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Introduction 

Malcolm Gi1lis 

I. Tax Reform: Worldwide Phenomenon? 

In introducing a recent Brookings study of tax reform in eleven indus
trial nations in the eighties, a noted tax analyst concluded: "In jidging 
by this sample of countries, the tax reform movement is almost univer
sal. Many reforms have already been put into place, and others are being 
phased in over a period of years. By the end of the i98os the developed 
world will have lower individual and corporate tax rates and fewer tax 
preferences, particularly incentives for investment, than at the begin
ning of the decade.' 

Although the focus of the present volume is that of the entire post
war period, rather than the present decade alone, the studies included 
herein, taken together with those of the Brookings book, support an 
even broade1 generalization than that presented -4n quotes above: the 
tax reform movement is pervasive not only among developed nations, 
but also among the over ioo nations that are conventionally classified 
as "developing." Moreover, this volume indicates that the pace of tax 
reform among developing countries has been accelerating since the 
mid- 197os, and for many of the same reasons as offered in the introduc
tion and overview papers of the Brookings study: the almost universal 
recognition of the distortions and inequities created by high tax rates, 
years of inflation, and ineffective tax preferences.2 Final!y, the thrust of 
tax reform programs in developing nations in the past decade and a half 
has been notably, almost remarkably, similar to that found in developed 
nations in the i98os. The present worldwide wave of tax reform has 
been not only to "level the playing field" in income taxation through 
base broadening and rate flattening both in industrial' and developing 
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nations, but in developing nations it has also involved a shift toward 
more comprehensive, simpler, internal indirect taxes levied at rates
much more uniform than were common even a decade ago.

Much of the stimulus for worldwide episodes of tax reform, particu
larly those of more recent vintage, has been attributed to a response to
the 1986 U.S. reform.' The U.S. example has been a noticeable factor in
motivating income tax reform in developing nations as well, particu
larly since the 1986 reductions in U.S. corporate tax rates have caused 
some developing nations to ree)amine the creditability of their income 
taxes against those of the U.S. Otherwise, "demonstration effects" of
the U.S. 1986 reform for developing countries do not appear all that 
strong, particularly since base broadening and rate flattening were major
features in both income and sales tax reforms in many LDCs prior to
1986. This was as true for experiences studied in detail in this volume,
such as Chile and Uruguay (Harberger chapter 2), Colombia (McLure,
chapter 3), Indonesia (Gillis, chapter 4), Jamaica (Bahl, chapter s), as for
another diverse set of nations cited herein, including India, Pakistan,
Bolivia, Thailand, Nicaragua, and Turkey (Gillis, chapter 4 '.


For the bulk of those developing countries 
 that have enacted or
atterapted maior tax reforms in the past decade and a half, reform was
animated not so much by political ideology or by examples elsewhere,
but by realization of the glaring inequities and inefficiencies that have
resulted from decades of efforts to impose high tax rates on constricted 
tax bases under complex legislation in the presence of weak tax admin
istration (Bird, chapter 9). Under such circumstances, the redistribu
tive, developmental, and revenue goals of tax policy in LDCS proved
impossible to attain. Simply put, the tax systems of most LDCS were,

more often than not, designed to conform to conditions prevailing in
 
very few of them. Tax simplification, which under present technology

requires base broadening and rate flattening, has therefore been an
unavoidable feature of successful tax reforms. 

II. Genesis of the Present Volume 
This book has its origins in conversations between the editor and Neal 
Riden of USAID in Washington in the fall of 1985, at a time when the
results of several recent and/or pending tax reforms in North America,
Europe, Asia, and Latin America were very much in doubt. In reviewing
nascent reform activity in several South and Southeast Asian nations
and in the Caribbean, Riden and the editor began to cast about for com
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pendia containing illustrative lessons from the postwar experience with 
tax reform in LDCs. 

This experience was known to be most variegated, and possibly rich. 
Between themselves, the two identified perhaps twenty examples of 
what this book has called comprehensive tax reform (Gillis, chapter i), 
and dozens of episodes of significant partialreforms. Moreover, many 
of the economists, lawyers, and government officials who had helped to 
instigate or at least facilitate many of those reforms were still involved 
to one degree or another in the design and/or implementation of tax 
reform around the world. This group included the four American "deans" 
of tax reform-lohn Due, Arnold Harberger, Richard Musgrave, and 
Carl Shoup---as well as a number of somewhat younger economists 
and lawyers in universities, governments, and international organiza
tions, including Roy Bahi!, Richard Bird, Milka Casanegra, Sijbren 
Cnosscn, Robert Conrad, Glenn Jenkins, Hiroshi Kaneko, Charles 
McLure, Guillermo Perry, and Miguel Urrutia. 

Riden and the editor were surprised and somewhat chagrined to 
learn that not only had none of these individuals, jointly or separately, 
mounted an effort to consolidate and crystallize the lessons that might 
be drawn from postwar experience with tax reform across LDCS, none 
had any immediate plans to do so. Both from the editor's own experi
ence in Bolivia, Colombia, Ghana, and Indonesia, and from Riden's long 
background in USAID, it was clear that a compendium of such lessons 
would be of potentially great utility to the growing numbers of LDCS 
r0Vt, for reasons discussed in chapter i, might be contemplating tax 
ik,_orm in the 198os and i99os. This seemed particularly so given that a 
sizeable share of the energies expended in preparing for tax reform was 
typically, in our experience, devoted t the search (usually unsystem
atic) for structural and administrative innovations in taxation that 
worked well elsewhere, and an equally serious search to uncover exam
ples of measures that proved unworkable in other LDCS, the better to 
avoid repeating these mistakes. 

Accordingly, plans were drawn up for a major research project, 
financed by U.S. Agency for International Development (USAID), and ad
ministered through the Center for International Development Research 
of the Institute for Policy Sciences at Duke University. The project was 
designed to focus on lessons from postwar experience from tax reform 
in LDcs. As many of the experienced tax reform hands cited above 
as proved available, as well as relative newcomers to the field, would 
be called upon to distill their experiences into lessons that would be 
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readily accessible and readily understandable for LI)C tax authorities 
about to embark on programs of tax reform. One innovation of the proj
ect was the commissioning of papers by two political scientists to help
illuminate the political dimensions of tax reform commonly overlooked 
by economists. Papers resulting from this process would be presented at 
a major conference involving not Only tile authors but also other practi
tioners who were initially unavailable for tile undertaking of specific
studies, officials of international organizations, and many representa
tives from countries affcted by tile reforms under review. 

File studies would be confined to devclping countries, with one 
important exception: the lapanesc reform of i y.o -- so. The Japanese
reform was inuclided for two, reasons. First, the Shoup Mission to Japan
ill those years was tile first postwar example of a comprchciisive tax 
reform program. Second, the Japanese experience was viewed as rele
vant for lil) (:s because Japan was at the time a war-torn nation tinder 
reconstruction, facing ill 194',l many if the same types of tax reform 
issues as now encounterCd by such middle- anld higher-incomeLICL:s as 
Taiwan, Korea, Argentina, Colombia, and Chile. Indeed, many of the 
roots of the very recent controversy over tax reform ill Japan may be 
traced to problems identified by tile Shoup Mission in 1949 and 1950. 
This is true not Owily for those aspects of tile Shoup recommendations 
that were accepted and enacted into) law (id were still the basis of the 
Japanese incom e tax system ill 1987) but several elements of the Shoup
proposals that were ultimately rcjected. Most prominent of the latter 
was the 1949 Shoup recomiIenlat ion for a value-added tax. Although
enacted into law, the tax was never implemented. A proposed value
added tax, this time to apply nationally, was again rejected in 1987, and 
for many of tile same reasons as ill 190o. Still, even after nearly four
 
decades, tile valuC-added 
tax remains a live, if contentious, fiscal issue 
in Japan. 

Ill the end, more than a dozen papers were presented and critiqued at 
a conference organized by the editor and Mary Altomare, Executive 
Administrator of (1imi, heild ill Washington ill late April. Tax reform 
cxpcricnces of eleven nations in somewere discussed detail. These 
included Chile, Uruguay, and Mexico (chapter 2), Colombia (chapter 3),
Indonesia (chapter 4), Jamaica (chapter s , Japan (chapter 6), Sri Lanka 
(chapter 7), and Venezuela, Brazil, and Liberia (chapter 8). Appropriate
lessons were drawn not only from these episodes but also from about 
two dozen other cases about which conference participants had some 
dcgrce of special knowledge. In addition, fivz of the papers dealt with 
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what might be called "generic," or crosscutting, issues commonly 
encountered in developing country tax relorm efforts. Chapter 9, for 
example, deals with the much acknowledged but nevertheless often 
slighted administrative dimensions of tax reform. Chapter io draws 
major lessons for LDCS of U.S. tax reform in the eighties. Chapter i i 
shows how new approaches in developing and applying simple general 
equilibrium models can help facilitate tax and other policy reforms in 
LDCS, primarily by helping to insure that the right questions get asked. 
Chapters 12 and 13, written by two political scientists, cover issues 
ordinarily neglected by economists and lawyers involved in tax reform 
(particularly the former): political constraints upon and political oppor
tunities in tax reform. 

The final chapter presents the editor's conception of what might be 
called the lessons that may be drawn from the rich worldwide experi
ence with tax reform in LDCS over the postwar period, particularly the 
past decade and a half. These lessons were distilled not only from the 
papers presented at the conference, but from observations supplied in 
formal comments on each paper as well as those provided by general 
conference participants (Appendix i at the end of the book contains a 
list of all speakers and commentators for the conference). The spirited 
discussions that followed each paper resulted not only in significant 
changes in the final chapter, but in the tone if not the conclusions of 
the other thirteen chapters. 

Notes 

i Joseph A. Pechman, "Introduction," in Joseph A. Pechman, ed., World Tax Reform: A 
ProgressReport (Washington, The Brookings Institution, 1988), p. 13. 

2 Pechman, "Introduction," p. i. 
3 Cf. Sijbren Cnossen, "Overview," in Pechman, ed., p. 263. 
4 Cf. Charles E. McLure, chapter io, this volume; Pcchman, "Introduction"; John 

Bossons, "Comment," in Pechman, cd., p. 69; Adalbert Uelner and Thomas Menck, 
"Germany," in Pechman, ed., p. 12o; Flip de Kam, "Comment," in Pechman, ed., 
p. 18o; Leif Muten, "Comment," in Pechman, ed., p. 213. 
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Toward a Taxonomy for Tax Reform
 

Malcolm Gillis 

I. Introduction 

There have been perhaps one hundred identifiable attempts at major 
tax reform in developing nations since 1945. Many nations have made 
repeated attempts at tax reform in the postwar era; virtually no country 
has retained tax systems resembling those in place in the late 1940S. In 
1987 alone, major reform efforts were under way in several countries, 
including Kenya, Malawi, Pakistan, and Thailand. This volume exam
ines this rich worldwide experience in search of lessons of possible 
value to governments for which tax reform may become advisable or 
inevitable in the years to come. 

While no less controversial a topic now than 40 years ago, tax reform 
has in the last decade become a matter of urgency in many developing 
countries (LDCS) in Asia, Africa, and Latin America, particularly since 
the latitude for other alternatives for public sector finance has shrunk. 
Inflation and borrowing appear much less viable as methods of resource 
mobilization than before 198o. Although the pace of inflation has accel
erated, not declined, in many LDCS in the past decade, the corrosive 
effects of inflation upon growth, development, and income distribution 
are now more widely recognized than ever before. In the wake of the 
continuing international debt crisis, the flow of new resources from 
external borrowing has slowed to a trickle; the arrested development of 
money and capital markets in most developing countries precludes 
heavy reliance on domestic borrowing for orderly finance of govern
ment activity. 

Governments in the I98Os have therefore increasingly looked to the 
tax system, not only for incremental finance but to help supplant 
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resources formerly raised through inflation and/or borrowing. But few 
tax systems in place have proven capable of bearing the additional 
strain made all the more insupportable by debt service obligations that 
in many cases account for one-third or more of current government 
spending.
 

Growing imbalance between fiscal receipts and fiscal revenues has 
been the result in dozens of countries. Governments that have been 
unwilling or unable to reduce spending have, given the unavailability 
of debt service relief, either attempted major changes in taxation to 
restore orderly mobilization of resources, or by default have increas
ingly resorted to the disorderly process of inflationary finance. 

A. An Outline of the Attributes of Reform 

Few postwar tax-reform programs in LItS have fulfilled the expecta
tions of their architects. Several ambitious attempts were total failures. 
A small number have encountered limited short-run success, only to 
falter later; still fewer have been relatively successful over longer peri
ods of time. Generalizing from the rich postwar reform experience in 
LDCS is extremely difficult both because many such efforts have not 
been well documented, and because there have been so many different 
kinds of tax reforms that the phrase has come to mean both everything 
and nothing about changes in tax policy during economic development. 

Many lessons that may be learned from the variegated history of tax
reform undertakings in developing countries have been obscured pre
cisely because "tax reform" can have so many meanings. Successful 
distillation of the lessons of experience tax reforms infrom LDCS 
requires development of a serviceable taxonomy of tax reform. This 
chapter presents such a taxonomy. It has been developed primarily, but 
not exclusively, from examination of the tax-reform experiences 
included in this volume. But the discussion has also been informed by 
review of reform episodes in several other nations, including Ghana, 
Bolivia, Korea, Thailand, Pakistan, India, and Argentina. Absent such a 
taxonomy, generalizations about the aims and results of tax reform 
across countries involve comparisons not of apples with apples, nor 
even apples with pears, but rather apples with azaleas. 

Close review of the experience of more than twenty-five reform ini
tiatives since 1945 suggests that at least six general attributes may be 
utilized to classify tax-reform programs into categories that may facili
tate systematic comparison of tax-reform efforts, including their out
comes. These attributes are: 
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(i) Breadth of Reform. A tax reform may focus on the entire t'ix system, 
including institutions for tax administration and compliance, or may 
be concerned only with changes in tax structure. 

(2) Scope of Reform. Tax reform may be comprehensive, in the sense 
that it is intended to encompass most of the important revenue sources, 
or it may be partial,wherein reform efforts are confined to one or two 
significant components of the tax system. 

(3) Revenue Goa.s. Tax reforms may be designed to increase tax reve
nues as a percent of CNP, in which case they are intended to be revenue 
enhancing.In some cases, however, tax-reform programs merely seek to 
replace the revenues the tax system would have generated absent reform. 
This is called revenue neutralreform. Examples of tax reforms designed 
to reduce overall tax revenues may exist, but documented examples 
appear unavailable. 

(4) Equity Goals. Virtually all LDC tax-reform initiatives have been 
designed with specific equity objectives in mind, where tax equity is 
understood to involve both vertical and horizontal dimensions. 

Vertical equity in taxation is typically taken to mean that people 
with unequal income (or consumption or wealth) should be treated 
unequally; those with higher incomes (consumption, wealth) should 
then ordinarily pay commensurately higher taxes. Horizontal equity is 
much easier to define than to measure. Horizontal equity in taxation is 
generally taken to require that equals (people in like circumstances) 
should be treated equally Thus, according to this criterion, households 
with similar income a.d family circumstances should pay roughly 
equal taxes. 

Policymakers have often sought tax reform that could enhance verti
cal equity through reduction of after-tax income inequality. Such 
reforms are here called redistributive in nature. On the other hand, 
reform programs have been implemented whose intent was to leave the 
distribution of income essentially unchanged. This is known as distri
butionallyneutralreform. Both redistributive and distributionally neu
tral tax reform ordinarily seek also to rectify horizontal inequities. But 
for reasons developed below, the taxonomy does not include a separate 
category relating to horizontal equity 
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(5)Resource Allocation Goals. In recent years there have been several 
instances where reforms have sought to reduce the scope for tax-induced 
barriers to more efficient resource allocation in LDCS. Such tax-reform 
programs may be labeled as economically neutral.On the other hand, 
governments have on occasion sought to use the tax system to influence 
the flow of resources to particular economic sectors or activities of pri
ority to governments. Tax reforms so oriented are here called interven
tionist reforms. 

(6) Timing of Reform. Some tax reforms have been designed to have all 
tax policy changes enacted at one time. These are examples of contem
poraneous reforms. Other reforms have beeih implemented in separate, 
successive steps, and may be called phased reforms. Finally, there are a 
few examples of successive :,eforms, wherein essentially unrelated tax 
policy changes are enacted over a several-year period. 

B. Using the Taxonomy 

The six attributes outlined above provide a basis for classifying tax
reform programs according to their principal earmarks. The taxonomy 
must, however, be used with some care, not only because it is far from 
airtight, but also because not all reform programs can be adequately 
characterized by the six principal attributes used here. 

(i) Breadth of Rejorm. Evidence cited later in this chapter and through
out this volume suggests that a necessary but hardly sufficient, condi
tion for successful tax reform in LDCS is that the reform program must 
result in fundamental changes in tax systems. A tax system has two 
principal, interdependent elements: the tax structure,and the mosaic 
of mechanisms and institutions governing tax administrationand tax 
compliance. Most of the early postwar reforms focused primarily upon 
alterations in the tax structure alone, ordinarily a sufficient condition 
for failure of comprehensive if not partial reforms (see below). The tax 
structure consists of the configurations of tax bases and tax rates pro
sided in legislation and/or decrees. Although it is sometimes obscured 
by layer upon layer of provisions enacted piecemeal over several decades, 
the tax structure is the most visible component of the tax system. 
Mechanisms and institutions of tax administration and compliance, 
however, include both readily observable as well as veiled elements often 
overlooked in diagnoses of fiscal ills. These include the procedural and 
legal frameworks governing assessment, collection, audit, sanctions, 
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appeals, ind record keeping as well as the state of information tech
nolog., K. reward structure facing the civil service, disclosure require
ments for firms, and accounting conventions used by them. 

(2) Scope of Reform. The normal state of tax systems thus defined is 
that of flux, not stasis. Modifications made on a more or less continu
ous basis, whether in underlying laws or in administrative lules and 
procedures, are best described as tax adjustments rather than reform. 
Changes in the tax system qualify as tax reform only when they involve 
discontinuity and significantly alter the trajectory of the system. Tax 
reform may embrace all or only a few major tax sources (income taxes, 
sales taxes, property taxes, import duties, etc.). When these changes 
include most or all important tax sources, they may be labeled compre
hensive tax reform. Where reforms are undertaken only for one or two 
tax source, affecting less than, say, one-third of collections they may 
be labeled partial. 

(3) Revenue Goals. Partial as well as comprehensive tax-reform initia
tives are often undertaken for revenue enhancement.But as subsequent 
chapters show, a significant number of reforms have been designed 
under the constraint that tax reform should not result, overall, in sig
nificant changes in the share of taxes in GNP, at least in the short term. 
These are examples of ievenue neutial tax reform, wherein the time 
horizon for revenue neutrality is usually greater than one or two years. 

(4) Equity Goals. Revenue neutral tax reform is not necessarily dis
tributionallyneutral,nor economically neutral tax reform.' Distribu
tionally neutral tax reform is contrasted with redistributivetax reform 
that seeks significant alterations in vertical equity. Reforms geared to 
the former but not the latter objective are intended to preserve the 
preexistent pattern of aggregate tax liabilities across income brackets; 
the mix of these liabilities, however, may change drastically-as in, 
for example, replacement of wealth taxes by income taxes. Some tax 
reforms are explicitly distributionally neutral in terms of vertical 
equity, so as not to trigger distributional battles over the passage of 
the tax reform. Redistributive Lax reform, it will be shown, may aim 
either at "leveling down" or "leve!ing up" in the income distribution, 
or both. 

Improvement of horizontal equity is a common and often implicitly 
stated goal of tax reform. But care must be taken to avoid directly carry
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ing over to LDCS, without substantial modification, concepts of hori
zontal (and vertical) equity initially developed to apply to conditions 
prevailing in high-income industrial countries. McLure (chapter to)pro
vides no fewer than four reasons why this is so. Tax reformers around 
the world have been mindful of the corrosive effects on taxpayer com
pliance of the existence of, or even the perception of, long-standing 
horizontal inequities. Horizontal equity in taxation, however, has 
proven much easier to describe than to secure, especially when, as in 
most L)cs, deficiencies in tax administration lead to horizontal inequi
ties even when structures have been designed to minimize them. 
Indeed, tax evasion in LDCs may rival or surpass poor tax structure as a 
source of inequities. Still, since there do not seem to be any positive 
economic or political gains from reforms that deliberately seek to 
worsen horizontal equity, it is reasonable to assume that enhancement 
of, or at least maintenance of, horizontal equity (however defined) is an 
objective common to all reforms. That being the case, the taxonomy 
developed here need not include horizontal equity as a separate attri
bute for classifying reform programs. 

(5) Resource Allocation GoalsReforms that are intended to be either 
revenue neutralor distributionallyneutralmay or may not also have 
economicneutralityas an objective. But reformsgearedboth to revenue 
and distributional neutrality typically have economic neutrality as an 
overriding goal. As discussed at greater length below, an economically
"neutral" tax structure is not necessarily an "optimal" tax structure, 
nor even an "efficient" one. Rather, a neutral tax system is one 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. Absent radical improvements in the effectiveness 
of tax administration, greater neutrality in taxation is generally thought 
to require a shift toward more uniformity in rates and greater consist
ency in definition of the tax base. And we will see (chapters io and 14) 
that attempts to purge the tax system of apparent horizornal inequities 
may be more important in reducing distortions in resource allocation 
than in improving horizontal equity. 

Whereas the goals of revenue neutrality and distributional neutrality 
imply maintenance of the status quo in collections and income distri
bution respectively, pursuit of economic neutrality generally involves 
deliberate departures from the status quo, in that fewer and less severe 
tax-induced distortions are sought relative to those prior to reform. Eco
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nomically neutral tax reform lies at one end of a continuum having 
interventionist tax reform at the other end. In the latter, delibeiate 
attempts are made to use the tax system to guide private decision mak
ing to ends sought by the government. Early postwar tax reforms were 
closer to the interventionist end of the continuum than have been most 
reforms implemented or proposed after 1975. 

(6) Timing of Reform. Finally, tax reforms differ with regard to phasing 
of implementation. This may be critical for the success of comprehen
sive reform efforts, for reasons offered below, but is largely irrelevant for 
partial reforms. Most commonly, governments have announced and 
attempted to implement all reform provisions at once. This can be 
called contemporaneous tax reform, even when transition rules delay 
full applicability of changes until subsequent years. Tax-reform mea
sures announced and implemented in distinct stages, as integral parts 
of a larger design, are examples of phased tax reform. Finally, reform 
enacted serially op a tax-by-tax basis, with little more than incidental 
reference to a larger design, may be called successive tax reform. 

Jt is readily apparent, therefore, that "tax reform" has many mean
ings. The taxonomy presented here refers only to differences in policy
makers' intentions for tax reform, not to the extent to which these 
intentions are fulfilled in any given reform episode. Even so, the taxon
omy yields more than two hundred different configurations of tax 
reform even without distinguishing between redistributive reforms that 
attempt to "level up" or "level down." That is to say, policymakers face 
at least six sets of alternatives in framing tax reform. To recapitulate, 
these are: 

(a) reform of tax structures, or tax administration, or reform of tax sys
tems (both structural and administrative reform) 
(b) comprehensive or partial reform 
(c) revenue-enhancing, revenue neutral, or revenue-decreasing reform 
(d) distributionally neutral or redistributive tax reform 
(e) economically neutral or interventionist reform 
(f) contemporaneous, phased, or successive reform 

There are two choices in all but (a), (c), and (f), which contain three 
each, so the number of apparent combinations is 2 X3 = 2 16, where 
all options are open. However, not all options are open in all cases. For 
example, a country constrained to seek revenue enhancement to meet 
a crisis in debt service would, at the very most, contemplate seventy
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two different paths to tax reform (2 X I' X32). And as a practical matter, 
even fewer options are open in most cases, so that feasible paths to tax 
reform may number less than io. 

II. Sources of Lessons of Tax Reform 

At least two dozen comprehensive tax-reform proposals have been pro
posed for developing countries from 1945 through 1987, several of which 
have been enacted in whole or in part. Examples of successful and 
unsuccessful partial tax reforms over the same period number in the 
dozens.
 

A. Comprehensive vs. PartialReform 

The first truly comprehensive postwar tax reform anywhere was that in 
occupied Japan in 1949-5o, 2 at a time when that war-torn nation was 
then a rebuilding, if not a developing, country. Over the next rhree and 
a half decades, full-blown sets of proposals for reform of all major taxes 
were fashioned for Venezuela " in 1958-59, Colombia in 1968,4 1974, 
and 1986, and Liberia- in 1969. Chile6 enacted major reforms in income, 
sales, and trade taxes in 1974-75, featuring both a value-added tax and 
a uniform import tariff applicable to all but autos. The Chilean epi
sodes were notable also in that they involved the first attempt among 
LDCS to achieve full integration of the personal .ind corporation income 
tax (since discarded in favor of partial integration). A major comprehen
sive reform effort in Bolivia was aborted7 in 1976-77. More recently, 
comprehensive reforms were proposed and enacted in Indonesia 
(1983-84),V Jamaica (r985-87)9, and Bolivia (1986) and proposed for 
Pakistan (1986-87)."' 

Particularly notable among the dozens of partial reforms thewere 
Kaldor-inspired innovations in India (1956)"' and Sri Lanka ({1959), 2Bra
zil (I965),"' and three cases in Uruguay (1967, 1968, and i974-75).14 
Both the India and Sri Lanka episodes mark important milestones in 
tax reform: they were the first attempts to introduce a direct tax on 
expenditures as part of an interlocking set of taxes on income, wealth, 
and expenditures, intended to be more or less self-enforcing. Significant 
though these efforts were, they nevertheless qualify as examples of par
tial reform, because in both instances the expenditure tax was not a 
major source of revenue since it applied only to a very small proportion 
of the population.' Both expenditure taxes were short-lived. The tax 
was twice enacted and twice repealed in India; it was first enacted in 

http:i974-75).14


15 Toward a Taxonomy for Tax Reform 
196o in Sri Lanka, was abandoned after five years of unsatisfactory performance, and then tried again in 1976, but again discarded as 
unworkable. " 

Two of the partial reforms in Brazil and Uruguay in the late i96os areespecially noteworthy chapters in the history of value-added taxation.Brazil and Uruguay were not only the first among developing nations toadopt a value-added tax extending through the retail level; they alsopreceded France and the rest of the European Community (Ec) in implementing this now most common form of sales tax. (The tax was enactedfor Japanese prefectures in 1950 but was never put into operation.)Indeed, adoption of the retail-type value-added tax (VAT) constitutedimportant examples of partial tax reform in twenty other developing
nations over the period I97O-86.17 It is of considerable significancethat virtually every developing country that has enacted sales tax reformsince 1965 has chosen one or the other of the two most common formsof VAT: the retail type now used in virtually all Western Europeannations, or the manufacturer's VAT, enacted in Colombia in 1966, Indonesia in 1984, and proposed for Pakistan in 1987.18 Among the fortyodd countries that have used the VAT, only Vietnam (then South Vietnam) has repealed it and this was during wartime (1971). Experienceover the past two decades, then, suggests very strongly that insofar astax reform is concerned, the VAT is the wave of the present, and possibly

the future.' 
Uruguay was also the scene of two other significant partial reforms.2
The first, in 1967, resulted in the creation of the first operational presumptive income tax on agriculture at the national level. This tax was
initially viewed 
 model for similar levies in other LMCs,as a but has
proved wanting where it has been tried. And, as discussed below, the
presumptive tax i: Uruguay today deviates sharply in structure andoperation from that originally enacted. Uruguay was also the first-
other than Bolivia (1986), apparently the only-country to abolish 

and,
 
anoperating personal income tax (1974). This was apparently a radical measure, but it should be noted that the personal income tax first cameinto existence in Uruguay only in the early I96OS, and never raised

significant amounts of revenue prior to its abolition. 

B. Tax Structures vs. Tax Systems 
Until the late 197os, both comprehensive and partial tax-reform initiatives (with the exception of Japan) tended strongly to focus upon taxstructures rather than the broader tax system. This was clearly true for 

http:I97O-86.17
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the comprehensive reform proposals for Colombia in 1968 (but not in a 
subsequent partial reform of the Colombian VAT in 1984), the abortive 
reform efforts in Ghana (1969-71), the partial reforms in India and Sri 
Lanka in the late 195os, and for Brazil in 196S. In several other reform 
programs prior to 19go, broader tax system issues extending through 
tax administration and compliance were also addressed, but adminis
trative aspects of tax reform were still peripheral, not central, to the 
proposals. These included Peru in 1968, Liberia (1969), and Bolivia 
(1976-77). In still other cases, including the Venezuelan reform pro

-posals of 19S8- s9," and the ongoing Korean tax reforms adopted almost 
every year between 196o and 1976, much more substantial stress was 
placed on administrative aspects of tax reform.--

Also, the pathbreaking Japanese reform packages of 1949-50 went 
well beyond examination of structural issues in tax reform to detailed 
consideration of several key issues in tax administration and compli
ance. The blue-return system of business taxation devised by the Shoup 
team was an innovation in tax administration that has survived in Japan 

2for nearly 40 years. - 3 But it was not until the mid-i98os that compre
hensive tax-reform programs again began to involve strong eniphas.is 
upon wider tax systems, as opposed to simply tax structures. 

Finally, a sizable share of the preparations for the very recent Indo
nesian and Jamaican reforms was channeled into efforts intended to 
ameliorate vexing problems in tax administration and compliance, 
including computerization of the tax information system and major 
changes in taxpaying procedures. The Pakistan reform proposal of 
1986-87 was notable in the sense that it involved strolg emphasis upon 
administrative-compliance issues, with much less attention to serious 
problems in the underlying tax structure. 

C. Revenue-Enhancing vs. Revenue Neutral Reform 

In the dozens of attempts at partial or comprehensive reform the 
significance of revenue motives has been, in most instances, shrouded 
by the passage of time. It has generally been assumed that in most 
settings the prime impetus for tax reform has been the need for imme
diate revenue enhancement to surmount fiscal crisis. But postwar his
tory provides a large number of examples of tax-reform programs that 
were intended to be more or less revenue neutral, in the short to 
medium term. 

Immediate revenue enhancement was clearly not a major reason for 
mounting national tax-reform initiatives in occupied Japan 24 (where 

http:eniphas.is
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significant national government budget surpluses were expected in 
19Si), Brazil in 196S,2 Liberia in 1969,-'6 Bolivia in i976-77,27 or 
Colombia in 1986. The Jamaican reform program of 1986--87 was geared
essentially toward revenue neutrality for income tax reform, but the 
still-pending VAT was expected to raise somewhat revenuemore than 
the taxes it is to replace. The comprehensive Indonesian reform of 
198 -84 was not initially conceived of as essential for averting short
term fiscal crisis or for expanding the share of overall tax revenues in 
;i),over the longer term. Nevertheless, preparation for reform began in 

early i98i with the realization that the high oil prices of 1979-8o were 
not likely to continue, and that non-oil taxes would sooner or later have 
to be called upon to provide a much larger amount of revenues than 
could be expected without fundamental tax reform. 2' The Indonesian 
reform, then, was intended to be more or less revenue neutral over the 
short run, but like the Venezuelan reform proposal of 19529 was also
expected to render the system capable of substantial revenue enhance
nlent should the need arise over the longer term. In the event, tax reform 
as enacted proved strongly revenue-enhancing after oil prices collapsed 
in 1983-86: non-oil taxes rose from little more than 6 percent of GD 
in 198o to just above 9 percent in I986. As in many other reform epi
sodes, the value-added tax was primarily responsible for the sharp 
growth in revenues. 

In other notable cases, immediate revenue enhancement was a prime
motive for tax reform. In some cases the drive for revenue enhancement 
was impelled by acute fiscal crisis. This was true for the Colombian 

'
partial reform in 196 s - 66,M the short-lived Peruvian reform of Io68,," 
as well as the Bolivian tax changes enacted in 1986 as part of the draco
nian measures required to check hyperinflation. Also, the Colombian 
comprehensive reform of 1974, as well as the partial reforms of 1982, 
1984, and i98r, was essentially a response to economic emergencies 
including the outgrowth of a crisis in debt service in the latter two 
years.' 2 Fiscal crisis, however, has been by no means the only reason 
why governments have sought short-term revenue-enhancing reform in 
the tax system. The Venezuelan proposals of 1958-59 contemplated
immediate revenue enhancement in order to increase government 
spending on education and health. And the Colombian proposals of 
1968-70 sought revenue enhancement primarily to help finance new 
expenditure programs for primary and secondary education. '-' 
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D. DistributionallyNeutralor Redistributive Tax Reform 

Developing country tax reform programs in the first half of the postwar 
period were generally characterized by a much stronger emphasis on 
the need for income redistribution than has been the case since then. 
Preoccupation with enhancing progressivity of the tax system was in 
keeping with received wisdom of the day.," By the mid-197os, however, 
the available evidence, both empirical and anecdotal, provided scant 
grounds for optimism that the tax side of the budget in developing coun
tries could be used efficaciously to secure significant income redistri
bution from rich to poor households. This is particularly true because 
the preferred instrument for redistribution- the personal income tax 
-typically accounts for only about 2 percent of GI; In developing 
countries, with three-fourths of this coming not from capital income, 
but from wages and salaries."' Subsequently, attention shifted to the 
redistributive potential of the expenditure side,,' as tax reformers 
increasingly pursued the more modest redistributional objective of pre
venting tax reform from making the poor "worse off."3 

Indeed, most examples of avowedly redistributive tax reform programs 
were crafted prior to 1970. The most ardent arguments for redistribu
tion through taxation were contained in the Kaldor proposals for expen
diture taxes in India and Sri Lanka.," The comprehensive Venezuelan 9 

and Colombian41 J1968) proposals and, to a lesser extent, the Liberian 
package of 1969,"1 placed relatively heavy stress upon income redistri
bution through tax reform, primarily through reliance upon progressive 
rates of income tax that were high by standards prevailing in the late 
198os. Examples of successful income redistribution through tax reform 
are in any case rare, although the first two years of the Colombian 1974
 
reforms (based in part on 
the 1968 proposals) did achieve temporarily 
some measure of redistribution. Within two years, however, adminis
trative and procedural provisions critical for success of the reform were 
gutted by subsequent legislatio, and undermined by both adverse 
Supreme Court decisions and taxpayer realization that penalties for eva

2sion had no teeth) 
Except perhaps for the Chilean reform of 1974, none of the tax reform 

programs enacted or proposed in LDCS in the 197os and r98os were 
intended to be as distributionally neutral as the 1984 and 1986 U.S. 
reform proposals,4 but few placed great emphasis on the use of tax 
reform as a means of redistributing income from rich to poor. The 
Bolivian proposals of 1976-77, for example, stressed the need for direct
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ing increasesin income toward the lower end of the income scale, rather 
than on redistributing existing income through taxes and fiscal 
transfers.4 4 And in the Final Report of the National Tax Reform Com
mission of Pakistan in 1987, itis noted that "realistic appraisal sug
gests that the cause of the poor can be served only to a marginal extent 

4through tax policy measures. The comprehensive reforms imple
mented in Indonesia (1983-85 and Jimaica (1985-86) embodied expec
tations that a rising share of tax liabilities would be paid by the highest 
quintile over the medium to long term, but neither reform was driven 
primarily by redistributional considerations. Indeed, the essence of both 
reforms was drastic simplification in both tax laws and tax procedures, 
achieved not only by purposeful shifts toward more uniform tax rates 
and abolition of egregious tax preferences, but also, in the case of 
income taxes, sizable reductions in tax rates made possible by base 
broadening. Clearly in the Indonesian case, emphasis was laid upon 
reduction, if not removal, of tax burdens on the poorest 40 percent, 
coupled with measures to narrow both the incentive and the scope for 
evasion of tax by the richest 20 percent. Consequently, the base of the 
uniform rate manufacturers VAT does not include spending on unpro
cessed food, expenditures upon which account for more than half of 
spending by the poorest 40 percent. And because the exemption struc
ture of the income tax excludes the poorest 8o percent from the tax net, 
the reformed Indonesian income tax with a maximum tax rate of 35 
percent would have a progressive impact by its very presence, 4' even if 
it were, as in Jamaica, imposed at a single, uniform rate. 

Finally, in Colombia (1986) and in the more recent partial income tax 
reforms in India (1974, 1975, 1984), the top marginal rates of income 
tax were reduced notably in each case. These adjustments were moti
vated not by distributional goals, but by considerations both of tax 
administration/compliance and of economic growth.47 

E.EconomicallyNeutral vs. InterventionistReform 

With few notable exceptions, including the Japanese reforms of 
1949-50, the evolution of tax systems until the late I96os was marked 
by growing reliance upon tax provisions designed to guide private firms 
and individuals toward (or away from) investments and activities favored 
(disfavored) by government. These interventionist goals required a degree 
of fine-tuning of tax structures inconsistent with present realities of 
tax administration and tax compliance in virtually all developing, if 
not developed, nations. 

http:growth.47
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Arguably, it was not coincidental that the most extensive use of spe
cial tax incentives to promote growth and development occurred in the 
period and in the countries when and where the least attention tended 
to be paid to issues in tax administration and tax compliance. Nations 
that relied particularly heavily upon tax incentive regimes through the 
i 96os and 197os and into the 198os included Bolivia,4" Brazil,"9 Colom
bia,50 Ghana, Indonesia, Liberia, Pakistan,5 ' Sri Lanka,5 2 jamaica,53" Ven
ezuela, and Turkey. Incentives were used for many purposes: to promote 
investment in priority industries to encourage location of firms in 
so-called backward regions, to foster exports, to use public accountants, 
to encourage domestic processing of raw materials, to promote embry
onic domestic stock markets, to purchase insurance, to promote devel
opment of tourism, and of course to attract foreign investment. 

Governments have in most cases proved extremely reluctant to forgo 
this type of fiscal fine-tuning even when presented with evidence of its 
corrosive effects on both revenues and tax administration. Still, a num
ber of earlier reform programs, including those in Colombia (1968-70), 
Liberia (i969), and Ghana (1969--71), sought to curtail availability ,f 
incentive programs-but to little avail. The Colombian reform as 
enacted in 1974, however, essentially eliminated most income tax 
incentives. 

Later reform efforts in the 197os and 198os reflected greater emphasis 
on neutrality and greater skepticism of the efficacy of differential tax 
incentives, particularly income tax holidays. The Bolivian proposals of 
1976-77 called for a marked shift away from incentives providing tax 
relief through income tax exemptions and tax rate reductions toward 
investment grants, tax credits, and expensing of capital assets. 4 The 
Indonesian reforms of 1983-84 went much further. All special tax 
incentive provisions were abolished at one time, thereby making it pos
sible to lower income tax rates sharply for both firms and individuals. 
Finally, the Bolivian reforms of 1986 and the Jamaican reforms of 
1986-87 were as strongly addressed toward "getting prices right" as 
any tax reform through 1987. The 1986 Bolivian reform not only pro
vided for a uniform rate VAT with no exemptions, but replaced personal 
inconmc taxes with a io percent levy on incomes, from which the VAT is 
deductible. The Jamaican reform abolished 16 separate special purpose 
tax credits in the personal income tax and curtailed company tax incen
tives for both agricultural and industrial firms.-" 
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F Contemporaneousvs. Phasedand Successive Reform 
As noted earlier, these time-related distinctions are relevant largely for 
comprehensive tax-reform programs. Examples of differences in the exe
cution of implementation of comprehensive tax reforms are, however, 
not numerous, largely because not all such reform programs discussed 
to this point were accepted by governments; some never reached the 
stage of draft legislation (Venezuela, 1959; Ghana, 1969-7o; Liberia, 
1969; Bolivia, 1976-77). A few reform packages were distilled into draft 
laws and then put aside (Colombia, i968), to be revived thereafter 
-sometimes as long as half a decade later. 

In almost all instances, governments that have sought comprehen
sive tax reform have intended that it also be contemporaneous. This 
was clearly the case in Japan (1949-50), Colombia (1974), Chile 
(1974-75), Indonesia (I93-84), and Bolivia (1986),56 but not Jamaica 
(1985-86). But some essentially contemporaneous reforms have 
involved some phasing of key provisions. This was so for the Indonesian 
reform, wherein new income and sales tax laws were both enacted in 
1983, to take effect in 1984, while final property tax reform legislation 
was delayed until 1986 and implemented only in 1987. In addition, the 
implementation date for sales tax reform, scheduled initially for 1984, 
was delayed until 1985 to allow greater administrative preparations for 
reform. 

Recent Jamaican reforms furnish a good example of phased reform. A 
new, vastly simplified personal income tax was introduced in 1986; cor
porate tax reform was implemented a year later. A new VAT (including 
some large retailers) was scheduled for introduction in 1987 or 1988, 
but at this writing has been delayed indefinitely 

Finally, the Korean experience from I96O through 1975 and that of Sri 
Lanka from 1977 through i98817 provide the best examples of succes
sive tax reform. In Korea, major alterations in tax structure and tax 
administration tool. place virtually every year after I96O. Still, not all 
Korean tax reform could be characterized as successive: tax structures 
were drastically overhauled in 1967, 1971, and 1976.8 

The apparent preference for contemporaneous reform in comprehen
sive tax reform pcograms may be due to two principal factors. First, both 
phased and successive reform may involve greater risk of adverse reve
nue consequences in the short term. A comprehensive reform may fea
ture, for example, greater reliance on one major tax source (sales taxes)
and lesser reliance on another (income taxes). Therefore, even for 
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reforms intended overall to be revenue neutral, and particularly for those 
designed to be revenue-enhancing, all major elements may need to be 
implemented simultaneously to avoid revenue dislocation that might
jeopardize the entire reform package. Second, tax reform inevitably
involves winners and losers, particularly when, as in Uruguay in 1975, 
over one hundred separate taxes were affected. 9 Those interest groups
perceiving themselves as "losers" from one element of a reform package 
may be "winners" from implementation of another component. If so,
contemporaneous reform may decrease the intensity of their opposi
tion against the offending reform provisions. This is because with a
phased, not to mention a successive type of reform, taxpayers can never
be certain that the elements favorable to them will be actually imple
mented. Moreover, attempts to implement tax reform on a tax-by-tax
basis, or even a few at a time, allow each affected interest group to
mobilize its spokesmen and allies for endless pleading and debate. Fron
tal assault on many taxes at once, as in Uruguay (1975),") Indonesia 
(1983-84), Chile (I974-75), Bolivia (1986), and Colombia (I974) has
often proved critical in neutralizing the pleadings of interest groups
benefiting most from the fiscal status quo.

On the other hand, contemporaneous reforms have the disadvantage
that they allow, relative to phased reforms, less time for the tax admin
isi.ration to absorb changes in tax laws and administrative procedures. 

IIl. Concluding Comments 

The taxonomy of tax reform offered in the foregoing sections differs in
several significant ways from the taxonomy the author had in mind in 
1986 in the early phases of planning for this volume. Discussions with 
authors in varying stages of drafts of individual chapters indicated that 
many, but not all, aspects of the initial taxonomy stood up well to the
findings flowing from individual country studies. These aspects
included the taxonomic emphasis upon differences between reform of 
tax structures and reform of tax systems, the utility of differentiation 
between comprehensive and partialreform efforts, and the use of a sep
arate category to characterize the revenue goals of tax reform. 

But as drafts of the various papers prepared for this volume began to 
arrive, and particularly during spirited conference discussion of all 
papers in April 1988, it became apparent that qualifications were in
order for some of the elements of the taxonomy. First, and perhaps
most significantly, it became evident that there were many examples of 
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reforms that were intended to be revenue neutral in the short to medium 
term, but which were expected to be revenue-enhancingin the longer 
term. 

Second, the original taxonomy contained no reference to economi
cally neutral reforms, not because economic neutrality was viewed as 
irrelevant, but because governments from 1950-7_5 rarely accorded this 
goal nearly as much status os those pertaining to revenues and income 
redistribution. But it became evident from perusal of some of the stud
ies of tax-reform episodes in the I98os, as for example in Bolivia, Indo
nesia, and Jamaica, that in many countries greater neutrality in resource 
allocation had become perhaps as significant a goal of tax reform as 
income redistribution was two or three decades ago. 

Finally, it became obvious that any serviceable taxonomy required 
explicit distinctions regarding the timing of reform. Contrary to the 
author's expectation, comprehensive tax reform programs are rarely 
contemporaneous, insofar as timing of implementation is concerned. 
Thus there is a need to distinguish more clearly between contempora
neous, phase(l, and successive reform. 

Chapters 2 through 8 contain eleven separate country studies that 
formed the basis not only fr the final development of the taxonomy of 
chapter i, but for the iessons drawn in chapter 14. Chapters 9 through 
i i present significant tax reform issues of a generic, or cross-cutting, 
nature. Chapters u) and i3 may be seen as results of a long-overdue 
attempt to induce economists, who have long dominated published dis
cussion of tax reform involving LDCS, to recognize and come to terms 
with the political content of their handiwork. 
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2 

Lessons of Tax Reform from the Experiences 
of Uruguay, Indonesia, and Chile 

Arnold C. Harberger 

I. Introduction 

This has been a difficult paper to write. Its original aim was to tak- its 
readers behind the veil of appearances and give them a taste of what it 
is really like to be "on the inside" of a process of tax reform. As I went 
around and interviewed participants, I thought stories would appear 
tha1t would surprise readers, give them new insights into and under
standing of what tax reform is all about. Maybe even it could serve to 
sharpen the perceptions of those who would engineer new reforms (per
haps in other countries), alerting them to dangers otherwise unseen, 
calling their attention to critical details that might easily be overlooked, 
and stamping in their minds the key requirements of a successful 
strategy. 

The actual result was far from what I anticipated. To be sure, a few 
vignettes were generated, a few perhaps surprising anecdotes. But the 
bulk of the message was almost the opposite of what I had planned. 
Taking readers to the inside of the process of tax reform was not going 
to open their eyes to new marvels, nor strike them with lightning bolts 
of new wisdom. Instead it was going to pound home incessantly the 
importance of things we knew about all along: (a) clarity of conception 
in designing a reform, (b) professional-level attention to detail in con
verting that conception into laws, regulations, and procedures, and (c) 
administrative machinery for implementing the reform ,-fficiently, 
fairly and above all for the long run. These lessons, on the whole, were 
not exciting--more like "how to be a good public accountant" than 
"how to be a star in the movies or in the opera or on the football field." 

Studying the history of tax reform in these three countries also rein
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forced my longstanding belief in the importance of appropriate timing. 
I do not mean timing in a very refined sense-it is not the day nor the 
month nor the season that matters, maybe not even the specific year. 
But there are times when the public at large, and/or the legislative 
assemblies, and/or even the government authorities (e.g., the president 
and the cabinet) themselves are more likely--and other times when 
they are less likely- to be receptive to tne idea of tax reform. It is impor
tant for those who cnginecr a reform to be sensitive to this general 
receptivity, so as not to cast their seeds on barren ground (cf ch. i, ch. 
4, this volume). 

Sometimes the term "opportunity" fits better than "receptivity." 
This is particularly true when the exi3ting system has generally broken 
down, betraying its own bankruptcy and at the same time yielding 
almost an open field to those who create its replacement. Opportunity 
may also come .is a by-product of some external crisis that calls for the 
generation of substantial new revenues in a relatively short period of 
time. In either type of opportunity, there is a void that somehow is 
going to be filled-at worst by the inflation tax or by ill-conceived inea
sures spawned by demagogy 

When opportunity strikes, the need is for someone to be ready with a 
well-conceived professional solution. Rarely will a solution drawn 
intact from the professional literature do the trick-careful tailoring 
will be needed to adapt it to local conditions and to the specific nature 
of the crisis. This task can be hard enough, even when the country's 
policy professionals have done a lot of prior work and are in that sense 
quite prepared to meet the crisis. If they are unprepared or simply not 
alert to the emerging situation, the opportunity represented by the cri
sis is likely to pass, with the void being filled by somebody else, and 
with the country's economy for years to come paying the cost of an 
inferior solution. 

II. Uruguay 

The main thrust of my story is well represented by Uruguay's case. I 
was somewhat familiar with the situation because I had served as a 
consultant on several occasions over a period of about three years in the 
mid-I970s. Unfortunately (in a sense) my consulting missions always 
entailed intensive work on one or two topics: for example, the social 
opportunity cost of capital, the role of fiscal factors in Uruguay's 
inflation, and the treatment of the financial sector under the value
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added tax. My appreciation of the broad outlines of the country's tax 
system came, as it were, by osmosis-by contact with tax officials and 
other professionals, by references and summaries found in the general 
economic and tax literature, etc. From these contacts and sources I was 
impressed by two particular vignettes. First was the fact that in their 
tax reform effort of 1974 and 1975 the Uruguayan authorities had abol
ished the personal income tax. This came as a shock and a surprise; I 
really did not know what to think. Was I in favor of such a drastic mea
sure or against it' What were the pros and the cons? Without knowing 
where I myself stood on the matter, the one thing I felt surest about was 
my admiration for the political courage it surely took to engineer such 
a drastic move. 

The second item that impressed me was a presuwy-tive tax on agri
cultural income based on the potential productivity of the soil. As orig
inally described to me, this tax on potential income was an economist's 
dream tax. For each of some fifteen regions of the country, the land was 
divided into four or five quality groups. In each region-quality category, 
the most likely cropping pattern was adduced. Each pattern was 
described by a set of outputs per hectare, together with the inputs that 
"normally" would be applied to achieve those outputs. Inputs (Fi) and 
outputs (X,) were then priced (at average prices wi and p,) for each year, 
and imputed income (EX1P1-EFjwi) was then computed as the base on 
which the tax was levied. When relevant output price went up the tax 
would automatically increase; when an input price rose the tax would 
fall. But when the farmer leveled his land, introduced new varieties, 
applied fertilizer more scientifically, undertook feicing and drainage 
works, etc., the tax did not change a bit. Each tarmer was the sole 
beneficiary of such advances and improvements. 

It is easy, I think, for readers to imagine how impressed I was by the 
daring (if not audacity) revealed by the income-tax abolition, and by the 
professional refinement epitomized by this presumptive tax. Time and 
again I urged that these experiences be studied in depth, so as to reveal 
their secrets and their lessons. So, needless to say, when I agreed to 
virite this paper for this conference, a deeper look into both these expe
riences came high on my agenda. So I went to Uruguay, I inquired, I 
looked, I studied, and I came away disheartened. In each case the truth 
belied the image. The search led to the conclusion that there were no 
secrets to be treasured and no major insights for futur'. tax reforms. 

In the case of the income tax, its abolition came only twelve years 
after its introduction. The tax had never really taken root, no effective 
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enforcement machinery had ever been developed, and no important rev
enue had ever been generated (receipts never reached as high as one 
percent of GDP). Moreover, the tax that was abolished was really only
the tip of the iceberg. It stood within a system of category taxation as 
the specific component striking (at progressive rates) the comprehen
sive income of individuals. After its abolition, the following taxes 
remain today: 

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

b. Taxes on agricultural income, either actual or imputed (30 percent 
maximum rate) 

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

d. Value-added tax (20 percent rate, subtraction method) 
e. Selective excise taxes, mainly for fuels, tobacco products, alcoholic 

beverages, and electricity 

In the case of the taxes on agriculture, my disillusionme. came from 
another angle. The much-vaunted presumptive tax, far froi calibrating 
cropping patterns to the region and quality of the soil, as its underlying 
concept would have dictated, imputed income on the assumption that 
everybody produced just two products-meat and wool. Soil quality 
came into play by classifying different region/soil groups as having land 
that was a specified fraction or multiple of the national average land 
quality 

Uruguay's concentration on the production of meat and wool is high
enough that one cannot condemn the presumptive tax procedure as
 
outright absurdity. Yet the blanket imputation of taxable income 
on
 
the basis of cattle and sheep raising must have raised the hackles of
 
truck farmers, :rciiard owners, poultry raisers, and the like. They did
 
indeed complain, with the result that today all taxpayers with net 
receipts above a critical amount must pay a regular agricultural income 
tax, the impuesto de la renta agricultura (IRA), on their actual net 
income. Smaller agricultural enterprises now can opt for the IRA system 
or for a new system which in 1979 replaced the earlier presumptive 
system. The 1979 tax did not change the imputation significantly, how
ever. Today the standard hectare's production pattern is still based on 
cattle and shecp raising, with any given hectare's imputed income being 
a fraction or multiple (depending on soil quality) of that of a standard or 
average hectare. 
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The virtues of the Uruguayan tax system are thus not to be found in 
either of the two aspects that so intrigued me and other professional 
observers. What, then, were the merits of the Uruguayan tax reform? 
Without any doubt the answer is tax simplification. In July of 1974, 
when Alcjandro Vegh Villegas assumed the post of finance minister, 
Uruguay was plagued with a myriad of little taxes. These had been 
imposed to begin with in response to pressure groups (on the whole 
very small ones with tighty defined special interests), and as ad hoc 
levies to garner new sources of revenue to finance new expenditures as 
they were approved. 

Thc Vegh Villegas tax simplification cffort centered largely on a com
puterized system, identifying each tax separately together with its 
recent revenue history The procedure by which taxes were then elimi
nated was extraordinarily simple and clear. After the taxes had been 
ranked in descending order of their revenue yields, those at the bottom 
of the computerized list were repealed en masse. In the first step, the 
budget law of 1975 eliminated about fifty taxes; then in a second step 
in late 1975 another eighty or so fell under the ax. The keys to the 
success of this procedu~re were its "objectivity" and "automaticity." If 
the taxes had been taken one by one or just a few at a time, endless 
pleading and debate would have ensued as each affected interest group 
mobilized its spokesmen and its allies. The frontal assault on many 
tiny taxes all at once gave the advantage to the fiscal authorities. The 
automaticity helped too, in that it was hard for opponents to question 
the broad principle of eliminating dozens upon dozens of tiny "nui
sance" taxes. Whatever merit could be claimed by its supporters for any 
one such tax, it was certainly not its contribution to the fiscal till. 

A second major element of simplification was the elimination of the 
stamp tax (impuestode sellos). This tax had tentacles reaching into all 
sorts of activities and transactions-it struck bills, loan receipts, 
checks, virtually any document that had a legal status that might be 
subject to a complaint or lawsuit. The stamp tax spawned compliance 
and efficiency costs in all directions and was loathed by the business 
and commercial community. At the time of its elimination the stamp 
tax was the most important single revenue source in the entire system. 

The third important tax that was eliminated was a sales tax striking 
gross receipts (entradasbrutas). It functioned as a cascade tax, generat
ing layer upon layer of distortions as goods passed through different 
productive stages. 

Finally there was a single stage tax on final sales. 
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All the above taxes were eliminated and folded into the evolving
value-added tax, which quickly became the major revenue raiser of 
the system. 

A final key feature of Uruguay's tax reform of the mid-seventies was
the elimination of export taxes (retenci6nes)on beef and wool. These 
taxes had been significant revenue sources but their most important
effect was to deter international trade. Partly as a consequence, Uru
guay's exports jumped from an average of about $200 million in 
1968-72 to over $6oo million in 1977-78 and over a billion dollars in
i98o-82. In terms of the generalized purchasing power of the dollar 
over tradable goods, Uruguay's exports were $5oo-6oo million (i98o
dollars) in r968-72, about $9oo million (I98O dollars) in 1977-78, and 
over a billion such dollars in i98o-83.1 Further discussion of these
trade tax changes, along with the substantial liberalization of import
restrictions that occurred in the late 197os and early 198os, is set to one
side as being beyond my self-imposed limits as to the scope of the pres
ent paper. 

III. Indonesia 

The outstanding feature of the Indonesian tax reform of 1983 was the
degree of care that went into its preparation. It surely has few equals in
this regard, one of them being the work of the Canadian Royal Com
mission on Taxation in the late i96os. The preparation in the Indo
nesian case worked on three levels -professional-technical, political, 
and administrative. 

The cornerstone of the Indonesian tax reform effort was a contractual 
arrangement with the Harvard Institute for International Development
(H11), led by Professor Malcolm Gillis. Under this arrangement more
than two dozen experts from six countries undertook basic studies of
the existing Indonesian system and the potential for reform. The study
period extended over more than two years and covered nearly every
aspect of the tax system and its potential reform. Tariffs and other trade 
taxes were perhaps the most important (but quite conscious) omission
(see chapter 4). Working side by side with the foreign experts were
Indonesian cadres, many of whom in the process became local experts 
on the particular areas in which they worked. 

The political side of the story was represented by two features of the
Indonesia effort. First, the entire operation was placed under a stee.ing
committee of senior government officials, drawn from all parts of the 
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Finance Ministry. This committee took part in all decisions that dealt 
with key policy matters. It is important to realize that in the Indo
nesian context the high-level bureaucracy is probably the most impor
tant focus of political forces and pressures. It is the members of this 
bureaucracy who receive the complaints and the self-serving proposals 
of a myriad of interest groups. It is they who come to sense what is 
politically trivial at one extreme, politically untouchable at another. 
Their presence throughout the reform operation thus helped on the one 
hand to guarantee that the initiatives taken would not be totally out of 
line with Indonesian political reality, and on the other to ensure that 
the final product would stand a reasonable chance of approval and 
implementation. 

The second political feature of the reform enterprise was its empha
sis on carrying its recommendations all the way to the point of draft 
legislation. A team of lawyers from Indonesia and abroad started work 
at about the midpoint of the project's term, and by the end was engaged 
in an all-out effort to transform the team's technical papers and propos
als into draft laws. 

On the administrative side one had not only the counterpart cadres 
of Indonesian officials who worked with foreign experts, but also a pro
gram (at first within the Hill) project, later continued on its own) for 
training abroad new cadres of officials. In addition the project included 
technical studies of administrative issues, and it produced as one of its 
important outputs a new computerized taxpayer-identification system 
that was to prove a great boon to the implementation of the reformed 
tax system. 

Tax simplification 

Simplification is the term that most aptly covers the many aspects of 
the Indonesian reform effort. It is no surprise that the cornerstone of 
this effort, on the :ide of indirect taxes, was the conversion from an old 
and poorly administered turnover tax (which in addition had a very low 
yield) to a modern value-added tax. The notion of simplification even 
explains why the value-added tax was confined to manufacturers 
(including imports, mining, and construction). To extend it either back 
to the agricultural stage or forward to the wholesale and retail stage 
would require huge administrative effort with little prospective incre
ment in yield. The absence of agriculture from the system had the added 
consequence that unprocessed food products reached the consumer 
without any tax being paid (except that embodied in purchased inputs 
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into farm operations). This carried political benefits since such itemsbulk large in the consumption baskets of the lower income strata in 
Indonesia. 

The second great simplification in the Indonesian reform was theelimination of a plethora of tax incentives. Incentives covered a Pando
ra's box of activities-cooperatives, public accountants, naturalresource exploration, technology transfer, regional investments, exports,
so-called priority sectors, etc. Tax holidays and tax credits (both notoriously non-neutral in their impact on projects of different gestation periods and time profiles) were among the principal instruments by whichincentives were granted. The new Indonesian law swept away the oldincentive schemes, putting in their place a 35 percent tax rate (as com
pared with the previous rate of 45 percent).

Simplification on the personal income tax side came through broadening the base and reducing the rate structure, with the maximum marginal rate falling from .o to 35 percent. The income tax replaced a totalof four different taxes, perhaps best described as a crude sort of categoryincome tax system. Simplification in the detail of the tax took the form
of eliminating fringe benefits from income subject to personal tax, butat the same time eliminating their deductibility by businesses. Similarly, depreciation accounting for tax purposes was greatly simplified byusing declining-balance depreciation covering four major categories, andwithholding was generalized to cover payments of dividends, interest,
and rents, as well as wages and salaries.

The final key element of simplification was the taxpayer-identifica
tion system itself. This system creates the possibility of cross-checking
of returns by different firms, and between the income tax and the VAT
(value-added tax). In addition it makes much more 
feasible the depersonalization of tax administration, selecting returns for audit 
on the

basis of objective criteria and minimizing the possibility of collusion
 
between taxpayers and officials.
 

IV. Chile 

Of the countries considered here, Chile had the deepest and most comprehensive tax reform process. This is partly due to the circumstances 
created by the military coup of 1973 which ousted the government ofSalvador Allende. In the opinion of many observers (myself included)the coup would never have taken place had it not been for the virtual
breakdown of the economic system. Inflation came to exceed 400 per
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cent a year (even iooo percent if monthly rates are put on a yearly basis); 
production in virtually all areas was stagnant or falling; trade was 
grossly distorted by restrictions and by a Byzantine multiple-exchange
rate system. 

These circumstances created a whole array of opportunities for pol
icy reform. Fortunately, technicians were present who had thought at 
length about a number of the areas of opportunity. In relatively short 
order most price controls were released and the dozen or more multiple 
exchange rates were reduced to a single official rate plus a not very 
distant unofficial parallel market rate. Early tax reforms (in I974 and 
1975) included the introduction of a value-added tax, the reform of the 
personal income tax, the integration (for Chilean taxpayers) o. !he cor
poration and personal income taxes, and the indexation of the tax sys
tem. In addition to these measures a massive trade liberalization effort 
was set in motion in 1974, which culminated in a io percent uniform 
import tariff by 1979. (Today the uniform rate is 15 percent.) 

The fiscal deficit, which was vast at the beginning of this process, 
was brought under control in the late 1970s. Tbis was the key to the 
gradual reduction of the inflation rate (of the Gi, deflator) from over 
6oo percent in 1974 to less than 15 percent in 1981. It also created the 
fiscal circumstances for one of the crowning achievements of Chilean 
policy in these years. zhe comp!ete revamping oi the social security 
system., turning it from a deficit-ridden, pay-as-you-go scheme into an 
essentially privatized system wherein each individual has a personal 
vested retirement acf.:ount that can be moved from one fund to the other. 

Indireca Taxes 

Like Uruguay, Chile in the early 197OS had a plethora of small indirect 
taxes and a cascade-style sales tax. These were all abolished when the 
value-added tax was introduced in 1975. 

Transition problems dominated the discussion at the time. As a first 
step to the introduction of the value-added tax, the sales tax was 
modified so as to eliminate the discrimination in rates between 
imported goods (12 percent) and domestic sales (8 percent). Once this 
had been done, the stage was set for the introduction of the value
added tax. One issue that came up concerned transition credits (i.e., 
whether the tax on inputs purchased under the turnover tax scheme 
could be deducted from a firm's liability tinder the value-added tax). 
The decision here was to give no transition credits to anybody Firms 
received credit for inputs purchased on or after January I, 1975, when 
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the VAT became effective. All 1974 purchases were treated under the old 
system. 

Other transition aspects had to do with coverage. Agriculture was 
initially left out of the VAT system, as were all hydrocarbons, electricity, 
water, and g,'s. Many services were also initially not taxed. In 1976, 
however, a major consolidation move was made, incorporating agricul
ture, fuels, public utilities, and most of the services omitted previously. 

Indexation 

The indexation of the Chilean tax system is built around the concept of 
the Unidad Tributaria (UT). Income for tax purposes is measured 
innthly in these units. Withholding on wages and salaries had always
taken place contemporaneously, and under the Allende government the 
sums withheld were required to be remitted each month to the Trea
sury. Now business firms were also required to pay each month on their 
own estimated income. One way visualize the system asto UT is a 
monthly readjustment of all income tax brackets in accordance with a 
price index; thus, the same real wage or other incme would lead to the 
same real tax, regardless of when it was received.
 

The accounting problems of business were 
handled deftly in the 
Chilean income tax law. Three simple rules are all it takes to handle 
the potentially highly complex problems associated with the presence, 
side-by-side, of real and nominal assets and real and nominal liabilities. 
The rules are: 

(i) all rel or indexed assets are written up by the relevant inflation 
percentages, and the amount that is written up is introduced as a 
profit item on the profit and loss statement 

(ii) all real or indexed liabilities (including capital and surplus) are 
written up by the inflation percentage and that amount is intro
duced as a loss item on the profit and loss statement 

(iii) depreciation is taken on the written-up value of depreciable assets 

It is one of the miniature marvels of our era that such a simple sys
tem of inflation accounting was found. The key to its simplicity lies in 
recognizing that correcting for inflation entails correcting for just one 
price index movement in each period. In this sense inflation account
ing is at the opposite extreme from replacement cost depreciation, 
which follows the price of each individual asset class. 

Perhaps the most important attribute of Chile's indexation of the tax 
system was its effect on arrears. Whereas previously, as in many other 
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inflationary countries, it was a genuine ;,dvantage for the taxpayer to 
postpone payments as long as possible, now any delays were automati
cally indexed and were subject in addition to interest and (where appli
cable) penalties. One cannot exaggerate the importance of indexation 
in making possible the increase in real receipts which in turn was the 
key element in the gradual reduction of the rate of inflation itself in the 
late T970s and early 198OS. 

Integration 

The story of integration of corporate and personal income taxation in 
Chile is a curious blend of advance and retreat. Without a doubt the 
boldest step came first. Modeling their system after that recommended 
by the Royal Commission on Taxation in Canada (the so-called Carter 
Commission), the Chileans initially implemented a full imputation to 
each resident shareholder of the corporate income corresponding to his 
shares. This income was declared as personal income by him, regard
less of whether it was retained in the corporation or paid out as divi
dends. The taxes paid at the corporate level on these shares were treated 
in the same way as the taxes withheld on wage and salary payments. At 
tax time the individual could claim full credit for the taxes paid on his 
account. 

I do not have a clear sense of the reason why a step backward from 
full integration was taken in 1985. At this time Chile reverted to what I 
conceive of as essentially a European system of integration based on 
dividends alone. That is to say, the system became in effect one of sim
ple withholding on dividend income, with dividends being grossed up 
by individuals as they declared their personal income subject to tax. 

The present system, indeed, has two separace tax operations at the 
corporate level. One is a io percent tax on enterprise income, which is 
not integrated in any way with the personal income tax. The second is 
the withholding of an amount equal to four-fifths of the dividends actu
ally paid out. It is this amount which individuals have to add to their 
dividend receipts as they declare their income. At the same time the 
withheld amount is in the end taken by individuals against the tax that 
is due. 

In the shift from the earlier (full-integration) to the present (dividend
withholding) system, a certain conceptual elegance was lost. I infer that 
the move was taken mainly for administrative convenience and was 
perhaps rendered less controversial by the fact that the enterprise tax 
itself was at this time only io percent. 
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Social Security 

Americans familiar with the system of Individual Retirement Accounts 
(IRAS) will have no trouble understanding the new Chilean social secu
rity system. As far as I can see, the two systems are virtually identical, 
the major difference being that the Chilean system places greater restric
tion on the entities (called AFPS, or administrators of pension funds)
that handle the retirement accounts. This is perhaps reasonable in that 
the contribution to one or another such fund of an amount equal to io 
percent of one's income (up to a certain limit) is mandatory, and in 
addition the State introduces a sort of safety net in che event that a 
private AFP portfolio falls short of providing a certain minimum rate of 
return.2 Rate of return has not, however, been a problem to date. From 
their inception in July of 1981 up to November of 1987 the pension
funds have yielded an average cumulative real rate of return of 14.4 
percent. The separate cumulative real rates of the twelve funds now in 
operation ranged from a low of 13.1 percent to a high of 15.2 percent.
Another testimony to the success of Chile's new social security system
is the fact that in the period indicated above, total investment assets 
of close to $3 billion (or about 15 percent of 1987's GNP) have been 
accumulat-,d.
 

Obviously, a contributory pension scheme is in itself not a 
difficult 
thing to establish (insurance and annuity companies do it every day).
The problem in the Chilean case was in the disastrous financial state 
and general disorganization of the previous system. Under that system
different categories of employees had different retirement funds. There 
was one for public-salaried workers, another for private-salaried work
ers, and yet another for blue-collar workers. Separate funds existed for
certain industry groups: one for bank employees, one for racetrack work
ers (!), etc. Most of these funds had started out on a sound actuarial 
basis, but had deteriorated into pay-as-you-go systems by the 195OS and 
I96Os. Successive Chilean governments had wrestled with the problem
of social security reform, but all such schemes had foundered due to 
inadequate fiscal resources. 

The key, therefore, to che success with which the AFP system was 
implanted in Chile thus lies fundamentally in the capacity of the gov
crnment to handle the problem of transition. For the transition, every
one was given the option of staying with the old system or of entering
the new. For those who chose to join the new system, the government
assumed a liability (given to the new AFP in the form of an indexed 
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"recognition bond") approximately equal to the capital value of the indi
vidual's own past contributions to the old system. Since on the whole
the participants in the old system could not expect ultimate benefits 
equal to the capital value of -.heir past contributions, this itself pro
vided the incentive to join the new system.

Thus it is no surprise that more than two-thirds of the labor force
chose to join the new system right away. The armed forces, which 
enjoyed a pension scheme based on So percent of their actual salaries, 
were simply left out of the new system (as a price for its adoption, as it
were). Also left out were those whose retirement under the old system 
was less than five years away.

The seeds of the new system were due to Miguel Kast, a rising
planning-office official who later became, in sequence, minister of plan
ning and minister of labor. Other key figures in the process were Her
man Buchi, Martin Costabal, Maria Teresa Infante, Luis Larrain, Jos6
Pifiera, and Alfonso Serrano. This small group of technical people
formed the nucleus in which the idea of the social security reform incu
bated and from which it was ultimately spawned. The road was difficult 
because initiaiiy the top government leaders (all military men) were not
enthusiastic. An important early convert among them was Fernando 
Matthei, whose prime consideration was that "my dignity does not 
accept that my children should have to pay for my pension" Ultimately,
at the highest levels of government, this was the argument that deter
mined the demise of the pay-as-you-go system. 

Administration 
Economists have for too long tended to overlook the importance of
administration in any successful tax performance (see chapter 9, this 
volume). In my mind there is little doubt that something close to half
the total credit for Chile's accomplishments has to be assigned to the 
administrative side in reform of the tax system. What began as an anti
quated internal re-wenue service, badly conceived, inefficient, and with 
overtones of corruption, was in a relatively short time converted into a 
service that ranks very high by international standards. 

The old system had many weaknesses. Its information system was
terrible; even the old returns of a given taxpayer were not at the disposal
of inspectors; inspectors were assigned to given areas and tasks and
remained with them for long periods of time (augmenting the possibili
ties of conspiracy with taxpayers).

The new system tried to improve on each of these lines. First, the 
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link between inspectors and sectors was broken. Each day or week,
inspectors would be assigned to new, very specific tasks. In the begin
ning these consisted mainly simply of getting additional information 
from given taxpayers and bringing it to a central office. 

Much effort went into the development of an information system.
Data were gathered on all types of ratios: What should wages be relative 
to sales in the bakery? What should inputs be relative to outputs in a 
textile mill? What should profits be relative to sales in a pharmacy?
Several pages of summary relations of this type were developed, and 
returns that deviated significantly from the guideline rates were closely
scrutinized. Value-added-tax and income-tax supervision were done 
simultaneously for business firms. 

For individuals, the internal revenue service got records of purchases
of most high-cost items. Those who bought cars and houses were asked 
to show where the money came from. Firms were required to list pay
ments to individuals in accordance with their taxpayer number. Farm
ers' production mix was identified by aeria! surveys that distinguished
between fourteen different crops. Also, trucks were inspected on major 
highways in farming regions. 

On the whole, the inspectors were relegated to the task of bringing in 
answers to specific questions. Many older employees were retired, and 
after a few years the system was largely staffed by new, mostly younger
people who had been especially trained within the system.

This reform did not require great increases in budget, simply because 
of the huge amount of waste that had characterized the old administra
tive system. In the end many unnecessary bureaucratic operations were 
abandoned, staff in many sections was reduced, and employees that
 
remained received significant increases in their real salaries.
 

The final and 
most important aspect of administrative reform in 
Chile was the cultivation of a clear sense that the law was being
enforced evenhandedly. The use of objective criteria (ratios, etc.) to 
decide whom to audit was an important step in this direction. But per
haps most significant of all were cases of virs who were not able to use 
their influence to escape the tax net. One such case concerned the 
mayor of a town who was also the owner of a drugstore. Tax discipline
called for the drugstore to be closed, but how could that be done if the 
mayor was still running his town? The solution: the drugstore was 
closed and the mayor was fired from his (appointive) job.

The most celebrated case concerned the president's brother, who 
owned a discotheque. When his data called for his being given a sum
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mons, the case went to the head of the Internal Revenue Service (Felipe
Lamarca). He in turn called the president, who said that the same law 
and procedures should apply to his brother as to anyone else. Lamarca 
avers that in six years (1978-84) as director of internal revenue, neither 
the president of the republic nor any cabinet minister ever interfered 
with his pursuit of an evenhanded tax administration (lypareja).

The simplification of the law is recognized by the Chilean adminis
trators as an important factor in their own success. The introduction of 
the value-added tax not only helped because it replaced scores of little 
excises, it also proved a boon in the administration of personal and 
corporation income taxes. The new income tax law was also easier to 
administer than the old. 

Collection procedures were also improved. Whereas previously an 
income tax declaration could he forwarded intact, with the treasury
cashier tearing up his copy and keeping the money (or splitting it with 
the taxpayer), now the money has stayed with the declaration all 
through the procedure. Most payments are now made directly to banks, 
which serve as collection agents and credit the government's account 
directly (Banks do not charge directly for this service because they get 
the use of the "flat" for a few days.) 

V.Conclusions 

The country reviews in the preceding sections reflect what I meant in 
saying that tax reform had more in common with learning to be a pub
lic accountant than with becoming a movie star. Solid preparation, with 
due attention to local institutions and political realities, was a big les
son from Indonesia; the importance of effective administration was a 
key lesson from Chile. Simplification was the watchword of all three 
reforms. This was in each case represented by a modern value-added tax 
taking over from a preexistent, old-fashioned turnover tax. In addition 
the simplification extended to an integration of income tax and value
added tax administration and (at least in Indonesia arid Chile) the sub
stantial computerization and depersonalization of administrative pro
cedures. The only truly dramatic reform that is covered here is the new 
Chilean social security system, and even that is perhaps only dramatic 
because of the degree to which such systems all around the world have 
deteriorated to a pay-as-you-go basis (or even to chronic deficits that 
have to be financed from general revenue). Once it is recalled that most 
social security systems started out on something like an actuarial basis, 
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the only truly novel attribute of the Chilean system becomes its use of 
private AFPs for its administration. 

Seeking an analogy with which to wrap up the main messages of this 
paper, I can come up with nothing better than the old-fashioned version 
of marriage. The idea is that the partners spend a long time (while still 
single) learning the skills they will need in their future roles. This cor
responds to the need for serious investment in study and research and 
preparation of a tax reform. Then, once married, they have to work con
tinually to overcome the frictions and crises of conjugal life. This cor
responds to the need to build robust systems of administration, capable 
of minimizing the number of problems and at the same time of sur
mounting those that do emerge. Finally, there is the sense of seizing 
opportunities, of knowing the right moment to act. On the Victorian 
marriage scene, this meant a sense of alertness, by bride and swain 
alike, to recognize and seize the critical moment when the "right per
son" came along. This too has its counterpart in tax reform, as testified 
by the tome upon tome of tax studies and commission reports that end 
up on library shelves and in archives, without the slightest step of 
implementation. Opportunity presented itself in all three cases, less so 
initially in Indonesia (where the foresight of future problems 'vas the 
stimulus to the uMID project), but even there in the final analysis, as 
falling oil revenues perforce dictated some sort of tax policy move. 

A high level of professionalism reflected throughout the three stages 
of preparation, adoption, and implementation is the final key to the 
success of these three tax reform eff9rts. 

Notes 

Principall'ersons Consulted.A. Uruguay: Jorge Caumont, Ministry of Planning; Mario 
Soto, tax consultant; Carlos Steneri, Ministry of Planning; Alejandro Vegh Villegas, for
mer minister of finance; Luis Viana, Central Bank of Uruguay. B. Indonesia: Malcolm 
Gillis, Duke University; Glenn P Jenkins, Hin (Harvard University). C. Chile: Eduardo 
Aninat, Aninat & Mendez; Jorge Carias, former minister of finance; Hernan Cheyre, 
University of Chile; Martin Costabal, former budget director; Felipe Lamar.a, former 
director of internal revenue; Juan Carlos Mendez, former budget director. D. CeCieral: 
Vito Tanzi, International Monetary Fund. 

These figures show the dollar value of Uruguay's exports as given in International 
Finance Statistics, deilated by the SDR-Wi'i, a dollar price index on the wholesale 
price levels of France, Germany, Japan. the United Kingdom, and the United States, 
with weights equal to those used since January 1981 in calculating Special Treasury 
Rights at the International Monetary Fund. 
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Actually, each AFI' must generate an average yield on its portfolio which is at least 
half the average yield of all the AFPS taken together. The AMs are required to build a 
reserve against such shortfalls by setting aside specified amounts whenever they 
earn more than the average yield. When a fund has aprolonged shortfall in its rate of 
return and cannot cvL, it out ot its cap'ital and reserves, the government provides 
the funds to bring the rate of return up to the required minimum, but the AFP Must 
then be dissolved and its assets transferred to such other AFPs as its participants 
choose. 
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Analysis and Reform of the
 
Colombian Tax System
 

Charles E. McLure, Jr. 

I. Introduction 

The tax system of Colombia has been under almost constant study and
revision for at least the past twenty-five years.' As a result, Colombian 
experience provides a fascinating story of the interplay of tax advice 
and policy reform. 

During the early 196os a FiscalSurvey of Colombia (1965, hereafter 
the Taylor Report, after Professor Milton Taylor, its mission chief) was 
prepared as part of the joint program of the Organization of American 
States and the Inter-American Development Bank. This led to several 
important administrative innovations, but few concrete reforms of sub
stance. Perhaps as important in its impact on policy was the small vol
ume prepared by Professor Richard Bird (1970) on the basis of his expe
rience as a resident adviser to the government of Colombia on tax and 
fiscal policy during the two-year period 1964-66. 

In 1968 Professor Richard Musgrave was asked by President Carlos 
Lleras Restrepo to assemble a commission of Colombian and foreign
experts to appraise the tax system and make recommendations for
reform. The result, FiscalReform for Colombia:FinalReport andStaff 
Papers of the Colombian Commission on Tax Reform (Musgrave and 
Gillis, 197 1, hereafter the Mus,rave Report), which has become a clas
sic in the field of tax reform in developing countries, significantly
shaped the 1974 tax reform (and subsequent reforms) discussed below. 

In late 1974 Colombia undertook a major reform of its tax system,
drawing heavily on the recommendations of the Musgrave Commis
sion. A consultants' report for the World Bank, translated into Spanish
and published as La Reforma 7ibutariade 1974 (Gillis and McLure, 
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1977) provided an early appraisal of these reforms and suggested further 
improvements in the tax system. A subsequent World Bank Report
which received some circulation in English in Colombia (McLure, 1982) 
analyzed further reforms that followed during the intervening period, as 
well as examining the 1974 reforms in greater depth. 

Finally, in December 1986 the government of Colombia passed a 
major reform package that greatly simplified the income tax, lowered 
income tax rates, and provided further adjustments for inflation in the 
measurement of income from business and capital. The 1986 act con
tained an important provision that grants the government broad powers 
to alter the system of inflation adjustment during the two years follow
ing enactment. To assist the government in determining how best to 
use those powers, a comprehensive report on the taxation of income 
from business and capital (McLure, Mutti, Thuronyi, and Zodrow, forth
coming) has been prepared. 

This survey of tax reform in Colombia examines both the recent his
tory of tax reform initiatives and the major tax reform studies that have 
influenced the course of such reforms. It concludes that the tax system 
of Colombia has been improved markedly, if not steadily by the efforts 
of the past quarter century. Significant credit for this improvement can 
probably be traced to the influence of the tax reform studies cited above. 
But the role of Colombian experts should not be understated; both the 
1974 and 1986 reforms were formulated by local experts, with little or 
no outside advice. In many of the remaining areas where rcform is still 
needed the problem is not that experts have not shown clearly the 
necessity and benefits of reform; it is, rather, that those with political
influence-the wealthy (especially those involved in agriculture), poli
ticians, and the military-continue to enjoy privileged tax status 
despite the inequities and inefficiencies inherent in such treatment. 

The organizational plan followed in presenting this material is essen
tially chronological. Section II describes the salient features of the 
Colombian tax system as the Taylor Mission found it in the early I96os. 
Sections III and IV indicate the reforms recommended by the Taylor and 
Musgrave Missions, respectively. Many of the provisions extant in 1960 
and the Taylor and Musgrave proposals for dealing with them have cast 
long shadows, some extending even to the present; they are described in 
considerable detail in order to provide a benchmark for the appraisal of 
the tax reform that has followed. (Where provisions of early law are no 
longer applicable, or were modified relatively early in the period, such 
provisions are not described in great detail. By comparison, provisions 
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that remain in effect or that were reformed only recently are treated in 
greater detail.) 

Section V describes the fundamental reforms of 1974. Section VI 
describes the changes in the tax law that occurred between the major
reforms of 1974 and 1986, and Section VII describes the 1986 reforms. 
The final section provides an appraisal of the past quarter century of 
analysis and reform of the tax system of Colombia. 

Primary focus in this discussion is on structural features of the 
so-called income and complementary taxes. Only secondary attention 
is focused on dornestic indirect taxes levied by the national govern
ment, especially the national sales tax. Little attention is devoted to 
either the politics of tax reform or the importance of macroeconomic 
conditions, including the need for more or less revenue, in shaping the 
timing and substance of ieform. Many other important fiscal or quasi
fiscal issues, including some in the realm of income taxation, are also 
ignored. These include: 

import duties and related policies such as quantitative restrictions, 
import licensing, and advance deposits 
the special tax treatment accorded both foreign investment and natural 
resource industries 
the domestic pricing of petroleum products 
the use of differential exchange rates and other devices to tax exports of 
coffee
 
the taxation of quasigovernmental autonomous agencies
 
subnational taxes, including property taxes
 
intergovernmental 
 fiscal relations, including earmarking of revenues 
and the use of valorization to finance local public services.2 

One of the trends that can be discerned in both tax-reform studies 
and legislation in Colombia is increasing appreciation for the impor
tance of tax administration and the role simplification can play in facil
itating administration. Another is greater pragmatism-an increased 
realization that "things ain't always what they seem." That is, there is 
greater awareness that what matters for the equity and neutrality of a 
tax system is not merely what appears on paper in the tax law. Rather, it 
is important to understand what will result once the taxpayer makes 
his decisions, particularly if the taxpayer is well advised and perhaps
relatively unafraid of the consequences of being found in violation of 
the law-a law known not to be well enforced. 
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II. Colombian Taxes in the I96os 

A. Income and Complementary Taxes 
i. Income Tax. Colombia adopted a schedular tax on income in 1918 
before switching to a tax on global income in 1927. Further reforms 
during the next three decades resulted in an income tax that was pro
gressive and productivc, as income tax revenues grew from 3 percent of 
total tax revenues and barely 0.3 percent of GDP at the beginning of the 
period to well over one-half of tax revenues and roughly 4 percent of 
GDI'at the end.-

Space does not permit a detailed survey of developments of the 
Colombian tax system before the early 196os. Yet several features of 
this development must be noted because they, too, have cast long shad
ows. First, the modernization and strengthening of the income tax in 
order to increase the progressivity of the Colombian tax system
occurred during two periods of left-of-center government: under the Lib
eral party during the Great Depression years of 1931-36 and under the 
rule of military dictator Rojas Pinilla in 1953. Second, this thrust of tax 
policy was reversed in the 196o reforms, which, following the advice of 
the UN Economic Commission for Latin America (ECLA), lowered tax 
rates and introduced a far-reaching system of tax incentives. 4 This pat
tern of reform and counterreform has been a continuing phenomenon 
in Colombia. 

At the time of the Taylor Mission, just after a major reform in i96o,
Colombia's system of "income and complementary taxes" consisted of
the basic income tax, a net wealth tax, and an excess profits tax. In 
addition, there were five other taxes on income and wealth, each on a 
base that was generally different from that for the basic income and net 
wealth taxes.' 

In principle, the base of the Colombian income tax in the early 196os 
was quite broad in that it included all "enrichment"; thus it included 
imputed income from owner-occupied housing as well as corporate div
idends and shares in the earnings of limited liability companies and 
partnerships. In fact, a wide array of income was tax-exempt for both 
individuals and juridical persons (legal entities).

For individual taxpayers exempt income included interest on govern
mental securities, social security benefits, "thirteenth month" service 
bonuses commonly paid in the private sector and corresponding Christ
mas bonuses in the public sector, vacation pay, compulsory severance 
pay equal to one month's salary for each year of service, family subsi
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dies, maternity benefits, death and burial benefits, workmen's compen
sation, sick pay, income of the Catholic clergy, winnings from gam
bling, limited amounts of both interest and dividends, and allowances 
that essentially constituted salary but were ostensibly paid for travel 
and expenses of representation.6 Finally, it was possible for high-income 
taxpayers largely to evade the individual income tax on dividends and 
interest on bearer securities, since a withholding tax of only 12 percent 
was levied on such income. 7 

Capital gains have been generally taxable only since i96o. Ten per
cent of such gains were exempt for each year the asset in question had 
been held. In addition, gains on securities and other personal property 
were exempt from tax except when realized in the normal course of 
business. 

In addition to personal exemptions for the taxpayer, spouse, and other 
dependents, there was a complex system of personal deductions for 
expenditures on medical, educational, and other professional services; 
these deductions depended on the irncom - and number of children of 
the taxpayer. To achieve equity between homeowners and renters the 
exclusion of a limited amount of imputed income of the former was 
matched by a small deduction for residential rent. Moreover, a deduc
tion was allowed for all interest expense, for real estate taxes, and for 
contributions to social security and pension plans.H 

Income of individuals was taxed under a graduated schedule con
sisting of 56 rates, ranging from o.so percent to 51 percent. Mar
ried persons were required to file separate returns, but within limits 
could split earned income in order to mitigate the effects of rate 
progression.) 

Straight-line depreciation was allowed, based on useful lives of twenty 
years for real property, five years for airplanes and motor vehicles, and 
ten years for all other personal property. There was no provision for 
inflation-adjustment of depreciation allowances, but deductions were 
allowed for additions to a tax-free reserve for the replacement of indus
trial machinery and equipment acquired before June I, 1957, to com
pensate for the effect of a large 1957 devaluation of the peso.'" 

As in many developing countries land consistent with the conven
tional wisdom in development economics of the day, as indicated by
the ECLA recommendations underlying the 196o reforms), the Colom
bian tax system of the I96os was used to subsidize investment in a 
wide rainge of activities that were deemed to make an important contri
bution to economic development or to be worthy of public support for 
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some other reason, as well as to encourage saving. Thus tax incentives 
were provided for 

a long list of governmental and quasi-governmental financial, 
developmental, industrial and other enterprises. In addition, 
income tax exemptions, limitations, or reductions are granted as 
an incentive to oil companies, certain mining companies, large
scale agricultural improvemients, cattle-raisers, rural real estate 
subdivisions, Colombian airlines, certain investment companies, 
public utility companies, tourist hotels, certain basic industries, 
manufacturers using products of the Paz del Rio steel plant, and to 
exporters of products other than coffee, petroleum, bananas, hides, 
and precious metals. (FiscalSurvey [1965], p. 33) 

Incentives were also provided for investments in agriculture, accruals 
of an economic development reserve, and reserves for replacement of 
industrial machinery and equipment.'" 

Juridical persons were subject to gcaduated rates. Corporate rates (on 
sociedadesan6nimas), which applied to all foreign entities, were 12, 
24, and 36 percent. By comparison, the rates applied to limited liability 
companies (sociedadesde responsabilidadlimitada),the business form 
used for many of the most important Colombian business ventures, 
were only 4, 8, and 12 percent, and the income of partnerships was 
taxed at rates of 3 and 6 percent. 12 Whereas the income of proprietor
ships was taxed only in the hands of the owner under the individual 
tax, that of juridical persons was taxed directly to the firm in question.
The entire net income of limited liability companies (like that of part
nerships) was taxed to the partners N.hether or not distributed; by com
parison, only dividends were taxed to owners of corporate shares. i3 

The tax system of Colombia suffered from many administrative prob
lems in I96O. Most notably, there was almost no withholding, even on 
wages and salaries. 

In certain respects administrative problems could be traced to proce
dural laws that impeded effective tax administration. To the extent this 
was true, the problems went beyond what is found in most developing 
countries; more important, such problems could be remedied, at least 
in principle. For example, a rule which required the filing of returns on 
which only exempt income was reported, though explicitly exempt, 
increased the number of exempt returns filed; while intended as an 
administrative safeguard, this requirement clogged the administrative 
machinery."

4 
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A much more serious problem involved the interplay of an overly 
short statute of limitations (two years), a system of penalties and inter
est that encouraged false and delinquent returns, and an overburdened 
tax administration. In extreme cases taxpayers could avoid taxation com
pletely by deliberately reporting false information and waiting for the 
statute of limitations to preclude correction by the fiscai authorities.'" 

2. Net Wealth Tax. Since 1935 Co!ombia has imposed a tax on net 
wealth (impuesto (.oifplenentariode patrimonio), apparently to 
increase the tax burden related to income from capital and to induce 
more productive use of land. The tax also offsets to some extent the 
ability of high-income taxpayers to evade and avoid the income tax. 
Beginning in 196o corporations and similar entities were exempted from 
payment of the tax. Taxable wealth was that held in Colombia, net of 
indebtedness (whether to local or foreign creditors). For this purpose, 
assets were generally valued at cost, less depreciation where applicable. 
Assessed values derived from property tax assessments were used for 
real estate, livestock waS valued at its current value, and securities were 
valued at their stock exchange value or other current value. 

As under the income tax, there were a large number of exemptions; 
for the most part these exemptions paralleled those under the income 
tax. Among exemptions of special interest, either because they were 
subsequently eliminated or because they have been perennially resis
tant to reform, are these for securities of governmental agencies, prop
erty incapable of producing income, livestock kept for breeding pur
poses, certain agricultural investments, assets of Colombian airlines, 
assets of public utility companies, investments in tourist hotels, invest
ments in motor vehicle assembly or manufacturing plants, invest
ments in securities of the Paz del Rio steel plant, and (until 1969) 
investinents in certain basic industries and in certain iron and steel 
fabricators. 16 

3. Excess-ProfP- Tax. Beginning in 1935 Colombia imposed an excess
profits tax. Partnerships were exempt from this tax, which was applied 
instead to the partners. The calculation of excess profits-the excess 
over 12 percent of net wealth when the latter is in excess of a specified 
figure-was based on measures of profits and of net wealth that differed 
from the corresponding definitions under the income and net wealth 
taxes. A conceptually correct and important difference was the exclu
sion of income from personal services from the measure of profits for 
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this purpose. Because the excess profits tax was repealed in 1974, these 
adjustments are not described in detail.' 7 

B. InternalIndirectTaxes 
In the early i96Os the national government of Colombia employed only 
a quite rudimentary system of internal indirect taxes. Such taxes 
accounted for less than io percent of total national tax revenues in all 
bur one year of the decade ending in 1961. There was no broad-based 
tax on consumption, such as a value-added tax or a retail-sales tax. 
Thus more than half of revenues of the national government from indi
rect taxes were derived from stamp taxes and sales of stamped paper. 
Only taxes on distilled liquors also yielded as much as io percent of 
revenues from internal indirect taxes." 

III. The Taylor Mission Proposals 

A. Income and Complementary Taxes 
The Taylor Mission gave the following glowing endorsement to the 
income and complementary taxes being levied by Colombia in the early
196os: "The trinity of an income tax, excess profits tax, and net wealth 
tax represents a development that is essentially ingenious, progressive, 
and cnlightened-both in terms of the goals of tax policy and adminis
tration." Though the Mission made technical proposals for the improve
ment of the first two members of the trinity, it noted that "the general 
pattern should be retained." By comparison, it recommended the repeal 
of the five surtaxes on income and wealth, characterizing them as nui
sance taxes whose primary reason for existence was earmarking of 
revenues-a practice it described as indefensible.' 9 

For the most part the recommendations of the Taylor Mission for the 
reform of the taxation of income were consistent with the conventional 
wisdom of the day The Taylor proposals inc!uded suggestions that (a) 
most forms of exempt income should be subject to tax, (b)the itemized 
deductions for nonbusiness interest expense and property taxes and for 
contributions to social security and pensions should be eliminated, (c)
the special personal exemptions for medical, educational, and other 
professional expenditures should be repealed or limited and made avail
able on equal terms to all taxpayers, (d)the partial exemption for income 
from owner-occupied housing should be removed, (e)all realized capital 
gains should be taxed in full as ordinary income without regard to the 
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holding period, and (f) the issuance of bearer shares should be prohib
ited or made unattractive by the imposition of a higher withholding 
tax. In addition, the Taylor Mission noted that both the bottom mar
ginal rate of o.5 percent and the top rate of 51 percent were too low and 
that there were far too many rate brackets.2 ° It thus proposed that the 
top marginal rate be raised to 62 percent.2' A more controversial pro
posal was the elimination of the option to split earned income. 

The Taylor Mission produced an impressive analysis of the distortions 
and inequities that flow from the disparate treatment of individuals, 
corporations, limited liability companies, and partnerships. But having 
noted particularly the case for integration of the corporate (or company) 
and individual income taxes, it concluded that "a policy of integrating 
corporate and personal income taxes does not appear to be warranted at 
this time."22 This apparent inconsistency may have reflected political 
realism as much as schizophrenic economic reasoning; since the dou
ble taxation of dividends had only been introduced in 1953 as part of 
the reforms of Rojas Pinilla, it may have been unrealistic to expect it to 
be eliminated so soon. Instead, the Mission's policy recommendations 
for the taxation of corporations focused heavily on the interplay between 
the income tax, two of the supplementary taxes on income (which it 
proposed to eliminate), and the excess-profits tax (which it advocated 
retaining with modifications). It favored an upward adjustment of the 
tax rates on limited liability companies, which i1 acknowledged were 
used "as a tax avoidance device."2 3 It is unclear whether the Mission 
gave any consideration to the possibility of using the combination of 
limited liability companies and fragmentation of businesses to reduce 
taxes on the capital and business income of a family. 

Beyond this, the Taylor Mission proposed more generous depreciation 
allowances as a means of spurring investment and economic develop
ment and compensating roughly for inflation. It rejected the need for 
"replacement cost depreciation" because the inflation rate notwas 
sufficiently high to justify its introduction.24 Moreover, it decried the 
structure of the provision intended to compensate for the 1957 devalua
tion. The Taylor Mission favored introduction of carry-forward of losses; 
it rejected carry-back, in part because of the administrative problem 
that would be created by opening past returns. 

While favoring such general incentives for investment as accelerated 
depreciation and the elimination of impediments to development such 
as the inability to carry losses forward and the discriminatory tax treat
ment of corporations, the Taylor Mission did not condone the prolifera

http:introduction.24
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tion of incentives for special purposes, especially since those in the 
government who were responsible for administration of the incentives 
apparently had no clear idea how effective such incentives were in 
increasing investment or employment. The Mission di "not, however, 
appear to believe that inc:entives based on careful appraisal of the poten
tial to make contributions in these areas would be inappropriate.25 

The Taylor Mission devoted particular attention to the agricul
tural sector because of both the potential revenue being lost and the 
role it saw for tax policy in stimulating efficient use of rural resources. 
Its most important proposal was for a presumptive calculation of 
income from agriculture equal to io percent of the assessed value 
of agricultural property This nnovation would prevent artificial losses 
in agriculture from being used to offset income from other sources, 
in addition to causing agriculture to make a positive contribution to 
the tax base. In order to make the presumptive income tax effective, 
as well as to improve the taxation of rural property, the Mission 
urged that the cadastral survey then underway should be given high6
priority. 

Perhaps as important as these proposals for structural tax reform were 
the administrative proposals advanced by ,e Taylor Mission. These
 
included withholding for wages, 
salaries, interest, and dividends, the 
requirement for advance payments of taxes based on estimated liabili
ties, self-assessment, extension of the statute of limitations, and rigor
ous application of penalties.2 7 

B. Intertmal Indirect Taxes 

The Taylor Mission's recommendations in the area of national internal 
indirect taxes seem rather modest by today's standards, though at the 
time they represented an impGrtant break with prior policy They
included elimination of all stamp taxes levied only for revenue reasons, 
rationalization of other stamp taxes, and introduction of "a broad 
system of excises on semi-luxury and luxury goods." Especially impor
tant was the insistence that excises should be levied on domestically
produced products, in order to prevent (or reverse) tax-induced incen
tives for uneconomical import substitution. In addition, it is worth 
noting that the system of :::,-cises was favored over the type of sales tax 
that had been legislated in 1963 because of the regressivity of the 
latter.2 8 

http:inappropriate.25
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IV. The Musgrave Commission's Proposals 

At the time Richard Musgrave submitted the final report of his com
mission in February 1969 the tax system of Colombia was not much
changed from that analyzed by the Taylor Mission a few years earlier, 
except for the introduction of withholding and estimated payments
an improvement of major importance. Essentially the same types of
income were exempt, the same tax incentives existed, income was mea
sured in much the same way, roughly the same special personal exemp
tions and itemized deductions were allowed, and the rate structure was
basically the same as earlier.29 For the most part the Taylor and 
Musgrave recommendations for income tax reform were broadly con
sistent. Thus it will be convenient to focus primarily importanton 
instances in which the recommendations of the two missions differed. 

A. Income and Complementary Taxes3 ° 

The Musgrave Commission did riot share the enthusiasm of the Taylor
Mission for the trinity of income, net wealth, and excess-profits taxes. 
While it said that "the Colombian income tax is a relatively well
developed and sophisticated statute in comparison with others in Latin'America, and that "the net wealth tax fulfills a valuable role in the 
Colombian tax structure, '' 32 it had little good t.) say about the excess
profits tax and recommended that it be abolished.-" The Musgrave Com
mission shared the Taylor Mission's view that the supplemental taxes 
on income and weaith and the practice of earmarking revenues should 
be abolished.-4 

Noting the basic inconsistency between both exempting social secu
rity benefits from tax and allowing tax deductions (for the employer)
and exemptions (for the employee) for contributions, the Musgrave
Commission recommended that such benefits be made taxable)a5 It
recommcnded continuation of a limited exemption for interest and
dividends.3 6 It also favored continuing the special exemptions for medi
cal and educational expenses and making them more generally available,
but eliminating the exemption for other payments to professionals. a7 
Some forms of exempt income and the special exemptions would be
made subject to a vanishing formula in order to limit the benefits of 
such provisions; that is, the exempt or deductible amount would 
decline as income rose above a specific amount. By comparison, it was
suggested that a deduction should be allowed for charitable contribu
tions in excess of 3 percent of income, without vanishing (but subject 
to a limit of 30 percent of income).,X 
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In order to simplify administration, the Musgrave Commission also 
proposed introduction of a standard deduction equal to 5 percent of 
income, subject to a fixed peso limit. 9 In contrast to the Taylor Mis
sion's condemnation of income splitting, the Musgrave Commission 
thought the provision of limited ability to split earned income to be a 
reasonable compromise between basing taxation entirely on the income 
of individuals and complete income splitting.4( Like the Taylor Mission, 
the Musgrave Commission believed that the number of tax rates should 
be reduced and that personal exemptions and bracket limits should not 
be adjusted for inflation. It argued that "provision for automatic adjust
ment tends to remove resistance to inflation and to institutionalize a 
high inflation rate. These effects are detrimental to sound economic 
development." 4 1 It proposed raising the top individual tax rate from 52 

42 
percent to 55 percent. 

The Musgrave Mission offered two alternatives for the taxation of 
capital gains. Under one, the basis used for calculating gains would be 
adjusted for inflation, and gains would be taxed as ordinary income. 
Under the other, no inflation adjustment would be allowed, but the rate 
applied to gains would be five percentage points below that otherwise 
applicable. To qualify for capital gains treatment an asset woule be sub
ject to a two-year holding period. In either event gains on assets held for 
more than five years would be subject to averaging. The io percent per 
year exclusion based on the length of holding period would be elimi
nated. Coverage would be extended '.3essentially all assets; g..ins on 
sale of the principal residence of the taxpayer would be partially exempt, 
subject to the vanishing provision mentioned above. In order to prevent 
"lock-in" of appreciated assets, gains would be constructively realized 
at the time of death.43 

Noting the difficulty of a solution to the probjem of taxing income 
from owner-occupied housing that simultaneously achieves the eco
nomic goals of tax policy and is administratively feasible, the Musgrave 
Commission offered two alternatives without choosing between them: 
(a) taxation of the imputed income from owner-occupied housing, with 
full deduction of mortgage interest and property taxes and no special 
deduction for renters, and (b) omitting imputed income, disallowing 
deductions for mortgage interest and property taxes, and retaining a 
limited deduction for renters. 

The Musgrave Commission noted that the introduction of withhold
ing in 1967, which included a system of current payment for the self
employed, was an important advance. It repeated the call for heavier 

http:death.43


56 Charles E.McLure, Jr. 

penalties for tax evasion and added a suggestion for the development of 
a master tax roll. It also added suggestions for improved taxation of the 
"hard-to-tax" groups such as small traders, independent professionals, 
and agriculture.44 

Like the Taylor Mission, the Musgrave Commission devoted particu
lar scrutiny to the agricultural sector and also proposed introduction of 
a presumptive measure of income based on assets invested in agricul
ture. It also proposed that agricultural losses should not be allowed to 
offset income from other sources.4" 

Integration of the taxes on businesses and on individuals was rejected
by the Musgrave Commission, as it had been by the Taylor Mission. 
Instead, the Commission proposed that the income of corporations and 
limited-liability companies be subject to a unified system of taxation 
consisting of taxation at the entity level and taxation at the individual 
shareholder level only on income that is distributed. Partnerships would 
be taxed at the entity level at a substantialhy lower rate, and subject to 
certain conditions limited-liability companies would be given the option
of being taxed lke portnerships; the partners' shares in partnership
profits would also be subject to individual taxation, whether distributed 
or not. Only limited relief would be available for small businesses 
through a preferential rate for small corporations and limited-liability
companies; continuation of tht existing system of highly graduated 
rates for such organizations was rejected. 

The Musgrave Commission considered two types of integration
schemes: a dividends-paid credit at the entity level and a dividend
received credit for shareholders. Among the reasons given for rejection 
were revenue loss, the possibility of shifting of the tax to consumers or 
wage-earners, the strong Colombian tradition of taxing income from 
capital more heavily than labor income, the increase in progressivity
that results from an unintegrated system, the risk of inducing increased 
distribution and thus reduced private saving, and the practical difficul
ties of integration. 6 

Like the Taylor Mission, the Musgrave Commission did not favor 
allowing depreciation to be placed on a replacement cost basis; nor did 
it favor introducing general revaluation of assets to correct balance 
sheets for inflation. Instead, it followed the Taylor approach of suggest
ing more liberal depreciation allowances. The reasons the Musgrave
Commission rejected inflation adjustment for depreciation allowances 
included the observation that "a general revaluation of assets is 
extremely difficult to apply, and one may doubt the equity of providing 
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for a depreciatior adjustment without considering other items in the 
balance sheet (such as a reduction in the real value of debt liability) and 
without applying similar adjustments to taxpayers who do not have 
depreciable assets."47 

The Musgrave recommendations for liberalizing depreciation allow
ances included replacement of the system of straight-line depreciation 
based on three asset classes with a nine-class system that allowed dou
ble declining balance depreciation for assets with useful lives of at least 
five years. In addition, salvage value would be eliminated, and it was 
suggested that consideration might be given to permitting increased 
depreciation allowances for assets used in multiple shift ope-ations. 4 

Only new a5:sets would be eligible for most of these changes. 
Like the Taylor Mission, the Musgrave Commission found the incen

tive programs existing in the late 196os to be "costly, inequitable, and 
ineffective." Since some of these (those for "basic industries," those for 
industries complementary with the Paz dl Rio steel plant, and the 
special deduction for a reserve for development investments) were 
scheduled to expire at the end of 1969, it was simply suggcsted that 
they not be renewed. The Commission urged that direct grants, rather 
than tax incentives, be used in the future if incentives were thought 
necessary for the implementation of development policy But if tax 
incentives were to be used, it suggested guidelines for incentives in 
three areas: raising the general level of investment, encouraging partic
ular industries, and stimulating development of backwards regions.49 

The Musgrave Commission recommended that the net wealth tax 
should be strengthened by eliminating exemptions for assets that are 
incapable of producing income, for asset'; located abroad, and for many 
assets benefiting from specific exemptions, including those yielding 
tax-exempt income and those in industries accorded tax-preferred sta
tus because of their presumed importance for development. The Com
mission also argued that debts should be deductible only if incurred in 
relation to or secured by taxable assets. In order to prevent abuse by 
nonprofit organizations, it was proposed that such organizations should 
be taxable on their business assets.'" 

The Musgrave Commission repeated (in some cases with modification 
of approach or details) several other recommendations of the Taylor Mis
sion. These included five-year carryover of losses (and unused deprecia
tion allowances), limitations on deductible salaries (to prevent nonde
ductible dividends from being paid as deductible salaries), and increased 
withholding on interest and dividends on bearer bonds and shares. In 
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addition the Musgrave Commission added a recommendation that 
nonprofit organizations be taxed on any business earnings (but not on 
interest and dividends received from firms in the for-profit sector).-" 

B. InternalIndirect Taxes 
Colombia introduced a national sales tax on January 1, 1965.52 This 
was a single-stage manufacturers' tax levied at rates of 3 to io percent 
on "finished" domestic goods and imports. To prevent double taxation
of value added, tax was not to be charged on a transaction upon receipt 
of certification from the buyer that the goods involved would undergo
further processing. This system inevitably led to instances of both dou
ble taxation and evasion, and in June 1966 it was converted to a crude 
credit-type value added tax (VAT), but one that extended only through
the manufacturing level and allowed no credit for tax paid on capital

"goods. 
Despite explicit recognition of the disadvantages of a manufacturers' 

level sales tax, the Musgrave Commission offered no recommendations 
for fundamental changes in the newly enacted sales tax. It did, however, 
suggest that it might be necessary in the long run to move toward a 
retail sales tax, perhaps of the "ring" type then being used in several 
Central American countries.5 4 Though recognizing that adoption of a 
retail sales tax might require elimination of capital goods from the tax 
base, the Commission did not include a suggestion for such a change in 
the tax base for revenue and administrative reasons. Beyond that, the 
Musgrave Commission repeated the call of the Taylor Mission for 
reduced reliance on stamp taxes and increased taxation of luxury 
consumption.' 

V.The 1974 Reforms 

Though the Report of the Musgrave Commission had little immediate 
impact, its long-term effect was considerable. During the last four 
months of 1974 the government of newly elected president Alfonso 
L6pez Michelson employed emergency powers provided by the consti
tution of Colombia to introduce a far-ranging reform package that 
included changes in the income and sales taxes, taxes and subsidies on 
international trade, and the tax treatment of governmental agencies.
These reforms bore the distinct stamp of the Musgrave recommenda
tions, which had been considered further and refined by local experts
during the intervening half-decade.5 6 Besides rationalizing many aspects, 
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of the income and net wealth taxes, the 1974 reforms eliminated the 
tax on excess profits, added a calculation of presumptive income based 
on net wealth, and further improved the system of internal indirect 
taxes. 

A. Income and Complementary Taxes 

i. Income Tax. The 1974 reforms eliminated many exemptions and other 
forms of preferential treatment for nonlabor income; these included 
the exclusion of interest on public debt, exemptions for automobile 
producers and private electrical companies, and deductions for reserves 
for investment. Exemptions or incentives were left intact for a few 
sectors (e.g., airlines, publishing, and reforestation) and for various 
activities in selected regions (primarily "frontier" and other less de
veloped ones). State enterprises, other than those supplying public 
services, were initially subject co tax, although this reform was eventu
ally repealed. Unfortunately the government was prohibited by the eco
nomic emergency provisions of the constitution under which it acted 
from also eliminating the equally egregious exemptions for labor 
income."' 

In 1973 the special personal exemptions for medical and educational 
expenses, expenditures on other professional services, and rental pay
ments had been made to vanish as income rose above various figures 
(not the same for all of the allowances), as suggested by the Musgrave 
Commission. This resulted in an unacceptable complication of tax 
filing, and the 1974 reforms converted the special deductions, the 
deduction for charitable contributions, the-exemptions for interest and 
dividends, and the personal exemptions to tax credits. Moreover, a 
"standard credit" analogous to the more commonly employed standard 
deduction was provided."8 

The 1974 reforms introduced a novel approach to the taxation of cap
ital gains and other "occasional gains" (gananciasocasionales).Receipts 
subject to this new regime included net capital gains on assets held for 
more than two years, as well as receipts from gambling, 8o percent of 
inheritances and gifts, the excess over 8 percent per annum of nominal 
interest on indexed savings accounts issued by financial institutions to 
fund residential mortgage lending (hereafter called by their Colombian 
acronym UPACS), and various other lump-sum payments and prizes. 
Twenty percent of occasional gains were added to ordinary income; 
the marginal tax rate to be applied to all occasional gains realized dur
ing the year was the marginal rate applicable to this sum under the 
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regular income tax schedule, minus io percentage points.s9
 

Realized gains on 
all assets were made subject to this tax; however,
the reduction of gains by ten percent per year for each year of ownership 
was continued for owner-,,rci,,A ...... The newi,sw did not pro
vide for constructive realization of gains at death or upon transfer by 
gift.60 

The 1974 law gave the taxpayer the option of annually adjusting asset
values for inflation (up to 8 percent per year) occurring after enactment 
of the new law (as well as a one-time revaluation of assets to market
values at the end of 1974). Any revaluations of assets had to be employed
in calculating net wealth for purposes of the net wealth tax and the
presumptive income tax (to be described below), as well as in the calcu
lation of capital gains. Adjustments not made currently could not be 
made subsequently. Moreover, this revaluation of assets was not allowed 
to affect the basis of future depreciation deductions.' 

The structure of taxation applied to business income represented par
tial movement toward the structure recommended by the Musgrave
Commission. Graduated rates were replaced with flat-rate taxes. But 
the taxation of corporations and limited liability companies was not 
unified. Instead, the income of corporations was taxed at 40 percent
and that of limited liability companies and partnerships at a rate of 20 
percent. As before, 3hareholders in corporations paid tax only on divi
dends, whereas owners of limited liability companies and partnerships 
were required to pay tax currently on the share of the profits of the 
company imputed to them. 

The depreciation rules contained in the 1974 reforms followed closely
the recommendations of the Musgrave Commission: elimination of the 
io percent salvage value rule, availability of the double declining bal
ance method for assets with useful lives of more than five years, and
the increase of regular depreciation allowances by 25 percent for each 
extra shift. Asset lives were to be specified by regulation. As noted 
above, the basis of depreciable assets could not be revalued to reflect
domestic inflation for purposes of calculating depreciation allowances. 
But depreciable basis could be adjusted for increases in the peso value
of debt incurred to finance acquisition of such assets that is either 
denominated in foreign currencies or represented by securities of con
stant purchasing power.

The 1974 reforms also included the five-year carry-forward of losses 
suggested by the Musgrave Commission. In an apparent attempt to
induce greater disclosure of financial information by limited liability 
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companies, loss carry-forward was made available only to juridical enti
ties subject to the supervision of the Superintendent of Corporations. 
juridical entities were allowed to offset agricultural losses against 
income from any source; by comparison, agricultural losses of individ
uals could be offset only against agricultural income. If the presump
tive income of a corporation exceeded its income as regularly deter
mined, any loss carried over had to be used to offset this excess. 

As initially promulgated, the i974 reforms contained important pro
cedural and administrative provisions that would have increased the 
ability of the tax administration to prevent the type of willful evasion 
that had concerned the Taylor Mission.6 2 Unfortunately, the Counsel of 
State declared these procedural provisions to be outside the scope of 
reforms allowable under the emergency powers, and therefore unconsti
tutional. As a result, many of the administrative "teeth" of the 1974 
reform were effectively extracted. 

2. Net Wealth Tax. The 1974 reforms of the net wealth tax adopted 
many of the reforms recommended by the Musgrave Commission, and 
indeed went beyond them in some ways. Among the most important 
exemptions ended by the reform were those for mortgages and securi
ties issued by governmental and quasi-governmental agencies after Sep
tember 30, 1974, investments in nonprofit enterprises, assets yielding 
exempt income, investments in activities previously deemed to deserve 
exemptions as being especially important for the economic develop
ment of the country, assets not capable of producing income, limited 
amounts invested in stocks of Colombian corporations or in savings 
accounts, books and works of art, and personal effects.6" 

3. Presumptive Income Tax. In 1973 Colombia introduced a pre
sumptive income tax on the agricultural sector, following the recom
mendations of the Taylor and Musgrave Missions. Because the problem
of tax evasion was thought to be troublesome outside of agriculture, 
and to avoid having a schedular tax that applied only to one sector, 
the 1974 reforms extended the concept of presumptive income to 
the economy as a whole. Under this important new addition to the 
fiscal arsenal of Colombia-arguably the most important of the 1974 
reforms-income (whether from labor or capital) was presumed to be 
no less than 8 percent of net wealth, defined generally in the same 
way as for the net wealth tax. 4 In addition, any increase in net wealth 
from year to year that could not be explained to result from exempt 
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income or income that had been taxed would be subject to tax as cur
rent income. 

B. InternalIndirect Taxes 

The 1974 reforms continued the movement of the national sales tax 
toward a full-fledged value-added tax, by eliminating the possibility of 
buying otherwise taxed items on an exempt basis simply by certifying 
to the seller that they were to be processed further; under the new law 
the tax credit (invoice) system was extended to all such transactions. 
This created administrative headaches, because of the many claims for 

'refunds that had to be processed.' 
In order to reduce the regressivity of the VAT at the upper end of the 

income scale, the law expanded the base of the tax, especially by apply
ing it to many services, including parking lots, insurance, international 
air fares, photographic developing and photocopying, telegraphic and 
telephone services, and fees of social clubs. For the same reason the 
degree of progressivity of the rate schedule applied to v:.rious goods, 
ranging from "wage" goods (6 percent) to luxuries (35 percent), was 
increased. The 1974 reforms also provided more widespread exemp
tions, for example, for almost all food and for selected agricultural 
machinery For the most part these changes were consistent with the 
recommendations of the Musgrave Commission. 

As under prior law, no credit was allowed on capital goods, in part to 
compensate for underpricing of capital resulting from various nontax 
policies, including an undervalued exchange rate. On the other hand, 
the law contained anomalous provision that exempted imports of capi
tal goods destined for "basic" industries. The combination of these pol
icies placed domestic producers of capital goods at a competitive disad
vantage relative to foreign producers of imported capital goods.66 

VI. The 1974-86 Period 

The period from 1974 to 1986 can perhaps best be characterized as one 
of continued tinkering with the tax system of Colombia. Though some 
of the changes clearly represented improvements, some of the more im
portant ones lacked justification in sound public policy; they represent
ed retrogression, having been made in large part in iesponse to the plead
ings ot politically powerful economic groups. Indeed, the 1977 and 1979 
laws have been characterized as "counter-reforms.",6 7 Among the note
worthy changes were the virtual elimination of the tax on imputed in
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come from owner-occupied housing and the introduction of several pro
visions intended to stimulate investment in publicly traded corporations. 
Moreover, many of the provisions identified by the Taylor and Musgrave 
Missions (and by subsequent analysts) as being inappropriate (especially 
exemptions of certain types of labor income) survived. Finally, weak
ncsses of administration persisted, since little was done to eliminate 
them, and stymied efforts to improve implementation. As a result, the 
equity, neutrality and XvcntIe potential of the system suffered.' 8 The fol
lowing are among the most important of these reforms and deforms. 9 

Since 1979, values fixed in nominal (monetary) terms, including 
personal allowances and bracket limits, have been fully indexed for 
inflation, following a period of partial indexing from 1975 to 1978. 
Beginning in 1983, 6o percent of the monetary correction for UPACS (40 
percent in the case of other indexed debt) was exempt from tax. With
holding on interest payments was raised to 6 percent of the nominal 
amount. 

In 1976 depreciation was liberalized by providing that flexible rates of 
the taxpayer's choosing could be used for all personal property (that is, 
all depreciable assets except real estate), as long as no more than 40 
percent of the cost of an asset was deducted in one year. With the 25 
percent augmentation for extra shifts, as much as so or 6o percent of 
cost could thus be written off in the year of acquisition in some cases; 
in any case such assets could be fully depreciated in three years. 

In a world of stable prices thi.3 change would clearly be inappropriate; 
since such highly accelerated depreciation would not be required for 
the accurate measurement of income, it would reduce both the equity 
and the neutrality of the tax system. Given that Colombia experiences 
a substantial amount of inflation and yet allows no adjustment of depre
ciation allowances for price increases, the acceleration of depreciation 
allowances can be cast in a more favorable light. At an inflation rate of 
25 percent the real present value of the depreciation allowances pro
vided as an option in the 1976 legislation is roughly equal to that of 
indexed economic depreciation.7 But at any other inflation rate these 
allowances are either too generous or not generous enough; moreover, 
they automatically produce an understatement of the depreciable asset 
component of the net wealth tax base. Thus they are likely to be a poor 
substitute for explicit inflation adjustment of depreciation allowances. 

Law 20 of 1979 reintroduced substantial holes in the measurement of 
taxable income, partially reversing the progress that had been made in 
1974. It effectively exempted income from cattle raising from income 
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tax (by exempting income from the sale of calves in the year of their 
birth and artificially restating the cost basis of cattle sold during a given 
year to the value at the end of the previous year) and arbitrarily reduced 
the value of breeding stock and dairy cattle for net wealth and presump
tive income tax purposes by So percent. 7 1 

For the complex calculation of tax on occasional gains of individuals 
provided by the 1974 reforms, Law 20 substituted a provision that such 
income should be taxed at one half the average rate applied to ordinary
income, but no less than io percent. For high-income taxpayers, this
represented a substantial reduction in the rate applied to capital gains.
The same law provided that no tax would be due on capital gains on
fixed assets if 8o percent or more of the gain (plus tho original inflation
adjusted cost of the asset) were invested in specified assets. Since there 
was no requirement that the qualifying investment had to be held for 
any particular length of tim',:, this provision served as a vehicle for the 
effective exemption of capital gains and for the evasion of tax on other 
income that could be converted to capital gains. 72 

Contrary to the case in the counterreforms of 1977 and 1979, the tax
laws passed in J983 largely continued the thrust of the 1974 reforms,
especially in the area of the presumptive income tax. A series of incen
tives of questionable merit was, however, also introduced. 73
 

In Law 9 of 1983 
a tax credit of IO percent of dividends received was 
provided as a means of reducing double taxation of dividends. More 
generous credits were provided for dividends by "open" corporations
and for small amounts of dividends, and other incentives were also 
given in the effort to widen ownership of corporations.

The same law instituted a measure of presumptive income equal to 2 
percent of gross receipts to supplement the measure based on net
wealth. This reform was aimed specifically at the commerce and ser
vice sectors; the former were thought to evade the wealth-based pre
sumptive tax by systematically understating inventories. In addition, it
extended the presumptive income tax to limited liability companies.

Law 14 of 1983 provided for the automatic adjustment of cadastral 
values for inflation; this reform has the potential of improving the mea
surement of the value of real estate and is important for both the net 
wealth tax and the calculation of presumptive income. But, in a major
reversal of tax reform, the value of rural real estate for purpose of the
presumptive income tax was limited to 75 percent of its cadastral value. 
In addition, several more unjustified exemptions and deductions were 
granted the agricultural sector. On the other hand, a rule was introduced 
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prohibiting the use of losses from any activity to offset labor income. 
Several times during the period measures were taken to reduce the 

number of taxpayers required to file income and net wealth tax returns. 
Returns were not required if 8o percent of income was from labor sub
ject to withholding, if the remaining 20 percent was also subject to 
withholding, if the taxpayer was not an owner of shares in a limited 
liability company (ownership of corporate shares was allowed), if net 
wealth fell below a certain level, and if the taxpayer was not liable for 
sales tax. For such taxpayers withholding fully discharged income tax 
liability, there was no liability for net wealth tax, and tax on sales of 
assets was withheld by the notary. 

In 1983 the value-added tax was extended to the retail level, with a 
"simplified system" being made available to small retailers in the effort 
to case compliance costs and administrative burden. Additional ser
vices (e.g., hotels, computing services, maintenance, and rental of goods 
and fixtures) were brought within the scope of the tax. Moreover, 
because of the difficulties of dealing with differential rates at the retail 
level, there was some unification of rates; this led to an increase in the 
rate of (noncrcditablc) tax applied to domestically produced capital 
goods. Imported capital goods used in basic industries continued to be 
exempt from tax. In 1984 exemptions for agricultural machinery trans
portation equipment, and certain her goods were eliminated.74 

VII. The 1986 Reforms 

In !986 the government of Colombia undertook another major reform 
of the income tax. The avowed purpose of these reforms was equity, 
economic neutrality, and simplification.7 

These reforms contained several distinct and important components. 76 

While!somi of these changes continued in the tradition of the Musgrave 
proposals, others seem to have been influenced more by the thinking 
that lay behind the U.S. tax reform of T986. 77 Moreover, the 1986 reforms 
exhibited a heavy-and healthy-dose of pragmatism. 

The government attempted yet another assault on the citadel of tax 
preferences. It was successful in eliminating the exemptions for sever
ance pay and pensions (butonly for those in excess of rather high floors), 
for the thirteenth-month and Christmas bonuses, for many travel and 
representation allowances of public and private employees, and for vaca
tion pay.7x The exemptions for severance pay and pensions below 
monthly ceilings, representation allowances for high-level government 
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officials, judges, and teachers, and income of the military in excess ofthe basic amount were retained.7 9 The 1986 reforms eliminated the
tax exemption for reinvested capital gains contained in Law 20 of1979.80 It left some sectors favored; these include cattle raising, for.estry, commercial airlines, and navigation. Only 60 percent of the cadastral value of real estate is to be included in the calculation of net wealth.8' 

The 1986 reform reduced tax rates dramatically. The top tax rateapplied to individual income was reduced from 49 percent to 30 per
cent; the same rate is applied to the income of corporations and limitedliability companies. A. he same time the application of a preferential
tax rate to occasioi.:! gains was eliminated. 2 Though the same rate
schedule is applied to occasional gains as to ord'nary income, it isapplied separately to the two types of income, instead of to the aggre
gate of ordinary income and occasional gains.


Withholding taxes 
were made final taxes for a large portion of thetaxpaying population. Filing may not be necessary and is not allowed,
depending inter alia on the size and composition of income (at least 8opercent from wages and salaries), the application of withholding to allincome, and the size of net wealth." ' The benefits of income splitting
were abolished; thus the Colombian income tax is now based entirely
on the income of individuals rather than on that of married couples.
Credits for personal exemptions and special credits for rent and 
expenses of health and education have also been abolished. Thesechanges make much more accurate withholding possible, and the three
tables required previously were replaced with a single table. 4 

The provisions for taxing the imputed income from owner-occupied
homes and allowing a limited credit for residential rent were eliminated."5 Though mortgage interest remains deductible, deductions are
 
subject to annual limits.86
 

Deductions for joint expenses of earning both taxable and exemptincome are allowed in the proportion of taxable to total income. More
over, no deduction is allowed for payments to nontaxable organizations
related to the taxpayer.87 Expense deductions of independent profession
als were limited to 50 percent of income in an effort to curtail a major
source of abuse and further the achievement of "rough justice. ' 88 

Taxation of decentralized agencies of the government, mixed enterprises (those with a combination of public and private ownership), and
business enterprises and financial income of nonprofit organizations 
was increased in order to achieve parity with the for-profit private 
sector.89 
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The 1986 reforms unified the taxation of corporations and limited 
liability companies by taxing both at a rate of 3opercent. It "integrated" 
the taxation of companies and individuals by exempting corporate divi
dends and participation inprofits of limited liability companies from 
tax at the individual shareholder/owner level.90 Consistent with this 
treatment, losses, exempt income, and tax credits of companies cannot 
be used to offset income of their owners. 9' To prevent the provision of 
relief from double taxation of dividends where no double taxation 
exists, tax-free distributions are limited to seven-thirds of the amount 
of tax paid by the entity92 To be consistent, shares of corporations and 
limited liability corporations were excluded from the figure for net 
wealth used in the calculation of presumptive income. 

Inflation adjustment was extended to all interest income and expense. 
(Inflation adjustment will be fully effective only after a ten-year transi
tion period, except in the case of interest income of individuals, for 
which full inflation adjustment was allowed beginning in I986.)9 4 The 
values of capital assets are to be adjusted for inflation for the purpose of 
calculating gains on dispositions. 9 Indexation was not applied to 
depreciable assets or to inventories. (Last-in, first-out inventory 
accounting is allowed, however.) The government was also granted power 
to make potentially far-reaching changes in the part of the law dealing 
with inflation adjustment during the two years following enactment.96 

VIII. Appraisal 

Tax policy in Colombia has generally improved over the past quarter 
century, though not without important episodes of retrogression or 
"counterreform." To a large degree the basic improvements made early 
in the period reviewed here reflect the recommendations of highly visi
ble foreign tax missions, especially the Musgrave Commission (and, to 
a lesser degree, the 'raylor Mission). Interestingly enough, many of these 
reforms undid mischief advocated by earlier foreign missions, especially 
the interventionist incentive policies proposed by ECLA. 9" But as a cadre 
of local experts trained in policy analysis and experienced in tax admin
istration has emerged, the recommendations of foreigners have been 
modified and extended in important ways by Colombian nationals, espe
cially in the i974 reforms. 

Moae recently reforms have been essentially "homegrown," the prod
ucts of local expertise, with only minimal foreign input; this is espe
cially true of the r986 reforms. As this has occurred, foreign influercecs 
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of a different sort can be discerned. These include greater attention to
the policy goals that underlay the 1984 proposals for tax reform offered
by the U.S. Treasury Department: economic neutrality, equity, simplic
ity, and lower rates. 

It seems reasonable to say that throughout the period Colombian tay
reform has to a remarkabje extent been aiming at the target of an ideal 
tax system specified by the conventional wisdom imported from more
advanced countries. One of the reasons reform proposals have changed 
over time and that reforms recently implemented often reverse reforms 
undertaken earlier is that the conventional wisdom has not remained 
static. Of course, the pattern of reform and counterreform seen over the
last half century has also often reflected the ebb and flow of political 
power of interest groups. 

A. Patternsof Change 
It is useful to examine briefly the changes that have been made in vari
ous aspects of the tax system of Colombia since the early i96os. Space
does not, however, allow adequate discussion and appraisal of the many
reforms that have occurred over the past quarter century.9 

Exemptions and incentives have been substantially curtailed. As aresult most elements of the inequitable and distortionary intervention
ist policies incorporated in the 196o reforms have been eliminated. Even 
so, progress has not been uninterrupted, and egregious gaps remain in
the income tax base. Exemptions for labor income include many fringe
benefits provided by employers, income of the military, and representa
tion allowances of high-level government officials. Income from agri
culture, especially cattle raising, and forestry 
are among the sectors

still benefiting from the most outrageously favorable tax treatment.
 

The taxation of housing has undergone vr interesting evolution in
Colombia. Twenty-five years ago imputed incu,me from ownei occupied
housing in excess of a specified figure was taxed, as the normative the
ory of tax policy says is proper; to be consistent there was a limited 
deduction for residential rent, and the deduction of mortgage interest 
was allowed. By 1986 it was realized that the taxation of imputed
income could not be enforced effectively, so this provision and the lim
ited credit for residential rent were repealed. Though mortgage interest
continues to be deductible, the deduction is limited. This seems to be a 
movement in the right direction, given administrative realities in
Colombia, especially if the interest deductioi- can be reduced further. 

Simplification has been furthered by the recent changes that elimi
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nate the requirement to file income and net-wealth tax returns for many 
whose income is primarily from labor and subject to withholding. Elim
ination of the taxation of imputed income on owner-occupied housing, 
income splitting, personal exemptions, and special exemptions, while 
otherwise questionable on policy grounds, facilitates this important 
reform. On balance the "rough justice" that these reforms make possi
ble is preferable to the attempt to implement the more sophisticated 
and complex provisions of prior law; the latter approac'i may have been 
preferable from a theoretical standpoint, but often it ciuld not actually 
be achieved. 

Rate reduction of the type seen in 1986 (a top individual rate of 30 
percent, to be applied to income of companies as well) is quite remark
able, considering the recommendations of the "Ihylorand Musgrave mis
sions to raise the top individual rate to 62 percent or to 55 percent, 
respectively. This is one aspect of reform that appears to show the effect 
of U.S. thinking on the matter in the i 98os. Of course, alternative expla
nations can also be given, such as a resurgence of the political power of 
the right in Colombia and response to the same influences that led to 
rate reduction in developed countries, including the United Kingdom. 

The unfication and integration of the taxation of companies and 
their owners contained in the 1986 reforms is at the same time consis
tent and inconsistent with the recommendations of the Musgrave Com
mission. There is little doubt that the unification of rates, one of the 
recommendations of the Musgrave Commission, is appropriate; given 
the economic importance ot limited liability companies, unification 
was necessary to achieve equity and neutrality with corporations. 
Responding to fears of decapitalization of the Colombian economy, the 
government chose to exclude dividends from the taxable income of indi
vidual shareholders. This "rough justice" form of integration also seems 
appropriate for Colombia, despite its variance from standard practice 
and advice; given administrative realities it would have made little 
sense to attempt one of the approaches that are correct conceptually 
but much more demanding of scarce resources for compliance and 
administration. By comparison, the Musgrave Commission thought 
integration to be unnecessary 

Depreciationallowances are much faster than would be justified iMa 
world of no inflation or in an indexed income tax system. By coinci
dence, at recent inflation rates tile present pattern of depreciation allow
ances is roughly equivalent in real present value to indexed economic 
depreciation. Yet acceleration of allowances is a poor substitute for expli
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cit inflation adjustment of asset values, both because the rate ofinflation may change and because it produces an understated measure 
of the net wealth tax base. 

Inflation adjustment has become increasingly sophisticated. The1986 provisions for adjustment of interest income and expense and ofthe basis used in calculating capital gains constitutes a major improvement in the tax system of Colombia. It would be appropriate to extendinflation adjustment to depreciable assets and to inventories, whileadopting more realistic (longer) useful lives.9" Of course, if that isdone, the inflation-adjusted values of assets should be used for pur
poses of calculating net wealth and presumptive income.

Presumptive income taxation is an important and useful addition tothe fiscal arsenal of Colombia. It could be improved, however, by comparing presumptive income (based on net wealth) only to nonlabor
income in the calculation of total income. Moreover, the limitation ofthe value of real estate to only 75 percent of its cadastral value shouldbe eliminated. Finally, the use of receipts to calculate presumptive
income does not make economic sense. 

