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Distributicn, Growth, and €¥verrment Zconery# Féhavior in Peru’

I

The original purpose of this study was to set forth, as best it could be
done, the means by which policy instruments have been used by the Peruvian
government to affect that nation's rate of economic growth., After their initi~-
ation, however, papers tend to lead lives of their cwn, and this one has chosen
to broaden itself in one direction and narrow down in another,

It is broader because it could not deal with growth policy alone. Growth
is of course a Good Thing, and any goverpment would préfer to foment it rather
than retard it.2 Nevertheless the urgency of pursuing other policy goals such
as stabilization and distribution frequently leaves a govermment with few
effective instruments left for growth policy. This has generally been the case
in Peru, and so the history of growth policy is lérgely a history of the
secondary effects on growth of policies designed with other goals primarily

in mind.

1., I wish to express my appreciation to members of the seminar of the Research
Program in Economic Development at Princeton for their helpful comments, Also,
I wish to thank Carol Allen and Robert van Leeuwen for their excellent work as

research assistants.

2., Sometimes it is argued that what is important is not growth but development,
the difference between the two being that development involves both growth and
additional changes which permit a more equitable income distribution. Mere
growth without development, as a separate policy goal, would therefore seem best
defined as growth with unchanging income distribution, and that is the sense in

which I would like to use it in this paper.
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Secondary growth effects produced by the pursuit of other policy goals are

not necessarily random; in the case of policies for improved distribution, they

than Yot Thee
are moreﬂpften unfavorable, 'Hre conflict between growth and distribution is not
inevitable, It can be avoided by redistributing claims on future income gener=
ated by present investment instead of redistributing present income. It can
also be avoided by the behavior of the rich; if they love luxury so much that
m:-.a.ée:n,d Fm-’«.\m,!ﬂ A Seuds

their M@SAis no higher than anybody else's, then the dilemma disappears.

But in fact, this dilemma of choosing between growth and distribution
appears very real in Latin America., It seems no accident that the countries
which have suffered the most unhappy growth performances in the last 20 years ==
Argentina, Chile, and Uruguay == are precisely those in which the middle and
lower classes have become most powerful politically, most disaffected with the
existing social structure and income distribution, and most forceful in demanding
distributive change, This close, inverse connection between growth and distri-
bution demands that, if policy toward one is to be studied, then policies toward
both be studied, That is the case in this paper.

The paper is narrowed down in that it deals only with budget policy, i.e.,
the use of taxation and expenditure to achieve combinations of the policy goals
already mentioned. This leaves out tremendously important policy fields, such
as those dealing with industrial development, public enterprises, and exchange
rates. They are left out simply because they must be postponed to another paper.

Fo; two reasons, I do not wish to view policy-making as a technical problem
of correctly turning the handles of instrument variables in order to achieve
exogenously determined targets, First, this approach is better suited to policy
planning than to the analysis of past policy making, since in the past one is

likely to find the exercise of the instrument as the only evidence suggesting
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what the tafget was, Second, the process of choosing targets is very important,
and should not be left out of consideration, Just as consumer expenditure is
determined by the behavior of individuals, as expressed by a consumption function,
so is government expenditure and taxation determined by society's behavior, as
expressed by the choice of policy targets. Society's preferences, thus filtered
through the mechanism of govermnment, are nothing more than a reasonably pacific
resolution of the preferences of different competing groups. The policy targets
chosen are a reflection of the power of these various groups in the political
arena; they are also a major determinant of the net benefit which these groups
receive from the political process in general and the budgetary process in
particular,

Before looking at the tazation and expenditure patterns which have been the
result of political struggle over the Peruvian budget, we first look at the
political enviromment itself, as it has been analyzed by various noneconomists,
We seek the political origin of the economic behavior embodied in the particular

combinations of growth and distribution policies pursued over the years.

I
in |
Political systems sf Latin America rum to a pattern, the major features of
aeneadly, verog? T2
which are koown to every educated layman, It is knnwaﬂfhat a small upper class,
fully Western, exercizes a commanding position in the political process, that a
slow-to-emerge middle class is still numerically small and fairly powerless,
that an enormous gulf in living standards exists between rich and poor, and that
rumblings of unrest within the political system are frequently heard but usually
hes Leen desom bed oy 1
deflected or suppressed. The political system %sﬁ in a word,;oligarchic,

Oligarchies are relative things, however, since all nations have groups

which exercize political power disproportionate to their numbers. With few
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exceptions, these same groups also maintain much higher living standards thaﬁ do
the less fortunate of the same society, Therefore we must say that the political
and social features listed above are merely more characteristic of Latin American
political systems than of systems elsewhere in the world,

Moreover, since Latin America has its own diversity, they apply better to
some Latin countries than to others, It is generally thought, however, that they
apply particularly well to Peru, Nowhere else does the gulf between righ and
poor seem greater. There are few other areas in Latin America with poverty
comparable to that endured by the peasants of Peru's southern Sierra, but at the
same time, in the same country, a century of development in the other half of a
dualistic economy has produced great ﬁealth. The gulf seems great in social
mobility as well as income; it is an "often made observation that Peruvian
society is rigidly structured and barriers between social classes are unusually
difficult to cross - even in comparison with other Latin American countries."1

pawnt

It is this view of society which has led wsm® Peruvian intellectuals to
speak of domination, rather than some form of reciprocal accommodation, as the
essence of political and economic relationships between classes as well as

*

between nations.  Domination, it is argued, is exercized by whites and mestizos

1. Richard Patch, ''La Parada, Lima's market: a study of class and assimilation,”

West Coast South America Series, American Universities Field Staff, Vol, XIV,

no, 3, February 1967, p. 13.

M‘“““—\

2, The term, and the associated analysis, e from Francoi rroux, whose

i:::??ﬁbtgii\influencew;;H;EEﬁ\i@~profound. For one

SociaT“ReseQrch, June iEB@T‘f)
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. 1 . .
over the Indian peasants, and independently, by foreign interests over a small
open economy such.as Peru's. It is also the essence of relationship between

oligarchy and masses.  Thus we see a description of Peruvian class structure

: K . 2
which differentiates between clase baja, clase media and clase dominante. Mot
. N,
only is the latter's powermemphasized, but also its numerical swmallness., Some
) \50 v, o 3
y 3
make reference to &) familles others to 1007 nobody has attempted to say with

S,
any precision exactly which Lamllles are on the list 4but the .impression of
ﬁ“‘& V"‘“"“Fr}'v“&u‘{\ta 3t ’i‘:‘aq_,‘g_,p- /

smallness aed exclu51veness femalng\strona in both popgiff and academic mind,
A

h, .
1, See Julio Cotler, "The mechanics of\igternalfgémination and social change in

Peru,” Studies in Comparative Internatlonai\Devex opment, Vol, III, No. 12, 1967~

\/

1968, y
H
™,
™,
2. Jose Matos Mar, “Consideraciones sobre lg situacion social del Peru,"
RN
N
- America Latlna, January/March 1064, p. 62. i) x@
NNy , S 1
/‘.-J_:b i‘;!uf.e-m \rmeL‘z, L.l f;#«, ba?_f" .a.é-,; ctv. j}a« '{?chs. n,c,.ulextxw»f«’- Lo, - Qi % M:;j;*
3. ,\Ebtos Maf, op. cit., p. 60 Francoik Bourrlcaud‘R”Stvucture and function hﬁ:’s
e \ e

of the Peruv1an ollgarchy,‘“Studles in Comparative Internétlonal Development ,™-

57,

VYol. II, Wo. 2, 1966.

