The following chapter was prepared for and presented at a
Conference on Fiscal Policy for Economic Growth in Latin
America, which was held in Santiago, Chile in December,
1962, under the auspices of the Joint Tax Program of the
Organization of American States, the Inter-American Develop-
ment Bank, and the United Nations Economic Commission
for Latin America. The conference was concerned with
measures of tax reform that might be feasible for meeting the
revenue needs of the Latin American countries in the decade of
the 1960s, and the paper accordingly focused on this issue. In
this context, it should not be surprising that this chapter reveals
more than most of the others in this volume about my value
orientation with regard to tax policy and is correspondingly
less involved in theoretical details. _

The general line of argument runs as follows. We take as
given the fact that the personal income tax is subject to
substantial and widespread evasion, the degree of evasion
varying significantly among different groups of taxpayers. It
would therefore be inequitable to look to this tax alone as a
source of overall progressivity in the tax system. Accordingly,
it is proposed that a system of excise taxes be instituted that is
itself progressive, to help ensure that even those categories of
higher-income taxpayers who are able to shirk on their income-
tax payments will still not elude the tax net entirely.

In a similar spirit is the notion that the income from capital
should, at least in the Latin American context, be taxed more
heavily than the income from labor. What is proposed here is
that the effort be made to tax the income from capital equally
in all its uses. This avoids discrimination among uses involved
in the corporation income tax as such by imposing supple-
mentary taxes at approximately equal rates on the income
from capital that is in forms other than corporate equity.
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Chapter 16

Issues of Tax Reform

for Latin America

INTRODUCTION

1 should like to begin this paper with a statement of its scope and objectives. The
topic assigned to me is a general one which could easily be interpreted to cover
a hodgepodge of separate, essentially unrelated issues. I do not want this
paper to be such a potpourri; yet at the same time I do want to meet the require-
ments of the title by covering more than one or two limited issues of tax reform.
In drawing the line between very narrow focus, on the one hand, and “complete
coverage,” on the other, I shall deal briefly with two matters connected with the
general philosophy with which tax problems are approached and shall then
concentrate on two substantive areas which appear to me as likely candidates
for tax reform in Latin America. The two matters of general philosophy are {a)
the problems and goals of tax planning in Latin America and (b) alternative
views of the role which elimination or reduction of tax evasion can play in
meeting the future tax needs of Latin American countries. The two substantive
areas for tax reform that I shall consider explicitly are (c) possibilities for the
development or expansion of progressive excise tax structures and (d) possibilities
for improving and rationalizing the taxation of income from capital.

I should like also to point out in this introduction that it is virtually impossible
to discuss issues of tax reform without at the same time making a series of value
judgments, either explicitly or by implication. I have tried to base the discussion
which follows on value premises which are widely held: that a tax system should
be progressive, that it should not interfere significantly with the achievement of
an efficient allocation of resources, that it should notartificially direct investment
into low-productivity uses, that it should provide adequate revenue to meet

expected levels of government expenditure without chronic resort to inflationary
financing, and that it should, on equity grounds, tax income from capital some-
what more heavily than income from labor. I have also argued that a tax system

Reprinted with permission from Arnold C. Harberger, “Issues of Tax
Reform for Latin America,” in Joini Tax Program, QAS/IBD/ECLA (Balti-

more: The Johns Hopkins Press, 1963), pp. 110121
278

should be so designed asto minimize the i

capacities of different groups to evade i

pacities ofdi : ' particular taxes. Those read i

o son condmioi Zh;i: V]:;e;’m.ses are hkejly3 on this account, to disagiiiv:vl;?hOBJeCt

xbrcs T rtom t(lixe ana}ysm which follows. T can only at this ot

e i e : ost readers ufﬂl find the premises sufficient] ainl
easonable basis for a discussion of issues of tax rcfcirmy songental

njustices resulting from the differentia]