The excess-profits tax was appropriately eliminated. Similarly, it was proper to abolish the supplementary taxes that were levied on income
and wealth at the beginning of the period under examination.

Tax administrationhas not been improved as much as might bedesired. However, recent changes in the tax law that relieve large numbers of taxpayers subject to withholding of the obligation of filingreturns should assist in freeing up administrative resources for moreproductive tasks. This trend of tailoring the tax system to the capabili
ties of the tax administration is a healthy development as long as reve
nue, equity, and neutrality are not needlessly sacrificed.""'

Sales tax reform has improved greatly the implementation of thisrelatively recent addition to the Colombian tax system. In particular,
conversion to a more-or-less standard credit method VAT improves theadministration of the tax. It appears that extension of the tax to theretail level may have been premature, especially since the simplified
system for small retailers does not provide appreciable administrative
benefits."0 ' Continuation of the practice of allowing no credit for capital goods is also highly questionable; it is reasonable only if it is thoughtthat the price of capital remains artificially low. Important progress hasbeen made in reducing the reliance on stamp taxes, but more remains 
to be done in this area. 
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B. A Final Observation 

During the remainder of 1988 the government of Colombia will pre
sumably be considering ways to improve the system of inflation adjust
ment, as provided by the 1986 statute. Among obvious issues to be 
discussed are the indexing of depreciable assets and inventories.10 2 Any
changes made for the income tax should also carry over into the mea
surement of net wealth and the calculation of presumptive income. 

Because of the complexities involved in inflation adjustment, not to 
mention timing issues that arise under the income tax, even in a world 
without inflation, another question naturally arises. That is whether 
Colombia should switch to a system of direct taxation based on con
sumption, rather than income. Under such a system expensing would 
be allowed for all business purchases, neither interest expense nor divi
dends would be deductible, and neither interest nor dividends would be 
taxable. 0 a 

The movement to such a system would actually be relatively small, 
given the changes already under way as a result of the 1986 act. Depre
ciation is so accelerated for some assets that movement to expensing 
would involve little change. Dividends are already exempt and nonde
ductible. Following the ten-year transition period provided by the 1986 
act, the majority of interest will also be exempt and nondeductible. 0 4 

Adopting a system of this type would greatly simplify compliance 
and administration of the "4acome" tax, since no inflation adjustment 
is required and timing is. es (such as depreciation) do not arise. Adopt
ing such a Lax would, iowever, raise important issues of equity, tax,
tion of foreign capital, and transition.o 5 Moreover, a consumption-based 
direct tax would not dovetail with the net-wealth tax in the way that 
the income tax does. Finally, no matter what further reforms are under
taken, it is important to focus on tax administration, for a tax system 
cannot be truly satisfactory if it is not administered effectively. 

Notes 
The author has benefited from valuable comments on an earlier draft of this paper from 
Richard Bird, Wayne Thirsk, and George Zodrow. The views expressed here are, however, 
solely his own. 

Moreover, the history of analysis and reform has been well documented. For analy
ses of the Colombian tax system by external advisers and consultants, see Fiscal 
Survey of Colombia (i96f), Bird (1970), Musgrave and Gillis (1971), Gillis and 
McLure (1977), McLure (1982), Thirsk (1988), and McLure, Mutti, Thuronyi, and 
Zodrow (forthcoming). Of course, there have also been numerous studies by Colom
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bian authors of particular reform issues; for example, Carrizosa (1986) deals with
taxation and the revitalization of Colombian capital markets. For a thorough review
and analysis of tax policy in Colombia, especially during the period from tilefunda
mental reforms of 1974 until 198s, as well as abrief overview of pre-1974 tax policy
and an extensive list of references on tax reform in Colombia, see Perry and Cir
denas I 986). (it is worth noting that Perry, as director general of internal taxes, wasintimately involved in the formulation of the 1974 reforms.) Hernandez (1987) repro
duces many of the documents explaining the rationale for the 1986 reforms. Rojas
(1983) describes several aspects of the tax reforms of 1960, i967, 1974, and 1982
83. This last source, which Richard Bird brought to the attention of the author (only
after the paper was essentially in final form, has iltit been consulted adequately.

2 Many of these topics have, however, been the subject of analyses by tax reform 
groups. See, for example, Fiscal Survey (196s), chapters 7 (urban real property), 8
(revenues from foreign commerce), 9 (tariffs and development), io(internal indirect 
taxes of subnational governments), and 12 (autonomous agencies1; Bird 11970),
chapter s (local government finance); Musgrave and Gillis i971), pp. 648-69
(municipal indirect taxes), pp. 692-719 (automotive tax reform, including the pric
ing of petroleum products;, and pp. 723- 8o, (subnational taxes and intergovern
mental relations); Gillis and McLure (1977), chapter s (taxes and subsidies on the
external sector); Ascher ( 988-political economy of reform); and Perry and
Cirdenas (1986), chapters 4-6 (macroeconomic ctmditions and revenues) and
13- I s (political economy of reform). Intergovernmental relations in Colombia have
been the subject of a special commission; see Bird (1)84), which also discusses 
earmarking of revenues as well as other issues. Subnational taxation has been the 
subject of considerable reform durng the i98os. 

3 See Perry and Cirdenas (1986), pp. 15-21, especially Pp. 16, 19-2o, Fiscal Survey
(196S), pp. 26-27, and Hernandez (1987), pp. 1-8. Fiscal Survey (1965), p. 26 notes 
that Colombia's history of income taxation dates from 1821, when it became the
first nation in the Western Hemisphere to impose such a tax, a schedular levy.

4 See Perry and C~irdenas (19,86), pp. iS- 18, Bird ( 9701, pp. 191 - 20, and Rojas
(I98 ), pp. 40-41. Thirsk (1988) provides an excellent summary of the history of 
tax reform in Colombia, especially that during the last quarter century.


S This discussion draws heavily on Fiscal SurveY (1965), pp. 26-27.

6 Fiscal Survev (I96J), pp. 
 30, 68-69. Neither Fiscal Survey(1965) nor Musgraveand

Gillis (1971) mentions the allowances for travel and representation, perhaps
through oversight. 

7 FiscalSurvev (196 c), p. 3 . 
8 Ibid., pp. 6S-68. 
9 Ibid., pp. 27-3 2. 
1o 	 Ibid., pp. 82-83. The law provided for the use of declining balance methods of

depreciation, but since the factor to be applied to the declining balance could be no 
greater than too percent, this alternative would not be attractive. Bird (1970), p. 253 
notes that machinery used more than ten hours per day could legally be depreciated
mr)re rapidly than under a io-year straight-line schedule, but the provision was 
apparently never put into practice. 

ii Ibid., p. 33, 87-90. 
12 See Fiscal Survey 11965), pp.27-30, which also describes the characteristics of these 
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organizational forms as well as those of several econemically less important ones.I I Ibid., p. 55, 

14 Ibid., p. 63.
 
1 Ibid., PP. 97-98.
 
16 Ibid., pp. 37-40.
 
17 See, however, Fiscal Surv'ev (16 S, pp. 3 - 17. 
18 Ibid., pp. 2 10- i l. Figurcs oin revenue patterns during that period may be distorted bytile high yield of taxes on foreign commerce, since those years were characterized 

by high imports; see Bird (1970), pp. 1-7.
19 Ibid., 1.S4. 
20 Ibid., pp. 60-61. It might be n ed that the Taylor Mission also thought that thepersonal exemptions then being allowed were too high, but did not propose reduc

ing them since their real value was being eroded by inflation.
 
21 Ibid., p. 9 8.
 
22 Ibid., pp. 14-
 S8 and pp. 244-68; the quotation is from p. j8. 
23 Ibid., pp. 7o- 7 7.
24 The consumer price index for Bogoti had risen by 76.4 percent during the period

19S4- SS to ik962, or at an annual rate of about 8 percent. The official exchange rateof pesos for U.S. dollars had changed frolm 2.5 1 in 19S 2- 6 to 9.09 in 1962. Fiscal
Siurv,e, (f96Sj, pp. 82-SS and 263-67. The discussion of inflation adjustment isquite inadequate in several respects, though not atypical for its day; in particular, itfails to distinguish between basing dcpreciation on replacement costs and allowing
price-level adjustments of the historical-cost basis of dcpreciable assets.
2s Fiscal Sutrvey% (1965, pp. 21, Lo-91i. For a more
, complete discussion that reaches
much the same conclusions, but is more skeptical about the usefulness of special
incentives, see Bird (1970), pp. 132-46.

26 Fiscal Survey, (196), chapter 6, especially pp. 121 -25 and 129-33. Bird (1970), p.89, and Perry and uItnguitll 11978), p. 33, note that proposals for the presumptive
taxation of income from agriculture had bccn made several times before the TaylorReport. Hirschman 196 11, pp. 116-4 1, describes the early history (If proIpoIsals to use tax policy to improve the productivity of Colombian agriculture.

27 Fiscal Srve', (i96j), pp. 96-c)8.
28 Fiscal Survte, (196 j), p. 217, 220. Bird (1970), pp. 112 - 14, also favors increased useof selective excises rather than a broad-based sales tax, but for administrative rea

so)ns. He also favors a wholcsalc level tax over a manufacturers' tax.29 One important change had been made. The form of the subsidy for nontraditional 
exports had been changed in 1967 from an income tax exemption (with exportprofits presumed to be 40 percent tf the value tf expolrts) to a system of negotiable andtax-exempt tax-credit certificates based (In the value (If exports. Although the credit was equal to 1s percent of exports, it co)uld not be utilized to pay taxes until one yearafter issue. Bird (1970;, p. (43, i(otes that at the end (If 1967 the certificates were trad
ing at a discount of 3o percent, and thus were worth about (o percent of exports.30 References provided in the footnotes to this section relate primarily to the finalreport Of the Musgrave Co nmission in Part I of Musgrave and Gillis (1971). Important background for the recoImmendations reported here is contained in the staffpapers, which also appear in Musgrave and Gillis (1971). On the inctme tax, see
especially White and Quale (97) and Slitor [1971). 
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31 	 Musgrave and Gillis (1971), p. 3S. 
32 	 Ibid., p. 98. 
33 "The excess profits tax is a major contributor to the high and erratic marginal rate 

structure. It... has no place in a peacetime economy ....Even inflation at contin
uous moderate rates inevitably warps the significance and intertaxpayer compara
bility of historic investment costs 1by which net wealth is largely measured for
Colombian excess profits purposes) ....Any function the excess profits tax may
have served in the past is now outweighed by its evideit inequities, distortions,
incentives to waste 'cheap tax pesos,' and disincentives to growth and efficiency."
Musgrave and Gillis (1971), p. 77. For another negative appraisal of the excess
profits tax, see Bird (1970), pp. 81-84. 

34 	 For a more thorough analysis of earmarking, see Bird (1984). 
35 Musgrave and Gillis 1197 1),pp. 38-40.
 
36 Ibid., pp. 41-42.
 
37 Ibid., pp. 41-44.
 
38 Ibid., pp. 44-4s. The Taylor report mokes no mention of the deduction for contri

butions; this was presumably an oversight. 
39 Ibid., pp. 44-4S. 
40 Ibid., pp. so- s i. 
41 Ibid., pp. S, -g s . 

42 Ibid., p. 62.
 
43 Ibid., T'P. 46- so.
 
44 Ibid., pp. 63-69. For further discussions of the taxation of "hard-to-tax" sectors in
 

Colombia, see also Bird (1970), pp. 96- 102.
 
45 Musgrave and Gillis ('97'), pp. 66-67.
 
46 
 Ibid., pp. 78-81. Of course, the heavier taxation of capital may be more apparent 

than real. 
47 Ibid., p. 82. It also offered the counsel that "the proper solution for Colombia lies in 

a well-designed stabilization policy." While one can hardly disagree with the ac:u
racy of this statement, one can question the propriety of deliberately choosing not 
to modify the tax system in order to avoid the inequities and distortions that other
wise result in a world in which this prescription is not followed. 

48 	 Bird (1970), pp. 8S,-86 favors similar provisions.
49 	 Among these guidelines were: relatively greater emphasis on increasing saving

than on increasing investment, avoidance of interference with decisions on factor
proportions, general availability of credits with less administrative discretion, and
carry-forward of unused credits (Musgrave and Gillis 11970l, pp. 91-94). The 
Musgrave Commission also discussed trade-related incentives; these are
reviewed here, as they are beyond the scope of this paper. But see 

not 
Musgrave and 

Gillis {1971), PP. 94-96. 
50 Musgrave and Gillis (1971), pp. 98-105. 
51 	 Ibid., pp. 84-89. 
52 Though the tax was established in 1963, it was not actually applied until 1965.
53 	 See Gillis J1971), pp. S94-97 for a description of the early evolution of the sales tax.

Perry (forthcoming) provides greater detail on the development of the tax (espe
cially on post-1968 developments), including efforts to fre-: business inputs from 
tax, and describes both economic and administrative difficulties with the tax. 
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54 	 See Due 119721 for a description of ring systems of sales taxation. 
55 Musgraveand Gillis 19711, pp. 1Ij-1.
 
56 Perry and Cirdcnas (1986), p. 12, indicates that these reforms were prepared by 
a 

team that was ioo percent Colombian. See also Gillis and McLure (1977), chapter 1. 
(Page numbers are to the version of this report published in Spanish. Chapter num
bers correspond to section numbers iij the xeroxed English version.) 

S7 	 Perry and Cirdenas (1986), pp. 24-25, 32, and 267, and Gillis and McLure ({977), 
chap. II. For full details of the 1974 reforms, see Inpuesto sobre la Renta en 
Colombia (19841. The 1977 reforms allowed certain state enterprises, including 
Ecopetrol, to deduct their gross investments from the amount of their tax liability; 
see Perry and Cairdenas (1986), p. 41. 

S8 Perry and Cairdenas (1986), pp. 23-25; Gillis ani McLure (1977), chapter I1. 
j9 Perry and Cirdenas (1986), pp. 2S-26.
 
60 Gillis and McLure (19771, chapter II.
 
61 Perry and Cdirdenas (1986), pp. 26-27.
 
62 Gillis and McLure (1977), chapter Ill, pp. 103 -4, provide examples of how taxpayers
 

could benefit from intentional "errors" and delays.
 
61 Ibid.. chapter 11,pp. 68-69.
 
64 Perry and Cirdenas (1986), pp. 27-28; Perry and Junguito (1978), 
 pp. 34-36. 
6S Perry (forthcoming). Under prior law no tax would have been collected on inputs to 

zero-rated sales or exports. Under the credit system, tax would be collected on all 
purchases; this could necessitate refunds in the above cases. 

66 Gillis and McLure (1977), chapter IV and Perry (forthcoming). Bird 11970), pp. 
119-21 argues in favor of taxing capital goods, but notes that discrimination
 
against imported capital goods might be appropriate.
 

67 Perry and Cirdenas (1986), pp. 11, 41-42.
 
68 Ibid., pp. 41-43; McLure (1982), pp. 1-2. 
69 For further details of law and analysis, see Impuesto sobre ]a Renta en Colombia 

(19841 and McLure (1982). 

70 See McLure, Mutti, Thuronyi, and Zodrow (forthcoming), chapter 4. 
71 	 This restored loopholes thai had existed twenty years earlier and were only closed 

in 1974; see Fiscal Survey (19651, p. 12.3, and Perry and Cirdenas (1986), p. 25, 
where this system is called "peculiar," and p. 42. 

72 	 Perry and Cirdenas (1986), pp. 42-43; McLure (1982). 
73 	 For a description and appraisal of these laws, see Perry and Chrdenas (1986), pp. 

43-50. 

74 Perry (forthcoming).
 
75 See Colombia, Ministerio de Hacienda y Crdito PdTblico, Exposici6n de Motivos
 

(1986). 
76 	 Nueva Reforma Tributaria(1987) is a particularly useful compilation of Law 75 of 

1986. Besides containing the text of the law and regulations issued through Febru
ary 26, 1987, it includes provision-by-provision explanations taken from the govern
ment's Exposici6n de Motivos, as well as the text of provisions of prior law repealed 
by Law 7S. 

77 	 See the emphasis on equity, neutrality, simplicity, and lower rates in Exposici6n de 
Motivos (1986). The reforms of the taxation of income from business and capital
reflect the influence of such writings as Carrizosa (1986). The influence of U.S. tax 



76 	 Charles E. McLure, Jr. 

reform can be seen clearly in Article 44 of tle 1986 tax reform act, which gives the 
government atithority to change tax rates applied to the income of foreign taxpay
ers if such changes should be deemed appropriate in the light of changes being 
made in the tax laws of countries of origin of capital invested in Colombia; of 
course, the United States is the country that has made the most dramatic changes 
in its income tax, as well as being the most important source of foreign investment 
in Colombia. 

78 Nueva Refornia 7bnitaria, Law 75 Of 1986, Article io8, repealing Article 72 of 
decree 2053 of 1974. 

79 Ibid., Article 1s. 
80 Ibid., Article io8, repealing Article to of Law 20 of 1979. 
81 Ibid., Article 73. 
82 Ibid., Article 4. 
83 Ibid., Article (,3. 
84 Ibid., Article 82 and Article 1o8, repealing Article 8s of Decree 2053 of 1974 and 

Article 2 of Law 20 Of I979. It is worth noting that this approach is consistent with 
the approach advocated almost twenty years ago in Bird {1970), pp. 61, 62-63: 
"Given the limits of administrative capacity in Colombia, however, some sacrifice 
will have to be made with regard to fair treatment of different taxpayers in order to 
make a current-payment system workable .... Aeoption of a full-fledged current
payment and withholding system would require substantial simplification of the 
rate and base of the Colombian income tax in order to be feasible." 

8s 	 Ibid., Article ,o8, repvalhng Article 70 of decree 2053 of 1974 and Article 2 of Law 
20 of 1979. 

86 Ibid., Article 40. 

87 Ibid., Article 43. 
88 Ibid., Article 36. 
89 Ibid., Articles 3t-33. 
90 Ibid., Article 21. 
91 Ibid., Articles 2.- and 84. 
92 Ibid., Article 22. 
93 Ibid., Article 48. 
94 Ibid., Articles 27-30. 
95 Ibid., Article 64. 
96 McLure, Mutti, Thuronyi, and Zodrow (forthcoming) was prepared for the govern

ment of Colombia as background for possible changes in the law. The full contents 
of this report could not bc made public at the time. 

97 	 Bird 1970), p. 203, offered the following similar assessment almost twenty years 
ago: "Colombia thus has a long tradition of foreign tax missions, as well as a sur
prisingly good record of listening to them, not always with desirable results!' 
Thirsk (1988) also notes the importance of "the prevailing intellectual climate," as 
well as the "clout of special interests," in shaping the tax laws of Colombia. 

98 	 See, however, Perry and C-irdenas (1986), Gillis and McLure (1977), McLure (1982), 
Thirsk (1988), and McLure, Mutti, Thuronyi, and Zodrow (forthcoming). Since 
nothing has been said thus far about the role of macroeconomic conditions and 
revenue needs in influencing the timing and nature of reform, it may be well to note 
as background to the discussion that follows the conclusion of Perry and Cirdenas 
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(1986), p. 81, that most reforms that increased revenues (except those of 19s and 
1974) occurred when external crises reduced revenues and made it difficult to 
finance government expenditures and that those that reduced revenues occurred 
during periods of fiscal plenty. By comparison, the 1986 reforms were motivated by 
concerns for equity, neutrality, and simplicity and were intended to be revenue neu
tral. Thirsk 11988) draws important lessons from the Colombian experience in the 
following areas: the role of fiscal cri:;is, the power of ides, the clout (fspecial
interests, the importance of macroeconomic performance for tileperceived socess 
of reform, the interrelations between tax instruments, and the conflict between 
,'iquity and simplicity. 

99 There is, of course, some risk that inflation will be worse ifthe tax system allows 
inflation adiustment than if it does not. Even so, the inequities and distortions that 
result from the failure ti) allow inflation adiustment seem to outweigh this risk. 

too This development reminds onJc (f the following advice of Bird (1970), p. 201: "One 
improvement would be to recognize explicitly the need for crude, arbitrary solu
tions in many instances and to attempt to be consistent in applying them rather 
than assuming that a perfect law can be perfectly administered ....A less-than
ideal tax designed for a pooIr administration may work better-its effects may be 
moire in line with those desired --- tax badly administered.'than a 'gooId' 

1o 
 Perry (forthcoming) indicates that the prolbiems (If administering tie tax at the retail 
level were "so severe as to cast serious doubts about the presumed 'superiority' of 
the vA-r that extends all the way to the retail level, in a country like Colombia." 

1o2 See the statement by Pardo (1987), pp. 10- ,toI this effect. 
Yo, 	 See McLure, Mutti, Thuronyi, and Zodrow (forthconing) or Zodrow and McLure 

(1988) for an argument that this approach to the treatment of debt and interest is far 
superior to(the consuniption-based ahernative that taxes cash flows, including pro
ceeds of borrowing and interest income (and allows dcducti(,ns for lending and 
interest expelse). 

104 	 If the nominal interest rate is 2S percent and the inflation rate i120 percent, 80 
percent of interest income and expense would be disregarded for tax purposes.

io 	 See Zodrow and McLure (1988) for a discussion (ofsome of these issues. 
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Comprehensive "laxReform: The
 
Indonesian Experience, 1981-1988
 

Malcolm Gillis 

I. Introduction 

(A) Barriersto Tax Reform 
Indonesia enacted major tax reform in the mid-ig8os. The new system 
represents a sharp departure from tax policies followed since indepen
dence in 1945. This chapter explains why tax reform was so long in 
coming in this courtry, what it sought to achieve, the extent to which 
objectives were fulfilled, and why The chapter also draws important
lessons from this experience, lessons that may or may not prove useful 
in other settings. 

This tax reform, is best understood against the broader backdrop of 
overall economic policymaking following the economic and social 
upheavals of the mid-i96os that led to virtuJ1 national collapse in 1966. 
Indonesian economic history since that time is laden with notable 
examples of fundamental policy reforms affecting such key "macro 
prices" as exchange rates, interest rates, domestic oil prices, and prices 
of agricultural staples, especially rice (Gillis, 1984). To illustrate: two 
major and largely successful reforms in policies affecting credit and 
growth of liquid assets were enacted over the period 1967-83. Further, 
there were five devaluations, of which at least four were successful by 
almost any measure (Gillis and Dapice, 1986). Also, successive reforms 
in agricultural price and subsidy policies over the fifteen years prior to 
1983 had, by 1979, yielded generally positive results both for produc
tion of staples and rural income growth (Collier et al., 1982). 

Policy reform in these critical areas from 1966-83 played a significant 
role in improving living standards in this, the fifth most populous coun
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try in the world after the United States. Over that period, real GDP more 
than doubled (Gillis, 1984), so that by 1983, income per capita, at $560, 
was high enough to place Indonesia among those nations classified by 
the World Bank is lower-middle income developing countries (World 
Bank, 1985, Word Development Report). 

The tax system, however, remained essentially untouched by any 
significant reform initiatives throughout the 1970s and early I98os, in 
spite of widely acknowledged defects in tax structure and tax adminis
tration. Many of the most serious defects in tax structure stemmed 
from the fact that income, sales, and property taxes were all based on 
outdated tax legislation left as one of the dubious legacies of the last 
few decades of three centuries of Dutch colonial administration. 

To be sure, changes were introduced in the system after independence 
in 1945, but most of these resulted from generally unsuccessful efforts 
to fine-tune the tax system to achieve such nonrevenue goals as regional 
development, income redistribution, and industrial growth. By r981, 
the tax system had, as a result of decades of such manipulation, become 
a complex maze of virtually unenforceable, if not unintelligible, amend
ments, decrees, and regulations. Because it was both outdated and 
unusually complex, the generally applicable tax system was unproduc
tive of revenue, a source of substantial economic waste, and essentially 
inequitable in every important sense. Given the glaring weaknesses in 
the tax system through the early 198os, the nation was able to avoid 
massive budget deficits only because of rapid growth in taxes on foreign
oil companies (table 4.1, column 2). These taxes were collected on the 
basis of special, much simpler, tax provisions contained in the oil agree
ments themselves. 

Inattention to the need for tax reform, iD the face of such obvious 
problems, was due to at least four factors. First, low-income groups were 
generally unaware of the costs imposed upon them by a system of indi
rect taxes that was almost wholly hidden from ultimate consumers. 
Second, few higher-income persons could have been dissatisfied with a 
system that extracted so little from them: personal income taxes w',rc 
little more than i percent of GDP; virtually all corporation tax collec
tions came from larger state-owned enterprises and foreign firms, and 
in any case amounted to less than one and one-half percent of GDP. 
Moreover, penalties for tax evasion, when imposed at all, were so light 
as to be virtually nonexistent. Third, the tax administration was by and 
large quite comfortable with the system, particularly since it demanded 
little effort from them. Also, the extreme complexity of the system 
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meant that very few outside the tax administration knew exactly which 
tax laws and regulations applied in any given case: the scope for corrup
tion in tax administration was therefore very wide. 

The three foregoing factors, however, were relatively unimportant 
impediments to tax reform compared to the fourth: the massive inflow 
of government receipts from oil, and later liquified natural gas (LNG), 
from 1973-8 i. The implications of these natura! resource revenues in 
stifling tax reform rw most apparent w!ien comparing trends in non-oil 
taxation and govwrfmont spending. Table 4.1 portrays the evolution of 
the tax ratio (ratio of taxes to GD)) in Indonesia over the twenty-year 
period beginning in 1967. In interpreting this. table, it is essential to 
know that the tax system had virtually vanished in the years of extreme 
economic instability of 1963-66 that culminated in hyperinflation in 
1966-67. The revenue capacity of the system recovered steadily but 
slowly, weakened both by growing complexity and erosion in standards 
of conduct in tax administra. :on. The tax ratio reached 10.3 percent in 
1970 and 13 percent in 1972, the year before the first oil boom. For the 
period 1972-76, the tax ratio for Indonesia averaged i6 percent, Just 
about matching the average for all LDCs over the same period (Gillis et 
al., 1987). However, in In,' ,'esia's case, more than half of government 
revenues then came from ti:. ,nclave oil sector (including LNG). Depen
derncy upon oil revenues became even more pronounced after the onset 
of the second oil boom in late 1978: for the next four years, oil and LNG 
revenues accounted for more than two-thirds of total domestic tax reve
nue (see table 4.1). 

The successive explosions in oil revenues in 1973-75 and 1979-81 
not only precluded any serious tax reform initiatives, but also allowed a 
palpable slackening in the efforts of the tax administration to collect 
domestic non-oil taxes. By that year, the ratio of non-oil taxes to GDP 
had slipped to 6.i percent, the lowest since the early years of economic 
rehabilitation in 1967-68, and easily among the lowest in the world. 

(B) Planningfor Tax Reform 

The minister of finance, supported by influential colleagues in the Plan
ning Agency decided early in January i981 to initiate preparations for 
fundamental tax reform, for implementation sometime before the mid
dle of the decade. This decision was made at a time when most institu
tions, particularly the World Bank, were projecting continued strength 
in world oil markets through the decade (World Bank, 198I). 

Over the next six months, decisions were reached on virtually all 
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Table 4.1 Indonesia: Domestic Tax Revenues as a Percentage of GDI', 1967-86 

(2)Total tax receipts (3)Total domestic(r) Non-oil domestic on oil and LNG tax receipts as a per
tax receipts as a exports as a percent- centage of GDP'Year percentage of GDPa age of GDP (1)+(2)
 

1967 6.2 
 0.9 7.1
 
1968 6.o 1.2 

1969 7.3 1.7 9.0 
1970 8.3 2.0 10.3
 
1971 8.7 
 3.0 11.6 
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 19.0
12.2 

1983 
 6.7 14.1 20.8 
1984 6.1 14.6 20.7
 
1985 8.o 
 II.8 19.8
 
1986 9.1 
 5.2 14.3
 
1987 jest.) 8 .4b 7.1 5.5
 
a. Non-oil tax revenue includes surpluses from domesticoil operations in 2986 and 1987: 
1986 = 977 billion rupiah, 1987 = I 14-billion rupiah. 
b. Estimated.
 
Source: 2967-79, Gillis (1984) table 3; i98O-87, Dep. Keuangan.
 

questions of strategy and tactics to be employed in securing reforin. 
Most of these decisions were taken after a brief review of the tax reform 
experiences of such diverse nations as Japan, Indonesia, Bolivia, Colom
bia, and Ghana (Gillis, 1985), to draw lessons that might be drawn for 
Indonesia's benefit. 

The first decision wLs to provide for ample time for preparation of 
policy options and for drafting of actual reform legislation. A lengthy
period would in fact be required for several reasons, not least of which 
was the need to compile reliable evidence on the impact of the existing 
tax system upon resource allocation, income distribution, and eco
nomic growth. In the end it was this evidence that strongly conditioned 
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Table 4.2 Indonesia: Pre- and Post-Tax Reform Government Spending, 
Reveime, and Deficits 

(1)Govern- (2) Total (3)Total (4) Budget
ment spend- domestic foreign deficit as a (5) Project
ing as a per- tax receipts grants as a percentage aid as a 
centage of as a percent- percentage of GDP percentage

Year GDP' age of GDPb of GDPC (1)-(2+3) of GDPC 

1971 14.8 11.6 0.3 -3.4 -3.0 
1981 23.8 21.1 0.2 -2.5 2.9 
1982 22.9 19.0 0.1 -3.8 3.1
 
1983 24.8 o.1
20.8 -3.9 5.3 
1984 22.1 20.7 0.1 -1.3 3.9 
1985 23.7 19.8 0.1 -3.8 3.6 
1986 20.9 14.3 0.2 -6.4 3.3 
1987 d 17.1 lr.I 0.2 -1.8 n.a. 
Sorrces: (a)IBRD and IaRD, cDP figures; (b)Ministry of Finance; (c) IMF; (d) projection,
based on assumption of real growth in CDP of 3.2 percent and domestic inflatior of 8.0 
percent, so that 1987 GDP is R'. 119,618 million; (e) laRD (1987), table 5.2. 

the reform package in the direc'ion of greater economic neutrality (see
below). The decision to prepare actual draft legislation was a direct con
sequence of the author's own experiences in tax reform in Colombia. 
There, a drafting team was able to detect inconsistencies in policy deci
sions in time to send them back to decisionmakers for resolution before 
final drafts were prepared. As it turned out in Indonesia, substantial 
time and energy were in fact consumed in the process of converting tax 
policy decisions into actual draft legislation. 

The second decision was strongly shaped by the first. In contrast to 
tax reform initiatives mounted in many other LDCS, the Indonesian 
effort would focus upon the entire tax system, including not only the 
tax structure but also the complex of mechanisms and institutions gov
erning tax administration and compliance (see chapter fl. 

The third decision was that the reform would be comprehensive in 
nature: it was intended to affect most important revenue sources, 
including foreign oil companies. The reform therefore embraced all 
income, sales, ond property taxes. The only tax sources left out of the 
scope of the reform program were taxes on foreign trade, primarily
import duties. At the time, such taxes accounted for only one twelfth 
of total central government revenues. Policymakers did not, in i98i, 
wish to complicate the issue of tax reform by getting into issues of tariff 
policy, r-garded as a troublesome matter for reform of trade, not tax 
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policy Policymakers judged that in the Indonesian context at least,
reform of trade and tariff policies involved even greater bureaucratic 
and political difficulties than tax reform.' Nevertheless, significant lib
eralizations of trade policy were carried out in 1986 and 1987, but the 
changes were not nearly as fundamental as those made in the tax 
system. 

The fourth decision related to the taxation of foreign oil companies.
In particular, steps were to be taken to avoid disturbing the status quo
in oil taxation, so as to avoid a repetition of the acrimonious exchanges
between the coinpanies and the government in i976, when the latter 
undertook :he renegotiation of production-sharing contract arrange
ments in oil in order to increase taxes due to Indonesia (Gillis, 198o, p.
61. In response to this 1976 initiative, most of the companies undertook 
sharp cutbacks in exploration in the three subsequent years. The gov
ernment did not wish another such zonfrontation. Accordingly, it was 
decided that oil companies with production-sharing contracts signed
before the effective date of the reform would be entitled to retain the 
tax treatment specified in those contracts. For contracts signed after 
the effective date of the tax reform, the new Lax law would apply, but 
companies wcre to be assured that total tax obligations to Indonesia 
(given prices and given production volumes), would not be materially 
changed by tax reform. Thus, any increase in income tax obligations
arising from reform would be compensated for by reduction in royalties 
or other levels; any decrease in income tax rates on oil companies would 
be made up by other levies upon them. 

The fifth decision was that, to the extent possible, the reform would 
be contemporaneous in nature. It was intended that the entire set of 
reform proposals would be presented at one time, as a package, not as a 
separable set of initiatives to be proposed and implemented over several 
years. Moreover, it was decided that effective dates for new sales, 
income, and property taxes would be as close together as possible. The 
basis for these timing decisions was a purely political judgment that 
a series of reform initiatives spread over time would stand a poorer
chance of acceptance than one large reform package. This judgment
proved to be only partly correct. Although income and sales tax reform 
were announced together, implementation oi the latter was ultimately
delayed for fifteen months, and property tax reform was postponed for 
two years (until 1986). 

A sixth decision had to do with the extent of foreign involvemcnt in 
the reform program. Participation by bilateral and multilateral foreign
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aid donors was ruled out, even to the extent of not seeking their help in 
defraying any of the costs of preparing for reform. Use of expatriate
technical assistance, however, was endorsed, given a critical shortage of 
Indonesians trained in fiscal economics, international tax law, tax 
accaunting, and computer science. Accordingly, the author was re
quested to organize a team of .expatriates with such skills to direct re
search into topics considered critical for tax reform, and to prepare a 
draft reform package for consideration by the minister. 

It was also decided that the group of foreign specialists would main
tain a low profile, in sharp contrast to several previous tax missions 
organized for several other LDCS. In the end, twenty-eight expatriates
from seven countries were involved over the next three years, only one 
of which resided in Indonesia for longer than four months at a time 
(Gillis, 1986). 

The final decision was that the Ministry of Finance would make sub
stantial investmems not only in the training of a new generation of tax 
officials to operate the new tax system over the remainder of the cen
tury but in a new, computerized tax information system. In accordance 
with the training objectives, a program was established wherein dozens 
of Ministry of Finance officials were to be sent abroad for advanced 
training not only in tax administration (primarily in the Netherlands)
but in economics, computer science, and accounting (primarily in the 
United States). As of January 1988, the pipeline of new trainees 
remained nearly full, while over three dozen earlier trainees had already
returned to take up new positions in the tax administration. The first
 
step taken to establish the new computerized information sy.tem was
 
:he earmarking of funds for hardware.
 

(C) Objectives 
Characterization of objectives sought for any particular set of policy
reforms is fraught with problems. To begin with, decisionmakers do not 
always clearly articulate, at the outset, any or all objectives to be sought
from a given policy change. Rather, a clear expression of goals often 
emerges only toward the middle or even the end of deliberations over 
reform. In addition, objectives often change over the course of investi
gation and discussion of reform programs: options that initially
appeared feasible may be ruled out by the accumulation of evidence as 
to their likely effects, and vice versa. Further, characterization of objec
tives for any given policy reform is often done after the fact, and the 
nterpretation of the relative importance of different objectives may be 
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unduly colored by the self-interest and/or other limitations of the 
observer responsible for the interpretation. 

Attempts at characterization of the objectives of the 1983-84 Indo
nesian tax reform doubtless suffer from all of these problems. Never
theless, scrutiny of this particular reform episode does suggest that four 
principal objectives were uppermost in the minds of decisionmakers 
when preparations for tax reform began in early 1981 .These goals come 
under four general headings: revenue, income distribution, economic 
efficiency, and tax administration and compliance. 

i. Revenues: From Revenue Neutrality to Revenue Enhancement. By 
i981, tax revenues from oil and LNG amounted to i5 percent of GDP, 

compared to only 3 percent just ten years earlier. Rapid growth in these 
revenues fueled marked expansion in government spending across all 
sectors from 197 to I98I, particularly in new programs in primary 
education, rural dcvelopment, and in large new infrastructure projects 
in electric power, steel, mining, and transportation. Moreover, civil ser
vants' salaries were raised sharply as well. As a result, government 
spending as a percent of GDP rose from only 14.8 percent in 1971 to 23.8 
percent in 1981 (see table 4.2). 

The time was propitious for initiation of preparations for major tax 
reform, independent of short- and medium-term prospects for world oil 
prices. On the one hand, the government was spending nearly one quar
ter of GDP, and financing only one quarter of that spending with non-oil 
taxes (see tables 4.1 and 4.2). Thus, the economy was highly vulnerable 
to any downturn in oil prices ovei the next few years, particularly inas
much as Indonesian oil production had already begun to decline in the 
late I970S. It was therefore clear that revenue-enhancing reform of non
oil would be essential in the event of near-term softening in world oil 
markets, because it was not expected that sharp reductions in govern
ment spending could be quickly en-acted (Gillis, 1985, p. 226). 

On the other hand, a scenario involving rising real prices in world oil 
markets, regarded as likely by some institutions as late as April 1981 
(World Bank, I981), was also seen as conducive to fundamental tax 
reform with or without higher tax revenues. In the first instance, 
revenue-enhancing tax reform would allow the government to expand 
important, and previously underfunded, programs in health, education, 
and rural development (all intensive in nontraded goods) without run
ning undue risks of contracting a severe case of so-called "Dutch Dis
ease" (Gillis, 1985), as actually befell Nigeria and other LDC oil exporters 
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in the early i98os. Tax revenues from the enclave oil sector could not, 
in the absence of substantial liberalization of imports, be used to 
finance domestic social programs without fueling more inflation than 
was deemed acceptable at the time. And the prospects for any sig
nificant liberalization of Indonesian trade were not bright in the early
eighties (Gillis and Dapice, 1986). In the second instance, continued 
strength in world oil markets would mean that tax reform with any
base-broadening at all, would, at the low ratios of non-oil taxes to GDP 
characteristic of Indonesia in the 1970s, mean lower tax rates, and there
fore better chances for a politically acceptable tax reform supportive of 
economic neutrality 

In the end, the decision to move ahead on reform was made in early
198 1, prior to the emergence of evidence of any clear downward trends 
in world oil prices. Immediate revenue enhancement was not the objec
tive; no fiscal crises loomed at the time. Rather, plans were for imple
mentation of a more or less revenue-neutral reform package for the near 
term, with broader tax bases and lower tax rates. The base-broadening 
measures were nevertheless expected to render the tax system capable
of quick and substantial revenue improvements through relatively small 
rate increases, should the need arise in the future. Therefore, it was 
expected that the reform would prepare the tax system to respond to 
possible future fiscal crises that would surely result from any significant
weakening in the world oil market. This future arrived rather more 
quickly than expected. By the time the reform package was submitted 
to parliament in late 1983, it was evident that some combination of 
drastic cutbacks in spending and sharply revenue-enhancing tax reform 
would be required to forestall a series of budget deficits thot threatened 
to be upwards of io percent of r.rnP. 

Matters worsened steadily e>:r the next three years. By mid-1986,
world oil prices had dropped t L".evels viewed as unthinkable five years
earlier: average export prices, at only about $13.,0 per barrel, were one 
third the peak price in 1981. With government oil revenues critically
dependent on oil prices, tax collections from the Oil/LNG sector quickly
sank to just over 5 percent of GDP (table 4.1), or one third that of 1981. 
Expenditure cutbacks and tax reform contributed, in virtually equal 
measure, to the shrinkage of the potential budget deficit; the spending
ratio fell by 3 percent of GDP and the tax ratio rose by 3 percent of GDP. 

By 1987, austerity measures had reduced projected government spend
ing from one quarter to little more than 17 percent of GDP, while the 
tax reform, in combination with mild recovery in oil prices, pushed the 
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overall tax ratio to just above i s percent. These developments, together
with relatively small foreign aid grants, reduced the projected budget
deficit to a manageable 1.8 percent of GOP (see table 4.2).


By early 1988, Indonesia had, virtually 
alone among large oil
exporting L)cs, managed to restructure economic policies to cope with 
a new phase of substantially lower oil prices, now over half a decAde in
length. Moreover, this was done while domestic inflation was held in
check throughout; inflation exceeded 1O percent only in 1983, and even
then was limited to 12 percent. Further, while growth slowed markedly,
the economy continued to grow throughout the period following the
end of the second oil boom in 1982, a year when real cm, declined. 
Since then, and until 1986, real c;or growth averaged just under 3.2percent per year, or about double the rate for all lower middle income
LOCS over the same period (World Bank, World Development Report, 
1987, table 4.2). 

The tax reform was but one of several policy measures that, at least
until .988, allowed Indonesia to deal with the post-i98i collapse in oil
markets with limited inflationary consequences and continued, if
slowed, economic growth. The contribution made by the tax reform to
this outcome extends wel' beyond that made by the apparent revenue
results: in relatively short order, a so percent increase in the ratio of
non-oil taxes to GOP was attained (see table 4. f). A non-negligible share
of the contribution of tax reform to continued growth, it may be argued,
came in the form of reduced costs of administration and compliance
and the lower efficiency costs associated with the much greater sim
plicity in tax laws and uniformity in tax rates brought by the reform. 

2. DistributionNeutralityand Absolu,-,Impoverishment. Since 1966,

Indonesian economic policymakers have been less concerned with rec
tifying problems of relative impoverishment (uneven distribution of

income across income classes) than with alleviating absolute impover
ishment: 
 raising levels of living of the poorest 40 percent of society
There have been at least two reasons for the past emphasis on reducing
absolute rather than relative impoverishment. 

First, in the half decade or so after the national economic collapse in
1965-66, maldistribution of income was not perceived as a significant
problem, because the poverty of those years was widely shared by groups 
across society. The precarious existence of millions of rural households,
especially in Java, was seen as the most urgent social and economic 
problem; the imperative of alleviating absolute impoverishment there
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fore dominated all equity objectives. In turn, programs and policies 
intended to promote rural development were believed to be the most 
effective measures for reducing rural poverty. Subsidies ard transfers 
from the central government budget were viewe:d as appropriate tools 
for securing this objective. Budget subsidies for fertilizer and kerosene, 
both intended largely to help low income rural households, grew rap
idly from 1967 tlhrough 198i. Together these subsidies were equivalent 
to upwards of 7 percent of government tax revenues by the late 1970s 
(Gillis, i98o, pp. I-S4). Central government transfers to county and 
village governments rose steadily as well. Furtler, a very sharp expan
sion in primary education programs after 1973, particularly in rural 
areas, had the effect of doubling the percentage of the age cohort .5- 12 
attending school by 198o. Certainly in the mind, of policymakers, expan
sion of primary education was regarded as a critical step for reducing 
absolute impoverishment in the long term, especially among rural house
holds. These measures met with some success, even by the standards of 
many critics of post-1966 economic policy (Collier et al., 1982). 

But while the budget was deemed important as a tool for rectifying 
problems of income distribution, emphasis was almost wholly on the 
expenditure side, not the tax side. Although it was expected that the 
tax system could provide for growing revenues for finance of programs 
designed to deal with poverty, particularly rural poverty, tax instruments 
were not regarded per se as useful in reducing relative impoverishment 
through leveling down of high incomes. Pessimism over the role of tax
ation in income redistribution stemmed primarily from widespread rec
ognition of very serious and long-standing weaknesses in tax adminis
tration. Moreover, empirical studies conducted under the research 
program for the t .form indicated that decades of emphasis upon 
redistributive tax poiu.cs had accomplished little in the way of income 
redistribution in Indonesia. For example, the effective rate of income 
tax for the top 5 percent of the income distribution was only 4 percent 
in 1981, although nominal tax rates applicable to income in this group 
were so percent (Gillis, 1985). 

Ineffectuality of the tax system in promoting redistribution was also 
a consequence of defects in the tax structure. Income, sales, and prop
erty taxes prevailing before the 1983 reform were riddled with exclu
sions and exemptions. Although proponents of many of these provis
ions had actually sought to justify them on grounds of reducing income 
ivfequality, the effects were generally otherwise. Items excluded or 
favored under the income tax were received overwhelmingly by the 



90 Malcolm Gillis 

wealthiest one fifth of the income distribution: housing and auto allow
ances, free use of vacation homes, physicians' fees interest income, and 
salaries of civil servants. 

The failure of progressive rates of income and sales taxes in securing
significant income redistribution was apparent from an incidence study
carried out in 1982-83 for the reform program. Although this study,
like all incidence studies everywhere, suffers from significant method
ological and data limitations, it is nevertheless the most comprehen
sive 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 dec
ile. 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 per
cent. And it is to be noted that this figure for the topmost 2 percent was 
largely a consequence of the assumption that the entire burden of both 
personal income taxes tand export taxes was borne by this most affluent 
group (Gillis, 1985). 

In view of Indonesian fiscal experience since 1966, and in light of 
such conclusions on fiscal incidence as were available, policymakers 
came to view the appropriate income distribution goal for tax reform as 
that of insuiing 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.
Nevertheless, decisionmakers and their advisers believed, in the end,
that the tax reform as enacted would result in marked increases in the 
share of taxes paid by the upper two deciles, if for no other reason than 
the reduction of evasion and avoidance expected from basc-broadening 
and drastic simplification of the system. Moreover, the architects of 
reform believed that the sharp reduction in income-tax rates that 
became a prominent feature of the reform packag( would have a pro
gressive impact, because of two factors. First, the rate reductions were 
made possible by elimination of exemptions that primarily benefited 
upper income groups. Second, because the reform excluded the poorest
85 percent of households from the income tax base, the new income 
tax would have been progressive, even if it had been imposed at a flat 
rate of 30 percent (as originally proposed). 
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3. EconomicNeutrality Indonesian tax policy in the three decades prior 
to 1984 was purposefully nonneutral in orientation. The tax system 
was viewed not only as a means of raising revenues, but as a useful tool 
for guiding private consumption, investment, and employment deci
sions to ends sought by the state. Tax exemptions and diffcrentiation of 
tax rates were the preferred techniques for securing desired nonneutral
ities. Favored activities or pursuits were provided tax incentives, pri
marily in the form of reduced, often zero, ratc i. Disfavored activities 
and products were ineligible for such incentives, or in some cases sub
jected to special rates of tax higher than those generally applicable to 
taxable undertakings. 

By i981, thirty years of active pursuit of nonneutralities in taxation 
had yielded a tax system so interlaced with complex tax incentive 
arrangements as to be almost inadministrable. Some tax preferences 
were similar in structure to incentive schemes commonly used in other 
countrics; some were peculiar to Indonesia. The former included tax 
incentives to promote foreign investment, to encourage domestic invest
ment in specified activities, and to attract both foreign and domestic 
investment to so-called "backward" regions. With these "common" 
incentives solidly in place by 1970, it was but a short step to further 
proliferation of tax incentives over the next decade. These ranged from 
the unusual to the truly bizarre: tax incentives to encourage develop
ment of a national stock market, to purchase life insurance, to encour
age construction of bowling alleys, to finance tournament travel of chess 
players, and to promote use of public accountants. 

By 198i, it had become cle;ir to many within the government that 
whatever useful social purposes served by the system of tax incentives 
-and there is scant evidence that useful purposes were in fact served 
-the attendant costs had become unacceptably high. These costs were 
measired not only in terms of tax revenues thereby forgone, but in terms 
of the administrative difficulties involved in operating a system over
loaded with complexity (Gillis, 1985, pp. 245-49). 

By I982, decisionmakers were in any case already predisposed to dis
card 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 incentives under
taken for the reform. These studies indicated the wastes and complexi
ties of not only the more bizarre types of tax preferences (the incentive 
to "go public" and thereby promote a premature stock market, the 
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incentive for using public accountants) but the most hallowed incen
tive of all: tax holidays for promotion of foreign investment (Gillis, 
1986). 

Accordingly, economic neutrality came to be 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 more uniformity in 
tax rates, the complete abandonment of tax incentives and the broaden
ing of the tax base. 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. 2 

4. Administrationand Compliance.The impetus for tax reform in Indo
nesia did not originate within the tax administration itself. On the 
contrary: in early I98i 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 1973-81 
meant minimal pressure for better tax collection performance; tax
administrators had little reason for undertaking changes of any kind 
since 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 mid-i 9 8i, the tax 
administration remained ambivalent if not hostile to the reform pro
gram right up to the time it was implemented.

Nevertheless, the relevant decisionma<ers in the Ministry of Finance 
and in the rest of the cabinet were acutely conscious of extremely seri
ous shortcomings in the machinery for assessing and collecting taxes. 
They therefore decided that a major o! ;.-ctive of the reform would be 
that of improving the administration of taxation and facilitating tax
payer compliance and in the process, curbing needless costs of collec
tion and payment and reducing the scope for corruption. The means 
adopted for achieving this objective were threefold: 

(a) drastic simplification of tax laws 
(b)establishment of a new. computerized tax information system
(c) reform of tax procedures (rules and regulations governing filing, pen

alties, assessments, etc.), with stress on the need for depersonaliza
tion of tax administration 

Simplification would have been a significant emphasis of the 1983
reforms even in the absence of any explicit decision to seek fundamen
tal improvements in tax administration and compliance. The decision 
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to deemphasize the role of the tax system in income redistribution, as 
well as the shift toward greater economic neutrality in taxation would 
by themselves have required reduced complexity in tax laws and regula
tions. But in addition, simplification was seen as a sine qua non for 
major improvements in tax administration. It was expected that 
simplification would reduce the scope for corruption, since complexi
ties and ambiguities in tax law were used by tax collectors and taxpay
ers 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 in 
order to make tractable the task of revamping and modernization of the 
tax information system. Efforts to computerize some of the operations 
of the Ministry of Finance extended all th: way back to 1971. All those 
initiatives were stillborn, however, partly because they were asseen 
thrc'tening to some groups within the tax administration and partly 
for a purely mechanical reason. Some upper-level officials of the tax 
administration had long opposed installation of computerized systems 
on grounds that the system would likely be under the control of other 
agencies within the Ministry, e.g., the office of automatic data process
ing, rather than the tax department. Further, the cash registers used to 
record taxpayer payments at local treasury offices around the nation 
had space for only nine digits, an insufficient number to allow utiliza
tion of a workable sstem of taxpayer identification numbers. This 
mundane problem was solved by a fortuitous 1981 decision-unrelated 
to the tax reform initiative-by the Budget Bureau of the Finance Min
istry. This bureau decided to purchase new electronic cash registers 
capable of handling sixteen digits, more than enough to accommodate 
a usable taxpayer identification number. It was at this point, and over 
the objections of most senior officials of the tax administration, that 
the final decision was taken to make substantial investments in hard
ware, software, and foreign expertise in the construction of a new com
puterized tax information system that would ultimately allow not only 
vastly improved master tax files, but also speedier and more systematic 
monitoring of collection performance. 

Reform of taxpaying procedures was not viewed as a critical need in 
the initial stages of preparation for this tax reform. But as the architects 
of the reform came to understand the. importance of procedural reform, 
this too became an important priority. Tax procedures include provis
ions specifying how taxpayers shall comply with their tax obligations 
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as well as the administrative structure governing the execution of 
responsibilities of tax officials. Specific exampies of tax procedures 
include those governing assessment and ,eland of taxes, timing of pay
ments, filing of returns, collections of arrears, objections, appeals, fires, 
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 I95OS and t96os, so that inflation had eroled any deterrent 
effect they once may have had (example: six months in jail, or i fine of 
I,OOO ru'piahs or U.S. 75 cents -t 1986 exchange rates). Other penalties 
were set at such unrealistirally high levels as to be unenforceable. It 

soon became clear that a completely new law, consolidating all proce
dures for all taxes, would be required as an essential complement to 
new laws to govern income and sales tax structure. Two themes were to 

shape this new law on procedures. simplification, as also planned for 
the tax structure, and depersonalization of tax administration. Deper

sonalization in the first instance involved a ,Teneral reduction in discre
tionary authority in the hands of tax officials. it also involved a reduc
tion in the frequency of direct contacts between taxpayers and tax 
officials. Instead, greater reliance would be placed on withholding meth
ods and electronic data processing of taxpayer information sent to dis
trict 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-issessment was also supportive of 

other aims of procedural reform. With self-assessment, the number of 
direct contacts between taxpayers and officials-and therefore the num
ber of opportunities for collusion-is less. Also, the shift toward self
assessment reduced the routine workload on ta:x officials, allowing for 
more and better audits of cases promising high revenue payoffs. 

II. Elements of Tax Reform 

,A) Overview: The Old System and the Reformed System 

The essence of the old tax system was that of extreme complexity stem
ming from dei.ades of attempts to manipulate tax rates and tax bases to 
achieve nonrevenue goals. Framers of the reform did not abjure nonrelf
enue goals such as income distribution and economic efficiency. Rather, 
the new system reflected the view that these goals are best furthered by 
a tax system oriented primarily toward raising of revenues. Accordingly, 
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the tax reform involved heavy stress upor sImplification both of tax 
structure and tax administration. Simplification in structure required 
extensive broadening of the base of both income and consumption 
taxes, with reliance upon much greater uniformity of tax rates than had 
prevailed at any previous period in modern Indonesian history. 

The centerpiece of the reform, certainly from the point of tax rev
enue implications, was the replacement of an outdated sales tax, rid
dled with exemptions and complicated by use of multiple rates, by a 
crude form of value-added tax (VAT). The VAT is one of the simplest ever 
adopted anywhere in the world. It is imposed at a flat rate of io percent 
on all taxable transactions. Because this particular tax is at present a 
manufacturer's-importer type of VAT, the base excludes all retailers and 
most wholesalers while embracing all imports. Moreove, as originally 
adopted, there were no exemptions by product category. 

Neutrality objectives dominated income-tax reform proposals. Eco
nomic neutrality goals were to be furthered not only through very 
significant base-broadening and a shift toward generally lower and more 
uniform tax rates, but by the dismantling of all tax-incentive programs. 
And in the short run, income-tax changes were expected to be revenue
neutral at worst, or mildly revenue-enhancing at best. The income-tax 
proposals were designed to be distributionally neutral only in the sense 
that income-tax reform did not seek to achieve much in the way of 
"leveling-down" of higher incomes (see chapter t. Rather, the focus 
was upon "leveling-up," through income tax exemption of all but the 
uppermost levels of the income distribution. To illustrate: prior to the 
reform, a worker with a spouse and three children was liable for income 
tax once his income exceeded approximately U.S. $i,ooo. The reform, 
by raising sharply the level of personal exemptions, meant that this 
same worker could earn almost U.S. $3,ooo before becoming liable for 
income tax. 

Administrative neutrality as well as revenue objectives were empha
sized in property tax reform: A new land and buildings tax replaced 
seven different land-tax ordinances, including a misnamed "tax on 
wealth." The property tax, like the income and sales taxes, is collected 
and administered by the central government, but the bulk of property 
tax revenues are assigned to subnational governments. 

(B) Internal Indirect Taxes 

Prior to the tax reform the internal indirect tax system consisted of 
three principal elements: a sales tax of the turnover type extending 
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Table 4.3 Indonesia: Tax Structure, Pre- and Post-Reform 

I. Internal indirect taxes 
A. Sales taxes 
B. Excises 
C. Stamp duties and other 

I. Taxes on foreign trade 
A. Import duties 
B. Export duties 

III. Income taxes 
A. On oil/LNG firms 
B. Non-oil income taxesa 

C. Interest, dividends, and 
royalty tax 

IV Property taxes 
V "Non-tax" revenueb 

Total revenue 

Non-oil revenue (omits Ill-A) 


Billions 
rupiah 


1,670 
830 


775 

65 


661 

557 

104 

12,331 

10,398 
1,785 

148 


132 


520 

15,314 
(4,916) 

1983 
Percentage 
of total tax Percentage 

revenue of GDP 

10.9 2.3 

5.4 1.i 

5.1
 
0.4 0.1 
4.3 0.9 
3.6 0.8 
0.7 0.1 

80.5 16.7 
67.9 14.1 
11.7 2.4 

0.9 0.2 

0.9 0.2 

3.4 0.7 
100.00 20.8 
32.19 (6.7) 

"For non-oil 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 0.6 
percent of GI)P. 

through the manufacturing stage, sumptuary excise taxes on tobacco,
beer, sugar, and spirits, and assorted stamp duties. Together, these taxes 
accounted for about i i percent of total tax revenues, or about 2.3 per
cent of GDP (see table 4-3). 

Basic decisions about indirect tax reform were made by July of I981. 
The excise system, the fourth largest source of 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. 
The principal focus of indirect tax reform was to be upon the sales tax. 

The antiquated turnover ta. utilized in Indonesia had been discarded 
by virtually all countries well beiore I98O.The inherent defects of this 
form of sales tax (Due, 1957) were compounded in Indonesia by an 
extreme degree of rate differentiation, involving eight tax rates ranging
from i percent to 20 percent. Largely because of a complicated exemp
tion structure, the tax was also unproductive of revenue. In other LDCS, 
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1986 
percentagePercentage of GDI'of total taxBillions 

revenue
 
rupiah 


3.9
27.0

4,129 2.8 
19.2 

2,942 0.9 
6.5 0.2991 0.2
1.3196 o.8
5.8885 0.75.4

820 0.1
0.465 7.552.48,019 5.2 

36.4
5,559 2.0 

14.3 
2,189 0.3271 1.8 

0.2
1.6 

238 1.9 
13.2 

2,022 14.3100.015,293 (67.3) 
(9,734) 

"Primarily dividends from government-owned enterprises for 1983. Figure for 1986 includes 

temporary windfall from surplus on domestic oil operations. 

Source: Department of Finance, GovernmCnt of Indonesia. 

percent of revenue (Ahmad and 
sales taxes typically iccount for 20-25 

and 
Stern, 1987) and 4 percent to 5 percent of GDP (Tait, Gratz, 

Eichengreen, 1987). Pt in Indonesia, the sales tax accounted for only 5 

percent of total tax collections and about 1 percent of GDP. 

Policymakers quickly settled upon a reform option involving a crude 

form of VAT having most but not all of the significant features of VATS 

used in Europe. The principal departure from the European model was 

to the manufacturertax was initially confined
that the Indonesian 
importer level, in contrast to European VATS (and those of nearly twenty 

LDCs) which extend all the way through the retail level. This was done 

because of the severe administrative difficulties that would have been 

involved in bringing hundreds of thousands of wholesale and retail firms 

The new sales-tax law, however, allows 
within the scope of the VAT. 

extension of the VAT to the wholesale and retail levels whenever the tax 

authorities deem it administratively feasible, but almost certainly not 

before the year 2000. 
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At the time of its enactment, the structure of the Indonesian VAT was 

the simplest of any such tax in operation anywhere in the world. The 

VAT adopted by Bolivia in May 1986, however, appears almost as simple 

(American Chamber of Commerce, 1986). The Indonesian tax, like that 

of Bolivia, is imposed at a uniform rate of io percent on all taxable 
goods, whether imported or of domestic origin. VAT is assessed on 

imports in the customs house on the tariff-inclusive value of imports. 

All imports were initially subject to tax, but by 1988, a limited number 

of capital good imports and raw materials used in large projects had 

been awarded deferral of and/or partial relief from VAT liability: VAT on 

these items may be postponed until a later date, typically when the 

project commences operation. In other cases, VAT liability is "sus

pended" on imports." And in a limited number of cases, the VAT on the 

delivery and/or importation of certain taxable goods is borne by the 

government; as a practical matter such goods are exempt.' 
The Indonesian VAT, like 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. Because the 

implications of each of these features are discussed at length in other 

sources (Conrad and Gillis, 1984; Conrad, 1986; Gillis, 1985) the pres

ent chapter provides only a brief discussion of their significance. 
Destination-principle taxes are intended to free exports from indirect 

tax burden, while fully taxing all imports in the country where they are 

consumed. A tax-credit type of VAT may be coilected without having to 

directly compute a firm's value-added. A taxable firm merely applies 

the VWT tax rate to all its sales, to find tentative taxes due in any given 

period, say one month. The firm then subtracts (credits) taxes it had 

paid on its purchases against tentative taxes due on sales. The differ

ence is the amount owed by the firm to the government. Finally, a 

consumption-type VAT is one under which VAT paid by firm on itsa 

purchases of capital equipment is treated exactly like VAT paid on raw 

materials and fuel: all such VAT taxes may be credited against VAT due 

on sales. In this way, the VAT base may be confined to consumption. If, 
on the other hand, taxes paid on capital equipment were not creditable, 

the base of the VAT would be gross income, not consumption (Shoup, 
1969). 

Finally, the Indonesian VAT as adopted in 1983 differed from all others 

utilized by other countries (except Bolivia) through 1987 in one very 

important respect: except for small firms, the VAT law allows neither 

exemptions nor zero-rating of any manufactured products consumed 
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domestically' (Since 1985, some activities have, however, managed to 

secure limited relief from the VAT.) The general unavailability of exemp

tions may, at first glance, make the Indonesian VAT appear quite regres

sive. It is important to note, however, that the base of a manufacturer's 
astax such as that used in Indonesia does not extend to such items 

unprocessed food or other staples that do not go through a manufactur

ing stage. Since such items are outside the tax base, and inasmuch as 

up to half of the consumption of the poorest 6o percent of households 

has been in the form of unprocessed food, then the application of a 

uniform tax rate involves little risk that the VAT, as now constituted, 
involves significant burdens for the poor, as long as agricultural produc

ers do not make use of significant amounts of taxable inputs other than 

fertilizer (the sale of which is highly subsidized through the budget).' 

The VAT as described in the foregoing paragraphs contains few of the 

features that have bedeviled sales tax administration elsewhere. The 

same uniform tax rate applies to all taxable commodities. Moreover, 
the 1984 sales tax law prohibits use of differentiated rates, but does 

allow the government to move the uniform rate (initially io percent) to 

as high as i5 percent or as low as 5 percent, depending on revenue 

needs. Both the absence of exemptions by product category and the 

reliance on a uniform rate were intended to 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 
taximmensely by the fact that nearly two thirds of the base of the 

passes through three bottlenecks that are easily accessible to the gov

ernment, and therefore the tax administration: the customs house, sales 

of refined petroleum products by PERTAMINA (the state oil enterprise)7 

and sales of the 2oo-odd government-owned enterprises that are now 

taxable under the new tax law. Given these bottlenecks, the tax admin
than half the potential VATistration is in a position to collect more 

revenues with minimal expenditure of administrative resources, thereby 

enabling enforcement efforts to be focused on the remaining, less acces

sible portions of the tax base. 
Administrative feasibility was a critically important consideration in 

adoption of this simple tax since it was intended that the VAT furnish at 

least 6o percent of any incremental revenues expected from tax reform. 

But policy makers recognized that whatever the administrative, reve

nue, and neutrality arguments in favor of an indirect tax imposed at a 

flat rate with virtually no exemptions, the political acceptability of 

such a tax would be limited; belief in the efficacy of rate differentiation 
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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 proposed and enacted. This tax is applied to sales of a very limited 
number of income-elastic products at rates of to and 20 percent. Taxa
ble products include stereo sound systems, autos, firearms, aircraft, 
cameras, and yachts. These items arc also subject to the ordinary 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 propor
tion of total consumption to generate substantial tax revenues, and 
account for too low a share of the spending of the rich, to achieve much 
income redistribution. The interaction of the luxury tax with the VAT 

has also led to some inequities and administrative problems (Gillis, 
1988). 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. 

(C) Income Taxes 

Prior to the reform, the Indonesian income tax structure consisted of 
two separate taxes on individuals and firms. The tax on individuals, 
called the Pajak Pendapatan (PID) was imposed at steeply progressive 
rates beginning at 5 percent and rising to So percent, on a base riddled 
with exemptions and exclusions.' The tax on business firms, the Pajak 
Perseroan (m's) was also applied at graduated rates of 7.o percent, 3o 

percent, and 45 percent. A special income-tax regime applied to the 
operations of foreign oil companies. Methods for determination of tax 
liabilities of oil coi.lpanies were spelled out in contracts between them 
and the government oil company. The essence of taxes on oil compa
nies was that all levies combined were intended to capture 85 percent 
of their net income (after deduction of all allowable costs). As noted, 
companies with contracts signed before January 1, 1984, continued to 
be subject to tax provisions in force before that date. 

Non-oil income taxes were not major sources of total revenue prior 
to 1985; they were but 2.4 percent of GDP in 1983. Personal income tax 
revenues by themselves were less than one half of one percent of GDP 

(see table 4.3). 
Poor revenue performance of these income taxes was attributable 

partly to structural defects and partly to administrative shortcomings. 
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The PPD left large chunks of individual income untaxed or lightly taxed, 

including virtually all fringe benefits, interest, capital gains, and pen

sions, all of which flowed primarily to the top half of the income distri

bution. Income from cooperatives, however, was also exempt, benefiting 
was 

low-income families. The most anomalous of exemptions 
some 
that for income of civil servants. Thus tax collectors themselves were 

not subject to income taxes. Deductions as well as exemptions tended 

to favoi the relatively wealthy: interest expenses were deductible even 

though interest income was untaxed; deductions were also allowed for 

life-insurance premiums and pension contributions, even though insur

ance proceeds and pensions were untaxed. 

The base of the business income tax ({ps)had been similarly eroded 

over the years. The most significant factor in the narrowing of the base of 

the rrs, however, waF the availability of very generous tax incentives for 

private firms, both foreign and domestic. Largely because of the pres

ence of these preferences, private sector firms typically were responsible 

for less than one third of total business income tax collections over the 

the twenty-five largest government-owned firms (ex
period 197o-8o; 

cluding the state oil enterprise, PERTAMINA) were the source of nearly two 

thirds of company tax collections. The incentive programs suffered from 

several serious defects, all of which have been examined in some detail 

pp. 246-48). They were expensive in terms of 
elsewhere (Gillis, 1985, 

revenue, biased in favor of capital intensive investment, and discrimi

natory against smaller firms. They also gave rise to intractable problems 

in tax administration. Finally, they were generally ineffective in achiev

ing their central objective of attracting beneficial investments to Indo

nesia in general and to so-called backward regions within the country. 

the political leadership
Notwithstanding these serious difficulties, 

as having been successful. It 
generally viewed the incentive programs 

was reasoned that since generous tax preferences had been available in 

Indonesia since 1967, and since the period 1967-81 had been a period 
con

of rapid growth and development, then tax incentives must have 

tributed to this prosperity. Although this claim was not supported by 

any reliable evidence, it was clear by 1983 that abandoning the incen

tives would be politically difficult. But any worthwhile reform would 

require first and foremost substantial broadening of the income tax base, 

and significant base-broadening could not occur unless income-tax rates 

was no possibility that 
could be reduced at the same time. And there 

tax rates could be sharply reduced as long as tax incentives 
income 
were widely available. 
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tax base become
The constricting effects of the incentives on the 

studies done in 1982-83. Inspection of the tax
clear from research 

larger foreign and domestic firms indicated that only
records of 90 

12 percent of the foreign firms and 8 percent of domestic firms
about 

rate of income tax (Gillis, 1985). This
paid the maximum 45 perceni 

information on the revenue forgone and other evidence on the inefficacy 

of tax incentives in Indonesia led policymakers to the conclusion that 

income tax reform would be futile as long as the incentives remained. 

While the reform that was taking shape contained important innova

tions in the taxation of fringe benefits, the treatment of depreciation, 

and the taxation of pension funds and insurance, it was doubtful that 
on

thest measures could be implemented. Their adoption depended 

lower tax rates, impossible if tax incentiv,:s were maintained. 

At this critical point (June and July 1983), proponents of reform set

tled on an approach for securing acceptance of fundamental alterations 

in income taxation. This approach was employed in lobbying both the 

on behalf of tax reform. Since tax
chief executive and the parliament 

incentives were widely perceived as having been useful, it was unwise 

to argue against the use of incentives per se. Rather, the lobbying effort 

would have to be couched in terms of replacing the existing incentive 

Jffective one. Therefore, the proponents of 
program with another,more 

reform took the position that the most effective program of income tax 

incentives would be that of generally lower tax rates for all activities in 

place of the differential incentives offered from 1967-83. 

However, the effort to abolish difierential incentives ran some signifi
tax legislation were some 

cant political risk. Embedded within the 

near-sacred incentives for constituencies of some political importance 

to any government in Indonesia. The success of the initiative depended 

upon the elimination of all differential tax incentives. Ret ntion of any 

incentive would severely weaken the case for refusing others. Among 

were those for cooperatives. 9 
the apparently untouchable incentives 

Moreover, the minister for cooperatives was an influential and persua

sive person with clear access to the president. If he were to successfully 

argue that cooperatives should continue to benefit from favorable tax 

treatment, other pressure groups seeking tax incentives could point to 

the incentive for cooperatives as an exception that should be available 

to them also. 
In view of these considerations, the architects of reform placed a high 

on securing the support of the minister of cooperatives for
premium 
abolition of all special tax incentives. This support was in fact granted 
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after the minister was convinced that as a practical matcer, oven with
out special tax incentives, taxes on members' income from hona fide 
cooperatives would be low or nil if, as planned under -he reform, tax 
exempt income for typical households was increased by rearly three
fold, through sharp increases in personal ex-mptions.

Having secured the support of the president and the rest of the cabi
net, the policymakers then took the _ntire set of tax :proposals to the 
legislature. Within a few weeks, agreement was secured from key legis
lative committees and the reform package was adoited nearly as ini
tially proposed, with two significant exceptions discussed below. 

Emerging from this process was a single income tax called the Pajak
Ienghasilan (11H). The new law appli.s to the income of all business 
firms and individuals, thereby ending or e of che mst serious short
comings of the old incmie tax stiucturc, where different tax laws 
applied to individuals and irms rcspefrtively. This feature had led to 
substantial inequities between differen- foims of business organization 
(corporations, partnershiPs, etc.). under the new law, deductions avail
able to firms are also available to individuals; only individuals, how
ever, can claim personal exemp.ions. Foreign oil companies with con
tracts .igned after January 1, i984, arc now subject to the PPH on 
operations governed by such contracts. 

Although the reform was planned with two income tax rates in mind 
(i 5 percent and 30 percent), the process of political compromise yielded
in the end a three-tier rate structure of 14 percent, 25 percent, and 35 
percent. t)As a result, Indonesian tax rates on personal income became 
the lowest in Southeast Asia, and among these nations only Thailand 
had a tax rate on business income as low as that of Indonesia. However,
foreign firms remitting dividends to th.-hore office abroad are subject 
to a 20 percent tax on the amounts remitted, so that the effective tax 
rate for repatriated income is 48 percent.' 

Quite apart from ending tax incentives for business firms, the new 
law ends the favored treatment of several types of income and deduc
tions formerly available to individuals. Long-term capital gains were,
for administrative reasons, made taxable for the first time,12 as were 
fringe benefits to employees, civil servants' salaries, and pension in
come. Other income items formerly lightly taxed were subjected to 
full taxation. These included rental income, honoraria, and leave and 
educational allowances. Inasmuch as virtually all these income items 
are concentrated in the upper tenth of the income distribution, these 
changes introduced greater progressivity into the tax law. 
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One of the most controversial aspects of the reform was the tax treat
ment of interest on bank deposits. Interest was fully exempt from taxa
tion under the old income-tax structure. Policymckers recognized that 
exemption of interest was inadvisable on several counts, as long as inter
est costs continued to be allowed as a deduction. Under such circum
stances, exemption of interest provides great scope for tax evasion, is 
costly in terms of tax revenue, complicates the administration of 
income taxes, is inimical to healthy financial developrment, and favors 
high-income families over families with low income (Gillis, 1985). The 
draft income-tax law as presented to the legislature therefore provided 
for full taxation of interest income. Strong pressure from financial and 
industrial circles, however, resulted in a compromise wherein interest 
remained taxable in principle, but would continue to be exempt, by 
regulation, until further notice. This was a serious omission from the 
point of view of supporters of reform, but it was the only significant 
setback prior to enactment of the new law. 

(D) Property Taxes 

Although most of the key decisions on property tax reform were made 
before 1984, enactment of new legislation for property taxes was post
poned until 1986 to allow the government to concentrate implementa
tion efforts upon the rest of the reform package. 

Property taxation in Indonesia dates back to the very early stages of 
Dutch colonialization in the r6oos (Kelley, r987, p. 8). Historically, the 
most important property tax has been the Contribution for Regional 
Development (hranPernbangunanDaerah, or II'EDA) which applied to 
both rural and urban properties. The nominal tax base of the IPEDA was 
the annual rental value (yield) of land. The basic rate for IPEDA was 0.5 
percent of yield, but in practice, different rates applied to different types 
of land. l" Exemptions riddled the system, 4 and property valuations 
were seriously out of date. As a result, the IPEDA was not a significant 
source of revenue in the two decades prior to 1986. By 1983, the tax 
accounted for less than i percent of total tax revenue and only o.2 per
cent of C.D (see table 4.3). 

Midway through preparations for tax reform in 1983, decisionmakers 
decided to collapse all property and wealth taxes into one single levy 
with a vastly simplified IPEDA at the core. This decision was reflected 
in the new Land and Building Tax (PajakBumi Dan Bangungan,or PBB) 

enacted in 1986. This tax replaced not only the IPEDA, but also a widely 
evaded central government Net Wealth Tax, a substantial "Household" 
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tax, and four other land-based taxes. The principles of uniformity, sim

plicity, and generality governing income and sales tax reform were car

ried through also to property tax reform. 

Under the new tax, only one rate applies to all types of property. The 

tax base was switched from the annual rental value to capital market 

value of land and buildings, where capital market value is to be derived 

from arms-length transactions. 15 Further, urban land used for residen

tial purposes was treated identically with that used for commercial pur

poses. The discretionary authority for the granting of property tax 

exemptions was severely curtailed as a result of the 1986 reform. 

Exemptions are generally restricted to land owned by nonprofit organi

zations, protected forest,;, national parks, traditional grazing land, dip

lomatic offices, international offices, and graveyards. In addition, tem

porary exemptions are available for land affected by natural disasters. 

The approach to income distribution issues in property-tax reform 

was identical to that followed in income- and sales-tax reform: empha

sis was upon rectifying absolute rather than relative impoverishment. 

For that reason, ail buildings were granted an exemption of Rupiah 2 

million (U.S. $i,6oo at i986 exchange rates). As a result, virtually all 

rural housing and a large share of low-income housing lies outside the 

tax base, enabling the tax administration to focus its efforts on higher

valued properties (Kelley, 1987, p. 13). 

III. Outcomes 

By early 1988, the new income-tax system had been in place for four 

years, the new value-added tax for nearly three, and the new property 

tax for one year. There has been sufficient experience with the first two 

taxes, but not the latter, to provide some basis for limited extrapola

tions for the future. There is enough early evidence of the impact of 

reform upon revenues, economic stability, and tax administration to 

allow some tentative generalizations. But several more years will be 

required before informed judgments can be made about the income dis

tribution and resource allocation implications of the 1983 reforms. 

(A) Revenues 

Evidence to date suggests that in revenue terms, the reform has been 

successful beyond expectations. The ratio of non-oil taxes to GDI' in 

1986 exceeded 9 percent for only the second time in Indonesian history, 

and was fully 5o percent greater than in 1984 (table 4.1). This occurred 
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in spite of a sluggish economy: with stagnant export income, rates of 
economic growth since 1981 have been less than half that of the 197os. 
As has been common in many other tax reform programs in other LDCs 

since 1970 (Gillis, chapter 14, this volume), the VAT was the principal 
source of incremental revenue. Table 4.3 shows that in only tl~e second 
year of the existence of the VAT, nominal revenues from this source 
were 3.5 times the turnover tax it replaced and fully one-third greater 
than the revenues accruing from non-oil income taxes. Moreover, the 
share of the VAT in ;Di (at 2.8 percent) was 2.5 times that of the old 
turnover tax. 

The revenue performance of the VAT is all the more unusual given the 
low rate of the tax relative to similar taxes elsewhere. Most of the 
2o-odd LDCS using the retail VAT use a standard rate of between io and 
i percent, and in those countries the share of VAT collections in GDP 

has typically been between 2 percent and . percent (Ahmad and Stern, 
1987, p. 61). The Indonesian VAT, however, is a manufacturer's VAT 

imposed at a rate of io percent. The retail equivalent of this rate is 
about 5or 6 percent, since a manufacturer-level tax does not generally 
include wholesale and retail distribution margins. Even so, the share of 
the Indonesian VAT in GDP is just about as high as in those countries 
imposing higher (retail equivalent) rates. The simplicity and uniformity 
of the Indonesian VAT may indeed account for much of its strong reve
nue performance relative to value-added taxes used in other LDCS. 

The new income tax was not expected to generate sizable new reve
nues in the short teim, partly because firms that had received tax incen
tives prior to 1984 still retained their privileges and partly because of 
long lead times expected for any significant strengthening of income 
tax administration. Even by 1986 and 1987 many firms were still in 
their tax-holiday periods. In any case the share of non-oil income taxes 
in GDP actually declined from 1983 through 1986. 

(B) Economic Stability 

In retrospect, the tax reform could not have come at a more propitious 
time. With another precipitous decline in oil prices in 1986-87, the 
absence of reform would have required even steeper cuts in government 
spending beyond the draconian measures implemented in those years, 
or (as noted in section I) would have resulted in substantially larger 
deficits than actually occurred. 

We have seen that the early revenue success of the tax reform was due 
almost wholly to indirect tax reform, and in particular the VAT. The 
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contribution of the VAT to revenues was, however, not the only way it 

affected stability. The VAT was implemented with almost negligible 

effects on the price level, contrary to the predictions of many business

men as well as economists who claimed that introduction of the VAT 

would result in an acceleration of inflation. In this re,,pect, the Indo
was not inconsistent

nesian experience with the adoption of the VAT 

with that of nearly three dozen other countries for which studies of 

price effects of the VAT have been made (Tait, i986). 

The introduction of the VAT in Indonesia not only had no impact on 

inflation (unsurprising to any matroeconomist), but the implementa

tion of the tax had no noticeable effects on the price level. The intro

duction of the VAT in April 1985 cLincided with a decline in consumer 

price indices in April and May Moreover, domestic inflation for the 

next twelve months was well below that for the previous year. 

Decisionmakers had announced with some confidence in January and 

Februaiy of 1985 that the price level, not to mention the inflationary 

impact, of the switch to the VAT would be nil. Their confidence was due 

to two factors. First was their recognition of the fact that the VAT was to 

that itself may have involved some
be substituted for a turnover tax 

price-lcvel effects. Second, economic decisionmakers were well aware 
1985 had

that the rate of monetary expansion in the first quarter of 

decelerated; they knew from long experience that domestically gener

ated inflation arises from monetary expansion, not tax adjustments. 

(C) Tax Administration 

It may be argued that the administration of taxes has improved since 

enactment of fundamental tax reform. This is true in the sense that 

with the introduction of the VAT, tax evasion has likely declined. Much 

of the revenue gains from the VAT are attributable to structural and 

the fact that sales tax reform was
procedural simplification and to 

designed to take advantage oi such "tax handles" as the domestic sales 

of the state oil monopoly, the customs house, and the larger government

owned manufacturing enterprises. It is difficult to misapply a uniform 

to these easily accessible collection pcints. There has been,rate VAT 

however, little evidence of improvement in administrative practicesin 

the tax department. And although the newly installed computerized 

tax information system will ultimately enable significant gains in col

lection and enforcew :nt, its potential had barely begun to be exploited 

by 1987. The system is still unfamiliar to most officials, and its imple

mentation has been plagued by coordination problems as well as some 
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residual resistance from within the tax administration. 16 

Consequently, the revenue potential of the VAT was placed in jeop
ardy in the first few months of its existence by administrative slippages 
and oversights. Although all taxable firms were required to register for 
the tax prior to April 1, 1985, only 23,ooo had done so by that date. 
Concerted efforts were undertaken to rectify the problem, and by Sep
tenber 1985, 5i,ooo taxable firms had registered, about the number 
ap::cipated. But only 36 percent of registered firms were by then com
ply. ,with the monthly filing requirement for the w-, and no audits 
of any VAi taxpayers, even the lrgest thousand firms, had begun by 
1986 and 1987. But by mid-1987, some progress was notable. By that 
time, the number of firms registered for VAT had increased by almost 5o 
percent over 1985, to 74,634. Moreover, pians were announced for expan
sion of VAT audits, to enable collections to increase by at least 20 per
cent for the year. 

Performance in income tax administration in the first three years of 
the reform was rather less promising, in spite of a much publicized "tax 
amnesty" designed to induce habitual tax evaders to enter the tax rolls. 
Under the amnesty, inspired partly by glowing reports on amnesties 
offered in Massachusetts in the early i98os, evaders were forgiven for 
past transgressions, provided they adhered to the law in the future.1 7 

Even so, non-oil income tax collections were running at only 40 per
cent of forecast imounts by late T985. By mid-1986, it was clear that 
not only was the amnesty a failure, but also that problems in income 
tax administration had begun to threaten the revenue objectives of 
retorm, and at the very least had eroded seriously the credibility of the 
income-tax portion of the reform. 

The Ministry of Finance decided to reverse these trends by creating, 
in June 1986, a special independent "strike force" of auditors, consist
ing largely of recent returnees from the overseas training program 
mounted as part of preparations for reform in 1981. Reporting directly 
to the director-general of taxes, the group consisted of 30 persons headed 
by a veteran official of proven capability." 

The results of the activities of this elite group clearly demonstrated 
not only the presence of great "slack" in tax administration, but also 
the tremendous potential returns available from investments in targeted 
audits. Two dozen companies reporting zero or negative tax liability for 
1985 were audited by this group between June 1986 and June 1987, at a 
cost of just under U.S. $20o,00o (Rp. 250 million). As a result, these 
firms were assessed U.S. $68 million (Rp. 87 billion), in taxes, fines, 
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million was still being disputed in
and penalties (another U.S. $S.9 

1988). The strike fo:v:x nerefore, yielded a direct return that was 340 

times the investment. Indirect returns, in the form of improved compli

ance from other firms riot yet audited, are unknowable but were surely 

substantial. 9 

IV. Lessons 

Some fairly clear lessons can be drawn from the Indonesian experience 

with tax reform in the middle i98,s. It is not, however, obvious that all 
coun

of these lessons have much relevance for other times or other 

tries, or even, for that matte; Indonesia in the 199os. 

The first and perhaps most important of these lessons applies to eco

nomic policies generally. The Indonesian experience with tax reform 

virtually all economic policy reforms in that country-attests-indeed 
to the critical importance of continuitv, commitment, and competence 

among top economic decisionmakers. Tne reform was conceived and 

nurtured by the then minister of finance and implemented by him and 

thiec other current and former ministers (including a newly appointed 

minister of finance in 1983). All served as persuasive champions of the 

reform package before the president, the legislature, and the public. All 
charge of economic

had served more or less continuously as officials ir 

policy since 1967: between these four people was a remarkable total of 

three-quart,.rs of a century's experience as ministers of the government. 

All four continued to serve in the government through mid-March of 

1988, two as cabinet members. 
The track record of this economic team is a long one; it is widely 

recognized as a very good one. Perhaps one reason their record was good 

was long, in more than one sense. More by
was precisely because it 

experience than by training, this unusual group of officials developed a 
rare enough among

long-term perspective on economic policy tha . is 

economists and rarer still among policymakers. In times of prosperity 

and abundant financial resources, their influence waned, along with 

or hard policy choices for which the economic team
the need 

was 
oil

noted. Consequently, economic policies in the first and second 

booms, in 1973-75 and 1979-82 respectivAy, bear the stamp of other 

government officials having much shorter policy horizons. Such inter

ludes were utilized by the economic team to plan alternative policies 
was

for copi~ig with future rounds of economic adversity. The team 

therefore prepared to respond to economic crises after 1982. not only 

http:three-quart,.rs
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with policies for short-term management, but also with a series of pol
icy reforms focused upon restructuring of the economy in the medium 
to long term.20 

The Indonesian experience, then, suggests that competence and con
tinuity in economic policymaking are critical for success in policy
reform in general and tax reform in particular. The usefulness of this 
lesson for other countries is not so apparent. Although many countries 
may be blessed with an ample supply of competent economic analysts
available for cabinet positions, not many (including, perhaps, the Indo
nesia of the future) can count on them staying in office long enough to 
duplicate the achievements of the Indonesian economic team of the 
past two decades. 

The second lesson, not unrelated to the first, attests to the impor
tance of distinguishing between tax reform initiatives that are polit
ically impossible and those that are merely politically difficult (see
Harberger, c:hapter 2), and then identifying approaches for surmounting
such difficulties without expending energies on overcoming the impos
sible. Sensible tax reform of course requires avoiding ineasures that seek 
to attain the politically impossible, however advisable these may be on 
economic, administrative, or equity grounds. In Indonesia these would 
have included a shift to a direct consumption tax, the abolition of 
deductibility of interest in tandem with the exclusion of interest 
income from the tax base (Gillis, 1985), and incarceration of tax evad
ers. Many o,.her measures were widely aleged to be politically impossi
ble but in iact turned out to only be politically difficult, to one degree 
or another. Income tax incentives were alleged to be politically untouch
able, as -,vell as tax preferences for cc peratives and tax exemption of 
income of civil servants. In the end, incentives were abolished, prefer
ences ended for cooperatives, and civil servants' income became taxa
ble. In each case, the architects of reform invested considerable time 
and energy in overcoming political objections to each m-asure. 

The th'.-d lesson that may be drawn from the Indonesian experience 
is that at least in developing-country tax-reform programs where reve
nue objectives are important, relatively heavier stress should be placed 
on changes in indirect rather than direct taxes. Certainly the Indonesian 
reform would already be marked as something of a failure but for the 
revenue success of the VAT. This is not to argue against pursuit of fun
dam ntal income tax reform. It is to stress the inherently limited reve
nue potential of income tax reform, particularly personal income tax 
reform in most LDCS. This limitation stems both from administrative 
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complexities in income taxation and from the relatively small propor

tion of the population with incomes high enough to be taxed. 

A fourth lesson furnished by the Indonesian experience is the impor

tance of designing tax reform to enable the tax system to do that for 

v. hich it is best suited (the raising of revenues) rather than to seek goals 

for which it is ill-suited. Much of the revenue success of the reform, at 

least in its first three years, has been due to the fact that the reform 
objectives, including

not overloaded with nonrevenueprogram was 
to redress income maldistribution or foster eco

explicit tax measures 

nomic growth and stability. However, the revenue success of the reform
 

has n netheless contributed to both economic stability and the allevia

tion of poverty.
 
Astute fiscal specialists (Shoup, 1969; Bird, 1988) have long stressed
 

the revenue payoffs possible from investment in tax administration. A 

fifth lesson from the Indonesian experience is that such investments 

really can be made to pay very high returns. One dramatic example was 

in the operations of a special strike 
the investment of U.S. $200,000 

a direct 
force in tax audit in 1986-87, an investment that brought 

return of 340 times the initial outlay. Indeed, in the first year alone, this 

experiment yielded enough additional revenue to cover the costs of two 

as well: the overseas 
other major investments in tax administration 

981 -.88, and the 
training of about seventy-five young tax officials from 

entire cost of all hardware and software used to date in the new compu

terized tax-information system erected for the tax reform. 
be critically dependent

A sixth lesson is that successful reform can 
clearly the case in Indonesia 

upon the follow-up to reform. This was 

where the tax administration itself was, except at the highest levels, 

less than fully supportive of reform. Policymakers found it essential to 

closely monitor not only the initial implementation of reform by the 

tax administration, but to apply continual pressure for improved perfor

mance in tax collections throughout the first three years after it was 

put into place. 
A seventh lesson from the Indonesian reform merely confirms les

sons available from experience elsewhere: adoption of a VAT by a coun

try need not, and likely will not, have any significant impact upon that 

and almost certainly will not lead to greater
country's price level, 


inflation.
 
The final lesson available from the Indonesian reform is that good 

economics does matter in debates over the shape of tax reform. To illus
grounds of 

trate, Indonesian tax incentives were abolished not on 
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made availableabstract arguments but because the reform program 

empirical evidence clearly indicating the economic wastes and revenue 

losses associated with the incentives. The importance of ending tax 

incentives in the success of the reform cannot be overstated. Further, a 

flat-rate VAT was adopted because it could be shown that even a rela

a "money machine," provided a
tively low rate of VAT could become 

is 	used for all taxable goods, and provided the tax wasuniform rate 

collected on petroleum products and on imports.
 

Notes 

Indeed, radical measures proved unavoidable in the area of customs administration.i 
In April 198S, the government placed the sensitive task of certifying import values 

and tariff rates in the hands of a private Swiss surveying firm; most customs officials 

was done to reduce import bottlenecks arising both from 
were sent home. This 
excessively complex import procedures and corruption in the customs service. 

tax reform believed that, certainly in the Indo-
The architects of the Indonesian2 

uniform taxation was tantamount to a shift
nesian context, a shift toward more 

more "efficient" taxation. But "uniformity" was never confused with
toward 

"optimality"
 

3 As in the Benelux countries, VAT liability may be deferred for machinery imported 

for projects with long gestation periods. The Indonesian system allows deferral for 

to five years, or until the project begins commercial operation. In addition, raw 
one 

in export manufacture may qualify for
materials and equipment imported for use 
"suspension" of VAT, which for all practical purposes amounts to exemption. All 

departures from universal application of the VAT to products are summarized in 

Directorate for Indirect Taxes, Department of Finance, "Special Provisions Regarding 

Value-Added Tax" (Jakarta, May i9,1987). 
1986. Goods eligible for this treatment 

4 These modifications were all adopted in 

include low-cost housing, goods for the armed forces, cattle and poultry feed, and 

water. 
but, strictly speaking, are not exempt

5 	 Cattle and poultry feed are not subject to VAT 

as such (see footnote 3). Although 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 U.S. $S,oooor total capital level less than U.S. $8,ooo). 

use of inputs and machinery taxable
6 	 Where agricultural firms do make significant 

under the VAT, they may actually seek to register for VAT, in order to credit taxes paid 

on their purchases against taxes due on sales. 
base was made at 

7 The decision to include refined petroleum products in the VAT 

some political costs, as gasoline, kerosene, and similar products were never subject 

to the old turnover tax. But once that decision was made, it was apparent that with a 

uniform rate, anti virtually no exemptions, the VAT would be among the simplest and 

most collectible of any tax ever implemented anywhere. 

rate was 5 percent on taxable incomes equivalent to U.S. $i88 (1986), and
8 	 The Pm'm' 

reached jo percent on taxable income in excess of U.S. $14,030 (U.S. $1 = 1,282 
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Rupiah in 1986). For the i,s, the 20 percent rate applied to annual profits below U.S. 
of 

$1g,oo (t986). The highest rate of 4S percent was imposed on all profits in excess 

U.S. $39,000. 

under the old law, fully exempt from income tax for their first 
9 Cooperatives were, 

five years of operation, and nominally subject only to a 20 percent tax rate after the 

practical matter, however, few if any cooperatives paid any
aexemption period. As 

significant income taxes. 

io The rate structure is as follows (Rupiahs converted to dollars at 1986 exchange rates): 

for taxable income of $0-7,794, is percent; $7,79S-18,971, 2S percent; $38,972 and 

above, is percent. 

i i The 2o percent withholding tax can be lowered by tax treaty. 

No one expected the taxation of capital gains to result in significant revenue during
12 

this century. Rather, gains were made taxable only to protect the rest of the income 

tax, in order to prevent taxpayers from converting ordinary income into capital gains 

that formerly went untaxed. 
subjcct to progressive rates. Taxes on forest 

13 	 Rural nonforest land and estates were 

of logging royalties. Special negotiated rates also 
land were assessed at 20 percent 

so percent ecmption applied to residen
applied to mining lands. For urban land, a 


tial property.
 

14 	 The tax administration enjoyed wide latitude in granting exemptions by land use, by 

size of property, by ownership, and by value (Kcllcy, 1987). 
set at 2o percent

i S 	 To reduce transitional problems, the assessment ratio for 1986 was 

of capital value, to be raised in steps, eventually to ioo percent. 

In the early stages of VAT registration in i9 84 -3j, district offices ignored central 
16 

registration procedures and failed to forward applications for becoming
directives on 

VAT taxpayer to the computer sections of district tax offices, thereby reducing the 
a 

utility of the master file system for the 9o percent of VAT taxpayers who registered 

prior to correction of this problem. 
1984. It proa presidential decree issued in April

17 	 The amnesty came in the form of 
1984, provided amnesty

vided forgiveness on tax matters for all infractions prior to 

198S. When only a relatively small number of persons
seekers came forward before 


98S.

requested amnesty, the deadline was later extended to mid-

18 Members ot the strike force received an additional salary of about $400 per month 

(1986 dollarsl. 

19 Prospects for future specialized strike forces in tax administration are uncertain. 

Some members, including the head of the group, were subjected to clearly false libel

ous accusations, presumably from interests harmed by the undertaking. 

was carried out by the economic team in 
A series of five major policy adjustments2o 
1983 alone, only two of which can be characterized as examples of short-term crisis 

freeze on government consumption in Janu
management policies. These two were a 

ary and the cancellation and/or postponement in May of billions of dollars worth of 

a highly capital-intensive nature. The other 
large-scale governmental projects of 

reforms were focused primarily on longer-term structural adjustments. The first was 

involving a drastic reduction 
a reversal in domestic energy policies in January 1983 

in subsidies to domestic energy consumption. The second was a major devaluation 

in March. The third was adoption of fundamental financial reform in lune, involving 

liberalization of interest rate policies. 
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The Political Economy of the 
Jamaican Tax Reform 

Roy Bahl 

The policy analysis and implementation that led to the 1986 and 1987 
to the growingan important addition;amaican tax reform may be 

knowledge about taxation in developing countries.' The reform pro

it covered the entire tax system, encompassgram was comprehensive: 
ing both the tax structure and tax administration (see chapter i. And, 

like the Indonesian reform discussed in chapters 2 and 4of this volume, 

Most important,it involved the development of a training program. 

however, the underlying research considered not only the reform of each 
new system would fit 

tax in the system, but how the pieces of the 

together. Among other things, this meant trying to find the right set of 

connections among tax policy, trade policy, and industrial policy. If the 

Jamaican tax reform study is to lay any claim to fame in this literature, 

it is due to this comprehensive approach. 

This study raight add to the literature in three other ways. First, 

Jamaica was reorienting its entire system in the i98os and tax reform 

was to be a part of these broader changes. Edward Seaga was elected prime 

minister in T980 with a mandate to replace the direct controls that had 

an export-driven, private-sector-ledlong governed the economy with 

economic growth strategy. The challenge to the project was to find a tax 

package that would fit this mandate and be politically acceptable. Sec

enough to give an opportu
ond, the Jamaica reform was comprehensiv 

nity to observe the possibilities of "shocking" the tax system and still 

having a viable reform something history tells us is not likely to be 

successful. Third, the experience in Jamaica can add something to what 

is known about the politics and the process of tax reform, i.e., how to go 

about involving interest groups and the general public in the design and 
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"selling" of a comprehensive tax reform without compromising the 
integrity of the reforms. Fourth, this study gives some insights into 
how to get over the initial hurdles of implementation -"the science of 
implementation," if there is such a thing. In fact, just as in the Indo
nesian effort (chapter 4), the project stayed with the work through the 
public debate and to implementation, and was involved in the early 
stages of monitoring the performance of the new system. 

This paper summarizes the results of this four-year effort. The goal is 
to fit the pieces together and to tell the story in a context of the politics 
and the economics of the Jamaican tax reform. The concluding section 
of this chapter lists the lessons learned from this work and draws some 
parallels with the conventional wisdom. 

The Jamaican Economy 

If the reform of a tax system is not in step with the goals of a govern
ment's economic and political program, it can have little chance for 
success. The best of tax reforms will not have the desired effects on the 
economy, and quite possibly will make matters worse, unless it is 
designed to reinforce the macroeconomic plan which the government 
intends to follow. The Jamaican tax reform was a continuing process of 
trying to stay up with the changes in the Jamaican economy and in the 
government of Jamaica's economic policies. To understand the work of 
the tax project and the factors that shaped the design of the reform pro
gram, it is necessary to understand the economic and political context. 

MacroeconomicPerformance 

The Jamaican economy suffered a severe and sustained contraction from 
1973 through 1980.2 Estimates published in the International Mone
tary Fund's (iMr) InternationalFinancial Statistics show the following: 

GDP (1980 prices) declined i8 percent 
GDP per capita (i98o prices) declined 26 percent 
the Consumer Price Index rose 304 percent 
government expenditure rose 419 percent 
government revenue rose 274 percent 
net foreign assets dropped U.S. $582 million 
estimated unemployment rose from 22 percent to 27 percent 

There was no economic miracle in the first half of the i98os. The 
Seaga administration lived up to its promises by turning government 
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policy toward deregulating the economy and changing its orientation 

from import substitution to export-driven. However, there was a long 

way to go, foreign exchange reserves were short, the government trea

sury was all but bare, and the government had to ride out the collapse of 

the bauxite industry. Moreover, there was considerable pressure from 

foreign creditors to adopt more austere economic policies and there 

would be an election in 1984. Still, many felt that economic policy did 

not go far enough or fast enough. 
The Jamaican economy grew slowly in the first half of the I98os. 

Real GNP increased by only 2.6 percent between i98o and 1986 (table 

s.i). Though even this modest increase represented a turnaround from 

the real 18 percent decline between 1973 and 198o, Jamaica's growth 

has remained weli below that of other developing countries and below 

that of most Caribbean countries. The i98o-86 period was also one of 

economic instability. There were real GNP declines in 1984 and 1985, 

the Jamaican dollar was devalued in 1983 and 1984, and the rate of 

inflation varied erratically between 5 percent in 1981 and 31 percent in 

1984. 

The foreign exchange shortage has remained acute in the 198os, in 

spite of very sizable devaluations. Imports, particularly of consumer 

goods, fell significantly in response to the devaluation, but the current 

account balance of payments deficit was about 14 percent of GDP in 

1984. Despite rescheduling, foreign debts outstanding grew relative to 

export earnings and external debt increased from the equivalent of 9o 

percent of GDP in 1983 to T45 percent in 1986. 

Inflation increased by more than 30 percent in 1984. This was due to 

a 77 percent increase in the exchange rate, the removal of subsidies on 

certain foods and public utility rates, and the rapid monetary growth of 

past years. The U.S. dollar moved from an ;iverage J$2.76 in 1983 to an 

average J$4.oo in 19S4. This devaluation was largely the initial response 

of market forces to the liberalization of a previously pegged underval

ued exchange rate. The new system was a managed float operated 

through a biweekly auction system. The money supply (Mi) grew by 

about 21 percent in 1983 and 14 percent in 1984. 

The government deficit had reached more than 17 percent of GDP in 

1983, by World Bank accounting, but had fallen to below 6 percent by 

1986. The reduction was accomplished by a substitution of external for 

domestic borrowing, tax rate increases (especially the stamp duty on 

imports), and an expenditure reduction program. About 4,000 positions 

(4 ,ercent of the civil service positions) were cut in 1984. 
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Table s.i Selected Indicators of the Performance of the Jamaican Economy 

Per capita C.1I3J$) 

Real 
Nominal 

CGOgrowth rate (percentages)
 
Real 

Nominal 


Rate of inflation (percentages)
 
cri average annual (point to point) 

GMI' deflator 


Fiscal deficit (in J$ millions)
 
Real 

Nominal 

Percentage of GUI' 


Foreign debt outstanding 
Nominal (in US$ millions) 

Percentage of export earnings 


Percentage of government expenditure 


Balance of payments (in US$ millions)
 
Current account deficit 

Percentage of GUi' 


Exports (in US$ millions) 
Percentage of GDi 

Imports (in US$ millions) 
Percentage of GDI, 

Exchange rate (percentage average) 

1975 i98o 1981 

1,o69.5 856.8 867.9 
1,292.0 2,226.9 2,439.2 

-o.5 -S.8 2.7 

20.5 11.1 11.0 

15.7 28.7 4.8 
20.8 17.9 8.i 

211.3 319.5 313.8 
255.3 830.4 881.8 

9.8 17.5 16.7 

388.3 2,055.4 1,311.1 
49.5 214.2 134.0 

37.6 164.5 172.7 

282.8 166.o 336.8 
9.9 6.2 11.4 

784.0 959.2 978.1 
27.4 36.2 33.1 

1,123.5 1,172.6 1,481.1 
39.3 44.2 50.1 

0.9091 1.7814 1.7814 

Source: (;o-Statistical Institute of Jamaica, National Income and Product 1986; cPI 
-Bank of Jamaica, StatisticalDigest, various years; fiscal deficit-World Bank, Jamaica: 
Economic Situationand Public Investment, vol. 1,p. 48, and Bank of Jamaica, Statistical 
Digest, various years; foreign debt-Bank of Jamaica, StatisticalDigest, December 1981 
and July 1987; exports- Planning Institute of Jamaica, Economic and Social Survey, 

Social Conditions 

The 198o-85 period was a hard one for most Jamaicans. Though the 
average per capita GNP was U.S. $940 in 1985, much of the population 
lives near a subsistence level of income. It is estimated that 40 percent 
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Percentage
 
change 

1986 198o-861984 1985
1982 1983 


862.6 	 866.0 844.0 794.9 803.3 -6.2
 

5,706.0 156.2

2,658.8 3,114.4 4,089.5 4,852.4 

1.1 2.3 -1.4 -4.5 2.2 n.a. 

10.9 19.3 33.6 20.3 I8.8 n.a. 

10.4 n.a.
7.0 16.7 31.3 23.3 

n.a.26.o 16.39.7 16.6 34.8 

84.7 -73.5io6.1313.2 335.6 144.1 
-27.6965.4 1,2o6.4 698.0 647.6 6oi.6 

5.8 4.5 n.a.7.5
i6.5 17.3 


3,520.0 71.32,739.9 3,266.9 3,261.6 3,499.0 
581.7 n.a.464.4 615.5356.5 476.4 

188. 1 213.4 350.9 429.5 344.4 n.a. 

105.6 -36.4408.6 358.7 335.3 304.4 
9.9 14.2 15.1 4.3 n.a.12.4 

605.1 36.9702.4 568.5768.5 685.7 
n.a.23.4 x9.8 29.3 27.9 25.0 

16.71,143.7 976.41,375.9 1,281.0 1,183.3 
54.8 40.3 n.a. 

42.1 40.7 48.4 
502.65.5586 5.4778

1.7814 1.9322 3.9428 

1982, 1984, and 1986; government expe ditures-World Bank, Jamaica:Economic 
197S, 

Situation and Public Institute, vol. i, and Bank of Jamaica, StatisticalDigest, various 

years; balance of payments -lnternational Monetary Fund, InternationalFinanceStati

stics, and Planning Institute of Jamaica, Economic and Social Survey, 1986. 

of the national income is earned by the top io percent of the popu

lation, and that this inequality has not been significantly reduced in 

the past two decades. The distribution of land wealth, as might be 

expected, is even more skewed.4 When it is reported, then, that average 
onereal per capita income decreased by J$62 between 198o and 1985, 
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can imagine that there was some considerable worsening of living stan
dards for the poor. 

The inflation of over 30 percent brought on by the devaluation was 
led by an increase in food prices, and deregulation and removal of subsi
dies led to some increases in public utility charges, petroleum prices, 
and housing rents during this period. A food stamp program was put in 
place in 1984 to provide some relief to lower-income Jamaicans. The 
unemployment rate, though difficult to measure, appeared to be 15 per
cent or higher. Jamaican authorities report the percent of labor force 
employed to have risen from 72 percent in i98o to 77 percent in 1984. 

Jamaica's "brain drain" of the I970s-educated Jamaicans migrating 
abroad in search of better economic opportupity-imposed a heavy cost 
on the economy There was a net outmigration of 129,000, or f) percent 
of the (average) population between 1974 and I98O. The outmigration 
has continued into the 198os, although at a lower rate. Between I98i 
and 1984, 1.4 percent of the (average) population (30,500 persons) 
migrated from Jamaica. 

Economic Policy 

The Seaga administration's economic program was outlined in the Min
istry of Finance and Planning Ministry Paper 9, "Taxation Measures 
1982-83." This program counted on controlled expansion of aggregate 
demand to bring order and real economic meaning to relative price 
movements in commodity, labor, money, bond, and foreign exchange 
markets, and to the distribution of income and wealth. Implicit in the 
program was the proposition that economic growth and efficiency
would be improved if private markets and private decisions were per
mitted a larger role. Accordingly, Ministry Paper 9 proposed to reduce 
public ownership of commercial enterprises, public sector control of 
prices (except the prices of foreign exchange), and regulation of imports, 
exports, and domestic investment. 

The economic program which the government has actually followed 
since the issuance of Ministry Paper 9 has been consistent with the 
strategy outlined, with a notable and important exception. Import 
licenses and price controls were for the most part phased out as prom
ised. The government deficit has been reduced dramatically and the 
first phase of a comprehensive income tax reform has been undertakcn. 
Most of these initiatives have not gone so far as some had hoped, but 
the program has generally been in the direction promised. 

The notable exception is the foreign trade regime. The price of for
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-ign exchange has not been decontrolled-except for a period during 

1983-84 when there was a "controlled float" of the Jamaican dollar

and the foreign exchange shortages in the economy persist. As discussed 

below, the taxation of international trade has probably exacerbated the 

problem. The formulation of a consistent trade policy still remains at 

the top of the government's list of unfinished economic reforms. 

Foreign Pressure 

Jamaican economic policy since i98O has been shaped, partly if not 
some cases

largely, to satisfy the conditions imposed by creditors. In 

these actions compromised the design and implementation of the com

prehensive tax reform. 
The government negotiated separate loan agreements with the World 

Bank, the IMF, and the U.S. government in 1981-82. The agreement 

with the Fund provided for a target deficit level of io percent of GDI, by 

fiscal year 1983-84. When the government did not meet this target, the 

IMF beg..n to push for a deficit reduction program. With the unemploy

ment rate in the 2o percent range and the bauxite sector declining, sub

stantial public employment reductions seemed out of the question. The 

tax rate increases on the perennial excisegovernment turned first to 

products-cigaretes and spirits-and in the following year to the major 

rate increases under the import stamp duty mentioned above. 

These discretionary actions affected the pl!anning for the tax reform 

in several ways. First, it seemed (at the time) to make it all the more 

clear that major tax reductions of any kind would be out of the ques

tion, and raised the possibility that the structural reforms would have 

to be introduced simultaneously with a tax increase. Second, the import 

duty rate increases effectively introduced a major new indirect tax and 

further distorted the pattern of relative prices. As a result, the simplified 

general sales tax (the general consumption tax, or "C.CT") that would be 

proposed as a substitute for the existing system of several indirect taxes 

would be harder to sell because it would now be even more of a "shock" 

to the system. 
An agreement with the World Bank led to a trade liberalization pro

1987. This, in effect, recalled the stamp duty rate gram beginning in 
1986. The program called for a "flatincreases enacted in 1985 and 

tening" of the duty rate structure and the elimination of most import 

exemptions, hence it moved the import stamp tax structure back in the 

direction of the proposed GCT. This would have made implementation 

easier except that the Bank and the government agreed to postpone 
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implementation of the GCT and to consider a program of export rebates. 
Another major influence was U.S. government policy. Though neither 

its balance of payments loans nor its project assistance carried condi
tions in the same way as did the Fund and Bank loans, U.S. foreign 
policy did play a role in shaping tax, trade, and industrial policy in 
Jamaica. First, it was the U.S. government that provided the funding for 
the comprehensive tax reform project. Second, there was always the 
implied threat that Jamaican economic policy, should it take a wrong 
turn, could dampen U.S. enthusiasm for supporting the programs of the 
Seaga administration. Third, and perhaps most important, was the U.S. 
tax reform of 1986. By lowering the corporate rate to 34 ?rrcent, it com
promised the foreign tax credit position of U.S. firms i:ivesting in 
Jamaica and gave the tax reform program one more argument for lower
ing the corporate rate. 

The Setting for Tax Reform 

In some ways, Jamaica in the early i98os was not the ideal setting for 
tax reform. Successful tax reform in almost everyone's eyes meant tax 
reduction, an understandable reaction to the slow growth in the econ
omy, inflation, and the resulting income tax bracket creep. But given 
the size of the government deficit, tax reduction seemed a farfetched 
possibility. There was considerable pressure to hold the line on expen
diture retrenchment. Such cuts would almost certainly mean reduc
tions in government employment, and would have :o take place at a 
time when ui'employment was very high and when the private sector 
economy was performing too poorly to absorb the surplus labor. Major 
budget cuts in other programs seemed out of the question because of 
the potential disruption to the economy and because of the obvious 
political drawbacks. 

This meant that if tax reduction was to be accomplished, it would 
have to come at the expense of in increase in the government's budget 
deficit or a reduction in some other cost of government. The former 
would not be a possibility for two reasons. First, increased domestic 
borrowing would put more pressure on domestic prices. Second, the 
iMF loan agreement required a reduction in the government deficit and 
a ceiling on domestic credit. The cost reduction route was only a little 
more promising. One possibility centered on the state enterprises, 
which were a known drain on the central government budget. There 
was a call for divestment in some cases and for increased user charges 
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to cover operating costs in others. But divestment takes time, and 

increased user charges on some items (e.g., electricity) would have been 

even more unpopular than increased taxes. Another deficit reduction 

strategy would center on removing some costly government subsidies, 

for example, raising the price 	of petroleum products or eliminating 

import duty exemptions on a wide variety of producer goods. Though 

some of these measures were eventually taken, tl'ey nroved to be as 

politically difficult as had been expected. 

There were some favorable aspects of the setting for a comprehensive 

tax reform. First, and most important, the tax system was believed to 

be, and was in fact, unfair. This widely held public view turned out to 

mean that the horizontal inequities inherent in the present tax struc

ture and accentuated by the way the system was administered had gone 

beyond tolerable limits. Piecemeal reform to fill this year's revenue gap, 

long the approach taken to the annual budget crisis in Jamaica, would 
labor, the press, and no longer be acceptable. The 	public -business, 

have given the Seaga administration aforeign investors-seemed to 

clear mandate to put forward a plan for a complete overhaul of the tax 

system. This dissatisfaction and the willingness of the government to 

think carefully through the problems with the present system were keys 

to the eventual implementation of the reform. 

A second stimulus was the foreign donors. The IMF was pressing the 

government to reduce the fiscal deficit and limit domestic borrowing. 
aThe Fund took its usual position of being agnostic about whether 

balanced budget balance should be achieved by tax increases or expen

annual advice on which tax rates toditure reductions, but it gave 

increase in order to fill the fiscal gap. The World Bank was more aggres

sively pressing for tax structure change in the areas of tariff reform and 

indirect taxation. The U.S. government did not condition its aid pack

age on tax reform, but it did urge changes in the tax system and financed 

the tax project that was eventually to lead to the reform. These external 

pressures made it urgent and politically beneficial for the government 

to embrace "its own" tax reform project. 

Third, the Seaga administration's political hand was strengthened 

in the 1984 elections when its party (the Jamaica Labour Party) won 

parliament in an uncontested election. The issues that led to this polit

ical victory did not have to do with the economic reforms, but the 

control of parliament did mean that the reform program would eventu

ally be reviewed and decided by a more friendly and unified parliament 

than otherwise would have been the case. 
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Table 5.2 The Changing Structure of Taxes in Jamaica, 198o-88 
(as percentage of total taxes)' 

8o-8i 81-82 82-83 83-84 84-85 85-86 86-87 
Budget 
87-88 

Taxes on 
foreign trade 44.7 45.5 38.5 34.0 40.5 44.2 42.2 44.8 
On imports h 

(17.2) (20.0) (22.5) (23.6) (21.2) (32.1) (30.0) (35.8) 
On exportsc (27.5) (25.5) (16.o) (10.4) 9.93) (12.1) (12.2) ( 8.9) 

Taxes on 
consumption 22.0 19.8 20.7 23.7 20.2 19.3 18.5 14.5 
Sumptuary (12.4) (10.3) (Io.5) (12.2) (Io.S) (1o.I) ( 8.6) (n.a.) 
Othere ( 9.6) ( 9.5) (10.2) (115.) ( 9.7) ( 9.2) ( 9.9) (n.a.) 

Taxes on 
income and 
wealth 33.3 34.6 40.6 42.3 39.3 37.8 39.2 40.8 
On companies' (i r8) i2.6) (17.2) (I3.4) (13.81 (14.1) (17.6) (16.9) 
Onindividuals9(1 9.4 )011property" { 2.1) 

(20.1) 
( 1.9) 

(21.3) 
(2.1) 

(27.2) 
{I.7) 

(24 5) (22.8) 
(1.o) (o.9) 

(20.9) (22..3) 
0o.8)(1.6) 

Total as per
centage of CDP 23.4 26.9 26.1 23.3 25.4 26.2 30.6 30.6' 

Memorandum 
items (as per
centage of 
total taxes) 
Taxes collect
ed at import' 9.0 13.9 16.z 16.1 i5.5 26.3 i9.6 n.a. 
Bauxite taxes' 26.6 24.5 15.0 9.0 16.8 9.3 9.9 6.6 
Total con
sumption 
taxesk 39.2 39.8 43.2 47.3 41.4 51.4 48.6 50.3 
'Total taxes include the bauxite levy. 
hTaxes on imports include customs duty, tonnage and warehouse fees, consumption duty 

on imports, stamp duty and additional stamp duty on customs inward warrants, and 
retail sales taxes collected on imports plus consumption duties on motor fuels and the 
balance of retail sales taxes. 
'Taxes on exports include bauxite taxes (defined in note J)plus the following taxes on 
tourism: travel tax, tax de sejour, additional hotel tax, and hotel license duty 
dSumptuary taxes arc consumption and excise duties on alcoholic beverages and tobacco 
products. 
'Other consumption taxes include other excise duties; other consumption duties; other 
stamp duties; entertainment duty; taxes on betting, gambling, and lotteries; and miscel
laneous taxes and licenses such as motor vehicle licenses, telephone tax, and retail sales 
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tax on used vehicles. 
'Taxes on companies exclude taxes on bauxite companies but include betterment taxes 

and bank and trust company surcharges.
 

'Taxes on individuals include individual income tax, PAVE, and the education tax. (Note
 

that both this item and total tax revenues are understated because information on other 

payroll taxcs--NIS, NHT, and HEART in particular-was not available for all years.)
 

hTaxcs on property consist solely of the property tax.
 

Taxes collected at import include customs duty, tonnage and warehouse fees, consump

tion duty on imports, stamp duty and additional stamp duty on customs inward war

rants, and retail sales taxes collected on imports. 
bauxite companies.

'Bauxite taxes include the bauxite levy and company trxes ,n 

kTotal consumption taxes are the sum of taxes on consumption and taxes on imports. 

Source: The basic source for most of the tax data is the monthly statement of revenues 

1982-83 were estimated on the basis of
A few numbers forfrom the Collector-General. 


preliminary data because the available final data did not contain as detailed a breakdown
 

for the most part estimated by the Board of 
185--86 were as desired. The figures for 

from the bauxite levy were assumed to decrease by the 
Revenue. Collections for 198 -86 

same proportion as projected output over the previous year (Planning Institute of Jamaica, 

. Other information on[984-8s, p. 25 
QuarterlyEconomic Report, October-- December 

(p. 6o), except that the out-turn for fiscal 
from the same sourcethe bauxite levy came 

the results for the first
proportion of target as 

1984-85 was ,-stimated to be the same 
;oIy data on a fiscal-year basis came from the same source (pp. 

three qtoarters of the year. 

24-25) for 198--84 to 1985-86. The middle estimate is used for the latter year. Fiscal

estimated from calendar-year data in Statistical Institute of 
year cGOifor earlier years was 

o8;, on the assumption that growth was even 
Jamaica, National Income and Product 


throughout each year.
 

Finally, it should be noted that at the time the first of the new reforms 

be put in place (1986), the Jamaican economic situation 
was to 
improved. The decline in oil prices, a lower rate of inflation, and a good 

tourist season all set the stage for the individual and, later, the com

.o produce far more revenue than had been 
pany income tax reform 

expected. The extent to which the tax program itself was responsible 

for this favorable economic performance is an issue that we take up 

below. 

Fiscal Structure 

At the time of the initiation of preparations for tax reform, Jamaica was 

taxing at a level equivalent to about 23 percent of GNP. Since 1983, this 

share has grown to 30 percent, primarily because of the increasing use 

of import taxes. We will see that by world standards this is a very high 

level of taxation. 
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The structure oi Jamaican taxes is described in table 5.2. By 1983, the 
tax structure was relatively balanced in the sense that taxes on income, 
domestic production, and foreign trade were all important components. 
Between 1983 and 1986, however, the taxation of domestic production 
had declined in favor of increased taxes on imported goods. The current 
situation-with nearly half of all taxes derived from foreign trade-is 
that Jamaica's fiscal position is very sensitive to its foreign-exchange 
position. Individual income taxes have not increased as a share of total 
financing since 1983. 

Problems with the Pre-Reform Tax System 

Analysis of the Jamaican tax system indicated that there were three 
fundamental problems to be resolved. The first is that taxes were too 
high and, as a consequence, the investment of financial and human 
capital in the economy was being discouraged. Second, the tax system 
had badly distorted the structure of relative prices and therefore eco
nomic decisions. As a result, the economy was not performing as 
efficiently as would be the case under a system that was more neutral 
in its effect on relative prices. Third, a poor administration taxed only 
that income and consumption that could be easily reached, thereby 
narrowing the effective tax base and making the system unfair. 

Were Taxes Too High? 

It is the rare country where the public does not feel that it is overtaxed. 
At the beginning of the tax project in 1983, the tax ratio' was 23.3 
percent and was thought to be "too high." But the complaint that taxes 
are too high can mean many things. It can signal a dissatisfaction with 
the quality and type of public services being provided, as was case of 
the U.S. tax revolt of the late I970s. Another possibility is to argue that 
taxes are too high by international standards and this somehow makes 
Jamaica less competitive in attracting investment. Finally, and perhaps 
a more appropriate argument in the case of Jamaica, is that high taxes 
discourage work effort and savings and bias investment decisions in 
such a way that economic growth is slowed. 

InternationalComparisons.To answer the question whether Jamaica 
taxes more heavily than do other countries, we make use of what has 
become known as "tax effort" analysis, where "tax effort" is defined as 
the extent to which a country utilizes its taxable capacity. This tech
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Taxation Norms in Developing Countries 
Table 5.3 

Jamaica 
Jamaica Source 

Estimated Sample SampleActual 
size ranking equations

average
value valueMeasure 

Tax/;NI' rat O{ 
lI (1)52 


I 2'.1 (2)1)8" 21.1 16.6 
47 13
16.1
17.9
19.0
1972-76 47 (3)10
15.1
19.s
1969-71 19.4 (4)12
49
13.616.916.91966-68 

Tax Eftort Index 21)
52 1(
-
-1.1017
198 1 47 (3)
18 
--1.0640
1972-76 47 23 (3)
--0.9930 


0.9986 

I969-71 25 (4) 

-1966-68 


Estir,,atig Equations + .0 2 j6D*Ypa
+ .o9 6MXy - .004D 

= + .2116Ny
0.1148 - 0.021 sYpaI. Ty (- 0.107)2.28) (4.91)(1.811)17.41,)- 4.1981 


Adi R2 0.4681
 
+ °. 1 938XY 

2. Ty = 9.9949 - 0 .0 0 0 8(Yp-XP) + °. 4o68Ny 
(3"12)(S.41)) (-- 0.14)(6.1 

Ad R' 0.411 
+ o.osXy+ o.ooi1Yp-Xp) + o.4 4 Ny (1-17)1.Ty = 11.47 (5.45)(7.841 o.181 


Adj R2 0.76
 

-. o 7 42AY 
 + 0. 2 9 SiNY 
4.TY = 14.95 

(9.682) (2.074) (1.678)
 

where
 
Ty = ratio of taxes to GNI'
 

per capita income in thousands of U.S. dollars
 
Ypa -


Yp per capita income in U.S. dollars
 

Xp per capita export income
 

Xy share of nonmineral exports in GN'
 

Ny share of mining in ;aw
 

Ay share of agriculture in ;iw
 

sum of imports and exports as a share of cot' 
MXy = = o

i,if Caribbean; otherwise, D 
1) is the dummy variable - and BarryTait, Wilfrid Gratz,

Equation 2-Alan 
nOtICC: Eqoation 1-see text; 

a 
EiLlhcngrccn, 'International Comparisons of Taxation for Selected Developing Countries, 

Equation 3 -Raj
26 (March 1979):12.3-56; 

IMF Staff Wrking Papers 

Chelliah, Hessel Baas, and Margaret Kelly, "Tax Ratios and Tax Effort in Developing Coun
° 

tries, 1969-71," IMF Staff Working Papers 22 (March I975):IP7-2 5; Equation 4 -Roy 

to Tax Effort and Tax Ratio Analysis," IMF Staff Working 

Bahl, "A Regression Approach 

Paners 18 (March 1971):S70-
6 13. 

1972-76," 

http:0.107)2.28
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nique of international tax comparisons was originally developed by Lotz 

and Morss' and extended by Bahl 7 as an ongoing project of the Fiscal 

Affairs Department of the International Monetary Fund. Since the early 

work, the Fund has continued on a periodic basis to make intercounty 

comparisons using basically this approach.' 
The earlier Fund studies showed Jamaica's estimated taxable capac

ity, or taxable potential, to increase from 16.9 to i9.5 percent of GmD 

and then to fall off to 17.8 percent during the 1972-76 period (table 

5.3). For other developing countries in these samples, however, esti

mated taxable capacity continued to increase. Jamaica was an "outlier" 

in the 1970s in the sense that its capacity to raise revenue was actually 

declining. However, the publhz sector did not retrench; in fact, the gov

ernment expenditure-.DP elasticity averaged about 2.0 over the 

1974-80 period. Jamaica's actual level of taxation and its tax effort (the 

actual ratio of taxes to GNP divided by estimated taxable capacity) 

increased through the 1970s with the result that tax effort was 6.4 per

cent above the international norm by 1972-76. 

We have updated this analysis to 1983. In the regression model 

specified here, four determinants of taxable capacity are included. Thc

tax ratio is hypothesized to vary directly with the level of per capita 

income and with two measures of the availability of "tax handles," the 

openness ratio (MXy) and the share of mining and other extractive activ

ities in GNP (Ny). The former, measured as the ratio of imports plus 

exports to GNP, enhances taxable capacity because of the relative ease 

of taxing the foreign trade sector; and the latter is meant to reflect the 

greater taxab]e surplus associated with mineral exports. A dummy vari

able is included for Caribbean location (D = i is Caribbean location) to 

account for the greater taxable capacity that comes with close proxim

ity to the U.S. market. 
This equation is estimated on 1983 data for fifty-two developing 

nations, with results shown in equation (i) of table 5.3. Nearly half of 

the variations in the tax ratio are explained. The openness ratio and the 

mining share are significant (at the o.i level) and have the expected 

positive signs (t-statistics are shown in parentheses). The negative 

the per capita income variable suggests that after onecoefficient on 
accounts for the foreign trade and mining "tax handles," higher income 

LDCS appear to tax away a smaller share of GNP. This would be consis

tent with the hypothesis that a given share of GNP is needed to cover the 

"fixed cost" of government, no matter how small the country. Above 

this basic share, the effective tax rate may fall as income increases. A 

http:expenditure-.DP
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Caribbean location does not significantly affect the tax ratio per se. 

This equation has been used to estimate taxable capacity in 1983 for 

each of the fifty-two countries in the sample. By this measure Jamaica 

has a predicted taxable capacity of 2 1.1 percent of GNP. Its even higher 

actual level of taxation (23.3 percent), then, gives it a tax effort which is 

10.4 percent above normal and ranks Jamaica nineteenth among these 

countries (table 5.3). Of the ten member nations of the Caribbean Com

mon Market (CAIUCOM) included in this sample, only Dominica, Guy

and Tobago show a higher tax effort. The regressionana, Trinidad, 

approach tells us that by international standards Jamaica is higha 

taxing country, and that its relative level of tax effort has been increas

ing during zhe last decade. 

NarrowBases. Another explanation for the dissatisfaction with the level 

of taxation in Jamaica is that nominal tax rates are too high. As shown 

above, Jamaica's 23.3 percent tax share of GNP in 1983 is high by world 

standards. This is a more onerous burden if GNP is not fully included in 

the tax base. A recurring theme in the Jamaica tax story is that the base 

of virtually every tax has been significantly narrowed by exemptions, 

preferential rate treatment, and administrative cc;nstraints. The result 

has been that nominal (marginal) rates had to be set very high to satisfy 

revenue requirements. 
Before refor m in 1986, the individual income tax base was narrowed 

by the exclusion of perquisites of "allowances" from tax, by sixteen 

personal tax credits, and. by the preferential treatment of wages earned 

from overtime work. More importantly, poor administration meant that 

only the sector of the economy subject to witholding--the Pay-As-You-

Earn (PAYE) sector-was effectively taxed. Dividend income was not 

fully reached because of poor administration, and interest income 

earned from bank deposits and capital gains was not taxable. The result 

was that only about 40 percent of the true taxable base was actually 

taxed. In order to raise the necessary amount of revenues the lowest 

marginal tax rate was set at 30 percent with no standard deduction and 

it reached 57.5 percent at the relatively low income level of 1$14,ooo. 

The frequently heard complaint that the income tax system discouraged 

work effort and investment really meant that those who were included 

in the income tax net were forced to pay very high marginal rates. 

A similar story may be told for five payroll taxes, none of which have 

yet been restructured. The education tax and the IIuman Employment 

and Resource Training (HEARr) trust are not contribution programs, and 
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like the individual income tax, their base does not include allowances 
for the sell-employed sector. The base of the three payroll tax contribu
tion programs-each of which contains a significant tax element-is 
also narrowed by statutory exemptions (there is a ceiling on wages taxed 
under the National Insurance Scheme) and allowances are not taxed. 
Removal of the NIS ceiling and the taxation of allowances alone would 
have permitted an equal yield reduction in the average rate on the three 
contribution programs by over i percent of wages. 

The base of indirect taxes was also limited by exemptions. In 1985, 
only about 20 percent of the value of all imported goods was subject to 
import taxes. As a result, the import stamp rate was over 2oo percent 
on some items, and was 30 and 16 percent on capital goods and raw 
materials, respectively. The base for domestic indirect taxes was also 
limited. Only about i6 percent of final consumption of services and 
one third of domestic manufacturing output was in the tax base. If the 
present indirect tax system, with the present base, were to be replaced 
by a value-added tax of the manufacturer-importer type, comparable to 
that of Indonesia (chapter 4), the rate would have to be in the range of 2o 
to 25 percent in order to maintain revenue yield. This rate would be 
high by world standards. 

The property tax base also falls well short of its legal goal of taxing 
the full market value of land. The 1974 valuation roll is still in use, 
hence less than half of the true land value base is under tax.9 The tax 
base is further narrowed by preferential assessment of agricultural and 
hotel properties. As a result, the top statutory property tax rate is 4.5 
percent, extremely high by international standards. 

Allocative Effects 

Neutrality is a basic maxim in taxation (see chapter if. The tax system 
should raise the desired amount of revenue in such a way as to leave 
unaffected relative prices of commodities and services and factors of 
production. The modern and more practical restatement of the neutral
ity goal is to minimize the excess burdens associated with raising a 
given amount of revenue. Not every analyst or every economic planner 
agrees that neutrality is a desirable goal. The polar view is that taxes 
can and should be used as levers to stimulate economic activity in 
desired directions. This interventionist approach underlaid the Jamai
can philosophy of taxation in the 197Os. 

The tax policy design proposed here departs from neutrality it rec
ommending the retention of some differential tax treatments and the 
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some investment tax 
adoption of others-for example, continuing 

incentives to remain competitive, and exempting certain consumption 

items from sales tax on administrative grounds or to protect the real 

income position of low-income residents. The question is how far to go 

in using the tax system as a lever to guide economic choices, correct 

undesirable distributional impacts of the tax system, or simplify admin

the relative price distortions introof Jamaica,istration. In the case 

duced by the old tax system went beyond the justifiable exceptions and 

likely weakened the efficiency with which the economy operates. 

It is no simple matter to prove the case that tax-induced distortions 

in relative prices have resulted in a significant welfare loss. Roughly, the 

welfare loss is proportional to the product of the size of the distortion in 

relative prices and the compensated price elasticity of demand (or sub

stitution) for the good (or factor) in question. It turns out that the mag

nitude of neither term is easily estimated. The net change in relative 

prices that is caused by the tax code is difficult to estimate because 
may be involved and 

several different provisions in the tax structure 

because all may not affect relative prices in the same direction. As for 

the second term, there is very little evidence on the compensated price 

elasticities of substitution in developing countries, but what there is 

suggests an inelastic response to relative price changes. One could have 

not suffer substantial welfare 
a nonneutral tax structure, then, and 


losses if only the relative price distortions are not very large.'
 

Implications for Equity Relative price distortions not only impose an 

the economy, they introduce an unfairness in the
efficiency cost on 
system that most taxpayers find even more objectionable. This clearly 

was the case with the previous income tax system in Jamaica. The self

employed were given favored treatment by the income tax administra

tion and paid little or no individual income tax, while those enrolled in 

the PAYE system were forcec. to cope with what appeated to be onerous 

burdens. Even within the IAYE sector, private-sector workers had a bet

ter opportunity to avoid tax through the receipt of allowances and over

time earnings and paid a lower effective rate. 

The price distortions in the system also compromise vertical equity. 

Those who gain the most from evasion tend to be in the upper-income 

classes. Allowances are concentrated in the higher-income brackets, and 

even overtime income was claimed heavily by those who one would 

expect to he salaried rather than hourly wage earners. Jamaicans with 

unearned income-interest and dividend income-paid a lower effec
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tive tax rate and, since they tended to be concentrated in the higher
brackets, this tax preference tended to reduce th overall progressivity 
of the system. 

AdministrativeProblems 

The Jamaican tax system has long been plagued by administrative prob
lems. The previous tax system was very complex and therefore difficult 
to administer, particularly given a shortage of skilled staff as well as 
inadequate assessment, collection, and recordkeeping procedures. 

Complexity The complexity of the system made the assessment and 
audit function of tax officials difficult, a problem compounded by the 
shortage of skilled staff in virtually all of the tax departments. Com
plexity also raised compliance costs for taxpayers and in so doing either 
wasted important private-sector manpower provided additionalor an 

incentive for tax evasion and avoidance.
 

The individual income tax included two separate rate structures, and 
a preferential rate for income earned by working overtime hours. There 
were sixteen allowable income tax credits and an even greater number 
of nontaxable perquisites or "allowances." The forms that are used to 
establish an employee's credit entitlements were rarely if ever updated 
and almost never monitored by either the employee or the income tax 
department. 

For those who file year-end tax returns, the forms and instructions 
are long and detailed, even by comparison with other developing coun
tries. An analysis of the content revealed numerous errors in the instruc
tions and that the income tax forms did not even reflect the present 
law. Moreover, it was difficult to obtain a copy of the current income
tax law. 

