Part IV

The Policymaking Process
in Action

However beautiful the strategy, you
should occasionally look at the results.

Winston Churchill






Much of this report looks into the general characteristics of policymaking in
different countries, with the implicit assumption that such general characteristics will
tend to permeate policymaking in all areas of public policy. Yet policymaking processes
may differ across sectors, as a result of the different actors and institutions that may
be relevant, as well as differences in the nature of the transactions required for policy
implementation.

The chapters in Part IV look into the making of policy in a number of different
sectors. They provide cross-country comparisons of policymaking in these sectors and
show how policy outcomes in each of them can be linked to the characteristics of their
policymaking process. Chapters 8, 9, and 10 focus on tax policy, public services, and
education, respectively. Chapter 11 is somewhat different in nature. Rather than looking
at the impact of the policymaking process on policy outcomes, it focuses on feedback
effects from policy reform to the policymaking process and illustrates these effects with
examples from the areas of decentralization and budget processes.

The chapters in Part IV constitute an important step toward one of the main pur-
poses of this report: to provide guidance in and orientation toward understanding the
policymaking processes surrounding specific reform initiatives in particular areas in
particular countries at particular points of time.






The Art of Tax Policies

The art of taxation consists in so plucking
the goose to obtain the largest amount of feathers,
with the least possible amount of hissing.

—Jean-Baptiste Colbert, Treasurer to Louis XIV!

Tax policies are a good starting point for seeing the policymaking process in
action. First and foremost, a good number of public policy decisions are related to taxa-
tion, and taxation touches almost every aspect of the economy and society. The size of
the State, the amount of redistribution from the rich to the poor, and decisions to con-
sume and invest are all related to this fundamental area of policy. Given its potentially
large effects on efficiency and equity, tax policy is perhaps the area of public policy
where the most interests are at stake.

Thus the policymaking process (PMP) for taxes tends to be a good reflection of the
broader (“global”) PMP: that is to say, the process through which a host of interests, both
public and private, work their way through the wheels of political negotiation in the mak-
ing of public policies. As a general rule, actors that play key roles in the broader (“global”)
PMP are also active players in the process of discussing, enacting, and implementing tax
policies. This applies not only to actors that are central in the PMP in every country—no-
tably the executive (whose powers and constraints strongly influence the quality of tax
policies) and the legislature—but also to other actors whose influence is more specific to
certain countries, such as regional authorities in Argentina and Brazil, the judiciary in
Colombia after the 1991 Constitution, or business groups in Guatemala.

Despite the far-reaching economic impact of taxes, economic considerations do not
go very far in explaining the features of tax policies. Countries with similar levels of
income, income distribution, or sectoral composition of output have very different tax
structures. There is clearly no economic model that explains tax policy outcomes.

Moreover, the tax structures and policies that countries put in place are often far
from ideal. Some countries have tax revenues that are too low or too high, even when

L As cited in The Economist, May 29, 1997.
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most of the main actors and observers acknowledge that this is a problem (for example,
Guatemala and Brazil). There are countries that rely heavily on inefficient or distortion-
ary tax revenues (Colombia) or have tax systems that are full of exemptions (Costa Rica
and Paraguay), although simpler and more efficient systems would be technically prefer-
able. Then there are those countries that approve reform after reform because each gets
watered down in the approval process (Colombia). These outcomes cannot be justified
by economic considerations alone.

Furthermore, each and every country in Latin America has faced the same external
shock to its economy in the past 15 years: the trend toward globalization. This has in-
creased the international mobility of goods, investments, and financial capital around
the world, thus limiting the possibilities of taxing them. Globalization trends have
forced countries to slash import tariff rates and trim tax rates on business. In response to
this common shock, countries throughout the region have come up with a wide range
of tax structures and tax policies. This variation across countries exemplifies how, even
in response to a common shock, different political institutions and political actors can
result in different policy outcomes.

This chapter examines four very different country cases—Brazil, Colombia, Guate-
mala, and Paraguay—and discusses the general features of the tax policymaking process.
The analysis reveals that to a large extent, differences in taxation reflect differences in
political institutions and structure, which interact with some important features of tax
policies.

Profound Changes in Tax Regimes

At first glance, the landscape of tax policies in Latin America is hardly encouraging.
Tax revenues of the typical central government in Latin America reached 13.2 percent
of GDP on average in the first years of the current decade, a decrease from the average
of 14 percent in the late 1980s, and less than half the current average of 30 percent in

developed countries. Only a handful of countries in the

Specific features of tax
policies go a long way
toward explaining the
peculiarities of the tax
systems ultimately put in

place in each country.

region, including Brazil, Bolivia, and the Dominican Re-
public, succeeded in raising tax collections by more than 3
percentage points of GDP over that period. But such a su-
perficial evaluation turns out to be mistaken. Behind this
apparent stagnation in taxes are hidden very profound
changes in tax regimes that countries have had to make to
respond to globalization.

In the face of the challenges of globalization, taxation
policy has been a very active area of reform. Every Latin
American country has undertaken important reforms in this area since 1990—an aver-
age in the region of 4.2 such reforms—and 11 Latin American countries have overhauled
their tax systems since that time. Taxes on the incomes of businesses and individuals
have risen from 2.7 percent of GDP in the 1980s to 3.9 percent at present, although
they remain very low in comparison to averages worldwide or in developed countries
(12 percent of GDP). The loss of revenues from the reduction of import tariffs has been
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largely compensated for by the revenues produced by the value-added tax (VAT), which
was introduced in most countries between the mid-1980s and the mid-1990s and now
generates more than a third (37 percent) of all tax revenues of the region’s central gov-
ernments: equivalent to 5.5 percent of GDP, on average.

Why, given this surge of activity, have the policies adopted often been less than
ideal? While tax policymaking proceeds against the backdrop of each country’s broader
(“global”) PMP, specific features of tax policies constrain the possibilities for policy
reform. These constraints go a long way toward explaining the peculiarities of the tax
policies discussed, enacted, and ultimately implemented and enforced.

