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base and raising the rate of the value-added tax,
or IVA®° In 1990-92, for example, the VA repre-
sented 3 percent of GDP and 24.4 percent of total
tax revenue. By 2005-8, the IVA represented 6.4
percent of GDP and fully 36.2 percent of tax rev-
enues.’® As noted by the United Nations in 2010,
“ e tax structure in Latin America and ed Nations in 2010,
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In short, the fact that income taxes account for
less than a third of the total tax revenues has impact-
ed the way inequality has evolved. While social
expenditure has to some extent mitigated disparities
in income distribution over the last decade, tax sys-
tems continue to further structural inequality in the
region.

While the diagnosis of the problem itself is well
known, less understood are the factors that make tax
reforms feasible and successful. For example, it has
been relatively easier to legislate regarding the VAT
or adjust tax rates on goods and services, foreign
trade tari s, and corporations. It has been much
more di cult to signi cantly raise personal income
taxes, capital gains, or property taxes. Despite a
few success stories in the region, most attempts to
bring equity to the tax system have failed.  ere
are a number of possible explanations: coalitions
that resisted, governments that feared capital ight
or reduced investment, politicians afraid of retalia-
tion by important supporters, weak tax enforcement
capacities, and outdated judicial and information
systems. But these issues and others have not been
systematically studied in order to ascertain what
makes an egalitarian tax reform more attainable.

e Woodrow Wilson International Center for
Scholars and the Universidad de San Andrés in
Argentina convened a public conference in May
2011, followed by a private workshop among schol-
ars and practitioners from research centers and inter-
national nancial institutions based in Washington,



from personal income taxes, as compared to 27 per-
cent in industrialized nations.

To make up for the inevitable shortfalls, Latin
American countries have adopted indirect taxes
such as the Value Added Tax or VAT. Although
these taxes are e cient from the point of view of
production incentives, they are regressive, placing a
burden more on those who devote a larger share of
their income to basic necessities.

So, that’s the crux of the imbalanced nature of
taxation in Latin America: tax revenue is low given
the region’s level of development, and the taxation
system is preponderantly regressive, requiring more
of the poor and less of its wealthiest citizens than
other regions.

Meanwhile, overall social spending in Latin
America remains relatively low and not particularly
progressive either. Studies by the IMF and World
Bank in 2008 found that spending on public health,
education and direct transfers to be at across
income brackets, achieving little redistribution.

Social spending is, in some cases, biased in favor
of the rich. In Honduras, for instance, while the
poorest quintile receives 1,577 Lempiras in gov-
ernment grants and subsidies , the richest quintile
receives 5,861.

What's more, the prevalence in most Latin
American countries of across-the-board subsidies
such as gas, electricity or food subsidies—that ben-
e t the rich as much, if not more than the poor—
often o sets the growing expenditures on targeted
programs and basic social services and infrastruc-
ture. In Mexico, for instance, targeted subsidies are
progressive, but their redistributive e ect is more
than o set when generalized subsidies are account-
ed for, resulting in a regressive pattern of overall
subsidies.

As you can imagine, the e ect of regressive
spending atop regressive taxes is persistent inequal-
ity. A study of the six largest Latin American coun-
tries nds that the distributional impact of the scal
system is very limited in the region when compared
to European countries. In particular, before direct

taxes and transfers, the Gini coe cient of many
European countries is not very di erent from the
Latin America levels. However, in Latin America
direct taxes and public transfers have only a modest
impact on the Gini — approximately 1 to 2 Gini
points reduction with transfers — while they reduce
inequality by about 15 percentage points on average
in Europe, two thirds of which can be attributed to
public transfers.

Right Time to Fix Fiscal Wrongs

e good news is that today the region in an excel-
lent position to right these scal wrongs. Indeed,
there may be no better time than the present to
change the underlying policies that help to maintain
inequality considering the region’s current econom-
ic strengths.

Latin America and the Caribbean, after weath-
ering the 2008-2009 recession much better than it
had previous downturns and outperforming many
other regions, is riding a strong economic rebound
thanks to an upturn in domestic demand.

e region’s quick recovery was also aided by a
commodity windfall enjoyed by many countries in
the region — a result of the longest and most com-
prehensive commaodity price boom in recorded his-
tory. Since 1990, the share of commodity exports
going from the region to China has increased ten-
fold—from 0.8 percent to 10 percent of total com






promote stronger long-term growth, we are likely to
leave such solitude behind.

Progressive and Regressive Taxation
in Latin America: An Overview

Juan Pablo Jiménez
Comisién Econdmica para América Latina'y
el Caribe (CEPAL)

Jiménez pointed to data illustrating that Latin
America remains the most unequal region in the
world, ahead of sub-Saharan Africa. e average
Gini coe cient for Latin America is over 0.50. e
OECD, in contrast, has an average Gini coe cient




sumption dominate tax structures, whereas taxation
of personal income and property is weak. Further,




in recent years, due largely to revenue from state-
owned copper production. However, scal revenue
does condition the level of public expenditure in
Latin America. A critical issue for scal policy in
the region is how natural resources revenues are
spent and/or invested; many countries are highly
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stability, e ciency, and growth. Dimensions of
analysis include resource collection and alloca-
tion, equity, macroeconomic sustainability, quality
of spending programs, and accountability through
availability of data and independent evaluation.

e CEQ framework has already yielded interest-
ing results for Argentina, Mexico and Peru. In the
three countries, government revenues and redistrib-
utive spending appear to be su cient to potentially
eradicate extreme poverty and human capital gaps;
however, this goal has not been achieved because too
much revenue is allocated to other areas within the
public sector and to the non-poor, particularly in
the case of Mexico. In all three countries, moreover,
safety nets do not provide universal coverage for
the extremely poor population, and those excluded
from current programs are more likely to be male,

urban and slightly better educated.
ere are, however, a few caveats regarding the

analyses of income distributions and tax incidence

in Latin America due to data limitations. Inequality




Nor is administrative capacity an impediment to
progressive taxation in Brazil; the IADB ranks the
country as the best in Latin America on this dimen-
sion. Brazil also ranks highly in terms of the rule
of law and judicial independence in Latin America.