Complexity extended far beyond the income tax. Five different pay
roll taxes levied on four different bases and administered by three differ
ent government agencies involve a substantial burden on employers who 
collect and remit such taxes. There are also five different indirect taxes: 
the external (CARICOM) tariff, the import stamp duty, an excise tax, 
consumpion duty, and a retail sales tax. Within this family of sales, 
excise, and import levies, there are over io,) rateF; some providing need
lessly small gradations. 

Staffing ProblemsandOutmoded Pror.edures.A shortage of skilled staff 
is a major bottleneck to improved tax administration. DeGraw reports 
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that in 1983, a time when increased revenue mobilization was at a pre

mium, there were iso vacancies among the 449 positions authorized 

for the income tax department." A disproportionately large number of 

these were technical positions. The reasons for the staffing problems 

were about the same in Jamaica as in other developing countries. Sala

ries were too low; even given the job security and prestige that a govern

ment post may offer. In 1983, a trained accountant making J$9,ooo in 

the income tax department would make J$1.,0oo with a private-sector 

accounting firm. Moreover, there was no formal caieer development pro

gram, little opportunity for promotion, and the training program in 

place in 1983 was inadequate. 

The methods used to assess and collect taxes in Jamaica were inade

quate at the time the tax reform project began in 1983. There was no 

unique numbering system for either businesses or individuals, hence 

there was no up-to-date master file of taxpayers. The system was com

pletely manual, i.e., there was little if any use of the computer other 

than to print bills. This effectively ruled out the use of third-party infor

nation, the cross-checking of sales and income tax returns, etc. 

The income tax was essentially a PAYE levy and there was little if any 

use of presumptive assessments on the hard-to-tax sectors, such as self

employed professionals. The major problem was, and remains, record

keeping. The income tax file room is inadequate in size and all records 

are manually kept. Files are regularly misplaced or lost, and records are 

frequently out of date or incormpiete. 

Objectives of the Reform 

One is tempted to claim all good things for the objectives of a compre

hensive tax reform, i.e., to argue that the reformed system should be 

designed to meet all the maxims for a good tax system better than the 

old system did. Too many tax reform studies are unable to resist this 

temptation and end up falling into the trap of designing a system with 

multiple and often even conflicting objectives. In fact, there are impor

tant decisions to be made about exactly which objectives of tax reform 

are the most important and about what the government is both willing 

and politically abIL to give up. 

The Jamaican tax reform took simplification and neutrality as its 

primary objectives. The goal was to put in place a system that the gov

ernment will have some chance of administering efficiently and to "get 

the prices right." To be sure, there were important constraints that limit 
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how much can be done: political resistance to taking back too much ofthe progressivity in the system, raising an adequate amount of revenue,
and reckoning with the goals of trade and industrial policy Still, theprimary thrust was in the direction of restructuring the tax system so
that it would have a less distortive effect on relative prices and therefore 
on economic decisions. 

Both of these objectives point in the direction of proposing broader
based, flatter-rate taxes. The fewer the exemptions and "special features," the more easily are taxes assessed and collected. This will mini
mize the amount of time required to police those already in the system
and give tax officials more time to expand the base by bringing thehard-to-tax into the net. Simplification also makes the tax system more
undcrstandable and therefore Y'educes compliance costs. It is also truethat broader-based taxes can generate the same amount of revenues atlower marginal rates, which can reduce some of the harmful efficiency
effects of the current tax system.

What about the place of equity in this comprehensive tax reform?Infusing the Jamaican project was the view that equity should not be aprimary objective in the design of Jamaica's comprehensive tax reform.The steep progressivity of the individual income tax rate structure hadthe objective of increasing the vertical equity of the tax system, but italso increased the incentives for evasion and avoidance. Because the income tax administration was too weak to properly enforce the system,
the loopholes and noncompliance grew, with the eventual result thatindividual income tax burdens came to be distributed quite regressively

Another problem with taking vertical equity as a primary reformobjective is that unacceptable efficiency costs may result. One example
is the tradeoff between what are usually viewed as special "equity"

features of a tax-high marginal income tax rates on the rich and higher

taxation af more luxury type goods-and the disincentives to savings
and investment that such measures might bring. Finally, there is the

tradeoff between introducing selective tax treatments to enhance vertical equity and defining a 
tax base that is broad enough to provide ade
quate revenues. 

None of this is to say that equity is not an important consideration inthe design of the Jamaican tax reform. The following were taken asconstraints in developing the reform program and form an important
part of the research program. First, the overall system should not bemade more regressive than it formerly was. Since analysis showed thesystem to be proportional over the first eight deciles and regressive at 
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the top end, a program of broad-based, flatter-rate taxes would not seem 

to compromise this objective.' 2 Second, there should be no increase in 

the tax burden on very low income households. Our low-income house

hold survey identified the consumption baskets of the low-income and 

to be excluded from the
therefore the "necessities" that would have 

base of the proposed new general sales tax.'

equally important objective of the reform.Horizontal equity is an 
prices right" and equal treatment of

The objectives of "getting the 

equally situated individuals and businesses are very closely linked. Hor

izontal inequities not only may induce uneconomic behavior by firms 

and workers, they contribute to a general undermining of confidence in 

the tax system and encourage noncompliance (see chapter r). There is 

piobably no better rationalization for shirking one's taxpaying duty than 

to point at the unfairness in the tax system. 

It is important to distinguish structural reform of the tax system from 

a revenue-raising program. The objective was a "revenue-neutral" sys

tem (see chapter in). In truth, "one-period" revenue neutrality is about 

the best that can be promised. One might design a system that will 

yield the same revenue as the present system in the first year of reform, 

but it is quite unlikely that the rtcvenue income elasticity of the restruc

tured system will be the same. In the present case, the shift to flatter

rate, broader-based taxes is expected to lower the built-in income elas

ticity of the income tax system by eliminating the bracket creep induced 

hand, this will hold down the growth in the
by inflation. On the one 

but on the other it will not give the governgovernment share in GNP, 

ment tLe automatic increases in revenue that it so often wants in order 

to expand social programs. This is another of those important tradeoffs 

among policy objectives where a tax reform may force the issue. 

Taxes, the Foreign-Trade Regime, and Industrial Policy 

The foreign-trade regime and industrial policy have led to significant 

not all of whichdistortions in resource allocation in Jamaica, are 

Some result from policies designed expressly to favor one
unwanted. 

industry or sector over another, others from the goal of discouraging the
 

consumption of imported goods, and still others have been justified on
 

grounds of protecting certain domestic production activities from for

eign competition. In other words, taxation may not be the most impor

tant policy instrument in the hands of government. Clearly, the design 

one that sets out to correctof a comprehensive tax reform- especially 
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distortions in relative prices-must take the goals and impacts of trade 
and industrial policy into account. 

The problem is how this should be done. Should the basic taxation 
maxims of horizontal equity and neutrality be stressed, even though 
these might run counter to the objectives of the foreign-trade regime 
and the existing program of tax incentives to industry? Alternatively, 
should tax policy play a more supporting role and focus on reinforcing 
the allocative impacts of other government policies? Or, is it possible to 
design a tax reform that can be relatively neutral in its effect on the 
allocation of resources and at the same time keep in step with the gov
ernment's goals of conserving foreign exchange, encouraging export 
development, and stimulating investment? 14 

Policies andProblems 

Trade and industrial policies in Jamaica have the objectives of stimulat
ing domestic and foreign investment and stabilizing the nation's exter
nal balance so as to ensure competitive international markets for 
exported goods, and allocating enough foreign exchange to support the 
demands for local industrial growth and "necessary" consumption of 
imported goods. Many different instruments have been used to support 
these policies since 1983: multiple exchange rates, devaluation, import 
licensing, tax incentives, protective tariffs, import duty exemptions, 
preferential tax rates for certain commodities, and special capital depre
ciation allowances. Sometimes the effects of these policies have been 
reinforcing, but other times they have been offsetting, and the net 
impacts have not always been in step with the stated strategy of the Seaga 
administration to support a private-sector-led, export-driven growth. To 
complicate matters, the government's approach to trade and industrial 
policy has been changing continuously over the past five years-in no 
small part due to the pressures brought by external creditors. 

Probably a fair characterization of these policies as followed in 
Jamaica is that they have been targeted on favored activities and sectors 
and that they have been interventionist in spirit. The policy mix is 
designed precisely to affect economic choices and therefore to stimu
late certain production and consumption activities and to discourage 
others. Horizontal inequities and relative price effects are at the very 
heart of this strategy. This leaves the tax policy strategist to face the 
possibility that a more "neutral" tax program would push the govern
ment to an even greater use of targeted, direct controls to reestablish 
2ny desired preferences that the tax reform may have taken away. 
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Trade and Tax Policy 

By 1984, the Jamaican dollar was considerably overvalued," s thereby 

effectively taxing exporters by forcing them to sell foreign-exchange 

earnings at a low price and to buy imported inputs at world market 

prices or higher. Not surprisingly, the results were a shortage of foreign 

exchange and an active illegal currency market. The collapse of the 

Jamaican bauxite industry (a major earner of foreign exchange) in 1983 

and the heavy drain on foreign exchange reserves caused by debt repay

ment and oil purchases combined to yield a precarious situation. The 

government responded to the foreign-exchange shortage first by estab

lishing a parallel market for foreign exchange, then with an extensive 

system of import licenses, ;ind finally with a devaluation. The Jamai

can dollar has not been devalued further, and the system of import 

licenses has been gradually phased out. 

Since 1985, the policy instrument most used to shape trade policy in 

Jamaica has been the stamp duty on inward customs warrants, essen

tially a surtax on the value of imported goods which is levied indepen

dently from the common external tariff. Beginning in 1984-85, the 

import stamp tax rates were increased dramatically as an emergency 

revenue measure. By 198s-86, the duty accounted for over 13 percent 

of total taxes, and collections had nearly tripled in one year. Revenues 

were derived principally from a 16 percent tax rate on raw materials, a 

30 percent rate on capital goods and a 40 percent rate on consumer 

goods. While the I984-86 surge in the importance of stamp duties was 

successful as a revenue measure, it may have harmed the Jamaican econ

omy in other ways: it was protectionist, and because it was so compli

cated it was probably arbitrary in its application. 

This led to a call for a trade liberalization program and a rationaliza

tion of the stamp duty rates. As a condition of a World Bank loan, it was 

agreed that beginning in 1987, a four-year reform would be aimed at 

broadening the base of the import duty and rationalizing the rate struc

ture. In particular, the program called for the 1985 tax rate increases to 

be rolled back to io percent for raw materials, 20 percent for capital 

goods, and 30 percent for consumer goods. By 1991, 30 percent was to 

be the maximum duty rate. 

IndustrialPolicy 

Like many countries, Jamaica has sought higher national-income growth 

by increasing investment in the island's businesses. But there are many 
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different ways to structure economic policy to encourage development 
and expansion of the private sector. At one extreme is a strategy that 
attempts only to improve the general climate for investment and 
employment generation, and leaves it to the market to determine the 
amount and mix of new economic activity. This approach attempts to 
avoid policy measures that will distort economic choices, and to restricE 
government interventions to those cases where inefficiencies arise 
from market failuie. "l e policy toois consistent with this approach are 
the development of public infrastructure such as roads, ports, and pub
lic utilities, and possibly an increaised investment in human capital. 
On the revenue side, this approach is most consistent with a set of broad
based, low-rate taxes-the tax policy strategy argued here for Jamaica. 

Jamaica presently follows an industrial policy closer to the other 
extreme-a highly targeted policy where the government intervenes to 
encourage development in certain sectors of the economy. The program 
includes incentives to "approved" firms, under separate programs for 
firms producing for domestic and for export markets. The incentive 
package can include exemption from import duty, tax holidays, and spe
cial capital allowances. Prior to I98o, when the emphasis was on import 
substitution, these programs did not work well, i.e., they imposed a 
revenue cost and led to inefficient uses of resources that outweighed 
the gains from net new investment generated. Thirsk calculates welfare 
losses of between 3 and 38 cents per dollar of investment under the 
import substitution regime. The Seaga years have seen a shift in empha
sis toward subsidizing labor-intensive exports and agriculture, with the 
result, Thirsk estimates, that this program, potentially, could generate 
net social benefits from anywhere between i and 29 cents per dollar of 
investment.' 6 Such estimates are very difficult to make, but the Thirsk 
analysis is probably as close as one can get to quantifying these impacts. 
One might draw the conclusion that the evidence is not clear that the 
government gets a very large return even from its present tax incentive 
legislation. 

There are, however, more implicit elements to Jamaica's industrial 
policy. Perhaps the most important is the way in which it alters the 
relative price of labor and capital and therefore the incentive to substi
tute capital for labor-intensive technologies. An unfortunate and unin
tendei side effect of the present system of incentives is that they have 
encouraged the growth of capital-intensive enterprises. Here it might 
be argued that the government's intentions are unclear, that some of its 
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policies have potentially offsetting effects on one another. For examples: 

Tax holidays from the company tax have increased the after-tax rate of 

return to investors and stimulated aggregate investment. The provision 

for large writeoffs of capital expenditures gives an incentive to shift this 

investment toward shorter-lived capital investments. 
Payroll tax contributions (employer and employee) have been substan

tial and probably introduce a bias against labor, as does the provision 

for a substantial severance allowance for employees who are laid off. 

The tax credit to firms for employing (newly trained) workers under the 

HEART program works in the opposite direction, but the amounts in

volved are very small. The substantial increase in stamp duty rates on 

capital equipment in 1985 gave an incentive to substitute labor for cap

ital. This effect was somewhat offset by the reduction beginning in 1987, 
but the tax rate on capital goods remained at 20 percent of c.i.f. value. 

The effects of lax income tax administration on capital-labor substiiu

tion are not easily seen. On the other hand, wages are taxed at a higher 

rate in the formal sector than in the self-employed sector; therefore, an 

incentive exists to substitute capital for labor in the PAYE sector. It is 

this sector where most industrial activity resides. On the other hand, 
interest income was not taxed at all before the 1986 reform, dividend 

income appeared to be substantially underreported, and there were 

income tax credits for investment in life insurance, a home mortgage, 
and a unit trust. 

Compatible Tax Policies? 

The problem became how to design a new tax structure that would not 

be out of sync with the government's other economic policies, but 

would stay with the principal tax reform objectives of neutrality and 

simplification. The above discussion of trade and industrial policy 

makes it painfully clear that a move to neutrality in the tax system has 

made the overall allocation of resources even worse-both because of 

the preexisting distortions and because the tax reform might be seen by 

the government as a call for even more targeting of trade and tax incen

tive policies in an attempt to restore the position of favored sectors. Far 

from getting the prices right, there was the real danger that tax reform 

could make matters worse. 
On the other hand, it is possible to stay with the objectives of creat

ing a "good" tax structure and not compromise the overall efficiency 
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with which an economy operates. In fact, some parts of the proposed 

tax reform program could be seen as reinforcing the objectives of the 
some cases this is notgovernment's trade and industrial policies. In 

true because the government's policies are unclear and in some 

instances are even contradictory. The proper strategy here is to urge 

changes in the economic policies, or at least a clarification of objec

tives. In other cases, there is simply an incompatibility between the 

proposed tax policy and the existing trade-industrial policy. This 

requires the government to face up to some important tradeoffs. There 

is also the possibility that defects in trade and industrial policies will 
more towardprove transitory, and the tax reform ought to be pointed 

the longer term where all of the government's economic policies are 

more in step with overall development strategy. 

Three components of the tax reform package were at issue here: the 

introduction of a value-added type consumption tax, a reduced rate of 

compony tax, and the disposition of the tax incentive programs in place 

prior to reform. 
First, the project proposed replacement of the existing domestic indi

rect taxes with a general consumption tax (C.CT) to be levicd at a single 

rate on importers, manufacturers, and large distributors. Bird has sug

gested the possibility that the import stamp duty could also be brought 

under the CCT, but a temporary additional rate of i s percent on imports 

would be necessary to protect revenues. 7 Some features of this pro

posal would fit the government's economic program as well as the wish 

list of the donors. Introduction of the GCT with its value-added feature 

will provide exporters (who would be zero-rated) with an automatic 

rebate for taxes paid on imported inputs. The proposed basic rate struc

ture of the GCT-a single basic rate and a luxury rate-is consistent 

with the goals of an equal tax treatment of imported and domestically 

produced goods, and discouraging nonproductive uses of foreign 

exchange. However, the 15 percent tax on imports, even if temporary, 

reintroduces a significant element of protection. 

The most important way in which the GCT does not fit government 

industrial policy is that it is not targeted to provide relief to particular 

activities (the single important exception being the zero-rate for export

ers). All firms would face the same rate and all imports would be taxed 

according to the same rate schedule if the import stamp duty were sub-

The present practice of exempting certainsumed with the GCT. 

imported goods and taxing others at preferential rates, or the proposals 

to give rebates to exporters on a partly judgmental basis, gives the gov
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ernment a latitude for stimulating activities in "favored" sectors that 

the OCT would not accommodate. 

The conflicting objectives of trade-industrial policy and tax policy 

led to a significant problem in the design of the GCT. If the government 

was unwilling to simplify the rite structure applicable to imports, then 

incorporating the import stamp duty into the O.CT would lead to a more 

complicated rate structure than before. The costs of such complication 

would be high; indeed one of the main justifications for amalgamating 

indirect taxes into a OCT was simplification. Bird goes so far as to argue 

that "if there is a prospect that one of the prices that may have to be 

paid for getting rid of the import stamp duty would be to incorporate 

similar rate differentials in the Gcr, then the idea of including the stamp 
8 

duty should be put aside."'1

The centerpiece of the corporate income tax reform, as proposed and 

enacted in 1987, was a reduction in the tax rate from 45 percent 'includ

ing the additional company profits tax, ACPT) to 331 percent. This 

increases the after-tax return to companies, and thus meets one of the 

principal objectives of national industrial policy Moreover, it reduces 

the rate to match the top rate in the reformed U '. system, thus protect

ing the foreign tax credit position of U.S. investors in Jamaica. 

The reform, however, is not totally compatible with industrial a~Ad 

trade policies. The principal reason is that a general rate reduction is 

not targeted, i.e., the lower rate is available to all firms and not just to 

those who are "approved" under th2 incentive legislation. Another way 

to look at the implications of the 1987 tax reform is that the lower tax 
torate effectively reduces the comparative advantage given existing 

incentive firms, e.g., a tax holiday is now worth less. 

Finally, there was the question of what to do about the tax incentive 

legislation. Various proposals to scrap the incentive programs were prob

ably ill-advised. Most competitor countries give comparable subsidy 

packages and withdrawal by Jamaica might have been read as a sign of a 

less hospitable business climate. Jamaica's political climate is still con

sidercd risky by some investors, and its economy has only recently shown 

signs of reversing a long-term decline. The mid-i98os was not a good 

time to take any major actions that might shake investor confidence. 

The Individual Income Tax 

Prior to the 1986 reform, the individual income tax base, in theory, 

included all sources of income except bank deposit interest. In prac
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Table 5.4 Rate Structure of the Individual Income Tax Prior t) Reform 

Statutory income" Marginal tax rate 

If income is less than J$7,ooo 
J$ 0- 4,000 0 

4,001- 7,000 .70 
If income is more than J$7,oo 
$ - 7,000 .30 

7,001-10,000 .40 
10,00 1- 12,000 .45 
12,00 t- 14,000 ..S0 
14,001 and over .57S 

'Statutory income is the tax base for the personal income tax. It is the amount that is 
entered on the personal income tax return and equals the sum of income from employ
ments and offices; pensions; rent of land, houses, or other property; dividends, interest, 
annuities, discounts, estatc.,, trusts, alimony, or other annual payments arising within 
Jamaica; sources outsiJc Jamaica; sources not stated elsewhere; and trade, business, pro
fession, or cultivation of land or farming; less capital allowances. 
Source: Income Tax Department. 

tice, there was no tax on capital gains and most self-employed income 
was outside the tax net. There were two rate structures-depending on 
whether income was above or below J$7,ooo. The top marginal rate was 
57.5 percent (table 5.4). There was no standard deduction but taxpayers
could qualify for sixteen separate tax credits. These credits had been 
added to the tax system over a period of years, for purposes that ranged
from personal allowances to stimulation of savings to even employment 
of helpers in the home. Because the credits were not indexed to infla
tion, their value had been substantially eroded during the early 198os. 
The income tax administration did relatively little monitoring of the 
credit system. 

The base of the tax was further narrowed by the practice of per
mitting employers to grant nontaxable perquisites ("allowances") to 
employees. These perquisites were a matter of negotiation between 
employee and employer (including government ministries) and it was 
not required that they be reported to the income tax commissioner. 
The project's sample survey results showed that allowances averaged 
about 15 percent of taxable income, but were over 30 percent for 
those with incomes above J$i8,ooo. Perhaps as important, there was a 
general perception that allowances were even greater-some promi
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nent Jamaican analysts argued from anecdotal evidence that the ratio 

of allowances to taxable income averaged 40 percent. 

Problems with the PreexistingSystem 

The results of an exhaustive empirical analysis of the individual income 

tax system can be summarized in five general conclusions.19 The first 

is that the income tax base was narrowed dramatically by the piovision 

of tax credits, the exclusion of allowances, and various forms of eva

sion. More than half of potential individual income tax liability was 

not in the tax net in 1983. By our rough (and, we think, conservative) 

estimates, the full taxation of allowances and unreported income would 

have doubled individual income tax revenues. To give some idea of the 

opportunity cost of the administrative practice, this amount would have 

fully covered the government of Jamaica's deficit in 1983. 
The second conclusion is that the income tax system was not as 

progressive as its statutory rate structure would seem to suggest. When 

measured against statutory income, the effective tax rates showed a 

pattern of graduation, but when tax liability is measured against a more 

comprehensive definition of income-including allowances and unre

ported income-the progressivity disappeared. 
Third, we discovered substantial horizontal inequities in the system: 

a differential tax treatment of individuals in the same income bracket. 

This differential is somewhat arbitrary in that it depends on an individ

ual's ability to hide income and to receive a larger share of income in 

allowances. For example, the average tax rate for individuals in the high 

income classes ranges from 5o percent for PAYE employees who comply 

with the tax law to zero for nonfilers, with an estimated average of less 

than io percent. 
The fourth conclusion is that inflation raised effective tax rates via 

"bracket creep." Simultaneously, inflation had a (partially) offsetting 

effect on the vertical equity of the tax because the value of credits 

declined in real terms and ,ecause the effects of inflation in pushing 

taxpayers into higher tax brackets stimulated evasion and avoidance. 

We found that the three main avenues for escaping the high rates of 

individual income tax-evasion, allowances, and overtime-are all 

concentrated in the upper income brackets. 
A fifth conclusion, more speculative than substantive, is that the 

marginal income tax rates were high enough to affect work effort, invest

ment, savings, and compliance choices. 

http:conclusions.19
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Evasion and the Hard-to-Tax Sector 
Every income taxpayer faces the choices among tax evasion, tax avoidance, and fully reported income. The potential rewards for successful
evasion or avoidance Linder the pre-reform system were considerable-the 57.5 percent marginal tax rate and the tax component of thevarious payroll levies. Although the opportunities for avoidance werecertainly r resent-allowances and "overtime" incon,.--self-employed
Jamaicans more often captured these bcnefits by outright evasion.


As a first step in estimating the revenue 
loss to avoidance and evasion, we identified the population of Jamaicans working in six profes
sions: accountants, architects, attorneys, physicians, optometrists, andveterinarians. From a random sample of this group, we determined thatonly about one in five paid income taxes in some year between 1981and 1983, 6o percent did not even have an income tax reference number, and the revenue loss was equivalent to about half of total incometax collections in 1983. This analysis was extended to nine other selfemployed occupations, with similar results. We concluded that fewerthan one in five of the self-employed filed a return. A summary of thefiling rates in these nine occupation classes is reported in table 5.5. Based on this sample of lower-income self-employed persons, the revenue costsfrom evasion were estimated to be on the order of 5o percent of income 

tax collections. 

The Reform Program 
The general direction for reform was to broaden the tax base by legaland administrative means, to lower top end marginal rates, and to protect the real income position of those at the bottom end of the incometaxpaying population. All of this had to be done within a constraint ofrevenue neutrality and had to be mindful of the almost certain opposi
tion of interest groups who had long since come to expect (and rely on) 
some of these tax preferences.

The key elements of the 1986 reform program were: 
i. The credit system was replaced by a standard deduction of $J8,58o.
2. A flat rate tax of 33 ", percent replaced the progressive rate structure.3. Fringe-benefit type allowances were made taxable as ordinary in

come, with some exceptions.
4. The preferential treatment of overtime income was eliminated.
5. Interest income, above a threshold level, was made taxable. 
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Table 5.5 Income Tax Filing Rates for Self-Employed Individuals: By Occupation 

Percentage of self-
Percentage of self- employed who filed a 

employed who filed a return for any year 
Occupation category return for 1982 between 1982 and 1984 

Service station 1t.9 s.6 
Customs broker 8.2 2.7 

Auto repair Is.I 9.7 
Auto parts 11.4 8.2 
Hair care 11.1 5.8 
Real estate 22.8 10.1 

Contractor 11.4 5.3 
Transport 21.5 13.3 

Beverage and spirits 14.2 9.6 

Total 17.3 10.9 

Source: Roy Bahl and Matthew Murray, "Income Tix Evasion in Jamaica," Jamaica Tax 
Structure Examination Project Staff Paper No. 3i, Metropolitan Studies Program, The 
Maxwell School (Syracuse, N.Y.: Syracuse University, November 1986). 

Revenue and Tax Burden Impacts 

One approach to estimating the structural impacts of the reform is to 
make use of historical data. At the time this proposal was being evalu
ated, the hypothetical question we asked was: what would have hap
pened had these reforms been put in place in 1 9 8 3 72o The results show 
that the proposed system would have led to a reduction in the average 
rate of taxation from 14.5 percent to 9.8 percent of taxable income for 
those who actually paid income taxes in 1983. Enactment of the full 
program would have led to a revenue loss i'quivalent to about 26 percent 
of revenues. The distribution of tax burdens would have become more 
progressive because the impact of the interest tax, the taxation of allow
ances, and the relatively high standard deduction of J$8, 58o would have 
offset the effects of the lower nominal rates. 

Surprisingly the revenue-income elasticity of the reformed system is 
not significantly less than that of the pre-reform system. This is because 
the standard deduction of J$8,58o is not indexed; hence average tax 
rates for all taxpayers rise with increases in income, and income growth 
alro "bumps" previously exempt taxpayers into the taxpaying range. 
As a result of inflation, the distribution of burdens under tbe new 
tax system will become less progressive over time owing to the fact 
that neither credits nor the standard deduction are indexed and both 
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weigh heavier in the tax calculus for lower-income taxpayers. 
We also made out-year projections of the impact of the proposed 

reform, and compared these with projections of the pre-reform system. 
The results suggested that in 1987 the flat-rate tax would yield about 7 
percent less than the pre-reform system, again with more progressivity 
in effective rates. For example, it was estimated that those in the over 
J$So,ooo income class would face an effective rate of 32.5 percent under 
the new system in 1987-about twice the effective rate they would 
have paid under the pre-reform system. This increased progressivity was 
an unexpected bonus from the flat tax. Does this imply some sacrifice 
of the objective of reducing the marginal tax rate on productive activi
ties? In fact, the increased marginal rates on higher income taxpayers is 
primarily due to the tax on interest. The effective tax rate on earnings 
actually drops in the top income brackets. Those who would empha
size the potential economic impacts of lower marginal rates on higher 
income taxpayers will applaud this change in the taxation of unearned 
income. Those who look to the tax system to reduce disparities in the 
distribution of income might be equally happy with the increase in the 
average rate of taxation in the top brackets. 

Allocative Effects 

Prior to enactment of reform, a major concern was whether income tax 
rate reductions would yield significant investment, saving, and work 
effort responses. Even if the short-run price elasticities of work effort, 
saving, and income tax compliance arc very small (as the evidence sug
gests), the impact could be substantial because the marginal tax rates 
were reduced so dramatically Though no solid evidence is available, it 
would not seem farfetched to argue that the after-tax return to investors 
and to increased work effort has been significantly increased. Under the 
proposed new 33 V, percent flat rate schedule, the incrementaltax cost 
of increased inw,stment, etc., is much less than before. The benefits of 
outright evasion have also been lessened. Moreover, well-structured 
enforcement programs have a better chance for success than would be 
the case under the higher marginal rates. 

Gauging the impact on saving is more complicated. One possible 
effect might be that since interest is brought into the tax base and one 
third of the gross return on savings accounts is taxed away, funds pre
viously devotud to commercial bank savings deposits might be shifted 
to equities. Moreover, other preferential tax treatments of favored invest
ments are removed with elimination of the income tax credit for the 
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purchase of life insurance premiums and unit trust shares. These 

changes should have the effect of putting all types of investment on a 

more equal footing and cet. par.improving the relative attractiveness of 

purchasing stocks. Perhaps more important, the top marginal tax rate 

on income fr'om all investments other than savings accounts will fall 

from 57.5 percent to 33 V,percent. On the debit side, inclusion of interest 

in the tax base may encourage avoidance via capital flight, a shift to 

consumption, or a shift in investment to the more lightly taxed real 

estate sector. 

First-Year Resuits 

The first component of tax reform was enacted in January 1986. By May 

it was believed that most firms had switched their employee withhold

ing to comply with the new system. Available data suggest a successful 

first ycar revenue performance of the new system-a 20 percent 

increase between 1986 and 1987. Despite this revenue productivity, the 

tax increase in disguise. Barring offsetting discretax reform is not a 
more. Revenuestionary reductions the old system would have yielded 

from the flat tax were more than we originally projected, but this is 

mostly due to the unexpected strong performance of the Jamaican econ

omy. In fact, when we "backcast" using the true economic assump

tions, the actual revenue performance of the new system falls short of 

expectations. 

The UnfinishedReform Agenda 

The Jamaican income tax reform, though it went much further than 

most tax structure revisions, has left some needed structural changes 

undone. Unless these issues are addresed, some of the important gains 

from the reform may be eroded. Moreover, there are the inevitable prob

lems that creep into any reformed system in the first years of operation: 

administrative difficulties, ambiguities in the legislation, and loopholes 

that taxpayers are far more adept at identifying than were the tax reform 

designers. 
The major structural problem with the Jamaican reform is that it 

leaves open some perquisite loopholes. The tax treatment of al'- wances 

for automobiles, housing, and especially uniforms and laundry gives 

away too much in some cases and is unclear in others. There is already 

evidence of abuse. A lesson that should have been taken from the expe

rience in the late I97os and early i98os is that income taxpayers will 

take advantage of this type of loophole and there will be a migration of 
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"legal allowances" to the.se categories. Predictably, our sample survey 
taken in the first year of the reform showed a movement in compensa
tion toward the "nontaxable" allowances. 

A second problem is that the reformed individual income tax is too 
income elastic, i.e., its revenues automatically increase at about twice 
the rate at which income increases. This will inevitably bring pressure 
on the government to enact discretionary changes to bring about tax 
relief. These discretionary changes, year to year and ad hoc, could even
tually compromise the achievements of the reform program. The gov
ernment should follow one of two courses of action in dealing with this 
problem. First, and probably best, the standard deduction could be 
indexed to the rate of inflation. This would get around the prob!cm of 
having to make periodic discretionary adjustments in the standard 
deduction, it would hold down the increase in tax burden to match the 
growth in G.Ni,, and it would hold harmless from tax increases those 
lower-income Jamaicans who have experienced no increase in their real 
income position. The second alternative is to make annual discretion
amy adjustments in the standard deduction and to lower the greater stim
tilative effect on the economy because of the lowering of the marginal 
tax rate, but it also has disadvantages. For example, it would politicize 
revisions in the tax structure to a much greater extent than is desirable, 
and it would raise pressures to make comparable reductions in the rate 
of corporation taxation. 

Payroll Taxes 

Five payroll tax programs use wages as the base for the tax contribution. 
These include the Education Tax, the Human Employment and Resource 
Training (HEART) Trust Fund, the National Housing Trust (NHT), the 
National Insurance Scheme (NIs), and the Civil Service Family Benefits 
Scheme (CSFBS). 2 : The latter three are more properly viewed as contri
butions because individuals are entitled to benefits in proportion to 
their contribution. 22 The Education Tax and HEART are simply sur
charges on the individ%'. L-:come tax. In total, these payroll taxes gen
erate sizable revenues, equivalent to roughly half of individual income 
tax collections. 

The Programs 

The Education Tax was established to advance educational goals, but 
the collections from the tax go into the general fund and are not ear

http:contribution.22
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marked for education programs. The base of the tax is all earnings. The 

are each taxed at the rate of I percent onemployee and his employer 
wages. Self-employed persons are taxed at the rate of I percent. Educa

revenues were equal to about 7 percent of individual incometion Tax 
tax revenue in fiscal year 1984-85. 

The HEART fund w,'s established in 1982 by the Human Employment 

and Resource Training Act to develop employee training schemes. 

exceeds J$7,222 arePrivate-sector employees whose monthly payroll 

required to pay a 3 percent tax on total gross emoluments of employees. 

By law, compensation in the form of allowances should be included in 

the tax base; we have seen, however, that in practice allowances are not 

taxed. Unlike the Education Tax, HEART payments are deposited in an 

account earmarked for use by the Trust, and do not go into the consoli
tax weredated fund. In 1984-85, revenues from the 3 percent HEART 

equivalent to about 4 percent of individual income tax revenues. 
was established to improve theThe National Housing Trust (NHT) 

existing stock of housing. The Trust imposes a contributory iate on the 

wages of workers, and then uses these contributions to finance a variety 

of housing benefit programs. For an employed individual the tax base is 

gross emoluments; the employee pays 2 percent and the employer 3 

percent. The self-employed pay 3 percent of gross earnings, and domes

tic workers pay 2 percent of gross earnings. Allowances are in principle 

subject to the contribution, but in practice are excluded. An individual 

less than the minimum annual wage ofis exempt if annual wages are 

J$3,12o. An employee's contributions entitle the employee to a variety 

Of benefits, all of which are related to the amount of the contributions. 

Employee-but not employer-contributions are vested with the 

employee. In 1977-78, N T revenues were well over one third of income 

tax revenues. 
a funded security system.The National Insurance Scheme (Nis) is 

Contributors are entitled to a variety of benefits which are based on 

past contributions. In 1986-87, total contributions were just over J$82 

million, and the NIS Trust Fund of J$912 million generated J$124 mil

lion in income. The contribution rate for PAYE and self-employed work

ers is 5 percent of weekly gross earnings between J$i: and J$15o (split 

equally between the employee and the employer in the case of PAYE 

workers). 
The Civil Service Family Benefits Scheme (CSFBS) is a forced insur

ance scheme for some Jamaican government employees. All persons in 
"pensionable offices" must contribute to the scheme. Coverage is in 
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fact very limited-less than 25 percent of government workers partici

pated in 1985. A contributor must pay 4 percent of total salary to the 

scheme. Revenues have grown erratically, but were only J$2.2 million in 

1982-83. 

Problemswith the PresentSystem"3 

Payroll taxes are closely linked to the individual income tax in terms of 

economic effects and in the minds of the Jamaican worker who reads 

his pay slip every week. But while the 
the amount of deductions on 


income tax reform has gone forward with a program to broaden the tax
 

taxes have not been
 
base and lower the marginal rates, the payroll 

restructured. At the time of the income tax reform in 1986, the rate of 

payroll tax contribution was frozen, and at the time of this writing no 

permanent improvements have been made. 

Structural reform of payroll taxes involves two major problems. The 

first is the narrow base on which the payroll taxes are levied and conse

quently the high nominal rate of tax. The second problem is that admin

istration is fragmented and there is little communication among the 

five programs. There are five separate recordkeeping systems, each has 

its own audit program, and (except for the Education Tax) each is respon

sible for its own audit program and for monitoring collection efficiency. 

Compliance with the Education Tax is monitored by the rr:venue board, 

but only two people are assigned exclusively to this task. N.MT and NIS 

officials have authority to audit company records and to obtain income 

tax information, but their compliance staffs focus primarily upon the 

of the records. The monitoring division of the 
internal consistency 
HEART Trust Fund looks mainly at the training capacity of participants. 

And for all of these programs, almost no attention is being paid to the 

issues of bringing the self-employed into the payroll tax net. 

ProposedReforms 

Payroll tax reform should concentrate on simplification of the system, a 

broadening of the tax base and a lowering of rates, and a general over

haul of the administration of these five taxes. As a first step, the Educa

tion Tax should be abolished as a separate payroll levy and merged into 

tax system. To protect revenues, if necessary, this would 
the general per
require an increase in the individual income tax rate from 331/A 

percent. HEART is a more difficult case, because one might
cent to 35 
argue the benefits principle as a justification for financing worker train

ing with an employer tax on private-sector payrolls. Alternatively, it 
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might be argued that the benefits of such a program are economy-wide. 

That being the case, it is a good candidate for general fund financing. In 

general, the inclusion of these levies in the general income tax would 

improve the horizontal equity of the system because the income tax 

base is more comprehensive than the payroll tax base, and it would 

improve vertical equity because interest would be taxed and the stan

dard deduction amount would not. 
The government should consider a consolidation of the administra

tion of the two largest contribution programs, NIS and NHT. Centralized 

assessment, audit collection, and recordkeeping can lead to substantial 

reductions in administrative costs and in compliance costs. This con

solidation, and a simplification of the rate and base structure of the two 

taxes, would make the enforcement task easier and give officials more 

time to concentrate on bringing the self-employed within the payroll 

tax net. 
If the base of the payroll tax could be broadened, the rates could be 

lowered. Even if base broadening were confined to taxing allowance 

income and eliminating the ceiling on NIS contributions, the combined 

tax rate on payrolls for the four remaining programs could be reduced 

fiom 1 .4 percent of wages to 10.4 percent of compensation. Elimina

tion of the Education Tax would further reduce this average rate to 8.8 

percent. With a stronger enforcement program that concentrated on 

increasing the contributions from the self-employed, the rates could be 

dropped even furtber. 

Company Income Taxation 

The corporate income tax has been a reliable, growth-responsive source 

of revenue for the government of Jamaica. In recent years, however, the 

structure of this tax has come under scrutiny because of the preferen

tial treatment given to certain types of income and to income earned by 

certain types of companies, the absence of any mechanism to adjust 

taxable profits for inflation, and the separate treatmcnt of companies 

and their shareholders under the income tax. 

Rate and Base Structure 

Before the 1987 reform, the company income tax was levied at a basic 

rate of 35 percent. In addition, there was an "additional corporate profits 

tax" (ACPT) of io percent levied on the same base. Companies were 

required to withhold tax of 37.5 percent of the value of dividends paid, 
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but could credit these withholdings against ACPT liability. Companies 

that had distributed 40 percent of their pretax profits would recover all 

of the ACPT they had paid on these profits. 24 ACPT credits could be car

ried forward indefinitely. 
The tax base was defined in much the same way as that in other devel

oping countries, with at least the same degree of complexity. Jamaican 

law permits deductions for capital allowances, rather than book depre

ciation. Enterprises could claim a prescribed initial allowance 5 and an 

annual deduction computed on a declining basis against historical cost. 

Inventories were valued using the first-in-first-out (FIFo) method. Losses 

could be carried forward five years but there was no provision for loss 

carrybacks. Capital gains on the sale of shares listed on the Jamaican 

stock exchange were not taxed. 
There were many exceptions to this basic treatment of companies 

resident in Jamaica. Financial institutions were taxed under a separate 

and very complicated regime, as is the case in most countries.26 Sep,'

rate incentive legislation provided for a different rate and base of tax for 

incentive companies, and preferential treatment was given in the taxa

tion of public enterprises. 27 With respect to the taxation of dividends, 
some resident shareholders received special relief, and dividends paid 

to nonresidents were generally subjezt to a special withholding tax rate, 
determined by treaties. 

The company tax has actually accounted for about 15percent of total 

tax revenues. This proportion has held approximately constant during 

the i98o-86 period, even with the substantial reduction in the pay

ment from bauxite companies. Tanzi's comparative analysis for the 

i98os shows that Jamaica has relied much less on the company income 

tax than other countries at a similar income level. 28 

Problemsand Reform Needs 

At the outset of the tax reform program in 1983, iestructuring of the 

company tax was seen as essential. There were some areas where the 

tax was flawed, its structure was not totally compatible with the eco

nomic policies of the new administration, and revisions of other taxes 

almost certainly would change the way the company tax "fits" into the 

total system. The pre-reform company tax structure could also be criti

cized for its complexity, its bias toward certain types of investment 

decisions, and for the way it responds to inflation. 

http:countries.26
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Complexity and Administration.Because of the many special features 

in its rate and base structure, the pre-reform company tax was not eas

ily administered. The problems were magnified by a shortage of skilled 

staff and outmoded-in some cases flawed-operating procedures. 

not only imposed admini.trativeSuch difficulties of administration 
costs but led to more than a little arbitrariness in assessing the tax base 

wereand inevitably to some unfairness in the way different firms 

treated. 
Two good examples of how a complicated structure compromised 

administration relate to depreciation allowances and inventory valua

tion. The previous (and current) system of capital allowances is quite 

complex, involving numerous schedules for asset types, special types 

of allowances for different industries, and incentive laws providing spe

cial treatment to both favored industries and favored types of assets. As 
time on a consequence, income tax officers have spent too much 

classification issues at the costs of spending too little time with the 

important business of book audit, thus inviting abuse and leading to 

tax monitoring. Under such a complicated system, compliance costs 

are high. Large enterrrises make use of accounting firms to assist them 

in compliance, but smaller enterprises almost certainly have had trou

ble understanding the available options. This introduces an unintended 

but potentially important non-neutrality into the system. 

The law on inventory valuation requires that it be valued at the lower 

or market value, and most firms have used the FIFO method forcost 
determining rhe cost of their sales. However, some large firms have uti

lized the hast-in-first-out (LIFO) method, which has neither been sanc

tioned in the courts nor approved by the Commissioner. Others have 

availed themselves of even more advantageous approaches, such as writ

ing off stocks that are over a certain age and excluding the proceeds of 

their sales from chargeable income. They were successful because the 

income tax department lacked an effective audit branch. 

in concert with the pres-Inflation. Brisk inflation during the 198os, 

has driven up real company tax rates, influencedent tax structure, 
investment choices, and provided additional incentives for tax avoid

ance and evasion. The law contained no provisions for ifflation adjust

ments even though it was generally recognized that the base of the tax 

diverged substantially from real corporate income during periods of high 

inflation. 
Under inflationary conditions the Jamaican approach to defining capi
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tal allowances understated capital consumption and LIFO accounting 

understated the cost of goods sold. Both of these factors caused profits 

to be overstated and, cet. par., dampened the rate of investment. Wozny 

demonstrated that under the old tax structure the effective tax rate 

on an equity-financed capital investment in a basic industry increased 

from 42 percent to 6o percent when the inflation rate increased by io 
29 

percent. 
The effects of inflation may also work in the direction of overstating 

profits and may cause firms to adjust their financing structures. Infla

tion causes a decline in the real value of corporate debt which results in 

untaxed gains that vary among companies according to the degree to 

which they are in debt. Moreover, the tax exempt status of interest 

income under the previous system allowed a firm to compensate for the 

fact that capital allowances were not indexed, by substituting debt for 

equity financing of its capital assets. In the example of the capital 

investment presented above, the effective tax rate would actually have 

been lower with a io percent higher inflation rate, if 8o percent of the 

investment had becii debt financed. 
Finally, the availability of three important avenueF of tax avoidance 

-the preferential tax treatment of incentive activities, interest income, 

and capital gains-encouraged enterprises to undertake tax arbitrage: 

to engage in transactions whose sole purpose is reduction in tax liabil

ity. Among the many avoidance techniques observed in Jamaica are 

revaluation and sale of assets with leaseback arrangements: revaluation 

and sale of assets with a distribution of the (nontaxable) proceeds to 

shareholders and the leasing of capital equipment by incentive firms to 

affiliated nonincentive firms. 

Debt-EquityChoice. In principle, full integration of personal and com

pany income taxes would require that distributed and retained com
sourcespany profits be taxed at the same rate as other of income. 

Jamaica, as most countries in the world, taxes distributed and undis

tributed corporate profits under the company tax, and dividend income 

under the individual income tax. 
This tax structure was widely criticized on grounds that it biased 

investment decisions in favor of debt and against equity investments. 

Before the 1986 individual income tax reform, the problem was further 

complicated by the exemption of interest income. The bias in favor of 

debt, it is argued, led to thin capitalization of Jamaican corporations, 

inhibited the development of the domestic capital market, and created 
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horizontal inequities, i.e., investors pay different amounts of tax 

depending on the composition of the portfolio which they hold. 

Empirical analysis on a representative sample of Jamaican companies 

supports some of these claims, but not others."( The 1984-85 tax sys

tem in fact did favor debt-financed investment, but this had nothing to 

do w.th a lack of dividend relief. Rather, it was due to the fact that 

able to deduct nominal interest payments from theirborrowers were 
gross book income in computing taxable income, while true economic 

income would have been computed by deducting only payments of real 

interest. The tax penalty on dividends that existed under the 1984-85 

tax system was due to tbe overly favorable treatment of retained earn

ings, not to an overtaxation of distributed earnings. 

While it seems clear that integration and a lower tax rate would be a 

step in the direction of "getting the prices right," it is by no means clear 

how much economic loss has resulted from the distortions introduced 

by the present system. One could take the position that these price 

effects either are not significant or they are offset by some other distor

tion in the system. With respect to the latter, consider that the bias in 

to some extent offset by the absence of capital gainsfavor of debt was 
tax on securities. Moreover, all dividend recipients were not being sub

jected to double taxation in any case. Less than io percent of the self

employed-a large proportion of those whom we would expect to face 

of the withholding rate of 37.5 percentmarginal tax rates in excess 

-even filed a return. 

The Reform Program 

There were important constraints to reforming the company tax. An 

was to assure revenue neutrality. Although this requireinitial charge 
ment was later relaxed, it was clear that any proposal that carried too 

great a revenue loss would have no chance. There were three other 

important constraints. First, the new system would have to be within 

the present administrative capabilities of the income tax department. 

Administrative improvements would come with a simpler, more ratio

nal system and with a better training program for the tax administra

tion service, but these improvements could not be counted on irmmedi

ately. Second, the reformed system of taxing companies and dividends 

would have to "fit" the new individual income tax structure. Third, it 

would have to be sensitive to the politics involved in tax relief for the 

business sector. 
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Proposed and Adopted Changes. The most important component of 
the proposed reform was to reduce the tax rate from 45 percent (includ

ing ACPT) to 33 V,percent. The project and the tax reform committee fur

ther recommended that dividend distributions to residents be exempt 

from individual income tax. Among the strong arguments in favor of 

this prwposal are that the system would be greatly simplified and thus 

more easily assessed and monitored. 
This reform program would reduce the tax incentive to employ debt 

and all but eliminate the tax disincentive to distribute earnings. These 

improvements would not result from the elimination of double taxa

tion, but rather from the lowering of the corporate tax rate to equal the 

new rate of the personal income tax. This rate equalization, combined 

with the recommendation to eliminate the transfer tax on capital gains 

arising from the transfer of corporate shares, meant that both distri

buted and retained corporate income attributable to resident Jamaican 

individuals would be taxed at the same rate as any other income earned 

by those individuals. In other words, full tax integration would effec

tively be achieved for this class of shareholders. The simplicity of the 

new personal-income tax would permit this without a complicated 

imputation and credit mechanism. 
It was proposed that the withholding tax on profits remitted abroad 

be retained. The magnitude of the basic rate reduction meant that the 

overall tax borne by foreign investors would be lower than it had been 

under the existing system and lower than the taxes levied by Jamaica's 

closest competitors in the region. Most foreign investors would have 

received a real tax benefit from the elimination of the withholding tax 

(it would not simply have resulted in an offsetting increase in their 

home-country tax liabilities), but the line between investment attrac

tion and revenue sacrifice had to be drawn somewhere.3' It was decided 

that the greatest efficiency gains would be achieved by lowering the 
basic corporate rate as far as possible. 

The government adopted the recommendation that the company tax 

rate be reduced to 33 1 percent and that the ACPT be abolished, and that 

the withholding tax on dividend payments to nonresidents be retained. 

The proposal to exempt dividend payments from personal tax liability, 
however, was rejected. The government instead decided on a separate 

entity approach whereby company profits and dividends would be taxed 

at 33'/1 percent, the latter under a withholding system. The government 

thus "passed" on the opportunity to fully (and simply) integrate the 

income tax. 
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One reason given for rejection of the proposal to exempt dividends 
received by individuals was that the government was in a crucial stage 
of its negotiations with the iMF and was under pressure to minimize 
the revenue cost of the revenue package. A more likely e:xplanation is 
political, i.e., the Jamaica Labour Party's sensitivity to the growing pub
lic perception that it had become the party of the "big Man." The gov
ernment was still feeling the criticism over the taxation of interest 
income that had been introduced the year before. The prime minister 
and members of the cabinet fully understood that the exemption of 
dividend income and the taxation of interest income represented equiv
alent treatment, but did not believe this could be explained to the 
public. 

Impacts. Wozny has modeled the impact of the system actually intro
duced by the government for 1987.' Corporate income will bear a lower 
overall tax burden than it had under the pre-reform system but, because 
the tax burdens on other forms of income have been reduced by a greater 
degree, corporate-source income will he ,elatively disadvantaged, espe
cially when distributed. The end result of this discrimination will be a 
lower supply of funds for equity investments, compared to what would 
have existed if the full integration proposal had been adopted. The 1987 

tax system will also discourage the distribution of earnings to resident 
shareholders to a greater degree than the pre-reform system. Wozny's esti
mates are that this reform will lead to a reduction in the payout rates of 
widely held companies from about 0.32 to between 0.23 and 0.26. 

The lowering of the corporate tax rate from 4S percent to 33 V3 percent 
in 1987 will increase the post-tax return on corporate investment and 
stimulate growth in the sector and in the demand for corporate equi
ties. The imposition of a higher tax penalty on dividends than existed 
before the reform will, however, impede the flow of investible funds out 
of established widely held companies and into the hands of investors 
who will find the highest returns available for these funds. The intro
duction of full double taxation of corporate income in Jamaica, even 
though both the corporate and personal tax rates are lower than they 
were before 1986, is antithetical to the government's long-range eco
nomic strategy of structural adjustment, which calls for a reallocation 
of resources out of the low-return import-substitution sector ir.,.o the 
export-promotion sector. 

It is clear that much remains undone and there are still important 
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distortions to investment choices that. are attributable to the tax sys
tem. In particular, the change in the relative tax treatment of debt ver

sus equity investments is not in the direction of getting the prices right, 
because full double taxation of dividends has been adopted. Another 
problem is that the system has not been restructured to deal with the 

problem of inflation: depreciation allowances remain unindexed and 

FIFO valuation of inventories remains the practice. The move to either 
LIFO or to indexing asset values to price level changes are beyond the 
administrative capabilities of the Income 'rax Department at the pres

ent time." 

Indirect Taxes 

The history of changes in the structure of Jamaican indirect taxes has 

been one of piecemeal adjustment to cover annual revenue shortfalls. 
As a result, the underlying problems with the system have persisted 
and perhaps even worsened. The conclusion reached by virtually all 
who have studied the system is that it should be replaced with a general 
sales tax. Our conclusion was the same. 

The indirect tax system had not been restructured through June, 1988. 

It remains a complex system of five separate taxes:3 4 From the revenue 
standpoint, the most important component of the system is the con

sumption duty, which is levied on the value of imported and domesti
cally produced goods and is collected at the import and the manufactur
ing stage. The other two domestic indirect taxes, retail sales tax and 

excise duties, are insignificant in terms of revenues raised. Two taxes 
are levied on the import base: customs duty and stamp duty on inward 
customs warrants. The customs duty proper is a relatively small reve
nue source by international standards (less than io percent of Jamaican 
revenues), primarily because of Jamaica's membership in CARICOM. 

However, with significant rate increases beginning in 1984, the stamp 
duty has become a major fiscal instrument. 

Problems 

The Jamaican economy has simply outgrown its indirect tax system. 

Basically, the same laws, regulations, and forms designed forty years ago 
for the duty on rum and a few other items are stil being used even 

though the present system covers nearly all manufacturing activities. 
Cnossen describes the situation well: 
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As Jamaica's economy has grown more complex, the administra

tion of its indirect tax system, which is largely based on produc

tion checks, has become more cumbersome, impeding the free 
inherently fragmentedfunctioning of business and trade. The 

indirect system's coverage, 	 its multi-ratenature of the present 
structure, and its complexity may have undesirable economic 

" 
effects. Its distributional effects arc largely undeterminable. 

Complexity 

The administrative problems with the indirect tax system are in part 

levied under separate acts, aredue to its complexity The five taxes are 

administered by different divisions within the Customs and Excise 

Department, have different licensing and rcturn requirements, and even 

require separate recordkccping systems. The bases which are taxed are 

not the same, nor arc the rate schedules which are a mixture of ad 

valorem and specific ones. Even the customs and excise officials have 

some problems fully understanding the system. The rate schedules are 

very detailed with many fine gradations, and tax officials spend far too 

much time classifying commodities for purposes of selecting the proper 

rate. Moreover, the base is not clearly defined in either the law or the 

regulations, and often the official must make a notional assessment of 

the taxable value of an object. The result is that the tax administration 

service, already understaffed, has much less time available to spend on 

the more important business of assuring a proper rate of compliance. 

Efficiency 

Jamaica's system of indirect taxation does not fit the neutrality goal. It 

distorts the relative prices of consumer goods from what would be the 

case in the absence of taxation, it gives enterprises an incentive to alter 

their methods of doing business, and it offers some degree of inefficient 

protection to domestic producers. As noted above, all of these concerns 
can be traced to aabout the economic effects 	of the present system 

the tax base is very narrow and revenuesingle underlying problem: 
needs force a high effective tax rate and a concentration on those com

modities where assessment and collection are relatively easy. Less than 

20 percent of final consumption of services and less than one third of 

The coverage of domestic valuegross manufacturing sales are taxed.' 

added is thin because the consumption duty is essentially a manufac

turers' sales tax and does not reach the distributive sector, small firms, 

or most of the services sector. Excluding the traditional excises, the 



160 Roy Bahl 

average effective rate of indirect taxation on those commodities actu.
ally in the base is 36 percent (in 1983).

Much of the revenue from the domestic base comes from cigarettes,gasoline, and alcoholic beverages. About 40 percent of all indirect tax revenues, 20 percent of all tax revenue, and 5 percent of GDP in 1983 came from taxes on drinking, smoking, and driving. Relatively high taxrates on these items probably do not impose welfare losses in Jamaicabecause of the price-inelastic demand for these goods and the externalcosts associated with consumption of these goods. These taxes are easily assessed and collected, and consumption will not be enough to 
measurably affect revenues. 

The problem with all of this is that the system becomes very dependent on this narrow base, perhaps to the neglect of fully developing thetaxation of domestic produce and consumption. Reliance on the"perennials" for 85 percent of consumption duty has understandably
dampened enthusiasm for developing a major training program in taxaccounting and auditing. In Jamaica, the traditional excises have alwaysbeen assessed on a specific basis, requiring the physical control exper
tise which is associated with an "excise man." But the ad valorem basisnecessary to assess the broader domestic consumption and production
sectors requires an ability to inspect the books of account of enterprisesin the system. The consequence of not having a more solid tradition inad valorem taxation is not only the shortage of skilled tax accountantsbut also the fact that domestic firms are not likely to have developed
their accounts as properly as otherwise would have been the case. Bothof these problems will haunt the implementation of the proposed gen
eral consumption tax.
 

Of perhaps more 
concern are the distortions potentially introduced

by the consumption duty Because the taxes are levied at the manufacturers and import stage, differential wholesale and retail margins are
not recognized. As a consequence, the final tax burden 
on consumersvaries by commodity in unintended (and probably unknown) ways.Using the Jamaica input-output table Bird estimates that the average(pyramided) effective tax rate on inputs was equivalent to 2.4 percent ofthe gross value of manufacturing output in 1983, compared to an average tax rate of 7.8 percent on total manufacturing outputY Since therate of import taxation on raw materials and capital goods has beenraised substantially since 1983, it is reasonable to expect that the proportion of tax that is hidden in the cascading has increased. 
One would expect manufacturers -especially those who face a high 
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rate of duty-to react to this by shifting functions such as blending, 

packaging, and warehousing to subsidiary distributors, thereby lower

ing their tax liability. We can only speculate about the importance of 

this problem, and draw upon anecdotal evidence of significant vertical 

integration in sectors where the indirect tax rates are high. 

The Jamaican indirect tax system also protects domestic producers 

from foreign competition. Though a large proportion of imported goods 

enters the country tax-free, the stamp duty on imported goods is levied 

at a high rate. Bird estimates that in 1983-84, imports were taxed at a 

was domestic production. Moreover, con-I9 percent higher rate than 
sumer durables and capital goods were taxed at significantly higher rates 

conthan were other imports. With the shift in revenue reliance from 

imported and domestically producedsumption duty (which does tax 

goods at the same rate) to the import stamp duty, the rate of protection 

has increased. The tax incentive program, to the extent it favors domes

tic producers with lower rates for raw materials or outright exemption 

for intermediate goods, has accentuated this protection. 

IlnelasticitV 

The re'enue-income elasticity of indirect taxes is low by comparison to 

that for public expenditures, for at least two reasons. First, the tax base 

excludes much of the rapidly growing service sector and about 80 per

cent of imports. Second, the tax rate structure has not fully shifted 

io is not as "automatically"from a specific ad valorem basis, and 

responsive to income and price level growth as otherwise would be the 

case. Bird estimates that over the 1978-84 period, the buoyancy of all 

about unity and for the consumption duty it wasindirect taxes was 
rate and base increases for import

0.78. Were it not for discretionary 

stamp duties and traditional excises, indirect revenues would not have 

grown to keep pace with GNI'. 

some bothersome implications of an income-inelasticThere are 
taxes are not doing their part in financing publicstructure. If indirect 

expenditures, there will be pressure to make up for the shortfall by mak

ing discretionary adjustments. This has been exactly the case in Jamaica 

where the income elasticity of public expenditures was on the order of 

1.2 over the i98o-86 period. The discretionary changes to correct this 

imbalance have almost always been made under time pressure and in 
or thethe context of an immediate problem with the budget d.ficit 

foreign trade regime. Almost inevitably, the "reform" amounted to lit

tle more than an upward revision in rates. The allocative, distributive, 



162 Roy Bahl 

and administrative effects of these changes, if carefully evaluated at all, 
have taken a back seat to the revenue goals and the political consti lints. 
The resulting reforms make the system increasingly complicated and 
introduce some new directions to the system of relative prices. 

Administration 

The indirect tax system is beset by serious administration problems. As 
noted above, some of these are traceable to the complexity of the sys
tem and can be addressed by nothing short of a restructuring of the tax. 
Beyond this, however, there are important shortcomings in the areas of 
personnel, record-keeping, and procedures that would compromise the 
effective operation of even the best-designed general sales tax. 

Perhaps the major problem is the shortage of qualified staff. Under 
the present system, most of the inspectors lack the type of training 
necessary for effective auditing. The inspection program is also weak 
and burdened by operating procedures that are antiquated in some cases 
and weak in others. The ratio of the number of inspectors to the num
ber of accounts is in an acceptable range, but the frequent visits to 
enterprises are not true audits. Due reports that "there is no system of 
priorities for inspection nor guidelines for the inspectors, no system for 
them to report their findings, and little supervision. 38 Even in the case 
of the traditional excises, where administration is relatively more man
ageable and physical methods of control are used, there is evidence that 
procedures are inadequate and that qualified staff are in short supply 3' 

ProposedReform" 

The goals of the reform program are to make the indirect tax system 
more neutral with respect to economic choices, less arbitrary in the 
way it treats similarly situated individuals and firms, to tie its revenue 
performance more closely to the performance of the economy and less 
to annual discretionary actions, and to improve its administration. To 
accomplish these objectives, the project proposed adoption of a general 
sales tax of the value-added type. The major constraints in designing 
such a reform program are revenue neutrality and protection of low
income Jamaicans from any substantial increase in burdens. 

Value-added Tax 

The general consumption tax (GCT), was proposed to replace the pres
ent system of consumption duties, excise duties, and retail sales tax. 
The base of the tax would include importers, manufacturers, and large 
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distributors, with the value-added feature of allowing a credit for taxes 

paid on inputs. Exporters would be zero-rated 4' and the major consump

tion items for low-income families would be excluded from tax, but 

otherwise there will be few exemptions. This should lower the costs of 

make the system less horizontallyadministration and compliance, 

inequitable, and eliminate some unintended effects on methods of
 

doing business.
 
For reasons of administration, much of the service sector will be out

side the base, as will small, handicraft-type manufacturers, smaller dis

tributors, and all but the largest retailers. Bird's estimate is that to retain 

a constant amount of revenue, the C.CT rate will have to be on the order 

of 20 to 2S percent. This translates into a retail-equivalent rate of io to 

20 percent. 
It is proposed that the present system of taxing cigarettes, petroleum 

products, and spirits will remain unchanged for the time being in order 

and minimize the amount of disruption associatedto protect revenue 
with the reform. Accordingly, only about 30 percent of what is pres

ently collected from the present consumption duty, retail sales tax, and 

excise duty will initially come under the GCT. Eventually, these taxes 

should be included for the difficulties associated with the administra
losses would be too

tive transition and the potential short-iun revenue 

great to bring them in at the present time. 

Imports 

If the reform merged consumption duty,excise duty, and the retail sales 

tax into the cGcT, imports would be taxed at the same rate as domesti

cally produced goods. The common external tariff would, of course, 

remain unchanged. A special problem arises, however, in the case of the 

import stamp duty. Should it be subsumed with the GCT? 

There are good arguments for keeping it separate. It is a proven reve

nue producer, it enables the government to keep rates relatively high on 

certain imports to encourage foreign exchange savings, and it enables a 

targeting of import tax relief on certain sectors of activity. Perhaps the 
on 

most persuasive argument is that integration of the stamp duty 

imports and the GCT would almost certainly lead to a more compli

catcd GCT and could thus defeat one of the main purposes of the reform. 

But there are advantages to bringing the stamp duty into the GCT, 

especially in light of the government's program to broaden the import 

tax base and lower and simplify the rate. It could provide for a similar 

tax treatment for imported and domestically produced goods and would 



164 Roy Bahl 

thus improve economic efficiency Unwanted consumption would still 
be discouraged by the luxury rate under the GCT and the common exter

nal tariff. Most important, however, it would be a better approach (than 

the proposed system of export rebates) to compensate exporters for the 

tax on imported inputs. 
As a practical matter, it vould be impossible at this time to fully 

merge the import stamp duty into a flat-rate GCT. The revenue loss 

could not be made up without a substantial increase in the rates of 

other taxes or a cut in expenditures. The protective element in the 

stamp duty, however undesirabic it may be from a point of view of eco

nomic efficiency, is not likely to be abolished overnight and c unot be 

shifted to the common external tariff. The remaining alternative to dis

couraging imports and correcting external imbalance -devaluation 

-will have few strong supporters. One possibility is to merge the GCT 
and the import stamp duty with a flat 20 percent temporary stamp duty 
on basically the same range of imports as covered by the present stamp 
duty. 

Lessons For "TaxReiorm 

The Jamaican tax reform provides a real-world setting in which to 

rethink some of the principles of tax policy analysis in developing coun
tries. In some cases, old lessons were relearned. But the Jamaican expe
rience also suggested some are.s where the conventional wisdom ought 
to be challenged. Perhaps as important as the substantive issues are the 
lessons learned here about how to do a tax reform in a developing coun
try, i.e., about how to maximize the chances that the work will lead to 
an improvement in the tax system. 

Tax Reform and the Economic Setting 

The best time to do a comprehensive Yeform of the tax structure is 

when the economy is performing poorly. There is a sense that some
thing must be done and tax policy is one area where the government 
can take aggressive action. In such times, it is easier to focus the atten
tion of policymakers on the structural problems with the entire tax 
system and to think through the ways in which the tax system may be 
retarding economic growth. The same inefficiencies that are so visible 
when the economy is not going well tend to become invisible in periods 
of economic growth. Consequently, when the economy is growing, the 
attention of tax reformers shifts to piecemeal adjustments that are 
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"popular" or that appear to improve vertical equity, and to administra

tive improvements. The attention of politicians shifts to the expendi

ture side of the budget during periods of economic growth, and this 

shift accelerates as elections approach. 

Jamaica's tax reform began when the economy was in dire straits: real 

GNP was declining, a devaluation was quite clearly in the immediate 

offing, the external debt burden was heavy and the country was under 

pressure from the IMF and the World Bank to reduce its budget deficit 

and limit domestic borrowing, and the unemployment and inflation 
bad enough that 

rates were at unacceptably high levels. Things were 

the Seaga administration and the general public were in agreement that 

nothing short of a complete overhaul of the tax system would do. The 

stated focus of the tax reform was on a "revenue neutral" restructuring 

of the system and the government was willing to take its time in think

ing through the issues. Had the economy been growing, the government 

may have been less enthusiastic about the comprehensive restructuring 

objectives. Indeed, when the Jamaican ,tconomy did improve in 1986 

and 1987, the government began to slow the pace at which it pushed for 

further tax reform in introducing the remaining parts of the compre

hensive reform. 
The potential pitfall to doing tax reform in a contex- of economic 

decline is that the government's interest and the energies of the project 

will be siphoned away to deal with the exigencies of each year's fiscal 

crisis. In Jamaica, this problem was dealt with by keeping the work of 

the comprehensive tax reform quite separate from the annual revenue

raising exercise. This turned out to be crucial. Had it been otherwise, 

the work of the project would almost certainly have been diverted to 

"quick fixes" to generate enough revenue to meet annual budget needs 

and tax reform would have remained a pi.cemeal exercise. 

How Much Can a Tax System Be Shocled' 

an incremental approach to tax
The conventional wisdom suggests 

reform, i.e., it argues that if the existing system is shocked too much, it 

will compromise the success of the proposed reform. Individuals and 

businesses have become accustomed to the system and even to its short

comings, they understand how it works and how they may comply with 

its provisions, and they have long since capitalized on many of its fea

tures. To shock the economy with anything more than an incremental 

reform will impose significant transition costs as firms and individuals 

try to adjust to major administrative burdens (especially if the reform 
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calls for a new approach to taxation), and will necessarily rearrange the 
distribution of tax burdens among sectors and individuals in the 
economy. 

The Jamaica experience suggests not only that the tax system can be 
shocked under the right circumstances, but that comprehensive reform 
can only take place if the system is shocked. What are the "right" cir
cumstances? First, the government and the public must have lost 
confidence in the present system. Certainly, Jamaica had reached the 
point where patchwork reform was no longer good enough. The tax 
structure and the tax administration had drifted so far out of line with 
the nation's goal for economic development, and with its notions of 
fairness, that only a complete overhaul of the system would work. Sec
ond, the government and the public need time to absorb the shock. 
There was a full six-month debate of the proposals in the Jamaican 
press and by the time of enactment the shock effect had pretty much 
dissipated. Third, there is the possibility of revenue shock-large first
year losses that might result from transition problems or from the 
appearance of unexpected loopholes. Some steps were taken to guard
against this in the Jamaica reform. It was recommended that the tradi
tional excises-alcohol, petroleum, and cigarettes-which bring in 
about two thirds of indirect taxes, not be initially brought into the GCT. 

Fourth, the administrative system must be able to absorb the change.
In the case of the income tax reform, the new simpler system did not 
require new skills in the income tax department, and if anything, it 
made taxpayer compliance easier. There were some problems because 
the revisions to the qct were confusing in some cases, but in general the 
transition was relatively smooth. Finally, if a big change is to be enacted, 
the taxpayer must see a package that brings him or her gains and losses. 
For example, the adoption of a flat-rate individual income tax was 
favored by higher-income Jamaicans but could never have been accepted
unless nontaxable perquisites (which benefited those with higher
income) were abolished and a high standard deduction (which benefited 
lower-income workers) was imposed at the same time. There was little 
pleasure and a little pain in the new tax package for nearly everyone. If 
the Jamaican reform had been constrained to incremental improve
ments, this income tax reform could never have happened. 

The Role of Equity Considerations 

Vertical equity cannot be the driving force behind a compiehensive tax 
reform program in a developing country. In part this is because develop
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ing countries cannot implement progressive tax systems and in part it 

is because the costs of vertical equity are very high. It is one thing to 

recite the rhetoric linking progressivity in nominal rates of income tax 

to vertical equity, but quite another to show that such a linkage actu

ally exists. The problem is with administration. The Jamaican individ

ual income tax had the look of a progressive tax with a steeply gradua

ted nominal rate structure, but in fact the tax was regressive because of 

the extent of evasion and avoidance at the top end. Giving up the 

progressivity in Jamaica's nominal rate structure had little if any effect 

on the distribution of income. 
Indeed, the creation of a progressive distribution of tax burdens r.ay 

not even be a primary consideration in formulating a tax structure revi

sion because of the inherent tradeoff between vertical equity on the one 

hand and the goals of efficiency and simplification on the other. There 

are several dimensions to this tradeoff. First, the unbeatable combina

tion of weak administration and the political power of higher-income 

residents will probably defeat the effort to restructure the income tax to 

make it more progressive. The corollary to this is that the addition of 
moretax features to improve vertical equity often makes the system 

complicated and difficult to administer, and imposes new costs on soci

ety. The addition of a family of special rates on luxury commodities, or 

the provision of tax credits for activities in which lower-income work

ers are thought to engage are cases in point. 
Second, attempts to build vertical equity into the system may impose 

an efficiency cost on the economy. For example, the higher the stan

dard deduction on income tax, the higher must be the tax rate, with 

whatever implications that may have for investment, productivity, eva

sion, and employment generation. The same is true for the exemption 

of commodities from sales taxation and the general sales tax rate. Third, 
cost, eithertax preferences to achieve vertical equity have a revenue 

directly in terms of the tax relief, or indirectly in terms of the revenue 

sacrifice due to the greater complexity of the tax system. 

What is the place of equity in comprehensive tax reform? The first 

goal ought to be to protect the lowest-income families in the society. 

This means that the issue is much less income taxation than interest 

taxes. The Jamaica project carried out a family budget survey to iden

tify the market basket of low income families, and used these results to 

propose a short list of exemptions under the GCT. 42 This done, the goal 

was to work toward a system that was roughlyin the Jamaica study 
proportional in its distribution cf effective rates. Fine-tuning the distri
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bution of tax burdens to achieve some particular pattern of progression 
was not considered. 

Probably more important is the issue of horizontal equity, which the 
Jamaicans seem to have equated with fairness in taxation. The system 
was riddled with inequities: private sector workers received more 
income in nontaxable perquisites than public sector workers, self
employed workers paid lower taxes than those in the PAYE sector, those 
in certain industries had access to the preferential "overtime" tax rate 
while others did not, only some types of businesses could engage in 
arbitrage to avoid income taxes, etc. Such unequal treatment had under
mined confidence in the tax system. The primary goal of die Jamaican 
study was to find a way to eliminate these horizontal inequities and the 
distortions in economic choices which they promoted. 

The Power of Data 

Empirical estimates of the impacts of proposed tax structure changes 
on revenue yield and on the tax burdens of variously situated individu
als and businesses were key in selling the reform package in Jamaica. 
The quality of the underlying data was not without problems, but the 
data gave a basis for removing some of the guesswork in evaluating the 
options. Most important, the presence of the data lifted the debate to a 
much higher level than otherwise would have been the case. There was 
a reasonable basis to guess as the differential impacts of alternative 
relief programs and both the government and the tax reform committee 
focused on simulating the impacts of alternative specifications of the 
rate and base. 

The individual income tax reform was particularly influenced by the 
data analysis. In fact, it is very doubtful that so sweeping a reform as 
this could have occurred in the absence of a rigorous statistical study. 
The proposed flat tax would change the entire system and it was not 
intuitively obvious how various taxpayers or even the government trea
sury would fare. Moreover, the revenue and burden impacts would 
depend on the exact rate and standard deduction chosen. About two 
hundred combinations of rate and base were eventually run through the 
simulation model before a final structure was chosen. Even then, the 
government specified particulars for over one hundred "hypothetical" 
taxpayers and the tax impact of the proposed reform was calculated for 
each. It was a textbook example of looking for the "right" effect on the 
median voter. 

A similar experience can be recounted in the design of the GCT. The 
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issue was the choice of a simple revenue structure, or even a single rate, 
that would give the same revenue as the previous consumption duty 
retail sales tax, excise duty, and stamp duty on imports. The second 
question was: how would various commodities be affected? As in the 
case of income taxation, this analysis required gathering data that the 
government had never before assembled. The result was a reasonably 
clean estimate of the base of Jamaica's indirect taxes, an estimate of the 
options open in structuring the rates for the GCT, and some idea about 
how various commodities might be affected by the new tax. Finally, the 
survey of low-income families provided some hard evidence on the 
expenditure patterns of the poor and headed off proposals for long lists 
cf exemptions in the name of equity 

First Policy,Then Administration 

A first principle for successful tax reform is to get the policy right and 
then deal with the administrative problems. The consumers and spon
sors of a reform often cannot see beneath a plethora of administrative 
problems to the re-Al issue, which may well be a badly structured tax. 
Too often the call for technical assistance in tax administration from 
the iis or from one of the international agencies is premature. 

There are three good reasons for giving policy reform priority over 
administrative reform. First, administrative improvements can often 
generate a quick revenue impact. Because this may satisfy some of the 
urgency about "reforming" the tax sv..Lem, the government may lose its 
enthusiasm about rethinking its tax policy. Second, the true, underly
ing "administrative" problem may be with the tax structure. It may be 
so complicated as to be beyond the capacity of the government to prop
erly administer, or t may so unfair that payment of taxes will be resisted 
no matter how much the administration improves. Third, if the reform 
goes no further than administration, the government will not go through 
the invaluable exercise of questioning whether the tax system is affect
ing the economy in ways that reinforce government objectives. 

The Jamaica case offers some good illustrations of why tax policy 
considerations should lead such work. The individual income tax was 
hopelessly complicated, with three rate schedules, sixteen tax credits, 
and a system under which employees could choose to grant nontaxable 
perquisites to their employees. It would have been virtually impossible 
to improve the administration of such a tax and resources spent in that 
direction would likely have been wasted. More to the point, why would 
anyone consider improving the administration of such an outrageously 
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bad tax? Yet, the initial proposal for the Jamaica tax proiect was for IRS 

technical assistance in the area of income tax administration. 
A second illustration relates to the introduction of the GCT. The pres

ent system is assessed primarily by physical methods and assumed 
notional prices. The skills required of an excise person have to do with 
physical control of inventory, so that measurement and training to 
improve administration would center on improving these skills. The 

proposed change to the GCT would require a different kind of expertise 
-primarily book-audit. An earlier program of technical assistance in 
the area of administration would almost ccrtainly have strengthened 
the existing system, with all of its weaknesses, and the opportunity to 
switch to a more modern sales tax system might have been missed. 

Monitoring 

The results of a tax reform should be monitored in the first years after 
implementation. While it is essential that the reform study generate 
the possible forecasts of revenue yield, tax burden impacts, and eco
nomic effect, it is also essential that the tax planner know the actual 
outcome and be ready to adjust the new system as necessary. It is 
especially important that the monitoring begin immediately after the 
reform is implemented and before new avenues of avoidance become 
entrenched. Taxpayers (and tax evaders) are far more adept at finding 
loopholes in the new legislation than tax reformers are at closing off all 
the avenues for tax avoidance. The more dramatic the structural reform 
and administrative "shock," the more likely are such loopholes to 
appear and to be undetected. 

This is an important problem with the Jamaica reform. The income 
tax reform should have resulted in a significant adjustment in the com
pensation package for PAVE employees-away from allowances and 
toward wages and salaries. However, some loopholes were left open with 
respect to uniform, housing, and automobile allowances and these 
apparently dampened the propensity to convert allowances to wages. To 
study the initial compensation adjustments, we randomly sampled 
firms and carried out an inspection of payroll books before and after 
firms had converted to the new system. The results suggest that the tax 
reform led to a base expansion of only about 8 percent because some 
allowances remain untaxed. Apparently, the initial adjustment to the 
reform was for allowances to migrate to those categories which remain 
untaxed. One might discount these results on grounds that May 1986 
was too soon to measure the impact of the reform, i.e., that neither 
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firms nor the income tax administration had adjusted. The other possi

bility is that these data do tell the true story-that allowances will not 

be brought fully into the base until the loopholes are closed off. Either 

abuses, and consequentlysome 
way, it is clear that there have been 

there is some need to tighten legislation, provide tougher enforcement 

regulations, and do further monitoring. 

Another reason for monitoring is to determine whether the reforms 

have met revenue targets and consequently whether some base or rate 

structure revision is necessary. It is not enough simply to rely on the ex 

impact of the reform. Forecasts, by their 
ante projections of the revenue 

very nature, are conjectural and inaccurate. The underlying data use;d to 

make the projections are sometimes flawed and always dated, the behav

ioral model may not accurately predict the response of individuals and 

businesses to the tax changes, and the underlying economic assumptions
 

used to drive the model may turn out to be far off the mark. The latter in
 

impact of 
particular was a problem with the projections of the revenue 

yield turned out to be much greater 
the Jamaica reform. The revenue 

than had been expected because the economy grew much faster than had 

been assumed in the forecast. This resulted in revenues well above the 

first-year targets, and an increase in the average income tax burden. One 

possibility is that the individual income tax may be too income-elastic, 

and the government should reconsider indexing the standard deduction 

to head off the public discontent which will surely come with continued 

real growth and/or the resumption of a higher rate of inflation. 

Tax Reform or Fiscal Reform? 

It is better to do a comprehensive fiscal reform-which also includes 
compre

of the expenditure side of the budget-than a 
consideration more resources 

a more difficult job, requires
hensive tax reform. It is 

controversial issues, but it 
and time, and probably raises many more 

allows the government to get a better pictuce of the overall implications 

of the tax reform under consideration. 

The Jamaica tax reform mandate was revenue neutrality. What does 

this mean? It implies that the first-year revenue target for the reformed 

system is fixed by the intended amount of government expenditures, 

but it does not provide guidance on the desired income elasticity of the 

new tax system. The latter, of course, depends on the desired income 

elasticity of public expenditures. The result in the Jamaica case was the 

design of a new tax system whose revenue yield may or may not grow at 

the desired rate. To the extent that there is a divergence, discretionary 
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changes will be necessary and a return to piecemeal tax policymaking 
will be invited. 

Fiscal reform is also more desirable because it allows a more compre
hensive study of the options for getting the prices "right," balancing the 
budget, affecting the distribution of income through the budget pro
cess, evaluating least-cost methods of achieving certain objectives, etc. 
The Jamaica reform was more far-reaching than most tax studies in that 
it considered the financing of public enterprises, the benefits of tax 
incentive legislation, and the effectiveness of the government's food 
stamp program. Still, the work came up far short of considering even 
some of the most relevant expenditure-side issues, for example, the 
actuarial position of the payroll tax contribution programs, and the pos
sibilities for user charge financing. The project did a reasonable job of 
estimating who pays for the Jamaican public sector, but it did not go 
very far in considering who benefits. 

How to Get Successful Implementation 

The Jamaica reform suggests five rules about how to get to successful 
implementation of a tax reform. First, the government must see the 
project as its own and not that of a donor or even that of a technical 
assistance research team. The personal and close involvement of the 
prime minister set the tone for the Jamaica work, and the chairman of 
the revenue board was an active participant in the research. A very
important and beneficial development in the Jamaica work was the 
prime minister's appointment of an independent tax reform commit
tee. The committee comprised of twelvewas leading citizens and 
included representatives of most of the major public interest groups.
The project staff worked directly with the committee in their review of 
the tax reform proposals and in the formulation of the alternatives 
which they put forth to the government. 

Second, the technical-assistance team should have the right mix of 
skills and experience and, above all, should have expert credentials. 
Nothing short of well-known tax policy experts with extensive policy 
experience would have satisfied the Jamaicans. The government was 
understandably uneasy about the risks and uncertainties associated 
with the reform; moreover, some aspects of the reform were very com
plicated and others raised important issues of administration that 
appeared to be stumbling blocks. It was essential to have senior staff 
who could draw easily and confidently on knowledge of tax systems 
and of successes and failures elsewhere. 
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Third, tax reform should not be hurried. It takes time to get the tech

nical proposals properly in place, and the public debate needs time. The 

were all involved in the 
Jamaican press and public-interest groups 

debate, at a surprisingly technical level, for a full six months before the 
was 

income tax reforms were implemented. By the time the law 

enacted, a very major change in the system was not seen by the public 

as a tax "shock.' 
tax 

Fourth, there is the important issue of timing. The income 

reforms have been enacted, but the government has not yet moved to 

introduce the GCT or restructure the sales tax. The lesson here is that a 

government is not willing to be associated indefinitely with tax reform, 

even good tax reform. Comprehensive reform tends to be associated with 

a particular administration and there is need to get on with it while the 

power is in place and while there is still enthusiasm for the reform 

program. Even the best of tax reform programs carries unfavorable con
so 

notations for most citizens and politicians, and the zeal for even 

noble a goal as "getting the prices right" wanes as time goes by and 

election years draw close. 
great deal of attention-probablyFifth, implementation requires a 

more attention than it received in the course of the Jamaica work. The 

project did have two income tax administration experts reside in the 

country to work out administration procedures and to assist in train

ing, and a sales tax administration expert to do the same for the GCT. 

On the other hand, too little attention was paid to the need for carefully 

drafting the new legislation and implementing regulations. 

Notes 

The Jamaica Tax Structure Examination Project was sponsored by the government of 
i 

Jamaica from 198.1 to 1987. The project was c.!rried out by the M..tropolitan Studies 

Program of Syracuse University's Maxwell School under the direction of the Board of 

Revenue of the government of Jamaica. The author organized and directed the project 

provided by the government of 
from start to finish. Funding for the project was 

Jamaica and the U.S. Agency for International Development Mission to Jamaica 

(under contract 5,32.oo95-C-oo-301-00).This paper is an abbreviated version of vari

ous chapters in Roy Bahl, ed., The Jamaican 7Wx Reform (Cambridge: Oegleschlager, 

Gunn and Hain, forthcoming). 

2 See also Dawes (1982); Chernik (19781. 

This is discussed in Michael Wasylenko, "Tax Burden Before and After Reform," in 
3 

The JamaicanTax Reform, cd. Roy Bahl (Cambridge: Ocgleschlager, Gunn and Hain, 

forthcoming, chapter 28.
 

James Follain and Daniel Holland, chapter 23 in Bahl, ed., The JamaicanTax Reform.
 
4 
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5 The ratio of taxes to GNI'.
 

6 Lotz and Morss (1967).
 

7 Bahl (I971); Bahl (1972).
 
Chelliah8 Tait, Gratz, and Eichengreen (I979); Chelliah, Baas, and Kelly (1975); 

(197'). 
9 Follain and Holland in Bahl, ed., The Jamaican Tax Reform, chapter 23. 

to An extensive discussion of the effects of the Jamaican tax structure on work effort, 

saving investment, and compliance is in Roy Bahl ct al., "A Program for Reform," in 

Bahl, ed., The Jamaican Tax Reformn, chapter 1. 

i i See DeGraw (1984). 
12 See Wasylenko in Bahl, cd., The Jamaican Tx Rejorm, chapter 28. 

M. Bird and Barbara Miller, "The Incidence of Indirect Taxes in Low
13 See Richard 

Income Households in Jamaica," in Bahl, ed., The lamaican Tax Reform, chapter 29. 

addressed in Carl S. Shoup, "Integrating Tax Policy, Industrial 
14 	 These questions are 


Policy and Trade Policy in Jamaica," in Bahl, ed., The Jamaican Tax Reform,
 

chapter 2S. 

i S A discussion of the foreign trade regime before 1983 is in Whalley (1984). 

Wayne Thirsk, "jamaican Tax Incentives," in Bahl, ed., The lamaican Tax Reform,
16 

chapter 26. 

17 Richard M. Bird, "Taxation of Services," in Bahl, ed., 7he Jamaican Tax Reform, 

chapter 22. 

18 Ibid. 
19 The underlying data and empirical analysis are described in detail by Bahl et al., "An 

Evaluation of the Structure of the Jamaican Individual Income Tax" and "A Program 

for Reform," in Bahl, ed., The Jamaican Tax Reform, chapters 3 and 4. 

2o At the time this work was done, the most recent available data were for 1983. 

21 See AIm and Wasylenko, "Payroll Taxes in Jamaica," in Bahl, ed., Tile Jamaican Tax 

Reform. 
22 Each of the three, however, has a tax element. 

are not discussed here. Aim and 
23 The allocative effects of this system of payroll 

careful discussion of the economic effects under alternativeWasylenko provide a 


assumptions about the incidence of the employer share. Aim and Wasylenko,
 

"Payroll Taxes in Jamaica."
 
James Wozny, "The Taxation of Corporate Source Income in Jamaica," in Bahl, ed.,


24 

The Jamaican Tax Rcform, chapter 8. 

2s For industrial buildings and machinery arc given an initial allowance of 20 percent, 

a lower percentage according to a complicatedbut other asset investments receive 


schedule.
 
This is described in Martinez, "The Taxation of Financial Institutions in Jamaica,"

26 
and Brannon, "Tax Policies for Life Insurance Companies in Jamaica," in Bahl, ed., 

The JamaicanTax Reform, chapters 1o and i i.
 

David Davies and Lauria Giant, "The Taxation of Jamaican Public Enterprises" in
 
27 

Bahl, ed., The Jamaican Tax Reform, chapter 13. 

28 Tanzi 11987). 

29 He defines the effective tax rate as the ratio of the present value of the tax payments 

(individual and corporate income) to the present value of the economic income aris

ing from the investment. Economic income is measured as the difference between 
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The Jamaican 
and economic depreciation. Wozny, chapter 8 in Bahl, ed., 

revenues 
Tax Reform. 

Io 	 Ibid. arc described in Oliver 
3I 	 The international implications of the company tax reform 

Oldman, David Rosenbloom, and Joan Youngman, "International Aspects of Revi

sions to the Jamaican Company Tax," in Bahl, ed., The Jamaican Tax Reform.
 

Wozny, chapter 8 in Bahl, ed., The JamaicanTax Reform.
 
12 	

These issues are discussed in Break, Holland, and McLure (1986).
1, 

The system is described in John Due, "Jamaica's Indirect Tax Structure," in Bahl, ed., 
14 	

The lamaican Tax Reform, chapter i S. 

Sijbren Cnossen, "Future Development of the Sales Tax in Jamaica," in Bahl, ed., The 

Jamaican Tax Reform, chapter 20. 

The latter excludes food, petroleum products, cigarettes, and alcoholic beverages. 
36 

Bird, chapter 16 in Bahl, ed., The Jamaican Tax Reform.
 
37 

in Bahl, ed., The Jamaican Tax Reform.
 
38 	 Due, chapter Is 


Cnossen, chapter 20 in BahIl, ed., The Jamaican Tax Reforn.
 
it 

on indirect taxation was coordinated by Richard Bird. The design of the 
4o 	 The work 

proposed reform is found in his "Choosing a Tax Rate" (chapter 18), and "Taxation of
 

Services" (chapter 22) in Bahl, ed., The Jamaican Tax Reform.
 

No tax would be due on value-added and all taxes paid on inputs would be refunded.
 
41 

29 in Bahl, ed., The Jamaican Tax Reform; and Miller 
See Bird and Miller, chapter42 

and Stone (198s).
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The Tax Mission to Japan, 1949-50 

Carl S. Shoup 

I.Genesis of the Tax Reform 

In mid-1947 General Douglas MacArthur and Harold Moss were dis

cussing taxation in the general's Tokyo office. MacArthur was Supreme 

in charge of the occupation
Commander of the Allied Powers (SCAP), 


forces in Japan. Moss, an official in the Internal Revenue Service of the
 

United States, was en route to Korea to serve as budget and tax adviser
 

to the Korean interim government. The two had known each other for
 

were in the Philippines
some ten years, since the days when they 

together.
 
MacArthur was clearly worried about the condition of the tax system 

in Japan. The occupation had now been in force fo; nearly two years, yet 

impositioni and collection of taxes was still on a largely arbitrary basis. 

The occupation military were still assuming responsibility for getting 

tax revenue to the treasury. A U.S. officer would tell a Japanese district 

1iuch he was expected to bring in, no matter
collector of taxes how 
what methods lie found it necessary to use. 

that the
MacArthur told Moss that his reading of history showed 

collapse of nations was due often, if not always, to the mounting inef

fectiveness of their tax systems. Japan, a)though then in a state of near 

ruin, could in a few decades become one of the world's great democratic 

powers if the necessary steps were taken, including the creation and 
were to becomesound tax system. Moreover, if Japanoperation of a 

democratic-one of the general's most intensely held aims-local gov

ernment would have to be strengthened. To this end, prefectures and 

cities would have to be granted more financial independence, which 

implied stronger taxing powers than their own. 
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Moss went on to Korea, but three months later word came from Mac. 
Arthur calling him to Tokyo. The general had clearly decided to pro
ceed with fundamental tax reform in Japan. Moss was given charge of 

the Internal Revenue Branch of the Finance Division of General Head

quarters of SCAtP. A few weeks later the Branch was made a Division, 
placing it on the same level as the Finance Division, in the Economic 
and Scientific Section of GHQ. 

In the ensuing months, well into 1948, Moss succeeded 'n getting tax 

collection methods on a sounder basis, but the structure of the tax 

system badly needed repair, indeed, an overhauling. Moss suggested that 

someone versed in tax policy, as distinct from tax administration, be 
brought from the United States, preferably with a group of colleagues 
who would form a tax mission. MacArthur agreed, and in the fall of 
1948 Moss went to the United States to find a director for such a 
mission. 

II. Initiation of the Project 

In October 1948, Moss called at my office at Columbia University in 

New York City to explore the possibility of my forming and directing a 

tax reform mission to Japan. The following terms were quickly agreed 
on, and I accepted the invitation. The mission would come to Japan in 
the summer of 1949, and complete its work by the fall. An earlier date, 
though preferred by General MacArthur, would be impracticable, since 
the potential members of the mission that I had in mind were commit
ted to their academic assignments for the next six months. The mem
bers would be chosen by me, subject to the usual clearance require
ments (no difficulty at all developed on that score). The repot c would be 
published by SCAP in both Engli.sh and Japanese. There would of course 
be no censorship or other dictation of the contents of the report from 
anyone. Moss agreed to devote virtually full time on the logistics of the 
enterprise, on the entrees to SCAP and Japanese officials and others, and 
to similar matters. There was no need for me to draw up a budget and 
estimate a total cost of the project, since we would be assimilated into 
the military, with similar pay, and transportation and hotel accommo
dations would be provided, as well as secretarial assistance and the like. 
The mission would consist of seven persons including myself. Fortu
nately, I obtained an affirmative answer from each of the six individuals 
whom I approached as first choices. They were: 

http:Engli.sh
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Howard R. Bowen, dean of the College of Commerce and Business 

Administration, University of Illinois 

Jerome B. Cohen, professor of economics, College of the City of New 

York 
Rolland F Hatfield, director of tax research, Department of Taxation, 

State of Minnesota 
Stanley S. Surrey professor. School of Jurisprudence, University-of Cali

fornia at Berkeley 
William S. Vickrey, professor of economics, Columbia University 

William C. Warren, professor of law, School of Law, Columbia University 

were together, in the old Imperial
The members of the tax mission 

Hotel, for the greater part of the summer of 1949. In August, after two 

months of intensive work, we repaired to a mountain resort hotel away 

from the heat of Tokyo to draft the report, which was finished by the 

. later in four volumes with 
end of August and appearcd a few weel 


facing pages in English and japanese (Shoup, 1949).
 

i 
 Augu,t and September 1950, four members of the tax mission 

a to Japan,
(Shoup, Sirrey Vickrey, and Warren) made second trip 


described below (Shoup, i95o).
 
j:i., shortly after my arrival in 

General MacArthur discussed wit, 
no concrete suggestions

Tokyo, the program of the mission, but made 

except to request that the report not make a "guinea pig" of Japan by 

recommending many hitherto untried taxation measures. He received 

the mission members at luncheon, and again, in July, in his office, 

me just before my departure at the 
and had another discussion with 

end of the study. The impression he gave was that he wanted to facili

tate the mission's work in every way feasible, but would not discuss 

specific recommendations and the like before the report was written 

report would be entirely our responsibility. In the event, General 
-the 
MacArthur accepted the report in toto and recommended to the prime 

as a 
minister that it be accepted and implemented without change, 

package.
 
The resources made available to the mission were of very high qual

ity. Several of the younger Japanese officials in the finance ministry 

were assigned as interpreters, and their high level oi general capability, 

including an excellent command of English, and knowledge of the Jap

fiscal system, made them invaluable colleagues. In later years 
anese 
these men went en to high positions: for example, one became finance 

one of the large banks. Whatever 
minister and another, president of 
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success the mission had was due in considerable part to the contribu
tions of these talented colleagues.' 

The tax mission was the last of the several groups or individuals that 
had been called to Japan by SCAP to suggest or formulate reforms in the 
Japanese government and even social structure (for brief descriptions of
these reforms, see Perry [198o], passim). The Dodge mission, in 
1948-49, was instrumental in checking the postwar inflation: whole
sale prices, which had risen from an index of Too in 1934-36 to 350 in 
1945, had leaped to 20,876 in 1949 (Perry 11980), 111).2 But they had 
stabilized by the time the tax mission had arrived, and showed promise
of remaining so. Thus another diversion of the mission's energies was
prevented: its recommendations did not have to include elaborate mea
sures to adapt the tax system to an inflationary environment. 

Before considering the mission's report, let us look briefly at the tax 
system then in force in Japan. It was essentially a modern one, in struc
ture. The following extract from Aoki (1985, p. 435) sketches the devel
opment of the Japanese tax system up to 1949: 

When Japan emerged as a modern state after the Meiji Restoration 
of 1868, the land tax accounted for more than 8o percent of the 
tatal tax revenue of the national government. With the advent of 
the capitalist economy, in r887 Japan became one of the first states 
to initiate a national income tax. Under the schedular income tax
ation in 1899, the income tax was extended to corporations.
Around the turn of the centur, the liquor tax and other indirect 
taxes were established. In 19o4, the production and sales of ciga
rettes and tobacco products were brought under the monopoly of 
the government, which lasted until March 1985. 

After World War I, the income tax was completely revised. By
that time the revenue from income tax, including both corporate
and personal taxation, as a percentage of the total tax revenue 
exceeded 20% while those from the land tax fell below io%. Later
in 1938, the predecessor of the commodity tax was introduced. On 
the eve of the Pacific War, a far-reaching reform of the tax system 
was put into effect. The former incume tax was divided into the 
income tax (on natural persons) and corporation tax. Since then, in 
Japan, the term "income tax" means only the tax imposed on indi
viduals under the Income Tax Law :,nd the term "corporation tax" 
means the one on income of corporations under the Corporation
Tax Law. The new income tax was featured by the bipolar system, 
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which employed schedular taxes and graduated global tax. With

holding tax at source which had been hitherto applied to interest 

and dividends was expanded to wages and salaries. The corpora

tion tax was imposed on corporate profits at a flat rate. The share 

of the direct tax revenue in the total national tax revenues rose 

from 34.8% in 1934 to 36 average to 65.I% in 1941 .... 

Immediately after World War II,various taxation measures were 

taken to curb inflation and to reorient the economy. The property 

tax with nighly progressive ratcs was introduced. In 1947, the bipo

lar system of income taxation was re2placed by the purely global 

tax with progressive rates and the American "self-assessment" sys

tem superseded the traditional method of government assessment 
such as land and businessand collection. Some national taxes 

taxes were transferred to local governments. For a brief period from 

1948 to 1949, the turnover tax was put in force. 

I1.The Tax Mission Report 

A. Publication 
1949 was a remarkablePublication of the tax mission's report of 

achievement. The report appeared in October of 1949, in the form of 

photocopy of typescript. The first two volumes contained the report 

proper; the second two, appendices. Volumes I and II took up 227 pages 

in fEct twice that mary pages, sinceof double space text. There were 

the Japanese translation appeared on the (right) facing page. 
largely an educational task, asThe mission thought of its work as 

well as a direct guide to policy; care was taken to explain the reasons for 

every recommendation, and the report was widely distributed over the 

too well here, but I seem to recallcountry. (Memory does not serve 


being told that some 20,000 sets of the four volumes were sent out.)
 

The definite intent was to bring the tax system out into the open, to
 

give the public a chance to understand the system and its problems.
 

The second report of the mission was printed in I95O, again with 

facing pages in Japanese. It contained only 92 pages (184, counting the 

Japanese pages) and covered only certain selected topics, as described 

below. 
Three and a half decades later, these two reports were retranslated' 

and published, in 1985, by the Kasumi Publishing Company, Tokyo, in 

a single volume, with a two-page preface written on request by Shoup. 
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Aside from this preface, there is no English text, naturally enough. The 
former and presentnew translation is the work of "a group of some 

officers of the Ministry of Finance .... For one thing, the importance 

of the Recommendations has recently been widely recognizedanew 

and strongly emphasized in discussions for tax reform to be made. For 

another thing, Japanese language, both its terminology and expressions, 
has considerably changed for the past thirty-five years, and the original 

translation has become a little old-fashioned" (H. Kaneko to Shoup, 

July i5, 1985). 
The authorities publicized the report in 1949 and 195o and sought to 

educate the taxpayers in many ways.' For example, a wall calendar, 16 

by io inches, showed a smiling young Japanese woman holding a copy 

ef the report, while the leaves of the calendar beneath, upon being 

turned up, revealed exhortations alongside the month's calendar, from 

January to December, as follows (in translation): 

January: The final return of income tax shall be filed in January. 

Don't forget your filing and tax payment .... February: Finish your 

tax payment as soon as possible .... March: To prepare for tax 

paymeint, deposit money for that purpose .... April: Let us fiie 

returns for Commodity Tax by ioth of next month.... May: Cor

rect bookkeeping for correct tax payment .... June: Let everyone 

file his provisional return of income tax .... July: Never let tax 

become delinquent, in order to establish a bright and cultural Japan 

...August: Let us subscribe 'Zeino Shiiabe (The Way to Tax)", top 

level tax. September: Let us exterminate illicit sake and illicit 

tobaczo .... October: Don't forget the second term payment of 
usincome tax .... November: To prepare fo; tax payment, let 

deposit money obtained through Aice quota delivery ... December: 

Finish your tax payment this year, and welcome a bright new year. 

B. Contents, in Ge;ieral 

The 1949 report proper (volumes i and 2) considered the revenue sys

tem on a tax-by-tax basis, except for three opening chapters dealing with 

the tax system as a whole, intergovernmental fiscal relations, and pros

pects for government expenditures with the corresponding changes in 

tax revenue to come from the report's recommendations for the tax 

system. 
Of the several taxes, the income tax, individual and corporate, 

received by far the most attention. This reflected the mission's view 
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that the income tax should be the largest single source of revenue 

and that it needed a great deal of reconstruction if it were to play this 

role.' 
were devoted to the taxation of gifts and bequests,Separate chapters 

the local-inhabitants tax (counted in the income tax total above), the 

real estate tax, and to other local taxes. The indirect tax system, aside 

from a few local taxes, was covered in just two chapters, one on the 

tobacco monopoly and the liquor taxes, the other on the turnover tax, 

various excises, customs duties, social security taxes, and revenue from 

government monopolies other than tobacco. This brevity of treatment 

reflected the mission's view that the turnover tax should be repealed 

and should not be replaced, on the national level, by any oti-er broad

based sales tax (the value-added tax suggested for the prefectures will 
or in adminis

be noted below), and that the excise taxes, in concept 

tration, did not call for much change, at least relatively to the income 

tax. 
xT , four appendices in the last two volumes of the report dealt with: 

(A) Finance of Local Governments, (B)Treatment of Irregular Incomes 

under the Personal Income Tax, (C) Revaluation of Assets (for purposes 

of income taxation), and (D) Administration of the Individual and Cor

porate Income Taxes. Item (C) reflected the need for revaluation follow

ing the period of drastic inflation. 

The -95o report consisted of a press statement of the tax mission 

released September 21 i,95o, and three supplementary memoranda: The 

EqualizationGrant,Administrationof the NationalIncome Taxes, and 

Local Tax Administration Problems.The emphasis placed on tax admin

istration is evidenced by these memoranda titles and by the devotion of 

a considerable part of the press release to administrative problems. Con

ceptual and tax-theory issues were restricted almost entirely to the para

graphs devoted to the proposed value-added tax (prefectural) and to the 

grants made by the national government to the local units. 

Taking the 1949 and i95o reports together, we find that, of a total of 

492, pages, 121 pages, or 25 percent, were devoted to tax administrative 

and tax compliance problems, all but thirteen pages of the 121 being 

devoted to the income tax. Of course, the remaining 371 pages, on con
some discussion of

ceptual and substantive policy issues, contained 

administration and compliance. Perhaps about one third of the two 

are of special interest to the tax administrator, with
reports together 
respect to the activities of the administrator, and those of the taxpayer 

as he seeks to comply with (or evade or avoid) the tax laws. 
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C. Recommendations in the 1949 Report: 

Conceptualand SubstantiveIssues 

summarized in a press re-
The tax mission's recommendations were 

lea3e distributed at a press conference on August 26, 1949.6 They are 

given in detail in the four-volume report. We consider first the major 

on conceptual and substantive issues. They were as 
recommendations 
follows: 

i. Total tax revenue to be decreased by 2.5 percent in the 195o-5i 

1949-50 fiscal year. Thus, the overall reform
fiscal year from the 

was intended to be virtually revenue-neutral, as that term is used in 

this volume (Gillis, chapter i). 

2. National government tax revenue would decrease by 9 percent, this 

a 27 percent increase in the much smaller
being largely offset by 


total of local (prefectural plus municipal) tax revenue.
 

3.The personal income tax to continue to be the major source of reve

nue for the national government, slightly decreased by the net result 

of the following proposed changes: 

a. The bracket rates to be reduced somewhat, with the top rate to be 

only 55 percent compared with the existing 85 percent rate. This 

top-rate reduction to be partly offset by the introduction of a per

sonal net worth tax on individuals with more than 5million yen, at 

rates ranging from o.5 percent to 3 percent on that part of the net 

worth over so million yen. This combination, it was argued, would 

to investment and entrepreneurial labor.7 

reduce the disincentive 
on the first 50,ooo yen.

The starting rate would be 20 percent 

The 55 percent rate would apply to that part of one's income over 

300,000 yen. 
b. The personal exemption to be increased from f 5,ooo yen to 24,000 

yen, part of this increase being to absorb a recommended reduction 

in the earned-income credit, which was deemed to give too great a 

tax advantage to the wage or salary earner over the farmer or small 

businessman. 
c. The allowance for a dependent to be increased somewhat, and its 

form changed from a credit against tax to a deduction from income, 

on the grounds that the tax differential due to a dependent should 

increase with income (degree of progcssivity desired is obtained by 

the rate schedule). 
d. Deduction to be allowed for medical expenses and loss of prop
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erty due to accident or theft, to the extent that the total of such 

expenses and losses exceeds io percent of net income. 

e. Capital gains to be included in full, instead of only So percent, 

under existing law, and capital losses to be allowed in full. The net 

gain or loss would be averaged forward over five years. Gains or losses 
15 percent

resulting from a change in the price level of more than 


would not be taken into account.
 

f. Other types of fluctuating income, e.g., royalties, also to be aver

aged forward. The income would be divided into, say, five equal 

parts, one part to be included in each of the next five years' incomes. 
to 

g. An extra 12,ooo yen of personal exemption to be allowed 

the blind and, possibly, to those with similarly severe physical 

disabilities. 
h. An individual stockholder to be given a tax credit equal to 25 

percent of dividends included in his return, to compensate, more or 

less, for the 35 percent corporation tax (see below). 

i. Contrary to a proposal being urged in Japan at that time, no favor

able tax treatment should be given to interest paid on bank deposits 

or other savings accounts. 
j. Again contrary to proposals strongly urged, no special income tax 

treatment should be accorded foreign nationals working in Japan.8 

Certain recommendations affecting both the personal income tax 

and the corporation income tax are noted under number 5 below. 

4. The role of the corporate income tax to be decreased somewhat. 

as 
a. The excess profits tax, introduced in 1947, to be repealed, 

impairing incentives unduly and being difficult to administer. 

b. The corporation income tax cate to .'emain at 35 percent. 
ividends paid to be repealed.c. Withholding tax of 20 percent or 

d. A new tax to be levied an-aually on total retained earnings of a 

corporation, at i percent. This would represent roughly an interest 

charge on personal income tax deferred by retention of earnings in 

place of paying taxable dividend:. The tax would apply only to earn

1949. A higher rate, perhaps 9 per
ings accumulated after July i, 


cent, would apply to family corporations.
 

e. Repeal the tax on corporations levied when they liquidate, and 

tax the accumulated surplus and the portion of capital representing 

capital gain by the shareholder at the shareholder level. 
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5. The taxation of business profits, whether arising in a corporation or 
an unincorporated enterprise, to be modified as follows: 

a. All depreciable business assets, and land, to be revalued to cur
rent prices to allow adequate depreciation, or basis, for computing 
taxable income. A 6 percent tax to be imposed on this recorded 
increase in asset values, as a matter of equity vis Avis firms that 
had been taxed in the past on realized paper gains and holders of 
fixed money claims who could not deduct their real losses, due to 
inflation, for income tax purposes. (The price level had increased 
since 194o by something between ioo and 20o times.) 
b. Repeal the 662/1percent tax levied on inventory profits whenever 
offici;-l prices are increased under the Price Control Law, except as 
as the increase can be traced to removal of a price subsidy (see pp. 
131-33 of 1949 report). 
c. Allow a.two-year carry-back of business loss and an unlimited 
carry-forward. 
d. Allow certain other methods of inventory valuation in addition 
to the sole method then allowed, the weighted average method (aver
age cost method). 
e. Allow certain other depreciation methods in addition to the sole 
method then allowed, the declining balance method. 

6. The existing estate and gift taxes to be replaced by a cumulative 
accessions tax on the recipient of gifts inter vivos and property pass
ing at death, with a top rate of 9o percent applicable to amounts in 
excess of 5o million yen. An exclusion of 30,000 yen would be 
granted each year with respect to property passing from any one 
donor (this, for administrative reasons), and, in addition, each recip
ient (each taxpayer) would be given a r 5o,ooo-yen lifetime exemp
tion. The tax mission report explained that this move would avoid 
many of the problems that were undermining the estate-gift tax in 
the United States, and would promote a wider distribution of gifts 
and bequests. 

7. The government tobacco monopoly to be continued, not to be 
replaced by putting that industry in private hands and then taxing 
it. The mission did not have the time or resources to compare these 
alternatives carefully. As soon as further national tax reduction was 
possible, it should include some slight decrease in prices of tobacco 
products. The monopoly was obtaining a profit on low-price ciga
rettes equal to a tax of 2oo percent on a retail price net of tax or 
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profit, and 600 percent on high-priced cigarettes. Such high implicit 

taxation was aimed partly at reducing tobacco production severely, 

not for health reasons (scarcely an issue in those days), but to 

increase land available for producing food. The resulting monopoly 

profit was very large: in the national budget for 1949-50 it was 

15 percent of total nationalestimated at 120 billion yen, which was 

and local tax revenue ("tax revenue" includes these monopoly 

profits, unless otherwise noted). 

8. The tax rates on liquor (i.e., alcoholic beverages) to be increased sub
1949 on the assumptionstantially. They had been reduced in May 

that revenue would be increased but with better administration. 

But the report conjectured that the maximum revenue rates had not 

yet been reached. Existing rates were the equivalent of about 300 

percent of the retail price ex-tax, more or less; there were nine rates, 

all specific, varying with the type of liquor. The report based its 

maximum-revenue rates proposal on the luxury nature of liquor con

sumption generally, apart from the rationed supply that was allowed, 

at the lower end of prices, to farmers and certain workers. A further 

rise in the national tax rates on liquor was recommended to take 

effect if, as the report urged, the 5 percent tax on liquor sales levied 

repealed. Finally, the national governmentby municipalities were 
should resume control of the wholesale distribution of liquor. The 

revenue from the national tax on liquor for 1949-50 was estimated 

at 65 billion yen, about half the yield from the tobacco monopoly. 

9. The general sales tax, a turnover tax on all sales (cascade tax), to be 

repealed if the national government's expenditures were reduced as 

recommended, or contemplated, in the report's chapter 3. This i 

percent tax, introduced . i7tember i, 1948, was opposed by the 
extenttax mission partly becau.I. - burdened the poor to some 

(although staple food and dwelling accommodation were exempt), 

but also because the rate could not be raised without causing seri

ous economic disadvantages. Further, at the i percent rate it was 

not being taken seriously enough by either administrators or tax

payers. The estimated yield of this "transactions" tax for 1949-50 

was only 45 billion yen. No other type of general sales tax was rec

ommended for the national government. In particular, a retail sales 

tax was deemed infeasible, in view of the fragmentation of retail 

trade among small firms. The value-added tax recommended for 

prefecu'lre3 is discussed below. 

io. A set of manufacturer's excises, levied on a large number of specified 
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goods, to be retained, but the tax rates in the two highest-taxed 

groups (roo percent and 80 percent of the manufacturer's price) to 

be reduced to 70 percent and 60 percent. The 50, 3o, and 20 percent 

rates were to be retained. The specific tax rates on five other com

modities were to be retained, also. Goods used wholly or chiefly by 

business firms should be exempt. The yield of all these taxes was 

estimated for 1949-50 at only 27 billion yen. They were acceptable 

all of them fell upon luxury or semiluxurybecause virtually 
expenditures. 

i i. The textiles tax to be repealed, as an undue burden on clothing, one 

of the necessities of life. The tax, levied on producers of silk, rayon, 

woolen, cotton, and staple fiber goods, was 40 percent on silk, rayon, 

and woolen goods, and io percent on the other two. The luxury 

element in silk was offset by the special difficulty the silk produc

ers were experiencing in their export markets. 

12. 	As to other indirect taxes, the tax on sugar was to be repealed, the 

new gasoline tax to be retained. Customs duties to be reconsidered 

later (largely because at that time practically all imports were either 

from the United States as aid, or for occupation personnel, or by the 

Japanese government's Foreign Trade Fund). For lack of time to study 

on 	a firm basis were made regardingthem no recommendations 
several other taxes, including the tax on soft drinks, the tax on trans

fer of securities, the tax on mah-jongg and other playing sets, and 

the stamp taxes on legal documents and the like. The inclination of 

the tax mission was, however, clearly to repeal these taxes, save the 

one on playing sets. 

13. 	 Several taxes were being imposed on payrolls, to help finance vari

ous parts of the social security program. The report made no funda

on these taxes, partly because of a thormental recommendations 
ough report on the social security system had already been made by 

1947. The report did recommenda mission that visited Japan in 

consolidation of the various payroll taxes in the hands of the minis

try of finance, to be integrated with the withholding of income tax 

from wages. The report gave no data on tax yields or tax rates in this 

area. 

14. The report had little to say about the revenue aspects of government 
on horse races, all ofmonopolies on salt, camphor, and betting 

which involved insignificant tax collections. 

15. 	One of the main local taxes, the inhabitant's tax, shared by the pre

fectures and municipalities (cities, towns, and villages), to be based 
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more on income and less on other factors, including per capita and 
ranking (for description, see chapter i i of the report), and to be 
reserved entirely for the municipalities. Corporations should be 
excluded from this tax. The municipalities would get about 6o bil
lion yen a year from it, under the mission's recommendations, a 
substantial increase from the existing yield of some 25 billion yen, 
shared about equally between the two levels of government. 

16. 	Expansion of the tax base was recommended for the w(al estate tax, 
which, despite its label ("land and house tax"), applied also to busi
ness real estate. The revenue from the tax was negligible because 
the annual rental values on which the tax rate was imposed were 
those of the prewar period, before the ioo- to 2oo-fold inflation. To 
be sure, rentals were under severe rent control, but half or more of 
the real estate was used by its owners, domestic or business. The 
report recommended that this tax (a) be reserved for the municipali
ties and administered entirely by them, (b)be based on capital value, 
and (c) be expanded to include all assets of a business firm subject 
to a depreciation allowance under the national income tax. The tax 
rate for I95O-5 i should be 1.75 percent of the newly appraised cap
ital values. The yield of the tax was expected to be, under these 
reforms, about So billion yen, all to go to the municipalities, repre
senting a gain of s,,ne 4o billion yen for them. 

I7.	The local-enterprise tax to be replaced by a tax on value added of 
business firms, the tax revenue to go entirely to the prefectures 
instead of being split 50-50 between the prefectures and the munici
palities. This tax was levied on business profits as reported for the 
national income tax, although in practice some sort of standard rate 
of profit was often assumed. The standard rate of tax varied from 15 
percent to 22.5 percent, among the prefectures. Agriculture, live
stock breeding, forestry and fishing were taxed, generally, at two 
thirds the standard rate, and income from staple foods was exempt. 
The cumulative tax rates on business profits of an unincorporated 
enterprise could, considering the national income tax and the inhab
itant's tax, rise to a total of 70 percent. The tax mission deemed this 
too high, and sought a lower rate for the enterprise tax, something 
between 4 and 8 percent, which would be possible under the broader 
base of value added. This, the only major recommendation of the 
report that was never put in force, is discussed in more detail in 
section 1V (A, i) below. The revenue from this new tax would be 
about the same as that from the existing tax. 
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18. The admissions tax rate to be reduced from iSo percent to uo pci

cent, and to n' still lower level in some later year. The enuff yield of 
about 14 billion yen should go to the prefectures instead 11 me third 
to prefectures and two thirds to municipalities, since such a tax is a 

very uneven source of revenue as among different types of munici
pality. The i 5o percent rate was an unfair discrimination agains. 

this economic sector, and induced much evasion. 
i9. The real estate acquisition tax to be repealed, as hindering unduly 

the transfer of such properties to their most economically efficient 

uses, especially at the standard rate of 2o percent (io pcrcent on 

small houses). This tax, yielding about 12 bi!lion yen, was sharcd 
equally between municipality and prefecturc. 

2o. The tax on amusement, eating, and drinking establishments (2o 

percent up to iso percent) to be retained, but the 12 billion yen of 

revenue to go all to the prefectures in place of being split equally 
with the municipalities. 

21. 	The 5 percent local tax on retail sale of liquor (half to prefectures, 
half to municipalities) to be repealed, taxation of liquor to be con
centrated at the national level. Another group of 14 minor local 

taxes to be retained (report, p. 209), and another group of 7 to be 
repealed (pp. 209-10). 

22. 	Some 40 billion yen, apparently, was being raised by municipalities 
through so-called voluntary contributions, chiefly for building 
schoolhouses, police stations, and the like. These contributions 
were a source of difficulty and unfairness, and the tax mission indi
cated a hope that they would decline, perhaps vanish, as the system 
of regular municipal taxes was strengthened. 

23. 	In general, as to local taxation, the following changes (inrrmlemented 
by the recommendations above) to be made: (a) total tax revenue 
raised by local taxes to increase from iSo billion yen to i9o billion 
yen, all this increase to go to municipalities; (b) the device of munic
ipal surtaxes on prefectural taxes to be abandoned, each of the two 

local levels to have its own kinds of tax; (c) the taxes to be fewer, at 
higher rates, in place of the existing medley of taxes; and (d) the 
three major local taxes to be extensively revised, the yield of the 
inhabitant's tax to be more than doubled, and that of the real estate 
tax more than tripled (the enterprise tax yield would remain about 
as before). 

24. The system of grants-in-aid by the national government to the local 
governments to be revised as follows: 
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(a) The total of 143 billion yen to be increased to 165 billion yen. 

(b) Almost all of the ioo percent grants (total, io billion yen) to be 

abolished since the citizen is confused as to which level of govern

ment is responsible for the activity in question, there is undue con

trol from the national level, and friction is created between national 

and local officials. 

(c) The more than two hundred less-than-ioo-percent grants (e.g., 

the national government pays 5o percent of the salaries of teachers 

be replaced by a general-purposein local elementary schools) to 

equalization grant. Those partial grants designed to induce locali

ties to pioneer in new services or better methods would be retained. 

(d) Grants for local public works to be retained (30 billion yen). 

(e) The percentage share of the localities in the national personal 

and corporate income taxes' revenue (33 percent in 1948-49, and 17 

percent in 1949-59) to be replaced by the general purpose equaliza

tion grant, to avoid undue annual fluctuations in the amount of the 

58 billion yen.grant. In 1948-49 the amount was 

(f) The equalization grant to be computed for each locality sepa

rately, to equal the difference between (i) what would be yielded by 

local taxes at certain standard rates and (ii) the minimum cost of 

providing necessary local services in the locality. This grant would 

be about I2o billion yen. 

A Local Finance Commission to be established, to gather informa
25. 

tion and to decide certain matters that cannot be regulated closely 

by law. The existing Local Tax Deliberation Committee and Local 

Autonomy Agency were not representing local interests adequately. 

on Local Government OrganizationA temporary Commission 

should be formed to allocate particular governmental functions 

among the national, prefectural, and municipal governments. 

D. Recommendations in the 195o Report: 

Conceptualand Substantive Issues 

In this 195o report, submitted almost exactly a year after the first report, 

attention was centered on the question of what kinds of tax reduction 

should be voted, in view of the prospective national budget surplus for 

195 1- S2. These recommendations, although important for short-term 

policy at that time, are of limited interest for the present study and are 

not reproduced here. 

The only important conceptual or substantive issues discussed in 
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the 195o report concerned the as y:t 'Mimp!cmented uniform rat(value-added tax to replace the income-based enterprise tax for the preiectures levied at multiple rates depeCnling on the type o business. ThIreport concludLd that firms should be allowed to deduct, in computinvalue added, depreciation on property owned by them when the taxtook effect, as Well as deducting the amounts spetA subsequently, immediately upon expenditure, on capital eluipmcnt. Comp!aints hadbeen beard that firms, including govcrimneit-owlcd railroad firms thatwould be subject to the tax, that had undertaken capital expansionprograms jist before the tax was introducCd would o',hcrwise be at adisadvantage competitively. (This art;o:nent now seems to me not asjustified as it appeared then, unless the firm ill qlueStion had paidthe now-to-be-reptC;uled turnover tix on purchasc of that plant and 
2qipment.) 

In •ddition, any firan that preferred to , to a depreciation basis permanntly, iostead of dedtLctin the cost of capital equipment in theyear of purchase, should b allowed t)Jo so. It might prove difficult toget raprompt payment trom the government onl negative value-added, aswould occur if su5h outlay were large cIi'ugh. (At this time tihe distinction between the income type of valuc-addetcd tax and the consumption
type had not yetbNen formulate:d. Sivup, '09, p. 25 1571)
The proposed tax ratc schedc f ;, 4, 6, .nd 8 percent for varioustypes of business sh,uld be rel)leed by a single tax r;ite. Government 
railroads should pay this tax. 

The new equaliZation grant was also given a tloi ugh study in thesecond repori, and several recommendations were made for furtherimprovement; those are not sUmmarized here (scepp. 19-2o and 27-46 
of this second report). 

E. Recommendations ().i T\"AthniniStr(Ition:
 
194,) and 190o Reports
 

"We get the impression," said the 1949 report (p. 15), "that total tax
revenue might increase anywhere from 
2l2percent to io percent, if alltaxes were ful iy enforced according to the law as it now stands." Therefore, although "The details of administrative reform are ... outside thescope of this report," 1p. 16), issues of "Compliance, Enforcement, andAppeal under the Income 'lx"(the title of the sixteen-page chapter 14)were addressed, and, indeed, the 195o report went into some detail indiscussing these problems under the local property and inhabitants taxand again, the income tax. Morcover, the descripzion and analysis of 



Tax Mission to Japan 193 

each of the other taxes usually contained discussion and some recom
mendations on these administrative issues. 

The major recommendations were: 

i. An income taxpayer agreeing to keep books and records as specified 
by the tax administration would be distinguished by filig his return 
on a form of a distinct color (blue) and would thereupon not be 
subject to reassessment until after an actual field inwstigation; if a 
reascssment were made, the specific reasons for it weuld be given. 
Other inducements might be offered: depreciation deductions and 
loss carry-overs might be denied to those who failed to keep books 
(pp. D58-D 59 ). The 19so report (pp. S -SS) returned to this pro
posal briefly, urging that administrators not put (.bstaclcs in the 
way of using the "blue rcturn" form. At that time, this form had 
been chosen by 47.2 percent of the taxpaying corporations, but only 
by 4.4 percent of individual taxpayers. 

2. The general aim for income tax adninistration should be to elimi
nate, or reduce to a minimum, "the use of goals and quotas, the 
collective allocation of tax amInounts anlong associations ... the 
allocation by an association of a group almnt among its members 
[and] any extreme reliance upon standards to measure income. .." 
(p. D4 ). Under the goal system, in widesprcad use in Japan at that 
time, a tax collect ion goal was assigned to, or computed by, each tax 
office (a given tax office covered a specified geographical area'. The 
total of the goals was the budget figure of expected income tax 
collections. 

3. Estimated income tax payable under the current-payment system 
should be based on the previous year's tax as a minimuni. 

4. An income tax return should be held confidential, not open to 
insrection, as it was then, by anyone willing to pay a nominal fee. 

5. The income tax on farm income should be based less (onstandards 
and more on the particular farmer's actual income, and payment 
should be adjusted to seasonal farm income paJtterns. ) 

6. Anonymous bank accounts presented a major problem in enforce
ment of tax administration. The mission urged that all bank depos
its should be in the real name of the depositor. and all securities 
should be registered (e.g., no beaer bonds). 

7. Litigation by the taxpayer, scarcely in use at that time, should be 
provided for, and the system of penalties for incomL tax violitions 
should be recast and the large amount of income tax delinquency 
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should be reviewed. Moreover, the procedure for taxpayer protest of 
assessment should be reformed and the procedure for tax refunds 
should be reexamincd. 

8. The internal administration of the income tax should be further 
improved, with regard to basic structure, caliber of tax officials, oper
ating instructions, administraive interpretation of tax laws, and 
office procedures. 

9. "The participation of the trade assL)ciati ,n in tax activities must be 
ended . . ." (p. I6o). At that time, "trade associations often enter 
into a system of 'collective bargaining' with the Tax Offices by 
which an overall tax figure is arrived at for the business activity 
represented by the association ....The association then allocates 
suh tax figures among its nmembers" (p. D6o). 

IO.The "Tax Practitioner," the taxpayer's; reprLeScntativc, should be 
required to know more tax law and accounting, not be merely a 
skilled negotiator, and tax matcrials (laws, etc.) should be more read
ily available to the public. 

The second report (I95o) returned to several of these issues, but 
without strikingly new recommendations. 

F Recommendations on '".1.axAtmosphere":
 
1949 and 9jqo Reports
 
The tax missica recommended that an informative tax atmosphere (that 
term was not used by the mission) be developed in Japan. This would 
include: encouragement of professional and technical journals contain
ing qualified articles on technical tax matters; textbooks on substan
tive provisions of the tax laws; and promotion of forums on taxation, by 
bar associations, accounting organizations, university organizations, 
and the like, to promote informed discussions in the tax field ipp. 
D66-D67 ). 

In addition, the mission emphasized the importance of courses in tax 
law as a distinct subject in law departments of universities; access to 
foreign literature on both substantive and administrative aspects of tax
ation; and the introduction of accounting in Japan as an independent 
profession (there were virtually no independent certified public accoun
tants in Japan) (see pp. Dso-D56 for detailed recommendations in the 
1949 report, and pp. 78-8o in the 195o report). 

Implied in these recommendations was one "of an informal nature, 
not spelled out in the report but which is well on the way to fruition. 
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This is the formation of a national body, meeting at least once a year, 
publishing a journal and a volume of proceedings, composed of profes
sors and other instructors in public finance in the colleges and univer
sities, tax administrators of the central and local governments, tax 
officials of corporations, tax lawyers and accountants engaged in tax 
work ....A preliminary meeting of some thirty prominent Japanese 
interested in taxation was held in the middle of August [19491, and the 
idea seems to have been taken up with genuine enthusiasm .... In the 
long-run, I should not be surprised if this, the formation of a Japanese 
National Tax Association ...should prove the most fruitful of all the 
suggestions made by our tax mission" (Shoup, "Tax Reform in Japan," 
195o, p. 16). 

IV. Degree of Implementation of the Tax
 
Mission's Recommendations
 

A. Conceptualand Substantive Issues 

Almost all of the more important conceptual and substantive recom
mendations in the report were implemented over the short run, in the 
year or two following publication. Over the longer run, however, to 1987, 
some of these measures were repealed or substantially altered. More
over, some of the less important recommendations remained unimple
mented both in the short and long run. 

As to the interim period from 1949 or 19So to 1987, a year-by-year 
tracing of the fate of the report's recommendations would be lengthy 
and somewhat tedious, and, for most years, difficult to compile. There 
are two interim years, however, for which a comparison with 1949 has 
been made. One, by Bronfenbrenner and Kogiku,0 refers to 1956, and 
the other, by the Tax Bureau of the Japanese Ministry of Finance, to 
1981 (see references). 

i. Short-Rui Results. In a letter dated Septcmber 15, 1949, General 
Douglas MacArthur told Japanese premier Shigeru Yoshida that he 
"hoped the Japanese government will be able to 'formulate an appropri
ate program for effectuating the broad principles and objectives set forth 
in Dr. Shoup's recommendations."' The Mainichireported that this let
ter "virtually assured quick passage by the Japanese Diet of the Shoup 
recommendations" (The Mainichi,September 18, 1949; see appendix A 
below for the full text of the MacArthur letter and of Yoshida's reply). 
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The report was presented, in summary form, at a press conference on 
August 26, 1949. Even before then there had been indications that the 
Japanese government was in a receptive mood, prepared to enact most if 
not all of the as yet undisclosed recommendations. Ihis receptivity 
may have been due in part to the apparent approval by the government 
and the Japanese public of the research techniques used by the mission, 
especially the wide-ranging interviewing of taxpayers. Some second 
thoughts a little later were less favorable. ' 

The Japanese Diet did in fact quickly enact the report's reconmenda
tions. The only major exception was the value added tax (VAT) proposed 
for the prefectures to replace the use of incomne as a tax base for the 
enterprise tax. This tax was enacted later, but its application was sus
pended, and it was never put in force. Rejection of the VAr was due to 
several factors. First, the basic concept of valte-added tax was unfail
iar then, not only in Japan. In addition, there was perhaps fear of inter
prefectural disputes over transactions crossing boundary lines. Finally 
Japanese officials and the public were less concerned about tile ctILI
lated burden of the three levels of income taxation. 

2. Long-Run Results. The long-run results of the mission's work are cast 
in terms of a comparison of the tax law as it stands in 1987 with that in 
effect in 1949. Admittedly, the term "results" may be too strong in some 
instances; a conforrnity of a certain part of the present-day law with a 
recommendation of the report may be no more than a coincidence. 

A tax-by-tax comparison is follvcd by an overview comparison of 
the tax system as a wholh, 1987 versus 1949, with respect to total tax 
revenue and the division of that revenue between national and local 
taxes. For a detailed description and analysis of the present Japanese tax 
system, the reader is referred to Aoki (I98 ), Homma, Maeda, and 
Hashimoto (t986), and Ishi (forthcoming). 

(a) ParticularTx Provisions.The income tax base and rate structure 
have, after ne.irlv jIour decades, departed substantially from the report's 
recomme! dations. There are a nui-ber of exemptions, deductions, and 
tax credits for this or that type of income or use of income presumed to 
be sociLly important, in the individual income tax. The top rate is 6o 
percent Inational tax). Homma, Macda, and Hashimoto (i 986, p.i}, who 
give details of these measures, remark that "Japanese income taxes are 
riddled with special provisions, which produce major inequities and 
distort economic activity" 

Moreover, individual income is now classified into ten categories. The 
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treatment of deductions differs somewhat among these categories. Spe
cial tax rates apply to capital gains (therc is no tax on gains from the 
sale of securities except for "continuous traders"). Only half of retire
ment income is taxable income. Until April 1988, up to 3 million yen 
of principal amount per taxpayer, interest was in general exempt; how
ever, interest and distributions accruing in an anonymous tank account 
were taxed at a flat rate of 35 percent. 12 And there are still more com
plexities in the individual income tax. perhaps all these special rules 
and preferences help explain why the bulk of the Japanese individual 
income tax revenue comes from tax withheld at source. 

Contrary to the mission's proposals, the present corporation income 
tax, too, now provides a number of tax preferences, including acceler
ated depreciation and tax-free reserves. 

With respect to integration of the corporation income tax and the 
individual income tax, the present system appears to adopt the philoso
phy, if not the exact technique, of the report. Hlomma et al. (i 98(, p. 16) 
report that "In Japanese tax law, the corporation income tax is regarded 
as an advance payment of the individual income tax. A dividends
received credit is provided at the individual level and a dividends-paid 
deduction is provided at the corporate level, the former eliminating 
three quarters and the latter one quarter of the double taxation of distri
buted profits." 

The wave of income tax ref*3rm proposals in Japan in 1987 and r988 
seems to be based largely on a desire to eliminate many of the tax pref
erences and to reduce the tax rates. The immediate stimulus for this 
kind of reform may have been the example set by the United States in 
1986. The reform proposals also accord with the views set forth in the 
tax mission report, and in this sense we may say that Japan is perhaps 
on the road back to the type ot income tax envisaged by the report. On 
the other hand, the government's proposal to introduce a value-added 
tax for the national government, a proposal rejected by popular protest, 
did not accord with the -eport, which advocated only a low-rate VAT for 
prefectural use in place of tile prefectural income tax. Further discus
sion and appraisal of current tax reform proposals in Japan may be found 
in Aoki (r987) and Homma et al. (1986), and, from an American point 
of view, Teuber (1986). 

Thie tax on retained profits of corporations, recommended at i per
cent by the tax mission report, but enacted at 2 percent, was repealed in 
1952 except for family corporations. This was done "in view of the 
important role of profit retention in business financing."' 3 
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Capital gains and losses from the sale of securities were removed 
from the income tax base in 19S3, because "the taxation of capital
gains allegedly hampered the development of the securities market" 
and "technically the tax on such gains was found difficult to properly 
assess and collect." 

The net-worth tax was abolished in 195 3 because it "proved inequita
ble because real property owners whose net worth is easily identified 
bore the full brunt while others escaped to some extent.''" 

