor earnings, possibly at a uniform low rate (as proposed 
in Israel). 

Most countries adjusted their personal exemptions and +axbrackets for 
inflation during the 1970s. But as inflation receded, indexation was elimi
nated or deferred. The only countries that, like Israel, automatically index 
their exemptions and tax brackets are France and the United States. Sweden 
and the United Kingdom adjust the purchase price of assets for inflation in 
calculating taxable capital gains. 

Finally, it is worth commenting on the issue of "fiscal neutrality." Tax 
reform, particularly when it affects the treatment of income from capital, 
generally induces changes in tax revenues that vary over time. Thus, changes 
in the tax treatment of interest income, which are applicable only to the 
interest generated by savings after the reform, but not to interest on the 
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capital stock at the time of the reform (reflecting past savings), will generate 
variations in tax revenues as the ratio of "new" to "old" savings increases. 

The natural interpretation of fiscal neutrality is therefore in terms of the 
present value of future tax revenues (allowing for uncertainty). If tax reve
nues are, for example, expected to increase over time, this implies a policy of 
increasing government debt for an interim period. Politicians resist this ap
proach. Their usual interpretation of fiscal neutrality is a cash-flow concept, 
whereby outlays and revenues balance annually. Such an interpretation may 
significantly limit the options available for tax reform. In the case of Israel, 
these opposing approaches to the dynamics of tax reform have been a major 
reason for deferring the proposed reform, at least for now. An important 
research task for the future, therefore, would be to measure the economic 
costs imposed by such constraints on the government's debt policy. 



Chapter7 Yukio Noguchi 

Tax Reform Debates in Japan 

In December 1988, after several years of intense public debate, a tax reform 
bill introducing fundamental changes to Japan's tax system passed the 
Japanese Diet. Although some revisions in the Japanese tax system have been 
made almost every year, its basic structure had remained unchanged since 
the Shoup Reform of 1949 in two respects: first, it relied heavily on direct 
taxes, especially at the national level: second, it had no broad-based con
sumption tax such as the value-added tax (VAT) in European countries or 
the sales tax in the United States. The reform has both introduced a new 
broadly based indirect tax modeled on the VAT and reduced the burden of 
the individual and the corporate income taxes. During the years leading up
to the passage of the reform bill, tax reform had been one of the most 
important policy issues in Japan. This chapter will review the tax reform 
debates, analyze their origins, and evaluate their outcome. 

In Japan, the tax system is administered by the national government and 
local governments (see Table 7.1. The latter consist of prefectures (ken), cities 
(shi), towns (cho), and villages (son). Direct national taxes are the personal
income tax, the corporate income tax, and the inheritance tax. All other 
national taxes are indirect taxes, of which the liquor tax, the gasoline tax, and 
the commodity tax are the most important. The major local taxes are the local 
income tax (juminzei), the property tax, and the business tax (jigyo zei). Social 
security contributions (shakai hokenryo) are not regarded as taxes in the 
Japanese system since they are collected through channels entirely separate 

• .,. .. • 
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TABLE 7.1 Trends inGovernment Revenues inJapan, FY 1970-1988 (percentage 
of national income) 

National and Social security
National taxes Local taxes local taxes contribution Total 

Fiscal year (1) (2) (1)+(2) (3) (1)+(2)+(3) 

1970 12.7 6.1 18.9 5.4 24.3 

1971 12.8 6.4 19.2 5.9 25.1 

1972 13.3 6.4 19.8 5.9 25.7 

1973 14.7 6.8 21.4 5.9 27.3 

1974 14.0 7.3 21.3 7.0 28.3 

1975 11.7 6.6 18.3 7.5 25.8 

1976 12.0 6.8 18.8 7.8 26.6 

1977 11.8 7.1 18.9 8.3 27.2 

1978 13.5 7.1 20.6 8.5 29.1 

1979 13.7 7.7 21.4 8.8 30.2 

1980 14.2 8.0 22.2 9.1 31.3 

1981 14.6 8.3 23.0 9.8 32.8 

1982 14.8 8.6 23.3 10.1 33.4 

1983 15.0 8.7 23.7 10.2 33.9 

1984 15.3 9.0 24.3 10.3 34.6 

1985 15.4 9.2 24.5 10.7 35.2 

1986 16.2 9.3 25.5 10.8 36.3 

1987 16.0 9.8 25.8 11.1 36.9 

1988 16.1 9.4 25.5 11.1 36.6 

NoTE: Figures are those of the settlement basis, except for FY 1987 (revised budget base) and FY 1988 (initial
budget base). 
SOURCE:Ministry of Finance, Fiscal and Monetary Statistics (Tokyo: Government Printing Bureau, 1988). 

from the tax collection system and become revenues of the social security 
special accounts. This discussion refers to them, however, because they are 
similar to taxes. 

There are several reasons why the Japanese case is worth studying. First, 
the recent reform was a fundamental one as mentioned above. Until the 
introduction of the new consumption tax, Japan had no broadly based 
indirect tax. This tax raised strong opposition, and controversy surrounded 
almost all aspects of the tax system. Second, more than ten years were 
required from the time of the first proposal by the government until the 
adoption of reform. This time frame reflects the significance of the attempt 
to fundamentally overhaul the tax system. Third, as emphasized in this 
chapter, demographic conditions in Japan are expected to change signifi
cantly during the coming decades, with huge effects on social security 
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expenditures. Future increases in the tax burden will accordingly be very 
large. 

Among the many groups involved in the tax reform debates, the major 
ones have been the government, especially the finance authority (the Tax 
Bureau of the Ministry of Finance); the Liberal Democratic party (LDP),
which has been the ruling party for more than thirty years; the opposition 
parties; the business community; labor unions; journalists; scholars; and 
other opinion leaders. The first step of a tax reform is usually a report of the 
Tax Council (Zeisei Chosakai), which is a formal advisory body to the prime 
minister. Since the council's activity is in effect managed by the Ministry of 
Finance (MOF), its report may be regarded as representing the finance 
authority's position. In recent years, the Tax Council of the LDP, a party 
committee, has also become quite influential in tax policy determinations. 
The views of business and labor union leaders on tax issues are frequently 
reported by the newspapers, TV, and other mass media. Opinion surveys are 
conducted from time to time by the government or by newspapers to find 
the attitudes of the general public. 

Different groups give different reasons for supporting tax reform. From 
the point of view of the finance authority, the foremost goal is to obtain more 
revenues to reduce the budget deficit. Taxpayers, especially salaried work
ers, demand reform because they feel their tax burden has grown too heavy. 
They are also discontent with inequalities in the present system, which, they 
say, have been neglected for so long that they have reached an intolerable 
level. Business leaders claim that the corporate tax burden in Japan has 
become heavier than that in other countries in recent years. If the burden is 
not reduced, they warn, Japanese companies may lose their international 
competitiveness. Finally, the last reason for reform is the long-term outlook 
for revenue needs. As Japan's population grows older, revenue sources will 
have to be secured for a growing volume of social security expenditures. 
Thus the tax structure must be modified to accommodate a level of tax 
burden comparable to (or even higher than) that of European countries. 

We will examine these and other issues in this chapter, beginning with 
a review of recent trends in the tax burden. Whether tax reform is in fact 
necessary for reducing the budget deficit is a matter of debate, and we will 
consider the arguments in the following section. Next, we discuss horizontal 
inequities in tax treatment and the issue of progressivity, and evaluate the 
measures adopted in the 1988 reform to address these areas. International 
factors play a role in determining whether the corporate tax burden is too 
heavy; we review the evidence on this issue and look at how the reform has 
affected corporate taxation and the taxation of interest income and capital
gains. Another potential area of reform, which has been subject to little 
discussion, is the financing of future social security expenditures. The ex
pected aging of Japan's population will lead to sharp rises in social security 
expenditures if the current system is not changed. Finally, we deal with two 
controversial issues: broad-based consumption taxes, which were adopted 
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in the face of strong arguments on both sides, and taxes on land, which were 
not on the reform agenda but are currently thought to inhibit utilization and 
development of land. 

Background: Recent Changes in the Tax Burden 

Until the 1973 oil crisis, Japan's ratio of tax burden to national income was 
quite stable, at a level of around 19 to 21 percent. The ratio fell sharply in 
fiscal year 1975 because of a recession caused by the oil shock. However, it 
quickly recovered its previous level and is now much higher than the 
pre-oii-shock level: the ratio of total tax revenues to national income, which 
was 18.9 percent in FY 1970, rose to 25.5 percent in FY 1986. If social security 
contributions are included, the increase in government receipts is even more 
dramatic: their ratio to national income rose from 24.3 percent in FY 1970 to 
36.3 percent in FY 1986. 

The composition of taxes has also changed significantly. While the ratio 
of indirect taxes to national income in recent years has been about the same 
as it was in the 1960s, that of direct taxes has increased considerably during 
the past decade. The share of direct taxes in total tax revenue, which was 
about 50 percent in the 1960s, has risen to about 60 percent in recent years. 
A more distinct trend can be observed in national taxes. In FY 1970, the share 
of direct taxes in national taxes was 66.1 percent. In FY 1986, it had risen to 
73.1 percent. 

Among national taxes, incomie tax has increased the most sharply. In FY 
1970, the ratio of income tax revenue to national income was 4.0 percent, 
whereas in FY 1986, it had risen to 6.4 percent. Social security contributions, 
which can be regarded as a kind of direct tax, have also increased dramati
cally. Their ratio to national income increased from 5.4 percent to 10.8 percent 
over the same period. 

In the case of social security contributions, the increase in the burden was 
a result of explicit revisions in the system. For example, the rate of contribu
tion of the employees' pension (kosei nenkin) was raised (in several stages) 
from 6.2 percent in FY 1970 to 12.4 percent in FY 1986 (including the 
employers' share).' The increase in the income tax burden in recent years, 
however, is not the result of explicit revisions in the income tax law. Rather, 
it was an "automatic ir.crease," 2 which occurs when a progressive tax struc
ture is not indexed to offset inflation-as Japan's is not-or economic 
growth. Until the early 1970s, the income tax law was amended almost every 
year in order to prevent this mechanism from operating, but a significant 
change in this trend occurred after the first oil shock. Adjustments to the 
income tax law were not undertaken for seven full years from FY 1977 to 
1984. 

In spite of the recent increase, the tax burden is still low in Japan 
compared with European countries. The main reason is that the share of 
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social security expenditures in national income remains small in Japan. This 
issue will be discussed again below. 

Is a New Tax Necessary for Reducing the Budget Deficit? 

The first thrust for tax reform came from the need to increase tax revenue to 
reduce the budget deficit, which grew significantly after the first oil crisis 
and was further enlarged by expansionary policies in the late 1970s. In its
October 1977 report, the Tax Council recommended the introduction of a 
new tax. Modeled after the value-added taxes in European countries, this tax 
was called the general consumption tax (ippanshohi zei). In September 1978,
the details of the tax were released in another report of the council. The Ohira 
administration, which took office in December 1978, declared that it would 
introduce the new tax in FY 1980. This proposal became the most important
issue in the general election of October 1979. 

The opposition parties argued that many steps had to be taken before 
introducing a new tax. In particular, they argued, reexamination of expen
diture and correction of inequalities in the tax system were indispensable.
Scholars and journalists were of the same opinion. For example, Noguchi
(1980) pointed out that there were many items in the budget that had to be 
rationalized. It is worth noting that business leaders also strongly supported
this view. In the background was a change in business leaders' opinions on 
the role of government. In periods of rapid growth, they usually demanded 
expansionary fiscal policy. In the 1980s, however, those who favored small 
government became predominant. This change was caused by their appre
hension that further increases in fiscal burdens would fall on business in the 
form of increased corporate income tax. 

Thus, although the LDP decided just before the election to repeal the 
decision to introduce a new tax, the general election resulted in a setback for 
the party. Since then, attempts to introduce a new revenue-increasing tax 
have become a political taboo, as was made clear in the first report of the Ad 
Hoc Council on Administrative Reform (Rinji Gyosei Chosakai), established 
in March 1983. The basic policy orientation established by the council was 
"fiscal reconstruction without tax increases"- in other words, the reduction 
of the budget deficit was to be achieved through expenditure cuts, not 
through tax increases. (During the 1980s, expenditure growth was severely
suppressed. As a result of this suppression and the automatic increase in 
income tax revenue mentioned before, the budget deficit was reduced sig
nificantly.) 

For several years after 1979, the government made no proposals for tax 
reform. In 1985, however, the Nakasone administration declared that it 
would undertake a fundamental tax reform. The Tax Council began its 
activity in April 1986 and released its report in October 1986. This time the
reform was revenue-neutral, designed not to increase revenues but to change 
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the tax structure. The major components of the reform were (1) reduction of 
income tax through a decrease in progressivity, (2) reduction of corporate 
income tax, (3) abolishment of the preferential treatment of interest income, 
and (4) introduction of a broadly based consumption tax, the uriagezei(sales 
tax). 

The new tax again met with strong opposition, and the government was 
forced to repeal its reform bill. A revised bill containing only items 1 and 3 
passed the Diet in September 1987. The Takeshita cabinet called for another 
round of fundamental reform and in 1988 proposed a new broadly based 
indirect tax called shohizei (consumption tax). Below we will review debates 
concerning these reform proposals. 

Issues of Horizontal Equity: The 9-6-4 Problem 

The Japanese income tax is based on comprehensive taxation-that is, all 
categories of income are added together and are subject to the same rate 
schedule. In spite of this, it is frequently pointed out that the burden of the 
income tax is unevenly distributed among different categories of income. In 
particular, the income tax burden of salaried workers is heavier than that of 
small business owners, the self-employed, and farmers of the same income.3 

There are several reasons why this problem arises. One is the different 
treatment of income under tax law. The most important difference is that 
while deduction of actual expenses is allowed for business and agricultural 
income, only a fixed proportion determined by law can be deducted from 
salaried income. In the case of business income, avoiding progressive taxa
tion is possible by splitting income among family members. Moreover, a 
double deduction of expenses is allowed for business income because the 
salary of the business proprietor may be deducted. 4 

Another reason is the difference in the actual assessment. While almost 
1C.; percent of salaried income is captured by the tax authorities through 
withholding at the source, it is difficult for the tax authorities to capture all 
business or agricultural income, which is taxed according to taxpayers' 
self-assessments. (The probability of being audited has fallen considerably 
in the past decade, to only about 2 to 3 percent, because the number of 
taxpayers has grown significantly whereas the number of tax officials has 
remained almost unchanged). Thus, small business proprietors, the self
employed, and farmers often declare only a fraction of what they actually 
earn. This inequality in assessment is commonly called the 9-6-4 (or 10-5-3) 
problem, which means that the portion of income subject to taxation is 90 to 
100 percent of actual earned income for salaried income, 50 to 60 percent for 
business income, and only 30 to 40 percent for agricultural income. 

In Japan, this problem receives more attention than the vertical equity 
issue. In fact, it is usually regarded as the most serious problem of the present 
tax system. Although there is much casual evidence to support the existence 
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of this inequality, it is difficult to rigorously prove its existence because most 
of the necessary data are unavailable. In fact, the government refuses to 
acknowledge the 9-6-4 problem. Ishi (1984: ch. 5) conducted an analysis by 
comparing tax statistics with national account statistics. Based on the as
sumption that the latter reflect true income, he concluded that the portion of 
income subject to taxation is almost 100 percent for salaried income, 60 to 70 
percent for business income, and 20 to 30 percent for agricultural income. 
This result validates the popular belief. Honma, Atoda, Hayashi, and Hata 
(1984) obtained a similar outcome. 

Another way to infer the extent of the 9-6-4 problem is to look at the 
chronological changes in tax burden. Noguchi (1986b) pointed out that the 
automatic increases in income tax mentioned in the previous section aggra
vated the uneven distribution of tax burdens. Over the 1970-1983 period, the 
ratio of withheld income tax to national income rose from 2.8 percent to 4.8 
percent, while that of self-assessed income tax remained virtually unchanged 
(0.97 percent in FY 1965 and 1.26 percent in FY 1983). These figures indicate 
that the rising tax burden over the past years has fallen mainly on the 
shoulders of salaried workers 5 and that the differential between them and 
business entrepreneurs has widened. 

In spite of the absence of definite empirical evidence, almost everyone 
believes that the 9-6-4 problem exists and agrees, at least formally, that it 
should be corrected. There are, however, differences in opinion as to what 
measures should be adopted for that purpose. 

The government reform package allowed the deduction of actual ex
penses for salaried workers and introduced a new deduction for a spouse 
having no income. Although these changes have improved the situation, 
they are far from perfect solutions, and most agree that further steps should 
be taken. 

One group argues that the solution should be found within the frame
work of the present income tax system. (For example, see Miyajima 1986, 
1987 and Hatta 1988.) Labor unions and opposition parties take a similar 
position. Others argue that inequality in the income tax is to a large extent a 
reflection of differences between types of income, and hence the system's 
heavy reliance on the income tax should be modified. They believe that 
introduction of a VAT-type tax would improve the overall situation (see 
Noguchi 1985a, 1987a). However, the opposition parties disagree and labor 
unions are not persuaded by this argument. 

Another problem related to horizontal equity is the treatment of two
earner households and working women. However, this issue is not seriously 
discussed in Japan. 



118 Tax Reform and Developed Countries 

Issues of Vertical Equity: Diminishing Progressivity 

The progressivity of Japan's income tax is fairly steep. In the 1986 schedule, 
the marginal rate climbed from 10.5 percent for the lowest bracket to 70 
percent for the highest bracket. Although it is true that the progressivity is 
not necessarily effective for those people whose income takes the form of 
business or asset income (Ishi 1979), the stipulated progressivity is almost 
100 percent effective for salaried workers. Thus, there were demands for 
diminishing the progressivity, especially for those people with an annual 
income of around ¥10 million (about US$70,000). This movement was accel
erated by the developments in the United States and Britain toward flat-rate 
income taxes. 

Diminishing the progressivity thus became one of the most important 
elements of the income tax reform proposed by the government. In the first 
reform package of October 1986, the government proposed lowering the 
highest marginal rate to 50 percent and reducing the number of brackets from 
fifteen to six. 

There were almost no objections to this proposal. Interestingly, the 
opposition parties and labor unions did not raise strong objections to lower
ing the higher marginal rates. Two reasons can account for this: (1)Japan is 
one of the countries in which income is most equally distributed, as demon
strated, for example, by Itaba and Tachibanaki (1987) and (2) the government 
did not raise the lower marginal rates, and hence the reform did not increase 
the income tax burden of any income class. 

However, some taxes must be increased in order to finance this reform. 
In the government proposal, the consumption tax (and the abolition of the 
preferential treatment of interest income) bore this role. Since a consumption 
tax is generally regressive, this reform was relatively favorable for the middle 
and upper classes. 

The total effect of the reform package depends on the effect of corporate 
income tax reduction on household income, which is an unsettled question. 
A report by the MOF made a certain assumption about this issue and 
concluded that the burden of every income class would be reduced. Honma 
(1986a) argued, without taking into account the effect of corporate income 
tax reduction, that the 1986 government plan would increase the burden of 
those whose annual income wii. lower than Y5 million (about US$35,000). 
Opposition parties used the la'tte: estimate for objecting to the sales tax, but 
not, interestingly, to the relaxaticjn of progressivity. 

Is the Corporate Tax Burden in Japan Too Heavy? 

During the tax reform debates, business leaders asserted that the corporate 
income tax burden in Japan was higher than that in other countries, espe
cially in the United States and the United Kingdom. They argued that in an 
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international comparison of the corporate tax burden, special tax measures 
such as accelerated depreciation allowances and investment tax credits 
should be taken into account, and that the indices used by the MOF and the 
Tax Council were inaccurate in that they compared only the statutory tax 
rates. Debates on this matter took place between the MOF and the Keida.tren, 
the group of big corporations (Keidanren 1985). 

Nakatani (1985, 1987) argued that if the tax structure of one country is 
more favorable for investments than that of other countries, as was the case 
in the United States before the 1986 reform, that country tends to attract more 
capital from other countries than it would if tax structures were the same 
everywhere. This causes a distortion in the world capital market and a 
serious misalignment of exchange rates. Thus, the differences in tax structui e 
in various countries have Lnportant implications on the workings of the 
international economic system, and it is necessary to coordinate tax policies 
among the major countries, especially between the United States and Japan.

Noguchi (1985c) examined the MOF-Keidanren debate and pointed out 
that Keidanren's argument overestimates the effect of accelerated deprecia
tion since it neglects increases in tax in later years. He also pointed out that 
the tax burden is affected by the firm's borrowing, the growth rate of the 
firm's revenue (because the effects of various tax-free reserve provisions 
depend on the growth rate), and the inflation rate. He concluded that the cost 
of capital to Japanese firms has increased in the recent years, due to an 
increase in the corporate income tax rate, a reduction of tax-free rererve 
provisions, a fall in the debt-equity ratio, the economic growth rate, and the 
inflation rate. 

Shoven and Tachibanaki (1988) included the tax burder.at the household 
level in their analysis and concluded that the effective rat(. in Japan is lower 
than that in the United States, because of a lower margir al tax rate on asset 
income at the household level. Iwata et al. (1987), however, compared the tax 
burden in Japan with that in the United States using the framework devel
oped by King and Fullerton (1984), and concluded that while the former was 
higher than the latter in 1983, the difference shrank after the 1986 U.S. tax 
reform. Ando and Auerbach (1988) examined financial statement data and 
concluded that although the before-tax cost of corporate capital was higher
for U.S. firms than for Japanese firms, the market returns in the two countries 
were much closer. They rejected certain potential explanations including 
differences in corporate taxation. 

With these discussions in the background, 6 the government included a 
reduction of the corporate income tax in its first fundamental tax reform 
package of October 1986. Opposition parties did not raise strong objections 
to this proposal, although they of course gave no positive support to a 
measure that "reduces the burden of large corporations." Journalists and 
labor unions held more or less the same attitude. 
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Issues of Taxation of Interest Income and Capital Gains 

In Japan, interest income from both small savings accounts and the postal 
saving system has been subject to maruyu, or preferential treatment. Two 
arguments have been made against this system. One, based on equity, said 
that the system was abused by wealthy individuals who held numerous 
accounts in different banks and post offices (sometimes using false names) 
far beyond the legal limit. The other was based on its potential effect on 
saving. Some economists argued that the maruyu intensified economic 
friction with other countries (for example, Nakatani 1985, 1987). They 
asserted that favorable tax treatment caused the high savings rate of Japan
ese households, which in turn produced the massive current account sur
plus. The high savings rate could be reduced by taxing interest income, and, 
the argument went, this would compress the trade surplus. The Maekawa 
Committee, an advisory committee to the prime minister esta~'lished to find 
measures for easing trade friction, supported the above argument in its 1986 
Report of a Committee for Adjustment of Economic Structure for International 
Harmony. 

The above arguments (especially the former) were widely supported by 
journalists and the general public and denied by banks and the Ministry of 
Post and Telecommunications (which manages the postal saving system). 
Opposition parties also raised objections on the grounds that the abolition 
of preferential treatment would imply an increase in the burden of low
income households, although the objection was not strong. The MOF took 
advantage of the general support and inclu&d the abolishment of the 
?naruyu in the first reform package of October 1986. As mentioned, this part 
of the reform bill passed the Diet in September 1987. 

It must be noted, however, that the distributional effect of the reform 
was the opposite of what the general public had expected. Since the new 
system imposes a flat-rate tav of 10 percent on interest income, those wealthy 
people who had previously been subject either to comprehensive taxation or 
to a withholding tax of 35 percent actually gained from the reform. 

Also, the abolishment of the maruyu wi!" not necessarily reduce Japan's 
trade surplus. Although the relationship between taxation and the savings 
rate is a controversial issue, and although there is no definite empirical 
evidence on this subject, economists are generally doubtful of the effect (for 
example, see Iwata et al. 1986). At the very least, it seems necessary to note 
that this system already existed when Japan was running deficits in its 
current account. 

From the viewpoint of taxation principles, whether or not to tax interest 
income is related to the fundamental issue of income versus expenditure 
taxes. To the extent that a large part of interest income was exempted from 
taxation, the Japanese "income tax" had an element of an expenditure tax. In 
addition, the following measures, which still exist in the Japanese income tax 
system, can be regarded as features of an expenditure tax: 
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1. 	 Capital gains are taxed on realization, rather than on accrual. 
2. 	 Imputed rents of owner-occupied houses are not taxed. (This can be 

regarded as an expenditure tax of the prepayment type). 
3. 	 Interest payments are not deductible from income other than busi

ness income. 
4. 	 Pension contributions are deductible from income, and pension ben

efits are taxable income. 

In short, the Japanese income tax was in fact an expenditure tax as far as 
income from assets was concerned. The abolishment of the inaruyu implied 
a fundamental change in this respect, as was pointed out by Noguchi (1986a) 
and Kaizuka (1987). These arguments, however, did not attract much atten
tion in Japan. 

In 	the Japanese system, capital gains from the sales of securities were 
virtually exempted from taxation. This treatment was long criticized as a 
preferential measure for the wealthy. Criticism has grown because of the 
recent remarkable appreciation in stock prices and the abolishment of the 
maruyu. Thus, the government included in the present reform bill a strength
ening of capital gains taxation. Although some LDP politicians and securities 
companies showed discontent, scholars, journalists, and the general public 
welcomed the reform. 

Financing Future Social Security 

The tax burden in Japan is low compared to that of other countries because 
of a relatively low level of social security expenditure. This does not, how
ever, imply that Japan's social security programs aie less generous. On the 
contrary, improvements in the early 1970s made the Japanese social security 
system comparable, and in some respects even superior, to those of European 
countries, as explained by Noguchi (1986a). The main reason for the rela
tively low level of expenditure is that the ratio of elderly people in the 
Japanese population is still low and Japan's public pension system has not 
reached "maturity," meaning that as yet relatively few people have become 
eligible for the full pension benefits. 

As the years go by, though, thL. state of affairs will inevitably change. 
The public pension programs will automatically mature. Moreover, the 
aging of the population is expected to take place rapidly in the future. These 
factors would increase social security expenditures considerably even if no 
improvements were made in the system. 

According to an estimate made by the Economic Council in 1982, the 
ratio of social security transfers to national income will increase to 25.3 
percPnt in the year 2000 and to 31.2 percent in 2010 (Economic Planning
Agency 1982). 7 (Most of the increase will result from the growth of public 
pension payments: their share in national income will rise to 17.1 percent in 
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the year 2010). According to a more recent estimate made jointly by the 
Ministry of Finance and the Ministry of Welfare in 1988, the ratio of social 
security expenditure to national income will rise from 15.4 percent in 1988 
to 29 percent in 2010.8 

Both the social security burden and the tax burden must therefore 
increase, since Japan's public pension system is managed essentially accord
ing to the pay-as-you-go method. The question, then, is what taxes should 
be used to collect the additional revenue required. Politically, the easiest way 
to increase the burden is to rely on the automatic increase of the income tax 
mentioned before. This solution, however, will aggravate the distortions i;,
the tax structure, and wage earners are liable to end up bearing almost all of 
the additional burden. Instead, it can be argued that the introduction of a 
VAT-type tax is necessary to spread the high tax burden as fairly as possible 
(for an example of such an argument, see Noguchi 1987a). This idea seems 
to be rather broadly accepced, especially among scholars. 

Of course, other scenarios can be envisioned. It has been assumed that 
the social security system will be maintained in its present form, but it is 
conceivable that steps will be taken to reduce benefit levels. In fact, this is 
where the debate on tax reform should have begun. If Japan keeps the present
social security system intact and goes the route of the European welfare state, 
the goal of tax reform would be to create a system capable of raising taxes to 
the European level. If Japan rejects the European welfare state as a model 
and decides to revamp the social security system, assigning only limited 
welfare functions to the government, tax reform would naturally have 
different goals; for instance, it would need to offer incentives for people to 
save more for after. retirement life. This kind ofdebate, however, is seriously
 
lacking in Japan.
 

Debates on Consumption Tax 

There were no sharp divisions of opinion concerning the reduction of indi
vidual and corporate taxes, because the reform bill imposed no extra burden 
on anyone, at least directly. Regarding the introduction of a VAT-type
broadly based consumption tax (hereafter referred to simply as a consump
tion tax), however, opinions were sharply divided. 

Opposition parties objected to the idea of a new tax, as they did to any 
government proposal. Journalists, labor union leaders, and small business 
proprietors also raised objections. Leaders of big corporations generally 
supported the idea. Many non-Marxist scholars admitted the necessity of a 
new tax, especially from the long-run point of view. 

Arguments supporting a consumption tax have already been reviewed 
above. Critics have raised a number of objections. The most common com
plaint is that this type of tax is generally regressive. (This issue was discussed 
in the earlier section on vertical equity.) Another objection is that a consump
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tion tax (or indirect taxes in general) offers an easy means of raising revenues. 
They argue that an indirect tax, which people are relatively unconscious of 
paying, will make it possible to finance the growth of big government. This
danger exists, at least potentially. Yet Noguchi (1987a) pointed out that it is 
easier to raise the burden of income tax than that of a consumption tax. In
fact, as mentioned earlier, the Japanese government has increased the income 
tax burden substantially over the past tert years simply by not adjusting the 
tax law to offset the automatic increase. Nothing of this sort can occur in the 
case of a consumption tax. 

A more specific complaint about a consumption tax was voiced by small 
business owners. Consumption tax is designed on the assumption that 
businesses will shift taxes they pay to their customers. But these people
maintain that in practice it may be difficult for them to do so and that they
must bear the tax burden themselves. In addition, they argue that the costs 
involved in complying with tax collection requirements will impose an 
undue burden on businesses. The extra expenses include the cost of making 
new forms, revising accounting slips, modifying computer software, and so 
forth. 

Although these arguments deserve careful consideration, they are made 
largely to hide the true objection of small business owners: if a consumption
tax is introduced, tax authorities will be able to obtain detailed records of 
their transactions (especially if the invoice system is used) and may utilize
them to strengthen direct taxes (corporate income tax or tax on business 
incomes). Small business owners are actually resisting increases in direct 
taxes. 

There were also discussions about the macroeconomic effects of a con
sumption tax. Some economists argued that the tax will inhibit consumption
and hold down effective demand. There were also complaints from other 
countries, especially 'IeUnited States, that a consumption tax is yet another 
move by Japan to limit domestic consumption.

It is true that even if the amount collected by a consumption tax is offset 
by a reduction in the income tax, the immediate effect will be to dampen
consumption somewhat.9 Although this short-term impact cannot be denied, 
a reduction of the corporate income tax may offset it. Moreover, it can be 
argued that replacing the income tax with a consumption tax has a favorable 
effect on the long-run performance of the economy, since the latter has no 
adverse effect on capital accumulation, as shown, for example, by a simula
tion analysis by Noguchi (1987b). However, this type of argument is not 
popular in Japan. 
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Debates on Property Taxes 

Although not included in the government reform agenda, reform of property 
taxes is potentially i';l important issue, since the inefficient use of land is one 
of the most serious economic problems in Japan. 

Many economists believe that taxes on landholding, such as the property 
tax, have the effect of promoting development and utilization of land, while 
income tax on realized capital gains has a "lock-in effect" and therefore tends 
to delay changes in land utilization. In Japan, the stipulated rate of the 
property tax is 1.4 percent. Yet since assessment values of land for tax 
purposes are significantly lower thian market values, and since there are a 
number of special measures, the effective tax rate is much lower: the average 
effective rate measured by the ratio of the property tax revenue on land to 
the total market value of privately held land is now around 0.15 percent. For 
farmland in urban areas, the rate is still lower: about one-thirtieth of that for 
residential land. This implies that idle holding of land, especially farmland 
in urban areas, is not penalized by the property tax. Income tax on capital 
gains from the sale of land, however, is quite heavy: for short-term holdings, 
the tax rate is as high as 96 percent. It follows that the Japanese tax system 
hinders land utilization and hence aggravates the land problem. In fact, the 
real land problem in urban areas is not an absolute shortage of land, but 
rather a lack of effective land use: there still exists a large amount of farmland 
in urban areas, and lands converted for urban uses are not used efficiently. 

Therefore, many economists advocate an increase in the burden of the 
property tax and a decrease in that of the capital gains tax (see, for example, 
Noguchi 1983, 1988). In particular, they argue that it is necessary to raise the 
effective rate of the property tax on farmland in urban areas to the same level 
as that for residential land. There is strong opposition, however, to increasing 
the property tax burden. Opponents argue that the property tax is a "cruel" 
tax since it imposes a burden on a basic necessity of living even when there 
is no cash income. Because of these objections, measures were taken to keep 
the burden of the property tax relatively stable in the face of rapid land price 
increases in the early 1960s. In the case of farmland, the absolute burden was 
kept virtually constant. As relief measures have accumulated since then, the 
effective rate of the property tax has fallen considerably. 

Objections to a heavier property tax are still quite strong. There is no 
political party that advocates strengthening the tax. Even the Communist 
party insists upon the reduction of the property tax burden. Thus, faced with 
the extraordinary increase in land prices during recent years, the government 
adopted measures to further reduce the effective rate of the property tax.10 

On the other hand, general opinion favors a high capital gains tax on the 
grounds that it reaches those persons who obtain large amounts of income 
and that a heavy capital gains tax on short-term holding discourages specu
lative holding of land. 
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Concluding Remarks 

The necessity of tax reform is recognized by all, since no one is satisfied by
the present system. Specifically, there is a fairly wide consensus theon 
following points: (1)unequal distribution of the tax burden among different 
occupations, with an especially heavy burden on salaried workers, should 
be corrected; (2) the income tax burden should be reduced through dimin
ishing progressivity; (3) introduction of a new tax is not necessary to reduce 
the present budget deficit; and (4) some measures should be taken to cope
with future increases in social security expenditures.

The major differences in opinion concern the relative weight attached to 
further reform of the present income tax on the one hand and the introduc
tion of a new consumption tax on the other. Opposition parties, labor unions,
and the majority of journalists argue that the unequal tax treatments must 
be corrected before a new tax is introduced. Others say a consumption tax is
the key to remedying the present situation, since it distributes tax burdens 
evenly among people of different occupations. 

The failure to introduce the sales tax in 1987 was not necessarily a result 
of the above argument, however. The core of the objection was small business 
owners' apprehension that their transactions would become transparent to 
the tax authorities. It was unfortunate that labor unions supported this 
objection, since there are many workers who would likely be the beneficiaries 
of the reform. There was, it seems, considerable misunderstanding regarding 
the nature of the reform." 

The opposition parties' debates in the Diet were myopic; they were too 
concerned with the immediate effects of the reform, such as the total amount 
of income-tax reduction or the reduction in the net burden of low-income 
people. Very few discussions took place on such questions as the desirable 
tax structure for Japan, the effects of taxation on economic activities, or the 
long-run level of the tax burden. 

Although the consumption tax was initiated in the reform bill of 1988,
the need for reform will not disappear, since there are many items that were 
not included or only insufficiently included in the present governmental
proposal. As discussed in the previous section, reform of land taxation is an 
urgent task. The income tax should be improved in many respects, particu
larly with regard to correcting the unequal treatment of salaried versus 
business income. Taxation of income from assets should be reorganized
through explicit consideration of taxation principles and the effects on 
economic activity. Finally, the consumption tax is by no means an ideal one,
especially in that it does not use the invoice system. But these are issues for 
future debates. 
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Sweden: Tax Reform in a High-Tax Environment 

With total tax revenue in excess of 50 percent of gross domestic product
(GDP) and marginal effective tax rates on labor that average over 70 percent,
Sweden has the highest taxes in the Organization for Economic Cooperation
and Development (see Table 8.1). Swedish public opinion has generally
favored such high taxes, together with public redistributional spending, as 
a way to provide all residents with an acceptable standard of living. Begin
ning in 1982, however, the country began to lower marginal taxes. 

Because Sweden is an outlier, its experience can provide valuable infor
mation about the distortions that arise when taxes are high. The two most 
important distortions appear to be a reduced labor supply and a high level 
of tax arbitrage whereby individuals finance investments in lightly taxed 
forms of capital by borrowing. Interestingly, the impetus to curb this type of 
tax arbitrage has come not only from concern about efficiency but also from 
a feeling that arbitrage counteracts the intended distributional effects of a
progressive income tax schedule. In broad terms, awareness of the distor
tions caused by high taxes has grown continuously throughout the past
decade, resulting in a significant tax reform in 1982 and in plans for still more 
far-reaching reform in the early 1990s. Although publicity surrounding tax
reforms in the United States and elsewhere has had some effect on Swedish 
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TABLE 8.1 	 Levels of Taxation inCountries of the Organization for Economic 
Cooperation and Development (OECD) (percentage) 

b.Marginal rates on labor are for 1978 and include the effects of personal income, payroll, and indirect taxes. 

Average rate (total tax revenue/GDPa) Marginal effective rate on labor incomeb 

Sweden 50.3 76.4 

Norway 47.8 68.4 

Belgium 46.5 65.5 

Netherlands 45.5 63.1 

Denmark 44.0 69.1 

France 43.7 54.9 

Austria 41.1 56.2 

United Kingdom 39.6 52.9 

Ireland 39.6 54.6 

Italy 38.3 52.3 

Luxembourg 37.7 54.2 

Germany 37.3 56.4 

Finland J6.6 64.0 

Canada 34.9 45.2 

New Zealand 33.6 49.1 

Greece 31.9 47.1 

Australia 31.0 43.2 

Switzerland 30.9 41.8 

Portugal 30.8 38.4 

United States 30.5 44.5 

Japan 27.2 29.5 

Spain 25.3 43.8 

Turkey 20.1 50.2 

a.Average tax rates are for 1982. 

I.Hansson and C. Stuart, "Why Are Taxes So High inSweden?" Mimeo.SOURCE: 

debate, much of the underlying pressure to reform the tax system is home
grown. 

In Sweden, taxes are collected by the national government and one layer 
of local governments. The national government imposes a progressive tax 
on personal income while local governments impose proportional taxes on 
personal income at rates that equal roughly 30 percent in all jurisdictions 
(Figure 8.1 details the relative importance of different taxes as revenue 
sources since 1950). Although total (national plus local) marginal personal 
tax rates currently range to about 75 percent, a major feature of the 1982 tax 
reform was to reduce the marginal personal rate for most full-time workers 
to 50 percent. The national government also receives substantial receipts 
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FIGURE 8.1 Various Taxes' Share of GNP inSweden, 1950-1986 
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from proportional payroll and value-added taxes. In addition, a corporation 
income tax is levied by the national government at a rate of 52 percent, but 
the presence of numerous corporation tax preferences has in recent years 
reduced the importance of the corporation income tax as a revenue source. 

Here we report on the Swedish tax experience. We begin with an over
view of Sweden's high-tax environment, noting the importance of the 
country's commitment to public redistribution. We then examine trends in 
taxation. Most notably, tax revenue has risen more or less continuously as a 
share of GDP in the postwar period reaching 55 percent in 1987, while 
marginal tax rates rose until 1982 but now appear to be falling. Next we 
discuss several of the problems created by high taxes that have led to support 
for a reduction in marginal rates. Thereafter we study the proposals Sweden 
considered and rejected in preparation for the 1982 tax reform; these include 
an expenditure tax, a cash-flow corporation tax, and a tax on real capital 
income. Distributional concerns were one reason for rejection of these pro
posals. Another is that as a small open economy, Sweden might face inter
national tax arbitrage if it had implemented tax structures different from 
those in other countries. The following section examines the changes that 
were adopted in 1982. The tax reform lowered both marginal tax rates and 
the maximum relief provided for deductions; a novelty is that the tax system
became asymmetric in that the maximum relief provided for deductions was 
reduced below the maximum marginal tax rate. 

Sweden is currently planning another major tax reform, aimed at further 
reducing marginal rates and broadening the tax base. In the final section we 
consider proposed changes to corporation and personal income taxes and to 
indirect taxes. 
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The High-Tax Environment 

The high levels of taxation in Sweden mirror a highly developed welfare state 
with substantial public redistributions in cash and in kind. It is useful to think 
of public expenditures as composed mainly of public goods and of redistri
butions, the latter including public provision of privategoods. Expenditures 
on public goods in Sweden amount to roughly 10 percent of GDP, which is 
fairly normal compared with other OECD countries. 

Redistributions in cash and in kind, on the other hand, amount to 
roughly 50 percent of GDP. A major example of redistributional spending is 
the social security system, which effectively guarantees each pensioner a 
level of disposable income equal to 78 percent of the per capita disposable 
income of the average Swede (including children). The 78 percent figure does 
not include all types of redistribution targeted to the elderly because it misses 
extensive publicly paid expenses for nursing homes and for medical care, 
which is provided to all residents in kind by the public sector and which is 
consumed disproportionately by pensioners. Redistributional spending is 
not limited to the elderly. For employees who become sick and must miss 
work, the public sector not only pays direct medical expenses but also 
provides cash transfers to replace lost employment income. The public sector 
also organizes and finances essentially all paid day care of children and 
education, including generous cash transfers for maternity and paternity 
leave that amount to the equivalent of roughly one year's employment 
income. 

It is clear from Swedish political rhetoric that a major and generally 
accepted motivation for the observed level of redistributional spending has 
been to protect residents against economic events that might result in tem
porary or permanent low consumption. The overall impact of Swedish tax
and-transfer schemes on the distribution of consumption is difficult to assess 
precisely, however, because private insurance and private schemes for redis
tributing across the life cycle, which are naturally little used in Sweden, 
would doubtless have been more prevalent in the absence of public tax-and
transfer schemes. Nonetheless, data in Figure 8.2 indicate that Sweden is 
characterized by a relatively even distribution of disposable income and by 
high transfers from the public sector. 

It is worth emphasizing that the desirabilityof using the public sector to 
organize life-cycle redistributions and to even consumption across individu
als is an accepted principle in Swedish political debate. The revealed Swedish 
preference for public redistributional spending is a fundamental part of the 
environment in which taxes have risen in the past, and this preference contin
ues to exert substantial force on the ongoing process of reform. In thinking 
about tax reform in this paper, we take the Swedish preference for 
redistributional spending as a given and do not ask the deeper question of 
why Sweden and other countries in northern Europe apparently have greater 
preferences for redistributional spending than do other OECD countries. 
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FIGURE 8.2 Income Inequality and Transfers for Selected Countries 
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The Swedish Experience: Trends and Problems 

Trends. The expansion of the Swedish welfare state involved a secular rise 
in taxes as a share of GDP from about 20 percent in 1950, which was fairly 
normal by international standards, to 55 percent in 1987.1 The rise in the level 
of taxation was combined with increases in the progressivity of the income 
tax, with the result that taxes on marginal earnings have been very high 
throughout the 1970s and 1980s. Much of the impetus for increases in 
taxation came from a desire to even consumption across individuals and 
across periods in a single individual's life cycle. The proliferation of policies 
designed to even consumption was especially evident in the 1970s, when 
industrial subsidies amounting to between 1and 2 percent of GDP were 
provided to protect workers in declining industries such as shipbuilding and 
steel production; these subsidies soon came to be seen as costly and ineffec
tive in the long run and have since been curtailed. The importance of 
distributional considerations as a driving force behind the rise in taxation is 
perhaps brought out most strikingly by the fact that, especially in the 1970s, 
there was substantial feeling that high marginal rates were desirable per se 
as a device for preventing individuals with high incomes from consuming 
too much. Early in the period when taxes were increasing, the potential cost 
of high tax rates in terms of reduced economic performance was largely 
neglected. Part of the explanation may be that many of the behavioral 
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adjustments to high marginal taxes were not immediately apparent but 
rather took several years to reveal themselves. 

As the distortionary effects of high marginal rates on earned income have 
become more evident, public opinion has shifted toward the view that 
reductions in marginal rates along with other adjustments in the tax code to 
reduce distortions would be desirable. Thus the total taxation of marginal
earned income averaged across the population, including marginal personal
income, payroll, and indirect taxes and the taxlike effect of income-indexed 
transfers, reached a peak of 73.2 percent in 1982 and has since declined to 
71.1 percent. 2 The development of this wedge on earned income, measured 
as the ratio between gross and net earnings, is shown in Figure 8.3. Current 
plans for more substantial reform of the tax system in the early 1990s include 
further reductions in income tax rates that should continue the downward 
trend in marginal taxation of earned income. Thus, Sweden may have 
reached its peak of (marginal) taxation in 1982. 

Although high taxation of marginal earnings is now recognized by all of 
the major political parties as a serious economic problem, there is less 
consensus among the parties about the appropriate overall level of taxation. 
For instance, total taxes as a share of GDP have continued to increase from 
50-51 percent in the early 1980s to 55 percent in 1987. A broad majority in 
parliament expresses a wish to return to a level close to 50 percent of GDP, 
but actions that would seriously limit the scope of the welfare state meet 
strong resistance from voters. Most voters continue to be willing to accept
high taxes in order to maintain an extensive welfare state. Only the conser-

FIGURE 8.3 Ratio of Gross to Net Earnings inSweden, 1955-1986 
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vative party, which represents roughly 15 percent of the electorate, wishes 
to decrease taxes substantially below 50 percent of GDP. 

Problems. Although high taxes in Sweden clearly have distorted resource 
allocation, the Swedish economy manages to maintain per capita GDP and 
consumption levels that are high by the standards of developed countries. 
Here, we review some of the specific experiences that have made the prob
lems with high taxes more apparent and thereby have contributed to the 
current trend toward a reduction of marginal rates.3 The first is bracket creep:
the combined effects of inflation and nonindexed tax brackets have led to a 
situation in which nearly all full-time workers, including the blue-collar 
workers who make up a substantial portion of the support of the Social 
Democratic party, had for some time before 1982 faced marginal income tax 
rates far above 50 percent. The tax reform of 1982 then reduced the marginal 
tax rate for most full-time workers to 50 percent. Faced with these rates, 
individual workers have become aware of the adverse impact of high mar
ginal taxes, as extra earnings from overtime work or increased wages largely 
have been taxed away. Such experiences have helped to instill a general 
feeling that overtime work does not pay and that reductions from full-time 
work are sometimes advantageous because only modest declines in dispos
able income result. As a consequence, there is now relatively broad support
for changes that would raise the net reward for extra work. 

Behavioral responses to high marginal rates on earned income may 
initially have been difficult to identify because of lags between increases in 
tax rates and changes in behavior, but these responses are now obvious to 
many voters. The main response has been a reduction in labor supply.4 Recall 
that the peak aggregate marginal rate on labor income of 73 percent that 
occurred in 1982 implies that, in 1982, gross earnings were almost four times 
net earnings on the margin. Tax wedges of this magnitude discriminate 
strongly against taxed uses of time and effort. As revealed in Figures 8.4 and 
8.5, average hours of work per working individual fell sharply from 1976 to 
1981, and both average hours and total hours worked in the Swedish econ
omy have risen since 1981. Declines in hours up to 1981 can be viewed at 
least partly as a response to high and increasing taxes on marginal earnings,
and rises in hours since 1981 may partly reflect declines in marginal taxes.5 

Data in Rivlin (1986) provide a longer perspective. Work per citizen aged
25-64 in Sweden has decreased by 18 percent for men and 25 percent for 
women during the last twenty years while the corresponding figures for the 
United States are 6 percent for both men and women. Analyses using
different empirical methods suggest that perhaps two-thirds of this decrease 
in Swedish labor supply can be attributed to increased taxes and government 
expenditures (see Rivlin 1986: 120-23).

Another widely noted problem is that high marginal taxes stimulate the 
use of tax-favored fringe benefits as a partial substitute for cash remunera
tion. This substitution is typically viewed as undesirable because it gives rise 
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FIGURE 8.4 	 Weekly Hours of Work per Working Individual inSweden, 1976-1987 
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FIGURE 8.5 	 Total Hours Worked Annually inSweden according to National Income 
Accounts, 1970-1987 
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to horizontal inequities and because it tends to counteract the intended 
distributional effects of the progressive rate structure. 

Finally, high tax rates and nonindexed tax brackets are thought to 
contribute to inflationary wage-price spirals. In particular, most wages in 
Sweden are determined through central negotiations between labor and 
employer organizations. In these negotiations, labor typically argues that 
because of high marginal taxes, gross nominal wages must increase greatly
in order to maintain constant real net wages. It is of course an open question
whether high marginal taxes really contribute to inflationary spirals. Empir
ical analysis by Normann (1983), for instance, suggests that high progressiv
ity may dampen wage increases by reducing distributional tensions. In any 
case, economists have pointed out that problems of excessive wage demands 
might be reduced by indexing tax brackets. Indexing was instituted in 
Swede. in the late 1970s but was not politically viable and was removed in 
the early 1980s. Many politicians today believe that reducing progressivity
by lowering marginal taxes and (possibly) leaving total tax revenue constant 
would help !imit upward pressure on wages. 

Special problems in the taxation of capital. The taxation of capital income 
presents special problems in a high-tax environment, especially under infla
tionary conditions. Capital income in Sweden is taxed under the personal
income tax and is treated formally on a nominal basis. At the same time,
various provisions imply that capital is taxed effectively according to one of 
four distinct principles depending on the type of investment and the source 
of funds: taxation of nominal capital income, taxation of real capital income,
outright exemption and implicit exemption by expenditure-tax treatment. 
On the other side of the income statement, all household liabilities are subject 
to a nominal principle of taxation. That is, consistent with the formal inclu
sion of capital income on a nominal basis, nominal interest expenditures are 
fully deductible. 

On the income side, strict nominal taxation of capital income applies to 
returns from about 15 percent of household gross wealth, including interest 
on bonds and some bank saving. Owner-occupied housing, on the other 
hand, constitutes 39 percent of household gross wealth and gives rise to an 
imputed income that is included in the tax base of the personal income tax. 
This imputed income is 1.5 percent of assessed valuation in 1990 or about 1 
percent of market value for nearly all owner-occupied housing, so income 
from owner-occupied housing is effectively taxed on a real basis. Returns on 
the remaining 49 percent of gross wealth are in effect not subject to income 
taxation. For instance, returns from savings in certain special bank accounts 
are exempt from taxation, as are implicit returns on consumer durables. A
larger group of assets, which most notably includes pensioik insurance, are 
subject to expenditure-tax treatment whereby the taxpayer is allowed to de
duct saved amounts from income and later counts benefits as taxable income 
when these are paid out. As is well known, this treatment means that the net 
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rate of return equals the gross rate of return if the tax rate is constant over 
time, so assets with expenditure-tax treatment are approximately untaxed. 

This mixture of principles of taxation has led to undesirable tax arbitrage 
that has become extreme in Sweden's high-tax environment. The fundamen
tal mechanism for avoiding taxes is to invest in lightly taxed assets and to 
finance the investments by debt, for which interest payments are fully 
deductible. An important example is debt-financed investment in owner
occupied housing. Because taxable imputed income is 1.5 percent ofassessed 
value and deductible interest payments currently run about 12 percent of the 
borrowed amount, such investments produce a net tax write-off equal to 
about 10 percent of the invested amount. The importance of this type of tax 
avoidance is revealed by the fact that, largely due to the amount of debt
financed home ownership in Sweden, personal taxation of capital income 
actually decreasestax revenue by 0.5 percent of GDP. That is, tax relief due to 
interest deductibility exceeds revenue from the taxation of capital in the form 
of interest income, dividends, and capital gains, so that abolition of the 
personal taxation of capital income would raise total tax receipts. 

Tax avoidance by borrowing to purchase lightly taxed assets is especially 
attractive for high-income individuals with high marginal tax rates. Not 
surprisingly, such individuals hold a disproportionate share of tax-favored 
assets. This "tax-clientele effect" means that individuals and households 
with high incomes receive net tax relief through the taxation of capital 
income, while net tax payments are positive for individuals and households 
with low incomes (see Figure 8.6). Thus the taxation of personal capital 
income in Sweden at present redistributes in a way that counteracts the 
intended effects of progressivity in the personal income tax schedule. 