~Buenos. Adres,. Sth_editionse-1966. A ra&her casual attempt has beép made da
B

Raiu by Carlos Malplcaqi Guerra a muerte al latifundismo (Lima: Eaiciones

Dlees
Voz Rebelde, n.d.), Part IV, " Los Bwewes del Peru.”
ﬁ G 15&%*‘

5. , Ihis is the popular view from within as well as w1thout the oligarchy,

Robert Triffin tells the story of attending a large 1uncheﬁﬂ'of bankers in
Lima in the 1%40's, where he was told, "There are only 100 people in Peru who
really matter, of whom 50 are in this room. If we stick together we'll be all

right."



A g uwmary sgsessment of the society of dominavion is put wost hitterly and
sucainctly by the vevelutionary de la Puente, "I think there is not a countyy
in America where infra~ and supevr-structural conditions ave so unjust, so rotten,

. , 1
so archaic as in ourg,"” Pt gad - . _
I’,:jm“.!"usmnmw o L @ Froat v g nbne ad, speam Tha i;}iff-ﬂ!ﬂ-‘?-

Of these vavious forms of domination, ele ﬁfwiig%”mﬁfmwhﬁfmﬁﬁiiﬁw%uﬁw%ﬁé

concerns relations between the national, Spanish-spoaking socieaty, vepresented

&

by white and mestizo, and the Indians., A number of studies document the
wechanisms by which the Indian iz excluded froa political participation since

he is illiterate and not eligible to votae, from legal redress, since the courts

o

. - ' 2 s \
require the use of Spanishk, and from economic oppor ~tunily, It 15 yguite
appropriate that antbyopologists and sociologists have focused particularly on

this issue, because the assimilation of the Indian into national life vemains
the overvidingly inportant social y“ﬁuiﬂm of the couut“y, }It also remaing true,
hﬁwaveg, that the othsat relaticnships of powar to which the ferm dowination is

"\ |
\\ \ N =,

. i " . . :
appiied are much less studied and iless well understood, \‘ ;
\‘ ;\&
\ " When wa turn to rPlatﬁmuahipu between oligavchy and masses, ov avel, to
¢ ' - l‘-. A
- definition of G&igarcﬁy, the gtuﬂont of Peruvvian scciety receives rather little
; ™ & ' \. N -

i

: i
5 . % !

telptfrom the litervature of acadenic disciplinea. It is hot difficult to define;
13 T T DA T o P A S B e b s v A g o w1
oiigarciy as an Ideal’type, dn tevas of smallness of size, dpntrol of wealth
\“\, . \ . ."1. ! "

v
.. -

‘and pmwer}land difficult’ of aceess for society's nouveavx. I¢ is difficult, Z "

. . 4
\ . Y

however to Lnﬂit&ﬁ@ how LK'DR ively these atiributes wust be undercut helore ; B
2 . ;

an oligarchy can be sald no longer to axisp,

’

1. Luis ¥, de la Puente Uceda, "The Peruvian rvevoluticn: coucents and

perspectives,’” MNont hiy Review, November 1965, p. 21,

o
2, ﬁCotler, op. it
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Afew years ago it could have been said that the other relationships

A

3 . o -
of power toiwhich the term domination is appli

0]

d were much less well studied.
and .- lE"”‘Wpll unders ta&d, In ‘the case of LeLat1onsh1ps between angaLchy
and wmasses, however, a spate of recent studies, begun by the work of
Bourricaud and continued in a recent publication of the Instituto de Estudios
. H H : F . | i_.cl',..,tl
Peruanos, has thrust this aspect of domination to the forefront of interest.

The debate thus stirred up has centered .om whether orenert khnge a

Peruvian oligarchy really exists. This mu
g
e

problem under any c1rcums“"nce.ﬂmauL more di’
. . )

fA %) er.r.l,r-w. u.(

the absence of sroenlimuphin
'ﬂotﬁ 'ﬂ-«?.,— ) '

ﬂﬁh%@”NAAnAkdﬂﬂAdpﬂixﬁﬂl mrnRiEn—SUoEsEls eriteria which could be used

M

ST Cerms, x%rcﬁ-ulnarhr;ﬁC“ﬁﬁ

for separating the confusing variety of social EyEEEREI . systems into the

oligarchic and the Non-0logaTchiic e e & W5 Citad. .

There are two principal lines of argumentc suggestlng that mXizszghk

-

an oligarchy meesds doean t exist, OUne has it that even wi tﬁln an clozed

elitist societies of Latin America there are many compelbing & political
groups, and that the traditional aristocracy takes its share of lumps

e 8 '
in the domestic political arena.

Franeois Bourricaud, Prder v Sncicdnd on el toncoranes. Dus

ELEIEH

Bourricaud et al., Jmxfitigarch

et ol Peru, Lima: Monc

for the Instituto de Istudios Yeruanos, 1969

. . ‘ ' i

~
SR —_ "o _r ) i
]t G ¥ ke J‘ ﬂ‘x@.— a } ' g}:..\,yu_,lvxq [T~

~

/%o»:/ I9EF - Jﬂﬁ
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It is far from being all—powerfui,aggﬁfj?r, and therefore talk about the

oligarchy.as the "dominating class” can be deceptive. It is also far from being
™~

permanently Eiayeéxggngﬁkiizi?rs; a close look at the-gligarchy reveals so many
eplsxdes of internal comnflicty.lost battles against other gr s, and instances
T

of new graups gaining entranceto tggxatltg\that some of the most pesceptive of

observers have ence.1 This is no bt

estioned the oligarchy's very ex

‘—\ .
bed&uie Peru's is a wéakened oligarchy, which derived its“power from banking,.

tnaﬁe and "plantation agricuizﬁrqﬁ and now finds itself in retreaf“agéifffﬁiie
risgggxﬁgrces of “industrialization and a military establishment with a ne i??
“‘\,‘U =

. B T & ‘
political consciousness. ]1%@ heyday of Peruvian oligarchy was long ago, in the S
_h“_"“

e i iy e i
first decades of this century, when the Republica Aristocratica held sway through
its political instrument, the Civilista party, and when the oligarchy's rule
could be direct and effective.t The political and social history of Peru in the
wwoetd a%h
past sixty years therefore appearu a story of the gradual erosion of oligarchice
A fevess, pobi e e *
power, as other groups have developed the pewes to obtain a share of the output.
ofthepotitical—system., At the beginning of the century the other groups were

exclusively urban; the political system recognized the growing power of urban

_Inst}tuto

3] gi}wr_\‘u.r-ﬁ— W\F‘Q— {' M‘:h"w\ R 4 -
i. BOurricaud,-Q§§§é$%kA p. 25, gives the impression that oligarchy prefers

indirect rule, and that the Civilista period was an aberration, It seems to
me rather sen indirect rule has been the best that oligarchy could manage

during other periods.
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workers and middle classes by enacting social legislation, encouraging collective

bargaining, and setting the urban beginnings to a national system of public

education,

Over the decades the process of social mobilization has continued, to the
point that in recent years the political system has begun to grant some of its
benefits to the Indian peasant, viz, an agrarian reform law, in response to the

peasant's newly-acquired ability in political organization,
Mo T} T2 frarve me el
Te new, challenging groups redy on mass action and threatened violence as
- j by Wf‘iﬁ?ﬂ-{/
their bargaining tools in the political process.” The oligarchy raeedes but
anThe {m.af' bl
slowly, however, since it has known that excessive instability witl bring the
A fowr gaes Oye . Thewafore, Poru ures
Armed Forces to the rescue, Eeznuiuu;;ﬂna;aéo:e—beena?ost appropriately described

J
as a military guardianship, where the Armed Forces permitthe oligarchy to employ
A

" defensive and delaying tactic which realistically has estimated the possibili-

2

ties of defeat of the traditional ways but wishes to soften its impact.ffi:?
e

S

T ey

the words

from

L
i
“,. Fredrick Pike, The modern history of Peru, (Mew York: Praeger, 1967),

pp. 192-200,

L s

2, Hugo Neira, Cuzco: tierra v muerte Lima 1264,

\ 3. James Payne, “"Peru: the politics of structured violence,” Journal of

Politics, May 1265.