The accessions tax (termed "inheritance tax" in the Outline) was 
revised in 19 8. The tax had proved "unsatisfactory because the tax 
amount due varied depending on the method of dividi.ng estates and 
taxpayers often made false reports as to shares received by heirs. In 
I 98, a revision was made so as to calculate the tax on the basis of the 
statutory shares of estates provided under the Civil Code."'' The total 
tax to be paid by heirs and lcgateeS is now comnputcd by assuming the 
statutory heirs inherit property in accordance with the Code provis
ions, and this total tax is then allocated to each heir in proportion to his 
actual share. The rate schedule runs from io percent on the first 2mil
lion yen (after deductions and credit) to 7Spercent on the excess over 
5oo million yen. A separate gift tax, on properties a'CqIuired by gift over a 
lifetimc, is levied by a rate schedule ranging from io percent on the first 
500,000 yenl to 7S percent on the anmtint in excess of 70 million yen.

Before moving on to the indirect taxes, we may ask, did the income 
tax in fact become the mainstay (f the entire tax system, as the report
hoped it would. Comparing I949 revenIe data with those for 1986,17 
we find that, Somewhat surprisingly, the share of the individual income 
tax of the national government in total national and local tax revenue 
declined sharply, from 36 percent to 26 percent. That of the corporation
income tax, however, rose from 8 percent to i9percent. Finally, the 
share of the inhabitants tax, which is based largely oin income, rose 
from 3 percent to is percent. All three income taxes together, therefore,
raised 47 percent of total tax revenue in 19.8 and 6o percent in i986. 
But the rise ef the corporation tax share and decline of the individual 
income tax share were directly contrary to what the report evidently
favored; it seemed to regard the corporation income tax as a sort of 
necessary evil. 

The decrease in the share of the individual income tax was caused 
chiefly by yearly increases in the personal exemptions arid by new tax 
preferences rather than by reduction in the general rate schedule. Most 
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of the decline occurred in the period 196I-75 (Ishi, 1983). It was moti
vated largely by a desire to compensate for "bracket creep" under 
inflation, but in fact did more than that (Ishi 1983, p. 27) and was made 
possible by budgetary surpluses, which, however, turned into deficits in 
the years following the "oil shock." The tax preferences, on the other 
hand, were designed chiefly to increa'se personal saving. Ishi concludes 
that they had a minor, if any, effect in increasing saving, compared with 
other forces (Ishi 1983, p. 36). For the opposite conclusion, see Nakatani 
(1986, p. 126). In 1984 the individual income tax was reduced for the 
first time since 1977, chiefly by an incrcase in personal exemptions,
and the corporation income tax was increased, along with the liquor 
tax. Certain other caxes were also increased (Miura 1984). 

These data do not include contributions paid to the social security 
funds, which are generally not counted as taxes in Japanese tabulations. 
They arc mLuch more important now than they were in 1949- 5o. If they 
are included in income taxes, the increase in income tax share since 
1949 becomes considerably larger. Aoki (1987, p. 437) shows the follow
ing shares in total national and local tax revenue in japan in 1982: 
income and profits taxes, 4S.0 percent (individual, 25.3 percent; corpo
ration, 19.7 percent); social security tax( ',30.4 perc'.nt; propety taxes, 
8.9 percent; taxes on goods and services, 15.4 percent; other taxes, 0.3 
percent. For a description and analysis of old-age social security in 
Japan, see Murayania (1978). 

We turn now to particular indirect t:axcs. 
In April 1985 the government tobacco monopoly was replaced by ordi

nary companies and an excise tax was imposed on their output. The tax 
rates were set so that the burden on each kind of tobacco product 
remains basically the same as was previously reflected in the former 
charge on the monopoly 

As to the taxes on alcoholic beverages, it is not clear from the data at 
hand whether the tax rates have been changed substantially in real 
terms from 1949 levels, since the change3 in the specific rates must be 
compared with changes in the selling prices, and the ad valorerm rates, 
are imposed only on certain high-priced alcohols. i" 

The commodities tax now includes, besides the excises on certain 
manufactured products, a I5percent tax on th-! retail sales of certain 
jewelry and furs, and a iopercent tax on carpets. The maximum tax 
rate under the excises is only 30 percent; the reduction of high rates has 
thus gone even beyond the report's recommendations." 

http:perc'.nt
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Among the other taxes concerning particular products, that on 
textiles has apparently been repealed, as recommended. 21 The sugar
excise tax, however, has not been repealed. 2' The gasoline tax has 
been retained.-2 The rest of these taxCs, which the report was inclined 
to oppose, are still being levied except, it appears, the tax on soft 
drinks. -. 

As to the local taxes, the inhabitants tax has apparently not been 
wholly reformed as suggested in the report. It still contains a per
capita element, though a small one for individuals, and is still im
posed by both prefectures and mIunicipalitics. Corporations are still 
included.24 

The real estate tax, in contrast, remains today the same as it was 
following the changes made shortly after the report was issued, to con
form with the changes there suggested. The tax base has been broad-
Cncd, it is levied on capital values, anld is reserved to the munic
ipalities. 2,-, 

The enterprise tax-the local income tax on profits-is now reserved 
to the prefectures, as the report recommenrded, but its base has not been 
changed to value addCd. 2"'The admission.,; tax rate has been reduced to a 
level even lower than the report implied, to to percent. 27 

The real estate acquisition tax has been retained, contrary to the 
report's recommendations. The other minor local taxes are not covered 
here. Apparently the custom of "voluntary" contributions has been 

" discontinued.2 
The rule of distributing a portion of grants money to localities accord

ing to need has been accepted to a degree:, but the total amount of such 
grants is still linked to the yields of certain national taxes. 2 

In general, the report's recommendations as to local finance have been 
followed in soni important instan:cs, cspecially as to the real property 
tax and the use of a need index for listributing some grants-in-aid, but 
not, in others, notably for the enterprise tax. 
(b)Size of tax system. In the almost four decades that have elapsed

since 1949, total tax revenue in Japan, excluding social security premi
ums, has increased only moderately as a percentage of national income. 
But at the same time, national defense expenditures have, at only 1.3 
percent of national income in 1986, remained low relative to the United 
States (6.1 percent of ;NP). In 1949 nation.l, prefectural, and municipal 
tax revenues came to about 20 percent of national income. At that time, 
national income data were fragmentary, and the total was but an edu
cated guess. Using that guess, one obtained a percentage of 26, but since 
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the national income seemed almost surely higher than that estimate 
(report, pp. 4-8), a figure of 20 percem was probably nearer the truth. A 
recent estimate for 1950 is 22 percent 

Although tile estimated figure for I986 is 2 Spercent,"( the highest in 
the 37-year period, this level was reached by a series of yearly increases 
that began in 1978; in 1977 only I8.9 percent of the national income 
wa-- taken in taxes. If, however, social security premiums are included 
in the tax total, that total, as a percentage of national income, rises 
from 25 pe:rcent to about 16 percent. 

(c) National versus local tax totals. File ';hare of local taxes (prefec
tural plus municipal taxes) in total tax revenue has doubled. It was 19 
percent in 1949 and is now (i986) 17 percent. In general, this accords 
with the rocomnicndation of the report ip. I s. 

Of the threc important local taxes, the inhabitants tax, based on indi
vidual incomes, accounted for two thirds of tb's increase it, the local 
share. In 1949 it accouInted for only I percent of total tax revenue; Dy 
i 986 this had risen to i S percent. Hence this one tax contributed twelve 
purc,'ntage points to tile eighteen-point total increase in local share. 
The tax on real property greatly strengthened, contributing only 2 per
cent in 1949, accounted for 8 percent in 1986. The enterprise tax, 
wholly prefectural, and !ased on business profits, did not increase in 
share at all; in 1986, as in 1949, it accounted for 6 percent of total tax 
revenue. 

Despite these substantial changes in tile roles ',f two of tile hree 
chief local taxes, and despite the ireat increase in sharL of local tax 
revenue to total tax revenue, the relative importance of the prefectures 
and the municipalities with respect to each other was almost unchanged. 
In the earlier period the prefectures collected 47 percent of total local 
tax revenue; in 1986, 43 percent. Thus the report's iecomnendation 
that the municipalities notably increase their share in total local taxes 
(p. 23) has not been adopted. However, the large increase in the local 
tax share has been achieved by substantial increases in the two major 
local taxes that the report was ii':lined to favor: the inhabitants tax aiid 
the real property tax. But, the recommendation that the Municipalities 
be given sole use of the inhabitants tax has !ot been adopted; they now 
get only 69 percent of the total revenue from that tax. On the other 
hand, the recommendation that only the municipalities should use the 
real property tax and that only the prefectures should use tlhe enterprise 
tax is reflected in the present system (see Outline, pp. 3c6-7). 

In terms of direct expenditures, local government in Japan is almost 
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twice as large as the national government. This is because the latter 
transfers important amounts to the local units in the form of various 
grants, to be spent by the prefectures and municipalities: "the huge size 
of local public financL has a strong influence on national economy" 
(Japan, Ministry of Home Affairs, p. i o). 

To be sure, there is still "strong administrative and financial control 
lover local governments) by the national government" (Shindo, 1982, p. 
132), so that, in a sense, the almost two-to-one ratio just noted exagger
ates actual local influence. The duties of the governor of the Tokyo 
Metropolitan Government, for example, despite the fact that he is 
elected by the residents, includeS acting "as an agency of the central 
government." His execution of certain functions is "under the instruc
tion and supervision of the compc.'nt Inational minister and is out
side of the scope of the vote of the Metropolitan Assembly" (Nomura, 
vice governor of the Tokyo Metropolitan Government, 1982, pp. 
141-42). 

B. Tax Administration 

i. All the report's recommendations as to the special blue return sys
tem advocated by the mission were adopted in i95o, except that which 
called for denial of deduction for depreciation if the blue return was not 
used) In general, the blue return has flourished. By 1970, 48 percent of 
individuals whose main incomc consisted of business income and real 
estate income, excluding agricultural and forestry income, were filing 
such returns, and by 1979, S3 percent (Fukuda, 1981-82). In 1984, for a 
somewhat narrower group of individuals (excluding not only farming 
and foresnty but also pr(efessions) the percentage was 5I. Of all 7.1 mil
lion individual taxable returns (including those ineligible to file blue 
returns), 2.A million (30 percent) used the blue return. As to corpora
tions, the 47 percent of I95O rose to more than 9o percent by 1979, and 
in 1984 was just 90. Sometime aftel 1949, Blue Return Taxpayers' Asso
ciaticn was formed. By 198 1, about 40 percent of blue-ret'lrn filers were 
members of this association. 

Evidently, the blue return, instead of being an intermediate kind of 
return, between the simplest form and the standard form for large enter
prises with sophisticated accounting methods, has become a standard 
form, the only other type of form being the "white return," which is 
used only by the smallest taxpayers, including, supposedly, some small 
corporations. In a sense, then, the blue return may have outlived its 
usefulness, and, indeed, in i981 the tax administation was consider
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ing asking for repeal of the blue-return system, perhaps on an assump
tion that it had accomplished its main task, i.e., bringing most taxpay
ers up to a reasonably sophisticated regime of hookkeeping. '-

In 1984, the keeping ot books became a requirement rather than a 
reward, for all corporations and for those individual business firms with 
income of more than 3 million yen, but the level of bookkeeping 
required is much simpler than that demanded of the blue-return 
taxpayer. 

2. The goal system for tax collectors was abolished in 195o, except 
that, for some years, it was retained in allocating among district tax 
offices the amount of reduction of delinquent taxes. 

3. A requirement that estimated income tax be based on the previ
ous year's tax as a minimum was adopted ill 1950; the district tax office 
could grant permission to pay less, upon a proper showing. Subsequently 
this estimated tax requirement was modified somewhat. It now applies 
to any taxpayer with estimated tax of i so,ooo yen or more on perma
nent, ordinary income. 

4. Income tax returns were made confidential except that each dis
trict tax office posts the names of individuals whose tax (until a few 
years ago, whose income) exceeds a certain arnount: currently, ro mil
lion yen of tax. Similarly posted arc the names of corporations with 
more than 40 million yen of net income:" 

s. A qu'te from Professor Kaneko (i(8',) illustrates continuing 
difficulty in taxation of farmers' incomes: 

Before the recommendation (of the tax mission report], a farmer's 
income was assessed by an estimate using the area cf farmland as 
the standard. After the recommendation, the practice was changed 
to use gross sales as the standard, a method closer to the actual 
income. (Since farmers were required to sell all the rice and wheat 
products to their cooperatives, semi-official bodies, it was possible 
to check how mucl, their gross sales were. hIputed sales-their 
own consumption--could be estimated by the number in each 
family) However, it is extremely difficult to assess their actual 
income (nowadays they produce various things other than rice and 
wheat), and the blue return farmers are not many Therefore2, taxa
tion by standard is still the ordinary and usual pattern. Nowadays, 
the standard of compliance of farmers is severely criticized by 
many people, and the tax authorities have been trying to improve 
the situation. 4 
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6. The recommendation that all bank deposits ,houlu he in the Yeal 
names of the depositors (rather than held anIOymOusly, as was com
mon) was not adopted, Owing to strong objection from the business 
community, especially banks and otler financial institution,, as well 
as the business section of aCAt'(tle occupation forces). In 1986 a small 
step was taken: the real name was required of any holder of a savings 
account entitled to tax-exempt interest: The recommendation that all 
securities be registered, i.e., no hearer securities, was never accepted, 
also owing to o)osition from financ,d institutions. 

7. The procedure whereby the taxpayer can protest an asses.sment has 
been changed somewhat, as recolmendCd in the report. Appeals from 
toe district director now go to a n~ational tax tribunal, established in 
1970 as a Liuasi-independent organ (it the National "lxAdministration 
Agency. After appeal to the tribunal, the taxpayer caa go to the ordinary 
courts. Professor Kaneko remarks, however, that, "Compared to Ameri
can taxpayers, Japanese taxpayers are timid in suirig tax authorities. 
Nevertheless, about oo new suits are brought to courts by taxpayers 
each year. Among all suits against Governmcnt agencies, the number of 
tax suits exceeds the number of suits in any Other field.''1 " 

8. Criminal penalties for tax evasion were strengthened somewhat. 
"However, sentence of imprisonment in tax cases is rare in Japan. 

7Though in exceptional cases sentence of imprisonment is given, it is 
usually suspended'" (Kaneko, p. 4). The report's recommendations 
regarding penalties for failure to file on time or filing a deficient return 
or late payment Of withheld tax were, on the whole, adopted, as were 
those concerning fraud. The excessive rates inmposed for tax delinquency 
were reduced. Still, several years were required to reduce the large 
amount of income tax delinquency to a normal level. 

9. No change was made in the procedures for tax refunds, although 
refunds presumably increased under adoption of a carry-back of busi
ness losses. 

io. Substantial progress was made in improving the internal adminis
tration of the income tax. Professor Kaneko reports that: 

(a) To improve tax administration according to the recommen
dation, funds have been generously allocated to the National Tax 
Administration Agency in the National Budget since i95o, and 
its administration was improved in every respect, although the 
basic structure of the National Tax Administration Agency was 
unchanged, except that the Collection Department was newly 
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established, replacing the former collection division in the Gen
eral Department in order to strengthen the collection of delinquent 
taxes. 

(b) lo improve the calibre of tax officials, education at the Tax 
College was very much improved. 

(c) Concerning, operating instructions, var'ous manuals were 
made to harmonize the tax administration of all the regions. 

(d)Concerning administrative interpretation of the tax law, 
many detailed regulatioas and rulings were issued for each statute 
of tax law. 

ic) Concerning effice procedures, it became the policy of the 
National Tax Administration Agency after the recommendation to 
improve and strengthen the self-assessment system by encourag
ing the tax officers to avoid arbitrary assessment, to contact and 
assist taxpayers before the filing of a return, to encourage them to 
make an accurate return, and to encourage them to make an 
amended return when a deficiency was found (instead of making a 
deficiency assessment). 

i i. Participation of trade associations in tax matters was completely 
abolished. Also, important progress has been made regarding taxpayer
representatives. The system was changed to one of "tax accountants" 
by the Tax Accountants Act of 195 i. Professor Kaneko"' reports that 
"To be a tax accountant, one should pass the national examination, 
which is rather difficult. Applicants should take exams in three fields 
of tax law (as, individual income tax law, corporate income tax law, 
and inheritance tax law) from the seven enumerated fields of tax law, 
and exams of bookkeeping and financial statements from the field of 
accounting. To practice, they should register with the Federation of Tax 
Accountants Associations. Discipline is maintained by the. National 
Tax Administration Agency There are now about 50,000 tax accoun
tants. The scope of their activities is (i) representation for tax matters, 
(2) making tax forms and documents, and 13) consulting on tax matters. 
Only qualified tax accountants can practice these activities." 

12. Finally, "Tax materials-L-lw, administrative regulations and rul
ings, etc.-are all readily available to the public. These materials are 
published by many nublishers (law, cabinet orders and ministerial orders 
are also published in the Official Gazette)." (Kaneko, letter to Shoup). 

On the whole, the report's administrative recommendatious were 
adopted, with the important exceptions of provisions on proper identi
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fication of all bank accounts and bearer secuilties. Some observers, e.g., 
Jason James (1987), consider the failure to require all bank accounts to 
be in the real names of depositors and the failure to abolish bearer shares 
as critical. In his vie, this constituted a fundalental rejection of the 
report's adminisriative recommendations. 

De., improvements in tax administration, the individual income 
tax remains p!:gued it would appear, by great differences in compli
ance among three groups of taxpayers: employees, non-farm self
employed, and farmers. A popu.larly r':cejved opinion is embodied in 
the phrase '"ku-ro-yon," or "nine-six-four," which implies that while 90 
percent of income that should be taxed is in fact taxed, as to employees 
(chiefly through withholding), that percent is only 6o as to the non, 
farm self-employed, and only 40 as to farnei s. ishi, testing this ptpulav 
hypothesis, has concluded that "the 'ku-ro-yon' ratio does indeed seem 
to be approimated by these statistical piOcedures, aithough the re.ults 
are fir f;om satisfactory." Hc attributes these gaps both to outright eva
sion and to avoidance (1984, p. 22). Unless these gaps can be closed, it 
may prove quite dlifficult politically to call On the individual income 
tax to help reduce Japan's budget deficit appreciably4 " 

C. Tax A tmosphere 

Some of the suggestions made ill the 1949 and 19 So reports for improv
ing the tax "atmosphere" in Japan have been accepted and vigorously 
developed. 

The Japan Tax Association {Nippon Sozei Kenkyu Kyokai, or literally, 
the Japan Tax Research Association), was founded as a direct result of 
the tax mission's informal suggestion on this score in 1949. With the 
aid of some of the mission members, the association has developed into 
a substantia! research and discussion organization. In an English
language brochure published in Augu3t 198241 the association notes 
that it "was established in 1949 by leading business men, scholars and 
government officials," to "research Public Finance Policy, Tax Policy 
and Tax Administration" and "make proposals and recommendations," 
as well as to "exchange informaron among the members and publish 
some results of its research works .... Since establishment, we have 
published a great number of reports ... of our research works." 

The membership of the association appears to be somewhat more 
heavily weighted by representatives of the business world and the legal
and accounting professions, and less by government tax officials and 
academics than its counterpart in the United States, the National Tax 
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Association.42 The association is said to keep some distance between 
itself and the government by refusing to receive government subsidies 
and by never electing a current or former goverrment employee to its 
presidency The association meets annually a;id publishes a volume of 
proceedings of each meeting, a.nd also a monthly journal, Tax Studies 
-Research on FiscalPoliciesantdT - Problem . (Sozei Kenk'yu-Zaisei 
Sozei Mondai no Kenkyu Chosa). It also publishes various ad hoc 
reports concerning, mainly, current and proposed tax legislation. 

The nationwide trade association of tax consultants ("tax accoun
tants" noted above) contains a section, the Japan Tax Matters Research 
Center (Nippon Zeimu Kenkyu Center!that -ublishes a journal, T R. 
(Zei Ken), the initials for "Tax Research'" A separate group, The Japan 
Tax Law Association (NiponZeiho Gakkai), has a membership con
sisting mainly of registered tax consultants. It publishes a journal, Tax 
Law. 

The Tax Law Association (Sozeiho Gakkail, to be distinguished from 
the Japan Tax Law Association, is composed of mainly academic law
yers. It publishes an academic journal, "Tax Law Studies" (Sozeiho 
Kenkyu). Tax law professorships, recommended by the tax mission 
report, were instituted initially in Tokyo and Kyoto Universities. They 
were gradually increased until today they are found in five major 
national universities, out of a total of nine such universities (the suc
cessors of the former imperial universities), and in some thirty private 
universities. Certain of the junior colleges have professorships in tax 
accounting. 

In general, then, it appears that the tax atmosphere in Japan has 
changed, since 1949, along lines suggested by the report, and is very 
different from that of the years before 1949, when tax policy and tax 
technique were hardly matters for public debate at all. 

V. Some General Appraisals of the 
Tax Missien's Report 

We turn now to some general appraisals of tc tax mission's report, and 
to opinions as to whether the existing Japanese tax system is truly 
based, still, on that report, or at least coincides, except in some details, 
with the system recommendcd.4" 

The selection to follow is biased in that it includes only comments 
written in English or translated from the Japanese by Engli.sh-writing 
commentators. It therefore provides a list of certain points to be consid

http:Association.42
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ered rather than a balanced view of the report as seen by Japanese 
commentators. 

r. Bronf'nbrenner and Kogiku. In 1956 Martin Bronfenbrenner and his 
research assistant, Kiichiro Kogiku,44 in two articles in the National 
Tax journalappraised the tax mission's program as "only a limited and 
partial success" (p. 237), in terms of enactment, partly because it 
"included several novel fiscal experiments, which the Mission suggested 
for Japan without benefit of large-scale experience in other countries 
... jespecially the net worth tax; the accessions tax, and the value
added tax" (p. 240). (Here, they are partly incorrect: the net worth tax 
had a long and successful experience in scvcral European countries.) 
Bronfenbrenner and Kogiku (hereafter, B-K) concluded that "through 
l9 s6 the Japanese national tax system retained the essential features of 
what one newspaper called the 'patched and tattered' Shoup plan, while 
the local tax system had departed further from the Shoup framework." 
B-K cite "Influential Leftist attacks on the Shoup Mission" (p. 241). 

Of particular importance, in the present writer's view, is the com
ment by B-K that '"[he downward trend in self-a,-.sessed income tax 
receipts" gives "grounds to fear that it retlects ... some deterioration of 
enforcement, so that the Japanese ipersonalj income tax may become 
in time little more than a disguiscd payroll tax ... in the sense of hit
ting primarily wage and salary earners, while leaving the rest of the 
population relatively untouched" (p. 243). 

B-K state that the 6 percent tax on hook gains from revaluation of 
assets was repealed, but do not give the date (p. 244). They also state 
that "The Equalization Grant is gone; national grants to local units are 
largely ad h')c and have the traditional strings attached" (p. 245). 

In the second article, Bronfenbrenner and Kogiku examine what in 
their view were the causal factors-political, economic, and social 
-that explain "the Japanese modifications Of the Shoup tax syst m." 

The report's "details never achieved the full support of the Japanese 
Government, the Japanese Opposition parties, or the Japanese adminis
trative bureaucracy. Even the report's 'honeymoon period' (Autumn 
1949) combined acclamation in the large with obstruction in the small" 

(P. 345).
"Keiichiro Hirata, who worked closely with the Mission... expressed 

what probably was the bureaucracy position in two separate volumes 
)citedl. He described the Shoup tax system as theoretically ideal, and 
possibly applicable to some future Japan with more highly developed 
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capitalism, higher national income, and greater tax-consciousness, but 
poorly adapted to the Japan of 1949-5o" (pp. 345-46). 

"Perhaps because of tile lukewarm enthusiasm for the Shoup Report 
shared by the Japanese Govern ent and its higher bureaucracy, the Jap
aA!isc tax administration never developed enough technicians adc
qur.tAy tiained to administer the more novel and complex features of 
the system" (p. 346). 

"Bills were drawn up, introduced, and in some cases passed on an 
overly aggressive basis, i.e., without sufficient attention to the special 
problems of the special interest groups affected most drastically by the 
Shoup program" (p. 347). 
"On the economic side, the Shoup Mission's greatest handicap was 

in having been oversold. The Japanese expected a miracle man who 
could cut their taxes and prices simultaneously, and Shoup disappointed 
them" (p. 349). 

The report challenged "the Japanese view that they were overtaxed," 
since tax-to-national-income ratios were not large compared with the 
United States and Great Britain. "'This was anathema to the Japanese," 
who insisted chat the comparison take into account official exchange 
rates, point to personal exemption !evcls, specify some prewar standard 
period, and be based on "supernumerary" income (p. 3so). 

Bronfenbrenner and Kogiku also ask "What might SCAI' nd the Shoup 
group have done or avoided doing to increase the log-term fruitfulness 
of the Shoup Mission' Four main groups of possibilities suggest them
selves to the authors: 

i. The Mission should have been summoned earlier, before 
deterioration of relations between SCAP and the Japanese had set 
in .... 

2. Seven Supermen could not draw up in five months a docu
ment of the length and scope of the Shoup Report without some 
technical defects .... 

3. . . . had time permitted, the Shoup Report might have been 
more palatable if presented in the form of alternatives among 
which the Japanese themselves might choose (perhaps within 
limits). 

4 .... the jurisdiction of the Mission should have included some 
over-all aggregative recommendations on the expenditure side.... 
The Mission might also have been permitted representation in pol
icy decisions on money, credit and debt matters . .." (pp. 359-6o). 
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Bronfenbrenner and Kogiku offered a number of other judgments per
taining to the mission report. These are as follows: 

i. Low marks must be assigned the Shoup Mission's efforts at 
inculcating tax-consciousness among the Japanese prefectures and 
municipalities. Herein lies an important economic reason for the 
submersion of the Shoup systel of local finance in a sea of red 
ink (pp. 351-52). 

2. . . . certain technical shortcomings of the Shoup system may
explain why the increase in local tax-consciousness was somewhat 
disappointing (p. 3qSI. 

3. Passing on to fistal sociology, the Shoup system's limited abil
ity to improve taxpayer morale in connection with self-assessment 
might well have been frecast (p. 355). "The Mission may have 
yielded too much to rationalist predilections in overestimating the 
strength of logical argument in tax matters as against certain 
ingrown Japanese popular attitudes .... We may cite three folk 
prejudices with which the Shout, Report collided .... Both Japan
ese and Chinese have tended traditionally to prefer indirect over 
direct taxation because they associate direct taxation with inquis
itorial methods of enforcement and with tyrannical government 
generally .... In Japanese history, periods of local independence 
have seen periods of lawlessness and civil war the undivided... 
family is felt by many Japanese to exercise a real function in reduc
ing fragmentation of landholdings and ... in assuring support for 
family members .... The accession principle in succession taxa
tion flies in the face of this feeling ... (pp. 356-57). 

4. The ultimately damning ideological handicaps which the 
Shoup tax system never overcame were its American origin and 
the lateness of its imposition in Japan .... Had the Shoup Mission 
been summoned and submitted essentially its same plan in 1946 
or even as late as [948, a greater proportion of that plan would 
almost certainly have endured as well Jas (lid earlier reform pro
grams in the occupation (pp. 3I7- s8).

5. Three things had happened by 1949 to end the era of good
feeling. The Occupation had overstayed its welcome .... It had 
also changed its primary function (without consulting the Japan
ese) from mopping up Fascism to holding back Communism .... 
Finally, the Japanese themselves had turned a corner economically 
... " (p. 3s8). 
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2. The James Critique.In a master's dissertation at King's College, Cam
bridge University, completed in 1987 and entitled JapaneseTax Policy 
in the Wake of the Shoup Mission, Jason C. James examines the changes 
in the Japanese tax system during the seven years following publication 
of the 1949 report. Only the mission's recommendations for the tax law 
are covered; James excludes from his study the recommendations on 
tax administration and tax education (tax atmosphere), though nuting 
that in the latter two fields "The achievements of the Reports 11949 
and 1950)... should not be underestimated" (p. i). 

Although James limits the time frame of his study to the period 
1949-56, some of his conclusions seem to refer to 1987: 

* the reforms enacted following the... 1949 • Report are often 
held to constitute the basis of the present [sicl Japanese tax sys
tem. The present study aims to show that this is so only in a very 
limited sense .... I aim to show 1hat... hardly any of what one 
may call the Report's 'strategic objectives' in the field of law were 
fulfilled in the longer terra [1956? 1987?) .... By showing that 
almost all the major objectives of the Shoup Missions were dropped 
during this period, and that the structure envisaged by the Mis
sions for most of the major taxes was lost, I intend to demonstrate 
that the effect of the Shoup Missions on the Japanese tax system in 
the long run was not great (pp. [--2). 

In his concluding section, James observes: 

The discussion above of the main aims of the Shoup Report and 
of how its recommendations fared in the next five years reached 
the following conclusions: 

The two criteria on which the recommendations were based, 
namely equity and simplicity, were both subordinated to another 
criterion which the Report did not recognize, namely, the achieve
ment of a higher than market rate of economic growth. 

Turning to what I have defined as the broad objectives of the 
Mission, namely (i) the creation of a permanent tax system for 
Japan, (ii) increased local fiscal autonomy, and (iii) an increase in 
the proportion of direct relative to indirect taxation, the results 
were mostly negative. Looking at (i),it is of course easy to demon
strate that the Shoup system was altered afterwards, but not so 
simple to answer the question whether these alterations were 
significant in terms of the system itself, or just adjustments which 
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left the fundamental system unaltered. In view of the effect which 
the alterations had on the objectives of the Mission, I conclude 
that the Mission did not create a permanent tax syster. I have 
described above how the Mission failed in its quest for greater local 
fiscal autonomy (ii). Objective (iii) was achieved in the long-term 
(although the results were not particularly visible in the time
period I have been discussing), but not in the way that the Mission 
had in mind. The subsidiary objective of making the income tax 
"the mainstay of the fiscal system" was not achieved. 

The recommendations for tile structure of the main taxes met 
with mixed results. Among the national direct taxes, which the 
Mission wanted to see raising the bulk of national tax revenue, the 
Individual Income Tax soon lost the structure envisaged by the 
Mission, returning to higher top rates and no Net Worth Tax, and 
moving back towards a scheduII,, rather than a unified treatment. 
The Corporate Income Tax did not move so far away from the Mis
sion's recommendation but tihe fundamental principle that corpo
rations should be taxed according to the 'legal fiction' view was 
dropped, and many special provisions o)f which the report would 
not have approved were added to the corporate tax law. The proce
dure for asset revaluation, however, which affected several other 
areas of the tax law apart from this one, can be said to have been 
the greatest success anmirg the Mission's recommendations. It was 
only an on-off operation rather than a part of the tax system, but it 
achieved its aims and was carried Ou)tt more or less according to 
plan. The Estate and Gift Taxes survived in roughly the form envis
aged by the Mission during the time period under consideration 
(although they reverted to the Old format in 19j8). 

Among the National Indirect Taxes, the proposed increase in the 
proportion Of revenue raised from the liquor tax and reduction of 
the proportion raised by the tobacco monopoly were never carried 
out. The Transactions Tax was, however, repealed as recommended. 

The Shoup system of local finance never really got started. The 
biggest blow to it was tihe abolition (f the Equalization Gcant in 
19S4, but the system was already severely endangered by the fact 
that the Enterprise Tax was never imposed on a value-added basis 
as recommended, thus depriving local governments of t8 billion 
yen in the very first year after the Report was published. The rec
ommended, relatively minor, alterations to tile Inhabitant's Tax 
and Real Estate Tax were, however, carried out. 
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I conclude therefore that wvhile a great number of the detailed 
suggestions contained in the Report were implemented, it did not 
have a great impact on the Japanese tax system in the longer term. 
It is going too far, though, to conclude that consequently the Report 
was a failure. It was asked to provide detailed recommendations for 
the Japanese tax system and this it did. The blame, if any, for fail
ure to incorporate the recommendations into Japan's tax system 
lies not with the Mission but with the Japanese political process. 

James's evaluations are to be tak'n seriously, especially his analysis
of why the outcome was as it was; his facility in the Japanese language
has enabled himn to tap sources not accessible to the present writer. 

James's general conclusions rest, however, on a scale of implicit
weights that he gives to the several recommendations that differs fior 
my own. I attach great importance, for example, to repeal of thc turn
over tax without replcement by any general sales tax at the national 
level, to repeal of the excess profits tax, to strengthening of the local 
real estate tax, and to the provisions for revaluation of assets. James 
seens to view the first two rather casually, and, while agreeing that the 
last two were important, weighs them lightly compared with certain 
income tax provisiol!s adopted, or not repealed, in i L,o- S6 that went 
counter to the report's recommendations or philosophy.

James also identifies two other recommendations which seem to him 
to have been discarded out of hand. They were the abolition of anonymous 
accounts and the recordkeeping requirecent for wealthy individuals."' 

The forner was passed a. a Ministry of Finance Ordinance in i95o, 
but was repealed in 19SI without ever being enforced. The latter 
was never included in thi: Tax Bill as passed by the Diet. These 
omissions were particularly unfortunate since they made effective 
enforcemient of the Nct Worth Tx, ;ndividual Incone Tax and 
taxes on capital gains Itreated on the same footing as ordinary
income under the recommendationsl inpossiblc and thus under
mined the whole logic of the Shoup system of individual and cor
porate income taxation. Shoup was well aware of the implications
of anonymous accounts in particular and denounced them in no 
uncertain terms. "' The explanation for this serious omission from 
the reform programme as p;assed into law can be found in 
Bronfenbrenner & Kogiku.t In the deflationary environment of 
1949- 50, there was thought to be the possibility of a banking and 
securities crash if enforcement of rules on anonymous accounts 
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caused large withdrawals. SCA,' was too easily convinced of this 
danger by the fact that it was in any case trying to encourage expan
sion (and thus democratization) of the securities markets. If there 
had really been a will to enact these record-keeping requirements 
into law, then the boom from the latter part of 1950 caused by the 
outbreak of the Korean War, when there was no likelihood of a 
stock market or banking crash, would have been the perfect oppor
tunity That resistance to such a law is well entrci'ched in Japan, 
however, is demonstrated by the fact that nearly forty years later 
this nettle has still to be grasped (pp. 12- 13). 

Other measures that ran counter to the report's recommendatiOns or 
philosophy had to do with equity, simplicity, and the corporation 
income tax (James, pp. 14- i S): 

(Equitly The principle of equity, which the Report insisted on as 
being of paramount impoitance, was gradually subordinated to 
other concerns lby Japanese policy-makers. Once equity in enforce
ment had been dealt a serious blow by the discarding of the Mis
sion's recommendation on anonymous bank accounts, etc., the 
case for equity in the law itself was severely weakened. The law 
began to discriminate between different forms of income for a mix
ture of two reasons: 1) that taxation of certain types of income was 
particularly difficult to administer, so in these cases, taxation 
should be at lower rates to encourage compliance, and (ii) that cer
tain activities (e.g. saving, investing in cei tain types of equipment, 
exporting) should be encouraged by favorable tax treat'nent. 

[Simplicity "The simplicity of the tax system was somewhat 
impaired by alterations between 195o and i95,6. Income tax, for 
instance, began to move back towards a schedular form, with bank 
interest, dividends, retirement income, and forestry income all 
receiving special treatments. An additional top rate of 65'/, was 
added to the income tax rate scale in 1953. Capital gains were 
given special treatment, also in 1953. Corporate income tax was 
being levied on ordinary corporations at two rates instead of the 
recommended single rate by i1956. A lower rate for special corpora
tions was introduced in 1952. The only corresponding moves 
toward simplicity were the abolition of some recommended taxes. 

Unhappily for local autonomy the Equalization Grant system 
was abolished in 1954 precisely because of budgetary problems at 
the national level. The recession caused by the cease-fire in the 
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Korean War from July 1953 necessitated a reining back of budget
ary expenditures, and the Equalization Grant was the preferred 
target. 48 The Mission's formula plan for distribution of the Grant 
was still uiqed by the Local Autonomy agency in the distribution of 

"shared taxes, ' but the amount distributed to local authorities 
became once more dependent on the national government's deci
sion as to bow in uch was available, rather than on an ifndepetidcnt 
assessment of how much was necessary. "The Equalization Grant 
should have been a system for fiscal support Of local autonomy 
'from lbelow," but on the pretext that it was 'not suited to condi
tions in Japan' it dtisappea red completely in just four years.") 

The Municipalities were never given control iif the rate of the 
Real Estate Tax, and by 19s,7 the Inhabitant's Tx rates were also 
nationally controlled. Civen the fi:;cal pinch felt by the local 
authorities all through the intervening period, they never had any 
option but to set their tax rates at the nationally fixed ceilings in 
any case. 

More importantly, the income tax structure as envisaged by the 
Mission simply unravelled betwcen 149 and ri . The Net Worthys 

Tax could not be effectively enforced without the banning of anon
ymous accounts and the record-keeping icouirement oni wealthy 
individuals. It was thus repealed in 19 . It, therefore, followed 
that to maintain the progressiveness of tile income tax, the top 
bracket rates had to be raised (to 6j'X,, also in I9s1. The Mission 
itself had stated: "We should certainly not recommend lowering 
the top income tax rate to So or s S percent (national tax) if a net 
worth tax were not available.'' The lack Of effective administra
tion prCceduies also made it impossible to tax capital gains effec
tively, so, again in 19S3, the law was changed such that capital 
gains of less than iso,ooo yen became tax-free, and only half of 
capital gains above that figure were taxable. Inconsistently capital 
losses continued to be fully deductible. Capital gains and losses on 
securities transactions were to be ignored altogether for tax pur
poses because of the particularly great administrative difficulties 
involved, and because of pressure from banking and securities inter
ests. Even the official Ministry of Finance account sounds less than 
wholly convinced of the case for making capital gains from securi
ties transactions completely tax-exempt: "ITlhe taxation of capi
tal gains allegedly hampered the development of the securities 
market."'" 
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[Corporate Income 7bxj The Mission's procedures for revalua
tion of assets were carried out, although they took rather longer 
than the Report anticipated. They were carried out in three stages 
and were not completed until 1954. 

Corporation tax rates have remained rJativcly low in Japan in 
accordance with the Mission's rcconmmndation. But withholding 
tax on divideid payments had to be restored in 192 as a result of 
the lack of eifectivc records of securities holdings, meaning that 
the "legal fiction" approach which the Shoup Missions took 
towards corporations had effectively had to he abandoned. More 
importantly, between 19s1 and 1956 the Corporation Tax became 
riddled with special measures intended to promote economic 
growth. There were over 5o of these on the statute books by 1956.", 
Nakamura Tlakafusa argues that already by 19r tax exemptions
had replaced direct subsidies as the government's preferred method 
of implementing i!ndustrial policy. 

The history of th(e "inc0)mc surcharge" is interesting. The Mis
sion recommended its imposition at i% p/a for ordinary corpora
tions, but it was in fact imapose.d at a 2%, rate and then repealed 
altogether in 19 s I"inview of the important role of the profit reten
tion in business financing.'' One may suppose that pressure from 
bureaucratic policy-makers (e.g. Mrr) and from business interests 
led to the repeal of this tax, but why was it introduced at a double 
rate in the first place' The double rate meant an effective interest 
charge on deferred taxes oi 6.6% p/a on a 55% rate (national and 
local combined) taxpayer and as much as 13.2% on someone paying 
at 4o%.'' Moreover, doubling the rate exacerbated the regressive
ness of this tax as noted by Hayashi. 7 One is almost tempted to 
conclude that the tax was deliberately made harsh in order to make 
it easier to repeal later. 

C. Pechman and Kaizuka 

Another, somewhat negative appraisal of the report's influence was that 
written in 1976 by Pechman and Kaizuka (1976). Thcir assessment was 
embedded, in bits and pieces, in their detailed description and analysis
of the Japanese tax system. "Japan began its postwar recovery with a 
blueprint by the Shoup Mission that would hav,,e made its tax system a 
model for the rest of the world. But the Shoup blueprint was quickly
discarded, and a Japanese brand of taxation was substituted" (p. 371).
As to local finance, "The Shoup Mission recommended a greater local 
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autonomy than was traditional in Japan, but this advice was virtualiy 
disregarded" (p. 33;6). On the positive side, "Tile major legacies of tile 
Shoup proposals have been to makc income taxation acceptable as the 
basic source of revenue in Japan, to raise the level of tax sophistication, 
and to improve tax administration" IP. 32 1). 

D. Tax Bureau, JapaneseMinistry oi Finance 

In its annual Outline of ]apaneseTaxes, the Tax Bureau of the Japanese 
Ministry of Finance, in reviewing the history of Japan's tax system, has 
commented on the influence of the report. in the 1986 edition, it says 
that "the intentions (of the tax mission1 seemed somewhat too idealis
tic to fit in with the reality of the Japanese economy and standard of 
Living of the japanese people. The tax reforms made year to year since 
i95i have represented the efforts to readjust the taxation system to 
ictual conditions prevailing in the country" (pp. 7-8). It continues: 
'The Shoup recommendations were founded on the general principle of 
,quitable share of the burden to meet government expenditures .... 
Viany concerned persons in the Government, howevei, felt that, in view 
f the conditions of the Japanese economy then prevailing, vital eco
iomic policies might override certain general principles of taxation'" 
p. 8). 

Other Appraisals 

)ther appraisals of the tax mission's report tend to view the present
lay tax system of Japan as being, in ,;omc sense, based on that report. 

Hiromitsu Ishi (1987, p. 246) concludes that 

In retrospect the reforms were only a partial succe-ss, largely 
because subsequent modifications lafter 9 sol gradually made the 
tax system more inequitable and complicated. In spite of these 
drawbacks, the mission's contributions to reconstructing the post
war tax system in Japan are considerable. Throughout the postwar 
period, the Japanese tax system has retained maijor features of the 
Shoup framework. In this sense many would support the view that 
the Shoup reform should be considered one of the most successful 
in the world. 

Yukio Noguchi (1986) puts it this way: 

It is not easy to evaluate whether the Shoup reform has, in fact, 
formed the basic structure of the postwar Japanese tax system. 
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Some recommendations, such as the wealth tax and the capital 
gain tax (on profits from sales of securities), were abolished a few 
years after they were implemented. Proposals such as the intro
duction of the value-added tax were not adopted at all. Also, some 
reforms were modified significantly by subsequent amendments 
which aimed at promoting capital accumulation. This is especially 
true for the corporate income tax. However, the implications of the 
Shoup refornl were quite profound, especially in that the income 
tax did become the most important tax. In this sense, the reform 
established the basis of the Japanese tax system in the postwar 
period. (p. 38) 

John Curtis Perry (i98o), iin his description and appraisal of the 
Occupation, devotes a few pages to de.;cribing the tax mission and the 
conditions under which it worked, and, without going into technicali
ties, concludes that "Tbe tax system in any nation is likely to change in 
thirty years, and Japan is no exception. Yet 'the spirit or essence' of the 
Shoup recommendations remains ... '" (p. is s). 

News dispatches in United States jotirnas, dealing with current tax 
reforn eff rts in Japan, have on occasion described the existing system 
as being based on the report's recommendations: 'Advocates of tax revi
sion point out that Japan's tax system has changed little from the one 
cstablished by the Shoup Conmissinl in c 0,o .'.." (Clhir, 1986); 
"Japanese know their current tax Code as the Shoup system ... " (Bar
gcss, 1986). In fact, "he truth miv' be closer to the reverse of such state
ments. The current tax reform movenent in Japan seems in large part 
an effort to remove most of the tax preferences that have been intro
duced into the income tax in the period since i95o. 

VI. Some Retrospective Observations 

A tax mission is a technical assistance group. Its chief task is to lay 
before the relevant government officials and the public the tax prob
lems that they face and the solutions to those problems that the mis
sion favors, with a full explanation of why these particular measures 
are recommended. In addition, the mission should stimulate interest in 
improving what has been called here the tax "atmosphere" so that tax 
policy becomes a widely discussed and well understood part of the polit
ical and social arena of debate. 

Of course, cdulcation is not enough. No matter how lucid and widely 
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reau tne report turns out to be, it is a failure if its authors so misunder
stand the environment they are dealing with that virtually none of the 
recommendations are ever accepted. At the other extieme, however, 
can one say that success is marked by almost complete and immediate 
Lzceptance of the report's recommendations? Perhaps not; after all, no 
foreign-staffed mission, however capable its members, is likely to learn 
enough about the country in question to be right, in one sense or 
another, on all issues. Complete and immediate acceptance would seem 
to imply that the mission has failed in its c(Lcational aim. It has not 
taught the country to think for itself, and think clearly, on tax matters. 
(I was not only surprised, but somewhat uneasy, when, shortly after 
returning to the United States in 1949, 1 learned that almost all the 
mission's recommendations had, it was said, been put into law. As it 
tur-cd out, I need not have bCell quite so uneasy) 

Another test for success or failure of the mission might be the degree 
to which the mission's recommendations, if adopted, did achieve the 
goals the mission had said they were aimed at. Here, answers are hard 
to get. Japan's economic recovery after the war is a matter of record. But 
would it have been much the same, if the tax mission's recommenda
tions had been ignored? Perhaps the only assertion we should make is 
the very modest one that at least those of the mission's measures that 
were adopted did not block a strong arid rapid recovery. 

Economic consequences, however, are not the only measure of suc
cess or failure. If gross inequities, as perceived by taxpayers, are greatly
reduced by the tax reform, there is a corresponding increase in well 
being, or decrease in dissatisfaction, that is as important, in its own 
way, as a measurable increase in economic well being. Whether a tax 
restructuring accomplished this aim is something that has to be 
inferred; the data are not usually among those collected and publicized. 
A fair inference here would seem to be that, yes, Japanese taxpayers as a 
whole felt better about their tax system, or less hostile toward it, as a 
result of the reform. 

This feeling, I -wever, has probably weakened over the nearly four 
decades since 19so.The income tax, as noted above, has been studded 
with a number of exemptions and low rates, to stimulate certain types 
of economic activity. Apparently, also, application of the tax law has 
been much less effective with regard to the self-employed (professions, 
small business, farming it,general) than with respect to the wage and 
salary earners, whose tax is collected largely by withholding. One gets
the impression that the tax reform movement sweeping Japan in 1987 
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and early 1988 reflects a desire to end tax inequities rather than tol 
tailor the income tax still further to stimulate economic growth. 

In any event, an appraisal of the tax mission's report must take 
account of the Cmphiasis placed on fairness. In my brief preface to the 
1985 retranslation of the report, I expressed the opinion that "Important 
though economic goals ar,, fairness (equity) in the tax system is even 
more important. 'A tax system can he successful only if it is equitable, 
and the taxpayer moust realize that it is equitable' (p. 6, \ol. 1, 1949 
report). Without perceived equity, a tax system becorw:s prey to elabo
rate avoidance devices developed chiefly by disgruntled ta".payers, and 
to outright evasion. Then, no matter how efficient economically the 
tax system was initially it soon loses this attribute, too, as evasion and 
avoidance alter the very structure of the system. Without a high degree 
of perceived equity, a tax system will ultimately fail to reach any of its 
goals" (pp. 5-61. 

To say that a tax mission is a technical assistance group is not to 
imply that it shall concern itself only with the technical aspects of tax 
administration and compliance, offering no advice on the structure of 
the tax system or tax policy generally. Yet it now appears that just that 
point of view was held by some high-ranking Japincse officials in 1949. 
The minister of finance at that time, Ikeda, in a book called Kinko 
Zaisei ("Balanced Budget"), wrote in 1949: 

I had no particular intention that Shoup should give me theoreti
cal recommendations for the Japanese tax system. The tax system 
as such was based on a fairly careful study of various European 
systems, and its theoretical underpinnings were well developed, so 
there was no particular need to seek the guidance of foreigners on 
the system itself. But there was at that time quite a lot of confu
sion in the operation of the tax laws, that is, in tax administration. 
But this was the result not so much of defects in the tax system as 
of other factors, such as the general social disorder of the time, the 
fact that increases in the basic exemptions had lagged behind the 
severe inflation, thus greatly increasing the number of taxpayers, 
and the consequent fact that large numbers of new and inexperi
enced tax officials had to be employed. (Translated by Jason C. 
James, letter to Shoup, Jan. 20, 1987.) 

This was certainly not the assignment outlined for the tax mission 
by Moss on behalf of MacArthur, in October 1948, at Columbia Uni
versity, and nothing that i learned from conversations with Ikeda and 
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other Japanese officials in 1949 (conversations carried on through inter
preters) suggested that they thought the mission's task should be so 
restricted in scope. 

Looking back from the vantage point of nearly four decades later, 
what do we see that appears dubious or erroneous in vhe mission's activ
ities and recommendations? 

Amopg the recommendations, that of a value-added tax for the pre
fectures now seems at least dubious."' First, the mission's fears that the 
cumulated income tax charge of three levels of government would 
dampen enterprise unduly have been proved unwarranted. Second, to 
the tax administrator and taxpayer, the value-added tax was the great
anknown, however clear in concept and neutral in its economic pres
iures the tax may have appeared to mission members. This prospective 
newcomer evoked uneasiness if not fear. Third, even the pure theory cf 
the value-added tax had riot yet been worked out completely; it was not 
until 1955 that the basic distinction between a consumption-type VAT 
and an income-type VAT was made evident (Shoup, I969, pp. 252-54). 
Finally, the question of just how to allocate a given firm's value-added 
between two or more prefectures in which the firm was active was not 
seriously addressed. On these and other points, the reader is referred to 
Bronfenbrenrner's analysis of I95O, "The Japanese Value-Added Sales 
Tax." 

Second, although the mission went into considerable detail on how 
the personal income tax might best be administered, the existing pat
tern today is certainly not what had been hoped foi. It was not intended 
that the bulk of persona! income tax revenue should come from simple
withholding without any filing of a personal return by wage earners and 
salaried persons. On the contrary, the mission's aim was to get the aver
age Japanese family closely engaged in the process of tax determina
tion. Allied to this issue is that of unfairness as between these taxpay
ers and the self-assessed professionals, small businessmen, and farmeis 
who are said to be evading or avoiding personal income tax to a consid
erabie degree. What else might have been recommended, however, to 
assure the goals the mission sought, is by no means evident. 

Third, the minor innovations of the net wealth tax, the low-rate 
"interest charge" tax on undistributed profits, and the substitution of 
inheritance for estate in the death tax (and the cumulation with gift
tax) might have been recommended only for some future year when 
these novelties could have been accommodated more readily than in 
the chaotic days of 1949-5o. These innovations were minor, not in the 
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sense of principles it stake, but in the revenue implications, and so 
might have been postponed. Postponement, however, would probably 
have meant n(gation, in fact. 

What of the four suggestions by Bronfenbrcnner and Kogiku as to how 
the tax mission might have been nmore effective (1957, PP. 359-6o)? "i. 
The Mission should have been summoned earlier, before deterioration 
of relations between sc:,.v and the fapanese had set in." B-K recognize 
the difficulties such an earlcr mission would have encountered (e.g., 
inflation had not begun to subside), and in my opinion those disadvan
tages would have far outweighed the 'sociological" advantages they 
claim for an earlier nission. '2. The Mission should have remained in 
Japan long enough to make the most pres'ing corrections" of "some 
technical defects" in the report. Such defects, however, do not seem to 
have been numerous or important cnough that cJrrecting them before 
the report was published would nave mi;ide much difference in the out
come. Moreover, early pubication of the report, before public interest 
in the tax mission had subsided, was important. B-K recognize that it 
would have been impracticable for the entire mission to have stayed in 
Japan longer, in view of their commitments elsewhere, but the -Aterna
tives they suggest secm to me also largely impracticable. "3. Had time 
permitted, the Shop Report might have been more palatable if pre
sented in the form of alternatives among which the Japanese might 
choose (perhaps within limits)." But we might have ended up with a 
textbook on taxation, which was not our assignment. Each recoinmen
dation was acc. mpaniod by arguments pro and con, and the tone was 
that of giving our own best judgment, not laying down a law that had 
to be accepted. "4. After CAi' had the Shoup Mission advertised to the 
Japanese as purveyors of tax reduction, the jurisdiction of the Mission 
should have included some over-all aggregative recommendations on 
the expenditure side ... land] on money, credit, and debt matters .... . 
If indeed sCAp so advcrtiscd the mission, it erred, but we were not aware 
of such advertising. Adding the other items to the mission's task would 
have swamped it. 

This rather unsympathetic appraisal of the B-K suggestions does not 
imply that they were completely off target, but rather that the explana
tion of why the mission was not (even?) more successful than it was 
must be sought elsewhere. But is that "elsewhere" clear? 
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Appendix A Tax Mission to Japan 
x. MacArthur and Yoshida 
on the fiix Mission Report
cAe Mainiehi, Sunday, SeptemberHopes lapnese Government 1,4, 1949Would Form Appropriate Program to Effectuate Shc 

Lccommnehndation 

't:er to Premier Virtually Assures Quick Diet Apprval
'o, 7 , ologlaIs
Sept. " Gcer a.l MacArthurQuickMaDietA r valYoshida in a letter dated September has told Japanese Premier Shigetablc to "formulatc 
tchat he hoped the lapanese Governmentan appropriate prograIn for effectuarug th, 

will h
tires set forth in l)r.Shoup's rc edtoe 

This virtually assurcd 
broad prineiplcus and objetquickpa iagby the a an s /)it f the Sh o bcc 

lendatio s.The text of General MacArthur's
Dear Mr. Prime letterfllowsreco:

Minister:I transilli h er e w,it hlt hlereport on 

the members of his Mission, wh, Ia1p anese tWere invited by me tocom prehensie survcy of the existing 
~ t ~ comer p r ~ bt apan to conduct); alese)aPtax Strtnct C r h u,rewith the view nnfsub.

mittingrecol endlations which w,,uld assible tax systeml. Icve s 5in the estal)tishLi ent ~of a more equitfsjThis Special Missio, after four months of intelsivews with taxpayers in all walks ot lifean 
study Which included inter

business invstigt
uvralved 


taken together,should provide a vehicle 
a body of rlfalnm1 


or agricul activities, has 
ions of many different types of 

dat ions whichorplacing te finadc.fsfe
 
local governments 


;f JapanI trust that the Iapanse (lGormen t will be able to formnuat 
n a siound foundai,,,gram for effectuating the broad principles and obectives set 

an appropri pro-dteof tle nat 
frth in l)r. Shoup'sreconmerdatis 

ord fiscal system 
in sufficient rime to permit

program simultaneously 
with the related the Japanese Diet to Consider that

people may at the earliest Possible 
nave 

budgetary and stabilization 
the beefts of a 

Sincerely yours,
DOUGLAS MACARTHUR 

,2. Yoshida Replies to SCAt,
dations, Prime Minister Shigeru Yoshida sent a reply to scAt, today at noon 

dtOios Sriept MiUnreciIn General MacArthur's letter onl the Shoup recomme.Given beow is the text of thWprime ministers 

which was later announced by the
 

itdesire to acknowledgetheJapanese Taxation by Dr. Carl Shoup and tile members of his Mission.
 
The report is literally 

receipt of Your letter of yesterday's date and the Report on
a monumental 
work, Which is bound to mark a new era in 

Jap:n's fiscal policy I fully realize the fact that the cecommendations
accepted selectively but they should be taken 
 are not to be
as a whole if they are to serve as the
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basis for a rational and equitable tax system such as is envisaged by Dr. Shoup. 

It is with this fact in mind that my Governmelnt will study the Report and formu

late a taxation program to be submitted to the coming l)iet. 
our

I avail myself of this opportunity to expres 
On behalf of my Government you!as well as 


profound appreciation of the arduous labors of the Shoup Mission 


unfailing solicitude toward the welfare of our nation.
 

Yours very sincerely, SHIGERU YOSHIDA 

Appendix B 

Extracts from letters by Shoup from Japan, May and August, t949 

TIhe following extracts are from letters by Shoup to his family, from Japan, in the sutua
 

o.M.,then on another cargo plane IMATS1 at noon, reac
 
May 1 949) At Guam at 

men and flash bulbs, and the Finance Minister . 
ing Tokyo 8 ,.M. Lots of newspaper 


others. o the Imperial Hotel, where I have a 2-room suite, very comfo
 
and Moss nday morning IVisited M(, offices; at 12- lo 1 went aloe see rth,t, ac 

and talked with him hs ofrc ffor ahout an hour. ie vas vyl
 

:--oss,of lice -rather ai

ofical in, mcctsup rmision. In the afternon had a courtesy-callpromisled fullll t of ;n.tn we 

promised full Support Of our 


f i te ai
 
with Ikeda (Fin. Min.) and i other high Japancsc ofcials in Moss 


ward at first, as it all had to hc done through an interpreter, but we all relaxed a little
 

a few minutes. pojite expressions of appreciation, etc. 

fMay i4, pt we are learning of the cnormus gap between the tax laws on p, 

and how taxes are actually aWsessd and collected. It's more striki ng even than in Frai 

a part of Tokyo) belong to a whose "bi 
aIunfior, 

neotiats ith1, te taxacllector how much the doctors should ray as a group; thenDoctors in an area )say a city, or 

the tax hill among themselves somehow. Japanese firnm 
negotats o the group dieu 

forcreditors, one for the tax
several sets of hooks )one

either keep no books at all, or 
noon today the four of usaCohen ... At

collector, one for management purposes, etc.) 

and Moss and Gen. Marquat, have lunch with Gen. and Mrs. 
Hatfield, Shoup, Vickrcy 

at the former American Embassy, now the MacAr-
IMay is, 19491 Saturday's lunch 

thurs' home, was easy and informal, mostly small talk, except rhey told us of the details 
us his analysis of why Japan 

of their escne from the Philippincs and the General gave 

went to war and why she lost.... trip toOsaka, Kyoto, and Nagoya ....A 

19491 We've lust returned from a to saka, Kyot, and a iss. 
IMay 25, 

ara, and an assisl 
Japanese official from the Finance Ministry who speaks English, a Mr. 

tant of his came along on the Japanese section of the same train. Segregation is strictly 

enforced in all travel; ordinary trains, street cars and buses are marked "Off Limits to 

theAtOsakaan "Allied Coach".
Occupation Personnel," some of the trains carry 
station there were thle Governor of the prefecture, the Mayor, anti other assorted officials; 

news photographers and another dozen news correspondents. This scene 
about a dozen 

Also the U. S. Internal Rdvenue 
was substantially duplicated two days later at Nagoya). 

man in charge, and one or two other Military Government officials. At the hotel, dcluxe 

breakfast was followed by a news conference Ialmost got out of, but the Military 
a 
Gov't man said the papers had helped them in their drive for taxes an 
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keep on the good side of the press; also, he said this was first thing he'd ever seentile 

bring the Governor out to the stition as early as 7 A.M ....after this we got to work, 
talking with the Japanese tax officials in their tax offices most of the day. We dug into tax 
files, examining actual returns. 

That evening we all went to) Odd mixture ofthe Govcrnor's house for dinnet. It w;as all 
Ea3t and West. We sipped whiskey or sake in the living room and ate an Amcrican-style 
dinner in the dining room, sitting in chairs, but wearing slippers ....while four geisha 
entertainers hovered around, pouring sake and later on doing tricks with mnatches .... 

We engaged chiefly in light conversation with our Japanese hosts through an inter
preter, which is not quite, but almost. as hard a:,it sounds. We also got in some tax 
discussion ....That evening the Governor, the Vice-Mayo r (the Mayor was ill) and vai
ous other officials gave a real Japanese dinner in a real Japanese restaurant. InI a room 
about three times the size of our living room the lapanese hosts squat along one side of 
the roorm, their American guests along the other side. This effectually hars all conversa
tion between hosts and guests ....The next day more courtesy calls; discrc-sions with 
military Gnv't men; a s'.ssion with heads of large Japanese manuflacturting concerns and 
department stores; and ;Itaceting with a Japancse) Kyoto Area Economic i)evelopment 
Committee, or something like that: o or so irond a large table, reporters and news 
photographers in the back of the room. -16o formal to be very informative. In the after
noon we wandered through the alley-ways ofta district of small shops, picked one out at 
random (a retail tea store) and asked the owner what his chief tax problems were. We were 
surprised at the results. For nearly anthour he discussed the issues lucidly.j.. .ust as we 
started talking with him I no ticed man grah phOne and talk earnestly fora young thL. 
some minutes. Sure enough, the Kyo o paper next day carried a report on the interview. 
The reporter had been trailing us all afternoon .... Next morning we went by train 
(coach) to Nagoya ....At the Nagoya station we were met by the Govertr, the Mayor, 
and other assorted officials; about a dozen news photographers and (see previous descrip
tion). I got by with a i-minute press conference this time. The Governor invited us to his 
house for dinner. 

[June mi, 19491 We attended a special showing of a new Japanese filr. iast night and 
were startled by its excellence ....This was a pre-preview, given for our benefit, in the 
private proicetion room of the film company ....Why the intense interest in our mis
sion? There is a I so%,(not I s%.) tax on all movie admissions ....Yesterday Iwas offered 
drinks at the formal opening oIftilenew Japanese Internal Revenue Bureau (sake, beer, 1 
i.M.), at the cocktail party for a visiting group of U. S. tax agents (cocktails, s P.M.), at a 
dinner given for us at a nearby club (7 .rm.), and in between the first and second parts of 
the movie jto i'.m.). Can't say that I'm not keeping in practice. Next week we have only 3 
dinner engagements. 

[June 30, 19491 The trip has been successful in gathering information, and our group 
has gotten alomg without friction, altho packed pretty close in the private car for iodays. 
I've been quite well allthe trip, although pretty tired after some days of interviewing, 
especially when they werc topped off by an official Japanese dinner .....his morning 
Surrey, Takahashi, and I descended unannounced on the COmIIunist headquarters at 
Nagano, this region being noted for Communist activity, and got their views on the tax 
problem. We came on them so suddenly they didn't even stick close to a party line-theiy 
weren't prepared ....Next week we have a series of discussions with the Finance Minis
try experts at Tokyo. 
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[July 9, i 94 9 1Last night we had dinner at the Prince & Princess Takamatsu's. He is the
second younger brother of th, emperor .... Mrs. Ilarada [wife of a family friendl was 
there, and since Mr. 11. was out ol town I was asked to drive her home in my ear. It was
only a few minutes front the Prince's. But she got completely lost, and the driver couldn't 
figure it out either. We drove artound an hour before she hiILind Avenie K. It's a gooit d 
demonstration of what every one siys of 1itkyo - the most contising city to find any
thing in. 

[July 12, 19491 in a IC.' days I've learned what I could abut the Okinawan tax system,
and made stone recommendations for change. 1his afternoon I presented them to a dozen 
or so army amid civilitao MG toMn. If I stayed herea day longer I'd learn tot) much to permit
myself these snap judgment,. I talked with the ()kinawan Miister of Finance a 
couple of aftermintt..s. 

[July 24, 19491 l owen, Sutrey, and W.rren and I went to MacArthur'.s ottice ttiday; tt givethem a chance to see iul, ':speCiallyvHowen arid Surcy who leave the 27'11. The (GeticraI
seemed quite interested In our wtork, and intelligenti, so .... lie' ended up iw. a.-,ng,
then insisting, that our whole mission eic back liUa year fot ia sholrt stay to check ,I"oin 
the results of otr rehorm .... I is getting really hot amid hut1id ti1%s; like Washington at 
its worst. Luckily,all the big conference wimk is rver by ntw. The Minister tof Education 
today, the "Economic Stabilizatitn.Board" MoInday.
 

Hilly 2S,i ;491 We are meeting Just with iourselves cvery tay titisw, reacltng Conclus, 
 n:. 
Today it was the transactions tax (sales tax), totroiw tile intc me tax .... All Satu .JaZ 
morning we spent "talking" with l)tdge and otJiclt, iti Washtngttn over tht "tetlc:tn" 
system, which uses typewriters and a screen smnething like a stock ticker screen . . . We
discussed (and argued) about ti,: current financial situatiotn in Japati---is it too 
deflatitnary or is inflation still the danger? . . . This week in Iitkyt, then a week up at a 
hotel near Nikko. 

IJuly 27, i9491 We discussed the tax prtgramu atiog turselves until I A.M.,this morn
ing, to cover all we cotuld with the 1 departing members Iiwen, Cothen, Surreyl beitre 
they left ... Present idea is that Hatfield leaves Aug. I s, Wirren ad I on Atg. 27 .... 
We leave Monday for a week at tile hittel above Nikko, to write tip the report, at least first
 
draft.
 

[Augut 2, 19491 We leave for Nikko in a few minutes. We are a little uneasy as 
the 
deadline for completion of the report nears, and it's not done, to say the least. But some
how we'll get it finished. We've shown parts of our ctinclusions already to MacArthur & 
Marquat & Whitney, and have hadi a good reactimn sto far. 

[August 3, 19491 This is a very pleasant pliace-4000 ft. high, cotl, qtitc away from the 
sweaty weather of Tokyo. The ftir of us are using this chance, where it's cool and quiet,
to work morning noon and night getting the reptrt written. It is still going ttu be a tight 
squeeze but we'll make it all right. 

[August 7, 19491 We are still at the Nikkot Kanko, working (in the tax report all day and every evening. Represcntativt's of a coal miner's union showed up at the hotel the other 
day to present their vicws on the tax system, but wc just accepted their written memtiran
dum and wouldn't even go into the ltbby to say hellh. We plan now to stay here until 
Wednesday. Today we sent by messenger to Ttokyo the first part of Ch. i, ready for transla
tion into Japanese. 
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Appendix C 

Comparison of Present-l)a% Income Tix Law in lapan with Recommendations in the 
Report: Certain Specific Issues 
Present-day incon- tix law in lapan coincides, at least fairly closely (Y) or does not so 
coincide (N-)with the following rccommendations in the Report (for details, see ()utlin', 
and Price Watt rh ouse): i) dependent he a tax creditallowancc t ba deduction1 instead of 
(Y); (2)deduction, at least partial, to be given for mnedical expenses (YJ aLi property loss 
through accident or theft (YI; (1) irregular incomcs to be avcraged over the years (N); (4) 
eytra allo%;ncc to be givcn to tihe blind (N) and Isldisabled (N); (, foreign nationals to be 
given no strongly favored tre,ilcnt (Y);i'.'corporation tLix rate itstay at i percent (N); 
(l withholding rate ot ,o perCi nt toidividends to be rcpc:fld I. oltax on litluilatiog 
corpiiratow, to be repealed (NI; iIo) tax of ," percent on inventory prohits to he 
repealed IY); (it11h:,ses to he carried back t years aid then carried fo rward indefinitely 
Y); (121 for inventory accountihg. allow more nCthods than lust average cost (Y); (13 ) for 
deprcciation, allow nire nethods than Jost declining balanice (YI. 

The indiviliii inCOme tax lwY tow%,allows several deductitons otr exemptitons, corn
pletely or partially; that the report opptosCl, expltictly tr implicitly: social insurance 
premiums; pienitums for snalil-scalc cnriCTpilSC nutul aid; prmCllUllms for life insurance 
and fire or other CiSUlty insurance; extra p'ersoirml exemption fhr the ;aged. 

Notes 

For informatiton, corn crts, and suggcsti)ns in con;ection with this prolect I am 
indebted tl nlaiy perstns, but eslccialyl to Martin ,ronfenbrenner, Lorraine Eden, 
Hidaki Fujiimtr. ason C. lailes, Itirtshi Kanekit, Ilarolt Miss, atnd Hirofu mi Shibata. I 

tthank them or their helh, st gCnCrtUsly givCn. 

i 	In tither respects, titit, the mtssiion %as well served. AdCquate secretarial assistance 
was provided. Autiomobiles, chauleured by skilled drivcrs;, were availablc, and were 
used f r several trips through the ctuntryside and ti tther cities. A private railway 
car, to lie atta lied to scheduled tratns, and ou tile occa sion, indeed, with its own 
locomotive, ftacilitated travel. All ot these arrangements were i;tde by o0through the 
gorod offices of Harold Muss; this left the mission members tree to concentrate oin 
their task. Withut this excellent logistical aid 1iL11 Of tihe mission's time and 
energy wtuld have been diverted frot its main purpose. 

2 	 For a summary of tilepistwar inflatitti inJ;pant, see Shup, "Tax Reform in Japan," 

19SW, p. 4-S. 

I 	 The research group for the new translation iunmbcred fourteet. The work was started 
in 1.,1 . The voluite contains a few p;agcs of inatcriaI supplied by this group to 
supplement the Reptrt, including a sciciatic map of the travel within Japan by the 
missiton dates and plices, p. 4i4). Letters frotnt 1-. l)atc, Octitber i98s, and I. Inouye, 

January 1956. 
4 A news dispatch from Toiti 1949, edition oiikyo in the September 12, The Mainichi, an 

Englishl;.anguagc daily in Tokyo, read iti pait as follows: "Seventy percent of the 

nation bai; read the Shoup recommendations oiithe tax system, according to a Kyodo 
News Service public opinion survey. A majority regarded the r-comnmendation as 
'satisfactory' while 40 percent considered the present tax as 'tot) heavy.' The survey 
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Was Conduicted intmcdiatCly after the Shoup recommendations were made public. 
Two thousand five hundred and sixty-eight persons in every regional, vocatlinal, and 
sex division were interviewed directly. Replies ohtained nunbercd 2, 28." 

5 Tile income tax took tip120 pages il the tiotal in tilefirst two volumes, the Report 
proper, which ran to 126 pages. The two appendix volumCs were alnmost entirely
devoted to income taxation: 142 plgCS Out Ot 17 1. 

6 See, e.g., Nippoil rtnn',., August 24, I144). 
7 For tilereasonin leading to ti,,conclusioj, see l'port,111).8 1-84, and Shoup, "Tax 

Rcbrin i Ja panl,i 1)0, 11. 8 -L). 
8 For a disCU1Sii i If tIIsal id alternatives, sec Shoip, '"laxReform in Japan," 19jo, pp. 

j "OClctionIS lotthe inc0meC taxi ton the larners was ... fairly good considering that 
farmers ilJl' ,eICa 1i till Ii re thil all
acre oIr two antd keep almo st 1n records. 
They have been stppoIsed to inake. Out their own i ncetax returns, but in practice 
they simply enter what the local tax office bradc asts as being an estimate 1faverage 
net illlIle per acre !or that area." ShOLp), '"IxRClni :n lpall," 9o, 1p.6.
 

to See Ir icnlbretner and Kogikti I1 j)71.
Protssor Maltintlronfenbrcnner, then of the 
University (If Wis lslin1, wai, requcs tcd by t ponIn myp1rc,tit)inc n',!ation,ltoassist 
the Iapanest' goverenmentl initI cntictig Such loftie reptirt's reel mt incmmldations :is 
they adopted. hfnIntcnbiilCier was engaged In this task for several months,fril Scp

well inti 

I These statenlicn-ts are hased (tt 


tenbcr iL;,() ),o.
 

ncvs dispatclies, clieflyIli Jhky ,English-anguage 
newsl apcrs. 

12 As fro n April I, i )s1,all interest is taxed at a tnifornm rate (If 2o pe cent, except that 
exemptit cittintues for persots uver 6,sstiviVing spotuises, atid disabled persons. 

i! Frim apan, (;ivern iint of,Miiiistry of Fina nlice, An u)tlitie of JaaOnie.se'"Jxes, 
i980,pp. 8-o. 

14 Iir fulrther tetails oilprescnt-day incole tax law compared with the Report's recolt
nmcidations, see appeiidix C. 

I S 0)lttle,pI).8 

16 Ibid., p. 272.
 
17 Percentages for i ).1')
irefrom Kaneko (nlte to Shotp, April 29, 19881 and are actual 

1949-5SO fical year collections, instead o~fbudget estimates used in the mission 
Report. For i18* tax revenues, see Ibid., pp. 304-7.
 

18 Ibid., pp. 128- is.
 

19 Ibid., pp. 118-42.
 
20 Ibid., passiii.
 
21 Ibid., pp. 1,o-s1.
 
22 Ibid., pP. 14 - 44.
 
23 Ibid., passim.
 
24 Ibid., pp. 189-91, 199-204.
 
25 Ibid., pp. 204-6.
 
26 Ibid., pp. 19ig-93.
 
27 Ibid., pp. IS7-j8.
 
28 Ibid., passim.
 
29 Ibid., pp. 187-89. The gcneral-purrase equalization grant, distributed largely by for

mula, is termed the "local allocation tax" and consists of 32 percent of the yield of 

http:JaaOnie.se
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the individual income tax, the corporation income tax, and the liquor tax. In I9S4, 
the initial year of this grant, the percentage was only 20. It reached 32 in 1966. The 
national government also distributes substantial amounts for specific purposes, allo
cated by discretion rather than by formula. There are also certain other distributions. 
For details, see Yonehara (i 98(,), 160-68, Yonehara (19 8 1i, and Ishihara (19861. 

3o Japan, Ministry of Finance, FinancialStatistics, p. 17. 
I For this information, for the 1984 data on blue returns, and for all the information 

given in nos. 2 to 14 belo, Iam indebted to Professor H. Kaneko. 
f2 The discussion If the blue return's effect on encouraging a sophisticated bookkeep

ing system needs to be qualfied as follows. A taxpayer who uses a "simplified 
accounting system," i.e., one that does not employ double entry, need not include 
with his blue return a balance sheet. About so percent of blue return taxpayers fell in 
this class as of i981. 

13 On this practice, see Pechnman and Kaizuka, pp. 13- 14.
 
4 Correspondence from Professor H. Kaneko (i t)8 1.
 
5 However, with adoption of tile unitorni separate tax il interest in 1988, the real
 

name is no longer required. 
36 Kaneko ([98 ), Correspondence. 
37 "'Violence,' says a Japanese gangster '... is obsolete. 'Tcday we go to prison for tax 

evasion.' The fine art of Underreporting income, and the equally fine art of nabbing 
those who do, is the all-embraciny subject of 'A Tixing Woman,' the solemnly funny 
new satire by Juzo Itami.' Vincent Canby, New 1brk Tites, September 26, 1987. 

38 Kaneko (198s), Correspondence. 
39 Kaneko (i 98S), Corrcspondencc. 
4o "The New Salaried Men's Party, created oin the single issue of income tax fairness (or 

current unfairness) for salaried workers, won two seats in a Japanese parliamentary 
election last year 119841" (Ryan, p. io). 

I1 Japan Tax Association ([I982), p. 1. 
t2 As of nud- 1986 the membership classification was: nonindividual, 613 (business, 

491; nonprofit, 8o; university research groups, io; law offices, 17; local governments, 
1 i; a Diet committee, and a Korean government representative) and private (individ
ual), 89 (professors, so; tax consultants, 17; certified public accountants, 17; tax 
lawyers, 5), for a total of 702. I am indebted to professor Hirofumi Shibata for obtain
ing this information. 

43 For still other appraisals of the report, see the References in Ishi (1)t3); Yamamura 
(1967). 

44 Bronfenbrenner, Martin, and Kiichiro Kogiku, "The A termath of the Shoup Tax 
Reform," National Fax /ournal,vol. X, no. 1, September 1957,. pp. 236- 58 -id no. .1, 

December 1957, pP. 145-6o. 
45 E.g., Carl S. Shoup ct al. First Report, p. 99. 
46 lames, Japanese TOx lilicy in the Wake of the Shoup Mission, p. 85. 
47 Bronfenbrenner and Kogiku, p. 3,18. 
48 Nishi, p. 140. 

49 Bronfenbrenner and Kogiku, p. 2S2. 

) Nishi, p. 139. 
1 Shoup ct al., First Report, p. 84. 

Outlineof JapaneseTaxes, 1986. Tax Bureau, Ministry of Finance, Thkyo. 
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53 Pechman and Kaizuka, "Taxation," in Patrick, H-., and H. Rosovsky, Asias New Giant: 
How the JapaneseEconomy Works. Washington, I).C.: Brookings Institution, i 976. 

54 Nakamura Thkafusa. "Scngo no Sangyo Scisakt'" ("'Postwar Industrial Policy"). In 
Niida Kenji ald Ono Akcda, cd,;.,Nihi on no Sangyo Soshtik i (Iapan's Industrial 
Oiganisation). Tokyo: Iwatiami Shoten, Nu69.
 

s s Outline,p. S.
 
56 These calculations use the method described in First Report, pp. to9- to.
 
57 Outline, p. 229. 
8 The value-added tax proposed by Prime Minister Nakasone in 1986 was far more 

complicated that the one recommended by the Report, for the prefectures: for exam
pie, fifty-one categories ,.Igood.s and services excllded (Darlin. 
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Thx Changes Before Tax Policies:
 
Sri Lanka, 1977-88
 

Glenn P Jenkins 

Abstract 

This study examines a series of changes in tax policies that occurred in 
Sri Lanka after the change in government in 1977. These policies are 
evaluated in the context of the major reforms that were carried out on 
most aspects of the economy. These successive, partial reforms isee 
chapter i) have experienced significant success in terms of economic 
growth and emplovment. The numerous tax incentives and tax holi
days initially weakened the income tax system, but significant progress 
was made with regard to indirect taxation for both domestic and traded 
goods. After a number of years of consistent cconm(nic management, 
steps have been taken to apply more economically tv entcd policies to 
strengthen and rationalize the tax system. One result of these changes 
is that the administration cost of the tax system in terms of revenue 
collected has been reduced by about 50 percent. 

I. Introduction 

The year i977 was a major turning point in the modern economic his
tory of Sri Lanka. In that year a new government assumed office and 
challenged the basic assumption on which economic policy had been 
made over the previous two decades. The result was a series of major 
policy changes in t'.m areas of the economy: 

a. The adoption of a realistic exchange rate. 
b. The liberalization of foreign exchange markets. 
c. A shift from quantitative restrictions on imports to tariffs as a means 
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of protecting domestic industry. 
d. The lifting of price controls. 
e. 	Relaxation of interest rate controls to encourage greater savings. 
f. 	 Shift from consumer subsidies to producer incentives. 
g. 	Creation of favorable business climate for foreign investment. 
h. Removal of excessive administrative controls over investment. 
i. 	Creation of tax incentives for investments in real assets and for export 

sectors. 
j. 	Special tax incentives and technical assistance for small business. 

The objectives of these economic policy changes were to promote 
rapid economic growth, create employment, and stabilize and rational
ize the economy. A clear shift was made in economic management from 
the highly interventionist policies of governments of the previous 
decade to a much greater reliance on the private sector and the use of 
market forces to guide the allocation of resources.2 

These policy changes were badly needed at the time. With a few 
exceptions, they have generally been effective. The tax system in 1977 
was a prime example of where two decade,; of misguided tax policies 
fueled by interventionist tendencies can lead a country. While the eco
nomic philosophy of the government changed dramatically and many 
tax changes have been made, the basic approach to tax policy remained 
largely unchanged until just recently Under this approach the income 
tax system was used more as a political tool than a fiscal tool, with an 
incentive for almost every interest group. At the same time, the govern
ment relied on a poorly dcsigned indirect tax system to raise revenues 
for the public sector. Evidence is beginning to emerge, however, that 
this approach has been supplanted by more soundly based tax policy. 

II. The Tax System in 1977 

The Sri Lankan tax system in 1977 contained seven categories of taxes: 
an income taA system that contained both a corporate and a personal 
income tax, a wealth tax, a business turnover tax, a set of excise taxes, a 
set of import duties, a set of export taxes, and sales of Foreign Exchange 
Entitlement Certificates (FEEC). 

This tax system was typical of that found in a highly regulated econ
omy It was very interventionist with high and differential tax rates, 
while being largely ineffective as a system for raising revenue. 

From table 7.1 we find that from 1971 to 1977 the combined personal 
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Table 7.1 Tax Revenue, 1971-77 (percentage composition) 

1971 1972 1973 1974 1975 1976 1977 

i. Taxes on income and
 
profit 19.9 17.7 21.7 15.3 
 18.6 20.4 17.3 
Corporate - -- 14.1 o10. 12.4 14.9 12.0 
Personal -  7.6 4.9 C.' 5.5 5.3 

2. 	Taxes on property and 
property transfer 2.2 2.3 2.4 1.8 2.3 1.9 2.0 

3. Taxes on goods and
 
services 37.6 
 42.5 38.9 36.9 38.1 37.7 40.0 
Business turnover tax 14.6 15.4 16.6 15.4 15.6 15.5 12.2 
Liquor 7.4 10.4 7.7 5.5 5.0 4.1 4.4 
Tobacco 11.1 12.2 1O.6 9.5 11.1 9.8 10.9 
Tea 1.7 1.7 1.2 
 4.1 4.0 6.o io.6 
Other 2.7 2.7 2.7 2.3 2.4 2.2 1.9 

4. Taxes on imports 12.6 o.1 6.9 7.1 8.1 10.4 9.6 
5. Taxes on exports 11.9 9.1 12.1 16.9 10.4 9.2 11.4 

Tea 7.3 6.4 5.3 4.0 4.3 3'.6 4.9 
Rubber 0.6 0.4 4.5 7.3 3.4 4.4 4.9 
Coconut 2.5 I 4.1.o 1.6 0.1 0.5 
Other 1.6 T.2 1.2 1.4 1.1 1.1 1.2 

6. 	 FEEC 15.7 18.3 18.2 22.1 22.5 20.4 19.7 

7. Total tax revenue IOO.O ioo.o OO.O io.o OO.O IOO.O IOO.O 

8. Tax revenue as a 
percentage of total
 
current revenue 
 86.o 87.2 89.2 91.6 91.1 89.6 88.9 

Note: Totals may not add up because of rounding. 
Source: Central Bank of Sri Lanka. 

and corporate income taxes were in the order of 20 percent of total tax 
revenue, with wealth taxes amounting to about another 2 percent of 
tax revenues. The business turnover tax and excise taxes generated 
about 15 and 24 percent of total tax revenues, respectively. 

Because of the heavy reliance on quantitative import controls to 
ration the use of foreign exchange, the average revenue yield from import 
duties was relatively small. They amounted to about 9 percent of total 
revenues, while export duties averaged about i percent. These taxes 
greatly underestimate the total taxes on the export sector because of 
the highly overvalued exchange rate. From the sale of the rights to use 
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foreign exchange (FEECS) the government obtained additional funds 
equal to about i9 percent of total revenue. 

Income 7ixes 

The basic structure of the corporate income tax system in 1977 was a 
69 percent rate of tax on taxable income of resident and non-resident 
companies. In addition, resident companies were required to pay a div
idends distribution tax of 33/1 percent. Nonresident companies were 
required to pay an additional 6 percent of taxable income in lieu of 
estate duty and also a tax of 331// pcr,:er t on dividends remitted 
abroad." 

Offsetting this seemingly harsh corporate tax system was a set of tax 
incentives that allowed for immediate expensing of a major portion of 
new investments. The proportion that could be deducted immediately 
from taxable income ranged from so percent for assets with long lives 
to 8o percent for assets with short lives. In addition, five-year tax 
holidays were given for a wide range of activities including industrial 
undertakings employing more than twenty-five people, activities 
engaged in the export of goods and services, deep sea fishing enterprises, 
tourist hotels, and paddy milling. Given the difficulty of defining what 
was a "new" activity, and the difficulty of administration of conditions 
laid down by law, tlhere was plenty of room for creative tax avoidance 
activities. 

The personal income tax had characteristics similar to that of the 
company income tax. Until 1979 the taxable unit was the family. The 
income of children under the age of 21 and that of the spouse were 
aggregated with that of the head of the family. In the early 1970s there 
were twelve tax brackets, with the top income bracket facing a marginal 
tax rate of 6s percent,' and in 1975 there were thirteen tax brackets 
with a top tax rate of 75 percent. The size of tax brackets and rates were 
changed almost annually, dropping to eleven tax brackets with a top tax 
rate of 5o percent in 197 s.s Then they were increased to fifteen brackets 
with a top tax rate of 70 percent in 1978.' 

There were a number of tax incentives, including the exemption of 
dividends arising from companies enjoying tax holidays, and for inter
est (subject to limits) received from the National Savings Bank. In brief, 
declared taxable income was taxed at very high rates, but the opportu
nities for tax avoidance were abundant. 
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The Wealth Tax 

rhe wealth tax was introduced in i959 with the objective of increasing 
the degree of progressivity of the tax system. Like other wealth taxes in 
leveloping countries, it has not been effective either as a revenue pro
iucer or as an instrument to bring about a better distribution of income. 
3ut unlike many such wealth taxes in developed and developing coun
:ries, it has not been abolished. 

It is applicable to both the movable a:nd immovable property of resi
lent and nonresident individuals, but only immocable property of non
-esident companies in Sri Lanka. In addition to a basic deduction, there 
ire further deductions for a house, furniture, jcwelry (subject to a limit), 
!nd an automobile. The asset values that make up the base of the tax 
iave been frozen at their 977 levels. This provision, along with gener
)us opportunities ior tax avoidance and evasion, has resulted in a steady 
iecline in the importance of this tax. 

rhe Business Thrnover Tax 

rhe business turnover tax (BTT) was originally introduced in 1964. It is 
a multistage sales tax that is applied to gross quarterly receipts from 
sales a all stages of production and distribution. When it was initially 
implemented it was highly cascading, but measures to permit tax cred
its on purchases of current inputs have reduced this characteristic of 
the tax. It has always had several rates of tax depending on the com
modity and stage of distribution. In 1977 there were six rates of tax 
ranging from I to 35 percent. 

Selected Sales and Excise Taxes 

These taxes have been traditionally on alcoholic beverages, tobacco, 
tea, and coconut oil. Except when the price of tea has been extraordi
narily high, the bulk of the revenues have been obtained from tobacco 
and alcoholic beverages. The application of these taxes and their role in 
the fiscal system have been fairly consistent for the entire period of the 
1970s and i98os. 

Import Dutiesand FEECS 

Until 1977 foreign exchange controls were pervasive. Although tariff 
rates were high, the principal device for rationing the available foreign 
were quantitative controls and the sale of Foreign Exchange Entitle
ment Certificates (FEECS). The FEECS raised quite a large amount of reve



238 Glenn P Jenkins 

nue, but a large proportion of this amount had to be turned over to 
producers in order for then' to be willing to produce for the export mar
ket. Due to the stagnation of the economy, and in particular the export
ing sectors, there was not much foreign exchange available. As a result, 
the growth in imports and tariff revenues was small. 

Export Taxes 

Export taxes on tea, rubber, and coconut have been traditional features 
of the Sri Lankan system Furthermore, the government's nationaliza
tion policies during the early I970s ensured that these once dynamic 
sectors would stagnate and experience disinvestment. The combina
tion of an overvalued exchange rate, export taxation, and incompetent 
economic policies during this period have inflicted damage on these 
agriculture export crops that has not been rectified to date. 

11. Tax Changes 1978- 88 

Taxes on Trade 
In the years immediately following the change in government in 1977 
there have been dozens of tax changes that have shifted the fiscal sys
tem further from direct taxes toward indirect taxation. The first step 
was taken following the devaluation in 1978, when large export taxes 
were imposed on tea and rubber to capture most of the short-run gains
that would have accrued to these sectors from the devaluation. Between 
1977 and 1978 the proportion of total tax revenues raised by export 
taxes (table 7.2) rose from 11.4 to 4o.8 percent. Since that time the reli
ance on export taxes has gradually decreased to the point where they 
are now less important than they were in 1977. 

Since the removal of exchange controls and the reduction in the use of 
quantitative controls to restrain imports, the tariff system has become 
a much more important source of tax revenue. From table 7.2 we find 
that since 1979 tariffs have consistently provided more than 20 percent 
of total tax revenues to the government. 

The Presidential Tariff Commission (PTC), set up in 1977, has played 
a very positive role in rationalizing the tariff system over time. In par
ticular, the recommendations that were implemented in 1985 went a 
long way toward reducing the level and degree of dispersion of the effec
tive rates of protection given to domestic producers of import substitutes. 

Although the overall levels of effective protection are quite high, their 
trends (and recommendations of the PTC) have been fairly consistent at 
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Table 7.2 Ta. Revenue, 1978--85 (percentagt- composition) 

1978 197S91980 1981 19S 1981 198S1984 1986 

I.Taxes on in
come and profitto.6 12.2 1-".1 14.4 19.o 16.1 
 18.4 19.4 15.3Corporate 
 6.9 8.7 13.7 10.3 13.8 12.0 12.5IS.2Personal 3.7 3.5 3.0 40 

1.5 
5.2 4-3 5.9 4.2 4.8 

2. Taxes on prop. 
erty and prop
erty transfer 1.4 1.3 2.1 2.0 
 2.1 1.9 1.5 1.3 2.0 

3. Taxes on goods

and scrvices 
 29 9 28.8 28.8 34.9 42.0 167 42.9 48.4 47.2 
Busl,.-s turn
overtax 10.4 10.7 ?9.913.1 26.3 3o.1 27.3 33.6 32.2Liquor S.3 4.5 5.5 5.6 5.2 3.44.2 3.9

Tobacco 7.3 7.2 8.0 7.9 8.5 6.9 
io.8 6.9 -14.1

Tea 0.6 1.0 0.74.9 2.0 0.8 4.5 3.3
Other 
 2.0 4.4 1.4 1.2 1.0 0.61.0 0.7 0.9 

4. 'rxeson
 
Imports 
 14.1 20.4 23.4 22.7 21.0 22.123.4 24.4 30.1 

5. Taxes on
 
exports 
 40.8 37.4 29.1 26.c 16.1 11.9 1o.6 6.6 5.2Tea 26.8 22.4 15.4 13.2 9.4 6.2 5.9 4.1 3.4
Rubber 9.6 11.1 1j.1 io.1 4.9 3.4 l.0
4.1 1.2
Coconut 3.3 3.0 J.7 1.7 1.21.2 1.0 1.0 0.8
Other 
 1.0 0.9 1.0 0.61.0 0.4 0.3 0.3 0.0 

6. FEEC 3.2
 

7. "btaltax
 
revenue 
 ICKJ.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

8.Tax revenue as
 
a percentage of
 
total current
 
revenue 93.3 92.7 94.3 93.0 92.8 9 87.8.5 87.3 83.2 

Note: Totals may not Add up because of rounding. 
Sousce: Central Bank of Sri Lanka. 

moving the tariff system toward a more rational allocation of resourcesbetween the production of import substitutes and the other sectors oft' economy.The proposals made in the 1988 budget are consistent
with this trend. In it the minister proposed to reduce all import duties 
that were above 60 percem to 6o percent. 



240 Glenn P.lenkii.* 

Income and Wealth Taxation 

Accompanying the very positive set of economic reforms in 1978 that 
removed many of the controls on international trade and other areas of 
the market economy, the government started a process whereby almost 
every conceivable form of tax incentive has been introduced into the 
company and personal income tax systems. In the case of company 
taxation, a too percent investment deduction was given for expendi

tures on assets in housing and hotel development and for various capi

tal expenditures on new plant machinery equipment, and furnishings. 
These too percent deductions were withdrawn in 1983, but very gener

ous accelerated depreciation allowances are still given for selected capi
tal expenditures. 

Tax holidays have been the preferred brand of tax incentive. If approval 
was granted before March 3t, 1983, a five-year tax holiday is granted for 

the development of hotels. If granted to a quoted public company, the 
tax holiday can be extended to ten years. A ten-year tax holiday is also 

given to any new company engaged in property development st) long as 

it becomes a quoted public company within two years after starting 

business. Tax holidays are also available for new industrial ativities 

including agribusiness, animal husbandry, and offshoi: or deep-sea 

fishing. Companies producing exports are completely tax exempt for 

the first five years. Fven with substantial tariff protection, new enter

prises engaged in import substitution activities are given a five-year tax 
holiday. 

As many of these tax holidays are given for approved rather than actual 

operating businesses, there are many author.zcd, but not yet built, pro

jects that will be eligible for tax holidays in the future. The impact on 

the corporate income tax revenues has been quite substantial. Although 

the amount of activity undertaken by the private sector has increased 

dramatically since 1977, the share of tax revenues from the company 

income tax has by the mid-i 98os only reached what it was during the 

mid-1970s. 
Another innovation of the new government was the development of a 

large free trade zone. When Greater Colombo Economic Commission 

(GCE.) was set up in 1978 to administer Export Promotion Zones, 

authority was given to it so that it could disregard the Inland Revenue 
Act.. the Customs Ordinance, and other regulatory procedures. Hence, 

tax administration was determined by negotiation between GCEC and 
the investing companies. A too percent tax holiday for up to ten years 
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was available at the commencement of the project, and later a further 
concessionary taz period up to fifteen years was available. During this 
period an income tax at the rate of 2 percent to 5 percent based on the 
turnover was to he imposed. During this period, wages of foreign per
sonnel, dividends, and royalties were exempt frona tax. There were, 
however, only thirty-nine projects Jincluding seven projects in trial pro
duction) which were in commercial production with estimatedan 
investment vnlue of Rs. 840 million. The gross number of jobs created 
in the zone v,0s around 14,74o, but no estimate has been made of the 
number of jois that have been simply shifted into the zone. 

Since the c.ly 1970s the company income tax law has also given
preferential titntment to small business. In this case the tax rates start 
at 2o perceTt on the first Rs. so,ooo of taxable income, and increas
ing to percc;,!nge on each additional Its.points ioo,ooo of taxable 
income until it reaches so percent.' The same rate ot advanced com
pany tax applies to the dividends of small business companies as large 
business. 

In 1979 the government took a positive tax policy step by reducing
the rate of company tax from 6o to 5o percent. At the time. this rate 
reduction brought the Sri Lankan company tax system in line with the 
tax rates of many other developing and devwloped countries. Since then, 
it has nott atc:mpted to follow the tax policies of a great many countries 
engaged in tu reform by teducing its company tax rates further while 
simultanc: ;.ly eliminating tax incentives. 

In the tj-8 budget it is proposed to increase the degree of integration
of the corporate and personal income tax systems. This is to be done by
ailowing the advance company tax on dividends to be available to offset 
company income tax due, and to give a tax credit to individual taxpay
ers who receive dividends equal to 5o percent of the value of the 
dividends. 

The ncrsonal income tax system has never been a very effective fiscal 
tool in Sri Lanka. At the present time less than 4 percent of total tax 
ieenues are raised from this tax. As it is unlikely that the personal
income tax can ever be an effective fiscal instrument in a country with 
a per capita income as low as that of Sri Lanka, a number of the mea
sure~s taken since 1977 can be viewed positively. First, adjustments were 
tnade in the structure of the basic personal deduction to eliminate low
income taxpayers from the tax net. Second, since 198o steps have been 
taken to lower the top marginal tax rates, first to 55 percent, and in 
1986 and 1988 to So and 40 percent, respectively. The basic exemption 
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has also been increased to about 2.5 times the per capita income. The 
net result is that only about 2oo,ooo people either file tax returns or 
come under the I-AYE (pay-as-you-earn) system. 

Although the basic rate structure and personal deductions are realis

tic, the personal income tax still suffers from the same kind of wide 
array of deductions anti exemptions that is characteristic of Sri Lanka's 

company tax. For example, the wages of all public servants are exempt 
from taxation. Although many of the public servants earn income of 
less than the basic deduction, it also means that those with substantial 

income from other outside sources also enjoy lower tax rates on that 
income. In a move that facilitated income splitting among members of 
a family, the law was changed in 1979 to tax personal income on an 
individual rather than on a family basis. 

The ability of a taxpayer to avoid paying significant personal income 

taxes is enhane-d by a wide range of possible deductions. For example, 
the first Rs. 12,000 of dividends are exempt from personal taxation, as 

is the first Rs. 2,000 or 1/i (whichever is larger) of interest income from 

National Savings Certificates. For administrative reasons, most other 
interest income avoids taxation. However, since 1986 this is controlled 
by requiring the depositors to furnish the national identification num

bers and also imposing a withholding tax of 2o percent on interest 
income of taxable persons.8 Rental income from houses is largely 
exempt. Capital gains re.lized on the sale of shares in quoted public 

companies is exempt from tax, as is the capital gains from immovable 

properties. However, exemption for houses is restricted to first sale of 
the house, and to the first sale by an individual, after 1978. One is also 
able to deduct a wide range of expenditures from taxable income includ

ing the purchase of selected ordinary shares, expenditure for the con
struction and lease of houses, insurance premiums, mortgage interest 
for houses, pension fund contributions, and the expenditure on the over

seas eduction of a child.' 
Positive steps have been taken over the past ten years to introduce a 

more realistic rate structure in the company and personal income tax 
systems. In tax policy terms, however, these tax systems are still 

extremely weak. Unless steps are taken to reduce the rates of company 

tax further and to systematically broaden the tax bases of these taxes by 
the elimination of tax holidays, exemptions, and excessive deductions, 

they will primarily serve to misallocate resources rather than to obtain 

financial revenues for the public sector. 
Although the wealth tax, with a tax yield of about I percent of tax 
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revenues, could be classified as a "nuisance tax," it has been retained to 
the present. By fixing asset values at their 1977 levels, this tax will 
continue to decline in significance and should become a candidate for 
elimination in the not-too-distant future. 

Business Thrnover Tax 
In the evolutionary process of tax policy formation in Sri Lanka over 
the last ten years, it is the indirect tax system that has experienced the 
greatest advances. Not only have steps been taken to rationalize the 
indirect taxes on exports and imports, but the business turnover tax 
(BIT) has been developed as a central fiscal instrument. In 1978 it gener
ated only about to percent of total tax revenues, but at present, more 
than 30 percent of total revenues are raised by this tax. Over time, the 
range of goods and services subject to the rn-r has been greatly broad
ened and the rares of tax increased. 

The administrative costs of the tax are quite low at less than 0.4 
percent of total revenues. It is far, however, from being neutral tax.a 
Prior to 1988, there were ten different rates ranging from 3 to 20 percent 
on manufacturing enterprises and importers. A tax rate of i percent is 
applied to wholesalers and retailers, and many services are taxed at 
rates of 1, 3, and 5 percent, depending on the item. In the most recent 
budget, there has been a partial rationalization of the turnover tax by
reducing the number of rates to four categories for commodities and to 
three rate bands for services. 

Although the Br is a tax on the gross quarterly receipts from sales, it 
has some features of a value-added tax. There is a credit mechanism 
that allows manufacturers to deduct ti e tax they have paid on inputs
from the taxes that are payable on their sales. At all other stages the tax 
is cascading, and in addition, capital assets are subject to tax. As a 
result, the effective rates of tax on value-added across industries vary
greatly. It has been estimated (prior to the 1988 budget proposals) that 
the cif.d-tive rates of taxation on the value added of an industry range all 
the way fcom the 20 to 5o percent range on metil products, chemicals, 
and paper products to the i to 2 percent range on such items as textiles, 
construction, and transport."' 

In the context of indirect taxation in developing countries, the BT
has the important feature of being broad-based. It is almost unheard of 
even in developed countries to have a sales tax that covers the basic 
food necessities such as fish, rice, flour, and salt at a 5 percent rate. 
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With this basic policy feature in place it should be a relatively easy task 
to bring about a greater uniformity in the rate structure and the exten
sion of the credit for taxes paid on capital inputs. If it was thought to be 
important to have higher tax rates on some items, then auniform set of 
excise of luxury taxes could be fairly easily imposed on these objects in 
addition to the basic rate of BTT. 

IV.Process and Results of Economic Reforms 

The series of economic reforms undertaken by the Sri Lankan govern
ment from 1977 has made a mna-jor change in the direction of economic 
activity in the economy. Over a period of about three years not only 
were the foreign exchange markets and prices largely decontrolled, but 
the widespread consumption subsidies were eliminated. 

At the same time, gross capital formation increased dramatically as a 
percentage of gross domestic product. In 1976 and 1977 this gross capi
tal formation averaged 14.5 pe-rcent of GOP', while for the period from 
1978 to 1982 it averaged 28].9 percent. Even in the next two years at the 
beginning of the period of serious :ommunal conflict, this ratio still 
averaged 27.5 percent." 

Role of ForeignAssis tance 

Throughout this period Sri l.anka has received a tremendous amount of 
support from both the bilateral and multilateral aid agencies. From table 
7.3 we see that government capital expenditure amounted to 14.7 per
cent of GDP over the period from 1978 to 1984. Over this period about 
38 percent of these investment expenditures were financed by foreign 
grants and foreign project loans. In total, foreign assistance and loans 
financed about 56 percent of all government capital formation, or an 
amount equal to 8.2 percent of CGov. 

With this degree of foreign financing (with very favorable terms) the 
government was not required to use the tax system to mobilize resources 
for the public sector to the same degree as it would have had to if it were 
not the recipient of this massive amount of foreign assistance. This 
situation cannot be expected to last for an extended period of time. 
Greater reliance will eventually have to be placed in the future on the 
mobilization of domestic resources to finance development expendi
tures; rccent steps to rationalize the tax system were essential for this 
purpose. 

Technical assistance via the international aid agencies has played an 
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Thble 7.3 Finaneiig of Government Capital Expenditure from 1978-84
 
(percentage of cm' at current market price)
 

1978 1979 198o 198, 1982 1983 1984 1978-84 

Capital 
expenditure I.8 14.8 18.6 13-R 16.. 13.6 12.8 14.7 
Among which 
financed by:
 
Government
 
savings -1.3 0.4 -3.6 -i.8 -1.4 0.1 3.9
Foreign grants 1.5 

-0.5 
2.6 4.0 3.2 3.4 2.e 2.2 2.8


Foreign project loans 3.s 1.3 1.5 2.3 3.0 4.2
4.0 2.8 
Foreign comsmodity 
loans 2.4 2.1 1.6 1.6 1.0 0.8 0.4 1.4
Foreign other loans 1.8 1.1 2.1 1.9 0.8 0.4 0.4 1.2 
Domestic non
market borrowing 1.8 1.1 2.1 1.9 0.8 0.4 -04 1.1
 
Domestic market
 
borrowing 0.7 -0.7
1.7 0.4 i.7 0.51.8 0.9
Monetary expansion 3.8 4.4 3.1 17 4.0 3.3 3.4 3.4 
Nute: Repaymcnt of public debt is excluded.
 
Source: Central Bank of Sri Lanka.
 

important role in assisting the analysis of policy options in the fiscal 
area. In the case of taxes and regulations affecting international trade a
number of major studies have been sponsored by the World Bank and 
other agencies. On domestic tax policy, a series of inssion reports made
by the IMF and the World Bank have addressed the iax structure and 
administration issues on a regular basis. Unlike most tax reform pro
grams discussed elsewhere in this volume, at no time has a formal tax 
reform study been undertaken. Perhaps the economic policyinakers in 
Sri Lanka learned an important lesson from their previous high-profile
tax reform effort in the j9sos. That partial reform was famous both 
because it was done by Nicholas Kaldor and because most of the imple
mented tax policies were abolished within five years. 12 

Over the past decade the business community, both small and large
businesses alike, has had a very large influence in the formulation of 
company and personal income tax policies. After being the focus of 
government regulation and nationalization for the previous decade, the 
private sector needed maximum encouragement from the tax system in
order to build business confidence and the desire to make long-term 
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investments. This was reflected in the outpouring of tax incentives and 

tax holidays. On the other hand, the international assist-ince agencies 
have been consistently encouraging the development of a strong domes
tic tax system that would be capable of mobilizing domestic resources. 
Recent budgets seem to indicate that the government is adjusting its 
position with respect to direct taxation to recognize that many of the 
tax incentives were counterproductive and that a system with fewer 
distortions might be better for both the business community and the 
treasury. 

Impact on Revenues and Adiinistrtiori 

From 1971 to 1977 governtmet tax revenues as a percentage of GN' 
averaged 16.2 percent, with a slight downward trend to iS.o pcrcenz in 
1977. Since 1978 tli& variable has averaged 19.2 percent. If the values 
for 1978 and 1979 are removed because of the high values for export 
taxes during thac' years, the ratio becomes iS.o percent. From these 
aggregate statistics it would appear that the changes in the Structure of 
taxation increased the performance of the system by about 20 percent 
or 3 percentage points of GNP,. With the changes that have recently been 

introduced to simplify the structure of the BT and remove some of the 
tax preferences from the income tax, tK-e performance of the tax system 
may be further enhanced. 

By mnternatinril standards, Sri Lanka !-asa fairly efficient tax admin
istration, although at the present time it has fallen behind in its devel
opment of computerized information systems. In this context it is sui
prising to see the significant drop in the administration cost; of the tax 
system thht followed the deregulatioi of the economy in 1978 and the 
shift of the tax systm away from income tax and toward the business 
turnover tax. 

In table 7.4 we examine the administrative costs of the Inland Reve
nue Department from 1973 to i98s. This department administers ihe 

income tax, the business turnover tax, the wealth tax, and othet at hoc 
tax levies. In this table the administrative costs are expressed as a pier
centage of tax revenue collected. From 1973 to 1976 the administrative 

costs averaged about i.o percent of tax revenues, but from 1978 to 1985 
they averagcd only 0.52 percent of tax collection. Furthermore, the trend 
has been clearly downward witn the costs of administration for these 
taxes from 1982 to 1985 only amounting to 0.37 of tax collections. 

This is a clear indication of the relative administrative efficiency of 
the use of a BiTr as compared to an income tax in the context of a 



Tax Changes Before lax Policies 247 
Table 7.4 Comparison of Administration Costs to Tax Collections
(Income Tax, Business Thmover Tax, Wealth Tax!
 
Financial year Percentage
 

1973 
 0.90 
1974 
 1.05
 
1975 
 1.06 
1976 
 1.02
 
Average 1973-76 
 i.o
 
1977 
 n.a. 
1978 
 0.81 
1979 
 0.82
 
100 n.a.
1981 0.50 
1982 0.47 
t983 
 0.40 
1984 
 0.28 
1985 0.33 

Average 1978-85 0.52 
Source: Administratmon Reports of the Commissioner General of Inland Revenue
iColomba, Sri Lanka, 1973 to 1985). 

devoping country. In these calculations of administrative cost, we havenot been able to estimate tile relative :osts of tax compliance. Yet thecompliance costs of income taxes are generally much higher than indirect taxes where the determination of the tax base is relatively easy. Ifthis holds for Sri Lanka, administrative and compliance costs probablyhave fallen by an even greater amount since 1978 than is indicated by
the estimates in table 7.4. 

Impact on Economic Growth 
Another important objective of the economic reforms was to facilitateeconomic growth. Although the various tax incentives introduced from1978 to 1985 were motivated by considerations of accelerating economicgrowth, it is difficult to assess, the incremental contribution they madeas compared to the other fundamental reforms. The tax policies probably had their most important impact on business confidence throughthe strong message they carried to the business community of the goveminent's support and belief in the private sector. The tax incentivesfor many activities do little to alter the relative rate of return of investments. The tax holidays are particularly ineffective for undertakings 
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Table 7.5 Annual Real Growth Rates of Got' and Selected Sector from 1978-85 
(atconstant 1970 factor prices) 

1978
1978 1979 1980 1981 1982 1983 1984 1985 -85 

Agriculture 5.4 2.0 3.1 6.9 2.6 5.0 -0.4 8.7 3.8 
Paddy 12.7 1.4 ''.9 3.6 -3.4 15.2 -3.5 9.9 S.1 
Ta -4.3 3.5 -7.5 10.0 -10.7 -4.5 16.2 2.9 -0.2 
Rubber 5.6 -0.9 -13.0 -6.7 o.6 12.3 3.7 0.7 -1.2 
Coconut 15.4 6.4 -11.0 11.5 11.3 -8.3 -7.0 46.4 2.9 

Other agri
culture 0.7 0.2 4.7 8.0 6.7 6.2 7.2 n.a. 5.9 
Mining 20.2 5.3 4.9 4.2 4.1 7.8 1.5 1.5 6.2 

Manufacturing 7.8 4.6 0.8 5.2 4.8 o.8 12. 3 5.2 4.6 
Export 
processing 2.1 4.4 -9.8 7.6 -5.3 -4.6 9.0 8.0 0.3 
Factory 
industry 11.0 4.0 5.0 4.0 8.9 2.0 14.0 5.0 6.2 
Small industry 13.2 9.8 0.0 5.1 10.1 4.0 4.2 3.0 5.6 

Construction 28.3 20.9 11.0 -3.0 -2.0 1.0 -0.1 0.5 5.8 

Services 7.6 7.8 8.0 6.4 7.0 6.7 7.0 3.9 6.7 
Cop 8.2 6.3 5.8 S.8 5.1 5.0 5.0 5.0 5.5 

Source: Central Bank of SriLanka. 

such as hotels where the profits are usually low or negative during the 
first few years of operation. 

As shown in table 7.5, during 1978 to 1985 the :irowth in real ct'p 
averaged 5.5 percent. This is a substantial improvemeh: over the perfor
imance of the economy from 1971 to 1977 when the real growth in GDP 
averaged only 2.8 percent. From 1978 to 1985 the average growth rates 
of manufacturing, mining, construction, and services were all between 
4.6 and 6.7 percent. In contrast, agricuilturc grew by only 3.8 percent 
even though massive investments were being made it irrigation and 
infrastructure. 

While rice production grew quite well at 5.zpercent, thi performance 
of the tree crop sector including tea, rubber, and coconut was very poor. 
The combination of higher export taxes, a softening of international 
prices, and the continuation of a high degree of public-enterprise activ
ity in these crops was sufficient to cause tea and rubber to have negative 
average growth rates during this period. 
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Impact on the Distributionof Income 

In the 195os the tax reform efforts in Sri Lanka were characterized by an 
emphasis on income redistribution. The Kaldor proposal for expendi
ture taxes and wealth taxes in Sri Lanka was a typical example. Sri 
Lanka tried an expenditure tax but discontinued it because the admin
istration proved to be excessively difficult. A second trial was attempted 
in 1976, but was repealed in 1977, characterized as "unworkable and 
impractical in an economy like that of Sri Lanka!" 4 Clearly, the redis
tribt'tion of income was not a stated objective of tax reforms in 1978, 
except for the overall objective of creating economic activity and 
employment. On this criterion the government was highly successful 
in that the rae of unemployment was reduced 'rom rates of about 2o 
percent to less than to percent between 1977 an.A 1982." 

From an examination of the legal structure oi the tax system ifter 
1978, it would appear that the tax changes gave more relief, through 
both lower tax rates and tax incentives, to the high-income individuals. 
This need not be the case. The administration of the tax system also 
plays a central role in determining who actually pays more or less tax. 
In addition, the shifting of the tax system toward the BrT might add to 
the progressivity. Much higher tax rates and broader coverage have 
tended to be placed on the goods that are consumed more intensely by 
the higher-income groups. Furthermore, the administration of the busi
ness turnover tax is much more effective at collection of the tax trom 
the legal tax base than is the personal income tax. 

V.Lessons from the Sri Lankan Experience 

The process that Sri Lanka used in the late t95os and the one policy
makers took from 1978 to 1988 to bring about tax policy changes are 
stark contrasts. In the 195os a bold attempt was made to bring about a 
new tax structure of experimental design. This followed a high-profile, 
academically driven tax reform study The result was a total failure of 
the tax reform. 

The recent experience was quite different. Following a change in gov
ernment many tax measures were taken that, in the first instance, were 
not clearly positive tax policies. This was followed by a relatively long 
period of sound economic leadership during which time the tax system 
evolved slowly in a positive manner. Tax changes such as the lowering 
of marginal income tax rates for individuals, and the development of a 
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broad-based BTT might not have been politically possible if the tax 
changes that ttok place over the decade were Allput into one contem
poraneous "tAx reform" package. Thus Sri Lanka in recent years pro
vides one example of moderate success in implementing "successive" 
tax reform (see chapter fl. 

Although the urr is far from being an ideal value-added tax, it again 
supports the view that broad-based indirect taxes are preferred to 
income taxes or taxes on trade as fiscal instruments to raise revenues 
in developing countries. Economic policymakers in Sri Lanka now 
should assess how their BaTrsystem can be improved. Emphasis should 
be placed on not trading off too much of the broad nature of the tax in 
order to ease the administration of a more neutral value added tax. 

Finally, the tax changes made during the i98os in Sri Lanka are an 
example of the.benefits of continuous tax policy analysis by both local 
officials and international agencies over an extended period of time. 
Through this process the government was able to take the very poor tax 
system of the 1970S and to gradually transform it into a workable fiscal 
instrument. 

Notes 

The assistance of Mr.U. Dharmawasa, Mr. lehan N'rera, and Mr. Xeronog Fang in the 
completion of this study is greatly appreciated. 

I 	 Ministry of Finance and Planning, Public Investment i98o- 1984 }National Plan. 
ning Division, Coloribo, Sri Lankal, p. 1. 

2 	 Minister of finance and Planning, Budget Speeches. Republicoifri Lanka, 1S178and 
1979, and Central flank Reviews of the Economy,of Sri Lanka, Annual Reports ,il 

i977 and 1978.
 

3 Inland Revenue Act (I.R.A.I #4, 1963, Sees. 251tilal as amcndcd
and 1h)and Sec. a61l 

by Sec. 8 of I.R.A. #17 of 1972.
 

4 	 I.R.A. #4, 116 t.Secs. i, it,2o, aoA, 21,2223,23A, and 24 ofChapterVandSecs. 4 4, 
45, and 46 of Chapter XI as amended from tine to time and also Sec. 1a9 
idefinitions as amended by Sec. 28 of I.R.A. #16 of i 976. 

i 	I.R.A. #4 of 1963, 2nd schedule, parts v,vi, and vii, as inserted b-,,Sees. 3c liI and 2l 
of the I.R.A.# 16 of1976. 

6 I.R.A. #4, 1961, 2nd schedule, part viii, as inserted by Sec. 44 of I.R.A.# 30 of 1978. 
7 I.R.A. #28of 1979; Sec. 33,parts II-IV, and Schedule as amended by I.R.A. #7, 

19821Sec. 35,parts l-IV,and Schedule. 
8 I.R.A. #28 of 1979, Sec. 1i3A-I as inserted by Stec. t1iof I.R. (amendl Act #j6 of 

1985. 
9 	 Until 1984 the amount of deductions of this type, except few specified items which 

enjoyed full benefits, was restricted to one thnd of accessible income. In 1985 an 
annual limit of Rs.5oo,ooo was imposed which was further reduced to Rs. 150,oo 
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in1986, and itincluded those items specifically excluded. In the z988 budget it is 
proposed to lower the annual limit to Rs. so,ooo. I.R.A. aS Of19791 Sees. 115I],
3115Al, and 31(sB) at amended by Sec. i2of I.R.A. #16 of 1985and Sec. 6of I.R.A. 

to Shah,Anwar, A Review of Selected Thxation Issues in Sri Lanka Mimeograph, Feb 
ruary 1988),p.27, table 7. 

11 Central Bank of Sri Larka, Annual Reports, 1971-86.
 
is Report of the Tax. tion Inquiry Commission, Colombo (1968).
 
i1 Source: Ceutral Bank of Sri Lanka, Annual Reports, 197i-86.
 
14 Minister of Finance and Planning, Budget Sperch, Republic of Sn Lanka, 1978.
 
is Central Bank of Sri Lanka, Annual Reports, 1977-85. 
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Retrospectives on Tax Missions to
 
Venezuela (1959), Brazil (1964),
 
and Liberia (1970)
 

Carl S. Shoup Introduction by Malcolm Gillis 

1.Introduction 

This chapter consists of a retrospective look at two ambitious tax reform
missions (Venezuela and Liberia) and one tax reform study (Brazil)
organized and undertaken by Carl Shoup in the two decades following
his tax mission to lapan (chapter 6). The background, genesis, contents,
and degree of implementation of each set of reform measures are dis
cussed, and in each case hindsights are offered that nwight be helpful in 
the design znd execution of future tax reform in.tiatives. 

In all three cases factors other than fiscal crisis prompted requests for 
expatriate assistance in tax reform. The Venezuelan government, for 
instance, acted out of concern for four revenue relacd issues: In pre
oir.c 1958, when oil prices were "novingtoward $I.oo/bbl, and when 
reserves of Venezuelan hea'y crude were uncertain, it seemed impor
tant to have in place a tax system that could be called upon to supply
large increases in non oil taxes when petroleum reserves dwindled. (The
old Venezuelan non-oil tax system consisted primarily of indirect taxes, 
particularly tariffs and sumptuary excises, and could not be counted 
upon to replace oil revenues, should they eventually decline.) The gov
ernment was also interested in collecting enough taxes to greatly
expand public expenditures for human capital, in education primarily
(only So percent of the school age population was in school), but also in
public health. While officials expected no immediate fiscal crisis, they 
anticipated a sizable deficit in 1958-59, so they needed to address
medium-term revenue needs. Ultimately, they were interested in 
increasing progressivity, at least to a limited degree.

Nineteen sixty-four may have b2en the only year in recent Brazilian 
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history in which the government budget deficit was not viewed as ahigh-priorityproblem. Because Brazil's government was not clearly com
mitted to tax reform at this time, the Shoup tax mission report did notexplicitly report on the goals sought by the government where it did 
enact tax reform. Instead, the report identified problems in taxation
and resource allocation, taxation and income distribution, multilevel 
government finance, and tax structure issues in general.

Liberia also faced no immediate threat of fiscal crisis in 1969-and,
for reasons discussed in section II, could not increase tax rates for mostexisting taxes anyway. In this case the tax mission focused on restruc
turing the tax system to achieve equity, :o reallocate resources, and to 
promote economic groivh.

In none of the three cases did the work of the mission have muchsignificant immedia;te impact on tax policy: in Venezuela, it was only
in the tax reform of 1966 that the recommendations of the tax mission 
were clearly apparent. Since 1966, a number of the mission's proposals
(including those on capital gains taxes, on the taxation of foreign source 
income, and i few administrative reforms including self-assessment of
income taxes) have been enacted, but only on a piecemeal basis.
 

Although Brazil did act on 
the report's recommendation of a state
level VAT, it has adopted only small bits and pieces of the rest of the 
Shoup program in the last twenty-three yeais. However, Brazil was
influenced by the Shoup reports more than any other issessment of its 
tax system, in that the only major taxes it has repealed are those that 
Shoup recommended be abolished. 

One final similarity between the three programs was that in each 
case the author agreed to undertake the projects only after receiving 
assurance that all tax reform studies would be published, so that the
reports would facilitate open and wide-ranging discussion of tax reform 
issues in each of the countries. 

Iatirally, there were also significant differences between the tax 
reform undertakings. For example, te Shoup repor.t on Brazil was a one-man show, while both the Venezuelan and Liberian reform propos
als were the product of a team of well-known economists and legal
specialists in taxation and government spending. The reform pioposals
also varied because each committee was provided with different sorts of 
resources. 
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II. The Tax Mission to Venezuela z958-59 

A. Genesis of the Project 
By 19.7 Venezuela had experienced more than one hundred years of 
dictatorships. It had become an independent state in 183o, and was 
then mainly controlled by caudillos romthe landowning class. From 
t9o8 till his death in 1935, Juan Vicente Gomez ruled with "total and 
absolute tyranny" (Colombia University Encyclopedia, p. 2875). In 
1948 a repressive military dictatorship seized power; by 1952 Colonel 
Perez limt iez had become dictator. After ten years of Jim nez's police 
state techniques, revolutionaries supported by liberal units of the armed 
forces caused Jimnez to flee, and formed a presidential lunta. 

in late 1957 and early i958, Thomas Enrique Carillo-Batalla, first 
imprisoned and then exiled by JimeJnez, was living in New York City, 
taking graduate work in economics at Colombia University. In January 
1958 Carillo asked me if I would consider forming a tax mission to 
Venezuela. By this time his Venezuelan friends were in control of their 
government, and Carillo-Batalla informed me that they were interested 
ir. reforming the tax system. 

B. Initiationof the Project 

Early in May t958 Profcssor Stanley Surrey and I accepted the invita
tion of the Venezuelan minister of finance, Dr. Arturo Sosa, to travel to 
Venezuela to ascertain whether the prospects for a useful study were 
sufficiently bright. Dr. Surrey and I concluded that they were, and 
planned to arrive in Venezuela early in the summer and submit the 
report before the end of August. The Venczuelan government was to pay 
for the mission, while the director would choose the mission members. 
Venezuelan tax and finance experts (with Dr. Carillo as chair) would 
form a Fiscal Reform Commission, and would both help the mission 
and comment on its preliminary proposals. The report itself would be 
made available in book form in both English and Spanish. 

Dr. Carillo urged that the members of the mission not be solely from 
the United States; and that the report present some background mate
rial on the Venezuelan economy,notably distribution of income, rate of 
investment, sources of its finance, and optimum uses of capital. Later 
we decided to add sections in which we estimated the cost of certain 
goals of education and public health, and analyzed the government's 
accounting system with a view to changes that would facilitate gather
ing data for the national income accounts and integrating the two sets 
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of accounts. In these respects the mission's work extended well beyond
the tax field proper.
 

The members of the mission,' 
 aside from the director, were: 
John E Due, professor of economics, University of Illinois

Lyle C. Fitch, first deputy administrator, City of New York

Sir Donald MacDougall, 
 Official Fellow, Nuffield College, Oxford 
University 
Oliver S. Oldman, assistant professor of law, Harvard Law School
Stanley S. Surrey, professor of law, Harvard Law School 

The mission's report was submitted August 22, 1958, then mimeographed, translated into Spanish, and circulated within the government.With the feedback we obtained we revised and expanded the report in 
June 1959. 

C. The Tax Mission Report 
i. Publication.The revised report was published later in 1959 by Johns
Hopkins Press, avd complimentary copies were distributed among public finance scholars and libraries. The government of Venezuela printeda Spanish-language edition.2 Although the governLnt did not widely
distribute the Spanish-language edition, professor Oliver Olhman concluded 1968) that publication of the repoit in Spanish "was crucial to
the Report's having substantial impact. The Report has been and is probably still being used in Venezuelln universities ....The iole of theReport in stimulating interest in tax structure reform and in identifying problem areas ought not to be underestimated. Moreover, the impactof the Report in other countries ought not to go unnoticed. The Report
received wide distribution in Latin America and no doubt had a bearing
on the Conferences on Tax Administration (Buenos Aires i961 and Thx
Policy (Santiago z962), 
as well as on the formulation of the tax planks
of the Alliance for Progress. Reforms which have aiready taken plce in
such countries 
as Mexico and El Salvador and are in progress in suchcountries as Brazil and Chile parallel many of the Report's suggestions

with respect to income taxation. Finally, the Report continues to serve as a model in the preparation of fiscal surveys for other countries."3 

2.Contnts.in Genera). For the most part the tax mission report was astraightforward description and analysis of the tax system, tax by tax.However, because the mission felt that Venezuela's previous governmenthad failed to consider all relevant factors in devising its tax system, it 
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devoted one quarter of its report to ncntax background material. This 
mateial included sections on capital requirements, the actual rate of 
investment in Venezuela, sources of finance for investment, the in'por
tance of the oil industry and of other foreign capital and know-how, and 
tariff protection. The dictatorship had also neglected to formulate goals 
in the areas of education and public health, so the report conside.ed the 
costs and benefits of such concerns. 

The first two chapters consisted of an estimate of the distribution of 
income by income class in Venezuela (MacDougall) and a discussion of 
the prob!em of capital accumulation, and economic development in 
general jalso MacDougallI. Sections of the second chapter covered taxa
tion of the higher-income groups, budget surpluses and deficits, and 
considerations affecting the future level of taxation as they related to 
general issues of development. 

Much of the chapter on Venezuelan national government accounts 
and accounting reports also encompassed more than a traditional tax 
study would include, since it presented detaileo descriptions of the 
accounting and reporting systems in offices dealing with expenditures. 
It dealt with the practice of completely separating the functions of tax 
administration and tax collection, and the usefulness of the accounting 
report3 in the task of compiling national income accounts and formu
lating fiscal policy. 

The concept of "tax" was extended to cover the government's profits 
from a certain kind of exchange control: the petroleum companies oper
ating in Venezuela were required to satisfy their needs for bolivars by 
purchasing them from the central bank at a rate slightly above three to 
the dollar, and the central bank then resold those dollars to the com
mercial banks and the public at a substantially higher rate. 

Although the mission report described the special tax measures that 
aimed at a 5o-So sharing of oil profits between the companies and the 
government, no recommendation was made on whether to change that 
ratio, since it was felt that "this matter of national poli-.y involves so 
many important issues other than taxation that it lies outside the scope 
of the commission's technical recommendations" (P. 2). 

A chapter was devoted to a question of aggregate fiscal policy: use of 
the tax system in stabilizing the economy in booms and depressions 
through appropriate changes in tax rates. 

A detailed examination of the income tax, personal and corporate, 
occupied about one third of the report. Of this segment, about 2o per
cent was given over to administration of the tax, testifying to the impor

http:conside.ed
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tance the mission attached to this aspect of tax policy and practice. 
Indirect taxation, although of far greater current revenue importance, 
was allotted only about one eighth of the total pages; the technical 
issues were less complex, and the mission's aim was to show how the 
direct-tax part of the system might carry a larger share of the total load. 

