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EXECUTIVE SUMMARY

Compared to developed economies, tax revenuesin dmog dl Latin American countries
are extremely low. In practice, these low tax recel pts mean that Latin American governments are
foregoing a substantial source of potentia resources for promoting economic development and

reducing poverty.

This paper explores the impact on Latin American government finances of having each
country in the region adopt atax system modeled — both with respect to the overal revenue
levels and the degree of progressivity — on the system currently in place in the United States. The
resulting additiond revenues flowing from the adoption of the US modd would be substantid.
The extra revenues from the US tax modd, for example, would alow most of the countriesin the
region to double current expenditures on education and hedlth. The additiona revenues would
a0 far exceed current levels of foreign assstance. In fact, a theleve of Latin Americaasa
whole, the additiond revenues from implementing a US-style system would be three times larger
than the total foreign assstance provided by dl the world's rich countries to dl the world's poor
countries.

The main obstacles to implementing US-style tax reform in the region are palitica, not
practical. Raising taxes through progressive means would require increasing the taxes paid by the
mogt politically powerful groupsin each country. In the best of al possible worlds, providing the
extra revenues needed for development through higher levels of foreign aid would be more just,
but a pragmatic view suggests that such resources are unlikely to be forthcoming.

Findly, in addition to providing resources critical to promoting growth and reducing
poverty, reorienting Latin American tax systems toward raising substantialy more taxesin a
more progressive way would aso have important positive effects on broader efforts to promote
trangparency and improve governance.




INTRODUCTION

For decades, the International Monetary Fund (IMF), the World Bank, the Inter-
American Development Bank (IDB), and other internationd organizations have
implicitly and explicitly promoted the United States as an economic modd for Latin
America At various times, policy-makers and economigts affiliated with these
organizations have urged Latin American countries to deregulate labor markets, liberdize
financid markets, open internaiond trade, enforce patents and copyrights, privatize
nationa industries, and take a variety of rdated actions al designed to remake the Latin
economies in the image of the United States.

Oreitem that is curioudy missing from the long ligt of US-inspired policy
precriptionsis a US-gyle tax system. Of dl the structural changes that Latin America
could carry out, however, none has the potentia that tax reform does to accelerate
economic development in the region —primarily by providing the resources needed for
greater investments in education, health, and basic infrastructure. Currently, tax revenues
in Latin America (except Brazil) are low by the standards of devel oped economies; and,
throughout the region, tax systems are strongly skewed toward regressive forms of
taxation that place a disproportionate burden on the poor. Implementing atax regime
modeled on the one in the United States would have two important advantages for Latin
America. Firgt, dmost without exception, a US-gyle tax system would subgtantialy
increase revenues available for awide range of growth-oriented and poverty-reducing
development projects.! In fact, smple calculations suggest that the extra revenue
available would swamp current levels of foreign assstance to the region from all nationa
and multilaterd sources. Moreover, these revenues would not only directly contribute
extraresources for development, but would also give nationd governments
macroeconomic breathing room to pursue dternatives to the deflationary policies
enshrined in the "Washington consensus.” A second advantage to a US-dyle tax system
isthat it would be sgnificantly more progressve than the tax regimes currently in place
intheregion. A US-style reform would raise substantia new revenues, but do so by
placing a much lower relative burden on the poor.

This paper first develops and gpplies asmple mode of the US tax structure to the
economies of 18 countriesin Latin America? The paper then compares the resulting
projected revenues to current tax receipts, current government expenditures, and foreign
aid recaived. Next, the paper consders five possible objections to the proposd. Findly,
the paper concludes with some generd observations on economic development and a set
of gpecific policy recommendationsin the area of tax policy for the region.

The focus of this paper istax policy, but tax reform cannot be considered
independently of government expenditures. Much of the discusson thet follows will aso
consder the role that the government expenditure on public services will play in
successful tax reform. Any kind of tax reform designed to raise additiona revenues will
fail if the population believes that the additional resources will be squandered through
corruption or incompetence; targeted toward a narrow section of the population; or, most
fatdly, used primarily to repay foreign debt.



APPLYING THE US TAX MODEL TO LATIN AMERICA

Some important differencesin revenue structures

The US tax system differs from the variety of tax programsin placein Latin
Americain severa key respects. Fird, tax revenues are much higher, as a share of gross
domestic product (GDP), in the United States than they are dmost everywherein Latin
America (see Figure 1).2 At the end of the 1990s, for example, totd tax revenuein the
United States amounted to 35.1% of GDP. In Latin America, only Brazil (38.1%)
collected more revenue as a share of GDP than the United States did. In the rest of the
region, the tax share of GDP in Latin Americaranged from alow of 10.3% in Guatemaa
to ahigh of 30.5% in Nicaragua.

Fig. 1. Tax revenueasshareof GDP, late 1990s
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Second, while direct comparisons are difficult to make, the US tax system is
amog certainly far more progressive than the tax collection regimes currently inforcein
every country in theregion. A definitive conclusion is hard to reach because few
countries in Latin America have tax incidence modds of the kind that the Congressiond
Budget Office (CBO) or the independent Ingtitute on Taxation and Economic Policy
(ITEP) use to assess the impact of tax policy on the income digtribution. Neverthel ess, we
can gtill safely conclude that the US system is more progressive because we do know



about the kinds of taxes in use in the United States and in Latin America, and about the
typica progressvity or regressvity of each of these types of taxes.