&”‘-L
-4, Rosendo Gomez, "Peru: the politics of military guardianship,” in Mazrtin

Needler, editor, Political Systems of Latin America (Princeton: Van Nostrand,

1964), p. 300,

v Lh- o
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Armed Forces. erefore I take%Etxii\fell estab%i::éd )
- atreat, with the ti e of initial reétreat possib\y\gg

"

‘s e S
e
i

:> We_ should -expect-budgetary-policy -formulated-in-such-a poitical environmeat
SPC“—C! f xi-LH

?
to_possess-certain.characteristics—regarding distribution. ZEirst, taxation and

expenditure should reflect oligarchic power by being relatively regressiveg in
Aorgonei >

upper income ranges, Seeend, budgetary policy should be particularly regressive
in the income range which separates incomes of most Indians from incomes of most
mestizos and whites., Third, the regression, or weak progression, of the system
should be changing over time in the direction of greater progression, but the
beginning of such change might be located anywhere between 1900 and 1953.

These expectations about incidence, as well as the earlier description of
the distribution of power in the political system, are couched in relative
terms, and therefore before examining the Peruvian figcal system we must say

something about patterns of expenditure and taxation in other countries, so

that standards of comparison will be at hand.

III

There has been very little work done on estimating the incidence of taxation
and expenditure in less developed countries. Within Latin America, the few
studies to be found have, to my knowledge, all focused exclusively on tax
Iincidence. Carefully%done studies in El Salvaqu and Venezuela both conclude

. -
that these tax systems are mildly progressive;s“A study of Colombia, which

=¥, Henry Wallich and John Adler, FPublic Finance in a Developing Country;

El Salvader = a case study, Cambridge: Harvard, 1951, pp. 132-133, Commission

to Study the Fiscal System of Venezuela, The Fiscal System of Venezuela,
Baltimore: Johns Hopkins, 1959, p. 40.
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dealt only with quartiie groups and was therefore quite undifferentiated at the
upper end of the income distribution, found tax proportionality but no
progression.l On the other hand, a more ambitious but looser study by Musgrave
showed quite different results: that in all South American countries,
except Venezuela, families ranking between the 25th and 50th percentiles.
these. 5€waij

in income suffered the highest average tax rate., B tax systems therefore seem to
be progressive only below the 25th percentile and regressive over the wide range
above it.z In the case of Argentina, the conclusion of tax regressiveness was
confirmed independently by Hersche1.3

The redistributive impact of taxation appears mcre certain in industrial
. countries, which generally place greater reliance on income taxation. Yet even
in the United States, a country which gives particularly strong emphasis to
income taxation, incidence studies have shown that progression of the total tax

system is weak in both lower and middle income brackets; strong progression is

to be found only in the upper brackets.4

1. Joint Tax Program, Fiscal Survey of Colombia, Johns Hopkins, 1965.

2, Richard Musgrave, "Estimating the distribution of the tax burden,” in

Conference on Tax Administration, Problems of tax administration in Latin

America, Baltimore: Johns Hopkins Press for the Joint Tax Program, 1965,
p. 03. The apparent progression in Musgrave's Venezuelan estimate appears
erroneous, however, the result of including taxes on foreign companies in a
distribution which pertains only to residents of the country.

3. Ibid, p. &6,

4. George Bishop, "The tax burden by income class, 1958," National Tax

Jourpal, March 1961,
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One concludes that there are probably no tax systems in the Western
Hemisphere which are strongly redistributive in either direction., For significant
redistributive impact one must look to the expenditure side of government fiscal
activity, and yet it is here that the empirical studies are hardest to find, The
exercise of assizning benefits from government expenditure to various income
classes imvolves such arbitrariness that few have bothered to do it. No studies
come.to mind in Latin America, and only Adler's in the United States.l His figures
show strongly vepgressive expenditure favoring the lowest incéme groups, but also
a milder but still sipnificant redistributive impact running through the full
range of income classes,

=%i5tudies addressed specifically to questions of incidence are too few in
number to permit drawing zeneralizations about the pattern by which redistribution
evolves as countries develop, We may do this indirectly, however, by examining
cross sectional studies which trace out the differences in expenditure and revenue

patterns amonz countries at different levels of per capita income.

1, John Adler, "The fiscal system, the distribution of income, and the public
welfare," in Kenyon Poole, editor, Fiscal Policies and the American Economy,

New York: Prentice Hall, 1951.

2. 1Ibid, appendix by Schlesinger, pp. 418-420.

3. Alison Martin and W.A, Lewis, "Patterns of public revenue and expenditure,"

Manchester School, September 1956; Jeffrey Williamson, "Public expenditure and

revenue: an international comparison,’ Manchester School, January 1961; Harley

Hinrichs, A general theory of tax structure chanze durinz economic_development,

Cambridze: Harvard Law School, 1566. Simon Kuznets, "Quantitative aspects of

econonic growth of nations: Part VII. the share and structure of consumption,"

Economic Development and Cultuyal Change, January 1962, Part 23 Richard Thorn,
"The evolution of public finances during economic development,” Manchester

School, Januavy 1967, For a more ccmplete bibliography, see Thorn, op. cit.
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One well-established result;f;egp%hese&%guéieﬁﬁis that governmenit revenues
and expenditures are ex post elastic with respect to GNP, In samples including
both developed and less developed countries, elasticities calculated either
cross-country or by short time series clustew betwéen 1.2 and 1.3.1 Expressed
as shares of GNP, government expenditures typically rise from about 12% to about
207 as per capita income increases from $100 to $600.2

@:,ih &'IL;Q.
Although the total is clearly elastic, the identity of the, component parts

.whia’-n

is less clear. Education seems clearly to be so, however.
Kuznets calculates from a small sample that education and health expenditures

are 3.8% of GNP for poor countries and 5.5% for rich countries.3 The approximate
correctness of this level is confirmed by ﬁartin and Lewis, and the trend (but
not the level) by Thorn's regressions.4 On the other hand, the shares of gemeral
government and of development expenditures other than education and health show
no evident elasticity; the same is true of total current expenditure less
military spending, despite the fact that education and health contribute elastic

-ﬂf:-'; 5
components to e total.

1. Thorn, op. cit.; pp. 36, 41, Williamson, op. cit., p. 50,

2. Calculated from regression equations in Hinrichs, op, cit., p. 13, Thorn,
op. cit,, p. 40, end Williamson, op. cit., p. 50. The correspondence between
the results from these three sources is only fair,

3. Op.. cit,.,, p. 10,

4, Martin and Lewis, op. cit., p. 218; Thorn, op. cit., p. 44.