SOME ISSUES OF GENERAL PHILOSOPHY

Given that the demands of economic d

I . and . evelopment and social j

v Chazgs:;c(:rtt;;zily ;e(t]}:nrc t}*;a't- an mcreasing fraction of the na:ilj)lrlzlo :r‘f:;z?;

planning mechanisrﬁ by ;ﬁ?c;l:;:;tz:;ctrﬁe ttatx ?‘uthoriﬁcs ! orevide b2

plann ; _ Pt to foresee and provi

Shouidatgelgz:az?saﬁl revcmic. It seems obvious that adequagt c::;d;lifnitge

Do o mbzb?vega 1, coordinated development policy; indeed tai

D g woul 1; y be one of.' the most rudimentary and least diﬁzlc 1
policy. Yet many Latin American countries have conspicuou?l;

e pas to Ie 8 Suriic: nt t L3 | Lo} Xistlng lc IS Ofg (v g
[al C n h 1 ta.xe jﬁ ent to Cov tll re ve overn

mcnt- expenditure. Adequate public sector su
Tens oxp re. A _ pport for future grow i
puc%) i sectboit:il:ilji]:y~ aumZealscc! expcndltur.e even in such traditioﬁal ail;a;v::{:'
PG sector welfare :x e u(:;txon, road building, and public utilities. Increases
ke incronsing e p:;: 1tures are also likely in the future as governments
the public sector are to ll::: acf:;v;g;rsizfit\»l:ft}l:oo{t‘ec!["dasses. s oded tasksof
fhe put 1thout disrupting the economi
cour :nn;:sg Z:::;;l::t’ tthere'must oceur a drastic improvcngaent in th:ri:];epsac::f;tti}:az
ot A Ofa]t:r n0 :'alse revenue. V‘Vhe}t I have here called tax planning —
dosimon g out of alterr attowc gaﬁrs of achieving needed revenue increases and the
est step toranoe 88 o w. ch ways appear most acceptable — is simply the
Gk, oard g such a d.rastic improvement.
_ unioreseen contingencies are likely to arise, requiring on occasion

. .
Iapld NCreases 1n tax lccelpts, the tax-pla,nlllll autho[lt] h(} ntain a,
. g €5 § uld mal
seres Of SpCClﬁC plalls as to 110“' the}i WOUld S ggcst lalslllg glven amounts Of

extraordi seps .
instabilit;ljvrh)g :}t:\:lliluhctwnhm given perlods_of' time. In addition to the budget
countries faos Otengt_ 1c_cpme ﬁjo.m natural disasters, etc., many Latin American
the internationl;l rila "}‘Stabfh.ty due, on the one hand, to the variability of
the tendency for l}:blfi:zs of their principal exports and, on the other hand. to
jumps and in ref onse S: thtr wage levels to move in brusque and discontinu,ous
foreseen. If pcriocllzc . do c1rcum-stances and pressures that cannot always be
must have available utogﬁ:tiilgncnis:s:;en:g ‘[t)e Sl?'mo.u‘n ted, the tax authorities
capturing such short-run incre’ases in revtrfu: ascr;;;:’ s?t(::tli)ct;bl:});ays f '
ars to

ire. h y
q 1S Ca b d € on € A abl mMoin f a anc
require ] it pe done o I on tl} baSlS 0.[ a reasoen €a o dv €

planning.
Up to a certain poi i
point, evasion must be a d inui
Son o2 ‘ ; ccepted as a continuing phenome
Some tax ] arcdmore su.sceptxble to evasion than others, and sfnlje rou snon.
y evade any given tax than others. The maintenance of adiqua?cc ‘ia“
ax

o




equity is accordingly more likely if each individual’s or group’s tax burden is
distributed among a number of taxes with distinct tax bases rather than
concentrated heavily on particular taxes which some groups may have an

de. This classical principle of taxation is well

extraordinary capacity to eva
observed in the regressive components of most existing tax structures but inade-
quately observed in their proportional and progressive components.

This should not be taken to condone laxity in tax administration or to sug
that much existing evasion cannot be eliminated. It should be taken instead to
suggest that 100 percent compliance is an absurd goal for tax planning and that
the design of a tax system, even with the best administration, should recognize
that the capacity for evasion will differ significantly among groups.

It should also be recognized that such gains in yields as can be achieved by
improved administration are likely to accrue only slowly through time. The
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the same time greatly limit the extent of capital

automobiles, and it would at
oups mentioned above would be able to extract

gains which the privileged gr
from the Latin American countries.!