AsTable 1 demondrates, Latin American treasuries rely heavily on taxes on
goods and services, such as vaue-added, sales, and excise taxes, dl of which are
typicaly highly regressive. These types of taxes are typically regressve because the tax
rate on goods that are consumed are identica for al income levels. Since lower- and
middle-income individuds generdly consume amuch higher share of their tota income
than higher-income individuds, lower- and middle-income individuas end up paying a
higher share of their income in taxes than higher-income individuas do. Latin American
governments raise far less revenue from persona and corporate income taxes, which is
the most important revenue source in the United States and one that isfairly progressive,
even after tax changes early in the current Bush administration.*

TABLE 1
Current sources of central gover nment tax revenue, average of all available years, 1995-2000
(Percent of tota revenue)

Incomes

profits, & Goods & Socid Nontax

cap. gans SEIViCcES Security Exports Imports Other revenues
Argentina 144 404 276 0.2 8.7 29 8.6
Badlivia 6.8 474 110 0.0 55 105 180
Brazil 184 219 352 0.0 89 48 170
Chile 179 46.2 6.3 - - 43 172
Colombia A7 420 0.0 0.0 75 11 137
CodaRica 120 335 285 11 42 08 115
Dom. Rep. 16.7 334 39 0.0 125 10 7.6
B Sdvador 20.7 405 132 0.0 36 18 161
Guatemda -- -- - -- -- - --
Honduras - - - - - - -
Mexico 315 575 123 0.0 21 18 131
Nicaragua 121 58.1 132 0.0 41 0.0 77
Panama 190 -- 171 04 -- 40 330
Peru 200 494 81 0.0 116 42 145
Uruguay 129 36.9 29.2 01 58 9.8 84
Venezuda 303 29.1 33 0.0 110 25 282
United States 55.2 35 321 0.0 21 13 6.8

Notes Averages of available datafrom World Bank, World Devel opment I ndicators 2002.
Revenue shares do not sum to 100. Centra government revenues exclude state, provincid, and local
government revenues, included in anadysis below. Nontax revenues include revenues from: the sdle of
ail, gas, and other natura resources; profits from state-owned enterprises; privatizations; and other
SOUIrCes.



Tax sysemsin the United States and in most Latin America countries d<o differ
in athird respect. The United States raises a substantial share of itstota nationa tax
revenue at the state and local levd. IMF data suggests thet, in Latin America, only
Argentinaand Brazil collect acomparable share of revenue at the state or locdl leve.
(See Table 2, which provides a breakdown of tax revenue by federd, Sate, and loca
government.)

TABLE 2
Federal, state, and local tax revenues, 1990s
(Percent of GDP)
Tota Totd Federd Sodd

Year revenue federd - Soc. Sec. Security State Locd
Argentina 1998 229 138 82 5.6 9.1 -
Balivia 1999 229 179 165 15 12 37
Brazil 1998 331 259 176 83 101 21
Chile 1999 2.7 20.8 194 14 - 19
Colombia 1999 124 124 124 - - -
CodaRica 1999 199 199 141 5.8 - -
Dom Rep 1999 164 164 157 0.6 - -
Ecuador 1994 15.7 157 15.7 - - -
Bl Savador 1999 110 110 110 -- - -
Guatemda 1999 103 103 103 -- - -
Honduras 1999 19.6 19.6 - - - --
Mexico 1998 174 130 111 19 33 11
Nicaragua 1999 305 305 258 47 - -
Panama 1999 276 276 20.8 6.8 - -
Paraguay 1993 14.1 141 - - - -
Peru 1999 17.7 165 147 17 03 0.9
Uruguay 1999 28.3 283 20.7 76 - -
Venezuda 1999 17.2 17.2 16.3 0.9 - -
United States 1999 351 20.6 138 6.8 91 54

Notes Revenue datafrom IMF, Government Financial Statistics Yearbook, 2001, except the deta for
Honduras, which were taken, with GDP data, from the IMF, International Financial Statistics, various
issues. Federd, Sate, and local revenues exclude internationa grants and grants from higher levels of
government. For Guatemala, in 1993 (the latest year for which data are available), locd revenues were
about 0.3% of totd federd, sate, and locd revenues. For Nicaragua, in 1993 (latest year), locd revenues
were about 10.1% of tota federa, sate, and local revenues. For Paraguay, in 1988 (latest year),

socid security were about 15.2% of total federd revenues, extra-budgetary accounts were about 0.9%.

For Uruguay, in 1997 (latest year), total revenues and grants were about 12.7% of tota federd revenue,

but the IMF does not distinguish between revenues and grants. "--" indicates that the IMF does not

report for these categories. Federd includes extra-budgetary revenuesin Argentina (0.5), Bolivia (1.4),
Brazil (1.4), CostaRica (2.2), Dominican Republic (0.2), Panama (1.1), Peru (0.2), and Uruguay (1.7).

The large contribution of state and loca taxation to the total tax revenuesin the
United States has important implications for the andyss here. Since state and loca tax



gysemsin the United States, like those in most of Latin American, rely heavily on
regressive forms of taxation such as saes, excise, and property taxes, the total US tax
system is sgnificantly less progressive than it would be if dl revenues were raised

through the federal system adone.® Since the federa income tax system isfairly
progressive and congtitutes the most important overal source of tax revenue in the United
States, the combined federd, state, and local tax system in the United States, however,
remains progressive and certainly more progressive than the current sysemsin Létin
America®

A simple model of US tax structure

The amplest way to gauge the fiscd impact of implementing aUS-gyle tax
system in Latin Americawould be to apply the percentage of tota tax revenuesin GDP
in the United States to each country in the region. As Figure 1 demonstrated, this crude
gpproach suggests large potentid increasesin tax revenue for dmost dl of the countries
in the region. Since totdl US tax revenues under 2001 tax law are about 35% of GDP,
implementing a US-gtyle system would, roughly spesking, raise extra revenues ranging
from about five percentage points of GDP in Nicaragua to 25 percentage pointsin
Guatemda.”