5, Kuznets, op. cit., pp. =93 Martin and Lewis, op. cit., pp. 205, 209.
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On the side of revenue, the predominant characteristic of cross-country
studies is the relative growth of direct taxes, especially personal and corporate
income taxes, and the relative decline of indirect taxes. Hinrichs points out
that the direct-indirect tax ratio actually follows a U-shaped curve, with the
carliest stages of modernization having been characterized by the relative
decline of traditional direct taxes, particularly land and head taxes, and the
rise of indirect taxes on foxeign trade.l In the world today, however, this
earlier stage 1is largely a matter of econmomic history. All recent cross-section
studies show a strong relation between the sharve of direct taxes in GNP and per
capita income, with elasticities between 1.2 and 1.4.2 Expressed again in GNP
shares, direct taxes rvun 2-4% for a country with per capita income of $100, and
6-11% for a country with a $600 per capita income.3 Most of this growth is
attributable to personal income taxes. Corporate tax shares show some upward
trend, but also show great variability amonz countries.

Indirect tax shares are only sliéhtly greater for $600 than for $100
countries, about 9 1/2% of GNP in the former and 8 1/2% in the 1atter.4 This
represents a substantial decline in relative importance in the budget, from

about 2/3 of revenues to less than half.s

1. Hinrichs, op. cit., pp. 73, 101,
2, Thorn, op. cit., p. 48; Willjamson, op. cit., p. 52.

3. Calculated from regressions in Thorn, op. ¢it., p. 48, and Williamson,

op. cit., ps 52. Also Kuzmets, op. cit., p. S.
R
4. FKuznets, op. cit., Williamson, op. cit.y?.SAM

5. Williamson, op. cit.jf?.54«
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It therefore appears that tax systems have been getting more progressive,
or less regressive, over time, as individual and business income taxes become
increasingly important,” The particularly high elasticities of expenditures
on education, health, and transfers suggest growing redistributive significance,
i.e., regressiveness, on the expenditure side as well,

The growing government share associated with rising per capita income
therefore has clear and favorable distributiopal significance, Its siznificance
for growth is by no means so clear. A growing share has generally been con-

g@c’} “L
sideredﬁfor growth, since it is expected that government's MPS will be higher
than the private sector's propensity to dissave because of marginal tax increases.
pd The Precs eds s esfomuirba, o3 Tiamron pa "‘."*\"-'“'N, bt Ly

asq’ Wed3pbecomes an increasingly’ sowemebset, since the high elasticity of direct
taxes means that wmarzinal increases in tax collections bear increasinzly on
saving. Nevertheless government's commitment to steer expenditure increasges

aFi—e.‘.‘sJ.ﬁ-‘/.:aTj_\j

into development projects and education is sewesimes thought sufficiently strong
to ocutweigh the negative growth effects of increasing tax progression.

This view cannot be accepted so sanguinely in Latin America. A glance at
the expenditure patterns is sufficient to convince that the richer countries
indeed do have a larger share of GNP devoted to govermment expenditure, but that
this expenditure rums particularly heavily to transfer payments instead of
investment, Since part of this redistribution is from rich savers to middle

o«f- Cun .i,a:f‘c?mcfa,;,u.,.—,l G LRI R R .
class nonsavers, the impact.on growthﬁis probably perverse,

1. This conclusion is not certain, since the relative expansion of direct
taxes is partly at the expense of import taxes, which could themselves be

quite progressiva,
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Unfortunately nobody has done the careful statistical work which s—gbudy of
tax incidence in Peru deserves. In fact, the only estimates I havé seen are the
exceedingly rough ones put together by Mhsgrave.l Rough estimates have their
place, of course, and are genmerally better than nothing, but in this case the
dangers of roushness are compounded by the fact that the estimating method used
is particulariy liable to large error in result caused by small errors in data,
Accordingly the conclusion of this procedure, that the E%ruvian tax system is
regressive, is very much open to question. In fact, some alternative pieces of
information run counter to this conclusion of regressivity,

The first piece of information derives from comparing Musgrave's results
for Colombia with those shown in the Joint Tax Program study mentioned previously.
Musgrave found a tax structure whose regressivity almost exactly matched the
regressive pattern he found for Peru.3 The result pertained to central govern-
ment taxes only, but, as Table 1 shows, the Joint Tax Program found this same

tax system to be progressive,

1. Op. cit,

2., Masgrave's method consists of allocating tax payments, separately for each
of five taxes, to the four quartiles of a distribution of spending units arrayed
by size of income, The percentage allocations for each tax are chosen with only
a casual empirical foundationm, and are the same for all South Americam countries.
Next, income is assigned to these same quartiles, by assuming an estimate of
Venezuelan income distribution to be applicable to all countries. The ratio of
taxes to income is then computed for each quartile, Small errors in assigning
either taxes or income to the quartiles can affect the trend of the ratios

greatly, and yet both assignments were made most arbitrarily.

3. Op. cit.,, p. 63,
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Table 1

Tax Incidence

Quartile

First Second Third Fourth

Central government taxes as percent of
income (Musgrave)

Peru 5.4% 12.3% 6.6% 9,2%
Colombia 4,5 12.0 7.7 9.1

Colombian taxes as percent of income
(Joint Tax Program)

Central government 4.
All povernment 10

Income distribution
Venezuela (Musgrave)

5.0
Colombia (Joint Tax Program) 5.0 12.7 17.1 65,2

Distribution of indirect tax payments

Internal indirect (Musgrave) 10 30 35
Import (Musgrave) 5 20 35 40
Colombian tobacco and liquor (JTP) 15 20 30 35
Colombian gasoline and vehicles (JTP) 7 3 23 53
All other Colombian indirect (JTP) 5 14 23 58
1958 Peruvian indirect tazgeg ==

Musgrave distribution 6,9 21.9 33.1 38.1

JTP distribution 5,9 14,7 23.6 55.8

Peruvian central govermment taxes as percent
of income

Musgrave tax allocation with Colombian

income distribution 5.4 6.8 8.1 9.5
Musgrave tax allocations, with adjust-

ments for indirect taxes and

Colombian income distribution 4.7 4.5 5.9 10.6
Best estimate of tax incidence 19,5 17.4 20,6 16.9
Best estimate of total budget ' .

incidence 16.3 15.3 7.6 13,6

Sources: Musgrave, op. cit., pp. 538=63; Joint Tax Program, op. cit., pp. 224=227.
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Two principal differences in assumptions are responsible for this completely
different result, The first concerns the allocation of income to the four
quartiles. Again referring to Table 1, we see that there is substantial simi-
larity in the two distributions except for the second quartile, which is little
better off than the first quartile in Musgrave's eatimate.1 The second difference
lies in the allocation of indirect tax payments, which is done much more re-
gressively in Musgrave's work than in the Joint Tax Program's. If Musgrave's
assumptions on these two points are replaced by those of the Joint Tax Program
study, our assessment of the tax system shifts sharply from regregsion to
progression, as Table 1 shows,

Moreover, this progressive conclusion probably contains fewer errors, since
the Joint Tax Program income distribution by quartiles is probably more accurate

2
and makes a reasonable match to the distribution of indirect tax payments. It

1. The particuiar allocation of income shown is derived from Musgrave's data on
distribution of tax payments and tax burdens for Pexru, op. cit., p. 63.