Concern about the divergence between the "formal" progressivity built 
into the tax schedule and the actual progressivity of the tax system after 
individuals have adjusted their behavior to avoid taxes is a major aspect of 
current plans for tax reform. Until recently, a strongly progressive tax 
schedule was viewed as an efficient device for equalizing the distribution of 
income. Several systematic studies have revealed, however, what observers 
in Sweden might have suspected: although both the income tax and the tax 
system generally exhibit strong formal progressivity (Figure 8.7), actual tax 
payments are roughly constant as a fraction of total income (Figure 8.8). 
Increased awareness of deficiencies in the measurement of income and 
recognition of patterns of tax avoidance have undermined the support for 
high formal tax rates and have created a desire to institute creative rules to 
deal with tax avoidance that takes place through adjustment of portfolios of 
assets and liabilities. 

In sum, there seems to be little disagreement among politicians that the 
taxation of capital under the personal income tax currently reduces tax 
revenue, counteracts the intended effects of high formal progressivity, dis
torts the allocation of investment, and complicates the tax system. The effects 
of nonneutral tax treatment are especially pronounced in Sweden's high-tax 
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FIGURE 8.7 Formal Tax Progressivity inSweden, 1982 
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FIGURE 8.8 Actual Tax Progressivity inSweden, 1982 
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environment, which is not surprising because the distortionary conse
quences of taxation typically increase more than linearly with tax rates. 

Some Tax Reform Proposals That Have Been Considered and Rejected 

In Sweden, tax reforms are initiated by appointment of a commission by the 
government. In most instances, the commission consists of members of 
Parliament and has a staff that typically includes academics from the social 
sciences and law as well as officials from the Ministry of Finance. On the basis 
of general instructions from the government, the commission issues a report 
analyzing possible changes in the tax system and proposing reforms. Follow
ing review and critique of the report by interested groups, the government 
may declire to undertake further action or it may accept or modify the 
commission's proposals, which usually results in formulation of legislative 
text that is submitted to Parliament. Unlike countries such as the United 
States where bills are often modified extensively and rapidly during the 
legislative process as a result of political negotiations, Sweden has a slower 
and perhaps more careful bill-writing process, with little modification taking 
place after submission to Parliament. 

The expenditure tax. Partly because of academic arguments, the conservative
middle government in power from 1976 to 1982 became interested in the 
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expenditure tax as a general solution to many of the problems encountered 
with capital taxation, and it thus assigned a parliamentary commission to 
study how such a tax could be implemented. The resulting commission 
report, Progressivutgiftsskatt(Sweden 1976), resembles the Blueprintsfor Basic 
Tax Reform in the United States (1977) and the Meade report in the United 
Kingdom (1978). The report unanimously concluded that the expenditure 
tax would give rise to such serious problems of implementation that it could 
not be introduced in spite of the significant efficiency gains that such a tax 
would in theory generate. 

The expenditure tax under consideration was the Blueprints-Meadetype
in which all savings are deductible and all dissavings are essentially taxed 
on a cash-flow basis. The expenditure tax would differ from the income tax 
primarily in that there would be a shift toward implicit public co-ownership 
of private wealth. For instance, marginal personal tax rates in Sweden are 
currently between 50 and 75 percent for most wage earners. Given expendi
ture tax rates in this range, private wealth of US$100,000 (about SEK 600.000)
would support consumption of only US$50,000-25,000, with the remaining 
US$50,000-75,000 in effect publicly co-owned in the sense that the govern
ment would have to be paid that amount in taxes if the US$100,000 were 
dissaved. 

The implicit government co-ownership of private wealth was perceived 
as the source of substantial difficulties. One set of problems involves trans
fers of wealth between taxpayers as a result of marriage, divorce, and death. 
(Note that partly as a result of high marginal income taxes, there is no joint 
taxation of income in Sweden-all income earners must file separately.) To 
prevent individuals with high marginal taxes from avoiding an expenditure 
tax by shifting assets to individuals with low marginal taxes, transfers of 
wealth would have to be taxed as dissavings for the donor and deducted as 
savings by the donee. If the donor and donee had constant but possibly
different tax rates, such a rule for taxing transfers would give the same net 
tax liability as if the donee had accumulated the wealth by saving. With 
progressive tax schedules, however, tax avoidance through the shifting of 
assets and hence reported saving to individuals with higher marginal taxes 
would be possible unless transfers were taxed in a way that took account of 
all past marginal tax rates of the donor and the donee-which would be 
impossible in practice. Any method used to tax transfers would require some 
simple rule to fix the rates applied to donors and donees on the basis of one 
or several years' tax returns, which would allow individuals to avoid taxes 
either by concealing gifts or by manipulations that would lower the donee's 
marginal rates during the relevant years. Even if such taxation of transfers 
were technically possible, problems of liquidity and of taxpayer understand
ing and acceptance were thought to be substantial. For example, a transfer 
of an owner-occupied house from husband to wife at divorce or death would 
result in net tax payments as long as the husband's marginal tax rate 
exceeded the wife's rate. 
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Related problems would arise when wealth shifts status as a result of 
emigration or immigration. To prevent tax avoidance, it would be necessary 
to tax the wealth of emigrants when they leave the country, which would be 
difficult to implement in an open economy. To treat immigrants under an 
expenditure tax, it would be necessary to determine their wealth when they 
enter Sweden. If the wealth of immigrants were allowed to provide for future 
consumption on a tax-free basis, immigrants would have an incentive to 
overstate wealth, while if n, such tax-free status were granted, immigrants 
would instead have an incentive to conceal wealth and later report it as 
saving. 

The transition to an expenditure tax presents a similar and more serious 
set of problems. In order to prevent individuals from avoiding taxes by re
porting low wealth at the transition, the expenditure tax would have to allow 
for untaxed future consumption equivalent to wealth at the time of the tran
sition. This would permit taxpayers to postpone taxation by "consuming" 
old wealth and by "saving" current earnings. The implied amount of lost tax 
revenue during such a transition was estimated by the commission to equal 
approximately one year's GDP in Sweden. In principle, this sort of postpone
ment could be prevented by special restrictions that would allow an individ
ual to claim deductions for saving only to the extent that his or her net wealth 
had risen. Such restrictions could be circumvented, however, by concealing 
wealth at the transition or, in the case ofrelated taxpayers, by arbitrage under 
which one of the taxpayers would report dissaving of old wealth and the 
other would report new saving. Because married couples must file separately 
in Sweden, restrictions that permit saving deductions only if net wealth had 
risen could be defeated by simple tax planning within a marriage. 

Another concern with the expenditure tax was that it would tend to make 
personal bankruptcy after reported consumption of all wealth especially 
attractive. Such bankruptcy would amount to a relatively severe form of 
(intentional or unintentional) tax avoidance, because individuals would also 
in eifect have consumed the share of capital "co-owned" by the government. 
An additional perceived problem is that under an expenditure tax with a 
progressive rate structure, tax liabilities increase as reported consumption 
becomes more uneven, regardless of whether actual consumption is smooth 
oruneven. Such unevenness in reported consumption would generally occur 
when taxpayers purchase cars or other expensive consumer durables and 
thereby report large dissaving. This would create distortions and complica
tions by encouraging tax planning and would punish nonplanning taxpay
ers. Averaging schemes might help alleviate the problem, but these would 
also complicate the expenditure tax. Finally, the commission believed it 
would be undesirable to introduce tax rules that diverged from the rules used 
in other countries. Because Sweden is a small open economy, such diver
gence would encourage international tax arbitrage. 

The commission also considered a "simplified" expenditure tax or 
earned-income tax under which the net rate of return on savings would be 
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brought to equality with the gross rate of return by exempting capital income 
from personal income taxation. In the terms used inBlueprints,the simplified 
expenditure tax would apply the tax-prepayment method to all assets; that 
is, consumption would be taxed by imposing a levy on earned income when 
it is earned and riot when it is consumed. Because tax payments would not 
be postponed and because capital income would be tax-exempt, nearly all of 
the problems noted above with the traditional expenditure tax would be 
avoided. The commission concluded that the earned-income tax was prefer
able to the traditional expenditure tax because implementation and transi
tion would be less complicated and because the simplified version would 
leave less scope for tax avoidance and evasion. In spite of its advantages, 
however, the commission rejected the earned-income tax on the judgment 
that ability to pay taxes should be measured by the sum of labor and capital
income and not by labor income alone. The commission felt that although 
there are serious shortcomings in the measurement of income under the 
current income tax, income is a better measure of ability to consume than 
would be actual consumption as measured under an expenditure tax, and 
thus that income is the more equitable tax base. 

Cash-flow tax on corporations. Regardless of whether income or some form 
of expenditure taxation is applied to private individuals, cash-flow taxation 
might still be used to eliminate the effective taxation of saving in firms and 
thereby to increase capital formation. 6 In fact, although an income tax (at a 
52 percent rate) and not a cash-flow tax is currently imposed on corporations, 
the income tax tends to resemble a cash-flow tax because the tax base has 
been narrowed in recent decades by the introduction of tax breaks designed 
to stimulate invcstment. These tax breaks allow firms to postpone taxation. 
Thus as long as profits are not too high, many corporations report taxable 
profits and hence pay taxes only to the extent required for dividend pay
ments (Kanniainen 1988). Under a cash-flow tax, taxes would similarly be 
paid only as a result of dividend payments.' 

A proposal to shift formally from income to cash-flow taxation ofcorpo
rations was recently examined and rejected by a parliamentary commission 
on corporate taxation. One perceived problem was that a shift to cash-flow 
taxation of corporations might result ;n substantial postponement of tax 
payments on corporate capital, which would be undesirable on equity
grounds. The argument was that because taxation of capital gains on stocks 
occurs when gains are realized instead of when they are accrued, tax post
ponement can occur unless retained profits are taxed, as they are under a 
corporation income tax. Under this argument, a traditional corporation 
income tax acts as a tax-withholding device. 

Several additional motivations for rejecting a shift to a cash-flow tax on 
corporations were related to international ramifications. One important
consideration was that cash-flow taxation of corporations in Sweden would 
cause the Swedish tax system to deviate too much from tax systems applied 
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in other countries. Such deviations could stimulate tax avoidance based on 
international tax arbitrage and might also hamper integration between Swe
den and the European Community. It was also felt that cash-flow taxation 
in Sweden would complicate double taxation treaties. For instance, the 
cash-flow tax would differ fundamentally from the corporation income tax 
in the United States, which means that the United States would probably not 
allow tax credits for cash-flow taxes paid in Sweden by U.S. subsidiaries. A 
shift to a formal cash-flow tax on corporations might therefore create a 
disincentive for U.S. corporations to invest in Sweden because the shift 
would effectively raise the tax liabilities of the corporation to the U.S. 
government. 

Taxation of real capital income. As noted earlier, the personal income tax 
currently applies four different principles of taxation: taxation of nominal 
capital income, taxation of real capital income, direct exemption of capital 
incom-', and indirect exemption due to expenditure-tax (or tax-expenditure) 
treatme,'. One way to reduce the distortions implied by application of 
different principles would be to replace taxation of nominal capital income 
with taxation of real capital income. In practice, the most important changes 
would be to base taxes on real rather than nominal interest income and 
expenditure, and to base depreciation allowances on indexed purchase costs. 

This alternative was also examined by a commission, which recom
mended a shift to taxation of real capital income. One problem with such a 
shift, however, is that homeowners would no longer be allowed to deduct 
the inflation portion of their interest payments and hence would face liquid
ity problems. Because the government in Sweden subsidizes many home 
loans and is in a position to influence loan conditions, the commission also 
recommended that homeowners be offered indexed loans as part of the shift 
to real taxation. The proposal to provide indexed loans was necessary to 
make the package politically acceptable. Nonetheless, many reviewing agen
cies and politicians strongly criticized indexed loans, arguing that such loans 
would be difficult to understand and would place homeowners in a more 
precarious position than the existing system, because loan amounts would 
be tied to increases in the overall price level, which could easily exceed 
increases in housing prices. These considerations together with the fact that 
other countries generally tax nominal capital income contributed ultimately 
to rejection of a shift to real taxation of capital income. 

The foregoing discussion of the tax reforms that were not implemented in 
Sweden reveals a significant difference between what academics generally 
view as the best tax system in a closed economy with perfect information and 
no costs of filing and auditing tax returns and the type of system that in fact 
can be implemented iti an open economy with imperfect information and 
limitations on the complexity of tax returns. Of particular interest is that the 
design of tax systems may to an increasing extent be a matter of international 
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policy coordination, especially from the perspective of a small open econ
omy. In the case of Sweden, there has been a strong desire to avoid sharp 
deviations from the types of tax systems used abroad. 

Tax Reforms That Have Been Implemented 

Lower marginal tax rates and maximum tax relief for losses. Having
rejected the fundamental tax reforms listed above, Parliament and the gov
ernment tried to ameliorate the problems caused by high, nonneutral taxes 
through less far-reaching reforms. The first important step was the 1982 
reform that mandated reductions in marginal personal income tax rates from 
a level of 60-74 percent for nearly all full-time employees to a level of 50 
percent in 1985. The effect of the 1982 tax reform was to reduce the aggregate
level of marginal taxation of labor income from 73.2 percent in 1982 to 71.1 
percent in 1985 (Hansson 1986). This percentage-point reduction is roughly 
on a par with the effect on the aggregate rate in the United States caused by
the U.S. Tax Reform Act of 1986. Because tax rates were substantially higher
in Sweden to start with, the overall stimulative effect of the Swedish tax 
reform of 1982 might be expected to be as great or greater than the more 
recLnt U.S. Tax Reform Act. 

An important feature of the 1982 reform was that to counter the 
redistributional effects of rate reductions and to dampen nonneutralities in 
capital income taxation favoring debt-financed consumption and invest
ment, the 1982 reform limited the tax relief for losses to a maximum of 50 
percent. In particular, taxpayers with marginal tax rates in excess of 50 
percent who had negative capital incone that was deducted from taxable 
labor income were no longer allowed benefits from these deductions equal 
to their marginal tax rates times their capital losses. The limit on the value of 
deductions means that capital income is treated asymmetrically, with posi
tive capital income subject to the progressive rate structure of the personal
income tax but with negative income resulting in tax. relief cf at most 50 
percent. A noteworthy consequence is that tax relief on interest payments for 
owner-occupied housing is currently limited to 50 percent of interest pay
ments. 

The asymmetric treatment of capital income has been perceived as a 
viable inno-vation that has largely had positive effects and that may be 
extended in future tax reforms. Because the limitation of tax relief on interest 
expenditure arises only for individuals with marginal tax rates in excess of 
50 percent, it is irrelevant for most taxpayers. Interest expenditures are still 
fully deductible against earnings for most voters, which doubtless contrib
uted to the implementation of the reform and, given the strong distributional 
sentiments in Sweden, to the political attractiveness of taxing capital income 
asymmetrically. 
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In addition to the 1982 reform, a number of minor "loophole-plugging" 
changes have been made to eliminate existing forms of tax avoidance and to 
combat newly developed forms. Of note is that recent deregulation of 
financial markets has among other things removed limits on the amount of 
debt that can be issued by the banking system, which has tended to increase 
the extent to which individuals with high marginal tax rates can borrow to 
purchase lightly taxed assets. Legislation designed to combat new forms of 
tax avoidance has typically had the negative side effect of complicating the 
tax system. 

Shifting from more troublesome to less troublesome tax bases. Much of the 
criticism directed at the current tax system in Sweden involves personal and 
corporation income taxes and focuses on tax arbitrage that is possible be
cause of the mixture of different principles for taxing capital income. These 
problems do not arise under the traditional expenditure tax discussed above, 
which is a tax on consumption, or under an earned-income tax. Nor do these 
problems arise under consumption taxes such as the value-added tax or 
under labor income taxes such as payroll taxes, because capital income is not 
subject to consumption or labor taxes. Although abrupt shifts to progressive 
expenditure taxes have been rejected, more gradual but nonetheless signifi
cant shifts in the direction of proportional expenditure taxation have indeed 
taken place through the introduction of and increases in value-added and 
payroll taxes (see Figure 8.1). Further, although a combination of income, 
payroll, and value-added taxes may have complicated the tax system as a 
whole, the net result may still have been a less complicated system than 
would have resulted from attempting to correct for the nonneutralities that 
arise in raising revenue equal to 50 percent of GDP with only an income tax. 
In any case, recent tax reforms in Sweden have continued the trend of 
decreasing the relative importance of "troublesome" taxes such as the per
sonal income tax and the corporation income tax while increasing the relative 
importance of less troublesome taxes such as value-added and payroll taxes, 
which are proportional and less subject to manipulation. 

A Major Tax Reform in the Works 

Preconditions. Sweden has been a world leader in the development of high 
average and marginal taxes, but the recent direction of tax reform in Sweden 
has been to reverse the trend toward greater marginal taxation. Discontent 
with the present Swedish tax system has been growing for some time, and 
the tax reform of 1982 that decreased marginal tax rates and made the 
taxation of capital income slightly more neutral seems to have been a clear 
first step. More recently, the highly publicized U.S. Tax Reform Act of 1986 
has focused international attention on the problems of distortionary taxation, 
leading to tax reform movements in many other countries. This turn in the 
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international tide has caught the attention of Swedish observers and in
creased the sense that a more fundamental reconsideration of Swedish tax 
policy is appropriate. 

Accordingly, three parliamentary commissions have been appointed to 
suggest revisions to the personal income tax, the corporation income tax, and 
the system of indirect taxation. In broad terms, the goal is to develop a tax
reform package that lowers tax rates and broadens tax bases, as has been the 
thrust of recent reforms in other countries. The government's instructions to 
the commissions are that overall tax revenue is to be held constant but that 
shifts among different sources of revenue are possible. It thus appears that 
the trend toward less reliance on personal income taxation will continue: a 
likely outcome of reform will be to shift tax revenue amounting to roughly
2 percent of GDP from income taxes to taxes on consumption. More specif
ically, the government's instructions are to devise a tax reform that (1)lowers 
tax rates and broadens tax bases, especially for personal and corporate
income taxation; (2) makes the taxation of different types of investment and 
savings more neutral; (3) increases household saving and decreases house
hold borrowing; (4) simplifies the filing and auditing process; and (5) pro
vides rules that can be applied for a long period of time. Given the broad 
consensus in Sweden about the problems with the current system for taxing
income, a relatively far-reaching tax reform thus appears to be in the offing. 

Personal income taxation. Marginal personal income tax rates are likely to 
be reduced from a range of 35-75 percent in 1988 to a range of 30-50 percent
in the early 1990s. For most full-time employees, rates will be decreased from 
a current level of 50 percent to 30 percent. 

Reform of the rules for taxation of capital income is of particular interest. 
Two restrictions apparently imposed by the political process are important.
First, the majority of homeowners must be permitted to deduct nominal 
interest expenditures fully and to benefit from tax relief at the same rate as 
their marginal tax rates (30 percent). Quite simply, any tax reform that did 
not satisfy this restriction would alienate homeowners to a degree that 
politicians would not accept. Tax reforms in many other countries seem to 
face a similar restriction. 

The second restriction is that tax relief from interest expenditures must 
not exceed 30 percent for the minority of high-income individuals who have 
marginal tax rates on earned income of greater than 30 percent. The reason 
is that it would be politically unacceptable for the net cost of debt-financed 
owner-occupied housing to be lower for high-income individuals than for 
the majority of homeowners. More generally, there is a political desire to 
limit the extent to which high-income individuals can derive benefits from 
the allowed deductibility of interest expenditures and from other income tax 
rules. 

Together, these restrictions cannot be met under a traditional progres
sive income Iax levied on the sum of labor and capital income. Instead, a 
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choice must be made between two alternative systems, both of which are 
currently under consideration. One alternative is to extend the asymmetric 
rules for capital taxation mentioned above, subjecting positive capital in
come to a progressive tax schedule but limiting the rate of tax relief for 
negative capital income to 30 percent. The second alternative is to split the 
taxation of capital income from that of labor income, treating positive and 
negative capital income symmetrically by imposing a proportional tax on 
income from all capital, while retaining a progressive rate structure for labor 
income. Interestingly, Denmark now has both asymmetric rules for capital 
income and a split system for taxing capital and labor income. 

Neither of these alternatives is problem-free. Asymmetric rules discrim
inate against risk taking and encourage tax avoidance by manipulations that 
reduce income taxed at the full marginal rate and also reduce the magnitude 
of negative capital income, which receives relief at a rate lower than the full 
marginal rate. A separate proportional tax on capital income means that the 
progressive rate structure would apply to labor income instead of to the sum 
of labor and capital income, conflicting with the notion that ability to pay is 
best measured by total income. A separate proportional tax would also create 
an incentive for high-income individuals to report labor income as capital 
income. 

Since the overall level of taxation is high and will remain high in Sweden, 
these two alternatives may possibly be viewed as second-best (or third-best) 
options given that the majority of homeowners must be treated favorably 
and that equity considerations exclude rules in which gains from deductions 
of interest expenditure are greater for high-income individuals. Of course 
economists might argue that adequate public subsidization of owner
occupied housing, if it is to be given, would best be organized without 
entangling it with the income tax and then imposing special restrictions on 
the income tax. Experiences from Sweden and other countries suggest, 
however, that this advice is seldom followed. A possible explanation may be 
that support for owner-occupied housing via the tax system is relatively 
concealed from non-owners of housing and hence is easy to maintain, and 
that homeowners realize this and effectively block shifts to systems in which 
support is more explicit. Another possible explanation is that liquidity 
considerations, uncertainty, and money ijlusion make nominal and not just 
real interest expenditures and income important to individuals, leading to 
tax rules that treat wage earnings and nominal interest rates on the same 
basis for most individuals. A third possible explanation, which might be 
especially relevant in a small open economy, is that other countries typically 
base tax rules on nominal rather than real interest payments, and that if a 
country must treat some assets on a nominal basis in order to prevent 
international tax arbitrage, then the country may find it better to base the 
entire tax system on nominal rather than real rules. 
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Corporation income taxes. Current plans are to decrease the corporation
income tax rate from 52 percent to about 30-35 percent and to finance the 
rate reduction by base broadening. Interestingly, the base broadening is 
largely to be accomplished by sharply restricting reserves that currently are 
untaxed, in effect moving from close to a cash-flow tax toward a more 
comprehensive income tax. These changes are similar in spirit to changes in 
the U.S. Tax Reform Act of 1986, which also reduced corporation tax rates 
and repealed investment incentives sich as the investment tax credit. 

Indirect taxes. Indirect taxes are to be increased to finance partially the 
decrease in personal income tax rates. The most important change is to 
broaden the base of the value-added tax to include most services, which for 
historical reasons have not been subject to value-added taxation. Much of 
the revenue to finance personal rate reductions will likely come from base 
broadening of the value-added tax. 

Summary 

To most Swedes, protecting residents (not just citizens) against temporary or 
permanent low consumption is a proper role of government. The Swedish 
political preference for redistribution has in the past forty years led Sweden 
to a position as the world's highest-tax country. The possible distortionary
effects of taxes were given little thought until relatively recently. Poor 
economic performance during the 1970s prompted concern with levels of 
taxation in the 1930s, resulting in the 1982 tax reform that lowered marginal
personal taxes. Although marginal taxes apparently reached their peak in
1982, the average tax rate measured as the proportion of GDP taken in taxes 
has continued to rise. 

One problem caused by high marginal taxes has been tax arbitrage that 
occurs when individuals invest in lightly taxed forms of capital such as 
homes and pension insurance, and finance the investments by debt, for 
which interest payments are fully deductible. So extensive is such arbitrage
that net receipts from taxes on capital income are negative except in the 
lowest three or four income deciles. This is seen by many Swedes as un
desirable because it counters the intended distributional effects of a progres
sive rate structure. 

Several proposals often advocated by economists for dealing with prob
lems of capital taxation have recently been studied by government commis
sions and rejected. A shift from an income basis to an expenditure basis for 
progressive personal taxation was rejected because of numerous complica
tions and opportunities for tax avoidance, because an expenditure tax would 
deviate from systems imposed in other countries (and might thus lead to tax 
arbitrage), and because the sum of labor and capital income was perceived 
to be a more equitable tax base than, ultimately, labor income alone. A 
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simplified expenditure tax (i.e., an earned-income tax) was also rejected on 
the basis that it is more equitable to tax capital income. A cash-flow tax for 
corporations was rejected because taxes on capital can effectively be post
poned under such a tax and because of fears of deviating from tax rules 
imposed in other countries. Finally, real taxation of capital income was 
rejected because it would hurt homeowners. 

An interesting change in personal taxation implemented in 1982 was the 
asymmetric treatment o. capital income whereby positive income is taxed at 
the taxpayer's marginal rate, which exceeds 50 percent for high-income 
individuals, but where negative income results in tax benefits at a rate of at 
most 50 percent. Distributional concerns account for some of the attractive
ness of this change. 

Major tax reform is currently in the planning stage. Further ieduction in 
marginal tax rates is a clear goal of reform. Because tax reform is to be revenue 
neutral, this should reduce overall progressivity. Another clear goal of tax 
reform is to make the taxation of capital income more neutral. Much of the 
political pressure to reform the rules for taxation of capital income stems 
from distributional concerns-namely, from a desire to limit the extent to 
which high-income individuals can benefit from tax planning. 



Chapter9 Andrew W. Dilnot and 1.A. Kay 

Tax Reform in the United Kingdom:
 
The Recent Experience
 

Since the election of the first Thatcher government in 1979, the tax system of 
the United Kingdom has undergone substantial changes. The incoming 
government was committed to reduce the overall tax burden and its dis
incentive effects, and these commitments have continued to be popular
political issues for incumbents. Substantial rate reductions and some simpli
fications have been implemented in the income tax, but changes elsewhere 
in the tax system do not seem to form part of a coherent strategy for tax
reform, and many anomalies have been ignored or even aggravated. Al
though the income tax reforms have undoubtedly reduced distortions affect
ing incentives to work and to save, excessive concentration on income tax 
has allowed problems in other areas of taxation to continue, or has even 
aggravated such problems. 

The first section of this chapter briefly describes the U.K. tax system,
emphasizing the importance of taxes other than income tax, which raises 
only around one quarter of total revenue. The social security tax, national 
insurance contributions, is the second-largest revenue raiser. Corporation 
tax in the United Kingdom has recently grown very rapidly, and is now an 
important source of revenue. The United Kingdom does have a value-added 
tax, which contributes roughly half or all indirect tax revenue, the bulk of the 
remainder coming from excise duties on tobacco, alcohol, and gasoline.
Taxes on capital contribute very little revenue in the United Kingdom. In the 



150 Tax Reform and Developed Countries 

second section we consider the evolution of the tax system. Next we examine 
the effects of the tax system on the distribution of income, showing the 
substantial progressivity of the system in the bottom half of the income 
distribution, contrasted with the nearly proportional nature of the system in 
the upper half of the distribution. This leads to a discussion of the country's 
income tax rate structure and of its indirect tax system. Here we also consider 
the recent proposais for fiscal harmonization within the European Commu
nity (EC). The following two sections discuss the corporation and capital tax 
systems. The tax treatment of married and unmarried individuals has been 
a source of controversy for most of the period since 1979. In 1988 the debate 
culminated in a set of proposals, which we analyze next. Local government 
in the United Kingdom raises less than 10 percent of total revenue, but is 
affected by controversial proposals to replace a property tax with a poll tax. 
We consider both the nature of local government funding in the United 
Kingdom and its reform. The next section examines two areas where un
planned interactions cause problems: the relationship between income tax 
and social security contributions and that between taxation and means
tested benefits. We then discuss the United Kingdom's highly complex 
system for taxing saving and the administration of the tax system. The final 
section assesses the changes made to the U.K. tax system in the 1980s. 

The U.K. Tax System, 1988/89 

Total tax revenue in the United Kingdom in 1988/89 was around £171 billion, 
equal to 37.5 percent of gross domestic product (GDP). The largest contrib
utor to tx revenue is the personal income tax, which yields just under a 

TABLE 9.1 Tax Revenues inthe United Kingdom, 1988/89 
Billions of £ %of total tax revenues 

Personal income tax 42.1 24.6 

National insurance contributions 31.6 18.5 

Corporation income tax 21.0 12.3 
Capital taxes 5.0 2.9 
Value-added tax 26.2 15.3 

Excise duties 20.0 11.7 

Other indirect taxes 6.0 3.5 

Local authority rates 19.0 11.1 

Total tax revenues 170.9 

Total GDP 456.0 

SouRCE: United Kingdom, FinancialStatement and Budget Report 1988/89 (London: Her Majesty's Stationery Office,
1988). 
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quarter of the total (see Table 9.1). Personal income tax is levied at a basic 
rate of 25 percent, which is the marginal rate for almost 95 percent of 
taxpayers. There is a single highei' rate of 40 percent. 

Next in importance are national insurance contributions, a payroll tax 
levied on both employers and employees, hypothecated to certain elements 
of the social security budget. The normal rate of tax is just under 20 percent
of earnings, with employees contributing slightly less than half of this total. 
The value-added tax (VAT) is a multistage general consumption tax, im
posed at a standard rate of 15 percent on slightly over half of all consumer 
expenditure: food, fuel, and housing are the principal exclusions. Taken 
together, these three broad-based taxes-personal income tax, national in
surance contributions, and VAT-total about 60 percent of U.K. tax revenue. 
This has been a relatively constant figure, although the income tax has had 
a diminishing share of the total and national insurance contributions and 
VAT, an increasing one. 

Corporation income tax had diminished to almost insignificant propor
tions earlier in the decade, but revenues have recently grown rapidly as 
profits have revived. The figures in Table 9.1 include revenue from taxes on 
North Sea oil production, which have generated over 5 percent of U.K. 
government revenues during the 1980s; since the fall in oil prices in 1986,
however, this is no longer a major source of revenue. The corporation tax is 
imputed to individual shareholders; a basic-rate taxpayer pays no further 
income tax on company dividends. 

Among other commodity taxes, there are substantial excises on tobal-co, 
alcoholic drinks, gasoline, and diesel fuel. Local authority rates are a prop
erty tax levied on both householders and businesses in the 450 local authority 
areas in the United Kingdom. There are three principal capital taxes, none of 
great revenue significance. Capital gains tax is imposed, at income tax rates, 
on indexed gains over £5,000. Inheritance tax is charged at 40 percent on 
estates over £110,000. Stamp duty is payable on transfers of property. The 
rate on securities is 1/2 percent and on real estate 1 percent.

Tax revenue as a share of GDP grew very rapidly in the 1960s (Figure
9.1), but has stabilized since then. A marked increase in the mid-1970s 
coincided with the oil crisis, recession, and the election of a Labor govern
ment in 1974, but this rise was quickly checked. There has been some fall in 
average tax levels since the present Conservative government came to power 
in 1979 but the reduction is not large. 

The Evolution of U.K. Tax Policy 

The development of Britain's present tax system may be traced from 1799, 
the year in which income tax was first introduced. The innovation was not 
universally welcomed. "It is a vile, Jacobin, jumped up Jack-in-office piece
of impertinence-is a true Briton to have no privacy? Are the fruits of his 
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FIGURE 9.1 Tax Revenue as aPercentage of GDP inthe United Kingdom, 1960-1988 
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United Kingdom, Financial Statement and Budget Report 1988189(London: Her Majestys Stationery Office,SOURCE: 
1988). 

labour and toil to be picked over, farthing by farthing, by the pimply minions 
of Bureaucracy?" (Sabine 1966: 31). At least in part in response to such 
concerns, the income tax was completely restructured in 1803, taking on 
many of its modern characteristics. The most important innovation was 
probably the schedular system: incomes were classified as either Schedule 
A, B,C, D, or E,depending on their source. Thus the tax authorities would 
know the amount of income from each source but not the amount of an 
individual's total income. This feature persists and accounts for much of the 
administrative complexity of the British income tax. The schedules are still 
used, the most important being Schedule E, which covers income from 
employment, and Schedule D, which covers mainly profits, interest, and 
dividends. Income tax disappeared soon after the end of the Napoleonic wars 
in 1815, but reappeared in 1842 as Robert Peel restructured the system of 
import tariffs and excise duties. There has been an income tax in the United 
Kingdom ever since. 

The next major milestone came in 1909 with Lloyd George's "People's 
Budget," which increased the progressivity of the system and imposed a 
surtax on incomes over £5,000 per year (over 'V150,000 at 1988 prices). This 
took the maximum rate to 8 percent but only in the face of enormous 
opposition. Soon, during the First World War, the top tax rate exceeded 50 
percent, and although rates fell after the war, they remained far higher than 
had seemed feasible before 1914. Even so, before the Second World War there 
were only some 4 million taxpayers out of a working population of more 
than 20 million. By 1948 there were more than 12 million taxpayers. It was 
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this growth in the coverage of income tax that led the Churchill government 
to institute the pay-as-you-earn (PAYE) system of withdrawal at source. By
1960 essentially the whole of the working population was covered by the 
income tax. There was a rationalization of the structure in 1973 when the 
surtax, which had been separately assessed and administered, was inte
grated into a single structure with basic-rate income tax. 

The surtax, or higher-rate tax as it became after 1973, was never paid by 
more than a very small proportion of taxpayers. The maximum rate varied 
from time to time, but often reached absurd levels: George Bernard Shaw, 
facing a marginal tax rate of 972 percent, once described his occupation as 
tax collector on 22 percent commission. Even in 1978, the highest tax rate 
on earnings was 83 percent, which, with a 15 percent surcharge on invest
ment income, took the top rate of income tax to 98 percent. In 1979 the first 
budget of the Thatcher administration reduced these rates to 60 percent and 
75 percent. The investment income surcharge was subsequently abolished, 
and in 1988 the highest rate of tax on income of any kind was set at 40 percent.
We discuss the changes in the income tax rate structure more fully below. 

National insurance contributions have existed in some form since 1911 
and were introduced as a comprehensive tax in 1948 in conjunction with 
postwar social se:urity reforms. They were at that time flat-rate payments,
but as the required level of social security expenditure grew, so did the 
necessary level of flat-rate payment. By 1960 further increases would have 
made payments unacceptably heavy for those on low incomes, so some 
element of earnings relation was introduced. By 1975 the contribution was 
entirely earnings-related. This shift from a flat-rate tax to a combined tax rate 
on earnings of almost 20 percent had a profound impact on the progressivity 
of the tax system. 

The separate taxation of companies began in Britain only in 1947. Before 
that the taxation of profits was covered by the personal income tax: compa
nies were taxed as individuals. In 1947 the rate of profits tax was increased, 
and individuals and partnerships were exempted from it, thus creating a 
separate tax on corporate profits for the first time. In 1965 a classical system
of corporation tax was introduced. The company paid a flat rate of tax on 
taxable profits. Shareholders paid income tax on dividends and capital gains 
tax on gains arising from corporate retentions (or other sources). In 1973 the 
classical system was replaced by an imputation system, which alleviated the 
double taxation of dividends by giving shareholders credit for tax paid by
the company to offset the individual's income tax liability on dividends. In 
the early 1970s companies faced severe liquidity constraints, largely as a 
result of the problems caused by inflation for a tax system based on historic 
cost profits. Allowances were provided for increases in the value of invento
ries (stock relief) and full expensing of expenditures on plant and machinery 
was permitted. In 1984 only about 65 percent of companies were paying any
corporation tax. The reforms of that year abolished stock relief, cut the tax 
rate from 52 to 35 percent, and provided depreciation on a 25 percent 
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declining-balance basis for most assets. The effects of these changes are 
assessed in a later section. 

In 1965 capital gains tax was introduced as a separate tax, on nominal 
gains (some gains were already subject to income tax). In 1982 a first attempt 
at indexation was made, followed by a second attempt in 1985. In 1988 the 
capital gains rate, which had been a flat 30 percent, became the individual's 
marginal income tax rate. i-robate duty on estates was introduced in 1694 
and replaced in 1894 by estate duty. This duty in turn was replaced in 1975 
by a capital transfer tax, which taxed gifts during life as well as gifts at death. 
Finally, in 1986 the tax on gifts during life was abolished, with the remaining 
tax on gifts at death renamed the inheritance tax. 

Excise duties on drink and tobacco have been in force for almost as long 
as these commodities have been imported. A more general sales tax-the 
purchase tax-was introduced during the Second World War and imposed 
at the wholesale level. The replacement of thLs tax by the VAT, which covered 
a slightly wider range of goods and also included services, coincided with 
Britain's entry to the European Community in 1973. 

The burden of local authority rates (local taxes) has grown steadily with 
the size of local government. Dissatisfaction with rates and with the system 
of local authority finance in general has been widespread, leading to govern
ment proposals to replace it with a poll tax. The debate and the effects of the 
reform proposed are considered below. 

From 1979 to 1988, three major tax reform packages were introduced. 
The first, in 1979, came within a month of the election of the present 
Conservative government. Changes were confined to rates of existing taxes 
and the implementation of a promised shift from direct to indirect taxation. 
The basic rate of income tax was reduced from 33 to 30 percent, allowances 
were increased substantially, and the revenue lost was recouped by increas
ing the standard rate of VAT from 8 percent to 15 percent. The highest rates 
of income tax were cut by considerably more, with the maximum rate on 
earnings falling from 83 percent to 60 percent. The timing of these measures 
proved inopportune. In particular, the increasL :a the VAT-which in itself 
added almost 4 percent to the retail price index--coincided with an already 
accelerating inflationary trend. The annual inflation rate had, within a few 
months, risen above 20 percent. In the remainder of the first Conservative 
Parliament, tax changes were minor and the proposed switch from direct to 
indirect taxation was not pursued further. 

The second round of reforms came in the first budget of the Thatcher 
government's second term of office, in 1984. The new chancellor of the 
Exchequer, Nigel Lawson, proclaimed a "tax reform budget." The rhetoric 
proved more substantial than the reality. Although the corporation tax 
underwent radical changes-which are described in more detail below-the 
structure of personal taxation was affected only by the withdrawal of a few 
minor tax expenditures, particularly partial relief for life insurance contribu
tions. The warm reception the package initially received indicated, how
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ever-as governments in other countries were discovering-the potential
popularity of tax reform. There were wide expectations that the 1985 budget
would contain more radical measures. Interest groups who feared the con
sequences of measures to broaden the tax base began intense lobbying. It 
became apparent, however, that the chancellor's advisers had few ideas of
how to maintain the momentum acquired in 1984. The 1985 budget con
tained no significant reforms. 

At that time, it appeared that the drive toward tax reform in the United 
States would also run out of steam. When the U.S. Congress unexpectedly
approved a reform bill in 1986, its effects were felt in Britain. Lawson was 
clearly wounded by suggestions that the institutions of the U.S. government
had found the political courage and imagination that he lacked, and attempts
to portray the 1984 changes as more radical reforms than they in fact were 
carried little conviction. The reelection of the Conservative government for 
a third term in 1987 and the reappointment of Lawson as chancellor set the 
stage for a third round of reform. The 1988 budget was the most radical of 
the decade, with the top income tax rate cut to 40 percent and the number of 
rate bands reduced to two. In subsq.uent sections of this chapter, we describe 
the measures adopted in greater detail and in the final section attempt an 
assessment of the whole reform process. 

The Distributional Effects of the U.K. Tax Burden, 1948-1988 

The U.K. tax system is markedly progressive in the lower half of the income 
distribution. In the upper half the average rate of tax increases only slightly
with income (except, prior to 1988 and particularly prior to 1979, for the small 
group subject to significant amounts of higher-rate income tax). These pat
terns hold for taxes only (Figure 9.2) and for taxes and benefits together
(Figure 9.3). 

These distributional effects are a consequence of elements in the tax 
structure that we have outlined and will describe in more detail in later 
sections of this chapter. The main sources of progressivity are the benefit 
system and the virtually linear income tax. Benefits accrue overwhelmingly 
to those in the lowest deciles. The existence of a substantial tax-free allowance 
creates income tax progressivity in the lower parts of the income distribution,
but the interaction of the income tax with national insurance contributions 
implies that the overall tax rate on income barely increases between average
and twice-average earnings. We discus- this feature of the British tax system 
more extensively below. 

This substantially linear structure makes the evolution of the distribu
tional effects of the British tax system over time comparatively easy to 
describe. The progressivity of the tax system increased steadily from the late 
1950s to the early 1980s. This was primarily the result of the switch from
lump-sum social security contributions to a tax proportional to earnings. 
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FIGURE 9.3 Average Tax and Benefit Rate inthe United Kingdom, 1984 
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Estimates of the overall marginal tax rate are 48 percent for 1958 and 61 
percent for 1983 (see Dilnot, Kay, and Morris 1983 for details of the method
ology involved). Since 1983 tax rates have fallen in the United Kingdom, and 
with them the degree of progressivity. 

The Income Tax Rate Schedule 

For many years, a distinctive feature of the U.K. tax system has been the very
wide basic rate band, which meant that most taxpayers faced the same 
marginal rate of tax. In the 1980s, other countries have substantially reduced 
the complexities of their rate schedules, and the wide basic rate band is less 
unusual. 

Table 9.2 shows the income tax schedule that operated in four postwar 
years, with thresholds reflated to 1988 levels by the change in average
earnings. The apparent complexity of this table is misleading; in practice the
effects of the schedules were quite simple. In 1948/49, there were two 
reduced rates for those with low taxable incomes, then a very wide band up
to £30,000 where the basic rate applied. Although there were thirteen rates,
almost everyone paid 36 percent. In 1966/67 the same was broadly true,
although higher rates began slightly earlier, at a taxable income of £15,300.
In 1978/79 higher-rate tax became due on taxable earnings in excess of 

TABLE 9.2 Income Tax Rates and Thresholds inthe United Kingdom, 1948-1989 
1948/49 1966/67 1978/79 1988/89
 

Rate(%) Threshold (£) Rate (%) Threshold (£ Rate(% Threshold (£) Rate(% Threshold (£) 
12 750 15.5 750 25 1,750 25 19,300 
24 3,750 23.3 2,380 33 18,600 40 
36 30,000 32 15,300 40 21,000 
55 37,000 43 19,150 45 23,000 
57.5 45,000 46 23,000 50 26,000 
62.5 60,000 51 30,600 55 29,000 
67.5 75,000 61.5 38,300 60 33,000 
72.5 90,000 67 46,000 65 37,000 
77.5 120,000 72.5 61,000 70 43,000 
82.5 150,000 78 77,000 75 56,000 
87.5 180,000 83.5 92,000 83 
92.5 225,000 89 115,000 
95 91.5 

NoTE: Rates and thresholds have been reflated inline with 1988/89 average earnings. The average earnings for amale fulltime worker in
the United Kingdom in1988/89 were £12,500. 
SOURCE:Authors' calculations. 
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£18,600, and was paid by 3.6 percent of the population. By 1988/89 only one 
higher rate of income tax was left, paid by 5 percent of the population. 

Reducing the level and number of higher tax rates was an important 
objective of the Thatcher government. In the first Conservative budget in 
June 1979 the top rate of tax on earned income was cut from 83 percent to 60 
percent (see Table 9.3). The number of taxpayers paying rates of 40 or 45 
percent, however, actually increased. No further major changes to higher 
rates occurred between 1979 and 1988. Then all but one of the higher rates 
was abolished, leaving a two-rate system with a 25 percent basic rate and a 
single higher rate of 40 percent. 

TABLE 9.3 Percentage of U.K. Taxpaying Population Paying Tax Rates over 40 

Percent, 1978/79 and 1983/84 

1978/79 1983/84 

Rates inexcess of 

40 3.62 4.43 

45 2.52 2.53 

50 1.76 1.49 

55 1.35 0.71 

60 0.95 0.36 

65 0.69 

70 0.48 

75 0.33 

83 0.16 

Total 3.62 4.43 

SOURCE:Inland Revenue, Inland Revenue Statistics, various years. 

VAT and Indirect Taxation 

The value-added tax is by far the most important indirect tax in the United 
Kingdom, accounting for around one-half of total indirect tax revenue. All 
traders whose annual turnover exceeds £22,100 are liable to VAT on their 
output; however, registered traders may recover any VAT that has been 
charged on their purchases. Thus intermediate transactions are effectively 
free of VAT and the incidence of the tax falls on final consumption. 

There are three ways goods and services can be treated under the U.K. 
VAT. Sales are liable to tax at the standard rate of 15 percent unless either 
zero-rated or exempt. For goods that are zero-rated or exempt, no tax is due 
on output. But a zero-rated trader can recover tax paid on inputs while one 
who is only exempt cannot. Sales of a zero-rated commodity are therefore 
free from VAT, while exempt items bear tax to the extent that it is imposed 
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on goods and services used as inputs in their production. This effective tax 
rate varies widely across different exempt commodities, depending on the 
proportion of inputs that are subject to tax. Exemption thus creates distor
tions in the pattern of production and trade. 

The principal zero-rated items are food (except for restaurant meals, ice 
cream, confectionery and chocolate products, all drinks other than tea and 
coffee, potato chips, prepared nuts, prepared pet food); water; books, news
papers, magazines, news services, newspaper advertising, maps; fuel and 
power; public transport; children's clothing and footwear; and prescription 
drugs. 

The primary exempt items are postal services, education, insurance, 
transactions in money and securities, betting and gaming, rent and land,
health services, and funeral services. 

The VAT was introduced in 1973 at a standard rate of 10 percent. In 1974 
the government reduced the rate to 8 percent in the hope of controlling
inflation, then around 25 percent. A year later,a higher rate of 25 percent was 
introduced on a group of commodities perceived as luxuries, such as electri
cal durables, cosmetics, private boats and aircraft, and fur coats. Following 
protests from the industries affected, the higher rate was cut to 121/ percent 
one year later. In 1979 the higher rate was overtaken when the standard rate 
was raised from 8 percent to 15 percent as part of a shift from direct to indirect 
taxation in the first Conservative government. This was accompanied by a
reduction in the basic rate of income tax from 33 percent to 30 percent and 
substantial increase3 in personal allowances for income tax. The standard 
rate of VAT has remained unchanged at 15 percent since 1979. 

Changes to the scope of the tax since its introduction have been compar
atively minor, and all significant adjustments have involved extending
rather than restricting the coverage of the tax. The most importa.t of these 
changes have been reductions in the number of food and construction 
activities that attract the zero rate. 

The most controversial issue related to the VAT at present is fiscal 
harmonization within the European Community (EC). Proposals currently
being considered by the EC would involve far-reaching changes to indirect 
taxation in EC member states. In the case of the VAT, the European Commis
sion is proposing that member states set their tax rates within two bands: a 
standard rate of between 14 and 20 percent for the majority of goods and 
services, and a reduced rate of between 4 and 9 percent for a limited number 
of basic goods and services, such as food, public transport, domestic en ergy,
and books and newspapers. Excise duties on alcoholic drinks, tobacco, and 
mineral oils would be set at uniform rates throughout the EC, in most cases 
at the average of member states' existing duty rates. 

In the United Kingdom, these proposals could mean that most zero-rated 
goods would bear VAT at the minimum rate of 4 percent; the one exception
would be children's clothing, which would be included in the standard rate 
band, but is at present zero-rated. Changes in some excise duties would also 
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be substantial: the tax on a bottle of spirits would fall by about £2.30, and on 
a bottle of wine by seventy pence. The average tax on a packet of twenty 
cigarettes would fall by twelve pence, and the duty on a gallon of petrol 
would rise by over twenty pence. 

The Commission claims that its proposals are the "minimum changes" 
to indirect tax rates that are needed to permit the abolition of frontier 
formalities and controls, planned for 1992. These frontier controls do impose 
costs on industry, by causing trucks, drivers, and goods to stand idle at 
borders and raising the bureaucratic costs of trading goods within the EC. 
However, if fiscal controls and documentation at frontiers are abolished, it 
does not necessarily follow that member states' indirect tax rates must be 
fully harmonized. Certainly, the technical problems of operating VAT once 
frontier controls have been abolished are not greatly affected if VAT rates 
differ between member states. In addition, the method of operating the VAT 
proposed by the commission will continue to ensure that different VAT rates 
do not give an unfair cost advantage to producers in low-tax member states. 
Thus the main justification for EC control of indirect tax rates when frontier 
controls are abolished is to keep the problem of cross-border shopping by 
individuals within acceptable bounds. Yet if this is the main problem, we 
should note that most of the costs of cross-border shopping are bornie by 
those EC member states that set higher tax rates than their neighbors. If they 
choose to do this, the decision is surely for them to make; EC action is needed 
merely to set a lower bound for tax rates to restrict the scope for competitive 
undercutting. By seeking to set a ceiling for tax rates as well as a floor, the 
c.)mmission is going beyond what is needed. It is also creating unnecessary 
problems of budgetary adjustment for higher-tax member states-indirect 
tax receipts in Denmark, for example, could fall by almost a quarter if the 
commission's proposals are implemented in their present form. 

As yet, there are few signs that the U.K. government intends to act in 
accordance with the EC proposals. Durin, the 1987 election campaign Mar
garet Thatcher pledged that the VAT would not be imposed on food or 
children's clothing, and it is unlikely that she will bow to EC pressure for 
such a change. 

Corporation Tax 

Corporation tax was introduced in Britain in 1965. The model used was a 
classical system, so that dividends were taxed under both corporation and 
personal income taxes. In 1973 this was changed to an imputation system, 
which continues to the present day. Companies must pay advance corpora
tion tax (ACT) at a current rate of one-third of any dividends paid. Share
holders receive a tax credit of this amount, which can be offset against their 
own tax bill. With a basic rate of income tax of 25 percent, this system exactly 
eliminates any liability for a basic-rate taxpayer, and the rate of advance 



United Kingdom 161 

corporation tax is regularly adjusted with the basic rate of income tax so as 
to maintain this relationship. The company itself can set its payment of ACT 
against its own payment of corporation tax on profits. 

The changes in the corporation tax base implemented at around the same 
time were probably of more practical significance. Depreciation provisions 
were made steadily more generous, culminating in 100 percent immediate 
write-offs for plant and machinery and 75 percent for industrial buildings. 
Relief was given for increases in the value of stocks over the period of 
account. The result was that by the end of the decade around half of all 
companies were tax-exhausted-that is, they paid no mainstream corpora
tion1 tax (other than ACT)-and finance leasing developed as a means of 
transferring unused reliefs from non-taxpaying to taxpaying companies.

This system was radically revised in 1984 (see Table 9.4). The primary 
objects of the change were to reduce the incidence of tax exhaustion and the 
discrimination between different kinds of investment, while lowering the 
effective marginal rate of tax. As Table 9.5 shows, these purposes were 
broadly achieved, at the price of some discouragement to investment. 

The transitional period provided a substantial positive incentive to 
invest, since allowances were available at the higher rates of tax, while 
returns on investments would be received when the tax rate had fallen to 35 
percent. This situation seems to have had some effect on company behavior, 
with dramatic increases in investment in the transitional years. As shown in 
Devereux (1988), however, the 1984 reforms increased the wedge between 
pre- and post-tax costs of capital on average. The pre-1984 system required 
the pre-tax rate of return to exceed the real rate of interest by 1 to 2 percent. 

TABLE 9.4 Main Features of the 1984 Reforms to the U.K. Corporation Tax 

(percentage) 

Fiscal year 

1983 1984 1985 1986 

Statutory rate of corporation tax 50 45 40 35 

Capital allowances 

Plant and machinery 

Initial allowance 100 75 50 0 

Writing-down allowance 25 25 25 25 

Industrial buildings 

Initial allowance 75 50 25 0 

Writing-down allowance 4 4 4 4 

Stock relief: abolished March 13, 1984. 

The writing-down allowance for plant and machinery ison 
industrial buildings it is on astraight-ine basis. Both are based on historic cost val. s. 
SouRCE: Authors, based on UK. tax schedule. 

NoTE: adeclining-balance, or exponential, basis. For 
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TABLE 9.5 Distribution of Taxable Profits inthe United Kingdom, 1982-1988 
Taxable profits of taxpayers Taxable profits of non- Percentage of tax-exhausted 

(billions of £) taxpayers (billions of £) companies 
1982 3.1 -4.3 35.5 
1983 4.1 -4.5 30.0 
1984 5.7 -4.3 22.2 

1985 8.3 -3.9 19.9 

1986 11.4 -3.9 14.9 

1987 14.1 -4.1 11.1 
1988 15.2 -4.4 11.6 

SouRCE: M. P. Devereux, "Corporation Tax: The Effect of the 1984 Tax Reform on the Incentive to Invest," Fiscal 
Studies 9, no. 1 (1988): 62-79. 

The post-1984 system, once fully implemented, increased this wedge by 
some I percent. 