The analysis that follows below, however, uses a dightly more sophisticated tax
mode that takes distributiond effects of the US tax system into account. The approach is
to maich the effective tax rates that gpply to different pointsin the US distribution of
income (bottom 20%, next 20%, and so on) to the actual amounts of income earned at the
corresponding point in the nationa income distributionsin Latin America® In principle
gnce the US tax system is progressive and incomes in Latin Americaare even more
unequdly didributed than they are in the United States, application of a US-gtyletax
system in Latin American countries would raise proportionaly more revenues there than
the same system does in the United States.® In practice, however, administrative
difficulties in implementing an expanded tax collection system —especidly at the
beginning of such an effort— amost certainly mean that the modd will overdate potentid
revenuesin Latin Americaunder aUS model. The discussion below of possble
objections to the application of the US tax modd will return to thisissue.

Tables 3, 4, and 5 sketch the steps involved in gpplying this distribution-based
modd to the income digributionsin Latin America. Table 3 reports data from the World
Bank on the didribution of incomein Latin America and the United States. The first four
columns show the share of nationd income (generdly at the end of the 1990s) received
by each of the bottom four income quintiles; the last two columns show the income
received by the next ten percent and the top ten percent of the distribution. The data
demondrate the high leve of income inequdlity in al countries, including the United
States, but dso show that the United States is generdly more equa than Latin America
In the United States, for example, the wedlthiest 10% controls 30.5% of nationa income,
the smdlest share of any country in the table. The bottom quintile of the digtribution in
the United States receives only 5.2% of nationd income, but this is higher than every



country in Latin America except Uruguay (5.5%), with the Dominican Republic close

behind, at 5.1%.

TABLE 3

Distribution of income or consumption, by quintile, 1990s

(Percent of total income or consumption)

Bottom Incomefifth Top

Year tenth Bottom  Second Middle  Fourth Top tenth

Argentina 1996 15 4.3 86 132 208 529 359
Balivia 1999 13 4.0 9.2 14.8 229 491 320
Brazil 1998 0.7 22 54 101 183 64.1 480
Chile 1998 13 33 6.5 109 184 61.0 456
Colombia 1996 11 30 6.6 111 184 60.9 46.1
CostaRica 1997 17 45 89 141 216 51.0 346
Dom. Rep. 1998 21 51 86 130 20.0 53.3 379
Ecuador 1995 22 54 94 142 213 9.7 338
B Sdvador 1998 12 33 7.3 124 20.7 56.4 395
Guatemda 1998 16 38 6.8 109 179 60.6 46.0
Hondures 1998 0.6 22 6.4 118 20.3 59.4 27
Mexico 1998 13 35 7.3 121 197 574 1.7
Nicaragua 1998 0.7 23 59 104 179 63.6 488
Panama 1997 12 36 81 136 219 52.8 35.7
Paraguay 1998 05 19 6.0 114 20.1 60.7 438
Peru 1996 16 44 9.1 141 213 512 354
Uruguay 1989 21 54 100 14.8 215 48.3 327
Venezuda 1998 08 30 82 138 218 532 36.5
United States 1997 18 5.2 105 156 224 464 305

Notes Datafor al countries except Argentinafrom World Bank, World Devel opment Indicators

2002, CD, series SI.DST. Daafor Argenting, which refer to Greeter Buenos Airesonly, are
from Inter-American Deve opment Bank, Economic and Socid Progressin Lain America
1998-1999 Report, Appendix Table 1.2, p. 25.

Table 4 shows the effective tax ratesin the United States under 2001 tax law for
the same categories of the income digtribution presented in Table 3. According to the
table, taxpayers in the bottom quintile of the US income digtribution pay, on average,
16.7% of their income in federa, state, and local taxes; the top 10%, meanwhile, pay
about 36.4%.1° Unfortunately, comparable breakdowns for the Latin American countries
andyzed here are not available. Asthe earlier discussion emphasized, however, if such
datawere available, for dmost dl countries the average rates under exigting tax systems
would be lower & each point in the income didiribution (relative to the combined US
federa, date, and loca system), and effective tax rates would be flat or fdling asincome
rose.



TABLE 4
Effectivetax ratesin the United States, approximating 2001 tax law

(Percent)

Totd federd,
Income group Federd Sate & locd date & locd
Bottom 20% 53 114 16.7
Second 20% 128 103 231
Middle 20% 16.7 9.6 26.3
Fourth 20% 200 88 288
Next 10% 257 7.7 334
Top 10% 294 70 364

Notes Federd effective tax rates under 2001 tax law from Congressiond
Budget Office, Historical Effective Tax Rates, 1979-1997, Prdiminary
Edition, May 2001, Table G-1a Average effective state & local tax ratesfor
2002 from Ingtitute on Taxation & Economic Policy, Who Pays?

A Distributional Analysis of the Tax Systemfor All 50 States,

2nd Edition, January 2003, p. 118.

Table 5 presents the results of gpplying the UStotd effective tax ratesin Table 4
to each of the national income distributionsin Table 3.* To smplify comparisons, the
first column of the table shows an estimate, based on IMF data, of current total revenues
under the exigting tax system in each country. The second column of the table reports the
additiona revenue that the country would receive if the same effective tax rates asthe
United States were applied to the existing nationdl distribution of income*? In every case,
except Brazil, the resulting increases in revenue would be large rlive to nationd
income, ranging from about two percentage points of GDP for Nicaragua (1.9) and
Uruguay (2.1) to 12 percentage points or more of GDP for Colombia (19.6), Dominican
Republic (14.6), Ecuador (14.8), El Salvador (20.5), Guatemaa (21.5), Honduras (12.3),
Mexico (14.2), Peru (13.2), and Venezuela (14.0).