2, The frequency distribution of income contained 32 separate income bands in
the Joint Tax Program study, but only 3 in the Shoup study from which Musgrave's
estimates were derived. The danger of error in the interpolation required for
deriving a quartile distribution was therefore less in the former study. On

the question of correspondence between digtributions of income and indirect tax
payments, the poor correspondence in the Musgrave study is showm by the fact
that total income of the second quartile is only 40% greater tham that of the

first quartile, but internal indirect tax payments are 150% greater,
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is, however, not the best estimate which can be managed, even with the simple
ad justments which are all that can be managed here. The other adjustments are
all in the direction of greater regressivity, however, so the final estimate is
that the tax system shows no progression, but rather exhibits what is best
described as wandering proportionality.l
ﬁyuwﬁw

We conclude, therefore, that theﬁtax system has no noticeable redistributive

impact, one way or the other, The weakness of the evidence supporting this con= ook
M\S‘m v

clusion should be obvious, however, so much so that the conclusion is best stated A

there is no clear evidence of either

progression or regression,

If redistributive effect is to be found, therefore, it must be found on the
expenditure side of the budget, despite the fact that most types of expenditure
defy assigonment of benefit to particular groups. Expenditures for general
administration, defense, justice and police are of this nature and must be
ignored here, or, what is the same thing, they must be assumed to have their
benefits distributed proporticnal to income, From an a priori standpoint, only
social and development expenditures (education, health, agriculture, transport,
public works) can be assigned with some confidence, and even here data problems

make it impossible to say amything about the grab bag which is public works,

1. These final adjustments are 1) subtraction from business income tax of
profits of foreign companies, 2) assumption that 50% of buéiness income tax

is passed forward to the consumer, through the ready availability of tariff
protection and tax relief for companies or industries in difficulty. 3) use

of more comprehensive tax collection totals, including local as well as central
government taxes, for 1961 instead of 1958, Sourceifl Banco Central de Reserva,

Cuentas Macionales del Peru, Table 12,
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Transport expenditure is probably regressive on balance, i.e., its benefits
accrue particularly to the poor, since over the years a large share has been

devoted to expanding and improving the national highway network, making it )
'?‘a-“x b r ,’mft‘! b-’lﬂ-’ﬂ\o? a. P ;5 M'g", WI-") E‘L#

possible for the Indianfto escape Ehzeush-migratien—the domination wbntidned

N

]

L

&

eartier, BExpenditure on agriculture could also be regressive, since incomes
are lower in the agricultural sector than elsewhere, but in practice the
experience of Latin American agricultural programs has been that the power of
the few wealthy farmers has permitted them to appropriate most of the benefit.l
Peru is mo exception to this experience, and so the incidence of agricultural
expenditure is probably progressive.

For a quantitative assessment of expenditure incidence, however, we must be
restricted to a partial estimate involving only education and health, which
together accounted for little more than a quarter of government expenditure in
1961, We may concentrate on this portion with some confidence that the other
three quarters of expenditure has an incidence which, like the tax system, shows
no obviocus departure from proportionality. The benefits of education and health
expenditures are treated as transfers received, i.e., negative taxes, in the
final row of Table 1, which is an estimate of total budget incidence, This final
estimate shows the expenditure advantageé gained by urban lower and middie
classes, who comprise all the third and part of the fourth and highest quartile.
The public school system functions for them; in 1961 it had not yet been extended

greatly to the rural poor, and it is not used by the upper class.2 As for health

1. Solon Barraclough, “Agricultural policy and land reforn.® Conference on Key
Problems of Economic Policy in Latin America, University of Chicago, November
1966, mimeo, pp. 11-29,

2. 1In the 1961 census, only 52% of the 7-14 age group was enrolled in school,
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expenditures, they are largely located in urban areas, where income levels are
higher, The hospitals and clinics built and subsidized are more available to
urban residents, while the water and sewage systems provide exclusively urbanm

benefits,

”f';;a:s

e is the statistical

peasant
reflection of the domination of the Indianﬂreferred to previously. Hardly any
services of government are made available to him, but some taxation is levied
upon him, particularly the turnover tax and excises or monopoly priées charged
to coca, aleohol and tobacco. . _ ]

??‘pmd&#“'ﬁﬂﬁd&yML11d”&$¥;hiséﬁ?%é%fizwégs:ZZthw;hi:;féccrueﬁ,to the oligarchy.

It would be argued byrsome that common governmental functions such as defense and
police should be assigned to the benefit of the oligarchy, since they help

\ preserve a political system possessed of obvious benefit‘ﬁéhthe oligarchy. This
seems too tenuous an assignment in the technical framework which governs studies
of incidence, however, Rather it should be considered the achievement of
oliglarchy that, in a world of tax progression, it has survived with a pro-

f// portional levy, The price it has paid is assentrto fiscal advantage obtained

by the new grdups d4luting oligarchic power,

Wext to be considered is the trend over time in the redistributive impact
of the Peruvian budget, Compared to the assessment of incidence in a given year,
trend over time can be assessed more accurately and more easilyémerely by
examining the trend in size and composition of expenditures and revenues, It is
here that the cross-country experience of the 1950's will aid in giving per=

spective to the evolution of Peruvian public finances.
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By the standard of these cross-country estimates, we can see that in the
1950's Peru was a country with a small governmental sector, For example,
Williamson's regression, dealing with the period 1951=56, predicted a govermment
share of 14.6% for a per capita income corresponding to Peru's, but his figure
for Peru was only 11‘2’,.1 Tﬁese iow levels are confirmed by the data in Table 2,
which show the Peruvian government sector to have been particularly small
throughout the 1940's as well as for most of the 1950's, It was 1952 before
the govermment share (including transfers) rose above 127% of GNP, and even then
this figure was associated with a per capita income of neafly §200, instead of
the 5100 suggested by crossw-country experience,

But how different things were in the 1960's. By the middle of the decade
government expenditure had risen to just a shade below 20% of GNP, while per
capita income was not even half way to $600.2 A subgtantizl allocative shift
had taken place,

This great change in the government's share is reflected in substantially
higher elasticities than are shown by the cross-section studies, As Table 2
shews, even without including transfers we get elasticities over 1.5, in place
of the 1,2-1.3 range most common in the cross-country studies.