Among the main features of tax policies that must be kept in mind, four are espe-
cially important. First, taxes have wide-reaching effects throughout the economy. This
means that many players will be active in the policymaking process. If they perceive that
their interests are directly or immediately affected, they are likely to be more intensely
involved. The policymaking game in taxation is therefore more likely to have a large
number of players.

Second, taxation is subject to severe common-pool problems. That is, taxation may
be viewed as a game in which each individual player wins or loses depending on his abil-
ity to extract more than he contributes to a common pool of resources. Each individual
has incentives to minimize contributions to the pool: for instance, by being exempted
from paying taxes or by taking advantage of a loophole to pay less than others. Each
individual also has incentives to extract as much as possible from the common pool by
earmarking some taxes or assigning some share of the tax pool for specific uses or regions
he favors, as is the case in Argentina, Brazil, or Colombia.

Third, the effective implementation of tax policies relies heavily on the capabilities of
the tax administration office. The experience, resources, and administrative capabilities,
and even the preferences and biases of the tax administrators, determine what is put into
practice. Thus, as is often said, “In developing countries, tax administration is tax policy.”

Fourth, once tax systems are structured in a given way, they are very hard to change.
In the parlance of social scientists, they are strongly path-dependent. What makes tax
systems so remarkably hard to improve? In principle, any common-pool problem can
be solved by a cooperative agreement among the participants—provided the costs and
uncertainty of the negotiation are low compared with the expected benefits, and en-
forceable mechanisms can be put in place to avoid opportunistic behavior and ensure
compliance.

Unfortunately, these conditions rarely exist in taxation issues, for several reasons.
Most fundamentally, since economic power is usually very concentrated and powerful
elites are able to influence the political system through a variety of channels, they tend
to be protected from the vagaries of the political system: richer taxpayers are often able
to prevent reforms that would affect them negatively. This argument can be labeled the
elite resistance hypothesis.?

Further complicating matters, the revenue and distributional effects of structural
changes to the tax system cannot be easily predicted. Given that many Latin American

2 For a short review of the literature on this hypothesis, see Melo (2004).
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countries face a precarious fiscal situation, fiscal authorities are often deterred from
pursuing deep reforms in the face of uncertainty about revenues in the short and the
medium run, even when there might be confidence in the long-term benefits of reform.
Tax administrators are intrinsically very conservative, as implied in the adage “Good
taxes are old taxes.” This explanation can be called the uncertainty hypothesis.

Moreover, if a country is beset by political instability or polarization, a government
or a political party in power may prefer not to pursue a reform that makes the tax system
more efficient and productive for fear that, while the political costs of the reform will
fall upon the government or party itself, the benefits will be showered upon the next
government. This is the strategic argument.?

Finally, there is the enforcement argument, which states that welfare-enhancing
reforms can be implemented only if an “enforcement technology” can be put in place to
ensure compliance and punish defectors. The superiority of self-compliance over pun-
ishment has been well documented in the literature on tax compliance. But a culture of
self-compliance is hard to build and easy to destroy, because it rests on trust in public
institutions, the legitimacy of those in power, and a feeling of fairness, transparency, and
reciprocity in the collection and use of public revenues. In the absence of such a culture,
some external enforcement mechanism is necessary to facilitate effective reform. The
IMF has played this role in some countries: the probability of tax reform is higher during
a fiscal adjustment program undertaken in the context of an IMF loan agreement.* The
exact channel is not clear, but it may have something to do with greater consistency of
tax policies or control over expenditures, or it may simply be that the IMF shifts the po-
litical costs away from the government. An effective and transparent tax administration
can also be seen as an additional enforcement mechanism, as will be discussed below.

The Immediacy, Pervasiveness, and Complexity of Taxation Effects

The effects of taxation vary in their immediacy, pervasiveness, and complexity, compli-
cating both policymaking and the analysis of tax policymaking. Some taxes work many
of their effects through the economic system in a short
period of time. Others have long-term consequences that

Since meddling with the
many features of tax sys-
tems is essentially a po-
litical game, it is not sur-
prising that tax systems
are not only complex but
also subject to continu-

ous change.

are far more important (think of taxes that affect saving
and investment decisions). Another challenge is disentan-
gling the direct or partial equilibrium effects of taxation,
as opposed to the indirect or general equilibrium effects.
For example, some taxes displace productive activities in
important ways, therefore reducing the base for collection
(an increasingly relevant factor in a globalized economy).
General equilibrium considerations are of particular im-
portance in relation to the burden of many taxes, which
may be transferred from those that initially face the
obligation to other firms or individuals. In general, the

3 Cukierman, Edwards, and Tabellini (1989).

4 Mahon (2004).
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burden of direct taxes, such as income and property taxes, is less easily transferable than
that of indirect taxes, such as sales or value-added taxes, which tend to be shifted to the
final consumers. Thus the visibility of the burden varies from tax to tax, and in many
cases depends heavily on technical details usually beyond the grasp of those ultimately
affected. Finally, the effects of taxation are in many cases highly uncertain, introducing
another complexity into the PMP.

There are two important implications of the immediacy, pervasiveness, and com-
plexity of taxation effects. First, as noted, since taxes have such far-reaching economic
and policy impacts, the PMP for tax policy tends to mirror a nation’s broader (“global”)
PMP. Second, tax systems should be expected to have multiple bases, varied rate struc-
tures, and a myriad of special provisions as a result of the policymaking process.> Since
it is reasonable to assume that support for any political party depends on how that party
affects the interests of its current and potential supporters, every party will try to tailor
the tax mix in order to best suit those interests. As a result, a variety of tax bases, rate
structures, and special provisions should be expected. Even a one-party system will be
interested in introducing some complexity into the tax system because, by doing so, it
may cater to a variety of its supporters.

However, in any political system, the forces that push toward making the tax system
more complex are constrained by at least two factors. First, each party’s supporters may
also benefit from the expenditures that are financed by the common pool of taxes. Thus
for some specific aspects, the players may find it more beneficial to shift the policymak-
ing game toward the budget process. Second, tax collection costs will increase as the tax
system becomes more complex. This will divert resources from other uses that may pro-
duce higher political benefits and will reduce total tax revenues. Thus there is pressure
to reduce costs and keep the system simpler if this would lead to higher tax revenues,
which can potentially improve the outcomes for some or all players. Tax systems can be
seen as the result of these conflicting forces.