If used effectively, these additiona revenues could make a subgtantia
contribution to national economic and socia development. The scale of additiond funds
islarge relaive both to current expenditures and development needs. The third and fourth
columns of Table 5 compare the extra revenues with current public spending on
education and hedlth. With the exception of Brazil, Nicaragua, Panama, and Uruguay, the
additiond revenues from a US-gyle tax system would dlow at least a doubling of current
public expenditures on ether education or hedlth care. In dl but five of the countriesin
the region, the additiona revenues would alow the smultaneous doubling of public
expenditures on both education and hedth.

While using the additiona funds to reduce fiscal deficits would generdly have a
detrimenta impact on long-term economic development, the additiona revenues would
aso be large enough to iminate the fisca deficit in every country in the region, except
Brazil (where the average deficit at the end of the 1990s was large, and where applying
the smple mode of the US tax structure would actualy lower revenues). These



additiona tax receipts are, in most countries, aso larger than interest payments on
foreign debt (exceptions are Nicaragua, Panama, and Uruguay).

TABLES
Rdative size of extratax revenue under the UStax model
(Percent of GDP)
Comparisons (1995-2000 average)

Current Extra Public spending Surplus Interest on Foreign aid

revenue revenue Education Hesdlth or deficit ~ foreign debt recaived
Argentina 229 80 37 10 -1.9 34 0.0
Balivia 229 78 5.3 3.7 -25 31 85
Brazil 381 -5.7 4.8 29 -75 17 00
Chile 27 9.2 34 28 10 21 0.2
Colombia 124 196 33 45 -4.4 30 0.2
CostaRica 199 109 45 5.0 -1.8 33 01
Dom. Rep. 164 146 20 18 0.2 21 01
Ecuador 157 14.8 32 21 - - 10
Bl Sdvador 110 205 23 28 -0.6 19 22
Guatemda 103 215 18 17 - - 14
Honduras 196 123 38 37 - - 90
Mexico 174 142 - 24 -1.0 48 00
Nicaragua 305 19 35 8.7 -25 95 312
Panama 276 34 50 53 04 5.8 04
Paraguay 141 180 4.0 16 - - 11
Peru 177 132 32 24 -0.3 30 0.7
Uruguay 28.3 21 2.7 23 -2.0 35 0.2
Venezuda 172 140 -- 24 -1.3 3.7 00

Notes: Additiona revenue calculated by applying US effective tax ratesin Table 4 to income distributions

in Table 3 and comparing resulting revenues to current revenues from Table 2. Rest of series are 1995-2000 average
from World Bank, World Development Indicators 2002, CD: public spending on education (series
SEXPD.TOTL.GD.ZS); hedth (SH.XPD.PUBL.ZS); sarvice on public and publicly guaranteed debt
(DT.TDSDPPG.RV.ZS); surplusor deficit (GB.BAL.OVRL.GD.ZS) and foreign aid received
(DT.ODA.ALLD.CD).

Perhaps the most reveding comparison, however, is with respect to foreign aid.
The last column of Table 5 reports the average amount of foreign aid received in each
country over the period 1995-2000. The mogt gtriking festure is how small foreign aid is
asashareof GDPin dl but afew of the poorest countries in the region (Bolivia 8.5% of
GDP; Honduras, 9.0%; and Nicaragua, 31.2%). In therest of the region, foreign aid is
between 0.0% and 2.2% of GDP, well below the additiona revenues available from
implementing aUS-gyle tax system.

The emphasis so far has been soldly on the extra revenue that a US-gyle sysem
could generate. As mentioned above, an important secondary benefit —which would apply
even in Brazil, where the current tax regime aready raises more revenues than aUS-gyle



system would— is that the US modd would raise taxes in amore equitable fashion than
exiding, regressve, regiond tax systems.

PossiBLE OBJECTIONS

Any plan to raise any tax anywhere will encounter some degree of palitica
opposition as well as some adminidrative condraints. This section consdersfive possible
objections.

1. Higher taxeswould hurt growth.

The impact of taxes on economic growth depends crucidly on how the tax
revenues are spent. Standard economic theory implies that taxes™ distort economic
decisons and, therefore, in principle reduce economic well-being relative to aworld
without taxes. Thiskind of economic analys's, however, largely ignores the expenditure
sde of taxes. Uncritica gpplication of standard theory predicts, for example, that a
country with no taxes would grow fagter than one with a"moderate”’ (for argument's
sake) tax burden. Common sense suggests, however, that businessesin the country with
no taxes would quickly experience ahogt of problems such as sending and receiving
goods on decaying roads, ports, and airports or finding hedthy, educated workers.

In practice, the real impact of taxation on growth depends fundamentaly on a
variety of factorsincluding the structure and enforcement of the tax system and the
expenditures toward which taxes go. In fact, international experience provides no support
for the notion that lower taxes mean faster growth. Since the end of World War 11, for
example, per capita GDP growth has been higher in Europe than it has been in the United
States, despite generdly much higher tax ratesin Europe. In Latin Americaitsdf, taxes
seem to have no impact on growth rates either. For each country in the region, Figure 2
plots the average annual growth in GDP per capita between 1980 and 2000 againg the
corresponding nationd tax burden at the end of the 1990s. The two variables show no
apparent relationship.**

If additiond tax revenues dlow a substantia increase in gpending on education,
hedlth, and basic infrastructure —d| of which would work to improve national 1abor
productivity— higher taxes should promote and sustain growth, not undermineiit. In the
end, success in an increasingly globaized world dmogt certainly requires higher, not
lower, taxes. AsIMF economidgts Vito Tanzi and Howell Zee (2000) have observed:
"[Emerging markets] will probably need a higher tax level, because of the need to pursue
agovernment role closer to that of the industria countries that have twice the tax
burden.” (p. 30)



Fig. 2. Relationship between taxes and growth in
Latin America
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Tax revenues as share of GDP, late 1990s

Sources: Author's andysis of Table 2 and World Bank, World Devel opment Indicators
2002, Table2.2.