3. Recommendations: Substantive andStructural.The chief structural 
and substantive changes in the Venezuelan tax system recommended 
by the commission's report (administrative changes are covered in sec
tion 4 below) concerned the income tax, the customs duties, the o.5 
percent turnover tax (to be repealed), the gasoline tax (to be increased), 
and a strengthening of the municipal real estate tax in urban areas. 
Suggestions were also otfered for revision of the grants-in-aid system. 
Costs were computed for a program of enhanced education and ihe 
increases in income tax rates that would cover this cost were specified. 

a. The nine schedular income taxes znd the overall complementary 
income ta: levied at progicssive rates were to be replaced with a single, 
unified tax. Under the existing law, income was classified into nine 
schedules (rents from real property, interest and royalties, business 
profits, etc.) and each schedule had its own rules for d :ductions and its 
own flat rate. The complementary tax was applied at a progressive rate 
scale tWthe sum of the amounts entered under the schedular computa
tions. The schedular rates, in percentages, were: ((salaries and wages), 
2 (agricultural profits and profits from noncommercial professions), 2.5 
(oil and mining profits, business piofits, rents from real property), 3 
(interest and royalties and gains from sales of real property), and to 
(lottery prizes). An inordinate amount of time and effort was taken up
in deciding under which schedule a given item of income and, espe
cially, expense, should be placed. The basis of the mild progression, 
type of income, was deemed inferior to size of total income. Personal 
exemptions under the unified tax would take account of family status, 
which they did not under the schedular taxes. 

b.The corporation income tax was to be henceforth a distinct, sepa
rate tax, not a virtual duplication of the personal income tax. At that 
time, corporations were subject to the same set of schedular taxes and 
the complementary tax, at the same rates, as individuals. Dividends 
were not included in the taxable income of the shareholder. "The pres
ent system would be understandable perhaps in an economic society in 
which co-porations were family-owned and family-managed" (p. i 12). 
But when .ndividuals started to receive income from various sources, 
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the progressive feature was weakened by the flat schedular rates; more
over, the progressive rate of the complementary tax led to the splitting 
of a family corpoiation into two or moic corporations. The advent of 
the modern widely held corporation also negated the rationale of the 
identical-rates treatment of the corporation and the individual. More
over, if tax policy required an increase in the rates applicable to individ
uals, that same rate change would probably not be deemed appropriate 
for corporations. Accordingiy, a separate rate scale was recommended 
for the corporate tax: io percent of the first So,ooo bolivars (Bs.) of 
profits, or perhaps the firsit ioo,ooo Bs.; 20 percent on the next block of 
profits up to, say, Bs. o,ooo,ooo; and a top rate (not specified) on profits 
above that. The existing reductions in tax rates for the top three brack
ets [complemertary tax) for reinvested earnings were to be repealed. 

c. Double taxation of dividends, or something close to it, would occur 
under the new regime, unless measures were spelled out to prevent it, 
and the commission report went into great detail in proposing the best 
method for averting or mitigating such extra taxation (pp. 114-25). The 
technique of allowing corporations to deduct dividends and that of 
allowing shareholders to credit company-level taxes against those due 
at the personal level were closely compared, and seen to be virtually the 
same in the more important results; administratively, the credit method 
was thought to be somewhat simpler. In either case the ain, for reasons 
given, was to reduce double taxation, but not to eliminate fully the 
effect of the corporate tax. 

d. At some later date, a worldwide principle of taxing income was to 
be adopted, to replace the existing territorial (or "source") principle of 
taxing only income arising in Venezuela. Credit would be given for for
eign income taxes paid. This issue was not urgent, because in 1958 
Venezuelan individuals and corporations were apparertly receiving lit
tle income from abroad. A change to the worldwide principle would dis
courage the use of Venezuela by "base companies" established there to 
control foreign operating subsidiaries or branches and to receive income 
from such foreign sources. Also, continuation of the territorial principle 
might give an undesirable incentive to Venezuelans to invest abroad. 
Meanwhile, the actual application of that principle in Venezuela was too 
strict, in disallowing some expenses that were properly allocable to 
income earned in Venezuela simply because they were incurred abroad. 
Nonresidents, of course, would in any case be taxed only on their income 
arising within the country. The report goes into some detail regarding 
certain troubleson-.e conceptual and accounting problems on this score. 
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e. Exclusion of certain types of interest from taxable income, and 
certain rents, should be "re-examined," and, the report implied, proba
bly repealed. 

f. Capital gains should continue to be taxed, but with the benefit of 
an averaging formula. Gains accrued at death should be reached,, per
haps indirectly through aspecial regime under the death or gift -.ax. 

g.Certain recommendations were made concerning the existing limit 
on deduction of corporate salaries, loss carryovers, worthless-stock 
losses, and deductions for certain personal expenses (pp. 169- 71 ). Sot,.e 
liberalization of the accounting rules permitted taxpayers was sug
gested, and certain changes in the st.-tute of limitations {pp. 172-74). 
h.Regarding property passing at death or by lifetime gift, the report 

made no firm recommendation for change from the existing succession 
tax, levied on the donee, to an estate tax, levied on the donor. The pros 
and cons were spelled out, and at least some doubt was expressed on 
the advisability of making the amount of tax depend on the relation
ship of the recipient to the donor. 

i. Venezuela, the report recommended, should move away from thL 
existing pattern of raising some 70 percent of non-oi! national tax reve
nues from indirect taxes. Instead, efforts should be focused on strength
ening the income tax, repealing the general sales tax, and reducing many 
of the customs duties. Also, the admittedly moderate taxes on liquor, 
tobacco, and motor fuel were to be increased only because additional 
revenue might well be needed to finance education and h:alth and bal
anLe the budget. The case for decreasing the overall share of indirect 
taxation was particularly strong for Venezuela, given that it had an 
important source of tax revenue in its natural resources, and that the 
income tax, apart froma the oil sector, was "little more than a token 
levy" (p.s). 
j.As for the particular excises, there were "no obvious features of 

liquor taxation which appear to wairant d:i.stic revision" 1p. 257). The 
cigarette tax, instead of being at auniform specific rate, might well be 
graduated in two to four brackets according to the retail selling price. 
The tax on gasoline, collected at the refineries, was also to be raised. 

k. The customs duties not levied for protection, i.e., imposed on arti
cles not proJuced in Venezue!a, should be removed, except for luxuries 
Isee next paragraph). Many of these itcns were producer goods and the 
tariff burden on the consumer goods was haphazard. Especially appro
priate for such exemption were various food items, paper, idustrial 
machinery, and chemcals. 
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1. On a specified list of articles regarded as luxuries, the import duties 
should be kept, but transferred from a specific basis (so much per pound, 
usually) to a percentage-of-value (ad valorem) ba! is. If the article were 
also produced in Venezuela, a similar rate would be imposed: the same, 
if no protection was sought. The rates suggested by the report, as exam
ples, were low (1o to 30 percent) compared with usual luxury-tax rates. 

m. The so-called consular fees, levied oi imports at ad valorem rates 
progressive with the size (value) of a shipment, should be imposed at a 
single rate, with exemptions, possibly, of a few basic goods consumed 
in large amounts by lower-income greups. 
n.The general sales tax, r turnover tax of one half of one percent on 

all sales, with no allowance for tax paid at earlier stages of production 
or distribution ("cascade tax"), was to be repealed. The many well
known faults of this type of tax were cited, including its burden on the 
poor, its artificial inducement to vertical integration of business firms, 
and the difficult administrative tasks it posed. The revenue loss would 
therefore be on the order of only 3 percent of total tax revenues, owing 
to the very low rate of the tax. If Venezuela desired to retain some form 
of general sales tax (an action not recommended by the commission), it 
was advised to consider a wholesalers' sales tax, since a retail sales tax 
would be hard to administer in this country of small shops and stands. 
(The report spe-lled out in some detail how such a wholesalers' tax 
should be constructed and administered.) 

o. On the question of whether the Venezuelan states and municipali
ties should be given substantially moie taxing power, or exercise more 
of the power they already had, the commission did riot take a stand one 
way or the other (p. 3 So). The states had virtually no taxing power of 
consequence, and the municipalities controlled only the business 
license tax (patente), the urban real estate tax, and the automobile 
license tax. For the fiscal year ending June 3o, x959, the national gov
ernment was estimated to collect fBs. 3.809 billion in what the commis
sion considered tax revenues, the state governments, only a few mil
lion; the federal district (this includes Caracas), between Bs. so and too 
million; and the rest of the municipalities )strictly,distritos), less than 
Bs. too million (P. 3). 

p. While at the time the oniy taxes imposed by the states were very 
minor ones (on raffles arid sales of lottery tickets of other states, and 
the anomalous unconstitutional tax on imports imposed by the state of 
Zulia) (p. 317), the commission concluded that there were few feasible 
tax sources which tne states could effectively administer. The commis
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sion did suggest a new state tax that would be a supplemental income 
tax assessed on residents of the state, or a percentage of taxable income 
as defined for national income tax purposes, reported by residents ofthe state. This tax, imposed by the ,tates, would be collected by,the 
national government and turned over to them. This is to be distin
guished from a state-collected tax based on what the taxpayer shows on 
his national income tax return, or expressed as a percentage of the
national tax. Another potential state tax was a tax on agricultural land 
holdings, which paid no tax at ail. 

q. As to municipal taxes, the commission was not happy with the 
patenteson industry and commerce, which took two main forms: a per
millage of gross sales or gross revenues, the rate depending on the type
of business, and a system of flat-sum taxes, the amount depending on
the "class" of the particular firm. But if the tax were retained, it should 
be removed from manufacturing and wholesaling firms, eliminating the
flat-sum feature and restricting the rate structure to two basic rates. 
The tax law should be revised and codified, through a national "model" 
tax law. 

r. The urban real estate tax, in contrast, was regarded favorably: it was
"the only state cr municipal tax source capable of yielding substantial 
increased revenues" (p.336). It was recommended that the tax continue 
to be based on rents rather than on capital values (the federal-district 
tax rate on rents was 6.s percent), including imputed rent. It was, how
ever, recommended that taxes on agricultural land should be reserved
 
to the states, or possibly to the nationa' govcmment, in connection
 
with a general land reform program" (p. 340).
 

s. It was argued that the rates of the municipal tax on automobiles,

which varied among municipalities and induced n, 
 -y car owners to

register falsely in low-rate municipalities, should be made uniform
 
throughout the country and collected by the national government. 

t. The national government should make general-purpose grants
ditectly to the municipalities, according to need and financial capacity.
Specific-program grants might also be instituted. The report offered 
some suggestions as to the particular structures of possible grants. 

u. In any case, the report advised that "the national government must
continue to raise the bulk of the nation's public revenues" (p. 348). The 
pressing nneds of the federal district could readily be met by increasing
the rate and enforcement of its real estate tax. The potential increases 
in local tax re'enues would be chiefly from better administration and
expanded use of the real estate tax, partly offset by repeal or improve
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ment of the patentes. The report presented a number of reasons for 
granting more spending powers to the local units, along with several 

reasons to the contrary, but did not make a firm recommendation on 
this point. More cooperation among the three levels of government was 
badly needed, in view of overlapping responsibilities for supplying edu
cation, water supply, sanitation, health ar.d medical facilities, rural 
roads, and measures to increase farm productivity; the report offered 
some concrete suggestions to this end. 

v. Only about ore half of the children aged 6-12 years were attending 
elementary school and kindergarten in Venezuela in 1957-58. The 
dropout rate €-: koigh: the number of those completing sixth grade in 
the 1956-5 school year was only 18 percent of the number who had 

entered first grade in 195o-5 1. Many schools were offering no more 

than two or three grades. Data gathered and analyze' by Lyle C. Fitch 
on comparative earning power by level of education, and on the cost of 
supplying education (including earnings foregone) indicated that in Ven

ezuela at that tinie the incremental rate of return on an additional dol

lar spent on education in the primary schools would be between 82 
percent and 130 percent per annum-far higher than could be obtained 
by almost aly basiness investment. For additional secondary school 
education the annual rate of retun was estimated at only 17 percent, 
rising somewhat to 23 percent for university education. The difference 
was due in large part to the earnings-foregone cost for the older stu

dents. The coqt of the expanded education program proposed could be 

met, in the first year, by a moderate increase in the corporation income 
tax rate, along with an increase in the unified personal income tax rates 
that resulted in bracket rates ranging from 6 percent to somewhat above 
14 percent for total revenue from this tax. For the longer term, increases 
in the liquor and tobacco taxes could be called on (letter j above). 

w. Public health expenditures were seen to be another sector where 
additional expenditure could be easily justified, but the data did not 

permit the kind of cost-bencfit computations made for education. 
x. Each of the tax measures recommended by the commission was 

examined, in chapter Xlli ("The Tax System and Economic Stability"), 

to ascertain whether it increased (+) or decreased I- (the sensitivity of 

the national tax system to fluctuations in business. Such sensitivity 
was deemed desirable, if the fluctuation occurred in the non-oil sector, 

since an increase in tax revenue would automatically tend to check a 
boom and a decrease in tax revenue, and would dampen a business 
depression (changes in oil-sector tax revenue would have modest or no 
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Table 8.1 Recommended Tax Measures Classed by Their Effect on the 

Sensitivity of the Non-Oil Segment oithe Venezuelan Tax System 

Increases Decreases 

Inzome tax 

x. A mort progressive rate 

2.Lower personal exemptions 
3.Carrybacks of business loss 

in sensitivity 

+(?
) 

+(?) 
+ 

in sensitivity 

4. Taxation of dividends 
5.Higher rates but less progression in 

corporate income tax 

6. Current payment of tax on estimated 

income of currert year; and extension 

of withholding 

7.Averaging of capital gains over several years 

+ 

and carryforward of unabsorbed capital losses 

Customs duties 
+ 

i. Higher tax rates on certain luxuries 

2.Lower tax rates on certain necessaries + 

3. Extension of ad valorem basis in place of per 
-
kilo basis 

+Gasoline tax 
i. Higher rates 

Real estate tax 
-I?)

i. Improved administration and increased rates 


JQuestion mark indicates considerable doubt as to which categry the item belongs to.)
 

Source: Commission Peport, table 13-1,p. 362.
 

given the degree of foreign ownership of the oil companies). 
effects, 
Non-oil tax revenue was so small, however, relative to national income, 

that the automatic effect would be slight. The plus or minus ranking of 
p. 362. 

thL proposed tax changes is reproduced here from table XlII-i, 

for reasons other than
recommendedAll oi these changes were 

sensitivity. 

4. Recommendations on Tax Administration 

(a) Income taxation.The report's recommendations on tax adminis

tration were especially lengthy and detailed with respect to the income 

are listed here. 
tax. Only the major recommendations 

was to be redesigned, to encourage and in 
i. The declaration form 

some cases require that the taxpayer himself compute his net taxable 
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income and the tax due (both of these tasks were being performed by 
the tax administration, on the basis of decla'ations of income submit
ted by the taxpayer, and information at source). 

ii. Major taxpayers were to pay the tax at the time of submitting the 
forms, instead of awaiting a bill computed and sent by the tax office. 

iii. A list of potential taxpayers was to be drawn up, and kept current. 
iv. Collection of delinquent accounts was to be improved by (a)visits 

by a specially trained group of tax officials to delinquent taxpayers to 
determine capacity to pay and use of installment payments; (b)garnish
eeing wage or other payments made to delinquent taxpayers and attach
ing liens against their properties (c)gradually ending the existing sys
tem of turning over large overdue accounts to private lawyers on a 
commission basis. 

v. A system was to be built up for gathering information from payers 
of various types (other than those withholding tax) regarding payments 
made to individuals and business firms. 

vi. The field audit function was to be expanded and systematized, a 
function "now largely perforrmed in an inadequate, haphazard fashion" 
(p.212), and tie office auditing was to be improved also. Some tax agents 
would be especially trained to handle cases involving fraudulent 
reporting. 

vii. The system of certificates of solvency was to be streamlined. The 
certificates, attesting that the individual was not delinquent on income 
tax, were then bing required of anyone entering into a contract with a 
governmental agency, obtaining a license to operate a business, getting 
permission to go abroad, and the like. "it seems that this type of sanc
tion is quite acceptable to Venezuejan social poiitical philosophy,while 
direct sanctions, such as jail sentences for tax violations, are not accept
able" (p.217). The solvency system "should as nearly as possible require 
certificates of only those persons who are obligated to declare their 
income and to pay tax" (p. 217). Therefore the requirement should be 
cast in terms of various groups of persons that are likely to consist 
largely of taxpayers. "Businessmen of almost all kinds constitute a 
likely group. So too do purchasers of homes above a certain price. Buyers 
of expensive cars .... Members of the legal, medical, engineering, and 
accounting proffessions ... P 

viii.The withholding of income tax on wages and salaries was to "be 
made into a more effective collection device" than the existing 1 per
cent withheld under one of the schedules 1p. 220). This could be readily 
done under a unified income tax. Tax refunds would occasionally be 
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necessary, and the report suggested details for such a procedure.
ix. To put other taxpayers on a par with those withheld from, a pay

as-you-go system should be introduced: payment, in quarterly install
ments, of the estimated tax on the current year's income. 

x. The taxpayer was to be allowed to appeal within the tax adminis
tration against any claim for additional tax asserted against him, instead 
of having to go directly to court. The tax court was working well, but it 
should have all of its decisions published regularly

xi. "The present system of penalties, based on a range of to percent to 
zoo percent and 200 percent of the amount of tax involved,. . . involves 
too much administrative discretion" (P. 228). The report therefore sug
gested a series of penalties largely automatic in their gradation, for fail
ure to file a declaration on tirme, late payment of tax amounts admitted 
to be due, and increase in tax owing to failure to report items of income 
or to disallowed deductions. 

xii. The work of the Technical Division, a section of the Income Tax 
Administration, was to be recast. "This division should essentially be a 
group of skilled technical experts, legal and accounting, charged with 
the tasks of interpreting the statute and regulations and dealing with 
the complex technical problems arisiog at the administrative level," 
and with -upplying information to tht! public (pp. 230-31). 

xiii. A reorganization of the tax work within the Ministry of Finance 
was to be carried out as suggested in a chart on p. 234 of the report.

xiv. More specialized training was to be given to the tax personnel, 
including some training in courses abroad. 

xv. Much more statistical information, obtained from the income tax
 
returns, needed to be assembled and published.


xvi. Thu practice of disbursing to tax personnel funds collected from 
delinquent taxes was to be discontinued, and a direct increase of sala
ries substituted. 

xvii. More information was to be made available to the public on the 
structure of the tax system, methods of administration, and the pub
lic's tax responsibilities. Special tax courses would to be made available 
in law schoo!s and business schools. "... 1lit would be helpful to form 
an organization interested in the subject of taxation, such as a Venezue
lan Tax Association," to "hold meetings devoted to discussions of tax 
subjects and publish a periodical containing articles on tax policy and 
technical tax issues" (p. 241). 

(b) Other taxes. Administrative and compliance problems of taxes 
other than the income tax took up relatively little of the report, only 
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some seventeen pages scattered throughout several chapters, and reform 
proposals are not detailed here. The commission's emphasis on the 
income tax reflected our view of this tax a3 the chief source of addi

tional revenue for future years if the budget deficit were to be elimi. 
nated and if large additional funds were to be made available for educa
tion and public health. It also reflected, to a moderate degree, the 

weighting of expertise among the commission's members toward the 
income tax, in terms of the professional backgrounds of those mem. 
bers. This weighting was deliberate, however, in the choice of the com
mission membership. 

D. Degree of Implementation of Tax Commission's 
Recommendations 

z. The Pace of Tax Reform, 1958-87. As background for assessing the 
extent to which the commission's recommendations were adopted, we 

first take a general view of tax reform in Venezuela in the nearly thirty 
years that have elapsed since the report was written. 

The year 1958 saw adoption of one cf the most important recommen
dations, that is, repeal of the general sales tax (cincopor mil). Thereaf

ter, tax reform languished, except fei a 196i law that adopted a separate 
income tax rate schedule for corporations. In late 1966, however, the 
core of the commission's reform for the income tax was adopted, when 

schedular taxes and the complementary tax were replaced by a unified 
income tax. Oil and mining companie3 continued to be taxed under a 

special regime. In 1973 customs duties were changed to accord with the 
Andean Pact. In 1983 the Commission on Fiscal Study and Reform, 
chaired by Dr. Carrillo, submitted its report, which was debated in Con

gress but has not yet led to extensive change in the tax system (this 
report covered a wide range of government fiscal activities besides 

taxation: government expendituie, public debt, budget and administra
tion, accounting, and control, areas that are not covered in the present 
research project). In 1986 a fairly comprehensive stamp tax was enacted, 
which some have seen as a type of general sales tax. A few other changes 
were made in the 1958-87 period that will be noted in the appropriate 
sections below. 

This summary does not include reforms in tax administration, to be 

treated separately below. 

2. Extent of Adoption of Report's Tax Reommendations: Substantive 

and StructuralMatters. The following paragraphs consider substantive 
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and structural tax recommendations listed earlier, to ascertain -,he
extent to which they became incorporated into Venezuelan tax law. 4 

Schedular taxes. The schedular income taxes and the complemen
tary tax were replaced by a unified income tax on individuals and a 
separate income tax on corporations. This reform has been maintained 
to the present. Individuals, including partners and sole proprietors, pay 
a progressive-rate tax on total income, including their shares of partner
ship profits, computed under "Tariff i." General partnerships are not
taxed, being treated as conduits (Price Waterhouse, p. 70). Corporations
and similar entities pay tax under a separate progressive-rate "Tariff 2."
Iron mining and petroleum companies were nationalized in 1975 and
1976 respectively; when in private had- they had been subject to a 
third type of income tax regime.- This transformation of the income 
tax structure was the single most important income tax recommenda
tion in the commission's report.


Family status, 
not taken into account in the schedular taxes, is
allowed for by personal tax credits: a basic credit, plus a smaller credit 
for a dependent wife not filing separately and for each other dependent
that is an ascendant or descendant. 

Corporationtax. The graduated rate schedule applicable to most cor
porations )S.A.s} and limited liability companies IS.R.L.S) ranged, in 1984,

from i8percent on the first Bs.300,000 to 5o percent on taxable income
 
over Bs. 2o million. In 1986 it was simplified to 15 percent (first Bs.
 
500,ooo), 35 percent (next Bs. 4, 5oo,ooo),and So percent (all above). This

schedule did not apply to foreign corporatiuns engaged in exploitation
 
of hydrocarbons or minerals.
 

The rules for determining taxable income for a corporation are the 
same for all types of business income, and of (ourse no distinction is 
made in the tax rate schedule. (This practice :,in contrast to the prac
tice in force in 1958, when different types af corporate income were 
taxed at different rates under the schedu',r taxes.)

A problem not foreseen in the 1958 report emerged when the progres
sive rate schedule induced the split-up of many substantial corpora
tions into a number of smaller corporations so as to take advantage of
the lower tax rates of this graduated scale. This avoidance technique 
was countered in 1986 by legislation requiring that "companies hav
ing the same shareholders and similar or supplemental objectives must 
declare one single income'" But this system of compulsory consoli
dated returns "has serious technico-legislative defects" and high ad
ministrative costs, and the Fiscal Study and Reform Commission, in 
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1983 recommended a single flat rate of 30 percent for the corporation 

tax (Carrillo, 1987, pp. 2-3). This recommendation has not yet been 

adopted. 
Dividends. Double taxation of dividends, under the new regime of a 

corporate tax and an individual tax, was mitigated in the 1966 law by 

allowing a tax credit of 40 percent of the dividend, in the individual's 

return, but withoL't a "gross-up" (Gittes, p. iSo). k, piesent, however, 
no such credit is allowed, hence dividends are currently taxed twice: 

once by the corporate tax and again by the individual tax. For a two-year 

period starting December z9, 1982, an individual shareholder could de

duct So percent of dividends received from corporations registered on the 

stock exchange (Price Waterhouse, pp. 88, 104). Dividends received by a 

corporation are not subject to the corporate tax. The commission's rec

ommendation on dividends has therefore in general not been adopted. 

Worldwide and territorialprinciples,income tax. Nearly thirty years 

later, Venezuela has accepted, in part, the report's recommendation that 

the income tax be extended to income derived from abroad by Venezue

lan residents, with some allowance for foreign taxes on such income. 

The 1986 tax law provides for taxation of interest, dividends, royalties, 

and lease income arising abroad, but at a reduced flat rate: 40 percent 

on 35 percent of such income (i.e., a rate of 14 percent on full income). 

Moreover, a regulation of November 26, 1986 (Reglamentary Decree No. 

13691 limits this tax to income arising from capital obtained in the 

foreign country, or earnings obtained there and reinvested (Carrillo, 

1987, P. 3). 
Partialexclusion of interest and rents. The report's implied sugges

tion that the partial exclusion from taxable income of certain amounts 

and/or types of interest and rents should be ended has on the whole not 

been accepted. Individuals are exempt from paying tax on time deposits 

made for periods of at least ninety days in national finance or banking 

institutions and, within established limits, on savings accounts (Price 

Waterhouse, p. ios). Moving from the recipient to the payor, we find 

that deduction is allowed to the individual taxpayer for "Interest on 

loans to purchase or enlarge the principal residence ...or for rental of 

the principal residence" (ibid.), with a ceiling (for this and three other 

types of deduction, apparently, together) of 30 percent of total income 

if not over Bs. 200,000, plus 1.5percent on the portion of income from 

Bs. 200,000 to Bs. 5oo,ooo. 
Capitalgains and losses. Capital gains are included as ordinary 

income to both corporations and individuals, and capital losses are 
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deductible under specified circumstances (Price Waterhouse, PP. 75, 
104). Thus the commission's recommendation has been accepted, aside 
from the absence of an averaging provision and, apparently, taxation of 
gains accrued at death. 

Limits on corporatesalaries. The report, while agreeing that some 
limits had to be put on deduction of corporate salaries, at least those 
salaries that went to officers who were also stockholders, pointed out 
several unsatisfactory features of the existing limitations (pp. 169-70). 
These features have been, on the whole, removed in the present law 
(Price Waterhouse, pp. 78-79). 

Loss carry-overs.The report proposed that business losses should be 
carried forward two to three years and that loss carry-back be allowed. 
The recommendation on carry-forward was accepted, but no loss-carry
back is allowed (Price Waterhouse, p. 82). Carrillo (1987, p. 3)observes 
that the refusnl to allow a carry-back is perhaps due to "administrative 
complications" in reimbursement of tax, which a carry-back sometimes 
requires. 

Deduction of personalexpe;ses. More, not less (as recommended in 
the report), deduction is allowed for personal expenses than in 1958 
(Price Waterhouse, p. io5; report, 170-').

Accounting rules. Installment-method accounting and deferred
payment accounting were not allowed in 1958; both were recommended 
by the report. The former method is now allowed and, apparently, the 
latter also under the .ompteted-contract and percentage-of-completior 
methods (Price Waterhouse, p. 74). 

Statute of limitations.The point in time at which the obligation for 
payment of tax and the right of the government to impose fines lapse
has been shifted somewhat from that in 195 a, but apparently not closely
in line with the report's suggestions on this score (Price Waterhouse, 
pp. Ili-i6). 

Death and gift taxes. The succession type of tax has been retained 
for transfers at death and by living gifts, and, with it, the variation in 
tax rates according to the relationship of the donee to the donor (the 
report doubted the usefulness of this relationship variation). The report's 
recommendation for cumulation of transfers from any one donor to any 
one donee, over time, has been partly accepted. Such cumulation, used 
to determine the tax applicable under the progressive rate scale, now is 
required for a five-year period (Price Waterhouse, p. 107). The report was 
favorably disposed toward higher rates, at least at the upper part of the 
rate scale, for this tax, and, over the years, the rates have indeed been 
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raised, so that they are about double what they were in 1958, in the 
upper ranges at least (Price Waterhouse, p. 129; report, p. 244). 

Patternof taxation in non-oil sector.The structure of that part of the 
national tax system applied to the non-oil sector has developed in line 
with the report's recommendation in 1958. The non-oil income tax, 
instead of being "little more than a token levy," (see above) is now "the 
linchpin of the non-oil tax and fiscal system" (Carrillo, p. 6t), though, 
indeed, "its proceeds come largely from the tax on business income and 
the tax on income from games and betting" (Carrillo, p. 63)-the indi
vidual income tax is still modest, by international standards. No gen
eral sales tax has been levied to replace the turnover tax repealed in 
1958, though the stamp tax passed in 1986 may prove an important 
revenue source. Customs revenues have declined from their 1958 degree 
of importance, though apparently more from restriction of trade due to 
protectionism rather than, as tbh report recommended, through lower
ing of duties. The excise taxes have not increased, relatively, enough to 
alter the general picture that shows a shift of the struLture to direct 
taxation. 

Social security and other payroll taxes were unimportant in 1958, 
and were not studied in detAil in the report (p. to). However, by the 
t98os they had developed to the point where the two major payroll 
taxes (one contributing to the Venezuelan Social Security Institution 
)ivss), the other, to the National Institute of Educational Cooperation 
(INCE) supplied more than twice the revenue produced by the personal 
income tax. The rate of the former was i i to 13 percent on the employer, 
and 4 percent on the employee, a total of i5 to 17 percent, while the 
education institute tax was only i and o.5 percent on employer and 
employee, respectively (Carrillo, pp. 89-90). The proceeds are paid, not 
into the national treasury, but directly into the respective agencies. 

Excise taxes. As this is written, information is not at hand on the 
two of the recommended changes noted above: graduation of the ciga
rette tax according to retail price, and increase in the gasoline tax. Since 
nationalization of the hydrocarbons industry in the r970s, the latter 
tax, as such, no longer exists. 

Customs duties. The recommendation that customs duties not lev
ied for protection be removed, except for luxuries, has been followed to 
some extent (L6pez, p. 37), but its relative importance has Icen over
shadowed by the growth in protectionist duties. (The commission report 
did not take a stand for or against protection.) 

Duties on luxuries. Information is not at hand on the degree, if any, 
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to which specific duties have been restated as ad valorem duties, onluxury imports. The chief influence on these and other duties has been
the Cartagena agreement adapting the duty structure to the Andean
Pact, under a decree effective from January 1, 1973 (Lepez, p. 37).

General sales tax. The commission's recommendation to repeal thelow-rate gen, al sales tax was adopted immediately, in late 1958. The
1986 stamp tax, on the other hand, seems like a step back toward that 
tax. 

Degree of taxing power for states and municipalities.Evidently thestates and municipalities have not been granted significant increases in
their taxing powers. The commission made no firm recommendation 
on this issue, aside from concluding that the states' powers would haveto remain minor aside from, possibly, a supplemental income tax; this 
latter has not ben adopted.

Restructurini, and restrictingof municipalpatentes. The industrial
and commercial license tax levied by municipalities has not beenreformed along the lines recommended by the commission, although
its collection has been improved (Carrillo, 1987, p. 6).

Real estate tax. The only major change recommended for the urbanreal estate tax was differential taxation of two kinds of real estate, land
and structures. Carrillo reports that "lots with no construction or (lots)
insufficiently constructed are more highly taxed, in order to avoid idletenancy of urban property, and thus increase the offer of constructible
land and produce a decrease in its price" (Carrillo, 1987, p. 6). The taxrate on laud is approximately io percent of the market value. A series oftax rates has been adopted for improvements on such land (buildings,

etc.), depending on location, market value, and other variables (ibid.).
 

E. Extent of Adoption of Reports Tax 
Recommendations:AdministrativeMatters 
(t) 7he Record. As with section 2 above, the present section attemptsto ascertain the extent to which administrative changes now in force
coincide with the major recommendations of the report. The informa
tion in the. present section has been oLtained chiefly from the Final
Report of the Commission on FiscalStudy and Reform: Reform of theVenezuelan FiscalSystem JEngiish edition), 1983. This English-language
version is now (May 1988) about to be published by the Iowa State Uni
versity Press. This report devotes 49 single-spaced typed pages to"Administrative Features" of the Venezuelan tax system. In the following paragraphs of this section 4, numbers in parentheses, unless other
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wise noted, refer to page numbers of this 1983 report. The number at 

the beginning of each paragraph corresponds to the similar number in 

section 111,4 above. 
(a)Income taxatio, 
i. Self-assessment. The recommendation that the income tax payer 

himself compute his net taxable income and the tax due was adopted, 
apparently nearly twenty years after the 1958 report, and implemented 
in 198o it12). "The introduction of self-assessment has caused severe 

administrative problems, mainly as a result of the shortcomings that 
were already present in the tax administration but also because of tacti

cal errors in implementation" (1 14). Part of tiletrouble no doubt stems 
from ignoring the 1958 recommendation that the declaration form be 
redesigned to tacilitate self-assessment. "The layout of the forms gives 
the taxpayer little help in avoiding mistakes, the accompanying instruc

tions are rudimentary, inadequate for advising taxpayers even to a mini
mum extent .. :'(1 14). 

ii. List of potential taxpayers. Tht! listing of potential taxpayers is 

still somewhat of a problem. On the other hand, "the use of identity 
card numbers as the basis for the Fiscal Information Register" has not 

caused major problems (113). 
iii. Collection of delinquent accounts. Delinquent accounts seem 

still to pose a problem. The 1983 report says that the problem is 
"critical" because "the collection system, which is undergoing a com

prehensive reorganization up to the stage of standard collection, has 

proven to be wholly inadequate for bringing delinquent debtors to heel," 

and because "mismanagement of accouits, coupled with an ineflicient 

legal mechanism, has led to a chaotic ituation regarding the State's 

claims. If a taxpayer intends not to pay his taxes, there is a strong likeli

hood that he will succeed" {Ii 5). While private lawyers are sometimes 

assigned to collect delinquent taxes, nothing is said about garnisl;eeing 
wage or other payments made to delinquent taxpayers. 

iv. Field audits. The appraisal of the audit procedure given in the 

1983 repoit seems no more optimistic than that found in the 1958 

report. In the six pages devoted to this subject, the following passages 

are typical: "There is no coherent selection system that is able to 

embrace general criteria and specific tactics with the aim of maximiz

ing awtiting coverage. The surveys that have been carried out suggest 

that the greater the degree of evasion, the lesser the likelihood of being 

audited.... Standards or instructions cencerning the way to make the 

selection loftaxpayers to be auditedl are not known" 11g). There exists 
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"an unsatisfactory policy regarding the use of [auditing personnel!' The 
"reduced complement of specialized trained personnel" is due partly to 
the fact that "earnings are frozen at low levels," with a consequent
"constant drain of personnel" It18). 

v. Certificate of solvency. The ce;tificate of solvency, to which the 
1958 report attributed much importance, is still in use. The income tax 
law as of October 1986, Article 102, requires that it be shown [a)by
"Venezuelars to obtain approval for leaving the country when they are 
not residents of Venezuela and by foreigners whether or not residents of 
this country," (b) by those incorporating, dissolving, etc., companies, (ci
for real estate transfers, 1d) upon contracting with the government, (e)
when obtaining patents, trademarks and the like, and (f) to take up 
public office. 

vi. Withholdingof tax from wages and salaries.The withholding of 
income tax from wages and salaries is more significant now than it was 
under the old low flat rate of the schedular tax. The 19S8 recommenda
tion that withholding be adjusted to a degree of accuracy that would 
require occasional refunds seems not to have been heeded; the 1983 
report nowhere mentions a refund procedure or refund problem.

vii. Pay-as-ycou-go (estimated tax) system. Payment of estimated 
income tax on current year's income by installments duiing the current 
year has been adopted in Venezuela. Aside from income on which tax is 
withheld, the current year's estimate may not b"less than 8o percent of 
the preceding year's income. "This system :ntails the declaration of 
taxable gains at the lower levels of tileprogressive scaje," and "The tax 
paid in advance will always tend to be lower than the tax for the previ
ous Y,:ar" (p. 115). 

viii. Taxpayer appeal within the tax administration.The taxpayer 
may now, evidently Jin contrast to 1958), appeal within the tax admin
istration instead of having to go directly to court, since the 1983 report
recommends that hc also be given the option of doing just what he had 
to do formerly: obtain "direct access to appeals litigatian without pass
ing through administrative appeal" (p. 143). 

ix. Compensatingtax officials (zom delinqLvent tax payments. Infor
niation is not at hand as to whether there still exists the practice of 
pooling to percent of collections of delinqucnt taxes, additional taxes,
and fines for distribution to field agents, lawyers, other technical per
sonnel and all chiefs of sections (P. 239, 1958 report. 

x. Information availableto the public. Despite the recommendations 
of the 1958 report that the public be informed as to the structure of the 
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tax system, methods of administration and compliance, and the pth. 
lie's tax iesponsibilities, there has been little progress here; the 1983 
report contains some uncomplimentary comments on this area. Strange. 
ly, even the private sector makes little or no effort here. ".... ITIhere is 
no sustained work by profes.sional associations, major consultants, and 
private publishing houses in the area of taxation" 1p. 123; see also p. 
143). There is no "Venezuelan Tax Association" (p. 241, 1958 report). 

(b) Other7x Issues 
Customs ac'ministration.The 1983 report devotes fourteen pages to 

customs administration: ten pages of description and four of recom
mendations. It would require a more intensive study of this sector than 
is feasible for the present report, to ascertain the degree to which the 
particular recommendations in the 1958 report have been adopted. In 
general, the 1983 report seems not to concentrate on the particular 
reforms that the 1958 report advoca:cd (1983 report, pp. 127-39, 
145-481. 

Administration of municipal taxes. We may infer that little or no 
progress has been made in improving the administration of municipal 
taxes along the lines ,ecomn.ended by the 1958 report, from the general 
toneof the 1983 report on thi. sector 114 8- 5 1): Manyof the tax regula. 
tions "ate antiquated, use obstoletC systems!' "Few municipalities use 
computers!' "Municipal land Registers, if they exist at all, are out of 
date, and there are no vehicle registers!' "Auditing is non-existent for 
some taxes .... [Elvasion is widespread even for taxes ... with a high 
yield!' As to collection, "primitive procedures survive' 

(2)Appraisal.No "score sheet" of the kind given for substantive and 
structural recommendations will be attempted here for the administra
tive sector, but a general appraisal may be as follows: 

Under the income tax, the adoption of self-assessment and of pay-as
you-go (estimated tax) can be regarded as major achievements that coin
cide with the 1958 report's recommerdations. Thcse are features of 
what may be termed external administration, or even compliance, as 
distinct from internal administration. On other external-administrative 
matters the record of achievement is not encouraging: audit procedures 
(perhaps), statistical information for external use, provision of informa
tion to the public. 

The following observations by Carrillo in 1987 indicate that there is 
much yet to be done, administratively: "The administrative inability 
in the collection of taxes not subject to withholding permits one to 
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affirm that Venezuelan income tax is only imposed on those earning asalary and is collected by withholding' The withholding system hasrecently been extended to some other types of income, and indeed"currently includes almost any payment, reaching limits of doubtfullegali~y, since a legislative autherization is required" for such extension 
of withholding. 

E An Overall Appi.isal of the Report 
Then: was an eight-year gap between the report and any implementation of most of its suggestions, with the result that it may be arguedthat any causal connection between the report and later changes maybe implausible. A more subtle interpretation, made by Gittes, writingin i9t,. is that some sort of tax reform would have occurred in 1966whether c; not the 1958 report had been written, but that the decisinnsas to what the reform should consist of were influenced by the report

[pp. 171-72). On the other hand, the 1983 report of the Commission onFiscal Study and Reform (Carrillo Commission; suggested that "Thehistory of Venezuela's tax system, written by a group of experts for theCommission on Fiscal Study and Reform, shows that the guideliiesand point of reference ior reforms implemented in the i96os and e.;ly
197os were based on the recommendations contained in the woyic ofihe 1958.6o IFiscal Reforml Commission and those made by Professor 
Shoup and his colleagues" (p. 4).

Professor Carrillo, in a commentary on the first draft of the present 
paper, remarks that: 

There is no doubt whatsoever that the "report on the Venezuelan 
1958 fiscal system" constitutes the most valuable technical analysis ever made of the Venezuclan tax system. The reeommenda.
tions contained in the same have shown the way to the national
fiscal reforms since 1958 up to 1986 ... the principal merit of theShoup Report has been its permanent applicability in the lastthirty years as fundamental technical orientor of the Venezuelan 
fiscal system. (Carrillo, 1987, pp. 1, 21 

One of the commentators IL6pez) on the 19s8 report correctly pointsout that any such document starts with two handicaps. First, the veryfact that the recommendations are made by outsiders, foreign experts,tells against them in any socially sensitive field (L6pez, p. 23), because"potential domestic contributions, typically characterized by a deeperanalysis of national realities, are igno'ed and at the same time lpcal 
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egos are bruised. Examination by insiders, whether tinted by partisan or 
ideological considerations or not, means a better grounded interpreta
tion of ex'sting internal tendencies" (p, 2). 

On thr other hand, there were sonic advantages to be gained by get
ting assistance from outsiders. "A new and up-dated view of its topics 
changed the predominantly institutional approach s far u-ed to deal 
with them. A joint economic, adminisrativ - and legal approach that 
appears from its text pioneered new studits Founded on the Venezue
lan realitv, the 'case study' nature of the Repi;rt pointed out problems 
detected in the cour;. of the research at 'lifi.renl levels of the public 
powers, making fiscal matters less theoretical and more solidly 
grounded" (L6pez, p. :t61. 

The economic and political climate of a given time, of course, affects 
the degree to which any tax reform will be undertaken. In Venezuela in 
1958-59 there was no urgency for improving the tax system-the oil 
revenues formed a comfortable fiscal cushion, the deficit seemed to 
have no immediately alarming consequences, and the need for more 
education and public health measures was not immediately apparent to 
everyone. At the othei extreme, where fiscal crisis is present the rres
sures are not uniformly in favor of tax reform. For example, in May 
1987 the minister of finance was preoccupied with discussions on how 
to restructure a large external debt. But since any workable solution to 
the debt service problem will likely require strengthening ot the revenue 
system, recent factors exerti;ig pressures for tax reform seem stronger 
than was the case in 1958, when longer-term aiius dominated discus
sion of tax reform. Accordingly, some of the proposals of the 1983 report 
will be adopted with less delay than was the case for all but two chief 
recommendatiL ns in the 1958 report. 

G. Hindsights 

The major suggestion as to how the work of the Commission to Study 
the Fiscal Cor-mission of Venezuela might have been differently struc
tured to advantage is probably that of Gittes, who implies that a contin
uing effort was needed aiter release of the report. Specially needed was 
"a continuing process of analysis and development of alternatives to 
the end of creating a new law." Indeed, Gittes implies that the report 
itself was of secendary importance compared with the continuing tcd'
nical help thrit he thought essential: "More often than not, it is in the 
working out of technical d'.tails that expert help is needed; today for
eign techpncians will not be the first persons in the host coui.tries o 
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suggest broad policy changes such izs the elimination of schedular taxes or the taxation of dividends" (p.172).The "continuing process" that Gittes envisaged implies that one ormore mission members should stay in the host country for some timeafter the report proper had been submitted, to be available for technicalquestions. This suggestion was in fact followed ir 'Kie recent Indonesianand Jamaican reforms (see chapters 4 and 5). The procedure adopted inthe Venezuelan study was, however, thought to be one that iagi y eliminated this need. Administrative pro'iems were discussed at length byprofessors Oldman and Surrey with a gro-p of tax officials on manydays and for rather long periods. None of the membeis of this missioncould have stayed into the autumn and winter months owing to otherengagements, chiefly academic posts. Another alternative seems to beto have a somewhat larger mission, not all the members being togetherin the host country at all times. This technique has been used successfully in recent years (cf. also the Indonesian experiences, chapters 4
and 5). 

Ill. TJ', x964 Brazil Study 

A. "rt, ,,,:tion 
This is a ret.ospective look at a brief one-man survey of the tax systemof Brazil, it; 1964. The following extracts from ihr foreword to the publishe, report, by Luiz Simoes L6pes, president .1 ),,'h the Vargas Foundation and the Reform Commission of the Ministry of Finance, givesome of the background of this project: 6 

Th Tax System of Brazil,now presented to the public in the formof a book, is another contribution of the Reform Commission ofthe Ministr) of Finante to the Brazilian literature on the modemaspects of taxation .... It contains a stady conducted by Professor
Carl Shoup ... for the benefit of the Commission.


' ' *At the invitation of the Get.ilio Vargas Foundation and under
the auspices of UsAiD. he came to Brazil in August 1964 in the ...
capacity of tax expert.

*.* the Reform Commission... held two round tables .... Thefirst round table dealt with the Brazilian tax system as a whole, itsorigin, its evolution, and its present structure. The second dealtwith the income tax .... ISleveral experts on tax policy and taxadministration attended these round tables Inames follow. . . , 



278 Carl S.Shoup 

Even though it was prepared inavery short time (Professor Shoup 
had only four weeks to examine the basic legislation, interview 
authorities and experts in the Finance Ministry and write the text) 
the present report presents a fairly comprehensive picture of the 
shortcomings, inconsistencies and anachronisms of the Brazilian 
tax system. It points out as well, under the form of specific recom
mendations, the institutional measures that Professor Shoup pre

scribes to remedy the problems. As he himiself confesses, some of 

his recommendations are in conflict with certain constitutional 
provisions, being consequently infeasible unless the Brazilian Con

stitution is amended. (XIII-XIV) 

The report was published in Portuguese and English editions, in 1965 

(see References), by the Vargas Foundation and the Reform Commission 

of the Ministry of Finance. 
Perhaps the main occasion for the study of the Brazilian tax system 

was a supposition (which I conjecture but cannot document) that at 

last there would be a period of economic and financial stalility in Bra

zil that wculd allow rational tax reform. The grounds for this belief, 
insofar as it existed, were perhaps based on the military insurrection in 

April 1964 that ousted President Goulart, who had succeeded, as vice
who had resignedpresident, an elected president (Quadros, 196o), 

within seven months of taking office. When Goulart took office, the 

military and conservatives had forced constitutional changes that cre

ated a parliamentary form of government and weakened the president's 

powers. Nonetheless, full powers were restored to him by a plebiscite in 

1963. Goulart's insistence on further radical constitutional changes was 

apparently one factor that promoted the military takeover. Meanwhile, 

a high rate of inflation (rise in prices) had been a characteristic of much 

of the two preceding decades, stimulated in part by President Kubits

chev's massive spending , the creation of the new capital, Brasilia 

(1955-6o). (See ColumbiaEncyclopedia, "Brazil!') 
There was no immediate fiscal crisis that required heavy new tax 

measures to raise large sums of revenue; estimated tax revenue for the 

f-deral government in 1965, at Cr$3.2 billion, compared with estimated 

expenditures of Cr$3.8 billion (pp. to-xI .' Inflation had subsided (but 

not disappeared). No quantitative goals were set for the tax reform study, 

and technical problems of tax administration were not to be covered. 

The aim seemed to be, rather, a qualitative appraisal of the tax struc

ture, to identify shortcomings, inconsistencies, and anachronisms. 
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Against this background, it is perhaps understandable why thisreport, far more so than those on the other three countries, contained 
little more than "soft" recominendations: of frequent occurrence arethe terms "might," "sooner or later," "ideally," "seems to be," and thelike. But softness does not imply vagueness; the recommendations were
specific enough so that one can check on whether subsequent changes
in the tax system accorded with them. 

One reason for having an outsider appraise the Brazilian tax system
in 1964 may be found in the fact that a draft of a new income tax law
had just been presented by Dr. Jos6 Luiz Bulboes Pedreira, as a member
of the study committee on tax reform of the Getulio Vargas Founda
tion, to this committee, at its request. The draft was designed to replace
in its entirety the present series of laws, amendments to laws, and
amendments to amendments, which in the view of some Brazilian tax
lawyers w- no longer possible to work with adequately; besides being
a complete recodification, the project introduces several new concep
tual and administrative ideas of importance, which will be noted in theappropriate sections below (p. 281. On balance, the report favored repeal
of the old income tax law and introduction of a new code based an the 
Bulhoes Pedreira draft. 

B. Compositionof the Report 
The report was divided into fuur sections: a Background and Summary
(18 pages); Part I, The Income Tax (36 pages); Part II, The Federal Govemment's Consumption Taxes, Stamp Taxes, and Taxes on Motor Fuels,
etc. (7pages); 
 and Part III, The National (i.e., Overall) Tax System of 
Brazil 16pages). 

The relative amount of space devoted to the income tax in the report
did not reflect its proportionate share in total revenue. It accounted foronly about 28 percent of federal tax revenue, against So percent from
the consumption taxes (exclusive of revenues from the gasoline taxi.
The space -and effort-allocation partly reflected my own greater
familiarity with the income tax, but was chiefly the result of the fact
that there are so many structurl decisions to be made in building an
income tax; they are often problems that are exacerbated by inflation (a
long-standing problem in Brazil). 

The Background and Summary section concluded with recommen
ations made in the report in a two-way classification. The first classi

fication, rnflecting a time dimension, divided the recommendations 
into three groups: those that could be enacted within the coining few 
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months, those that had to await amendments to the constitution, and 
those that could be introduced only gradually over a period of yeais ,s 
tax administration improved !p. 16}. The second classification divided 
each of these three first classifications into two subgroups: those mea 
sures that were designed primarily to check inflation, and those designed 
for other purposes. It happened, perhapa not unexpectedly, that all the 
primarily anti- ,nfiation measures fell in the first time group: measures 
that could be enacted during the remaining months of 1964. 

A considerable part of the report was devoted to tax structure and.ta, 
policy problems caiused by inflation. Also noted and commented upon 
was the way in which the personal exemption under the income tax 

had been fixed, since 1961, not in cruzeiros, but in units of the "fiscal 

minimum wage." The six pages devoted to inflation and the taxation of 

business income (pp. 52-58) discussed the conflict between equity and 

the financial needs of business firms, concluding that "the economic 

consequences probably have to be given some priority" (p. ;4). The 
result would be an income tax system that would avoid taxing paper 

gains, but would not allow deduction of real losses (e.g., depreciation in 

real value of debt holdings). As to intergovernmental fiscal relations, 

"the theory of public finance contains no formulae for a stable system 

of federal-state-local fiscal relations in a world of unstable prices" (P. 

79). 
The r:;Joi did not cover Brazil's social sccurizy system, which 

iric;uded a 3 percent tax on payroils introduced in July 1964, and cer. 

tain other taxes. Nor did it describe the revenue gained by the govern

ment from differential exchange rates. It did, however, include discus. 

sion of Brazil's system of compulsory loans. 

C. Recommendations: Overview 

A summary of the teport's recommendations and suggestions is repro

duced at the end of this section. The proposals called for repeal of four 

important levies: excess profits tax, compulsory loans, schedular 

income taxes, and the legal-entity tax on sole proprietorships and part

nerships. The revenue loss would bo :ecouped by raising !ates of the 
basic income tax. 

The only new tax suggested was a value-added tax for the states, to 

replace the cascade turnover tax they were collecting. 
Certain changes in state and local taxing powers were proposed, along 

with introduction of a formula type of grants-in-aid, to replace the shar
ing of income and consumption taxes. 
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A number of changes in the income tax base, exemptions, and rate 
scale were suggested. 

The excess profits tax had become, under the rise in nominal profits
due to inflation, largely a tax on ordinarl profits, until assets wcte
allowed to be written up in 1964, and, with inflation continuing, fur
ther write-ups woutd be needed. In any case, the definition of "excess" 
was deemed so difficult that "ItIhe administrative effort that would be
needed to develop a true excess profits tax could better be devoted to 
improving the regular corporation income tax" (p. 591. 

The compulsory loan was condemned as carrying a hidden tax ele
ment, even when indexed to the price level (as it had not been, until
shortly before 19641. This tax element was to be measured, conceptu
ally,as the amount the taxpayer would be willing to pay outright in tax 
to be free of the loan requirement. This hidden tax was almost surely
regressive with respect to income. 

The schedular rates called for segregating the individual's income
into eight categories, with six different rates, including a zero rate. The
chief distinction desired could be better obtained by an earned income 
credit, and much administrative effort would be released to more impor
"nt tasks if the schedule system was repealed (p. 31 . 

The vaiue-added tax for the states was recommended with some 
diffidence, but at least as being better than the cascade tax: 

if the states are to retain the sales tax, consideration could be given
to transforming the turnover, cascade-type taxes into the value
added type employed by the federal consumption taxe, or possibl,
into a single-stage tax. The single-stage tax, however, might favor 
the producing states over the consuming states. But so too would a
value-added tax, unless it could be extended to the retail level,
which seems administratively impracticable, at present. A higher
tax rate would be required but if evasion were reduced it might not 
need to be much higher. (P.791 

The federal value-added tax should in any case give credit fox tax paid
on purchase of machinery and other items not tax-creditable under cur
rent law (pp. 21, 65).

For reasons underlying the other changes recommended, the reader is
referred to the report itself, to avoid unduly lengthening the present 
chapter. 
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D. Summary of Recommendations and Suggestions 

i. Recommendations capable of enactment within six months 

a. Measures designed primarily to check inflation 
i. Income Tax: 

i. Lower the basic (single-person)exemption to Cr$756,ooo, start

ing with 1965 incomes, adjust withholding scale accordingly. 

2. Raise the 3 percent, 5 percent, and 8 percent bracket rates to 

zo percent, starting with 1965 income. 

3. Put the progressive-rate scale for 1965 incomes into terms of 

cruzeiros at the same scale as for 1964 incomes. 

4. Replace the compulsory indexed loan of 15 percent to 25 

percent by a supplementary tax designed to yield about half 

the revenue of the loan, and expressed as a percentage of the 

entire regular tax due {not of that part paid directly) and with 

bracket rates (not effective rates). 
5. Peplace compulsory loan of corporations by an increase in 

corporation income tax of somewhat smaller amount. 

6. Raise the regular rate on corporations, for 1965 incomes only, 
by say 5 peicentage points. 

ii. Consumption Tax: 
i. Increase tax rates on cigarettes, distilled spirits, effective as 

soon as possible. 
2. Extend the rate increases of the Law of August 28, 1964, 

indefinitely (Part II-A). 

3. If rate of inflation has not greatly decreased by November 

1964, increase rates of consumption tax by average of ioo per

cent, as temporary measure for 1965. 

b. Measures designed for purposes other than checking inflation 

i. Income Tax 

z. Increase allowance for each dependent from three eighths of 

the basic exemptton to half that exemption, starting with 1965 

incomes. 
2. Do not extend the t963-64 compulsory indexed loan. 

3. Allow revaluation of inventories to 1964 price levels free of 

tax, but retain tr-,ditional valuation method from this level. 

4. Replace excesi profits tax by equivalent revenue increase in 

regular corporation tax. 
5. Put corporate incor.,nw tax on a current-payment {pay-as

you-go) basis, over a three-year period. 
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2. 	Recommendations that cannot readily be enacted until z965 or later, 
often because amendment of the Constitution is required. 
a. Measures designed primarily for purposes other than checking 

inflation. 
i. Income Tax 

x. Repeal present income tax code and substitute code based on 
draft code of July 30, 1964, after discussion and amendment. 
2. Repeal the normal {schedular taxes) and increase progressive
rate scale to recoup revenue loss. 
3. Call in all bearer shares and replace them with nominative 
shares; forbid issuance of bearer shares henceforth. 
4. Adopt modified splii for family income. 
S. Repeal legal-entity tax as to sole proprietorships and 
partnerships. 
6. Do not require or permit revaluation of fixed assets after 1965. 
7. Include capital gains and losses from shares, real estate, and 
other assets in individual income; adopt an averaging device; 
and possibly allow a slight reduction of tax Igains) and tax relief 
(losses). 

ii. Cor sumption Taxes 
i. Give credit for tax paid on purchase of machinery and other 
items not now creditable. 
2. Extend the consumption tax to certain servi-es, after amend
ing the Constitution. 

iii. Taxes on Motor Fuels, etc. 
t. Increase rates if more revenue is needed for highway 
expenditures. 

iv. State and Municipal Taxes 
i. Transfer export-tax power from states to federal government, 
transfer rural-land-tax power from municipalities to state 
governments, transfer death-duties power from states to federal 
government. 
2. Introduce formulae type grants-in-aid: repeal present shar
ing of income and consumption taxes and the 30 percent rule 
for state sharing with municipalities. 
3. Reduce tax on transfer of real esa.' o almost i percent. 

3. Recommendations that cannot be mad , !ii effective until admin
istration is greatly improved. 
a. 	All measures were debigned primarily for purposes other than 

checking inflation. 
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i. Income Tax 
i. Refine withholding on wages and salaries, using either U.S. 
or U.K. methods, or a compromise. 
2. Give prompt refund on overpaid tax. 
3. Amplify regulations on capital gains and losses. 
4. Improve assessment of agricultural incomes (Part 1-0). 

ii. State and Municipal Taxes 
1. Replace state turnover (cascade) sales taxes with single
stage or value added taxes. 
2. Reform assessment of municipal real estate tax. 

E. 7Wenty.To Years Later 

There was no follow-up visit to Brazil, as occuried in Japin and Venezu
ela (one yeni later) or Liberia (five years later). Nor have I kept in touch 
with my colleagues in Brazil in subsequent years to the degree I have 
done in the cases of Japan and Venezuela. Accordingly, the task of ascer
taining the extent to which the report's recommendations were adopted, 
or followed, purposely or coincidentally, year by year since x964 posed a 
substantial research problem, one beyond the resources available for 
this part of the tax missions study. 

What we can do, however, is look at the Brazilian tax system as it 
exists today aud note the changes from the 1964 system that coincide 
with the changes rccommended in the report, and the corresponding 
lack of change. The present section makes precisely these types of obser
vation, with the aid of the Price Waterhouse booklet on Brazil in its 
Information Guide series, containing material assembled at May 31, 
1986, and material supplied on request by the International Bureau of 
Fiscal Documentation. 

No claim of cause-and-effect linkages is made here. Possibly, all of 
the "agreeing" changes have been coincidental; almost surely, some of 
them have been. Lack of an agreeing change, on the other hand, does 
always imply a rejection of that part of the report (even not reading the 
report is a form of rejectionl. 

The recommendations for repeal of certain taxes and for introduction 
of a value-added tax at the state level have all taken effect, except that 
the legal entities tax still applies to partnerships. In addition, partner
ships pay a withholding tax of 25 percent (23 percent for liberal profs
sions) when distributing profits. The partners thereupon include these 
distributed profits in their personal income tax returns, taking credit 
for the withholding tax. They may elect to excluJe these profits and 

http:7Wenty.To
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forgo the credit (Price Waterhouse, p. 1o2). The same procedure appliesto dividends received by shareholders of companies.There is no longer an excess-profits tax or a compulsory loan basedon income. An individual's gross income is distributed among eightschedules, but only to classify for related deductions (ibid., p. 98) and toavoid a general definition of income, since whether an item is taxableor not depends on whether it is to be found among the enumerateditems in the eight schedules The same tax rate schedule embraces all

these incomes. 
The states' turnover tax has been transformed into a value-added(ibid., p. iog). With tax one exception, no new taxes other than the onerecommended in the report are in force today, and all of the 1964 taxesnot recommended for repeal are still in force. The one exception is a taxon the ownership of a motor vehicle. It is a state tax, but 5o pe-rcent ofthe revenue is transferred to municipalities.
Passing now to substantive changes in particular taxes, we find thattwo of the three chief recommendations for the corporate income taxare in force today. The statutory rate of the tax on legal entities (corporations, chiefly) has been raised from the 28 percent of 1964 to 35 percent, but there has been added another 1o percent applicable to thatcertain figure (about $300,000 U.S. dollars). This 

part of profits over a 
additional zo percent seems to have been viewed by some as a sort ofsubstitute for the old excess profits tax.'An accelerated payment requirement was adopted for large-profit entities, which had to file semiannually, instead of annually, and had to paythe tax on the half-year's income within three months (Price Waterhouse,p. 104, and Tax News Service TNS), Jan. 31, 1986,
6ecree-law p. 8). But a 1987
requires that taxpayers must now file on aschedule: (i) more complexsome prepayments in September to December of theincome year, (2) "twelfths" from January to March of the filing year, and(3)remaining installments, April to August. Other legal entities pay inmonthly installments from April to December of the filing year. Theg8s law required current payment even by individuals, but this has
not been substantially implemer;

In contrast, the chief recomn 

4.
 
tions with respect to the individual income tax have not been auj, with a minor exception: theinitial bracket rates of 3, 5, 8, and to percet have been consolidated,not into a to rlercent rate, but into two rates: 5 and to percent (PriceWaterhouse, p. i 16). The rate schedule continues upward with 5 percent intervals. The allowance for dependents has been made smaller, 
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not larger, relative to the primary allowance, than it was in 1964 (ibid., 
pp. 1 16, 119). Bearer shares ale still allowed (ibid., p. 32).

Capital gains and losses are still not taken into account in computing 
an individual's taxable income when they are from shares in "quoted
companies" ("public corporations"), or, if the asset has been held five 
years or more, from other shares (ibid., p. 99). Capital gains fro,,I other 
share-holdings or from real estate are taxable, with an optional 25 per
cent rate. Withholding of income tax from individuals' incomes has
apparently not been refined as suggested 13)al in the summary table).

There are only two structural recommendations under "consumption
taxes" in the summary table (group 2, items Ihi and Jil). Neither of them 
has been adopted. The federal value-added or "excise" tax gives credit 
for tax paid on raw materials and component parts (Price Waterhouse, 
p. i to), but apparently not on machinery and plant, etc. As to services, 
a tax reform that was said to be "under way" in 1985 (TNS, July 31,
1985, p. ioi) includ'!d "extension of VAT to services: services, currently
subject to the municipal tzx on services (iss) at rates between 2 percent
and 5 percent, will be subject to VAT (ICM) Ithe state tax] at the rates
applicable to the suppliers of goods," but Price Waterhouse describes 
that tax as still applying only to "physical movement of merchandise" 
(p. 109). 

As to stamp taxes and "taxes on motor fuels, etc.," no structural rec
ommendations were made by the report. 

The record on the tax measures listed under "State and Municipal

Taxes" in the summary table is mixed. The tax on transfer of real estate
 
has been reduced from its highest rate of 12 percent (p. 8o), not to about
 
i percent (p. 22), but at least to 2 percent, and, for transfers at death or

by gift, to 4 percent (Price Waterhouse, p. 112). (This tax is now a state
 
tax; in 1964 it was reserved for municipalities.)
 

Taxation of rural land has been transferred from the municipalities to 
the federal government (p. 22; Price Waterhouse, p. I12). As to death
duties proper, "There are no (comprehensive) wealth, gift or inheritance 
taxes" in Brazil (ibid., p. tot). The report remarked that "The state tax 
on transfers at death will be kpt at low levels because of interstate 
competition for wealthy decedents as long as it remains reserved to the 
states" (ibid., p. 76). Did competition in fact reduce the rates to zero? 
MTansfer of real estate, however, is still taxed, on death or gift.

Although the compulsory loans based on income are no longer lev
ied, there is now in effect a compulsory loan that uses a purchase figure,
rather than net income, to determine the amount of the loan. A decree
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and gasoline for motor vehicles, and buyers 


a w 23 a Compulsory loan o n Miso n 287 
The loan is repayable, to these buyersitis ai, on buyers Of alcoholre Oest, in three years, but it is repaid pwiacssenge 

o t he wit accum ulated inter.r.the Fund for National Development not in currency, but in shares ofThis measure is therefore more of a COmpulsory loan. The amount to 

which can be sold in the market.be paid upon pu-cI,.ze is: 28 percent on 
 the cost 
of alcohololine, and 30 percent 20 p ercent o r gasn the
ae, respectively not older o t tthcnt, or 404). The seller adds the I teacent, or Percent of the cost of car4.h lo 
ar 4 Years (rNs, thatate an amount to the price of t.e fuel or the car 

and remits that amount to the tiasury This 
A ug. 31, 1986,figure.te-eou.tissapretyteirtiep.s ppar,etl theirsttmiany country that a compulsory loan has been based on a purchase 

F HindsightHad the forthcoming periods of renewed severe inflation in Brazil been
foreseen,pehaps most of the report would have been devoted to meth.adsOf maintaining real revenue from a tax system in such o':riods with. 

out gross inequties.The ensuing inflations might not then have beenas severe 
This was not the task(mid r987)that problem could scarcely fail to dominae a 
Inflation at an annualized 

set for the report, however •imilrTodaywas followed by the "Cruzado Plan" (the cruzado was the name given to 

rate of more than 400 Percent inearly 1986the new currency) involving 
rededs 

wage and Price freezes.Inflation was greatly
 
percent 

not adopted, and by early 1987 inflation was again running at about 400
a year(Cohen, 


needed to make such freezes last WereIn fact, this experience with high-rate inflation in Brazil has led to
construction of an ind 


p. z).far from Perfect, less imperfet gtaf n c
ss..
mperectregime for incomee tax tha bathe Cruzado thati id lo be, ifPln wa adotdry 
goes under the name of "monct, 

than any similar regime elsewhere,restatemzretame
Plan, et"l itwa a 'anJwhee. Iuted se 

heBracket boundaries huthas recently been reialong with for the personal income taxiudall -qgures in the income 

nted
tax l updated annuallySiial 
are 

icraey theincreased by tilt price index. 
h htop txlwexpressed in cnlzados. 

rical basis for reckoning capitalAnother direction the report might have taken would have been to set 

gainththe or loss is 
problems and Possibilitiesthat Were suggested in the report. A specialrecommended of new forms of taxfor the states. case is the value-addedTo have taxmade such a contribution, 

the 
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report would have had to depend largely on introspection and specula
tion, since no country in 1964, imposed a value-added tax that extended 
through the retail stage. Indeed, when the Brazilian states, three years 
later, introduced such a VAT, they were the first {Shoup, September, iql:6, 
pp. 2-3). For a VAT restricted to stages prior to retail, experience couid 
in x964 be drawn from only one country,France, aside from Brazil itself 
(federal tax). 

A more drastic judgment would be that no project at all should have 
been undertaken with such restricted resources and time period. But 
this seems unduly conservative a view, considering the several recom
mendations that were in fact adopted (or at least duplicated). The Bra
ziliar, tax system has improved. 

Tobbe sure, the very high rate of inflatioiL might seem to imply that 
the Brazilian tax structure is still .omchow deficient, that it is unable 
to produce the greatly increased tax revenue that would be needed to 
check inflation-the system would break down under a sharp increase 
in tax rates. However, this view seems unwarranted. The Brazilian tax 
structure appears sound enough to supply whatever revenue is needed, 
under higher tax rates, to stop inflation. If inflation continues, it is not 
because the Brazilian tax system is structurally deficient, but because 
of deep divisions within the society as to how the burden shall be dis
tributed among the income classes, between urban and rural inhabi
tants, and the like. 

Even the uncertainty that characterizes inflationary finance speaks 
in favor of it to legislators in a country where social and economic 
conflicts are so great that coiirensus on how to distribute the bur
den, beyond a modest level of taxation, is virtually impossible to 
achieve .... The overriding distributive feature (of inflationary 
finance) is ... the absence of any need ever to make an explicit 
decision on how the burden shall be distributed, even initially. It is 
this freedom from the need to make up one's mind in order to 
reach an explicit compromise that is so attractive in a turbulent 
political environment. (Shoup, 1969, p. 459) 

The reader is warned that ol the statements above concerning the 
Brazilian tax system "as it exists today," many may soon be obsolete, 
since "a new Constitution" is being drafted containing between four 
hundred and five hundred articles; "the chapter on taxation is going to 
change completely the present system" (letter from Xavier Ferreira to 
Shoup, Feb. i 1, 1988). 
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IV.Liberia 

C 9 A. Genesis of the Pmject

The need for tax reform in Liberia in the late 196os was apparently first 
advanced by the secretary of the treasury in his annual report .e 
year 1966-67. He was opposed to any "new taxes on nationals" for fear 
of "adverse effects on the level of spending power ... in a low income 
cconomy such as ours." Instead, he saw a need for "rationalising" the 
tax system, after "determining the incidence of the existing tax struc
ture on different levels of income earners!' To this end, he proposed 
establishing a tax commission "to review and analyze our entire tax 
law," and to make the incidence study. In his next annual repoit the 
secretary published some incidence figures, "based upon a limited anal
ysis!' Taxpayers earning less than $300 a year or more than $6,000 per 
year were found to be paying more than 7 percent of their incomes in 
taxes, while those in the $300-$6,ooo group were paying from 6 to 7 
percent. 

In 1968 the president of Liberia appointed a tax commission, under 
the chairmanship of the secretary of the treasury, using terms of refer
ence suggested by the secretary in his 1966-67 report. 

The chairman of the new tax commission consulted with Harold 
Moss as to methods of getting the tax reform study under way. In the 
196os Moss had developed and directed a system whereby the United 
States Internal Revenue Service assisted developing countries-and 
some others too-in creating efficient tax administrations by supply
ing its personnel on loan for extended periods to those countries. Moss 
suggested a technical tax reform mission similar to the one he had been 
so influential in originating and implementing in Japan. Since Liberia 
was about to be given assistance in this or a similar manner by Moss 
and his colleagues, this seeme .'nappropriate occasion for advancing 
the idea of a mission that woulu ,Lal with problems of broad tax policy 
and substantive details with which the administrative teams could work. 

In January 1969 Secretary Weeks asked me to come to Liberia as soon 
as possible to discuss arrangements for a study, on behalf of its tax com
mission, of the Liberian tax structure. I went to Liberia early in June to 
talk with Weeks and his officials, and then to meet President lbbman 
(who was in London at the time), to insure his personal commitment to 
the proposed tax mission. 

In my files I find a brief note I made on the June t i meeting with 
Weeks et al.: 
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Debt service is about $15 million or about one-quarter of total 
government expenditure. Educati'n takes about io percent to iI 
percent; farm improvement, only about z percent to ! percent, 
much too low (Weeks) i:.i Orgely agricultural country. Debt ser
vice rises about 1972 .... l'he several types of poll tax sho'ild be 
replaced in part (Weeks), perhaps by increasing the income tax. 
Top rate of income tax is 35 per ent, but that doesn't inatter, since 
nobody pays the top rate (Kennan). Mining companies reduce their 
income tax by capitalizing largely with debt .... Customs revenue 
is about $2o million out of the $56 milli )n coral tax reven,e .... 
The present revenue system's yield probably won't grow as much 
as 5 percent aveal, and may even not grow at all (K!. With achange 
in structure and better administration we would hope it might 
grow at 5 percent ayear )W-but the increase might be just once 
fo, all (K).... Customs collections cost abo,.t 2percent (Greves) 
... Illegal octrois lit seems to me that is what they arel are col
lected on transic of goods by some tribal groups or chiefs, and are 
tolerared, some of them at least. There are nine counties, each 
with its superintendent, but no local financial autonomy,not even 
for Monrovia, the capitl city Poli::e and fire protection are pro
vidcd by the centrol government. Much remains wodo, to improve 
tax administration (G).... I beria tried to harmonize its ta.: sys
tem (and also agricultural policy and other matters) with three or 
four of its neighbori, states afew years ago, but political develop
ments destroyed the techliicl agreements that had been reacled 
.... There is no central bznk in Liberia. The government borrows 
from commercial banks, a an interest chaege one pei.entage point 
above the U.S. prime rate .... 

The proposed tax mission was no u deal intensively with tax admin
istration, but was deemed necessal. chiefly, it appears, because the 
authorities teared that in the years ahead the existing tax system would, 
as in the past, fail to keep pace with the growth it, the monetl.ed sector 
of the Liberian economy. This growth was expected to demand increas
ing amounts of government services such as education of the work force, 
the building of highways and other transportat on facilities, and assur
ance of fire and police protection. Moir over, even apart from growth,
':he existing tax system needed some strengthening if grants frim abroad 
and borrowing horn banks were not to be depended on continually. (In 
1967 these two sources had accounted for 17 percent and 23 percent, 

http:monetl.ed
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respectively, of total soulrces of funds, the remainder coming from taxesand a small amount of nontax current revenue [report, p. 541.)The immediate fiscal picture was not threatening enough to warrant 
a crash program of taA reform, but the report did find that the $5s million estimated yield of the tax system for the calendar year 1969 wouldneed to increase so :hat for 1970 it would be some one or two milliondollars more than it would bt if the system were left unchanged (report,PP. 14, ss). The existing tax system was deficient with respect to thecriteria that the mission proposed to use in formulating a restructuring,
quite apart from total revenue: horizontal equity, efficient allocation ofresources, reduction of involuntary unemployment, vertical equity, and
economic growth (p. io!.

As the Progress Report of the Tax Commission put it: "in a growingand develnping society the government nceds tend to increase muchfaster than private needs .... Public support of governments ... can bedirectly related to tax equity and the belief that the tax system is fair .... Where the ... non-monetary segment of the economy is large, atix program is needed which does not discourage entry into the urban
moneiary labor force" (pp. 3-4).

Moreover, there were two other reasons for restructuring the tax system, rather than simply raising rates. First, much of the tax revenuecame from large foreign companies operating concessions within Liberia. This revenue arose chiefly from the iron ore extractors, whose taxobligations, in terms of tax rates, were fixed in the concession agreements. Second, no matter how much c.,tministrative help and advicewas received from the Internal Revenue Service and other foreign
sources, increased rates under the existing tax structure and "tax atmosphere" would probably induce even greater tox evasion (p. 
 4-8).
Although the tax mission would not focus on techniques of adminis,ration as such, it was hoped that it might be able to suggest structuralchanges and improvements in the tsx atmosphere that would reduce 
evasion somewhat. 

B.Initiationof the Project 
Initiation of the project proceeded rapidly after the June conference inMonrovia, referred to above. As Irecall, there had been no difficulty inreaching agreement with seci'etary Weeks on terms of the contract.There were, to be sure, certain restrictive clauses: "at least three otherpublic finance experts from the field of economics [sic) to be chosenby lShoupl ... with the approval of the Government," and the "ur.der
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standing" that "the printed version of the report will not contain any 

material from the typewritten or duplicated report that, in the opinion 

of tfe Government, as expressed by the Secretary of the Treasury,should 
be treated as confidential." Given the reassuring atmosphere in which 

the June conference in Montovia had been conducted, there seemed no 
reason to fear that these restrictions would undermine the mission's 
usefulness. 

The typewritten or duplicated report was to be submaitted by Septem
ber 20, 1969; the printed copies were to be available by March 31, 1970 

(this date was later extended by a few months). 
Secretary Weeks thought it would be advisable to have at least one of 

the members of the mission from outside the United States, and I 
ag:eed. Otherwise I do not recall anyone offering any suggestions as tr 

membership tun the mission. There were four of us: Douglas Dosser, 
York University, England; Rudolph G. Penner, University of Rochester; 

William S. Vickrey, Columbia University; and myself. All were profes
10 

sors in the field of public finance.

C.The Tax Mission Report 

z. Publication. Arrangements for publication of any studies were my 

responsibility. I first sent the report to Johns Hopkins Press, which had 

published the Venezuela report, but they declined it on the grounds 

that it lacked enough comparative material (othL, countries) and sup

porting theory on economic development. I then approached the 

Columbia University Press, and on March 26, 197o, reached an agree

ment whereby the Press would, not "publish,' but "manufacture and 

distribute the WORK exclusively throughout the world, and to advetise, 

catalog, and promote it to the same degree as a regular PRESS publi

cation!' The Press was paid $5,400 from the mission's budget. They 

agreed to provide me with 8oo free copies (6ooof which I sent to Liberia 

for distribution). 

2. Contents,in General.A substantial part of the study was given over 

to nontax matters: a section of nearly forty pages on the economy of 

Liberia, with emphasis on the national income accounts, and one of 

twenty-four pages on nontax revenues. It wa., nevertheless possible to 

treat substantially structural and conceptual issues of various taxes in 

the remaining space, since the report did not need to analyze int::rgov

ernmental relations (there being none), or to describe in detail tax 

administration. 
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The report treated in detail the tax ratios derived from national 
income accounting, important because in Liberia there was a much 
greater difference in the totals of gross domestic product and gross 
nationalproduct than is usually found in larger or more developed econ
omies. The domestic product was i-early half agair. as large as the 
national product, indicating that a substantial portion of the value pro
duced in Liberia flowed out of the country to foreign investors and other 
outside factor owners. A comparison of a tax total with an economic 
flow total needed to distinguish taxes paid out of value flowing abroad, 
and of course the flows themselves. This was done in chapter II and in 
the appendix and tabular appendix to that chapter. 

The problem of how to tax the large nonmonetized sector of the econ
omy (the "subsistence sector") was also important to this particular 
report. The subsistence sector in Liberia was large compared with the 
monetized sector, at least in terms of population: an estimated 700,000 
persons in the subsistence sector against only 400,000 in the mone
tized sector. 

3. Recommendations 
a. Revenue from concessionaryenterprises.Liberia's income tax reve

nue was derived largely from a few foreign-owned corporations operat
ing iron-ore concessions. The concession agreements stipulated the 
terms on which the taxable profit of these enterprises was computed. 
The mission report therefore developed a set of ruli to be followed in 
such computations, it tl:2"concession agreements were to be reviewed 
so that existing practice could be changed. This was probably the first 
attempt in taxation literature to develop systematically the issues of 
taxation of profits that arise under a concessionary enterprise subject 
to the income tax (chapter IV). 

The impoitance of this problem to Liberia can be seen in the fact that 
in 1968, out of a total income tax revenue of $19.i million, $7.6 mil
lion, or 40 percent, took the form of government shares in the profits of 
four large iron ore concessions (p. 59). This was 15 percent of total reve
nue from all taxes. Another $4.8 million was corporate income tax paid 
by two large concessionaires outside the iron ore extraction industry 
(pp. 58-59). 

The report questioned the appropriateness or fairness of the fol
lowing practices found in the terms of the concession agree
ments: it) financing heavily by debentures owned by those with an 
equity interest with deduction of interest on these debentures in com-

I 
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puting taxable income; (2) reducing selling price of the concession's 

product to those who had helped finance the enterprise; (3) deductions 

or allowances contrary to accepted principles of accounting, e.g., deduc

tion for "depletion" when the concessionaire had paid nothing for pos

session of the natural resource and had been allowed deduction of explo

ration and other development expenses, deduction of two or more 

duplicating charges: depreciation, cost of replacement or renewal Jor 

contributions to a reserve for that purpose), and debt amortizatton, and 

use of actual sales prices that were in fact below an arm's length trans

action price because the buyer had an interest in the seller or in some 

way aided the seller; (4) deductions or exclusions not granted to the 

general taxpayer, e.g., carry-over of losses (eight other items were noted); 

(5) tax holidays so lengthy that the present value of the benefit to the 

loss to the government,enterprise was much less than that of the 

assuming a higher discount rate to be applied by the enterprise than by 

the government; (6) extension of tax privileges to suppliers to the con

cessionaire, e.g., financial institutions; (7) guarantee to the concession

aire of tax treatment as favorable as any given in a later year to another 

concessionaire in the same industry; (8) exemption from import duties 

of goods not used by the concessionaire in its business (in general, this 

was not the practice); (9) stipulation that the government must accept 

the findings of an audit of the company's books for tax purposes that is 

made by an auditor of the company's own choosing. 

Although the tone of the report was restrained (pp. 67-69), the infer

ence was clear: sophisticated foreign investors may well have taken 

advantage of the government's relative lack of expertise in the tax field 

in the drawing up of the concession agreements, and if the concessions 

could be reopened, these tax anomalies should be rectified. 

The report also discussed the pros and cons of special tax treatment 
customsfor concessionaires under other taxes, including widespread 

exemptions, exemption of dividend and interest payments by conces

sionaires to residents of Liberia, and exemption from user taxes on 

motoi fuel and vehicles, without making specific recommendations for 

the Liberian tax system. Royalty payments to the government in lieu of 

income taxation were also analyzed (pp. 69-74). 

(b) Personalandcorporationincome taxes. The report recommended 

that the "austerity tax" be allowed to expire as scheduled at the end of 

1969. This was a tax of 4.2 percent of the total earned income for annual 

percent for lesser incomes, and,incomes of $6oo or more, and 2.1 

together with the per capita tax and the hut tax, injected a regressive 



295 Retrospectives on Tax Missions 

element in the lower ranges of income. It also caused duplication of
administrative effort and was difficult to enforce uniformly among
small taxpayers. It also did not reach unearned income. 

Partly to make up for this revenue loss, the report recommended that
the flat $i, oo exemption under the personal income tax be reduced to
Si,ooo and the rate schedule that ran from 2 percent to 35 percent be
compressed to one of 8percent to 20 percent (on 1967 incomes, no one
had paid personal income tax at a marginal rate of over 25 percent, and
only two taxpayers at rates exceeding 20 percent). A lower exemption
for a single person and allowances for dependents should not be intro
duced, owing to difficulties of administration and compliance. The low
ceiling rate of 20 percent was recommended partly to aid in the coun
try's announced policy of inducing a flow of persons and resources from
the subsistence sector into the monetized sector, and partly to enhance
compliance and taxpayer morale. If these and other tax lowerings
depleted the revenue below the goals set, the initial rate could be set at
io percent and the top rate at 25 percent Ion that part of one's income 
over $i o,ooo).

The report had little to suggest as to changes in the definition oftaxable income: "The definition of income provided in the Liberian
income tax law is admirally comprehensive. Especially important is
the inclusion of capital gains" (p.8o). The existing deduction for per
sonal taxer was deemed undesirable, and the deduction for losses from
fire, theft, etc., should be allowed only for large losses. Refunds ofoverwithheld tax should be given promptly. A loss carry-over for busi
nesses should be introduced, at least a loss carry-back, if not also a loss
 
carry-forward.
 

Partnerships were taxed separately on their income at the same rates
 
as individuals. Change to the more usual system of attributing to each
partner his share of the partnership's income was not recommended fozLiberia, for administrative and compliance reasons, except where an
individual divided his income among a number of partnerships in order 
to put more income in the lower brackets. 

Regarding the corporation income tax on concerns other than con
cessionaires, the report had little to add, except that the existing dou
ble taxation of dividends might be mitigated by allowing "individuals 
to include in ticir taxable income only ... say, half of the dividends
they receive from Liberian corporations ....Given the small amount
of dividend income currently reported by individual taxpayers, not 
much revenue would be lost by such a provision ....A more thorough
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going form of integration might be worked out at a later time when 
administrative problems are better in hand" (p. 86). At that time, corpo
rations were taxed at graduated rates generally 5 percentage points 
higher than those on individuals, with a minimum rate of ro percent, 
no exemption, and a maximum rate of 45 percent on that part of the 
income over $5oo,ooo. 

(c) Percapita taxes,hut taxes. To get the fuli flavor of the analysis of 
these taxes, unfamiliar to developed country economists, we reproduce 
the mission's paragraphs on the main points [pp. 89-9o): 

The "per capita" tax, at present $6, is levied throughout Liberia 
except in the tribal [subsistence, nonmonetizedl areas. It is com
posed (if a $2 tax per lot-hence not actually a tax per capita 
-and a consolidation of four formerly distinct taxes: the develop
ment tax ($i), the health tax ($i), the Coast Guard tax ($),and the 
relief tax {$i). In addition, residents of Monrovia pay a $2 water 
tax. On top of these taxes there is a temporary tax of $to per capita 
on all adults outside the tribal areas, to finance an emergency relief 

fund for education. 
In the tribal areas these same taxes apply (except the Monrovia 

water tax, but on a hut basis instead of on per lot or per capita 
basis. No matter how many adults are in a single hut, the total tax 
is still $t6. Theory would suggest that huts would be larger and 
fewver under this kind of tax pressure, and, indeed, we have been 
informed that this tendency is observable in some areas, more per
sonm, per hut and larger huts than was the case before the $to edu
cation tax was imposed. 

The combination of hut tax and "per capita" tax is a slighly but 
erratically, progressive tax, since those who live in huts are on the 
average somewhat poorer than those who live in houses, and the 
hut tax comes to less per person (except for the single-occupant 
hut) than does the "per capita" tax .... 

About the only reasons for keeping the hut and per capita taxes 
are: (i)they are relatively easy to collect; (2)the hut tax maintains 
a link between the government and the local chieftains, who obtain 
a commission for collecting the hut tax. To repeal the hut tax now 
would be to force too abrupt a change in the relationship of the 
national government to the tribal areas. And if the hut tax is 
retained the "per capita" tax on the rest of the country can hardly 
be repealed. 
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As a step toward eventual repeal of these taxes, however, we rec
ommend that the $ioeducation levy be discontinued, its revenue 
to be replaced from part of the changes recommended for the per
sonal income tax. 

(d) Real Estate Taxes. Only three pages were devoted to real estate 
taxation in the report, not because the subject lacked interest, but 
because "our recommendations concerning the taxes on real estate are 
made with somewhat more diffidence than others in this report. This 
form of taxation appears to be deeply involved with the sociat and polit
ical character of the country, and we have not been in Liberia long 
enough to explore the problem to the depth that it would require if 
definitive recommendations were to be made" (p. 95). Eariier in this 
chapter: "Moreover, in a context where any vigorous attempts to enforce 
the payment of the property taxes are inhibited by political considera
tions.. p'p.89). 

The recommendations, or perhaps suggestions, were: 

Move gradually toward more equal taxation of land with that of 
improvements, and eventually even toward heavier taxation of land, in 
place of the system that taxed town lots at $2per quarter-acre lot while 
imposing taxes on the value of commercial improvements at 2 percent, 
of industrial improvements at ipercent, and of residential, farm, and 
other improvements at 0.5 percent. Farmland was taxed at up to 6 cents 
per acre. No attempt had been made to assess the value of land, either 
urban or rural. 

The tax on all rents, at to percent of the rent paid, should at least be 
mitigated by eliminating the double and triple taxation that occurred 
when both land and improvements were leased (the rent of the latte: of 
course including the value of the use of the land) and when subleases 
existed. Eventually, the lease tax should be repealed; it had been enacted 
as a temporary tax to pay off the debt incur:ed in establishing the Coast 
Guard. 

Impose a uniform rate on industrial and commercial improvements. 

It will be recalled that these real estate taxes were national taxes, not 
revenues of a municipality 
(e)Taxes on imports. A relatively lengthy (twenty-six pages) and 

detailed description and analysis of import taxes was given in the report, 
partly because such taxes, the second most important source of reve
nue, provided about 35 percent of total current government reveiuwes 
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during 1966-68, and partly because the nature of this fild lent itself to 

a number of very specific recommendations. 

The major recommendations on tariffs were: first, that rates on capi

intermediate goods should be reduced significantly or elimital and 
nated, but the revenue loss should be held to $2 million and should be 

partly recouped by tariff increases on consumer luxury items, and, sec

ond, that the Investment Incentive Code should be phased out. This 

code gave the government great power to discriminate on a firm-by-firm 

basis; that is, it allowed reduction of tariffs on goods used by particular 

firms, thus increasing "effective protection" for those firms. Several rea

sons were given for finding "the enormous powers of discrimination 

inherent in the presenit Investment Incentive Code disturbing .. ' (p. 

xo6l. 
highly paid group of expert customsIn addition we proposed that "a 

inspectors should be created in the customs administration, and they 

" (p. 122). The report's analysis ofshould be assigned to ports of entry.. 


import taxes devoted nearly three pages to administrative problems.
 

Other recommendations were that the government should g-idually 

eliminate its own duty-free privileges, more use should be made of the 

computations of duty-free imports by institutions, future concession 

agreements should not exempt companies from consular fees, and, if 

the lndustriai Code were not phased out, future contracts should limit 

duty-free imports of each item and impose restraints on the prices 

charged by monopolists. 
(f) Export taxes. Export taxes provided only a small amount of reve

million nue for Liberia: in 1968, only $t.2 million out of a total of $5o 


tax revenue. The report's recommendations were (pp. 126-27}:
 

Suspend the rubber export tax, which burdened the Liberian producers, 

not the world consumers, until the price of rubber exceeds 25 cents a 

pound (in 1968 the average price was 19 cents). When the price equals 

opercent of the amountor exceeds 25 cents a pound, the tax should be 

by which the price exceeds 2o zents. The tax should be deductible from 

taxable profits and no onger a credit against income tax. In fact, "only 

seen prices above 20 cents over thethe highest grades of rubber have 

last three years, and as a result, the rubber export tax has been larF,-ly 

125). (By June, 1974, however, rubber had in factirrelevant .. !' (p. 
reached 39 cents.) 

their existing levels. These con-Maintain the other export taxes at 

sisted chiefly of export taxes on minerals, precious metals, and gems, at 
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-io or i sperce nt, and on wood products at $3 or $5per i,ooo board feet.
 
"The bulk of the revenue comes from the export of diamonds and some
 
comes from wood exports" (p. 125).
 

Ifexisting coffee conditions continue, the government should negotiate
 
with the Liberian Produce Marketing Association (LPMC)"to siphon off
 
a higher share of coffee profits" (p.127).
 
The existing stumpage tax should be integrated with the export tax on
 
wood and wood products.
 

(g)Business and occupation licenses. A mercantile license "fee" of 
i.s percent of the maximum inventory held by any business that sold 
merchandise and a series of fixed license "fees" for occupations, both 
levied yearly, were supplying about 3 percent of total tax revenue. The 
report showed no enthusiasm for either but concluded that, lacking any 
better alternative, the), had better be kept, with the tax rate and the 
fixed amount increased by So percent. The tax on inventory was judged 
to be "a desirable, if crude, substitute for a retail sales or value-added 
tax, because it is relatively easy to administer even where the establish
ment keeps no records or keeps multiple records for tax and other pur
poses" (P.129). The license applicant, under either type of "fee," should 
be required to prov. "hat income tax forms have been filed for the previ
ous year, unless the applicant is exempt from filing. From a sample of 
the fixed license fees for occupations, we see that, for example, tailors 
and barbers paid $io, architects $15, accountants $25, drivers $5o, and 
physicians $ioo. in Monrovia, 1967-68, the record of fees paid included 
17 accountants, no architects, 48 lawyers, and one surveyor. 

(h)Excise taxes. "Various laws impose exci e taxes on a number of 
domestically produced goods aat services in Liberia, but many are not 
collected" 1p. 13o). Those collected were taxes on beer (5o cents a gal
lon), carbonated beverages (30 cents a gallon), and cinema tickets (1o 
cents a balcony seat, 5 cents an orchestra seat). Those not being col
lected were on paint, certain footwear, liquor, cement, and jewelry. "The 
government expects soon to be collecting the taxes on cement and dom
estically produced liquor. Thus far collections have been retarded by a 
series of administrative lapses, the most recent being the failure to pub
lish regulations to accompany the tax legislation. The tax on paint is 
irrelevant at the moment because the country's sole paint producer has 
a seven-year tax holiday, and the tax on shoes does not apply because 
the only shoe producer recently went bankrupt. The lack of jewelry tax 
collections is somewhat more mysterious. Many officials were not aware, 
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that the jewelry tax was on the books, and one suggested that in any 

case it woud be foolish to tax an industry which has recently been 

showing great promise as an exporter" (p. 131 . 
"The tax on beer was imposed on the country's only beer producer to 

recoup some of the customs revenue lost when domestic production 

bega. to replace imports. The excises on paint, gasoline, domestic 

liquor, and cement have a similar philosophy ....We believe that this 

strategy should be examined carefully" (p. 13 ). 

The report came to the following conclusions: there should be a dot

bling of the excise tax on liquor, of license fees for sellers of alcoholic 

beverages and owners of stills, and of the cinema tax. The taxes on 

jewelry, shoes, and paint should be repealed; and, ;n the longer run, the 

couruers and/or meters should be installed atcement tax, too. Bottle 


soft drink producers, distilleries, and bottling plants for distilled spirits.
 

(i) User taxes on automotive transport.The total tax on an ordinary 

car was $39.25 a year, and on a driver's license, $7.50. The first "is quite 

low compared with many other countries, especially developing coun

tries" Ip. 139). The report recommended an increase of so percent in 

the car tax. As to the gasoline tax, to be collected from the newly con

structed sole domestic refinery (fully protected), "the proportion that 

12 cents bears to the pump price of motor gasolinethe excise duty of 

labout 40 cents per U.S. gallon] is quite low in Liberia ....We see no 

reason why the excise duty may not be progressively raised over the 

next few years ...so that the tax rate would approximate 32 cents per 

U.S. gallon on a gallon sold 'or 60 cents tax-inclusive at the pump" (p. 

143). The increased revenue should be dedicated to a highway develop

ment fund. The report went on to point out the important developmen

tal results that could be obtained by increasing the road network. Even

tually, tolls should be charged on long-distance paved roads and on entry 

to, and possibly movement within, Monrovia. 

0) Possible New Taxes 

Death andgift taxes. 

...in a country that, like Liberia, has no net wealth tax and-so 
a death tax seems espefar-only a very light tax on real estate, 

cially appropriate, provided it can be administered without too 

much inequity within this group of taxpayers ....An estate tax 

levied on the decedent's aggregate transfer would be the preferable 

form, administratively. Property not passing at death would, of 
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course, pay no tax. An important example is land in the interior 
held under tribal rights. It the cities the ownership of many prop
erties is unclear, but ... tax reform, either in the real estate tax or 
if a death tax is adopted, cannot wait upon title reform. Tax reform 
must force title reform .... A gift tax should not be introduced 
until experience has been gained with thc death tax." (pp. 150- 51) 

The report noted that apparently few, if any, of the countries of tropical
Africa imposed a tax upon transfer of property at death or by gift,
whereas such a tax, at death, was common in the countries of South
east Asia. 

Generalsales taxes, including value-addedtax. 

On the face of it, there is no case for a general sales tax in Liberia,
where consumer commodities for the middle and upper income 
groups a.-e almost entirely imported, and those for the low-income 
groups are domestically produced and in large part produced by the 
consumer himself ... customs duties imposed for revenue ... are,
in principle, the preferred method for taxing consumer commodi
ties. Consumer services remain untaxed, to be sure, but aside from 
domestic service they seem to be less important in the Liberian 
consumption pattern than in developed countries .... In practice,
however, the administration of the ad valorem, rates of the customs 
duties encounters difficulties of valuation so severe .... Should 
the existing $18 million of customs revenue be collected instead 
under two taxes, that is, part of it from customs and part of it from 
retailers? There would be less pressure for dishonesty at any one 
point in the (taxi system .... But the very number of retailers 
makes administration expensive per dollar of revenue .... Many
retailers are said to keep no books .... Much consumption is never 
preceded by a retail sale, notably "subsistence" consumption .... 
The full tax would still have to be levied upon import when the
goods were brought in directly by a consumer .... To concentrate 
all the luessure of the $18 million at the retail level would make 
the tax unworkable .... But if the customs duties were continued,
although reduced Ly, say, one-half from their present level, and f
the retailer were given a credit against his retail sales tax in an 
amount equal to the tax paid at customs on the goods he sells at
retail, the retailer would have less chance of success in underre
porting his sales .... Meanwhile, it would not matter much, if at 
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all, how far evasion had proceeded at the import stage .... A sys. 
tem resembling the one just described has been tested and found 
successful, over the rast two years, in several European countries, 
under the name of "value-added" tax .... A complete value-added 
tax system ... imposes a tentative sales tax not only on retailers 
but also on wholesalers, manufacturers, farmers, and raw material 
producers .... But in the Liberian economy, where imports pre
dominate, it might not be worth the extra administrative effort to 
exteni the scope of the tax in this way .... ]Moreover] this split 
tax system. . has one grave limitation. It cannot work well unless 
it is kept simple .... (TIhere must be just one tax rate it retail on 
all goods, whether luxuries or necessaries . I-encel the progres
sive elements in other parts of the tax system would need to be 
strengthened. 

The report thus ended on an uncertain note, with respect to tHe pos
sible introduction of a general s~les tax, specificilly a value-added tax, 
and offered no firm recommendation. 

(k) Nontax revenues. In a chapter on nontax revenues, the report 
went into some detail in analyzing gross and net revenues from the Port 
of Monrovia, the Vessel Registration Tax, Liberian Corporation Fees, 
Postal, Telephone, and Telecommunications, the Roberts International 
Airport, Domestic Airports, the Public Utilities Authority, and the Libe
rian Produce Marketing Corporation, to ascertain whether there was 
justification for raising prices or fees charged in these activities so that, 
through smaller losses or larger profits the government would need to 
raise correspondingly less in tax revenue for general purposes. 

In general, it appeared that little help could be expected from these 
sources. We concluded that port charges would probably have to be 
increased merely to meet the payments due by the government to the 
United States in coming years on the purchase price of the Port, which 
had been constructed by the United States. Moreover, the structure o( 
rates charged by the Port of Monrovia was "economically inefficient, 
horizontally j:equitable, and self-serving from the point of view of 
some of th owners of the Monrovian Port Management Company .... 
ITihis aged, distorted Irate] structure appears about to be revised" (p. 
i6o). The vessel registration and tonnage taxes, a major source of reve
nue (Liberia had one of the largest registered fleets in the world) could 
not well be increased because of potential competition from other coun
tries, and, indeed, existing competition from Panama. Postal charges on 
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foreign mail might be raised without too much loss of traffic, but this 
was not certain (domestic-mail revenue was relatively small). Rates 
could and should be raised for telephone and telecommunication ser
vice, but current revenues were only about half amillion dollars. Land
ing, handling, and parking fees at Roberts International Airport would 
need to be incicased anyway to meet costs of expansion in the near 
future, but there might be ahalf-million-dollar surplus available for the 
government. The Public Utilities Authority was profitable, but needed 
the money for expansion and possible reduction of the high rates. The 
Liberian Produce Marketing Corporation, half owned by the govern
ment, could no. be counted on for an increase in profits in ;he years 
ahead. 

.D. Degrne of Implementation of Tax Mission',

Recornendations
 

z. ProgressReport of Tax Commission, October30, 197o. The Progress 
Report of the Tax Commission, submitted about a year after the Tax 
Mission had delivered its report, concluded that "Although the Com
mission recognized the merits and quality of the Itax mission ...rec
ommendations it was generally believed that the Shoup Report best 
served as a long-run guide toward which the Liberian government could 
move after more careful and intensive study, but that it was not a tax 
package to be implemented in its entirety at this time" (p. 5). This first 
report of the commission would therefore be restricted to "high priority 
items," and the recommendations would in total be revenue-neutral. 
The commission recommended: 

In line with the Mission report, the austerity tax and the educa
tion tax should both be repealed, the revenue loss being made up 
from a lowering of the personal exemption under the income tax 
(to $6oo) and a redesign of the rate schedule for individuals so that 
the top rate would drop from 35 percent to 2S percent. The lower 
rates were to be more steeply graduated than before. A partnership, 
aside from zero exemption, would use the same rate scale. An indi
vidual who was a member of more than one partnership and had 
an income of more than, say, $2o,ooo would have to include his 
share of the profits in his return, taking credit for his share of the 
partnership tax. 1p. i i) 

As to the business and occupation license "fees," the commission 
agreed with the mission that the occupational license charges should 



304 Carl S.Shoup 

be increased by so percent. For the mercantile licenses, the commis
sion went well beyond the mission's view and recommended their
replacement by a "busincss trade levy" based on gross income or gross
sales and covering "a wider group of businesses" (p.8). Rates within the 
mercantile and service categories "would be allowed to vary... in accor
dance with ability to pay" (p. 8). This tax would now include financial 
institutions, service industries ili general, and liquor dealers, among 
others. 

The commission accepted the mission's recommendation that motor
vehicle licenses should be raised 50 percent (with a graduated fee !or 
large vehicles) (p. 12). 

On the other hand, the commission said nothing 'bout reforming the 
tax rules for concessionary enterprises, repealing deduction of personal
taxes under the income tax, providing loss carry-overs, reducing the
double taxation of dividends, repealing the education flat tax, and, even
tually, the hut tax, reforming the real estate tax, altering the pattern of 
taxes on imports, suspending the rubber export tax, increasing the tax 
on liquor, or raising the gasoline tax. Nor was itroduction of a death
and-gift tax suggested. Nontax revenues were not covered. 

At no point did the commission report flatly disagree with a recom
mendation of the mission, except, implicitly in venturing into a gen
eral sales tax against the mission's warning. 

2. Revenue Svmposium, August 1974. In December 1973 Byron Tar,
assistant minister of finance of Liberia, in-'ited me to give a paper at a
Revenue Symposium to be held in Monro ia August 21-23, 1974. My
assigned topic was "Liberia's Tax Structure: Are Material Changes Desir
able? Its Role in Economic Development." Eight other speakers were to
give papers on income tax, customs and excise duties, sales tax, real 
estate tax, and tax harmonization for Licria and Sierra Leone. The
following remarks are based on material received from the Ministry of
Finance before the symposium, incorporated in my paper submitted 
June 30, 1974. 

All in all, it appeared that 
Liberia's tax system is very much the same as it was in 1969.... A 
j cent per gallon motor fuel tax came into force August 25, 1971,
the proceeds apparently to be dedicated for agricultural expansion.
A $3"airport/seapoi t service charge" became effective August 27,
1971,on every person's travel fare abroad from Liberia (except those 
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in transit within 48 hours) 'k law effective April 26, 1972, pro
vided for "an excise a - :ither the production, sale, or con
sumption of all products manufactured within the Republic of 
Liberia," as Chapter 47, "Excise Tax"; apparently further steps had 
to be taken before this tax would be implemented. in laws effective 
February 23 and March 20, 1973, an annual development tax of $j 
per capita or $5per hut in Thbal Jurisdictions %fasimposed. Finally,
in a law effective March 2o, 1973, a i-year carry-forward of busi
ness losses was allowed under the income ta.'t. 

The information in this paragraph is from my piper.
The United Nations Development Programme started a project in

Liberia in February 1973 "to uplift the real estate tax area," with the 
result, by July 1974, that 

a major patt of the properties in Monrovia have been revalued on a 
current market value basis and these will have effect for tax pur
poses from January I, 1974 ....JAI substantial number (.f proper
ties not previously taxed have been brought to account. A system
atic valuation field book system has been utilized in this work;...
the rate of tax on let out apartment buildings and houses has been 
increased from the residential 1/2%rate to the 2%business rate; 
...quite a number of tax loopholes have been closed, e.g. several 
well improved "farm" properties have been valued (for the firLt 
time) and taxed ... likewise by a systematic search at the Deeds
Registny Office many undeclated leases have been discovered and 
tax bills prepared to Yecover the "Coast Guard" :ax due on these. 
(An attempt was made to consider whether to drop this tax but 
met with no encouragement). (Letter of July 12, 1974, from H. J. 
Manning to Shoup.) 

3. The Period 1975-87. Information on changes in the Liberian tax
systt' since 1974 has proved difficult to cbtain, but thanks to four 
,ources,I' enough has been learned to indicate that although a few of
the 1969 report's recommendations have become law, in general they
have not been accepted, and some tax measures quite contrary to those 
re 'mmendations have been enacted. 

Income tax and poll tar,.(n 198o, tileindividual income tax ,ates 
were increased and the personal extmption was lowered. The incr.ase 
in rates was far greater than the mission report would have considered 
practicable: the schedule now went from i1percent on the first $z,ooo 
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to 65 percent on the amount inexcess of $99,000 (TNS, 1981, p. 33). The 
report had suggested a top rate of only 2o percent 1p. 77). This 1980 rate 
schedule is evidently still in force. 

The personal exemption was reduced from $1,soo to $,oo (TNs, 

1981, pp. 21, 33). This $i,ooo was the level recommended in the mis
sion report, but the rise in prices since 1969 makes this exemption 
much lower in real terms than the report called for. In line with the 
report, the practice of giving no other type of personal exemption, e.g., 
for dependents, has been continued. The $iooo exemption is appar
ently still in force. 

A poil tax of $to a year, called a "development and progress tax," was 
introduced in 1977. It strikes all individuals over 18 Jand under 61: 
African Tax Systems). The proceeds were to be used for development 
projects TNS, 1977, Non-Europe, p. 57). Apparently the old "education 
tax" thus reappeared, with a differently stated objective. 

A "national reconstruction tax" was imposed on all wages and sala
ries and on the income of the self-employed, effective August 1, 1981. 
The tax rates ranged from 2 to io percent, but were lowered, as of lanu
ary 1, 1982, to I to 8 percent (TNC, [982, p. 13). But the rates appear to 
be linked, not to annual earnings, but to monthly earnings, as follows: 
i percent on $i to $200; 4.5 percent on $2ox to $500; 7.5 perce-it on 
$5o to $i,ooo; and 8 percent over $r,ooo. Presumably these are bracket 
rates. Apparently the old austerity tax had been repealed, only to reap
pear in this form. 

A "health tax" of $5 per month (not per year) was imposed in the 
fiscal year 1984-85 on all persons in employment and on all foreign 
residents. 

As to the other personal tax in force :n 1969, the $6 per capita tax ($6 
per hut in the tribal areas}, information is not at hand as to whether it 
isstill in force, but since it is not mentioned in African Tax Systems, 
we may perhaps assurne that it waa repealed. 

The personal-tax segment of the Liberian tax system, therefore, is a 
mixture of taxation of personal income in gereral, personal earned 
income, and of poll taxation on an age group and on employed persons. 

When we move to taxation of b-usiness organizations we see, first, 
that partners are now required to include in their taxable incomes their 
shares in the profits of the partnerships, an advance from 1969 that 
the tax mission thought was not advisable at that time. The partner
ship itself is still taxable, but a tax credit is given each partner in respeLt 
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of his or her share in the tax paid Ly qhe partnership (but is a tax re
fund given if that share exceeds the partner's tax attributable to the 
profits?). 

The corporation income tax seems to be about the same now as it 
was in 1969. No change at all appears to havz been made fior 198o to 
1986. The graduat,,d rate scale is somewha! stiffer no, in money terms, 
than it was in 1969: 20 pefcent on the fir $io,ooo, rising to 50 percent 
on that rjait over $ioo,ooo. This change took effect July x, 1977 (TNS, 
1978, Non-Europe, p. 2.o). 

The only corporation tax recommendation in the 1969 report was 
that double taxation of dividends be mitigated, and this has not been 
adopted. 

in 1980 the TNS reported that the investment code was being revised 
with the hope that "investments can be better spread geographically 
and over the various sectors of the economy" (p. 91). 

Real estate tax ('land tax"). The real estate tax is evidently much 
the same as in 1969, except that undeveloped town lots, instead of being 
taxed $2 per quarter acre, are now taxed at 5 percent of assessed value. 
The two recommendations of the report as to tht lease tax and unifor
mity of tax rates have not heen adopted. 

Taxes on imports. A new customs tariff came into effect October i, 
1977; .c "alters the rate of duty on almost all items" (TNS, 1977, Non-
Europe, p. 57). 

In the period 1980-8I to 1985-86, an increased dependence on 
import taxes can be noted, although some reductions were made. In 
198o--8r two increases were enacted. A variable-rate surcharge of 25 
percent was imposed on dutiable luxury items and one of 15 percent on 
all other dutiable nonessentials. An invwi-e entry fee was levied: 7.5 
percent on duty-free and transshipment goods and 5 percent on duti
able goods (lowered to 2.5 percent on transshipment goods in 1981-82, 
but put back to 7.5 percent in 1983-84). 

In 1982, "the duty-free exemptions on imported equipment and mate
rials for foreign companies" were "suspended" (TNS, 198:%, P. 93). 

In 1982-83 the import surcharge of 1980-8i was eliminated for 
several nonluxury goods. The stamp tax on bills of entry for duty-free 
goods processed by concessions was increased, ir, 1983-84, from $0.25 
to $0.75 for each $xoo or a fractio,, thereof. All ad hoc duty-free privi
leges granted to corporations were suspended on July 6, 1984, but 
were reinstituted at 5o percent of the previous levels in November of 
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that year. Finally, an across-the-board increase in all import duties by 
io percentage points was introduced May i, 1985, but several exemp
tions to this were introduced in x985 -86. 

It is not known to the writer whether any of the mission report rec
ommendations on tariffs have been adopted, but the across-the-board 
increase may indicate that little attention has yet been paid to the need 
to reduce tariffs on business goods (producer goods) relative to consumer 
goods, especially consumer luxury items. 

Taxes on exports. The export tax Gn rubber, applied to foreign conces
sions, was withdrawn, in 1983-84, but was reimposed in 1984-8S 
(5 -25 cents per pound). The 1969 recommendation was scarcely appli
cable here in view of the great change in world prices subsequently. 

Business license fees. The recommendation of the tax commission to 
convert part of the license fee area into one subject to a sales tax has 
evidently been accepted; thus the advice of the tax mission was not 
followed. As of 1984 there is a "business registration license" of $400 a 
year, and a senies of "miscellaneous licenses" fixed fees on hotels, res
taurants, diamond brokers, prospectors, etc., but there is also an annual 
trade levy varying from o.5 percent to i percent on total sales in the 
preceding calendar year. "This levy also applies to banks, insurance 
companies, insurance brokers and similar financial institutions but 
slightly different rates and rules are applied" {IBFD, Liberia, p. itf. In 
1985-86 the business registration fees for various categories were 
increased. 

Excise taxes (ex gasoline tax). In i98o-81 excise taxes on several 
items, including beer, were increased, and the beer tax waF raised again, 
on August 1, 1981, by 59 cents to $S.xoper liter, but was subsequently 
lowered to 9o cents per liter. In 1983-84 a special low rate (So percent 
of the normal rate) was accorded to certain items sold by military Pxs: 
beer, stout, soft drinks, domestic spirits, and tobacco; and customs 
duties were lowered to 25 percent of the normal rate for imported spir
its and tobacco. 

Information for comparison with the 1969 rates is not at hand, in 
general. The specific-rate tax on beer has been almost doubled, a step 
the mission recommended for liquor. 

User taxes on automotive transport.The mission recommendation 
that the gasoline tax be raised, from 12 cents a gallon to 32 cents, has 
been more than followed. We recall again chat the price level has risen 
greatly since i969. The tax rate was raised to 32 cents in 1981 and in 
1983-84 was increased to $t.25. This evidently proved too drastic, as 
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the rate was subsequently lowered to 82 cents, but on May x, '985, thisreduction was more than recouped by an increase to $1.50 a gallon.A to percent taxZ980-81. on international air travel was introduced in 
7bnnage tax. Probably in line more or less with the rising generalprice level, the annual tonnage tax on ships registered under the Libe.rian flag was raised from the 1969 level of to cents to 30 cents per ton in1981-82, to 35 cents in 1982-83, and to 40 cents in 1984-85. Presumably Panama and other competitors have enacted somewhat similarincreases. 

E.A GeneralAppraisal
In chapter 6 (tax mission to Japan), I remarked that a tax mission report"is a failure if its authors so misunderstand the environment they aredealing with that virtually none of the recommendationsaccepted." By this test, the Liberian tax mission report must be considered 

are ever 
a failure. The responsibility for this failure, or degree of failure,rests on the director of the mission, not on his colleagues, who pursuedtheir research within the framework agreed on by the director with theLiberian officials.In the income tax field, the failure of the tax mission to influencepolicy seems to have been almost total. For the real estate tax the recordis somewhat better, but not by much. The mission's warning againstattempting a general sales tax has apparently been ignored. Eventual
repeal of the per capita and per hut taxes seems 
as far away as ever.
Excise tax changes may have been more in line with tile mission recommendations, but this is not certain. No tax on transfer at death has beenimposed. Acceptance of the mission recommendations on import duties
seems to have been at least partial, in the distinction drawn between
luxury and nonluxury items, but that had been somewhat in force initially, and the recent across.the-board increases run counter to this recommendation. More importantly, there is no 
record available as to
whether the import duty load has been lifted from, or at least reducedfor, producers goods. As to highway user taxes, the gasoline tax has certainly been increased, but it is not kjnown whether the mission's recommendation that the car tax also be increased has been implemented.The violent overthrow in 1980 of the Tolbert government by Doe andhis associats , and the decline in Liberia's economic fortunes, have probably made much of the description and analysis in the 1969 report inap'licable today. Acceptance now of any of these 1969 recommendations 
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could scarcely be considered, automatically, a "success" fo the tax mis
sion. The financial extremity to which Liberia has come is indicated by 
its acceptance of a group of seventeen United States "operational 
experts" who have 

co-signing authority in several key ministries and state corpo. 
rations: finance, commerce, planning, the central bank, the 
national oil company and the produce marketing company .... 
Liberia was cut off from asJstanc-, last year by the World Bank, the 
Intemational Monetary Fund and the African Development Bank 
for nonpayment of its debts. Last fall, the United States Agency for 
International Development halted money foi proiects pending pay
ment of overdue loans. (New York< Times, Apuil 26, 1987, dispatch 
by Janes Brooke from Monrovia) 

F Hindsights 

The relative failure of the Liberian tax mission may have been due to
 
one or more of the following circumstances.
 

First, tax reform may not have been a truly urgent matter in the minds 
of either the Liberian officials, the business community,or the populace 
in general. Most of the government's revenue was coming from taxes on 
concessionaires, operating under agreements that could not be unilat
erally changed. Further aid from abroad always seemed to be a possible 
way of avoiding hard choices in taxation. There had been no revolution 
to induce a rethinking of, among so many other things, the tax struc
ture. A major portion of the population, those in the nonmonetary sec
tor, were little inflhenced, at least directly, by taxes other than the hut 
tax. There were no problems of intergovemmental tax relationships. 

Second, the total of rescurces put into the tax mission's effort may 
have been too small: five persons, working in Liberia for only five weeks 
or so, and, except for the director, not more than another two weeks 
back home. In particular, if substantial resources had been employed in 
analyzing tax administration problems, a better under-;tanding might 
have been obtained as to what substantive recommendations would be 
appropriate (where considerable effort was made to appraise adminis
trative techniques, that is, in customs and excises, the record of accep
tance of substantive recomrmcndations seems to have been better). 

Third, the obligational pattern of the Liberian culture may have been 
so different from that of the Anglo-Saxon culture reflected by the tax 
mission that certain suggestions from the latter could scarcely be taken 
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seriously enough for thorough implementation. In American society, 
no widespread obligation is felt by the elite to select some one or more 
of the younger persons in a disadvantaged group, say in the inner city, 
and assure that individual a full education and cultural contacts and 
even family life that will open the door to a position in the upper 
class. In Liberia, such a quasi-adoption, or even legal adoption, was not 
unLommon. The more impersonal obligation to pay one's taxes 
promptly and in full, on the other hand, seems to have been taken more 
seriously in the Anglo-Saxon culture (to say nothing of the minds of 
five individuals trained in public finance) than in the Liberian. Our 
mission members were somewhat startled to learn, from the files freely 
made available to Vickrey along with a computer to analyze them, that 
on .967 incomes no individual in Libcia reported a taxable income of 
over $76,5oo, and only two reported taxable incomes between $5iSoo 
and $76,5oo (pp. 75, 78). The government offered no objection to print
ing these findings (they might have objected under the "confidential" 
clause-see p. 3 above). 

I quote from the opening chapter of the report: 

JTJhe tax system in Liberial must compete with an informal sys
tem of more or less voluntary contributions to family, friends, polit
ical party, local political chiefs, charitable organizations, and the 
like. This informal, or "quasi-tax system," as it may be called, is 
not inherently an evil; it is to some degree a necessary social 
cement that binds the community together .... The extended fam
ily and, to some degree, various secret societies obligate those who 
gain to share with others. However necessary this attitude might 
be in a nonmonetary economy where the individual is dependent 
on community action, it dampens incentives to enter the mone
tary economy permanently .... Another example is the strong 
pressure on Government employees to make political contributions 
that have on occasion amounted to as much as one month's salary. 
Equally serious are the informal and arbitrary levies said to be 
made by country officials, chiefs, and others, without statutory 
authority, to finance amenities for traveling officials, to defray fines 
incurred by the country officials, chiefs, etc..-to nante but two 
instances. Jnder these circumstances it is understandable that the 
formal sanction for not paying taxes may be often less severe than 
for not participating in the informal contributions .... [IfI the load 
of informal contributions ... continues in its present inter iity 
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and extent, meaningful reform of the formal tax system will proba.
bly not be possible. (pp. 6-7) 

Liberian officials did not object to this statement. 
A somewhat different cultural pattern may have developed under the 

Doe regime. The Tax News Service stated in its 1984 edition (pp.
83-84): "It has been reported that a tax collection force has been set up
in anew effort against tax evasion and bribery.This force will be backed 
up by soldiers and policemen. Anyone receiving or giving bribes to avoid 
paying tax could be summarily executed. Foreigners who do not com
ply may be deported and are liable to have their pioperty confiscated:' 

TNS contains no information on Liberia in 1985, 1986, 1987, and
through April i5, 1988, except (I i "abolition of the progress and devel
opment tax ... as part of a package of tax concessions announced on 
July 6, t9S7. The package also includes a proposal to abolish the health 
tax as from January, 1988" 0Y987, p. 16o) and (2) a proposal by Sweden 
to terminate its tax treaty with thit country, among others (1987, pp. 
7o,81).
 

Notes 
t Contributions were made to various factual and analytical sections of themission's 

report by Dr. Jean Due, research associate, Anthony H. Pascal, research assistant, 
and Consuclo Maldonado, director of the Office of Accounting Systems of theTrea. 
sury Department of Puerto Rico. 

a 	 lnforme sobr,,el Sisterna Fiscal de Venezuela: Mision Shoup, 2 vols. JPepublica dr 
Venezuela, Ministerio de Hacienda, Comision de Estidios Financiems y Admir.
 
Stratlivous, 1960).
 

, Foreword to Enrique E Gities,
"Income Tax Reform: The Venezuelan Experience,"
Harvard lurnalof Legislation 12S119681, pp. 15- 27. 

4 	 The sources used are chiefly those listed in the references below as folluws: Carrillo,
Gates, International Bureau of Fiscal Documentation, Lpez de [a Roche, and three 
Price Waterhouse publications. 

$ 	However, there continues to exist a separate income tax rate applicable to mining
and hydrocarbotin activities of 60 percent IPW pp. 70, i14),and 67.7 percent PW p. 
i311,respectively

6 For information, comments and suggestions in connection with this project, I am 
indebted especially to Prof. Alcides Jorge Costa, Di. Arthur Siares Xzvier Ferreira,
Dr. Ives Gandra da Silva Martins, Prof. Ruy Barhosa Nogucira, Dr. Joseph A. 
Pechtnan, and Dr. Henry Tilbery.

7 In the present paper, numerals in parentheses refer to page numbers of the Shoup
Report. Numerals in parentheses with "PW" refer to the Price Waterhouse lnfoma
tion Guide of 1986 on 12tazi. 

8 For example, this addition to the regular entites tax is termed a "permanent excess 
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profits tax" by TNS Ilan. 31, 1986, p. 81.But Dr. Henry Tilbery sees no element of 
excess profits taxation in this extra to percent, and Dr. Alcides Jorge Costa considers 
that only the extra 5 percent of a -ipecial extra rate of is percent, in 1981, on 
financial institutions should be viewed as a substitute for an excess profits tax. 

9 	 The first three paragraphs ol this section are based on conversations with Hai-old 
Moss, and on the Pngress Report of the 'fix Conmission to the Prcsidentof Liberia, 
October 30, 1970, p. I. 

to Dr. Donald S.Shoop tmy sonl, of the National Bureau of Economic Research in New 
York Cit; agreed to come with the i. ission as research consultant; he had obtained 
an extensive background in Liberia in economics by a study, at Monrovia, of the 
Librian port system. "Although the report is a mint effort of our cntire group, there 
was division of labor along the following lines: Douglas Dosser, Liberia's economy, 
and user taxesi Rudolph G. Penner, customs duties, excises, stamp taxes, and export 
taxes, Carl S.Shoup, tax rehrt in Liberia, Liberia's public finance system, conces
sitons agreements, per capita arid hut taxes; Donald S.Shoup, nontax revenues; Wil
ham S. Vickrey, c(iiicessiiiios agreetrents, income taxes, and real estate taxes. Mrs. 
Carolyn S.Sco'tt, s Sccret.,ry to the mission, typed the report and assisted in the 
logistics of our task" (p. xiii. Cooperation I-, L.ibrian tax and other officials was 
excellent, and our group had ready access 'ai files, taxpayers recods, and the like. We 
also had informative conversatios with some of the larger taxpayers Icorporattons). 

i 	 I am indebted ito Michael Frankel of the International Monetary Fund for a list of 
new revenue measures enacted in Liberia in the fiscal years 1980-8t through 
ig8 -86, and to the Inteinatiorial Bureau of Fiscal Documtntatton lItFol for a cipy 
of the chapter on Liberia in their publication, African Tax Systems, and acopy of the 
I977 Revenue and Finance Law, with amendments and regulations currently in the 
nt, file. As will be seen substantial use has also been made of the naii's Tax News 
Service J"TNs"), a loose-leaf updated source tn tax changes in countries around the 
world. A letter from roe to the minister of finance in Liberia elicited no response. For 
the most recent compilation, see Price Waterhouse, Worldwide Sunmaries of Indi. 
vidual Taxes and Corporate Taxes. 
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The Administrative Dimension of Tax

Reform in Developing Countries
 

Richard M. Bird 

The importance of good administration has long been as obvious tothose concerned with taxation in developing countries as has itsabsence. Over thirty years ago, Stanley Surrey (1958, pp. i58-59) notedthat "the concentration on tax policy--on the choice of taxes-maylead to insufficient consideration of the aspect of tax administration. Inshort, there may well be too much preoccupation with 'what to do' andtoo little attention to 'how to do it.' "" Although Surrey's paper has beenfrequently cited, and presumably read, there is surprisingly little evid-nce in the hundreds of articles, books, and reports on tax reform written over the last few decade. that this warning has been taken sufficiently seriously.2 it thus s ems time to sound the alarm again, beforewe launch into another thirty years of misguided attempts to reformtax structure while largtly ignoring tax administration.'The basic message of this paper is that the administrative dimensionshould be placed at the center rather than the periphery of tax reformefforts. The overwh-lming importance of the administrative dimensionin developing countries is first stressed: as Casanegra (1987, p. 25) putit, "... tax administration is tax policy." Some solutions that have beenproposed to the pervasive malaise characterizing developing countrytax administrations are next reviewed and, for the most part, foundwanting. 4 
it is argued that the most rewarding approach to tax reform inmost countries is likely to be to design a tax system that can be acceptably implemented by the existing weak administration. Miracles beingalways in short supply, any other course of action is, in the end, unlikelyto prove successful. Finally, the appendix contains a brief case study ofPapua New Guinea: the argument is that the tax sstem with which 
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Papua New Guinea was launched into the world a decade ago is com

pletely unsuited to both its economic structure and its administrative 
capabilities, and needs to be drastically reformed in recognition of the 

probable persistence of these constraints. 

The Importance of Administration 

Limited administrative capacity is a binding constraint on tax reform 
in many developing countries. A recent survey by Richupan (1984a), for 

example, cites studies of tax evasion in different developing countries 

indicating that it is not uncommon for half or more of potential income 

tax to be uncollected.' Matters are not much better with respect to 

indirect taxes (Rao and Pradhan, 1985; National Institute, 1986; Bird, 
t98 5 b) or property taxes {BahI and Linn, 1985). 

This scanty quantitative evidence accords with the common percep

tion that there is widespread tax evasion in most developing countries. 

Moreover, even when there is not outright evasion, the tax structure 

in these countries is often designed, administered, and judicially inter

preted in such a way as to ensure the emergence of a huge gap between 

the potential and the actual tax base. Sometimes this result is achieved 

crudely, as through the continued use in Guatemala after a major 

devaluation, of values converted at the old exchange rate for purposes 

of customs duties (Bird, 1985a). Sometimes it is achieved through 

more subtle (and usually peripherally legal) exploitation of the pecu

iiarities of banking and tax laws, perhaps particularly with respect 

to the widespread availability of tax "incentives."6 And sometimes it 

is achieved by the functioning-or nonfunctioning-of the appeals 

system.7 However it is accomplished, whether at the legislative, admin

istrative, or judicial levels, the result in most developing countries 

is that there is a great discrepancy between what the tax system 

appears to be on the surface and how it actually works in practice (Gray, 
1987). 

The effects of this discrepancy are more important and pervasive than 

seems generally to be recognized. Not only is revenue "lost" but the 

elasticity of the tax system is also reduced-particularly, of course, in 

inflation when administrative lags alone will usually suffice to yield 

this result (Tanzi, 1977). The result is that additional revenue must 

continually be secured through a series of discretionary ad hoc rate 
increases and new taxes. The "patchwork" character of the tax system 

of many developing countries aiises in large part from their inability to 
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administer the taxes they legislate, which leads to a continual necO to 
legislate new tax changes. 

The incidence and effects of the tax system are as sensitive to how it 
is administered as is its yield (Archaya, zq86). Tax evasion inevitably 

'undermines the horizontal equity of the tax system. Recipients of 
equal income, like consumers of similar products and owners of sim
ilar properties, are not in fact taxed alike, whatever the law may say' 
The income tax in most developing countries is in practice a schedular 
tax, with the effective tax rate depending largely on the source of the 
income and almost always heavier on wage than on self-employment or 
capital income (Rezende, 1976; Oldman and Bird, 1977). Taxes on prop
erty are even more sensitive to administrative interpretation, with old 
buildings being favored over new, and so on (Bahl and Linn, 1985). Even 
in the case of sales and excise taxes (Cnossen, 1977), in practice the 
products of small firms are usually favoed.1 

Moreovtr, most divergences between law and reality also serve to 
undermine the vertical equity of the tax system. It is the well-to-do 
who can most readily arrange for the law to contain convenient loop
holes in the first place, and to exploit such loopholes once they are 
there with iie aid of the "rent-seeking" skills of tax accountants and 
lawyers (and the consequent waste of scarce resources. The same group 
receives much of its income in the forms that are hardest to track down; 
people in this group may also more readily hold their wealth, and even 
spend it, in ways hard to detect (e.g., offshore). Finally, they can not only 
most readily bibe and subvert administrators but they have the most 
to gain from doing so. Since the incidence of a tax is the result of the 
interaction of statute law, the opportunities diffLient groups have to 
evade it, and the rigor with which it is enforced-and the rich come 
out ahead on all three counts-it seems clear that taxation in develop
ing countries is, as a rule, unlikely to cause much disturbance to the 
inhabitants in the upper ranges of the income distribution. 

For similar reasons, the real inccntive effects of the tax system may 
be quite different from those that may be surmised from the statute. 
The global progressive personal income tax established by law is in 
practice likely to amount to little more than at most a mildly progres

3sive tax on wage earners in the modem sector. The equally formidable
looking modern corporate income tax may turn out to be a crude gross 
receipts tax in practice.' Even an apparently general ad valorem sales 
tax may in practice amount to little more than a collection of specific 
excises on asmall fraction of consumption.' In these circumstances, 
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comparisons of the merits of general income or consumption taxes, or 
lamentations about the heavy burden imposed on capital by nominally 
progressive income and corporate taxes, may sometimes represent more 
obeisance to current trends in the academic literature than serious anal
ysis of tax reform. 

The tax administration-and hence feasible tax policy-in any coun
try inevitably reflects to a large extent the nature of the country itself. 4 

If the country is a sea of corruption, as some are, the tax administration 
will riot be an island of incorruptibles, and it is foolish to pretend it is. 
Ifmost traders in the country are illiterate and keep no written records, 
no accounts-based tax (such an income or general sales tax) can efiec
tively be levied on them, and it is futile to pretend to be doing so. Simi
larly, if land -itles are in chaos or nonexistent in rura ilreas, n , effective 
rural land tax can be levied. If officials are judged s.lely by the tax 
revenue they produce and little else-as was long the rule , the west
ern world (Webber and Wildavsky, 1986) and is still true in some devel
oping countries-they are likely to get that revenue from the politi
cally weaker sectors of the population (such as ethnic minorities), 
regardless of what the law says. Ifthe only way for an honest official to 
make a living wage is to claim travel allowances, :hen he or she is forced 
to travel even if it is a complete waste of time. Ifonly the incompetent 
and the untrained are left to deal directly with taxpayers, as is the case 
in many administrative systems where advancement comes only in the 
form of being promoted to a desk job, then taxpayers will meet only the 
incompetent and the untrained. 

This catalog of woes is not easily remediable even in principle, let 
alone in practice. In many devloping countries, the honesty of both 
taxpayers and tax officials is suspect (Virmani, 1987). Goveme,:nts have 
little control over officials, little information as to what is going on, 
and no easy way to get it (Gray, 1987). Even if the information were 
available, the problem is inherently complex: market structures (and 
hence adjustment costs) vary widely,as do risk and time preferences, so 
that the costs, probabilities, and benefits of detecting evasion and cor
ruption vary widely (Virmani, 1987). Administrative cost functior's are 
discontinuous and hard to interpret (Bird, 1982b). Tax schedules, the 
interpretation of the law, the penalty 5chedule, and the appeals process 
all vary over time, as do enforcement efforts-and the reaction of tax
payers to such efforts." 

In the circumstances, it is not surprising that many tax analysts 
ignore the problem of tax administration-a problem epitomized in 
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many countries in the phrase of Gray (1987, p. 32), "All taxes are 
negotiable"-perhaps in the hope it will go away on its own. Even some 
of those most aware of these problems have in effect done this. Taylor 
1967), for example, who wrote aperceptive piece on tax administration 

in Nigeria two decades ago, began his paper by saying these were only
short-run problems which would undoubtedly be resolved in twenty or
t-.:'enty-five years. An official report in Papua New Guinea 119711 simi
larly said of the income tax that doubtless, by the end of the decade, its 
reach will have extrnded throughout the population. Both these predic
tions, like similar ones made in other countries, have turned out to be 
wildly optimistic, proving once again that "the first law of finance is 
inertia" (Webber and Wildavsky, p. 214).

Many tax reforin proposals in developing countries hav not paid even 
this passing obeisance to the problem of tax administration. Indeed, 
some 
reform proposals would make the life of administrators even more 
difficult. As Surrey (1958, pp. 16o-61) put it in his seminal paper: 

The tax administrator on the one hand sees new burdens falling 
on his shoulders-new taxes being imposed and existing lev".s 
becoming .more severe. He must collect more taxes, at higher rates,
and from ani ever expanding body of taxpayers. On the other hand 
he finds himself saddled with astaff which is insufficient, inexpe
rienced, and poorly paid. He faces apublic in large part unfami'iar 
with the t.,x knowledge and record keeping requirements which a
developing state must inevitably demand of its citizens. He can
not obtain the needed support from the legal and accounting pro
fessions ....Finally, he often must demand the taxes from busi
nesses and individuals with a deep-rooted suspicion ranging to 
contempt of the tax collector, for apublic whose antagonism to tax 
payment, arising from a basic lack of confidence in the govern
ment, is almost the very antithesis of the attitude which must be 
the cornerstone of every successful democratic tax system-that 
taxes are the price necessarily paid for civilized society 

It isno wonder that tax administrators often view would-be tax reform
ers to be little more than residents of an ivory tower, who descend after 
the battle is largely over to shoot the wounded.' 6 

One reason for this apparent disinterest in administration may be, as 
MeLure (1982, p. 54) suggests, that it seems hard to go beyond plati
tudes on this subject. A more basic reason, however, has less to do with 
platitudes than with attitudes. As has been noted with respect to bud
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get reform: "It may finally dawn upon observers that the peoples 
involved must not want to succeed all that much if they keep failing!*" 
To put the point another way, if after thirty years of persistent nagging 
thcre has been so little perceptible improvement in important aspects 
of tax administration in many developing countries, it may perhaps be 
safely assumed that the next thirty years are likely to mean more of the 
same." Whether this administrative inertia shows that a society gets 
the tax administration it wants (or deserves)-perhaps because taxa
tion reflects the reality of political power (Best, 19761-or whether it 
simply shows that no administration can be much different from the 
society of which it is .a pair, is less important than the fact of its exis
tence. Neither quick fixes nor head-on confrontations seem likely to 
change matters much in th! foreseeable future in most countries. Tax 
administration will thus remain a binding constraint on tax reform. In 
these circumstances, what can be done? 

Coping with Administrative Reality 

Broadly speaking, the solutions to the administrative problems of tax 
reform found in the literature may be divided into three groups: those 
that would change the environment, tiiose that would change the 
administration, had those that would change the law. 

Changing the Environment 

Academic economists discussing policy issues sometimes sound as 
though they are, in effect, advocating that the way the world works 
should be changed to fit the conditions assumed in their models. Tax 
reformers discussing the need to change the institutional context 
within which a tax system functions often sound equally futile. 

It is a commonplace, for example, that modem direct taxes depend to 
some extent on what is usually called "voluntary compliance!' Even ii 
such compliance is perhaps often motivated less by civic conscience 
than by the fear of being caught, it would clearly be exceedingly dif
ficult, perhaps impossible, to rdminister such a tax if every hand were 
always raised against it. Cne cannot put the entire population into jail. 
Equally, however, one cannot will into being a spirit of compliance that 
is not there. If, as has often been said, the willingness of taxpayers to 
comply with their obligations depends to a large extent upon their per
ception that the funds thus taken from them are put to some good use 
and that they are treated fairly when compared to other taxpayers, then 
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the fiscs of most developing countries are in deep trouble indeed." 
These conditions do not now prevail, and in many cases are not likely 
to prevail in the near future. 

Several ways of attempting to remedy this serious "environmental" 
±;fect have been mooted. One is simply to undertake a campaign of 
"taxpayer education," to convince taxpayers that-in Justice Holmes's 
phrase (cited earlier in the quote from Surrey-taxes are the price paid 
for a civilized society, that they live in such a society, and that the tax 
system is equitable. Such campaigns to encourage compliance are 
unlikely to do much good, however, if reality is too obviously different. 
A. another famous American, Abraham Lincoln, once said: "you may 
fool all the people some of the time; you can even fool some of the 
people all the time; but you can't fool all of the people all the time!' 

Words alone are unlikely to change basic attitudes. Deeds may do so, 
however, so another approach is obviously to turn government into 
something which people see as adding to their lives rather than a 
burden." Thoroughgoing expenditure reform, increased use of devices 
such as earmarking and benefit taxes that link taxes and expenditures 
in some believable way, the devolvement of functional and financial 
responsibilities on local communities-such fundamental changes in 
the way government is conducted may indeed lead to a change in the 
attitude to taxation over time, and hence make the work of the tax 
collector, if never pleasurable, at least acccptable. 2 1 The perrceived 
fairness of the tax system may of course also be a factor in shaping 
attitudes. 

Fundamental changes in such matters, however desirable, by defini
tion cannot be made easily or quickly, so there is little immediate hope 
for relief from this source. On the other hand, one should not overdo 
the importance of securing any particular concept of equity in the con
text of the tax system. Most developing countries are at best limited 
democracies or constrained autocracies. Even in the most democratic 
such countries, as a nle only limited groups are both tax-sensitive and 
politically significant. Most governments seem more concerned with 
the tax concerns of the few who matter than with the burden on the 
many: the "horizontal equity" emphasized in tax reform discussions 
seems often to be viewed solely from the perspective of those suffi
ciently well-off to be subject to direct taxes.2 2 The tax treatment of the 
population as a whole sometimes seems to be considered primarily in 
terms of how to secure the necessary revenues with the least fuss.23 

The "ability to pay" doctrine as it applies in some countries thus seems 
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concerned more with the ability of the government to make people pay 

than with abstract notions of equity. 

The appropriate role for tax policy advisers in such circumstances is 

probably to trace out as carefully and convincingly as possible the con

sequences of particular measures, leaving the decision about their24 

acceptability up to the presumably responsible authorities. 

Changingthe Administration 

Another approach to relieving the constraints imposed cn tax reform by 

administrative limitations is to tackle those limitations directly. Some 

proposals for administrative reform, however, seem to amount to little 

more than looking reality squarely in the eye and passing on. An exam

ple is the common suggestion that an elitw corps of tax administrators 

should be created-.an idea which dates back at least to Kaldor (1956) 

and perhaps in part has its roots in some fuzzy notion of the great days 

of the British Raj and the Indian Civil Service. This hoary chestnut 

deserves to be put aside for once and all.2" 

In the first place, any tax administration is part of the public service 

generally. Consequently, it is, as a rule, no more than a fantasy to think 

that it can for long be pulled out of the uck of political favoritism, 

employment-generation, and the myriad other factors that account for 

the masses of low-paid, poorly trained, poorly motivated public servants 

found in most developing countries (Goode, 198fl. ',econdly, even if 

such an elite could be created, it cannot do the job properly without 

both good soldiers (the front-line clerks, tellers, and so on) and ade

quate tools (computers, communication systems, etc.), neither of which 

is likely to prove easy to procure in developing countries, particularly 

for usually low-status revenue agencies. 26 An even more popular way of 

ignoring the administi-ative problem is to pretend it can all be handled 

by a small staff equipped with appropriately up-to-date computers. 

There is no doul; that in certain areas of tax administration, good use 
. 

can b,-made o computers and that, indeed, they may in some instances 

obviate the need to acquire the skills of many highly trained specialists 

(Lane and Hutabarat, 1986). 