We cannot be sure if cross-section studies are accurate predictors of
change over time, however, It may be that govermment expenditure functious,

where the observations are countries, exhibit the same upward drift commonly

1. Williamson, op., cit., pp. 50, 56. Note that his figures pertain to the

share of govermment current expenditure only,
2. In 3865, the-last—year fer—vwhich Sudd-data are—available, per capita income

is estimated at 280 dollars of 1963 vintage, and the government expenditure share,

=57, -
including transfers, at &9*#&. 07 7. T 7967, 71{./ﬁ82"6r“A oo fhacke ot anes

}«vme

wa&x'—bj‘l-‘ ?T'\‘L \J‘b"’Q“/}W “] (“b&ms A B ‘g s 3R ﬁ...c(vl ;2‘33}7 &‘#'?’_'_J j’éc"""\ke G#V\—a\g

e /-‘:{__’m"_«_ GA_.‘WS /'f:.u,mu&ol. LTVLE &W i 1580~ 194 ; 7—;‘4,‘.,-/?“5& i, P



Table }

Growth of Government Expenditure

Real GUP Government expenditure Government exhaustive expenditure

per capita (incl, transfers) as as percent of GNP

(1963 prices) percent of GNP

(current prices) (current prices) (1963 pricesy

1942-45 $156 9.5% 8.7% 9.6%
1945-50 164 10.4 9.2 11.9
1850~55 206 12.6 ' 9.9 12,7
185560 223 1,6 10.9 2.1
1960-65 261 17.0 11.7 12,1

Expenditure elasticitiesl

Fx ek

194265 : 2.07 1.56 1,27

el *k
195G~65 2,15 1.72 0,99

o

Sources., 1250-63: Banco Central de Reserva del Peru, (cuaontas

Nacionales del Peru, 1950-1965, Tables 1,2,4,12. 1964-1967:

Cuentas Nacionales del Peru, 1950-1967, 1942- 1949 ©

Lé%g?\ Author's estimates, based on current price GNP in

Banco Central de Reserva, Renta MNacional del Peru, and

covernment expenditure detail in Balance v Cuenta General

de la Republica.

1. Equals (al + 1), where calculated from vegression of the form 1n {G/GNP)
= a +oay 1n (GNP!Eﬂ’so that G = Qagiﬁéi% GN?fal N %i (G = Government expenditure,
P = populatien) (;aaﬂ/FGWJ

*Significently elastic at 5% level,

*%Sipnificantly elastic at 1% level.
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associated with the consumption function, where the observations are individuals,
If upward drift is widespread, then many legs developed countries must be given
credit for improved fiscal capability in the 1960's, but regardless of behavior
elsewhere the govermment of Peru must be given such credit. This capability is
important for the redistributive and growth-inducing potential which it represents,
bdﬁ;ﬁgﬁ realization of the potential depends on the political forces determining
government 'economic behavior.

A look at the evolving composition of Peruvian expenditure shows that
government's expanding share has indeed been associated with increasing re-
distributive impact, through the growing importance of education and health
expenditure, It will be recalled that the figures of Kuznets, derived largely
from 1958, indicated a rise in the GNP share of education and health from 3.8%
for poor countries to 5.5% for rich countries, Feru was one of the poor countries
inciuded in Kuznets' sample, and in 1958 its GNP share devoted to education and
health was exactly 3.8%. This ratio had risen sharply from abysmal levels during
the earlyﬁﬁo‘s, however, and during the 1960's the rise was even more rapid, By
1965 the ratio had risen fully to 6.0%,and for educatiom alone it was 5.1%, It
ig here in education that we find most of the explanatiomn for the elastic
behavior of total exhaustive expenditures by government. For the 1950-65 period,
the elasticity of total exhaustive expenditures is 1,72, but with education
removed it drops to 1,18, and is not significantly different from 1.0.1

It should be noted that this educational expansion is not merely the
reflection of an upward drift in expenditure common to all poor countries.

Although educational expansion has taken place elsewhere, nevertheless the

1. The corresponding elasticities for 1942-65 are 1.56 and 1,18.
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Peruvian expansion was extraordinary, so that by 1963 1%—Wﬁs—devettng*3“i&fger

At v, toas exceedecd only by (ubne md Fecrte Fice ammong
shaneéééwGNEmtemeéueat%en~thawk4ﬁﬂ?—any“cfhE{ Latin American countryb Moreover,
this expansion did not proceed independently of the particular adminmistration
which was in power; the residuals tabulated in Table 3 shows that the administra-
tion of Odrfa deemphasized education, The nature of the deemphasis is shown
more clearly in the Table 3 figures showing education's share of exhaustive
government expenditure. With every other new presidency, education's share
jumped significantly, Odria did not cut back, but he held the line, even though
it made necessary cutting a year out of the primary school curriculum, thus
forcing two cohort groups to compete for admission to secondary schools at the
same time,

As the statistics on incidence showed, it is here in education that we see
most clearly the pressures on the government budget for allocating a greater
share of political and economic output to groups newly-arrived in the political
arena, Whether these groups be residents of provincial towﬁs or new migrants
te Lima, perhaps their first and strongest demand of government is education for
their children.2 Education is a derived demand, however; the primary demand is
for occupational advancement, and so it is that the expansion of educational
expenditure under Belaunde ®Me had as its purpose the expansion of employment
and iocome for prospective teachers as much as the expansion of educational
opportunity for children.

Table 4 gives an indication c¢f the different sources of pressure for
increasing education expenditures, The growth of governmment spending on

education, expressed in current prices, is divided into four components:

1, UNESCO, Statistical Yearbook, 19653, TablesEm=Sse=swd 21,

2, William Mangin has pointed this ocut in the case of residents of Lima

barriadas. Cf. “Urbanization case history in Peru,” Architectural Design)Aug§163.




Table 3

Components of Exhaustive Expenditure

Real GNP Exhaustive expenditure &s percent of current price GNP
per capita
{1963 prices) Education Education Defense Total less education
and health and defense
1942-45 $ 155 1.13% 1,83% 2,467 5.1%
1945-50 164 1.67 2,44 2,61° 4.9
1950~55 200 1,77 2.60 2,70 5.45
1955-60 223 2,52 3,57 3.17 5.2
1260-65 261 3,60 4.78 2,92 5.2

Expenditure elasticities
1942-65 | 2.88 137 1.07

1950-65 3,375 1.22 1,13

Deviations from trend of Regressions

Presideney Period Education/CGNP Defens.e/GNP Total exhaustive Education
iess education as % of
and defense/GNP  total gov.

exhaustive
expenditure
Pos. Heg. FPos. Neg. . Pos. Neg.

Prado 1042-45 1 3 2 2 2 2 13.0%

Bustamante 1946-48 3 0 2 1 3 0 18.5

Odria 1949-56 1 7 2 5 4 4 18.4

Prado 1957-62 4 z 4 2 2 4 26.4

Belaunde 1263-65 3 0 0 3 2 1 33.4

Sources: Same as Table 2,
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increases in the number of public school teachers, in the cost of living, in
the average real wage level in the economy, and in the real wage differential
existing between teachers and the economy's average, The expansion of the stock
a_awgJﬁ*FbT& _ :

of teachers follows the=pattesa suggested by the pattern of resideRts in the
previous table} a spurt during the administration of Bustamante (117 apnually
from 1946 to 1948), rather slower growth during Odria (4.4% annually from 1949
to 1956), a faster 8.0% rate during Prado’s administration, and a remarkable
12% annual growth in the first years of Belaunde. The growth rates vary by
presidency; but within the pericd of a given presidency the rate does not show
systematic variation,

It is quite different in the case of teachers' real wages. The character-
istic pattern is for real wages to take a big'jump with the coming to power of
a new administration, either immediately before or immediately after the election,
but between elections the teacher, and the civil servant in gemeral, is lucky

merely _

if his money wagenyeeps pace with the cost of living. After @—rezi-wage an
increase of 31% in the first year of Bustamaﬁte, real wages declined so much
that two years later teachers were worse off than they had been before Bustamante
came to power, We see other strong spurts in wages from 1949 to 1951, in 1956,
and again in 1961 and 1962,

These election-oriented spurts are testament to the political importance
of teachers in particular and civil servants in general. Expansion of the stock
of teachers and classrooms involves lags and cannot be so neatly timed for the
politically sensitive year. Despite the irregularity of wage advances, 1t is

) ezl wretpts 5

noteworthy that from 1942 to 1956 the long run trend in sesd teachers' saleries

was just the same as for real wages in the whole economy, Since that time,

however, the teachers have opened a lead which has widened greatly in the 1960%s.