Capital Taxes 

Estate duty, a tax levied on the value of property left at death, has long been 
avoided on a massive scale. It is probable that the largest amount of tax ever 
paid in the United Kingdom was that paid on the death in 1953 of the fourth 
duke of Westminster. Increasingly, estate duty became a tax on those whose 
means were neither modest enough to enable them to remain below the 
threshold nor substantial enough to make avoidance-particularly through 
trusts or inter vivos gifts-an activity sufficiently rewarding to offset the 
costs and loss of immediate control of family assets. 

In 1969 an attempt was made to tackle some of these difficulties, and in 
1974 more radical measures were taken with the introduction of the capital 
transfer tax. The CTT included lifetime gifts within the scope of the tax and 
sought to raise more revenue through lower rates of tax on a broader base. 
The results were not successful. Avoidance continued on a substantial scale, 
interest group pressures eroded the remaining base. and the share of CTT in 
total tax revenue continued the declining trend begun by the estate duty. In 
1982 the charge on giuts was limited to the cumulative total in any ten-year 
period and in 1986 it was abolished altogether; the emasculated CTT was 
renamed the inheritance tax. It does not appear that the charge on gifts ever 
raised material amounts of revenue. In 1988 the elaborate schedule of inher
itance tax rates rising to 75 percent was reduced to a single rate of 40 percent 
on estates over £110,000 (the value of a modest house in southern England). 

Since the acceleration of inflation in the 1970s the government had been 
under pressure to allow indexation of capital gains. Daunted by perceived 
administrative difficulties, authorities instead raised the threshold of gains 
at which tax became payable. This threshold, tied to the retail price index, 
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had reached £5,000 per annun: by 1982. The government's introduction of 
its own index-linked securities forced the issue on indexation; in 1982 a 
complex scheme of partial indexation was introduced and was rationalized 
to full indexation three years later. Indexation applied only to the period
since 1982. In 1988 pre-1982 gains were relieved of tax altogether, the exemp
tion level was reduced from £6,600 in 1987/88 to £5,000, and the remaining 
gain was taxed at the individual's marginal income tax rate. 

Stamp duty on transfers of property is one of the oldest of British taxes. 
It was for many years levied at 2 percent of the value of the property 
purchased, with reduced rates for domestic property, so that average houses 
would attract only a V2 percent or 1 percent rate while more valuable ones 
would be subject to the full charge. With the internationalization of securities 
markets, there has been growing concern that a turnover tax of this magni
tude would lead taxpayers to conduct an increasing proportion of transac
tions offshore. As a result the rate has twice been halved-once (for all 
transactions) from 2 percent to I percent, and subsequently (for transfers of 
securities only) from 1 percent to 12 percent. 

The Taxation of Husband and Wife 

Reform of the current tax treatment of married couples has been on the 
agenda in the United Kingdom for well over a decade, although successive 
governments have found it much easier to identify the need for change than 
to implement it. The government first produced a Green Paper (discussion 
document) on the subject in 1980. This was followed by vigorous debate but 
no action. Another Green Paper was produced in 1986 but was so badly
received that its proposals were abandoned. Finally, the 1988 budget made 
proposals for change in 1990 that now seem certain to be introduced. 

The present system reflects the nineteenth-century origins of the income 
tax structure as a whole. Essentially, a married woman has no independent 
status as a taxpayer. Her income is treated as that of her husband and 
aggregated with his. The wife is given a personal allowance equal to the 
single person's allowance against her earnings (but not her investment 
income), and the husband receives an enhanced personal allowance. The 
resulting structure of allowances is shown in Table 9.6. 

Although most couples are financially better off married than they
would be unmarried, a small minority faces financial disincentives to mar
riage. Most of these disincentives result from the aggregation of income and 
the restriction of certain tax reliefs to one per taxpayer unit. Since the incomes 
of husband and wife are summed for tax purposes, the higher rates of income 
tax are more likely to affect a two-income married couple than a similar 
unmarried couple. In 1988/89 the basic rate band stretches from taxable 
income of £0 to £19,200. Very few single people pay tax at higher rates, but 
the joint income of two people is much more likely to exceed this limit. If a 
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TABLE 9.6 Income Tax Allowances under Current U.K. System 
Tax allowance (£) Ratio to single allowance 

Single person 2,605 1 
Single-earner couple, married 4,095 1.57 
Two-earner couple, married 6,700 2.57 
Single-earner couple, unmarried 2,605 1 
Two-earner couple, unmarried 5,210 2 
SOURCE:United Kingdom, Financial Statement and Budget Report 1988/89 (London: Her Majesty's Stationery Office, 
1988). 

couple's income puts them in the higher rate bracket, they can elect to be 
taxed separately, in which case they forgo the enhanced married man's 
allowance. This option, however, is helpful only if the wife has earned 
income, since all investment income is treated as the husband's regardless of 
whether the couple opts for separate taxation. 

The 1980 Green Paper was an inconclusive survey of alternatives, point
ing tentatively toward minimalist reforms. In 1986, the government pro
posed a scheme of transferable allowances that would give everyone a single
allowance but would permit a partner who had insufficient income to use 
his or her allowance fully to transfer it to his or her spouse. The scheme was 
criticized for its disincentive effect on working women and for its generosity,
relative to the present system, to single-earner couples in which the wife 
chooses not to work (rather than being detained at home by family respon
sibilities). It was abandoned (see Symons and Walker 1986).

The 1988 proposal removes the appearance of sex discrimination while 
retaining the substance of the present system. The most important element 
in the package is a system of independent taxation of all income, including 
that from investments. Every adult will receive the same allowance and be 
taxed separately on his or her total income. This allowance will not be 
transferable. The second element is a new allowance, called the married 
couple's allowance (MCA). The MCA has been set equal to the difference 
between the existing married man's allowance and the single allowance. The 
MCA will be given initially to the husband, but where the husband cannot 
make full use of it, it can be transferred to the wife. The most significant fact 
about the reform is that for almost everyone there will be no practical effect 
(see Table 9.7). 

Local Government Finance 

Local government expenditure accounts for some 20 percent of total govern
ment expenditure in the United Kingdom. At present around one-half of 
local government revenue is derived from government grants, one quarter 
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TABLE 9.7 Ratios of Current and Proposed U.K. Income Tax Allowances to Single
Allowance 

Current Proposed 

Single person 1(SA) 1 (SA) 
Single-earner couple, married 1.6 (MMA) 1.6 (SA +MCA) 
Two-earner couple, married 2.6 (MMA +WEA 2.6 (SA + SA +MCA) 
Single-emc-er couple, unmarried I (SA) 1(SA)
 
Two-earner couple, unmarried 2(SA+SA) 2(SA+SA)
 

SA =single allowance. MMA =married man's allowance. MCA =married couple's allowance. WEA =wife's earnings
allowance. 
SOURCE:
United Kingdom, Financial Statement and Budget Report 1988/89(London: Her Majesty's Stationery Office,
1988). 

from local authority rates, or taxes, on nondomestic property, and only one 
quarter from rates on domestic property. Property tax rates are based on the
"ratable value" of a property-an official estimate of the amount for which 
a property would be rented in the open market. Revaluation last occurred in 
1973, and as there has been no real market in rented property in the United 
Kingdom, either before or since then, the base of the tax has become increas
ingly arbitrary. 

In 1976 the Layfield Committee of inquiry into local government finance 
reported that there was a growing problem posed by the imbalance between 
local revenue sources and local expenditures. It argued that there was need 
for either greater scope for local authorities to raise their own taxes to finance 
their own expenditures, or for greater central control of local activities, 
clearly preferring the former solution. It predicted growing tension and 
frustration in the relations between local and central government unless this 
issue was resolved. The committee's recommendations were ignored and 
their predictions have been more than adequately fulfilled. 

In the 1986 Green Paper Payingfor Local Government, the government 
argued that the key problem was that accountability in local government was 
"blurred and weakened by the complexities of the national grant system and 
by the fact that differences arise among those who vote for, those who pay 
for,and those who receive local government services." The Green Paper went 
on to argue for reforms that would improve the link between voting for local 
services and paying for them: "If people can understand the costs of the 
different services provided to them, and if the costs are fairly distributed, 
then they can make sensible choices not only about the balance between local 
piorities but also about the overall level of spending." The proposals con
tained in the 1986 Green Paper, which will be introduced in England and 
Wales in 1990, aim to remove this perceived failure of accountability.

This lack of accountability was not the only criticism made of the old 
system. Domestic property rates themselves have long been unpopular. The 
most frequent criticism made of them is that they are inequitable. Since these 
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rates are a tax on the estimated market rental value of a house, they take no 
account of potential or actual income. Thus, a single elderly woman will pay
the same in rates as a family of four with two wage-earning adults, provided 
they live in identical houses. 

In response to these and other problems the government produced its 
1986 Green Paper, followed by legislation based on the paper. The center
piece is the so-called community charge, a flat-rate poll tax on everyone over 
the age of eighteen, which is to replace domestic rates. As with domestic rates 
at present, the level of the community charge will be under local authority
control. However, the government intends to withdraw local control over 
the level at which nondomestic rates are set. In the future, these will be levied 
at a uniform national poundage and will become an earmarked national tax,
with the revenues distributed in the form of a per capita grant to local 
authorities. The central government's contribution to local authority spend
ing will be provided in the form of a fixed block grant, unrelated to the level 
of local spending. 

The government sees the poll tax as a way of extending the number of 
local taxpayers from the 15 million householders currently liable for rates to 
the 35 million adults currently entitled to vote at local elections. The 
government's view is that residents who are not householders, or whose 
income is so low that they receive a 100 percent rebate of any rates they pay,
have little interest in the level of local taxation, and are therefore inclined to 
vote for councillors promising higher expenditures, from which they will 
benefit, funded by higher taxes that they will not pay. In addition to sending
poll tax bills to every adult, the government set the maximum local Lax rebate 
at 80 percent, thus ensuring that everyone would pay something toward local 
government services. 

The withdrawal 3f local control over business rate levels is another 
response to the desire to increase accountability. Since business taxpayers
have no voting power, the government sees no reason to allow local author
ities power over the level of business tax. Finally, by moving to an entirely
lump-sum grant system, with the grant related to an assessment of need but 
entirely unrelated to expenditure, the government will succeed in restricting
local authority control to the 25 percent of finance raised by the poll tax. Any
change in the level of expenditure must be funded by a change in the level 
of the poll tax, and will therefore be transparent to the local electorate. 

The scheme has been unduly criticized on the grounds that the dis
tributional effect of the change will be regressive. Although true, this is in 
fact not the central issue. Not only is progressivity best seen as characteristic 
of the tax system as a whole, rather than of individual components of it, but 
the distributional neutrality of the poll tax is perhaps its principal virtue. The 
view of some local authorities that they can offset the disliked distributional 
policies of the central government by high levels of local spending financed 
by progressive local taxation is one of the sources of the present tension 
between central and local government. 
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It is, at present, very unclear how the measure will actually work. The 
legislation is vague about the precise definition of liability for the tax and the 
means by which the identity of potential taxpayers is to be established,
leaving both matters largely in the hands of local registration officers. 

But the change is, in any event, largely irrelevant to the theme of 
accountability. The limitation of local tax rebates, the abolition of local 
control over nondomestic rates, and the requirement thai local taxpayers pay
the full cost of any change in local spending, have nothing to do with the poll 
tax, and could easily be implemented within the framework of the present
rating system. A more careful analysis would begin from the Layfield
position and from the experience of other countries, most of which have 
handled the universal problems of local-central government relations rather 
more successfully and none of which have adopted a poll tax. If real local 
autonomy is to be preserved, one obvious possibility is a local income tax,
which would allow at least as much accountability as a poll tax, while 
avoiding some of its distributional and administrative problems. More fun
damentally, little consideration appears to have been given to the appropri
ate scope of local government activity. In the United Kingdom, almost half 
of total local government expenditure is accounted for by education, in
which real local autonomy has been substantially eliminated and is in 
process of final erosion. Were this to be paid for directly by central govern
ment, many of the problems of local government finance would be substan
tially reduced. 

The Relationship between Income Tax, National Insurance, and Social 
Security 

As a result of the long history and independent development of taxation and 
social security in the United Kingdom, the system today suffers from a
number of unplanned interactions between taxes and social security benefits. 
The worst example of this is probably the incoherent marginal and average
direct tax rate schedule that results from the combination of income tax and 
national insurance contributions. There is also considerable concern for the 
disincentives created by the high marginal tax rates imposed on those with 
low incomes by the tax and social security systems.

We begin with the effect of the combined income tax and national 
insurance schedule. National insurance contributions were initially a flat
rate charge, but soon became earnings-related, and are now simply a second 
tax on income. While the income tax schedule applies different rates to eachsuccessive band of income, the national insurance (NI) contributions sched
ule allows the overall income band to determine the rate at which the whole 
of income is taxed. This creates substantial discontinuities in the rate sched
ule; there are three different levels of income at which these discontinuities 
occur. At the same time, there is a ceiling beyond which no further NI 
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contributions are due that lies below the beginning of the higher rate of 
income tax. The marginal rate ofdirect tax therefore falls from 34 percent (25 
percent income tax and 9 percent NI) to 25 percent, before rising again to 40 
percent when the higher income tax rate applies. 

Consider first the effects of the jumps in NI liability at low earnings 
levels. When earnings reach the NI floor, or lower earnings limit (LEL), of 
£41 per week in 1988/89, NI contributions are due not just on the excess of 
earnings over £41 but on the whole of earnings. Thus at earnings of £40 a 
week no NI contribution is due, while at earnings of £41 a week NI contri
butions of £4.10 a week are due, £2.05 from the employee and £2.05 from the 
employer. A similar jump occurs from £69.99 to £70, when weekly NI 
contributions jump from £7.00 to £9.80 as the rate rises from 5 percent of all 
earnings to 7 percent of all earnings for both employer and employee. A 
further jump comes at £105 when the rate rises from 7 percent to 9 percent, 
with joint payments from employee and employer rising from £14.70 to 
£18.90. This pattern is shown in Figure 9.4, which illustrates the relationship 
between earnings and employees' NI contributions (see Blinder and Rosen 
1985 for a discussion of the effects of such discontinuities in the budget 
constraint). The pattern for employers' NI contributions is similar, bult with 
a further jump at £155 where the contribution rate rises to 10.45 percent. 

FIGURE 9.4 Current U.K. National Insurance Contribution Schedule 
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FIGURE 9.5 Marginal Tax Rates for Married Men inthe United Kingdom, 1988/89 
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Figure 9.5 shows the marginal tax rates, including both income tax and 
NI contributions, for a married man. At weekly earnings above £41 only NI 
contributions are paid and the marginal rate is 5 percent; this rate rises to 7 
percent at £70 per week, and 32 percent at £78.75 per week, when income tax 
becomes payable at 25 percent. At £105 per week the NI rate rises to 9 percent,
implying a combined rate of 34 percent. This rate is constant up to earnings
of £305 a week, beyond which point no further NI contributions are due, so 
the rate drops to 25 percent. The higher rate of income tax at 40 percent 
becomes due at weekly earnings of £450. 

Figure 9.6 traces average tax rates for married men, including income tax 
and employees' NI contributions, and shows that the average tax rate actu
ally falls between weekly earnings of £305 and £450. As shown earlier in this 
chapter, these irrational relationships between taxes now dominate the 
overall distributional effect of the British tax system.

The interaction betweea the tax and benefit systems may also have major
effects on work incentives at the lower end of the income distribution. There 
are two frequently cited "traps": the poverty trap and the unemployment 
trap. The poverty trap affects those workers who find that an increase in their 
wage could leave them little or no better off as a result of the combination of 
higher tax liabilities and lower benefit entitlements. The unemployment trap
affects those who find that the income they receive while unemployed is as 
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high, or nearly as high, as the net income they would receive if they were 
employed. Both of these problems have been seen as creating undesirable 
disincentives to work and self-help, and they were central issues in the social 
security reforms that became fully effective in 1988. As Table 9.8 shows, the 
reforms reduced marginal tax rates on low-income families to below 100 
percent, but not by much. 

FIGURE 9.6 Average Tax Rates for Married Men inthe United Kingdom, 1988/89 
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TABLE 9.8 Marginal Tax Payments under Old and New Benefit Systems inthe 
United Kingdom (£) 

Withdrawal per additional pound of gross income 

Old system New system 

Income tax .25 .25 

National insurance contribution .07 .07 

Family income supplementa .50 .48 

Housing benefit .23 .17 

Total withdrawal 1.05 .97 

a.Under the new system, this benefit isknown as afamily credit. 
SOUcE: Authors' calculations. 
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Taxation and Savings 

In Britain, as in many other countries, the rate of return on savings has come 
to depend at least as much on the tax treatment of the assets concerned as on 
the profitability of the underlying investment. 

Table 9.9 illustrates for three groups of income taxpayers the degree of 
fiscal privilege (DFP) of several forms of saving. The DFP is an index 
developed by Hills (1984) to examine the impact of the privilege or penalty 
on different assets. The DFP is the difference between the investor's marginal 
income tax rate and the effective rate of tax on the asset in question. Thus a 
DFP of 0 implies that the tax system is neutral; a DFP of 100, that the tax 
privilege is worth 100 percent of the real pretax return; and a DFP of-50, that 
the tax penalty is worth 50 percent of the real pretax return. 

The table assumes a 3 percent real return before taxes and an estimated 
inflation rate of 4 percent for 1988/89. The most striking feature of the table 
is the dispersion of DFPs. Looking first at the column for basic-rate taxpayers, 
we find that the most tax-privileged assets are those that generate deductions 
against income tax. Contributions to private pensions and mortgage interest 
relief are tax deductible. Direct share ownership is shown only slightly tax 
penalized, because although any inflation compensation in the dividend is 

TABLE 9.9 	 Degree of Fiscal Privilege of Assets for Three Groups of U.K. 
Taxpayers, 1988/89 

Asset 
Zero-rate 
taxpayers 

Basic-rate 
taxpayers 

Top-rate 
taxpayers 

Pension contributions (10 years)a -2 48 83 

House with 50 percent mortgageb 36 17 67 

Pension contributions (25 years) -2 33 56 
Tax-exempt assets 0 25 40 

Life insurance contract (5years)c -29 -4 11 

Direct share ownershipd -2 -2 -2 
Low-coupon giltse 0 -10 -16 
Bu;Iding society depositsf -54 -29 -50 

Interest-bearing assets 0 -33 -53 

a.That is,contributions into apension scheme with ten years to maturity.
b.The value of the mortgage isassumed to be below the current ceiling of £30,000 for tax relief. The stamp-duty
calculation assumes amove to anew house every seven years. Itisalso assumed that amove to amore expensive
house will produce ahigher local rates bill. Specifically, it is assumed that for agiven percentage increase inthe 
value of the house owned, the rates bill will increase by half of that proportion. 
c.It is assumed that the fund invests inequiti,,s only and that these yield adividend of 3percent.
d.The dividend yield is 3 percent. The stamp-duty calculation assumes that one-tenth of the investor's portfolio is 
turned over each year. 
e.These are government securities whose interest rate (or 'coupon*) islow relative to their value at redemption. In 
consequence, most of the return to this form of saving comes as acapital gain.
f.Building societies are savings banks that specialize inhome loans. 
SOURCE:J. Hills, Savings and Fiscal Privilege, Report series no.9 (London: Institute for Fiscal Studies, 1984). 
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taxed in full, we have assumed that the bulk of the return comes in the form
 
of capital gain. Building society deposits are heavily tax-penalized, since the
 
full nominal return is subject to income tax, albeit at a slightly reduced rate,
 
known as the composite rate. Other interest-bearing assets are similarly
 
penalized, again because of the taxation of nominal rather than real interest.
 
The pattern for top-rate taxpayers is similar, but the DFP is typically larger
 
in absolute terms.
 

FIGURE 9.7 	 Degree of Fiscal Privilege for Selected Assets inthe United Kingdom, 1978/79 and
 
1988/89
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Figure 9.7 shows the DFP for selected assets at actual inflation in 
1978/79 and in 1988/89. There has clearly been a substantial reduction in 
the dispersion of DFPs. Thc figure also shows the DFP in 1978/79 and 
1988/89 assuming a constant rate of inflation. The convergence has clearly 
as much to do with the reduction in the rate of inflation as the effect of 
structural changes in the tax system. Nonetheless, some reforms have atso 
been important. 

* 	 Rates of income tax have fallen considerably, from 33 percent to 25 
percent for basic-rate taxpayers and from 98 percent to 40 percent 
for top-rate taxpayers. These reductions in rates reduce the value of 
reliefs. 

* 	 The introduction of indexation for inflation in the capital gains tax 
(CGT) in 1982 and its extensions in 1985 and 1988 have reduced the 
penalty arising from the taxation of purely inflationary gains. 

* 	 Following the 1988 budget, the rate of CGT faced by an investor is 
the same as his or her marginal income tax rate. Previously, there 
was a flat-rate CGT at 30 percent. 

* 	 In 1984 tax relief on life insurance premiums was abolished for new 
contracts, substantially reducing the tax privilege for this asset. 

* 	 Stamp duty on houses has fallen from 2 percent to 1 percent and on 
shares from 2 percent to 1/ percent. 

This list contains changes that have both increased and reduced fiscal priv
ilege, and there have been others. The most important have probably been 
the business expansion scheme (BES), which gave substantial tax advantages 
to investment in new business, and the personal equity plan (PEP), which 
provided a new privileged tax regime for direct share ownership. 

Tax Administration 

The essentials of the structure of income tax in the United Kingdom are 
remarkably simple. The rate structure is uncomplicated and, in comparison 
with the United States or mar.y other Western countries, the range of allow
ances available is very limite. The administration of this system is, however, 
peculiarly cumbersome, and the average taxpayer's understanding of how 
income tax works correspondingly limited. 

There are two primary reasons for this. One is the schedular system, by 
which different types of income are taxed according to different principles, 
assessed separately, and collected at different times and in different ways. 
As we indicated above, this scheme was created for the express purpose of 
causing confusion, at a time when it was thought that the possession of too 
clear a picture of an individual's affairs by the agents of government might 
pose a threat to personal liberty. It is difficult to take this argument seriously 
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now, and given the confusion caused to the individual as well as to the Inland 
Revenue, the structure may reasonably be thought to have outlived its 
purpose. 

The second aspect is the cumulative pay-as-you-earn (PAYE) system. In 
the United States, and in all other major countries (except the Republic of 
Ireland, which follows the British system), withholding of tax from income, 
including employment income, is undertaken on a fairly rough and ready 
basis. It is expected that some end-of-year adjustment of liabilit) will prove 
necessary, and the system is designed to include a mild degree of excessive 
withholding to encourage the submission of tax returns and streamline the 
process of adjustment. In Britain, however, the withholding system attempts 
to collect the exact amount of any liability and minimize the need for 
end-of-year adjustment. It is this, rather than the economic merits of a linear 
schedule, that has motivated the wide basic rate band in the income tax 
system, since it is only easy to withhold from secondary income sources on 
this basis if most taxpayers have the same marginal rate of tax. It is also 
necessary to keep records by reference to a taxpayer's employer and to link 
each employment with any previous or concurrent employments. 

Although this system has some advantages, and aspects of it are some
times viewed with envy by other tax authorities, none has seriously consid
ered adopting it and it is clear to us also that its disadvantages outweigh its 
merits. It is expensive-administration costs are around four times as much 
per pound or dollar collected as they are in the United States, for example. 
It restricts the design of the tax structure in a large and growing number of 
ways, of which the constraint on the rate schedule is only one of the least 
important. The taxpayer has little understanding of how tax is collected from 
him, and the accuracy of the collection of liabilities is low. The situation has 
been greatly aggravated by the substantial delays in implementing comput
erization. Although there is some political interest in administrative reform 
and widespread popular dissatisfaction with the mechanics of tax collection, 
concern for the machinery of the tax system rather than its effects remains 
limited, although in our view such concern has become a necessary prelim
inary to more substantive change. 

Assessment 

Whatever else might be said about changes to the tax system in the 1970s and 
1980s, most observers of the British fiscal system would agree that there have 
been a great many of them. In evaluating those of the 1980s, our assessment 
is that they have been beneficial, but that the results are slight relative to the 
volume of activity that generated them. 

Perhaps the most remarkable feature of the period-and it is a change 
that has not, of course, been confined to the United Kingdom-has been the 
adoption of economic neutrality as an objective. In his 1988 pamphlet "Tax 
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Reform: The Government Record," the chancellor of the Exchequer wrote 
that one of the objectives of the government had been "to see that, as a general
rule, people's choices are distorted as little as reasonably possible through
the tax system" (Lawson 1988). A decade ago, such a statement would have 
been widely seen as an esoteric academic argument: the political assumption 
was that the function of the tax system was to promote the good and 
discourage thebad, to reward the deserving and to penalize the undeserving, 
and although there might be political disagreement as to who or what the 
good, bad, deserving, and undeserving were, the approach was common 
across the spectrum of opinion.

But to the extent that progress in achieving these new objectives has been 
made in Britain-and some has been made-it has been the result of reduc
tions in the rates of tax rather than of improvements in the structure. These 
reductions have indeed been spectacular-in inccme tax, from 98 percent to 
40 percent; in inheritance tax, from 75 percent to 40 percent; and in corpora
tion tax, from 52 percent to 35 percent. But the effects even of these rate 
changes should not be exaggerated. In the main, these cuts in rates were little 
more than political gestures and never touched more than a small minority
of the population-and in reality, because avoidance was readily possible
and endemic, touched even that minority more lightly than might be 
thought. None of these comments are meant to deny that the reform process 
is a welcome one, but its significance can be, and has been, exaggerated.

We should note that the reductions in income tax have not been confined 
to the higher rates-the basic rate of tax has fallen from 33 percent to 25 
percent. For the bulk of the population, however, this drop has been broadly 
offset by increases in the ordinary rate of national insurance contribution 
from 61,t percent to 9 percent and in VAT from 8 percent to 15 percent over 
the same period. 

Where structural changes have been needed, the record is disappointing. 
Improvements to the income tax schedule have been more than eroded by
the increasingly convoluted structure of national insurance contributions, 
which are now a tax of almost equal significance. The corporation tax has 
been restructured, although in an unimaginative way that leaves underlying
problems of disappointing investment performance, vulnerability to re
newed inflation, and the increased internationalization of the world econ
omy largely intact. Having a broad-based sales tax is a limited achievement 
if you do not have a broad base for it, and the government has been 
persistently unwilling to tackle this issue. There have been improvements in 
the interaction of taxes and social security as a result of changes to the benefit 
system; palliative adjustments to the tax system have been resisted. The 
taxation of husband and wife has been reformed, but in a cosmetic rather 
than a substantive way. The previously incoherent regime for taxing savings
is, if anything, slightly more incoherent. And the proposed reform of local 
government finance must rank as one of the most bizarre proposals in the 
history of public finance. 
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The primary reason for this mixed record has been the absence in British 
reform of any cohesive view of the tax structure as a whole, of the kind that 
motivated more effective reform proposals in other countries such as the 
United States and New Zealand. Nor has there been any evidence of the 
attempt-successful in both these countries-to defeat specific interest 
groups by winning a consensus for a comprehensive package of reforms. A 
style of government-characteristic of Britain in the 1980s-that is at once 
secretive and decisive may be effective if you have solutions, but is self
defeating if you are still in search of them. 



Chapter10 John B. Shoven 

The U.S. Tax Reform of 1986:
 
Is It Worth Copying?
 

The political process that produced the 1986 Tax Reform Act in the United 
States began in 1984 with the goal of designing a tax system promoting
economic neutrality and efficiency, economic growth, fairness, and simplic
ity. Although the resulting reform has been hailed by some as landmark
legislation and the realization of the impossible dream, not everyone sees it 
that way. From my perspective, the 1986 tax bill gets de-dedly mixed grades 
on these early design criteria. I would give it a B or B- on efficiency and
neutrality, an F on economic growth, a Bon fairness, and a gentleman's C on 
simplicity.' With a report card like that, it is worth looking at what happened
and what went wrong. Given the early kudos that accompanied passage of 
the bill, it is also important to explain these low grades. That is the purpose 
of this chapter. 

What We Did 

The Tax Reform Act of 1986 was certainly the most sweeping change of the 
tax code since 1941. I can describe only the major features of the new law. 
The actual tax reform document exceeds 1,000 pages. Detailed presentations
and analyses are available from several sources (see, for instance, Prentice-
Hall 1986). 
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For individuals, the previous schedule of fourteen marginal tax rates 
ranging from 11 to 50 percent was replaced with only two statutory rates, 15 
and 28 percent. Personal exemptions were increased from US$1,080 in 1986 
to US$1,950 in 1988, and the standard deduction was increased to US$3,000 
for single individuals and US$5,000 for married couples. The result of the 
increases in the personal exemption amounts and the standard deduction is 
that married couples with incomes under US$8,900 are not subject to taxa
tion, and couples with two children do not begin to pay tax until their income 
exceeds US$12,800. The tax thresholds in 1986, before the new law, were 
US$6,060 for married couples and US$8,300 for a traditional family of four. 
The significant increase in the threshold amounts removed six million house
holds from the tax rolls. This feature alone accounts for much of the pro
gressivity achieved by the reform and a good deal of the simplification. 

Despite the fact that the top statutory rate is now 28 percent, many upper
middle-income taxpayers face a marginal tax rate of 33 percent. This bit of 
trickery comes about because the 15 percent rate for some income and the 
personal exemptions are "taxed back" with what amounts to a 5 percent 
surtax beginning at US$43,150 of taxable income for individuals and 
US$71,900 forjoint returns. This feature allows the average tax rate on taxable 
income to reach the full 28 percent for high-income households (rather than 
asymptotically approach it), but it has the undesirable result that upper
middle-income households actually face higher marginal tax rates than the 
very rich. 

The reduction of the personal marginal tax rates and the increase in the 
tax thresholds was made possible by sharply curtailing tax shelters, limiting 
itemized deductions, and increasing corporate taxes. The taxation of nominal 
long-term capital gains was increased by eliminating the 60 percent exclu
sion. The top rate of taxation for long-term capital gains went from 20 percent 
in 1986 to 33 percent in 1988. The new law eliminates the US$100 dividend 
exclusion, curtails the tax advartages of individual retirement accounts, 
raises the thresholds for the dedu .ibility of many itemized deductions, and 
tightens the restrictions on interest deductibility. Tax shelters are attacked 
on many fronts: depreciation deductions are decelerated, the investment tax 
credit is eliminated, the deductibility of interest costs and losses on passive 
investments is limited, and the alternative minimum tax is strengthened. 

The relatively low grade that Iassigned the 1986 tax reform on simplicity 
is largely due to the complicdted distinction introduced between passive and 
active income. Passive investments include all real estate holdings and other 
investments not actively managed by the taxpayer. In practice, the distinc
tion is not as clear-cut as this implies. The new law is difficult to characterize, 
but basically it limits the deductibility of losses on passive investments to 
other passive investment income. Unused net passive losses can be carried 
forward (without interest) to be used against future passive income. 

The_ simplicity goal was also harmed by forcing many more taxpayers, 
both corporate and individual, to compute their tax obligation under two 
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separate tax programs: the regular income tax and the alternative minimum 
tax (AMT). The AMT is a kind of admission that, despite all the effort, the 
income tax is still poorly designed and that the only way to get at the income 
that somehow otherwise escapes the regular tax system is to set up a second 
tax system. It is surprising that we are now relying on the AMT more rather 
than less after all of the effort to bring the regular income tax closer to a tax 
on economic income. It is also revealing that Treasury I proposed repealing
the AMT for both the personal and the corporate income tax, whereas the 
Congress found it necessary to strengthen the AMT in the 1986 Tax Reform 
Act.2 

What We Didn't Do 

The new tax law locks much worse if we concentrate on what we didn't do 
rather than on what we did. We did not address this country's totally
inadequate level of national saving. We did not move to a consumption tax 
in order to improve intertemporal neutrality. We did not index the definition 
of income for inflation in order to tax real income. We did not integrate the 
personal and corporate income tax systems in order to equate the taxation of 
corporate and noncorporate investments. We did not reduce the tax prefer
ences for debt over equity in order to slow the alarming increase in corporate
leverage in the United States. We did not enact measures to reduce the U.S. 
cost of capital or to reduce the tax wedge between the marginal product of 
capital and the return to investors. These were missed opportunities. They 
are particularly frustrating when one recognizes the validity of the argument
that taxpayers deserve a break from tax reforms and that we should leave 
the law untouched for a few years. We changed the law dramatically, but I 
believe we missed many, perhaps most, of the big opportunities. I will now 
elaborate on my list of omissions. 

The failure to promote saving. Probably the primary problem facing the U.S. 
economy is the inadequate level of aggregate national saving. In the past few 
years, net aggregate saving h's fallen to about 2 percent of gross national 
product (GNP), which is cortistent with a long-run rate of growth for real 
wealth of well under 1 percent and a constant, stagnant level of per capita
wealth. Clearly the United States cannot remain a leading economic power
in the long run with such an anemic saving rate. Aggregate net investment 
in the economy is running at the more adequate level of 6 percent of GNP. 
This is only possibie because two-thirds of U.S. net investment is financed 
with foreign investment, which probably cannot be maintained in the long 
run. This rate also implies that while production in this country may grow 
at an acceptable rate, income and consumption will not be able to keep up.
Indeed, it is fair to say that the U.S. saving rate is inadequate according to 
both historical and international measures. 
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Given that low national saving is the overriding economic problem 
facing the country, it is ironic that the 1986 tax reform did nothing to address 
it. In fact, an objective assessment finds that the reform made the problem 
worse. It certainly failed to encourage private saving, and it did nothing to 
reduce federal government dissaving. 

In terms of private saving incentives, the tax reform greatly reduced the 
advantage of individual retirement accounts (IRAs), 401K accounts, and 
other supplementary retirement accounts for middle- and high-income tax
payers. This change seems counterproductive in that the best evidence we 
have (Venti and Wise 1988) indicates that roughly half of IRA saving was 
incremental private saving. The full taxation of capital gains also amounts to 
an extra tax burden on equity saving and can be expected to weaken saving 
somewhat. The removal of saving incentives at the household level was not 
offset at the corporate level. In fact, the net tax advantage of debt for 
corporations (over equity) may encourage firms to reduce retained earnings 
and finance investments with debentures or junk bonds. The net effect is 
likely to be a reduction in corporate saving. 

The aspects I have mentioned (IRAs, capital gai.s, the tax advantage of 
debt) are details. There were two larger missed opportunities to encourage 
saving. One was the failure to replace the income tax with a consumption
based tax, which I will discuss at some length later. The other massive 
mistake was not to address the government's negative contribution to na
tional saving. The federal deficit is a huge contributor to the weakness in 
national saving and to our need for foreign capital. The initial design guide
line of revenue neutrality, when the government had roughly a US$200 
billion deficit, is hard to justify. The deficit today is still around US$200 billion 
if one allows social security to have a separate account and permits it to build 
up a surplus designed to allow the system to deal with the retirements of the 
baby boom generation. 3 Not only did the reform not address the need to 
reduce the deficit, but the official projections predict the reform to be 
revenue-losing after the first five years. It can be characterized as revenue
neutral only because it uses some front-loaded revenue devices. Some of 
those (such as the one-time treasury wind fall in 1986 as a result of the massive 
amount of capital gains realized before the end of the exclusion) have already 
run out of steam. 

There seems to be a near consensus among economists that a tax increase 
is necessary to bring the deficit under control and to permit the economy an 
adequate level of saving. The only arguments deal with the timing and 
nature of the tax increase and the political problems in enacting one. 

The failure to index inflation. The 1986 Tax Reform Act and all of the 
treasury proposals that preceded it attempted to design a fair and efficient 
broadly based income tax. If we accept thai goal in order to judge the reform 
on its own terms, it still has at least one major failing: the failure to index the 
definition of income for inflation. 
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Inflation is a fact of life in the United States. The absence of indexation 
thus presents an enormous problem, particularly for capital gains. Nominal 
capital gains are not even a reasonable approximation of real capital gains.
Martin Feldstein and Joel Slemrod (1978) found that individuals paid tax on 
US$4.6 billion of nominal capital gains on corporate stocks in 1973. The 
US$4.6 billion total ofrealized nominal gains translated to a total US$1 billion 
real loss on these transactions. Even the sign of the nominal magnitude was 
wrong (relative to the correct inflation-adjusted number) in the aggregate 
and doubtless for many individual cases. In most years, nominal returns are 
at least twice real returns on safe assets, meaning that full taxation of realized 
gains, even with the deferral advantage, usually implies an overtaxation of 
real gains. Taxation of nominal capital gains thus acts more as a random 
wealth transactions tax than an income tax. The old 60 percent exclusion was 
clearly a very crude instrument for converting nominal to real gains, but it 
probably was better than nothing. 

Within the framework of an income tax, the proposal of Treasury I was 
about as effective as it is possible to be in dealing with inflation and the 
definition of income. For capital gains, the correct indexation requires restat
ing the cost basis in terms of today's dollars. This was precisely what 
Treasury Isuggested, and its proposal was not overly complex. 

Once one admits that nominal capital gains are not even an approxima
tion of real gains and accepts the need to index cost bases, it is necessary to 
index the definition of income throughuut the code. For instance, taxing only
real gains and allowing full nominal interest dductibility opens enormous 
opportunities for arbitrage. Treasury I recognized this and proposed a useful, 
though imperfect, formula for separating real and nominal interest expenses.
It would have permitted only the deduction of real interest costs. Symmetri
cally, Treasury I would have taxed only real interest receipts.

The correct calculation of real capital gains and real interest income and 
expenses is an important aspect of "fairness," although one that does not 
receive much attention. It should be noted, however, that the gain that index
ation achieves on fairness comes at an inescapable cost in terms of adding
complexity, for taxing real economic income is necessarily very complicated.

If one attempts to tax real income and leave a separate corporate income 
tax in place, then the definition ofcorporate incene needs to reflect the effects 
of inflation. Here as well, Treasury I had it right, but the 1986 Tax Reform 
Act did not. Depreciation allowances, interest costs, and cost of goods sold 
(or inventory accounting) must all be adjusted for corporate income. The 
failure to adjust depreciation deductions is made even more costly in that 
depreciation lifetimes were extended for many assets and set at approxi
mately economic lifetimes. Ido not see anything desirable in doing this in 
the absence of indexation. 

The failure to integrate the personal and corporate income tax. The 1986 
Tax Reform Act transfers roughly US$24 billion per year (for the first five 



182 Tax Reform and Developed Countries 

years) in tax burden from households to corporations. This shift permits the 
misleading claims that 80 percent or more of households would pay less tax 
with a revenue-neutral reform. Such claims ignore the personal burden of 
the corporate income tax. The first principle of tax incidence theory is that 
all taxes are ultimately borne by households. Nonetheless, roundabout taxes 
(such as the corporate tax) have political appeal because their incidence is 
well hidden from the general public. 

The corporate income tax is more than just an indirect means of taxing 
wealthy households. It distorts the allocation of assets in the economy in that 
it only applies to the return on corporate assets (and not to such important 
categories of physical assets as housing and most farms). Moreover, it only 
applies to equity-financed corporate assets, since interest payments to debt 
holders are deductible from the corporate income tax base. In my opinion, 
the fact that debt payments escape the corporate income tax is a major factor 
in the merger and acquisition wave in the United States as well as in the 
numerous leveraged buyouts, share repurchases, and corporate restructur
ings. The tax code strongly favors highly leveraged companies. 

The United States is one of the only countries in the world that does not 
at least partially offset the double taxation of corporate equity investments. 
The double taxation occurs because equity income first faces the corporate 
income tax and then the remaining income faces personal taxation (immedi
ately if the money is distributed as a dividend, and when realized if the funds 
are retained and result in capital appreciation). Tax reform actually signifi
cantly increased double taxation because of the elimination of the long-term 
capital gains exclusion and the dividend exclusion. Many other countries 
usually reduce the double taxation through light taxation of capital gains 
and/or light taxation of dividends. Some give credit on a personal level for 
the corporate tax paid. 

Treasury I proposed substantial relief from the double taxation of cor
porate equity incon:e by allowing a deduction of 50 percent of dividends 
paid. That deduction, in combination with the Treasury I proposal for taxing 
only real capital gains, would have been a big improvement over the 1986 
Tax Reform Adct. Unfortunately, Lie dividend deduction was red.uced to 10 
percent in Treasury IIand was eliminated in the actual bill. 

The tax reform process was accompanied by a great deal of discussion 
of putting various investment activities on "a level playing field." The idea 
was to eliminate many tax-preferred tax shelters and to tax all investments 
equally so that self-interested investors would allocate their resources ac
cording to economic productivities. The idea was a good one, but difficult to 
accomplish. Although the reform may have brought about a more even
handed treatment in the taxation of various categories of business plant and 
equipment, it failed to equalize the treatment of housing and other business 
assets and to level the treatment of debt- and equity-financed investments. 
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The failure to stimulate growth and investment. The combination of decel
erating depreciation deductions, the elimination of the investment tax credit,
and the lowering of the marginal corporate tax rate from 46 to 34 percent has 
the somewhat perverse effect of increasing the taxation of new investments 
and decreasing the taxation of old capital. Table 10.1 shows that over the first 
five years of the new law, the taxation of existing capital is reduced by
US$68.3 billion, whereas the taxation of new investment is increased by
US$188.4 billion. The same conclusion is reached in the cost-of-capital stud
ies of Hendershott (1988), Fullerton, Henderson, and Mackie (1987), and 
Bernheim and Shoven (1987). Each of them find that the new law increases 
the cost of capital facing firms on new investment. 

Although it is difficult to quantify the effects of these measures, the 
increased taxation of new equity-financed investment surely will hurt the 
level of investment in the United States, its international competitiveness,
and its economic growth rate over the next couple of decades. 

TABLE 10.1 Changes inCorporate Tax Revenue inthe United States, 1987-1991 (billions of U.S. 
dollars) 

1987 1988 1989 1990 1991 1987-1991 
Change inrevenue from: 

Taxes on old capital 0.8 -8.6 -17.1 -20.1 -23.3 -68.3 
Taxes on new investment 24.3 32.5 39.6 43.5 48.5 188.4 
Total change incoporate 

tax revenue 25.1 23.9 22.5 23.4 25.2 120.1 
NOTE:Taxes on new investment include capital cost, minimum tax, and some accounting provisions of the 1986 act. The other changes(decelerating depreciation deductions, elimination of investment tax credit, lower marginal rate) are treated as applying to old capital.SOURcE:Lawrence H.Summers, 'Should Tax Reform Level the Playing Field?* NBER Working Paper no. 2132 (Cambridge, Mass.: National
Bureau of Economic Research, 1987). 

The failure to establish consumption as the basis for taxation. In almost all 
of the discussion to this point, I have accepted the idea that the tax reform 
was attempting to institute an improved income tax. If that was the target,
then Treasury I would have gone a long way toward reaching it. In the 
several important respects I have just covered, the actual reform act is far 
inferior to the income tax proposed in Treasury 1. 

However, it is not at all clear we should move our hybrid tax toward an
income tax instead of toward a consumption tax. The consumption tax 
potentially offers high grades on intertemporal neutrality, promotion of 
gi'owth, simplicity, and fairness. Such a tax would be neutral between 
present and future consumption, rather than penalizing future consumption 
as does an income tax. Several analysts have found significant efficiency
gains for the economy in moving to a consumption tax. Ballard, Fullerton,
Shoven, and Whalley (1985) estimate that a consumption tax (and corporate
tax integration) could be designed to increase economic efficiency by more 
than 2 percent of the value of GNP plus leisure. As total tax collections are 
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no more than 20 percent of GNP plus leisure, these are extremely significant 
gains for the economy. Relative to today's U.S. economy, we are speaking 
roughly of a pure efficiency gain of US$100-US$150 billion per year. A 
similar magnitude is found in Auerbach and Kotlikoff (1987), who empha
size the important distinction between consumption taxes and wage taxes.4 

A consumption tax, be it a value-added tax (VAT) or a direct expenditure 
tax such as Bradford's "X-tax" (Bradford 1986), is inherently simpler than an 
income tax. By directly or indirectly calculating consumption expenditures, 
the tax avoids the complexities of computing real capital income. The issues 
of inflation adjustment, for instance, become far less difficult. 

The potential for fairness results not only from the progressivity that one 
could build into the rate structures of a direct expenditure tax, but also from 
the nature of the tax base itself. A household's consumption represents its 
withdrawals from the aggregate social product, while its income (under 
strong competitive and technological assumptions) represents the value of 
iL marginal contribution to the social product. I feel that this distinction 
alone makes consumption the fairer basis for taxation. 

Many U.S. trading partners rely on consumption taxes of some type. 
According to Shoven and Tachibanaki (1988), Japan's tax system is essen
tially a labor income tax because it taxes capital income very lightly at the 
personal level. They found that the Japanese government received (through 
taxes) approximately 7 percent of the return on a new, marginal, domesti
cally financed investment, whereas the U.S. government got around 37 
percent for asimilar U.S.-financed American investment. While the Japanese 
are considerirg a modest increase in personal capital income taxation, they 
are also proposing to introduce a consumption-based value-added tax. 
Overall, Japan will retain a tax system that presents a smaller tax wedge 
between the return on investments and the return to investors (see, for 
example, King 1987) and is more conducive to saving and economic growth. 

European countries rely heavily on value-added taxes. Ballard, Scholz, 
and Shoven (1987) have found that a value-added tax can be a remarkably 
efficient means of raising revenue. W- found that the marginal cost ofraising 
funds via higher income tax rates (from their pr-987 levels) was as much 
as 25 percent higher than the cost of raising them through a new VAT. The 
value-added tax has the advantage that it offers static efficiency by taxing 
alternative sources and uses of funds equally and has dynamic neutrality in 
taxing present and deferred consumption on an even basis. 

A Review of the Grades 

Economic efficiency and neutrality. I give the new law a B- on efficiency 
and neutrality. It levels the playing field in the narrow sense of taxing various 
business investments more similarly. However, it does not alter the discrim
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ination against saving, against equity-financed corporate investments, or in 
favor of owner-occupied housing. 

Economicgrowth. The reform must get an F for economic growth. It is clearly 
anti-saving and anti-investment. Its tax breaks go to existing capital rather 
than to additions to the capital stock. Finally, it does nothing to address the 
government's dissaving. 

Fairness. Tax reform has had some positive results in terms of fairness, and 
I give it a B. By ensuring that almost all rich individuals and big profitable 
companies now pay taxes, the reform certainly improved the perception of 
fairness. And perceptions are important, particularly for compliance with a 
system based on self-reporting. Many of the tax shelters that eliminated the 
tax burdens of rich households and large businesses were both unfair and 
inefficient. So, there is a case to be made that the reform was largely success
ful on the criterion of fairness. 

But it does not deserve an A. It is not fair to tax individuals on fictitious 
income (due to inflation). Further, the indirect corporate tax is less fair than 
a direct tax on households. 

Simplicity. I would give the reform a C for simplicity. Those who had simple 
returns before ended up with even simpler returns (or perhaps no returns).
However, many of those with complicated returns found that the new law 
made things worse. Taxing real income is very complex. The failure of this 
law is that taxation has become extremely complicated and still does not tax 
real income. The real missed opportunity in terms of simplicity is lack of a 
consumption tax. 

Should We Retake the Course? 

Ilave found myself wavering on the issue of whether we should leave the 
tax system alone for about ten years Ur whether we should admit that we did 
not succeed and try to fix it again. I :m increasingly convinced that this is 
not a good tax system to maintain for the rest of this century. Its failures on 
saving and growth are simply too important not to correct. 

My feeling, then, isihat we should begin to study thoroughly a complete
overhaul of the tax system. There is no rush. In fact, it would be preferable 
to take four or five years to consider the change. But this time, let's be bold 
and move to an integrated consumption tax that scores well on the efficiency, 
growth, fairness, and simplicity criteria. In the meantime we must address 
the enormous federal deficit and the low level of private saving. Increased 
gasoline, liquor, and cigarette taxes and the reinstatement of a liberalized 
individual retirement account would be appropriate steps in this direction. 
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During 1979-1988, the People's Republic of China introduced bold and 
sweeping economic reforms, extending the power to make many economic 
decisions from the central government to local governments, firms, and 
individuals. Many aspects of these reforms were remarkably successful, 
stimulating several other socialist countries to experiment with similar 
changes.
 

These reforms were accompanied, however, by a growing inflation rate 
and growiug distortions to relative prices and relative incomes, given the 
remaining government controls on prices and wage rates in a number of 
sectors. The resulting drop in real incomes in these sectors' and the increase 
in corruption as individuals tried to circumvent the distortions may have 
been partly responsible for the political turmoil that occurred during April-
June 1989. 
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would like to thank the students I taught in the Economics Training Program at 
People's University in Beijing in 1986, who themselves taught me much about the 
functioning of the Chinese economy. 
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The reforms were far too fundamental to be referred to simply as tax 
reform, though one important aspect of the reforms was to create a tax 
system. Before the reforms sta. ¢d in 1979, the government in one way or 
another directly controlled virtually every aspect of the economy. Produc
tion decisions were made directly by the government, while individual 
consumption patterns were in large part determined by rationing. Prices, and

2
therefore taxes, played little role in determining the allocation of resources. 
There is now a variety of explicit income taxes, sales taxes, and property 
taxes, which are relatively similar in form to taxes used in Western countries. 
Unlike Western governments, however, the government in China continues 
to affect the allocation of resources in many ways other than through the tax 
system. The government still has substantial control over wages and many 
prices, and still must approve many allocation decisions. Under the reforms 
these powers have been reduced and decentralized so that local and provin
cial governments now make many of these decisions, but these governmen
tal powers still exist. 

Given the more comprehensive nature of the reforms in China, the focus 
of this chapter must necessarily be broader than that of other chapters in this 
volume. The first and simplest set of questions, addressed in the first section, 
is simply descriptive. How much revenue does the government receive, how 
much does it spend, and how have these figures changed under the reforms? 
This provides one view of the importance of the role of the government in 
the economy. Based on the size of tax revenues, the government in China is 
not particularly large by Western standards, and revenue has been falling 
quickly under the reforms. Expenditures have not fallen as quickly, however, 
leading to a growing de icit and worsening inflation. 

A second and important focus of the chapter is the effect of the economic 
reforms on the efficiency of resource allocation. Many stu-iies of Western 
economies assume that the sole reason for inefficiency in the economy is 
taxes. The second section examines how the incentive structure set up by the 
Chinese government under the reforms, in all its aspects, has affected the 
efficiency of the allocation of resources. The policy changes led to dramatic 
growth rates in both agriculture and rural industry. It would appear, though, 
that these two successes occurred for quite different reasons. Under the 
"responsibility system" introduced in agriculture starting in 1979, farmers 
could grow what they wished and sell it themselves at market prices. Most 
of their tax payments were nondistortive lump sums, and the few taxes that 
were not lump sums caused only minor distortions. Therefore, it is not 
surprising that agricultural output grew quickly. In contrast, rural industry 
faced heavy and often arbitrary tax rates. Since the local governments kept 
most of this revenue, however, they had the incentive and the ability to 
encourage rapid development of rural industry. 

The reform of state-owned enterprises has proven to be far more diffi
cult. The government transferred the power to make many decisions to firm 
managers, but still imposed very heavy tax rates on these firms. The results 
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have not been particularly encouraging. Tax rates have been high enough
that firms normaLy preferred to pay out retained earnings to workers rather 
than reinvest them, leading to a consumption boom. Given the low interest 
rates on loans and the favorable treatment of debt in the tax system, however, 
firms found it extremely attractive to borrow to finance new investment, 
leading to excess demand for loans. As a result, the government or the banks 
have been forced to make many of the investment decisions, undoing this 
aspect of the attempted decentralization. Faced with the high tax rates, firms 
also have a strong incentive to evade taxes. They have been sufficiently
successful at doing so that the government has imposed minimum tax 
payments on firms. 

The reforms also increased the scope for individual decision making,
particularly in rural areas. Before the reforms individuals were assigned jobs,
housing, and ration coupons for almost all consumer goods, leaving little 
room for individual decis7,ons. Approval was even needed for marriage 
partners and childbearing. -nder the reforms rural households have been 
free to make virtually all e, onomic and consumption decisions. Almost a 
quarter of households have shifted from agriculture to rural industry, often 
financing needed investment out of their own savings. In urban areas, free 
markets have opened for food and consumer goods. However, jobs are often 
still assigned, and firms control access to housing and a variety of consumer 
durables. Although much has changed, important government controls 
remain. 