On the other hand, as experience has shown in all too many coun

tries, the computerization of tax administration is a complex task that 

has as yet been successfully accomplished by few. Computers must be 
informationprogrammed and operated by people; they must rely on 

obtained and inputted by other people; and their output must be acted 

upon by still other people. Since the motivations and incentives of all 

http:created-.an
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these people are unlikely to be altered by the introduction cf new equip.ment alone, it is by no means obvious that the dawning of the computer age has significantly reduced the importance of the administra.tive constraint on tax reform in developing countries. Indeed, it is nothard to find instances in which the in',ppropriate introduction and useof computer systems has in some ways made matters worse. On thewhole, computerization is clearly most useful where the tax administration is already well organized (Corfinat, 1985J.Too often, as was recently noted in India-sometimes thought to beamong the best of all developing countries in this respect-the taxadministration is "neglected" and "archaic," characterized by poor training, low status, poor salaries, and poor equipment (Archaya, 1986, p.362). An obvious remedy is to tackle these and other organizationaland procedural problems head on: to see that the law is properly draftedand codified; that the administration is properly organized, staffed, andtrained; that taxpayers are located, placed on the rolls, and their returnsadequately examined and audited; that relevant information is obtainedfrom other government departments and elsewhere and properly utilized; that controversies between taxpayers and the administration aresatisfactorily resolved; that taxes due are collected; and that penaltiesare properly applied. This is the approach taken by Surrey in the seminal paper cited earlier; it is also the approach suggested in an interesting recent paper by McLure 11982).
The discussion of why the high hopes held for the 1974 tax reformin Colombia (McLure and Gillis, 1974 

-not 
were so quickly underminedleast by the judicial overthrow of critical administrative partsof the reform package-led him to propose the establishment of ahigh-level commission focusing on the reform of tax administration
rather than tax structure. What is interesting about this logical proposa. is that it appears unique in the tax reform 
 literature: no one,anywhere, has done much along these lines. Even if someone did, however, it is by no means 
clear that an7 usefu! action would result, asexperience with attempts at administrative refo-tn have shown in many

countries.27 

Interestingly,perhaps the oldest means of dealing with the administrative problem is to "privatize" tax collection. "Tax farmiiig'practice is known, has a bad name 
as this 

in view of the gross injustices towhich it led, but it also had real virtues in many countries during theceturies when it was the dominant form ot tax collection. In particular, it ensured a reliable and steady stream of revenue into state coffers. 

http:countries.27
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The practice went out of favor in Europe when modem public adminis. 
trative structures began to emerge in the seventeenth and eighteenth

2 s 
centuries. 

Of course, no one would recommend the revival of tax farming today. 
Some important features of tax administration in many developing 
countries, however, are not dissimilar to tax farming in both their good 

and their bad aspects. Moreover, the recent spread of what is in effect 
private administration of important customs functions in countries 
such as Indonesia and Jamaica may signify a new legitimacy for this 

2
practice. 9 

As yet, not many developing countries have opted to hire foreigners, 
let alone local private firms, to collect their taxes on a commission 
basis as opposed to the fixed fees characteristic of traditional tax 
farming." In practice, however, some aspects of how tax administration 
works in many countries are not dissimilar. In some countries (e.g., 

Senegal), tax inspectors are rewarded in accordance with the amount of 
additional tax and fines they collect. The earmarked taxes common in 

Latin America are sometimes shared between the collecting agency and 

the state (Musgrave, 1981; Bird, 1984b). The "third party" collection 

systems that are the backbone of most effective taxes in all countries 
also have a commission aspect, since the collecting agent (the with

holding employer, the sales taxpayer) has the use of the funds for a 

legally or customarily agreed period before remitting them to the 

government.3 Finally, in all too many countries tax collectors are more 
or less expected to make up for their poor salaries by supplementary 

collections from taxpayers- collections which are not accompanied by 
a corresponding remittance to the government. In many such "corrupt" 

situations, indeed, there is a conventionally accepted level of private 

reward to the fortunate possessors of official positions which is regarded 
as no more criminal than the equivalent rake-off by a cook from the 

household budget.32 

Yet another interesting variant of "official tax farming" which exists 

in some countries is to establish revenue targets for each auditor, tax 
official, or district tax office." If such targets are used as the sole basis 

of evaluating performance, and if compliance with such targets is con

sidered essential to ensure an adequate flow of revenue to the central 

authorities, clearly such a system has both the virtue (stable revenue) 

and the vice (a license for extortion) of traditional tax farning. More
over, unless the targeting system is altered, tax changes intended to 

alter allocative or distributive outcomes will not have much effect in 

http:budget.32
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incentive of officialsreality, however refined their design, since the baU.-.L 
will still be to meet their targets by collecting t-_ most they can from 

those least able to resist. 

In other instances, of course, "targeting" may be simply a relatively 

innocuous device used as one part of an array of measures intended to 

keep administrators up to the mark. Indeed, orie of the main purposes 

of such a system-and perhaps even its effect if theie are adequate con

trols to restrain excessive zeal-may be to provide a higher degree of 

certainty to both the state and taxpayers. With respect to public as to 

private tax farming, full understanding of the possible merits and demer

its of the practice requires a detailed examination of its context and 

effects. 4 Labels alone are not grounds for condemnation. 

Although what we think we have learned from history tends to turn 

h1,ost of its against such practices, many countries for many centuries 

'ave found it usefhil, even necessarg, to thus employ private cupidity to 

serve public needs. Rather than outright condemnation of the desire of 

tax officials to feather their private nests, and pleas for the invention of 
"new model" men to replace the present unworthy vessels, one impor

tant component of a realistic study of tax administration in developing 

countries should be to devise incentive systems, perhaps at times 

including financial rewards, that will lead to a better matching of pub

lic and private interests." 
Should this advice be acted upon, it would of couise be important to 

have an effective system of controls to ensure that tax administrators do 

not steal the state (and the taxpayers) blind. As Webber and Wildavsky 

(t986, P. 39) say, ". . . a tax collector's very function tempts him to 

cheat'" Indeed, much of their lengthy history of fiscal administration is 

devoted to detailing the many ways over the centuries that sovereigns 

have tried to restia-n t;ihs natural impulse of their servants. Rewards for 

good performance and p,-nalties for poor performance; overlapping, 

duplicative, and redundant administrative structures; 6 the division of 

functions among different officers, both to use each as a check on the 

other and to make it more difficult and costly to bribe them;, 7 the use 

of internal and external "spies" to check on the honesty of tax officials 

-- all these devices and others have long been employed for this purpose 

in different countries. 
The most basic way to ensure that tax officials do what they are sup

posed to do, and no more, however, is simply to reduce to a minimum 

the amount of discretion they have in dealing with taxpayers. The more 

room there is for negotiation between official and potential taxpayer, 
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the more scope there is for bribery by the one, arbitrary exaction by the 

other, and collusion by both. The more the tax to be paid is based on 

some readily measurable, observable, arid verifiable base, the less scope 

there is for such maneuvers. If tax administration is to be effective and 

to be iair in the context of many developing countries it is thus 
seen 
necessary to apply clear, known, objective standards-however rough the 

ensuing justice-rather thin leaving the application of a fine-sounding 

general statute to negotiations between taxpayers and officials."' 

Changing the Law 

The best way to cope with the administrative problem is to design tax 
limita

reforms for developing countries in full recognition of the severe 


tions imposed by administrative realities. The administrative dimen

sion is central, not peripheral, to tax reform. Without significant admin

many proposed tax reforms 
changes, the alleged benefits of

istrative to expect 
will simply not be achieved, and, as a rule, it is unrealistic 

such changes. Too many tax reform efforts have regarded tax policy and 

tax administration as quite separate matters. The world is not like that. 
of its 

No policy exists until it is implemented, and it is the manner 

implementation which really determines its impact. Those who would 

alter the outcomes of a tax system must therefore understand in detail 

how it is administered, and aJjust their recommendations accordingly 

if they want to do good rather than ill. 

There are at least three ways to approach the question of modifying 

the legal structure to accord with the administrative realities of devel

oping countries: the first, to develop some gadgetry to bypass the prob

an adequate legal structure 
lem, is a false lead; the second, to provide 

obviously important but in itself inadequate;
for administration, is 

while the third, to design the basic tax law properly in the first place is, 

in the end, the only sensible procedure. 

Gadgets. At least three types of tax "gadgets" have been suggested to 

get aiound the administrative problem. The "lottcry" approach in effect 

make their interests 
uses the cupidity (or gullibility) of taxpayers to 

congruent with those of the administration. Perhaps the best example 

of this approach is a scheme suggested by Hart (1967) to encourage cus

tomers to collect their sales receipts, so that they could enter them for 

more reliable information on 
The ,dea is to obtainlottery prizesA3 

both the gross receipts of business and the expenditures of taxpayers. 

One problem with such schemes is that it is unlikely the probability 

of a prize would be greit enough to make it worthwhile for most people 
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to comply. Even if it was, the seller could easily offset this incentive byoffering two prices, with and without receipt (Casanegra, 1987). Another,even more serious, problem is that there is no conceivable way most taxadministrations in developing countries could use the information thusprovided, since they are already swamped with usable but unused information. An examnle is the provision found in some countries permitting the deduction of (e.g.) professional fees only on the submission ofapprop'riate receipts. The idea, of course, is to aggregate such receiptsand match them with the declaration (or nondeclaration) of the professional in question. Unfortunately, this never seems to happen. 40 
For much the same reasons, the much-touted "self-checking" featureof the value-added tax has in fact amounted to little in most countries.This is one area, however, where computerization in principle could bethe answer, although it does not as yet seem to have amounted to muchin the case of other "information return" reporting systems (such asbank interest in Canada and the United States). Korea, for instance, atfirst matched all value-added returns on the computer (Han, 1987),although it seems unlikely that this elaborate e:xercise was more productive than a properly designed selective audit system would be. ' 

Another "gadget" is the proposal by Kaldor I1956), subsequently elaborated by Higgins (i9s9), for a "self-enforcing" tax system consisting ofpersonal and corporate taxes on income and capital gains, combined invarious ways with taxes on wealth, sales, gifts, excess inventories, andexpenditures. Since this scheme has, quite properly in my view, beencharacterized by such authorities as Shoup (19i9) and Goode (i981) asunworkable, and has in any case not been taken seriously anywhere, itwill not be further discussed here. Much the same fate has been suffered by the proposal for a "self-assessed" 
 property tax suggested byHarberger ( 96 S) and elaborated by Strasma 196 5, although in this case
variants of such systems have in fact been employed in some countries,
albeit without much success (Bird, z9t4c). Once again, there seems tobe no relief for the hard-pressed tax administrator in clever design. Inthe end, the only way to administer a tax is, alas, to do so.A final tax "gadget" is the tax amnesty. Recently there has been arevival of interest in this shopworn device as a result of some apparentsuccess in, of all places, the United States (Jackson, 1986; Lerman,
1986). On the whole, however, there seems no reason to change thetraditional view that this approach too is a loser unless, of course, thenew day really has dawned and henceforth the tax in question will b!fiercely and strictly administered. Leonard and Zeckhauser (1987), for 

http:happen.40
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example, suggest that an amnesty may be needed to facilitate tougher 

enforcement. As Zweifel and Pommerehne (1985) have shown, however, 
many of those who support amnesties are willing to do so only if there 

is no subsequent tightening of administration. More importantly, his

tory suggests that such tightening seldom follows in any case and that 

those who miss out on one amnesty can likely count on another one in 
the future. 42 For these reasons, tax amnesties will doubtless continue 

to be more popular with politicians than with tax analysts. 

Legal framework. In contrast to the false hopes of gadgetry, there is 

clearly much to be gained by ensuring that the basic legal structure of 

tax administration (Yudkin, 1973) is set out properly. This path too will 

not lead to Nirvana. In particular, while it is obviously important to 

have a correct, and enforceable, set of sanctions (Oldman, 1965; Gor

don, 1988), the notion that some seem to have derived from the theoret

ical tax evasion literature- that all that is needed to deter evasion is a 

correct penalty structure-is simple fantasy.4 " The one-off game 

between a rational tax evader and a two-instrument administration pos

tulated in this literature is too far removed from the real world to pro

vide much useful guidance to tax designers or officials. So long as the 

probability of being caught is close to zero, as is the probability of being 

subjected to a severe penalty if one is caught, then even within the 

framework of this model, there would seem to be little penalty design 

can do to alleviate real-world problems. Why would anyone who can 

costlessly evade a 5o percent tax rate hesitate to dodge one of 30 or even 

1o percent?44 

Adapting the tax structure. As with earmarking and tax farming, 

schedular taxation has long had a bad press, much of which has been 

well deserved. As in the other cases mentioned, however, wholesale 

condemnation of the schedular approach is by no means justified. The 

simple fact is that not only is the income tax in every developing coun

try schedular in practice, but that the very nature of most such coun

tries means that this outcome is inevitable, no matter what the law 

may say (Rezende, 1976; Oldman and Bird, 1977). it is not really possi

ble to apply a "giobal" income (or consumption) tax in the circumstances 

of most developing countries. In reality, there are perhaps four income 

taxes in most countries: Ji) a more or less progressive tax imposed 

through a withholding system on money wage income in the modem 

sector; (2) a set of more or less ineffective levies on the self-employed; 

(3) flat-rate withholding taxes on certain forms of capital income; and 

(4) a tax on the profits of large, and especially foreign, business. 
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The administrative case for a properly designed set of presumptive
taxes is especially strong in most developing countries (Bird, 1983).
Obviously such crude methods should not be applied in the more organ
ized sector, rorn which most taxes are likely to be collected in any
event.4 What can be done, however, is to concentrate the scarce admin
is,:. tive skills available in most tax administrations-- the "detective" 
skills needed to uncover accounting fraud, for example-on those firms,
seldom more than a few hundred in number, from which most taxes 
aic collected, w'iether in the form of corporate income taxes, with
held personal income taxes, or sales, excise, and payroll taxes, rather 
than dissipating theua uselessly across a vast sea ot noncompliant
small and medium traders (Muten, 198). This may not be fair, but it 
is reality 4" 

For similar reasons, the concern often manifested with increasing the
number of tax filers may well be misconceived. Experience in the Phil
ippines with respect to both income and property taxes, for example, 
suggests that most nonfilers were too small to warrant the cost of track
ing them dnwn. In such cases, scarce administrative resources should 
be concentrated on ensurnng that the larger taxpayers, who are gener
ally already on the rolls, comply fully with their fiscal obligations.47 In 
the case of the well-off and notoricusly elusive "professional" class,
whose noncompliance brings direct taxation into disrepute in so many
countries (see, for example, Bahl and Murray, 1986, on Jamaica), the
best approach, as with small traders and farmers, is to impose as stiff a
presumptive system as can be implemented, with the better-trained 
officials being used to devise and adapt the standards rather than to 
deal directly with individual taxpayers."" 

The moral of this story is of course not that there is no place for an
income (or other general direct) tax in any developing country. Indeed,
it may even prove useful to package the diverse set of levies described
above ia a single income tax law (Oldmn and Bird, 1977). The moral is 
simply that those who would design a better direct tax system for such 
countries should realize that the economic and administrative realities 
are usually such that what is really being done is to design a schedular 
tax. The tax analyst who approaches his task in this way is unlikely to 
make the same reform proposals as one who does not so take into 
account the way the world works. 

In the income tax field, for example, the kcy to success in any coun
try is as comprehensive a withholding system as possible, in most cases
supplemented by some sort of legally based presumptive assessment 

http:obligations.47
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method on the "hard-to-tax" groups: both of these approaches will 
likely work best if rates are not too high or steeply progressive (Bird, 
1983; DeGraw and Oldman, 198s). In the sales tax field, for many less 
developed countries the best that can bL done may be a well-designed, 
physically controlled excise system (Cnossen, 1984), though in other 
cases a simple, uniform value-added tax may be both feasible and desir
able to reduce cascading (Bird, i985b). In the case of some small, open 
countries with little domestic production and relatively low tariffs on 
most items, much the same results may be achieved by simply levying 
a uniform tariff on imports (see appcndix). As for wealth taxes, simple 
flat-rate taxes on urban and rural property are perhaps all that can be 
expected in all but the most advanced developing countries (Bird, 19741. 

Conclusion 

The basic conclusio, to which the preceding disc ission leads is thus 
simply that those proposing tax reforms in developing countries should 
both understand thoroughly the existing administration and assess real
istically the possibility of rapid improvement. Since many tax reforms 
that have been proposed in developing countries would complicate 
rather than sim.nplify the work of already overloaded administrations, 
the failure to adopt or implement them successfully is not surpising. 

The only real solution to this problem is to design a tax reform that 
will "work," that is, produce better results than the existing system 
with an administration similar to that now in place. Complex schemes 
simply will not work in the conditions of most developing couintries. 
Too often would-be tax reform-mongers have been led astray in the futile 
search for the perfect fiscal instrument in theoretical terms. The "per
fect" in this sense, however, is too often the enemy of the "good" in the 
sense of a roughly acceptable tax system, that is, one which can be 
administered roughly and still produce acceptable results. 

The "brave new world" of tax reform sketched in this paper may not 
sound either very brave or very new, but it is the world in which most 
developing countries are found. Moieover, since those who would 
change the world must first understand it, starting from such a basis 
appear. to offer a better prospect of attaining an acceptably fair and 
generally efficient tax system than the adoption of the latest up-to-date 
model of fiscal perfection from the academic drawing board. 
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Appendix. Tax Reform in Pipua New Guinea:
 
Backward to the Future
 

The range and variety of conditions found in developing countries are so great that les. 
sons derived from the experience of any one country may beapplied to others only with 
considerable care. In some ways, Papua New Guinea is so different from any other devel
oping country that this warning seems particularly appropriate: what other couintry of 
less thain million people has over 700 languages, a population which ranges fron Stone 
Are faitmcrs to sophistic.ited Western businessmen, a functioning democracy, and 
twenty-two partly autoiomous provincial governments? In other ways, however, Papua
New Guinea's experience seems close to ihat of many African countries in the 
po)stcolonala era lWeddeispoon, i9691. In particular, Papua New Guinea illustrates the 
oftien uOhappy consequences of implementing in one country the ideas currently lash
tonable in another, without paying adequate attention to the vast differences in the ceo
niinc and administrative situations of the two, 

Indeed, the misfit between the relatively "advanced" tax land expenditure) structure 
Papua New Guinea inherited at the time of achieving its independence from Australia in 
1975 and its economic and administrative realities is so great that the only sensible 
direction for fututre tax reform appears to be, so to speak, to go backward in time and to 
introduce some ofthe sorts oi crude, but wiorkable, devices that may function better in 
such an environment."0 

Experience elsewhere with respect to collecting taxes with very 
limited administiative resources in a highly fragmented, largely illiterate, poorly devel
oped rural ecinomy would seem to provide amore relevant basis for the development of a 
workable tax structure to Papua New Guinea than the latest fadin the developed world 
-- whether it bethe highly plogressive income tax of the i96os or the flat-rate tax of the 
current era. 

Like all de',eloping countries, Papua New Guinea faces increasing budgetary demands 
simply to provide services to its rapidly expanding population. In addition, the Australian 
itscmnent has recently announced that the level of its Ioreign aid, which currently

finances one third or more of Papia New Guinea's total budgetary expenditures, may well 
b decreased in the next few years. There is thus no alternative to strengthening the 
national revenue system if the current level of government expenditures is to bemain. 
tamed, let alone improved and extended." 

The Changing Structure of Taxation 
Mzny of the reports written on how to deal with this problem have urged increased use of 
indirect taxes, tspecially those on imports ILent, 1976; Mathews, t98oi C.d1lins, 198s). 
An income tax cut and tariff reform introduced in t1987 lChan, t986) in fact went some 
distance inthis direction. Under the colonial regime in 1952 most of Papua New Guin
ea's(much smaller) revenues did in fact come fon taxe, on foreigs trade. At :hat time,
the fiscal structure basically matched the very underdeveloped ntrr',of the economy. By
1961. however, following the introduction of an income tax ani the abolition of th," 
export tax by the Australian administration, the relative importance of trade taxes 
declined Nonetheless, as late as 1971 the revenue structure remained more or lessas one 
might expect to find it in 2 largely underdeveloped, rural, framentcd, and dependent 
country: relatively high dependeence on import duties, traditional excises, and stamp 
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duties, with the balance coming frm income taxes paid almost exclusively byasmall 
enclave of expatriate companies and employees.

By the time of independence in 197j, ho eever, there had been astartling change in
this situation. Although almost halt the company taxes collected in that year came
from Bougainville Copp.r IBCLI, the effects on revenues of very suLsantial increases in 
both company and personal income tax fates were clearly apparent. Although income 
taxes did not long retain this prominence in the total revenue picture, their decline over
the subsequent decade isalmost entirely attributable to the fall in revenues from BCL.
Indeed, personal income taxes not only retained but increased their importance, asdid 
both excises and custons duties, the latter largely as aresult of the growth of imports
relative to ctw. On the other hand, the growth of personal income taxes was entirely
attributable to increased effective tax rates, owing to the highly visible interaction ofincreased nonminal incomes and the progressive rate schedule IThac and Lim, 1984; Lim, 
t9871. 

The result has been considerable unrest in recent years !n the ranks of the relatively
small band of income taxpayers, especially the Politically important, though numerically
very small, group of national (incontrast to expatriate) taxpayers. Nevertheless, the 
extent to which there has already been asubstantial shift toward increased reliance on 
indirect, and particularly import, taxes since independence is striking. Despite the nar
rowness of the indirect tax base in the largely rural economy of Papua New Guineas thedesired move to greater reliance on indirect taxes is well on its way. Nonetheless, the 
prospects for direct taxation are so bleak that still further moves in this direction seem 
necessary 

Revising the Present System 
Personalincome tax. P-ersonal income tax revenues are dominated by the proceeds of the
 
fortnightly tax on wages and salaries. Introduced in igoo largely to relieve the processing

burden on atax administration creaking under the strain of losing almost all its expert
enc!d (expatriatel officials, this tax accounted for almost 95 percent of all personal

incomr taxes collected in 1985. Itdeed, since 198 1 the amount of income taxes collected 
from individuals other than by wage wirhholing has actually declined, even in nominal
terms! The efficacy of the income tax in reaching such recipients of nonwage income aslandlords, small businessmen, and self-employed farmers and professionals is low, and 
decreasing. 

Similar administrative deterioration is apparent in increasing arrears ,gures with 
respect to both personal aid company inconoe taxes. These poor results, in the face ofasubstantial increase in the numbers of staff in the tax office (from tot in 198o to 213in
1985), asharp fall in the number of returns with which they have to deal," and aconse
quent drastic reduction in the number of assi-ssnents issued per tax official (from over 
9oo in t98o to less than go in j985}, do not appear to augur well for the future of the 
personal income tax in Papua New Guinea. s' 

Even more importantly from arevenue point of view, the base of the wage tax isshrink
ing. In 1986, some 55percent (if wage taxes were paid byexpatriate employees, who
constituted less than 9 percent of the taxpaying population."4 At the time of indepen
dence in 1975 - 76, the corresponding proportions were 82 percent of taxes and 16 percent
of taxpayers. When this decline iscombined with the rapid increase in personal income 
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the last decadc, it appears that Papua New Guinea has managed to 
tax revenues over 

the amount of income tax collected from national taxpayers over the course of a 
triple 


decade of very slow real income growth land almost no inflationl. The political resistance 

which this rate of expansion has given rise virtually ensures that it will not be. 
to 

Personal income taxrevenues thus remain precariously dependent on the base pro

vided by a small, and declining, expatriate population. In 1986, for instance, ,he average 

taxrate on expatriate taxpayers was 28percent, compared to 9 percent on rlatiunal taxpay

crs. Should localization proceed more rapidly at the higher levels-an important politi

cal objective-and the salaries at these levels become more realistic in local terms-an 

,::cnomic necessity-or should events induce an even faster outflow of expatriates than 

already taking place, the income tax base will evaporate even more quickly. The pros
is 

pects for expanded personal income tax revenues in the future in the face of a shrinking 

expatriate base, increasing t~xpaycr resistance by nationals, and apparently deteriorating 

thus bleak. 

In addition, the prevailing wage structure also has important implications for income 

tax reform, which do not seem to have always been appreciated. One recent report, for 

example, recommended the introduction of a flat-rate tax as a simpler, equally equitable, 

and more efficient means of raising around the same revenues from the personal income 

administrative capacity are 

or this proposal,
tax [Collins, 198B5.Many good things can obviously be said in support 

notleast on administrative grounds. If the same revenues are to be obtained from the 

income tax, however, moving to a flat rate in Papua New Guinea would imply a substan

nationals and a reduction in taxes on expatriates-a combina
tial increase in taxes on 

tion with no apparent economic benefit and obvious political problems. No doubt the 

x,oo expatriates and 2oo nationals affected by the reduction of the top marginal rate in
 

1987 were duly grateful, but absolutely nothing seems likely to have been gained in
 

terms of equity, efficiency, or even administrative simplicity as a result of giving up
 

this revenue.
 

Inport duties. In the end, if any new revenues are to be squeezed from the existing ta.
 

system, the only real possibility appears to be through increased taxes on imports. 

rate 1which is applicable to all imports except for a very few
Increasing the basic tariff 

"basic" consumption items) from the present 7.S
percent to to percent or more is proba

bly the simplest and most acceptable way to increate quickly. The tariffrevenues 

increase implemented in 1987 wiil thus in all likelihood be followed by others in the near 

future. One problem with this scenario, of course, is that Papua New Guinea may begin 
largely managed to 

to tread the slippery path of import-substitution in a way it has so far 

avoid." On the whole, however, there is little altemative to higher import taxes if more 

revenue is to be obtAined from the existing tax structure in the near future. The revenue 

stroctur- by i99t may thus look more like that in 1971 than that in t981. 

Matching Tax Structure to Economic Structure 

import taxation clearly represents a step backward in the
Such increased reliance on 

"normal" evolution of fiscal structures in developing countries. If Papua New Guinea is 

ti levy any efiective taxes on the growing "informal" sector of urb-n traders or rural 

to g. even further back in develop
smallhulders, however, it will almost certainly have 

mental time. 
The only practical way to extract significan revenues-Taxing the "informal" sector. 
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or, indeed, in many instances any revenues at all-from the growing urban national 
small business sector of traders, microbus ipMV)owners, landlords, and the Irk.,:is 
through the introduction of some form of "presumptive" taxaticn based on hard-to
conceal external indicators of activity [Mield, 1980; Chelliah, 198; Bird, 1983). Todat,:, 
there has been only one limited expenment along these lines in Papua New Guanel, with 
respect to PMvowners-and this effort was aborted in 1986 as soon as it showed any sign 
of being ef.ctive. Political support for still more efforts in this direction seems unlikely. 

Moreover, although an ambittouv: program of assistance to the tax administration is 
currently under way with the aid of the Australian government, thse involked do not 
seem particularly aware either of the problems of taxing the urban informal sector or of 
the sorts of approximate solutions developed in other countries. Further refinement and 
more assiduous application of techniques to track down revenues in the small, organiztd 
sector that keeps accounting records, as is mainly envisaged in the current plans, while 
obviously useful, w-l not help in the basic tasks of identifying, assessing, and enforcing 
taxes in the iniormal sector."5 

Even if a major effort were launched to reach these hard-to-tax groups, little rMvenue 
can realistically be expected from this source. Nevertheless, unlless the income tax is to 
be conerted irredeemably into a discrininatory tax on wages, thus probably accentuat
ing ev-en more its already marked unpopularity with high-salaried employees in govern. 
ment and elsewhere, the development ot crude presumptive methods of tapping other 
incomes in the urban sector must constaiute an essential component of tax reform in 
Papua New Guinea. 

Taxing the rural sector. Papua New Guinea is one of the most rural countries in the 
world, with perhaps 9s percent of its population still residing outside the few small urban 
centers. It osalso a federal democracy which n.eans athas an elaborate political super. 
structure of provincial governments where other countries might have unorganized rural 
municipalities. Experience everywhere suggests that direct taxation in rural areas works 
in nonauthoritarian states only when those taxed perceive real benefits to themselves 
homrthe taxes. What this means in Papua New Guinea is that such taxes almost cer
tainly have to be provincial in character, which in turn means that the likelihood of 
developing and implementing such taxes is inextricably entwined with the need for a 
general revision of provincial finance, especially given the practical impossibility of levy-
Ing land tay.es in any case jBard, 1984a; A,'line 1986). What this means is that there is 
simply no feasible way to tax the rural sector directly. 

The only way to increase revenues from the rural sector, if desired, is through increased 
taxes on agricultural exports, notably the principal ones of coffee, cocoa, and coconut 
products. A low flat tax Inow 5percent) on these products was reintroduced in 197s, but a 
number of experts have subsequently recommended that this tax should be increased, 
altered io a sliding-scale basis, and treated as a prepayment of income taxes for those 
plantations that arc 5ubjcct at the income tax (Lam, 1984). Heavy export taxation may 
clearly have undesirable effects on both agricultural development and the level of well
being of many rural people Ithough mainly the better-off ones). Nevertheless, if necessary, 
the yield of the present export taxes could be increased, particularly in years of increasing 
commodity pnces, without unduly severe consequences in either equity or development 
terms. In any event, the complete absence of any administrative capacity to collect taxes 
in the rural areas in any other way means that export taxes are the only means available if 
rural taxation is to be increased. 
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Conclusion 

To sum up,if Papua New Guinea's fiscal prospects are as bleak as they seem to bein the 

absence fsubstantial new mineral revenues, then an essential ingredient of any solution 

must beto adjust its tax structure to match it, economic structure. The principal tax 

"handk" in the economy Isclearly trade. Both exports aid especially imports could bear 

somrwhat heavier taxes than at present without inducing severe distortions indevelop

ment patterns and without putting too much strain on the country's exceedingly limited 

rough tustiwe is to be achieved in direct taxation,idininistrative capacity."' If even 
increasing use will have to be made of technically crude but feasible presumptive meth

ods that do not depend for their efficacy on either god record-keeping or the ready com

pliance oftaxpayers. Only by thus turning back the fiscal clock does Papua New Guinea 

have much hope of developing a tax system that better m,,tches its true economic and 

administrative conditions. 

Notes
 

The first version of this paper was prepared while I was at the University of York, U.K., 

and the final version was prepared at Erasmus University Rotterdam. I am grateful to 

LlMththese institutions for their hospitality I am also grateful to the following for com

ments th-t have led to substantial changes and, I hope, improvements, although of course 

none of those named are responsible for what I have done with their ideas: Milka 

Casanegra, Gordon Cox, Sijbren Cnossen, Dennis Frampton, Malcolm Gillis, Charles 

McLure, Oliver Oldman, Cedric Sandford, Carl Shoup, and Wayne Thirsk. 

t This paper was originally delivered in t954 to the International Institute of Public 

Finance; it was subsequently reprinted in all three editions of Bird and Oldman 
(1964, 1907, 19751. 

a 	 Naturally, there are exceptions to this asscrtion-as to most of the more sweeping 

generalizations made in this paper. The early report by Shoup l1919) on Venezuela, 

for example, paid cons,derable attention to administration ISurrey was a member of 

the research team). The later Musgrave reports on Colombia 19711 and Bolivia 

119811 are more typical in confining their concern with ,dministration mainly to the 

sexed issue of the "hard-to-tax" groups. Even more characteristic of much tax policy 

work is the view epitomized by Kaldor 119go) that administrative deficiencies can 

and must be rectified to permit desirable policy changes. In contrast, the present 

paper argues that as a rule such problems will persist fora long time to come in most 

countries and that suc-essful policy reform most take this reality into account. 

I 	 Surprisingly few studies have been made of the actual functioning of tax administra

tions in developing countries. Much of the best work by outside analysts is essen

tially nonquanntative lJoint 196S; Wilkenfeld,Tax Program, 1973; Radian, 198o; 

th.same is true of most of the better published country studies (India, 196o, 1969i 

joint Legislative-Executive Tax Commission, 19611, although there is at least one 

interesting exception (Colombia, 19851. Most of the available literature is essentially 

prescriptive (Public Administration Service, 1961; United Nations, 1967, 1968; 

Nowak, 1970, Kelley and Oldman, 1973). There appear to bealmost no published 

empirical studies in developing countries of many of the key administrative issues 

touched on here: the costs and benefits of tax amnesties, the costs cfrate differentia
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tios and exemptions under sales taxes, administrative and compliance costs, the 
inciuence and allocative effects of appeal procedures, the effects of revenue quotas 
and incentive systems, the costs and benefits of refund systems, audit selection pro
cedures, and so on. "his research agenda obviously requires systcmatic exploration if 
the propositions asserted in this piper are to be tested properly. For a useful begin. 
ning, see Yjtzhaki and Vakrin 1987). 

4 Despite the -e-xtcnsivc references in this paper, it will be obvious tothe careful reader 
both that tils survey of avast subject is selective and, more controversially perhaps, 
to some extent more impressionistic than based on hard evidence. One reason for 
this state ofaffairs is mentioned in note 3preceding. In addition, it may be worth 
mentioning that every statement made can be supported by reference to at least one 
and often several examples, although I do not think it appropriate to bring out for 
public display the numerous instances that I have encountered over the last 
twenty-five years it various parts of the world of correption, of incomperence, of low 
morale, and-urprisingly common, and most tragic of all-of able and willing 
administrators starved of the toots and support they need to do their iob properly 
Indeed, Iwant to emphasize that nothing in this paper should be tead as acriticism 
of tax administrators: their tob ishard enough at the best of times and ii the best of 
places. My point is r.uther that administrators in developing countries are never in 
these fortunate circumstances and that tax policy designers have not, as arule, taken 
this reality adequately into account in recommending tax reforms in developing 
countries.
 

$ For additional evidence, see Richipuan, i984 b; Archaya, 1986; Bahl and Murray,
 
1986; Virmani, 1987. An earlier survey may be found in Herschel, 1978.
 

6 As McLure 11982,p. 57) says, a tax advisor needs "...an appreciation of how the
 
finest
tax structure can besubverted by tx avoidance made possible by carelessly 
drafted statutes and regulaitins and especially by tax evasion facilitated by poor tax 
adoinistration." Almost every technical a5sistance report contains other instances 
nfdefective structural design and poor administrative implementation which result 
in substantial revenue losses. 

7 	 The clearest instance of the judicial "perversion" of a tax system of which Iam aware
 
isactually in adeveloped country (Australia, under the "Barwiek" court in the late
 
i,7os: less-publicized
Lehman, 19811. Although it would be invidious to name 
names, it is not difficult to find similar instances in developing countries of judges 
apparently bound and determined to find in favor of taxpayers, or at least those rich 
eniugh to wait outthe appeal process. 

8 	 lax evasion also adds to the conventionally estimated excess burden of taxation, as
 
Yitzhaki 1986j clear
demonstrates-although the significance of this finding isnot 
when the basic competitive conditions assumed in making these estimates areso 
obviously violated in most developing countries. 

9 	 Skinner and Slemrod {tg8ss, taking the view that old inequities are in fact capital
ized, argue that heavy penalties on evaders will themselves violate horizontal equity 
The conclusion that such penalties are inequitable seems unwarranted, however. At 
most, acase may be made for phasing in or signalling in advance the launching of an 
anti-evasion campaign to permit those in the wrong to regulanze their affairs ffor 
example, through an initial tax amnesty). 

to 	 In some instances, as in India and [formerly) inIndonesia, such favoritism was delib
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crate. Whether deliberate or ot, however, this outcome also reflects the inability of 
the administration to tax smaller firms effectively 

II This is a gocKddescription, for exomple, of the situation in Bolivia a decade ago
(Musgrave, i9801 i 1986, however, Bolivia followed a path quite different from that
proposed by the Musgrave mission when it abolished the income tax and replaced itby a set of consumption and asset taxes, calling the latter "presumed income" taxes(American Chamber of Commerce, 1986) Some aspects of thii reform seem close tothe lines suggested in this paper for very un1licl1opd couLtrics, although I have 
no idea of how (or whetherl it is actually functioning
 

Ia The best description of this process at its extreme remains Hinrichs lt
9621.T someextent, the alternative minimum taxes ofsome countries in francophone West
Africa aswell as Colombia also work in the same direction: in Colombia in1984, for
example, ooe third of all companies wcre taxed on a presumptive basis and about IIpercent of company taxes were asses.ed on this basis, Por two thirds of those taxed 
on thii,basis, the presumption was based on net wealth and fur the others on gross
receipts. The new Bolivian tax mentionied in note i I preceding goesfurther, taxing
all companies at a rate of a percent on net assets at the end of the year.

II 	 This is the chara-.terization of the Jamaican :onsumption tax that emerges fromCnossen 119841.Tanzi 11987, p. 2a27has noted that most so-called "gencial" sales 
taxes in developing countries 6mount to little more than a levy on imports and afew
"excisabhes" and seldom cover more fhan 2o percent of domestic value.added.

14 While it would beinvidious to name names, it may be of interest to mention that
each of the examples in this paragraph is drawn from personal experience Ina wideVariety Ofcountries-including Colombia, Bolivia, Panama, Guatemala, Veinezuela, 
lanaica, Egypt, Senegal, Philippne.i, Indon_-sia, Papua New Guinea, and India,Ij A particularly interesting discussion of this interaction is Bod 119861, who d'aws allanalogy with the analysis of "predator-prey" relations. See also Mayshar (19861 who
takes a longer time perspective, referring to "aslow Darwinian process of mutation 
and adaption." 

16 This characterization is adapted from the reaction of the Australian commissioner
oi taxes to a critical report on his office by the auditor-general, as reported in Aus
tralia 1i986a, p. 641.It may be worth noting parenthetically that Australia-like 
most developed countris-suffers from some of the administrative ills stressed
here, e.g., inability to utilizc existing information effectively (Australia, 1986b,1t986c)
and the lack of a satisfactory taxpayer identification system. Of course, Aus
tralia also has a well-trained tax administration: nonetheless, its most significant
difference from the typical developing country is that most taxes arecollected
through theagency of large, well-organi:ed, and basically trustworthy companies.
Obviously, there is a wide range of administrative experiences and competencies
among developing countries. As a rule, however, they all face inherently more
diificult problems with, by definition, fewer resources than more developed
countries-and even the latter can byno means idmnimster whatever policymakrs 
may dream up Isee, for example, the land development taxes in postwar Britainl. 

p. 609. Or, as17 	 Webber and Wildavsky 11986), Witt 11987,p 14ol, puts It: "Effictent
and inefficient tax systems are not the result of some kind of 'happy' coincidence but 
of social and political Power constellations." 

t8 The slow course of administrative Improvement may be illustrated by referring to 
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three studies of Colombia over the years (Caldwell, 1953, Bird, 197o;and McLure, 
19921. There have clea.ly been substantial imprfyvements iIIColombian tax admims
tration over these three decades, but progress has been slow and episodic and there is 
still a very long way to go.Seealso Colombia ji985J. 

As Adam Smith put It: "In those corrupted gnvemmints where there is at least a 
general suspicion of much unnecessary expense, and great misapplication of the 
public revenue, the laws which guard it arelittle respected" (quoted in Skinner and 
Slcmrod, 1985, p. Isj). 

It is particularly clear that governments should not, as some now do, burden even 
willing taxpayers with such unnecessary discomforts as the need to stand in long 

queues to tile returns or pay taxes, needless requirements to submit numerous cop. 

iesof returns, and even chaiges for supplying returns in the first place. 

Earmarking was traditionally employed more as a means of controlling the purposes 

to which tax collectors put the funds they extracted than as a means of encouraging 
taxpayers to tolerate their exactions (Webber and Wildavsky, ii86, but it has also 
been advocated at times ii part for the latter reason. For further discussion of this 
and most of the other points mentioned in thisparagraph, see Iird (I984b). 

Tax advisers who have found themselves involved in interminabie discussions on the 

fine points of income taxes which affect at most I percent of the population, while 

being unable to get anyone to listen to their concerns about the etfects ofsome much 

more important tax on the other 99 percent, should understand this remark. On the 

other hand, even the most autocratic regimes are restrained in their exactions by the 

fear of revolt, either by the masses or their more powerful supporters. 

Webber and Wildavsky 1i9861 provide various examples of the variour sayings to this 

effect that have conicdown through the years, although they somehow manage to omit 

the famous remark, usually attributed to Colbert, about geese,leathers, and hissing. 

Moreover, as Wedderspoon 11969, p. j s) put it: "It is aquestion whether truer equity 

could not beachieved (and the other consequences more realistically anticipatedl by
 
an instrument which was less zealously aimed at the abstract, which was more
 

closely oriented to the immediate capacity of available administrative resources, and
 

which paid greater attention to the rrevention and detection o! fraud-a factor
 
which experience shows can have greater relevance to equity than tax policy itself."
 

A more promising approach is toestablish what i- in efiect a new tax administration,
 
for example, by contracting collection of export taxes to the central bank or some
 
other "reliable" organization, or by creating a new quasi-independent revenue
 

authority fsuch as the Revenue Board in Jamaica). Sich measures may be effective for
 

a period, but overtime the bad old ways are likely to creep in again-except, of
 

course, in the utilkely event that the underlying factors creating the problems in the
 

first place have been corrected.
 
In a private communication, Silbren Cnossen makes the interesting argument"...
 
that tax administration should take a back seat in the modernization pircess. Mod

em taxes, like the income tax and a broad-based sales tax, are accounts-based taxes.
 

To enforce these taxes properly, tax departments need auditors. But auditing skills 
are hard to acquire and auditors are a scarce commodity. Even if auditors can be 

found they should probably beemployed in roughly the following order: private sec

tur, public enterprises, government expenditure programs-before they are put to 
work in a tax department!' 
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27 In Jamaica, tor example, t;'ere have been at least seven attempts to reform important
aspects of the public administration since independence, none has succeeded to any 
noticeable extent. 

28 This brief history is based largely on Webber and Wildavsky 11986). who trace this 
practice back to Mesopotamia. One example is the English customs tax, which was 
farmed until 1671, and even later in Scotland lCarson, t9721: indeed, until well into 
the nineteenth century many officials were still paid on a fee basis. 

39 In some ways, however, the use of a pnvate Swiss customs service seems more equiv
alent to the famous Chinese Maritime Customs (largely established by expatates)
an example Kaldor I 98o, p. x) suggested should be emulated by India-than to the 
tax farming familiar horn ancient and European history 

;o This change to the fee basis obviously obviates some oi the worst problems with tax 
larming The basic problem with privatizing moiopolies like r:venue cillection, 
however, is to specify the terms if the comntract, especially since the most economic 
methods 1from the contractor's point of view) are unlikely to be acceptable to mod. 
erri guovernments. Indeed, if the contract is adequately specified, and compliance
with it sufficiently monitored, it would probably be as efficient for the ipvemment 
to do the job itself, 

ft Sandford li.Si) analyzes this aspect of VATcarefully See also Due (1987) who notes 
that a number of European countries allow small-sales taxpayers to retain sonic of 
the tax fot their trouble. 

31 It should perhaps be emphasized that paying olficials by a mixture of fees and bribes 
need not lv inconsistent with those offlcials doing a goud ob. T take an historical 
exzmple, Samuel l]epys has come down in history as tne of Britain's greatest naval 
admnmstrators, he was also, however, by modem standards an avid seeker and taker 
of bribes, gifts, fees, and cummissions-as witnessed by countless references in his 
famous diary-and was, the same souice makes plain, acting entirely as expected in 
so doing 

I This description is in part based on Indonesian practice in the early t98os. (Until 
197i, an explicit bonus was paid to those exceedntg collection targets.) 

14 In the case ot Indonesia, for example, targeting may be condemned as arbitrary, ineq
uitable, and discouraging administrative eflort. Alternatively, it may be accepted as 
conforming to local standards o faimess and administrative probity while providing 
a modicum of oversight and not affecting administrative effort adversely (since close 
examination suggested that the effort tended to establish the targets, rather than 
kice versa). 

IS For example, a "performance bonus" system proposed in Ghana would hive estab
lished a fund lbased on o. i percent of revenue, o. , percent of additional revenue from 
audit, and higher shares of penalties imposed for various uffenssl from which a 
Itaxable) bonus was tobe paid to establishcd staff in proportion to their basic salary.

16 Such dLvicCs may in practice often hinder the honest More than they deter the" unworthy A 07- c example is the Contralorta system in some Latin American 
countries (Bird, 198aa. 

17 	A gxmd example is the development in the British customs service (Carson, 1971 of 
the "trianigular Control" system-valuation, collection, and checking-which is 
still in use in much of the world. For similar reasons, the separation of assessment 
and collection functions is often recommended for other taxes. 



340 Richard M. Bird 

18 Even indeveloped coiuntries, "provisions wiich rely unduly on administrative dis. 
cretrun risk being applied arbitrarily, unfairly, and sele:tively" (Ireland, 1985, p.5il. 

39 Such schemes are actually employed to various extents in soine Latin American 
countries, Turkey,and Taiwan. 

40 	 Similar problems are notunknown in developed countries: witncrs the recent con.
 
demnation inAustralia Ii986b)of the collectionof useless land unused) information
 
in the "naive li'hl"
that it will ensure compliance. 

41 	 Interestingly, although it is clearly possible in principle iodevelop an "optimal" 
audit system (Balachandran and Schaefer, 198o, in practice it appears that the most 
r'warding way to proceed isstill thLoI method of "leads and cxperenc." (Due, t985). 

42 	 In fact, it might even be suggested that to the extent an amnlesty successfully 
increases revenues, it often tends it)reduce administrative efforts! As no comprehen. 
sive anaiysis oftax amnesties indeveloping countries appears itbeavailable lbut see 
Pepper, t966), this conclusion is necessarily based on limited personal experience, 
particularly in the Phiippires and Colombia. (Seealso note 9preceding for reference 
tOansnesiies. 

43 	 The theoretical literature has ncw becomre so large that all that can be done here is to 
note that it started with apajcr by Allingliam and Sandmo 1197a and has since 
grown like wildfire. I-or three usefui summaries by the imf'sFiscal Affairs Depart. 
ment, see Richupan 11984c), ,:nd Mansfielu 119871.Sisson jitjs, As Mansfield 
(t987) notes, the basic priblem with the thec:ctjcal literature is that for the most 
part it ignores the costraints that permit the system to function at all. 

44 For a formal argument suggesting that evasion is basically independent of the tax 
rate, see Yitzhaki Ii98d6. 

45 	 But note the case of Bolivia jAmcrican Chamber ofCommerce, 1986). 
46 	 Casanegra 119871 seems to illustrate sonie of the confusion many feel on this issue: 

ot one point, she says there should beno special enforcement incus un the largot[ 
taxpayers inorder not to weaken comphiance by others; but at other times she notes 
most of the revenue comes frim these sources, and that a"speciol control" system 
of filing and collection isneeded with respect to such taxpayers. The only way Ican 
see to reconcile these positions isto assume that there isno eoforcement problem at 
all with large taxpayers, since it would seem that even asmall infraction by alarge 
taxpayer might bemore important inrevenue terms than large infractions bymany 
small
taxpayers, 

47 In Bolivia, fur example, the main tax "gap" arose from the ineffective taxation of 
capital income rather than the failure to tap'he sell-employed (Musgrave, 1981,pp. 
292-11. 

48 That is,what isproposed is a presumptive rather than a forfair (negutiatedl system: 
f,.r further discussion, see liUnzi and Casanegra (19871; Morag 119571i Lapidoth 
11977A;Bird (t98l. 

49 In the long run, of course, as Webber znd Wildavsky ii986; have recently shown in 
detail, in an important sense the tax system if every country reflects its own politi
cal culture (see also Hinrichs, 1966). Since in many ways Papua New Guinea's 
nascent plitical culture isunique, its ixx system too, when fully developed, may be 
unique in some respects. At least fir the next few decades, however, the argunent in 
the text seems valid. 

So Inaddition, and probably more importantly, the present scale and structure of public 
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newfrom several to be curtailed tunless perhaps therevenues 
likely). These and manyexpenditure nds 

mineral projects come inImuch more quickly than seems 


more detail in Bird 119871,
from which the present 
other matters are discussel in 

brief account is abstiacted. 

i1 in particular, the consumption pattern of the (diminishing) expatriate population is 

for example, Z% 
much Iore importiftlisive than that of nationals. In 1976-77, 


percent of all inported final goods weie consumed by expatriates, who at that time
 

constituted less than i percent of the populationIlBaxter, iszl.
 

The numbei of tax returns processed by the tax department fell from it s,Hi8 in 198o 
sx 

Th:se figutes, like tire others in this paragraph, are taken from 
it 1o,581 Ir 1981. 
Papua New Guinea (various). 

lncidentally, both the cqu:ty and the eficiency of the fortnigltly wage tax are sus

pect, asdiscussed in Bird 119871 

S4 The 1916 figures are based on an unpublished survey kindly made available by the 

Chief Collector of Taxes; the earlier figures come from Papua New Guinea 119831. 

iS), for example, expresses concern on this score. In principle, to avoid 
5 Robson ig 

levied on domestic equivalents. 
resource misallocation similar taxes should be 

Given the severely limited administrative capacity, the absence (it an industrial base, 

structure, htwever, this danger is much Lss 
and the relatively low and uniform :anif 

why there is no revenue 
inimmnent than in many countries. This point-as wcIl as 

potential in company taxes, excise duties, or sales taxes-is discussed further in 

Bird 19871. is based on 
S6 The assessment of the tax administration assistance program in the rex, 

New Gutiea land reinforced by previous
discussions in both Australia and Papua 


experience with similar protects in countries as different as Colombia and Egypt).
 

New Guinea by a well-known 
57 For anassessment ofdevelopmtnt policy in Papua 

the binding con
economist which similarly pinpoints administrative capacity as 

straint, see Reddaway (19861. 
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Lessons for LDCs of U.S.
 
Income Tax Reform
 

Charles E.McLure, Jr. 

I. Intrcductiot 
It is commonly said that a wave of tay. reform is swee;)ing the world,
largely in response to the massive reform enacted in the United States
in late 1986 (and in the United Kingdom, even earlier). Developing coun
tries, always pressed for public revenues and plagued by tax .aystems
that distort economic decisionmaking, contain substantial inequities,
and strain scarce administrative capabilities, can be expected to look to
the United States and other developed countries for suggestions onimproving their tax systems. Moreover, it is only appropriate that bilat
eral donors of foreign aid and multinational organizations should urge
LDCs to benefit from the tax reform experience of developed countries.

Translating tax reform from developed countries to LDCS involves sub
stantial risk. Most obviously, economic conditions and administra:ive
capabilities differ considerably between developed countries and nations
of the Third World. In general, in LDCS there are many more impedi
ments to the efficient operation of markets, the distribution of income
is much less equal, and both taxpayers and tax administrators have substantially less capacity to deal with complex tax laws. At the same
time, the need to mobilize resources, to encourage savings and invest
ment, to stimulate development, and to earn foreign exchange may be 
more urgent than in the more developed nations. Even if one knew with
certainty the appropriate tax policy for a highly advanced nation, it is
by no mcans clear that the same policy would be appropriate for a coun
try at a substantially lower level of development. In fact, considerable
disagireement exists even regarding the appiopriate tax policy for devel
oped countries. 
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This paper is an attempt to indicate the relevance for LDCS of income 
tax reforms recently enacted or considered in the United States. It begins 
with a brief exposition of the reasonable objectives of tax reform and 
then proceeds to an examination of particular issues. While roughly 
the same objectives should motivate tax reform in both developed and 
developing countries, the weight attached to various objectives will dif
fer, depending on economic and administrative realities; for example, 
in a country severely lacking in the human resources necessary to cope 
with complex tax provisions, the fine-tuning that might be justified on 
equity grounds in a developed country must often give way to the 
achievement of "rough justice.' 

Similarly, the discussion of particular tax issues will not be equally 
applicable in all Lt)Cs. Issues of rate reduction and determination of the 
tax threshold (the level of income at which liability for income tax 
begins) will be generally relevant inall countries, regardless of their 
level of income. The discussion of excluded sources of income and pre
ferred uses of income is also generally useful, though in some low
income countries even efforts to implement some of these reforms may 
be doomed. Much of the discussion of issues in the taxation of income 
from business and capital may be of little relevance to the poorest coun
tries; even among those LDCS with relatively high levels of income, 
implementation of many of the reforms considered or enacted in devel
oped countries may be infeasible for administrative reasons. 

In most instances the judgments made here are probably generally 
accepted, at least by experts on tax ieform indeveloping countries. But 
in other cases the conclusions are more controversial. These should 
provide an ample research agenda for those working on tax reform in 
developing countries 

The primary thrust of this paper is an examination of the feasibility 
of reforming a tax based on income in the light of experience in devel
oped countries.' Among the most difficult problems revealed by this 
examination are those of inflation adjustment and the timing of recog
nition of income and allowance of deductions. These difficulties lead 
some observers to suggest that direct taxation should be based on con
sumption, rather than on income. 

Space (and lack of expertise) also precludes discussion of the ques
tion of improved administration, including changes in withholding, 
advance payments, and the structure of penalties.' Silence on this issue 
should not be interpreted as implying that it is unimportant. Neither 
the need for improved tax administration nor the extreme importance 
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of withholding needs emphasis in most developing countries. 
The Tax Reform Act of 1986 enacted in the United States represents 

one of the most ambitious income tax reforms ever undertaken by a 

developed country. Even so, it falls far short of the potential for reform 

offered by the Treasury Department's November 1984 report to Presi

dent Ronald Reagan entitled Tax Reform for Fairness,Simplicity, and 

Economic Growth (hereafter Treasury I), which was perhaps the most 

comprehensive set of proposals for fundamental tax reform since the 

Carter Commission issued its report in Canada in 1966.' It thus seems 

appropriate to include in the present discussion the reforms proposed 

in Treasury 1,as well those enacted in the 1986 Act. Of course, the U.S. 

reforms share many common elements with those enacted earlier in 
the United Kingdom and those being discussed in other developed coun

tries, including Australia, Canada, France, Japan, New Zealand, and 
West Germany. 

II. Objectives of 'lax Reform 

A. Economic Neutrality 

Many prominent advocates of tax reform in the United States and other 
developed countries believe strongly that free markets do relatively well 

-and certainly better than central planning or attempts by politicians 
and bureaucrats to guide economic decision making-in allocating the 
scarce resources of the nation. In particular, they believe that markets 
can generally be relied upon to indicate fairly accurately what consum

ers want, the least expensive means of satisfying consumer demands, 
and the best way to organize and finance production, if only there is 
little governmental intervention. As President Reagan stated the propo
sition in a 1981 address to the Congress, "the taxing power of govern
ment ... must not be used to regulate the economy or bring about 
social change.' In the realm of income tax policy nonintervention trans

lates loosely to uniform and consistent taxation of all real economic 

income. For expositional convenience this absence of tax-induced dis
tortions can be called "economic neutrality." 

Even in developed countries legitimate concern can be expressed 
about whether a comprehensive income tax is truly optimal or even 
neutral. It can be argued, for example, that a tax that is neutral may not 

be optimal because it violates the conventional dictates of the theory of 
optimal taxation. A detailed discussion of this issue would take us far 
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afield from the assigned topic of this paper.4 Suffice it to say that both 
difficulties of implementation and perceptions of inequity cast consid. 
erable doubt on the practical utility of optimal taxation.' 

A related line of reasoning having its foundation in the theory of the 
second best raises more troublesome issues, particularly in the context 
of a developing country. That theory indicates that it is generally 
difficult to know whether reducing some economic distortions will 
actually improve resource allocation, rather than worsening it, if not all 
distortions can be eliminated. Applied to questions of tax policy, this 
implies that reducing tax-induced distortions in the interest of greater 
neutrality may not actually improve resource allocation. Nonetheless, 
most economists probably would agree that tax reforms of the type 
introduced in the United States are generally likely to improve the allo
cation of resources, at least in a static sense. (Dynamic issues are dis
cussed immediately below. Because distortions are much more perva
sive in developing countries, one must be somewhat more wary of 
naively assuming that a seemingly more neutral tax system would be 
better from a resource allocation point of view. Even so, there are some 
theoretical reasons to believe in the case for neutrality even under the 
conditions prevailing in most LDCS. 6 Certainly there is little reaso:n to 
believe that bureaucrats and politicians can do better than market forces 
in directing economic resources in LDCS. 

Potentially the most telling argument against the neutrality of the 
income tax rests on the fact that such a tax is not neutral in its treat
ment of saving for future consumption.7 Whereas a tax based on con
sumption does not alter the terms on which present consumption can 
be sacrificed in exchange for future consumntion, an income tax does 
alter these terms, making saving for future consumption relatively less 
attractive. Offsetting considerations include the fact that a higher tax 
rate is required to yield a given revenue under a consumption-based tax 
than under an income-based tax; as a result, remaining distortions will 
be magnified, including notably those against work effort. Whether the 
efficiency gain from neutrality toward the saving/consumption choice 
outweighs the loss due to these distortions is problematical. lIt is a 
classical application of the theory of second best.) U.S. advocates of 
consumption taxation have argued that the gains from static neutrality 
in the allocation of resources across sectors achieved by the 1986 Act 
(or by any comprehensive income tax) are outweighed by the efficiency 
losses resulting from more general application of the income tax to 
income from business and capital. However, it may be more difficult to 
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achieve goals of vertical equity under a consumption-based tax than 

under atax based on income. In addition, important noneconomic con

cerns may properly dominate the result of economic inquiry into this 

matter. 

B. Tax Equity 

A second major objective of tax reform is the achievement of equity or 

fairness. Equity has two important aspects: vertical and horizontal. Ver

tical equity involves the variation in average tax rates (tax as a percent

income brackets. Horizontal inequities occur 
age of income) across 

whenever tax burdens at agiven level of income differ significantly. 

There is little scientific basis for judgments about what constitutes 

vertical equity in the tax system. Most observers agree that at least 

tax rates as income rises) is 
some progressivity (increase in average 

there is little
appropriate and that regressivity is to be avoided. But 

agreement on the proper degree of progressivity, and significant support 

exists for a flat-rate (proportionate) tax, especially if taxation is limited 

to income in excess of some minimal level. Those who favor a low 

degree of progressivity may fear the adverse incentive effects caused by 

high marginal tax rates; by comparison, those who favor a high degree 

of progressivity may play down such disincentives.' It should be noted, 

however, that concern with incentive effects, at least in a static frame

work, are more appropriately characterized as being based on a desire 
9 

for neutrality, than on concern for fairness.

The income tax laws of many countries treat income quite differ

ently, depending on how it is earned and how it is spent. For example, 

in the United States interest on general purpose obligations of state and 

local governments is tax-exempt, even though interest on similar cor. 

porate debt is taxable. Similarly, many fringe benefits provided by 

employers are tax exempt, although an employee wishing to provide 

similar benefits for himself of herself would generally be required to 

provide them from after-tax income, without the benefit of either an 

taxable income or a deduction for the expenditure.exclusion from 
Besides distorting choices between sources and uses of income, depend

ing on their tax treatment, such differences create substantial varia

tions in the amount of tax paid by families of equal income who are 

otherwise similarly situated. One of the important objectives of U.S.
0 

tax reform was to reduce these horizontal inequities.1

It should be noted that difference in taxation may not actually result 

in horizontal inequities. If, for example, incomes from two investments 
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are treated differently, investors can be expected to reallocate savings 
among them until they earn the same after-tax rate of return in each. 
No horizontal inequit ,1results, but resource allocation is distorted. 'aIn 
many important cases differences in taxation do, however, cause hori
zontal inequities. In any event, considerations of both horizontal equity
and neutrality point an the same direction, to comprehensive taxation 
of all income. 

Inequities of the type described do not just reduce the actual fairness 
of the income tax. They also undermine the perception that the tax 
system is fair. A particularly important source of perceived inequities 
in the United States, as well as the cause of real unfairness, was the 
proliferation of tax shelters. Many affluent taxpayers were combining 
rapid deduction of expenses and/or postponement of the recogition of 
income, conversion of ordinary income to preferentially taxed capital
gains, and deductions for interest payments to produce artificial account
ing losses used to offset or shelter income from other sources, includ
ing employment and professional practice. 

Deterioration oi the perception of fairness must cause concern in a 
tax system based on "voluntary" compliance.2 Taxpayers can reason
ably be expected to be troubled by the awareness that high-income indi
viduals and profitable coporations pay little or no tax, even if methods 
being used to avoid taxes are totally legal. The expert's distinction 
between legal tax avoidance and illegal tax evasion may have little
 
meaning for a taxpayer being ridiculed by a friend or neighbor who is
 
using tax shelters to avoid paying taxes. Unless the perception that the
 
tax system is unfair can be reversed, taxpayer morale is undermined and
 
evasion may become uncontrollable.
 

Tax reform in the United States has commonly been advocated by
liberals interested in using tax reform to increase the overall progres
sivity of the income tax. As a resu!t, battle lines have often been drawn 
along boundaries between income classes, and relatively little atten
tion has been devoted to issues of economic neutrality and horizontal 
equity. By comparison, Treasury I adopted as a working hypothesis tbe 
view that tax reform should not change the distribution of tax liabili
ties across income brackets; that is, the tax reform proposed would be 
distributionally neutral." Rather than pitting the wealthy against the 
middle class, for example, this approach was intended to draw attention 
to the waste of economic resources induced by the tax system and to
rally those in all income classes who were paying their share of taxes 
against others with the same in,.ore who were using various tax prefer
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ences to pay less than their share. In other words, it focused on eco

romic distortions and horizontal inequities rather than on issues of 

vertical income distribution. 
This discussion of horizontal and vertical equity probably cannot be 

carried over directly to LDCS without substantial modification. First, 
the U.S. income tax is a "mass tax," in that it affects a majority of all 
households; by comparison, in most developing countries the income 
tax is paid only by an elite and relativejy affluent group comprising 
only i to 20 percent of all households. Thus in LDCS much of the 
contribution the income tax makes to overall progiessivity results from 
the mere existence of the tax, rather than from its graduated rate struc
ture. (Of course, the existence of tax thresholds, as well as administra
tive realities, are important in reducing the coverage of the income tax 
and creating this phenomenon.) 

Second, in many developed countries tax evasion is a relatively unim
portant source of inequities; by comparison, in developing countries 
evasion may rival for surpass) poor tax structure as a source of 
inequities.i4 In LDCS attention must be given to improving taxpayer 
compliance and administration, as well as to improving the underlying 
tax structure. 

Third, the income tax, being paid by most families, has symbolic 
importance in developed countries that it lacks in LDCS. Moreover, the 
typical developing country relies less heavily on the income tax for 
revenues than does the typical developed country. For both of these 
reasons, loss of taxpayer morale that results from perceived inequities 
is probably less of a problem in LDCS; it pales by comparison with other 
perceptions of inequity found in LDCS. 

Fourth, thL taxpaying population at a given income level may be more 
homogeneous in LDCS than in developed countries; if so, there may be 
somewhat less horizontal inequity. Finally, there is almost certainly 
much less awareness of the nature of various abuses in LDCS than in 
developed countries. Thus perception problems may be less important 
than in developed countries. 

C. Lower Rates 

The single feature of the 1986 Act that has received the most atten
tion is the reduction in marginal tax rates. Reducing marginal rates was 
an extremely important objective of tax reform in the United States, for 
both political and economic reasons. Whereas arguments about eco
nomic neutrality may not be persuasive to most taxpayers, the prospect 

http:inequities.i4
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of lower rates is quite appealing. Of course, average tax rates (including 

the effects of taxes on corporations) could no- be reduced overall in a 

revenue-neutral tax reform. But expansion of the tax base would make 

it possible to apply lower marginal rates while leaving revenues 

unchanged. Low-r marginal rates have the obvious advantage of reduc

ing disincentives to a wide range of economic activities, including work 

effort, saving and investment, and efficient operation of enterprises. 

Moreover, any distortions that might survive lax reform would be less 

important if marginal tax rates could be reduced. Finally, the lower the 

tax rates, the less gain there is from tax evasion."5 

D. Simplification 

Because of the proliferation of tax preferences accorded various sources 

and uses of income through exemptions, exclusions, deductions, cred

its, and special rate:,, the tax system of the United States has become 

increasingly complex over the years. In addition, by distorting economic 

choices the system complicates economic decisionmaking. One of the 

important forces initially underlying U.S. tax reform was the desire to 

simplify the system. 16 

There are at least three elements to the simplification argument for 

tax reform. First, compliance with the law-understanding the provis

icns, keeping the records, and completing the forms-would be easier 

under a simpler system with fewer tax preferences. Second, economic 

decisionmaking would be simpler if choices were not so heavily 

influenced by tax considerations. Finally, it appears that many Ameri

can taxpayers wanted simplification for others as much as for them

selves; that is, many Americans apparently felt that under a simpler 

system the "other guy" would be less able to take advantage off -a% 

breaks to pay less than his or her faiv share of taxes. For convenience, 

these three arguments can be identified as simplification per se, simpli

fication of decisionmaking, and the "other guy" case for simplifica

tion. The last two of these arguments for simplification can be seen to 

be closely akin to the neutrality and horizontal equity arguments 

described earlier. 
To some extent these three arguments are also relevant in developing 

countries. But, as noted before, because the income tax is not a "mass 

tax" in most developing countries, the "other guy" argument for sim

plification probab!y has less force. And, as suggested above, there are 

enough nontax impediments to rational economic decisionmaking in 

developing countries that the complexity created by tax influences on 
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decisionmaking may also be of relatively less concern than in devel
oped countries. Moreover, since it is also easier to avoid taxes (or even 
to evade them) in LDCS, the tax system presumably interferes less with 
decisionmaking than in developed Lountries. 

In L CS simplification per se is important for reasons beyond those in 
the United States, where concern centers on the inability of ahigh per
centage of the population to cope with the income tax law. In develop
ing countries low levels of literacy and accounting skills and lack of 
economic and legal sophistication pose serious problems for taxpayer 
compliance. But even more serious is the inability of the tax adminis
tration of most Li)Cs to implement acomplex law. Given severe limita
tions on administrative resources it makes sense for developing coun
tries to utilize relatively simple income taxes to raise money in away 
that achieves rough lustice, rather than tc, enact complicated systems 
that cannot be administered effectively"'7 

E.Other Objectives 

Tax policy isoften advocated as ameans of encouraging saving, invest
ment, innovation, econoinic growth, and international competitiveness. 
Explicit incentives for saving and investment were accorded relatively 
low priorities in the formulation of Treasury I for scveral reasons. First, 
there was astrong feeling that economic growth and international com
petitiveness would take care of themselves if the tax system could be 
made more neutral. It is extienely difficult to provide iiivestment 
incentives that do not discriminate across industries and types of assets, 
and therefore distort economic decisionmaking. Moreover, such incen
tives are an important building block 3f the tax shelters that under
mine both actual and perceived equity. 

Second, struc:ural tax policy is a relatively blunt and ineffective 
instrument to use in attempting to increase aggregate saving.A far more 
direct and effective approach would be to reduce the federal budget 
deficit. In addition, using tax policy to increase investment may be a 
mixed blessing if saving cannot also be increased. Manipulation of 
national income accounting identities reveals that anation's deficit on 
current account in its international payments is equal to its excess of 
aggregate investment over total saving, including that by governments. 
Investment incentives may therefore simply aggravate short-run prob
lems of international competitiveness, rather than solving them, as is 
commonly thought."8 

Finally, structural tax policy did not, in any event, appear to be the 
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appropriate means of combating problems of international competitive

ness at a time that the dollar was generally agreed to be substantially 

overvalued. Reducing the federal budget deficit, which should produce 

a lower value of the dollar, appeared to be a mote appropriate response. 

There is reason to believe that in LDCS, as in developed countries, 

reducing tax-induced distortions to economic decisionmaking would 

have a beneficial effect on the efficiency of resource allocation and eco

if nontax distortions could be reduced at 
nomic growth -particularly 

time. Even so, there is more reason to be concerned explicitly
the same 

than in developedas an objective in LDCSabout economic growth 

countries. 

F Revenue Neutrality 

The recent debate on tax reform in the United States occurred within 

neutrality. This constraint-that tax reform 
the context of revenue 

could not result in markedly higher or lower revenues-had an impor

tant influence on the debate. It helped prevent irresponsible raids on 

or increase tax preferences; it 
the treasury by those who would retain 

zhe tax rates were to be reduced substantially, it would be necessary to 

eliminate many tax preferences including popular ones. That tax reform 

would not be used to raise taxes provided at least limited comfort to 

those who saw their tax preferences being taken away. Though they 
on the newmight eventually be 'mposcd

feared that higher rates 

reformed base in order to reduce the federal budget deficit, they knew 

a cap on the damage they would 
that revenue neutrality would place 

experience, at least for the immediate future. 

Whether revenue neutrality make; tax reform easier or more difficult 

subject to debate. Arguments can be con
to achieve has long been 

structed for either view. Fundamental tax reform might appear to be 
are being 

more attractive in an environmeait in which total revenues 

reduced, because there will be relatively fewer losers than in a revenue

neutral context, the losses that do occur will be smaller, and tax reduc

tions for those who gain from tax reform will be greater. On the other 

hand, it is sometimes easier to raise additional revenue by curtailing 

tax preferences than by raising rates, especially if only moderate 

amounts of revenue are needed and the loopholes involved are particu

larly egregious or it asudden drop in revenues creates a fiscal crisis that 

forces unpopular action to be taken. One might conclude from this that 

revenue neutrality is the worst context in which to attempt tax reform. 

All in all, it appears that no general judgment can be made about the 
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importance of revenue neutrality ior tax reform in developing countries.U.S. tax reform was intended to be revenue neutral in the aggregate,
but not for individuals and for corporations, considered separately. Allthe tax reform proposals beginning with Teasury I, up to and including
the 1986 Act, involved massive transfers of marginal tax rates for indi'viduals to corporations. Reductions of liabilities front individuals 
were thus substantially greater than would have been possible if thereform had been revenue neutral for individuals and corporations considered separately. This presumably increased the attraction of tax 
reform to individuals,' 

Although the economic and political factors that produced the shiftof liabilities from individuals to corporations in the U.S. tax reform arealso operative in developing countries, there are important differences.
The fact that the private sectors of most developing countries importforeign capital has important implications. First, to the extent that suchcapital comes from equity investment by corporations headquartered
in countries allowing foreign tax credits such as the United States (orfrom countries that provide tax sparing), there is an important question
of whether increased corporate taxes would be allowed as credits (orspared), rather than resulting in increased aggregate (LDC and home
country) taxes on income from investment in LdCS. To the extent thatincreased corporate taxes really represent increased real burdens on thecorpoiations in question, it might be unwise to raise corporate taxes inorder to reduce individual taxes. The recent reduction of U.S. rates,together with changes in U.S. rules for determining the source ofincomefrom multinational operations and for calculating foreign tax credits,

will put downward pressure on corporate rates around the world. On
the other hand, economic rents may constitute a relatively more important component of the corporate tax base in developing countries than
in developed ones. Where this is true it may be possible to derive greater
revenues from the corporate sector 
 without driving out capital andretarding development. But this is risky business, as going too far can
destroy the investment climate of a country." 

G. Sacred Cows 
During the 1984 presidential election campaign Ronald Reagan promised no' to eliminate the deduction for home mortgage interest. Surprisingly enough, this was the only instance in which a "sacred cow" was publicly identified and placed off-limits prior to the release of Treasery 1.As a result, the authors of TIreasury I had a relatively free rein in 
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formulating proposals for tax reform that approximated taxing real eco. 
nomic income. 

The tax reform debate identified many more examples of preferential 
treatment that could not be touched for political reasons. Among pro
visions removed fairly quickly from the tax reform agenda were veter
ans' benefits, housing allowances of the military and the clergy, most 
employer-provided fringe benefits, and most ordinary itemized deduc
tions for charitable contributions. While some of these exceptions to 
the tax reform process can be defended on policy grounds (deductions 
for charitable contributions being perhaps the best example), for the 
most part the result was less equity, higher rates, and unnecessary dis
tortion of economic decisionmaking. 

Some notable sacred cows were injured, if not slain, in 1986. The 
itemized deduction for sales taxes, one of three major broad-based 
sources of general revenue of state and local governments, was elimi
nated. Further inroads were made into the tax-exempt status of securi
ties issued by state and local governments both for themselves and on 
behalf of nonprofit organizations. Unemployment compensation was 
made part ci[ taxable income. 

Certain types oi organizations and particular types of income have 
long been given undesm ved or :,uestionable preferentil treatment in 
many developing countries. These include certain fringe benefits, hous
ing, income of the military, government enterprises, the income of 
nonprofit organi'zations, and various taxes paid by individuals. Elimi
nating these loopholes is crucial if tax reform is to be truly effective in 
many countries. Thus U.S. experience in this area is highly relevant for 
LDCS, for it shows that progress can be made in reducing the tax-preferred 
status accorded such organization and income. But there is a much 
more important lesson in the resistance of these and other loopholes to 
reform. It would be far better never to have enacted the preference in 
question. 

Ill. The 'Taxation of Individuals 

The discussion that foliows covers the following types of reform of the 
taxation of individuals: rates, tax thresholds, excluded income, preferred 
uses of income, income shifting, and simplification. Within each of 
these topics the organization is roughly as follows: what was done in 
the United States, what was not done or was done wrong, and the rele
vance of the U.S. experience for developing countries. 



Lessons for LDCs 359 

A. Tax Rates of Individuals 

Rate reduction is one of the most important benefits of the 1986 Tax 
Reform Act. Previously there were more than a dozen rates, from t i 
percent to so percent; the new law has only four rates; 15, 28, 33, and 
28 percent. (The 33 percent rate occurs because a s percent surcharge is 
applied to income of upper middle-income taxpayers-those with 
income between $71,900 and some~what in excess of $170,000 for a 
married couple filing jointly-in order to take back the benefits of the 
15 percent rate and the personal exemptions for those with incomes in 
excess of the lower figure.) 

It is anomalous that the marginal rate should m-se to 33 percent for 
22 the upper middle class before reverting to 28 percent. A commonly 

heard political judgment is that it would have been difficult to adopt a 
more traditional three-rate system with a top rate of about 33 percent; 
without the promise of the eventual reversion to a 28 percent marginal 
rate, much support (or at least tolerance) of tax reform by high-income 
taxpayers would have ev.porated, and preferential treatment of long
term capital gains would have been inevitable. An alternative would 
have been to adopt a pure two-rate system of perhaps i s and 28 percent. 
This, however, would have substantially reduced revenaes and the 
progressivity of the income tax; even further closing of politically sen
sitive loopholes, such as those for the oil and gas industry, probably 
would nut have been enough to offset this. 

Marginal tax rates now prevailing in many LOCS ae high enough to 
cause serious disincentives and distortions, and incentives for brain 
drain and capital flight have been incv-eased by rate reduction in the 
United States and other developed countries.'- It thus seems a! -opri
ate that developing countries consider reducing their top margin.1 rates, 
perhaps to the range of 30 to 40 percent. Doing so need not reduce 
significantly either tax revenues or the progressivity of income taxa
tion, since the effects of rate reduction can be offset by base broadening 
that maintains revenue and distributional neutrality. .DCs presumably 
should not follow the U.S. lead in applying higher marginal tax rates to 
the upper middle class than to the wealthy.1 4 

B.Tax Thresholds 

During the 197os historically high rates of inflation eroded the real 
value of tax thresholds-the lowest level of income at which income 
tax is paid. This problem was not addressed in the ig8r tax jeform. 25 
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The 1986 Act eliminates the taxation of incomes below the poverty 

level by increasing deductions for personal exemptions and the stan
not itemize. In addition, thedard deduction allowed those who do 

earned income tax credit-a refundable credit available only to low

income families with children that first increases with earned income 

income exceeds a certain figure-was increasedand then declines as 
and indexed for inflation. As noted earlier, the benefits of the personal 

exemption are phased out at very high levels of income. 

Increasing the tax threshold to eliminate tax on poverty-level incomes 

was one of the few tax reform proposals that encountered little serious 

opposition. There wl,, '., vever, some debate on the best technique for 

achieving this objec ive. Tax credits are more efficient than deductions 

(in terms of revenue loss) in achieving a given tax threshold. But their 

probably substantially less transparent to many taxpayers 

than those of adeduction . 6 

prominently in the 

effects are 2

Issues of tax administration must figure more 

LDC decision on tax thresholds than in developed countries. It would be 

hopeless to attempt to collect income tax from apercentage of the pop

ulation approaching that in the United States. Tax thresholds limit the 

size of the tax-paying population, as well as saving an important equity 
LDCS might usefully consider curtailgoal. For administrative reasons 

ing somewhat the differentiation of tax thresholds based on numbers of 

dependcnts.27 This troublesome and controversial suggestion flies in 

the face of commonly accepted principles of tax equity. It is made in 

recognition that tax administrators have little ability to verify the num

ber of exemptions claimed; as a result, such differentiation creates atax 

on honesty and rewards dishonesty. 
Though the issue deserves further study,it does not appear appropri

ate in most LDCS to introduce asystem such as the earned income tax 

credit (with or without limiting it to families with children). Besides 

involving potentially substantial revenue costs, such aproposal would 

add yet another layer of administrative complexity to systems that gen

erally already suffer from excessive complexity that strains administra

tive capability. Moreover, such ascheme would benefit primarily those 

fortunate enough to find employmeni in the more advanced sectora 

come in contact with the tax administration, and not the trulythat 

poor, who tend to be employed in other sectors.
 

http:dependcnts.27
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C. Excluded Income 

Despite the fanfare that accompanied passage of the 1986 Act, little 

progress was made in dealing with the most important exclusions from 

taxable income of individuals, aside from elimination of the partial 

exclusion of long term capital gains (to be discussed in section IV). For 

the first timae unemployment compensation was made fully taxable, 
the tax treatment of social security was tightened somewhat, deduc

tions for meals and entertainment were reduced, and the living allow

ance component of scholarships wos made taxable. By comparison, vet

erans' benefits remain fully tax exempt. 

Interest income on de:bt securities issted by state and local govern

ments has historically been exempt from federal income tax. Though 

this exemption may have originally resulted from the view that it is 

constitutionally required, more recently it has been defended primarily 

as a form of federal support for the activities of state and local govern

ments. Indeed, based on that reasoning, the exemption is also applied 

to interest on debt issued on behalf of certain nonprofit organizations. 

Though the 1986 Act continued the basic exemption for interest on 

general obligation bonds of state and local governments, it did restrict 

somewhat the availability of the exemption for interest on bonds used 

to finance private-purpose activities. 
There are few areas in which disadvantages of tax exemption are more 

obvious than in the case of interest on government debt. Yet many devel

oping countries provide such an exemption, even for interest on debt of 

the national government iiself.2 s The presumed reason for such exemp

tions it to reduce the cost of borrowing. But at best it is likely that the 

reduction in interest rates resulting from the exemption no more than 
compensates for the lost tax revenues. More likely, the interest saving 

falls short of forgone tax revenues, with high-income bondholders pock

eting the 'lifference.This is the expected result if foreigners who receive 

no benefit from the exclusion are marginal purchasers of the bonds. In 

extreme cases, taxpayers may be able to borrow on a tax deductible 

basis in order to ipvest in tax-exempt securities, earning a substantial 
after-tax premium via tax arbitrage. 

The 1986 Tax Act did little to correct one of the most important 

omissions from the income tax base of the United States, fringe benefits 

provided by employers. Such benefits include health insurance, a lim

ited amount of group life insurance, and a variety of less important 
benefits. Moreover, employees can be allowed to choose between tax
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preferred benefits via "cafeteria plans!' Of particular interest to many 

developing countries is the fact that housing allowances of the military 329 
and the clergy benefit from tax preferences 

Besides causing marginal rates to be higher than necessary, preferen

tial treatment of fringe benefits creates inequities and distorts compen

sation packages and consumption choices in favor of goods and services 

that can be provided in taY-prefenfef forms. The availability of cafeteria 

plans makes quite explicit one major defect of the failure to tax fringe 

benefits: removing a portion of income from the tax net via fringe 

benefits and cafeteria plans necessitate higher rates on income that can

not escape tax.3" 
Developing countries should not follow the unfortunate pattern of 

the 1986 Act in perpetuating exclusions for fringe benefits. In some 

cases there are admittedly administrative and conceptual difficulties of 

valuing fringe benefits anid allocating :hem to particular employees; in 

such instances it may be preferable to disallow business deductions for 

the cost of providing fringe benefits, rather than attempting to levy the 

tax on individual beneficiaries. Of course, in some cases such problems 
will not be important. 

A related area of concern that falls between "c -eluded income" and 

"preferred uses of income" involves the tax treatment of such items as 

travel, meals, entertainment, and the provision of housing and automo

biles for employees. These problems are often particularly troublesome 

in the case of the self-employed, who generally have relatively high 

incomes. There is no doub: that some business expenditures for meals 

and entertainment and those for most deductible travel constitute rea

sonable business expenses; but it is also clear that business deductions 

for meals, entertainment, and travel often provide substantial subsidies 

for private consumption. Similarly, tax-deductible provision of cars and 

housing reduces the tax base, distorts economic choices, and generates 

inequities. In most developing countries it would be advisable to limit 

severely the availability of such deductions or to include (at least part 

of) such expenditures in taxable income of the employee. 
The 1986 Act tightens substantially the so-called nondiscrimination 

rules intended to prevent top executives from providing tax-advantaged 

fringe benefits for themsAves without making them widely available 

to lower-level employees. Although this approach deals with cases of 

abuse, it does not address the underlying problem of overly generous 

tax treatment of fringe benefits. Moreover, the nondiscrimination rules 

are incredibly complex. It would be far better for LDCS to deal directly 
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with the underlying problems than to attempt to prevent abuses via 
nondiscrimination rules. 

Probably the most important item of tax-preferred income in most 
countries is the imputed income from owner-occupied housing. In the 
United States, the imputed income from such housing is not taxed; 
however, two of the important costs of generating that income, interest 
expense and property taxes, are allowed as deductions. In short, income 
from owner-occupied housing is effectively subject to a negative rate of 
income tax; that is, it is subsidized."' Besides reducing the tax base and 
leading to higher marginal tax rates, the preferential treatment of owner
occupied housing is unfair, and it results in too much capital being 
invested in such housing, at the expense of socially more productive 
investment in other sectors. 

It may be unrealistic to attempt taxation of net income from owner
occupied housing, even though some countries have attempted to do 
so. Problems of valuation that plague implementation of property taxes 
would be encountered, but they would be accentuated because the 
stakes would be higher. At the very least the home mortgage deduction 
should be eliminated in order to reduce the tax advantage of owner
occupied housing.

3 2 

There may be a tendency to suggest the provision of tax subsidies to 
rental housing, in order to create a more equitable and neutral tax rela
tionship between homeowners and renters. Although there is some
thing to be said for this proposition, following this approach would 
create additional administrative problems and perhaps accentuate hori
zontal inequities. More important, especially in an LDC context, it 
would aggravate distortions of investment decisions in favor of housing 
and against other sectors. Tax benefits provided directly to taxpayers as 
renters would benefit only the minority of the population that is sub
ject to income taxation. It would be difficult even to use tax subsidies 
flowing to providers of housing to benefit the poorest households most 
in need of assistance. 

D. Preferred Uses of Income 

Treasury I proposed elimination of itemized deductions for all state and 
local taxes, one of the largest "tax expenditures!'33 By comparison, the 
1986 Act only eliminated itemized deductions for sales taxes, leaving 
intact those for state and local income and property taxes. The deduc
tion for state and local taxes causes taxpayers to favor the activities of 
such governments, relative to those of the private sector.3 4 Moreover its 
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effect on equity is highly regressive, since the benefits of the deduction 

dep.end on the marginal tax rate of the taxpayer. Whereas for someone 

in the 5o percent bracket the federal government effectively pays one 

half the cost of state and local government, someone who pays no fed

eral income tax or who utilizes the standard deduction pays the full 

cost of such activities. Thus the deduction is neither fair nor neutral. 
rational treatmentAlthough the 1986 Act opened the door for more 

of state and local taxes, the solution it provides is by no means satisfac

only for sales taxes discriminatestory. Eliminating the deduction 

between residents of states that rely heavily on sales taxes and those 

that do not, and it encourages sales tax states to shift reliance to the 

income tax. A far more appropriate response would have been to allow a 

deduction or a credit for some uniform percentage of all state and local 

taxes, if the deduction could not be eliminated entirely. Such a recom. 

mendation is equally applicable in developing countries. Of course, it 

is most relevant to those countries with federal systems of government. 

In the United States nonprofit organizations undertake many activi

to the public sector in other countries. At least
ties that are assigned 

part of the explanation for this can be traced to the deductions allowed 

both corporations and individuals for contributions made to such orga

a deduction has been allowed even for indi

viduals who do not otherwise itemize deductions, in order 
nizations. In recent years 

to encour-

This provision has been an open opportunity for 
age contributions. 

abuse since it is not economical to audit the small amounts claimed;
 

much the same can be said for small amounts claimed by those who do
 

itemize, but may lack adequate documentation. Another form of abuse
 

can be traced to the tax treatment accorded the donation of appreciated
 

property. Deduction has been allowed for the full value of such property, 

is not reflected in taxable 
even though appreciation on the property 

income. Though such treatment provides substantial incentive for con

tributions of appreciated property,it violates basic rules for income mea

substantial opportunities for abuse 
surement. Moreover, it creates 

of inflated deductions based on overvaluations of
through the use 

donated assets.
 

Treasury I would have eliminated the deduction for nonitemizers and 

allowed the deduction for itemizers only for contributions in excess of 

two percent of adjusted gross income. While this provision might have 

reduced incentives for charitable giving somewhat, incentives for mar

ginal giving by itemizers with gifts in excess of the floor would have 

remained intact, except to the extent reduced by rate reduction; it was 
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believed that the gains in simplification and equity justified its pro
posal. The 1986 Act eliminated the deduction for nonitemizers, hut did 
not impose a floor on contributions by itemizers. Treasury I also pro
posed taxation of the appreciation on assets donated to charity. Though
the 1986 Act did not follow this proposal, it did subject such apprecia
tion to the alternative minimum tax Idescribed later in this essay). 

Given the relative unimportance of the tax-exempt sector in most 
developing countries, it may not be necessary to devote considerable 
attention to tax reform issues affecting charitable contributions. A rea
sonable solution would be to follow the Treasury I approach. In addi
tion, closely controlled nonprofit foundations that are used to avoid 
taxes or that provide unfair competition for taxable entities should be 
scrutinized carefully.
 

E.Income Shifting 
In most countries the existence of graduated rates creates incentives to 
shift income between family members. (An exception would be the use 
of the family unit as the taxpaying unit, rather than either individuals 
or only the parents.) Where the taxpaying entity is the individual, the 
shifting of income is between spouses, often through transfers J the 
ownership of assets or the use of artificial transactions between hus
band and wife. The United States provides for joint returns, effectively 
treating the income of a married couple as if earned equally by the two 
spouses; the usual abuse in the U.S. therefore involves shifting of 
income to children. This problem is further accentuated by the use of 
trusts, which in the United States have traditionally been taxed under 
the graduated rate schedule applicable to individuals. 

The 1986 Act reduces the possibility of shifting income to minor 
clildren and using trusts to minimize taxes. First, it applies the mar
ginal tax rate of the parent to nonlabor income of children under the 
age of fourteen in excess of $iooo. Second, more income of t,'ustsis 
construed to be that of the grantor of the trust, and the rate schedule 
applied to income of trusts is compressed, making use of that device to 
avoid taxes much less attractive.'-

Attention to issi.,: such as these would be appropriate for many devel
oping countrie,, particularly those with well-developed commercial, 
financial, an, legal systems. Fairly simple and obvious ways can be 
found to shift income between family members, in the absence of 
explicit prohibitions. Moreover, techniques can often be utilized to 
avoid limitations of the type recently enacted in the United States. In 
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particular, a closely held business owned by the parents could pay a 

child. Such salary deductions might belarge deductible salary to a 

disallowed as unreasonable if discovered, but the discovery of abuses 

may not be simple in a country in which administrative resources are 

scarce. This is especially true if there is no easy way to link the tax 

returns of children to those of their parents or to those of businesses 

controlled by their parents. 

F Simplificalion 

There seems to be an irrepressible urge throughout the world to provide 

man can conceive as beingtax benefits to virtually every activity 

"good." Besides interfering with equity and efficiency, yielding to this 

urge reduces the tax base, necessitates higher rates, and increases com

plexity. Whereas a developed country may be able to afford the luxury 

of a complex tax code, developing countries generally cannot. It is often 

that are universally
best to forgo tax preferences, even for activities 

the administrative feasibil
agreed to be worthwhile, in order to assure 

ity of taxation. 
In the United States any individual with income in excess of $S,000 

3 6 A high perccntage of all tax
is required to file an income tax return.

are discharged through withholding at source
liabilities of individuals 
on wages and salaries. A claim for refund (in the case of overpayment) 

Though a small 
or a check for underpayment is filed with the return. 

are and the calculations of taxpayers are
fraction of returr.s aLdited 


verified, returns are generally accepted as accurate.
 

In several other developed countries a substantially smaller fraction 

of taxpayers actually file tax returns, their liabilities having been dis
proposal

charged through withholdiag at source. Treasury I included a 

for a "return-free system," under which the Internal Revenue Service 

would calculate income tax liability for many taxpayers, based on infor

mation on filing status supplied by the taxpayer and information returns 

supplied by employers, lenders, state and local governments, financial 

institutions, and others currently providing such information on income 

and potentially deductible expenses. This proposal was not accepted by 

the U.S. Congress. 
A return-free system of the type proposed in Treasury I is not feasible 

in developing countries because of the lack of adequate reporting of 

taxpayer information. But many such countries should strive to reduce 

must file returns. For those with only
the number of taxpayers who 

labor income subject to withholding who do not itemize dedt'ctions, it 
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should be possible to rely almost entirely on withholding, eliminatingany need for the processing of tax returns. (Whether by law or by practice necessitated by administrative realities, many developing countriesalready follow such an approach.j Implementing such an approach
requires careful attention to the design of the withholding system. That,in turn, rests on careful consideration of system design and the benefitsof fine-tuning; it is clearly easier in asystem with such characteristics as individual taxpaying units, asingle rate covering much of the taxpay
ing population, and few itemized deductions. 

.Other Provisions 
The income tax of the United States is perhaps the most complicated ofany in the world. It contains provisions with no counterparts in theincome taxes of many developing countries. Some of these provisionsmake very little sense on policy grounds, regardless of acountry's levelof development. Although others are potentially appropriate for ahighlydeveloped country with the administrative skill required to deal withthe implied complexities, most such provisions are probably best

avoided by developing countries.37 

IV.Taxation of Business and Capital 
Ass.iring that the taxation of income from business and capital is atthe same time fair, economically neutral, relatively simple, and conducive to economic growth isexceedingly difficult, especially in an environment of high and variable inflation-a situation commonly foundindeveloping countries. Though the tax reform proposals submitted toPresident Reagan in November 1984 by the Treasury Department madeaconcentrated effort to achieve these objectives, the 1986 Act fell short
of realizing them in several important respects.3 8 
 This section dealswith the following general topics: corporate rates, the relationshipbetween taxes on individuals and those on corporations and other business entities, timing issues such as depreciation allowances, the needfor inflation' adjustment, and provisions intended to curtail the use oftax avoidance and tax shelters. There is no discussion of reforms affecting the taxation of foreign-source income of multinational Americanfirms; though these changes have highly relevant "implications" forthe design of tax systems in LDCS, they contain few "lessons" for suchcountries, which are almost universally importers of capital. 

http:countries.37
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A. CorporateTax Rates 

U.S. tax law has long provided graduated corporate rates, presumably to 
encourage small businesses. The idea is that the owner of such a busi

ness can pay corporate tax rates below both that paid by large corpora
tions and the rate that would be applicable if the income were to be 
taxed at the marginal rate of the owner(s). For reasons to be spelled out 
below, reasury Iproposed that a single rate be applied to all corpora
tions, except those electing to be taxed as partnerships.," By compari
son, the 1986 Act continues the practice of applying a graduated rate 
structure to corporations. 

This approach to encouraging the development of small business has 
obvious flaws. First, activities that might otherwise be included under 
one corporate structure may be broken down into numerous separately 

chartered corporations in order to take aultiple advantage of graduated 
rates. In principle it would be possible (as in the United States) to restrict 
substantially this type of manipulation by allowing corporations sub

ject to common control to benefit only once from rate giaduation. But 

this is likely to be a counsel of perfection in adeveloping country,where 

information on the ownership of closely held corporations is often 
fragmentary. 

Second, there is no necessary relationship between the size of a busi

ness and the total income attributable to its owner(s). Large corpora
tions may be owned by individuals with low incomes. This is espe

cially true in developed countries, where pension funds hold substantial 

stakes in the equity of large corporations. Conversely, companies quali

fying for the benefits of graduated rates may be owned by wealthy indi

viduals with high incomes. Thus graduated rates for small corporations 
are likely to do little to improve the equity of an income tax system, 

and they may harm it. Moreover, because of the ease of manipulation of 

organizational structure, graduated rates may be an extremely ineffi

cient way of encouraging small business; that is, wealthy taxpayers may 

take advantage of such provisions to such a degree that the revenue cost 

of encouraging small businesses through this means may be unbearable. 

Depending on the relationship between individual and corporate rates 

and the ease of using illegal means to evade taxes, professionals such as 

doctors and lawyers may use "professional corporations" to take advan

tage of the graduated corporate rate structure. In many countries evasion 

is so easy for these professionals that use of the corporate form is super

fluous. It seems safe to say that in LOCS, tax benefits of this type are gen
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erally not necessary to elicitan adequate supply of professional services. 

In short, developing countries generally should not employ graduated 

corporate tax rates. Certainly they should not do so unless they have 

the administrative capicity to prevent the types of abuses just described. 

B. Integrationof Corporateand PersonalTaxes 

The United States is one of relatively few developed countries that do 

not provide meaningful relief from the double taxation of income from 

corporate equity. Under the "classical system" found in the United 

States such income is taxed first when received 'y the corporation and 

again when distributed to shareholders. As a result, there are incentives 

for corporate managers to prefer debt over equity finance and to retain 

earnings rather than distributing them; in addition, this system gener

ally discriminates against investment in the corporate sector and 

against the use of the corporate form of business.4" 

Treasury I attempted to rectify this situation by allowing corpora

tions a deduction for So percent of dividends paid to individual share

holders. In addition, it proposed that large limited partnerships be 

treated as corporations, in recognition that they hae many of the eco

nomic attributes of corporations. (Some are even listed on the New 

York Stock Exchange.) The dividend-paid deduction approach was cho

sen over the much more common shareholder credit method (also called 

the imputation or withholding method) because of its greater sim

plicity4t An explicit decision was made in Treasury I to break with 

common practice and extend the benefits of dividend relief to tax
exempt shareholders and foreigners.4' Taxation of dividends can be 

implemented effectively in developing countries only if there is awith
holding tax. But if there is, there may be relatively little practical differ

ence between the shareholder credit and the dividend-paid deduction. ' 

Dividend relief did not have strong support and is not provided in the 

1986 Act. If anything, the defects of the classical U.S. system have been 
aggravated. For the first time in history the marginal rate paid by high

income individuals (i28 percent) lies well below that paid by most major 

corporations ( 4 percent). Tjiis rate differential, which applies to retained 
earnings, as well as to income distributed as dividends, wili accentuate 

the traditional advantage enjoyed by noncorporate investments. The rate 

differential will also accentuate the bias toward debt finance created by 

the classical system. 4 4 It would not be surprising to see corporations 
use the proceeds of large issues of debt to retire their shares or to buy 

the stock of other corporations. 
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A corporate deduction only for dividends paid on new issues has all 

the allocative advantages of a deduction for all dividends, without the 

loss of revenues and windfall gains to owners of existing shares.45 It 

does, however, suffer some administrative difficulties. Whether devel

oping countries could implement a deduction only for dividends paid 

newly issued shares, without encountering severe administrativeon 

problems and abuse, deserves consideration.
 

Under a flat-rate income tax applied at the same rate to corporations 

and individuals, the equilibrium effects of allowing adeduction for div

idends paid and taxing such dividends in the hands of shareholders can 

be duplicated by allowing no corporate deduction and excluding divi

dends from the taxable income of shareholders. Similarly, the standard 

practice of allowing corporations (and unincorporated businesses) a 

deduction for interest expeose and taxing interest income is equivalent 

to exempting interest income arid allowing no deduction for interest 

expense. Theie is, however, acrucial administrative difference in these 

two approaches. (Significant differences also exist in the tax treatment 

of interest and dividends paid to tax-exempt organizations and foreign

ers; these are not considered at this point.) It is far simpler and more 

certain to disallow corporate deductions for dividends and interest 

expense than to attempt to assure that dividends and interest are 

included in the taxable income of shareholders. Although this approach 

suffers from perception problems, some countries might wish to con
4 6 

sider adopting it.

Of course, matters are not so simple if, as is common, income tax is 

levied at graduated rates. Disallowing abusiness deduction for interest 

involves more taxation than subjecting interest income to the marginal 

rates of low-income recipients of interest. But in most developing coun

tries the concentration of wealth is such that most dividends are proba

bly paid to individuals who are (or who should be) subject to the top 

marginal rate. Interest income may be more widely distributed. But in 

many countries the taxation of such income via disallowance of deduc

tions may be less important than the "tax" implicit in interest rates set 

at below market levels. 

C. Timing Issues 

If an incone tax system is truly to be fair and neutral, income for tax 

purposes must resemble closely economic income. If the timing of the 

recognition of income and the deduction of expenses does not track eco

nomic reality fairly closely, there will be opportunities to reduce the 

http:shares.45
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present value of taxes by postponing recognition of income and acceler
ating deductions for expenses. The postponement of taxes can be a quite 
valuable benefit if interest rates are high, as they commonly are in devel
oping countries.4 7 The result is a tax system that is unfair and that 
distorts the allocation of resources toward activities offering the great
est opportunities for this type of migmatching of the timing of income 
and expense. In addition, the reputation of the tax system suffers as 
high income individuals and profitable corporations are seen to pay lit
tleor no taxes." 

Inmany cases current expenditures create assets of lasting but dimin
ishing value. Proper income measurement requires that the costs of 
creating such assets be capitalized and deducted as the resulting assets 
decline in value, rather than being deducted in the year costs are 
incurred. For convenience we might call such activities "point input, 
phased output. ' 

Probably the most familiar question of timing of this type involves 
depreciation allowances. If taxable income is to track economic real
ity, depreciation allowances must be based on economic depreciation, 
the time pattern of loss of value of a depreciable asset. Implementing 
this rule is difficult, at best, because accurate information on patterns 
of economic depreciation are not readily available.49 Moreover, in 
many countries depreciation allowances are deliberately accelerated. 
First, it may be thought necessary to allow accelerated depreciation to 
compensate for inflation; otherwise, depreciation allowances for tax 
purposes will not allow tax-free recovery of capital. Second, many coun
tries use such techniques as accelerated depreciation and investment 
tax credits to provide incentives for investment. This approach has 
been followed in the United States since 1962. From 1981 to 1986 the 
combination of highly accelerated depreciatioa allowances and the 
investment tax credit produced capital recovery allowances for many 
assets that at 198i levels of inflation were roughly equivalent to 
expensing (first-year write-off) in real present value. Sonic contend that 
this is appropriate, noting that expensing is a standard component of 
proposals for basing taxation on consumption, rather than income, 
without noting that income tax treatment of debt and interest expense 
is inconsistent with consumption-basLd taxation. 

This system came to be widely viewed as overly generous, in part 
because it resulted in the proliferation of tax shelters for individuals 
and elimination of income tax for many profitable corporations. This 
problem was aggravated when the drop in the inflation rate caused the 

http:available.49
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real present value of capital cost recovery to exceed that of expensing, 
Moreover, the economic effects of these investment incentives differed 
widely across industries, with the degree of nonneutrality depending 
on the rate of inflation."' Treasury I proposed that the investment tax 
credit be repealed and that depreciation allowances for tax purposes be 
based on the best available evidence of economic depreciation. The 
depreciable basis of assets would be explicitly indexed for inflation. 
Although the 1986 Act repealed the investment tax credit, it did not 
reduce substantially the acceleration of depreciation allowances for 
equipment, perhaps in part because it provides no adjustment for 
inflation. 

The principles underlying the Treasury I proposals for real economic 
depreciation are generally applicable to a much wider rang(. of issues. 
The cost of discovering and developing natural resources should be cap
italized and recovered through depletion allowances based on output., 
Thus Treasury I proposed repeal of the existing provisions unler which 
so-called "intangible drilling costs" (IoCs) in the oil and gas industry 
and analogous mine development costs are deductible in the year
incurred. It proposed elimination of ptercentage depletion, an irrational 
system under which taxpayers in natural resource industries are allowed 
to deduct a given percentage of income, without regord to the relation
ship between the total amount of such deductions and the capital 
expenditures ostensibly being recovered. Reflecting political pressures, 
the 1986 Act retains expensing of 1DeS for independent ope'ators, 
though it does tighten somewhat the alternative maximum tax relating 
to ivcs and makes deductions for tocs by major oil companies and anal
ogous expenditures in hard mineral development less generous. 

Successful research and development Ji & D creates assets having 
value extending beyond the current period. The same can be said for 
expenditures on advertising and public relations. For accurate income 
measurement such expenditures should, in theory, be capitalized and 
amortized. Reflecting both the difficulty of valuing such assets and the 
perceived social benefits of R & D, under U.S. law such expenditures 
may be deducted in the year incurred. Ot course, current expensing of 
advertising and similar expenses creates a bias in favor of this type of 
investment, relative to investment in productive assets. The same argu
ment may apply to expenditures on research and development, but with 
less force, depending on the validity of external economy arguments. 

By comparison with the activities just discussed, there are activities 
in which costs are incurred over time to create assets of increasing value 
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that are then harvested or sold intact. A clear example would be timber. 
For such assets characterized by "phased input, point output" the con
ceptually correct approach under an income tax would be to tax the 
increase in value on an accrual basis.5 2 Under such an accrual approach 
all costs of creating increases in value would be deducted as in,:z rred. 
Such an extreme approach is politicaily unlikely and perhaps adminis
tratively infeasible in most cases. Thus in the case of timber leasury I 
adopted the alternative of requiring capitalization of the costs of phased 
inputs, ahowing their deduction only at the time income is realized 
through the sale of the resulting assets. Becausc recognition of income 
is deferred until timber is cut, this approach would not fully eliminate 
the timing problem. 

When applied in other areas the logic just described produces unac
ceptable tax postponement. For example, it has been applied in the 
construction industry as the "completed contract method" of account
ing for multiyear projects. Under this method no income is recognized 
until a contract is completed, even though progress payments have been 
received. An alternative that reflects economic reality more closely 
would be to require that income be recognized for tax purposes on the 
1,asis of the estimated percentage of completion. The 1986 Act requires 
that this "percentage completion method" must be employed for at 
least 4o percent of the calculation of income from multiperiod con
tracts. In addition, the completed contract method is not available for 
the calculation of income under the alternative minimum tax. 

Some assets are characterized by both phased inputs and phased out
puts. For example, vineyards, rubber trees, coffee plants, and fruit trees 
are characterized by unproductive gestation periods extending over sev
eral years, followed by lengthy productive lives. In such cases it would 
be appropriate to combine the Treasury I treatment of timber and of 
depreciable assets, requiring capitalization oi pre-production expenses 
and subsequent amortization of such expenses over the productive life 
of the asset. A similar situation exists in the case of construction activ
ities extending over several years, including self-construction of assets 
by the taxpayer. Construction-petiod costs, including interest and taxes, 
should be capitalized and then recovered through depreciation allow
ances, whether by a taxpayer-constructor or by a third party. Inventory 
accumulation provides another example of phased input and phased 
output. The 1986 Act provides that many costs of inventory accumula
tion that were previously expensed must be capitalized. 

Accurate income measurement requires the use of accrual account
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ing. It may be necessary and appropriate to allow small businesses to 

employ cash accounting, to ease compliance burdens. But allowing the 

use of cash accounting creates opportunities for abuse. For example, it 

has been common practice in the United States for cash-basis taxpayers 

to incur large exp.anses near the end of the fiscal year in order to gener

ate tax deductior-, even though the expenditures are for purchases 

related to the earning of income to be reported in the next year. Simi

larly, it is common for cash-basis taxpayers to postpone billing for sales 

and services rendered late in a year in order to postpone realization of 

income. In extreme cases an accrual-basis taxpayer takes a deduction in 

one year for obligations that will not be recognized until a year later by 

a cash-basis taxpayer. The same taxpayer may even be on both sides of 

such a transaction, for example, operating through one cash-basis part

nership and another partnership reporting on an accrual basis. 

Another abuse of cash-basis accounting has ben particularly preva

lent in the construction of housing. jThe problem is, however, more 

widespread.) A housing contractor sells a home but accepts a note pro

viding for deferred payment, which is then discounted to a financial 

intermediary. The contractor reports income only as the note is amor

tized, even though by discounting the note he has, in effect, realized 

cash from the sale of the home. The 1966 Act contains strong restric

tions on the use of such "builders' bonds" and other instances of bor

rowing by those making installment sales. 

If all forms of income are not taxed uniformly, substantial incentives 

exist for recharacterizing income and expense. If, for example, interest 

income is taxable but capital gains are taxed preferentially, there is an 

incentive to convert interest income to capital gains. One way this can 

be done in the absence of rules preventing it is by issuing debt for less 

than its value at redemption and paying little or no interest explicitly. 

Much of the return in.plicit in the bond would be realized as a "capital 

gain" upon redemption. (By comparison, an accrual-basis taxpayer may 

be dedurting this implicit interest as it accrues.) Of course, the manip

ulation inherent in such "original issue discount" bonds is fairly trans

parent, and rules have existed in the United States since 1954 to deal 

with this problem. In order to me'sure taxable income and expense 

correctly, it is necessary that lenders report the implicit interest on 

transactions of this type as it accrues. Use of a straight-line amortiza

tion schedule for tax purposes is too generous to the borrower, since it 

fails to take account of t.he effects of compound interest. 

The rules dealing with timing issues are among the most complex 
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features of the 1986 Act. One would advocate their adoption in toto by a 

developing country only with trepidation. Full consideration of the pos

sibility of transplanting these rules to LDCS requires further study, but 
3 

is beyond the scope c:f the present paper.-

D. InflationAdjustment 

A well-designed income tax must make allowance for inflP ion in the 

measurement of income from business and capital. Onerwise, high 

and variable rates of inflation can produce grossly inaccurate measure

ment of taxable income. These inaccuracies r:n cause considerabie 

inequity and distort the allocation of resources. In ddition, they may 

generate disincentives for saving and investment and stifle capital for

mation and growth. 4 

Some countries use ad hoc substitutes for inflation adjustmenti these 

include acceleration of depreciation allowances, LIFO (last in, first out) 

accounting for inventories, and preferential treatment for long term cap

ital gains. Such ad hoc appioache5 are defective in several respects. Most 

obviously, they are app. )priate, at best, for only one rate of inflation. At 

any other rate they may be either too generous ot not generous enough. 

Ad hoc provi;,ons enacted when inflation is high can r,: -ult in enor

mous tax loopaoles and opportunities for tax shelters when inflation 

declines; tais I-,. jeen the experience in the United States since enact

ment of overly gens-;oui accelerated depreciation allowar ces in t98!. 

Second, while it 's common to introduce ad hoc responses to inflation 

in the case of depreciable assets, capital gains, anC :.ds sold from 

inventory, it is much less common to make similar ac>i .t ents for the 

erosion of the real va!ue of debt resulting from inflation. If interest 

income and expense (or the principal of debt obligations) are not 

indexed, infIltion may undermine incentives to save, increase incen
tives to borrow, and aggravate opportunities for tax shelters. T be satis

factory a system of inflation adjustment must reflect fairly accurately 

actual experience with inflation and must be applied to interest income 

and expense (or to the principal amount of debt), as well as to deprecia

ble assets, capital gains, and inventories. 
Treasury I included a comprehensive system of inflation adjustment. 

The basis of depreciable assets would have been adjusted to reflect 

inflation, the basis of capital assets would ailso have been adjusted, so 

that only real capital gains would be taxed (and real loses would be 

deductible, up to a limit), taxpayers would have been given a choice 

between using indexed FIFo (first in, first out) or Lifo accounting for 
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inventories, and an inflation adjustment would have been applied to 

interest income and expense."5 

The primary defect in this system was the method proposed for 
dealing with interest income and expense. The conceptually correct 

approach would be to allow taxpayers to exclude from income (and dis

allow interest deductions for) an amount equal to the product of the 

inflation rate and the principle amount of debt. Because it was feared 

that compliance with this approach would be too difficult, the Treasury 

Department proposed ati alternative ad hoc substitute. The exclusion 

(and disallowance) would be the product of nominal interest income 

(and expense) and the percentage that the inflation rate represents of 

the sum of 6 percent plus the inflation rate. 
This approach suffers from several shortcomings.5 6 First, the index

ing formula proposed would be accurate, strictly speaking, only for new 

debt yielding a real rate of return of 6 percent. In general the inflation 

adjustment would be much too small, because the 6 percent real rate of 

return implicit in the formula substantially overstates real rates of 

return historically experienced. Moreover, the accuracy of the inflation 

adjustment would vary considerably, depending on the nominal inter

est rates on various debts. 7 It can be argued, however, that even with 

this design flaw the interest indexing in Treasury I would be a sig
no allowance fornificant improvement over current law, which makes 

inflation. 
Second, the Treasury I proposal would exclude from tax a percentage 

of the spread of financial institutions (and others with positions on 

both sides of debt transactions)."8 It would have been appropriate, but 

more cormplicated, to limit interest indexing to income from loans 

financed from equity. 
None of these proposals for inflation adjustment were included in 

the 1986 Act. Capital gains are now taxed as ordinary income, despite 

the lack of inflation adjustment. LiFo continues to be available; indexed 

rO is not allowed. L.'lation adjustment is not allowed for deprecia
repealed, depreciationtion; although the investment tax credit was 

allowances remain somewhat accelerated, perhaps because of the lack 

of inflation adjustment. Nominal intcest expense remains fully taxa

ble and fully deductible, subject to a variety of limitation: intended to 

prevent tax avoidance. 
Unless they can realistically expect very low and constant rates of 

inflation, developing countries that continue to levy traditional income 

taxes should seriously consider providing inflation adjustment. The 
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need for inflation adjustment is probably greater than in ciie UnitedStates, since inflation is generally more rapid in such countries than inthe United States. Unfortunately the ability to deal with the complexity of inflation adjustment is also generally much moie limited. Further attention should be devoted to alternative techniques of inflationadjustment and to experience in other countries. The most difficultproblems occur in attempting to adjust interest or debt for inflation. Toavoid the difficulties with the Treasury I approach described above, theconceptually correct approach requires knowledge of the average principal amount of debt during the year. A third alternative would be thatused in Chile, proposed by Harberger for Indonesia and proposed morerecently by the current author in Colombia. 5

adjustment of both the value of "real" 
' It involves inflation 

assets and net wealth.' Experience in Chile suggests that such an approach has been workable. 

E. Tax Avoidance Measures 
Because of inaccuracies in income measurement resulting froming issues, the preferential timtreatment of capital gains, and the full deduction of nominl interest expense, many high-income taxpayers inthe U.S. have been able to avoid substantial amounts of taxes. 6mon approach is to invest in a 

i A com
limited partnership established for thispurpose. Because deductions are accelerated and recognition of incomeis deferred, current income for tax purposes is understated. Furtherunderstatement occurs because deductions are allowed for the full nominal amount of interest, rather than only the real component. When
income is finally realized, it is often characterized as preferentially taxed
capital gains. The partnerships' artificial accounting losses
through are passed
to the partners, who use then

6 2 to offset tor shelter) incomefrom other sources. A less elaborate means of sheltering incomeinvolves borrowing to make long-term investments. Nominal intereston the debt is fully deductible, while long-term capital gains benefit
from preferintial treatment.

Treasury I would have eliminated 
most of the opportunities for taxshelters by. attacking the provisions that make them possible. It wouldhave made the timing of the recognition of income and the allowanceof deductions match much more closely the underlying economic reality. Deductions for interest expense would have been adjusted to takeaccount of inflation, albeit in a very rough manner. Finally, real capitalgains would have been taxed in the same way as other income. In short,the only generally available preference remaining would have been the 
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advantages of deferral and step-up of basis at death for purposes of cal

culating capital gains.6"3 While important in their own right, these prob

ably would not have been enough to perpetuate seriously abusive tax 

shelters. 
The t986 Act followed a circuitous rov.te in curtailing tax shelters, 

rather than the direct approach of 'Itreasury I.While dealing with many 

timing issues and providing for the taxation of nominal long-term e.api 

tal gains as ordinary income, it left in place several building blocks of 

tax shelters, including accelerated depreciation, expensing of intangi

ble drilling costs for independents, deferral and step-up of basis at death 

for capital gains, and full deduction of nominal interest expense. Being 

worried about he inequities, distortions, and perception of unfairness 

created by tax shelters, the Congress introduced -everal new anti.shelter 

provisions. 
First, it essentially divided income and expense into three separate 

In one basket is income from employment and the active"baskets.' 
pursuit of a trade or business. The second contains investment income 

such as interest, dividends, royalties, and capital gairs on investmz.t 

assets and interest expense incurred to inance such investments. The 

third basket contains passive income and losses. In general this basket 

includes income and expenses from business activities in which the 

taxpayer is not an active participant, except fcr those from working 

inteiests in oil and gas properties (an exception explained by powerful 

political forcesI. Income and losses from limited partnerships (except 

for those of the general partners) and rental income and losses, includ

ing those from real estate, are pretaimed to be par"ave, but income from 

portfolio investments is presumed to be investment income. 

Passive losces can only be deducted to the extent of pas.;i;'e income; 

they cannot be used to offsec investment income or income from 
or business. Similarly,employment or the active pursuit ot a trade 

investment interest can only be dedutted to the extent of investment 

income; it, too, cannot be deducted against income from employment 

or a trade or business. These rules effectively prevent the use of passive 

losses from tax shelter investments and excess interest expense from 

offsetting employment income and income from the active pursuit of a 

trade or business. These benefits have been purchased, however, at a 

high cost in terms of complexity. It is necessary to draw many arbi

trary lines between similar transactions in order to distinguish between 

various types of income and various types of interest." It would have 

been far simpler to adopt the straightforward scheme proposed in Trea
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sury I,which would have substantially eliminated the building blocks 

of shelters. 
Seen from the perspective of traditional public finance theory, the 

"three-basket" approach recently adopted by the United States seems 

highly anomalous. It converts a tax on global income into a schedular 
on the 

tax. Schedular taxes hx:,e traditionally been opposed
income 
grounds that income from all sources should be taxed equivalently. Of 

course, that view rests on the (usually implicit) presumption that taxa

ble income from vaiious sources is measured accurately, that is, that it 

reflects economic income. At the heart of the U.S. retreat to a achedular 

.ystem is the reluctance (or political inability) to eliminate tax prefer

ences, as proposed in Treasury I. Given this fact of life an attempt to 

implement a global system would leave the door open for tax shelters 

and other avenues of tax avoidance. The schedular approach adopted in 

the 1986 Act is perhaps a reasonable response to this state of affairs, 

although a second-best one. 

1969 the United States has imposed an alternative minimumSince 
tax fAMT) on individuals. The AMT has a base that is much broader than 

that for the regular income tax. Because certain itemized deductions 

and excl,'-d sources of income are included in the base of the AMT, 

the effect of the AMT is potentially somewhat more far-reaching than 

those of the anti-sheltei devices described above. As a result, the AMT 

helps to prevent high-income individuals from paying no tax. The r986 
sense, the alterna-

Act extends the AMT concept to corporations. In a 

tive minimum tax is evidence of congressional schizophrenia: piefer

that allow taxpayers to ovoid tax are enacted, but the alternative ences 
minimum tax is imposed to prevent taxpayers from making excessive 

use of those preferences. Because of its proposals to eliminate virtually 

all opportunities for tax shelters and to severely restrict the availability 

of itemized deductions, Treasury I proposed repeal of the alternative 

minimum tax. 

Because many itemized deductions and opportunities to avoid taxes 
stringent.were continued, the 1986 Act makes the AMT much more 

More items of tax preference are included in the base of the AMT, and 

the 21 percent AMT rate for individuals is 75 percent of the z8 percent 

rate applicable to high-income taxpayers under the regular tax. (By com

parison, the previous AMT Of 20 percent was only 4'- percent of the top 

marginal rate of 50 percent.) 

Many high-income individuals will be forced to calculate liability 

under both the AMT and the regular tax. Since many items Af income 
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and expense are treated differently under the two taxes, this reform 
increases substantially the complexity facing those potentially liable 
for AMT. The corporate AMT in the 1986 Act contains a particularly 
peculiar feature: liability is based ir, part on the "book" income used 
for financial accounting purposes.6" 

It is difficult to know how to appraise the relevance of U.S. experi
ence in this area. The best approach ior LDCS, as in developed countries, 
is to adopt an economically sensible and comprehensible definition of 
income. While administrative corsiraints may preclude a totally cor

rect definition of income, it should at least be possible to avoid the 

most glaring deficiencies and thus the need for either P schedular 
approach or an alternative minimum tax. Failing that, the proper solu
tion is not obvious. As in the Unitd States, a schedular approach 
would prevent the most egregious abuses. But it would do so at sub

stantial costs in terms of added compltxity. 
Introduction of an alternative minimum tax appears to be even less 

attractive for an Loc. The already thin administrative capabilities of 

the fiscal authorities would be stretchei even further. Moreover, as a 

practical political matter it seems fairly unlikely that much progress 

could be made in reaching through the AMT income that cannot be 

reached through the regular tax. 

V.Concluding Remarks 

Limitations of space preclude an extensive summary appraisal of the 

lessons for LiOcs of U.S. tax reform. Suffice ivto say that in many cases 

reforms enacted in the United States would be equally appropriate for 

LDCS; especially important is the fundaintol approach of broadening 

the tax base in order to reduce marginal tax rates. In many developing 

countries it would be appropriate to adopt r.forms proposed in the 

United States, but not enacted; these inLlude more comprehensive tax

ation of fringe benefits, elimination of exemptions for interest on gov

ernmental securities, and reduction of the tax benefits of owner

occupied housing.' In the area of taxation of income from business 

and capital, problems that deserve attention by tny LDC expecting to 

rely on a traditional tax based on income include relief from double 

taxation of dividends, inflation adjustment, and timing issues. 

The complexities of inflation adjustment and timring issues, as well 

as concern about saving, investment, ind economic growth, lead one to 

ask whether continued reliance on income taxation is preferable to per
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sonal taxation based on consumption. Consumption-based taxation has 

the substantial idministrative advantages for LDCS that inflation adjust
ment is not necessary and that most timing issues disappear. More
over, by eliminating the tax on the marginal return to investment, a 
consumption-based tax would reduce the relative attraction of tax
preferred investment, in the United States and elsewhere." Further 
attention should be devoted to the relative merits of personal taxation 
based on income and on consumption. 
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Notes 

I 	Fr thorough analysis of the use of value added taxes in developing countries, includ
ing discussions of the European experience and the VAT recently enacted m New 

ZeAland (called a "general sales tax" for cosmetic reasons), see Gillis, Shoup, and 
Sicat (loithcoming). 

I See,however, Bird {t983,. Space also precludes etamination ol a long list of other 
features of the U.S. income tax, including special exemptions for the blind and 
elderly, the child care credit, the second earner deduction, deductions for moving 
expenses, energy credits, allowances for political contributions, the presidential 
check-off, income averaging, and a variety of tax incentives for activities such as 
investments i6ipollution control equipment and rehabilitation of historical build
ings. Most of these would strain the administrative capacity of LOCs, and many 
would bebad tax policy. Finally I do not discuss th tax treatment of nonprofit 
organizations. While the nonprofit sector is substantially smaller in most deelop
tog countries than in the more-developed one., there is reason to believe that 
nonprofit organizations related to and controlled by firms in the regular private sec
tot may play a role in avoidance (or even evasion) of in nine taxation in some devl
oping countrie.,. It is interesting to note that in Colombia the activities of nonprofit 
organizations have come under increased scrutiny in recent years. 

I 	 Other comprehcnsive studies of tax reform options for the United States include U.S. 
Department of Treasury (19771and the analysis underlying the 196y tax torm. 

4 See,however, Atkinson and Stiglitz it98o) and Newberry and Stem 1987). 
5 Difficulties of implementation include lack of knowledge about the relevant param. 

rters, including elasticities of factor supply and product demand. Attempting to base 
taxation on such parameters, even if they were known, would probaLly not seem fair 
to most taxpayers. For efforts to implement the theory of optimal taxation in India, 
see Newberry and Stem (1988). 

6 For an argument to this effect, based on Harbcrger (1964), see Thirsk (t987). 
7 See Feldstein 19781, Bradford (198o, or King tg8o). McLure ls98o) provides a 

simplified discussion of this issue. 
8 	 Application of one rate to all taxpayers has the further advantage .Alt there is no 

advantage in shifting income and deductions between taxpayers -' .kc advantage of 
differences in rates. 

9 	 In a dynamic context, responses to i-,:entives creat,-,i by the tax system can affect 
both the rate of economic growth and the dmiibution of econarnic output, and 
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therefore have implications for equity.
 

it might be noted, however, that the two sources of inequities mentioned in the text,
 

tax-exempt securities and fringe-benefits, were largely unaffected by the 1986 Act.
 

SeeBailey 119741and Feldstein 19761.
 

Some might argue that compliance with the U.S. 
 income tax is voluntary in the 

same sense that the failure to tob banks is voluntary. But there is a substantial differ

ence. Each year some too million U.S. taxpayers calculate income taxt liabilities and 

file returns, claiming refunds for overpayment or remitting residual liabilities, 

despite the well-known fact that only aminute percentage of tax returns are audited. 

Of course, the majority of revenue comes from withholding on wages and salaries. 

of Teasury 119841,vol. i, page is. This is only one of several
See U.S. Department 

see also McLure a,3 Zodrow 
alteinative definitions of distributional neutralityi 

(19871, P.44. 

This may surprise American readers accustomed to hearing estimates of the "tax 

gap: the amount of revenue that should be collected that is not. Much of this gap 

Inappropriate to charac
can be traced to ilLial activtiesi in such instances it seems 


tetrize the inability to collect taxes as pr,marily a problem of tax evsioto.
 

There is little reason to believe that tax evasion would drop dramatically if tax rates
 

were reduced. Yet there must be some truth to the noion that tax evasion and higher
 

rates follow each other in a vicious circle, with evasion necessitating higher rates
 

and higher rates stimulating more evasion.
 

It may be worth noting at the outset that the simpliflcation objective was sacrificed
 

early in the tax reform process in order to salvage tax preferences of particular benefit
 

to politically important groups. There is, of course, little reason to expect experience
 

to be different elsewhere.
 

For an eloquent description of this thesis, see Bird (1987).
 

For further description of the mechanism by which incentives that stimulate
 

increases in investment not matched by increases in saving can cause worsening of
 

the competitive position of a nation, see McLure (1986b) or Summers (19871.
 

In judging such matters it is impottant where one starts. For example, in appraising
 

the shift of liabilities from individuals to corporations in the t986 Act it is impor

taxes were reduced substantially in 1981. 7b 
tant to recall that corporate income 

sensible to look at the combined effect of the reforms 
some extent it may be more 

the entire period beginning in 1981 than to focus only on the 

1986 Act. But that is true only if the pre-i9g8 
that occurred over 

pattern of taxation was acceptable-a 

view that does not attract universal agreement. See also McLure (1986cl. 

Most estimates of the revenue effects of tax reform concentrate on the five-year 

budget penod following enactment. This tends to overstate the lung-run increase in 

corporate tax liabilities, since many of the reforms involved one-time acceleration of 

liabilities through the correction of timing problems ldiscussed in section IV). For 

the same reason, revenue neutrality during the budget period may not imply long

run revenue nteutrality. 

Individuals may not have fully appreciated that the higher taxes collected from cor

porations would ultimately be paid by individuals in their capacities as sharehold

er, workers, consumers, or owners of capital in general; they may have simply feen 

else;' including wealthy shareholders
the corporate tax as being borne by "somcone 

and foreigners. This appreciation was not facilitated by the failure of the estimates of 
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distmbuti ol2 effects reported inTreasury I to take account of the increase incorpo
l,pages 46-61.

ration income taxes. See U.S. Department olthe Treasury (1984), vol. 


This appears, for example, to have happened in the ease of Jamaica's extraotdinarly

i 

high tax on bauxite. Seealso Gillis and McLure Ii97Sl. 

:s This "humpbacked" rate structure is, however, consistent with the dictates of opti

theory that low margnal tax rates should beapplied to the income of
mal taxation 
those with relatively elastic labor supply. Even though equity is ordinarily thought 

to be primarily a matter of variations in average tax rates (which increase monotoni

cally with income under the i986 Act), many taxpayerssubject to the 31percent ratc 

probably wonder about the fairness of their paying ahigher marginal rate than those 

with incomes substantially above their own. Moreover, this pattern of rates creates 

unusual pressures on the timing of discretionary receipts and deductions. Where 

possible, taxpayers will push income from 33percent years into 28 percent years and 

move deductions into j1ipercent years. 

The reduction in individual tax liabilities can be expected to accentuate brain drain. 
2s 

Even if liabilities were notreduced there might be an inducement to brain drain if 

lower marginal rates held out the promise of lower taxes on incremental effort. 

Again on the basis of the theory of optimal taxation it might seem appropriate to 
24 

follow this course, considering especially that high-income individuals are presuma

bly the ones most likely to be attracted to the United States by the prospects of lower 

marginal rates. 
ii Itis ironic that the across.the-board rate reduction of the 1981 Act was sold, in part, 

as a means of offsetting increases in marginal tax rates resulting from inflation

induced "bracket creep!' Rate reduction does little to reduce the inequitable effects 

of the worst form of bracket creep, the movement of poverty-level families onto the 

tax tolls. 
Moreover, if the intent of personal exemptions is to remove from the tax base some 

26 
minimal amount ofincome, the deduction is preferable to a credit on conceptual 

grounds. 

In the U.S., some thought was given to asystem of personal exemptions other than 
17 

an equal per capita exemption and to basing the standard deduction on family size. 

Whether rightly or wrongly, these were rejeced because of concern over their com

plexity. Of course, the standard deduction does depend on the filing status of the 

taxpayer {oint return, single return, or head of household). 

28 Though the United States does notexempt interest on the federal debt, it does defer 

tax on interest on savings bonds until such bom.3 are redeemed. 
are generally

29 Housing and housing allowances provided by employers in the U.S. 

subject to tax, except for relatively unimportant cases in which housing is pro

vided in remote places or on the business premises for the convenience of the 

employer. 
•, o perceet on all income than to be 

3o Thus, for tiample, it is better to levy a tax r 

forced to impose a rate of 40 percent becaus , - -cent of economic income takes 

the form of tax-exempt fringe benefitE. Some may a."gue that this difference is more 

apparent than real, since in both cases tax revenues are 3opercent of income. But it 

seems likely that in most eases fringe benefits do not increase proportionately with 

fully taxable income. For example, the benefits of employer-provided health insur

ance do not increase because an employee has a higher salary or works overtime. lb 
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the extent that fringe benefits and other tax-preferrcd sources and uses of income 
are inframaryial, the hypothetical example above is relevant. 

31 	 In order to calculate the iut imputed income from owner-occupied housing, it is 
necessary to deduct mortgage interest, property taxes, and other expenses from the 
gross rental value of such housing. Since gross rental income is not subiect to tax, 
but mortgage interest and property taxes arc deductible, the net contribution of 
owner-occupied housing to the calculation of taxable income is ntegative. 

31 	 Basing taxation on the taxpayer's net equity would not bemuch better because it 
would also require valuation of houses. As the preceding footnote makes clear, the 
basic problem is the inability to subject gross rental income to taxi the deduction for 
mortgage interest would be quite appropriate, if only gross rental income could be 
taxed. David Bradfotd li9861 has suggested that it might rot be inappropriate to 
conw'inue the mortgage deduction, since it makes the benefits of the exclusion of 
imputed income more widely available and thereby improves the equity of the tax 
system. The logical conclusion of this ime of reasoning would seem to he that tax 
benefits should beextended to rental housing. The wisdom of this advice for adevel
oped country is debatable. Primarily the well-to-do would benefit significantly frm 
the mortgage deduction, and even those who would beiefit from a deduction for rent 
would beamong the relatively few who file tax returns. Given this and the need for 
nonhousing investment in LDCS,the case for allowing mortgage interest deductions 
is even more limited than in developed countries. 

33 For a thorough discussion of the concept cf tax expenditures and further referenc-s 
to the literature, see Surrey and McDamel (x985). 

34 There are, of course, reasons that services of state and local governments may be 
undcrprovided lot overprovided in the absence of such tax subsidies. This may jus. 
tify some federal subsidy for state and local expenditures. Neither it nor the fearof 
tax competition between the states justifies use of tIte tax deduction vchicle see 
McLure (1986bl. 

35 As before, there is no personal exemption for trusts. Only the first $Soooof taxable 
income benefits from the 1s percent ratei the remaiider is taxed at rate of 28 per. 
cent. Even the benefit of the tS percent rate is phased out between $13,000 and 
$16,oo of taxable income. 

36 	 This is the figure for i98, when increases in the personal exemption and standard 
deduction are fully phased in, it is based on the $3,oo standard deduction for single 
persons and the Sa,ooo personal exemption. 

37 See note 2for a partial list of such provisions. 
38 	 It bears repeating that the single most important shortcoming of the Tkeasury I 

attempt to achieve fair and neutral taxation of all income from capital resulted from 
the retention of preferential treatment of housing; see McLure 11986a). 

39 	 Under U.S. law, there is no separate tax on partnerships, their income is attributed to 
the partners and taxed as part of the income of the partners. 

40 	 See McLure 11979). Strictly speaking these propositions do not necessarily held 
because of the preferential treatment accorded long-term capital gains see Slemrod 
Jt983 and literature cited there. Nonetheless, they accurately describe general 
tendencies. Seealso the discussion at note 4S. 

41 	The dividend paid deduction has the obvious benefit on simplicity grounds that 
only the corporation paying dividends needs to contend with the mechanics of divi
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dend relief. By comparison, under a shareholder credit each recipient of dividends 
must include in taxable income the grossed-up amount of dividends and then takecredit for the imputed withholding tax implicit in the corporation tax. In principlethis is no more difilcult than implementatiun of withholding on wages and salaries,once taxpayeri have gone through the learning process. It would, however, necessi. 
tate the filing of tax rercrts by low-income tixpayers who might inototherwise file,in order to claim refunds. Moreover, the widespread existence oi Individual Retirement Accounts and pension plans for the self-employed would further complicatematters, Ifthe benefits of dv;uer:d relief were to e extended to owners of such plansit would henecessary for each plan to file a tax return for the sole purpose of claimmg the shareholder credit. The implied avalanche of paperwork could be avcided bydenying the shareholder credit to such plans. But sublstantial confusion might stillresult, since corporations would presumably report dividends and imputed taxes toall shareholders, individuals would need to distinguish between reports pertainingto shares held on personal account tot which inclusior. Afdividends and claiming acredit would e appropriate) and those pertaining to ir,,s and pension plans for thesell-emphed. To some now. But theextent a similar distinction must be made

United States does not currently apply withholding to most dividends and interestreceived by individuals, as it should, due in large part to a successful public relationscampaign by financial institutions in the early t9mos that resulted in a repval of alaw requiring withholding. This could constitute a major problem under the 
dividend-received deduction. 