1942
1943
1944
1945
1946
1947
1948
1949
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1260
1961
19562
1963
1964

1965

Total
number
of
public
school
teachers

(1

27.3
33.0
34,0
36.8
45.1
51.3
55.7
55.3
56.9
58.4
62.4
63.4
67.9
69.7

74,5

77,3
84,7
90.6
100,0
107.4
114.,0
121.2
136.9
152,2

Table &

Indexes Relating to Education
(1260 = 100)

Total
expenditure

on education
(current prices)

(2)
1.88
2.21
3.44
4,06
7.08
9.32
9.59
13.04
17 44
22.7
25,2
28,1
31.6
35.0
52.3
60.4
75.7
88.5
100.0
129.5
158.8
194.8
241.8
385,1

P

Implicit Cost of Implicit
education living

price
index

(3
6.9
6.7
10.1
11,0
15,7
18,2
17.2
23.6
30.7
38.9
40.4
44.3
46.5
50,2
70.2
77.9
89.4
97.7
100.0
120.6
139.3
150,7
176.6
253.0

€
13,21
14,81
16,92
18,80
20,54
27.26
35.2
£1.3
47.0
52.4
57.2
60.6
62,2
65.3
65.7
74.9
81.7
©1.0
100.0
105.1
168.3
112,.4
122.7
143.8

real wage
of teachers

(5)
52.2
45,2
59.7
58.5
76.4
66.8
48.9
57.1
653
76.2
70.6
73,1
74.8
76.9
102,.2
104.0
13%.4
107.4
100.0
114,.7
128.6
143.0
143.9
175.9

Real
GNP
pex
capita

(6)

66.6
64.6
65.9
66.7
71.3
67.5
63.9
70.4
76.2
82.6

5207 2
M TN

83.?
o0.0
92.4
94.3
92.9
93,5
04,3
100.0
105.,1
111.5
112.3
116.8
113,.4

Teachers
real wWage
differen ~:
tial

(7
78.4
70.0
20.56
a87.7
107.2
g2.0
76,5
811
85.7
8c.8

: 84,6

87.3

83.1

83.2
108.4
111.9
117.0
1i3.9
100.0
109.1
115.3
127.3
123.2
148.6

Sources: Column 1 -- Author's compilation, derived mainly from Ministerio de

Educacion Publica, Estadistica FEdueativa and La Educacion en el Peru
Also Amumario Estadistico del Pexu,
y_Cuenta General de 1z Republica.

Cuentas Nacionales del Perw, 1950-1965 (Lima 1966), Table S.

(Lima 1967).

Colurmn 2 ~-- Author's compilation from Balance
Column 4 -~ For 1950~65, Banco Central de Reserva,

Estadistice del Peru,

derivative from columms 1, 2, &, and 6.

Column 6 ==~ Same as Table X above.

For 1942-49,

Anvario

Columns 3, 5, and 7
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It ig in the 1960's that we see thei;ﬂpolitical poweir mewt clearly. Between
1960 and 1965, an expansion of 285% in education expenditures is decomposed into
a 52% increase in the number of teachers, a 44% increase in the cost of living,
anfl 18% increase in real wages throughout the economy, and a 49% increase in the
real wage differential between teachers and the general labor force.1 The
increases corresponding to the cost of living and the expansion of real wages
elsewhere may be labelled unavoidable, in the medium run if not in the short
run; strong pressures to expand expenditure by that amount could be expected
under any conceivable circumstances., The remarkable overall expansion of this
five-year period is shown in the other two components, an almost equal per¥
centage growth in the number and relative real wage of teachers. The expansion
in numbers may be attributedﬁgglggzh)parents' demand for education of their
children and to university students' demand for places as teachers. It
permitted an equal expansion in the total number of students in the system.

ﬁ’XCﬁL&budizﬁé

The equal expansion in relative real wages is attributable imclusively t0 the
The exprnt o~

political power of teachers, however, and so we must conclude that expmmimg

educational expenditure was more a response to demands of teachers than of the

families of school children, }nutgg,teachErsLHg9llgges}ﬂhvwaver;*fhe—ﬁumbér“ﬁf“)
enrolled studentsjumped~Erom 7y 008—te—14, 718 an-{itrease~of-267%,

1. That is, (1.52)} (1.44) (1.18) (1.49) = 3.85. Since the quantum index refers
only to teachers rather than to all educational persomnel, this assumes that the
growth of administrative personnel is proportional te the expansion ;; the number
of teachers. If administrative growth has been more rapid, then the real wage

differential gfowth rate is too high.

2. The number of students in both public and private schools grew by 50% during

1960-1965, Ministerio de Educacion Publica, La Educacion en el Peru, Lima 19267,

P. Jl.
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Magt of this increase originated in the famous Law 15215, which decreed a
100% increase in all teéchers' salaries, to be provided in 4 annual steps of
25% each, a great expansion of teacher training facilities, and the guarantee
of a job with the government for every newly~graduating teacher, This extra-
ordinary law provoked hardly any opposition when it was introduced in Congress
in 1964, so eager were all‘political parties to look well before so large and
influential a block of voters, despite the fact that the fiscal planmning required
for implementing the law was, to say the least, inadequate, Within two years
this fiscal commitment, among others, provoked an econemic crisis from which
Peru has not yet fully recovered., The last two of the four 257 increments were
cancelled’as was the commitment to hire all teachers® college graduates. In the
meantime, however, the expansion of enrollment in the teachers' colleges had
proceeded a_pace, from 4,008 in 1960 to 14,718 in 1965, an increase of 267%.

TGV,
By -l:a-s-t-#ea-r-, the government needed fewer than 2,000 new teachers, but the
teachers/ colleges were graduating 9,000.

It hardly needs saying that in previous decades, particularly before World
War II, it was never necessary to make such fiscal commitments in order to secure
the support of public school teachers. Comparison Futh GNP are not possible for
these early years, because GNP estlmat;s begin only in 1942, but it is possible

he vimpectanen o f adusaRonad expend turie Thronyi The MW-M cuaiving
to examine theApomp051t10n ofﬁbovernment expenditure. This is done in Table 5,
which gives a long-term perspective of Peruvian budgetary development, From
this table we see that the functions of government at the beginning of this
century were largely restricted to the maintenance of domestic tranquillity and
national defense. The essential change over the course of the decades has been

the slow but inexorable expansion of demands for governmental participation in

economic and social development, We have already traced that development in



1500
1905
1910
1915
1820
1929
1942
1945
1250
1955
1960

1965

General
adminis
tration

28.5%
23.8
12.5
18.6

21.5

Percentage distribution of Government Expenditure

Armed
- Forces

25.1%
35.6
52.9
274
23,4

-8

LX)

s
24,7

26,3

24..6
23-8

21.6

Source:

Justice Education Health Development Transfers

and
Police

22,2%

14.3
11,3
17.7
14.6
14-5"
15,5

14.8

Author's compilation, derived from Balance vy Cuenta

Table

2.9%
4,5
8.1
10,1
10.6
"7
10.5
13,3
16,0
id-8
133

20.6
274

5

0.7%

2,9

1.2

Ceneral de la Fepublica

2.0%

3.3
2,1
1.7

11.0

0.6%

13.9
9.4
16.3
11,3
o
11.0
11.6

10.6

io-4
13:3

93

Qther

9.0%
1.7

2.4

7.4
5907
i1

0.6

G.7

0.5
O

0-7]
o]