One issue not addressed in this chapter concerns the distributional 
effects of the Chinese fiscal system. While of much interest in light of the 
claims that China has achieved a remarkable degree of equality in living
standards, this question seemed too difficult to answer properly. For exam
ple, distributional analyses in Western economies in principle involve esti
mating the incidence of the entire tax system by constructing a general
equilibrium model of the economy, then forecasting how the welfare of 
different types of individuals would differ if lump-sum taxes were used 
instead. Attempting to forecast the distribution of welfare in China if the 
government were to eliminate all controls on the economy is simply out of 
the question. As seen in response to the relaxation of controls in rural areas 
starting in 1979, the resulting changes in the economy can be pervasive and 
in many ways unexpected. Even assessing the current distribution of welfare 
inChina is difficult given the large price distortions and the degree to which 
consumption levels are not closely tied to income levels, but depend on 
controlled access to many scarce goods and services. 

Size of the Government in China 

Describing the importance of the government in China simply in terms of 
the size of its revenue or expenditures is very misleading, given the 
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government's power to control many of the decisions made and financed by 
firms and individuals. However, any discussion of the role of the govern
ment should start with an examination of the financial flows directly con
trolled by the government. 

Before the reforms, central government revenues in China were about a 
third of national income,3 which is not particularly large compared with the 
equivalent figure in other countries. Yet over half of the government's 
revenue was used to finance new capital investments in state-owned enter
prises. Government expenditures on goods and services were small by 
Western standards, leading to a poor transportation network, poorly fi
nanced schools, and shortages of electricity. 

Under the reforms, the relative size of government revenues shrank 
quickly. There were several reasons for this. To begin with, much of the 
growth in the Chinese economy under the reforms occurred in sectors that 
were less heavily taxed, particularly agriculture. In addition, the government 
explicitly allowed firms to retain a higher fraction of their profits in order to 
provide added incentives. Finally, revenues from the taxation of profits did 
not grow as quickly as might have been expected, in part because firms could 
easily understate their income given the complicated barter transactions that 
occur between firms. 

Government expenditures did not drop as quickly as revenues, however, 
leading to a growing deficit.4 The deficit has been financed partly by debt 
and partly by growth of the money supply. The resulting inflationary pres
sure has created severe problems for the economy. Some prices respond 
quickly to the inflationary pressure, while other prices are held fixed by the 
government. As a result, there are growing distortions to relative prices, 
increasing shortages of goods whose prices are pegged, and rising subsidies 
by the government to maintain production of those goods in short supply. 
The growing gap between pegged prices and black-market prices has also 
created a greater incentive for corruption, which has become a major political 
problem. 

The reform process has therefore led to an increasing macroeconomic 
imbalance. The resulting higher inflation rate has created growing micro
economic distortions, which themselves add to the government deficit. 

Efficiency of the Chinese Economy 

The various policy changes in China during 1979-1988 had major effects on 
the allocation of resources. This section focuses first on the changes that took 
place in production in rural areas, which started in 1979, and then discusses 
the changes occurring in urban industry and commerce. Finally, it describes 
the increasing flexibility that individuals faced under the reforms in making 
economic decisions. 
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Rural reforms. 

Agriculture. Before 1979, agricultural decisions were almost entirely
controlled by the government. The government assigned individuals to 
particular farms, allowing virtually no mobility; it chose the crops to be 
planted, with a heavy emphasis on grains (regardless of climate); it procured
all output not to be consumed by the local farmers and supplied this output 
to consumers located elsewhere by rationing; and it determined the con
sumption levels of farmers according to work points, but not true individual 
productivity. The agricultural sector was barely even part of a monetary 
economy, since consumption levels were tied directly to work points based 
on certain allocation rules. 

In 1979, there was a major shift in policy, introducing what has been 
known as the responsibility system. Individual families were assigned plots
of land, eventually for a fifteen-year period at a fixed rental payment, and 
given quotas of particular crops that they were required to sell to tlie 
government at presF'ecified prices at the end of the growing season.5 Excess 
production could be so!d on the "free market" at unregulated prices. The 
prices paid by the government for grains and oil were originally about half 
of the free-market prices, but because of the low quality of crops obtained as 
a resuit, the government gradually raised its procurement prices.6 Procure
ment prices for other crops were much closer to market prices.

Families also faced an average tax rate on the projected harvest of grains,
oil, and cotton of 15.5 percent, paid in kind before 1985 and in cash since 
then;7 the tax rate on production of other crops was about half this rate. 
Harvest projections were based on the average yield of each plot over the 
previous five years and were recalculated every five years. Farmers faced no 
further government restrictions. They have recently even been allowed to 
sell use of their land at a controlled price.8 

The results for agricultural output were quick and dramatic. Not only
did outputs increase substantially, but more important there was also a major
shift in the crop mix. Output of cotton, vegetable oils, fruit, meat, and fish 
increased very quickly in response to the new flexibility in crop choice. There 
was, in addition, much more specialization of production according to local 
climate and soil conditions. Quality of produce increased substantially,
according to many accounts. On net, per capita income of farmers tripled
between 1978 and 1986, because of the combined effects of increases in 
output, a shift toward more profitable crops, and rising prices for agricultural 
goods. 

One persistent problem is that the government remains committed to 
making grain available to urban residents at very cheap prices, to insure that 
all individuals have enough to eat regardless of their income level. But the 
government cannot afford to purchase the desired quantity of grain at 
market prices, and then resell it at such a large discount. As a result, the 
government continues to impose grain production quotas on farmers, and 
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pays too little for this grain to make the production voluntary. Grain produc
tion is sufficiently unprofitable that there are stories of farmers going into 
the cities to buy ration coupons for grain from urban residents, and then 
using the grain obtained to fulfill the quota for grain sales to the government. 9 

Another problem is that since the prices of most other goods are still 
controlled to some degree by the government, agricultural prices are much 
moie sensitive to inflationary pressures than are other prices. The recent 
large government deficits have led to sharp increases in the relative price of 
food, creating political pressure for some sort of price control on food as well. 

The limited term of the lease of land to farmers may eventually present 
difficulties. Initially, the term was only five years and the resulting short
term behavior was obvious, causing the term of the lease to be extended to 
fifteen years. To what degree behavior is still too short-term is unclear. It is 
likely to become more so as the term of the lease nears its end. 

Rural industry and commerce. The agricultural reforms also made it far 
easier for individuals to leave agriculture and work in rural community 
enterprises set up by local governments, or work independently in small, 
privately owned firms. The resulting rapid growth in rural community 
enterpriseS has probably been the most important effect of the reforms, and 
it is one that was quite unexpected. Between 1978 and 1986, ir".ome of rural 
community enterprises grew at over 20 percent per year. Virtually a fifth of 
the rural labor force has shifted from agriculture to commerce and industry 
since the reforms started. This rapid growth has occurred in spite of strong 
preferential treatment given to enterprises owned by the national or pro';in
cial governments in access to scarce or imported inputs, skilled labor, and 
cheap credit. 

This rapid growth at first appears surprising since these enterprises have 
been subject to heavy taxation and are under strong local government 
control. Before 1985, community enterprises had to pay virtually all their 
profits to the various levels of government. Starting in 1985, measured profits 
have been subject to a progressive income tax, with a 55 percent maximum 
rate. However, supplementary fees of various sorts often claim a large 
fraction of any profits that remain. These combined tax rates are high enough 
that self-financed investments should rarely be profitable.]( 

In addition, managers of community enterprises are normally appointed 
by the local government and depend on local government support for further 
career advancement. The government can further influence a firms eco
nomic decisions through its control over access to low-interest loans and 
subsidies to scarce inputs. 

Given the high tax rates and continuing government involvement in 
economic decisions, rural enterprises would seem to have little incentive or 
ability to become such a dynamic sector of the economy. Why have these 
rural enterprises been so successful? The answer seems to be that the local 
governments, which in practice make the bulk of the econinic decisions 
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regarding rural enterprises, face relatively undistorted incentives and few 
restrictions on their ability to respond to these incentives. Much of the tax 
revenue collected from community enterprises remains with the local gov
ernment,11 which therefore sees its effective tax rates solely as the rates paid 
to higher levels of government. Since these tax rates are generally very low, 
the local government faces minimal distortions when making economic 
decisions regarding community enterprise!-.12 

There are essentially no restrictions imposed on local governments 
concerning the operation of these comi,-inity enterprises. Pricing decisions 
and the internal organization of the firms are flexible; trade, at least within 
the province, is unhampered; and the choice of outputs is unrestricted. 
Communities are generally too small to play an important role in the market 
for most goods, so there is every reason to expect a competitive market 
structure to develop in this sector of the economy. 

Of course, there has to be some question concerning the local govern.
ments' objectives. Duilng the reform period, the national government has 
had little control over the behavior of local governments. The initial pre
sumptioil must certainly be that local governments attempt to maximize 
some measure of ihe welfare of local residents. 13 Given the local 
govenmc nts' virtually complete control over the revenues of rural enter
prises, one must therefore presume that local governments attempt to allo
cate local resources efficiently. 

One remaining problem was tha- firms that generated less tax revenue 
for local governments, perhaps because their prices were set too low by the 
national government or because the national government's share of the 
profits tax was larger, seemed to receive less generous support from local 
governments. Investments in such activities as roads, education, electricity, 
and communication seemed particularly neglected. Distortions created by 
the national government's share in tax revenue certainly had an effect. 

Another problem was that the local governments were not in a very good 
position to judge the relative merits of different types of investments. West
ern firms have designed a variety of ways to decentralize decisiois within a 
large enterprise, so that decisions a:e made by those with the best informa
tion yet are still made in the interests of the larger organization.14 Perhaps 
with more time, local governments in China will come up with an equivalent 
mechanism, though ideological controls on interest rates may make this 
difficult. 

In spite of these problems, the community enterprise sector became large 
enough to cause political leaders to ask how large it should be allowed to get 
within a socialist economy. During the first few months after the military 
crackdown in June 1989, about 5 percent of rural enterprises were closed, and 
remaining firms faced new restrictions. 

Under the reform, community enterprises in China remained much 
more important than private enterprises. Yet private enterprises faced rela
tively sin.miar ta. rates. Private enterprises were also subject to the turnover 
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tax and to a progressive tax on income, v%ith a maximum rate of 60 percent. 
While individual incomes have been subject to tax at rates as high as 45 
percent, the tax phases in at a high enough income level that few people are 
directly affected. Perhaps the extreme stigma attached to private enterprises 
during the Cultural Revolution lingered enough that individuals avoided 
setting up private enterprises in fear ef possible future retribution.19 An 
additional explanation is that local governments do not provide any assis
tance to private enterprises, so that the high tax rates do in practice discour
age the growth of this sector. 

Reform of state-owned enterprises. The reform in the control of state-owned 
enterprises has been much slower. Before 1979, all major decisions concern
ing the behavior of state-owned enterprises wei'e made by the government, 
and virtually all profits (or losses) went to the governme2nt. In particular, the 
government provided the needed capital and material inputs to the firms, 
assigned workers and managers to the firms, and took delivery of the firms' 
output at prices set by the government. Workers' wages were normally based 
on national no:ms and had no relation to individual or even firm productiv
ity. The career path of managers depended on their success in fulfilling the 
stated output targets for the firm. As a result, managers had a strong 
incentive to obtain excess inputs to ensure their ability to meet any output 
targets and to avoid overfulfilling output targets so as not to face more 
ambitious targets in the future. 

The initial reforms gave managers somewhat more power to make 
internal decisions concerning technology and output mix. Faced with the 
need to find inputs or sell outputs directly, there was much more pressure 
to match the technology and the product mix to the demands of the economy. 
In addition, firms were allowed to retain as much as 20 percent of the profits 
they generated, making pirofits a much more important factor in their deci
sion making. 

By 1984, the government set up an explicit tax system for state-owned 
enterprises, taxing away some fraction of a firm's accounting profits and 
requiring the firm to use 50 percent of retained profits for new investment, 16 

30 percent for bonus payments to workers, and 20 percent for noncash 
benefits to workers.' 7 Firms could also apply to newly created banks for loans 
at very low interest rates to finance new investments. 18 

The top marginal profits tax rate (including both the income tax and 
the adjustment tax) varied by firm from 55 percent up to 68.5 percent, being 
higher for firms that had more profits per worker in 1983, and there was 
an additional tax payment based solely on 1983 profits.19 The variation in 
rates was intended to equalize retained profits per worker, at least based 
on the situation prevailing in 1983, so that workers' compensation would 
not be tied to arbitrary differences in allowed prices, access to cheap inputs, 
or access to better technology. However, it also equalized pay in spite of 
past differences in worker productivity. Anticipation of future attempts to 

http:profits.19
http:retribution.19


People's Republic of China 197 

re-equalize retained profits per worker likely dampened incentives on firms 
to increase productivity. 

The definition of accounting profits is generaily similar to that used in 
Western countries. However, both interest and principal repayments on 
bank loans are deductible when calculating taxable profits. As a result, the 
tax system provides a slight net subsidy to debt-financed new investments, 
above and beyond the incentive created by the low interest rate charged on 
bank loans.20 Depreciation rates are generally slower than in Western coun
tries, and they differ less across types of capital. Another interesting differ
ence is that the deductible expenses for labe are fixed by the government 
through its control of the basic wage rates. Supplementary bonuses and 
benefits are not normally deductible expenszs. 

An important problem faced under 'he tax systcm was tax avoidance 
and evasion. For example, the value of payments in kind are not generally 
reported in accounting profits. As a result, taxable income would be reduced 
by selling output at a rcdluced price in exchange for cheap consumer goods 
for the firm's employees. Firms also had some discretion in reclassifying 
various nondeductible worker benefits as deiuctible p;oduction costs and 
in repaying loans more quickly. In addition, auditing of firms in China has 
been limited, making misreporting quite feasible. 

The next major policy, started on an experimental basis in 1985, was the 
contract responsibility system.2 2 This system was designed to protect the 
government against undue erosion of its tax revenue, hI its original form, 
firms contracted to make a fixed tax payment each year to the government, 
based on their forecasted profits and their normal tax rate.23 The firm was 
not constrained in its use of any retained profits. During the contract period, 
the tax was lump sum, but that period was short enough (often one year in 
the initial experiments) that firms would need to be concerned about the 
provisions of the next contract. As a result, the effective tax rate on new 
investment still seemed to be viewed as very high, leading to a low reinvest
ment rate. 

Many contracts signed in 1987 therefore specified a time path of both tax 
payments and new investment.24 In one contract I examined closely, the 
guaranteed tax rate was 69.5 percent of forecasted profits, but extra profits 
were taxed at only 36.3 percent up to a specified profit level 5 percent larger 
than the original forecast, and at only 28.1 percent above that level.25 In 
addition, the contract specified a guaranteed level of investment in each year
of the contract and designated the impact of )ncreased after-tax profits on 
new investment, before-tax payroll,26 and after-tax worker benefits.27 

The decision-making powers of firms remain quite circumscribed, com
pared with the situation faced by Western firms. Most firms are heavily
overstaffed, having been assigned workers in the past against their will. In 
practice, they cannot fire excess workers.28 While firms have more flexibility 
than before to base pay and promotions on productivity, pressure from 
workers still leads to a much more compressed distribution of pay than 
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woald be expected with a free labor market. 29 In particular, unskilled work
ers seem generall, to be paid much more than their marginal product-it is 
not uncommon for firms to report having 15 percent to 40 percent more 
workers than they need for production, yet having difficulty getting skilled 
workers. In effect, each firm is assigned responsibility for providing financial 
support to some fraction of the otherwise unemployed.3 ° 

In addition, new investment projects of any size must be approved by 
some level of government, regardless of the source of finance. Economists at 
the State Planning Commission claim that the government is primarily 
concerned with undoing the distortions created by the mispricing of goods, 
exchange rate controls, and interest rate controls. As a result, projects must 
be attractive to both the firm, at existing prices, and the government, at (its 
perception of) undistorted prices. Projects that are attractive to the govern
ment but not to the firm would not be proposed, and so not undertaken. To 
compensate for this, the government provides special subsidies, particularly 
approved access to bank loans and inputs at cheap prices,31 to projects that 
it finds attractive but that might not otherwise be undertaken. The gain from 
qualifying for these subsidies is large enough that frms have the incentive 
to forgo many profitable projects, at least temporarily, in hopes of eventually 
receiving subsidies to help finance them. 

While pricing decisions still generally require government approval, 
there appears to be more flexibility than in the past. Traditionally, prices were 
set equal to average costs in the industry plus a certain percent markup, and 
output was sold to a goverrment procurement agency regardless of de
mand.3 2 It is now much more common for firms to sell directly to other firms 
or individuals, increasing substantially the incentive for firms to cut back 
production of goods in excess supply. Shortages are still common, however. 
In one industry looked at closely., the largest firms still set their prices based 
on the fixed markup rule, using the average per-unit cost of all firms in the 
industry. However, the smaller firms in the industry had substantial flexibil
ity in setting their prices. 

It is not entirely clear what the objectives of firms have been when 
making use of their extra decision-making powers under the reforms. Man
agers are subject to a variety of pressures from both the government and the 
workers. The concerns of the government could include the growth rate of 
the firm, employment, size of tax remittances, and profitability. In order to 
understand the behavior of firms in China, it is therefore essential to under
stand not only the incentives created by the contract system or the tax system 
but also the incentives created by the particular form of supervision of the 
firm--there is no equivalent to a board of directors pushing to maximize 
share values. 

Although many possible objectives for the firm might be hypothesized, 
probably the objective that best rationalizes the observed behavior of firms 
during this period is the maximization of the welfare of existing workers. 33 

In general, firms have had two responses to the reforms. First, they have tried 
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to pay out as large a fraction as they could of retained earnings as bonuses 
or benefits, 34 which one would not expect if the objective of the firm were to
maximize growth, profits, or tax payments. Second, they have demanded 
bank loans and government grants for new investment far in excess of 
supply. This is hardly surprising since the interest charges on such financing 
are pegged at very low levels and since the tax system subsidized debt
financed investments. 35 Since central government control of the banking
system has been loose, there has been a continuing risk of excess investment 
financed by printing money. During 1984 i::particular, control was so 
limited that money supply expanded by over 50 percent, owing to excess 
investment loans to firms. Since then, the government has imposed direct 
controls on new irn'estment, by requiring government approval of larger
projects before the investment can be undertaken. 

Several clear problems have developed under the contract system. To 
begin with, since there is no labor market, large and arbitrary differences in 
pay between workers at different firms can easily develop, creating political
objections to the current reform process. In principle, workers receive bo
nuses and benefits in proportion to increases in the firm's profits. These gains 
can result from price changes as well as from increased worker effort. Even
if they arise from increased worker effort, the firm with the largest improve
ment, and so the highest wages, need not be the firm with the most produc
tive workers, given the initial inequality in productivity when the contracts 
were first signed. In addition, the contracts specify the total payroll and not 
the pay per worker. :reating a perverse incentive to reduce the work force in 
order to raise pay per worker.3 Since workers cannot be fired, this effect will 
show up slowly, as firms fail to replace workers wo retire or transfer to other 
firms. But it will inevitably create a growing differenc. in the pay of those
lucky enough to have obtained permanent jobs in state firms and those who 
have not, presumably because they were too young. Since the firm's payroll
is related to both sales revenue and profitability, yet future tax payme.,ts are 
likely tied to prcfitability, there may also be a perverse incentive to raise sales 
but lower profitability in order to both raise current wages and reduce future 
taxes. 

There is also a sizable number of goods that either are not marketed at
all (for example, land and housing) or are in excess demand. Since a market
clearing price cannot officially be paid for these goods, other ways ha, !
inevitably developed to clear these markets. A common approach is to buy
goods in excess demand either with other goods in excess demand or with 
goods sold at below market-clearing prices.37 As would be expected under 
this type of barter system, much time seems to be spent trying to find a 
coincidence of needs between groups of firms. 

To some degree, firms still face a soft budget constraint. creating a variety
of other inefficient incentives. While there have been a few demonstration 
cases of firms allowed to go bankrupt, the government normally reimburses
losses when they occur so as to keep firms in business. 3 Even in those cases 
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when firms did go bankrupt, the workers were protected from significant 
financial loss. As a result, firms may well face a financial incentive to generate 
losses in order to qualify for transfers from the government. For example, 
selling goods at a reduced price in exchange for cheap consumer goods for 
the firm's workers aids the workers directly and may generate government 
transfers which are of further value. It would appear from the government 
statistics that a large amount of revenue is being spent reimbursing such 
losses. 

The limited term of existing contracts also creates strange incentives. A 
firm's presumption must be that any subsequent contract will again tax 
profits, as forecasted at the end of the existing contract, at a very high rate. 
Initial contracts based their forecasts of future profits on the actual profits 
earned during the previous three years. If managers presume that the same 
procedure will be used to forecast profits under the next contract, then high 
profits during the last three years of the existing contract not only are subject 
to immediate taxation, but also are likely to lead to heavier taxation through
out the life of the next contract. Taking these various effects of higher profits 
on the present value of taxes into account, the marginal tax rate on higher 
profits during the last three years of the existing contract can easily be over 
100 percent.39 Uncertainty about the future policy regime also leads to a fear 
of heavy taxation of profits after the current contract ends, or greater diffi
culty in using these profits to aid the firm's workers, creating an incentive to 
pay out as much to workers now as is feasible. 40 

Another commonly cited problem that has plagued the entire reform 
process is that provincial governments try to protect local firms by restricting 
imports of goods from firms in other provinces that compete with local 
production. This behavior is easily understood. Most of the tax revenue 
received by provincial governments comes from taxation of the profits of 
local firms. Given the lack of alternative sources of revenue, the local gov
ernments need to raise profits in order to raise revenue and so have the 
incentive to increase the market power of local firms. This perverse incentive 
would be much weakened if provincial tax revenue were based on the 
consumption of local residents,4 1 since then tax revenue would not depend 
on where goods were produced but only on the level of local consumption. 

One other continuing problem is that the average time between the start 
and the completion of investment projects is very long. This problem likely 
arises from the political nature of the approval process for new investment
it is politically far easier to approve a project but provide inadequate funding 
than to reject a proje-t outright. Also, once a project has been started, a firm 
has a much stronger claim on future (subsidized) financing. The problem is 
likely to remain important as long as loans arid grants for investment are at 
very low interest rates. There will be excess demand for these loans, requiring 
a political allocation of funds, and firms will try to manipulate this political 
process by seeking to initiate large projects that will have a strong claim on 
future financing. 

http:feasible.40
http:percent.39
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Recently, in reaction to the success of rural community enterprises, the 
government has started to sell or lease small state enterprises. Whether this
policy will be as successful as the changes affecting community enterprises
is subject to question, however. City governments are likely to be much less
supportive of these firms than rural governments have been of community
enterprises. The presumption is that the small enterprises will not have 
access to government loans, implying that they will have a much harder time 
obtaining financing for new investments, and any repayments to creditors 
will not be deductible from taxable income. Given the high tax rates faced 
by these small state enterprises, neiA investment incentives will be very 
weak. 

Increased scope for individual decision making. Before the reforms, indi
viduals in China had little scope for decision making. People were assigned
jobs, often in the same firm that one of their parents worked in. Pay was based 
on seniority but rarely on the individual's own productivity. Housing was 
assigned by th, firm, again based heavily on seniority. Most consumption
goods were rationed, with alternative supplies often difficult or impossible
to find. What savings occurred was often by fiat, with the government
requiring work, :s to purchase particular bonds or to deposit money in a
bank. Approval was even needed for mariage and childbearing. It is difficult 
to talk about a tax system during this period, since prices played little role in 
the economy.

This system has changed more in the rural areas than in the cities under
the reforms. Individuals can novv tove relatively easily from agriculture to 
rural collectives or private enterprises. Those that remain in agriculture have
virtually full discretion in making economic aai consumption decisions. 
Many consumer goods are avail'le without restriction. Not only can indi
viduals save through bank deposits, but they can also save through purchase
of housing or consumer durables, through investments n farm equipment
 
or in new collectives, 
or through more education for themselves or their 
children. Their ability to save by having more children is more restricted than
before, however, because of the government's effort to reduce the population
growth rate. In addition, since the financial return to more education remains 
quite limited owing to the compressed wage distrib'tion, the reforms have 
made education less attractive. Perhaps as a result, financial saving has been 
growing quickly in rural areas.42 

In urban areas, the reforms have opened up new food and consumer 
goods markets through the growth of free markets, implying that extra 
monetary income has more value. Because of price controls, however, it is
difficult to purchase more than the rationed allocation of many goods,
though black markets have become much "grayer" since the reforms. Hous
ing, in particular, is still assigned by the firm. The only readily available 
outlet for savings, in addition to consumer durables, is bank accounts, which 
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pay extremely low interest rates. 43 As a result, savings by urban residents are 
limited. 

Labor mobility remains extremely limited. Transferring from one firm 
to another requires the approval of both firms, leading to potentially compli
cated negotiations. Those who already have adequate housing could well 
end up waiting several years until they are assigned equivalent housing by 
a new employer. Most university graduates are assigned to their initial job, 
where they must remain for , certain number of years. 44 

In the wake of the reforms, therefore, it is possible to look at the effects of 
tax distortions on the behavior of rural households. Urban households, how
ever, still seem to face important direct controls on their choices, making an 
analysis of the effects of the government on their behavior more complicated. 

Conclusions 

Only since the economic reforms that started in 1979 has it begun to be 
possible to consider the effects of the government on the behavior of indi
viduals and firms in China through the government's control of an explicit 
or implicit tax system. Previously, the government directly controlled virtu
a'ly all economic decisions. The reforms have involved extensive decentral
ization of decision making, partly from the national government to local 
governments, but also from the government to firms and individuals. Judg
ing the degree of decentralization that has occurred is not easy, however, 
since many decisions still require government approval. The clear impres
sion is that the approval process has become much more pro forma. 

The reform process has involved repeated attempts at decentralization 
followed by partial recentralization after the government recognizes that 
its mechanism for controlling the decisions of firms and individuals is 
inadequate.4 5 There has been continual experimentation with alternative 
incentive mechanisms, as the government searches for an approach that 
allows decentralization to proceed smoothly. This experimentation is still 
actively under way. 

Understanding the full incentive effects of any particulac mechanism 
that has been attempted or proposed is not straightforward. For example, 
state- owned enterprises now have explicit contracts with the government 
that carefully describe how their tax payments will be determined during the 
five-year period of the contract. But firms must still negotiate with the 
government for access to foreign exchange, skilled labor, loans at below 
market interest rates, or inputs at cheap prices, as well as over permitted 
output prices. In addition, there are no explicit rules determining the char
acteristics of the firm's next contract with the government. Rea'.istically, the 
probability that the policy regime itself will remain unchanged by the time 
contracts are subject to renewal is quite low, making it very difficult to infer 
the implicit incentives faced by firms. 
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The results of particular attempts at decentralization have often been 
dramatic. Encouraging the development of collective firms in rural areas has 
resulted in a more than 20 percent annual growth rate in the income of such 
firms from 1978 to 1986. Not all dramatic effects have been favorable, 
however. Allowing state-owned firms to invest without direct government 
approval in 1984 and to finance these investments with either retained 
earnings or bank loans resulted in an unsustainable explosion of new invest
ment financed by new money. Early in 1988, rumors of a major price reform, 
leading to higher prices, seem to have caused a dramatic drop in new bank 
deposits.4 6 

The next decade promises to be a critical one for the Chinese economy, 
as it searches for a viable way to decentralize decision making without 
violating various political constraints that the economy remain socialist and 
relatively egalitarian. Whether it will be able to overcome the current eco
nomic and political problems that have arisen under past reforms and move 
further toward a market economy is an open question. 



Chapter12 Charles E.McLure,Jr. 

Tax Reform in an Inflationary Environment:
 
The Case of Colombia
 

After two decades of continuous reform, Colombia has in recent years taken 
important steps to establish an inflation-proof tax system. In late 1986 the 
country enacted legislation that disallows income tax deductions for the 
inflationary component of interest expense; it also extended a similar exemp
tion of the inflationary component of interest "ncome found in prior law. At 
the end of 1988 it enacted a two-stage transition to a sophisticated "inte
grated" system of inflation adjustment patt1rned after that used in Chile. 
During the first stage, from 1989 through 1991, Colombia will continue to 
rely on ad hoc methods to compensate for inflation in the measurement of 
income from business and capital. Contrary to the recommendations of a 
study commissioned by the government (McLure, Mutti, Thuronyi, and 
Zodrow 1988), Colombia did not replace its system of accelerated deprecia
tion allowances with one based on economic depreciation when it intro
duced inflation adjustment of depreciable assets. In choosing the integrated 
system of inflation adjustment, Colombia rejected a radically new tax system 
based on consumption rather than on income. This chapter examines the 
recent evolution of both the theory and the practice of inflation adjustment 
in Colombia. Not only is it a fascinating story; it may offer insights that will 
be useful for other countries as they consider inflation adjustment. 

Many countries that have experienced protracted periods of inflation 
have modified their tax systems in an attempt to immunize them from the 
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effects of inflation.' Unfil now countries that have introduced comprehen
sive systems of inflatio'a adjustment have been characterized by what might 
be called "chronic inflation"-high rates of inflation extending over long 
periods of time. Under such circumstances there is really no alternative to an 
explicit system of inflation adjustment; ad hoc approaches, including peri
odic adjustments of personal exemptions and bracket limits, simply are not 
adequate to deal satisfactorily with the problem. By comparison, it has 
generally been thought possible-and even desirable-for a country with a 
relatively low level of inflation to "muddle through" with such ad hoc 
measures and thereby avoid the complexity of inflation adjustment. After 
attempting such an approach, beginning in 1974 Colombia, a country with a 
well-deserved reputation for its attempts to improve its tax system, decided 
that it must move to reduce the vulnerability of its tax system to inflation
even rates of inflation that are relatively low by LDC standards. 

Rarely, if ever, has the transition to an inflation-proof tax system been 
made in one or a few discontinuous jumps. The more common pattern is one 
of experimentation and groping, as first one adjustment and then another is 
added to the system or substituted for some previous scheme subsequently 
found to be inadequate. 2This has certainly been the case in Colombia. 

The past twenty years have seer, the tollowing evolution of thinking and 
public policy regarding inflation adjustment in the tax system of Colombia: 
at first inflation adjustment was totally rejected on policy grounds. Then it 
was instituted on a partial basis for personal exemptions, the rate structure, 
and other items fixed in nominal amounts; only subsequently was it allowed 
fully for these nominal amounts. Inflation adjustment of basis in the mea
surement of capital gains and some forms of interest income was provided 
under certain circumstances. 

In 1986 inflation adjustment was extended to all interest income and 
expense, but not to depreciation (and similar) allowances or to cost of goods 
sold from inventory. Acceleration of depreciation allowances ar.d last-in, 
first-out (LIFO) inventory accounting have provided ad hoc substitutes for 
explicit adjustment in the measurement of income, but at the expense of 
guaranteeing understatement of asset values for the purpose of the net 
wealth tax. 

A recent report by foreign advisers offered the government of Colombia 
two alternatives that would either move the country to a more comprehen
sive and consistent system of inflation adjustment or eliminate the need for 
such adjustments. At the end of 1988, acting on the basis of that report, the 
government adopted the above-mentioned two-stage approach to inflation 
adjustment. 

After a brief explanation of the need for inflation adjustment, this chapter 
traces and analyzes Colombia's experience in dealing with inflation in its 
income tax from the work of the Taylor and Musgrave missions of the 1960s 
(Fiscal Survey of Colombia 1965 and Musgrave and Gillis 1971, respectively) 
through the 1988 reforms based on the recent report on the taxation of income 
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from business and capital (McLure, Mutti, Thuronyi, and Zodrow 1988),
much of which is devoted to the inflation issue.3 It considers both the 
relatively simple question of the indexation of nominal amounts and the 
much more complex issues of adjusting for inflation in the measurement of 
income. Moreover, it considers the impact of inflation on the measurement 
of net wealth, which is subject to separate taxation in Colombia and also 
serves as the basis for a presumptive measure of income (in June 1989, the 
net wealth tax was repealed, effective in 1992). The final section pulls
together lessons from the Colombian experience in deciding whether and 
how to deal with the effects of inflation. This experience is instructive for 
developed countries, as well as for other countries in the third world. 

Two Types of Inflation Adjustment 

Inflation causes two types of problems, unless explicit measures are taken to 
prevent them.4 First, it causes the erosion of the real value of amounts fixed 
in nominal (monetary) terms in the tax law, such as personal exemptions and 
the limits of rate brackets in a graduated-rate income tax Second, it causes 
income from business and capital to be measured inaccurately. 

Indexation of nominal amounts. As a result of the erosion of the real value 
of personal exemptions, low-income families, including those below any
reasonable definition of the poverty limit, may be brought into the tax net, 
with adverse effects on both equity and tax administration. Because of 
bracket creep, taxpayers with a given real income may be pushed into ever 
higher marginal rate brackets and therefore pay increasing fractions of their 
income in taxes. As this happens, the view of vertical equity that underlay
the pre-inflation pattern of graduated rates is compromised and economic 
incentives are blunted. 

In theory this process could continue until all nominal values have, in 
effect, been reduced to near zero in real terms and far too many taxpayers 
are subject to the top marginal tax rate on most of their income. In fact,
political opposition to the playing out of this extreme scenario usually results 
in action being taken periodically to increase the nominal amounts in ques
tion. Of course, even if some target pattern of exemptions and real rate 
structure is restored in this way, considerable inequities and disincentives 
may have occurred in the meantime, especially if the inflation rate has been 
high. Moreover, the impression that the tax system is unfair created by the 
interaction of inflation and an unindexed income tax may give a psycholog
ical justification to those who practice tax evasion. Perry and Crdenas (1986:
175-76) suggest that this happened in Colombia following the 1974 decision 
to provide only partial indexation of nominal amounts and the basis of 
capital assets. 
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The solution to this problem is relatively straightforward. Important 
nominal amounts specified in the tax law can simply be adjusted by the 
percentage increase in a general price index over some period.5 Since new 
income tax iorms, instructions, and rate tables are commonly printed each 
year, there is little administrative difficulty in making this inflation adjust
ment annually. TI'.is type of adjustment need cause little inconvenience or 
confusion for the taxpayer, since all the calculations of the new nominal 
amounts are made by the government and reported to the taxpayer.6 

Inflation adjustment in the measurement of income. The type of inflation 
adjustment just described (indexation of nominal amounts) would be desir
able even in an economy with only labor income, that is, one in which there 
is no saving and investment and therefore no income from business and 
capital. By comparison, the second type of inflation adjustment, that related 
to the measurement of real income, would be necessary only in an economy 
in which there -1income of the latter type, because inflation generally causes 
real income fron business and capital to be mismeasured. It would be 
desirable even in a system in which no nominal amounts were specified in 
the tax law and there were no graduated rates-for example, in a simple 
system consisting of application of a flat-rate income tax to all income, with 
no personal exemptions. The two types of inflation adjustment are thus 
conceptually quite distinct. Of course, the first type of adjustment would 
generally be desirable, even if the measurement of the tax base were indexed. 

Mismeasurement of income resulting from inflation can usefully be 
considered to fall into two categories: that applicable to financial assets and 
liabilities (involving essentially interest income and expense on unindexed 
debt) on the one hand and that involving real assets (actually, income and 
expense involving assets whose values are not set in nominal terms, includ
ing capital gains, depreciation and similar allowances, and cost of goods sold 
from inventories) on the other. Real interest income and expense are over
stated by a system that taxes the entire amount of nominal interest income 
and allows a deduction for the full amount of nominal interest expense, with 
no recognition that inflation reduces the real value of outstanding principal. 
(Under such circumstances, the inflationary part of "interest" payments is, 
in effect, repayment of principal.) 

Similarly, capital gains are overstated if no allowance is made for the 
increase in prices that has occurred since the time an asset was acquired; tax 
may even be paid on nominal gains when real losses have occurred. Income 
will also be overstated to the extent that no allowance is made for inflation 
in the calculation of depreciation (and similar) allowances or the cost of 
goods sold from inventories. 

The mismeasurement of income that results from the combination of 
inflation and an unindexed tax system can lead to either distortions or 
inequities, depending on whether the inflation was anticipated or un
anticipated.7 If inflation is unexpected, it creates windfall gains for debtors 



Colombia 209 

and windfall losses for creditors. The taxation of the full nominal amount of 
interest income and the deduction of nominal interest expense aggravates
these effects. By comparison, if inflation is expected, it is likely lo be reflected 
in market interest rates; thus the inequities associated with ananticipated
inflation may be largely absent. In an economy closed to international capital
flows, if borrowers and lenders are in the same marginal tax bracket, inflation 
will have no effect on real variables (borrowing, lending, etc.); interest rates 
will simply adjust. Financial decisions may, however, be distorted if borrow
e.rs and lenders are in different tax brackets; high-income taxpayers can be 
expected to prefer to finance their operations with debt instead of equity, and 
low-income taxpayers may have a tax-created incentive to lend. Moreover,
if the future course of inflation is uncertain, both borrowers and lenders may
be reluctant to engage in long-term debt contracts. 

Unanticipated inflation also creates windfall losses for those who can 
only deduct (or depreciate) the historical cost of assets, rather than the 
inflation-adjusted value, in calculating capital gains, drpreciation allow
ances, or cost of goods sold from inventories. If inflation is anticipated, it 
combines with an unindexed tax system to cause disincentives against
investing in depreciable (and similar) assets, inventories, and assets expected
to yield capital gains. Of course, in any given situation the lack of inflation 
adjustment generally causes both inequities and distortions. 

Solutions to the mismeasurementof income. Contrary to the simplicity of the 
provisions required to deal with the eroson of nominal amounts, the infla
tion adjustments required to avoid mis:neasurement of income from busi
ness and capital are inevitably quite complicated. As a result, most countries 
have understandably been reluctant to embark on a course of systematically
indexing the measurement of income. Rather, they tend to follow a fairly
standard pattern of groping toward this type of inflation adjustment, first by
using ad hoc substitutes for inflation adjustment and then by adopting
piecemeal, but explicit, adjustments; only after such a period of experimen
tation (if at all) have most come to a comprehensive and consistent system. 8 

This pattern has been followed in Colombia. 
The ad hoc substitutes for inflation adjustment commonly employed are 

quite predictable. (All of these techniques may also be justified on grounds
other than inflation adjustment.) Accelerated depreciation is commonly
provided in lieu of explicit inflation adjustment of the depreciable b .is. 
LIFO inventory accounting is often allowed, Lather than the conceptually
preferable indexed first-in, first-out (FIFO) method. Capital gains may be 
partially exem, or taxed at preferential rates. 

Since all these approaches reduce the tax bases of the taxpayers who use 
them, they find ready proponents in the private sector, as well as among
public policy advocates who are concerned about the inequities, distortions, 
and disincentives for saving and investment created by an unindexed tax 
system. It may or may not be recognized that such ad hoc measures as 
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accelerated depreciation and preferential treatment of capital gains generally 
compensate for only a given rate of inflation, and are either too generous or 
not generous enough at any other rate. 

Even public policy advocates may not realize that providing adjustments 
for real assets, without extending them to financial assets, can accentuate 
inequities and distortions. (They may recognize the inequity of failing to 
index financial assets, but see this primarily as a distinct issue to be cnn
trasted with proposed adjustments for real assets; even worse, they may 
confuse the type of inflation adjustment needed for accurate measurement 
of income with those for amounts fixed in nominal terms. Both phenomena 
are illustrated by the recommendations of the Taylor mission reported 
below.) Of course, while taxpayers may advocate exclusion of the inflation
ary component of interest income, they can hardly be expected to favor the 
corresponding inflation adjustments of financiai obli ".ins (which may 
involve partial disallowance of deductions for interes. _-.pense) that are 
logically required if adjustment is made either explicitly or implicitly for real 
assets. 

As a result of these influences, it is fairly common for ad hoc adjustments 
first to be made for depreciable assets, capital gains, and inventories; for some 
(or all) of these to be replaced by explicit inflation adjustments; and then for 
inflation adjustment to be extended to interest income and expense. In some 
countries the'e is further movement to an integrated approach (to be de
scribed briefly in the section "The 1988 Report") that brings logical consis
tency to a piecemeal system. Colombia has generally followed this 
progression, although interest indexing has been introduced before explicit 
adjustment of depreciation and inventories. 

The net wealth tax. In Colombia the existence of a net wealth tax from 1935 
to 1989 introduced another element into the inflation adjustment story that 
is not encountered in many countries.9 If net wealth is to be measured 
reasonably accurately, it is necessary to index the basis of capital assets and 
inventories. Otherwise, inflation will cause the value of such assets to be 
understated. Moreover, the use of accelerated depreciation and LIFO ac
counting as substitutes for explicit iiiflation adjustment accentuates the 
problem, by reducing the remaining basis of depreciable assets too rapidly 
and assigning the most outdated values to inventories. Similarly, according 
preferential treatment to the taxation of realized nominal capital gains, rather 
than indexing basis and taxing only real gains, leaves the value of such assets 
understated for net wealth tax purposes. The existence of a net wealth tax 
thus strengthened considerably the case for using explicit inflation adjust
ment instead of ad hoc substitutes. 
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The Taylor and Musgrave Reports 

During the 1960s the tax system of Colombia was the subject of two tax 
reform missions staffed primarily by foreigners. These two missions are
commonly called the Taylor and Musgrave missions, respectively, after their 
directors, Professors Milton Taylor and Richard Musgrave. Their reports
(FiscalSurvey of Colombia 1965; Musgrave and Gillis 1971), especially that of
the Musgrave mission, have become classics in the area of taxation in
developing countries and have cast long shadcws over the tax reform 
process in Colombia.10 

It will thus be useful to consider the recommendations of the Taylor and 
Musgrave missions regarding inflation adjustment in some detail. Before 
doing so it will be convenient to have a thumbnail sketch of relevant aspects
of the Colombian tax system as it was in the early 1960s and of the inflation
ary experience of the country over the past several decades. 

The et'rly 1960s tax system. There was no adjustment of nominal values for
inflation in Colombia's tax system in the early 1960s. Moreover, essentially
all calculations of the income from business and capital were based on 
historical values. An important exception was the provision that allowed 
accumulation of a tax-free reserve for the replacement cf machinery and 
equipment acquired before june 1,1957. Annual accruals to this reserve were 
calculated as 15 percent of net commercial profits but could not exceed 15 
percent of the historical cost of assets; accumulated reserves could not exceed
100 percent of historical cost. The Taylor report indicates that this provision 
was designed "to compensate for the higher costs of replacing depreciable
assets due to inflation." Unde, the system in place at that time, straight-line
depreciation was allowed for 90 percent of the cost of assets, using lives of 
twenty years for real property, five years for automobiles and airplanes, and 
ten years for other assets (FiscalSurvey of Colombia 1965: 83). 11 

Capital gains were not taxed before 1960. Starting in 1960 gains on real 
estate accruing after that year were taxed, but taxable gains were reduced by
10 percent for each yea.- assets had been held (including the period before 
1960). Gains on other aspets remained legally exempt. Before 1974 Colombia
did not tax the interest paid on bonds issued by the state and certain 
parastatal organizations, and there was no indexation of interest. 

Colombia levied a net wealth tax at graduated rates on the wealth of
individuals from 1935 to 1989 and continues to use net wealth as the base of
the presumptive income tax. Ownership shares in corporations and limited 
liability companies are included in the net wealth of the owners. Where
shares are not publicly traded, taxable values are the pro rata share of the net 
worth of companies. Many of the asset values included in the base of the tax 
are real estate. 

http:Colombia.10
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Inflationaryexperience. Inflation has been much higher in Colombia during 
the past fifteen years than before. From 1972 to 1985 the average inflation 
rate (as measured by the percentage change in the consumer price index) was 
21.6 percent. By comparison, from 1958 to 1972 it was only 10.5 percent, and 
if three years of extraordinarily high inflation are omitted, the average rate 
in this earlier period was barely 7 percent. (See column 1 of Table 12.1.) This 
experience-and especially this large shift in the rate of inflation-plays an 
important role in explaining Colombia's reaction to the perceived need for 
inflatic,, adjustment in its tax system. 

TABLE 12.1 Inflation and Indebtedness of Companies inColombia, 1950-1985 
Debt as percentage of debt plus equity 

Year Change in CPI (1) All companies (2) Manufacturing (3) 

1950 n.a. 24.0 na. 

1955 na. 29.0 na. 

1960 4.1 37.0 34.2 
1961 7.8 37.0 35.9 

1962 3.6 40.0 37.9 

1963 31.6 40.0 40.0 

1964 17.3 43,0 42.5 

1965 3.4 43.0 42.8 

1966 19.7 45.0 45.7 

1967 8.3 44.0 44.1 

1968 5.9 44.0 44.5 

1969 10.4 46.0 n.a. 

1970 6.5 43.9 42.5 

1971 9.5 47.4 46.8 

1972 13.0 49.8 49.0 

1973 20.9 53.7 52.7 

1974 24.5 57.0 57.0 

1975 22.6 60.5 59.9 

1976 20.2 62.1 61.5 
1 . 77 33.2 61.6 60.4 

1978 17.8 61.1 59.4 

1979 24.6 65.1 63.5 

1980 26.6 73.0 n.a. 

1981 27.5 71.2 n.a. 

1982 24.5 71.7 n.a. 

1983 19.8 71.2 n.a. 

1984 16.1 n.a. na. 

1985 24.0 n.a. n.a. 

na. = not available.
 
SOURCE: International Monetary Fund, International Financial Statistics (1986), 278-79; Column (2):
Column (1): 
Mauricio Carrizosa S., Hacia la Recuperaci6n del Mercado de Capitales en Colombia (Bogota: Editorial Presencia, 
Ltda., 1986), 32; Column I3 Ricardo Chica A., "La Financiaci6n de la Inversi6n en la Industria Manufacturera 
Colombiana: 1970-1980," Degarrolloy Sociedad, Centro de Estudios sobre Desarrollo Econ6mico, vol. 15-16 
(September 1984, March 1985), 232-33. 
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The Taylor report. Both the Taylor and Musgrave missions considered the 
case for inflation adjustment and rejected it. The Taylor report (FiscalSurey
of Colombia 1965: 65) argued that personal exemptions were higher than 
appropriate for Colombia. Thus, rather than favoring indexation of exemp
tions, the report thought it desirable that "the exemptions are reduced 
automatically as inflation continues." 

After acknowledging that Colombia was "a society in which inflation 
has been chronic," the Taylor report noted, "Another problem with respect 
to taxing capital gains is their illusory nature under inflationary conditions. 
..Therefore, it could be argued that capital gains, to be taxed equitably

under the income tax, should be discounted by the increase in the price 
level." It went on to conclude, however: 

Inflation has a variable impact on different groups. Its effect on twe value of 
assets is relatively extreme and unique, but wage earrers also suffer from 
inflation by a lag in their wage increases and by a reduction in the real 
exemption limits of the income tax. if no adjustment of the income tax is to 
be made for wage earners and others, should one be made for txpayers
realizing capital gains? And should an adjustment be made for the !lusory 
character of capital gains when these gains in the most part redouna fC an 
economic class that uses investment in assets as a hedge against inflation? 
Would not such an adjustment only revard and encourage this activity all 
the more? These issues, it would seem, are sufficient to discourage the use 
of any adjustment factor for the illusory aspect of capital gains [p. 791. 

It is interesting to note that in making this argument, the Taylor mission 
made no distinction between inflation adjustment of nominal amounts and 
inflation adjustment to avoid mismeasurement of real income from capital.

Using very much the same reasoning, the Taylor mission also rejected
inflation adjustment for depreciation allowances, arguing that "replacement 
cost depreciation is not warranted unless inflation is particularly severe" (p.
83).12 In addition to the argument quoted above, it noted the technical 
difficulties of replacement cost-depreciation and then argued: 

If inflationary pressure is to be contained, certainly it is not desirable 
economic policy, in general, to remove its penalties through automatic 
adjustments. A more therapeutic method isto permit the painfid effects of inflation 
to be manifested for whatever beneficial effects these will have as a restraint on 
inflationary pressures [p. 8 4; emphasis added].13 

The Taylor report opted instead for more liberal depreciation allow
ances, noting, among other things, that "this policy, in itself, is a compensa
tion for higher replacement costs" (p. 85). The report advocated a system of 
triple declining-balance depreciation. 

The Taylor report did not consider the possibility of inflation adjustment
for interest income and expense. After contrasting a situation involving an 
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investment in a fixed asset with one involving investment in an interest
bearing bond, the mission concluded: 

Thus, depreciation based on replacement cost discriminates against persons 
who own non-depreciable assets and who depend on fixed incomes.... It 
isundesirable to give tax relief to some and not to others during aperiod of 
inflation. Since it is impossible to give reliefto everyone,uwhy select any particular 
groupfor special treatment? 1p. 264; emphasis added]. 

There was apparently no appreciation of the economic distortions that 
can result from the combination of accelerated depreciation and deduction 
of the entire amount of nominal interest expense. 

The Musgrave report. Although the Musgrave report suggested that per
sonal exemptions should be increased to allow for previous inflation, it said, 
in words reminiscent of those used by the Taylor mission in another context: 

we do not propose that an automatic inflation adjustment, such as that used 
in Chile and other high-inflation countries, be built into the exemption level 
and the limit for rate brackets. Such a system might be needed if inflation 
rates became exceedingly high. But short of this situation, provision for 
automaticadjustimenttends to renove resistanceto inflationand to institutionalize 
ahigh inflation rate.These effects are detrimental to sound economic devel
opment .... Although Colombia would be left with some degree of inflation, 
the distorting effect upon exemptions and the rate structure could be ad
justed for periodically as necessary, rather than regularly and currently 
[Musgrave and Gillis 1971: 51, 53; emphasis added]. 

The Musgrave mission was more sympathetic to the inflation adjustment 
of capital gains. 4 Itproposed two alternative schemes for consideration by 
the government. Under one the entire nominal gain would be subject to tax, 
but at preferential rates. Under the second, the basis of assets would be 
increased by some fraction of the percentage increase in the general price 
level (p. 49). It is worth noting that Musgrave himself favored the second 
plan (p. 71). 

Although its analysis of the problem was somewhat more sophisticated 
than that of the Taylor mission, the Musgrave mission rejected inflation 
adjustment of depreciation allowances for many of the same reasons as the 
previous mission: loss of economic discipline, with detrimental effects on 
development, administrative difficulty, and the inequity of applying adjust
ments only for depreciable assets. It is noteworthy that the Musgrave mission 
explicitly made the important link between inflation adjustment of d eprecia
ble assets and debt on the same balance sheet, as well as in comparisons 
across taxpayers. Yet, like the Taylor mission, the Musgrave mission noted 
that "similar objectives might be accomplished, and more effectively, by 
liberalizing depreciation allowances based on historical costs" (p. 82).15 
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The 1974 Reforms 

In 1974 Colombia carried out an extremely far-reaching reform of its tax 
system.16 These reforms clearly reflected the influence of the two missions
discussed earlier, especially that of the Musgrave mission. Included among
these reforms, however, were important provisions for inflation adjustment,
changes that neither the raylor nor the Musgrave mission had supported.

The 1974 reforms provided for the annual adjustment of personal ex
emptions, bracket limits, and other magnitudes fixed in pesos at 8 percent 
per year. According to Perry and Cdrdenas (1986: 24, 177-78), the govern
ment chose a fixed adjustment because it believed that it would be possible
to return to inflation rates in the pre-1970 range of 7 to 10 percent and that 
this goal could be achieved more easily if full allowance were not made for
inflation.17Thus the 1974 reforms took a middle road between the recognized
need for indexation and the "no indexation" advice of the Taylor and 
Musgrave missions. 