42 Under common {but nt necessarily sensible) international practice, as embodied incurrent interpretations of foreign tax treaties, these benefitE can be denied by allow.ing shareholder credits only for domestic shareholders; the equivalent effect cannot
be achieved by providing a dividend :'aid de,'uction and a correspondingly higherwithholding tax only on dividends paid to foreign shareholders without provokin.claims that treaties have been abrogated. See also Sato and Bird (19751 and McLure1t979j. It was expected that other countries providing dividend relief would extendtheir benefits to US. shareholders; there was a thinly veiled threat that if such recip.rocal treatment was not forthcoming the benefits of dividend relief would be deniedresidents of offending countries. Of course, achieving this result would likelyinvolve abrogation of some U.S. tax treatt . Most developing countries would probably feel somewhat less constrained than most developed countries in dealing withthe problem posed by foreign shareholders. Since there are relatively few doub!- 'Ua.twn treaties between developed and developing countries, LiCS adopting a deiuc

tion for dividends paid could compensate in the case of divideds pil to foreignshareholders by raising withholding taxes on such dividends. In i:. .st developingcountries the tax treatment of dividends paid to tax-exempt ;o4anlzations would
probably bea relatively unimportant issue.

43 Colombia has recently followed an approach to the integration r; Iiem that is probably quite appiopriate, although it violates the dictates of standard policly advice Ithas excluded dividends from the individual income tax base, while continuing fulltaxation of corporate profits. To th, extent that shareholders are in the top 130 percent) bracket, profits are taxed in the same way as under a standard approach to
dividend relief the dividend-paid deduction or imputation systems).44 Each dollar of interest paid to taxpayers in the 28 percent bracket by a corporation 
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subject to a 14percent marginal rate results in a tax saving of 6 cents. By compaii. 

son, under pre. 1987 law such apayment to a shareholder in the so percent bracket by 

acorporation subject to a46 percent rate would cost an additional 4 cents. 

45 	 For a general explanation of this proposal and its benefits and for further references, 
see Andrews 11984). I would benecessary to impose a tax on nondividend distribu. 
tions, as well as on dividends on new shares, in order to prevent exisfng shares from 

being converted to "new" ones eligible for the dividend deduction. 

46 	 This is the approach advocated in Hall and Rabushka 11983) ond 119851. For further 
discussion of thistype of tax, see Mclure, Mutti, Thuronyi, and Zodiow (1988), 
chapter 9 or Zodrow and McLure 119881.An alterative would be to conttnue the 

usual approach (deduction of expense, taxation of income), but collect a nunrefund
able withholding tax on the payment of dividends and interest. This is ecoiomically 

equivalent to allowing no deduction and not taxing inc:ne. In either event it is 

difficult to deal with the possibility ofstructuring loans as rental agreements in 

order to gain deductionsi this is especially importatt with graduated rates. 

47 Inteest rates are of te high because of the expectation of rapidinflation. The need to 
combat the effects of inflation in causing income to be measured inaccurately is 

discussed in the next subsection. The remainder of this subsection discusses prob. 
lems of timing that would exist even in the absence of inflation. 

48 	 In a steady-state situation without inflation or real growth merely postponing taxes 

probably would notcause perception problems, even though it would bedistor

tionary. Taxes n,'t paid yesterday would simply be paid today and taday's taxes would 

be paid tomorrow. But in an economy in which noiminl income is growing, whether 

because of real growth or inflation, taxes postponed today will exceed taxes post

poned fron yesterday 1which would perhaps be offset by deductions accelerated from 

tomorrow), creating perception problems. 
49 	 Treasury I proposed depreciation schedules based on the estimates contained in 

Hulten and Wykoff 119811.Although these estimates are the best available and are 
widely accepted by economists. taxpayers complained vigorously about their de

ficiencies. 
5o 	For estimates of the dispt.rsion of marginal effective tax rates across industries, see 

U.S. Department of the Tleasuzy 19841 vol. 2,p. 165. 

si 	 The proper treatment of "dry holes" and other costs of unsuccessful exploration 

raises interesting and important conceptual issues. Frum an economic point of view 

costs resulting in abandonment of exploration in a perticular area should reasonably 
be expensed. By comparison, those that help to determine the boundaries of eXisting 

known resources or that provide valuable information leading to nearby discoveries 
should be capitalized. 

S2 Tax experts will recognize this proposition-like most of the ca.sent discussion

as an implication of the so-called Haig-Simon definition of income based on con
sumption plus incease in net wealth. 

53 	 See,however, McLure, Mutti, Thuronyi, and Zodrow 11988). 

54 	 SeeSteuerle (I985) and MeLure, Mutti, lhuronyi, and Zodruw It9881, chapter 7. 

SS It is generally necessary to limit the amount of capital losses that can be deducted. 

Otherwise taxpayfrs can pursue a strategy of realiziig losses but letting gains "run" 

to take advantage of deferral. If both gains and losses could be constructively realized 
on an accrual basis, all losses should be deductible. 
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56 For a discussion of ways to overcome these problems, see Halperin and Steuerle 
(1988). 

57 	If, for eaample, the inflation rate was 4 percent, interest income and expense would 
be reduced by 40 percent under the Treasury I proposal. For a bood yielding to per
cent, the adjustment would be appropriate. But for one with a nominal yield of 5 
pescent the inflation adjustment should be 80 percent, rather than 40 percent. For 
any bond with a nominal yield in excess of to percent the inflation adjustment 
would be too great. 

S8 	Suppose, for example, that a bank borrows at 8 percent and lends at to percent, 
realizing a spread of a percentage points. Presumably this spread is more or less 
independent of the tale Ofinflation, and it would be preserved by the conceptually 
correct approach to interest indexing. The Treasury Department approach would 
have eliminated a poitioniof the spread (40 percent in the case of a 4 percent infla
tion rate from the tax base. 

59 SeeHarberger I198a1 and McLure, Mutti, Thuronyi, and Zodnrw 19881.
 
60 For a more complete discussion, see McLure, Mutti, Thuronyi, and Zodrow 1t9871,
 

chapter 7 
61 SeeU.S.Department of the Teasury (i985). 
62 For auseful discussion of the mechanics (if tax shelters, see U.S. Congress t914). 
63 In addition to the deferral advantages inherent in cash-basis taxation of long-term 

capital gains, the U.S. income tax provides a further benefit, step-up of basis at death. 
That is, when an appreciated asset is transferred at death, no income tax is paid on 
gains accruing before that time, and the recipient of the transfer takes the value at 
the time of death as the basis for calculating future capital gains. It is sometimes 
proposed that these benefits be reduced or eliminated through the use of construc
tive realization, eithei periodically or at the time of death. Besides being politically 
controversial, such an approach would raise severe administrative problems of valu. 
tng property 

64 It might benoted that seven types of interest expense can easily be identified; it has 
been said that there are as many as ten. 

6S For a more complete discussion of the AMT and other anti-shelter provisions con
tained in the 1986 Act, see McLure (19871. 

66 It is an indictment of the 1986 Act that the list of potentially important reforms not 
adopted is far longer thin the list of important reforms that were adopted. 

67 SeeMcLure (forthcoming) for a description of' tax laws that induce capital flight 
from developing countries. 

68 	 This is the topic of McLure, Mutti, Thuronyi, and Zodrow li988). Zodrow and 
McLure 119881repurt a similar analysis of the consumption-based tax. The tax 
treatment accorded income from foreign sources by developed countriea must be 
considered carefully in any such examination. The United States, for example, 
allows foreign tax credits only for taxes based on net income. It is not unlikely that 
the United States govemment would not classify as a tax on net income a tax that 
allowed no deduction for interest expense, even if immediate expensing were 
allowed for depreciable assets. Developing countries that rely heavily on American 
investment might be unwilling to change to a tax system based on consumption in 
the absence of assurance that the U.S. Treasury Department would allow a foreign 
tax credit for such taxes paid by American multinational firms. 
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On Using Computable General Equilibrium

Models to Facilitate Tax, Triff, and Other

Policy Reforms in Less Developed Countries
 

Edward Tower and Thomas Loo 

x.Introduction 
This paper is a guide fur policy advisers on how to use colaputablegeneral equilibrium models JCGES) in the policy process. It draws heavilyon Tower's work for the World Bank and USAID and on joint work of Looand Tower. Discussion of this work is used to illustrate important elements of strategy in the use of computable general equilibrium inodelsand the productive and efficient use of modelers. We argue that veryuseful linearized C Es can be built and used effectively in very shortperiods of time. To be useful, they need only capture the most important interactions in an economy, because that is enough to illustrateeconomic principles that policymakers may be unaware of, and to giveus better ideas of the costs and benefits of both good and bad policyinitiatives. We also argue that the modeler should be closely linked tothe policy advising process, because the links between model building,economic theory, and politics are critical. We note that distortion indicators like the effective rate of protection JERj and its variants have animportant role to play, and we discuss the link between the newer CGESand these older tools. We also discuss how one ought to formulate, build,debug, caLbrate, and present a cGr, and the insights that emerge fiorn 

the process.
Specifically, we draw on two World Bank Working Papers which dealwith effective rates of protection (ERps), domestic resource cost coefficients t Rcs) and shadow pricing. These papers develop refinementsof the ERV concept and new ways to use them in the policy process,discuss pitfalls in the standard use of the domestic resource cost concept, and argue that shadow prices should always be presented next 
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to a discussion of the cGE model which generated them. 
We also draw on applied work with USAID in Sudan and Malawi, with 

the Harvard Institute for International Development in Indonesia, and 
joint work with a Malaysian naticnal on tariff reform and shadow pric
ing in Malaysia. All of the work on particular countries has consisted of 
suggesting to policymakers what models, i.e., sets of assumptions,
would be appropriate for solving pressing problems, and what kind of 
trade-offs they would imply. The work in Indonesia consisted of using 
ERI'S in liu of a full-fledged CGE to get at some of the same results that 
a CCE would have provided, but with an economy of effort. The work on 
Malaysia consisted of taking a sophisticated model of the Malaysian 
economy and paring it down and rearranging it to generate interesting 
cost/benefit ratios tot hypothetical policy reform and project selection. 
The Sudanese work is similar, consisting of a CGE built by Kiyoun rian 
to analyze policy reform, with particular attention paid to alternative 
tax policies. The Malawian work assesses the subsidy on smallholder 
fertilizer. It features a cot( built to calculate the taxes which would be 
needed to finance the subsidy, and the effects of this package on efi
ciency and income distribution. The most recent work is an analysis of 
the effects of agricultural liberalization by the developed world on pro
totype less-developed counrities. All of this work has generated some 
interesting cost/benefit ratios and provides approaches which we feel 
would be useful to others analyzing problems in particular LDCS. 

This paper distills lessons for policy advisers who want to know what 
this modeling can be used for and how to direct it to get useful results 
quickly It is also an attempt to pass on to other model builders some of 
the truths that we and our colleagues found as we worked to discover 
interesting questions and appropriate techniques for answering them. 

1. A Short History of Modeling and 
Guide to the Current Literature 

Much of the progress in the science of economics since the Mercantil
ists has consisted of replacing demand and supply curves with tools 
designed to capture the effects of economic policy on the entire econ
omy. Eaily on, the analysis consisted of the discovery of truths like the 
fact that the Hume specie-flow mechanism will automatically generate 
balance of payments equilibrium and the Lerner symmetry theorem 
which notes that a tax on imports has the same effect on all real vari
ables as a tax on exports. As a consequence of these theorems, an import 
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tariff causes any import decline to be matched by an identical shrinkage in exports. Then, to capture the effects of perturbations in one market on economic welfare and its distribution, simple general equilib
rium models like those by Stolper and Samuelson (1941), Solow (1956),and Jones (1965) were developed. Also elements of interrelationsbetween markets were introduced into structures that retained much ofthe simplicity of partial equilibrium modeling in Johnson (1960),Corden (r966), Tower and Pursell (£987), and others. Thus, until theadvent of widespread low-cost computing capacity, especially ecs, theskill of model-building consisted of couching the pioblem at hand in atractable way which permitted solution.

In the 1970S computer modeling techniques were developed whichgenerated two important books on the subject: Dervis, deMelo, andRobinson 1982), henc.forth DMR, who focus ott modeling LL,:;, andDtxon, Parmenter, Sutton, and Vincent (1982), henceforth m-,.v, whopresent the ORANI model of the Australian e-onomy, i)M present theapproach which they developed and was used at the World Bank at thetime. It consists of laying out all of the equations describing ail economy and using numerical methods to simultancouslv solve them. i)isvstart out with a similar equation system, but to make solution easier,they differentiate it about its initial equilibrium in order to reduce theirmodel to a set of simuilt:neous linear equations in the policy changesle.g., taxes, tariffs, subsidies, exchange-rate chLngcs, and governmentprocurement policies) and the varia;bles they influence (e.g., wages, outputs, and employments). The twsv computational technique is easier,
for one can build and solve a linearized model of this sort on a personal
computer using common spreadsheet software with matrix capacities
(such as Lotus 1-2-3, Excel or Quattrol, and if one is satisfid with analyzing the effects of small changes, i.e., calculating multipliers, then itis perfectly adequate. Software has now become avajlable which makeswork with finite changes in models of the DMR type easier. Moreover, asDsv note, it is possible to solve linearized models for large changes bythinking of them as a succession of small changes and updating theparameters of the model after each small change.
Both books are well worth skimming in order to develop a sense ofthe power and usefulness of these modeling techniques. Shoven andWhalley (1984) survey applications in general and Newberry and Stern(1987) contain a set of applications to tax policy in Ltcs. For otherrecent contributions see Piggott and Whalley (1985), Stoeckel (198d),and Whalley (985). Probably the most effective introduction is Robin
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son (1986) which discusses the logic of cG;E modeling and the choices 
facing modelers. Then for examples of particularly sensible applica
tions of these tools to important issues, presented in easily readable 
format, the reader should see Browning and Johnson [1984), Imam 
(1985), Judd (1987), de Melo (1978), Stuart (1984), Stoeckel (1985), and 
Taylor and Black (1974). 

Interestingly, there have been relatively few applications of comput
able general equilibrium modeling to problems of LDCS at USAi). This 
is presumably because it is perceived as not being cost-effective. Since 
the simplest calculations are likely to be the most cost-effective in that 
they focus the policy debate on the important issues and produce imme
diate results, we will focus in this paper on the potential usefulness of 
relatively small linearized models. 

3. Using CGES to Illustrate Opportunity
 
Costs of Projects and Policy Reforms
 

a. The Issues 
In this section we discuss several policy experiments which we have 
undertaken using simple linearized models. In each case, we kept the 
model simple in order to keep down the costs of building the model,
working with it, and understanding the results. Our goal was to teach 
an understanding of the economy, to develop a recognition that indirect 
effects of policy are important, to foster a sense of how important these 
effects are, and to :ncourage policymakers to contemplate better ways
of achieving their targets. In each of the cases below we shall see how 
the exercise facilitated achievement of these targets. 

b.Tariff Reform in Malaysia 
Malaysia is a relatively free trader by the standards of low-income and 
lower-middle-income LDCS, although its protection is slightly higher
than normal by the standards of upper-middle-income LDC5, which is 
the group in which it lies.' In 1971 its average import tariff on manufac
tured items was a mere 14.7 percent, although its export tariff on agri
cultural goods was a substantial 22.0 percent. Thus Malaysia would 
appear to be a fairly poor platform on which to demonstrate the bene
fits of tariff reform. Yet Malaysian data were in good shape as they had 
been assembled for amodel developed for the Economic Planning Unit 
of Malaysia by Frank Lysy et al. While the Lysy model was quite dis



395 General Equilibrium Models 
aggregated both by sector and types of consumer, it fid never beenused to simulate the effects on economic welfare of alternative policyinitiatives-an example of wasteful misuse of model-building resources.Consequently, Gan and Tower 11987) (henceforth (;T) used these data tobuild a simple S-sector model of Malaysia with a representative consumer and intermediate inputs used in fixed proportions in combina.tion with a value-added composite comprised of labor, land, and capitalto assess the consequences of changed tariffs. TWo models were simulated. In the short-run model, capital was assumed to be sector-specific,and in the long-run model, it was variable with investment proceedingsuntil the after-tax rate on investmne:nt in Malaysia was driven to equality with that in the rest of the world. Labor was assumed to be homogeneous when measured in efficiency units and domestic wages and priceswere perfectly flexible, so that resources were fully employed. Also,Malaysia was assumed to trade internationally at fixed world prices.In order to get results that would mean something to policymakers;T couched all of their 'esults in terms of interesting cost/benefit ratiosrather than absolute magnitudes of effects measured in currency units,a strategy that we believe is effective if one is to have a policy impact.(;T's criterion for the impact of policy was the change in Malaysian realincome or welfare, measured as the change in consumption valued atthe prices paid by consumers, which is the extra amount of moneywhich would need to be given to Malaysian households at constantprices in order to result in the same utility change fur them as the

policy change docs. 
GT found that the welfare cost of using tariff protection to maintainemployment in import-competing was 9I percentemployment created at the margin in the short run and 

of the value of 
r 3 percent in
the long run. The welfare gain from creating agricultural employment
b7 cutting the agricultural export tax was 
 76 percent of the value ofemployment created in the short run and 73 percent in the long run. (;Tfound it surprising that the welfare costs of using import tariffs to create import-competing employment would be as high as they were, andthat the welfare gains from export tariff reductions would be so great.However, these results not so surprising inare light of the fact thatthise tariff rates created iRi's of S5 percent and - 26 percent for importcompeting manufacturing and agriculture respectively in the short rumwith corresponding figures of 2.7 percent and - 48 percent in the longrun. Also, the import and export tariffs combine to yield a domesticrelative price of import-competing manufactured items relative to agri
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cultural goods of 14.7 percent of the world relative price. This is to say 
that the import and export taxes on international trade combine to 
yield an implicit tax on international trade of 47 percent, which is quite 
substantial. 

Several lessons emerge here: 

Te cost/benefit ratios turned out to be quite similar under very dif
ferent specifications of the model, so that uncertainty as to how a 
model should be specified is not enough to disregard the use of such 
calculations. 
It is important to perform both short- and long-run calculations. Recall 
Keynes' remark, "In the long run we are all dead," and as others have 
observed, the long run is just a succession of short runs. Thus it is 

misleading to preicnt the results for just one adjustment mechanism, 
just as it is important for policy advisers to think seriously about both 
long- and short-run consequences. It is misleading to take ERi'calcula
tions at face value. In the long run the capital stock is an intermediate 
input, rather than a fixed factor, and should be treated as such in EIP 
calculations, and making the adjustment in this case had a profound 
impact on the numerical values for the EiU's. 

Another reason to impose tariffs besides employment creation could 
be to collect tax revenue. Lowering the agricultural export tax was found 
to raise both revenue and real income in both the long run and short 
runs while raising the tariff on import-competing manufacturing raises 
revenue in the short run, hut shrinks revenue in the long run. But even 
in the short run the maiginal welfare cost of using a hike in the tariff on 
import competing manufacturing to raise revenue is 224 percent, which 
makes it a very costly revenue-raising instrument. This is clear evi
dence of the Laffer curve, which GT had not anticipated. Thus GT found 
that their intuition had not been a particularly good guide to general 
equilibrium orders of magnitude. Having asense of proportion is impor
tant to successful policymaking, and these scrts of calculations are nec
essary to achieve such a sense. 

There is a serious danger that once a model is built, it will be used to 
answer the question at hand, but will have no usefulness subsequently 
For this reason, GT argue strongly that policy advisers should present in 
matrix form the entire set of their multipliers for the effect of each 
policy they consider on each variable which policymakers might be 
concerned about. In this way others can use the simulations to explore 
the implications of other closure rules. For example, with such aset of 
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multipliers from the CT paper, they could calculate the effect on economic welfare and its distribution of increasing the excise tax on consumption of manufactured items, while adjusting the import tariff byjust enough to leave revenue unchanged, even though this precise cal
culation was not performed in the paper itself. Alternatively they couldcalculate how much increased unemployment (modeled as withdrawalof labor from private sector economic activityj could accompany areduction in the import tariff and still leave econ-)mic welfare no lower 
that it was initially.

Another use to which GT put the model was to calculate shadowprices of goods, labor, and, in the short run, the capital stocks in varioussectors. The shadow price of an item is the impact of economic welfareof a unit increase in the quantity of that item provided by the government to the private sector, assuming that the economy adjusts fully tothe change in the quantity, using a postulated adjustment mechanism.These calculations are useful for assessing the welfare implications ofhypothetical government projects. For example, the welfare impact of agovemment project which absorbs two worker-years of time to producea manufactured item would be the shadow price of the manufactured
item minus the shadow price of two worker-years of labor time.To the extent that distorting taxes are used to raise revenue to financegovernment projects, shadow prices will depend on the revenue sourcesused to finance government projects, and the GT paper shows how the
shadow-price calculations of a 
 linearized model under one revenueassumption can be modified by the user to calculate shadow prices
under other revenue assumptions without performing new matrix inversions. While it might seem that such shadow-price c.-dculations wouldhave policy implications which are relevant only for specific hiypothetical projects, they are also important tools for assessing the role of import


substituting versus export promoting strategies.

For example, GT calculated a 
short-run shadow price for investmentin import-competing manufacturing of $.1 3, which is to say that aninvestment in import-competing manufacturing which cams S annually will make an annual contribution to Malaysian welfare of only 13cents. 2 This reflects the fact that increased import competing manufacturing investment will draw labor out of exportable agriculture whereit is earning less than its marginal product at world prices and move itinto import-competing manufacturing where it is earning more thanits marginal product at world prices. This results in substantial loss ofexport revenues and a small savings of foreign exchange spent on man
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ufacturing imports, for a small net gain in economic welfare. By con
trast, the shadow price of the fixed factor in the agricultural export 
sector was $1.82, which is to say that an investment in agriculture
which earns $i.oo annually will make an annual contribution to Ma
laysian welfare of $1.82. These calculations stress the importance of 
investing in export promotion is opposed to import-competing activity
in the event that incentives cannot be adjusted to make this occur 
naturally. 

c. 7ade, Tax, andAgricultural PolicyReform in Sudan 
Sudan is an example of a highly distorted economy. In fact, the econ
omy is so distorted that clear thinking about it is difficult without 
explicit modeling of the st,_t that Kiyoun Han 119881 has done. Because 
of the very substantial tax and subsidy distortions, the desirability of 
any policy initiative depends critically on the manner in which taxes 
are handled in the simulations. The wheat market is highly distorted. 
Some wheat is imported and other wheat is grown domestically. Farm
ers are permitted to sell some proportion of their crop at market prices 
but are required to sell the rest to the government at below market 
prices, which the government then sells, again at subsidized rates. Agri
cultural nonwheat exports plus foreign aid pay for the import of inter
mediate inputs and final consumption goods. The multiple exchange 
rate, thz wheat procurement policy, the import tariff on final goods 
which averages 76.4 percent, and the export tax on agricultural goods 
which averages 4.4 percent, together imply very different effective rates 
of protection in Sudan: 422 percent for industry, 22.6 percent for wheat, 
and -4.7 percent for other agriculture. 

For years, USAID has been trying to convince the Sudanese to devalue 
the official exchange rate at which agricultural exports and certain inter
mediate imports are valued in order to bring it into line with the free 
market exchange rate which applies to final goods. The effect of the 
exchange-rate policy has been to disadvantage agriculture relative to 
industry. Recently, tisAID has also been trying to convince the Sudaniese 
to privatize the wheat sector. 

Using a model containing only the three tradeable sectors mentioned 
above and nontradable services, where agricultural labor moves freely 
between the two agricultural sectors, urban labor moves freely between 
industry and services, labor is always fully employed, and lump-sum 
taxes are used to hold the exchange rates constant, Han has derived 
some striking results. Some of the most interesting are the following. 



399 General Equilibrium Models 
Industry is so highly protected that the import tariff on final industrialgoods exceeds its maximum revenue level. Thus lowering it raises both 
revenue and welfare.The multiple exchange rate regime serves as a tax. The government ineffect taxes agricultural exports by giving farmers few Sudanese poundsfor each dollar's worth of exports. It then uses the foreign exchangeobtained for its own purposes and for specially selected imports. Theforeign exchange which is not used up is then in effect auctioned off tothe private sector at the free rate. Thus the only way to appreciate thefree pound is to draw resources out of the economy by raising tax revenues, so that the number of pounds which will be bid for foreignexchange shrinks. fie finds that the marginal welfare costs of raisingrevenue via a less favorable exchange rate for industrial imports or agricultural exports are 3,500 percent and 2,200percent respectively, Thusthey are both close to their maximum revenue levels.The marginal welfare cost of using higher agricultural export taxes toraise revenue is 538 percent. This reflects the already high taxes onimports and exports, and dramatizes the need to improve the exchangerate for agricultural exports or else cut the explicit agiicultural export

tax.

Raising the official wheat procurement price or lowering the required
proportion sold in the official market widl encourage wheat cultivation.
Whether this is a good idea is uncertain, since the 
ER for wheat liesbetween that of industry and other agriculture. Thus, his calculationthat the welfare cost of using either of these policies to attract labor tothe wheat sector is 197 percent of the labor attracted is an importantone. Privatization of the Sudanese wheat market is in effect a reductionof the official procurement percentage. Thus USAID should be wary ofthis policy without accompanying it with its sister policy of a betterexchange rate for agriculture


Moreover, the desirability of depreciating the official exchange
which agricultural exports rate at
 
are valued is reflected in Han's calculationthat for each additional 
Sudanese pound's worth of increased agricultural exports made possible by the exchange-rate change, Sudanese realincome rises by 2.07 Sudanese pounds. Han finds that the gain in realincome from driving the free market rate closer to the official rate is346 percent 
of the reduction of Sudanese industrial output which it
makes possible. This illustrates the importance of unifying the twoexchange rates in order to drive resources from iadustry back into agriculture, which is also consistent with reform efforts of the IMF. 
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Han finds that cutting import tariff protection raises real income by 3.7 
times the value of industrifl employment thereby destroyed, which 
illustrate, the importance of freer trade. 

In each of these simulations the free market exchange rate was 
assumed to be maintained by varying nondistorting taxes, and not sur
prisingly the figures varied when the adjustment was assumed to be 
accomplished with taxes with very large positive or negative marginal 
welfare costs. This in itself is an important lesson to be stressed about 
the functioning of the Sudanese economy Appreciating the free market 
exchange rate to be closer to the officiai one will be undesirable if the 
necessary withdrawal of purchasing power from the economy is effected 
by increasing highly distorting taxes. Finally, assuming that the govem
ment budget is financed at the margin by adjustment of the free 
exchange rate, the shadow price Of dollars in the hands of the govern
ment is an exchange rate of 158 Sudanese pounds/$ compared with an 
agricultural rate of 2.5 Sudanese pounds/$. Moreover, the shadow priLes 
of urban and rural labor are market values multiplied by 34 and 66 
rLspectively! This means that in the absence of fiscal reform or adjust
ments in existing taxes, the government should scrutinize very care
fully the projects that use up these resources. Similarly high shadow 
prices emerge for other resources. Thus some shrinkage of existing gov
ernment activities would be good. 

d. Tax Financeof a FertilizerSubsidy in Malawi 

In 1987 tSAID sponsored a study of the desirability of proceeding to 
remove the subsidy to fertilizer purchased by Malawian smallholders. 
Tower's contribution was a series of short (three- to five-page) essays on 
various aspects of the issue, which were discussed with policymakers 
as soon as they were written. Tower became convinced that the ':ocus of 
the policyinakers was partial equilibrium in the sense that the costs of 
raising the revenue znd increasing exports by enough to finance the 
importation of subsidized fertilizer was not being adequately reckoned 
%within the policy debate, and that the most important rule of the team 
was to enable the policymakers to understand the issues involved. Con
sequently, Tower and Christiansen (1987) built a model to illustrate the 
tradeoffs. 

Distortions in the Malawian economy included an inefficient agri
cultural marketing board, restrictions on private agricultural trading, 
import restrictions, and foreign exchange licensing. To build a model 
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which reckons with all of these distortions was daunting, and it seemedto us to be perverse policymaking strategy to use a fertilizer subsidy tocorrect distortions elsewhere in the economy Therefore, we chose tomodel the Malawian economy as if I j) the tax reform, which is designedto replace variable excise taxes and import tariffs with a value-addedtax {VAT on industrial output, had already been enacted, (2) foreignexchange licensing, which the Reserve Bank of Malawi intenas to eliminate, had already been eliminated, and (3) the government of Malawihad already acted on its officially stated plan to open up agriculturaltrading to the private sector. This left the value-added tax on the industrial sector as the only distortica in tileeconomy, and we modeled theincrease in the fertilizer subsidy as being financed by an increase in thistax. From start to finish we had only a week to work on the model(including learir., how to use the Lotus 1-2-3 software necessary toinvert our matrix), so we kept it very simple, assuming a representativeconsumer, a single industrial sectot, two industrial sectors whoseexports paid for imported fertilized and industzial inputs, and fullyemployed labor which migrated between the industrial and agriculturalsectors in response to wage differentials. 
Out of this simple 33-equation model we still generated sonic sensible results which served to focus the debate. For example, we found 

that 
the marginal efficiency cost of using a higher fertilizer subsidy financedby an increase in the VAT to create increased employment in agriculturewas 57 percent of the wages paid out to new hires
the marginal efficiency cost 
of using a higher vA^-financed fertilizersubsidy to create increased agricultural consumption was 43 percent of
the increased agricultural consumption created
the marginal efficiency cost 
of using a higher vAT-financed fertilizer
subsidy to create increased real income for those initially in the smallholder sector waS 34 percent of the increased real income created.
 
Finally, our intention initially had been just to focus on efficiencycost of the fertilizer subsidy But the income distributional effects alsoturned out to be instructive. We .ound that a to percent reduction inthe smallholder fertilizer price would raise the real rental rate on smallholder land by 1.4percent while decreasing the real industrial wage by0.22 percent, decreasing the ,eal agricultural

decreasing the real after tax rent 
wage by 0.04 percent, 

on industrial capital by £.6 percent,and decreasing the real rental rate on estate sectr agricultural land 
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(which was not eligible for the fertilizer subsidy and suffers a drain of 
labor to the smallholder section) by 2.0 percent. Since real wages fell, it 
was hard to argue that the fertilizer subsidy had desirable income dis
tfibution effects. We were delighted when in response to our paper one 
member of the Malawian Ministry of Agriculture m.2ntioned that he 
had never thought before about the fact that the fertilizer subsidy would 
impose costs elsewhere in the economy, as driving that one message 
home was our primary goal. 

In thinking about the fertilizer subsidy we were fattd with a number 
of imponderables: 

How big are the distsrtions in agriculture due to lack of knowledge by 
smallholdews? 
How big .'the implicit tax levied on agricultural outptut by fixing out
put pinces at parity pricts denominated in local currency prior to plant
ing, in the race of anticipat2d inflation and currency dLpreciation? 
How will the fertilizer subsidy be financed? 
Will the additional fertilizer imports be financed by cunency deprecia
tion oy more stringent import licenciig of industrial intermediate 
inpu: s or idditio, al foreign aid? 

To ;nodel every contingency would require excessive resources. Thus, 
we adopted wa. seems to us to be a reasonable strategy for all model 
builders. We simulated one model as a bench mark, and discussed how 
deviations from that set of assumptions would be likely to affect the 
results. 

e. The Effects on LLCS of Agricultural 
Pblicy in Developed Countries 

The useful applications of simple linearized CGES specifically tailored 
to address particular issues in economic development are not confined 
to tax and tariff questions in LtCs themselves. General equilibrium 
modeling can also be used to clarify the impact of policymaking with 
regard to tax, trade, and industrial policy in developed countries on LCs, 
so that the tradeoffs betwcen various policy options can be quantified. 
Recently Loo and Tower 1988) examined the effects of developed coun
tries' agricultural policies on Locs in the context of a general equilib
rium model designed to apply to all LtCs, and theic isno reason why 
developed country tax reforms of various foims could not be examined 
as well. Our model was a simple one which recognized four sectors: 
agriculture, industry, services, and mining and petroleum. All sectors 



403 Gereral Equilibri.im Models 
use a sector specific factor in combination with labor and an importedintermediate input to produce output. Exports of all three traded itemsplts net transfers to the country in the form of aid minus debt servicepaid for imports of intermediate and final gooJs. Laborfully employr. was alwaysand partially mobile between sectors, production functions and consumption functions used inputs in variable proportions,and the ratio in wh~ch goods were consumed depended solely on rela

tiv,! prices.
Before we stared to model, we knew the stor-- we wished to tell.Agricultural protectionism is an issue of critical importance to LDCS,since most of them are net expu:tets of agricultural commodities andhpve the potential to erport considerably more shoidd developed countries liberalize their agricultural policies. But the importance to themof liberalized agricutu-al markets extends beyond i casual glance atthe numbers describing their trade and production. Anne Krueger (1983)and the 1986 World Developmet Reeport (among others) both document that less-developed countries typically tax their agriculturethrough export taxes .d the activities of agricultural marketing boardsand subsidize their industry through trade, tax, and credit market policies which bestow high effective rates of protection on them. Kruegerargues that in addition to imposing an efficiency cost, such policiesalso serve to worsen the income distribution, because the poorest members of LDCS 

All 
a.e typically those emplhyed in agriculture.of these factors mean that gaining extra earnings of foreign
exchange via increased agricultural production is a 
particularly effectve way of generating resources for LDcS. The reasoning is 
he following:
the taxation of the agricultural export sector in LVCS means that inagriculture considerably less than a dolar's worth of resources atdomestic prices is required to earn a dollar's worth of foreign currency
at the margin, whereas the subsidization 
of industry means that inindustry considerably more than a doll'r's worth of resources at lomestic prices is required to save a dollar's worth of foreign exchange. Thus,
if resources are drawn from industry into agriculture 
to meet increasedexternal demand, fur each extra dollar earned considerably less than adollar's worth of resources needs to be tran.ferred into agriculture, andthe transfer of these resources costs the industrial sector considerablyless than a dollar of increased industrial impors in order to make up forthe lost domestic production. The result is v considerable increase inforeign exchange earnings at given world prices.aMoreover, the riso in both imports of industrial goods and exports of 

http:Equilibri.im
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agricultural goods means that government tariff and export tax reve
nues rise. To the extent that this enhanced revenue enables LDC govern
ments to reduce the level of distorting taxes, and/or tariffs, there will 
be a further gain ineconomic efficiency, which raises the standard of 
living. 

We modeled agricultural liberalization in the developed world as to 
percent across the board in all world agricultural prices, including the 
prices of LOC agricultural imports. The poorest LUCs are those which 
discriminate most markedly against agriculture. Thus we will focus on 
our results ior them. Our most striking results for them were: 

Each dollar transferred from developed countries to the LOCS via higher 
agricultural prices raised LDC real income by $7.87, where the transfer 
is defined as the initial level of LDc net exports multiplied by tileprice 
change, which is simply the first-order term of a consumers' surplum 
expression, and the change in real income is defined as tilechange in 
consumption at initial prices. This indicates the importance to LDCs of 
keeping world agricultural markets open. 
For each dollar transferred to the LDC via better agricultural prices, LnCS 
could increase their payment of inteiest or principal on their debt by 
$6.38 and still leave their real incomes unchanged. Thus, trade is 6.38 
times as effective as debt forgiveness. It alhof these repayments went to 
failing banks, then the need for developed countries to collect tax reve
nues to bail out their banking systems would be reduced, which would 
result in a further increase ir. their real income. Assuming Isomewhat 
arbitrarily) a marginal welfare cost of tax collection in developed coun
tries of 40 percent which would be needed to finance foreign aid, trans
ferring a dollar througi better agricultural priees means that this reduc
tion in foreign aid would result net in an increase in $7.9 in developed 
country real income. 
Assuming that debt repayment is held constant, so iflIt the LDCS spend 
their increased real income on increased imports, ever, exra dollar's 
worth of net agricultural impAts (at init-.A prices) accepted from LDCS 
by developed countries enab!es developed countries to export an addi
tional $i.o8 woith of industrial goods. This illustrates the importance 
of recognizing th,;t agriLultural protectionism in developed countries 
in effect taxes their exports. 
A transfer through higher agricultural prices also has a mole salutary 
impact on increasing the real income of the poirest workers in the 
economy, who are those in agriculture, than dues the same size of deb' 
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forgiveness. We found that its impact on the agricultural real wage is5.9 times that of the same debt forgiveness and its impact on the realincomes of all factors initially employed in agriculture is to times ti-at 
of the same debt forgiveness.
A io percent increase in world agricultural prices should increase real
incomes of all less-developed countries by $2 5.9 billion if there were no
change in aid or debt repayment.
A io percent increase in world agricultural prices should increase thereal income in the developed world by $12.38 billion if debt repaymentis increased by enough to leave LrC real income unchanged. This is$69.36 per citizen of the United States or 0.416 percent of U.S. GNP. 

f. Conclusions 
The major points that we have tried to illustrate above are that with taxreform as in trade policy reform it ispossible to build highly aggregated
models in order to illustrate Lconomic trade-offs and to develop plausible estimates of how important they are. A well-constructed study candevelop the simulation results in such a way that policymakers areforced to see how policy reforms can facilitate achievement of the endsthey seek. Unfortunately, many modeling efforts are undertaken without a clear goal in mind. Consequently they generate little politicalaction. Jr. The GamePlan the Centre for International Economics (1987,P.71) reminds us, "Ifresearch is not worth doing, it is not worth doingwell." This message's lessons for model builders is that any expenditureof resources on modeling should be directed at an important polic,initiative. Our experience is that it makes sense to build the modelsolely for the purpose at hand in order to keep costs low. Theti when
other answers are needed the model can 
be modified accordingly. Forexample if one wishes to calculate the impact on vxports of importtariff and quota restrictions, in the first irstan-e it makes no sense todisaggregate either the import bill beyond those items feeding into a

highly aggregated model. 4 

4. On Modeling 
Now let us turn to some aspects of how to select and implement amodel to deal with a policy problem. We view modeling as a dialogue inwhich policymakers express their goals and concerns, and the modelbuilder places them all into a framework that incorporates economic
truths in order to generate a set of policy recommendations. 
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a. Model Formulation 
There are three stages in the process of model formulation. First, the 
modeler must learn the conventional wisdom or rationale for the exist. 
ing policy. This involves talking with policymakers about how they 
view the economy and what they perceive the consequences of policy
changes would be. Second, tht- modeler must pick a story that describes 
how the economy works, so that he can model how it will respond to 
the policy initiative that he wiz;hes to examine. This may involve focus. 
ing on elements that policymakers have ignored like the effects of a 
particular aspect of tax policy on income distribution or of impon bar
riers on export levels. Third, the minimal model that will tell the story 
must be selected. The minimal model is selected because simpler mod
els are easier to construct and explain, and the more quickly the model 
can be constructed, the more time will be left to explore variations of 
it, either formally or in informal discussion about how the real world 
differs from the bench mark model. It is important that the model 
address the specific concerns of the policymaker in the country. There
fore, it is important for the modeler to start with a simple model and 
show what can be done in a reasonable period of time coupled with an 
offer to explore other questions. Discussions of the mechanisms that 
would be germane to model construction is a good way to get policy
makers and others who are concerned about the efficient functioning 
of the economy thinking about the mechanisms that drive it and for 
the model builder to learn about how it works.5 

b. Model Building 

The purpose of model building is to stretch the intuition and to calcu
late tradeoff,,.A model that cannot be understood is of little us:, 
because no one will believe the results. Economists and policymakerm 
are accustomed to thinking in terms of a demand-and-supply frame
work, and it is desirable to start with a model that the client can easily
understand. The general equilibrium model that fits this intuition most 
closely is a specific factors model of the kind developed by GT, dis
cussed above, in which the capital stock is fixed in each sector while 
labor is allowed to move relatively freely between sectors. Such a model 
also describes the kind of short-run equilibrium that is relevant to the 
three- to five-year time horizon that is likely to be important to policy
makers. The results of this sort of model tend to fit quite closely with 
intuition and to develop the client's trust. 
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However, the modeler should not stop here, because elasticities ofdemand and supply will be lower in the short run than they would beover a longer time horizon, so that si:nulations may be qualitatively
quite different over the two horizons. Thus, for example, a short-runfocus will lead policymakers to conclude that they have more capacityto levy taxes in order to raise revenues and affect the income distribution without markedly influencing efficiency than is in fact the case.Thus policy based on short -run modeling is likely to trap the economyin an inefficient trajectory. Consequently,we advocate following up thespecific factors modeling exercise with one in which savings dependson the after-tax rate of return and capital and labor aic perfectly or highlymobile between sectors. Such a strategy will generate the conclusionsthat taxation imposes a high welfare cost and that broad-based taxationis best, but these conclusions are the appropriate ones over a long time 

horizon. 

c. Debugging 
The modeling experience that we have had is building linearized models from scratch, using Lotus 1-2-3 without the use of a canned program. Thus, our advice should be interpreted according!y. We have foundthat new modelers should start with simulating a model that is so simple that they can intuit it completely or solve it analytically, so thatthey can master the problems associated with the computer software inacontext where error search consumes little time. In simulating boththis simple version and the final model it is important to isolate theparameter specification from the equation system. An important roleof modeling is to find how policy multipliers depend on parameters and
initial conditions. Therefore, we construct the coefficient matrices in
the Lotus spreadsheet to consist of parameters and initial levcls whose
particular values are specified elsewhere in the program. Our strategy is
to construct the algorithm so that the modeler can specify the requisite
parameters and initial levels with the program calculating the remaining parameters and initial !,"vels so as to generate an internally consistent equilibrium. This facilitates learning about how policy multipliers

depend on the structure of the model. It makes modification of themodel easy. It makes it easy to use numerical integration of the typediscussed by DPSV (1982) to assess the impact of finite tax policychanges, which, of course, characterize changes in policy regimes.
Finally it facilitates debugging of the model. 

We have found that in guiding others in the building of models it is 
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too time-consuming and boring to check on every equation in their
model. Rather, we discuss the structure of tile model and the closurerules used. We then ask the modeler to simulate tie distorionless case,
where there are no tax or trade distortions in the model whatsoever andworld prices are fixed. In this case, the marginal welfare cost of any
inczerneimal change in taxes will be zero, and all shadow prices wiflequal market prices. Any deviation from these results indicates a bug in
the model, and the pattern of deviations provides useful clues in figuringout where the bugs are. We refer to this process as global error-checking.

The next step is to develop an intuitive mastery of the distortionsinvolved. Thus, we ask the modeler to present a table of the distortions
involved along with a table of effective rates otf protection (calculated
according to the technique Of ;T I19871 when there are nontraded goods).
We then perturb the model in various ways, using lump-sum taxation 
to balance the government budget, and checking to be sure that the
results correspond with intuition. When the effects on economic efficiency are inconsistent with intuition, we decompose the change inreal income as the sum of the incremental flows of goods aiid facto 
services across distortions, with each change multiplied by the six.e ofthe distortion ala Tower (I 984a) and Loo and Tower I t 8). This enables 
us to break down the ical income change into a series of production,
trade, and consumption effects which is a useful way of describing the
intuition of the calculation and facilitates further intuitive description.
As part of this stage of the investigatior we calculate the marginal welfare cost of raising revenue via various taxes, where this ratio is defined
 
as the 
incremental change in real income per incremental change in
total real revenues collected and rebated via a lump sum tax as a result
of an incremental increase in the tax rate ii question. The final stage is 
to simulate the model using feasible tax closures. 

The lesson of this section is that the debugging proc'-,s is carried enin concert with development of the intuition. As Deardoff and Stem 
(1986, pp. 22t-221 put it "... the modeling effort is not complete until
it yields only expected results-in general terms, of course, since wedo not require that specific iumerical answers be altogether predicta
ble .... (Butj the feedback phase of modeling is as often as much a 
process of revising expectations as it is of revising the model itself!' 

d. Calibration 
One of our colleagues is fond of saying, "One should be familiar withcomputable general equilibrium models, but shouldn't believe in any 
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numbers they geneiate." This is because such models ar: sensitive toparameter values, specificatioi, and closures used. It, fact, one could
make the same remark about economic analysis generally. I low do wemake ,)ur results believable and useful! We need to assure the client
that the model has "reasonable" properties. What properties are reason
able depend on the time horizoa considered. Factor mobility and savings supply elasticities are likely to be larger in the long run than the
short run. Thus, we have found it useful to peiform a variety of Aimula
tions designed to approximate short and long runs, although we have
been content to work with our best point estimate of parameter va!ues,whose values we believed would be relatively constant through time. ftm2y well he that the policymaker has a near-term budgetary problem, 
so he is interested in near-term benefits arid that his proposed solution
will achieve these at a cost of long-term prosperity. ]i such a case twomodels or two sets of parameter values would be needed to evaluate the 
trade-off. 

Also, results should he consistent with results from other state-of
the-art studies. In some cases, the modeler is able to draw on econo
metric work or the judgment of experts to develop a good sense of plausible values fw' general equilibrium vlasticities o demand or supply,
and it is desirable to experiment with underlying elasticities of substi
tution so that simulations of the model are consistent with this extra
neous evidence. For example, Loo and 'lIwer (1988) askt-d variousexperts what they believed the marginal welfare cost it tax collctilion
tt) be and adjusted the micro parameters of the tax collection process to 
be consistent with these estimates. 

e. Presentation 
l /pically, a modeler has maiiy relatively unint-resting decisions to

make about rhe exact specification of the model, and the number ofpal. meters, variables, and equations tends to be large, and tedious to
explain. Therefore, in common with other model builders, we prefer tolay out the precise mathematical specification in appendices. Then the
body of'the paper consists of (i) a description of the basic idea of themodel, (2) adescription of the broad outline of the model, accompanied
by aschematic diagram which describes goods and factor service flows,
13)discussion of how the economy responds to various shocks to facilitate intuition about how the economy works, and 14) tables which pres
ent the irnportant cost/benejit calculations which emerge accompanied
by descriptions of the mechanisms which cxplain their signs aid sizes. 
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In Lon and Tower (t9881, we found it desirable to present the change 
in real income from selected perturbations of the model as the sum of 
the incremental flows of goods and factors across distortions multiplied 
by respective distortions. This demonstrates the extent to which the 
results are driven by the various distortions. It also facilitates making 
reasonablesjm~ us about how the results would have been affected 
had different disttrtion levels been selected. We also presented a simple 
geometric analysis of a simplified version of the model in order to char. 
acterize the forces which lead to our major results. In fact, when the 
paper is presented in person, this simple geometric version serves as 
the focal point of the seminar, and once the participants have mastered 
the basic issues involved, they readily understand the calculations 
emerging from the detailed model. Finally, we like to close the paper 
with a discussion of which assumptions are driving the results and how 
the conclusions would differ under other circumstances. This presenta
tional strategy differs considerably from that ust-d by many authors, but 
we believe that it is a useful one to follow gen,:rally 

S. What Can Distortion Indicators Tell Us? 
In De.tense of ERP-Type Concepts 

A consensus seems to have developed that the E11 is a partial equilib
rium concept, and that c'GES have made use of the concept archaic. 
There is one mathematical formula for the Corden ERat,which involves 
integrating tradable goods sectors with the nontiadables sectors which 
feed into them, and which we believe is the most generally useful 
definition of the ERi'.' Although there are four different ways to inter
pret the concept as GT note, there is one particularly useful one: The 
incremental cost-benefit ratio approach thinks of the Corden tsP 
coefficient as the ratio of the value of primary factors at domestic mar
ket prices attrcted into a sector at the margin divided by the change in 
foreign exchange earned or saved, assuming that inputs and outputs in 
all other tradeable goods sectors, the consumption bundle, and world 
prices are frozen. IFor references to the literature see Ibwer 198 4 b, p
128.) Thus it can be calculated as the product of a simulation which 
assumes that the government releases one unit of a primary factor of 
production from a project into the economy, wheie the output of each 
tradeable goods sector but the ith is held constant by (say) an immo
bile labor force or direct controls, and consumption is frozen by excise 
tax adjustments or the combination of a fixed-proportions consump
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tion function and lump-sum tax variation which leaves real expendi
ture unchanged.

The ERP coefficient for the ith sector is then given by the ratio of theprimary factor absorbed by the ith sector and the nontradeables thatfeed into it to the change in the ecimomy's balance of trade inet earnings of foreign currency) evaluated at the market exchange rate. Moreover, while we have some difficulty figuring out how the Corden ERiishould be modified when distortions and the tax system are complete,this approach leads us to a useful and easy-to-remember way to calculatethe ERr,, and is the technique that ci (1987) used -o calculate their Ears.This interpretation of the ER, is a measure of the efficiency of thesector in converting primary factor services into factor exchange. Moreover, it is the product of a well-defined simulation, so it is a generalequilibrium calculation in the scise that we know conceptually h,,wpolicy instruments are being manipulated in our thought experiment,and we have lefz nothing out. Thus, we feel that it is best to describe theErP as a simple general cquilibrium concept, reserving the term partialequilibrium for those nalyses where the analyst has not figured outwhat things he is holding constant, or where he has recognized that heis only approximating the truth.The implication of this increnitntal cost/benef., approach is thatshifting a dollar's worth of primary factors from sector tn to sector Xwill result in increased net foreign exchange earnings equal to: 
i/ji + ERPj - i/It -f ERPI
 
=[ERP,,, - ERPxI/{lji + ERpxjI i  ERP,,,J} 

Thus, any policies which drive priniary factors from sector m into sector X will be bejeficial. For example, ii scctor m is an importable with
an ErP of 422 percent and X is an expor 
 ihl- with an LiaP of - s percentlto use Han's figures for industry and agricultural exports in Sudan),cutting protection to n while devaluing the currency to maintain aggregate competitiveness would be desirable, in that for every too Sudanesepounds worth of labor and capital shifted net foreign exchange earningswould rise by 86 Sudanese pounds, which could then be allocatedexpenditure toon other needed goods. To conclude, the ERP can be usefulin discussiois of the potential benefits from policy reforni, and it is aperfectly respec-able rigorous concept.
Finally, no orne is impressed by results from CGEs which cannot beCxplained, because such exercises do not tickle the intuition, and in

explaining the results of a cGE simulation it is often helpful to draw on 
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sector by sector estimates of kRPs in combination with the factor flows 
that result from perturbations of the model. 

A! though we find the ERP to be a useful tool for policy analysis in the 
senses mentioned above, we are much more wary about using the DRC. 
Tower i98 4 h, 1987, and 1988b) argues that the i)oc has been used to 
mean very different things by different investigators, who have not 
always realized that they are using different concept:; from one another. 
Consequent,, a DRC per se has no meaning unless the user describes 
exactly what he means by the concept. Moreover, to c.lcuate a Doc 
requires estimates of shadow prices of primary factors, ,hich can only 
be obt. ined from a general equilibrium model, so it is hard to see how 
DriCs can do anything that cannot be more easily done with appropriate 
use of multipliers frcm a general equilibrium model as described in GT

7 
11987). 

6. Conclusion: On the Definition of an Economist 

This paper has covered a number of disparate points about the use of 
CGEs in the tax and policy reform process. We have used a large number 
of subheadings for easy access. Thus. we wii, dispense with a detailed 
summary. Instead, let us finish with two truths which provide a useful 
focus for thinking about c(;E modeling. 

It is sometimes said that all one must do to train a parrot to be an 
economist is to teach him to say "supply and demand." Not so, we 
argue. What he needs to say is "opportunity cost." The critical role of 
an economist is to point out the hidden costs oi benefits of policy ini
tiatives, and the appropriate use of cGEs is to formulate policy issues in 
terms of opportunity costs that matter and to measure them.' 

We tend to view our role as economists as providing answers as to 
how the economy works, and to judge our worth in terms of how good 
an answer we provide. Taken to its extreme, this could tum economics 
into a very dismal science indeed as we attempt to disaggregate our 
ccrs until every sector of conceivable importance is covered. But what 
economists are remembered for is not the answers they provide but the 
questions they ask. For example, once a policymaker is convinced to 
think about the effects of import restrictions on exports, much of the 
battle against protectionism is won, and while different ways of closing 
the CGE, selecting data for it and picking parainuter values will generate 
different answers as to exactly how import barriers will affect exports, 
once the policymaker is trained to ask this particular question, he is 
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much less likely to advocate protectionism as a way the socialto serve 

good. Remembering that "it is the question you 
ask rather thanl the 
answer you provide" allows Lhe modeler to use his questions to focus on 
the important mechanism, in the development process, and to set the 
policy debate on a firm intellectual foundation. Building c;Es to calcu
late opportunity costs using intellectually respectable causal mecha
nisms raises the level of policy debate to consider the right issues. Once 
that is done, and policymikers have been convinced that basic truths 
have been captured, then perhaps larger, more disaggregated models 
which trace out multisectoral development paths will have a role to 
play; but it is more fun and piolitable to ask the right questions and 
expose tile wrong myths using manageahle and easy-to-construct-cGEs 
before disaggregating them to obtain micro-level predictions.9 

Notes 

Thanks g itoMalcolm Gillis, Arnold Harberger, and Glenn Jenkins for comments. 
t SeeLoo and Tbwer I t9i8for the definitions of Lii: groups, which are drawn fnm theMbrhd)evelopmjent Report, and for informed guesses about protection levels in each 

country group.
 
a iacturs rather than -hadow


Strictly speaking the figures reported here are conversn 
prices, onverston factor feing the ratio of the social value to the market value of an 
item. 
The argument is more fully developed in Tower (r984 b).


4 As Hatherger (19884,p.1)puts it, "Anothere bit of wisdonm 
on winch rmost of the giants
in our heritage would pnobahly agree is the absolute recc Nstyof ovcrsimplifying. The
world is far toi complicated to understand in its full detail. Wecanot wi by trying
iti replicat its full complexity. As we deal with different problems we use sotiplemodels specifically designed ,,radapted to meet these problems .... It is the insights
that tens oi hundreds of examples with these simple mnodels give to economists Iread
policytnakers fur our purposesi that help make them perceptive observers iof esents itthe world, sharp diagnosticians, and even good inventors ot ne% simple theories tf
deal with new prohlem, a: they ati,e." 

fie continues lp. s):"Big-n;udel estiiation was another la Peiople hadtluge expec
cations front models like the Brookings, the Wharton-Et, ctc. They seemed to realiy
think such models could replicate the economy It tured iut that haidly a single
issuer of poicy design linr things ULktaxes, tariffs, financial regulation, welfare,
dieuse, social security-you name it)could be enlightened by reference ti such mod
els. II every cse one had to turn to smaller mitdels suited to the speciric task at 
hand." 

S Harherger(I988, pp. 14- 61writes: "Ithink agraduate program lfor our purposes readmisfeling exercise) should emphasize the need fur economists to communicate what 
they aredoing to nonecuoni ts. I fel this deeply because I work so much with
ministries, central banks, and other government and international agencies. The key 
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people there are rarely economistn by training, let alone high quality economists ol 
the type that one would like to produce or to hire. Mostly they are trum other profes. 
sions; very often they are extreniely able and perceptive people. In my experience, 
such people will never 'buy' any result that conies out of a 'black box.' They want to 
know exactly what it is they arebuying, what it will do for them, and why they 
should expect it to work, Economists who also know how to package and 'sell' god 
economic ideas to such people have a far higher marginal social product than those 
who are somehow restricte:d to the jargon of our trade. 

"Rea-.d to the abov' is the idea of recognizing the virtues of what I call 
'miormalism' in economics. By this I mean always using the simplest and most cle. 

mentary way of making apoint, or of extracting a result from the data. A mote high
powered technique, according to this way of thinking should beused only when it is 
required. It should never beused to simply show off what one can do. 

"To me 'minimalism' hasaesthetic values as well as operational ones. But I would 
emphasize its virtue as a device lot helping those in the profession comoiunicate with 
those outside of it. By aiming at stating our case in the simplest possible terms, we 
have our best sict at nmaximtizing the usefulness of economics in the real world." 

6 	 S Fowe: (1984b) for a discussion of the v'rious ways of treating ontraded goods in 
tip calculations. 

7 An analogy to indicate the relatiotsbIp of the tci, to a ful;.Iledged complex general 
equilibrium simulation is appropriate. Suppose that a new drug is discovered which 
will cure the common cold. But the euphoria and hallucinations tiduc':d by this drug 
cause some patetots to do crazy things, so that accidental death is likely A full
fledged general equilibrium type analysis of the efficacy of the drug would have it take 
into account the probability of dying from these side effects. But in assessing the 
efficacy of the drug it is also interesting to repott the probability of recovery with no 
side effects of those who are tied to their beds, where the side effects do no harm, evet) 
though in the real world there is no plan to tie the patients down. This latter measure 

of the drug's efficacy is like the tRr in that both nmeasures assume a closure rule that 
simplifies the mechanisms under consideration, and help the iituition. 

8 As Harbrger h1988, p. 4) writes: "The big insight of general-equilihbrum niodels ts, of 
course, 'sources-and-uses' ..... hat is, whateser we get has to conic fromt sottewhere 
(even if it is from the leisure time of men and machines) and has to go somewhere 
(even if it is to the idle inventory shelf or it the automobile graveyardl" 

9 	 Credit for these two truths belogs to Andy Stoeckel, director of the Cettre for Inter
nationmal Econonics, Canberra. 
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Risk, Politics, and Tax Reform: Lessons 
from Some Latin American Experiences 

William Ascher 

A. Uncertainty and the Nature of 'Ikx Reform 
One powerful organizing principle emerges from examining the politicsof tax reform efforts in Latin America. The effective political'management of tax reform rests on the limitationoj risk so that affected groupswill be willing to bear some additional-butpredictably contiined-costs. This principle seems to go far in accounting for the tax reformexperiences of Chile, Colombia, and Peru, and seems to be consistentwith other, more casually perused Latin American cases. In addressingthe question of what it takes to accommodate the potential victims of atax reform, we assume that accommodation that goes so far as to cornpletely eliminate costs and risks is useless; someone must pay more orreceive less benefits. Some accommodation comes from reducing theimmediate costs that potential opposition has to bear. However, themost compelling imperative is to maintain a tolerable level of risk forthe potential opposition. The successes in Chile and Colombia, andthe frustration in Peru, bring out this principle quite clearly 2This principle is clearly relevant only when the protestations andreactions of potential victims cannot simply be ignored. Occasionallythe political calculations of a government intent on economic policyreform may be simplified by the powerlessness of the opposition, evenif the latter stand to lose significantly Following a revolution, an overwhelming electoral victory, or a system-transforming coup d'6tat, agovernment may be able to dispense with accommodation. Yet, while suchcases are conceivable for tax reform initiatives, and held to a certainextent for the 1974 Chilean tax reform, the ability to dispense withacconimodation is unlikely in most circumstances. The multiphase 
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nature of changes in tax structure and tax implementation afford numer
ous opportunities to minimize or undermine thc- implementation and 
impact of tax changes. And tlhese opportunities provide for the effective 
use of different sources of power: electoral support; legislative strength;
social prestige convertible into policy influence; money to buy votes, 
burcaucratic dispensations, or to mount campaigns in opposition to 
policy proposals; and the potential to disrupt in reaction to unwanted 
policy changes. Given this diversity of resources to influence policy
formulation and implementaticn, it is very unusual for the advocates 
of a particular reform t, monopolize all of the abovementioned sources 
of power relevant to a process as complicated as tax reforml. Therefore,
without precluding the possibility of tax reform via otrce majeure, the 
tactician typically must face the need for sonc accommcdation. 

Ai. Characteristicsof 7Lx Reform and Its Risks 
Several characteristics of tax reform, explained below, yield the peculiar
political importance of maintaining a tolerable level of risk. Typically, 
tax reforms will be viewed as both redistributive and open-ended in 
terms of policy innovations; they present both indeterminate levels of 
risk as to how tax policies will be formulated (complicated by the fire
q.ent presence of fo-eign missions and sometimes foreign pressures)
and administrative uncertainty in their ilplementation-and the oper
ative penalties for evasion are 2lso indeterminate. Some of these quali
ties are intrinsic to taxation and tax reform in general; others are more 
applicable in the Latin American context. 

The Redistributive Connotation. Tax reform is typically perceived 
as redistributive. After all, taxation is the direct extraction of wealth 
from particular individuals and firms. Prudent interest group represen
tatives could hardly operate w. any other working assumption than 
that tax reform could redistribute wealth from them. Although all 
economic policy instruments have the potential to change the levels 
of income and wealth accruing to different individuals and firms,
taxation is amnong the most blatant of such instruments. Tax reform,
with its connotation of major shifts in the structure of taxation, is 
thus particularly likely to be seen as entailing major shifts in the bur
den of taxation. Thus, several tax reform initiatives have been under
taken with the explicit renunciation of intent to change the burden of 
taxation,3 so as to neutralize the perception that vertical redistri
bution was at stake. However, even these efforts are at best only par
tially successful. Typically, suspicions of a redistributive motive on the 
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part of the reform's initiators are widespread and oftin justified.There are peculiar asymmetries in the attitudes toward the redistributive potential of tax changes. For one thing, it is nearly impossible tofind interest group representatives who leap enthusiastically into tiletax debate with the expectation that they are likely to gain throughredistribution. This is due, structurally, to the fact that there are somany steps between revenue collection and expenditures that no group
can count on a sure and significant increase in benefits. It is verydifficult to establish who benefits from governmental expenditures, letalone to znticipate who would benefit under uncertain future changesin expenditure policies. Moreover, the groups organized well enough tobe involved in the tax debate (with the possible exceptioa of laborunions) consist of upper-income businesses or individuals who are obvious targets for greater extraction. Where ta.avoidance and evasion are
common, the possibility of improved tax administration is also a threat
-though it may be offset by the opportunity for reducing both red tape
and the need to pursue suboptimal tax-avoidance investments. Thus,
even if tax reform may 
 hold benefits for particular private-interestgroups, such groups typically operate ina basically defensive mode of
damage control on the tax reform issue.

An offsetting factor, however, is that the redistribution perceived in
tax reform can often bc confined to the upper-income groups. Unless
the government goes out of its way to arouse the organized labor sector,
unions tend to be relatively inactive on tax reform issues. 4 Union leaders and rank-and-file union members act 
as if they assume that boththeir risk and their potential advantage in the typical tax reform are
low. Whether this assumption is correct is debatable, since tax reforms
frequently end up with heavier reliance on easily collected payroll taxes.
Nonetheless, tax reformers often have the luxury of proceeding without the full range 
 of economic interest groups mobilized to exert 

pressure.
Finally, tax reform is distinctive as a redistributive issue in that bothhorizontal and vertical equity are involved and are highly interrelated."Horizontal equity" is fairness in the burdens of taxpayers at the sameincome or wealth levels; "vertical equity" is fairness in the tax burdens across income or wealth classes. The relationship between the two isvery important in chat greater horizontal equity, a virtually consensualobjective, can serve as the explicit objective of tax reforms that alsohave avertically redistributive impact. Or, greater horizontal equity canbe the "reward" ftr income classes that may lose through moderate 
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vertical redistribution from the same tax reform. Moreover, existing hor
izontal inequality poses a risk of future reprisal for the individuals, 
firms, or activities currently subject to accusations that they are not 
paying their fair share. 

Tax Reform as Inoovation. A distinctive quality of tax reform is the 
potential for the iniroductien of new types of taxes. The potential for 
innovation is very high, and, while not unique to tax reform (new forms 
of government-guaranteed savings arise with great frequency), it differ
entiates tax reform irom other potentially redistributive instruments. 
Instruments such as land reform, price controls, credit regulation, and 
spending policy generally follow standard formulae, but it is the magni
tude that varies. 

A large part of the desire for innovation of tax laws stems from the 
prevalence of poor tax administration. Poor administration leaves a huge 
gap between rie theoretical yield of a tax and its actual yield. This 
means that a large part of the challenge of tar reform, and one of the 
major foci of the creativity mentioned above, is to devise taxes that will 
extract the desired amount of revenue through taxes that are easier to 
administer and are harder to evade. 

Other implications flow from the distinctive "creativity" of many 
tax reforms. There is a strong appeal for the technical teams to exercise 
their ingenuity and sophistication. They are often engaged in profes
sionally interesting experimentation, even if this experimentation is 
intrinsically risky for others. Tax specialists are often the champions of 
tax reform even when no private-sector group is willing to push for the 
reform. 

Creativity also opens up a cat-and-mouse game between tax reform
ers and taxpayers. New taxes hold the promise of closing off prior ave
aues of avoidance and evasion, if only the tax formulators are more 
clever that, the targeted firms and individua!s. This is a game in which 
the taxpayers' economic standing is vulnerable to machinations by 
sometimes very clever tecnicos. 

As a result of both of the above qualities, innovation creates uncer
tainty: a new tax has uncertain impact even without avoidance and 
evasion; and whether the tax reformers succeed in closing the loop
holes creates further uncertainty 

Indeterminacy of Tax Reform Risk. Tax reform does not represent a 
predetermined degree of threat to any particular group; indeed, the 
essence of the politics of tax reform is the indeterminacy of the impact 
the reform will have upon particular classes and types of taxpayers. 
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This indeterminacy is present until the final details of formulation andimplementation arc worked out and the economic actors have had timeto react. Taxation has the theoretical capacitypayer economically, yet 

to destroy a given taxtax reform may produce mild or moderatechanges in tax burdens. Thus tax reform is not typically the ultimatethreat as is the classic land reform. Tax reform may be less risky to ahigh-income individual or firm than other policy changes.However, ta,, reform initiatives may have the effect of opening upother issues, such as the nature of property, that hold their own risk forvarious economic groups. Therefore some tax reform initiatives hearrisk beyond the planned or predicted tax policy changes per se.Involvement of Foreign Alsions. The technicalitieslend themselves tax reformto tileparticipation of foreign 
of 

missions. These missions may be perceived as reducing the possibility tha: the governmentwill enact a damaging tax rcf"orm. Sometimes the foreign tax missionwill be seen as guaranteeing the fairness of tax reform changes. However, the members of the mission 
may also be seen as an affrent to
economic nationalism, or as hired apologists for tile
government's preferences. Thus the contribution and image of the foreign technical mission add to the political complexity of the tax reform.lbor Tax Administration, Uncertainty and "BureaucraticPolitjcs.'"This uncertainty is, in a sense, increased by the common condition in
Latin America 
of inefficient tax administration. Not only does pooradministration provoke innovation of uncertain outcome, but also thequestion of whether administrative reform will increase
introduce,, an additional source 
tax burdens
 

of uncertainty.Bureaucratic politics, pitting the tax administration bureaucracyagainst the technical team 
and the top-level economic policymakers
initiating tax reform efforts, also puts thc state bureaucracy at iisk. Tax
reform in developing countries is typically (but not always, given thecurrent Chilean situation) an implicit affront to the competence of taxadministrators. Their job tenure, let alone prestige, is at risk. Given thepoor tax administration of most developing countries, the ver,tive of tax reform . litiatypicaliy puts the tax administratorssive. Moreover on the defenthe reformers are often bent on making tax changes thatrequire more difficult administration. 
administration Except for strengthening taxand moving to more easily administered taxes, taxchanges represent additional burdens to tax administrators. Wheniignificant tax changes occur frequently, tax administrators findlifficult to consolidate and streamline it 

their procedures; action to 
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improve the administration of existing tax mechanisms can be crowded 
out by the scramble to meet new administrative demands. 

However, poor tax administration does not necessarily increase risk 
to taxpayers. Inefficient lor corrupt) tax administration reduces the risk 
that a given initiative will require the payment of a surprisingly large
increment in tax liability. With the latitude effectively permitted by 
poor administration, the taxpayer can, to a certain extent, adjust accord. 
ingly By the same token, improvements in tax administration, as laud
able as they might be in the long run, typically reduce the tolerance 
toward new taxes that imply possibly dangerously high burdens under 
improved administration. 

Taxation,Fairness,and lflegality. The tax issue makes many individ
uals and firms peculiarly vulnerable with respect to the legality and 
fairness of their current tax payments. A seriously distorted ta:: system
virtually forces many taxpayers into formal illegality in their tax decla
rations. They are thus subject to the risk of prosecution, even if evasion 
is widespread. These taxpayers, and those who represent them in the 
policy debate, are also naturally constrained from direct references to 
these transgressions. They typically cannot invoke counterarguments 
to tax reform initiatives if their responses amount to admissions of 
evasion. For example, on one occasion (elaborated belowl Chilean tax 
reformers enacted a huge increase in the value-added tax by arguing
that an "honest" taxpayer would already have be:n paying that amount 
in transactions taxes. To cite the fact that hardly w,yone had been paying 
that full burden would have been extremely awkward. 

A2. The Broad PoliticalContext 

The uncertainty of the entire political economy is one component of
 
the risk facing groups when a 
tax reform initiative is undertaken. Tax 
reform risk is a function of both the specific formulation of the reform 
in a particular arena and the overall political climate that might over
ride the limits that pertain to that specific initiative. The relevanLCe of 
this distinction is that perceived risk may ot may not be influenced by
the tactics or design of the specific reform. For any case of success or 
failure, then, the reform design can bt credited or blamed only to the 
degree that the macroclimate does not make the microanalysis irrele
vant. For example, if a key group believes that the government is out to 
destroy it, or that the government's own survival is in doubt, or that the 
government lacks the basic competence to carry out the reform in its 
anticipated form, then the details of the reform will make little differ
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ence to that group's behavior. Therefore, in assessing the tax reform 
initiatives in the three countries under examination, it is necessary to 
gauge the extent of perceived overall uncertainty in each case over time. 

Colombia. The basic political situation in Colombia since the mid
1960s has reduced policy risk by dictating a preoccupation with avoid
ance of political polarization. The preference for radical policy depar
tures existed in some quarters, but the likelihood that any administra
tion would act on this preference was assumed to be very low. 

Although the two major political parties have shown little overall 
difference in policy preferences, thec:e was (and still is) a wide diver
gence in the policy preferences among factions within each party. Thus 
a new administration, or at least some of the activists within it, might 
very well hold policy preferences that could present a threat to various 
economic-interest groups. However, the imperative of avoiding destabi
lizing cotrflict was accepted by the top Ic.ac,,;hip of all Iialo ;actions 
within the two parties. 

This was because the specter of "La Violencia," the extreme instabil
i,y and violence of the 1940s and 19sos, was still very much alive in the 
minds of the Colombian elite, even if the political system had been 
stabil:zed by the time the reform took place. "La Violencia," like the 
Mexican revolution, was the kind of nightmare of uncontrjlled mass 
mobilization that drives political leaders into an overwhelming preoc
cupation with maintaining elite cohesion. The "Natiotnal Front" 
arrangement of alternating administrations bct ween the two parties had 
temporarily neutralized some of the interparty political conflict, but 
the arrangement had come to an end with the 1974 campaign. 

Under the National Front, severe policy swings were discouraged by 
,e consideration that the other party would soon get its chance to 

retaliate. Alter the National Front, the need for cohesion remained, as 
the two traditional parties faced not only the possibilities that their 
own conflic, would reescalate, but also both electoral challenges from 
populist movements and the continuation of guerrilla activity.

The net result of this need to avoid open conflict with major factions 
in both parties was a built-in limitation on the extremeness of policy 
outcomes. Thus, with respect to the major 1974 reform discussed below,
interest groups still had to worry that new policies might have extreme 
unanticipated consequences, but they also knew that L6pez Michelsen 
and other top Liberal administration officials would moderate the 
intended impacts of policy. Thus the decision to use economic emer
gency powers to formulate the tax reform may have reflected L6pez 
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Michelsen's desire to end up with a tax reform (and a recognition that 
his rather left-leaning tax specialists ought to be allowed to have a tax 
reform), but the moderation of the reform through the Council of Min
isters compromise process was a predictable political imperative. 

Chile. Chile has shown thegreatest variation in perceived uncertainty 
of the three countries examined here. For the period from the mid
t96os, the Frei administration (1964-701 was faced with a challenge 
from the communist-socialist Left that pulled Frei's own rht:toric, and 
many of his concrete initiatives, in that direction. In retrospect-and 
inobvious contrast with the Allende administration-Frei's policies 
were moderate, limited as they were by the middle-class basis of sup
port for his Christian Democratic Party Yet, when Frei sought to win 
over the labor movement, and when he unveiled his land reforms, spend
ing program, tax reforms, constitutional amendment to redefine prop
erty, etc.-all in the context of the seemingly open-ended reformism of 
the Alliance for Progress, it was very difficult for anyone to predict the 
limits of the changes under Frei, Jet olone the direction after Frei. 

Moreover, the ability of the Frei administration to fine-tune its policy
impacts was very much in doubt. Major policy departures were being 
won or lost, oftr- by close votes, on the floor of Congress, rather than 
being hammered out-and moderated-in closed-door negotiations. So 
many changes were being implemented by a bureaucracy being pushed 
into an activist role that the usual assumption of bureaucratic resis
tance to rapid change could not be held with confidence. 

Under Salvador Allende, whose presidency and life were ended in 
September 1973, the only certainty was th.it drastic changes were afoot. 
Although Allende promised at the outset that the only targets of expro
priation would be the "foreign exploiters and the monopolists," there 
were many other takeovers, often triggered by work stoppages designed 
to invoke a law allowing the state to intervene in firms with reduced 
production, and peasant land takeovers that were also validated by the 
state. Although the government's planners announced that 9.7 percent 
of national income was targeted to shift to wage and salary earners over 
the six full years of the Allende administration, nearly that much had 
been redistributed by 1972 (Ascher 1984:236; Stallings 1978:56).

All of this came to an abrupt end with the Pinochet coup of 1973. 
The Pinochet government was certainly expected to redress the per
ceived economic injuries imposed on former property owners by the 
Allende administration. Chile entered into the period of greatest sys
temic certainty 



425 Risk, Politics, and l.ix Reform 

Yet even this clear reversal in the treatment of these groups did notspell out a dfinitive balance among economic groups. Many militarygovernments in Latin America had populist leanings, and Pinochet,tieading in unk;iown territory with a working class known to be highlymobilized and thought to be capable of open revolt, had to be mindfulof both the risks of further antagonizing the low-income classes and thepossible gains of a conciliatory stanc,: To be sure, PinocheL promised to"eradicate Marxism," but whether this meant crushing ,rwadJing theworking class was not totally clear at the time. Indeed, when Pinochetconsolidated his personal power in 198 1 by taking the position of presidient, the regrrsstvity of previous economic policies was somewhat 
reversed. 

And it should be kept in mind that the longevity of the Pinochetadministration, now known in retrospect, was by no means certain atthe beginning. It is easy to exaggerate the confidence that the Right hadwon for an indefinite period. It was not known whether the blue-collarand peasant groups that had backed the Allende administration wouldor could undermine any g:wernment economic initiative seen as highlyretaliatory. It was not known when the transition to civilian government would occu r,oor what the nature of that government would be.Ieru. Since the 1960s Peru has been an almost archetypical case ofpolitical and economic insecurity for nearly all actors. The AlianzaPopular Revolucionaria Americana A'RA), of unpredictably populist orientation, won the 1962 tl,.'ction but was promptly ousted by the military The Belatinde administration (1963-68) was widely viewed asmore predictably progressive-reformist in its preferences, but Belatinde
himself was 
regarded by many as a dangerously romantic naif when itcame to economics. While few believed Belatinde to be a radical, therewas great %arincss about the possible misfirings of his economic policies, and doubt about who would end up bearing the burden of greaterstate expansion into economic activity and social services. This firstBelatinde administration was punctuated by a misguided educationexpansion that practically bankrupied the treasury and a series of fiscalcrises, exacerbated by congressional obstruction, that ultimately ledto another military intervention in f968. From this turmoil, GeneralJuan Velasco Alvarado emerged as an enigmatic and seemingly contra
dictory leader. 

This military government confounded the early predictions andlaunched the "Peruvian Revolution," a hastily constructed program ofstate-promoted mobilization of peasants and urban workers, e'xpropria
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tion of foreign property, and partial collectivization. If the Peruvian rev
olution did not go as tar as its opponents feared, it was not for lack of 
extraordinarily threatening rhetoric and seemingly irreversible chal. 
lenges to the old economic structure. How far this revolution could 
have gone in the context of economic decline and the military's ambiv. 
alence about allowing truly independent mobilization of peasants and 
urban workers is much debated, but it is clear that the business sector, 
labor leaders of the nongovernment unions, and landowners had no 
choice but to presume that they were facing a total threat to their 
entitlements. 

When a more moderate military regime under General Morales 
Bermfidez took over in i97S after the economic debacle of the Velasco 
period, there was probably much more confidence that the government 
was motivated to reetore continuity and security. Nonetheless, the 
Morales Bermidez government was a transitional regime, and had little 
interest in raising the potentially threatening issue of tax reform. Hence, 
in order to maintain the feeling of security that Morales Bermtidez 
would not further threaten beleaguered groups, the government was 
loathe to initiate any serious tax reform at all. 

With the restoration of civilian government, lBelarinde was again vic
torious, but economic chaos, a split government economic policy team, 
and the uncertain longevity of the Belatinde administration left eco
nomic groups as uncertain about the magnitude of threat they faced as 
during the Morales Bermidez years. Finally, the APRA victory in 1986 
put a practically unknown young populist, Alan Garcia, into the presi
dency. It is widely believed that careful economiL calculus plays a small 
part in President Garcia's thinking in comparison with political consid
erations, and that these political considerations conceivably could take 
a radical turn. 

B. The Sequences in Colombia, Chile, and Peru 

By the mid- 96os, technical knowledge about Latin American public 
finance made it clear that radical improvements in tax systems were 
both important and technically feasible. Tax reform had been a priority 
of the Alliance for Progress planning, and many technical studies were 
undertaken by the Oiganization of American States and other standing 
and ad hoc technical bodies. 

In the three countries central to this paper, the tax systems had some 
strikingly similar problems: 
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Inflation was secn as an extremely pressing problem, and, although
there was dissent both then and later, it was widely believed that the 
budget deficit was a major causal factor. 
Existing tax systems were universally condemned for their bewildering
avrays of different rates, exemptions, and special categories, violating
norms of efficiency, horizontal equity, and vertical equity. Taxes were
earmarked for specific purposes and private investment was distorted. 
Marginal direct t.ax rates were high, having been elevated in the previ
ous struggles to increase revenues, but (because of exemptions and eva
sin tax revenues remained inadequate. 

Yet there were important differences: 

Although all three countries faced inflation, Chile's hyperinfilation was
 
a major problem per se for tax collection.
 
The Chilean tax administration was already suiperior to the Colombian
 
and Peruvian, and capable of rapid improvement.

The size and depth of the technical expert pools were greater in Chile
 
and Colombia than in Peru.
 

Bi. Colombia 
The most ambitious tax reform carried out in the three countrits was
the Colombian reform of 1974. It was ambitious not only in its drastic
simplification of the tax structure, entailing unification of tax catego
riesand elimination of myriad exemptions and special treatments-the 
Chilean reform of the same year hr-d the same objective--but also in
i:s explicitly redistributive thrust. Considering that Colombia was land
still is) a highly competitive political system with strong repreenta
tion of high-income groups, the progressivity of the tax reform presents 
a fascinating political riddle. 

Antecedents to the 1974 Reform. During the i9tios, fundamental tax

reform in Colombia wa!, far mere an idea than a reality However, when

Carlos Lleras Restrepo of the Liberal Party assumed the presidency in
1966, he initiated a major study of the tax system, with the expectation
that a coherent set of recommendations would emerge. This culmi
nated in the "Musgrave Report" (Musgrave and Gillis 1971), the results of 
two years of Colombian government-financed work by a mixed team ofColombian and foreign experts headed by Harvard economist Richard 
Musgrave. Apparently Lleras had no particular priority for a tax reform
during his own administration. There had been a tax reform in 19665
that did little to streamline the tax system but (lid manage to increase 
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revenues moderately, and taxation of increasing exports and imports 
also raised revenues. Yet high government spending led to an increas
ingly serious budget deficit. Lleras believed that a thorough and sys
tematic study of the fiscal policy was overdue. The 1967-68 Musgrave 
Report was to be a blueprint for reform in tile mid-t 9705. 

Tile Musgrave Report called for more streamlined, efficient tax col
lection in order to increase revenues and to do so more progressively 
The tax reform was not conceived as subservient to other policy objec
tives such as control of inflation or the stimulation of investment. Nat
urally, it was asserted that a sound tax system was importari for sound 
monetary policy and efficiet t investment, but the Musgtave Report did 
not advocate making any sacrifices in the integrity of the tax structure 
in order to pursue these other goals. 

Whether the objective of greater progressiv~ty was Musgtave's idel or 
that of the young, relatively left-wing Colombians on the study team is 
a matter of disputc. Indeed, the direct impact of the Musgrave Report is 
difficult to assess. The study was completed, the book was written, and 
the documents then sat on the shelf during the next administration of 
President Misacl Pastrana Borrero 11970-741. However, two things are 
clear. First, the study was "on record" as evidence that a thorough tech
nical analysis of the Colombian tax structure had be,:n accomplished. 
Second, the study established the young Colombian participants as tax 
experts with standing, important for their subsequent reputations as 
much as for the experience they gainel. 

Yet, during the second half of the Lleras administration and the 
Pastrana administration, no fundamental tax reform efforts were under
taken. In the case of Lleras, it may seem surprising that there was no 
concerted effort to enact the rcforrs recommended by his own study 
mission. But, by the time the Musgrave Report was completed and 
digested, the Lleras administration was facing the decline in political 
power characteristic of single-term presidencies in their ).,st years. Fur
thermore, Lleras' emphasis on the battle for classical land reform cre
ated so much hostility from the agricultural sector that this sector's 
acquiescence to tax refomm (which was perceived as astalking horse for 
further inroads against large-scale farmers and cattle raisers) seemed 
quite remote. Finally, it is possible (particularly given Lleras' later oppo
sition to the 1974 reform based on his own mission's recommenda
tions) that Lleras did not concur with the generality of impact on the 
higher-income groups that the Musgrave Report called for. Although 
Lleras' support for land reform and the taxation of wealthy landowners 
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could certainly be construed as progressive in term, of income distribution, his support for and by the industrial sector was not consistentwith greater taxation of industrial entrepieneurs engaged in import
substitution industrialization.
 

In the case 
of the Pastrana administration, tile terms of trade forColombia's exports improved markedly during the '970-74 period(Perry and Cirdenas 1986:61); the economy was expanding and so weretax revenues -although increases in public spending led to a fiscaldeficit. The tax side of fiscal pelicy may simply not have been the focusof concern for the Pastrana team. Politically, the Pastrana admuinistration was in the awkward position of relying (in part) on the support oflarge-scale agriculture during a period of continued pressure for landreform. To relieve this pressure, a 1973 tax law (Ley 3) imposed a presumptive income tax on agriculttural land.6 However, the Ministry ofAgriculture was given the authority to suspend the application of thistax for given regions and for a host of reasons. Given that in Colombia(as in many other countries) the minister of agriculture is traditionally
drawn from the agricultural sector itself, it should not be surprisingthat the presumptive income tax on agrculture was suspended totallyfrom that time until it was superseded by the tax reforms of the L6pezMichelsen administration. Moreover, in compensation for this effectively fictitious presumptive income ta ( on agriculture, accompanyingtax la-vs jLey 5 and 6) expanded the ext mptions and deductions fcr theagricultural sector more than for other sectors, even while tax retentionoil salaries and dividends was strengthened {Urrutia 1986:35; Perry and
 

Cirdenas 1986:18).

Even so, enacting any sort of presumptive income tax for the agricultural sector was far from a trivial event, especially by an elected government. Several attempts during the 195os and 1960s, urged on by World
Bank missions of t9o and 
 1956, were aimed at both increasing theagricultural sector's ttx burden and forcing haciendaowners to increaseproduction, To counter the owners' evasive tactic of tmdervaluing theirland, some of these proposals called for giving the government theoption of puichasing the land at the declired valt.e or at some multiple(e.g., 140 percent) of the declared value. These initiatives were resistedstrongly by the agricultural sector, and no:c succeeded Hirschman963:t6-3j3 Herschel 1971:41t). This is not surprising, given theapparent open-ended risk. Yet the path of the related land reform issueimproved the prospec,:s for a presumptive tax. Whereas a presumptiveagricultural tax that in effect threatens expropriation for undervalua
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tion lint's the risk of new tax structures to greater risk of expropriation,
bowing to new tax structures could also reduce the risk of expropria.
tion. President Alberto Lleras Camargo put it bluntly in 1959: "Either 
the forcible distribution of landed wealth with the natural violence that
this method brings with it, or the patient, continuous, and inflexible 
action of the state through taxation which converts the land into a 
means of production, whose ownership is justified by the income it
produces. Faced with this alternative I am sure that Colombians shall 
not hesitate. ' 

The greatest threat to the large-scale agricultural sector had clearly
been land reform. Various governments, including the Carlos Lieras 
Restrepo administration, had made land reform a high rhetorical prior
ity, even if the actual redistribution of land was minimal. Before this 
administration, the land reform strategy had been to balance modest 
land expropriation (and the fears of greater expropriation) by granting
tax exemptions and other incentives to large lantdowners, justified in
the name of productivity stimulation. This may have been a good deal 
for the large-scale agriculturalists, as long as the land reform did not go
too far, but the risk represented by the apparently growing momentum 
of land redistribution was percei,,ed to be great. If the government found
land reform to be politically popular, there were enough other cases,
ranging from Cardenas in Mexico to Allende in Chile, for landowners 
to worry about peasants and government encouraging one another to 
carry land expropriation further. Land takeovers by squatters, with what 
was seen as the implicit support of certain governmen: agencies, were 
already not uncommon in Colombia. If the government shied away from
 
significant land reform-as seemed to be the case 
to that point-then
the danger of peasant disruption and land seizures in frustration with 
government policy was the other possibility. 

Therefore, when an agrarian reform bill was blocked in Congress in 
1972, a compromise more to the liking of the large-scale agricultural

sector was reached 
 through negotiations with representatives of both
parties. The "Chicoral Accord" basicatly renounced land redistribution: 
in exchange for the presumptive tax (Bagley and Edel 1980: 277, 283; 
Urrutia j986:38). Through this accord, the government reversed its
stated agrarian policy. Rather than encouraging greater productivity
through tax exemptions, the government decided to emphasize fiscal 
extraction-again in the name of promoting productivity, since the pre
sumptive income tax was thought to encourage fuller land utilization. 
The new burden for the wealthy landowners was to be higher taxes, but 
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their risk of land expropriation would be reduced. The presumptive taxwas the lesser of the two threats. Moreover, large landowners knew thattheir representation in congress was, and in all probability wouldremain, very strong. As long as the application of the presumptive taxremained partly under the control of congress, the risk would also be 
limited. 

The 1974 Liberal Party candidate Alfonso L6pez Michelsen made taxreform a prominent campaign issue. For L6nez Michelsen, the appeal oftax reform was that it could be cast as an explic.:ty redistributive issue,thus enhancing his populist reputation, and it provled the means tohighlight the rising inflation that tarnished the preceding Conservativeadministration. L6pez Michelsen's lopsided electoral victory not onlygave him enormous power, it also gave the issues of fiscal redistributionand inflation the prominence of electoral endorsement-.a vote for L6pezMichelsen coula be read as a vote in favor of his campaign pledges.
The landslide also made 
 it a foregone conclusion to the bulk ofColombian politicians of both parties that the L6pez administrationcould have its way on tax issues. Even if the usual legislative processafforded opportunities for opponents to snag the procedures, therea legitimate 8 wasprocedure of invoking economic emergency powers thatcould secure some, degree of tax ieform for the new administration. Thequestions were: how strong a tax reform; who would bear the burden;and at what political costs to the L6pez administration?
Immediately following the election, L6pez Michelsen established 
atechnical team to develop tax reform proposals.' Many of the key participants had been members of the Musgrave team, and the Musgravestudies clearly shaped their approach to tax reform.
The experts' recommendations included: 

increasing revenues principally by raising overall sales tax rates-butwith five different tax rates distinguishing among goods according towhether they are consumed by the rich or the poorelimination of almost all income tax exemptions and special treatments for the oil depletion allowance, inheritance tax, capital gains,and previously tax-exempt government bonds and private financialinstruments-income from these sources was to be taxed at the mar
ginal income tax rate
substitution of tax credits for personal tax deductions, in order to eliminate the regressivity of tax deductions, which have a greater value for
high-income taxpayers 
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higher top marginal rates for both income and net wealth 
automatic adjustments for inflation-but not full adjustments, as the 
tax policy was intended to help control inflation"' 
a general presumptive income tax 
consolidation of treatment of different types of corporations 
assorted measures to improve tax administration. 

According to the constitutional provisions regarding the economic 
emergency powers, all cabinet ministers had te agree to each decree. 
Understandings between the Liberal and Conservative parties on the 
transition from the National Front arrangement to strictly competitive 
elections still called for the president to include opposition party mem
bers in his cabinet."t Overall, the cabinet represented urban and rural 
interests, liberal and conservative outlooks (albeit not a major distinc
tion in terms of policy in Colombia), and economic views ranging from 
center-left to center-right. Yet even the Conservative ministers in L6p.z 
Michelsen's cabinet owed some personal loyalty to the president. And 
the deliberations within the closed-doors Council of Ministers kept out 
both formal party representatives and the interest groups. Therefore the 
process of policymaking under the emergency economic powers may 
have resulted in a compromi:e position, but it also greatly reduced the 
chances of stalemate that would have blocked any tax reform. 

It was widely believed within the cabinet, even by the Conservative 
Party ministers, that L6pez' popularity and electoral margin mat'e it 
inevitable that the tax refomi, to which the president gave so much 
personal emphasis, would succeed. This, of course, became a self
fulfilling prophecy (in addition to being a correct political assessment), 
inasmuch as the ministers, even if they were philosophically opposed 
to the direction of the reform, believed that they had to come to terms 
with the president. Since the president was strongly committed to the 
direction (if the technical group's proposals, the Council of Ministers' 
negotiations ended with all of the elements of the technical groups' 
recommendations, although many of them were moderated. 

Following the technical work and the government's initial tax decrees 
under emergency powers lbut still subject to modification and still vul
nerable to congressional rejection), top government authorities met with 
representatives of agricultural interests to mitigate the impact of tax 
changes ot, the large-scale agricultural sector. 

The background to these meetings was twat the technical team was 
known to be rather unsympathetic to the large-scale agrarian interests, 
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in part out of prior commitment to land reform that pitted the large
scale landowners against the smallholders and the landless For some 
members of the technical team, change within the agrarian sector, 
whether land reform or governmental benefits to the rural poor, could
best be financed by taxing the wealthy within that sector. The organ
ized agricult,tral sector responded, however, by asserting that this 
approach was a disguised form of continued indosiial and urban bias,
and that Colomi-.dn agriculture, of whatever ownership, would decline 
under significantly greater taxation. In addition, although the major
executive policymaking authorities were widely believed to be antago
nistic toward large-scale agrarian interests, congress was seen to be just
'he opposite. Therefore the administration's leaders saw a need to soften 
both the intersectoral transfer and the political impact of the tax reform. 

These consultations with agrarian interests did not yield very much 
significant change in the tax laws themselves. However, the practical
impact on the agricultural sector was considerably softened by chang
ing the rules of implementation. Most importantl-, the planned revalu
ation of agricultural prrperty was dropped (though added again in 1983).
Since the agricultural interests feared most the implications of the pre
sumptive income tax, the cancellation of property reassessment repre
sented a major reduction in risk. The reduction in the presumed profit
rate also lessened the possibility that an agricultural producer would 
hije to pay taxes based on the presumptive income calculation beyond
what would have been declared as earned income. The industrialists
 
had even less 
to fear from the broadening of the presumptive tax to 
cover their earnings, since theii ratio of earnings to property was typi
cally veil over 8 percent, and the possibility of plausibly reporting lower 
eamings was minimized by the better monitoring of industrial activit, 
as compared to agricultural activity 2 In short, what seemed to be a 
very frightening tax rehauling had some implicit hut widely recognized
constraints. The 1974 reform had enough of the Llerista attack on the 
landed property owners to assure the urban sectors that they were not 
the big losers. Yet it steered farenough away from land reiorm to placate
the agricultural interests that things could have been much worse. 

The net result was that ilie1974 tax reform succeeded in introducing
novel forms of taxation, simplifying the tax system, eliminating some 
loopholes, and increasing revenue. Its limitations included the relatively
small contribution to overall revenues that the new forms of taxation 
made at that time, the perhaps inevitable failure to foreclose the long
term capability of the wealthy to learn ways to reduce their direct-tax 
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liabilities, the administrative court's nullification of parts of the reform as impermissible under emergency powers, and the opening for latercounterreforms brought on by the tax system's remaining weaknesses 
in inflation adjustment.


The technical group planned to use the sales tax 
(applied progressively) to provide the bulk of increased revenues. This reliance on anexisting tax was in keeping with the concern for reducing uncertainty
and risk. While the future potential for using innovative taxes such asthe presumptive income tax was established, the potential cost facinginterest groups for the moment was concentrated in the much betterunderstood behavior of the sales tax. At the same time, this also servedto ensure the government of greater confidence that the changes would 
not erode revenues. 

This increase in indirect taxation did not arouse much oppositionfrom organized groups, despite the fact that it was to be both pbogres
sive and the major source ot new revenues. Manufacturers could passthe costs through to the consumer, as indeed happened (Urrutia1986:46). However, sonic decline in the demand fur more heavily taxed
luxury goods could be expected, adversely affecting some manufacturers, and a decline in the purchasing power of high-income consumers 
was also implicit in higher taxes on their purchases.

The lack of opposition can be attributed to three factors. First, fighting the sales tax was not a good "consumer" issue.13 The only potentialdefenders of the "general consumer interest" were the unions and thepolitical parties. Neither had a strong motive to object to a sales tax
weighted heavily against luxury goods. The oppositioa party also had

minimal power following its electoral defeat. T!us, the ensuing rapid
(though short-term) inflation was criticized, but there was no concerted
attack against the sales tax per se by the unions or the political opposition. Second, high-income consumers were simply not organized alongthe lines appropriate either to identify a progressive sales tax as a serious threat or to fight such a tax. Third, although the economic emergency powers still required ultimate congressional approval, they didreduce the intermediate steps of committee hearings in which interest groups could have had more input. As long as L6pez Michelsen couldsell the package to the cabinet, and gain final congressional approval-a
task aided greatly by his electoril popularity-he could bypass much of
the public protests by interest groups.

The overall absence of effective opposition (other than loud complaining by most business and agricultural groups) was, however, matched by 
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a striking lack of enthusiastic support from any nongovernmental quarter. Although Colombian labor Unions are not controlled by the majorpolitical parties, and typically have ideologically rad.cal-leftist leadership, their participation in the debate over tax reform has been minimal, except when the reform seems to pos- a clear threat to their economic standing jUnutia 1986:6o). In 1965 therestrike to prote3t had been a generaltax changes that were seen as stiongly regressive. Yetsince that tirL:, the apparently progressive tax reform initiatives haveelicited little support from the labor sector.Even without labor support, though, the government did riot bow tothe protestations of business, commercial, and agricultural associations(gremios). President Ldpez simply announced that the emergency didnot permit policy changes to respond to their complaints, and rejectedappeals to hand the tax reform over to a tripartite commission thatwould have given the business sector a direct corporatist role in formula:ing the refoim package (Urrutia 1986:6 5j. Thus, although the taxreform was redistributive along class lines, it was not won through anything resembling a struggle among classes. Rather, it was the state versus the business sector, and the former used the president's power andthe mechanism of the emergency decree to carry the day.Results ond Denouement of the .974Reform. As planned by the technical group, the sales tax, rather than the presumptive incomeagriculture, yielded the greatest tax on revenue increases. Since this sales taxwas made progressive through the different rates applied to differentgoods categories, it was an example of a progressive indirect tax.The streamlining of the income tax also yielded significantly higher
revenues for the first few years. The general presumptive income tax,
which clearly went beyond the Musgrave Commission's recommenda.
tion of an agricultural presumptive income tax, was 
not only very popular politically but also pnduced very large yields in the first two years(Perry and lunguito 1978). Yet the increases were not permanent. Forone thing, the failure to revalue agricultural land reduced the bite of thepresumptive tax. For another, high-income taxpayers managed to reducetheir tax burdens by avoidance or evasion (Urrutia 1986: 45; Perry andJunguito i9",J. This was a good example of the limited half-life ofreforms on direct taxation.

With respect to the failure to adjust fully for inflation, the Colombianreform represents an example of trying to do too much with a singlepolicy instrument. Several members of the technical group had arguedstrenuously in favorof full inflation adjustments, and retrospective anal
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4yses of the 1974 reform point to this as its biggest mistake; the subsequent distortioos due to "bracket creep" were so great that tax reliefmeasures in 1976, 1977, and 1979 received intense support, thus pro.viding the opening wedge for other measures that watered down theforce of the 1974 reform. Each of the tax relief measures prior to 1979provided for only partial adjustment for inflation-only the 1979changes enacted too percent adjustment. Thus, from 1974 up to the1979 change, tax policy was partially directed to combat inflation, atthe cost of jeopardizing the effectiveness of the tax system itself.But this was more than a simple technical blunder or a case of tryingto do too much with a single element of economic policy. Since the1974 election campaign had focused on the problem of inflation, andthe tax reform itself was rationalized as an anti-inflation measure (onthe argument that inflation was due to the budget deficit), there wasstrong pressure on and by the minister of finance to try to use tax policy
as another weapon against inflation. The rhetorical linkage of the twoissues ultimately had some undermining effect on the coherence and 
persistence of the 1974 reform. 

In accordance with the Colombian constitution, the emergency.
power decrees were also subject to scrutiny by the Supreme Court toassess their constitutionality Interestingly, the provisions struck downby the Supreme Court featured changes in procedures of tax administra
tion, o the questionable IUrrutia 1986:53) grounds that the economic emergency had nothing to do with tax administration but rather with
overall revenue levels. In this case, and later with the 1982-83 reforms,

there seemed to be an unstated understanding that a serious :ightening
up of tax administration would have been 
a more drastic step-and

much more threatening-- than a change in the tax rates and even in the
 
types of taxes!


With respect to tax administration, the curious denouement of the
1974 reform was 
the uproar when Guillermo Perry, a leading expert inthe technical group and newly appointed director of the National TaxAdministration, tried to gain greater administrative compliance by placing his own team into this bureaucratic structure. The old guard withinthe administration and several opposition politicians protested thatPerry was trying to "infiltrate" the tax administration with leftists.After a "strike" by some tax administrators, Perry was reassigned. Theidea that tax administrators could constitute a leftist threat may seem
curious, but in fact lax tax administration was a feature that, alongwith the elimination of many exemptions, kept the high marginal 
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income tax rates (raised to 56 percent for the top group by the 1974 
reform) from being confiscatory. 

The Colombian reforms of 1982-86. The 1974 tax reform was so 
strong that it triggered several counterreforms through i98o. The need 
for revenues kept the changes to a rather modest level in terms of over
all tax incidence, but the changes, justified largely on the need to relieve 
the distortions due to the inadequate treatment of inflation adjust
ments, did dilute the coherence of the 19-/4 reform (Urrutia ti 6:69).
Thus the reform launched in 1982 was initially dsigned to restore 
coherence, net to increase revenues or change the vettical distribution 
of tax burden. Ironically, the 1982-83 refoim was successful in terms of 
increasing revetues, but made less progress than anticpated in restor
ing the coherence of the 1974 reiorm. The reform went through despite
the IaLt that the Supreme Court ruled that tax reform was too impor
tant and potentially too long-lasting to be subiect to executive author
ity under emergency powers. Although the administration of newly
elected President Belisario Betancur initially feared that tax reform put
sued through the legislative route would be sabotaged, it was indeed 
enacted through the standard congressional prucedures.

TWo factors helped the enactment of the tax reform. First, consider
able effort was needed to reshape the tax structure to improve its tech
nical performance. Second, an unexpected fiscal crisis brought on by
the unprecedented rise in real interest rates for foreign borrowing posed
the danger of both severe recession and a frightening fiscal deficit that,
without increased revenues, would require highly inflationary financ
ing. Betancur was hampered by the narrowness of his electoral victory,
and the fact tha-. he had not campaigned as an advocate of a stronger 
tax effort. Indeed, Betancur had promised the industrialists reief from 
double taxation and promised lower tax rates to the public (Perry and 
CUhdenas 1986:277-78), yet the immediate crisis required both iction 
to reduce inflation and stimulation ot economic recovery. 

The administration established an advisory commission attached to 
the Ministry of Finance, charged with the task of suggesting how tax 
revenues could bhzincreased rapidly and economic recovery could be 
stimulated. Because a team had been working on a tax-reform analysis,
the work of this commission did not have to proceed in a vacuum. Much 
of the analysis reflected in the Betancur commission's recommenda
tions had been done by a technica! team operating under the previous
administration, aided by external technical advisers (in this case a team 
of the Inter-Araerican Development Bank) (Urrutia 1986:54). The inter
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nal Colombian tax commission established under the previous admin. 
istration was initiated by the director of National Planning, Eduardo 
Wiesner, who had been a member of the Musgrave Commission. 

However, the principal objective of the tax changes had shifted from 
streamlining to increased revenue collection. When Wiesner had been 
finance minister under President Julio Cesar Thrbay, he followed the 
stance taken by "lrbay'searlier finance minister, Jaime Garcia Parra, 
that taxes ought not be raised further, but rather the ,ystem of intergov
ernmental transfers should be rationalized. Foreign loans had been avail
able at very attractive real interest rates, which led both finance minis
ters to resist absorbing more private income when foreign capital 
seemed so cheap. Therefore the economic situations confronting tax 
reformers before and during the 1982 crisis were quite different. It is 
quite significant that the analytic preparation could be accomplished 
even though the short-tern objectives of the reform had changed. 

Initially, the Betancur administration planned to proceed, as with the 
1974 reform, through economic-emergency decrees. In fact, the eco
nomic emergency was more acute ia 1982-81 than it had been in 1974. 
Over the strenuous objections of some of his own cabinet ministers, 
Betancur approved a series of emergency decrees. Although mary of the 
recommendations of the advisory commission were accepted, there 
were also significant modifications. These included providing excep
tions to specific industries (e.g., housing construction) and to agricul. 
ture (the 198, measures actually reduced the burden of the presump
tive tax on agriculture (Urrut'a 1986:69i) that were opposed by the 
commission on the grounds that they detracted from the coherence of 
the tax system (Perry and Cirdenas 1986: 278). 

The economic-emergency decrees were annulled by the Supreme 
Court. The 1974 episode had shown that tax reform could have very 
long-lasting impacts, and hence was inuch more thau an emergency 
response to th! crisis of the moment. Therefore, the Supreme Court 
ruled that the economic emergency decrees were not appropriate for tax 
reform. Then, too, there was much less conviction that the Betancur 
administration could get its way on tax reform, whereas the oveiwhielmn 
ing electoral victory of L6pez Michelsen had made it clear that, one 
way or another, Lopez's tax reform would go through. Thus in the 
Betancur case, the resiort to emergency powers seemed to be a tactic 
that could change the basic outcome, and therefore was of more ques
tionable legitimacy, whereas in the L6pez case the only difference in 
outcome was that the result was likely to be somewhat more coherent. 
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Piesident Betancur responded to the Supreme Court ruling by reverting to the normal channel of congressional approval and opening up apublic debate on the tax reform. The result was that the gremios madegreiter inroads in getting modifications in the reform package, andtherefore did not press congress to the same degree as they would haveif given the opportunity in 1974. Even so, congress was surprisingly
accommodating to the Betancur reform, especially in light of the factthat it was dominated by the opposition Liberal Party

This time the manufacturing and commercial gremios felt the threat.The 1974 reform had been seen as ditected against thc agricultural sector, and the adjustments of the mini-reforms of 1977 and 197,1 hadfavored the industrial sector by alleviating "double taxation." But he1982-83 changes were clearly not going against the agricultural se. ,or,and by 1983 it was clear that the reform would have to increase i,' ve
nues from some source. 

The business sector's response wa! extremely negative and combative. As in 1974, the associations of all sectors opposed the changes inthe procedural tax laws that would make evasion more difficult. Theindustrial sector's explicit attack on the tax reform was that it reducedhorizontal equity through inconsistent treatment of profits andfinancial loans (Perry and C~irdenas 1986:279), and its macroeconomic 
effect of worsening the recession. 

Mai;y Colombian observers explain the business sector opposition bypointing out that the "carrot was smaller than the stick": the promisedrelief for "double taxation" did not make up for the elimination of existing exemptions and higher tax rates. However, there is a differeat cxrlanation that seems 
to capture the mood more accurately. Once it was
clear that the fiscal emergency would negate 
 the government's campaign commitments, and that the tacit commitment to revenue neutrality was abrogated, the business sector faced a risk of unpredictably

higher tax burdens, md thus tht gremios attacked the reform with fullfotce. What had started out in 1982 as an initiative for horizontal equitybecame, in the eyes of the business sector, a hurried and open-endedreaction that entailed considerable risk to the profitability of industry
and commerce. 

The reason why the reforms went through congress despite businessVctor opposition illuminates not only why it is essential to distinguishbetween political and economic-sectoral groups, but also how important the timing of reform is to gaining the support of the political opposition. The Liberal Party, lacking executive control but with bright 
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hopes for 1986, became interested in changing the regime that gave rise 
to expectations that a budget deficit could be financed through mone
tary emissions--and in getting the change enacted under a Conserva
tive regime so that the austerity effects could be laid to the Conserva
tives. A newly established lnterparliamentary Fiscal Commission of
the Liberal Party announced its commitment to the principle of forbid
ding inflationary deficit financing in 1983. Ifthe government succeeded 
in its reforms, future fiscal management would be easier for any govem
ment; if the government did not succeed, then the standing of the Lib
eral Party would be all the more strengthened in the contrast. 

Congress actually eliminated some of the exemptions that the presi
dent had allowed for particular bank deposits, some of the relief for 
double taxation, and hastened the application of the value-added tax. 
Yet it also allowed for exemptions that the administration opposed for
agriculture (reflectilig the well-known pro-agricultural tendencies of the 
Colombian congress), automobile purchasers, and oil and mining com
panies (Perry and Cirdenas 1986: 281). Thus, from the congressiomial
perspective, especially that of the Liberal Party congressmen, the tax
reform resolved the short-term revenue crisis, made progress on long
term safeguards against inflation, acceded to some of the most effective 
business-sector pressures, and left most of the business-sector antago
nisni targeted against the Betancur administration. The costs to 
Betancur of introducing the tax reform as an open-ended threat were,
first, the incoherence of the reform that resulted from having to accom
modate the high level of mobilization of opposition by industriai and
commercial groups; and, second, the erosion of political support that 
Betancur otherwise might have expected from the business sector with 
respect to all of his other policy initiatives. 

The tax laws passed by congress also introduced greater flexibility to 
the administration than had been requested to revamp the sales tax in 
order to bring the system closer to acoherent value-added tax. With the
technical support of both the Inter-American Development Bank and 
the Organization of American States, the administration extended the 
VAT to the retail level (Perry and Cdrdenas z986: 282). The immediate 
response was a threat of non-compliance by the large-scale retailers' 
association Federaci6n Nacional de Commerciantes (FENALCO), which 
claimed that the measure would violate horizontal equity by placing a 
lesser burden on smaller retail establishments that could get away with 
evading the tax, and that it would be inflationary.Betancur's response 
was to force the retailers to choose between the lesser and greater 
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threats: he offered to introduce the retail-level VAT gradually but promised to punish severely any defiance of the new tax regime. Tile gremios
moderated their opposition.


Thle Post-19 7 4 Colombian Reforms. TWo 
 more "tax reforms"Colombia are inworth touching on briefly. In i984 Minister of FinanceRoberto Junguito went to Congress with a series of ad hoc proposals toincrease tax rates in rider to meet World Bank and International Monetary Fund conditions. By invoking the need for an austerity program,Junguito was able to effect an increase in real revenues of over twentyper cent by 1985. In a sense, the administration appealed to the nationalistic sentiment to avoid being placed in a vulnerable position vis-avis these international agencies. In another sense, the Bank and theFund played the role of prodding the Colombian politicians to carry outthe major increase in revenues (and marked imrovement in the fiscalbalance) that otherwise might have provoked another bitter light.Finally, the 1986 tax reform initiative of the new administration ofLiberal President Barco represents another illuminating demonstrationof the managemnert of risk and uncertainty. The government had sweptthe presidential election with a majority of 2 million votes, giving it afar greater mandate than the preceding Betancur regime. This left President Barco in a position similar to that of L6pez Michelsen, in that asweeping reform, if so desired by the president, could rely on the political strength that follows a landslide victory.Yet this time the president began with an open process, rather thanhaving to open up the debate on a controversial reform that had alreadyraised hackles because it had been developed strictly from within tileadministration and pursued initially through decrees. Instead of tryingthe economic emergency route-which would have had no plausibilityin 1986, in any event-Barco initiated the deliberations over the reform
through an Advisory Commission of the Liberal Party, which involved
party members who informally represented practically every organizedsector. Moreover, Barco had a better balance of carrot and stick thanBetancur even though Barco Lad more power; the pursuit of greaterefficiency of the tax system through further elimination of exemptionsand special treatment was balanced by lowering of the top marginal taxrates to thirty percent. Thus the Barco reform was both the least costlyin terms of the erosion of the president's power and goodwill, and,according to many cbserve , more successful than Betancur's in termsof surviving intact throug: the congressional process. Of course, oneeom.ld argue that the Barco agenda itself is less ambitious and therefore 
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less threatening to the interests mobilized on the tax reform issue, 
The i986 initiative also iaised the issue of bal:ancing the capability of 

the tax administration with the "theore.ic" adv.sability of land, in the 
Colombian case, political mileage accruing to) further tax reform. After 
substantial reforms in 1974 and 1982, as well as many more modest 
changes in other years, the question of whether improvements in the 
tax laws were causing administrative confusion in tax implementa. 
tion became part of the debate. The controller general published sev. 
eral articles calling for a moratorium on new tax reform. He argued 
that the success of tax Lhanges in Colombia over the previous twelve 
years had resulted in satisfactory legal provisions that now required
consolidation and inproved administration. Here we see a signal from 
the state that the pursuit of further tax reform was yielding diminish
ing returns. 

Lessons of the Colombian Reforms. The Clombian successes at tax 
reform show that although the gov.rnment may be tht initiator of tax 
reform, the reduction of risk to nongovernmental groups calls for tinding 
a way for these groups to express their concerns within governmental 
policymaking. As noted in the introductory section, i. Colomnia there 
is a striking certainty (relatively speaking! that an administration must 
balance its policies to avoid antagonizing its multiclass, multisectoral 
constituency. Through the Council of Ministers negotiations of the 
1974 reform, various interests were inserted through the views of die 
ministers identified with then- (e.g., agriculture and big industry). 
Through these discussions some of the measures were moderated, espe
cially with respect to the agricultural sector, but certainly not elimi
nated. This was, in a sense, a two-way street: the piesernce of sectoral 
spokesmen in the cabinet, such as the former prcsidcnt of the Cotton 
Growers Federation and a former senior administrator of the Coffee 
Growers Federation, also made it more difficult for the agricultural asso
ciations to oppose the measures. The t986 Liberal Party deliberations 
accomplished the same function. 

The Colombian case also tells us that even bombshells Lave to be 
carefully manufactured before they are dropped. Although President 
L6pez Michelsen implemented the tax reform under "economic emer
gency powers" and as part of a "Stabilization Plan," the groundwork had 
becn laid by years of work by Colombian economists and a major for
eign tax mission (the 1967-68 Musgrave Commission). The relevant 
governmental policymakers were engaged in working out the details of 
the executive's reform proposal well before L6pez's inauguration and 

http:theore.ic
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the selection of his cabinet (Urrutia 1986:34). Similarly, the 198Z-83reforms benefited from considerable prior analysis even though the pur.pose of the reform changed from the time of Betancur's inauguration tothe specific fonnulation of the tax reform package.
Although poor 
tax administration is generally taken iis a given, infact it has a politics of its own, both as "bureaucratic politics" and interms ol the broader political economy It is important-though perhaps ironic-that the weak tax administration tan strengthen the political prospects of tax reform by reducing the short-term risk. In Colombia, for example, it is commonplace to shrug off the possibility of beingunexpectedly burdened with a muti greater tax burden by saying thatone decides beforehand on one's "fair contribution" and adjusts one'stax return accordingly Naturally, such adjustment or evasion has itslimits. In the future, the tax administration could prosecute someflagrant evasions. For large firms, even a weak tax administration canafford rather careful monitoring. This is not to say that weak tax administration is desirable, but rather that the unfortunate situation of a weaktax administration may otfer a political opportunity for improving tax
legislation.

Even though the Colombian tax reforms have been accompanied bytheir share of confrontation and combative rhetoric, it is important tonote how regularized tax reform has blecome in Colombia. By 1986,periodic tax reforms in Colombia seemed
politically rewarding way for the government 

to be a political staple-a 
to project itself is activeand responsible in economic policymaking. This represents an interesting counter-example to Urrutia's 11983:45) comp!aint that there is
no political mileage in tax reform.
The passage of tax reforms under powerful piesidents raises a veryinteresting and important issue of po~icy appraisal. If the tax reform
was an 
"easy thing" given the political climate and distribution ofpower, the sense of economic emergency due to the rise of inflation,and the traditional power of a Colombian president elected byimpressive majority, then it does not make sense to call the tax reform 

an
apolitical success simply oil the basis of its enactment. While we maystill usefully ask what it is about Clombia or about that particular erathat made tax reform politically viable, those questions do not addressthe issue of whether the government's strategies can be considered effective and efficient. For that sort of question, we must use the moredemanding criterion of whether the political, policy, and economiccosts to the government and the country were minimized in bringing 
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about a reform of given benefits, or the even more demanding criterion 
of finding the best cost-benefit result." 

For example, the 1974 Colombian tax reform, though justified as a 
means of reducing the fiscal deficit, was accompanied by an expansion 
of social expenditures and marked increases in the wages of state 
employees. Whatever one thinks of the advisability of these changes, 
they certainly diminished the achievement of the stated priority of con
trolling the fiscal deficit. If deficit reduction was a serious objective of 
the Colombian government, and the increased expenditure w-s part of 
the price that the government paid for the political support for the tax 
reform, then the reform must be seen as a somewhat less impressive 
political accomplishment. Similarly, many Colombians believe that the 
combativeness of the government's approach to forcing through the tax 
reforms of 1974 and 1982-81 shut off opportunities to pursue refo-ms 
in other areas, because economic policymakers felt that they could not 
afford to antagonize the agricultural and business sectors any more than 
they did with thesc tax reforms. 

Finally, the Colombian case tells us that there may be tradeoffs 
between the reliance on open, normal policymaking channels and the 
technical coheience of the resulting tax structure. There seems to be a 
consensus in Colombia that the x974 tax reform, whether or not judged 
to have the correct objectives, was more coherent for its circumvention 
of the norml congressional modifications than subsequent reforms 
that went through the full congressional process. 

B2. Chile 

The tax eform experiences in Chile span the political conditions of 
competitive democracy and miihiory dictatorship: both relatively low 
and high levels of contextual certainty. In the Chilean case, the level of 
certainty, imparted eiiher by the broad political context or by the 
specifics of the tax reform initiative, seems more important in account
ing for the degree of iuccess than does the nature of the political regime. 

In Chile, unlike Colombia, all three major tax reform efforts that 
achieved a modicum of success (under Alessandri in 1954 and in 1974 
and 1984 under the Pinochet administration) were conceived by their 
initiators as neutral with respect to both income distribution and the 
volume of government revenues at the time (Arellano and Marfan 
1987:20). That is, although it was surely known that improvements in 
the tax system would ultimately have impacts on the capacity of the 
government to alter the distribution and overall level of taxation, such 
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changes were not explicit objectives of the tax reforms. It was left to the
annual changes in the tax law to shift the total volume of tax revenues 
or the distribution of the burden. In contrast, the two major "open
ended" efforts at tax reform under Eduardo Frei (1964- 70) and Salvador
Allende (1970-73), while having very significant impacts on tax bur
dens. were not successful in bringing either greater consistency or 
efficiency !o the tax system.' 6 

Jorge Alessandri, a centcr-right president, approached tax reform near
the end of his administraton with the objectives of establishing a bet
ter basis for tax administration.This may seem like a very modest goal,
but in retrospect it permitted much more ambilious reforms later on.
And unlike most "streamlining" tfforts at tax reform, the Alessandri 
reform created further distinctions .n tax-treatment categories of incor
porated and anincorporawed firms. IPrefer-ntial treatment was given to
income earned by incorporated firms, in order to reduce the number of
the less easily monitored, presumably more evasion-prone unincorpo
rated firms. Many incorpo;ations resulted from the tax law change
(which was a governmental objective for other reasons as well), but there 
was no discernible immediate decline in tax evasion (Arellano and Mar
fan 1987:2 fl. While the new distinction between incorporated and unin
corporated profits implied greate) complexity, the reform also reduced 
the number of separate treatments for different sources of .qcome from
six to two: profits and labor. Other simplifications in the reform
included the elimination of tax exemptions that were viewed as having
outlived their usefulness as investment incentives, yet the reform was 
not conceived as a total overhaul as were the later efforts under the 
Pinochet government.

Two notable features relevant to risk-reduction can be detected in the 
1964 reform. First, after the reform initiative had been examined and
debated in the Chilean congress for two years, the time was drawing
near for anew administration. By 1964 it had become obvious that the
Christian Democratic Party and its leader Eduardo Frei would assume 
power in the following year. The congressional followers of Frei could
therefore see the tax reform as cleaning up problems that otherwise 
would have to be handled, at some political loss, by the incoming
administration, 

Second, the reform initiative was presented and pursued as a project
that would not change the vertical progressivity of tax incidence. TheAlessandri tax reform was presented as improving efficiency without
depriving anyone. To the considerable degree that Alessandri could con
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vince private-sector groups that the tax reform was sufficiently iustifie6 ns an effort to bring more coherence to Chile's confused tax structure-and hence not a pretext for redistribution-and that the administra.tiin could formulate a tax reform without major surprises in terms ofeffective incidence, the distributionally neutral initiative presented lit
tle risk. 

Frei himself had more ambitious goals for tax reform. He oversaw amajor expansion of gcvemmental spending to respond to the challengeof the Marxist Left. To finance this spending without disastrous
inflation clearly required a dramatic increase in government revenues.By the same token, Frei made it clear that the changes in taxation wereintended to increase the relative burden of the "upper classes" (Sigmund1977: 5o; Ffrench-Davis 1973: 252, 329). Frei's first tax reform initiative
in t964 was presented to a legislature still dominated by the oppositionof Alessandri's followers and -he Left. Invoking the anti-inflationaryobjective, the tax package included across-the-board increases in taxrates. Frei alfo emphasized reducing the budget deficit by introducing
new spending programs only with adequate provisions for their funding(Arbildua and Luders 1968:37). Since this meant violating the strictureagainst "earmarking" taxes-a widely criticized practice-it is worth
while to explore the political rationale for tis action.Earmarking taxes for specific funding obligations affected the policymaking structure by intensifying the interests of the beneficiaries any given measure and limiting its burden 

of 
for the general taxpayingpublic. Of course, the whole set of earmarked taxes could entail a muchgreater tax burden, but on any given measure the support from potential beneficiaries was intense and the opposition diffi-se. The cost of
 .. ;is tactic is that by making explicit connections between specific taxes
and specific expenditures, the directly redistributive nature of taxation


becomes all the more obvious.
 
Linking specific taxes to social-service expenditures would 
seem arisky approach, considering the ability of the rich to obstruct legisla

tion. Yet for Frei junlike Belatinde inPeru, who faced a similar challenge), two factors tipped the balance in favor of seeking separatefinancing for programs in education, health, and housing. First, the budget process allowed for considerable political credit to redound to theChilean congress only when new funds were created. Second, themiddle-class groups that would administer or supply the goods and services for extending social services to the poor could be expected to support not only the expenditures but also the taxes clearly linked to them. 
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The result was not a confrontation between rich and poor, but rather 
between a coalition of social service recipients and middle-class ser
vice providers, and the particular interests threatened by the specific 
tax obligations involved in greater expenditures. 

The Frei administration also introduced a far more controversial 
Chilean version of the wealth tax limpuesto patrimonialjon the pre
sumed income of capital assets including real estate, vehicles, and com
pany shares. The wealth tax revenues were earmarked for a broar.! 
"program of transformation" for health, education, housing, and agrar
ian reform. The tax was to apply to individuals with incomes at least 
nine times greater than the minimum wage, at rates from 1.5 to 3.0 
percent of the assets. 

The right wing in congress objected to the entire tax package, but 
especially to the wealth tax. A campaign was launched to convince the 
public that the wealth tax would apply to peasants and small propri
etors, when in fact its incidence would haie extended to only 3 percent 
of the population. The campaign did indeed create considerable furor, 
and contributed to the defeat of the tax package in 1964. On the other 
hand, the defeat of the tax legislation in 1964 contributed to the 
strength of Frei's appeal for a legislative majority in the upcoming 
elections. 

The wealth tax proposal opened up the highly contentious issue of 
toe legal and even constitutional status of private property. The tax 
reform initiative was accompanied by both a government-sponsored land 
reform initiative and the openly discussed plan of the socialist and com
munist left to transfer industrial property to the state. Thus the risk of 
permitting a change in the status of property, even if ostensibly only for 
the purpose of a mild tax, was seen as very great in broader perspective. 
Not even the likelihood that such a property tax could easily be avoided 
or evaded was enough to soften the opposition. 

Moreover, the broad Frei project of increasing the state's role in both 
social spending and direct economic activity had no discernible ceiling 
when viewed by the private business sector. Frei seemed to be intent on 
prcempting the appeal of the left by expanding the state to an unpre
dictable magnitude. The tax reform was ovetly geared to increase the 
burden on higher-income groups, and whatever technical corrections 
were entailed were viewed as serving that end rather than the more 
politically neutral end of the Alessandri reform. 

When Frei resubmitted the tax package in j965, it still could not gain 
passage intact, despite a Christian Democratic majority in the Cham
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ber of Deputies. At this point (in contrast with L6pcz Michelsen in
Colombia), Frei decided that a confrontation over tax reform would jeop
ardize the success of the other contentious objectives of economic redis
tribution, namely land reform and natiiEvlization of copper. Frei's 
finance minister Sergio Molina (1972:127) later wrote: "The govern
mental measures were consciously designed not to open many simulta
neous fronts in the struggle Ifor income redictributioni, because it was
known that the affected sectors would become tenacious enemies out 
to frustrate them." 

Therefore the Frei administration accepted several dilutions to the
wealth tax: it was restricted to the year of 1965; the rates were cut back 
to 1.2 percent- 2.1 percent; and other tax liabilities were deducted from 
the wealth-tax base. Yet later that year an earthquake and flooding occa
sioned a reconstruction program that secured funding through an exten
sion of the wealth tax at rates of 1.6 percent-a.8 percent. In 1968, when
that tax expired, the wealth tax was again legislated, albeit at a lower 
rate of one percent.

Amid the furor over the wealth tax, many of the eaimarked taxes 
were passed, and the overall rates of sales taxes and income taxes 
increased. The controversy over the wealth tax distracted attention and 
resistance away from these more mundane-.but no less important
-developments. From a level of less than 13 percent of gross national 
product in 1964, tax revenues rose to i8 percent by 1967 and over 21 
percent by 1970 (Ffrench-DaviG 1973: 152, 329). New taxes, increased
 
tax rates, and stricter enforcement of existing penalties for evasion (e.g.,
the first prosecutions for tax fraud in Chilean history!) more than dou
bled tax revenues under the Frei administration.
 

These changes came at some substantial cost to the coherence of the
 
Chilean tax 
 system. The short-lived Allende administration (1970
1973) proposed to streamline the tax system in order to eliminate loop
holes that provided the opportunity for high-income taxpayers to avoid 
taxes. The budget and the tax package were submitted together in .n
effort to force the legis!ature to meet the financing needs of the expanded
spending program. It was presumed that the onus for inadequate taxes 
would be laid to congress, thus strengthening the administration's posi
tion should it call for a plebiscite. Allende's approach to tax reform was 
openly confrontational, a choice of little cost gJven the polarization 
that already prevailed. 

The congressional opposition reacted in the same manner as did the 
opposition to Belatinde in Peru during the 1964-68 period (see the dis
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cussion of Peru below). Instead of refusing to allow for higher taxes andcutting government spending accordingly, or acceding to tax increases,the legislative opposition exaggerated the spending burden withoutallowing for higher tax rates. The discrepancy between revenues andspending increased. By 1972, the last full year of the Allende administration, the fiscal deficit reached over 40 percent of central governmentexpenditure, compared to less than tell percent during the 1967-69period. The deficit was financed largely through internal borrowing,which contiibuted greatly to domestic inflation (Cauas 1974:1 33).In 1973, with hyperinflation already underway, the congress passedhigher state-sector wage increases than the Allende administration hadrequested; when Allende vetoed that bill, congress rejected his taxincrease pr,osals. Congress flaunted its control over taxation by passing a simpliied tax structure, as the administration had proposed, butwith lower burdens for high-income taxpayers. Less than half of theincreased spending was covered by revenues Ide Vylder 1976: 92-93,223). By :hat time, the plebiscite threat was irrelevant, because theAllende administration had !ost the support of middle-class voters necessai, for a decisiv!' victory. By September the Allende regime was top

pled by the military.
In retrospect, it seems obvious that any sort of coherent tax reformunder Alh:LCde was illusory The Allende economic team took over without a carefully crafted economic plan, much less a well-prepared taxreform. The drastic economic fluctuations that ensued, and the uncertainty of the risk associated with going along with a tax reform, wouldhave undermined the techniral feasibilit) of true reform as well as com

pliance to such a 
reform.
The 1974 Pinochet Reform. The context facing the incoming military government was, of course, drastically different. The Leftdefinitively ciru washed for the t:me being-or so it appears after the fact.There was certainly a wide:spread belief among the victors that theChilean entrepreneurial class had to be restored, rather than burdenedfurther. Therct,,e the tax reforms under the I'inochet administrationmight be thought to be politically uninfornative because the power ofthe regime was so great as to guarantee their successful iniplementation. Yet the 1974 reform and subsequent modifications are enlighten.ing for what the management of risk implies about limits to reformeven under those politically extreme circumstances.

In 1974, urder the leadership of the newly appointed minister offinance, Jorge Cauas, a fundamental tax reform was enacted that has 
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remained basically ineffect ever since. Although there have been adjust.
ments, a few "dilutions" of the principle of neutrality, and much 
improvement in tax administration, the 1974 reform still constitutes 
the basic tax system in Chile. 

From late 1973 through mid-197 4 , a technical team from the Plan
ning Office and the Ministry of Finance addressed what they saw as the 
three major problems of the existing tax structure. First, Chile's chroni
cally high inflation created many serious problems. On the one hand,
tax brackets for income tax rales were rendered almost immediately
obsolete by high inflation. On the other hand, delayed tax payments
obviously yielded much smaller real revenues. This lack of proper 
means to adjust for inflation was diagnosed as a major factor in propa
gating inflation, as declining real revenues required the finaicing of the 
public debt through money creation (Cauas 1974 :13 0.
 

Second, there was 
the problem of "double taxation" of business,
which in the Chilean context meant the taxation of nominal increases 
in capital in addition to their real profits. The multiplicity of direct 
taxes on income had reached a point where obvious problems with 
horizontal equity were encountered. It was felt that some individuals 
were subject to double or treble taxation. Moreover, "bracket creep"
had elevated the tax burden of manual laborers excessively, according
to the judgment of the Finance Ministry Since there was a basic income 
tax rate, a "global complementary" add-on, and an "additional tax," all 
figured on different bases, individuals with the same income level could
be subject to widely differing overall income taxes. The 1974 reform 
made the bases of these taxes coincide, in order to enhance horizontal
equity, and lowered the maximum wage tax rates so that the maximum 
marginal tax rate would not exceed 6o percent (Cauas 1974:145). Direct 
taxation of corporations was also seen as grossly distoited. To avoid 
corporate profits taxes, companies were reinvesting profits in ways the 
government judged to be suboptimal, companies were maintaining large 
raw material inventories in order to avoid holding taxable liquid assets,
and many forms of business assets were vulherable to reduction through
taxation of their inflationary increase in nominal terms. 

Third, the technical team addressed the problem of a multiplicity of 
indirect taxes that added one tax on top of another to the same item
without regard for the value added in each step or transaction. The 
technical team wanted to apply the value added tax globally.

More generally, the Chilean tax code was encumbered by countless 
exemptions and exceptional categories that had no clear justification 
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in terms of desirable investment incentives. In 1974 Finance Minister 
Cauas judged this complexity as tantamount to "complete anarchy in 
matters of taxation" But beyond the difficulties of tax administration 
per se, these exemptions created distortions in investment incentives 
that "seriously limited the possibility of using the tax policy as one )f 
the most important tools in the economic and social development of 
the country." (Cauas 1974:122). While recognizing that a tax incentive 
could theoretically be desirable, the diagnosis was that the bulk of exist
ing exemptions were counterproductive. 

The ]unta'sAdoption of TechnicalTeam Recommendations. Whereas 
one might think that the Chilear situation as of 1974 was a perfect
instance of the bureaucratic authoritarian fusion of the military and 
the technocrat, there were still considerable differences between what 
the tax-reform team recommended and what the Pinochet-led junta
believed to be poJitically advisable. To be sure, the greatest accomplish
ment of the 1974 reform was to offset the distortions resulting from 
inflation, by adopting the technical team's ingenious approach to 
inflation adjustment. Yet the uniformity desired by the technical team 
and the Finance Ministry was only partially achieved. Some special 
treatments remained, although they somewhatwere simplified and 
unified. For example, regional development laws were to be applied 
without discrimination in terms of the type of activity, and sectoral 
exemptions were to be granted without discrimination in terms of the 
region. All "discretionary" application of tax laws was formally elimi
nated. No new exemptions to the global complementary single wage or 
additional taxes were permitted, and all existing exemptions eliminated. 