THE SPECIAL TAXATION OF INCOME
FROM CAPITAL

ction “The Special Taxation of Income from Capital” because 1

1 entitle thisse
taxes or tax provisions whose tax base

mean to isolate for consideration those
is either the amount of capital, the income from capital, or parts thereof, in

particular sectors or activities, or generally. A tax striking all value added in

the economy at an equal rate hits both the income from labor and the income
from capital; it is therefore not a special tax on income from capital in the
a progressive personal income

sense in which T am using the term. Likewise,
tax which takes the same amount from all individuals of given income, regard-
less of whether that income came from capital or from labor, is not a special
tax on income from capital. On the other hand, a tax on corporation income,
in cases where income received as interest, dividends, and possibly as capital
gains is additionally taxable as the personal income of the recipient, is clearly
a special tax on the income from capital. So also is a property tax, in cases
where the income of the property owner is additionally taxable under the
personal income tax law. T shall also consider in this section special treatments,
her favorable (exemptions) or unfavorable (surtaxes or special additional
taxes), falling on property or on the income from property in specific sectors or
industrics. This set of distinctions is simple to make for countries with a unified
personal income tax structure, but some adjustments of the basic data are
required before it can be applied to countries where “category taxes’’ are in
force. For example, in a country where the category rate for wages and salaries
is 10 percent and the category rate for corporate profits is 50 percent, the analysis
of this section would treat the system as consisting of a basic tax rate of 10 percent
plus a special tax of 40 percent on corpora tc profits. A more complex systemn with
a category rate of 10 percent for wages and salaries received by persons, of 20
percent for dividend income of persons, and a 50 percent rate for corporation
income would be treated in this analysis as consisting of a basic tax rate of 10
percent and a special tax rate for corporation income of between 40 and 50
percent (the precise rate depending on the fraction of profits paid out in
dividends). Actual systems are still more complex than this, and the required
adjustments would necessarily vary from case to case, but the basic principle
for adjustment is simple: one only has to find the total tax paid out of income
from capital in each line of activity (and perhaps by type of capital), estimate
the amount by which total tax receipts would fall if the recipients of income
from capital had received the same sums as additional labor income, and express
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high—return sector and roughly 15 percent of the value of the capital in the
ion of new aliocations of capital in the high-return

low-return sector. Concentrati
sector would accordingly tend to enhance the rate of economic growth. And

such concentration is the natural consequence of the preference of investment
decision makers for high rates of return.

Suppose, however, that in the sector with a 30 percent gross-of-tax rate of
return a tax amounting to half the income from capital is levied and that in
the sector with a 15 percent rate of return no tax at all is applied. Then the net
cate of return will be 15 percent in both sectors, and there will be no tendency to
concentrate new investment in the high-return sector. The presence of differ-
ential rates of taxation (here 50 percent and zero percent, respectively) produces
and tends to mainfain an inefficient pattern of resource use and reduces the
contribution of capital investment to economic growth. There is a strong
pattern of taxation which strikes the income
from capital at different rates in different sectors or activities will have similar
effects. Desirable results in terms of economic efficiency and economic growth
are produced when there is a tendency to equalize gross-of-tax rates of return,
while the natural operation of market forces tends to equalize net-of-tax rates of
return. When the rates of tax applying in all activities are the same, the market
forces are harnessed to promote the objectives of efficiency and growth. When
different rates of tax apply in different sectors or activities, the natural operation
of market forces tends to frustrate the achievement of maximal efficiency and

presumption that virtually any

growth.
I appreciate that the discussion above may sound a bit t

direct application to the situations of many Latin American countries. Market

ons there may be too big to warrant great reliance on the effectiveness
in this

oo idealized for

imperfecti
of the tendency for equalization of net rates of return. Accordingly,

paragraph, I discuss the policies which would be desirable for the achievement
of the objectives of efficiency and growth in the presence of substantial capital

market imperfections. These ohjectives clearly demand the concentration of .

new investment in areas with a high (gross-of-tax) ratc of return. If capital does
not flow naturally into such areas, it is a reasonable objective of tax policy to
attempt to induce such a flow. This could be achieved by taxing the income {rom
capital more heavily in sectors and areas with low rates of return and less heavily
in sectors and areas with high rates of return, But this is precisely the opposite
pattern of discrimination from that which prevails in most Latin American
countries. The sectors in which capital is taxed at low effective rates {(e.g., real
estate and agriculture) are precisely the sectors in which capital has relatively
Jow marginal productivity, while the sectors in which capital is taxed at high
effective rates (e.g., industry) are precisely the sectors of relatively high marginal
productivity. Thus, the prevailing tax systems discriminate in the opposite way
from that which would presumably be required to correct for capital market
imperfections.