2. It'snot practical: Latin American governmentslack administrative
capacity.

Mogt governmentsin Latin Americawould certainly face difficulty, at least a the
beginning, matching the efficiency of the US Internal Revenue Service or comparable
European tax services. As aresult, the estimates of extrarevenuesin Table 5 may be
higher than can reasonably be expected, especidly in the early stages of reform.
Nevertheless, with political will and gppropriate adminigrative reforms, Latin American
governments could move steedily from current low tax revenues toward the higher rates
currently achieved by the United States — especidly if the higher revenues were clearly
linked to better education, hedlth, and other public services. In fact, theideathat Latin
American countries couldn't possibly succeed in efforts to increase revenues stands a
odds with core bdliefs of the Washington consensus, which assumes dsewhere that Latin
governments are fully cgpable of:: regulating newly liberdized financid markets, private
banks, and privatized energy, telecommunications, financia, water, and other companies,
implementing and administering vast systems of persond retirement accounts; enforcing
software and other copyrights and patents; guaranteeing afar and effective civil justice
system for business law; and undertaking ahost of smilar kinds of highly sophisticated
governmental operations. Tax adminigtration is certainly no more complicated than many
of these other tasks routinely assumed to be within the cgpabilities of Latin American
governments. To the extent that administrative capacity is limited, few of the competing
demands posed by the Washington consensus offer nearly the medium- or long-term
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potentia that greater revenues for education, hedth, and basic infrastructure do for
promoting growth or reducing poverty.

The higtorical experience of the United States may aso be indtructivein this
respect. In 1947, the United States had a GDP per capitain 1996 dollars that was about
$10,300 per year, which isless than the World Bank's estimate of GDP per capita (on a
purchasing-power-parity basis) in 2000 for Argentina ($12,377), not far ahead of the
Chile ($9,417), Costa Rica ($8,650), Mexico ($9,023), Uruguay ($9,035), and lessthan
twice theleve for Brazil ($7,625), Colombia ($6,248), the Dominican Republic ($6,033),
Panama ($6,000), and Venezuela ($5,794).%° 1n 1947, though, the United States already
raised 56.6% of itstotal tax revenue from persona and corporate income taxes, well
ahead of comparable figures for Latin Americain the first column of Table 1.1° The
fundamenta barriers to implementing effective, progrve income and corporate taxes
are, therefore, not related to nationa income levels.™’

Nevertheless, many obstacles to effective tax adminigtration are certainly at work
in Latin America. In the poorest countries, some of these barriers may, in fact, sem from
the current low level of taxation itsdlf, which reduces the efficiency of government
agencies and the professonaism of civil servants. The way to bresk thislogjam is
through a concerted effort, perhgps with internationa support, to raise taxes sufficiently
to ensure adequate funding of government services. An added advantage of such an effort
isthat a strong and respected tax agency, free of the taint of corruption, would offer
important spilloversin financid-market regulation, banking regulation, the civil court
system (especialy with respect to business law), and esewhere. The resulting benefits to
the business climate could be far-reaching and reinforce a positive tax-fueled growth
gpird based on rising labor productivity.

3. It'snot fair: Aid, not taxes.

Rdative to a sysem where wedthier countries —and particularly wedthier peoplein
wesdthier countries— provide generous foreign aid to aleviate poverty and promote long-
term devel opment, gpplying the US tax model to Latin Americais certainly not fair. In
the absence of large-scale aid, of the sort that the United States provided to Europe after
World War 11,*8 and, in apolitical context where the future prospects of large-scale aid
are negligible, pragmatism arguesin favor of encouraging poor countries to mobilize
more of their own resources for development, particularly for education and hedth
expenditures and poverty-dleviation programs, where foreign ad is, in any case,
generaly not forthcoming.'® As Table 6 illustrates, the additional tax-financed funds that
would be available to just the 18 Latin American countries analyzed here would amount
to over three times more resources than the world's advanced economies currently offer
inadto all developing countries. In fact, the resulting extratax revenuesin Latin
Americawould exceed all net public and private flows fromall rich countriesto all poor
countries. Tax revenues would have the added advantage of being free of the political
gtrings and development fashions that often make foreign assistance far less hdpful for
development than it should be.
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TABLEG6

Aid versustaxes, 2000
(USS hillions)

(a) All official development assistance

Bilatera grants 330
Bilaterd loans 30
Contributions to

multilatera ingtitutions 17.7
Tota 53.7

(b) All private flowsto developing countries

Foreign direct

investment 67.2
Other private flows 73
Total 745

(c) Grants by non-gover nmental organizations
Total 6.9
(b) Additional revenue under UStax model

Totd (excluding Brazil) 1674
Total (8)+(b)+(c) 135.2

Notes: Net official development assistance, private
capita flows, and NGO grantsto al part | countries
(including countries outside Latin America) from all
Devdopment Assistance Committee members, from
World Bank, World Devel opment Indicators 2002,
Table 6.8. Additiond revenue under UStax modd
based on author's ca culaions used to produce Table

5; if Brazil lowered tax revenuesto the level implicit
in the US modd, the Latin American regiond total
would be $133 hillion.

4. 1t'snot fair: The poor in poor countries shouldn't haveto pay.

Again, rdative to a system based on large-scde ad transfers from rich countries,
raising taxes —including taxes on the poor— in Latin Americais certainly not fair. But, the
poor dready bear asignificant portion of the tax burdenin Latin America because so
much of the tax base there relies on regressive taxes. Under a US-gtyle system, Latin

12



governments would raise more funds, but the reative share of the total burden (if not the
absolute level of the burden) borne by the poor would decline.

The crucid issue of fairness, in this context, however, does not depend solely on
the progressvity of the tax structure. The relevant calculation isthe progressivity of the
combined tax and expenditure system. If substantialy increased tax revenues fund
education, hedth, basic infrastructure projects, and direct-poverty dleviation programs
that disproportionately benefit the poor, even aregressve tax system based on vaue-
added or smilar taxes can be progressive —after the corresponding expenditures are taken
into congderation.