Since meddling with the many features of tax systems is essentially a political game,
it is not surprising that tax systems are not only complex but also subject to continu-
ous change. However, most changes are gradual, rather than radical. Countries with tax
revenues that are too low remain in that situation for long periods; tax systems that are
clearly inefficient are improved only slightly year after year; and so on.

The last feature of tax policies that needs to be stressed is the central role that the
tax administration office plays in the implementation of tax decisions.¢ In the tax policy
process, there is a clear separation between the stages of policy enactment and policy
implementation. Although the tax administration office usually contributes to drafting
tax reform proposals, it plays an entirely passive role during the process of discussion in
congress. Often, congress introduces changes into the draft that may look inconvenient
or impracticable to the tax administrators, without consulting them. However, once the
reform is approved, the tax administration office has wide latitude in deciding how,
when, and where the new tax code will be implemented.

5 For a summary of the theoretical and empirical support for this argument, see Winer and Hettich
(2003).

6 See Shome (1999).
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Tax administrators are usually under pressure from the minister of finance to increase
effectiveness in the collection of tax revenues. Faced with this pressure, tax administrators
prefer to concentrate collection efforts on the largest contributors through large-taxpayer
units. Over the last two decades, to facilitate compliance among small firms and to reduce
the costs of monitoring and collecting revenues, tax administration offices have intro-
duced simplified taxation schemes for small firms (whereby a single combined payment
is made for income taxes, VATs, and excise taxes). Although usually effective in reducing
collection costs, these systems may introduce important horizontal inequities and displace
the burden of some taxes in ways that lawmakers did not intend.

A Look at Four Countries
Colombia: Changes in the Balance of Power

Colombia has been a very active reformer since the early 1990s, but the reforms have
come out of congress substantially diluted and altered. The changes in the PMP intro-
duced by the 1991 Constitution, discussed in detail in Chapter 7, are largely responsible
for these difficulties, as they weakened the executive vis-a-vis the legislature and the
judiciary.

Since 1991, the size of the State and its mandate has grown considerably. Until 1991,
the public sector was relatively small by regional standards. Between 1990 and 2003, aggre-
gate public expenditures jumped from 21.2 to 33.7 percent of GDP, reflecting a deliberate
intention in both the constitution and the political system to increase the size of the State

and use fiscal expenditures for redistribution. The fact that

The Colombian experience total revenues grew from 20.6 to 29.7 percent of GDP in the

highlights how changes

same period suggests that the decision to raise government
expenditures was accompanied by an important effort on

in the balance of power  the revenue side—although an insufficient one. The central
between the executive government’s deficit has been close to 6 percent of GDP

and other branches influ-

since the late 1990s.
The executive’s major objective in the tax reform

ence the enactment of tax process has been to increase tax revenues as a means of re-
reforms. establishing fiscal balances. However, the draft tax reform

projects submitted to congress have also given importance
to the structure of the tax system, an area in which successive administrations have been
only partially successful. Reliance on the VAT has been increasing, and the VAT rate has
increased from 10 to 16 percent through the various reforms since 1990. However, the
most recent attempts to widen the VAT base or raise the rate have had very limited suc-
cess, in part because the legislature assigns greater priority to the progressivity of the tax
system than to its efficiency—regardless of the progressivity of the expenditure struc-
ture. This has severely limited attempts by the executive to reduce the dispersion of VAT
rates and the number of exemptions.
Colombia is characterized by very high income tax rates, and is one of the few
countries (along with Argentina and Bolivia) that has increased corporate and personal
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income tax rates since 1990. Currently, the corporate tax rate is 38.5 percent, the high-
est in Latin America, and the personal income tax rate is 35 percent. The effectiveness
of these rates, however, is severely undermined by a host of exemptions and loopholes.
Consequently, very few pay direct taxes, but those who do pay bear an excessive share
of the burden. Similarly, although the average VAT rate has increased substantially, the
tendency has been to increase the number of rates, with the declared intention of mak-
ing the system more progressive (by assigning lower VAT rates to basic goods and higher
rates for luxury goods), thus distorting it considerably. As a result of the high tax rates
and their low effectiveness, the tax system as a whole is considered one of the least neu-
tral in Latin America.

As a consequence of congress’s reluctance to widen the income and value-added tax
bases, the executive has introduced new—and highly distortionary—tax sources. In 1998,
a temporary 0.2 percent financial transactions tax was adopted through an emergency
decree. This was raised to 0.3 percent and made permanent in the 2000 tax reform, and
raised to 0.4 percent in the 2003 reform. In the same vein, through an extraordinary
“internal commotion” decree, the Uribe government adopted a temporary net wealth tax
earmarked for the strengthening of democratic security in Colombia: the proceeds go to
financing the military and social operations necessary for ending the guerrilla and ter-
rorist insurgency. This tax was extended for three additional years in 2003. Thus revenue
pressures have led to decisions that disregard the basic principles of an equitable and ef-
ficient tax structure. For example, as a concession to the business community for enacting
this tax, a temporary tax holiday was enacted simultaneously, consisting of a 30 percent
deduction for reinvested earnings in capital, which according to the ministry of finance
ended up costing the Treasury more than what the net wealth tax yielded in 2004.