General taxation of capital gains (defined as gains on assets held more
than two years) was also introduced in 1974. The 10 percent exemption of 
gains for each year of ownership was repealed, except for owner-occupied
housing. It was replaced with a novel provision under which the tax rate to
be applied to "occasional gains" (a concept that included gifts and inheri
tances, as well as capital gains) was determined by deducting 10 percentage
points from the marginal rate that would result from adding 20 percent of 
such gains to ordinary income. Annual revaluation of assets (in addition to 
a one-time revaluation to 1974 values) could be made for the purpose of 
calculating capital gains; reflecting the considerations described above, ad
justments were limited to 8 percent per year. In an interesting and logically
consistent move, the 1974 reforms required that such revaluations must also 
be used for purpose of the net wealth tax and the newly enacted presumptive
income tax (described below). Any adjustments not made in a given year 
could not be made subsequently.

In addition, the treatment of interest income was rationalized somewhat. 
Essentially all interest (except that on certain pre-1974 governmental obliga
tions) was made taxable. But in the case of constant purchasing power bonds,
the inflation premium was exempt, again up to a rate of 8 percent. Nominal 
interest expense remained fully deductible. 

A somewhat puzzling and logically inconsistent provision-but one that 
complied with the Taylor and Musgrave recommendations-denied the
general use of inflation-adjusted values for the calculation of depreciation
allowances. Instead, the 1974 act introduced a system of accelerated depre
ciation based on application of the double declining-balance method to 100 
percent of cost for assets with lives ofat least five years. (Under previous law 
a nonde-preciable salvage value was required.) Ordinary depreciation rates
could be increased by 25 or 50 percent, respectively, for assets used two or 
three shifts. Moreover, the depreciable basis of assets acquired through the 
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issuance of debt denominated in foreign currencies or domestic securities of 
constant purchasing power could be adjusted for the increase in the peso 
value of such debt. 

As in most developing countries, tax evasion is a serious problem in 
Colombia. In 1973, following the suggestion of the Taylor and Musgrave 
missions, a provision to tax agriculture on a presumptive basis had been 
enacted (though not implemented). The 1974 reforms extended the use of a 
presumptive measure of income to all taxpayers. Under the "presumptive 
income tax," the taxpayer's income was presumed to be at least 8 percent of 
net wealth. 

The 1974-1985 Period 

The period immediately following the 1974 reforms was one of "counter
reforms," as those powerful interests that had been hurt used their political 
influence to reverse many of the 1974 measures. This in turn was followed 
by repeated episodes of reform and counterreform, culminating in the major 
reforms enacted in 1986. 

Several important changes were made in the provisions for inflation 
adjustment during this period. Indexation of nominal amounts, which had 
initially been only 8 percent, was raised to 14 percent for 1977, set at 60 
percent of the actual rate of inflation for 1978, and then made complete 
beginning in 1979. 

A similar pattern was followed in raising the optional inflation adjust
ment available for capital gains, and by 1983 only real capital gains were 
legally taxable. (In addition, extremely generous features of the counter
reforms passed in 1979 essentially eliminated the taxation of capital gains at 
the taxpayer's option, in addition to reducing the tax rates applied to taxable 
gains, at least for high-income taxpayers. See McLure 1988.) 

Beginning in 1983,60 percent of the monetary correction on indexed debt 
issued by financial institutions (and 40 percent of that on other indexed debt) 
was made exempt from tax. 

Colombia further liberalized depreciation allowances in 1976, by giving 
the taxpayer greater latitude to choose depreciation methods for personal 
property (that is, property other than buildings), as long as no more than 40 
percent of cost (or 50 or 60 percent, respectively, for property used two or 
three shifts) was written off in one year. Explicit inflation adjustment was 
still not allowed. 

In 1983 the cadastral value of real property that is used in the calculation 
of the net wealth tax, and therefore the presumptive income tax, was indexed 
for inflation. The potentially important benefits of this reform were reduced 
by a provision that limits the value of real estate for the purpose of the 
presumptive income tax to 75 percent of cadastral value. 
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The 1986 Reforms 

Late 1986 saw yet another major reform of the Colombian income tax. Among
the most important features of this reform were the abolition of the individ
ual income tax on dividend income and the extension of indexing to all 
interest income and expense. The inflationary component of most interest 
income was excluded from the tax base of individuals, effective immediately;
by comparison, disallowance of deductions for interest expense was to be 
phased in over a period of ten years, as was the exclusion of the inflationary
component of interest income of companies. (When an individual has both 
interest income and expense, only net interest income can be excluded 
immediately.) The inflation adjustment is calculated as the fraction of th,.
nominal interest rate represented by the inflation rate. Exchange rate gains
and losses are to be treated in the same way as interest income and expense
for purpose of these adjustments. Financial intermediaries were exempted
from interest indexing, creating some discrimination in their favor and 
giving rise to the use of a variety of "gimmicks" to beat the system.18 

Complete inflation adjustment was provided for capital gains. For some 
assets any adjustments not made annually could not be made at the time of 
disposition. But in the important cases of real estate, shares in companies,
and partnership interests, adjustments need be made only at the time of 
disposition, and therefore would not affect the bases of the net wealth and 
presumptive income taxes. 

No change was made in the tax treatment of depreciable assets or
inventories. However, the 1986 legislation provided authority for the presi
dent to change the system of inflation adjustment for up to two years
following enactment; it was widely presumed that the president's authority
would be used to introduce inflation adjustment ofdepreciation allowances. 
In response to this authority the government of Colombia commissioned a 
detailed study of inflation adjustment and related issues; this study is dis
cussed in the fullowing section. The remainder of this section comments 
briefly on the reasons given for introduction of interest indexing and the 
elimination of the shareholder tax on dividends. 

Recent years have seen the increasing "decapitalization" of the Colom
bian economy. The second and third columns of Table 12.1 provide indica
tive data on the change in the ratio of debt to total capital for all companies
and for manufacturing companies over the period 1950-1985. Whereas this 
ratio stood at about 25 percent in 1950, it had risen to 50 percent by the early
1970s and had reached 70 percent by the beginning of the 1980s. It has been 
asserted that the increased reliance on debt finance can be attributed in part
to the failure to provide indexation of interest expense and to the "double 
taxation of dividends" (Carrizosa 1986:19). In addition, the shortening of the 
term structure of debt in response to greater uncertainty about the course of 
inflation rates can be seen in Table 12.2; between 1970 and 1980 the ratio of 
short- to long-term debt increased from roughly 30/40 to about 50/25 (see 
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TABLE 12.2 Term Structure of Debt of Manufacturing Companies inColombia, 
1970-1980 

Year Short term Medium term Long term 

1970 30.95 28.19 40.86 
1971 27.21 28.03 44.76 
1972 21.00 24.84 54.16 
1973 27.51 21.87 50.62 

1974 31.89 20.70 47.41 
1975 32.26 21.24 42.50 
1976 43.74 21.40 34.86 
1977 45.83 26.06 28.11 
1978 46.01 27.40 26.59 

1979 47.59 25.53 26.88 

1980 49.94 26.98 23.08 

SouRci: Ricardo Chica A., 'La Financiaci6n de la Inversi6n en la Industria Manufacturera Colombiana: 1970-1980," 
Desarrollo y Sociedad, Centro de Estudios sobre Desarrollo Econ6mico, vol. 15-16 (September 1984, March 
1985), 220. 

Chica 1984-85). There is little doubt that concerns of this type played an 
important role in explaining the exemption of dividend income and the 
adoption of interest indexing in 1986.1' 

The 1988 Report 

The discussion up to this point makes it clear that policy on compensation 
for inflation in the tax laws of Colombia has developed in a rather uneven 
and haphazard manner. The relatively simple step of fully indexing nominal 
amounts evolved fairly quickly, despite initial opposition, and has been 
resolved satisfactorily for almost ten years. By comparison, the much more 
difficult issues of avoiding mismeasurement of income from business and 
capital have -':oven more problematical, despite almost a decade and a half 
of experimentation and groping toward a solution. A report submitted to the 
government of Colombia in 1988 (McLure, Mutti, Thuronyi, and Zodrow 
1988) represents an attempt to help the government grapple with this second 
set of problems in a systematic manner. 

The 1989 report examines two alternative plans that might reasonably 
be considered by any country contemplating moving from an income tax 
that is largely unindexed to one that would avoid inflation-induced 
mismeasurement of income. The first alternative is a conventional indexed 
income tax; the second is a more radical shift to a direct tax system based on 
consumption, rather than on income. These two plans are described briefly. 

The indexed income tax. The purpose of an indexed income tax is to 
produce, for tax purposes, a calculation of real income that is not vulnerable 
to inflation. Perhaps the most extreme version of this approach is the inte
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grated system employed in Chile. Under it the value of all real assets and
liabilities appearing on the balance sheet, including net worth (and indexed 
debt, to the extent of indexation), are adjusted to reflect inflation. In contrast, 
financial assets (those whose value is fixed in nominal terms) are not ad
justed. In this way the balance sheet is made to reflect reality more closely
than one based on historical costs-an important advantage in a country
such as Colombia that has a net wealth tax and a presumptive income tax 
based on net wealth. Depreciation allowances, capital gains, and cost of 
goods sold from inventories are then based on these inflation-adjusted
values. The adjustments to the balance sheet are also reflected in the calcu
lation of income for tax purposes. The net result is a measure of real income 
that is not sensitive to inflation.2" 

An alternative approach achieves much the same results through essen
tially ad hoc adjustments to income statement items, rather than systematic
adjustments of the balance sheet. Thus part of nominal interest income and 
expense is disregarded under this approach, whereas under the integrated
approach there is no explicit adjustment of these items. For political reasons 
it is almost axiomatic that no more than 100 percent of interest will be 
disregarded, even though in theory an inflation rate in excess of the nominal 
interest rate should result in a negative figure for real interest income or 
expense; the integrated approach, by comparison, has no lower bound on 
the implicit real interest rate. No adjustment to balance sheet figures for
unindexed debt would be appropriate (or occur) under either approach.

There appear to be no inherent differences in the treatment of depre
ciable assets, inventories, and capital gains under the two approaches. The 
ad hoc approach could be used to produce only inflation-adjusted income 
statements, while leaving the balance sheet on a historical cost basis, but there 
seems to be no obvious reason not to. Thus it does not seem necessary to 
adopt the integrated system just because a country imposes a net wealth tax. 

The 1988 report concluded that, on balance, a discrete shift from an
unindexed system to an integrated system such as that used in Chile may be 
inadvisable. Experience suggests that it may be a good idea to gain experi
ence with ad hoc adjustments before attempting to move to an integrated
system. This is the judgment of other experts who have examined this issue. 
For example, Milka Casanegra has written about the Chilean experience: 

It is doubtful whether the private sector and the tax administration would 
have been able to cope with this sophisticated mechanism if they had not 
previously had lengthy experience with simpler profit adjustment schemes 
[Casanegra 1984: 291. 

Also: 

The Chilean experience shows that comprehensive profits adjustment
schemes can be administered, provided the tax service and the private sector 
have had previous experience with such schemes and they are based on 
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indexation of assets and liabilities rather than on indexation of income and 
expense flows [Casanegra 1984: 34J.1 

This conclusion is reinforced by the fact that the inflation rate in Colom
bia has been substantially below that in Chile, especially at the time Chile 
adopted the integrated system.22 As noted below, Colombia chose to use the 
ad hoc approach for several years and then shift to the integrated system in 
1992. 

The consumption-based alternative. The second approach considered in the 
1988 report would convert the Colombian income tax to a consumption
based direct tax. This approach would be substantially simpler than the 
income tax-so much so that it was called the Simplified Alternative Tax or 
SAT.23 

The SAT would consist of two essentially separate taxes, one on individ
uals and one on businesses. The base of the individual tax would be only 
labor income; that is, dividends, interest, capital gains, and other nonlabor 
income would be exempt. Personal exemptions, graduated rates, and item
ized deductions could be employed to tailor the tax base to the individual 
circumstances of taxpayers. 

The business tax would be levied at a flat rate (presumably the top rate 
of individuals) and would apply to all businesses, whether organized as 
corporations, partnerships, or proprietorships; business losses could not be 
used to offset individual income. All business purchases would be immedi
ately deductible, whether for current operating expenses, additions to inven
tories, or depreciable assets. Interest and dividends would not be deductible 
expenses, and interest and dividends received from other businesses would 
not be taxable. 

The SAT would avoid both the difficulties associated with the inflation 
adjustment required for inflation-proof measurement of real income and the 
timing issues that plague implementation of an income-based tax.24 It would 
therefore almost certainly be simpler than the other alternative, an indexed 
income tax. Moreover, any consumption-based tax has well-known advan
tages of horizontal equity and neutrality toward the saving-consumption 
choice. Finally, the SAT would equalize the competition for investment 
funds between Colombia, which taxes capital income earned domestically 
but has difficulty in taxing foreign-source inone of its residents, and devel
oped countries, many of which do not tax tle return on investments by 
foreigners.2 5 There are, however, several po'entially negative considera

26
tions.

First, the 1988 report argued that the substitution of the SAT for the 
income tax would be acceptable on distributional grounds only if the net 
wealth tax were retained. Yet there would be no direct link between net 
wealth and the base of the SAT, as there is between the income tax and the 
net wealth tax. Beyond that, net wealth could not be used as the basis of a 
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presumptive measure of the base of the SAT, as under the income tax. Thus 
it would be difficult to maintain the progressivity of the present tax system.

Second, it is commonly asserted that financial accounting in Colombia 
is often abused by unscrupulous business people. Requiring conformity
between the accounting used for tax purposes and financial accounting
would probably improve both. This could be done under an inflation
adjusted income tax, but not under the SAT, which uses very different 
concepts. 

Third, there is considerable doubt whether the SAT and any withholding 
taxes that might accompany it would be eligibl2 for the foreign tax credits of 
the United States and other countries that offer such credits. Whether this is 
an important consideration depends in part on the extent to which potential
investors in a country considering adopting the SAT are in an excess foreign 
tax credit position.

Finally, there is the natural reluctance of any country to be the first to 
adopt a new method of taxation; this can be an extremely important consid
eration to politicians. 

The Government's Response to the 1988 Report 

After careful consideration of the 1988 report, the government of Colombia, 
in a pair of decrees issued on December 26, 1988, acted to modify the system
of inflation adjustment introduced in 1986.27 This section details the most 
important provisions of the 1988 law relating to inflation adjustment, evalu
ates them, and discusses the po~tical process that led to their choice.28 

The reforms. Deciding against the radically diferent Simplified Altei native 
Tax, the government took a two-stage approach to the problem of in .roduc
ing more complete inflation adjustment. For the period from 1989 through
1991, Colombia will continue to use an ad hoc system, extending the inflation 
adjustments already found in the law to depreciable assets; then beginning
in 1992 it will switch to an integrated system of inflation adjustment pat
terned after that employed by Chile. 

Eligibility/requirements.All taxpayers are eligible to use the ad hoc infla
tion adjustment of depreciable assets, provided such adjustments are also 
employed for financial accounting. Beginning in 1992, companies in the 
for-profit sector are required to use the system; individuals generally are 
not.29 

Depreciableassets.Inflation adjustment was to be extended to depreciable 
assets beginning in 1989; inflation-adjusted values were to be used for the 
calculation of net wealth, as well as taxable income. However, the accelerated 
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depreciation found in prior law was not replaced with a system more closely 
approximating economic depreciation, as proposed in the 1988 report. 

Inventories. Beginning in 1992 replacement cost can be used to value 
ending inventories: until 1999, LIFO will continue to be available as an option 
to provide an ad hoc substitute for inflation adjustment. Between 1992 and 
2002 differences between replacement cost of inventorie3 and book values of 
inventories will gradually be reflected in net wealth, but without being 
subject to income tax; this provision will primarily affect taxpayers who have 
previously used LIFO. 

Interest.During the 1989-1991 transition period the basic provisions for 
inflation adjustment are the same as under prior law. Upon introduction of 
the integrated system in 1992, explicit inflation adjustment of interest ex
pense will no longer be necessary; the proper adjustment "drops out" of the 
adjustment of net wealth and real assets (and indexed financial assets and 
liabilities).30 Financial assets and liabilities denominated in foreign curren
cies will be revalued to reflect changes in the particular exchange rate 
involved. 

Stock shares. Shares in corporations traded on a stock exchange will be 
revalued at the market price. Those in limited liability companies (limitadas) 
and corporations not traded on exchanges are to be valued on the basis of 
the value of the company after it has made its inflation adjustments. 

Appraisal of the reforms. Most of the 1988 reforms are appropriate and 
consisteni with the recommendations of the 1988 report, such as the required 
conformity between tax and financial accounting. Yet a few are clearly 
questionable on policy grounds. 31 

The failure to provide a less accelerated system of depreciation while 
introducing inflation adjustment for depreciable assets is clearly inappropri
ate. The marginal effective tax rate on income from depreciable assets is now 
well below the statutory rate; by comparison, the failure to adjust for inflation 
under prior law roughly offset the benefits of accelerated depreciation at an 
inflation rate of 20 percent (see McLure and Zodrow 1989). This glaring 
omission was almost certainly dictated by political considerations; it helps 
to offset the cost to taxpayers of the indexation of interest expense introduced 
in 1986.32 

The decision to adjust the value of inventories to replacement cost, 
instead of using inflation-adjusted FIFO, and to use changes in particular 
exchange rates, rather than the rate of domestic inflation, to revalue assets 
and liabilities denominated in foreign currencies is a major departure from 
the recommendations of the 1988 report. While these two decisions will 
produce a more accurate measure of net wealth, they are much more com
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plicated to implement and they will produce a less accurate measure of 
taxable income (see McLure, Mutti, Thuronyi, and Zodrow 1988: ch. 7). 

The decision-making process. Constitutional and political concerns were 
probably as important as economic considerations in explaining the deci
sions (1)not to adopt the Simplified Alternative Tax and (2) to introduce the 
integrated system in the way chosen.33 It was feared that the Supreme Court
would not interpret the extraordinary powers granted to the president in the 
1986 law as allowing reforms as far-reaching as adoption of the integrated 
system of inflation adjustment; the even more fundamental change to the
SAT would be even more problematical. If the use of the emergency powers
to introduce the ii'tegrated system is found to be unconstitutional, however,
the 1988 changes in the ad noc system would presumably survive. 34 

Even had these constitutional concerns not been dispositive, it is unlikely
that Colombia would have adopted the SAT in the 1988 reforms. The English
version of the 1988 report was first made available in Colombia only in
mid-September; the Spanish version was not available until mid-November. 
It would have been extremely ill-advised for the government to have at
tempted to use its extraordinary powers to introduce a new and radically
different tax system with no more public discussion than was possible before 
the powers expired at the end of the year.

This does not, of course, mean that Colombia will never adopt the SAT. One
thing that has become apparent from observation of the fiscal history of Colom
bia is that new ideas create an intellectual ferment that often leads to the eventual 
adoption of proposals initially viewed as impractical or politically infeasible. 

Whether Colombia would have opted for a one-stage shift to the inte
grated Chilean system of inflation adjustment in the absence of concern 
about a possible constitutional barrier is not clear. Acting as a consultant to 
the government, Santiago Pardo, the most recent past director general of
Internal Taxes, had visited Chile to assess for himself the relative merits of 
the Chilean and ad hoc ap- "oaches to inflation adjustment and apparently 
came away convinced that the former was really no more complicated than
the latter. Yet, transitional problems apparently w ,uld have been greater in 
moving directly to the Chilean system. Not the least of these problems would 
be the need to educate many taxpayers who had no experience with inflation 
adjustment before 1987. The two-stage process chosen provides an oppor
tunity for both such education and public debate before the 1992 shift to the 
integrated system. 

Concluding Remarks: Lessons of the Colombian Experience 

The history of tax analysis and tax policy in Colombia over the past quarter
century provides instructive lessons for those contemplating how a country
might deal with the interaction of its tax system and inflation.35 
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First, it clearly indicates a tendency to move in short tentative steps, 
rather than venturing out in sharp, discontinuous steps. Even the indexing 
of nominal amounts was introduced gradually over several years, rather 
than suddenly. Trial and error has played an even more important part in 
the more complicated area of inflation adjustment in the measurement of 
income from business and capital. Thirsk (1988) has written: 

The policy reactions to a particular tax issue can best be described as being 
a sort of fiscal tatonnement, or process of government groping, in which 
policymakers never quite manage to get itright the first time but gradually, 
and sometimes after a few false starts, converge on asatisfactory solution to 
a problem. Partial, indirect and incomplete tax remedies are replaced by 
more direct and comprehensive tax measures that work better. 

Second, the perceived desirability of inflation adjustment clearly de
pends on the expected rate of inflation. The 1970s began with the belief that 
Colombia might soon return to the relatively low rates of inflation experi
enced before 1970. During the period covered by this survey policy makers 
have become less sanguine about inflation and have therefore introduced 
increasingly far-reaching measures for inflation adjustment. 

Third, it is apparent that some of the hesitancy with which Colombia has 
moved in this area reflects the state of academic thinking on inflation 
adjustment, as well as the accumulated experience of other countries. As 
Thirsk (1988) has noted, "The power of ideas and the prevailing intellectual 
climate is apparent in explaining why certain tax measures were adopted at 
the time." In the 1960s influential foreign advisers urged that inflation 
adjustment be rejected because they emphasized the role taxation plays as 
an automatic stabilizer. More recently, less emphasis has been placed on the 
stabilizing effects of fiscal policy and more on the inequities and distortions 
that result from an unindexed income tax. Perry and Crdenas (1986:177-78) 
note that in accentuating the stabilizing characteristics of an unindexed 
income tax, Colombia was following the conventional wisdom of the day
wisdom that was increasingly repudiated when the developed countries 
experienced the double-digit inflation of the 1970s. 

To some extent the increased attraction of inflation adjustment may be 
traceable to the fact that in 1984 the U.S. Treasury Department proposed a 
system of inflation adjustment for the United States that included a proposal 
for interest indexing somewhat similar to that enacted in Colombia in 1986. 
This may have given inflation adjustment an aura of respectability it had 
lacked before; after all, inflation adjustment had previously been employed 
primarily by countries with extremely high rates of inflation-countries that 
Colombia did not necessarily want to be seen to emulate. 

This shift in emphasis, in turn, reflects developments in thinking about 
the effects of taxation, especially during periods when inflation has occurred 
or is expected. The Taylor report says essentially nothing about the need to 
combine inflation adjustment ofdepreciation allowances with interest index
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ing if distortions and inequities are to be avoided. The Musgrave report notes 
explicitly the importance of this link between the two sides of the balance 
sheet, but without any detailed analysis; indeed, its proposal for accelerated 
depreciation can be interpreted as being quite inconsistent with its failure to 
propose inflation adjustment of interest expense. The 1988 report focuses 
strongly on the need for consistency in the treatment of real and financial 
issues in inflation adjustment. In this it employed the analysis of marginal 
effective tax rates, a methodology that did not exist at the time of the Taylor
and Musgrave missions. Of course, the 1986 legislation that provided interest 
indexing had already been b-.sed on a clear recognition of the need for 
interest indexing or its equivalent. 

A final academic development that has recently influenced policy advice 
in Colombia, if not yet tax policy, is the increasing interest in consumption
based direct taxes. At the time of the Taylor and Musgrave missions a 
consumption-based tax was thought to be administratively infeasible, 
though perhaps attractive on economic grounds. By 1988 the economic ad
vantages ofsuch a tax had taken second place to the perceived administrative 
advantages of the SAT, which many tax experts consider to be substantially 
easier to implement than an income tax, especially one adjusted for inflation. 
For reasons described in the previous section the government of Colombia 
decided against the SAT. 

Colombia has one of the best income tax structures in Latin America. 
This is especially true now that it has adopted an integrated system of 
inflation adjustment for implementation beginning in 1992. (The recent 
decision to repeal the net wealth tax is, however, in the minds of many, an 
unfortunate step backward.) Historically, the quality of its tax administration 
has lagged behind that of its tax structure. As a result, the tax system has not 
been as good in practice as on paper. Despite administrative reforms taken 
since 1986, the next step in Colombian tax reform would appear to be 
increased focus on adminisirative matters.36 
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Tax Reform and the Value-Added Tax: Indonesia 

In the 1970s and 1980s, value-added taxes became prominent features in the 
tax systems of dozens of less-developed countries (LDCs), particularly those 
classified as middle-income nations (World Bank 1988b: Appendix Table 1). 
Indeed, successful revenue results from comprehensive tax reform in LDCs 
have been strongly associated with implementation of value-added taxes 
(VATs) in a very high proportion of Uses (Gillis 1989b). Moreover, value
added taxes as implemented in more recent tax reform programs have 
tended to be simpler in structure than was the case for VATs adopted by 
LDCs in the late 1960s and early 1970s. 

The case of Indonesia is relevant for a volume on tax reform for several 
reasons. First, a value-added tax was the cornerstone of the far-reaching tax 
reform adopted in that country in 1983. Second, the tax, imposed at a flat rate 
of 10 percent and initially with no provision for exemption by product 
category, is one of the simplest types of VAT ever adopted anywhere. In fact, 
the law establishing VAT prohibits use of more than one flat rate of tax. Third, 
the revenue performance of the VAT has, in its first three years of existence, 
easily fulfilled original expectations. Fourth, the Indonesian experience with 
the VAT thus far provides yet another example of the iower vulnerability of 
the tax-credit type of VAT to the corrosive effects of rent-seeking behavior, 
relative to other types of VAT and to income taxes. Fifth, the Indonesian case 
illustrates one of the many paradoxes of the VAT: extending the base of the 
tax may not always result in increases in revenue. 
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Finally, the Indonesian case is of some interest precisely because it 
illustrates how a VAT may be deployed to enhance chances of success for 
comprehensive reform of entire tax systems. In 1983 thoroughgoing changes 
were also adopted in business and individual income taxes. These changes
remained essentially intact through 1989. The new income tax law applies to 
the income of all business firms and individuals. Whereas the old, separate
income tax laws provided for progressive rates of tax reaching 50 percent for 
individuals and 45 percent for firms, the new unified system involves a 
maximum rate of only 35 percent. Although income taxes still account for 
more than three-fifths of total revenues, three-quarters of all income tax 
collections flow from foreign oil companies, so that the VAT is by far the 
most important source of nonoil tax revenue. The new property tax law 
applies at a single rate on all types of property and at present low rates has 
not become a major revenue source. The relative importance of taxes on 
foreign trade has been declining steadily since 1980: combined import and 
export duty collections were only marginally more important in the revenue 
structure than tobacco and alcohol excises and so-called "nontax" revenues 
(timber royalties and dividends paid to the government from state-owned 
firms). Together, taxes on foreign trade, nontax revenues, and excises ac
count for less revenue than the VAT. Excises as well as taxes on foreign trade 
were scheduled to further decline in relative importance after 1987, while the 
shares of nonoil income taxes and property taxes are due to rise. Reform of 
this latter group of direct taxes was enacted in the expectation that a substan
tial gestation period would be essential before significant returns from basic 
changes in direct taxes would be forthcoming. This expectation, based pri
marily on recognition of weakness in tax administration, has proven largely 
correct. 

This chapter first depicts the Indonesian VAT against the broader back
drop of the first two decades of worldwide experience with this form of sales 
tax. It then discusses the factors precipitating tax reform and the decision to 
enact a VAT in Indonesia. The third section reviews the first three years of 
experience with this fiscal instrument. Finally, the chapter attempts to iden
tify lessons that might be distilled from this particular episode in tax reform. 

Worldwide Experience with the VAT 

The VAT may not represent the wave of the future in worldwide tax reform,
but it is clearly the wave of the present. Nearly sixty countries have chosen 
one or another form of VAT since it was first adopted in its comprehensive
retail form in Brazil in 1967 (Gillis, Shoup, and Sicat 1989). (Both Colombia 
and France, however, utilized manufacturer's-level value-added taxes be
fore that time.) Adoption of the comprehensive VAT in Brazil was followed 
in short order by adoption in Denmark (1967) and Uruguay (1968), and was 
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subsequently made a condition for entry into the European Community (EC)
by all original members of the EC. Thus for later entrants to the EC, the VAT 
was a requisite for membership in an organized trading community; the 
forty-odd less-developed countries that had adopted the tax by 1987 did so 
even in the absence of such an incentive. 

Preference for the VAT in indirect tax reform proposals over the past two 
decades has been striking. In industrial countries over that period, only
Australia (1985) rejected the VAT option in favor of another form ofsales tax, 
in this case a single-stage retail tax that itself was ultimately rejected. In 1988 
both Canada and Japan were actively considering adoption of the VAT. For 
middle-income LDCs, the recent predilection for the multiple-stage VAT in 
tax reform programs has been almost universal: there are virtually no ex
amples of adoptions of single-stage sales taxes in LDCs over the past two 
decades. Moreover, the VAT has been an integral part of very recent tax 
reform proposals for Jamaica (1986), Pakistan (1987), and Malawi (1988). 
Table 13.1 provides a chronology of adoption for the VAT in twenty-five 
selected LDCs, as well as information on the share of the tax in both GDP 
and total tax revenues. 

By 1987, somewhat more than half the LDCs Aow using the VAT and all 
but two countries included in Table 13.1 (Indonesia and India) employed the 
comprehensive form of the tax (Gillis, Shoup, and Sicat 1989). But at least 
two of the countries now utilizing the comprehensive VAT first employed
the cruder manufacturer-importer level VAT of the type used by Colombia 
from 1966 to 1984 and France from 1954 to 1968. 

Otherwise, the value-added taxes adopted by LDCs since 1968 have 
tended to share three common features. First, all such taxes have employed 
the tax-credit method of collection, the administrative advantages of which 
have been partly responsible for decisions to choose VAT over other forms 
of sales tax.' Second, an overwhelming majority of LDCs have chosen the 
consumption-type VAT, as opposed to the income or gross product types of 
VAT. Finally, all value-added taxes employed in LDCs are, like those of the 
EC, imposed upon the destination principle. 2 

Reasons for Widespread Adoption of the VAT 

Rationales for adopting the VAT have of course varied greatly among 
countries. But by the late 1970s, the VAT had acquired an international 
reputation that made it an attractive option in a large number of tax reform 
programs. Four widely perceived, and often overstated, advantages of the 
tax seem to have been particularly significant in influencing policy makers 
in LDCs to opt for the VAT: revenue-generating capability, administrative 
advantages, and implications of the tax for economic neutrality and export 
prolmotion. 
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TABLE 13.1 	 Two Decades of Value-Added Taxation in Selected Developing 
Countries, 1966-1988 

VAT revenue as Basic Other 
Year VAT first VAT as % %of total tax VAT rate VAT rates 

Country introduced of GDP' revenuea (%) (% 
Colombia 1966 b 2.1 27.0 10 0,4, 6, 20, 35 
Brazil 1967 6.5 28.7 17 
Uruguay 1968 4.6 23.5 20 12 
Ecuador 1970 1.3 12.4 6 
Bolivia 1973 b n.a. n.a. 10 
Chile 1975 8.1 37.4 20 0,0.5, 33, 35, 

50,90 
Costa Rica 1975 3.7 17.4 10 
Argentina 1975 1.9 14.9 18 5,23 
Nicaragua 1975 2.8 10.4 10 25 
Honduras 1976 1.5 12.2 5 6 
Panama 1977 1.9 9.1 5 
Korea 1977 4.0 25.1 10 0,2, 3.5 
Mexico 1978 3.2 19.7 15 0, 6,20 
Haiti 1982 1.1 11.5 10 
Peru 1982 4.3 31.2 6 
Guatemala 1983 1.6 24.8 7 
Dominican 

Republic 1984 0.9 9.9 6 
Madagascar 1984 3.2 26.4 15 
Turkey 1985 3.1 21.9 10 
Indonesia 1985c 2.9 16.7 10 
Niger 1986 n.a. n.a. 25 15, 35 
Portugal 1986 n.a. n.a. 16 0,8, 30 
Taiwan 1986 n.a. n.a. 5 
India 1986c n.a. n.a. n.a. 
Malawi 1988c n.a. n.a. n.a. 
n.a. = not available. 
a.1983 data, except Indonesia (1987).
b.Introduced initially as amanufacturer's-level VAT, later converted to a retail VAT. 
c.Manufacturer's-level VAT.
 
SOURCE: .,;Ika Casanegra de Jantscher, 1989, 'Problems of Administering aValue-Added Tax in
Adapted from 
Developing Countries,' The Value-Added Tax inDeveloping Countries, edited by M.Gillis, G.Sicat, and C.Shoup
(forthcoming). 

The VAT as money machine. The record of the VAT in generating large 
amounts of revenue quickly, and in comparatively painless fashion, has 
given it a reputation as a "money machine." This reputation has been 
questioned (Stockfish 1985) insofar as it stems from experience in European 
countries, but the record in LDCs does lend some credence to the alleged 
revente advantages of the VAT relative to the taxes it has replaced. In all 
LDCs that adopted the VAT before 1981 (except for the first Bolivian VAT 
adopted in 1973) the VAT as a percentage of GDP was appreciably higher in 
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1983 than in the year it was first introduced (Gillis, Sicat, and Shoup 1989).
In Indonesia, the share of VAT in GDP in 1987, at 4 percent, was nearly three 
times that garnered in 1983 by the taxes it replaced (see Table 13.2). And for 
half of the nineteen LDCs in Table 13.1 for which revenue data were avail
able, the share of VAT in GDP was higher than 3 percent; in all but two of 
these cases, the VAT constituted at least 20 percent of total tax revenue. Still,
in four of the countries listed in Table 13.1, VAT revenues were equal to or 
less than 1.5 percent of GDP. But in three such cases, the basic rate of VAT 
was appreciably lower than the average utilized elsewhere. Notwithstand
ing the marked revenue success of the VAT in nations such as Brazil and 
Chile (Table 13.1), its reputation as a money machine appears to have been 
at least slightly overstated. 

Administrative advantages. While claims, common twenty years ago, that 
the VAT was largely self-administering are now heard rarely, it is neverthe
less true that certain features of the tax-credit type of VAT do offer three 
principal advantages over single-stage sales taxes in limiting the scope for 
evasion. These are (1)certain of its self-policing aspects, (2) audit improve
ments possible from the cross-check of invoices, and (3) the fact that the VAT 
involves collection of a major portion of revenues before the retail stage.

The self-policing feature of the VAT, while limited, stems from the fact 
that underpayment of the tax by a seller (except, of course, a retail firm)
reduces the tax credits available to the buying firm. Even so, firms also subject
to income taxes have incentives to suppress information on purchases and 
sales in order to avoid not only VAT, but income taxes as well. Also, this 
putative administrative advantage of the VAT is diminished when evasion 
at the final (retail) stage of distribution is endemic. Cross-checking of in
voices-through matching invoices received by purchasers against those 
retained by sellers-when not carried to extremes, as it is in Korea, is a 
valuable aid in audit activities (Hutabarat and Lane 1989). But it is no 
substitute for true, systematic audit (Due 1963: 130-40). Finally, the fact that 
a large share of the VAT (all VAT revenues for preretail types of VAT, as in 
Indonesia) is collected prior to the retail level is an advantage, particularly
given the abundance in most LDCs ofsmall-scale retail firms that do not keep 
adequate records. In sum, the administrative advantages of the VAT are very 
real, if sometimes exaggerated. 

Economic neutrality. A neutral tax system is c. ie that raises the desired 
amount of revenue in such a way as to leave economic decisions unaffected, 
except by the effects of taxes in reducing real income and wealth. In recent 
years neutrality has become a more commonly sought goal than was the case 
in the 1950s and the 1960s (Gillis 1989a). The VAT, or at least a uniform-rate 
VAT, offers some minimal advantages in approaching neutrality relative to 
other forms of sales tax and to income taxes. 



TABLE 13.2 Indonesia's Tax Structure before and after Reform 
1983 1986 1987 (preliminary) 

Billions %of total Billions %of total Billions %of total 
of rupiah tax revenue %of GDP of rupiah tax revenue %of GDP of rupiah tax revenue %of GDP 

Internal indirect taxes 1,670 10.9 2.3 4,129 27.0 3.9 4,704 23.4 4.0 
Sales taxes (after

1984, VAT) 830 5.4 1.1 2,942 19.2 2.8 3,375 16.7 2.9 
Excises 775 5.1 1.1 991 6.5 0.9 1,106 5.5 0.9 
Stamp duties and other 65 0.4 0.1 196 1.3 0.2 223 0.1 0.2 

Taxes on foreign trade 661 4.3 0.9 885 5.8 0.8 1.122 5.6 1.0 
Import duties 557 3.6 0.8 820 5.4 0.7 938 4.6 0.8 
Export duties 104 0.7 0.1 65 0.4 0.1 184 1.0 0.2 

Income taxes 12,331 80.5 16.7 8,019 52.4 7.5 13,034 64.4 11.0 
Taxes on oil/liquefied 

natural gas firms 10,398 67.9 14.1 5,559 36.4 5.2 9,716 48.1 8.2 
Nonoil income taxesa 1,785 11.7 2.4 2,189 14.3 2.0 2,838 14.0 2.4 
Interest, dividends, and 

royalty tax 148 0.9 0.2 271 1.8 0.3 480 2.3 0.4 
Property taxes 132 0.9 0.2 238 1.6 0.2 260 1.3 0.1 
Nontax revenueb 520 3.4 0.7 2,022 13.2 1.9 1,102 5.5 0.9 

Total revenue 15,314 100.0 20.8 15,293 100.0 14.3 20,222 100.0 17.0 
Nonoil revenue 4,916 32.2 6.7 9,734 67.3 9.1 10,506 52.0 8.8 
a. Includes both individual and corporate income taxes. For nonoil income taxes, the share for corporate income taxes in 1986 GDP was 1.4 percent. The share of individual income taxes 
was less than half as high, at only C.6 percent of GDP. 
b.Primarily dividends from govemment-owned enterprises for 1983. The 1986 figure includes temporary windfall from surplus on domestic oil operations.
SourcE: Ministry of Finance, Republic of Indonesia. 
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First, a value-added tax is imposed upon something that no firm would 
try to maximize (Shoup 1969). Second, the consumption-type VAT is supe
rior to other forms of sales taxes in freeing producer goods from tax (Gillis
1985b). Finally, as noted just below, the tax-credit type of VAT, unlike 
single-stage taxes, offers a small but important advantage in achieving 
neutral treatment of traded goods. 

Exports and the VAT. One frequently voiced argument for replacing other 
forms of broad-based indirect taxes with a tax-credit type of VAT is that 
exports can easily be freed of tax under the latter but not the former. This may
be done under the VAT merely by zero-rating all exports. 3 This capability has 
been an important consideration in countries utilizing fixed exchange-rate 
systems and also seeking expansion of manufactured exports. The superior
ity of the VAT in freeing exports from tax is well established and in fact was 
the principal argument employed in support of a shift from a single-stage 
retail tax to a VAT in Sweden in 1969 (Cnossen 1975:514). 

The VAT as Cornerstone of the Indonesian Tax Reform of 1983 

Planning for reform. The decade 1971-1981 was a period of unprecedented
economic prosperity for Indonesia. Real GDP had grown at an average
annual rate of 7.9 percent; GDP per capita rose 5.5 percent per year. Nonoil 
exports, stagnant for the early part of the period, were growing rapidly
following a successful devaluation in 1978, and the inflation rate had settled 
to 7 percent, not far above world inflation. Two successive booms in the 
world oil market had led to a seventy-eight-fold increase in oil and gas export
earnings over the period. By 1980 oil accounted for 71 percent of exports and 
two-thirds of tax collections; government spending as a share of GDP in 1981 
was, at nearly 24 percent, 60 percent higher than in 1971 (Gillis 1984).

World oil prices peaked in January 1981, at a time when many financial 
institutions were projecting continued strength in the world oil market 
through the rest of the decade (World Bank 1981). While a budget deficit of 
2.5 percent of GDP was projected for the year, inflows of project aid were 
expected to be more than sufficient to cover this shortfall. In sum, revenue 
pressures for tax reform were entirely absent. Nevertheless, the minister of 
finance, supported by influential colleagues in the national planning agency,
decided in January 1981 to initiate preparations for fundamental tax reform, 
to be implemented sometime before the middle of the decade. 

This group of decision makers viewed tax reform as essential with or 
without continued boom conditions in world oil markets. On the one hand,
the prospect of another decade of high petroleum prices was seen as propi
tious for tax reform. Under these conditions, revenue risks from fundamental 
changes in the revenue structure would be negligible. Continuation of the 
oil boom would also vastly reduce the political risks of tax reform. Thus, 
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reform could focus heavily on base broadening and tax simplification, be
cause the cushion provided by oil revenues would allow for substantial 
reduction in tax rates in income and sales taxes. Sustained inflows of oil taxes, 
then, would present an opportunity for fundamental restructuring of an 
antiquated, corruption-ridden, and inordinately complex tax system. 

On the other hand, the ministers did not share widespread optimism 
about the future of the word oil market, particularly in the medium term. 
Any considerable weakening in the world oil market before the middle of 
the decade would present grave problems for economic management; a 
collapse in the market would be ruinous. This vulnerability existed because 
the sharp rise in government spending had been accompanied by a palpable 
slackening in the efforts of the tax administration to collect domestic nonoil 
taxes. By 1981 the ratio of nonoil taxes to GDP had slipped to 6.1 percent (see 
Table 13.3) or about 26 percent of total government spending. Tax rate 
increases in the outmoded revenue system in place in 1981 could not be 

TABLE 13.3 Domestic Tax Revenues inIndonesia as Percentage of GDP, 1967-1987 
Tax receipts on oil and 

Nonoil domestic tax liquefied natural gas Total domestic tax 
Year receiptsa (1) exports (2) receipts (1) + (2) 
1967 6.2 0.9 7.1 
1968 60 1.2 7.2 
1969 7.3 1.7 9.0 
1970 8.3 2.0 10.3 
1971 8.7 3.0 11.7 
1972 8.7 4.3 13.0 
1973 9.2 5.1 14.3 
1974 7.4 9.0 16.4 
1975 7.9 9.8 17.7 
1976 8.4 10.4 18.8 
1977 8.4 10.2 18.6 
1978 8.8 10.2 19.0 
1979 7.9 13.7 21.6 
1980 7.2 15.8 23.0 
1981 6.1 15.0 21.1 
1982 6.8 12.2 19.0 
1983 6.7 14.1 20.8 
1984 6.1 14.6 20.7 
1985 8.0 11.8 19.8 
1986 9.1 5.2 14.3 
1987b 8.8 8.2 17.0 
a.Nonoil tax revenue includes surpluses from domestic oil operations in1986 and 1987:1986 =977 billion rupiah;
1987 = 114 billion rupiah. 
b.Preliminary figures.

SouRcE: 1967-1979: Malcolm Gillis, "Episodes inIndonesian Economic Growth," inWorld Economic Growth, edited
 
by Arnold C.Harberger (San Francisco: ICS Press, 1984), Table 3; 1980-1987: Ministry of Finance, Republic of
 
Indonesia.
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expected to generate collections anywhere near that which would be re
quired in the event of even a moderate fall in oil prices, much less the 
precipitous drop that actually occurred in 1985-1986. In 1981 decision mak
ers therefore viewed fundamental tax reform as essential, whether or not oil 
prices remained high. 

The old tax system. The tax system in place before reform was extremely 
complex, primarily because of decades of attempts to manipulate tax bases 
and tax rates to achieve nonrevenue goals. Complexity was compounded by 
ad hoc measures required to compensate for revenue losses due not only to 
fiscal fine-tuning but also to tax evasion facilitated by widespread corruption 
in tax administration. 

Indirect taxes. The internal indirect tax system in place before 1984 
consisted of three principal elements: a sales tax of the cascade, or turnover, 
type extending through the manufacturing stage; sumptuary excise taxes on 
tobacco, beer, sugar, spirits; and assorted stamp duties. These taxes ac
counted for about 11 percent of total tax revenues, or about 2.3 percent of 
GDP, with the sales tax making up nearly half of that (see Table 13.2). The 
excise system, the fourth-largest source of overall tax revenue, was working 
reasonably well; accordingly, a decision was made to leave these levies 
unchanged. Stamp taxes, insignificant revenue sources in any case, were to 
be abolished except for a small number that were easily enforced. Other 
indirect taxes were import duties, which by 1983 had become a minor source 
of revenue, owing both to the effects of high protective tariffs and growing
reliance on such nontariff barriers as quotas. Import duties were but 3.6 
percent of total tax revenues and less than 1 percent of GDP. The principal 
focus of indirect tax reform was to be upon the sales tax. 

The antiquated, cascade-type manufacturer's tax utilized in Indonesia 
had been discarded by virtually all countries well before 1980. The numerous 
inherent defects of this form of sales tax (Due 1957) were compounded in 
Indonesia by its eight different tax rates ranging from 1 percent to 20 percent. 
Largely because of a complicated structure of exemptions, the tax was also 
an unproductive source of revenue. Whereas in other LDCs sales taxes 
typically account for 20 to 25 percent of revenue (Ahmad and Stern 1987: 6) 
and 4 percent to 5 percent of GDP (Tait, Gratz, and Eichengreen 1987:147),
Indonesian sales tax revenues were but 5 percent of total tax collections and 
about 1percent of GDP. Further, the structure of the sales tax provided ample 
scope for corruption and evasion: under the system of multiple tax rates, 
sales could easily be understated and/or misclassified. Finally, the impossi
bility of determining the sales tax element in export prices gave rise to an 
inordinately complicated and costly export rebate system that was subject to 
both official and taxpayer abuse. 
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Income and property taxes. The old systems of income and property taxes, 
as well as those emerging from the process of tax reform, have been depicted 
in detail elsewhere (Gillis 1989c) and are described here only in outline form. 

lncome taxes other than those collected from.foreign oil companies were 
not major sources of tax revenue before the reform. Nonoil income taxes were 
but 2.4 percent of GDP in 1983. Personal income tax revenues by themselves 
were less than one-half of 1 percent of GDP (see Table 13.2). Moreover, little 
corporate tax was collected from private domestic and forci1r,, firms: state
owned enterprises typically accounted for between two-fiftl i and one-half 
of corporate tax collections. The poor revenue performanc( of the income 
taxes was attributable partly to major structural defects and partly to severe 
administrative shortcomings (Gillis 1989c). The tax on individuals was im
posed at steeply progressive rates beginning at 5 percent and rising to 50 
percent on all income in excess of US$14,000. The base was riddled with 
exemptions and exclusions. Tile tax on business firms was also applied at 
graduated rates of 20 percent, 30 percent, and, on profits above US$39,000, 
45 percent. The base of the corporation tax, like that of the personal income 
tax, had been narrowed by all manner of exclusions, chiefly those related to 
tax incentives promoting industry, exports, regional development, the stock 
market, and taxpayer use of public accountants. A special tax regime applied 
to the operations of foreign oil companies, with methods for determination 
of tax liabilities spelled out in contracts between the foreign firms and the 
government oil enterprise. The essence of taxes on foreign oil companies was 
that all levies combined were intended to capture 85 percent of their net 
income (after deduction of all allowable costs). 

Property taxes, primarily collected in rural areas, were truly insignificant 
sources of revenue, accounting for less than 1 percent of total tax revenues 
and only 0.2 percent of GDP (see Table 13.2). The extensive fine-tuning that 
characterized income taxes was carried over into the multiple-rate property 
tax, the system was permeated with exemptions, and land valuations were 
seriously out of date (Gillis 1989c). 

Objectives of the Indonesian tax reform. Four principal objectives were 
uppermost in the minds of decision makers as preparations for tax reform 
began in 1981 and 1982. These goals are grouped under four general head
ings: revenue, income distribution, economic neutrality, and tax administra
tion and compliance. 

From revenueneutralityto revenueenhancement.Although decision makers 
began their work with the goal of revenue neutrality (that is, of maintaining 
the current level of tax revenues), it became clear by late 1982 that the reform 
of nonoil taxes would have to be revenue-enhancing in order to avoid 
massive budget deficits in 1984 ,nd thereafter. Oil export prices began to 
weaken in 1982, in a gradual process that continued until late 1985, by which 
time prices per barrel were 25 percent lower than in 1981. Abrupt collapse of 
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the market in 1986 sent prices to as low as US$10 per barrel by mid-year or 
less than 30 percent of the 1982 peak. The steady weakening of the oil market 
through 1983 was itself enough to cause the government to move quickly to 
implement a series of five major policy reforms across a wide front. These 
drastic measures were designed to restructure the economy so that Indonesia 
would be positioned not only to cope with the effects of lower oil prices, but 
to capitalize on the recovery expected in the world economy in 1984-1985. 
These 1983 policy reforms included a sharp reduction in government subsi
dies on domestic consumption of oil in January, a 28 percent devaluation of 
the rupiah in March, cancellation or postponement of several large capital
intensive government projects involving several billion dollars in mid-May,
and fundamental liberalization of financial policy in June. The tax reform, 
initially planned as a stand-alone adjustment to be implemented at a time 
when the treasu.-y was flush with oil revenues, instead became the last in a 
series of measures intended to deal with the dislocations caused by the 
post-1981 collapse in oil prices. 

Income distribution.Income distribution issues have occupied the atten
tion of economic policy makers ever since Indonesia declared independence
in 1945. But whereas income distribution policies before 1966 focused pri
marily on reducing relative impoverishment (uneven distribution of income 
across income classes), since 1966 they have emphasized alleviation of abso
lute impoverishment-in other words, raising living standards for the poor
est 40 percent of society, especially for the millions of poor rural households, 
particularly in Java (Gill.'s 1989c: ch. 4).

Policy makers have seen the budget as playing a significant role in 
rectifying problems of income distribution, but they have placed emphasis 
almost wholly on the expenditure, not the tax, side of the budget. In the case 
of the 1983 tax reform, the decision makers expected the tax system to 
provide growing revenues to finance programs dealing with poverty, par
ticularly rural poverty, but they did not regard tax instruments per se as 
useful in reducing relative impoverishment by leveling down high incomes. 
Pessimism about the role of taxation in income redistribution stemmed 
primarily from widespread recognition of serious and long-standing
weaknesses in tax administration. Moreover, empirical studies conducted as 
part of the research program preceding tax reform indicated that decades of 
emphasis on redistributive tax policies had accomplished little in the way of 
income redistribution in Indonesia. For example, the effective rate of income 
tax for the richest 5 percent of the population was only 4 percent in 1981, 
although the nominal tax rate applicable to income for this group was 50 
percent (Gillis 1985a: 234). 

The ineffectuality of the tax system in promoting redistribution was also 
a consequence of defects in tax structur,.. Income, sales, and property taxes 
prevailing before the 1983 reform were replete with exclusions and exemp
tions. Although proponents of many of these provisions sought to justify 
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them on grounds of reducing income inequality, the effects were generally 
otherwise. Income items excluded or favored under the income tax-hous
ing and auto allowances, free use of vacation homes, physicians' fees, interest 
income, and salaries of civil servants-went overwhelmingly to the wealth
iest one-fifth of the income distribution. 

The failure of progressive rates of income and sales taxes to secure 
significant income redistribution was apparent from an incidence study 
carried out in 1982-1983 for the reform program. Although this study, like 
all incidence studies, suffered from significant methodological and data 
limitations, it was nevertheless the most comprehensive ever undertaken for 
Indonesia. Results indicated that the poorest third of the population paid 5 
percent of their income in taxes, a share not much below that of all higher 
income groups up to the richest decile. And even in the richest decile, taxes 
were only 9 percent of income, except for the top quarter of this group (the 
top 2 percent of the income distribution) for whom the effective tax rate was 
estimated at 13.6 percent. It is to be noted that this figure for the topmost 2 
percent was largely a consequence of the assumption that the entireburden 
of both personal income taxes and export taxes was borne by this most 
affluent group (Gillis 1985a: 236). 

In view of Indonesian fiscal experience since 1966, and in light of such 
conclusions on fiscal incidence as were available, policy makers came to view 
the appropriate income distribution goal for tax reform as insuring that 
changes in taxation would not make the poor worse off, primarily by placing 
low-income households outside the tax net, to the extent possible. The tax 
side of the budget, then, was not to be used as an active tool for redressing 
problems of relative impoverishment. 

Economic neutrality. Indonesian tax pclicy in the three decades before 
1984 was purposely nonneutral. The tax system was viewed not only as a 
means of raising revenues and redistributing income, but also as a useful tool 
for guiding private consumption, investment, and employment decisions to 
ends sought by the state. Tax exemptions and differentiation of sales and 
income tax rates were the preferred techniques for securing desired non
neutralities. Favored activities or pursuits were provided tax incentives, 
primarily in the form of reduced rates, often equaling zero. Disfavored 
activities and products were ineligible for such incentives, or in some cases 
subjected to special rates of income and sales tax higher than those generally 
applicable to taxed undertakings. 