A crudd and closdly related issue is the effectiveness with which regiond
governments use new funds to ddiver public goods and services effectively. A mgor
political barrier to increasing taxes is the widespread perception that tax revenues will be
sguandered by incompetent or corrupt public sectors —or used primarily to pay off
international debt. In the end, then, the ultimate fairness of atax system depends most
fundamentaly on the nature and effectiveness of public spending made possible by the
greater revenues. The recent history of Brazil provides a useful example. Brazil rasesfar
more tax revenue as a share of GDP than any other country in Latin America (see Figure
1), but spends less than many other governments in the region on education and hedlth
(aso asashare of GDP, see Table 5). Rdlative to the rest of the region, none of the
additiona tax revenues in Brazil have gone to increasing expenditures in these areas that
are crucial to economic development and the dleviation of poverty.?°

Current low levels of government revenue severely redtrict the scope for Latin
governments to play aposdtive role in development and poverty dleviation through
intelligent gpplication of subsdies on public goods and services, taking advantage of
economies of scalein ddivery of many public and private goods and services, and the
coordination of consumption of public services, including health and education.
Governments can use these and other means to facilitate the poor's access to key goods
and sarvices that might otherwise be difficult for the poor and even the middle class to
buy in private markets.

5. It'snot practical: Onesizefitsall policies are doomed in diverse Latin
America.

Thisisacompdling argument, but, as with the preceding concerns about
adminigtrative capabilities, it is gpplied sdectivdy. If the US tax modd is not gppropriate
for the diverse economies of the region, isthe US model any more gppropriate for
banking, financial markets, copyright and patent law, civil law, or labor-market policies?
Almogt certainly, the US tax modd is not gppropriate for each and every country in Latin
America The United States has astrongly federa system, with an important share of
taxes (especidly for education) collected at the state and loca level. The state-and-loca
tax system in the United Statesis regressive (ITEP, 2002) and incompatible with the
politica sructure and traditionsin many Latin American countries. Many Latin
economies have large shares of their workforce in low-income saf-employment and in
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jobs in micro-enterprise thet lie outside the currently taxed economy. Incorporating these
income earners into the tax-and- benefit system is a chdlenge under any proposed tax
system. Nevertheless, implementing the broad lines of the current US system — higher
taxes, raised more progressively —would improve the position of most of the population
in every country in the region.

CONCLUSIONSAND RECOMMENDATIONS

In the end, the principa reason why Latin American countries have not adopted
US-gyle tax systems has little or nothing to do with the objections raised in the preceding
section. The fundamenta barrier to raisng more taxes and raisng them more
progressively isthat such action would require increasing the taxes paid by the most
politically powerful groups in each country.?* Moreover, to the extent that the extra
revenues flow disproportionately to the poor — in the form of higher expenditures on
education, hedlth, basic infrastructure, and poverty dleviaion — higher taxes dso threaten
to lower the rdative standing of wedthier and more powerful groups, evenif the
resulting boost to development leaves al sectorsin society better off.

Thefollowing four-point plan represents one reasonable trandation of the generd
lines of the US tax mode to Latin America. A feature of any successful reform that cuts
across these specificsis the need to creete political will for tax reform among
governments, the generd population, and nationd dlites.

1. Latin American gover nments should implement a national, progressive,
incometax —or, if oneisalready in place— significantly expand the existing
system.

IMF and World Bank recommendations on existing income taxes have placed
ggnificant emphasis on amplifying and lowering tax rates for top taxpayers (ostensibly,
in order to reduce incentives for tax evasion). Rather than taking an ideologica
opposition to these kinds of reforms, advocates of expanded tax revenue should judge the
merits of each of these reforms based on the actua outcomes. Reforms that raise effective
tax rates to reasonable target levels for taxpayers at the middle and the top of the income
digribution are fine —however tax-policy specifics are tweaked to achieve these higher
efective rates. If reforms leave revenues below targets, though, margina rates should
rise until revenue meets agreed targets.

With respect to taxation in developing countries, both the IMF and the World
Bank have taken generdly positive postions, including support for greeter levels of tax
revenue. Relaive to other economic reforms pushed by these organizations, however,
both organizations have typicaly pulled their punches on taxes, particularly when it
comes to implementing progressive measures such as income taxes.>? Nationd
organizations seeking poverty dleviation, many of which find themselves perennidly at
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loggerheads with the IMF and World Bank, should seize the opportunity to support the
IMF and the World Bank's efforts to raise revenues, often over the objection of nationa
elites.

2. Latin American gover nments should work to moder nize national tax-
collection agencies.

Tax-collection agencies should become the centrd focus of effortsto
professondize civil services, improve transparency, and reduce corruption. Key eements
of these adminidtrative reforms would include improving professiond recognition and
rewards for tax collectors, aswell as careful independent monitoring to reduce
opportunities for bribery and corruption. A specid emphasis on the tax system in broader
efforts to improve democracy and transparency islikely to have large spilloversto other
aress of nationd, state, and loca governance. As part of the modernization process, a
logica place for Latin governments to start would be by ingtituting or expanding
programs to improve "large taxpayers compliance” (see IMF, 2002).

3. Latin American gover nments should work at the regional level to
discour age — even to penalize—" tax competition” among themselves.

Tax competition punishes individua governments that take steps to raise revenues
necessary for long-term development. At itsworg, tax competition —especidly with
respect to corporate income taxes, but also in relation to personal income taxes— could
gpark arace to the bottom, as countries dash tax rates to attract foreign investors. At the
globd leve, such competition haslittle impact on the total leve of investment (only
where it takes place), but such competition threatens to leave al countries without the
resources they need for basic government functions and essentia public investment for
development. Encouraging and coordinating such activity would represent a potentialy
positive role for internationd organizations such as the IMF, the World Bank, and the
I nter- American Development Bank.