The inability of the political system to deliver more efficient tax reforms is explained
in part by the changes introduced into the PMP in the Constitution of 1991. While the
constitution preserved the prerogatives that make the Colombian president the main
agenda-setter in most policy areas, it reduced presidential powers in a number of dimen-
sions. It deliberately curbed the legislative powers of the president by limiting to 90 days
the declaration of either a state of internal commotion or a state of economic emergency,
and by establishing that the decrees issued remain in force after the emergency only if
congress enacts them in regular sessions. In this way, the constitution severely curtailed
a method that had been used several times to enact major tax reforms. For example, the
government used special legislative powers to enact the 1974 tax reform—which incor-
porated many of the recommendations of international experts. In 1997, the Samper
administration attempted to use economic emergency powers to tax capital inflows,
but the Constitutional Court declared this unconstitutional because it did not consider
conditions pressing enough to justify an emergency. Nonetheless, against the backdrop
of two economic emergencies (during the 1998-2002 Pastrana administration) and one
internal commotion (during the 2002-06 Uribe administration), various administra-
tions have been able to introduce new temporary taxes, which were extended by regular
legislation with the approval of the Constitutional Court. Accustomed to these practices,
Colombians say that “nothing is more permanent than a temporary tax.”

Since 1991, the Constitutional Court has been a key player in the policymaking pro-
cess. (It is more active and independent than its predecessor, the Supreme Court.) The
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main reason is that many policy issues, particularly tax reform issues, were elevated to
constitutional status by the Constitution of 1991. Around 10 percent of the total legal
claims on economic matters handled by the Constitutional Court since 1991 have been
tax issues. In 1999, a ruling on the financial transactions tax limited the executive’s
scope in the use of resources. More recently, the Constitutional Court denied the ap-
proval of the generalization of the VAT and the taxation of specific activities.

Another trend that has been reinforced by the constitution—the increase in the
number of political parties and the factionalization of existing parties—has made the
normal passage of legislation through congress more difficult for the executive. Electoral
rules traditionally used in Colombia (the “Hare” quota system, whereby the majority of
seats end up being allocated to the largest remainder of candidates) generate incentives
for parties to fragment into factions, presenting multiple lists of candidates for congres-
sional elections in each district.” The result is that parties have increased the number of
lists over time, maximizing their share of seats, while enhancing decentralization and
factionalization. While the constitution did not change the electoral rules, the trend
toward party fragmentation was reinforced around the time of the constitutional reform
with the introduction of a system of direct public funding for congressional and presi-
dential campaigns, where the political movement rather than the party is the recipient
of the funds. These reforms lowered the costs of challenging party hierarchies and cre-
ated room for small party factions to influence the legislative process. To some extent
these centrifugal forces are contained in congress, where the main committees, such as
the budget and tax committees, are controlled by recognized party leaders with deep
knowledge of fiscal affairs, who lead the debate and who are influential in the legislative
outcome. However, to ensure the support of the larger number of parties, the executive
resorts to nominating a larger number of sponsors for each bill—which implies that it
must deliver a larger amount of “pork” to get the bills passed. In addition to increasing
the cost of passing tax bills, the legislative process also reduces the benefits by water-
ing down government proposals. This cost-benefit analysis led the Uribe government
to withdraw its latest tax proposal in December 2004. The government proposed a VAT
reform, but legislators wanted to raise wealth taxation instead. The government opted
for keeping the status quo.

In sum, the Colombian experience highlights how changes in the balance of power
between the executive and other branches influence the enactment of tax reforms. In
earlier decades, congress largely rubber-stamped the tax reforms the executive submit-
ted, oftentimes through emergency legislation. Since the early 1990s, however, legislative
involvement in the design of tax packages has been increasing. Congress has passed eight
tax reforms since 1990, but it tends to water down the proposals during debate, not only
in terms of revenues, but also, more importantly, in terms of the quality of the reforms.
Likewise, in earlier decades, the judiciary played no significant role in the process of ap-
proval of reforms. However, the greater independence and extended powers it received
from the revised constitution to oversee the enactment of laws has severely limited the
room for maneuver of both the executive and the legislature in tax issues.

7 For a discussion of the impact of the Hare system on party fragmentation, see Chapter 7, Box 7.1.
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Brazil: Inaction in the Face of Uncertainty

Brazil is a puzzling case. It has a cumbersome and inefficient tax system that has resisted
a badly needed overhaul. Yet over the last two decades, total revenues have increased and
the productivity of the major taxes compares very well with that in other Latin American
countries. Brazil now has the highest tax burden in Latin

America and one of the highest in the developing world. A powerful executive

As a federal country, Brazil is one of the most fiscally de-
centralized countries in Latin America—so much so that
its main source of fiscal revenue, the VAT, is collected

and a capable and well-

respected tax administra-

mainly at the state level, a feature seldom observed in the tion may not be enough

developing world. As in other decentralized countries,
vertical imbalances across states are partly compensated
for by transfers of national tax revenues to the states.
The possibility that the states can resort to VAT revenues
reduces the probability of states running large deficits that can sometimes be associ-
ated with large vertical imbalances, at the cost of creating inefficiencies and problems
of coordination and competition among states. How has Brazil managed to weather the
coordination and enforcement problems of its complex tax system? As will be argued,
much of the answer lies in the combination of a powerful executive and a strong tax
administration office.

Gross federal government tax revenues increased from an average of 16.5 percent of
GDP in 1985-89 to 24.4 percent in 2000-02. The total national tax burden reached 34
percent of GDP in 2000-02, up from 24 percent in 1985-89, as state and provincial taxes
also have increased. It is predicted to rise to 38 percent of GDP by 2005: a rate roughly
similar to that of Great Britain in the 1990s.

The centerpiece of the tax system is Brazil’s version of the VAT, the ICMS, which is
collected by the states and represents about a third of all tax revenues (excluding social
security). As a result of changes in the Constitution of 1988, which gave governors a cen-
tral role as part of the transition to democracy, states were allowed to set different rates
for the ICMS. The constitution also deepened the process

into the tax system.

to introduce deep reforms

of fiscal decentralization by increasing the mandated The case of Brazil illus-

transfers to municipalities and states of the main federal
tax revenues, namely, the income and industrial products

trates the great difficulty

(IP) taxes. These transfers currently represent 3 percent of /1 Moving to a new equi-
GDP, or about half the federal revenues of those taxes. librium, especially when

The constitution imposed other rigidities in the use of
fiscal resources, reducing the flexibility of the executive.
This has led the federal government to resort to taxes that ~ 17107re complex.
are not shared with the municipalities and states, con-
tributing to an increasingly inefficient tax system. The two major sources of additional
revenues are the financial transactions tax (CPMF), which was introduced at the end of
1993 and has been abolished and reintroduced several times since then; and the Social
Security Financing Contribution (COFINS), which was associated with increases in tax
rates and a series of court rulings favoring the federal government. Since the mid-1990s,

the system has become
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temporary (so-called “extraordinary”) revenues have become commonplace and widely
used. Extraordinary revenues peaked at over 3 percent of GDP in 1999 and contributed
2.5 percent of GDP in 2000-02, on average, suggesting that temporary taxes were a
success in terms of revenues. However, as a result, the structure of the tax system has
deteriorated.