By 1981 thirty years of active pursuit of nonneutralities in taxation had 
yielded a tax system so interlaced with complex tax incentive arrangzments 
as to be almost inadministrable. By then, it had become clear to many within 
the government that whatever useful social purposes were served by efforts 
to fine-tune the tax system-and there is scant evidence that useful purposes 
were in fact served-the attendant costs had become unacceptably high. 
These costs were measured not only in terms of tax revenues forgone, but in 
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terms of the administrative difficulties involved in operating a sysLm over
loaded with incentives (Gillis 1985a: 245-49). 

By 1982 decision makers were in any case already predisposed to discard 
as unworkable most of the elaborate system of tax preferences that had 
evolved over the previous two decades. By 1983 this predisposition had 
changed to a strong preference for economic neutrality in the tax structure, 
owing to results of several studies of tax preferences unde-taken for the 
reform. Those studies revealed the wastes and complexities of not only the 
more bizar-e types of tax incentives (the incentive for firms to "go public"
and thereby promote a rudimentary stock market, the incentive for using
public accountants), but the most hallowed incentive of all: tax holidays for 
promotion of foreign and domestic investment (Gillis 1986: 247-48).

Accordingly, economic neutrality was a central emphasis of the reform 
package as presented to the Parliament in late 1983. Stress on neutrality was 
most evident in the shift toward greater uniformity in sales and income tax 
rates, the complete abandonment of tax incentives, and the broadening of 
the sales and income tax bases. In turn, these measures made possible the 
general lowering of income and sales tax rates, further advancing the goal of 
neutrality and the reduction of economic waste.4 

Administration and compliance. The impetus for tax reform in Indonesia 
did not originate within the tax administration itself. On the contrary, there 
was initially no significant support for reform among any of the senior 
officials responsible for assessment and collection of taxes. Heavy inflows of 
oil tax revenues from 1973 to 1981 meant minimal pressure for better tax 
collection performance. Moreover, tax administrators had few incentives for 
undertaking changes of any kind, as large numbers of them had come to 
enjoy financial prosperity well beyond that supportable by official salaries 
for civil servants. Except for the most senior officials, installed in 1981, the 
tax administration remained ambivalent if not hostile to the reform program 
right up to the time it was implemented. 

Nevertheless, the relevant decision makers in the Ministry of Finance 
and in the rest of the cabinet were acutely conscious of serious shortcomings
in the tax administrative machinery. A major objective of the reform was 
therefore to improve tax administration and facilitate taxpayer compliance,
and in the process curb needless costs of collection as well as reduce the scope
for corruption. The means adopted for achieving these objectives were 
threefold: 

1. 	drastic simplification of tax laws 
2. 	 establishment of a new, computerized tax information system for 

both sales and income taxes 
3. 	 reform of tax procedures (such as rules and regulations governing 

filing, penalties, assessments), with stress on the need fordepersonal
ization of tax administration 
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Simplification would have been a significant emphasis of the 1983 re
forms even in the absence of any explicit decision to seek fundamental 
improvements in tax administration and compliance. The decision to de
emphasize the role of the tax system in income redistribution, as well as the 
shift toward greater economic neutrality in taxation, would by themselves 
have reduced the complexity of tax laws and regulations. In addition, sim
plification was seen as a sine qua non for major improvements in tax admin
istration. Decision makers expected simplification to narrow the scope for 
corruption, since complexities and ambiguities in tax law were used by tax 
collectors and taxpayers alike to cloak their transgressions. Simplification 
was also expected to foster improved taxpayer compliance by increasing 
certainty in tax collections. 

Finally, simplification of income and sales tax law was required to 
facilitate the task of revamping and modernizing the tax information system. 
Efforts to computerize some of the operations of the Ministry of Finance had 
begun as early as 1971. All those initiatives were stillborn, however, partly 
because they were seen as threatening to some groups within the tax admin
istration and partly for a purely mechanical reason. Some upper-level tax 
administrators had long opposed installing a computerized system because 
many compromised officials feared that the system would not only be 
accessible to, but under the control of, other agencies within the ministry 
rather than the tax department, thereby increasing the risk that corruption 
might be exposed. Further, the cash registers used to record taxpayer pay
ments at local treasury offices around the nation had space for only nine 
digits, an insufficient number to allow utilization of a workable system of 
taxpayer identification numbers. This argument against computerization 
was finally negated by a fortuitous 1981 decision to purchase new electronic 
cash registers capable of handling sixteen digits, more than enough to 
accommodate the system of taxpayer identification numbers. The govern
ment then decided to make substantial investments in hardware, software, 
and foreign expertise in the construction of a new computerized tax infor
mation system that would allow not only vastly improved master tax files, 
but speedier and more systematic monitoring of collection performance. 

Reform of taxpaying procedures for sales and income was not viewed 
as a critical need in the initial stages of preparation for the tax reform. But as 
the architects of the reform came to understand the interplay between tax 
procedures and tax administration, this too became an important priority. 
Tax procedures include provisions specifying how taxpayers shall comply 
with their tax obligations as well as the administrative structure governing 
the execution of responsibilities of tax officials. The procedures concern, for 
example, assessment and refund of taxes, timing of payments, filing of 
returns, collection of arrears, objections and appeals, and fines and penalties. 

These procedures varied from tax to tax, and many had gone unrevised 
for decades. Further, the levels for many fines and penalties had been set in 
the 1950s and 1960s, and inflation had eroded any deterrent effect they once 
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may have had (for example, a transgressor might face six months in jail or a 
fine of 1,000 rupiahs-US$0.75). Other penalties were set at such unrealisti
cally high levels as to be unenforceable. The government began to see a 
completely new law, consolidating all procedures for all taxes, as an essential 
complement to reforms governing income and sales tax structure. Two 
themes were to shape the new law on procedures: simplification (also
planned for the tax structure) and depersonalization of tax administration. 
Depersonalization involved a general reduction of discretionary authority
in the hands of tax officials and a decline in the number of direct contacts 
between taxpayers and tax officials. Instead, greater reliance would be placed 
on withholding methods and on electronic data processing of taxpayer
information sent to district offices. Finally, depersonalization required a shift 
from the decades-old tradition of official assessment of tax liabilities to 
self-assessments by taxpayers. The move toward self-assessment also sup
ported other aims of procedural reform. With self-assessment, the number 
of personal contacts between taxpayers and officials-and therefore the 
number of opportunities for collusion-is fewer. Also, the shift toward 
self-assessment would reduce the routine workload on tax officials, allowing
for more ard better audits of cases promising high revenue payoffs. 

The reformed system. The new tax laws were adopted by Parliament in 1983 
and implemented in 1984-1986. The new system reflects the view that the 
four objectives cited above are best served by a vastly simplified tax system
oriented primarily toward raising revenues. Accordingly, the reform heavily
stressed simplification of both tax structure and tax administration. Simpli
fying the tax structure required extensive broadening of the base of both 
income and consumption taxes, with reliance upon an unprecedented degree 
of uniformity in tax rates. 

Income tax reform was implemented first, effective on January 1, 1984. 
The new VAT, which was to replace existing sales taxes, was initially
scheduled to be in operation by June 1984, but this starting date was post
poned until April 1985 because of inadequate preparation within the tax 
administration. Property tax reform was implemented in 1986. The center
piece of the -ceform,certainly from a revenue standpoint, was, however, the 
VAT. The radical transformations of the income5 and property taxes, de
scribed elsewhere in some detail (Gillis 1985a, 1989c), reflect the same prin
ciples as those guiding sales tax reform: simplification flowing both from 
marked broadening of tax bases and from the use ofsharply lower and more 
uniform tax rates. 

The VAT formulated to replace the archaic multiple-stage manufact
urer's tax was, as initially implemented, the simplest VAT ever adopted
anywhere. The VAT option was chosen over other forms of sales tax for 
essentially the same reasons, described above, that virtually all LDCs have 
selected the VAT in tax reform programs since 1968: its reputation, deserved 
or not, as a money machine, its perceived administrative advantages relative 
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to single-stage retail and preretail taxes, its neutrality advantages, and its 
efficacy in freeing exports from tax. 

While the new sales tax law allows extension of the VAT to the wholesale 
and retail levels, immediate coverage of these stages of distribution was 
deemed infeasible, primarily on administrative grounds, principally because 
of the severe difficulties that would be involved in bringing hundreds of 
thousands of wholesale and retail firms within the scope of the tax. The VAT 
will be extended to these stages of distribution once authorities decide that 
tax administration is equal to the task, and certainly not before the year 2000. 
From 1985 to 1989, the tax was confined to the manufacturer-importer level. 

The VAT is imposed at a uniform rate of 10 percent on all taxable goods, 
whether imported or produced domestically. The reformed sales tax law 
prohibits the use of differentiated tax rates. However, the minister of finance 
is empowered to raise or lower the uniform rate within a band of 5 to 15 
percent, depending on revenue needs. The tax is assessed on the tariff
inclusive value of imports. Initially all imports were subject to tax in the 
customs house, but by 1988 a limited number of capital-good imports and 
raw materials had been awarded special treatment: VAT on these items may 
be postponed until a later date, typically when the project commences 
operation. This means, of course, that importation of capital equipment gives 
rise to no tax credits against taxes due on sales. In other cases, VAT liability 
is "suspended" on imports. And in a very limited number of cases, the VAT 
on the delivery and/or importation of certain iaxable goods is borne by the 
government; as a practical matter such imported goods bear no tax as long 
as they are not resold to other firms.6 

The Indonesian VAT, lil.e those used in the European Community, is 
imposed on the destination principle, employs the tax-credit method of 
collection, and is intended to be a levy on consumption. The implications of 
each of these features are discussed at length in other sources (Gillis and 
Conrad 1984; Gillis 1985a). 

Finally. the Indonesian VAT as adopted in 1983 differs from all those 
utilized by other countries (except Bolivia) through 1987 in one very impor
tant respect: the VAT law allows neither exemptions nor zero-rating of any 
locally manufactured products consumed domestically.7 (The Bolivian VAT 
also allows no exemptions.) It is important to note, however, that the base of 
a manufacturer's tax such as that used in Indonesia does not extend to such 
items as unprocessed food or other staples that do not go through a manu
facturing stage. Since such items are outside the tax base, and inasmuch as 
up to half of the consumption of the poorest 60 percent of households has 
been in the form of unprocessed food, the application of a uniform tax rate 
involves little risk that the VAT, as now constituted, imposes a significant 
burden on the poor. This is particularly true as long as agricultural producers 
do not make use of significant amounts of taxable inputs other than fertilizer, 
the sale of which is highly subsidized through the budget.8 
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Indonesia's VAT contains few of the features, such as differentiated 
rates, that have bedaviled sales tax administration elsewhore. The absence of 
exemptions by product category and the reliance on a uniform rate virtually
eliminate uncertainty as to what is taxable under the VAT, and at what rate. 

The prospects for successful operation of the new VAT were aided 
immensely by the fact that nearly 60 percent of the base of the tax passes 
through three bottlenecks that are easily accessible to the tax administration: 
the customs house, sales of refined petroleum products by Pertamina (the 
state oil enterprise),' and the 200-odd government-owned, and relatively 
large, enterprises whose sales would be taxable under the new tax law. Given 
these bottlenecks, the tax administration is in a position to collect more than 
half the potential VAT revenues with minimal expenditure of administrative 
resources, thereby enabling enforcement efforts to be focused on the remain
ing, less accessible portions of the tax base. 

Administrative feasibility was a critically important consideration in 
adoption of a relatively simple tax, since it was intended that the VAT furnish 
at least 60 percent of any incremental revenues expected from tax reform. 
But policy makers recognized that whatever the administrative, revenue, 
and neutrality arguments in favor of a flat-rate tax with virtually no exemp
tions, the political acceptability of such a tax would be limited; belief in the 
efficacy of rate differentiation in taxation was simply too widespread to 
ignore. 

Accordingly, in order to improve the political acceptability of the reform 
package, a special, separately administered "luxury" sales tax was devised 
to complement the VAT. This tax applies to sales of a very limited number 
of income-elastic products at rates of 10 and 20 percent; luxury taxes cannot 
be credited against the VAT. Taxable products include stereo sound systems, 
autos, firearms, aircraft, cameras, and yachts. These items are subject to the 
VAT as well, so that luxury items carry an indirect tax burden two to three 
times higher than nonluxuries. Altogether, the items subjected to the special 
higher rates of luxury tax constitute much too small a proportion of total 
consumption to generate substantial tax revenues (luxury tax collections 
were less than 6 percent of VAT revenues in 1985-1987) and account for too 
low a share of the spending of the rich to achieve much income redistribution. 
Nevertheless, the luxury tax has thus far served to protect the integrity of the 
uniform-rate VAT, and for that reason its political role in the success of the 
reform has been much larger than its limited revenue significance. 

Indonesia's Experience with the VAT: The First Three Years 

By mid-1988, there was enough evidence on the impact of the VAT on 
revenues, economic stability, and tax administration '.- allow some prelimi
nary generalizations. Several more years will be required before informed 
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judgments can be made about the income distribution and resource alloca
tion implications of the tax. 

Revenues. As expected, the VAT has been the revenue mainstay of the tax 
reform; within three years, VAT collections were nearly 3 percent of GDP, 
almost three times that of the taxes it replaced (see Table 13.2). Moreover, 
VAT revenues as a percentage of GDP had surpassed by 21 percent combined 
collections of the personal and nonoil business income taxes. The strong 
revenue importance of the VAT is all the more remarkable for two reasons. 
First, the tax rate is very low relative to value-added taxes employed else
where. Most of the twenty-odd LDCs using the retailVAT employ a standard 
rate of between 10 and 15 percent (Table 13.1), and in those countries the 
share of VAT collection in GDP has typically been between 2 and 4 percent. 
The Indonesian tax, however, is a manufacturer's VAT levied at a rate of 10 
percent. The retail equivalent of this rate is about 5 or 6 percent, since a 
manufacturer's-level tax does not generally include wholesale and retail 
distribution margins. Fven so, the share of the Indonesian VAT in GDP is not 
much lower than in several countries imposing higher (retail-equivalent) 
rates, and higher than in a few nations with (retail-equivalent) rates of 10 
percent and more (Table 13.1). The simplicity and uniformity of the Indone
sian VAT may indeed account for much of its strong revenue performance 
relative to value-added taxes used in many other LDCs. 

Second, strong rates of revenue growth for the VAT have continued in 
spite of the fact that a very large part of the VAT base did not grow at all after 
the tax was adopted in 1985. Domestic sales of refined petroleum products 
by the state oil firm Pertamina initially constituted about one-fifth of the base 
of the VAT. Historically, the nominal value of sales of refined petroleum 
products grew at about 12 percent per year over the period 1971-1982. From 
1985 through 1988, however, nominal consumption of these fuels rose hardly 
at all, partly because subsidies on refined products were drastically reduced 

TABLE 13.4 Sales Tax and VAT Revenues inIndonesia, 1984-1987 
Overall sales tax or Revenues from refined Revenues exclusive of 

VAT revenues oil productsa refined ui products 
Total (billions Percentage Total (bi!lions Percentage Total (billions Percentage 

Year of rupiah) change of rupiah) change of rupiah) change 

198 878 0 878 

1985 2,260 257 498 1,762 201 

1986 2,892 28 500 0 2,392 36 

1987 3,374 17 502 0 2,872 20 

Blank cell means not applicable. 
a.Gasoline, diesel fuel, kerosene, aviation gas, fuel oil. 
b. 1984 reflects the old sales tax, including sales tax on imports. 
SouRcE: Ministry of Finance, Republic of Indonesia. 

Domestic 
inflation 
rate 1%) 

4.4 
9.1 

9.3 
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in 1983 and 1984. Table 13.4 shows that overall VAT collections managed to 
grow at a healthy clip despite virtually zero growth in fuel sales. 

Largely as a consequence of the very strong revenue performance of the 
VAT, nonoil taxes as a percentage of GDP were nearly one-third higher in 
1987 than in 1983 (see Table 13.2). 

Economic stability. In retrospect, the tax reform could riot have come at a 
more propitious time. With another precipitous decline in oil prices in 
1986-1987, the absence of reform would have required even steeper cuts in 
government 	 spending beyond the draconian measures implemented in 
those years or woui'. have resulted in substantially larger deficits than 
actually occurred. Through tax reform, combined with sizable cuts in spend
ing, the overall budgetary deficit was reduced from nearly 4 percent of GDP 
in 1983 to a much more manageable 2.2 percent in 1987 (see Table i3.5). 

The contribution of the VAT to revenues was not the only way it 
contributed to economic stability. The VAT was implemented with almost 
negligible effects on the price level, contrary to the predictions of many 
businessmen, 	as well as economists, who claimed that introduction of the 
VAT would accelerate inflation. In this respect, the Indonesian experience 
with the adoption of the VAT was not inconsistent with that of nearly three 
dozen other countries for which studies of price effects of the VAT have been 
made (Tait 1989). 

In fact, neither the introduction nor the implementation of the VAT in 
Indonesia had any noticeable effects on the price level. The introduction of 
the VAT in April 1985 coincided with a decline in the consumer price index 
in April and May. Moreover, domestic inflation for the next twelve months 
was well below that for the previous year. 

Decision makers had announced with some confidence in January and 
February of 1985 that the price-level effects, not i' mention the inflationary 

TABLE 13.5 	 Government Spending, Revenue, and Deficits inIndonesia before and 
after Tax Reform 

Government spend- Total domestic tax re- Total foreign grants Budget deficit
Yeir ing as %of GDP ceipts as %of GDP as %of GDP' as %of COP 
1971 14.8 11.6 0.3 -2.9 
1981 23.8 0.221.1 -2.5 
1982 22.9 19.0 0.1 -3.8 
1983 24.8 	 0.120.8 -3.9 
1984 22.1 0.120.7 -1.3 
1985 23.7 19.8 0.1 -3.8 
1986 20.9 	 0.214.3 -6.4 
1987 19.2 16.8 0.2 -2.2 
a.Excludes project aid and all loans. 
SOURCE:Ministry of Finance, Republic of Indonesia; GOP figures from World Bank, Indonesia: Adjustment, Growth,
and Sustainable Development (Washington, D.C.: World Bank, 1988). 
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impact, of the switch to VAT would be nil. This confidence was due to two 
factors. First, they recognized that the VAT was to be substituted for a cas
cade tax that itself may have had some price-level effects. Second, policy 
makers were well aware that the rate of monetary expansion in the first quar
ter of 1985 had decelerated; they knew from long experience that, particularly 
in economies without extensive indexation of contracts, domestically gener
ated inflation arises from monetary expansion, not tax adjustments. 

Administration. It may be argued that the administration of taxes in Indo
nesia has improved since enactment of fundamental tax reform, in that with 
the introduction of the highly simplified VAT, tax evasion has likely de
clined. Much of the decline in evasion is attributable to structural and 
procedural simplification and the fact that sales tax reform was designed to 
take advantage of such "tax handles" as the domestic sales of the state oil 
monopoly, the customs house, and the larger government-owned manufac
turing enterprises. It is difficult to misapply a uniform rate VAT to these 
easily accessible collection points. There has been, however, little evidence 
of improvement in administrative practices in the tax department, particu
larly in income taxation. And while a newly installed computerized tax 
information system will ultimately enable significant gains in collection and 
enforcement, its potential had barely begun to be exploited by 1988. The 
system is still unfamiliar to most officials, and its implementation has been 
plagued by coordination problems as well as some residual resistance from 
within the tax administration and legal restrictions on audit activitiesR) 

Consequently, the revenue potential of the VAT was placed in jeopardy 
in the first few months of its existence by administrative slippages and 
oversights. All taxable firms were required to register for the tax by April 1, 
1985, but only 25,000 did so by that date. Concerted efforts were undertaken 
to rectify the problem, and by September 1985, 51,000 taxable firms had 
registered, about the number anticipated for the first year. But only 36 
percent of registered firms were by then complying with the monthly filing 
requirement, and no audits of any VAT taxpayers, even the largest thousand 
firms, had begun by 1986. However, decision makers in the cabinet contin
ued to apply pressure on the VAT administrators to improve performance 
through 1986 and 1987. By early 1987, progress was notable; the number of 
registered firms had increased by more than 50 percent over 1985, to 76,756. 
Moreover, plans were announced for expansion of VAT audits, to enable 
collections to ircrease by at least 20 percent for the year. By March of 1988, 
81,141 firms had been brought within the scope of the tax. 

Still, actual VAT collection may be less than 60 percent of potential 
collections, and even many large firms were not in full compliance. Compli
ance rates for the 750-odd largest private domestic firms were particularly 
low: 58 percent as compared to 83 percent of the 375 largest foreign firms and 
69 percent for the 70 largest state-owned firms (Cnossen 1985: 3). 
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Some aspects of VAT structure have led to avoidable difficulties in tax 
administration. Chief among these has been the attempt to include all 
construction in the base of this nonretail tax. Only about one-third of con
struction firms filed VAT returns in 1987, a filing ratio only half as high as 
that for firms in the industrial sector (World Bank 1988a: 41). The low filing
ratio for construction firms is traceable to the administrative difficulties 
involved in the attempt to tax large numbers of small contractors. 

The interaction between the VAT and the separate luxury tax has also 
led to problems, partly because of the way the tax administration has chosen 
to interpret both laws. The sales tax law does prohibit the crediting of luxury 
taxes against VAT iiability. The law also provides that luxury tax shall be 
collected only once from the manufacturer or importer of luxury goods. In 
practice, however, several so-called luxury items are taxed twice under the 
luxury tax, while some items subject to the luxury tax escape it entirely." 
These problems suggest that in the presence of a VAT, special indirect taxes 
on "luxuries" are best avoided in most LDCs unless they are vital for insuring 
the political acceptability of a uniform-rate VAT, particularly when, as in 
Indonesia, luxury tax collections are quite small relative to the VAT (the 
luxury tax has been responsible for less than 5 percent of VAT revenues). 

A final problem in the first years of experience with the VAT has been 
administrative acquiescence to pleas for special treatment. While the number 
of such instances has been limited through 1988, not many more will be 
required to severely complicate the operation of the tax. Measures included 
under this heading include those cited earlier regarding suspension of VAT 
liability for certain imports (particularly capital equipment) and government 
payment of tax on such items as low-cost housing, purchases by the armed 
forces, sales of taxis, imports of cattle and poultry feed, and water. 

The damage from this type of backsliding on the VAT has, however, been 
limited by two factors. First, the tax authorities have continued to adhere to 
the principle that outright exemptions may not be granted. Second, all VAT 
revenue losses from such special treatment, including government payment 
of tax, are treated as tax expenditures, in the sense that VAT revenues are 
reported gross of amounts not collected for these reasons. Thus, the costs of 
providing tax relief are explicit and transparent. This is fortunate, since by
1988 the various forms of VAT relief granted for purposes cited above 
involved a revenue cost equal to 12.4 percent of total VAT revenue.12 

Opportunities for base broadening in the near to medium term. The first 
three years of experience with the VAT indicate that while the tax should 
generally remain at the manufacturer-importer level for another decade or 
so, it may be feasible and desirable to extend coverage of the tax to certain 
services not ordinarily included in the base of a nonretail tax. Three partic
ular candidates for inclusion in the VAT base are telecommunications, 
electricity, and domesti,. air travel. All three of these services are supplied 
largely by government-owned enterprises; in the cases of electricity and 
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telecommunications, the enterprises occupy near-monopoly positions in the 
relevant markets. The revenue implications of extending VAT to these 
services would not be substantial; arguments for including these items in 
the tax base would therefore have to be based on considerations relating to 
tax neutrality, tax administration, and income distribution. 

The primary reason for limited revenue gains from taxing these activities 
under the VAT is that the government-owned firms supplying electricity, 
telecommunications, and domestic air travel already pay substantial 
amounts of VAT on their purchases, particularly purchases of capital goods. 
Inclusion of these highly capital-intensive services within the VAT base 
would mean that taxes paid on inputs for such services would be credited 
against taxes due on sales. In the case of electric power, the net revenue gain 
would likely be zero or even negative, not only because of the above reason, 
but because the smallest residential users would almost certainly be ex

1 3 
empted, for income distribution and/or political reasons.

Application of the VAT to telecommunications services and domestic air 
travel would involve some increase in revenues, both because a lower 
propurtion of the inputs used to produce them are subject to VAT, and 
because exemptions would probably not be necessary for either income 
distribution or political reasons. Still, overall net revenue gains from includ
ing these services in the tax base would only be on the order of Rp 150 million, 
or about 5 percent of 1987 VAT collections. 

Limited revenue gains notwithstanding, extension of the VAT to elec
tricity, telecommunications, and air travel appears, on balance, advisable. 
The goal of tax neutrality would be served primarily because inclusion of 
electricity and telecommunications in the base wc.uld reduce the >idirect tax 
content of exports. Firms, especially exporters, utilizing both services would 
then be able to claim as credits or receive as refunds taxes paid on such 
purchases. 

Extension of the VAT base to cover these services would also facilitate 
tax administration, particularly in the cases of electricity and telecommuni
cations. These services are purchased primarily by industrial and commer
cial firms (only 30 percent of electricity is sold to residential users). In such 
circumstances, exemption of these services breaks the chain of tax credits that 
has proven elsewhere to be a valuable, if somewhat overrated, aid to VAT 
administration. 

Inclusion of domestic air travel provided by the three government
owned airlines may also be desirable on administrative and income distri
bution grounds. Business travelers would be able to credit the VAT on air 
travel against taxes due on sales. Nonbusiness travelers are, in Indonesia, 
primarily the affluent. 
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Lessons 

The VAT in Indonesia has largely lived up to its advance billing as a potent 
provider of tax revenues that offers some neutrality and administrative 
advantages relative to other broad-based taxes. The Indonesian experience 
suggests that these advantages are best seized by adoption of a uniform-rate 
VAT imposed upon as broad a base as is feasible. In addition, the VAT has 
played at least a small role in a virtual explosio-' of manufactured exports 
since 1983,14 given that zero-rated exports may now leave Indonesia with 
little or no indirect tax content. 

The VAT has also displayed two largely unheralded strengths as it has 
operated in Indonesia since 1985. Both concern the benefits arising from the 
use of the tax-credit method of collection. 

First, the very structure of a tax-credit VAT forces policy makers to focus 
more carefully on important trade-offs in taxation" trade-offs between reve
nues and ease of administration, between revenues and efficiency in resource 
allocation, and between revenues and income distribution. Because of the 
tax-credit mechanism, the tax does not work like other taxes (indeed, 
paradoxes are not uncommon under a VAT of this type). Exemptions, so 
eagerly sought when single-stage taxes are used, become largely valueless 
or even harmful for preretail firms under the tax-credit VAT. On the other 
hand, extending the tax to a hitherto untaxed activity (for example, electric
ity) may, contrary to expectations under other taxes, not only not increase 
net VAT revenues, but actually decrease them. 

Second., relative to other indirect taxes, the VAT narrows the scope and 
the rewards of rent-seeking activity, precisely because it is less vulnerable to 
pressures for tax relief. If,as argued by Stern (1987: 26), indirect taxes are in 
general less vulnerable to manipulation by wealthier rent seekers than are 
direct taxes, the VAT appears to claim advantages in this regard over both 
other indirect taxes and direct taxes. Firms accustomed to lobbying for tax 
exemption as a means of tax relief quickly find that, under the VAT, exemp
tions are not generally in their interest, unless they happen to have few 
taxable inputs. The only sure route for securing beneficial tax preferences 
under the tax-credit type of VAT is through award of zero-rating privileges 
to the favored activities or firms. But zero-rating of locally consumed goods, 
while common in many value-added taxes in Europe, is out of the question 
in Indonesia, on administrative grounds alone. Therefore, traditional meth
ods of seeking rents through tax favors are rendered ineffective under the 
Indonesian type of VAT. 

This leads to the final lesson to be drawn from the Indonesian experience 
with the VAT. When traditional paths for securing tax preferences are 
blocked, rent seekers will sooner or later devise new methods: the "termite 
principle" is operative upon all tax systems at all times. In Indonesia, new 
methods for gaining tax advantages appeared within one year of enactment 
of the tax. However, the Indonesian experience also shows that policy 
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makers are not necessarily helpless when it comes to measures suitable to 
limiting damages from operation of the termite principle: explicit identifica
tion of the costs of tax relief, through reporting of both gross and net VAT 
revenues, has clearly curbed the growth ofspecial privileges under the VAT. 
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Tax Reform Issues in Mexico 

Mexico's experience with tax reform is a lesson in the effects of administra
tive and human limitations on the ideal tax system. Policy makers made 
changes to the tax system with the goals of keeping taxation simple, avoiding 
an excessive tax burden, maintaining confidence in the economy, and glob
alizing the taxation of income (in other words, extending coverage of the 
system to include all sources of net wealth). These goals, however, often
conflicted with the administrative capacity and revenue needs of the central 
and local governments.

Since the 1970s Mexico has witnessed several extensive changes in its tax 
system, beginning with sharp increases in excise taxes and continuing with 
a wide-ranging structural reform centering on the value-added tax and on 
attempts to nudge the system toward global income taxation. While Mexico
simplified its myriad local indirect taxes by introducing a turnover sales tax
and later a value-added tax, the VAT itself grew ever more complicated as
the number of rates proliferated to meet political demands. 

Likewise, when Mexico indexed its corporate income tax in 1987 to avoid
losses of tax revenue resulting from high inflation, the system was simplified.
The transition to the new tax, however, was characterized by extremely
complex procedures. Corporations were required to use two different ac
counting systems to calculate their taxable income and still another method 
to calculate the profits to be shared with workers. 

The opinions expressed in this paper are the sole responsibility of the author. 
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Global income taxation, in particular, faces many practical obstacles, and 
the partial globalization of income taxation, which Mexico achieved, creates 
severe distortions and inequities of its own. 

This chapter begins with an introductory section detailing the history of 
Mexico's tax system until the early 1970s, followed by a discussion of the 
objectives of Mexican tax authorities. The next section analyzes Mexican tax 
policies and reforms during the various administrations from 1970 to the 
present. A "true" global income tax was the goal of the legislative changes 
during President Echeverria's government, and this section presents their 
implications. (A reminder of the practical shortcomings of such a tax is useful 
in a discussion of Mexico's reforms and appears in the appendix.) The 
improvements to indirect taxation made by President L6pez Portillo's ad
ministration through the introduction of the VAT are considered next. 
President de ]a Madrid, entering office during the debt crisis of 1982, faced 
a particularly severe shortage of funds and high inflation. He raised tax rates 
and extended the process of indexation to the corporate income tax; the 
section concludes by examining those changes and their results. 

Historical Background 

Mexico's earliest taxes were those imposed by the last Spanish viceroys in 
the colonial period. The financial needs of the Spanish Crown, which was 
seriously indebted and militarily threatened, led to a heavy burden of 
taxation on the colonies, and these high taxes had a role in encouraging the 
Mexican independei ice movement. 

Interestingly, the colonial tax system at the beginning of the nineteenth 
century included a personal income tax, one of the earliest in existence.' The 
tax was so comprehensive it included the rent imputable to owner-occupied 
housing, although it allowed the deduction of losses incurred from damages 
on real estate perpetrated by the independence fighters (Col 1975).2 

The most important legacy of the colonial tax system, however, was the 
fiscal weakening of the Mexican government as a result of the sour taste left 
by the high taxes and fiscal excesses of the Spanish Crown (Tenenbaum 
1985). After independence was achieved in 1811, Mexican governments 
therefore faced political limits to taxation. Besides, 'Ie richest tax source 
momentarily disappeared when the silver mines were flooded during the 
fight for independence. Tax-weak governments limped throughout the 
1800s, acquiring debts and losing wars and territory. The thirty-five-year 
Porfirio Diaz presidency and dictatorship (1876-1911) changed all this tem
porarily, but the long-lasting Mexican Revolution (1911-1920) again re
quired the rebuilding of Mexico's tax system. 

The postrevolutionary governments maintained lean administrations 
from 1921 to 1971. A moderate degree of intervention in the economy backed 
by sound budgetary responslbility allowed the government to keep a small 
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and simple administrative structure. A minuscule military budget (less than
1 percent of gross domestic product in the past forty years) after the revolu
tionary armies were gradually disbanded contributed to the success of this 
arrangement. 

As the economy was mostly agrarian and the population generally rural 
up to 1940, taxation relied heavily on foreign trade and on oil royalties. From 
the 1940s onward, manufacturing and services gained in importance, as did 
sales and income taxation (see Table 14.1). In contrast to the ambitious and 
probably unrealistic income tax of the Crown, the modern income tax was 
for many years largely a tax on corporate profits and on wages in the formal 
sector.
 

Until 1973 the personal income tax was based on progressive schedules 
that differed according to the source of income (corporate income tax had 
been schedular up to 1965). In some cases progressivity was simple, as in 
financial interest payments to individuals, which were taxed from 1965 to 
1971 according to a schedule that ranged from rates of 2 percent to 10 percent.

Later, in 1973, interest rates below a certain threshold were exempted on 
the probably rightful presumption that mostly lower-income people held 
such deposits. At the same time a two-tiered interest-withholding tax was 
introduced with a lower rate for those who wished to cumulate their interest 
income with other income. 

In the case of family firms, their profits were (and are) taxed progres
sively by a schedule not unlike the personal income tax schedule. Large
corporations, however, were taxed on paid dividends via a noncreditable 
dividends tax. 

The federal sales tax was introduced in 1948 to replace part of the stamp 
tax, a relic of colonial days whose remaining elements persisted until the 
reforms of 1979. It was a turnover tax, with all the distortions and random 

TABLE 14.1 Structure of Mexico's GDP, 1930-1987 (percentage) 
1930-39 1940-49 195-59 1960-69 1970--79 1980-87
 

Agriculture, livestock,

fishing, and forestry 21.3 18.9 17.8 14.1 10.7 9.2
 

Mining' 7.4 5.3 4.9 
 4.8 2.5 3.8
 
Manufacturing 12.9 17.8 24.3
15.9 20.7 24.4
Construction 2.7 3.0 3.8 5.24.2 4.8 
Electricity 0.8 0.7 0.9 1.3 1.3 1.5 
Commerce, restau

rants, and hotelsb 30.7 31.4 25.722 3 31.5 
Transport and 

communications 2.5 2.9 3.4 3.2 5.9 7.4 
Services 21.5 20.9 19.8 19.8 24.1 23.3 
a.From 1930 to 1969, mining includes petroleum processing; from 1970 on, petroleum processing isincluded inmanufacturing.b From 1930 to 1969, figure does not include restaurants and hotels, which are included inservices.
SouRcE: For 1930 to 1969, Banco de Mexico, Indicadores Econ6micos; for 1970 to 1987, Instituto Nacional de Estadfstica, Geografia, y
Informhtica, Sistema de Cuentas Nacionales. 

25.3 
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incidence associated with such schemes, but it was simple to administer in 
an environment where illiteracy was still rampant. A few excise taxes were 
also gradually adopted on goods or services that had low elasticities of 
demand and were easy to administer, such as gasoline, alcohol, beer, tobacco, 
and telephone services. Excises were imposed even on nonconsumer goods 
when there were only one or two manufacturers nationwide, such as auto
mobile tires and glass. 

From 1941 to 1962 Mexico also had an inheritance tax, repealed by 
Congress in the latter year because it was felt that in practice the tax was 
bearing mostly on the lower middle class. This social stratum had wealth to 
turn around, mostly in real estate, but little legal sophistication to avoid the 
tax as most everyone else was doing. 

From 1940 to 1970 the tax burden increased from 6.4 percent of gross 
domestic product (GDP) to 9.9 percent (see Table 14.2). This 3.5 percentage 
point increase was the result of (probably) better administration, the stream
lined turnover tax introduced in the 1940s, and rising income tax schedules. 
The changing structure of the economy in the direction of more manufactur
ing and services away from the primary nonminerals sector also made an 
important contribution toward increasing the ratio of taxes to GDP. Foreign 
trade taxes gradually lost importance, not because of lesser protection but 
because quantitative controls were preferred to tariffs. 

The Tax Goals of Mexican Administrations 

Practical and administrative considerations were the common denominator 
of taxes from the 1940s to the mid-1970s. Mexico was changing and modern
izing its tax structure, but the pace and direction were inspired by the related 
goals of keeping the system simple and avoiding an excessive burden. The 
latter was feasible because the government succeeded in keeping its size 
small. 

Treasury authorities were keen on making only gradual changes and on 
preventing their moves from affecting confidence. An example of the caution 
of tax authorities occurred when Mexico first flirted with the idea of a 
value-added tax (VAT). In the mid-1960s there was great excitement in the 
business sector because the treasury was considering a value-added tax to 
replace the turnover tax and an ample assortment of excises. 

Private sector representatives and tax experts from both sides of the issue 
traveled to Europe to observe first-hand the experiences of countries that had 
introduced the VAT, and produced a document asserting that the new tax 
would be inflationary. To the consternation of the treasury specialists who 
had worked on the project, expecting it to be sent to Congress, the treasury 
decided to shelve the idea. 

This episode illustrates the extent to which price stability, with its 
concomitant effect on the soundness of the currency, was prized. The coun
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try had attained an enviable record of low inflation for a fast-growing 
economy. From the mid-1950s to the early 1970s, inflation had been held at 
a rate equal to that of Mexico's trading partners, while GDP had grown at 
an average annual rate of 6.5 percent. Price stability had been attained after 
the spurt in prices provoked by the 1954 devaluation of the peso, after 
which the nominal parity of the peso had remained fixed. Mexico had thus 
achieved a respectable period of growth-cum-stability. Its record of 3.5 

TABLE 14.2 Federal Government Tax Revenues and Social Security Contributions inMexico,
1940-1988 (as a proportion of GDP) 

Indirect taxes 
Social Trade taxes Other 

Total fisca! security Total tax Import Export indirect
burden contributions revenues Direct taxes Total taxes taxes taxesa 

1940 6.4 n.a. 6.4 0.8 5.6 !.3 0.9 3.4
 
1945 6.3 0.3 6.0 1.5 
 4.5 0.8 1.0 2.7
 
1950 7.9 7.4 1.9 
 5.5 5.9 1.1 1.3 3.1
 
1955 8.3 0.6 7.7 2.3 5.4 
 1.1 1.8 2.5
 
1960 7.5 1.1 6.4 2.3 
 4.3 1.2 0.7 2.2
 
1965 8.3 1.8 6.5 
 2.3 4.2 1.3 0.4 2.5 
1970 9.9 1.8 81 3.5 4.6 1.4 0.2 3.0
 
1971 10.0 2.0 8.0 3.4 4.6 
 ].2 0.2 3.2
 
1972 10.7 2.4 8.3 3.7 
 4.6 1.2 0.2 3.2 
1973 11.3 2.5 8.8 3.8 5.0 0.9 0.1 4.0 
1974 12.0 2.7 9.3 4.0 5.3 1.0 0.2 4.1
 
1975 13.7 
 2.9 10.8 4.4 6.4 0.9 0.1 5.4
 
1976 13.0 3.0 10.0 .1.8 5.2 n.9 0.2 
 4.1 
1977 15.0 3.4 11.6 5.1 6.5 0.6 0.3 5.6
 
1978 15.3 3.3 
 12.0 5.7 6.3 0.6 0.1 5.6
 
1979 16.2 3.5 12.7 5.6 
 7.1 0.9 0.1 6.1
 
1980 18.3 3.3 15.0 
 5.8 9.2 1.0 (0) 8.2
 
1981 18.1 
 3.2 14.9 5.8 9.1 1.1 (0) 8.0
 
1982 18.4 3.4 15.0 4.9 10.1 09 (0) 9.2
 
1983 20.1 2.8 17.3 4.2 13.1 0.5 '.0) 12.6 
1984 19.1 2.6 16.5 4.2 12.3 0.5 (0) 11.7 
1985 19.1 2.3 16.3 4.1 12.2 0.6 (0) 11.6 
1986 17.5 2.7 14.8 4.3 10.4 0.7 (0) 9.7 
1987 17.8 ?.6 15.3 3.9 11.3 0.7 (0) 10.6 
1988 b 21.6 2.6 18.5 4.8 13.6 0.4 (0) 13.2 
n.a. = not available. (0) = not meaningful.a.Itincludes revenues from taxes on fuel, tobacco, alcohol, telephone, production, and services. Up to 1979 it includes the turnover salestax and sinrc i980 the value-added tax, natural resources, and others. From 1977 on, revenues from taxes on domestic consumptionand on oil exports have not been included in the natural resources tax; rather they are included inthis column. 
b.Estimated.

SouRcE: Banco de Mdxico, with information from Estadisticas de Finanzas Pblicas,Treasury Department; Int'.,rnational Monetary Fund,
InternationalFinancialStatistics; and Office of the President, Mexico, Miguel dela Madrid Quinto: Informe de Gobierno, Apdndice Estadistico. 
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percent annual inflation was not to be disturbed, even if it meant adding 
only 2 or 3 more percentage points to the price index in the introductory 
year of the VAT. 

The policies of that period were a coherent whole (Gil Diaz 1984), 
directed toward acquiring and preserving the confidence of Mexicans in their 
own economy, an especially difficult and delicate task in a country with -in 
unstable past and with the proximity of the goods and financial markets of 
its economically giant northern neighbor. But virtue and persistence paid off. 
The financial requirements of the public sector had been limited to amounts 
financeable by the economy and by a dynamically static foreign debt (it grew 
at approximately the same rate as GDP). The currency had remained consis
tently stable for many years, and the financial system had deepened as a 
consequence of currency stability and real returns to depositors. Public 
revenues were scarce and so were the funds available for investment, but 
those limited funds were prudently managed to obtain good returns on 
investments in infrastructure. 

The bottom line, with strong implications for tax policy, was that growth 
and equity were to be achieved by maintaining confidence, an active but 
compact public sector, and a tax system that was simple and as comprehen
sive as possible (and indeed real wages and employment grew more than 
ever before or since). The negative reaction of the treasury to the introduction 
of a VAT is understandable in this context. Its desire to avoid taxing wealth 
and even to eliminate the unfair inheritance tax can also be understood. 
Unfortunately, many of these achievements were gradually disassembled in 
the 1970s. 

The tax system had been built up pragmatically, without an adequate 
guiding philosophy. Its supposed goal was global income taxation, so its lack 
of coverage could not be justified on a priori or philosophical grounds. The 
authors asserted that their practical achievcments represented an appropri
ate tax system but did not have a realistic framework within which to justify 
their position. On the contrary, the tax system was confronted continually 
with the ideal of global taxation and found wanting by its critics. Its authors 
could respond only with weak or incorrect defenses. For example, although 
interest income was taxed, if anything, at an excessive rate if the inflation tax 
is considered in calculating the full resource appropriation by the govern
ment (Gil Diaz 1987), the government presented the situation as one of a 
deliberately low tax to promote savings (Ortiz-Mena 1969). Likewise, the 
government justified subsidies like accelerated depreciation as a means of 
promoting investment. But the argument was unnecessary: faster deprecia
tion was never taken, because the law made it complicated enough to prevent 
its use. 

Nonetheless, it would be unfair to fault public officials for their lack of 
theoretical cohesiveness. The understanding of fundamental tax matters was 
weaker than today, or perhaps the knowledge of the scope of ignorance was 
smaller. Henry Simons's impossible dream of taxing net increments of total 
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wealth reigned supreme, and many people worked toward the perfect 
globalization of the income tax. 

The Goals and Achievements of Mexican Tax Policy from the Early 1970s 
to the Present 

The lifetime equity aspects of consumption taxation and its advantages in 
terms of efficient resource allocation, plus the innumerable and perhaps 
insurmountable practical difficulties presented by a global income tax (see 
the appendix), have convinced many modern economists of the superiority 
of the consumption tax.3 However, the goal of Mexican policy makers was 
to produce a global income tax that was as comprehensive as possible. Unti! 
1970 a practical compromise between the half-hearted ideal and the limita
tions of reality was followed, but no theory supported it. On the contrary, it 
seemed as if a reasonable goal had remained beyond reach and that reforms 
should be introduced to achieve it. The problem with this approach is that 
although the global tax is desirable on horizontal and vertical equity
grounds, the practical impossibility of globalization has probably made it 
more inequitable than simpler alternative arrangements. Partial globaliza
tion, like partial indexation, may produce highly distortive and inequitable 
results. 

President Echeverria's tax reforms, 1970-1976. During the election cam
paign of Luis Echeverrfa, there were passionate discussions about the need 
for a radical tax reform (its details were not spelled out, but income redistri
bution would be tackled through taxation). The debate continued through
out his first two years in office, but common sense generally prevailed in 
ruling out radical options. From all the pushing and shoving emerged two 
basic reforms: one in the direction of more comprehensive income taxation 
and the other in the form of high excises. 

The first reform touched financial interest income and was largely 
cosmetic. It established a higher withholding tax while leaving a lower rate 
for those who opted to cumulate their interest income with other income. 
Nearly all taxpayers opted for the first formula, since the threshold at which 
it paid to voluntarily globalize interest income was at such a low income 
bracket that no one was really affected. 

The effect of the higher tax on interest was to further reduce the real yield 
from financial interest in a period when rising inflation required higher 
nominal rates. It thereby contributed to a leveling off of the sharply rising 
trend that financial intermediation had shown in the previous fifteen years.
One remedy might have been to fully gross up the higher tax into a higher 
gross interest rate. In such a case financial intermediation would probably 
not have ,uffered as much.4 The best option, however, would have been not 
to tax interest income at all. 
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If interest i.s grossed up, savers have a higher gross income but their net 
income is the same and the incidence of the tax is borne by the users of credit 
or, most probably, by the consumers of nontraded goods and services. If an 
incidence measure does not take this effect into account, the bearing of tile 
tax by savers will be merely illusory. 

Further, in Mexico tile net revenue from the tax is nil or perhaps even 
negative. The government was and is a prime borrower of inter nal funds, so 
the higher tax will be reflected in higher costs on its internal debt. If the 
government's debt utilizes half of the country's loan funds, an average of 
one-half of the higher tax boomerangs as government expenditures, as long 
as the profit margin of banks remains constant. If the other half of loan funds 
is lent to corporations, half of the increase in the grossed-up interest rate ends 
up as a lower corporate income tax. In such circumstances the government 
obtains a net of only one-quarter of the tax increase. In more recent times, 
because of the federal tax reserve sharing formula with the states and because 
the government is a more intensive user of financial savings (75 percent), the 
tax on financial interest income probably has had a net negative effect on 
federal finances. 

The tax increases on financial interest during President Echeverria's 
administration thus gained little revenue and partially choked the main 
internal source of funding for the government and for the private sector: the 
deposits made to domestic financial intermediaries. The result was a greater 
level of foreign borrowing by both sectors. 

The second income tax reform concerned the globalization of rental 
income from housing. The assessment of this change is more complicated. 
Rents had been taxed as part of the schedular system; they were subject to a 
separate tax according to a tariff whose maximum marginal tax rate was 10 
percent. In 1973 rents were made cumulative to income. There is no informa-
tion to document whether taxpayers paid higher or lower taxes on rental 
income after the reform. Since the schedular tax could not be evaded as 
today's global tax can (by fragmenting income among several minors such 
as children and grandchildren), it is not unlikely that they paid a higher tax 
before the reform. 

However, the presumption that the yield from rental income fell because 
it was s~ibject to higher marginal and average tax rates has been used by 
private sector analysts to argue that the decline in.the stock of rental housing 
in Mexico's growing economy is the result of this tax measure. The allegation 
seems plausible since the tax reform coincided with the drop-off in invest
ment on rental housing. Besides, the tax base was enhanced in subsequent 
years because, since rental housing is generally an unleveraged investment, 
it was affected by the advent of high inflation rates that considerably lowered 
the real value of depreciation allowances. But the lack of investment contin
ued into the 1980s despite reforms introduced in 1979 that allowed a full 
indexation of depreciation allowances for past and future inflation or, alter
natively, permitted a blind deduction of 50 percent of gross income if the 
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investor preferred not to itemize deductions. The low investment is thus 
probably due not to higher taxes but to the coincidence of the high inflation 
of 1972 onward with a legal structure that makes the real maintenance of 
rents practically impossible (Creel 1988). 

Here, as in other income items, the ambitions of the law contrast with 
administrative capacity, although it is arguable that in this area better 
administration is, at least in principle, within reach. The fact is that the 
ever-smaller supply of rental housing in the three large Mexican metropoli
tan areas (Mexico City, Guadalajara, and Monterrey) is preferably diverted 
to foreigners, whose movements in and out of the country diminish consid
erably the possibility that a renter will be "locked in" to a contract. On the 
other hand, these transactions are easier to hide from tile tax man, since the 
eventual departure of the foreigner makes a noncontract rental or a contract 
that does not reflect the actual paid value reasonably safe to operate from a 
legal standpoint. 

Aside from administrative considerations, if the situation prevailing in 
rental housing is compared with the ideal comprehensive income definition, 
the biggest inequity and distortion is probably found in the exclusion from 
the tax base of the rental income from owner-occupied housing. 

In sum, the most important reforms to the income tax base in President 
Echeverrfa's administrat;on were the inclusion of income from rented prop
erty in the tax base and the changes to taxation of financial interest income. 

In addition, the tax rates for individuals were raised from a 35 percent 
maximum marginal rate to 50 percent. Despite a progressive schedule for 
corporate income, the tax rate was in practice a flat 42 percent. Bracket creep 
because of inflation raised the tax oil individual cash income considerably. 

These were delicate times from a confidence standpoint and it was 
difficult or foolhardy to push for additional income globalization, so the 
government prudently went no farther.5 However, there were important 
reforms in indirect taxation. The introduction of a new turnover sales tax 
(TST) led to the coordination of federal and state sales taxes and eliminated 
the mosaic of rates and treatments that had spread over time across the 
thirty-two federal entities (the Federal District and the states). The existence 
of the new tax-sharing system also paved the way for the introduction some 
years afterward of a federal value-added tax, which required such a system. 

The TST functioned by leaving to each state a portion of the tax collected 
by it (the administration was shared but collection was in state hands). Under 
the TST revenue-sharing agreement, regional sales by a firm located in a 
particular state were allocated to the other industrial states according to the 
distribution of sales. Under VAT a huge redistribution of revenue would 
have taken place in favor of the states where the value added is concentrated; 
hence a different system had to be designed. When tile VAT was introduced, 
therefore, it was extremely convenient and important to have some years of 
"history" of revenue sharing among states, based on the regional distribution 
of sales, in order to design a sharing system acceptable to the states. 
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The reform on revenue sharing was also far-reaching in that for a 
centralized government such as Mexico's-where regional authorities are 
based in Mexico City and where the dominant party has won every guber
natorial election for more than sixty years-it is more convenient for inter
state resource allocation and for individuals' long-term planning to have a 
harmonious or, better yet, unified tax system. 

In the current political system (led by a dominant party), without har
monized taxes, a governor may ignore the long-term negative political
impact for the party and adopt an excessively high tax in order to finance a 
spurt in spending (which may in itself be a poor decision). Or a governor 
may spend heavily and tax little, trusting that the central government will 
bail the state out of debt because of the governor's good federal connections. 
In short, the local success of the party may sometimes not be felt to depend 
on local politics. 

Equal tax rates across the nation and a legally limited tax base to prevent
the abuses mentioned above represented considerable steps toward fiscal 
harmonization, at least in the revenue area. 

It was not easy, of course, to get thirty-one governors to agree to surren
der their taxing powers, but they were offered an enticing carrot. Most big 
states had a local TST rate of 1.2 percent (they also had the highest rates), and 
the federal government had a rate of 1.8 percent. The legislative initiative 
proposed that all governors set a federal TST rate of 4 percent, to be shared 
almost equally between the states and the federal government. States that 
did not wish to adjust their local taxes were entirely free to do so, but would 
not share in the federal tax and would have to superimpose on the new tax, 
now higher than the previously combined rates, their own local taxes. In 
these circumstances, it is not hard to understand why every state entered the 
new system while federal and local finances were reinforced. 