Brazil’s lack of progress on progressive taxation
can be explained instead by policymakers’ focus on
revenue-raising and the success of spending-side
redistributive programs. e experience of hyperin-

ation in the 1980s made the population extremely
in ation averse and encouraged policymakers to
prioritize scal solvency and to emphasize revenue-
raising capacity over equity. Policymakers today
remain risk-averse in the realm of taxation. Brazil
has managed to dramatically increase revenue over
the past two decades without emphasizing pro-
gressive taxes. Collections amounted to nearly 38
percent GDP in 2005; much of the increase can
be attributed to earmarked “social contribution”
taxes. As such, Brazil is an extreme outlier within
Latin America; its tax revenue as a percent of GDP
now exceeds the OECD average. Policy makers do
not wish to risk adverse revenue a ects that might
accompany tax reforms designed to redistribute the
burden more equitable. In addition, politicians
have few incentives to pursue progressive taxation
for the sake of redistribution, given that targeted
spending has contributed to a signi cant reduction
of inequality. Bolsa Familia is the most renowned
such program. Brazil’s Gini coe cient has fallen
from 0.59 in the 1990s to 0.55 in 2007. Finally,
reforming consumption taxes is a particularly con-
tentious issue given that states administer their own
VATs and do not want to relinquish control over
this revenue source.

In sum, Brazil has the capacity to enact and
administer progressive tax reforms; however, poli-
cymakers lack incentives to pursue such reforms.
Governments are happy with the high extractive
capacity of the tax system and show little concern
over itsine ciency and regressivity. At most, we can
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paid by the citizenry, despite the fact that revenue
from oil is highly unstable.

Scott argues that in highly unequal countries,
raising large amounts of revenue that can be dedi-
cated to social spending on the poor is more impor-
tant for redistribution than the progressivity of the
tax system. He argues that generalizing the VAT
in Mexico would bene t the poor even if the cur-
rent distribution of state expenditures and subsidies
remains unchanged, because VAT exemptions dis-
proportionately bene t upper-income consumers,
even though they are progressive relative to income.
However, he also maintains that Mexico’s social
spending programs must be reformed to achieve




Unidad Nacional de la Esperanza (National Unity
of Hope, UNE), also proposed tax increases, but
reform was derailed by divisions within the cabi-
net and within the governing coalition in congress.
Corruption scandals and the onset of global eco-
nomic crisis lent force to arguments that this was
not the time for tax reform. Similar impediments
hindered reform initiatives in 2009 and 2011.

e main problems that have prevented tax
reform in Guatemala are a fragmented party system,
private sector actors with veto power, and consti-
tutional restrictions on taxation. In Guatemala’s
extremely weak and fragmented party system, par-
ties are short lived, governing coalitions rarely
achieve majorities in congress, party discipline is
weak, and legislators frequently switch their party
a liations. Maneuvering reforms through congress
is therefore very di  cult. Meanwhile, private sector
actors have strong veto capacity. Business associa-
tions have historically demonstrated cohesive oppo-
sition against tax increases and have been willing to
reach agreements that apply only during the tenure
of the government in power, in other words, tempo-
rary tax increases. e business sector has blocked
reform through a varietyof means, including using
disruptive tactics during negotiations, calling
strikes, and waging anti-reform campaigns through
the media. Campaign nancing has likely a orded
signi cant private sector in uence in congress in the
context of weak party discipline. Finally, the private
sector often challenges the constitutionality of tax
reforms; Guatemala’s constitution places signi cant
limitations on the government’s ability to tax.

Given these imp in0’ht3w 10.5 0 0 e6senate sector
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been political support for wealth taxes and nan-
cial transactions taxes; however, Dr. Salazar argues
that both of these taxes are distortionary. e
Constitutional Court has also been an active actor
in tax reform initiatives. A 2003 ruling maintained
that applying the VAT to certain previously exempt
goods was unconstitutional, because it would nega-
tively a ect the minimum vital income for low-
income families.

Recent tax initiatives in Colombia include a
2010 tax reform that eliminated the deduction for
investment in  xed assets and eliminated the nan-
cial transactions tax from 2014 on. In early 2012,

the government of President Juan Manuel Santos
announced plans for an overhaul of the tax system,
to make it more fair and e cient and to gradu-
ally increase revenue. Dr. Salazar recommended
that tax reform include: broadening the personal
income tax base, eliminating corporate tax exemp-
tions and potentially reducing the rate, broaden-
ing the VAT with compensations for low-income
families and reducing the number of di erential
rates, and reducing tax evasion. Salazar argued that
Colombias long-term scal sustainability depends
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