As in Colombia, the new constitution introduced fiscal rigidities that weakened
the central government and reduced the discretion of the executive in tax issues. How-
ever, unlike in Colombia, the executive was able to regain its capacity to impose its
fiscal preferences. While governors were central during the democratic transition, their
power lessened with the passage of time (as noted in Chapter 4), partly because of the
executive’s significant powers to shape the legislative agenda and to build support for
the enactment of legislation. In fiscal issues, the governors derived their power from
their substantial tax powers, and the prerogative of the states to own banks and public
enterprises. However, after the monetary stabilization of the Plan Real (1994), the fiscal
situation of the states deteriorated. As a condition for extending federal bailouts, the
federal government was able to impose privatizations of banks and public enterprises, as
well as other conditions. This culminated with the enactment of the Fiscal Responsibility
Law of 2000, which acts as an enforcement mechanism that improves the effectiveness
of the subnational tax system and mitigates the common-pool problem of the federal
tax system (Box 8.1).

An effective tax administration has also been instrumental in maintaining the pro-
ductivity of the tax system, despite all its complexities. Since its inception in 1969, the
Brazilian Internal Revenue Service (Secretaria da Receita Federal, SRF) has received the sup-
port of the government and society at large, partly due to a long tradition of strong pub-
lic administration that goes back to the process of formation of key bureaucracies during
the period of the monarchy in the 19th century. Brazil was one of the first countries in
the world to introduce a comprehensive VAT, generating revenues equal to 26 percent
of GDP by 1971. The more than 13,000 tax auditors at the federal level were among the
best-paid career civil servants in Brazil throughout the 1980s and 1990s. Meritocratic
recruitment and low turnover have been permanent features of the SRF, except under the
Collor administration (1990-92), which politicized the agency and curtailed its admin-
istrative and functional autonomy.® Since then, modernization has continued unabated
and the SRF’s enforcement capabilities have been strengthened. Information on tax
collections, tax legislation, and taxpayer services is provided on the Internet. About 90
percent of personal income tax returns are filed through the Internet, and all corporate
income taxes are filed electronically. A 2001 law allows bank secrecy to be broken for tax
enforcement purposes. Paradoxically, the effectiveness of the tax administration office
may have eased the pressure to overhaul the cumbersome tax system.

As noted, the power of the executive has been instrumental in introducing disci-
pline in the tax relations between the national and the subnational governments and
also in strengthening the tax enforcement capabilities of the tax administration office.
However, the federal government has not been able to implement comprehensive tax

8 Melo (2004).
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Box 8.1 An Intergovernmental Enforcement Mechanism:
Brazil’s Fiscal Responsibility Law

The Fiscal Responsibility Law (FRL), approved in May 2000, imposes order and
accountability on spending by the states through a general framework for bud-
getary planning, execution, and reporting, applicable to all levels of government.
On revenues, the law mandates the withholding of discretionary federal transfers
to states and municipalities that do not collect their own taxes effectively. This
reinforces a constitutional amendment of 1993 that allows the federal government
to withhold transfers to a state if it defaults on its obligations to the federal gov-
ernment. The FRL mandates the publication at every level of government of an
analysis of the impact of tax exemptions in the year they take effect, as well as the
next two years. The FRL also requires that governments match any permanent
spending decision with a corresponding increase in permanent revenues (or a
reduction in other permanent spending items).

The FRL has some noticeable consequences for the broader (“global”) policy-
making process. In particular, it further weakens the power of governors to influ-
ence national policies, since it makes the states more responsible for their own
fiscal problems, thus reducing their ability to hold the federal government hostage
on fiscal grounds.

reform. This failure illustrates the great difficulty in moving to a new equilibrium, espe-
cially when the system has become more complex. In late 1997, and not for the first time,
the idea of a deep tax reform began to circulate. The government considered some pro-
posals that were quite radical. The main proposal was to discard turnover and cascading
taxes,” as well as state VATs, and replace them with three new taxes: a consistent broad-
based nationally managed VAT; a new federal excise tax on a small number of goods and
services; and a local retail sales tax. After the Asian and Russian crises and election to
a second term, President Cardoso decided to raise the issue in public in 1999. Over the
next 18 months, tax reform dominated the political debate. Eventually, it was impossible
to coordinate such a move; only opposition and stalemate resulted. While it may have
superficially looked like a situation where the executive did not push hard enough on
reform, once one considers the complexity of the change expected, it is not surprising.
There was uncertainty about the revenues that the new tax system would raise, uncer-
tainty as to whether the intergovernmental compensation rules would continue, and
uncertainty about whether the distribution across states would be preserved.!®

9 Cascading taxes are those “in which an item is taxed more than once as it makes its way from produc-
tion to final retail sale” (Wikipedia 2005). For example, some sales taxes (in particular, those in which
an item is taxed at more than one stage of production) are cascading taxes.

10 Werneck (2000).
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Thus, although everyone agrees that the indirect tax system in Brazil needs to be
reformed to remove cascading taxes, no agreement has been reached on how to get
there. While the president is typically able to pass his own agenda, the overhaul of the
tax system has been prevented mainly by the uncertain fiscal effects of such reform, not
only on aggregate tax revenues, but also on each state’s tax revenues and composition.
For instance, Sdo Paulo would have lost revenues from the introduction of a general con-
sumption VAT, but would have benefited from the elimination of the VAT on exports;
the opposite would have happened to Parana. The difficulty in measuring whether the
gains would offset the losses, combined with an aversion to losing revenues, meant that
it was hard to build a winning coalition that would support the passage of the reforms.