The sales tax was replaced in t974 by the value-added tax (VAT or IVA).
Whereas the technical team had recommended a global VAT, certain 
exceptions were made. Except for processed foods sales of articles in 
the agricultural sector were exempted, and an excise tax remained on 
some luxury items including nonalcoholic beverages and (with a differ
ent rate) alcoholic beverages. On the other hand, with few exceptions, 
services were included at the same rate as products. 

A 2o percent value added tax is high by international standards. But 
it was justified on the grounds that this had already been the level of 
transactions taxes that the nonevading (and apparently largely hypo
thetical) "honest" taxpayer would have been paying. Of course, actual 
evasion of the prior transaction taxes had been substantial enough to 
make the less avoidable value-added tax a much greater effective tax 
burden. On the rhetorical level, the comparison with the prior "hottest" 
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level had the advantage of neutralizing the issue of whether greater actual 
reliance on a flat-rate direct tax would have redistributive implications.

While the value-added tax was chosen in part because it makes eva
sion difficult (for example, value added was calculated as the difference 
between sales and purchases, thus providing incentive for intermediate 
purchasers to report fully on the sales of their supplie:s), there was far 
less effort to ensure full compliance and even horizontal equity with 
respect to the income tax. Marginal rates remained very high for high
brackets 15o percent even after the 1984 reduction), making it practi
cally mandatory for the rich to resoit to tax shelters or evasion. Income 
earned from different sources (acommon occurrence for professionals 
was taxed at the marginal rate for each source of income rather than at 
the marginal rate for tile combined income; income earned on interest,
typically evaded in an open way, remained untouched despite prnposals
to withhold tax on it. There wt re some modest improvements in direct 
taxation (e.g., corporations were made to collect a dividend withhold
in- taxi, but the generally greater weakness of direct tax collection 
reduced the weight of direct taxation and, according to many critics. 
undermined the vertical equity of the tax structure. Income taxes soon 
accounted for only 4 pc.-rcent of government revenues JArellano and Mar-
Ian :987:2,S- 30).

Many of the 1974 Chilean reforms entailed the elimination of special
treatment for groups that had received politically motivated conces
sions under previous administrations. For example, individuals involved 
in passenger transportation and trucking, who could easily engage in 
economically disruptive strikes or slowdowns, had been placed in par
ticularly favorable tax status. That was no longer politically necessary 
under the Pinochet government.

It is a very interesting twist that the 1974 Chilean tax reform made 
very little provision for the adequate taxation of high-income landown
ers. The sweeping land reform of the Allende era had left the country
side nearly empty of large landowners in curr, rot possession of their 
former property, and the idea o( trying to impose complicated tax-filing
procedures upon the new .mall-plot owners or agricultural collective 
members seemed counterproductive. However, the restoration of the 
property rights of the former large landowners was already under way
Yet they were both allies of the new government, and still appeared to 
that government to be the dispossessed rather than a target of extrac
tion. Over the years, the tax system's lack of mechanisms to tax agri
cultural income effectively has emerged as a major problem. 
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Considering the political strength of the Pinochet government and 
the commitment to fundamental tax reform of the Pinochet economic 
team, one may ask why the 1974 reform did not accomplish even more;
why did it not approach the issues addressed by the 1984 reform? It in 
1974 the military had tnormous political dominance, and yet many 
thought that the opportunity for drastic reform may soon pass, why did 
the reform go no further?
 

One of the constraints faced by the 
1974 Chilean economic team,
given its desire to make a sweeping change in the direction identified 
with the "Chicago ioys," was the skepticism toward such radical 
changes within both the government aad the military The tax special
ists, even if they were convinced of the reasonableness and predictabil
ity of going all the -way with such reforms as the complete elimination 
of the personal income tax, could not fully ielieve the anyieties of the
"non-Chicago boyi" and the nonexperts that such changes might be 
quite risky
 

The Chilean tax experts were 
the first to admit that tire veitical inci
dence of the tax system prior to th,:1974 reform was very difficult to 
estimate, owing to the fact that two thirds of the tax revenues v,ere
from indirect taxes on products whose consumption pitterns had not 
been examined in terms of the ii,ome levels of consumers lAninat
 
1975:167). The lack of either fact or myth on 
the vertical incidence of 
the existing tax system made it more compelling to leave the issue of 
vertical distribution aside. 

There were parallel political concerns. The military itself was not 
monolithic in terms of its views on income distribution and the general
direction of cconomic strategy For example, some high-levei officers 
were attracted to the reform not because it ultimately had the effect of
reducing the weight of direct taxation, but on the contrary because they
believed that it would have the effect of clamping down on high-income 
earners' evasion of corporate and personal income taxes. As one observer 
put it, "The military, after all, were salaried, and had everybody else's 

' 7resentment against the flaunting of the tax system by profit-earners."
In addition, the military was not oblivious to the need to cultivate 

some popular support. Since large segments of the population had 
become thoroughly disillusioned with (and antagonistic toward) the 
Allende administration, it was not out of the question that the military
might be able to win over hearts and minds by rationalizing the revenue 
system so as to be able to provide a solid basis for social service 
expendit ures. 



454 William Ascher 

The 1984 Reform. Whereas the Chilean tax reform of 1974 was 
impelled by the disastrous state of Chilean public finance, and the need 
to cover public expenditures that could not be avoided in the short run,
the reform of 1984 was tormulated in a context of continuing efforts to 
diminish the role of the state in the Chilean economy It was believed 
that reducing the still high marginal tax rates and corporate taxation 
would encourage private savings (Cheyre i986a). The objective to stim
ulate savings wis also presented as noncontroversially technical. Yet 
critics, principally those identified with the Christian Democrats and 
the prominent research center CIE.PLAN, disputed the assertion that 
transferring more savings potential from the public sector to the private 
sector would enhance overall investment. The critics were quick to 
point out that there was no evidence, nor much theoretical iationale, to 
expect this to occur (Marfan 1987). 

The 1984 reform deliberately eschewed technically complex ways of 
taxing spending (e.g., basing a spending tax on declared income less 
declared savings, or on directly declared spending) as impracticable 
(Cheyre 1986b:i 4 ), although it had been part of the original proposal.
Therefore the emphasis remained on making the vAr a more significant 
source of revenues. Yet here, too, the critics attacked the global VATas 
regressive, on the grounds that lower-income individuals consume a 
larger proportion of their incomes. Tax specialists within the govern
ment and at the economics department of the University of Chile call 
the same phenomenon "neutral," on the grounds that eventually all 
income ends up in consumption. The striking aspect of this dispute is 
that a basically ideological difference can create disagreement on such 
an important, seemingly technical issue of what constitutes neutrality

Yet the critics making a fundamental theoretical attack of the 
approach had only one channel for circulating this rather complex 
argument - their own technical publications. In Chile, where the depth 
of technical capacity is quite impressive and "technopolitics" is as 
important as "bureaucratic politics," "opposition" experts have very lit
tle access to the policymakers. Of course, the opposition's appraisal of 
Pinochet's policies, whether economic policies or otherwise, has been 
so consistently negative that the government interprets any criticism 
as part of the political campaign against it. 

Thus the constraints on going further with the VAT-or even to the 
point of moving totally to indirect taxes (a "theoretical" preference of a 
considerable number of Chilean tax specialists) was a form of self 
restraint rather than manifest political opposition. In the discussions 
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over the 1984 Chilean tax reform, the concern of the private business 
sector to manage its risk took on an even more exotic form. Sonme busi
nessmen objeczed to the elimination of the corporate tax because its 
disappearance would leave open the future danger that a new govern
ment might turn on the corporate sector with higher, even punitive
taxes rationalized on the grounds that the business s,:ctor had been 
unfairly favored by having to pay nothing before that.' It was felt that a 
safer course was to live w th a moderate corporate tax, moderated even 
more by legal exemptions (which could in part or in whole be passed on 
to the consumer in any event), than to risk the possibility of future 
reprisals. 

The same attitude held in many quarters among high-income indi
viduals with respect to the possibility of eliminating the personal
income tax. Although some tax theorists believe that the system would 
have much more coherence if the value-added tax were virtually the 
sole source of intera! taxation, there is the counterargumnt, based on 
political judgment, that this would make high-income earners more 
vulnerable to future attack-even assuming that the total elimination 
of the personal income tax were politically possible.
 

It might seem fears do not
that these coincide with the observed 
indifference to tax issues of the pressure groups representing lower
income individuals. Yet it is widely believed that basing a tax system
predominantly on indirect taxation, without high apparent marginal
income tax rates to impart the impression of progressivity, would trig
ger strong opposition. 

Lessons of the Chilean Reforms. The key lesson in Chile's experi
ences with tax reform has been the avoidance of direct confrontation 
over redistribution by the successful tax reform initiators even when 
they seemed to hold dominant political power. As in the Colombian 
case, low-income taxpayer groups do not become mobilized unless tax 
changes are blatantly regressive. Yet the anticipation that this mobili
zation could occur was an inhibiting factor even for the Pinochet gov
emnment. The tempting simplification of assuming that a rightist gov
ernment would willingly adopt the most pro-business tax structure 
that its political power would permit is simply not borne out by the 
Chilean case. 

Another lesson of the Chilean reforms is that improved tax adminis
tration changes the politics of tax reform dramatically by limiting the 
capacity of evasion to limit the impact of changes in tax burden. 
According to one Chilean economist, "The incredible strength now of 
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the tax administration is a political danger for the government, because 
what the tax law says is what will happen. So the government has to 
build in explicitly the loopholes that are politically required. Other
wise their allies in the business sector could be seriously hurt!"" 

Finally, the debate over the Chilean tax system reveals that there is 
no "technical consensus" even on the fundamental definition of verti
cal neutrality. The separation between the overtly value-laden formula. 
tion of tax reform by political leaders, and the "technical" work that 
also drives the explorations of tax reform options, is blurry indeed. 

B3. Peru 

It is safe to say that there has been no fundamental tax reform in Peru in 
the last three decades. This is certainly not because of a lack of need for 
tax reform, and economic policy reform in general. The paradox is that 
tax change is often fundamentally important for the long-term health 
of the economy and yet a secondary issue in circumstances of instabil
ity and generally bad economic policy. When government spending is 
out of control, foreign reserves are dwindling, and other economic catas
trophes threaten, tax reform typically gets little attention, even if inad
equate tax policies are partly to blame for the negative state of affairs. 

The inadequacy of the Peruvian tax system is manifested in several 
ways. There is unanimity of opinion that the base for direct taxes is too 
narrow: less than half a mailion Peruvian,. in a country of nearly 2o 
million, pay personal income taxes. This is rot a case of the failure (or 
the unwillingness) to extract otrect taxes from individuals lower down 
in the income distribution, but rather a failure to collect taxes from 
many middle- and high-income earners. 

Second, the complexity of the tax system, with modifications piled 
upon previous modifications, is extreme. Tax lawyers who in other cir
cumstances would be expected to brag about their mastery of the tax 
system openly admit that they cannot fully understand the Peruvian 
tax laws. 

Third, the tax system is simply incapable of generating the level of 
revenues that Peruvian governments have wished to extract. The results 
of the narrowness of the tax base, the problems of collection, and other 
weaknesses are reflected in revenue shortfalls. While export booms now 
and the-n reduced the gaps between revenues and government spending, 
budget deficits have been a chronic source of economic instability, lead
ing governments to face politically costly or economically counterpro
ductive options. This is clear from the Garcia government's recent need 
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to resort to forcing private cnrporations to purchase government bonds, 
coming at a time when the gnernment is supposedly firmly commit
ted to stimulating investment to match the demand stimulated by mor.
etary expansion. More generally, the inability to fine-tune the revenue 
level is continually apparent in the frequent reports that the govern
ment's tax changes liave resulted in unanticipated revenue declines.
 

If we begin 
our analysis with the Belatinde administration of 1963
68, we see a 
recurrent pattern of initial preoccupation with ecor.omic 
stimulation, with low priority given to the overall coherence of the tax 
structure, followed by a fiscal crisis (often t.ed to Lxogenous shocks)
culminating in ad hoc adjustments evrn if it could have been mitigated
by a prior fundamental reform. Betwcen the revenue-increasing options

of expanding the tax base through aggregate growth or increasing the
 
tax rates on the existing base, Belatinde's initial policies strongly favored
 
the former. The industrial promotion policies of previous governments
 
were expanded. Tax changes to encourage industrial investment, rather
 
than to raise revenues, became the focus of fiscal legislation. Without
 
defir,itixe economic criteria for deciding which industries really war
ranted preferential treatment, and motivated to avoid antagonizing any

business groups, the Belatinde government granted exemptions on vir
tually an ad hoc basis lKuczynski 1977:80-85). To reduce the declines
 
in revenues, the government 
 raised import tariffs (sold politically as 
part of the campaign to promote domestic industry) and sales taxes 
(Webb 1977:51-52), but without placing lhesc measures within a broad
reform. The sales tax increases were very costly politically, because of 
the prevailing belicf in Peru (in contrast to Colombia) that indirect tax
ation is inherently rtgressive. Webb 11977:50-53) argues convincingly 
that this belief is false for Peru as well 

As the need to raise revenues mountcd, the Belatinde administration 
pressed congress for increases in direct taxes but in fact settled for fur
ther increases in import duties. Since the rules allowed for "adminis
trative updating" of import categories, clhnges in import duty rates 
were barely visible and did not require congressional approval.

The epitome of government futility came in 1966, when the Belat~nde 
administration's finance minister Sandro Mariategui finally submitted 
a significant tax reform embedded in the 1967 budget, calling for higher
income taxes and new taxes on real estate and enterprise capital shares. 
AraA leader Haya de laTorte mobilized his supporters with the slogan,
"No more taxes!" Congress rejected the taxes but approved the spend
ing package. Instead of withdrawing the bill, forcing an acute crisis, and 
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exposing the APRA to political risk of being party to an economic p?.raly
sis, the administration accepted an outcome that made the fiscal prob
lem even worse. 

The congressional opposition to increased direct taxation was both 
ironic and puzzling because the major thrusts of the tax reform were 
increases in income and profits taxes applicable to fewer than 40,000 
individuals and firms. The personal income tax was applicable only to 
the top i percent of income earers because of the high exemption 
levels (Kuczynski 1977:87). This was hardly the mass public that the 
APRA intended to mobilize. The public's opposition to higher taxes was 
d,je it. part to its identification of further tax increases with the highly 
vwcibe previous increases in the sales tax. There was little recognition 
that further changes would place the burden on different groups. 

In 1968 the APRA opposition fi, ally relenttd to :ax reform. TWo impor
tant aspects of the political context must be emphasized. First, if dem
ocratic government could have been preserved through the upcoming 
elections and transition to the next democratically elected regime, the 
APRA stood a very good chance of winning. Thus the resolution of 
chronic fiscal problems, with the Belatinde administration takia'L the 
heat, was very attractive to the APRA leadership. The tax changes would 
not have enough time to endear the voters to the Belaiinde administra
tion; if anything, the short-term costs could have cost the Belatinde 
administration some support during the election campaign. Second, 
the fiscal situation had become so bad that the military's confidence in 
the Belafinde government was fast declining. AP'RA realized-too late 
-that Belatinde's fiscal crisis could lead to military intervention. Until 
military intervention became a clear threat to the upcoming election, 
the opposition found greater risks either in the tax change, or in the 
political costs of a tax reform going through, than in the economic chaos 
of the fiscal crisis. 

The way the opposition allowed the Belafinde administration to carry 
out the reform is also illuminating. Rather than reversing their opposi
tion publicly, the APRA and Uni6n Nacional Odriista JuNo) granted 
authozity to the executive in June 1968 to "takde the emergency mea
sures needed to solve the structural imbalance in public finances, to 
strengthen the balance of payments, and to encourage the integrated 
development of our economy .... The measures taken under the 
authority of this law will be in the form of Supreme Decrees approved 
by the Council of Ministers, with the obligation of advising the Con
gress of each meaaure so taken" (text of Peruvian Law 17c44, 1978, 
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cited in Kucinski, 1977, p. 266). rhus the opposition agreed to movetax policy out of the open arena of congress, so that responsibility forthe sacrifices necessitated by the reforms would not be laid to the
opposition.

During the two-month period of emergency power authorization, theMinistry of Finance and Commerce under Manuel Ulloa enacted manytax reforms that would have been important if they had endured. in themuch more closed arena of the ministry in an atmosphere of crisis,Ulloa decreed higher or altogether new taxes on profits, interest income,real estate, corporate net worth, gasoline (with much steeper taxes onthe higher octanes used by automobiles rather than buses), and variousother items. The net effect was strongly progressive (Kuczynski1977:230-33; Webb 1977:53), although it was hardly a coherent streamlining of the Peruvian tax system. The imperative of coming up withrevenues to reduce the deficit, exacerbated by the short time period,squeezed out efforts to rehaul the entire system for the sake of 
coherence. 

The left-leaning Velasco military government that ousted Belafindein 1968, and the more centrist Morales Bermtidez military governmentthat ruled from 1975 to i98o, could have pursued tax reform withoutany of the legislative obstructionism that seemed to doom lielatinde'sefforts. Yet there is broad consensus that the Peruvian military governments of the 197Os did not succeed at tax reform (Webb Y977: chapter4; Thorp and Burtram 1978; Ugarteche i98o); indeed, it is widelyaccepted that the Velasco and Morales Bernfidez administrations didnot push for fundamental tax reform despite the relatively easy political path for enacting one (Thorp 1983:49; FitzGerald 1983:77-79).
The Velasco administration announced a basic tax reform in its1971-75 National Development Plan, that would h-ve entailed a verysignificant increase in the direct tax burden from 19 percent to 22 percent of Go, by 1975, neverbut carried out the reform (FitzGerald
1983:78). The Morales Bermfndez administration did not even 
get thatfar; the 1975-8o period was marked by myriad piecemeal -,xadjustmewes that did not amount to more than trying to maintain the level ofrevenues in the face of fluctuating export prices. Thus in 1977Morales Bermtidez government accepted 
the 

the International MonetaryFund's insistence on reducing the budget deficit by cutting public spending especially in cutting back on the operations of the state oil enterprise Petroperu. Whether or not the IMF's focus on budget cutbacksrather than revenue expansion was simply a case of bowing to the real
counterreforms. 
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ity that tax reform was not in the offing, the result was that compliance 
was pursued through expenditure contraction rather than by confront. 
ing the tax issue. 

The failure of these military governments to enact tax reform 11o1, 
us to look beyond the legislative obstruction to explain wy; il tax 
reform i, so essential for Peru, so few efforts at fuidamental reform 
have been launched, let alone accomplished. The neglect of tax reform 
by Peruvian regimes unencumbered by legislative opposition implies a 
second answer: the severe imbalances of the Peruvian economy height
ened the government's risks in undertaking a tax reform, while these 
same imbalances (as well as other conditions) diminished the apparent 
immediacy of the need for reform as well. 

On the risk side, both Velasco and Morales Bermildez viewed the 
support and compliance of middle-sized industrialists ("independent 
industry") as pivotal for maintaining economic normalcy. For Velasco, 
the populist rhetoric and some expropriation had supplanted or at least 
antagonized the large-scale industrialists ("oligarchic industry"), leav. 
ing any remaining dynamism to the up-and-coming entrepreneurs. 
Since the latter were movin, into areas made attractive by government 
subsidies via tax exemptions and cheap credit, the announcement of a 
fundamental tax reform initiative could have jeopardized this dyna. 
mism. For Morales Bermtidez, the challenge was to restore investor 
confidence in general, and to convince the business sector that the 
Velasco days were behind them. Since Velasco's style had been charac
terized by sweeping gestures, Morales Bermidez opted for a thoroughly 
incrementalist approach to economic policy in order to distance his 
own administration from Velisco's. 

What minimized the perceived need [o proceed with tax reform 
despite these risks was the combination of hopes for state-promotcd 
industrial expansion, export growth, improved state-sector performance, 
and cheap foreign capital. There was an expectation irthe early 1970S 
that both industrial production and export earnings would rise enough 
to meet revenue-need projections (Fitz~erald 1983:78). Under Velasco, 
companies taken into the "social property" sector were expected to add 
to savings rather than constitute a drain on savings. Undcr Morales 
Bermitdez, there was optimism that the drain that did o cur under 
Velasco could be reversed through greater discipline. To fill any invest
ment gaps, foreign capital was available at very low real interest rates. 

Nor was tax reform seen by the military governments as a necessary 
condition for effecting the improvements in income distribution that 
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both Velasco and (tlhough to a lesser extent) Morales Bermcidez promihed. During the military governments lasting from 1968 to 198o, theprincipal means of redistribution in Peru was the direct subsidy. Oncethe land reform had been largely completed, the governments of Velascoand Morales Bermozdez relied heavily on low gasoline prices, low healthcare prices, and so on, to bolster the poirchasing power of the poor-atleast the urban poor. Thus there seemed to be little concern over taxreform, despite the fact that the tax system was increasingly riddledwith inconsistencies. Thus in January 198o the National Congress ofManufacturing Industries was still calling for "the integral revision ofthe tax system" (Centro de Eftudios y Promoci6n del Desarrollo 1982: 
3781. 

Thus when Belatinde took over again in the i98o restoration of civilian government, his highly trained, antistatist economic team took several steps to liberalize the economy. State investment in productive sectors was redirected from competition with the private sector to infrastructure in support of private-sector initiatives. lb launzb these hugeinfastructure projects, Belaunde's economic team still looked to foreignborrowing rather than fundamental improvements in revenue collection -a choice made possible by the fact that the Morales Bermtidez austerity program had reduced inflation, improved the external trade balance,and balanced the badget. The creditwortbiness accorded to Peru at thebeginning of the Belatinde term, and momentarily high export prices,once again seemed to vitiate the need for tax reform. By the time theexplosion in real interest rates reduced the viability of additional foreign borrowing in the early i98os, the Belatinde administration wasbattling the recessionan; effects of another downturn in export prices,while trying to hang onto the large public works projects that Belatindeclaimed as his hallmark. Thus, while a tax overhaul in the name ofsupporting these large projects may have gained some political support,the need to counteract the recession put tax reform off the agenda.What was done with respect to tax changes was characteristicallyhemmed in by other considerations far removed from rationalizing thetax structure. For example, the Belatinde team saw the elimination ofmarket-distorting subsidies as an important aspect of economic reform.This was thought to hold a political risk, inasmuch as urban disruptioninreaction against the withdrawal of such subsidies might be expected.The Belafinde government hit upon a way of softening the blow of eliminating the subsidy on gasoline, by tying it into changes in the taxstructure. With much fanfare, the increases in gasoline prices were 
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announced as part of the effort to increase the profits of Petroperu,
which then would be more heavily taxed to underwrite general govern
ment expenditures. 

The very heavy reliance on the taxation of Petroperu that emerged 
was the politically easy way out for the Bela6nde government. It was 
certainly a narrower political battle to fight than taking on a private
sector group, or trying to make painful (and uncertain) changes in tax 
administration. The "bureaucratic politics" confrontation between 
Petroperu and the central administration was the only hurdle, and 
Belafinde could choose the Pctroperu head. Petroperu had never made 
the fortunes that could make it a power unto itself like Mexico's PFMtx. 
The very fact that "taxing" Pctroperu was discussed in the same vein as 
taxing the private seCtor was a bit disingenuous, since Petroperu's profits 
were the state's. 20 

The Aprista administration of President Alan Garcia was elected in 
X985, following a horrendous economic contraction; austerity measures 
and drops in copper and oil prices left industry running at 40 percent of 
installed capacity.Wheicas several aspects of economic imbalance were 
sure to continue (such as inflation exceeding zoo percent in 1985), the 
opportunity to revive the economy was far more attractive-politically 
as well as economically-than confronting a tax reform that would 
create uncertainty for all concerned in direct proportion to its depth. 
Here again, the initial conditions of economic contraction could be 
traced back to poor revenue collectior and the budget deficits that 
brought about an austerity program as the policy response, but the 
immediate reaction was to restimulate the economy-hardly what a 
thorough and deliberate tax reform would encourage- in order to take 
advantage of the untapped potential for economic expansion. 

The Garcia administration, as part of its anti-inflation program, has 
artificially kept down the price of gasoline, among other basic con
sumption goods, thus eliminating the possibility of relying so heavily 
on the taxation of Pecroperu. Yet coming to grips with the inadequacy 
of the tax structure seems to remain a low priority for the Peruvian 
administration. 

Carol Wise (r986:5} points out that "the last three austerity programs
(in r967-68, 1977-78 and 1983-84) signified a final deathblow for the 
government that implemented each. Usually, it has been the succeed
ing government that has enjoyed the economic benefits, in terms of a 
greater financial flexibility; nevertheless, the final results of this addi
tional 'margin of maneuver' have not been particularly favor-l!L." It 
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seems that one very unfortunate result of the sacrifices made by
Peruvian administration in the last gasps of their tenure is that their 
successors see little immediate need for fundamental tax reform and 
considerable costs to undertaking such a reform. In these acute stop-go
cycles, fundamental tax reform seems to be the last thing on the minds 
of top policymakers ,rying to cope with deterioration or taking advan
tage of expansionary opportunities. Moreover, as long as government
economic policymakers believe that the rather heavy-handed policy
tools of direct subsidies to consumers and manufacturers, augmented
by price controls, will solve the distributional issue and increase the 
revenue base, the logic of fundamental tax reiorm will hardly seem 
compelling. 

The Peruvian case also shows quite clearly that formal authority to 
make t-x changes, which appears so important in Colombia because of 
thL complicated circumventions that tax reforms had to employ in order 
to overcome congressional opposition, is not only insufficient to ensure 
constructive reform, it can even be counterproductive. Peruvian law 
permits the president to adjust even tax rates during the fiscal year,
without legislative approval. This obviL 'sly creates considerable uncer
tainty for business planning and investment, inasmuch as the after-tax 
rate of return of a given investment remains uncertain even if the busi
ness side of the investment is well understood. 

C.Some General Lessons 

The experiences of the three countries examined above, and the impor
tance of risk and its management, yield several lessons for each phase 
of tax-reform policymaking. 

With regard to initiation, uncertainty of success is often a serious 
inhibition against the investment of signit'cant effort by private groups, 
even if certain private groups may ultimately benefit greatly from tax 
reform. For reasons of complexity and the apparent indirectness of 
impact, organized labor exerts little effort over tax issues unless there 
is aclear danger (as opposed to opportunity). 

One implication of the typically defensive stance of interest groups
vis-ii-vis tax reform is that tax reform, whether to increase revenues or 
to improve distribution, tends to be an initiative of the state. There are 
instances of private groups petitioning for more favorable tax treatment 
and for a rollback in what they argue are excessive rates, and there are 
cases of private sector initiatives to reduce the red tape and distortions 
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of particular tax regulations. Yet these are relatively rare and modest 
efforts, because they too have the potential to open up an unpredictable
chain of events. In short, without the government as the prime mover 
behind fundamental tax reform, it would be a very quiet field."

Another implication is that the potentially redistributive natuze of 
tax changes, combined with the uncertainty inherent in any new taxa
tion, makes risk avoidance a very high priority for the typical interest 
group. Of course, change and innovation necessary to improve tax sys
tems necessarily entail some uncertainty and risk for all taxpayers. The
key to understanding the politics of tax reform is to appr.:ciate tile uncer
tainty of the impact of even moderate tax changes that persists during
and even after the formulation and implementation of the reform. The
frequently negative "reflex" reaction to a new tax reform initiative on 
the part of many groups is typically due not just to expected losses but 
also to the risk of incurring costs that cannot be anticipated.

Hence, much of the "artistry" of designing and negotiating tax
reforms is in introducing innovations that nonetheless involve a tolera
ble degree of risk for politically and economically powerful interests.

State initiatives may be motivated by the obvious consideration that 
more efficient tax collection increases the power of the state. In some 
cases, tax reform can even become an issue of positive political payoff
for the administration. This temptation can go too fai, as too many tax 
changes to cash inon the political appeal of tax reform activism can be 
inefficient if iax administration cannot settle down to administering
the same set of tax regulations. 

In other cases, a seemingly ripe moment for tax reform can be squandered because more serious economic policy problems distract from 
concern over tax reform. Even if the government favors tax ieform "in
theory," serious economic disequilibria drive out initiatives for funda
mental tax reform. 

In electorally competitive systems, "ripe" moments for introducing 
tax reform are: 
a. the beginning of an administration, if the electoral margin was large,

and the solid prior studies exist 
b. a financial crisis prevails, if the government maintains both credibil

ity anti good macropolicy 
c. the political opposition, if not in principle opposed, foresees winning

the next election and hence prefers the current administration to 
bear the costs of imposing a painful reform. 
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The promotional appeal of some tax reforms rests heavily on theattractiveness of horizontal equity.Striving for horizontal equiy (except
between sectors) is the consensus point for tax reform because it seemsethically compelling, technically straightforward, and does not raisetaie issue of class conflict. Vertical redistribution can sometimes be
Achieved as a consequence of measures exp!icidy designed to piomote 
horizontal equity

However, the issue of horizontal equity is often a sectoral issue, espe
cially on the dimension of industry vs. agriculture. The politics of"sectoral clashes" is quite distinctive from class politics. By bringing in
the debate over development strategies, sectoral champions can argue
in favor of (cross-sectorall horizontal inequality (e.g., by arguing thatoverall growth would be enhanced by providing more investment and 
income in one sector rather than another).

Although tax changes may be understood in terms of their impacts
on income classes, interest group structures simply are not organized
in terms of income classes. Typically they are organized "functionally"
within industries and. as they aggregate through umbrella organization,
within functional sectors such as manufacturing, agriculture, banking,
mining, etc. Thus much of the politics over economic policy is struc
tured around "sectoral conflicts." 

Sectoral politics may be accentuated by social and political cleavagesamong the sectors (e.g., the "landed oligarchy" vs. the "iJuveau riche"
industrialists), but it is also fundamentally embedded in interest group
organization. Even if individuals and families ,nix their investments 
among different sectors, their organizational spokesmen are still
expected to lobby only for the interests of the particular sector or indus
try formally represented by that organization. Thus, no matter whether

the Penivian fishmeal processing is capitalized by landowners or indus
trialists, the fishmeal processors' association by and large pursues poli
cies perceived as beneficial to the fishmeal industry and its profitability.

A final point on the definition of the ta:z reform issue is its linkagewith other potentially redistributive initiatives. Economic groups react 
to the risks of a given prospect of policy change in the context of other
risks. Thus a key factor in securing the acquiescence of economic 
groups facing risks from tax reform, beyond clarifying the limits of tax
reform per se, is to tie the tax reform to guarantees that other risk-laden 
policy changes will be held in abeyance.

It may seem that fundamental ta. reform-even if it is defined modestly as reform that has long-lasting impact-requires careful cultiva
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tion and therefore is incompatible with such short-term reactions toemergency situations as stabilization programs. Yet the prod of emergency is a resource of great potential importance for overcoming or discrediting opposition. Furthermore, it is often of great advantage toimplement economic reforms at the very outset of a new administration's term, not only to take advantage of the political clout of a president with a full term left to punish recalcitrant opposition, but also tocatch the opposition unprepared. It is therefore significant that severaltax reforms were successfully imposed as part of emergency stabilization programs or as "lightning bolts" of a new government. How can 
this be done effectively?

It should be obvious that if the key to effective reform through immediate or emergency action is cureftrl prior contingency planning, theneither the existence of an establishel cohesive technical team is essential, or the government must accept a blueprint of i preceding regime orearlier external mission. The Colombian reform benefited from the former, while the Peruvian military regime that came to power in 1968essentially capitalized on initiatives of the preceding civilian regime ofFernando Belafinde. If the current government does not share th objectives of previous administrations, and lacks the resource ot, previouslyestablished technical team, then its chances of being ready with a via
ble tax reform are much reduced. 

Yet in the estimation (or technical design) phase of tax reformpolicymaking, it is unlikely that there will be consensus among experts.Not even the concept of "vertical neutrality" is consensually accepte:dby technical specialists. The chronic problems of tax evasion Lnd avoidance (see implementation belowj encourage innovativeness of tax design.
Yet some evasion-minimizing forms of taxation add to complexity; and
complexity adds to uncertainty. Complexity facilitates evasion and
avoidance. Those tax changes that are designed to effect greater redistribution by cutting off all avenues of escape for the high-income taxpayer
tend to increase complexity, with the obvious but ironic effect o! creating new opportunities for evasion and avoidance, as well as jeopardizing

political consensus. 

The tax specialist may be asked to "design in" several obiectives forthe tax reform. However, too many objectives can undermine basic puiposes, inasmuch as complexity, whether for the sake of accomplishingmultiple goals or not, increases uncertainty and hence risk. Experiencedpolicymakers and technical specialists recognize this fact, and oftendesign the bulk of the real tax change to be borne by existing taxes. 



Risk, Politics, and Tax Reform 467 

The involvement of foreign tax missions in the technical work of a 
tax reform can have positive or negative effects on its feasibility.A strong 
technical reputation must be clear to the actors most concerned about 
the tax reform, lest the foreign mission be seen as yea-sayers for the 
govemrnent. Foreign tax missions have contributed most by preparing 
domestic experts, and background analyse:s, to be available when the 
domestic political and economic conditions are ripe for the reform. 

With respect to selection (i.e., the authoritative choice of tax policy), 
no government can afford to be oblivious to opposition. Such groups' 
perceptionof specific burden incidence depends on many factors beyond 
the actual incidence. These factors include the perception of overall 
"environmental" threat; thus narrower policy differences among eco
nomic groups and political movements can be an important advantage 
insofar as a narrower range of possible outcomes increases certainty.
While a government may not be able to do anything about that range, 
its breadth or narrowness may help to account for the success or failure 
of tax reform. But the perception of future burden is also influenced by
factors over which the government does have some control, such as the 
perception of governmental competence to design and carry out a reform 
as specified in the formulation stage, and the perception of evasion by 
various groups. 

The actual burden depends to a large degree on final details. This is a 
major reason why support for tax reform during the formulation phase 
is so thin. The reduction of risk to potential opposition-a crucial 
requirement for successful selection-can be accomplished either by
constraining the risk of the tax reform itself or linking it with con
straints on "greater evils" (e.g., land reform from the perspective of large
scale land owners). 

Even the seemingly most tcchnmcal tax reforms will have political
and ideological overtones. This is a direct result of both the indetermi
nacy of what "equity" means and the fact that any significant reform 
will have distributional implications. 

With respect to implernentation(i.e., tax administration), success and 
failure both have rather counterintuitive implications. Although weak 
tax administration propels the search for innovative taxes, weak admin
istratioa lia,,igs the innovations that are truly feasible. Although much 
of the attention and furor over major tax overhauls focuses on novel 
taxes, the changes in tax incidence typically come from existing taxes 
applied at different rates. 

From a static perspective, the distributive liability of weak tax admin
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istration is that it generates pressure to tax the most easily taxed. How
ever, from a dynamic perspective, weak tax administration, in reducing 
short-term risk, may allow for tax changes where political opposition 
cculd otherwine be fatal. 

Efforts to strengthen a weak tax administration pose political issues, 
because: Jal stiffer anti-corruption rules may be interpreted as an attack 
on the bureaucrats as a group, and Ib) the insertion of new personnel 
may be interpreted as "irfiltration" by whatever ideological line is 
attributed to the initiators. However, it is difficult to oppose a strength
ening of tax administration if it is carried out in the name of horizontal 
equity. 

With respect to appraisal(i.e., evaluating the quality and success of 
the tax reform and the tactics used to pursue it), the first lesson is that 
success must be gauged relative to the political resources of the initia
tors. Thus the Colombian reform of 1974, while certainly impressive, 
must be evaluated in light of the tremendous clout of the L6pez Michel
sen administration. 

A similar lesson of comprehensiveness of evaluation is that equity is 
most usefully considered in terms of overall fiscal policy. For example, 
a tax change that reduces progressivity may nonetheless increase reve
nues to such a degree that the lower-income groups are better off in net 
terms. 

In terms of how the actors themselves appraise tax reform initiatives, 
it is clear that no tax reform will get universally high marks. There is 
always a different sort of sweeping reform that could be proposed as an 
alternative- to distribute differently, to promote investment rather than 
just savings, etc. Since the appraisal will necessarily depend at least 
partially on formal incidence rates rather than actual incidence, and on 
impressionistic evidence, there will always be disagreement. 

Witi respect to termination (i.e., ending or changing tax reform),a 
we Fad that: (a) because incidence is a matter of late-settled details, 
the cechnical estimation at the outset is invariably somewhat in error, 
or a best somewhat irrelevant; (b) reform of a very messy tax system 
inevitably fails to address some problems; and (c) even well-designed 
reforms deteriorate in effectiveness as target groups learn how to avoid 
or evade their burdens. Therefore, tax reform is never a once-and-for-all 
phenomenon. Weaknesses in tax policy leave open the opportunity for 
counterreforms. 
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Notes 
NtA political analysis is also distinctive in its fo.us on the question (ifwilypolicyinitiatives succeed or fail, without necessarily making a judgment on the ecoooniadvisability of the rc'orm. Lacking any reason c
 

to believe that "intrinsically plsd"policies face a different politics than other policy initiatives the exaonittatiloinitiatives adds to our understanding of ",ow politics affects the fate oi 
of all 

efiorms. Andclearly,we do not want to eliminate from consideration those many cases for whichexpert opinion is mixed about their technical quality. Thus, initiatives of variousobjectives and approaches are considered, without prejudging their advisability And,for this analysis, a "successful tax refurm intilative" means that a large part of theinitiator's objectives were achieved, at rather low costs, rather than a deitonstrableimprovement in th tax sysiein.This focus requires us to eincentratepredomitiattly ortax changes. Kiowing when a tax 
"serious" efforts at nmajorreform effort is truly serious--ie., when tileaturs have great ettough cottmtrtitntent mI.tttobe willing to expose themtselves to costs andrsk-is notalways straightforward. After all, inthe rhetoric of policy, leaders rarelysay that any initiative is less ihan serious. Yet the effort to idenitify serious efforts isimportant, because the inquiry into (te requirements of successful tax reform can beseriously misled bymixing serious initiatives with efforts understood by the actors 

2 
involved to be wiidowdressng.The success of tax reform depetds, of course, outits obiectives.These can beclassified as universal, typical, and particular.
On the level of universal objectives, a tax refort 
 initiative succeeds to the degreethat the tax structure: 

comes closer to imposing tIhedistrifution oftax incidence on activities, iiidividals,and firms desired by the initiatorsimore easily permits adjustments ii the volume ofrevenues and the distribution ofincidence desired by top-level economic policyiakLrs to adapt to changing macro.econnic
miniizesconditions,


the costs (foregone revenue or 
suboptinial distribution (f incidence)required 10achieve non-ievenu,' ends.
7
Vluically, tax reformers, especially iii devel,ping countries, also want: enhance.ment of horizontal equityi I.e., to treat all activities and individuals of; giver,inconte or wealth equally, unless there is a particular reasin todeviate from horizon.tal eqtity; simpliflcation ftax administration, so as tit reduce ad mtinistrative crists,taxpayer resentoent evasion, and unwanted avoidance.Particularobjectives ofsome tax reform initiatives include: greater progressivitylor regressivity) in tax incidence; greater (or lesser) stimulus of eciinomic activityleg., savings, investment, ciotsunoptiin, importation, exporlationj. itkreased (ordecreased tax revenues.3 liarticulaily in Chile. See the account of tax reform sequences below.4 With the exception of one epistde in theroid-
i96os, the Colomtbian labor movement
is virtually absent from the accounts on debates over tax reform. Miguel Urrutia goesso far as to bemoan the fact that such groups cannot bemobilized on the tax reformissue Isee the section on 
Colombia). In Ieto and Chile, the independent involve.
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ment of the labor movement, apart from its participation in partisan movements,has also been very Jaw as judged by the absence of prominent actions or pronounce. 
ments. 
This reformand others in Columbia aredescribed in Perry and Cirdenas 1986.6 A presumptive income tax requires a property holder to pay aminimum income UtXbased on calculation, of how much income would be geierated by aproperty of glenvalue. Obviously the yield ratio and the property valuation are critical to whether
such a tax is high or low 

7 Cited in Hirschman 1963:13 1.8 "Legitimate" heir is used to mean "accepted as normatively appropriate" 'nvokingemergency powers was regarded as a coustitutional step, even though it was still upto the Supreme Court to decide whether the justification was adequate and themea.
sures in keeping with the constitutivnal limitations of its use.
9 The events 
arc covered extensively in both Urrutia
t986. 1983 and P'erry and Cirdena;oth Urrutia and Perry were key members of the technical group.to hiflationary icrneas-s itt asset values were thus taxable. The advocates of this policy beieved that it would create pressure against Itflation, while its opponersprotested that it was confiscatory (ifaccumulated wealth. JUrrutia1986: 36. Thelatter may also have been an inteniton of the more radical members of the technical 

group.
i At tietime, the president was expected to chtoose Opposition cabinet members inrough proportion to the electoral split. See )ix 1987 fora description of these 

arrangements. 
t2 Interviews, Bogota, May 12,1987: ncs. 3, 4, S,6.13 Compare this with the lower middle class APiA objections to tax increase in Peru in

the mid-t196os,

14 Ureutia 1986:34; interview with Ivan Obregn, May 14,1987.
I There are three kinds of costs. First,the goveinment may sacrifice other policy gainin order to gain sutficiernt support fur the tax reform.Second, the government may 

s 

use up some if Its "pOlitical capital" inacLonplislin-' the tax reform, thereby leaving it with less power to accomplish other ibiectives. Third, the tax reform may lead
 
16 

to adverse economic reactions by nongovernental 
actors.Detailed descriptions of these episodes can befound in Molina I97a; Firench-D.vji1973; Sigmund 1977; Aschicr 1984.
17 Interview Chile-rI,Santiago, Chile, April 26, 1987.

I8 interview Chile-8, Santiago, Chile, April 26, 1987.
19 
 Interview Chile-io, Santiago, Chile, April a7,t987.ao The taxatiun of I'troperu was not entirely "show," though, becau'.' it was tied toelevation of gasoline prices. 

the 
at One could argue that all groups calling for greatei governmental spending areessentially pressing for tax changes insofar as expenditures create pressure for greater newnUes. Yet pressure for greater spending does notaddress several central tax reformissues: the form of taxation, its efficiency, or its equity Moreover, the lobbying lotgreater spending typically does not engage the negotiations over tax policy Forbetteror for worse, they are largely separate interchanges. 
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.APolitical Scientist Looks at Tax Reform 

Robert H. Bates 

Introduction 
A major purpose of conferences such as this is to infer the lessons thatcan be learned from past experience. For the subject at hand, some ofthe key issues concern politics. Questions that naturally arise wouldinclude: What are the ptlitical preck.ditions for successful tax reform?On the basis of past expenses, what kinds of reforms are likely to Gucceed? What is the optimal timing, from a political point of view, for amajor tax reform? What is the best sequence? What advice would youwant to give to a reform mindcd politician, so as to enhance the likelihood of implementing successfi f3cal policies?I share with the other contrib ;. :o this conference a concern withsecuring answers to such questions. But the basic issue I address ismre fundamental; it is the question of what we can know and therefore what we can advise. 

When we address the question of methodology, we encounter powerful reasons for caution. By the standards normally adopted in the socialsciences, we find that there is little we can say with confidence. Theempirical ioundations are lacking. And an exploration of the relevanttheory underscores the existence of problems that appear to confoundour ability to infer useful lessons or to formulate, even in principle,valid prescripti,,ns for reform minded practitioners.
By addressing methodological issues, however, we learn about thepolitical origin of tax reform. We learn why tax reform is demanded andwhy it is needed. Perhaps even more important, we also learn whatconstitutes useful knowledge to a tax reformer and the nature of such 
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knowledge. The lessons we learn do not take the form of universal pre.
scriptions; but they should, nonetheless, prove useful. 

EmpiricalInference 
Altogether the papers presented data from fifteen case studies. Given
that Chile pre-1973 should in all likelihood not be treated as indepen.
dent of Chile post-1973, and that Japan and the United States should 
not be regarded as developing countries, then the number of cases 
reduces to twelve. 

The experience of the authors exceeds that of the case studies that 
they presented. Many have been involved in other instances of tax
reform. All have studied the wider literature. Their insights therefore 
reflect as well their knowledge of other cases. 

On the basis of these experiences, many of the participants confi
dently endorse formula for success. Bird, for example, stresses that
administrative reform lies at the root of successful tax reform. lenkins 
calls for incrementalism; he suggests as well that reforms are best
achieved when the economy is doing poorly. And Harberger calls for 
economic professionalism. 

For the sample of cases in which Bird, Jenkins, and Harberger have
been involved, these lessons may well stand uncontradicted by the facts.But what, then, are we to think of Bahl's equally confident assertion 
that policy reform is a necessary preliminary to good administration; of 
Gillis's stress on the importance of comprehensive reform; and of theapparent implication of the Indonesian case that tax reform can be suc
cessfully achieved when it is done prior to economic crisis? And for
each professional economist who confidently takes a stand on one side

of a knotty issue, 
we note, pace Harberger, the existence of another 
who asserts the opposite.


Throughout the papers 
 ther2 runs a. highly prescriptive tone. The 
p;, .rs strive to develop useful insights for policy makers. But, in key
instances, the lessons posited by one expert appear to be contradicted 
by the lessons prescribed by another. 

One way of proceeding under these circumstances i's to reinterpret
the status of the formulas prescribed by the paper givers. They could be
treated not as conclusions but rather as hypotheses. The degree of
confidence with which they would be asserted would then be propor
tional to the level of confidence with wiiich they couP be accepted
when subject to empirical confirmation. 

Such a tactic has much to recommend it. But it clearly faces ditficul
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ties, for the case studies prepared for this conference do not furnish an 
adequate data base for implementing such a strategy The number of 
cases is small. But the number of variables that affect the success of a 
policy reform is l.rge. We therefore lack a sufficient number of cases to 
hold critical variables constant while altering single features of the pol
icy package; as a consequence, we cannot investigate in a controlled 
fashion the inpact of particular features of the tax reform package. Nor 
can we employ nonexperimental methods. The sample is too small to 
support with any confidence inferences drawn from correlations within 
it. In addition, the sample was drawn unsystematically, reflecting more 
the experience of well-known practitioners in the tax reform field than 
the experiences of the developing nati,ns themselves. 

The implication of these remarks is that while much wisdom is 
ieflected in these papers, they do not yield propositions that can be 
empirically tested and confirmed on the basis of the data they offer. 

What makes this particularly painful for a political scientist such as 
myself is that there was in fact one area of consensus among the confer
ence participants, at least in the two (of siA) sessions I attended. Many 
underscored their conviction that the basic variables affecting the suc
cess of tax reform lay outside their control. The impact of the studies 
they conducted, the training programs they put in place, or the advice 
they offered, they indicated, was largely determined by domestic poli
tics. For Harberger, it was the wise lea':ership of a few distinguished 
politicians and civil servants that made all the difference; for Gillis, the 
core group of technocrats who maintained positions of leadership in 
the making of economic policy Fcr Jenkins, Shoup, and Bahl, the deci
sive force was the leadership brought :o power by recent changes in 
government. 

Ifthere was any consensus in the fifth and sixth sessions of the con
ference, then, it was that domestic politics is decisive in affecting the 
success of tax reform. But the papers do not provide an empirical basis 
for distinguishing the specific political forces or conditions that make a 
difference in implementing tax reforms. 

An Ahernative Tactic 
Ifempirical inference fails to enlighten then we must attempt an alter
native tactic: taking recourse to theory. In the sections that follow, I 
introduce a "dialogue" between theory and data in an effort to elicit 
systematic lessons concerning the politics of tax reform. 

I begin by making three assumptions. The first is that people are 
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rational and that, in reacting to a change in taxes, they compare thecosts and benefits. The second is that governments seek to maintain
and to strengthen political support. The third is that when the benedts
of a change in taxes exceed the costs, then peopie give" p:eater support
to the government; conversely, when the costs exceed the benefits for agiven set of persons, then governmen~t support weakens among then).

In pursuing this line of analysis, Istart with the lcst reahstic frame
work and move in stages to greater realism. I begin by analyzing thebehavior of rational actors. Ithen add the featume of public goods. Lastly,
I move to a multiple actor framework. Through this progression, welearn what we must know in order better to comprehend the politics of 
tax reform. 

The Elementary Act of Tax Payment 

We can begin by employing a framework analogous to that which isemployed to analyze the behavior of consumers. We ignore, at the outset, the important feature of public goods that motivates so much of the
politics of tax reform: the incentive to free ride, to shift the costs ofgovernment unto others, and so forth. We do so because focusing on theelementary act of tax payment underscores that taxpayers, in reacting
to tax changes, will naturally compare the benefits from as well as the
Costs of tax payment. And this tells us much about what we riced to
know in order to comprehend the politics of taxation. 

Taxes remove ievenuc om,"of the private sector. They make possible
the creation of the kinds of goods provided by governments. When governments reform taxes, they alter the mix of private and public goodsthat people censume. For any given change in their taxes, people, behaving rationally, can he expected to compare the changes they experience
in private consumption with the changes in the consumption of thepublic goods that the change in tax makes possible. To take an example
of a rise in taxes, and omitting for the moment considerationof the
natureofpublic goods, insofar as the private goods lost because of therise in taxes exceed in value the public goods gained, people will oppose
the change; insofar as the increase in public goods and services com
pensates for the loss in private goods, they can be expected to favor it.Governments can be expected to realize that people, behaving ration
ally, will react in this way.

An important implication is, as several of the authors indicate, thatto understand the success of tax reform, an analyst cannot study taxes 
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alone. Taxes represent the costs imposed by govemments; the services
provided by govermnents represent the benefits. To account for political
reactions to tax reform, the analyst must therefore examine the manner
in which governments package benefits with costs for specific political
actors. The analyst must therefore know the allocation by group of the 
tax burden and the programs furniqhed by government.

We thus find at the outset the elementary knowledge that is required
to understand political reactions ,a tax proposals. We can conceive ofthis information as t,':o vectors. One vector would constitute the status 
quo. The other would constitute the allocation provided under the
reformed system. An element in each vector would constitute the net
benefit provided for each malor political group in the political system
and would represent that group's evaluation of the dif, .rence between
the cost and benefits under each combination of tnxes .1nd expendi
tures by thc government. How the tax reform would "play" politically
would then be influenced by each group's evaluation of its welfare under
the two vectors and its ability to maneuver and align in attemptra politi
cally to proc.ire or to overturn one or the other of the two tax regi:nes.

It is clear that we are far from achieving the information necessary togain this kind of insight into political reactions to tax proposals. Few of
the papers provided information about government expenditures. Some
noted that reforms were orrevenue-neutral revenue-enhancing. But
these ph::;-es characterize total revenues and expenditures and provide
little insight into the impact of changes in taxes on specific groups of 
taxpayers. 

It is important to emphasize that it is people's ev-aluations that drive
their political responses. And people commonly possess imperfect
insight into their benefits from taxes. For example, while a candidate
for the presidency, john F.Kennedy was able to convince American vot
ers that their tax dollars were buying insufficient defense, even though
the "missile gap" proved to be largely an illusion. In addition, people
often will be uncertain as to what they are actually paying for the
benefits they consume; professional economists, after all, find it diffi
cult to assign the incidence of particular taxes. In light of these uncer
tainties, the information that is required will rot necessarily be a disaggregated account of the net economic position of specific groups
under different tax proposals. Rather, it may be even more important to
gain insight into people's (albeit imperfect) subjective evaluation of their 
positions under different tax policies.

In concluding this section it should be noted that this discussion 
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enables us better to appreciate the significance of several practices noted 
in the papers. It elevates them from interesting vignettes, as it were, to
practices necessary to satisfy the requirements for political success,
given rational behavior by taxpapers. One is the emphasis ptaced by
Bahl, Gillis, and others on the role of data and the analysis of tax inci
dence. Both point to the concern o(policymakers to evaluate the impact
of tax reform on the economic position of key categories of taxpayers.
Indeed, Bahl envisages his poiitical sponsors as casting about, as it were,
for the legendary median voters, the group whose political reaction 
would determine which tax reform would be politically viable. 

A second practice is earmarkirg: the targeting of the proceeds of aparticular tax for use on a particular program or kind of governmental
expenditure. Viewed in the context of this discussion, we can see that
such a measure makes it easier for governments to focus the attention 
of taxpayers on the benefits of the tax; it makes it easier for govem.
ments to assure the payers of a given tax that they will be compensated
for their loss of private incomes with public services that they value. 

Third, the discussion helps to explain why governments often pack
age tax reform with other policy reform. Major tax reforms in Perw,
Chile, and Colombia, Ascher's paper points out, were combined with
widespread appeals for reform of the education systems, reforms that
required new financing. In addition, the analysis helps to account for
 
the support for apparently redistributive measures imposed as part of

tax reforms. As noted in Ascher's paper, once again, the government in
 
Chile imposed tax increases on the middle class in order to increase 
benefits for the poor. His analysis suggests that the government was
able to get away with the measure by convincing the members of the 
middle class that they would benefit insofar as they would staff and 
operate the servicts that the government would provide. While paying
the costs in terms of hiOer taxes, the middle class would also receive 
many of the benefits in the form of jobs and salaries. 

Public Goods and Zree-niding: Part I 

This paper has begun with a simple model of rational choice, one that
underscores the significance of including in any political analysis an 
assessment of the benefits as well as the costs of tax payment. Severely
compromising the "realism" of the discussion was that it analyzed
choice as if it were made in an environment of private goods. Particu
larly for extracting lessons for politics, we must relax this assumption 
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and examine the implications of rational choice in a public goods environment. In this section we therefore adopt a public, as opposed to pri
vate, choice perspective.

Public goods are characterized by nonrivalrousness in consumption
and nonexcludability in supply; if the good is enjoyed by one consumer,
its benefits are provided to all. One implication is that taxation inher
ently implies politics. Because in a world of public goods people can geta free ride, people, behaving rationally, can be expected to misrepresent
their true preferences, seeking to secure the benefits of government
expenditure while behaving as if they in fact placed a low value on
them. In the field of taxation, political maneuvering is therefore to be 
expected. People can be expected to behave duplicitously

Public goods lead to political maneuvering for another reason.
Because in an environment of public goods people can expect to free
ride, they possess an incentive to seek to transfer the costs of govern
ment on to others. They possess an incentive, then, to engage in poli
tics so as to write tax laws that enable them to consume public services
while not having to pay the cost of them. This is a central lesson ofAscher's important paper in this volume, which shows that while tax
reform may lead to greater efficiency, it will also be treated by iational
citizens as a potentially redistributive game. For there always exists the
possibility that the benefits of government can be consumed even whilethe costs are transferTed ;o others; rational maximizers can be expected

to exploit this possibility 
-- and must expect that others will attempt
 
to do so as well.
 

Because public goods off,:r rational actors the possibility of improv
ing their welfare by misreplcsenting their true preferences and by trans
ferring the costs of public goods to others, those engaged in tax-setting
face an inherently political task. This point is brought home by one ofthe fundamental theorems in the literatuic on public goods, that of Leo
Hurwicz.' Hurwicz's theorem shows that in the absence of a dictator
ship it is impossible to devise a means for efficiently allocating public
goods that is robust against strategic behavior by individually rational 
agents. One implication is that those seeking tax reform -i.e., the effi
cient collection of taxes-should aspire to become dictators; put more 
gently, they are going to have to coercs ,nd overcome popular protests
by those "strategizing" against their ;, . 'Vosals. Another implication is
that, in the absence of perfect dicta! .i .,nip, people will always find itrewarding to seLY to mani, ilate and overturn the existing allocation of
public services. Put another way, insofar ks perfect dictatorship may 
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never be achieved, the demands for tax reform will never cease. 
The analysis suggests a third reason for political action in a world of 

public goods. in a world of public goods, governments seeking to behave 
efficiently should offer different tax prices to different groups. Govern. 
ments find it difficult to infer the correct tax prices, however, because 
the incentives to free-ride are strong, taxpayers have strong incentives 
to misrepresent their willingness to pay for public goods. And govern. 
ments, no less than the rest of us, find it difficult directly to observe 
tastes or preferences and therefore people's willingness to pay taxes. 
While some taxpayers are paying less than they should for public goods 
and services, given the benefits which they derive from them, others 
are probably paying more. A result of the inefficient spectrum of plices 
is that some taxpayers will feel overtaxed. All will claim to feel that 
way; the logic of free-riding promotes such behavior. In addition to those 
who grouse for strategic reasons, however, there is thus likely to be a 
segment of the population who are genuinely aggrieved and who feel, 
rightly, that they are overcharged for the services of government. 

In this discussion we have examined the implications of rational 
choice in an environment of public goods. The most basic lesson we 
have learned is that taxation implies politics. Basic and elementary 
properties of public goods ensure that rational actors will, to put it 
bluntly, lie, cheat, and steal, and that governments that seek to allocate 
the costs of government will overtax some while undertaxing others, 
thereby further fueling political discontent. Applied to the central focus 
of this paper, this discussion gives us insight into why tax reform is 
demanded. Returning once again to our image of two vectors of payoffs 
-one that assigns net benefits to key groups in the present system and 
another that assigns them under a feasible new package of taxes-we 
can see that a majority of taxpayers will almost assuredly express a 
preference for the reform vector. For each taxpayer possesses an incen
tive to claim that under the existing system they are overtaxed. And 
each possesses an incentive to seek reform, hoping thereby to shift the 
tax burden to others while consuming the benefits of public programs. 

The discussion also gives us insight into why tax reform is needed. 
Because rational citizens possess incentives to free-ride, governments
face positive costs of tax collection. Governments therefore possess 
incentives to choose systems of taxation that reduc the rate of tax 
avoidance. Governments will tax in ways that are easiest, not in ways 
that are most efficient. This, of course, is the central message of Bird's 
important paper. Thus. we find governments taxing wages because such 
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a tax is simple to collect from large employers; we find them collecting
sales taxes because they are easy to administer; and we find them tax
coast than roads and pathways in the interior. Given positive cobts of 

ing imports because it is cheaper to monitor ports and terminals on the 
tax collection, it is therefore understandable why governments shouldoveremphasize taxes from such sources.Given the incentives for consumers of public services to avoid payingtaxes, we can also understand why governments choose other, seemingly inefficient forms of tax collection.stressed the use Several of the papers haveof presumptive taxes.' An obvious advantage of such

taxes is that they enable governments to measurecumstances tax liabilities in cirwhere people pr.ess incentives to disguise their willingness-and ability-to pay ta.:s. Other authors have noted the popularity of taxes with some self-enforcing features. A major attrac.ion of the
VAT, they note, is that it creates incentives for one taxpayer to :eport theearnings of others; and a major attraction of collective levies from cor
porate groups is that if they are avoided by some taxpayers, they increasethe burden of others, thus generating incentives for people to report tax
ingness to pay for the services provided by govemments and thus to
free-ride, we can understand why governments would choose such forms 

avoidance. Given that people have incentives to misrepresent their will. 

of taxation, in spite of the distortions and inefficiencies that they mightintroduce into the allocation of economic resources.Thus, we have learned two important things about tax reform: we have learned why tax reform will always be demanded; and we learned why it will be needed. have
into why it will always 

We have also achieved deeper insi3 ht
be political. Ironically, while giving greater
insight into the inherently politicalleamed nature of taxmore reform,about its origins than we haveabout the factors that shape its
political course and direction.
 

Public Goods and Free-Riding: Pi rtifIn understanding the politic. of tax reform, it is important to recognizethat the logic whik'. 'haracterizes 
governments appl. 

the production of public goods by,well to the activities of interest groups. Privategroups, too, furnish .,L ic goods. And one of the most significant of
these is tax relief. Understanding this point gives further insight intothe need for tax reform. It helps to account for the plethora of exemp.tions, deductions, and special tax treatments given to particular inter
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ests and thus, as a consequence, the need for tax simplification. 
In a world of public goods, providers of such goods find it difficult to 

determine people's true marginal valuations. As a consequence, they 
are likely to charge a uniform tax price. In a world of public goods, 
people will seek to free-ride; no matter what the tax price, they possess 
incentives to seek to avoid paying it. The -zsult is that governments 
will set a relatively uniform tax rate and citizens will seek to exempt 
themselves from it. 

Because of imperfections in monitoring and enforcement, the tax ben
efits that lobbyists secure will therefore constitute a public good; every
one hearing the attributes of that group will enjoy the favorable tax 
treatment for free. A lobbyist who securet an accelerated depreciation 
clause for commercial real estate will have provided benefits for all who 
invest in commercial property; favorable tax treatment for cattle herds 
will benefit all who own cattle; and subsidies to the makers of machine 
tools will tend to increase the profits and lower the costs to all who 
employ them. 

Because interest groups provide nonexcludable benefits, they are dif
licult to organize; people will attempt to secure the benefits of changes 
in public policies while avoiding the costs of lobbying. Two implica
,.'ons follow "Large" interests are therefore more likely to provide lob
byists. So too are groups for which the costs of organization have already 
been paid. 

By "large" is meant economically concentrated. A firm io a large inter
est, for example, if it produces a large percentage of the value of the 
output in a particular industry Because the principal problem facing 
the formation of interest groups is the cost of organizing in the facr of 
incentives to free-ride, "large" interests are more likely to provide suc
cessful lobbyists.' For the larger the interest, the greater the portion of 
the ben-fits that it will capture from a change in the tax law; the lesser 
the extent to which the change in the tax law represents a public good; 
and the weaker, therefore, the incentives to free-ride. 

In addition given positive costs of organizing, preexisting groups
i.e., groups that have already paid the costs of organizing- possess an 
advantage. In such instances, the costs of organization have already been 
paid. It costs little to add lobbying over tax legislation to the activities 
of the organization-and the benefits are substantial. In the case of 
industrial interests, for example, firms are already in operation; con
tracts signed; and industrial associations formed to handle matters of 
common interest, be they immigration laws, licensing, freight rates, or 
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the regulation of port facilities. It is therefore not surprising that, as 
noted by Ascher (chapter 12), industries, rather than economic sectors 
or social classes, tend to provide active lobbyists in the politics of tax 
reform. 

This analysis helps to account for the pattern of exceptions, allow
ances, and special rates which characterize the tax laws of many
nations. it helps to explain why these ar. often accorded to industries 
-as opposed, say, to consumers or to the poor. Anid it helps to explain
why special treatment is giben to some industries as opposed to 
others-to thuse which are highly concentrated or in w> ch there are 
few firms; to the large landowners in agriculture, as opposed to the 
multitude of peasants. 

A common thread throughout the papers of this conference is the 
need for tix simplification. Bureaucracies in the less-developed coun
tries, it has been persuasively argued, are unable to cope with the pleth
ora of special tax codes and tax treatments. Notions of horizontal equity 
are violated by the exemptions introduced into tax law. An additional 
virtue of the public choice perspective is that it helps to account for the 
need for tax simplification. 

Froi Individual to Social Rationality 

Thus far we have considered the implications of microlevel models of 
the elementary act of tax payment. The first model treated the taxpayer 
as if the taxpayer were a consumer of private goods; the second took 
into account the special incentives created by public goods. The analy
sis suggests why there is a demand for tax reform. It suggests as well 
why there is i need for it. It suggests that we should expect to see gov
ernments taxing elements of the economy simply because they can do 
so, multiple taxes and tax exemptions, and privileges and shelters for 
large interests. Even though sparse and highly stylized, these microlevel 
models have thus proven highly' it-formative. Nonetheless, it is clear 
that they tell us more about why tlere is a need and demand for reform 
than why it takes place. In search U,an explanation, we move from the 
level of the individual to the level of social interaction. 

In switching from the individual to the social level of explanation, 
we switch from a perspective informed by decision theory to one 
informed by the theory of games. From such a viewpoint, we see that 
tax reform represents a collective dilemma.' Interpreting tax reform in 
this manner gives us insight into some of its key properties. 
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The Demandfor Reform 

As we have seen, behaving rationally, individuals may choose to avoid 
paying taxes, to pay too little by way of taxes, or to behave in ways 
which compel governments to tax the wrong sources or at the wrong 
rates. When all individuals behave rationally, however, they may find 
themselves worse off. They may find themselves with a government 
unable to pay for basic services, or compelled to finance them in ways 
which lead to inflation, high interest rates, and shortages of foreigi, 
exchange. Individuals, behaving rationally, may thus produce collective 
outcomes that are inefficient. 

There is thus a collective dilemma: a disjunction between rational 
behavior by individuals and the rationality of collective outcomes. This 
disjunction leads to demands for reform; and an essential property of 
this reform is that it requires coercive intervention by government. In 
situations in which individuals find themselves, as private individuals, 
making choices which generate perverse collective outcomes, these 
individuals rationally may choose to compel themselves to behave dif 
ferently. They may elect voluntarily to submit to new laws and to penal
ize themselves for pursuing their short-run best interests at the expense 
of the longer-run good. 

A common element of reform in collective dilemmas is thus the 
introduction of means for making binding agreements. In essence, peo
ple agree to iotroduce coercion into social life. In order to attain higher 
levels of collective welfare, they may seek to transform the nature of 
the political economic gamie. Reform may require the introduction of 
coercion so that acting as rational individuals people can make private 
choices that will generate collectively beneficial outcomes. 

As stressed in Ascher's paper, once coercion is introduced, however, 
people invest in politics so as to secure, or to defend against, economic 
redistribution. As Ascher states: "Tax reform is typically perceived as 
redistributive. After ail, taxation is the direct extraction of wealth from 
particular individuals and firms. Prudent interest group representatives 
could hardly operate on any other vorking assumption that tax reform 
could redistribute wealth from them" (p. 2). 

Tax reform thus requires introducing coercion into economic life. But 
once coercion enters economic life, the game becomes potentially redis
tributive. From the point of view of political analysis, this transforma
tion is critical. For redistributive games are inherently unstable; they 
are games without a core. For each possible outcome there exists a 
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coalition that would seek an alternative division of the spoils underwhich all its members would do at least as well and some would dobetter. On the basis of this particular theory, then, we cannot know how
such games will turn out.'

I stressed at the beginning of this paper that it possessed methodological aspirations. I have sought to evaluate what we know, and canknow, about the politics of tax reform. At the outset we found thatempirical methods cannot generate prescriptive guidelines about taxreform; the data base is too thin to yield reliable inferences about whathas or has not worked. When we turn to theory, moreover, we found thatwe could learn a lot about why tax reform is demanded and why it isneeded. In addition, we gained a deep insight into and appreciation ofits political nature. But we also found clearly defined limits to ourknowledge. For theory suggests that in principle it will be impossible tooffer prescriptive guidelines to tax reformers. For when any outcome ispossible, then a best political strategy cannot exist.Phrased more positively, a clear implication of this analysis is that ifa particular tax reform package does in fact succeed, then not all coalitions were possible. For, given the redistributive nature of the tax reformgame, were all coalitions possible, then some coalition would have overturned the reform measures. Should we seek guidance as to whether areform movement will succeed or fail, then, we need to know whatcoalitions are posaible and what ones are infeasible, as well as the inter
ests that motivate them.

In the first instance, this leads us to a reappraisal of the political
analysis offered by Harberger and Gillis. Al Harberger, the doyen of the
analysts on matters of taxation, likes to speak of the importance of
"great men": leaders whose backing, he feels, accounts for the success
of reform movements. Malcolm Gillis, in his papers on Indonesia, likewise speaks of the -nificance of dedicated persons, in his case the
Lore group of econoi,tc professionals who impicc.ented a series of policy reforms, including those bearing on taxation, over a twenty-yearperiod in Indonesia. In emphasizing the significance of key domesticpolitical actors in one session of the conference, both Harberger andGillis seemed to see themselves as offering apolitical interpre:ation ofthe success of reform movements. The interpretation we offer suggeststhat the leadership they observed is the consequence of the freedomgiven key political actors by the absence of decisive countervening coalitions. The great men can be great men because the political environ
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ment enables them to make proposals that will not be overturned by 

assemolages of other interests. 
Pondered at greater length, the position offered her,: suggests the cor

rect way of phrasing the central political ot cstion as to why Tee'Tr.is 

succeed or fail. The rephr,sed question would ei'i. Why are coalitioial 

possibilities constrained in some cases, thereby enab!ing leaders to 

emerge, but not in others? 
Thriing tr the papers, we find that historical accident plays a major 

role, thus leaving Harbergcr to speak wistfully but wisely of the ripe

ness of opportunities for the reform-minded professional. We also find 

that not All accidents are oi equal relevance, fortunately l.ather, the 

cases suggest that reforms clearly were facilitated by the comprehen

sive restructuring of power brought on by military occupation (Japdn in 

tme 1940s); coups (Liberia, Brazil, Indonesia, Chile, and Venezuela, 

amoag others); and massive electoral victories (Sri L.anka, Jamaica, and 

Peru). Decisive shifts in pover help to define which interests arc in and 

which out. By structuring power ielatioris, such large-scale political 

changes severejy constrain the range of possible cnalitim',. And they 

therefore make possible stable solutions to a political game which con

tains significant possibilities 10r redistribution. 

There are a few other hiits contained in the papers Li to the political 
'lctors that made refi.rm possible. Perhaps the most intriguing comes 

from Roy lahl. What makes it intriguing is its res: rance with the recent 

theorizing of Mancur Olson. 6 Interest groups, Olson argues, employ 

public power to gain private advantages while imposing costs upon oth

ers. The more encompassing the interest groups, however, the more 

difficult it is for them to externalize these costs. Societies which con

tain national peak associations- national labor federations er fed

erations of business groups, for example--might therefore be more 

strongly motivated to police opportunistic behavior by special interests 

than would societies in which interest grot ps are more decentralized. 

Against the background of Olson's theorizing, it is interesting to con

sider Bahl's analysis of the politics of tax reform in Jamaica For, as 

irgues, the governmaent in Jamaica possessed a unique advantage. It was 

able to bring togethe," on one committee the leaders of major national 

interest groups to strike the final bargains, in which e.cn -ade sacri

fices in its particulai short run demands for offsetting 4-oncessions from 

others. Such 'orms of conceitation, in the worde o! the literature in 

political science,7 are relatively rare in the developing world. They are 

far from common in the advanced industrial countries, p.rticularly in 

http:Tee'Tr.is
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Europe, and they help to explain the capacity of some advanced indu

trial economies to evoke the compromises that are required for adjust
8 

merit o shifting economic conditions. Once again, then, the logic of 

free-rijing and the strategic gamesmanship to which it gives rise offers 

insight into the political circumstances that make it possible for reform 

to succeed. 

The Political Impact of Taxes 

to address one last issue in the politics of taxation.In closing, 1 wish 
This is the issue of the impact of taxation upon political structures and 

public policies. 
Taxation is a compelling phenomenon precisely because it is where 

the politics meets the economics. The way in which a nation taxes 

creates incentives that pervasively influence the way in which political 

and economic life become organized. 

Perhaps the most vivid illustration comes from the creation of par

liaments. When medieval monarchies, in need of revenues with which 

to pay for wars, began to tax in isibles, they found such taxable assets 

could be moved or hidden and that the payment of taxes had therefore 

to be bargained for. The owners of taxable assets exchanged tax pay

ments for public policies; and the forum for these trades became 

parliamnts 
.' The taxation of moveable assets thus led to the surTender 

of executive control over the public domain. As Quesnay and Mirabeau, 

illustrious members of the first generation of dtcvelopment economists, 

said of the limiting case, the taxation of comnmeice: 

All the possessions [of commercial societyl consist ...of scattered 

and secret securities, a few warehouses, and p.ssive and active debts, 

whose true owners arc to some extent un!:nown, since no one 

knows which of them are paid and which of them are owning. No 

wealth which is immaterial ... can he got hold of by the sovereign 

power, and consequently will yield it nothing at all.., the wealthy 

merchant, trader, banker, etc., will always be a member of the repub

lic. In whatever place he may live, he will always enjoy the immun

ity which is inherent in the scattered and unknown character of 

his property .... It would be useless for the authorities to try to 

force him to fulfill the duties of 3 subject: they are obliged, in order 

to induce him to fit in with thei.r plans, to treat him as master, and 

to make it worth his while to contribute to the public revenue.' 0 
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The evolution of parliaments provides one example of the impact of 
t;xes on political organizations; the creation of collective property pro
vides another. 

Throughout the developing world, rural societies are often character
ized by common property, corporate villages, and common lands; this 
was true iii the agrarian societies of preindustrial Europe as well. The 
absence of individual property rights often inhibit%the growth of com
mercial agriculture, a fact stressed not only by contemporary econo
mists but also by the physiocrats who saw common property in France 
as inhibiting economic development in France by comparison with 
England. Many social theorists have attributed common property to the 
cultural prefetences of peasants. But increasingly we have learned that 
an important source of common property rights is the state, and in 
particular its revenue collectors. Tax collectors find it difficult to extract 
taxes from individual rural households. It is far easier instead to assign 
tax quotas to villages, which then must organize ways of sharing the 
burden. The result tends to be the development of ways of sharing the 
means to raise revenues. Insofar as each family is liable for a share of 
the levy,then each family is guaranteed sufficient land :o farm or access 
to common pastures; by this measure, each family protects itself from 
having to pay the share of others. No family can leave the community, 
as doing so would increase the tax burden on others. And, for certain, 
no family can transfer its lands to outsiders. Communal villages and 
common property thus appear to represent institutions created in 
response to the need for taxes." 

Tax systems thus create incentives which influence the institutional 
structure of society; as in the case of common property, these institu
tions themselves can affect the performance of economies, sometimes 
affecting their rate of development. The same can also be said of public 
policies. The way in which states collect their taxes affects the way in 
which governments make policy choices. 

A vivid example is provided by two states in Africa: Ugand-i and 
Kenya. The two share a common border; both rely upon coffee exports 
for a major portion of their foreign earnings. In recent years, treasury 
officials in both countries have been counseled by international 
financial agencies to secure from their colleagues in cabinet policies 
which would strengthen incentives for their farmers. leasury officials 

in Kenya readily complied; those in Uganda der urred. Witl the aid of 
local economic advisors, international financial institutions have been 
able to keep in place highly favorable agricultural policies in Kenya; 
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lacking such local allies, they have failed to influence agricultural pric
ing policie- ha, Uganda. The rural economy in Kenya remains buoyant 
by comparison with that of hei neighbor. 

The revenue structure of the two countries plays a major role in the 
differential response of these governments toward pricing policy. Uganda 
taxes the goods farmers sell, the government maintains a coffee mar
keting board which purchases coffee at a low domestic price, sells it at 
the prevwilitig price in world markets, and pockets the difference to 
defray marketing costs and taxes. Through tariffs on imports and excise 
taxes, the government of Ken%?a taxes the goods farmers buy. It also col
lects income taxes from the more prosperous farmers. 

International financial institutions have advised the economic tech
nocrats in both Ugando and Kenya to adopt pulicies w;iich would raise 
the prices to farmers, particularly for coffee. The technocrats are lodfgd
in the treasury offices. From the point of view of the technocrats in 
Uganda, such advice was abhorrent; a rise in the price of coffee wouid 
yield lower re -nues for the government-and they had colonels to pay,
From the point of view of the technocrats in Kenya, the advice was 
welcome, for the tax system in Kenya induces a systematic preference 
for policies which will make farmers more prosperous. 

The ways in which governments collect taxes thus affects their pref
erences with respect to public policies. And, as the performance of 
the economies of Africa shows, such policies-particularly policies
toward agriculture-c n have a major impact on the rate of economic 
growth. 

Couclusion 

This paper represents an attempt to extract general insights from the 
papers offered at the conference. It has focused on the political factors 
that shape the succzss of efforts at tax reform. Noting the limitations 
upon political inference imposed hy the data, the paper has instead 
approached the problem quasi,deductively, examining the implications 
of decision theoretic and game-theoretic analyses of the elementary act 
of tax payment. From these efforts, we have discovered what data would 
be required to understand the politics of taxation: studies of the benefits 
of public expenditures as well as the costs of taxation. We also discov
ered that tax reform always will be demanded and that it will in all 
likelihood be needed. For given positive costs of tax collection created 
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by the incentive to free-ride, governments will be compelled to tax in 
less than optimal ways and large interests may secure special tax treat
ment. Lastly, we found that theory tells us morm about why tax reform 
is needed than why it is likely to succt.ed. Indeed, our analysis sug
gested that in principle no general formulas for success can be valid. 
Rather, what is needed is highly specific political knowledge, and of a 
specific kind: of the groups in society, their interests, and the ways in 
which they can- and cannot-combine. 
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Tax Reform: Lessons from Postwar
 
Experience in Developing Nations
 

Malcolm Gillis 

1. Introduction: Assessing Mix Reform 

Preceding chapters of this volume attest to the rich variety of experi
ences with tax reform, both among developing countries as well as in 
the same countries at different times. In this final chapter, an attempt 
is made to glean instructive lessons from these experiences. This task, 
however, is complicated by the lack of widely accepted measures of 
"success" or "failure" for tax reform programs. On one hand, the label 
"successful" might be reserved only for those reform proposals or pack
ages that were in large measure actually enacted into law. But on this 
measure, reforms that became legislation but which failed to fulfill 
objectives of the adopting governments would qualify as successful. On 
the other hand, a ieform program that contained the "right" elements 
might be viewed as successful even if the reform as such were never 
adopted. For example, the Kaldor reform proposals for expenditure taxes 
in India and Sri Lanka were tours de force in the abstract, but in terms 
of implementation, were classic failures. Finally, both in developing 
and developed countries, reforms that were never adopted might stil! be 
regarded as successful because they forever changed the national agenda 
for tax policy discussions. This was as true for the landmark Carter 
Commission 1966 proposals for Canadian tax reformi as for the Mus
grave Commission Colombia proposals in 1968, which formed the basis 
of comprehensive reform six years later. 

In any case, it is apparent that widely acceptable criteria for measur
ing success or lack of success in tax reform progrms have yet to be 
developed. Lacking wid'ly acceptable criteria, resort has here been made 
to one criterion that at least has the virtue of being readily under



Lessons from Postwar Experience 493 

stand,-le: the extent to which aparticular reform achieved annoumced 
revenue and nonrevenue objectives. T'Ipical non-revenue objectives 
sought for tax reform have been redistribution, promotion of g:owth, 
simplification, and improved resource allocation, not all of which have 
been goals common to all efforts surveyed herein. 

Governments commonly have indicated the revenue objectives of 
reform with some specificity,and in one form or another, revenue objec-. 
tives have been, as noted below, common to all tax reforms. Nonreve
nue objectives, particularly those pertainiog to income redistribution 
and resource allocation, are not so easily quantified. Accordingly, gov
ernments have typically not identified these objectives with any 
specificity, even in cases where nonrevenae considerations have been 
important factors motivating reform. 

The impact of reform upon the revenue-generating capacity of zhe tax 
system is therefore the most serviceable, if not the most advisable, mea
sure of the reform's success. But this does not mean that the only suc
cessful reforms are those that result in marked increases in tax collec
tions. In previous chapters we have seen that while in several cases 
short-term fiscal crisis has been the principal factor precipitating tax 
reform, there also have bcen several instances in which governments 
have sought fundamental tax reform in the absence of crisis. But even 
in many of these cases, governments have initiated preparations for 
reform in order to prepare the t.x system to meet possible future fiscal 
crises (Venezuela, 1959; Liberia, 1969; Indonesia, 19S3-841. In still 
other instances, governments have turned to tax reform not to cope 
with imminent financial collapse, but to alleviae chronic deficits lead
ing to chronically high rates of inflation (Chile, 1974-75). Finally, tax 
reform has been sought as a means of financing incremental expendi
tures in key sectors, such as education, as in the ambitious Colombian 
proposals of 1968. 

All of the above examples have had, however, one element in common: 
the desire to improve the revenue-generating capacity of the tax system, 
either in the short term, when fiscal crisis requires immediate revenue 
enhancement, or in the medium to long term, in which cases short-rn 
revenue neutrality may be deemed acceptable. 

The expectation that reform would increase or restore tax ratios, 
quickly or ultimately, has been characteristic of many experiences 
examinj,-i in this paper. This objective has been not only ubiquitous, 
but typically the most ardently pursued by policymakers. Other non
revenue goals have also widely been sought. But with the possible excep
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tion of the abortive Liberian reform proposals of 1969-7o and the 1986 
reforms in Colombia' none of the nonrevenue motives has ever precipi
tated, singly or jointly, the launching of tax refonn programs. T be 
sure, the Indian, Sri Lankan, and Venezuelan reforms of the g5os and 
tht Colombian reform proposals of the late 196os (and the reforms as 
implemented in 1974) were all infused with varying degices of redis
tributive intent. Also, taK refo',tn for promotion of economic growth 
was a prominent objective in Larly postwar reforms and recently has 
again become a widely discussed, if not effectively pursued, objective. 
Tax simplification, formerly viewed as essentially a means to other ends 
of tax reform, has itself been an important objective of reform programs 
of the cighties, including those of Chile 1974), Indonesia (1983-84), 
Jamaica (1986-87), and Colombia (1986), as governments sought to 

reduce needless costs of tax administration for governments and costs 
of tax compliance for taxpayers. Tax simplification, particularly where 
the tax system has gone unreformed for decades, has also come to be 
increasingly seen as supportive of the goal of reducing tax-induced bar
riers to improved resource allocation, a prominent goal of the Indo
nesian, Jamaican, and Colombian reforms of the mid-198os. 

i. Announced Objectives and Actual Performance 

(A)Revenues 

Tax reform programs have been undertaken in the last four decades in a 
very wide variety of middle-income but few very low-income develop
ing countries. If judged only by revenue implications, these efforts 
appear to have been marked with some success. For developing coun
tries as a group, the typical share of taxes in GDP (the tax ratio) hovered 
at about ix percent in the 195os. For the period 1972-76, the average 
tax ratio had risen to 16 percent, and in more recent years (1977-81) 
the average ratio had increased still further, to 17.5 percent.3 In some 
countries, the tax ratio nearly doubled over the twenty-five years prior 
to 1985. To be sure, many of these were nations such as Indonesia with 
a high share of exports in raw materials, wherein the tax base is readily 
accessible to the tax administration. But sizeable natural resource 
exports are not always behind sharp increases in tax ratios: in India the 
tax ratio rose from io percent in 196o to 20 percent in I984.

4 More 
generally, tax ratios rose in virtually all developing nations when there 
was a material decline in the share of agriculture in GDI,, and a rise in 
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the share of more easily taxed sectors dominated by large enterprises 
such as industry and mining. 

!n several cases where tax reform episodes have been identified with 
very sharp increases in tax ratios, these gains have proven sustainable. 
In other cases, the increase proved temporary. For example, South Korea, 
relying more strongly on improvements in reform of tax administration 
than on tax structure in its reform p;ograms of 1965-66, sought to 
increase tax collections by 40 percent through more effective enforce
ment alone. This ambitious target was not met, but within five years 
the Korean Revenue Service was able to reduce underreporting of per
sonal income by one third.' Also, the Colombian tax reform of 1974 
resulted in a 17 percent increase in the tax ratio for th: first year after 
the reform, from 9.0 percent to io 5percent.6 This relatively large gain, 
however, proved transitory, for reasons discussed below. The Indonesian 
reforms of 1983-84, initially designed to be revenue neutral, caused 
the share of nonoil taxes in CDP to rise by so percent by 1987, from 6 to 
9 percent, even as tax rates were generally reduced. Most of the increase 
in revenues arose from a new value-added tax installed in 1985. Indeed, 
successful revenue results from tax reform have been strongly associ
ated with implementation of value-added taxes in a very high propor
tion of cases. In the forty-odd developing countries that have adopted
the VAT in tax reform programs since z968, one of the variants of the 
VAT has tended to be something of a "money machine," in the sense 
that it has not been uncommon for the ratio of VAT revenues to GDP to 
exceed by at least 5o percent the ratio of the indirect taxes replaced by
the VAT, within three years of implementation. 7 Moreover, by 1984 the 
VAT had come to account for more than 20 percent of total tax revenues 
in nine LDCS,5 including (in declining order of revenue importance of 
the VAT) Chile (37 percent), Peru, Brazil, Colombia, Korea, Madagascar, 
Guatemala, Uruguay, and Tbrkey. 

The VAT has shown strong staying power as well; both in Brazil 1968 
adoption) and Chile {1974 adoption) VAT revenues in 1983 were more 
than 6 percent of GDP. More generally, the bulk of increased revenues 
from tax reform have come not from direct taxes on income, personal 
expenditure, and wealth emphasized by advocates of reform in the fifties 
and sixties, but from indirect taxes, including the VAT. This has been 
true not only for nations where redistributive goals have not been 
:ecently stressed in tax reform (Indonesia, Uruguay), but for those 
nations such as India and Nicaragua, where they have been empha
sized.' Examples of success in securing revenue objectives of tax reform 
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have been rare where the value-added tax has not been an element in 

Wartime Vietnam aside, the Japanese reform of i95o and 

Bolivian partial reform of 197311 are the only clear e..imples of revenue 
reform.'" 

failure in reforms involving the VAT, although the Argentine VAT 

(adopted in 1975) did not, in its first decade, display great revenue pro

ductivity and the VAT in Morocco has been severely hamstrung by exces
was neversive numbers of rates and exemptions. But the Japanese VAT 

introduced following its enactment; and Bolivia did ultimately install a 

revenue-productive flat-rate VAT in 1985-86. 
to revenue neutrality might be judged successful ifReforms geared 

actually revenue-enhancing, but not if revenue-sacrificing. The Japan

ese reforms, as noted, sought tax reduction at the national level (partic
for subnaularly for personal income taxes) and stronger tax sources 

tional governments (prefectures), implying roub h revenue neutrality for 

the package as a whole.'" In the event, the former was achieved, as total 

net tax revenue fell by 1o percent, with personal income tax revenues 

falling by 21 percent in 195o-5 t, the first 1,,ar of the reform.'" How

eve; the failure to implement the VAT for the prefectures meant that 

was not achieved. The postreform Japanese 

personal income tax presents an interesting phenomenon: over the next 

195o, personal income tax 

overall revenue neutrality 

fifteen years following the cut in rates in 

revenues grew at such a rapid pace that the government resorted to five 

separate rate reductions, " most notably in 1954 and 1955. It is left to 

future research to determine whether Japanese tax reform experience in 

the two decades after 1949 constitutes an object lesson supporting the 

less :estrained claims of the supply-side school of economics or those 

who argue that the better part of tax reform is sustained commitment 

to improved tax administration. 

The revenue yardstick indicates the clearest failures in cases of those 

that were either stillborn, partially implemented, orreform packages 
unduly delayed. Stillborn reforms include those in Liberia (1969), Bolivia 

(1976-77), and Ghana (1969-71). The Venezuelan reform package was 

implemented only in very small part in 1958. Tax reform languished for 

the next fifteen years, at which time many of the principal elements of 

the 1957 proposals were in fact adopted.s The Colombian package of 

1968-69 experienced a similar fate: bits and pieces were enacted (and 

some rescinded) from 1968 to 1972, but the core of the original propos

als was finally implemented in 1974. Both episodes suggest that delayed 

reform is not always lost reform. 

Revenue performance has, in any case, been one of the principal cri
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teria employed in judging the success or failure of tax reform programs.
Nevertheless, it is important to notL that a revenue-successful tax 
reform could be a failure, when seen from a wider, and arguably more 
appropriate, economic perspective. The "Please effect" cannot be 
ignored,16 nor can it be assumed that, where present, greater public
savings made possible by tax reform will be used for expenditures help
ful for development. 

B. Redistribution:Leveling Down and Leveling Up 
Previous sections identified a number of early reforms involving some 
significant stress upon income redistribution. Criteria for success in 
this arena would differ according to whatever the emphasis is upon rec
tifying problems of relative impoverishment (highly skewed income dis
tribution) or absolute impoverishment (a large share of the population 
at or below minimal subsistence levels of income).

Tax reiorms designed to ameliorate relative impoverishment tend to 
place heavier stress upon increasing progressivity at the upper tail of 
the income distribution, usually through steeply progressive rates in 
the personal income tax and/or by sharp increases in taxes on "luxury"
consumption. Tax reform designed to amend relative impoverishment
then, is concerned with leveling down after-tax incomes. By contrast, a 
reform geared to reduction of absolute impoverishment is concerned 
with leveling up, by making the very poor better off, or by insuring that 
tax reform itself does not make them worse off while at the same time 
channeling expanded tax revenues into pro-poor expenditures. Income 
tax reform can, as in Indonesia and Jamaica, contribute to leveling up
by epactment of personal exemptions high enough to insure that the 
poor fall outside the tax net. 

Examples of reform focused essentially upon "ILveling down" include 
both the Indian and Sri Lankan expenditure taxes of the mid- to late 
rift . - In both nations the expenditure tax affected only the uppermost
ends of the income distribution. Neither attempt was notably success
ful; the work of Bird and DeWulf suggest that tax policy designed with 
this redistributive goal in mind has generally been unsuccessful across 
developing c~untries; 7 examples of successful reforms focused primar
ily on leveling down are difficult to find. 

Rather, most reform programs have been hybrids, where redistribu
tive goals atr. concerned. Examples include the Colombian reform pro
posal of 1968-69, as well as the 1974 reform that incorporated many
elements of the 1968 proposals. In both, stress on heavier taxation of 
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capital income, pa;ticularly capital gains and income from wealth, was 

due largely to a desi1L to reduce relative impoverishment. But the reform 

package as proposed also called for higher taxation of alcohol and 

tobacco. However desirable on social grounds, heavier taxes on these 

items tend to increase tax burdens on low-income families, given low 

income elasticities of spending on both. At the same time, the Colom

bian reform program, as initially designed in 1968 and as implemented 

in 1974, also contained measures to level up the tax burden, by expand

ing exemptions of food under indirect taxes, and by reducing taxes on 

smatler rural land parcels. 
The Colombian reform of 1974 was moderately successful in leveling 

down for a short time: the initial impact of the reform may have shifted 

between 1.4 and 1.5percent of GDP away from the top quintile of the 

income distribution in 197 5-76. " Most of this gain, however, was dis

sipated after two years, for reasons i&'ntified earlier. 

TWo of the most recent comprehensive reforms of tax systems, those 

of Indonesia and amaica, stressed leveling up rather than levelingdown. 

Both eschewed steeply progressive rates, both for income and consump

tion taxes, instead concentrating on tax rate reduction and upon base

broadening. Both involved adoption of personal exemptions high 

enough to exclude the poorest 75 to 8o percent of families from the 

income tax base. The Indonesian income tax rate structure calls fo: a 

maximum rate of 35 percent, with two lower rates of 15 percent and 25 

percent; the Jamaican tax is imposed at a flat rate of ;33A percent. Thf! 

only feature in the entire l.idonesian package expressly concerned with 

"leveling down" was a special tax on such "luxury" items as autos and 

vcRS to complement the flat-rate vAr. Not surprisingly, the luxury tax, 

even at rates double those of the VAT, has accounted for less than 3 

percent of total indirect tax collections since the reform was imple

mented. In Indonesia, as in most developing countries, the share of 

"luxuries" in total consumption has been so small as to preclude sub

stantial collections from such taxes. 

C. Promotionof Economic Growth 

A recurring theme of tax refoem over the past four decades has been 

that of fostering growth through tax policy. But the reform-growth nexus 

as seen by many advocates of reform in the late eighties is very different 

from that commonly perceived in the fifties and early i96os. Growth

promoting tax reform was earlier widely thought to require manipula

tion of tax rates and tax bases to provide differential incentives for sei
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zure of opportunities for saving, investment, and industrial location 
identified by governments. Most of the reform programs fashioned for 
the fifties and sixties specified a variety of special reliefs or tax prefer
ences for this or that industry or occupation or region. A notable excep
tion, however, was the Japanese package of 1949-50, which was criti
cized at that time for the absence of such provisions.1 9 The principal 
architect of that reform, Carl Shoup, viewed such preferences as "having 
no place in the income tax law.":0 

By the 198os, many fiscal economists had come around to a similar 
conclusion on the efficacy of using tax preferences for promoting 
growth in this view that the tax system way best facilitate growth by 
focusing upon ti.e task for which tax systems are best suited: raising 
revenues to finance expenditures in noninflationary fashion. But an 
influential group of advocates of tax policy i-'r active promotion of 
growth did emerge in the eighties. According to this group, tax policy 
should focus upon tax rate reduction as a means of increasing growth. 

In recent years, some fragmentary evidence has appeared that points 
to an association between lower tax rates and high growth in some 
settings.2 1 And Chile 1975 -79) and India (three occasioas since -974) 
have experienced spurts in growth following reductions in the top mar
ginal rate of income tax. But beyond that, not much evidence indicat
ing a clear positive nexus between economic growth and tax rate reduc
tion in LDCs hat yet been published. 

Attitudes toward the implications of tax policy for economic growth 
will in any case depend heavily upon one's views as to the international 
mobility of capital. For much of the postwar period, economists as well 
as policymakers tended to view capital as essentially immobile across 
international borders. Immobility of capital was thought to be particu
larly characteristic for developing countries, where explicit controls on 
movement of capital tended to be far more pervasive than in developed 
countries. But quite apart from both the porosity of such controls (aris
ing from ineffective administration) and the fact that some developing 
countries such as Indonesia and Singapore impose little or no explicit 
limits on movements of foreign exchange, there is a growing body of 
evidence indicating a fairly high degree of international mobility of capi
tal, both for the world in general22 and for developing countries in 
particular.2 3 

The greater the international mobility of capital, the grrater are tLe 
constraints on taxation of capital by any one country. Tax reform in any 
given cuuntry that reduces the domestic after-tax rate of return to capi
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tal much below that available elsewhere incs:ases the likelihood of out
ward migration of capital, to locales where fter-tax returns have not 

been so curtailed. Seen this way, the connection between capital taxa
tion and growth is therefore relatively straightforward. Although mod
em growth theory no longer gives pride of place to the factor capital, no 

one has yet figured out how a country may sustain growth without 

steady growth in it. capital stock. To the extent that capital is required 
for growth, and to the extent that capital is mobile internationally, the 

lighter is the indicated taxation of income from capital, particularly in 

times when major capital exporting countries such as the United States 
and Britain hae reduced taxes on capital. Recent readings of the evi
dence on both the role of capital in growth and its mobility suggests 
that relatively high rates of capitol taxation are consistent with growth 

in LDCS only when they are easily avoided or evaded by capital owners 

large and small. 

D. Tax Simplilication 

The tax systems of most developing countries have, more often than 

not, been designed to conform to assumptions pr,vailing in very few of 
them: low rates of inflarion, a pl2ntitude of skilled administrators avail

able to operate inherently fcomplex income taxes, easy-to-follow "paper 

trails" in the conduct of bus'ness by the private sector, and presumed 
immobility of capital .cross national borders. 

In many cases, interactions among these assumptions, together with 
widespread utiitzation of tax preferences for promoion of growth, has 

yielded tmx systems of such complexity as to defy the intentions of the 
most eamest and best-provisioned tax administrators. Sustained rates 

of inflation, even when as low as 6 or 7 percent, engender very serious 

problems in defiring taxable income equitably, through the effects of 
inflation ir. distorting depreciation allowances and interest income and 

expenses. The presence of progressive tax rates compounds these prob
lems, particularly in environments of double-digit land increasingly, 
triple-digit) inflation that became all too common among developing 
countries in the 19eos. Inevitably, governments must provide taxpayers 

relief from the combined ravages of inflation and progressive -ates, or 
else acquiesce in the eventual collapse of the system. Granting of relief, 

whether in the form of complicated provisions for tax indexation, inev
itably results in greater complexity in tax laws and tax administration 
alike. 

The lack of reliable "paper trails" in the conduct of business leads to 
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increased reliance upon crude runi; s ..numb in assessment of taxes, 

such as the much vaunted and little proven forms of "presumptive taxa

tion!' Many of the above factors unite to complicate efforts to tax what 

is essentially untaxable for most LDCS: the overseas investment income 

o. the entrepreneurial and rentier class, whether businesspersons or 

civil servants. 
Over several decades, attempts have typically been to cope with such 

income tax difficulties on an essentially piecemepl bais, through layers 

of special provisions and decrees enacted with little reference to one 

another, only the vexing problems of immediate concert. Consequently, 

taxes that typically affect no more than 2 percent of the population 

and account for less than a sixth of revenues come to require upwards of 

9o percent of administrative rcsources. Ultimately, revenues may be 

sustained only through further increases in tax rates on steadily shrink

ing bases. 
When this point is reached, as in Indonesia 11983), Jamaica (1986), 

and Bolivia (1986),. tax simplification becomes attractive not only as a 

means of reducing needless costs of tax administration and compli

ance, but because the risk of revenue loss from reforms so motivated 

are low, and the possibility of efficiency gains high. 

E.Reform and Resource Al;ocation 

Tax systems impinge upon efficiency in resource allocation primarily 

through the effects of taxes upon incentives to save, invest, supply labor 

effort, and undertake risks. For developed countries, particalarly the 

United States, evidence nas been mounting that the adverse effects of 

taxes on these key incentiv,2s has given rise to welfare costs (excess 

burdens) that are not at all trivial. 4 Optimal tax theory provides rules 

for the design of tax structures that would allow these welfare costs to 

be minimized given sufficient infdormation on demand and supply elas

ticities. But because optimal tax theory to date has assumed that costs 

oi tax administration and compliance are nil, the theory f'nnishes few 

workable guidelines for reform of tax systems. For these -nd other rea

sons provided below (including income tax distribution considerations), 

optimal tx theory has yet to have much influence in shaping actual 

tax policy, notwithstanding its significant impact upon the way econo

mists view tax issues. 
25 

Since "optimal;ty" in real-world tax systems is at present unattain

able at any cost, tax reform directed toward more efficient resource allo 

cation is generally measured against conditions required for greater 
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neurality in taxation,26 particularly since optimal tax theory has pro

vided, to date, little assistance in identifying optimal departures from 

neutrality in taxation. This is generally taken to imply greater uni

formity in tax rates and generalityin not only the tax rules prescribed 

in tax structures but in mechanisms of tax administration. Greater gen

erality, then, requires both the broadening of tax bases to the extent 

possible, as well as more evenhandedness in tax administration. 

Movement toward greater uniformity and generality also reduces the 

scope for horizontal inequities in taxation, with implications for 

resource allocation that have not been widely appreciated even among 

those who have stressed the potential gains that may accrue from greater 

neutrality in taxation. Particularly in the taxation of capital income, 

apparenthorizontal inequities in tax law,e.g., lower rates of tax on one 

type of investment income relative to others, should result not in 

greater horizontal inequities, but in distortion in resource allocation 

(McLure, chapter io). This is because investors can be expected, ii la 

King and Fullerton 11984), to reallocate savings between investments 

until they earn the same aftei-tax rate of return in each. 

Until the 197os neutrality was not prominent among the explicit 

goals cited for tax reform programs in developing nations. Where pres

ent, neutrality as an objective of reform was typically implicit rather 

than explicit, serving to condition rather than define the shape of a-form 

proposals. Except for such notable exceptions as the Indian and Sri Lan

kan reforms of the late 19sos, most published reform proposals, how

ever, did call for greater uniformity (less dispersion) in tax rates. Simi

larly, arguments for reform generally evinced strong preferences for 

base-broadening and aversion to exemptions and tax preferences, except 

those deemed essential on grounds of income distribution. Emphasis 

on neutiality was most marked in the more recent reforms enacted in 

Indonesia, Jamaica, and Bolivia, but pursuit of greater neutrality in tax

ation also undergirded su~ch reform packages as those enacted in Japan 

and those proposed in Venezuela(1949-50) and Colombia 1(9861, 

(1957), Colombia (1i168-69, and again in 1986), Liberi: (1969), and
 

Bolivia (1976-77).
 

III. Critical Factors Underlying Success and Failure 

The three subsequent sections examine factors that have been associ

ated with some success in tax reform programs, those that may have 
those that have played acontributed to failures in others, as well as 
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major role in a limited number of cases. By the standards outlined inforegoing sections, few comprehensive reforms would qualify ascessful, even sucin the short term. There are, however, perhaps two dozenexamples of partial reforms that have encountered more than just amodicum of success. Most of the latter, moreover, have been instancesin which a vAr was adopted to replace other indirect taxes. As notedlater in this chapter, t'e decision to move to a vAT, in the LDC context,has been itself a factor in successful reforms, both comprehensive and

partial. 

(A) Short- andLonger-Term Successes 
Reforms that niet or exceeded revenue objectives have also tended tobe reforms that have gone further in satisfying redistributive, growth,simplification, and resource allocation goals, where these last four goalshave also been sought. This statement applies both to reform packagesgeared to revenue enhancement as well as revenue neutrality. However,there are exceptions: the Japanese reforms of 1949-50 were successfulin revenue terms for the central government tax system, but not that ofthe prefectures. Still, this reform episode could be classed as successful,if for no other reason than the fact that so much of what was implemented remained intact through 1987.Other comprehensive reforms that may qualify as successful in theshort term include those in Colombia and Chile in 1974, Indonesia in1984-85, and the personal income tax component of the phased Jamaican reforms of 1986 -87. Notable examples of the many successful partial reforms include the introduction of the VAT in Uruguay (1968) andBrazil (1969). Factors underlying success were different in different cases,but six may bo particularly significant.First and foremost, tax reform tends to be most successful when it
has been needed least. That is, the chances for successful comprehensive reform tend to be greatest when reform is not a response to severe
short-term fiscal crisis. Introduction of tax reform in response to acute
fiscal crisis increases the likelihood that the reform will be hurried and
probably poorly designed and certainly poorly implemented; it virtually guarantees that reform will emphasize tax structure rather thanneeded changes in the broader tax system, and that major implementa.

tion issues will be overlooked.
Acute fiscal crisis was absent in Japan as well as in Indonesia,1963-84; large infusions of foreign aid meant that Jamaica faced chronicbut not acute fiscal stress in the mid-i98os. In the latter two instances, 
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preparations for reform began more than two years before the effective 

date of the first reform legislation. Without the pressures of acute fiscal 

crisis, the architects of reform had in both cases sufficient time to devise 

and vet major changes in tax structure suitable for each setting, to con

sider parallel imr rovements in tax administration, and to plan inea

sures for smoothi ig implementation of the reforms. The success of the 

Japanese reform,, is all the more notable because of the very tight time 

constraints or the reform effort: most studies of reform options were 

completed within four months in 1949; by April of 195o much of the 

reform program was in place. 
Second, except for postwar Japan, the chances for successful reform 

appear to be greater when a VAT is involved. This was true for the 1974 

Chilean reforms, the 1984 Indonesian reform, and for all but one of the 

nearly 40 developing countries that have adopted one of the two most 

common forms of VAT since 1967. 
TWo factors seem responsible for the relatively high success rate for 

reforms involving the VAT. To begin with, the VAT has generally replaced 

archaic and essentially inadministrable forms of sales tax, such as 

multiple-stage turnover taxes and single-stage manufacturers' taxes. In 

addition, while the benefits of the self-enforcing features of the VAT are 

often overstated, the tax credit method of collection used in virtually 

all VAT countries not only makes evasion somewhat difficult inmore 

practice, but helps preserve the integrity of the VAT against those inter

ests seeking exemptions from the tax (chapter 4). This is because 

nonretail firms derive little or no benefit from exemptions, and as a 

practical matter, little or no benefit from zero-rating (the alternative to 

exemption) under the VAT. 27 

Third, the chances for successful tax reform are considerably 

enhanced when reform efiorts go well beyond mere changes in tax struc

ture, to fundamental reform of the broader tax system that also involves 

measures to simplify tax administration and compliance. Tax systems 

generally do not break down only because of the presence of defects in 

tax structure, but because long-standing flaws in tax structure aggra

vate underlying weaknesses in the machinery of tax administration. 

The Japanese reforms of 1949-- 5o were notable for a strong focus on 

tax administration. The early success of the Colombian reformas of 1974 

was due in significant part to major changes in the procedural and legal 

frameworks governing assessment, collection, and audit; judicial revo

cation of these changes in 1975-76 was the most significant factor in 

the undoing of the reform. The Indonesian and Jamaican reforms in the 
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mid-i98os involved unusually high stress on simplification of adminis
tration and procedural changes and also improvements in tax informa
tion systems, although the Indonesian reform as enacted delivered less 
than promised on all but the latter. 

Fourth, substantial attention to implementation issues seemed to 
augur well for successful tax reform, if the experiences from the small 
number of successful comprehensive reforms are any indication. Imple
mentation measures conducive to success include provision of expert
legal advice in drafting of actual reform legislation from the decision of 
policymakers, training of tax administration officials cu operate the 
reformed system, and even careful attention to the fashioning of new 
forms for filing of taxes. Both the recent Indonesian and Jamaican 
reform efforts placed very heavy stress upon insuring that draft legisla
tion reflected the intentions of policymakers and upon preparation of 
tax officials and taxpayers for the new tax regime; the Japanese and 
Indonesian reforms were very heavily publicized prior to enactment. 

Fifth, the few examples of successful comprehensive reform are asso
ciated with a relatively high degree of continuity among decisionmakers 
responsible for economic policy in general and tax policy in particular. 
Successful reforms in early postwar Japan, Indonesia in 1983-84, and 
Jamaica in 1986-87 were designed and implemented under the same 
chief executives, with no abrupt changes in the orientation of minis
ters of finance, the cabinet officials most crucial for success in tax 
reform. Finally, the 1974 Colombian reforms were designed and imple
mented essentially by the same team of Colombian economists that 
had participated in preparation of the 1968 package that was the precur
sor of the 1974 reform. Continuity in decisionmaking for tax policy 
seems essential not only to insure adoption of sensible reform, but to 
provide for the type of active follow-up that seems, increasingly, essen
tial for defending reform once it has been adopted. No tax reform pro
grams can anticipate all possible problems. Once enacted, obvious gaps
in legislation and in administrative resources tend to emerge in short 
order. Effective follow-up has often required the appointment of awatch
dog group committed to the success of the reform. Provision for such 
watchdog activity was made in Indonesia and Jamaica and, to a certain 
extent, in Colombia in 1974-75, but not in Venezuela, Liberia, or Bra
zil (chapter 8J. 

Sixth, successful reforms tend to place little or no reliance on "tax 
gadgets" or other "quick fixes" for fiscal problems. Such "gimmicks" 
include sales tax lotteries for receipts given by firms, most forms of 
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presumptive taxes, including those upon agriculture, and so-called self

assessment systems for taxes on property (chapter 9). 

Finally, the half-lives of successful tax reforms tend to be the longer, 
the larger the number of the fo7egoing six factors were initially present, 
and the longer they remained present. For example, the undoing of the 

Colombian reform of :974 coincided with an interruption of continu

ity in decisionmaking and the overturning of key procedural and adrnun

istrative provisions. 

(B) Failures 

Not many developing countries have consistently failed in implement

ing tax reform in the postwar period. Tax reforms that were stalled in 

i 959), Colombia (1968), and Bolivia (1977) were followed byVenezuela 
fairly successful reforms within a decade. The pcstwar history of a few 

developing countries is, however, studded with episodes involving failed 

attempts at tax reform. This has been particularly true for Peru, where 

therce '.as been no fundamental tax reform for three decades2' in spite of 
And virtually allmajor reform initiatives in 1968 and 1971-75. 


attempts at tax reform in Ghana and Pakistan from 1966 through 1986
 

ended in failure.
 
In general, economic factors responsible for failure of reforms actu

ally implemented, or for stillborn reforms, tend to be the obverse of the 

six factors that have tended to underlay succ 's. Reforms have usually 

failed when enacted in response to acute fiscal crisis; reforms not involv

ing a VAT have been predisposed to failure; reforms involving excessive 

tax structure at the expense oi attention to administrationfocus on 
issues tend to founder. Many reforms have failed because of inattention 

to implementation issues, lack of continuity in decisionmaking, and 

overreliance on tax gimmicks and "quick fixes" in tax administration. 

In addition, two other factors may have played a role in some instances 

of failure: excessive reliance upon perscnal income taxes in reform pro

grams; and vigorous opposition from the press. 

Successful reforms have tended to be those that have implemented 

tax systems designed to work with poor administration. Income taxes 

are, by several orders of magnitude, more difficult to administer than 

most forms of indirect consumption taxes, including the VAT. More 

over, there are very few examples of personal income taxes in LDCS that 

or four peicent of the population. For bothinvolve more than three 
reasons, reform programs relying heavily upon personal income taxes 

for revenue enhancement are not likely to be successful. 
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The press has played a notable role in predisposing certain elements 
of reform packages to failure. Tht! Japanese press sustained a barrage of 
criticism against the enactment of the prefectural VAT in 1949-5o,29
arguing that it was discriminatory against them. Much of the press in 
Colombia reacted negatively to the anncuncement of initiation of 
reform studies in 1968, so the torrent of press complaints after release 
of the proposals in 1969 was not surprising, but nevertheless effective 
in helping to throttle plans for immediate implementation. 

(C)IndeterminateFactors 

Some conditions have been important in affecting the outcomes of tax 
reform programs in zertain countries, but have played minor roles else
where. In this sense only, these factors may be seen as indeterminant. 
Previous chapters identified three particularly interesting, if inconclu
sive factors: the place of tax reform in a sequence of broad policy reform, 
the extent of involvement of foeign aid donors in financing and shap
ing reform, and the ability of governments to maintain a tolerable level 
of risk for potential opponents of tax reform. 

Recent literature in economic policy suggests that sequencing of 
major policy changes can matter gre2tly for the success rif the set of 
measures in question. Too few tax reform programs have been enacted 
as part of any clearly definable sequence to ailow any conclusive les
sons to be drawn on this rcore. Three experiences, however, do indicate 
that sequencing of reforms can matter, and that the place of tax reform 
in the sequence may be critical: the cases of Japan (1949-5o), Korea 
(1962-65), and hidonesia (1983-84). The Thrkish tax reform of 1985 
was also adopted as part of a broader sequence of policy reforms, and 
did encounter at least initial success.30 

The Japanese tax reform was the last in a sequence of major policy
changes imposed by General MacArthur, the Supreme Commander for 
the Allied Powers (SCAP) occupying Japan. In this case, lateness was a
problem: postmortems on the Shoup Mission that prepared the tax 
reforms invariably conclude that had the Shoup reforms been submit
ted in 1946 or even as late as 1948, a greater proportion of the plan
would have endured."' As it turns out, the first element in the sequence 
was an attempt, in 1946, to overhaul the Japanese tax administration,
which quickly foundered on basic deficiencies in tax structure and on 
a premature attempt to introduce "self assessnent under the income 
tax:' The second was the implementation of Draconian economic sta
bilization anti-inflation measures of the Dodge Mission in early 1949 

http:success.30
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lbefore the arrival of Shoup), which, it has been argued, limited the32 
revenue options that the Shoup Missicn could have proposed.

Tax reform was also late in the sequence of policy reforms in Korea in 

the early i96os, but in this case lateness was not a hindrance. Suc
in 1963-653cessful reforms in financial policies and trade policies 

preceded tax reform in 1966. The earlier reforms in the sequence 

smoothed the way for tax reform, by bringing stability and growth. 

These earlier successes may also have meant that the credibility of gov

ernment economic policy was well established by the time tax reform 

was introduced. 
The Indonesian tax reform of 1983-84 was also the last in a sequence 

of major policy adjustments to resticture the economy in the face of 

falling prices or natuial resource exports. Earlier in 1983, five major 

changes were adopted in domestic energy policy, government consump

tion and investment policy, exchange rate policy, and financial policy. 

In each case, the five previous reforms in the sequence were perceived 

to have been successful. The package as a whole theefore gained a mea

sure of public acceptance: the tax reform could then be presented as the 

last of six major belt-tightening policy adjustments required to gear the 

economy to an era of lower oil p:ices. 

Three cases, however, are insufficient for drawing generalizations 

about the best position for tax reform in any broader sequence of policy 

reforms. 
It is difficult to assess the role of aid donors, both bilateral and multi

lateral, in the success or failure of tax reform initiatives. To begin with, 

the role of donors in tax reform has varied greatly from country to coun

try. In any case, much depends on the nature of the involvement by the 

donor. Where the donor has been involved in long-term training and 

assistance in tax policy and/or tax administration in a particular coun

try (USAID in Jamaica and Korea, the IMF in Indonesia) donor involve

ment has often been associated with successful tax reform either 

to build up the domestic stock of specializedbecause it has helped 
talent required to implement tax reform or because it has yielded a 

stock of studies of critical tax issues. 

On the other hand, when aid donors become involved in tax re

form programs that are themselves responses to fiscal crisis, donor 

involvement may be .ssociated with failed tax reform. The reason 

has little to do with the competence of donor agencies, and not usually 

very much to do with local politics. Rather, because those reforms 

crafted to meet acute fiscal crisis are most likely to fail, donor in
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volvement in such reforms is not likely to yield successful results. 
Several donor-sponsored reform initiatives have been stillborn. These 

include those for Liberia, El Salvador, an early effort in Colombia in 
I95O, an early Chilean example (167), and Panama in the 197os. But a 
goodly number of efforts where donors have not been involved have 
suffered a similar fate, notably in Ghana (1969-71) and Bolivia (1976). 
Neither the Colombian reform proposals of 1968 nor the reform pack
age actually adopted in 1974 had any donor involvement, but the first 
met with little initial success, while the second did. Two recent, and 
appareiitly successful, reforms cloud the picture even further. The 
Indonesian tax reforms of 1983-84 (and indeed the whole sequence of 
six major policy adjustments in that periodl ,,.:e undertaken without 
donor involvement of any kind. On the other hand, aid donors did help 
to initiate succc..-ful tax reforin in Korea in the sixties primarily by 
withdrawing foreig i aid, thereby increasing the need for reliance on 
domestic resource mobilization. Donors also played a significant role 
in the recent Jamaican tax reform, the costs of which were largely borne 
by USAID. 

Finally, in some Latin American countries in particular, successful 
tax reform has depended upon the ability of incumbent governments to 
maintain a tolerable level of risk for the potential opponcats of tax 
reform. This has been the case most notably in Colombia and Chile, 
where some tax reform programs have been successful, but not in Peru, 
where postwar history shows no instances of successful tax reform. 
Ascher (chapter i It)concludes that effective political management of 
reform depends strongly upon whether groups threatened by the reform, 
e.g., landowners, rentiers, shopkeepers, or unions, perceive the risks of 
tax refoi m as limited or as open-ended. Successful reform has been asso
ciated with tax measures that limit the risks of reform to affected 
groups. Under such circumstances, such groups have proven willing to 
bear some additional-but predictably constrained-risks associated 
with tax reform. This is an important consideration inasmuch as no 
reform involves zero costs and risks for all groups in society. 

IV.Lessons from Experience 

At least seventeen principal lessons can be drawn from postwar experi
ence with tax reform in LDcs. Ten of these ai,: somewhat conclusive; 
the others are, while perhaps instructive, applicable to political and 
economic contexts of particular countries at particular times. 
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A. ConclusiveLessons 

HurriedReforms Are Generally Failed Reforms. Few successful reforms, 
whether comprehensive or partial in character, have been undertaken 
in response to acute revenue crisis. With the notable exceptions of occu. 

pied Japan and possibly the recent TUrkish reforms (1985;,"5 there are 
almost no examples of successful comprehensive reforms that were 
designed and implemented within months. The appropriate time hori
zon for successful tax reform is thus best c;.pressed in years, not 
months. 

Time is required not only to make a convincing case for reform, but 
to evaluate competing reform proposals and to scrutinize and vet data 
prepared in support of reform. Above all, time is required to take steps 
to insure that new tax structures will work well with poor administra
tion. Sulficient time was not available in the reform programs for Vene
zuela11957- 58), Colombia 11968-69), Liberia{ 1969), Ghana (1969-7o), 
or Bolivia (1976-77). Reform was aborted or long-delayed in all these 
cases. 

On the other hand, the recent, and apparently succcssful, tax reforms 
in Indonesia and Jamaica were developed over a period of years: four in 
Indonesia (counting a year devoted to implementation after enactment 
in 1983) and three in Jamaica, also counting a year of work on 
implementation. 

But years of preparation do not guarantee successful reform; neither 
does speed in implementation necessarily always lead to failure. The 
Bolivian reforms of 1986 were enacted after less than three months of 
preparation, in response to severe fiscal crisis, wherein the tax ratio had 
fallen from to percent to 2 percent in the two preceding years. The 
short-term revenue results were very favorable. 

Delayed Reform Is Not Necessarily Lost Reform. Reform programs 
ineeting with initial failure do not always represent wasted effort, pro
vi led they are "placed on the shelf," ready to be implemented at a more 
propitious time. We have seen that reform proposals in Venezuela (19571 
,nd Colombia (1968-69) formed diie basis for actual reforms imple

mented years later. On the other hand, the radical Bolivian reforms of 
1986 bore virtually no resemblance to comprehensive reform proposals 
crafted by expatriates in 1976-77. 

Refozm Must Focus on Tax Systems Including Tax Administration. 

One of the clearest lessons emerging from the postwar history of tax 

reform in LDCS is that while reform of tax structure ordinarily must 
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precede administrative reform (chapter 5), comprehensive reform efforts 
confined to tax structures are unlikely to succeed. This conclusion 
applies with almost equal force to programs of partial reform, including 
the many examples of successful switchovers to the VAT. 

Successful reform seems to require that tax administration be a cen
tral rather than peripheral focus of reform, This does not always require 
that tax reform result in charp and immediate improvements in tax 
administration and dramatic declines in tax evasion. But at a mini
mum experience indicates that structural reform must be explicitly 
designed to function well with weak administration. Moreover, experi
ence in some countries (chapters 2, 3, and 12) indicates that tax reform 
packages emphasizing anti-evasion measures can have strong political 
appeal, particularly when such measures reduce perceived horizontal 
and vertical inequities. This is particularly important for LnCs, where 
evasion may rival or surpass poor tax structure as a source of inequities 
(chapter to). 

While reform packages giving short shrift to administration have gen
erally not been successful, there has been at least one case (Korea 1966) 
where a series of reforms focused primarily upon administrative rather 
than structural issues has been fairly successful, although not to the 
extent sought by the architects of reform. 

Simplification and Rate Reduction Are Mutually Reinforcing. A 
worldwide movement in taxation has been discernible in the past 
decade: a palpable drift awoy from high marginal rates of tax (including 
marginal rates under income -axes and differentiated rates of sales tax), 
and away from fine-tuned tax structures, toward lowet and more un
form rates and simpler structures. Both simplification and rate reduc
tion have worked best where the other is present. Growing recognition 
of the extent of mobility of capital across international boundaries has 
contributed to downward pressure on high marginal tax rates in coun
try after country including Indonesia, Jamaica, Pakistan, India, Sri 
Lanka, and most recently Bolivia. Lower rates have contributed to 
simplification in several respects, not least of which is the role of lower 
tax rates in undermining arguments for complicated and difficult to 
administer tax incentives for the benefit of particular special interest 
groups. Enactment of generally lower rates reduces the reward for rent
seeking that accrue to those who seek and receive tax preferences. Also, 
reduction in height and dispersion of tax rates makes avoidance and 
evasion less attractive, and less feasible, for taxpayers. 

Revenue ShortfallsDoom Reform. Tax reforms that fall short of reve
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enhancement or revenue 
nue objectives, whether that goal is revenue 

neutrality,are unlikely to be successful in achieving nonrevenue objec

no examples of reforms involving revenuetives of reform. There are 

shortfalls wherein goals of either income redistribution or growth pro

motion were served. There may be examples wherein revenue goals of 

reform were badly unfulfilled and resource allocation goals realized, 

but such examples were not uncovered in this survey. 

Indirect TFax Reform Has Been a Major Focusof Successful Reform. 

Successful tax reforms have tended to be those emphasizing sales taxa

tion, and in particular the value-added tax. Except for Japan, where the 

VAT, first proposed in 1949, rei, ained unimplemented through 1987, 

this has been a discernible pattern associated with successful compre

the initially successful 1974 Colombianhensive reforms, although 

reforms did involve heavy emphasis upon income taxation. Partial 

1965, that have encountered success
reforms, particularly those since 

have been overwhelmingly indirect tax reforms, involving adoption of a 

VAT in virtually all cases. Among the family of value-added taxes, LDCS 

have tended strongly to adopt the type of tax pioneered in Latin Amer

ica in the late 196os and now utilized in all European Community iEc) 

countries: the consumption-type value-added tax, using the tax-credit 

method of collection and imposed oit the destination principle. Motc

over, developing countries have increasingly turned to the retail form of 

the VAT, as employed in the Ec. 

Implementation Is Crucial.It is not enough to ensure that reform in 

tax structures dovetails with administrative capacities. Succes.-ul tax 

reform requires detailed attention to implementation issues. Poorly 

chances for successful reform.
drafted reform legislation jeopardizes 

More than one reform has foundered because of inadequate preparation 

of tax collectors to administer the reform and/or unintelligible instruc

tax forms for new tax laws were
tions to taxpayers, or because nevw' 


unavailable or unsuitable.
 

T,x Reform, Incomt Redistribution,aad Growth. The implications 

of tax reform for income redistribution and economic growth remain to 

be verified. lIowevcr, the record does suggest that some income redistri

bution goals of tax reform have been easier to secure than others. Tax 

reforms that have sought to exclude the very poor from the tax net have 
reformsso. 

de3igned to bring about substantial permanent intfeases in the share of 

taxes paid by the top quartile of the income distribution have consis

tently failed in this respe.ct. Tax reforms geared to "leveling up" the 

generally been successful in doing On the other hand, 

http:respe.ct
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income distribution have had a much better record of success than those 
geared to "leveling down." 

The nexus between economic growth and tax policy in LDCS has not 
yet been well established. Nevertheless, certain tax reform programs 
are clearly more conducive to growth than others. Tax reform packages 
that ignore the realities of international mobility of capital are however 
likely to be inimical to economic growth. Deliberate use of the tax 
structure to actively encourage aggregate savings, and therefore capital 
formation, has tended to bring mixed blessings where such measures 
have been effective. On the other hand, even reforms that remove strong 
tax incentives for investment in marginal, inefficient economic sectors 
are clearly supportive of economic growth, as are reform measures that 
reduce needless disincentives for household and business saving. 

Effects of Developed Country Tax Policy on LDCS. It has never been 
clearer that LDC capacity to change tax systems and enact tax reform is 
significantly constrained by policies and events in capital-exporting 
countries. For example, changes in the tax law in the United States 
under the 1986 tax act had a profound effect on the ability of LDCS to 
collect income taxes on interest, since foreign depositors were exempted 
from U.S. withholding taxes on interest. The interaction of the foreign 
credit systet.. of capital exporting countries, as McLure has shown, 

a6has also had notable effects in limiting tax reform options for LDCS. 
Tax "Gadgets" Rarely Succeed. The realities of weak tax administra. 

tion and low standards of taxpayer compliance have caused many gov
ernments to resort to cleverly conceived but poorly implemented tax 
"gadgets" in attempts to bypass these pioblems. Bird (chapter 9, this 
volume) has identified five of the most commonly used "gadgets": lot
teries connected with sales taxes (Chile, Ecuador!, excessive reliance 
upon the "self-checking" features of the VAT (Korea), other types of "self
enforcing" methods of tax administration involving interlocking taxes 
(the Kaldor reforms in India and Sri Lanka), tax amnesties, and moves 
to computerize tax systems not accompanied by other fundamental 
changes in tax administration. 

In spite of the fact that such shopworn gadgets have proven ineffec
tive in virtually all developing countries that have adopted them, many 
of them continue to surface in tax reform programs with disturbing 
regularity, as in Indonesia (amnesties offered in 1985-861, Pakistan (pre
mature computerization in the reforms of 1987), and Korea (full cross
checking of all VAT returns through 1987). 

Withholding Systems Are Vital for Success in Income Taxation. Sev
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eral chapters in this volume (McLur; chapter 3; Bahl, chapter 5; and 

Bird, chapter 9) stress the centrality of comprehensive withholding sys

tems in the successful functioning of income taxes in LDCS. Income tax 

reforms that have failed to extend tax withholding much beyond the 

incomes of civil servants and the ver, largest business firms have gener

ally led to disappointing results. 

(B) Nonconclusive Lessons 

Comprehensivevs. PartialReforms. Experience does not allow any firm 

judgments as to the relative merits of comprehensive versus partial 

reform; the fact that a greater proportion of partial reforms have been 

successful may be due not so much to the noncomprehensiveness c" 

the reform effort, but to the fact that many such reforms involved impl

mentation of value-added tax. 
mComprehensive reform has worked best, however, when it has b 

undertaken in the absence of impending fiscal crisis, and when it has 

focused on the entire tax system, rather than merely upon tax struc

tures. 
Contemporaneousvs. PhasedReform. There have been few examples 

of wholly contemporaneous tax reforms. The Colombian reform of 1974 

was the closest to a fully contemporaneous reform, but this reform ran 

afoul of judicial review shortly after implementation. A few successful 

reforms, including that of Indonesia in 1983-84, were essentially con

temporaneous, but nevertheless involved some phasing in of reform 

measures over a two-year period. 

Phased reform has been attempted most recently in Jamaica; the ulti

mate success of this reform will depend in very large part upon effective 

implementation of a planned new VAT, scheduled for 1987-88. 

Sequencing of Reform. While the sequencing of policy adjustments 

may be extremely important for implementation of trade, exchange rate, 

and financial policies, there is no clear evidence that prospects for suc

dependent upon the existence of a sequence ofcessful tax reform are 


reforms, nor of the place of tax reform in that sequence. Nonetheless,
 
1983-84) does suggestthe experience of Korea (1966) and Indonesia 

that when a series of policy reforms are installed in sequence, chances 

of successful tax reform are not jeopardized by having tax reform last in 

the sequence. 
Aid Donorsand Reform. It is difficult to generalize about the impli

cations of involvement by aid donors in reform. Aid donors can play 

both an intrusive and a nonintrusive rolc in encouraging tax reform. 
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Examples of an intrusive role include "conditionality" attached to aid 
programs: where aid flows are made conditional on adoption of revenue
enhancing tax reform. The record of success here is unclear. But it is 
clear that nonintrusive involvement, such as the financing of whatever 
foreign skills are needed for tax reform, has proven important in several 
cases, as have long-term programs of assistance in tax administration 
sponsored by the Im4F and USAIn. It is also clear that a number of activi
ties of aid donors over the long term have often been critical in setting 
the stage for tax reform. To illustrate, aid donors have financed cadas
tral surveys of agricultural and urban land in numerous LDCS. Comple
tion of these surveys has removed the principal bottleneck to land tax 
reform in several instances. Further, training programs mounted by 
donor agencies have in many cases produced the very analysts that h.,ve 
been responsible for des'gn and implementation of later reform. And 
althougl. a number of successful reforms have been implemented with 
no involvement by donors, it is also true that many reform programs 
have failed without donor assistance. In any case, LDC governments in 
the 198os seem no less inclined to seek donor help in tax reform than 
was the case a quarter century earlier. 

OptimalTax Theory and Tax Reform. The impact of optimal tax the
ory upon tax reform programs in LDCs has to date been small and indi
rect. It has been small largely because the literature on optimal taxa
tion has not yet produced rules and criteia readily understandable by 
framers of tax policy because the theory assumes frictionless tax 
administration and compliance and because it assumes knowledge 
about elasticities that is not yet available. There has been an important 
indirect effect of optimal tax theory, however, in that it has affected the 
way many policy economists view tax reform. In particular, it has 
caused tiiem to sharpen as well as qualify many of the arguments long 
used to support shifts toward greater "neutrality" in taxation. It is now 
more widely recognized that "neutral" taxes are not necessarily 
"efficient" taxes or "optimal" taxes. While not nearly as intellectually 
satisfying a guide to ta:; policy as "optimal taxation," neutral taxation 
is to be preferred as a benchmark until such time as analysts are able to 
identify optimal departures from neutrality in real world policy set
tings, and until such time as administrative capacities are equal to the 
task of operating necessarily complicated optimal tax structures. In 
both developed and developing countries that time will not likely arrive 
before the twenty-first century. 

"lkansferabilityof Lessons. The tax reform experience surveyed in 
I 
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this paper suggests that lessons tend to be transferred from country to 
country frequently and with some rapidity. In the first two decades of 

postwar history, the direction of transfer of lessons was larg:ly from 

developed to developing countries. This may account for the strong 

emphasis upon income taxes in most early LDC reform episodes. Argua

bly, some wrong lessons were transferred, as advisers from developed 

countries--and LDC officials returning from study abroad-often 

tended to prescribe familiar tax policy changes more suitable to highly 

industrialized societies than to low-income naticns with low levels of 

literacy and even more lowly paid tax collectors. 

Beginning in the early 196os, significant lessons learned in develop

ing countries began to be transplanted to other LDCS. Some of these 

lessons proveJ instructive; particularly those learned about the VAT in 

Brazil and Uruguay beginning in 1968. Within two decades, nore than 

forty LDCS had adopted one or another form of VAT, and several others 

were considering the tax in 1987. As noted earlier, the tax has enjoyed a 

remarkable degree of revenue success in all but two or three instances 

where it had been adopted. 
PoliticalMileage From Tax Reform. To the extent that political fac

tors are considered in the economic literature on tax reform, they are 

viewed primarily as constraints to be broken or evaded. But chapter t2 

suggests that-contrary to conventional wisdom-:bere may be politi

cal mileage to be gained from implementation, or attempts to imple

ment, tax reform. This must have been so for Colombia (chapters 3, rz) 

and Uruguay (chapter 2), considering how many times governments 

there have undertaken tax reform. 

V. Conclusion 

This distillation of lessons from the variegated, rich experience in post

war tax reform in _Dcs has doubtless been strongly conditioned by the 

cases selected for intensive review, and may also unduly reflect undue 

personal involvement by the authors in many reform episodes. Both 

factors aigue for great care in deciding which lessons derived herein 

might be germane to situations in other nations that may contemplate 

fundamental tax reform over the next decade or so. It does seem clear 

that healthy skepticism is justified regarding exaggerated claims made 

for this or that tax innovation or this or that reform strategy. Tax rate 

reductions may promote growth in some settings; they may predispose 

a country to ruinous inflation and consequently low growth in others. 
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Marked shifts toward heavier reliance upon indirect taxes may be advis
able in sone countries but unnecessary in others, particularly those 
with rent-generating export sectorG that are easily accessible to the tax 
administration. 

The d.'fferences, after all, between the over one hundred developing
countries are at least as striking as any similarities between them. Even 
--. three lessons appear to be generally valid. First, tax systems are best 
suited to the task of raising revenues, and have not proven well suited as 
mcans for achieving other objectives. Second, successful tax policy
requires that tax administration be everywhere treated not as a periph
eral, but a central question in tax reform. Finally, the record of experi
ence in taxation in LDCs over the postwar period, particularly the last 
two decades, provides littl: justification for cynicism about tax reform. 
Successful tax reform has not been all that uncommon in the middle
income developing countries featured in this volume. It remains to be 
seen whether lessons gained from the experience of these countries 
will prove helpful in ieform of tax systems in the nearly forty African 
and South Asian Nations classified as low-income in the World Bank 
system of classification. 
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