Imperfections in the labor market appear to work in the same direction as
imperfections in the capital market., The use of the gross-of-tax rate of return
to capital as a measure of the social marginal productivity of capital in a sector
is correct when the wages paid by the sector reflect the alternative productivity
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and 12 percent of the national income. Thus, without resort to “exorbitant”
rates of tax, this proposed reform could by itself overcome the chronic fiscal
disequilibrium of many Latin American countries and at the same time provide
the fiscal base for an expanding contribution of the public sector to economic

and social development.

In dealing with problems of implementation, I shall discuss {a) the taxation

of income from owners’ equity in the corporate sector, (b) the taxation of in-
come from owners’ equity in the noncorporate sector, (c) the treatment of
interest payments, (d) possible special provisions relating to income from
agriculture, (€) possible special provisions relating to income from real estate,
and (f) problems connected with valuation of capital. In order to give some
flavor of realism to the discussion, and because at certain points the relative
magnitudes of different tax rates become a matter of some importance, 1 shall
assume that the goal of policy is to take, by means of special taxes, something
Jike 30 percent of all income from capital. Needless to say, the order in which
the various provisions are discussed below does not reflect their order of priority
or importance. :
The special taxation of income from corporate equity capital is already an

established part of virtually all national tax systems. The vehicle by which this
ome tax. To achieve this part of the overall

" is accomplished is the corporation incon
objective would require nothing more than the imposition of a 30 percent rate

of tax on all corporate income. The most important way in which current
practice in Latin America fails to meet this goal lies in the frequent exemption
of income in particular lines of activity from the corporation income tax. Such
n claimed to promote economic development because they
f activity over their difficult early years. Thereis
should be noted (a} that the most difficult

early years are those in which the corporations in question sustain losses — years
in which they would have no taxable income in any case; and {b) that with a
moderate {e.g., 30 percent) rate of tax even a new corporation is not grossly
penalized when its investments begin to bear fruit and produce net income.
Against the dubious claims made in favor of exemptions, we must weigh the
following facts: (a) although exemptions are easy to grant, they appear to be
considerably more difficult to remove; (b) in the short run, at least, exemptions
tend to create within the corporate sector certain islands of privilege, wherein
abnormally high private returns to capital can be earned even though the
social returns to capital are not abnormally high and may be abnormally low:
(c) in the long run, at least, exemptions tend to attract excessive amounts of
capital to the affected industries, thus promoting an inefficient allocation of the
economy’s scarce capital resources. I conclude that the nondiscriminatory
treatment of income from corporate equity capital is an important part of a
program aimed at achieving the nondiscriminatory taxation of all income

from capital.
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If in line with this proposal, interest paid to banks and financial intermediaries
and possibly interest paid on bonds are subject to distinct tax treatment, there
are two alternatives for the treatment of other interest payments. The first is to
allow the deduction, for purposes of computing income subject to the taxes on
corporate and unincorporated enterprises, only of such interest costs as were
paid to banks and financial intermediaries or on bonds. Other interest payments
would not be deductible and hence would automatically be taxable at ordinary
income tax rates, Alternatively, other interest payments could be made
deductible, but a special tax could be levied on such interest payments {other
than those on bank loans, bonds, etc.) for which deduction was claimed, The
“rate of tax applicable to these other interest deductions could in no case be
greater than the rate of tax applicable to corporate or nencorporate income
(else no enterprise would claim deductions, and the system would reduce to that
discussed under the first alternative).

Under any system of taxing interest payments, it would be necessary to
accord special treatment to financial intermediaries. If the interest paid by
enterprises to banks is subject to a special tax, the interest paid by banks to their
depositors should not also be subject to a special tax.