In 2003 President Lula’s government once again made a concerted effort to arrive
at a consensus on tax reform. Originally the main pillars of the reform were unifying
the VAT, putting the 27 state codes under a single national value-added tax, and con-
verting the main cascading taxes into a non-cumulative tax. Although the reform was
planned to be revenue-neutral at every level of government, congress did not support it.
The government decided to concentrate on measures that had the best chance of being
approved, and postponed or shelved the most controversial aspects of the reform. The
unification of the VAT was thus postponed to 2005, and the number of tax rates allowed
was reduced to five (as opposed to one). The proposed reform of the cascading taxes
was watered down. Moreover, tax relief for exports and capital goods was granted. The
federal government enjoyed partial success with the replacement of the payroll tax with
a turnover tax and the extension of two temporary taxes. But the price was a transition
to lower-quality taxes. Despite all the progress in the negotiation process, politics took
over. With so many interests and players in such a complex issue, the reform process was
temporarily shelved in 2004. The biggest problem, once again, was uncertainty created
by the multidimensional nature of the reform.

While overhauling the tax system has been impossible, the government has been
able to pass piecemeal tax reforms through ordinary legislation several times in the last
few decades. Some important reforms have resulted, including the restructuring of the
corporate taxation system, the introduction of norms to curb transfer pricing, and the
creation of an entirely new simplified system for taxing small business.

In sum, the Brazilian case clearly shows that although a powerful executive and a ca-
pable and well-respected tax administration are instrumental in enforcing the tax code
and inducing cooperative behavior, both from the subnational levels of government and
the taxpayers at large, they may not be enough to introduce deep reforms into the tax
system. Path-dependence is difficult to break when there is a high number of players and
multidimensional reforms are needed to overhaul the tax system, thus creating uncer-
tainty about the revenue effects for each individual player.

Guatemala: Exploring the Political Underpinnings of Low Taxation

There is broad social and political consensus in favor of increasing taxation in Guate-
mala, yet attempts to raise the tax burden substantially have failed repeatedly. A key
reason why has been the lack of an effective political counterweight to the strength of
the business sector.
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Tax revenues in Guatemala have traditionally been among the lowest in Latin Amer-
ica. The tax burden was 7.9 percent of GDP, on average, in the second half of the 1980s,
and it declined further, to just 7.4 percent of GDP, in the first half of the 1990s. Follow-
ing the stabilization of the economy and a series of tax reforms, tax revenues increased
significantly, to 8.9 percent of GDP in the second half of the 1990s, and to 10.2 percent
of GDP in 2000-2002.

Instrumental to these improvements were the Peace Accords signed in 1996. To fi-
nance the social and infrastructure expenditures identified as priorities to cement peace,
a 12 percent tax burden was widely agreed upon as a target that should be met (originally
in 2000). Most of the increase in tax revenue was produced not by taxes on business
profits or income taxes, but by the VAT, which jumped from 2.5 to 4.4 percent of GDP
between the early 1990s and 2000-2002. Income taxes increased, but only from 1.6 to
2.4 percent of GDP, through the introduction of a new tax on the income of agricul-
tural and business firms (known as IEMA, for its Spanish

acronym).!! However, even this incomplete achievement
proved to be short lived. In 2004 the new tax was over-
turned by the Constitutional Court in response to legal
action by some organizations in the private sector, and
tax revenue remained at 10.3 percent of GDP in 2004, the
same figure as in 2003. New attempts by the administra-

The effectiveness of the
business sector in pre-
venting tax increases in
Guatemala is due to the

relative weakness of State

tion of Oscar Berger to reach the 12 percent target have
faced opposition not only from some business groups but,
surprisingly, also from some popular organizations.!?

The history of Guatemala is replete with instances of failed attempts to increase
taxation. During the administration of Julio César Méndez Montenegro (1966-70), the
minister of finance, Alberto Fuentes Mohr, was removed from office after pushing for a
tax reform that was opposed by certain business interests. In 1982, under the de facto
administration of Efrain Rios Montt, the entire economic cabinet was dismissed after
attempting to introduce a package of ambitious tax reforms to curtail the fiscal deficit.
In 1984, the new military government of Oscar Humberto Mejia Victores decreed several
new export and consumption taxes and raised others, prompting opposition from some
business organizations. These organizations retaliated by leaving the goods affected by
the taxes in customs and successfully pressed for repeal of the measures.!3

The influence of business interests in tax matters left its mark on the Constitution
of 1985, which limits the power of the State to levy tax revenues through “constitutional
locks” that prevent any type of “double taxation.” This legal provision has been invoked
on several occasions, apart from the recent repeal of the IEMA. For instance, in 1987-88,
during the administration of Vinicio Cerezo, the Program for National Reorganization
lost its economic base when taxes that had been previously agreed upon with the busi-
ness sectors were later challenged on the basis of provisions in the new constitution.

institutions.

1 Agricultural and Business Firms Tax (IEMA).
12 ASIES (2005).
13 ASIES (2005).
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As this brief history of taxation reveals, the ability of some private interests to block
or reverse tax measures is deeply entrenched in Guatemala. Business and business or-
ganizations around the world pursue their interests in a variety of ways, depending on
the perceived opportunities for influence offered by the political system. As discussed
in Chapter 5, business is most likely to mobilize against the adoption of a certain policy
when its costs are immediate and certain. This is the case with several taxes, such as
direct taxes on business profits. It is not surprising, then, that some business organiza-
tions in Guatemala oppose attempts to raise taxation. What needs to be explained is
why they are so effective in achieving their objectives. Part of the explanation is that the
business sector has traditionally been under the control of a small number of families
and concentrated in a few sectors of economic activity, especially agriculture and com-
merce. These two features, according to the discussion of the role of business in Chapter
5, would mitigate problems of collective action, and lead to more intense and effective
participation by the business community. But this is hardly the whole explanation. The
effectiveness of the business sector in influencing policies essentially rests on the relative
institutional weakness of the Guatemalan State.