4. Latin American gover nments should pledge that additional tax revenues
will go exclusively to education, health, basic infrastructure, and poverty
alleviation.

Asthe recent "impuestazo” protests against proposed tax increasesin Bolivia
underscore, any attempt to increase taxes will be unsugtainable paliticaly if inefficiency
or corruption block the delivery of needed services, or if there is a perception that the
extraresources will be used to meet internationa debt payments. To ensure that tax
reform succeeds, governments will amost certainly have to ensure that the extra revenues
will be eermarked for essentia public services such as education, hedth care, water, and
eectricity. Just as importantly, governments will then have to succeed in ddivering
expanded and improved services, in ways that directly benefit the poor and middle class
mgorities.
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Such aplan, inspired by some of the basic principles of the US tax code, has the
potential to make substantia resources available for economic and socid development in
Latin America. With few exceptions, tax systemsin Latin America currently fdl far short
of rasng even the relatively low levels of tax revenue raised in the business-friendly
United States. All of the current Latin American tax Ssystems raise revenues in away that
is congderably more regressive than the US tax system, which relies heavily on a
progressive income tax.

The many problems of goplying the US modd blindly to the diverse
circumstances of Latin Americaare redl. These complexities and concerns aso apply
equaly to other areas of the dominant development paradigm as well, such as financid-
market liberdization, deregulation and privatization, |abor-market reform, and copyright
and patent enforcement. In these other contexts, worries about gpplying a one-gze-fits-dl
solution rarely give more than pause for thought and are far less judtified for scuttling
tax-reform efforts dong broad US lines. In fact, implementation of a US-style tax reform,
complete with a serious modernization of tax- collection agencies, offerslarge potentia
spilloversto broader efforts a improving transparency and reducing corruption in the
region.

The most compelling reason for adopting a US-dyle tax system, however,
remains the huge potentia for raisng additiond revenue for development. The extra
revenues generated from such a system would be sufficient to double current
expenditures on health and education in most of the countriesin the region. For the large
mgority of governments, and for the region as awhole, the additiona tax revenues would
far exceed much smaller and less stable revenues from foreign aid.
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NOTES

1The United States and Japan have the lowest tax burdens of al of the non-developing
economiesin the Organization for Economic Cooperation and Development (see, OECD,
"Totd tax revenue as percentage of GDP at market prices, 1980-1997,"
http:/Amww.oecdwash.org/DATA/online.htm). According to OECD data, US tax revenue
as ashare of GDP was about 28% in 1996, compared to about 41% in OECD Europe.

2 The sample consists of al the Spanish-spesking countries, plus Brazil, in Latin America
and the Caribbean for which the necessary data on nationa income distribution and
current tax revenues are available.

3 The revenue datafor Figure 1 are taken from IMF, Government Financial Satistics
Yearbook, 2001, except the datafor Honduras, which were taken, dong with dl dataon
gross domestic product, from the IMF, International Financial Statistics, various issues.
Revenuesrefer to federd, state, and locd revenues excluding internationd grants and
grants from higher levels of government. For Guatemaa, in 1993 (the latest year for

which data are available), loca revenues were about 0.3% of total federa, state, and local
revenues. For Nicaragua, in 1993 (latest year), loca revenues were about 10.1% of total
federal, state, and loca revenues. For Paraguay, in 1988 (latest year), socid security taxes
were about 15.2% of total federa revenues; extra-budgetary accounts were about 0.9%.
For Uruguay, in 1997 (latest year), total revenues and grants were about 12.7% of total
federa revenue, but the IMF does not distinguish between revenues and grants. "--"
indicates that the IMF does not report for these categories. Federa revenue includes
extra-budgetary revenuesin Argentina (0.5), Balivia (1.4), Brazil (1.4), CostaRica(2.2),
Dominican Republic (0.2), Panama (1.1), Peru (0.2), and Uruguay (1.7).

* 1n developed economies, socia security revenues, which typicaly take the form of a
payroll tax, are generaly regressive. In developing countries, however, where alarge
share of the poorest workers typically does not work at jobs incorporated into the socid
Security system, payroll taxes may be less regressive. "Nontax revenues’ are an important
source of revenues for many countries. These include funds from state-owned enterprises,
especidly oil and gas. Modeling the incidence of nontax revenue is difficult.

® The federd, state, and local breskdowns of the tax structure can aso complicate
international comparisons of tota tax revenues and progressvity. For purposes of
international comparability, IMF and World Bank data typically report revenues collected
by the "centra government.” For many purposes (comparisons of federal government
deficits, for example), these data are idedl. For purposes of this paper, however, where
totd tax revenue avalable for invesment in development is the issue, the most

appropriate comparison would use the sum of federa, state, and local revenues. (The IMF
aso publishes less widely cited data that include state and local government revenues,
which | use here)
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® To smplify the exposition, the rest of the data and analysis here will take the nationd,
date, and locd tax systems together. This oversmplifies the adminigrative complexity of
the US system —something that Latin American governments would certainly not want to
emulate- but has no important impact on the central argument concerning the level and
progressivity of revenues.

" Again, in the region, only Brazil, under tax policiesin place at the end of the 1990s,
raises more tax revenue as a share of GDP than the United States does.