There is no strong argument for treating the return to capital in agriculture
differently from the return to capital in other activities. Corporations operating
within agriculture could easily be subjected to the same tax treatment as other
corporations, and ordinary (unincorporated) farms could be treated in the same
way as other unincorporated enterprises. The difficulties of assessing farm in-
come are great, however, and they have led some countries to impute farm
income on the basis of the value of the property. This same procedure can be
used for approximating farm income within a system, such as that proposed in

this paper, designed to strike all income from capital with special taxes at
roughly equivalent rates. If, for example, the annual income from agricultural
property was imputed to be 7 percent of the value of the property, the special
tax on the annual return to capital in agriculture could be set at, say, 2 percent

. of the value of the property. It is important to realize here that the value of the
property assessed should include not only the value of the land but also the
value of all improvements, equipment, and inventories. For example, the value
of irrigation canals, barns, machinery, orchards, vineyards, and livestock
should be included in the capital sum on the basis of which income from

property is imputed. And unless an additional special tax is levied on the im-
_puted income from residential housing in rural areas, the value of residences

should also be included in the total from which income is imputed. It is also

enterprise, in addition to the contractual interest, or whether the tax should fall on the recipient.
This issue is not a serious one as far as the long-run results of the tax are concerned, for the
long-run results depend only on the existence of the tax and not on which group is nominally
- Jiable for its payment. In the short run, however, there are real differences in incidence, de-
pending on whieh group is nominally liable. The appropriate policy on this issue would depend
on whether it was deemed important that the special tax on intercst payments have its full
impact in the short run and whether one group or the other scemed a more likely subject for
bearing the short-run impact of the tax, from the standpoint of the general policy of the country
concerned. The long-term effect could be achieved without having any speciai short-term im-
simply by making the tax on bank (bond} interest payments payable
{or bonds issued) after the law became effective.
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If taxes are to be levied, or income imputed, on the basis of the value of
agricultural andfor residential properties, it is important that assessment
procedures be adopted which estimate the true economic value of property
with reasonable accuracy. Assessment procedures have been notably weak in
most Latin American countries and are badly in need of reform. The economist’s
answer to the assessment problem is simple and essentially foolproof: allow
each property owner to declare the value of his own property, make these
declared values a matter of public record, and require that an owner sell his
property to any bidder who is willing to pay, say, 20 percent more than the
declared value. This simple scheme is self-enforcing, allows no scope for cor-
ruption, has negligible costs of administration, and creates incentives, in addition
to those already present in the market, for each property to be put to that use
in which it has the highest economic productivity. The beauty of this scheme,
o evident to economists, is not, however, appreciated by lawyers, who object
strongly to the idea of requiring the sale of properties, possibly against the will
of their owners. The economist can retort here thatif owners value their property
at the price at which they would be willing to sell, they should not be unwilling
to sell at a price 20 percent higher. But there are also other ways of accom-
modating the objections of the lawyers. Perhaps the simplest way is to create,
within the office in charge of property assessments, strong incentives against
underassessment — penalizing assessment officers whenever properties assessed
by them sell for prices substantially above the assessed value and rewarding
assessment officers with “good” records {i.e., whose assessed values turn out to
be reasonably close to the actual sales prices of those properties which are sold}.
Within a framework which stimulates high assessed values, the interests of the
property owner can be protected by permitting him to make a bona fide offer of
sale and to use as the assessed value in this case a figure 20 percent below his
offer price. Under this procedure, a property owner is never required to be in the
position of being forced to sell, although he may voluntarily place himself in that
position if he considers the value put on his property by the assessing officers to
be too high. Regardless of which of the two assessment schemes outlined above
is adopted, it would be important for assessed values andfor the offer prices
placed on their properties by owners to be linked to a price index, so as to avoid
the possibility of owners’ being required to sell their properties simply because
inflation had rendered unrepresentative prices which, when they were initially

set, reflected fairly accurately the true market valuesof the propertiesin question.

CONCLUSION

1 believe that the proposals outlined in this paper would provide the basis
for tax systems sufficiently robust to meet the demands of the next decade in
most Latin American countries. Where more than 30 percent of the national
income accrues to capital, it should not be excessively difficult to capture 6 per-
cent of the national income through the special taxation of income from capital.
If a serious effort is made to develop a system of progressive excise taxation, it
should be possible to capture an additional 6 percent of the national income as
revenue from this source (this could be accomplished, for example, by taxing
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