As the Association of Research and Social Studies of Guatemala, a prominent policy
research group, explains, “a government that starts almost from scratch every four years,
political parties that do not know if they will survive legally after governing, and a
diffuse social movement, without significant representation and with little capacity to
formulate and advance policy proposals, do not create an adequate context for the emer-
gence of an organized business participation with a focus on the long-term. It is rather
an appropriate context for the development of narrow and short-term business interests
that prevail in the exercise of their disproportionate influence.”!*

A vivid example of the effectiveness of the business sector in the face of weak in-
stitutions is the recent history of the Fiscal Pact. When it became clear that it would be
impossible to meet the target of a 12 percent tax burden in 2000, as agreed in the Peace
Accords, the Peace Accord Accompaniment Commission, at government request, agreed
in 1998 to reprogram the target for 2002. Along with the postponement, a series of ad-
ditional actions were taken: extension of a temporary tax (IEMA), the elimination of the
deductions related to the VAT and income tax; changes to the Free Zone Law; resumption
of the IUSI property tax; the contracting of activity verifiers for foreign trade; and, most
importantly, the promotion of a consultation process on a Fiscal Pact, under the auspices
of the ministry of public finance and the Accompaniment Commission itself.

A committee of prominent professionals prepared a draft Fiscal Pact in consulta-
tion with various economic and political groups. After the public presentation of the
source document, the issues were widely publicized and discussed in a rich and very
participatory process including representatives from universities, study centers, labor
unions, campesino organizations, women'’s organizations, chambers of commerce, de-
partmental consultation groups, mixed and non-mixed committees, peace institutions,
nongovernmental organizations (NGOs), and cooperative federations. Political parties
participated only to a limited extent, although party participation increased appreciably
at the time of the signing of the pact. The process ended successfully with the signing

14 ASIES (2005).
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of the Fiscal Pact by the heads of the three branches of government, together with the
Accompaniment Commission and representatives of the participating social, political,
and economic groups.

In the political climate at the moment, which was not particularly auspicious to the
business sector, leading private representatives participated in and supported this process,
adopting an attitude of dialogue and cooperation, even on issues that directly touched
their interests, such as tax breaks and exemptions (although not in relation to the “con-
stitutional locks”).!> However, a short time later, the balance of power moved back in
favor of the business sector—and the Fiscal Pact was never fully implemented. Although
the highest authorities of the State had formally backed the process and various politi-
cal parties had endorsed the document at the last moment, the executive and legislative
branches ultimately did not support or respect the pact for various political reasons.

The new tax reform proposed in 2004 by President Oscar Berger also failed to obtain
political backing. Paradoxically, on this occasion, the strongest opposition came not
from the business sector but from a group of popular organizations and NGOs. Despite
the attempt to incorporate progressivity and control of evasion into the bill, they decided
to reject the changes, viewing the changes as originating with a government which they
perceived as being too closely allied with the business sector.

The result was the reinstatement of the status quo: one in which lack of confidence
in the capacity of the State, in the context of a system in which parties are weakly disci-
plined and relatively unprogrammatic, confers great de facto power on groups that tend
to oppose attempts at reform.

Paraguay: Laying the Groundwork for Major Change

In sharp contrast with Brazil, Paraguay does not have a tradition of strong public admin-
istration that commands the respect of the public and facilitates the enforcement of the
tax code. However, unlike the tax system of Brazil, that of Paraguay is free from many
of the complexities of decentralization and the diversity of interests and fears that have
prevented Brazil from overhauling its tax system. A recent tax reform became possible
when a progressive party sided with the executive to respond to public demands for
transparency and effectiveness.

The tax burden in Paraguay is one of the lowest in Latin America. The tax revenues of
the central government barely increased from 8.5 percent to 9.7 percent of GDP between
the late 1980s and 2000-2002. There is no personal income tax, other tax rates are low,
exemptions are plentiful, and evasion is pervasive,'¢ the latter reflecting a very weak and
poorly financed tax administration and a very high level of informality in the economy.

15 Several reasons contributed to explain this about-face on the part of the business community. Business
interests had generally opposed newly elected President Alfonso Portillo, resulting in a decline in their
influence during this juncture. In this context, the effective mobilization of the rest of society around
the Peace Accords and the pressure of the international community encouraged business leaders to be-
have cooperatively, rather than risk becoming isolated.

16 The IMF (2005) estimates that evasion is between 45 and 55 percent for the VAT.
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Since 1990, when Paraguay moved toward democracy and witnessed the reduction
of tariff barriers of its large neighbors, Argentina and Brazil, a 50-year-old paradigm of
smuggling across borders has begun to break down. Among the early reforms to address
the high level of informality was tax reform legislation, Law 125/91. The original law
was biased against the industrial sector, while the agricultural sector was barely taxed.
There was no personal income tax, and it was not particularly hard for small businesses
to be exempt from the VAT. Initially the law had two features: it afforded considerable
flexibility to the executive, which could decide which articles to apply, and it even al-
lowed some latitude for the executive to decide the rate and base of various taxes. Vari-
ous aspects of the law and its regulations were ambiguous and subject to interpretation,
thus opening up the measure to a series of changes. Taking advantage of its authority to
initiate bills on tax issues and bills targeted to the private sector, congress passed some 42

reform laws over the following decade,!” adding several ex-
emptions, particularly for the industrial sector. The largest

Even in tax systems that
are underperforming, ma-
jor changeis possible when
political circumstances
shift to enable the exec-
utive and public-minded
politicians to introduce

sweeping changes.

was a five-year holiday on all taxes for firms that presented
reasonable investment projects, even if they were never
carried out. This clearly allowed any firm to be eligible for
the tax holiday, and to continue reapplying.