8 This assumes that the US tax rates are applied, asis done |ater, proportionally to
nationd income in each country.

% In the particular context of this paper, however, the model predictstotal tax revenuesin
Latin American countries that are below the overal levelsin Figure 1. In the case of the
United States, for example, the distributional modd shows total tax revenues equd to
about 30% of GDP, compared to IMF overdl estimates of 35%. Predicted total tax
revenues for the Latin American economies analyzed here dl lie above the predicted rate
for the United States, but below the IMF's overall estimate for the United States. The
predicted model, however, is very close to actual tax revenues from the US Nationa
Income and Product Accounts, suggesting that the IMF's figures refer to a broader
revenue concept. If the IMFs overall tax receipt estimates for Latin Americaaso follow
abroader revenue concept, then the analysisin the rest of the paper will sgnificantly
underestimate the extra revenues available by following the US tax modd. In any event,
the estimatesin Table 5 of extra revenues under aUS tax system are conservative —by
about 5 percentage points of GDP- rdative to a sraightforward application of the
average effective tax rate for the United Statesin Figure 1.

10 Table 4 demonstrates the progressivity of the federa tax system —each successive
income category pays a higher share of ther tota income in federd taxes— aswel asthe
regressivity of the state and local tax system —each successive category pays alower
share of their income in state and local taxes.

11 gpecificdly, the table calculates expected tax revenue under the US system by first
dividing totd nationd income (GDP) into the sharesimplied by the distribution of
incomein Table 3. Then, the effective tax rate from the US tax system corresponding to
each income group is gpplied to the tota amount of nationa income received by each
income group. The sum of the resulting "tax revenues’ isthe tota tax revenue under the
US modd in Table5.

12 Given, firgt, that few Latin American countries have extensive state and local taxation
systems and, second, that state and loca taxation in the United Statesis generdly
regressive, the exercise of gpplying the US tax model to Latin economies hasan
dternaive interpretation thet is certainly more practica than alitera application of the
complex US sysem to Latin America In this dternative view, exising, generdly
regressve, value-added taxes would stand in for the US state and local tax system; while
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new or greatly expanded income and corporate taxes would be the regiond analog of the
USfederd tax system.

13 Except lump-sum taxes, which have other problems, and are rarely used in practice.

14 The regression line fitted to the 18 data pointsis, in fact, dightly upward doping, but
the R-squared of the relationship isjust 0.004.

15 The US figure is calculated using the chained 1996-dollar estimate of GDP from Table

1.2 of the Bureau of Economic Affairs, Nationa Income and Product Accounts <
http://mww.bea.doc.gov/bealdnl.htm>; divided by the interpolated resdent US

population from the Bureau of the Census, Statistical Abstract of the United States: 2000,
Table 1, p. 7. Latin American data are from World Bank, World Development Indicators
2002, CD version, seriesNY .GDP.PCAP.PP.CD.

16 Calculated as corporate and income taxes over total tax receipts from Bureau of
Economic Affairs, Nationa Income and Product Accounts, Table 3.1, rows 1, 2, and 3
(see http:/Amww.bea.gov/bealdnl.htm).

17 To the extent that administrative capahility independent of politica will isat dl a
factor, the huge advances in compuiterization since the late 1940s should grestly facilitete
Latin American countries ability to handle the greater adminidirative chalenges posed by
progressive persond and corporate income taxes, relative to the situation facing the
United States in 1947. Unfortunately, many national and internetiona efforts to increase
national tax revenues have focused too much on technologica fixes, rather than
improving adminigrative cgpabilities and incentives.

18 |n fiscal years 1947-50, foreign assistance, mostly to rebuild Europe through the
Marshdl Plan, exceeded ten percent of total US federd spending. Since the late 1950s,
foreign assistance has never exceeded 5% of total US federal spending. (See
Congressiona Budget Office, 1997.)

19'1n addition to the low levels of aid relative to the needs of developing countries, two
other Sgnificant limitations of current foreign assistance are that it often requiresthe
purchase of goods and services from the donor country and that much aid, particularly in
the poorest countriesis earmarked toward debt repayment. For adiscussion of "tied ad,”
by which donor countries require recipients to spend aid in the donor country, seethe
gatistica appendix of the OECD's 2002 Devel opment Co-operation Report, Tables 23
and 24, available online at <http://Aww.oecd.org/EN/document/0,,EN - document- 15-
nodirectorate-no-1-2674-15,00.ntml>. For nationa information of the share of totd aid
dedicated to debt repayments, see OECD, Development Assistance Committee, "Aid at
Glance" online at http://Aww1.0ecd.org/dac/htm/a dglancehome htm.

20 The recent dection of Luiz Inécio Lulada Silva as president of Brazil illustrates some
of the central points made here. While Lulainherits an economy in difficult economic
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conditions, with an overwheming foreign debt, the high leve of tax revenue avalladlein
Brazil (35% of GDP) leaves Lulain a much better position to implement his progressve
restructuring of the Brazilian economy than he would have been in if he had cometo
power in, say, Mexico with its much lower share of tax revenue (17% of GDP). Aspiring
politicians on the left may dso envy Lulas luck in inheriting a government thet aready
raises alarge share of tax revenues—it did not fal on him to raise taxes. At the sametime,
the increasing need to devote nationa resources toward paying debt will sand asa
ggnificant obstacle to Lula's government's success.

21 This should be uncontroversid. As economists at the IMF have recognized: "firgt, that
to generate high tax revenue, the top deciles would have to be taxed significantly more
proportiondly than the low deciles; second, that economic and often political power is
concentrated in the top deciles so that richer taxpayers are able to prevent tax reforms that
would affect them negatively." Tanzi and Zee, 1999, p. 4.

22 The IMF and the World Bank have been at the forefront of encouraging meaningful tax
reform in the region, often asking regiond governments to resolve fisca problems by
raising taxes (especidly through expanding the scope of tax coverage) and assisting
governments undertaking mgjor tax reforms. The IMF, however, has sopped short of
making itsloans and imprimatur conditiona on subgtantid tax-revenue increases.

Morley, Machado, and Pettinato, 1999, argue, for example, that tax reform in Latin
Americahastrailed behind other types of structurd reform.
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