Federal tax revenues and social security contributions increased consid
erably during this administration. The rise totaled 3.1 percent of GDP, an 
amount equal to the gain obtained in the previous thirty years, thanks mostly 
to the increase described in the TST and in excise taxes on goods such as beer, 
soft drinks, alcoholic beverages, telephones, cigarettes, and electricity. Both 
the TST and excises had been extremely low by international standards and 
probably remained so even after these substantial adjustments. The only 
exceptions were some Lafferian luxury rates of 30 percent that provided less 
revenue after being imposed. 

President L6pez Portillo's tax reforms, 1976-1982. Despite the tax improve
ments during President Echeverria's presidential term, falling real public 
sector prices and rapidly rising public expenditures kept the public deficit 
on the increase. The inability to finance the fiscal disequilibrium led to a 
balance of payments crisis and to a devaluation in 1976. The incoming 
government of President Jos6 L6pez Portillo (December 1976) quickly stabi
lized the economy through a combination of luck (oil revenues were starting 
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to pour in), greater confidence (the new president made conciliatory gestures 
to the whole nation, including the private sector), and an initial macro
economic adjustment (the budget was tightened).

By 1978 khe economy was growing rapidly and inflation was under 
control, even though a rapid pace of public expenditures contributed to a 
quicker fall in the real exchange rate than in the previous devaluation (1954).
The level of public spending had attained truly dizzying heights in 1981, 
leading to an appreciation of the real exchange rate in early 1982 somewhat 
larger than that attained before the September 1976 foreign exchange crisis. 
Contrary to some widespread notions, however, the economy on the whole 
had been adequately managed up to the end of 1980. The increase in public
expenditures had been matched by even faster increases in revenues, thus 
permitting-regardless of ever-increasing foreign debt financing of the fiscal 
gap-an improvement in the external and internal public debt ratios to GDP. 

This was Mexico's macroeconomic setting: a strong, growing economy
that was virtually persecuted by foreign bankers wishing to lend. With such 
ample resources to finance public and private deficit needs, one may ask, 
why trouble with a tax reform? In fact, such a favorable revenue environment 
made it politically difficult to sell an increase in the tax load or even a merely
"structural" tax reform. But a political commitment had been carried forward 
in part from the days of President Echeverrfa's administration, and there was 
also a circumstantial and catalyzing element: the treasury secretary com
bined a grasp of economics and ability as a negotiator. Without this strategic 
combination it is doubtful that for purely structural reasons the far-reaching 
tax reform that occurred would have been implemented. Political reasons 
and the globalization ideals were also present, but no one, except for some 
close advisers, was pressing them on the president. The treasury secretary
understood that there was a political window, perhaps unique, to carry
through a structural reform that would simultaneously fulfill the goal of 
income glcialization and achieve a tax system less distortive for resource 
allocation. 

There was another crucial human element in this equation. The position
of undersecretary of the treasury, combining the administrative and inter
pretative functions of the U.S. Internal Revenue Service with the tax policy 
role of the U.S. treasury, was also occupied by an economist who understood 
the goals posed by the secretary and was able to translate the array of policy
options into administratively viable proposals. This situation also repre
sented an unusual combination of circumstances, since policy formulation 
and the administrative acceptance of new policies, especially those designed 
to set administrators on an entirely different tack, are often tempestuous
marriages at best. A similar human equation would be decisive to push 
through the reforms of 1987 discussed be!ow. 

The reforms were carried out in various stages from 1978 to 1982. Some 
important changes to the income tax of individuals and corporations were 
introduced in 1978 to go into effect in January 1979. The VAT and the 
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sweeping changes to excises designed to simplify them and to incorporate 
them into the VAT, together with the new act ol tax coordination with the 
states, were approved by Congress and scheduled to go into effect one year 
later. 

The purpose of the delay was to allow taxpayers to become acquainted 
with the new laws and to perform the accounting, computer, and adminis
trative adaptations required by the new tax. Lawyers, accountants, and tax 
administrators themselves were to take advantage of this respite, but they 
did not exploit the time available to the fullest. The private sector was 
convinced (erroneously but perhaps understandably) of the government's 
ultimate lack of resolve to put tile tax in place and lobbied again to prevent 
its adoption. Outside tile treasury, the administration itself was divided over 
the proposals. 

Tile arguments presented by the private sector against tile VAT were the 
same as on the former occasion, but the international experience with new 
VATs was by this time so rich that the treasury was convinced that tile effect 
of the tax would be at most aslight once-and-for-all increase in tile price level. 
Flowever, the well-known benefits related to revenue and evasion control of 
the new indirect taxes were considered of overriding importance by the 
treasury, which throughout the year and to the last moment was presenting 
position papers, international evidence, and comparisons to persuade differ
ent sectors both inside and outside tile government of the worthiness of the 
proposal. 

It is true that at various times the proposal almost fell through. This was 
probably perceived by tile private sector, because professional tax groups 
and firms w2re generally not ready for the new tax at the end of 1979. It was 
only at tI'. very last moment, when they came to believe in tile imminent 
entry .f tile VAT, that everyone scurried belatedly to adjust to tile mechanics 
and legalities of the new system. 

In the end it was the treasury secretary's ability to oersuade the president 
that the inconveniences were outweighed by the advantages that carried the 
day. But doubts lingered and the inflation that ensued (26.3 percent in 1980 
compared with 18.2 percent in 1979) was popularly attributed to the new tax. 
This perception also contributed to an eventual weakening of the original 
scheme, as we shall see. Another vulnerable point of the new Mexican VAT 
is that, unlike modern European versions, tile law required the tax to be 
shown separately from the price of the merchandise on sales slips. This 
feature made the public more resistant, especially when the rates had to be 
increased.
 

Diverse groups were interested in how the new tax would affect them, 
and separate negotiations were conducted both before the law was enacted 
and in the year before it went into effect, taking various points of view into 
consideration and to make necessary amendments. 

Perhaps tile most important and protracted discussion involved the 
general rate of the VAT. The new rate had to make up the revenue that was 
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going to be lost through the elimination of the 4 percent TST, the 30 percent 
luxury rates, and the 25 federal and 300 state excises. The best estimate by
the treasury was an equivalent general VAT rate of 12.7 percent, which it was 
willing to lower to 12 percent in response to private sector demands that it 
be set at 10 percent. When the treasury realized that this was going to be the 
most contentious point and that the reduction of tax evasion through the new 
system would very likely compensate for the lower rate, it agreed to set the 
rate at 10 percent, eliminating the biggest negotiating obstacle. 

Other issues involved (1) the credit for taxes embodied in previous
investment, (2) the reduction in excises in order fora pyramided VAT to have 
Lhe same incidence as the previous rate, and (3) the negotiation with the states 
regarding a revenue formula, since the old system, giving them a share of 
the amount they collected, was considered impossible to calculate under the 
VAT. Of these issues, the most interesting and important is the question of 
revenue sharing. 

Negotiations resulted in the creation of a general sharing fund, calcu
lated as a percentage of total federal tax collections. In the first year each state 
would share in a percentage of the fund equal to federal transfers received 
over the past three years divided by total federal transfers to the states in the 
same period. The federal government had been sharing almost 50 percent of 
the TST plus varying percentages of certain excises. 

After the one-year transition period with shares allocated through con
stant coefficients, a new formula was to go into effect: those states whose 
collection efforts produced a greater percentage increase in collections than 
the average percentage increase would be rewarded with a larger coefficient 
in the following period. However, the constant coefficients applied during
the transitional period were later almost impossible to eliminate, because the 
fund was a fixed percentage of federal revenues. This zero-sum game in
duced the states who had good reason to expect their coefficients to fall to 
withhold information, for example, on the regional distribution of sales of 
interstate firms, thei eby short-circuiting the process. 

Such behavior sent the revenUe-sharing system into a yearly crisis, since 
the states that had been cooperating understandably wished to be rewarded. 
The solution adopted was to raise the overall percentage (the size of the fund) 
to keep everyone happy while maintaining the system of constant coeffi
cients. This naturally led to a complacent administrative attitude in most 
states and to an increasing hemorrhage of federal funds, as the amount of 
federal transfers to the states went from 11.2 percent of federal tax revenues 
in 1979 to almost 20 percent in 1986. 

The lack of tax collection efforts contributed to the laggard performance 
of the VAT in the years after the transition (1982-1986), but since these were 
also years of high inflation, lower imports, and higher exports, all of which 
contribute to a relative loss of value-added taxation, it is difficult to disen
tangle the contribution of lower collection efforts by the states from the other 
effects (see Table 14.3). 
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TABLE 14.3 Real Revenue from the VAT inMexico, 1980-1988 
Real receipts (millions of 1978 pesos) Increase from previous year (%) 

1980 80,262.7 n.a. 
1981 83,219.1 3.7 
1982 72,877.9 -12.4 
1983 87,200.4 19.7 
1984 93,026.1 6.7 
1985 92,612.6 -0.4 
1986 84,245.3 -9.0 
1987 90,763.6 7.7 
1988' 96,123.2 5.9 

n.a. = not available. 
a.Estimated. 
SOURCE:Banco de Mexico, Indicadores Economicos, various issues. 

The zero-sum formula was finally corrected by the 1987 reforms. The 
states were given 30 percent of the VAT they collected without holding this 
part of their share to a ceiling. Their response was ir mediate, and brought 
new vigor into their collections. 

The administrative complications of the VAT naturally arose because of 
the peculiarities of Mexico's tax arrangements, in which the states relin
quished their right to local sales taxes in order to participate in a federal tax. 
It would have been extremely difficult politically to have them relinquish 
their administrative responsibilities as well, since their role as collectors gave 
them authority and presence with their constituents. Therefore the solution 
had to include some administrative role for the states as well as an incentive. 
This made the solution more complex but probably unavoidable in situations 
where a national VAT has to coexist with strong local governments keen on 
keeping some of their tax prerogatives. 

The rat- structure of the VAT went through three stages. The first, 
adopted at the VAT's introduction, was a relatively elegant one. It included 
a basic rate of 10 percent, a zero rate for some agricultural goods and some 
basic foodstuffs, and a 6 percent rate for the northern frontier strip, to take 
into account the level of sales taxation of n ighboring U.S. cities. Unfortu
nately, the legitimacy of the new tax was eroded by an exemption (but not a 
zero rate) given to sales through union stores. 

The second stage, which began only one year after the introduction of 
the tax (1980), extended the zero rate to more foodstuffs. The indecisiveness 
with which the new tax was adopted made the government only too eager 
to please those who felt that inflation had been fueled by the VAT and that 
the real income of low-income people could be improved through tax-rate 
tailoring. 

The third stage came about as a response to the fiscal deterioration of 
1981-1982, which was countered through strong income and expenditure 
measures in the 1983 fiscal year by the entering de ia Madrid government. 
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On this occasion the basic rate was raise, I from 10 to 15 percent. A symbolic
luxury rate of 20 percent and a lower (6 percent) rate on medicines and on 
some food items were thrown in to make the higher rate politically more 
palatable. 

The income tax also underwent a gradual change. From the beginning,
the three objectives of income tax reform were to increase its scope, reduce 
its distortive effects on resource allocation, and adjust it to inflation. 

With regard to base broadening, dividends were made cumulative to
personal income with the introduction of an integration scheme that allows 
full credit for the corporate income tax. Capital gains were also included in 
the individual income tax base, with the exception of gains on stock-listed 
shares. 

A long-lasting struggle by tax policy makers to bring areas of "special
treatment," such as agriculture, newspapers, trucking, and construction, 
under normal tax rules was successful only for the construction industry.
Although just a first step, it was an important accomplishment because it
ended-.the possibility of overinvoicing through construction industry re
ceipts: construction firms had been taxed through the application of a fixed 
percentage (3.2 percent) of their gross income. This procedure enabled them 
to inflate construction receipts and thereby provide other firms an income 
tax saving of 42 percent (the tax on profits of firms outside the construction 
industry was 42 percent). If the 8 percent profit sharing with workers was 
included, the net tax evasion was 46.8 percent of the artificial mark-up in 
construction expenditures. 

Broadening the tax base by eliminating special treatment is probably the 
most effective reform possible, since it achieves several objectives simulta
neously: it improves equity by bringing a lower-paying sector into the tax 
base; it decreases tax fraud and hence tax evasion; and it leads to better 
allocation of resources as they move out of the previously lower-taxed sector
 
into, on the ,average,higher-taxed sectors with a higher social rate of return
 
(tax included).
 

The inflation adiustments, while incomplete especially in the corporate

income tax, were far-reaching 
and prepared the way for full indexation. 
However, in light of the high rate of inflation in 1982-1987 (President de la
 
Madrid's administration), too much revenue was lost before full inflationary

corrections were 
made on the tax base. Corporate income tax revenue fell 
from 2.7 percent of GDP in 1980 to only 1.5 percent in 1985. 

The exceptions to the late timing in inflation adjustment were excises,
where the elimination of specific taxes coincided with the 1980 entrance of 
the VAT. The new ad valorem rates entered just in the nick of time to prevent 
a substantial loss in revenues from inflation. Such a loss can only be compen
sated imperfectly through a continuous increase in the specific quotas, since 
annual adjustments would have to allow for imperfect forecasts of inflation 
while monthly or quarterly adjustments would have been administratively
cumbersome. Besides, specific taxes tend to be "quality regressive" within a 
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category. A per liter tax on beer, for example, fell proportionately less on the 
highest-priced containers (aluminum cans) purchased by well-to-do con
sumrers. The same can be said for tobacco, wine and spirits, and other goods. 

The inflationary adjustments introduced in the income tax were related 
to the "cost" of assets sold (capital gains) and to the "unleveraged" portion 
of depreciable assets. To prevent indexing contagium of otr contracts in 
the economy, a table constructed with the price indices of many years-a sort 
of inverse price index-was published in the law. Explicit indexation would 
be necessary in later years when full indexation of the corporate income tax 
was introduced in 1987. In the individual income tax, the elimination of 
itemized personal deductions in favor of a single personal deduction equal 
to an annual minimum wage also introduced the indexation of deductions. 
Finally, the income tax schedule was adjusted every year to account for 
inflation. 

President de la Madrid's tax reforms, 1982-1988. The entering government 
of Miguel de la Madrid would have faced a fiscal crisis of major proportions 
even had foreign credit been available. But there was in general a suspension 
of foreign credit throughout this presidential term, despite Mexico's struc
tural adjustment changes that went beyond the goals agreed upon with 
international multilateral lending institutions. Fresh money was supposedly 
provided with each negotiation, but foreign banks provided resources with 
one hand and took them away with the other. 

In the first five years of this administration (and the preliminary figures 
for 1988 only confirm the story), Mexico's total foreign debt went from US$95 
billion at the end of 1982 to US$98 billion at the end of 1987. The US$98 billion 
are equal to US$83 billion in real 1982 dollars, a fall of 14 percent in real terms. 
If the foreign debt is measured net of international reserves, the nominal 
amounts were US$93 billion at the end of 1982 and US$85 billion at the end 
of 1987. The real net foreign debt is in this case US$71 billion, a fall of 24 
percent in real dollar terms over the same period. 

Faced with such a paucity of funds, the de la Madrid administration 
slashed government expenditures and increased considerably the level of 
taxation. The new rate structure of the VAT was already discussed above. 
From a not-so-simple structure of a zero rate on some items, a 6 percent rate 
on the northern border, an'd a 10 percent basic rate, the new VAT went to a 
structure of 0, 6, 10, 15, and 20 percent rates. This new arrangement further 
complicated the administration of this novel tax, straining capability of some 
of the less advanced states ond increasing the ease with which fraudulent 
claims of excess credits were collected. 

Nonetheless, since the basic rate was rising from 10 to 15 percent and 
since so many other taxes als. had to be raised, it was felt that the VAT 
needed a more "political" presentation- in other words, greater progressiv
ity. Even so, the so-called increased progressivity of the structure is minus
cule compared to the administrative inconveniences the complex structure 
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introduced. Besides, the new general rate is probably high enough to make 
tax evasion extremely profitable, especially given the fragmented adminis
tration of the tax. 

The rates of excise taxes were also substantially raised, while a tempo
rary surtax of 10 percent was imposed on the personal income tax. 

The reforms on indirect taxation were perhaps still short of the rates and 
coverage prevalent in most other countries, but they were a move in the right 
direction, judging from an international comparison of ratios of excise tax 
revenue to GDP that shows an extremely low reliance by Mexico on indirect 
taxes (Gil Diaz 1987). 

Despite the substantial increases in the rates of excises, their contribution 
to revenue did not increase commensurately. The ratio of excises to GDP was 
1.81 percent in 1982 and increased to only 2.39 percent in 1983. The figures 
from 1984 to 1987 averaged 2.41 percent. The explanation lies partly in the 
zero rating of exports. Excises are not generally paid on exports, and there is 
a full rebate on the excises and on VAT paid in previous stages. As nonoil 
exports increased from 2.4 percent of GDP in 1982 to 8.49 percent in 1987, 
with imports lagging behind, the taxable base of excises and the VAT 
contracted. 

Inflation is also to blame. Excise taxes and VATs were paid monthly, 
twenty days after the end of the month. Although this was a rather short 
delay, the average lag actually came to thirty-five days when one considers 
that there was already an average fifteen-day lag by the end of the month. 
With inflation often averaging 5 percent per month in 1986-1987, the Olivera-
Tanzi effect amounted to approximately a 6 percent !oss in revenues. To 
aggravate the situation, the partial indexing introduced in 1979 to allow 
reflated depreciation expenditures to the extent firms were unleveraged was 
also gnawing at the tax base (see Table 14.4). 

Corporate income tax revenue also lost considerable ground. It fell from 
2.6 percent of GDP in 1981 to 1.7 percent in 1982, and averaged 1.6 percent 
through 1983-1987. This outcome is a result partly of the Olivera-Tanzi effect, 

TABLE 14.4 Effect of Inflation on Mexico's Tax Revenues, 1980-1988 
Loss of revenue because of inflation 

Inflation rate (%) (%of GDP) 
1980 29.7 0.41 
1981 28.6 0.40 
1982 98.8 1.04 
1983 80.7 0.88 
1984 59.1 0.68 
1985 53.3 0.73 
1986 105.7 0.78 
1987 159.1 0.82 
1988 51.7 0.40 
SouRCE:Barco de Mxico, Informe Anual 1988. 
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because the tax was collected in three payments annually, and partly of the 
deductibility of nominal interest expenditures. Since interest expenditures 
balloon when inflation goes up, mostly because they contain an amortization 
component (to compensate for the inflationary loss in the real value of the 
principal), the deduction of these payments erodes the base of the income 
tax considerably. 

Although the corporate income tax revenue fell by an average of 1 
percentage point of GDP through most of President de la Madrid's admin
istration (it rose during the last year), the peso debt of firms net of their peso 
financial assets went from 12.8 percent of GDP in December of 1980 to barely 
1.1 percent in December of 1987 (see Table 14.5). Thus, 7 percentage points
of GDP or about 63 percent of the net corporate private peso debt as of 
December 1981 (just before the financial crisis) can be explained by the 
reduction in the corporate income tax from 1982 through 1987. 

While such a debt cleansing was welcome, especially to strengthen 
corporations for the trade opening that took place from mid-1985 to 1987, the 
fall in corporate taxes further weakened the ailing public finances, which had 
to face the 1982 suspension of foreign credit as well as a precipitous fall in 
the country's terms of trade. 

Thus, despite the complexities involved, the inflationary bleeding of 
taxes had to be stopped. Although indexation would complicate even more 
the administration of small and middle-sized firms, it was obvious that a 
complete inflationary correction of the corporate income tax base was abso
lutely necessary. The base of the tax had not eroded still further because of 
the drastic fall in the net debt of firms. 

To increase revenues, two important corrections were introduced. The 
first was a drastic reduction in the payment period. In the middle of 1986, 
firms were required to mal-_ twelve payments annually of the corporate
income tax, instead of the previous three, and payments had to be made only 
ten days after the closing of the month. The value-added tax and excise tax 

TABLE 14.5 Domestic Debt and Taxes of Mexican Firms, 1980-1987 
Net domestic credit to private corporations 

Billions of Billions of Corporate income 
Year current pesos 1980 pesos %of GDP tax (%of GDP) 
1980 549 12.8549 2.7 
1981 650 505 111 2.6 
1982 869 340 9.2 1.7 
1983 890 192 5.2 1.5 
1984 1,400 190 4.9 1.6 
19& 2,925 243 6.4 1.6 
1986 4,086 165 5.1 1.7 
1987 2,085 32 1.1 1.6 
SOURCE:For net domestic credit, Banco de Mdxico, Direcci6n de Investigaci6n Econ6mica; for corporate income 
ax, Banco de Mxico, Indicadores Economicos. 
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payment days were also moved ahead, from the twentieth to the eighth 
working day after the end of the month. 

These reforms reduced the Olivera-Tanzi effect as much as was practi
cally possible, but they also represented a considerable increase in adminis
trative and accounting costs. An alternate, less costly, and fully corrective 
formula was also studied, but could not be implemented because of legal
difficulties: the payment of the tax on the same date as befo.ee, along with a 
representative monthly nominal interest rate times a number related to the 
average days of delay. In the case of the VAT, for instance, the tax would 
have been paid on the twentieth day of the following month, plus the tax 
times i (1 + 1/6), where i is the previous month's nominal monthly rate of 
interest.
 

The second correction involved either fully indexing the corporate in
come tax or introducing an entirely new concept based on consumption for 
corporate taxation- cash-flow accounting (see McLure 1988). This new defi
nition would have eliminated completely the problems posed by inflation 
on the tax base and would have been extremely simple to administer by 
taxpayers and authorities. Moreover, taxpayer representatives favored it 
strongly over the fully indexed alternative. The only defect of the new 
scheme was that it was not a standard income tax, and therefore foreign
investment would not be able to obtain a credit for it against its tax liability
abroad. This unfortunate fact left indexation as the only alternative. But part 
of the road toward cash-flow taxation was traveled. 

In order to make indexation simpler, it was combined with some of the 
elements of the cash-flow scheme. The greatest simplification was to permit
the simple deduction of all purchases. This procedure eliminates all the 
complications of inventory costing, which are difficult even without infla.. 
tion. Another simplification was to allow the immediate deduction of the 
present value of otherwise depreciable investments. A real interest rate of 7.5 
percent was used to bring depreciation expenditures to the present. An 
otherwise twenty-year linear depreciation structure in housing, for instance, 
was converted into an instant deduction of 56 percent. 

These simplifications, however, did not bring instant administrative 
relief to the taxpayer. To prevent large gains and losses among taxpayers, 
the new system had to be introduced gradually. After arduous negotiations
it was finally agreed that 20 percent of the new tax would be put into effect 
each year, beginning in 1987. In 1987 a firm would pay its corporate income 
tax taking 20 percent of the tax generated by the new base and 80 percent of 
the old unindexed base. In 1988, 40 percent of the new base was considered 
and 60 percent of the old, and so on. 

In addition, the corporate tax rate was reduced from a flat 42 percent to 
a flat 36 percent, bringing it into line with current international levels. 

If the new indexed base with its cash accounting of purchases and instant 
depreciation had gone into effect immediately anqi in lieu of all previous
legislation, it would have brought considerable simplification, despite the 
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complications from the monthly inflationary corrections on profits derived 
from firms' net monetary positions. Unfortunately, the system's entry was 
not that simple. 

As explained above, the smoothed entry of the new base entails the 
coexistence of both accounting systems for a number of years. But there is 
one more complication: when partial indexation was introduced in previous 
years, the unindexed base was maintained for calculating the profits shared 
by law with the workers (8 percent up to 1987, 10 percent afterward). Profit 
sharing is based on the old nominal notion of taxable income, but it is not a 
tax law as such; it is derived from a law proposed to Congress by a special 
commission set up every ten years. Therefore, even when the new system is 
fully operative, corporations will still be bound by the old system, with its 
oWn complications (mostly inventory costing). Even more unfortunate, from 
1987 to 1990 three sets of methods are simultaneously needed to calculate 
taxable income. 

Thus the transition period, plus the old base of the profit-sharing law, 
has created instea., of a simple code an extremely complicated set of rules 
that have to be calculated every month, together with the ever more complex 
VAT and, in some cases, monthly excises. 

Individual income taxation was adjusted for inflation as well. Despite 
budgetary vicissitudes, there was a full inflationary adjustment every year 
in the schedule of the personal income tax starting in 1978 (SHCP 1988). In 
1987 the schedule was automatically indexed by making brackets a muciple 
of the minimum wage. However, notwithstanding the important downward 
adjustment performed on average tax rates in the 1979 reforms, the schedule 
before inflation had started from a r~ther high level, judged from an interna
tional standpoint. For example, a taxpayer with an income equivalent to 
twenty times the national average minimum wage, US$26,000 in 1988, paid 
an average tax of 37 percent in that year. The marginal tax rate for this bracket 
was 50 percent. Therefore, the present average and marginal tax levels 
calculated over money income are still high and quite likely to stimulate high 
levels of tax avoidance and evasion. The average impact of the tax is lessened, 
however, if income includes untaxed fringe benefits. In the past few years 
this concept has been continuously broadened in an effort by taxpayers to 
lower the tax burden and by unions to achieve a partial indexing of wages. 
Table 14.6 shows how nonsalary income has increased from one-quarter of 
income in the late 1970s to one-third in the late 1980s. 

If the average tax is calculated including fringe benefits in income, the 
result would of course be a lower average tax. But a design that leaves so 
many categories of income out of the tax base tends to force sharp increases 
in the marginal rates and to distort labor-leisure choices in occupations 
where the tax is unavoidable. 

The p,isonal income tax schedule has evolved from a maximum mar
ginal rate of 55 percent in 1979, when it was raised from 50 percent, down to 
50 percent in 1988, and to M.percent in 1989. 
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TABLE 14.6 	 Share of Wages and Salaries and Fringe Benefits inTotal Labor Income 
inMexico's Manufacturing Sector, 1978-1988 (percentages) 

Year Wages and salaries Fringe benefits 
1978-1980 73.8 26.2 
1981-1983 70.1 29.9 
1984-1986 69.5 30.5 
1987-1988 66.7 33.3 

Treasury Department, "Evoluci6n de la 
1978--1980," internal document. 
SOURCE: 	 Carga Fiscal del Impuesto sobre laRenta a lasPersonas Ffsicas: 

Concluding Remarks 

Mexico's recent protracted and arduous experience with tax reform has 
taught us that the earnest pursuit of a global personal income tax faces 
constraints such as capital and population movements, administrative limi
tations, and assorted practical considerations. 

The international movement of capital means that financial interest 
income cannot be taxed, except to the extent interest is grossed up. In such a 
case, however, the incidence is not on the saver, while the costs of servicing
the public debt may exceed the revenues collected through this tax. If the tax 
is not established, however, firms can easily circumvent the corporate in
come tax through "back-to-back" operations.6 Therefore, the existence of a 
corporate income tax ends up necessitating the establishment of a tax on 
interest income, despite its inconveniences. 

Because of practical and administrative limitations, the personal income 
tax is quite distant from the Simons (1938) ideal and will remain so, yet
legislators and tax specialists behave as if the horizontal and vertical equity 
goals of the tax are being or can be achieved. The gulf between reality and 
the ideal tax, combined with the widely accepted superiority and greater 
simplicity of a consumption tax, is another important issue raised by our 
recent experiences. 

The need to prevent the double taxation of profits accruing to foreign
investment requires a corporate income tax with provisions similar to those 
established in foreign countries. This requirement leads to a system of at least 
two layers of taxpayers-one capable of dealing with the administrative 
chores of the tax and the other outside of the system, sometimes ignored and 
often evading the tax, while providing evasion outlets to those within the tax 
base. This is, ofcourse, a sourceof great inequity. Besides, the need to prevent
the double taxation of dividends (that is, to integrate the personal and the 
corporate income taxes) combined with the myriad adjustments required by
recent inflation and the transition to full inflationary accounting, have turned 
the corporate income tax into an administrative nightmare. The resulting 
system accentuates the duality of the system and prevents the tax from 
having a truly broad base to provide ampler revenues to the treasury. A 
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simpler cash-flow system would be welcome in a developing country like 
Mexico, if the crediting of the tax by foreign corporations could be agreed 
upon with foreign treasuries. 

Meanwhile, the pre-1970s Mexican income tax system of schedular 
taxation does not look at all bad in retrospect, although a consumption tax 
combined with a federal tax on real estate (and/or net assets of firms7) would 
still seem a preferred alternative. A schedular tax remains an aspiring global 
income tax and shares with it some of the practical inequities. 

Regarding indirect taxes, the VAT greatly improved upon the cobweb 
of former taxes, but its lack of political salability has weakened the 
government's resolve to maintain its origihial simplicity. The new set of taxes 
is far better in many aspects than the old, but there has clearly been a problem 
with its decentralized administration by the states. Furthermore, the many 
rates now in operation have turned a simple tax into a complicated one. 

Finally, perhaps the most pressing issue raised by Mexico's recent expe
rience is inflation, which represents a substantial leech on government 
revenues, thus increasing the deficit and in turn contributing to an inflation
ary spiral. The reforms of 1987 and 1988 have shown, however, that despite 
the multiple complications that arise from indexing, inflationary corrections 
are necessary. Thanks to the reforms, corporate tax revenues, for instance, 
will provide 2.4 percent of GDP in 1988, not far below their peak of2.7 percent 
in 1980. 

These conclusions also set the agenda for other reforms: 

1. 	The corporate income tax snould be s.mplified, especially for tax
payers with scant administrative capacity. 

2. 	A unified VAT rate would be welcome, perhaps with fewer exemp
tions and a lower general rate. 

3. 	 The administrative and legal coordination rules with the states on the 
VAT need to be modified. 

4. 	 Special tax bases need to be eliminated, since their existence allows 
the effortless shifting of tax bases from the taxed to the untaxed 
sectors.
 

5. 	 Features that allow the averaging of taxation through time, such as 
special savings accounts whose income is not Zaxed and whose con
tributions would be deductible from taxable income, would bring the 
present personal income tax closer to a consumption tax. 

Substantial reforms along these lines were enacted in the 1989 and 1990 tax 
reforms oi the new administration of Carlos Salinas. Since describing and 
analyzing these reforms would require another chapter of equal length, this 
chapter leaves them for future consideration. 
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Some Implications of the Global Income Tax 

Attempting to tax the net real annual accretion of wealth presents several 
complications. These issues are well known to tax specialists (and might 
seem obvious in another context). Moreover, some tax specialists, aware of 
the deep practical limitations and related inequities of global income taxa
tion, prescribe it anyway. Since, however, global income taxation has been 
one of the goals of the Mexican tax authorities, it will be useful to consider 
some of the important issues surrounding this method of taxation as they 
relate to Mexico's tax policy. 

Global incone is defined as a detailed and comprehensive measure of 
the net (of liabilities) increment of all possible sources of wealth-parrots,
dogs, and flower pots included. But even if a comprehensive measurement 
is possible, how should the income of the spouse be taxed? For a family
expenditure of 2 pesos, 1peso may come from one person's gross income of 
2 resos and the other peso from another person's (the wife's, probably) gross
income of, say, 1.20 pesos. Obviously the tax is distortive when applied
individually because the same amount of revenue could be obtained with a 
lesser tax on the husband and a greater tax on the wife. A tax based on family
income would lead to a greater effort by the husband, who would, for 
example, take in more patients or legal cases, and more leisure for the wife. 
Society would gain since the higher-valued gross output of the husband 
would expand while the lower-valued output of the wife would contract. 

The tax based on the separation of each individual's income is also 
unfair. If two families have the same gross income, but one family's income 
is the result of only one party's working while the other family's income is 
generated equally by each member o, the family, the progressivity of the tax 
schedule implies that the couple with one working member suffers a greater 
tax. However, if the family is used as the unit to be taxed, it will be cheaper 
to "live in sin" if both family members work. 

There are other problems associated with the definition of family 
income: 

1. 	One must consider housework. Housework, whether or not it is in
cluded in the national accounts, is income. Its exclusion from taxation 
distorts choices in its favor. Its inclusion would mean no distortion 
and a fairer distribution of the tax load. 

2. 	 Then there are the children. Are they consumption or producer 
goods? How should individuals be taxed if their education continues 
into adulthood, entailing large direct expenditures as wel! as forgone 
income? 
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3. 	 One should not fail to include the imputed rent from owner-occupied 
housing. An easy way to exemplify the consequences of omitting im
puted rentals is to imagine a renter who moves from an owned house, 
which he then rents, to another similar property, perhaps in another 
city, for which rent is exactly equal to his rental income. Obviously, 
the rental income from the house owned will be taxed and will there
fore be less than the gross of tax rent paid to the owner of the other 
house. 

4. 	 All other conventional and monetarily measurable concepts of in
come should be included, as well as capital gains, preferably when 
accrued. Income originating out of the country should also be duti
fully reported. 

One need not go much further to realize how far the measurable reality 
in developing countries is from this Holy Grail. Even in developed countries, 
reality is a caricature of the ideal. No developed country taxes income from 
owner-occupied housing, although some have briefly tried and abandoned 
it. Some have a wealth tax applied hypocritically (no wines nor works of art 
in France, please) and inequitably. Almost all tax financial interest income 
lightly if at all. Some try to globalize household income, or at least income 
from labor, and end up taxing the institution of marriage. None of course has 
dared to include the imputed income of housework. How should one distin
guish between the diligent housewife and the slob? How does one measure 
the forgone income of wildly different housewifely backgrounds? 

The inclusion of capital gains varieF, but in general such gains are not 
well weasured when included, nor, for practical reasons, are all potentially 
taxable items in the base. Furthermore, should averaging be performed? For 
how long? What about the ultimate complication: lifetime averaging to 
eliminate all the inequities that progressivity would impose on income 
lumps from any source? 

If there is inflation, even slight or creeping inflation as is the modern 
norm even in stable countries, only real gains should be taxed, otherwise it 
is likely the principal value of the asset will be taxed. A tax on the principal 
would overstep the original purpose of the income tax while distorting asset 
allocation and producing inequities. 

For the corporate income tax, indexation is a must, otherwise the deduct
ibility of higher inflationary nominal interest expenditures will easily evap
oratc its base. But taxing real value is administratively complex, especially if 
one attempts full indexation when inflation is above moderate levels. 

Another complication is that taxpayers in a truly global system will tend 
not to declare capital gains but to fully deduct capital losses. An inflationary 
environment will accentuate the revenue effects of the asymmetry. 

To understand one of the main parameters of Mexican tax policy, inter
national capital mobility must be considered. Except for a sad three-month 
interlude in 1982, Mexico has maintained no exchange controls for many 
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decades. Capital needs open markets if it is to return, and Mexico-United 
States border linkages make controls on international currency movements 
a practical impossibility.

There are currently 275 million two-way crossings per year over the
Mexico-United States border. It wou!d take only US$109 per Mexican (half
of the total trips are assumed to be by Mexicans) per trip to deplete a high
level of international reserves of US$15 billion. There are other C.hannels for
capital flight, of course, such as foreign trade and tourism. The experiences
of other countries are also quite eloquent about the ease with which money
moves internationally despite and often because of controls. Therefore,
international capital mobility creates an additional source of inequity and
lack of tax coverage that probably starts with the middle class and becomes 
even more serious for the richest families. 

Finally, it is important to mention, in this review of the most glaring
absurdities of global income taxation in practice, that the taxation of wages
is in many countries so high that organized workers able to obtain payment
in kind have thereby sheltered a substantial portion of income from the tax 
base. 
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Appraising Tax Reform 

Writing about the prospects for tax reform in the United States, John Witte 
had this to say in his 1985 book The Politics and Development of the Federal 
Income Tax: "There is nothing, absolutely nothing in the history or politics of the 
income tax that indicatesthat any of these schemes have the slightest hope of being
enacted in the forms proposed" (emphasis in original; p. 380). Less than two 
years after the publication of those words, the United States had enacted the 
Tax Reform Act of 1986, which many believe to be the most important reform 
of the U.S. income tax since its inception three. quarters of a century ago. It 
seems safe to bet that similarly pessimistic prognostications were con
founded in many countries during the 1980s, which could with reason be 
called "the decade of tax reform." 

This chapter is an attempt to provide both an update of the rapidly
evolving experience with tax reform and a summary appraisal of that reform 
for the eleven countries covered in this volume. The preceding chapters can 
be divided into three groups: conceptual ur normative pieces (tax principles
for developing countries, by Arnold C. Harberger, and international tax 
principles, by Joel Slemrod), chapters on tax reform experience in seven 
developed countries (Australia, Canada, Israel, Japan, Sweden, the United 
States, and the United Kingdom), and chapters .n tax reform in four devel
opirg countries (China, Colombia, Indonesia, and Mexico).

Of necessity, this discussion must be selective; it is not intended to be 
exhaustive in either its updating or its appraisal of experience. Arnold 
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Harberger's chapter, though addressed explicitly to the problems of devel
oping countries, provides a useful framework against which to appraise 
much of the experience reported here, since, for the most part, his guidelines 
are probably subject to general agreement among most economists working 
on tax reform in both advanced and developing countries. The discussion 
here, however, concentrates more on apparent explanations for failure to 
follow the Harberger guidelines than on instances of compliance with those 
guidelines. 

No effort is made to tell how each of the countries surveyed has handled 
each of the issues covered in the Harberger chapter. (Since the country 
chapters do not deal with questions of trade policy, Harberger's views of the 
desirability of a uniform import tariff are not considered further.) Moreover, 
many fundamental changes (such as changes in the taxation of capital gains 
in many countries, Australia's taxation of fringe benefits, and the attacks on 
tax shelters in Australia, Sweden, and the United States) that would deserve 
greater attention in longer and more detailed discussions of tax reform in 
particular countries are neglected. This chapter does consider rate reduction, 
however, an additional criterion that does not appear in Harberger's guide
lines but is consistent with their general thrust. 

Finally, it makes little sense to apply the Harberger criteria systemati
cally to the tax system of China. After all, in a command economy in which 
prices play little allocative role and the state owns a substantial portion of 
economic assets, taxes serve a very different-or at least a more limited-set 
of objectives than in a free market economy. In a free market economy taxes 
play an important role in determining the distribution of income and the 
allocation of resources, as well as in stabilizing the economy (helpi g to 
assure full employment and price stability). As Roger Gordon's chapter oi, 
China indicates, in a command economy the stabilization role of taxation is 
relatively more important, income distribution and resource allocation being 
more strongly influenced by state ownership and allocation of resources, 
pricing rules, limitations on labor markets, and other state controls. 

What follows reports on some developments that have occurred since 
completion of the chapters of this book and draws on experience not reported 
in the country chapters. (Some of this more recent experience is reported in 
Whalley 1989. See also Tanzi 1987 and Pechman 1988. For the most part no 
references are given to points discussed in earlier chapters.) No effort has 
been made, however, to provide a comprehensive and up-to-date descrip
tion of tax policy in the countries surveyed. 

Similarly, this chapter does not attempt to trace the "paternity" of the 
tax reform that has been sweeping the world. Tax reform in some countries 
was obviously stimulated by that in the United States. But just as obviously, 
tax reform in other countries preceded that in the United States and influ
enced reform in both the United States and ,!sewhere. For example, the 1984 
tax reforms in the United Kingdom, in which investment incentives were 
eliminated and rates were reduced, were extremely important in convincing 



Appraising Tax Reform 281 

U.S. Treasury Secretary Donald Regan of the wisdom of proposing similar 
reforms for the United States. Moreover, to some extent the ubiquity of tax 
reform reflects the power of the common intellectual case for reform. (See
also Whalley 1989 and Tanzi 1987 and references cited therein.) 

Value-A,! -ledTax 

Harberger repeats the standard litany of well-known benefits of a value
added tax (VAT) with the now-conventional features: destination principle,
consumption base, and credit method. Sweden (since 1968) and Colombia 
(since 1965, but only at the manufacturing level before 1983) have long had 
such a tax. (Even now Colombia does not allow immediate credit for taxes 
paid on purchases of some capital goods.) The United Kingdom introduced 
a VAT in 1973 as a condition of entry into the European Community (then
the European Economic Community), and Israel has levied a VAT since 1976. 
Indonesia introduced the VAT in 1985 (after a delay due to administrative 
problems) as the keystone of the reforms reported in the chapter by Malcolm 
Gillis, and Mexico adopted a VAT in 1980, as noted in the chapter by
Francisco Gil Diaz. 

The experience with VAT-or even proposals for a VAT or other form 
ofgeneral sales tax-has not been so positive in the other countries surveyed.
Japan introduced a 3 percent VAT in 1989, but has been under strong 
pressure, especially from housewives, to repeal it. Australia considered 
adopting a retail salcs tax, but decided not to do so. For many years Canada 
studied the dc.irability of replacing its highly defective wholesale-level sales 
tax with either a retail-level sales tax or a federal VAT. After flirting seriously
with a subtraction-method levy as a way of avoiding problems with the 
provinces it has finally decided to introduce a credit-method VAT. Whether 
this will soon occur is, however, subject to considerable doubt, as the plan is 
being attacked from all sides, especially by small business. 

This leaves the United States as the only country considered here that 
does not have a VAT and has never had one seriously advocated in a 
government-sanctioned document. The United States Treasury Department,
in its 1984 tax reform proposals to President Reagan, devoted an entire 
volume to the ai-alysis of the VAT, but did not propose its enactment. Among
the reasons the United States has no VAT (or other form of federal sales tax) 
are the fear of federal encroachment on the fiscal preserve of state and local 
governments, the fear of conservatives that it would turn _nto a "money
machine" that would fuel the growth of public spending, and the fear of 
liberals that it would be regressive. (One observer has noted that an Ameri
can VAT will have a political chance once liberals realize it is a money
machine and conservatives realize it is regressive.) Some have seen this as 
the most likely and appropriate way to reduce the troubling federal budget
deficit, despite President Bush's promise of "no new taxes." Recent events in 
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Eastern Europe, and the possible reductions in defense spending they por
tend, cast some doubt on this view. 

Income Tax Issues 

Rate reduction. The reduction of income tax rates is probably the most 
dramatic manifestation of the wave of tax reform that swept the world 
during the 1980s, as well as perhaps the most important. Rate reduction is 
important for several reasons. It reduces the adverse incentive effects of 
taxation on work effort, saving, and investment. Any nonneutralities and 
inequities that remain after reform are less important at low rates. Pressures 
on tax administration and compliance are lessened by rate reduction. Finally, 
people may feel that the system is better if low rates are levied on a broad 
1-i)se than if high rates are levied on a narrow base. 

All the countries surveyed here have cut rates substantially. The rates in 
these countries-both before and after reform-are given in Table 15.1. For 
this group the average top marginal tax rate applied to the income of 
individuals has been reduced from 60 percent to 40 percent. The comparable 
reduction for corporations is from 46 to 35 percent. (Median tax rates are not 
reported since in all cases they fall within one percentage point of the average 
rates. China is not included in these calculations for reasons indicated 
earlier.) 

Integration. Harberger notes that it makes no economic sense to levy a 
separate tax on the income of corporations, just because they are legal
"persons." Rather, corporate and individual taxes should be integrated, 
either by taxing the income of corporations as if earned by a partnersfiip or 

TABLE 15.1 Tax Rates inSelected Countries, fore and after Tax Reform 
Top marginal rate for individuals Corporate rate 

Country (old/new) (old/new) 
Australia 60/49 46/39 
Canada 34/29 36/28
 

Colombia 49/30 40/30 

Indonesia 50/35 45/35 
Israel 60/48' 53/48 
Japan 70/50 42/37.5 

Mexico 55/40 42/36 
Sweden 75/50 56/30 
United Kingdom 80/40 52/35 
United States 70/28 (+5 )b 46/3 
NOTE:China isomitted because tax rates have little meaning in a command economy. 
a.Assumes sLheduled elimination of surcharge at end of 1989. 
b.The additional 5percent represents asurcharge faced by upper-middle-income taxpayers.
SOURCE:Previous chapters and Whalley 1989). 
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by providing relief only for double taxation of dividends. An integrated
system is fairer, because combined corporate-personal taxation reflects the
personal rate structure more closely than does separate taxation at both
levels. It is also more neutral with regard to economic decisions, since it does 
not discriminate against .he corporate form of business and products of the
corporate sector. Finally, it does not favor debt financing, as does the separate
taxation of corporate equxiy income at the firm level and of dividends at the 
individual shareholder level. 

For administrative reasons, no country has attempted to provide part
nership treatment of large corporations, though some do so for small corpo
rations with relatively simple capital structures, and the recently enacted
Australian system may, at the option of the corporation, approximate full
integration. Among the countries surveyed here, Canada and the United
Kingdom have long provided shareholders credits for the corporate taxes
attributable to the dividends they receive, Mexico began to do so in 1979, and
Australia (1987) more recently joined this group. Colombia, in its 1986
reforms, eliminated the tax on dividends, thereby providing a sort of ad hoc
relief for double taxation of dividends that was thought to be appropriate to
its administrative capabilities, even if not conceptually satisfactory. It did
this in part to prevent the further "decapitalization" of its economy.

The United States is among the few developed countries that provide norelief from double taxation of dividends. During the past dozen years it has
considered both the partnership method and two ways of providing divi
dend relief. (See U.S. Department of the Treasury 1977 and 1984 and U.S.
Office of the President 1985.) None of these has ever received much support,
for various reasons, including large revenue losses-which are matched by
windfall gains to present owners of corporate shares, many of whom are in
high income groups. The corporate managers who might be expected to 
support such a change have shown a marked lack of interest in it, presumably
because they do not like the increased pressures for distribution of profits
dividend relief would imply. They preferred instead to keep-but ultimately
lost-other corporate tax benefits that were threatened by tax reform.

As this is being written there is a strong possibility that the U.S. Treasuy
Department will soon propose a syster . of full integration as part of effortsto encourage capital formation. According to rumors, the Treasury Depart
ment is rejecting dividend relief because of the incentive it gives for paying
dividends. There is at least some possibility that business will be more
favorably disposed to full integration than it was to dividend relief in 1985.This is true in part because business, having already lost many of its tax
preferences, might as well aLcept this benefit. Moreover, by reducing the
advantage of debt finance, integration would lead to more sensible financial
policies and reduce the threat of leveraged buyouts and other forms of 
debt-financed corporate takeovers. 

Japan recently decided to shift from a split-rate system (lower rate on
distributed profits than on retained earnings) to a classical (unintegrated) 
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system, perhaps to avoid giving the benefits of dividend relief to foreign 
investors. (Whalley 1989 suggests this was the motivation behind this 
change.)
 

Tax incentives. The income tax systems of most countries have been clut
tered with a variety of tax incentives ostensibly intended to encourage such 
"worthy" goals as saving and investment, the production of selected goods, 
and the development of poorer regions. Actually, incentives encourage 
rent-seeking behavior and thereby create inequities, undermine the percep
tion of fairness, distort the allocation of resources, and complicate tax admin
istration and compliance. One of the striking developments of the 1980s is 
the elimination or substantial reduction of incentives in many countries. 

Colombia eliminated almost all such incentives in 1974 and continues to 
have a relatively "clean" income tax, despite occasional retrogression. In the 
fundamental reforms enacted in the United States in 1986 much of the 
revenue necessary for rate reduction in a revenue-neutral context came from 
repeal or substantial reduction of a long list of incentives, including the 
investment tax credit (ITC) and accelerated depreciation; nonetheless, the 
U.S. tax code still contains a variety of incentives, especially for oil and gas. 
Accelerated depreciation was also withdrawn or decelerated in Australia, 
Canada (which also eliminated its ITC), Japan, and the United Kingdom. 
Indonesia eliminated incentives -n order to reduce opportunities for corrup
tion, as well as for the reasons identified above. Israel continues to provide 
a variety of tax incentives. The depreciation schedule adopted by Mexico, 
while more rapid than economic depreciation, is substantially less generous 
than the cash-flow alternative it would have preferred. 

Inflation adjustment. There are two conceptually distinct forms of inflation 
adjustment of income tax systems. One-and the easier, by far-is the adjust
ment of amounts fixed in nominal (monetary) terms, including personal ex
emptions, standard deductions, and bracket limits. These adjustments are 
needed in order to prevent bracket creep, the tendency for inflation to cause 
taxpayers with a given real income to pay increasing effective tax rates. 

The other type of adjustment, which is quite complicated, is the adjust
ment of the measurement of income from business and capital. If the mea
surement of income is not protected from the effects of inflation, taxable 
income will be either understated or overstated. Understatement of income 
occurs to the extent that full deduction is allowed for nominal interest 
e!xpense, without adjustment for inflation. Income is overstated if taxable 
income is based on first-in, first-out inventory accounting, economic depre
ciation, and full taxation of capital gains and interest income, without infla
tion adjustment. Inflation adjustment is thus needed in order to provide both 
equity and neutrality. 

Inflation adjustment in the measurement of income from business and 
capital can be accomplished on an ad hoc basis by adjusting various items 
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on the income statement, most notably depreciation allowances, cost of
goods sold from inventories, the basis of capital assets, and interest income 
and expense. More satisfactory is an integrated system based on adjustments
to the balance sheet, which are then reflected in the income statement. Chile
has perhaps the most sophisticated system of inflation adjustment in the 
world; it is based on this integrated approach. 

Colombia has adjusted nominal amounts for inflation partially since 
1974 and fully since 1979. Mexico has adjusted its rate schedule since 1978,
and Israel has provided partial adjustment since 1976. By comparison, the 
United States adopted this minimal reform only in 1981, to take effect for
1985. Canada does not index nominal amounts. The federal government
undertook an evaluation of indexation options at both the personal and 
corporate level in 1981 but decided not to proceed. The other countries 
surveyed do not index nominal amounts. Sweden briefly enacted indexation 
but repealed it for political reasons. Porter and Trengove cite bracket creep
resulting from the lack of indexation as a primary cause of the relative growth
in personal income taxation in Australia. 

Colombia has by far the most comprehensive and most sophisticated
system of indexing the measurement of income of any country covered by
this survey; until 1992 it will continue to use an ad hoc system first introduced
in 1986 and expanded in 1988, and then switch to an integrated approach 
patterned after that used in Chile. 

Mexico considered a system of expensing (deduction of the entire pur
chase price of capital goods in the year investment is made), but rejected it 
for reasons to be specified below. Instead, it adopted a system in which
corporations are able to claim in the year of investment deductions equal in 
present value to future depreciation allowances. This "first-year deprecia
tion" system effectively isolates depreciation from the e.fects of inflation. 

The United Kingdom and Australia provide inflation adjustment in the
calculation of capital gains. Canada, Sweden, and the United States provide 
no indexation in the measurement of income, though they have considered it. 

In its 1984 tax reform proposals to President Reagan, the U.S. Treasury
Department (1984) recommended the adoption of ad hoc system ofan 
adjustment. This proposal never received serious attention and, except for
capital gains, was dropped from the proposals Reagan submitted to the 
Congress. Among the reasons for disinterest in inflation adjustment were its 
revenue cost, its complexity, the subsidence of inflation, the preference of the 
business community for accelerated depreciation based on historical costs,
and its dislike for indexation of interest expense. 

Consumption (Cash-Flow) Taxation 

Over the years Colombia, Mexico, Sweden, the United Kingdom, and the 
United States have all considered moving from the traditional income tax to 
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a system of direct taxation based on consumption or (in the case of Mexico) 
to a more limited cash-flow tax for corporations. As yet none has adopted 
such a tax, though Mexico is now moving in the direction of adopting a 
cash-flow tax for small business. 

There are two ways of implementing a direct tax on consumption. (For 
more details, see Zodrow and McLure 1988 or McLure et al. 1989.) Both 
provide expensing (immediate deduction) for investment in both capital 
goods and inventories. They differ in their treatment of debt and interest. 
Under one, which is truly based on cash flow and the use of so-called 
qualified accounts, the proceeds of borrowing are taxable and the repayment 
of debt is deductible; as under the income tax, interest income is taxable and 
interest expense is deductible. The base of such a tax is clearly consumption. 

Under the second "prepayment" approach debt transactions have no tax 
consequences and interest is neither taxable nor deductible. Under certain 
(admittedly unrealistic) assumptions the bases of the two consumption
based taxes are equal in present value. But thi. prepayment system is simpler 
to implement than the cash-flow approach. 