Although the tax rate on profits was kept at 30 percent,
firms on average effectively paid a tenth of that as a result
of exemptions and quasi-legal alternatives. Moreover, po-
litically and economically powerful agricultural interests,
well represented in the government and congress, pre-
vented the updating of land values for tax purposes. Partly

as a consequence, the tax base value of agricultural land

in Paraguay averages only 5.6 percent of its market price.!8
The agricultural sector accounts for more than 20 percent of GDP, but directly contrib-
utes less than 2 percent of total tax revenue, as extremely low land taxation makes it
very cheap to preserve idle land in Paraguay. A personal income tax was established only
recently and is not expected to be fully operational for years to come. The VAT rate of 10
percent (the lowest in South America) also had numerous exemptions, many introduced
through amendments in the 1990s. (Most of these exemptions were eliminated by a law
passed in 2004.) Another important indirect tax is the excise tax on diesel fuel (used by
85 percent of the vehicles in Paraguay). The price of diesel is regulated, and so the tax
rate has suffered various modifications, the result of negotiations between the state oil
company, Petropar, the central government, and the agricultural sector.

Paraguay has historically had a two-party system. The Colorados retained power the
longest, even through non-democratic means, until the early 1990s. Attempts at over-
hauling the tax system began in 2001, but repeated efforts never acquired enough steam
to get through congress, particularly in the face of a progressively weaker government
with low credibility, a highly factionalized Colorado Party, and determined opposition

17 World Bank (2003).
18 Molinas, Pérez-Linan, and Saiegh (2005).
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spearheaded by the Liberal Party in congress. A new reformist party, Patria Querida,
gained considerable popularity during the presidential election race in 2003, as it ran
on a platform of change and opposing corruption, an endemic problem in Paraguay.
The party was led by a group of progressive technocrats from various sectors of society,
particularly from the business sector. As a result, the two-party hegemony broke down.
Although the Colorado Party candidate, Nicanor Duarte Frutos, won the election, his
party did not win a majority in congress. The seats were more or less equally divided
among the three parties: Colorado, Liberal, and Patria Querida. Moreover, Duarte came
from the reformist faction of the Colorado Party, and while the rhetoric was populist and
appealed to the rural less-well-off constituents, in practice the policies were pragmatic
and reformist and thus met with some resistance from the traditional faction of his own
Colorado Party.

Duarte was elected on a promise to attack corruption at the highest levels. Imme-
diately after taking office, he replaced the top levels of government with individuals
who were renowned for their integrity and professionalism and were independent of
the traditional Colorado Party apparatus. This included replacing the heads of the tax
and customs administrations (which were perceived as the most corrupt institutions
in Paraguay) and providing full support to a technocratic group of policymakers. The
government then proposed its own strong reform agenda. One of the most important
aspects was tax reform. The draft tax law in its purest version essentially eliminated
tax exemptions and equalized the rates of both direct and indirect taxes at 10 percent,
strengthened tax administration by adding independence and accountability, and in-
creased financing by earmarking a percentage of tax revenues for the tax administration
authority. The government made very strong efforts to include as broad a set of groups
as possible in the dialogue on tax reform, including civil society, business groups, and
trade union groups. To create additional external pressure, the administration secured
a commitment for funding from multilateral and bilateral development organizations,
conditional on an IMF program. In the end, the ruling Colorado Party supported the
law, the Liberal Party opposed it, and Patria Querida was left in a very strong bargaining
position to support the law on the condition that certain features opposed by its special
interests were removed. It thus became the main veto player. In the end, the law was
watered down. The share of taxes to be paid by the agricultural sector increased, but
remained relatively small. Nonetheless, through a significant broadening of the tax base
and the elimination of some egregious exemptions, the law was estimated to increase the
tax revenue yield by 1.3 percent of GDP in the long run.'’

Although the new law (Ley de Reordenamiento Administrativo y de Adecuacion Fiscal)
clearly moved in a desirable direction, in practice the traditional pressure groups con-
tinue to lobby for the postponement of some aspects of the law. (The executive has the
power to decide the timing of implementation of the articles of the law.) Remarkably,
even before the law went into effect, the new government was able to increase tax rev-
enues by 40 percent between August 2002 and 2003, in part through some efficiency
measures, but mostly as a result of better compliance and a reduction of internal corrup-
tion in the tax administration.

19 IMF (2005).
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The experience of Paraguay suggests that major change is possible in tax systems
that are seriously underperforming when the political circumstances shift to enable the
executive and public-minded politicians to introduce sweeping changes. Of course, this
story has yet to unfold fully. Two main challenges persist. First, the tax and customs
administrations are not sufficiently financed or independent to perform their mandates
adequately. The recent successes in tax collection may not be sustainable unless the
resources and powers of the tax administration are increased and maintained. Second,
the trend toward eroding the law through amendments may repeat itself. Congress can
initiate reforms that benefit particular interests that are very strong and have influence
in the political parties and with individual politicians. As the other case studies have
highlighted, the executive must exert its power to prevent those trends from eroding a
very promising tax reform.

Conclusion

Why do some countries have higher tax revenues relative to their GDPs than others?
Why do some countries opt for indirect taxes, while others prefer direct ones? Why do
some countries have simple tax regimes, while others prefer complex structures with
large numbers of exemptions? Why is taxation so hard to change?

To answer these questions, this chapter has explored some political and institutional
aspects of the tax policymaking process. Drawing closely from the experiences of Brazil,
Colombia, Guatemala, and Paraguay, the analysis has found that, to a large extent, dif-
ferences in taxation reflect differences in political institutions and structures, which in-
teract with some important features of tax policies. The wide-reaching effects of taxation
throughout the economy make cooperative solutions difficult when the number of play-
ers is large. The common-pool nature of taxation revenues creates incentives to renege
on cooperative agreements. It also necessitates enforcement mechanisms to implement
tax policies effectively. These problems may be acute in fiscally decentralized countries,
especially if subnational authorities have strong powers vis-a-vis the executive and, in
general, in countries where political power is fragmented. Taxation systems are very
highly path-dependent because of the resistance of elites; uncertainty about the revenue
consequences of the reforms; the strategic interests of weak governments or parties in po-
larized political systems; and the difficulty of putting enforcement mechanisms in place.
Path-dependence is more likely to be overcome in more centralized systems, especially
when the balance of power favors the executive and leadership is strong.