Economists have commonly advocated the con:umption tax because it 
is neutral toward the choice between saving and consumption, rather than 
penalizing saving, as the income tax does. Business has liked the consump
tion tax for a similar reason; it would be more favorable toward capital 
formation. More recently, an additional important reason for a consumption
based tax has been noted; in many ways it is much simpler than an income 
tax. This argument in favor of the prepayment approach figured especially 
prominently in a report done recently for the government of Colombia and 
described in my chapter on experience in that country. Ironically, one of the 
reasons the consumption tax has almost always been rejected is the perceived 
difficulty of implementation. Such a view fails to take account of recent work 
on implementating a consumption-based tax. 

Mexico clearly wanted to adopt a cash-flow tax for all corporations. It 
was, however, stymied by fear that the United States would not allow foreign 
tax credits for such a tax. It thus opted for the first-year depreciation system 
described above and has more recently adopted a cash- flow system for small 
busi.-ess. 

In Sweden, as elsewhere, the combination of fully deductible nominal 
interest expense and exempt capital income gives rise to opportunities for 
tax arbitrage, borrowing on a tax-deductible basis in order to make tax
preferred investments. On balance the taxation of capital income in Sweden 
may actually result in a net loss of revenue. Sweden has considered adopt
ing a consumption-based tax for more than ten years. It has been most 
concerned about implementation problems inherent in the qualified ac
counts approach to consumption taxation and has suggested that the pre
payment approach is preferable on administrative grounds. Like Mexico 
and Colombia, Sweden has been concerned about the creditability of a 
cash-flow corporate tax. 
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Colombia did not adopt a consumption-based tax in its 1988 reforms 
for several reasons, including the fact that no other country has yet gone
down this road, the uncertainty hanging over the creditability issue, the 
fear that such a move would not pass constitutional muster as being con
sistent with the emergency powers allowing the executive to change the 
provisions for inflation adjustment, and the extremely short time available 
to consider such a fundamental reform between release of the 1988 report 
on the taxation of income from business and capital and the expiration of 
the emergency powers. Given the history of tax reform in Colombia, one 
would not be surprised to see Colombia eventually replace its income tax 
with a consumption-based tax. 

International Issues 

Most of the country chapters do not consider explicitly the many complex
international issues raised by Slemrod (and in less detail by Harberger). The 
most obvious exceptions are (1) the concern with international competitive
ness found in the chapters on Can.da and Japan, (2) Canada's fear that it
would be swamped by deductions for interest expense if it did not lower its 
corporate rates to the level of postreform U.S. rates, and (3) the creditability
issue just discussed in conjunction with consumption-based taxation. To 
some extent this neglect refleccs the focus of the tax reform debate in various 
countries. In the United States, for example, there was not much careful 
analysis of international issues; much of what passed for analysis during the 
debate was simply wrong, or at least incomplete (see McLure 1989). Slemrod 
points out that the United States may have inadvertently stumbled onto a
policy stance that, if not optimal, is at least broadly consistent with national 
self-interest. 

Concluding Comments 

It is impossible to summarize the appraisal of the tax reform experience of 
eleven countries in the limited space that remains. It is, however, interesting
to note the grades Harberger might give two countries, Colombia and the 
United States. (It might be noted that John Shoven's assessment U.S. tax 
reform is based on a view of what constitutes good tax policy that closely
resembles Harberger's.) Several preliminary comments are, however, worth 
making explicit before turning to the two report cards. 

First, many importa.nt aspects of tax reform have not been tabulated or 
even considered in this chapter. For example, the proliferation of tax shelters 
during the 1980s was almost unique to the United States; the elimination of 
most opportunities for shelters constitutes a major achievement of the 1986
U.S. tax reform. It helped restore the perception of equity that had been so 
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seriously damaged by the growth of shelters, as well as improving the actual 
equity and neutrality of the system. 

Second, the fact that a given country has not adopted all the Harberger 
guidelines does not necessarily mean that policy is wrong-headed-though 
in some cases it clearly is. Economic and political circumstances simply differ 
in important ways across countries. This is perhaps nowhere seen more 
clearly than in the case of inflation adjustment. A high-inflation country can 
hardly be said to have a tax on net income if it does not index the measure
ment of income from business and capital. By comparison, in a low-inflation 
country the complexity cost of indexation may exceed its benefits. 

It is interesting to note (if a little self-serving, given the author's long
term involvement as an adviser on tax policy to the government of Colombia) 
that the tax policy of Colombia is clearly more consistent with the Harberger 
guidelines-supplemented to include rate reduction-than that of any of the 
other countries considered. Colombia has a VA r (although one that does not 
allow immediate credit for all taxes on investment goods), it provides com
prehensive indexation for both nominal amounts and the measurement of 
income, it has eliminated virtually all important investment incentives, it has 
eliminated double taxation of dividends, and it has reduced its corporate rate 
and its highest marginal rate on individual income to 30 percent. 

It is also interesting that the United States has taken relatively few of 
these steps, despite all the hoopla over the Tax Reform Act of 1986. Though 
it has reduced its tax rates almost as far as any nation-to 28 percent (33 
percent including the middle-income surcharge) for individuals and 34 
percent for corporations-it has no national sales tax, it does not provide any 
in6exation in the measurement of income, it allows no relief from double 
taxation of dividends, and it still provides substantial incentives for selected 
economic activities. The absence of a national sales tax is especially notewor
thy, given its federal budget deficit. 

Many of the other countries reviewed here would not fare much better 
than the United States in this grading. Most now have VATs, most (but not 
necessarily the same ones) now provide dividend relief, most have made 
progress in curtailing tax incentives, and most have reducod marginal rates. 
Most have not, however, made substantial progress li insulating the 
measurement of income-or even nominal amounts-from the effects of 
inflation. 
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Chapter2 Joel Slemrod, "Tax Principles in an InternationalEconomy" 

Notes 

1. This point is developed in McLure (1987) and Slemrod (1988a).
2. See Slemrod (1988b) for a further discussion of the tax arbitrage possibilities 

opened by international capital mobility.
3. The GATT does attempt to regulate inte rnal taxes, but orly those that discrim

inate against imported goods ii, favor of dome,-tic goods. Income taxes are excluded 
from the scope of GA",. 

4. I refer to the Multinational Convention on i,4utual Assistance in Tax Matters,
developed by the Organization for Economic Coop. -ration and Development, which 
standardizes procedures for sharing of tax info:nination among countries. Open to 
signature beginning in 1988, it has as of this writing been signed by few. 
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Chapter3 Arnold C. Harberger, "Principles of Taxation Applied 

to Developiing Countries: What Have We Learned?" 

Notes 

1. For example, in Chile during the 1950s and 1960s one would usually find three 
or four taxes separately noted on a restaurant ,ill, each identified by the number of 
the legislative act that imposed it. In that particular case, the proliferation of little taxes 
arose n ainly from the practice of instituting separate taxes earmarked for specific 
spending programs. As the years passed, the number of separate taxes originating 
from this process becam totally unmanageable. 

2. Alternative methods of assessing a value-added tax are the "subtraction" 
method and "addition" method. The subtraction method is just like the credit method 
except that it does not insist on an explicit record of tax paid at an earlier stage in 
order for the firm to claim a deduction. The firm pays simply on the basis of its sales 
minus its purchases of inputs (including investment goods) during the period in 
question. Deduction is given for input purchases regardless of whether or not they 
came from firms that are members of the valued-added network. Clearly, evasion is 
much easier under the subtraction method while administration is much simpler 
(owing to the ease of leaving out small tax-paying entities while still collecting tax at 
a later stage) under the credit method. Small wonder, then, that the credit method is 
overwhelmingly preferred anong tax experts and administrators. 

The addition method computes the base of the value-added tax, not by 
working back from final sales, but by building up from the different components of 
cost. Thus, costs of inputs and of capital goods are not counted in this buildup, but 
the other principal cost items-wages, s;daries, interest, and profits-are. Iknow of 
no real-world system that is administered via the addition method. It has, however, 
been seriously considered as a possible way of dealing with the special problems of 
including the financial sector in th2 VAT network. 

3. Rarely does one find a uniform rate of VAT outside the range of 5 to 20 percent. 
4. This argument correctly identifies so-called Ramsey taxation as the exercisk, of 

monopoly and/or monopsony power on the part of the government. Such taxation 
would tend to change with every major shift in demand or supply of a commodity, 
particularly if demand and/or supply became significantly less (or more) elastic. 
Supporters of the argument contend that a government should not engage in the 
exercise of monopoly or monopsony power vis-a-vis its own citizens. 
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5. When we work with a single rate of VAT, the measurement of welfare costs 
and benefits becomes very easy. Consider placing a tax at the rate T on good y, with 
x being the output of the previously taxed sector, and z the output of the previously
untaxed sector (apart from y). Measuring changes in output in dollars' worth at initial 
prices (i.e., choosing units so that all initial prices are $1), we have a welfare change 
arising out of the market for y equal to (/.) Tdiy. This is a negative welfare change (a
positive cost) because the quantity ofyi falls (dy is negative) as a result of shifting y to 
the taxed category. The fall in i s compensated by rises in x and z, such that (if z is 
defined comprehensively enough, so as, for example, to include the leisure time of 
workers as an untaxed activity) dy = -dx - dz. Offsetting fhe loss (1/2 TdY) in welfare 
due to the tax on y, there is an indirect gain equal to Tdx. There is a net gain from the 
whole operation (of shifting y from the untaxed to the taxed category) so long as ,dx 
is greater than or equal to - (/2)dy; that is, so long as the x sector ends up absorbing 
at least half the resources ejected from y when the tax is imposed on y. 

6. If r,is the nominal rate of protection on final product j, Ti that on input i, and 
aij is the fraction of the cost of j accounted for (at international prices) by input i, 
domestic resources costs can extend up to the domestic currency equivalent of 

(1 + Tj)- Xaij(1 +rTi) 

per dollar's worth of final product displaced. The net saving of foreign currency ob
tained in the process is equal to 

aij. 

',his patte-, of protection therefore allows for domestic resource costs of up to 

[01 - a, ) (T,- - .aj Ti)1/(1 - a#) 

per net dollar of foreign exchange saved. This implies a -ate of effective protection of 

J(Tj - 7. aij Ti)/( - Y aij). 
I i 

It is easily seen that this rate of effective protection will be equal to Ti, whenever all 
the relevant Ti are also equal to Tj. This says that tie effective protection of a final 
product will be equal to its orominal protection whenever the relevant imported inputs 
into its production ha ve tariffs equaling (or averaging) the rate that applies to the final 
product. Thus if all final products and all imported inputs carry the rate T*, then all 
domestic value added receives protection at that same rate. 

7. In the formula for effective protection (see above, note 6), the inputs i should 
in principle cover all tradableinputs, not just those which are imported by a country. 
Ifsome part of the local supply of an export product is used as an input into an import 
substitute, that much less of it (the export product) will be available to be actually 
exported. Hence the use of an exportable as an input typically entails just as much of 
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a drain on the country's available supply of foreign exchange as does the use of an 
import good. 

8. Most countries that introduce investn ttax credits impose statutory minima 
on the economic lives of the assets to be covered. This eliminates the most exaggerated 
cases of bias, but investment choices remain greatly distorted. 

9. To have a special incentive implies that there are favored activities that 
policymakers want to stimulate. What Ihere call "rational" incentives all have the 
property that for each level of the incentives (for example, the 40 and 30 percent tax 
rates in the above example) there corresponds a critical expected gross-of-tax yield 
(for example, 162 and 14.3 percent, respectively) on the investments covered by the 
incentive. Rational investors operating under the incentive will tend to accept projects 
promising greater than the critical yield, and will tend to reject those whose expected 
yield is below the critical level. In no case would such a "rational" incentive lead to 
the acceptance of, say a 12 percent investment, while simultaneously leading to the 
rejection of a different, similarly covered investment with, say, a 17 percent yield. 

10. Here there is a credit of Uz(PVY + PVD) followed by a tax of Tapplying to 
[(Y + D)- (1 - W)]. In present-value terms the net tax is T(1 - a) PVY. That is, the 
ordinary tax rate of Thas been reduced by the incentive scheme to T(1 - ). 

11. From the accounts of the firm we have RA + NA = RL + NL + CS, where RA 
and RL represent real assets and liabilities, NA and NL equal nominal assets and 
liabilities and CS equals capital and surplus. Inflation at the rate it brings about a loss 
on all nominal assets and a gain on all nominal liabilities. The net gain is n (NL-NA). 
This of course equals nt (RA-RL) minus itCS. 

Chapter 4 	 Michael G. Porterand ChristopherTrengove, 
"Tax Reform in Au.tralia" 

Notes 

1.The PAYE system is intended to encompass all wage and salary earners and 
involves withholding of tax at sojrce (that is, by employers). 

2. Section 26(e) of the act required the value to the taxpayer of all allowances, 
gratuities, benefits, or bonuses-whether received in cash or in kind-to be included 
in assessable income. 

3. The Australian Constitution prevents state governments from taxing com
modities. Since, under an agreement entered into during World War II,these govern
ments have also handed over the income tax instrument to the central government, 
they are now somewhat restricted in the forms of tax they may use. 

4. The conclusions are summarized in House of Representatives Standing Com
mittee on Expenditure (1986). 

5. In common with its counterparts in many other countries, the agency respon
sible for administering the tax system (the Australian Taxation Office) has only a 
minor involvement in matters of overall tax design. The department most concerned 
with the development of taxation policy is the treasury. 

6. Malcolm Fraser's government held office from November 1975 until March 
1983. 
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7. The ill-fated Australia Card proposal, which was to serve a variety of bureau
cratic purposes including taxation , social security, health insurance, and immigration,
has now been replaced by a much more modest scheme to be applied only to taxation. 

8. Except for taxpayers falling below a threshold level of income, a gross rate of 
1.25 percent is payable by all residents in the form of a levy, which is designed to 
partially fund the system of national health insurance. 

9. Thus, although the treasurer insisted when presenting the 1988/89 budget that 
tax cuts could not at that time be responsibly given (supposedly for reasons of demand 
management), this in reality implied a substantially increased impost on payers of 
personal income tax 

10. This restriction, however, means that some imputation credits paid to resident 
taxpayers go unused. 

11. The Family Income Support (FiS) scheme paid amounts of around $A17 per
week for each dependent child for low-income families. The FAS scheme extended 
this by raising the income levels at which amounts began to be withdrawn, by paying
larger benefits, particularly for teenage children, and by paying additional benefits 
to those living in rental accommodation. 
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Chapter 5 John Whalley, "Recent Tax Refelm in Canada: 

Policy Responses to Global and Domestic Pressure" 

Notes 

1. See Canadian Tax Foundation 1988: Table 7.8. 
2. See Canadian Tax Foundation 1988: Table 7.29. 
3. See Canadian Tax Foundation 1988: Table 3.1. 
4. This section draws on Hamilton and Whalley (1989a) who provide similar 

documentation of the 1987 Canadian tax changes to that contained here. S.e also other 
papers on Canadian tax reform contained in the edited collection by Mintz and 
Whalley (1989). 

5. Under other changes in CCA, the rates for satellites went from 40 to 30 percent,
outdoor advertising signs from 35 to 20 percent, public utility property from 6 to 4 
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percent, buildings from 5 to 4 percent, and earth-moving equipment from 50 to 30 
percent. 

6. This pyramid ing does, however, also broaden the base of the tax, causing items 
that are legally exempt to effectively bear some tax. 

7. A CCA rate of 30 percent will be allowed to apply against other income. 
8. This section, like the previous one, draws on material in Hamilton and 

Whalley (1989a) providing an evaluation of efficiency and distributional effects of 
Canadian tax reform, as well as more broadly, the papers contained in the Canadian 
Tax Foundation volume edited by Mintz and Whalley (1989). 

9. Hamilton and Wl'alley express these efficiency gains as the change in aggre
gate welfare measured in dollar terms. Welfare gains are measured using Hicksian 
equivalent variations. An equivalent variation is the amount of additional income 
available to consumers beyond that which would enable consumers to reach their 
welfare level achieved under the original tax policy regime. For the dynamic model, 
these are expressed in terms of the present value of the welfare gains over time. 

10. In fact, it is worse since clothing, as defined here, is actually a luxury (expen
ditures as a percentage of income rises with income). 
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Chapter 6 Eytan Sheshinski, "The 1988 Tax Reform Proposal in Israel" 

Notes 

1. It should be noted, however, that the upper decile contributes about 70 percent
of the total income tax revenue. Thus, an elimination of tax expenditures accompanied
by a proportionalreduction in tax rates would be somewhat regressive.

2. We shall not elaborate on these reforms, since corporate taxation was not in 
the terms of reference of tile current reform proposals.

3. This rate reflects three months at 60 percent, nine months at 48 percent, and a 
10 percent surtax throughout the year. 

4. This rate includes the average rate of state taxes. 
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Chapter 7 Yukio Noguchi, "Tax Reform Debates in Japan" 

Notes 

1. Contributions to the employees' pension are determined in terms of their ratio 
to "regular earnings," which is wage earnings minus bonuses. In the case of the 
people's pension, contributions are set at fixed amounts. 
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2. An "automatic increase" is defined as the rise in tax revenues that can be 
expected if no revision is made to the tax laws. The increase is caused not only by 
bracket creep but also by growing numbers of taxpayers, as the number of those 
whose income exceeds the minimum taxable level rises. The number of salaried 
workers paying income taxes increased from 24 million in FY 1975 to 33 million in FY 
1985. 

3. Nonincorporated businesses are subject to personal income taxes on business 
income, while incorpori.ted businesses are subject to the corporate income tax. 

4. The following numerical example will help to clarify why this is a favorable 
treatment. Suppose that sales revenue is 100 and expenses (empioyee wages, interest 
payments, rent, depreciation, and so on) are 60. In the absence of the special treatment, 
taxable income is 40, which consists of the business profit and labor income of the 
business proprietor. Under the special treatment, the labor income portion (3ay 30) 
can be deducted in calculating the taxable business incom. In addition, since this is 
regarded as the salary income of the proprietor, a certain proportion (about 30 
percent) is deducted in calculating the taxable income. The tax base is thus re iuced 
to (100 - 60- 30) + 30 x 0.7 = 31. 

It is true that the same procedure is applied if the business is incorporated. In 
this case, however, the corporate income tax rate, which is higher than the "ndividual 
income tax rates for relatively low income, is applied. Moreover, formal bookkeeping 
is required. 

5. Although some of the income withheld is interest and dividend income, most 
of it is in the form of wages and salaries. 

6. There are a number of related studies: Honma, Atoda, Hayashi, and Hatta 
(1984), Tajika and Yui (1988), and Takenaka (1984). 

7. Estimates of future pension benefits are based on the assumption that the 
present formula for calculating benefits will remain unchanged. This assumption 
causes an overestimztion bias, because the replacement ratio will rise from the present 
level due to the maturing of the system. The contribution rate is assumed to be the 
same as the present level as long as the reserve fund remains. After it vanishes around 
the year 2000, the rate is assumed to be determined on a strict pay-as-you-go basis. 

8. This estimate was submitted to the Budget Committee of the House of Repre
sentatives on March 10, 1988. 

9. A tax on income applies to both consumption and saving. Thus, if 1.0 unit of 
income tax is imposed and the propensity to consume is, say, 0.7, tax on consumption 
is 0.7 and tax on saving !s 0.3. A consumption tax, however, applies only to consump
tion. It follows that if a revenue-neutral tax reform reduces the amount of income tax 
and replaces it with a consumption tax, taxation of consumption rises by 0.3, and 
consumption will decline over the short term. 

10. Noguchi (1988) estimates that the effective property t:,x rate in the Tokyo 
metropolitan area has fallen by as much as 48 percent. 

11. An important reason for the confusion is that most salaried workers are not 
very knowledgeable about the tax system. Because their taxes were withheld at the 
source and deductien of actual expenses are not admitted, they have no incentive to 
study the tax system. 

Misunderstandings also arose because of a lack of detailed explanation by the 
government. Deliberations or , broadly based consumption tax began in earnest only 
after the LDP's landslide victory in the July 1986 election. The LDP Tax Council 
established the detailed structure of the new tax in late 19M?6 and failed to adequately 
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explain to the public how tne tax would work. If the details of the tax had been made
clear before the submission of the reform bill, the attitudes of journalists, labor unions,
and the general public might have been different. 
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Chapter 8 Ingemar Hansson and Charles Stuart, 

"Sweden: Tax Reform in a High-Tax Environment" 

Notes 

1. We noted above that spending on public goods amounts to about 10 percent
of GDP and that redistributional spending amounts to about 50 percent of GDP, 
implying total spending of about 60 percent of GDP. This spending is financed mainly 
by taxes, amounting in 1989 to about 56 percent of GDP, and by nontax receipts 
including certain fees. 

2. The reader may note than this 73.2 figure, which is reported in Hansson (1986: 
88), differs from the marginal tax rate reported in Table 8.1 of 76.4 percent in 1978. 
The rates reported in Table 8.1 are somewhat cruder, being calculated from available 
comparable international statistics. 

3. Further discussion of some of the problems that have arisen in Sweden due to 
high taxes is in Lindbecl; (1988). 

4. Interestingly, a large increase in the size of the underground economy does 
not seem to have occurred. Available evidence suggests that unreported taxable 
income has been essentially constant in recent decades in Sweden and may amount 
to 4.5-7 percent of GDP, which is on a par with le-els in other developed countries. 

5. Because business-cycle improvements hav tended to raise aggregate labor 
since 1982, one should not conclude from Figure 8.2 that '.here are no lags between 
tax changes and the response of labor. 

6. Academic criticism of the corporation income tax in Sweden and advocacy of 
a shift to a cash-flow tax for corporations appears in Sbdersten and Ysander (1984) 
and Calmfors et al. (1986). 

7. During the period 1982-1987, profits have been relatively high, so many 
corporations have exhausted their options for postponing tax payments. Such corpo
rations must report taxable profits in excess of what is required for dividend 
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payments, which weakens the tendency for the corporation tax tD resemble a cash
flow tax. In any case, receipts from the corporation tax amount to less than 2 percent 
of GDP, which is low by international standards. 
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Chapter 10 John B. Shoven, "The U.S. Tax Reform of 1986: 

Is It Worth Copying?" 

Notes 

1. For those not familiar with the conventional American grading system, an A 
grade indicates outstanding work; B,good; C, fair; D, poor; and F, failing. 

2. Treasury I refers to the Treasury Department's initial 1984 proposal to the 
president contained in the three volumes entitled Tax Reform for Fairness,Simplicity, 
and EconomicGrowth: The TreasuryDepartment Report to the President.Treasury IIrefers 
to the president's proposal presented to Congress contained in The President'sTax 
Proposalsto the Congressfor Fairness, Growth, and Simplicity, May 1985. 

3. It certainly is true that the social security surplus contributes to national 
saving. My point is that the burden of the foreseeable baby boom retirements should 
cause us to save more (an above normal amount). This seems best facilitated by having
that saving accrue in a separate account. 

4. These efficiency gain estimates are very sensitive to the openness of interna
tional capital markets and the tax rules that apply to foreign capital income. 
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Chapter 11 Roger H. Gordon, "Economic Reform in the People's 

Republic of China, 1979-1988" 

Notes 

1. University students and faculty were one key group whose real income fell 
quickly. 

2. A commonly heard statement is that China, at least until recently, did not even 
have taxes. Certainly, call.ng a transfer a tax indicates that the taxed individual or 
organization has a claim to the income being taxed, whereas the traditional view in 
China is that the government has the sole claim to resources, which it may then 
allocate to particular individuals or firms. 

3. Definitions of both revenue and national income, as used in the Chinese 
accounting system, differ from the Western, definitions. For example, reported reve
nue consists largely of transfers from state-owned enterprises, so is net of subsidies 
to cover losses. National income excludes what the Chinese refer to as "nonproduc
tive" activities, principally services and government.

4. Several Chinese sources have given me unpublished figures for the deficit
 
which are much largcr than the published figures.
 

5. After the first few years, these crops could be purchased from other farmers,
 
then resold to the government.
 

6. On occasion, the procurement price went above the market price, leading to 
substantial revenuc costs to the government. Sicular (1988) argues that signing a 
contract to sell to the government has been attractive in part because the contract 
commits the government to a price at the beginning of the growing season, eliminat
ing any risk to the farmer from price fluctuations. 

7. The national tax rate varied between 0 percent and 25 percent by region, with 
a local surtax as high as 30 percent of the base tax. See People's Republic of China 
(1987b). 

8. This limit on the sales price seems to restrict severely the turnover of land, 
however. This is particularly a problem since in 1979, to avoid inequities in the 
assignment of land, land of each quality and type in a given district was divided 
among the families living in the district, resulting in smali dispersed holdings.

9. These transactions reduce urban consumption of grain, and are an efficiency 
gain since the cost of producing the grain exceeds the amount urban residents charge 
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to forgo consumption of the grain. This occurrence indicates that grain supplies are 
larger than would occur in a free market. 

10. To help counterbalance these heavy tax rates, new community enterprises and 
new products produced by existing community enterprises were normally tax-exempt 
for two or three yearF, though this was reduced to one year in 1985. It has been fairly 
easy to close and reopen a firm and so qualify for a renewed exemption period. In 
practice, however, most firms do face very high tax rates. 

11. Tax revenue is shared between various levels of government based on rules 
that vary by region. In general, the bulk of the revenue is retaided by the level of 
government that set up the firm. 

12. Of course, local governments may base their decisions on quite limited irfor
madon, since local firms will generally wish to describe themselves in the way most 
likely to generate further financial support. 

13. Other objectives for local governments that I have heard proposed include 
increasing employment, growth, or tax revenue. Attempting to increase any of these 
measures is not inconsistent per se with an objective of maximizing welfare of local 
residents. For example, firms normally have to pay workers more than their marginal 
product, implying that their desired employment level is inefficiently small. The local 
government would want to remedy this.Since local residents face a very low incentive 
to save, because of the regulated interest rate, the local government also has an 
incentive to intervene and increase the savings rate. Finally, since local governments 
have little flexibility in obtaining tax revenue, public expenditures can easily be too 
small, implying a desire to find additional sources of tax revenue. 

14. For example, each division might be rewarded based on its accounting profits, 
with the division's accounting profits being reduced by some given opportunity cost 
of funds when it undertakes new investments. Note that the division may end up 
keeping only a small fraction of the profits it generates and financing most of its new 
investments with funds transferred from the central organization-the relationship 
between divisions and the central management within a Western firm are in principle 
very similar to the relationship between Chinese community enterprises and the local 
government. 

15. After the military crackdown in June 1989, many private enterprises were 
closed. 

16. Given the almost complete lack of capital flows between firms, this policy leads 
to new investments being concentrated in the most profitable firms rather than in the 
most profitable new projects. 

17. Worker benefits include housing, medical care, education for children of 
workers, recreational facilities, and related goods. These goods are typically allocated 
more equally than wdge payments. 

18. Loans could in principle cover 70 percent to 90 percent of the cost of new 
investments. 

19. In addition, half of the depreciation reserves had to be paid to the government. 
20. If the return from new investments were not subject to tax, then in making 

investment decisions the firm would compare the present value of returns from a 
dollar of new investment, denoted by V, with the present value of the costs incurred 
from borrowing a dollar from the bank, denoted by D. (At market interest rates, the 
present value of these costs would equal a dollar, but the reduced interest rate lowers 
the net cost.) The firm would be willing to invest as long as V > D. Under the existing 
tax system, if the firm's tax rate is t, then the net after-tax value to the firm of the 
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returns to the project would equal (1 - t)V. Since all repayments on loans are 
deductible, the costs of the debt repayments would equal (1- t)D. In addition, the 
firm can depreciate the new investment, saving taxes whose present value is denoted 
by tz, but half of the depreciation reserves must be paid to the government, costing 
the firm .5z. On net, the new project is attractive as long as (1- t)V >(1- t)D - (t -.5)z, 
or as long as V > D - (t - .5)z/(1 - t). It follows that the tax system makes the new 
investment slightly more attractive since t > .5. The increased attractiveness arises 
from a net loss in tax revenue to the government from new marginal investments. 

21. Auditing is made particularly difficult by the wide variety of prices that might
plausibly have been paid for inputs or received on outputs. 

22. Several other experimental systems have been tried on a much smaller scale. 
23. Profits in the initial year of the contract were forecasted based primarily on 

actual profits earned during the previous three years. Profits were then expected to 
grow at a negotiated percentage rate each year. 

24. These contracts are typically for five years. Although a variety of forms of 
contracts exist, Idescribe a particular example known as "two guarantees and one 
link." Some of the details come from the contract of a specific manufacturing firm in 
Beijing where I conducted lengthy interviews and are of unknown generality. An
other common contract, known as "one guarantee and fixed sharing," does not have 
the guarantee on investment but is otherwise very similar. Since these contracts vary
by firm, there is substantial pressure to use legal or illegal means to obtain a more 
favorable contract. 

25. The procedure for calculating these rates is quite complicated; the numbers 
reported in the text are only illustrative. Technically, the tax rate on net profits in the 
first interval equals 45.4 percent, and 35.1 percent in the second interval. However,
when profits increase, as measured using the original wage payments, deductible 
wage payments are also allowed to rise, lowering net profits. Formally, the allowed 
percentage increase in wage payments equals 0.75 times the percentage increase in 
the sum of net profits and sales tax payments. In the calculations reported in the text,
I assumed that wage payments were one-third the size of net profits plus sales tax 
payments, and assumed that the hypothesized increase in profits arose from reduced 
costs with no change insales. Ifsales also rose, the effective tax rates would be slightly 
lower. 

26. Payroll is also tied to sales revenue. 
27. For example, ir.the one contract examined closely, an extra yuan in pre-tax

profits above the initial amount forecasted resulted in about .20 yuan in extra wage
 
payments, .363 yuan in extra taxes, .27 yuan in extra investment, and .167 yuan in
 
extra worker benefits.
 

28. New workers, however, are now generally hired on a five-year contract, at the 
firm's initiative, giving the firm much more flexibility.

29. A related outcome is observed in unionized compared with nonunionized 
firms in the United States. 

30. This form of welfare system undoubtedly discourages the development of 
alternative jobs in the private or collective sector, because of the attractiveness of 
keeping or waiting to get a relatively highly paid job in the state sector. Given the 
nature of the government oversight, state-owned enterprises do not have the flexibil
ity to expand into other areas of production to make better use of extra workers. 

31. Often, however, these subsidies to inputs are tied to a cheap sales price for the 
output. 



306 Notes and References 

32. If the price were being set by that governmental unit supervising the de
mander rather than the supplier of the product, the price chosen would normally be 
lower. To what degree these prices are higher than would occur in a competitive 
market is unclear since most inputs are likewise not priced competitively; since 
accounting costs for capital do not appropriately reflect capital's opportunity cost, for 
essentially the same reasons as exist in the accounts for Western firms; and since a 
sizable component of payments to workers is not included in accounting costs. 

33. As has been shown in studies of the Yugoslavian economy, maximizing worker 
welfare can lead to quite different behavior than occurs when share values are 
maximized. In particular, since the future return from previous investments cannot be 
sold by a worker at retirement, investment incentives call be much reduced. In addition, 
firms will be reluctant to take on new workers, since the return from previous 
investments must be shared with these workers. It is common in China, however, for 
firms to hire the children of existing workers, an observation that is also consistent with 
the idea that the firm's objective is the maximization of worker welfare. 

34. The government has had little ability to enforce its restriction that at least a 
given fraction of retained earnings be used for new investment. As a result, the 
government initially enacted a very high tax on bonus payments in excess of a third 
of a year's wage payments, in order to limit this use of retained earnings. Later, it 
explicitly specified investment expenditures and wage and bonus payments under 
the contract. 

35. With the drop in the marginal tax rate under the contract system, debt
financed investments are now slightly taxed on net. 

36. This is the same incentive faced by firms in Yugoslavia. 
37. Bribery also seems to have become common, though obviously there are no 

statistics on its importance. 
38. Banks also face a soft budget constraint, dampening their incentives to cut off 

funding of firms nearing bankruptcy. 
39. For the case of the firm described above, a yuan of extra profits results in an 

immediate tax increase of 0.363 yuan. In addition, forecasted profits increase by 0.33 
yuan, implying extra taxes during the five years under the next contract of at least 
0.695 x 0.33 yuan =0.23 yuan each year, assuming no forecasted growth in profits. 
For reasonable discount rates, the total increase in the present value of taxes exceeds 
the dollar increase in profits. If future profits were forecasted instead based on actual 
profits during the previous five years, then the effective marginal tax rate would be 
virtually 100 percent throughout the five years of the existing contracts. 

40. At the end of the current contracts, the government would face the temptation 
to further raise the tax rate on forecasted profits and lower the tax rate on extra profits, 
in order to create the incentive to undertake new investments. This temptation has 
been referred to in the U.S. economics literature as the "time inconsistency" of 
government policy. 

41. Either a personal income tax or a destination-type sales tax or VAT could be 
used to tax consumption within the jurisdiction. 

42. Given the low interest rate available on financiai savings, however, and the 
heavy taxation of investments in collectives, investments in other areas, particularly 
in housing and consumer durables, have undoubtedly been inefficiently large. 

43. Individuals can in principle use their savings to help finance a new private or 
collective business, though this has not been very common in urban areas due to the 
attractiveness of jobs in state-owned enterprises. 
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44. This has occasionally led students to drop out of university in order to have 
the right to seek their own job. 

45. See Naughton (1988) for further discussion. 
46. In both cases the lack of a market-clearing interest rate was probably an 

important cause of the difficulties. 
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Chapter12 Charles E. McLure, Jr., "Tax Reform in an Inflationary 

Environment: The Case of Colombia" 

Notes 

1. For surveys of the history of such efforts, see Lent (1975, 1976), Tanzi (1976),
and Adjustments for Tax Purposes(1984). 

2. For a description of this process ilseveral Latin American countries, see 
Adjustnentsfor Tax Purposes (1984).

3. The historical material in this study dlAws heavily on Perry and C~irdenas 
(1986), McLure (1989a), and Thirsk (1988), which also discuss aspects of Colombian 
tax reform other than inflation adjustment. 

4. For further discussion, see Aaron (1976b). 
5. The choice of the proper price index to use for this purpose is beyond the scope

of this paper; see, however, the papers in Aaron (1976a) and McLure, Mutti, Thuronyi,
and Zodrow (1988: ch. 7).

6. The primary inconvenience would seem to be caused by the fact that inflation 
adjustment would generally produce numbers that are not multiples of tens, hun
dreds, or thousands of the local unit of currency; this can easily be avoided, with little 
loss of the benefits of indexation, through a statutory provision for rounding.

7. For further discussion, see McLure, Mutti, Tharonyi, and Zodrow (1988: ch. 
7). The i-eader should note that the version of the 1988 report published by Duke 
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University Press in 1989 coitains an eleventh chapter not found in the 1988 version 
published by the government of Colombia, a "postscript" written in eirly 1989 that 
describes and evaluates the 1988 reforms. References to the "1988" version in what 
follows are equally applicable to the 1989 Duke University Press version; references 
to the "1989" version apply only to that version. 

8. Adjustmnents for Tax Purposes (1984) and Massone (1981a, 1981b) describe this 
evolutionary process in several Latin American countries. 

9. On June 20, 1989, the net wealth tax was eliminated, effective on the date of 
introduction of the integrated system of inflation adjustment described below in the 
section entitled "The Government's Response to the 1988 Report." Little attempt has 
been made to reflect this important change in the present paper, which was completed 
several months earlier. Since Colombia continues to utilize a presumptive income tax 
based on net wealth, most of the discussion of the importance of the measurement of 
net wealth remains relevant. 

10. A third study of the tax system of Colombia by an individual scholar, Bird 
(1970), has also been influential in affecting tax policy in Colombia. Bird (pp. 68-69 
and 84-85) argued against inflation adjustment for both capital gains and deprecia
tion allowances, despite having stated that, "Important as some of the reforms 
discussed in the remainder of this chapter are, none is more important than 'inflation
proofing' the income tax." Interestingly enough, what Bird had in mind was the need 
to avoid delays in collection of taxes, which caused considerable erosion of the real 
value of tax collections and thus fiscal difficulties any time there was an acceleration 
of inflation, as wel! as necessitating higher tax rates in a time of high but stable 
inflation. Of course, while the fiscal problems caused by collection lags are aggravated 
by inflation, they have nothing to do with inflation adjustment of the tax system, per 
se; they are not considered here. 

11. It appears that 100 percent declining-balance depreciation was also an option; 
of course, it is less generous than straight-line depreciation. 

12. Further discussion occurs in FiscalSurvey of Colombia(1965: 263-67). Note that 
no distinction is made between replacement cost depreciation and depreciation based 
on inflation-adjusted basis. For a discussion of this important distinction, see McLure, 
Mutti, Thuronyi, and Zodrow (1988: ch. 7). 

13. The report continued, "This is especially true of making an adjustment for a 
devaluation, for any adjustment, in effect, serves to defeat the basic purpose of the 
devaluation." 

14. In contrast to the blurred vision of the Taylor mission, the Musgrave report 
(Musgrave and Gillis 1971: 71) makes the distinction between indexing nominal 
amounts and inflation adjustment in the measurement of income quite clearly: "In 
comparing a nominal capital gain due to price rise with a nominal increase in other 
(say, wage) income due to price rise, we note that inclusion of the latter in the tax base 
results in an inequity only to the extent that the taxpayer is moved into a higher tax 
bracket. In the case of capital gains, failure to make an inflation adjustment impairs 
a taxpayer's net wealth." On the issue of indexing capital gains, see also White and 
Quale (1971: 364-70). 

15. See also the brief discussion in the staff paper by Slitor (1971: 480-81). In 
contrast to the Taylor report, the Musgrave mission explicitly distinguished between 
replacement cost depreciation and general revaluation of assets. 

16. For further description, see Perry and Crdenas (1986), Gillis and McLure 
(1975, 1977), McLure (1989al, and Thirsk (1988). 
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17. Perry was director general of Internal Taxes at the time of the 1974 reforms. 
18. This system is described in greater detail in McLure, Mutti, Thuronyi, and 

Zodrow (1988: chs. 3 and 7).
19. For a somewhat more complete discussion of these concerns, including quo

tations by Colombian observers and public officials, see McLure, Mutti, Thuronyi, 
and Zodrow (1988: ch. 7).

20. For a more complete discussion of the mechanics and rationale of this system, 
see McLure, Mutti, Thuronyi, and Zodrow (1988: Appendix to ch. 7). Harberger (1982,
1988) contains a more condensed description of the calculation of taxable income 
under this approach. 

21. 	 This judgment is echoed in the following assessment by N'assone (1981b: 60): 
It is worthwhile to pointout that some countries first used partial adjustment 
measures and then shifted to a global or intermediary system.... Those 
countries which introduced the global system earlier ... underwent several 
years of experience with it and then introduced a complete adjustment 
system. 

This kind ofexperience, where simpler methods are first used and then more 
accurate methods are introduced, should be taken into account by those 
countries which are considering the introduction of adjustment methods. 
Under this approach, the tax administration, tax advisers and taxpayers 
gradually become acquainted with the adjustment techniques. 

...
Although the complete method is not so excessively complex as to 
exclude its introduction, its widespread use by taxpayers demands a period
of development, spreading and training because in most developing coun
tries it is known to a few experts only. 

Even in those countries where the integral adjustment method is better 
known there are issues for which an agreement has not been reached or 
which are still being discussed. It is therefore inconvenient to introduce 
directly integral methods in cotuntries where adjustment is just beginning to 
be used. In these countries the compcte adjustment can be a final target to 
be reached gradually after going through partial and intermediary levels of 
adjustment. 

22. Chile adopted the basic system of inflation adjustment still in effect in 1974, 
after "a gradual evolution extending over more than four decades" (Casanegra 1984: 
25). After running at an annual rate of 17 to 35 percent during the period from 1965 
to 1971, inclusive, Chile's inflation rate, as measured by the percentage change in the 
consumer price .ndex (CPI), during the five-year period from 1972 to 1976 was 163.4,
508.1, 375.9, 340.7, and 174.3 (Casanegra 1984: 100). These figures are well above the 
rates of inflation experienced recently in Colombia, as reported in Table 12.1. Massone 
(1981a: 4) notes: 

It is not, therefore, surprising that Chile was leading country in. . . a 
introducing measures to adjust law and taxation for inflation and to shift 
from partial adjustment of income to more sophisticated methods, namely
the global adjustment and the integral adjustment. 

The following similar assessment has been given by Casanegra (1984: 28): 
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The new revaluation scheme.. . was enacted in late 1974 during a period of 
hyperinflation, when only a fully comprehensive system could be expected 

to correct grossly unrealistic income statements. Moreover, the lengthy 
previous experience with less comprehensive systeris had shown that they 

gave rise to a host of administrative problems and inequities. 

23. The SAT is patterned after the tax proposed in Hall and Rabushka (1983,1985) 
and Bradford (1987). The 1988 report actually considers two alternative consumption

based taxes. The second, involving the more familiar cash-flow tax on individuals, is 

rejected in favor of the SAT for administrative reasons; see McLure, Mutti, Thuronyi, 

and Zodrow (1988: ch. 9), or Zodrow and McLure (1988). 
24. See McLure, Mutti, Thuronyi, and Zodrow (1988). For a more complete 

discussior of these problems, see McLure (1988, 1989b). 
25. For further development of this theme, see McLure (1989c). 
26. For further discussion, see McLure, Mutti, Thuron'ii, and Zodrow (1988), 

chapter 9, or Zodrow and McLure (1988). 
27. The two laws dealing with inflation adjustment are Decrees 2686 and 2687 of 

December 26, 1988. In addition, decree 2633 of December 21, 1988, eliminates taxes 
on dividends received by Colombian branches of foreign corporations, and Law 84 

of December 29, 1988, establishes a special tax regime for nonprofit organizations. 
28. See McLure and Zodrow (1989) or McLure, Mutti, Thuronyi, and Zodrow 

(1989: ch. 11), for a more comple;.e description of the 1988 changes in Colombian tax 

law, includiing provisions relating to adjustment of the value of shares in "open" 
(publicly held) corporations, capitalization of the inflationary component of income, 

temporary three-year freeze on the phase-in of disallowance of the d. duction of the 
inflationary component of interest, application of inflatioa adjustment to leasing 

companies, repeal of the measure of presumptive income based on gross income2, 

reduction of the net wealth tax rate, full valuation of cattle and land for purpose of 
the net wealth and presumptive income taxes, a 20 percent tax on income of nonprofit 

organizations not used for approved purposes, five-year carrytu, ward of losses, and 

elimination of the distinction between ordinary and capital gains and losses for 
taxpayers subject to the integrated system. 

29. The law states that all taxpayers will be required to use the integrated system, 

except (a) individuals qualifying to use the simplified system under the sales tax (even 
if they do not pay the tax) and (b) nonprofit organizations. Those not required to use 

the system have the option of doing so, provided they maintain registered books of 
account. 

30. For a description of how and why this happens, see McLure, Mutti, Thuronyi, 

and Zodrow (1988: ch. 7). Under ihe new law, interest incurred before an asset is 
placed in service (for example, construction-period interest and interest expense 

conntected with acquiring inventories) will be capitalized, with no disallowance of the 
inflationary component of interest; interest incurred after the asset is placed in service 

is eligible for d duction in the year incurred, but deduction of the inflationary 

component is disallowed (on a partial basis, during the phase-in period). This was 
proposed in McLure, Mutti, Thuronyi, and Zodrow (1988: ch. 5). 

31. A technical difficulty in the 1988 law involves the decision to base inflation 

adjustments of thechange in the consumer price index over the year ending inOctober 
of the year before the taxable year. See McLure and Zodrow (1989) or McLure, Mutti, 
Thuronyi, and Zodrow (1989: ch. 11) for a discussion of the difficulties this causes. In 
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addition, the use of the integrated system for some taxpayers and the ad hoc system
for others inevitably creates opportunities for abuse; see McLure, Mutti, Thuronyi, 
and Zodrow (1989: ch. 11).

32. For a discussion of the lack of logic of such an offset, see McLure, Mutti, 
Thuronyi, and Zodrow (1988: ch. 7).

33. See McLure and Zodrow (1989) oi McLure, Mutti, Thuronyi, and Zodrow 
(1989: ch. 11) for a similar but more extended discussion of the decision-making 
process in Colombia. 

34. Many of the observations reported here are based on the author's personal 
conversations with Santiago Pardo, the director general of Internal Taxes from 1986 
to 1988; they are, however, solely the responsibility of the author. 

35. For more exhaustive discussions of lessons from Colombian experience in tax 
reform, going beyond the area of inflation adjustment, see Thirsk (1988) and McLure 
and Zodrow ( 989).

36. Since th: chapter was completed, the .m,'ior, together with Santiago Pardo, 
has prepared a paper describing adminstrative reforms put in place since 1986 
(McLure and Pardo 1990). 
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Chapter 13 Malcolm Gillis, "Tax Reform and the Value-Added Tax: 

Indonesia" 

Notes 

1. The ta'--credit method ofcollection allows firms to subtract taxes paid on their 
purchases against taxes due on their sales, remitting the remainder to the treasury 
each period. With this method, firms need not directly calculate value added each 
period and then apply the applicable tax rate to determine tax liability.

2. By 1992, EC countries will have made a f ndamental alteration in the treat
ment of traded goods under the VAT: all member nations will adopt the origin 
principle. Definitions of these technical terms are found in Shoup (1989), for instance. 
The consumption-type VAT taxes only consumption goods. Capital goods are 
excluded by allowing taxes paid on their purchases to be credited against taxes due 
on sales. An alternative to the con1;unsptive VAT is the income-type VAT which has 
for its base all types of income, including capital income. Among LDCs, only
Argentina, Peru, and to some extent Turkey, have chosen the income-type VAT over 
the consumption type, although the early Colombian VAT (1966-1984) was of the 
income type. The destination-principle VAT taxes value added, at home or abroad, 
of goods that have as their final destination the consumers of that country. In this 
case exports are zero-rated (see note 3), but imports are taxed. In contrast to this is 
the origin principle, wherein exports are taxable, but imports are exempt. The origin
principle is compatible with the income-type VAT but not the consumption type.
The destination principle is compatible with the consumption-type VAT but not the 
income type. 
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3. Under zero-rating systems for exports, a zero tax rate is applied to the sales of 
exports. Upon presentation by the exporter of proof of VAT paid on purchases, VAT 
is refunded on all export transactions. 

4. The architects of fhe Indonesian tax: reform believed that, in the Indonesian 
context, a shift toward more uniform taxation was tantamount to a shift toward more 
"efficient" taxation. But "uniformity" was never confused with "optimality." 

5. The reform went to great lengths to avoid disturbing the status quo in oil 
taxation, in order to avoid a repeat of the acrimonious exchanges between the 
companies and the government in 1976, when the latter undertook the renegotiation 
of production-sharing contract arrangements in oil, to increase taxes due to Indonesia 
(Gillis 1980: 6). In response, most of the companies undertook sharp cutbacks in 
exploration in 1977, 1978, and 1979. The government did not wish another such 
confrontation. Accordingly, it was decided that oil companies with production
sharing contracts signed before the effective date of the reform would be eptit!ed to 
retain the tax treatment specified in those contracts. For contracts signel after the 
effective date of thle tax reform, the new tax law would apply, but companies were to 
be assured that total tax obligations to Indonesia (given prices and production 
volumes) would not be materially changed by tax reform. Thus, any increase in 
income tax obligations arising from reform would be compensated by reduction in 
royalties or other levies; any decrease in income tax rates on oil companies would be 
made up by other levies upon them. 

6. These modifications were all adopted in 1986. As in the Benelux countries in 
the EC, VAT liability may be deferred for machinery imported for projects with long 
gestation periods. The Indonesian system allows deferral for one to five years, or until 
the project begins commercial operation. In addition, raw materials ar-i equipment 
imported for use in export manufacture may qualify for suspension of VAT, which 
for all practical purposes amounts to exemption. The government pays the VAT on 
such goods as imported components for low-cost housing, imports by the armed 
forces, and water. All departures from universal application of the VAT to products 
are summarized in "Special Provisions Regarding Value-Added Tax" (Indonesia 
1987). 

7. Cattle feed and poultry feed produced by domestic firms are not subject to 
VAT but, strictly speaking, are not exempt as such. While there are no exemptions by 
product category, VAT is not collected on the sales of small enterprises (firms with 
an annual turnover of less than US$5,000 or total capital level less than US$8,000). 

8. Where agricultural firms du make sigiificant use of inputs and machinery 
taxable under the VAT, they may actually seek to register for VAT, in order to enable 
them to credit taxes paid on their purchases against taxes due on sales. 

9. The decision to include refined petroleum products in the VAT base was made 
at some political cost, as gasoline, kerosene, and similar products were never subject 
to the old turnover tax. Once that decision was made, however, it was apparent that 
with a uniform rate, and virtually no exemptions, the VAT would be among the 
simplest and most collectible of any tax ever implemented anywhere. 

10. In the early stages of VAT registration in 1984/85, district offices ignored 
central directives on registration procedures and failed to forward applications to 
become a VAT taxpayer to the computer sections of district tax offices, thereby 
reducing the utility of the master file system for the 90 percent of VAT taxpayers who 
registered prior to correction of this problem. In addition, government regulation 
number 31 ofJuly 1986 limits audit powers of the director-general of taxes to narrowly 
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defined particular cases. Unless this regulation is materially changed, taxpayers will
be able to largely circumvent many key audit requirements.

11. For example, loudspeakers and stereo systems are subject both to the VAT and 
to the special luxury tax. When these items are sold to traders or consumers, they are
taxed only once. But when they are sold to electronic companies to be incorporated
in their stereo systems, they are taxed twice, and the electronic companies cannot
credit the luxury tax against VAT due on sales. On the other hand, automobile air 
conditioners are subject only to the VAT, not to the luxury sales tax. But sedans are
subject to a 20 percent rate of luxury tax. Ifthe sedan is sold with air conditioning,
the unit is taxed at 20 percent, as part of the value of the car. But if the buyer takes the 
car without an air conditioner, purchases one, and has it installed at a garage, the unit 
escapes luxury tax. 

12. Data provided by the Directorate General of Taxes for fiscal year 1987/88.
13. One careful estimate by Jenkins et al. (1988) suggests that if the state electricity

enterprise pays tax on as much as half of its capital purchases and on all fuels utilized,
extension of the VAT to electricity would result in a revenue loss of Rp 25 billion, or
about 1 percent of 1987 VAT collections. If, for political and income distribution 
reasons, the 16 percent of residential users of electricity who use least electricity were 
exempt from the VAT, overall revenue losses from extending the tax to electricity
would be as much as Rp 63 billion, or about 2 percent of 1987 collections. 

14. Larger roles in expanding manufactured exports have undoubtedly been
played by two devaluations, one in 1983, the other in 1986. Further, the rupiah, geared
to the dollar, has been "riding the dollar down" (that is, depreciating along with the
dollar as the dollar has fallen in value relative to the yen, the mark, and the Swiss 
franc) since February 1985. 
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Chapter14 Francisco Gil Diaz, "Tax Reform Issues in Mexico" 

Notes 

1. Mexico's personal income tax was perhaps preceded by only a few years
by the United Kingdom's (1798). Saxony introduced the tax in 1834; France, in
1830 (although it had had rudimentary direct taxation since the French Revolu
tion); Italy, in the 1860s; and the United States, in 1913. See Tanzi and Casanegra 
(1987). 

2. The reform was effective December 15, 1813, and signed by Viceroy Felix 
Maria Calleja.

3. An updated discussion of the virtues of consumption taxation appears in a 
paper by McLurc (1988). It discusses the limitations imposed on income taxation by
international capital movements, as well as some of the practical aspects ofconsump
tion taxation. 

4. If the net yield of financial assets is competitive even though the tax on interest 
income is higher, the financial system may yet suffer, since the lending rate will be 
forced upward, allowing inroads from informal lenders and borrowers. 

5. There were rumors and even an article published in the treasury's tax maga
zine Numnerica(1974) about a proposal to tax wealth. This publication provoked a press 
uproar and an angry denial from the treasury. 

6. The firm raises capital through a bank loan that is backed by a deposit of an
equal amount by the firm's owner. There is a tax gain here since financial interest is 
taxed at a lower rate than corporate profits. 

7. Net of shares in other firms. 
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