Table é

Deviations from Trend

Real growth  Position . Sign of Presidency Total residuals
in GNP from in Cycle regression for presidency
preceding (boom +, residual pos. neg,
years recession =)

1942 - . Prado 2 2

1943  =1.2% - +

1944 3.7 - +

1945 3.1 - -

1946 8.7 - + Busta.mante 3 a

1847  -3.7 - +

1548  ~3.6 - +

1949  12.3 + - Odria 4 &

1850 10.1 - -

1551 10.5 + -

1852 2.9 - +

1953 2.2 - +

1854 9.6 ' + -

1955 4.9 + +

1956 4.6 + +

1957 i.c - + Prada 3 3

1958 3.4 - +

1939 3.5 - +

1960 9.1 + -

1961 8.2 + -

1952 9.3 + -

19563 3.8 + + Belaunde 3 0

1264 6.8 + +

1955 4.8 + L

Sources: Same as Table 2 DLf.szfwr (qua_,f»-{,a,. [ree /\Ja?/\,z/‘% wa ﬁg:x:': /’/" (G/&Nf
"\/'}'T-“‘U‘- SN 2.4-9-& :Zu}zu( W?‘M{JMC Mue.,v.:i.‘_‘? 'f’i——»mforu -

;T-;——.—-Aa—'-? ff‘-ﬂ?\ P-4 &NF A o (W?L/‘LMM
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the case of education for the period since 1942. We can now see from Table 5
that Peru was virtually without a system ngzggiic education in 1900, but that
the decade following was a highly important one for educational development;
it marked the beginning of a cotmmitment to unive;sal public education, at first
applied only to Lima and other acecessible coastal areas, but later, in the
1940's, the geographical outward expansion of universal education began in
earnest, . .
f edmanhond Trprmiion .,

It is significant to note that the first important steps Eeward-universal
aduestion, made between 1900 and 1910, were the handiwork of the quintessential
oligarchic government in Peru's history., They came not as the result of
immediate pressure from below, but of enlightemment from above, One may reason-=
ably doubt that this enlightenment was motivated by pure charity, however, but
rather by a recognition of the likely course of future events. Oligarchic
power was built on economic advancement, particularly export development, and
this in turn was producing urbanization and social mobilization of the masses,
Oligarchic power thus possessed the elements of its own decay, but it is
nevertheless to the credit of José Pardo, President of Peru from 1904 to 1908,

pedetiveiy
and other ,liberal Civilistas like him that they recognized this and began an
early and graceful retreat,

Public health and development exgpenditures did not acquire a significant
share of budgetary allocations until the 1920's, during the ll-year presidency
of Leguia (1919~1930), This was a period of big construction activity, financed
in part by big foreign loans and devoted largely to the national integration and
development of an export economy, Water and sewer systems, hospitals, irrigation

works, port works, and, most of all, roads were the newly~emphasized responsi-

bilities of government, As was mentioned above, many of these types of



Table 7

Growth of Government Revenue

(Revenues eupressed as percent of cuvrent price GNY)

Major taxes
Total Indirect Taxes on Excise  Turnover  Direct on income
revenue taxes impoxrts taxes tax taxes from

labor capital

164245 11.2% 0,83% 0,17%

1645-50 11,6 0.42 0,27 0.05% 4&.3%
1550-55 12,7 5.3% 2.5% 0.3C 3J.23 5.8% 0,57 3.9
1$55«50 13.3 7.4 2.9 0.35 0,45 5.3 8,73 3,0
1650«65 15,0 €.2 3.4 G.2% 2,49 G.1 0,72 3.2

Revenue elasticities

1942265  1.63° ~0,29%% 5, 5™
1950-55  1,82%% 2,54 2,027 0,05 2.70"% 1,10 1,02 0.17%

4

Sources and elasticity formulation same as in Table X.

wta
Significantly diffevent from unitary elasticity at 5% level

Ex o
Significantly different from unitary elasticity at 1% level
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expenditure probably had an incidence which was not particularly regzressive.

All urban dwellers did benefit from public health investments, however, and
perhaps the poorer urban dwellers benefitted most, The purely economic
investments generally represented a response to the demands of capitalists

complementary to their own private investments.
who required government infrastructure investment The upsurge in development

A
expenditures during Leguia's period is therefore a statistical manifestation
of the historian's view of his presidency:“wla period of capitalist expansion
undertaken by a new group of entrepreneursywho were not well-established
members of the old Civilista oligarchy.

Principally through education, therefore, we can see that the expansion
of govermmental activity was associated with an increasing redistributive
impact which may be traced back to the very beginring of this century. Although
the first steps in this educational redistribution may be attributed to antici-
pated rather than actual power possessed by newly-emerging beneficiary groups,
real power was not far behind, The political power of the urban masses was
manifest at least as early as 1912, with the election to the presidency of

T')) U(_@uw ?’VWWG% The ?‘,,_Lad. cf-

Guillermo Bif , and it is most obvious in the last 20 years?wékhﬁfhe
election~oriented wage increases mentioned above,

F# wrms e Foned cedier Thad Tha
Fhe educational cut~back of the relatively conservative administration

thuestrates
of 0drfa ah@ﬁsﬁfhat this particular component of expenditure did not expand
independent of presidential administration, In the case of total goverument
expenditure, however, it is surprising how little the overall expansion was

influenced by differences in the combinations of political forces which brought

successive presidents to power,

;| TFome Bosadra, P probitwe g ponblided . hore, (337,

= 0 Pk ap. el Chepf 8-
Fred L& P _ §7 : 9 d‘
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This is not immediately apparent, however, if Weh}ook at the pattern of
residuals which comes from a regression of the expenditure/GNP ratio on real
per capita income, The administrations of Bustaménte and Belaunde were founded
more substantially on the power of emerging middle and lower middle classes,
and, as Table & shows, they have a much higher proportion of positive residuals,

There is some deception in this result, however. A closer look suggests a
ratchet effect in government expenditures over the cycle; thus government
expenditure is maintained ;;;;;agmp declines in a recession, causing the ratio
to rise, while government expenditure expands with & lag in a boom, causing the
ratio to fall at first, then to rise in the boom's later stages as the govern-
ment's expenditure share surges to a new higher level. This evidence is also
sumparized in Table 6, where the two columns of signs show a remarkable
parallelism. The signs tend to be opposite except for the late stages of a
boom, when govermment expenditure also is booming, as in 1955~56 and 1963-63,
Thus we conclude that the overall growth in govermment expenditure has nof
proceded independent of the business cycle, but it is independent of the
political representation of various presidential administrations,

The expansion of govemment expenditure thus appears inexorable, a fact
of political life against which neither an Odria government in Peru nor an
Eisenhower govermment in the United States could do much. Although én the one
hand Odrfa reduced the redistributive significance of expansion by cutting back
on education, his alternative emphasis on labor-intensive public works
expenditure was certainly not without redistributive impact, Indeed by this
emphasis he probably favored still poorer groupsj aspiring manual laborers
instead of aspiring public school teachers. No govermuent in recent decades
has been able to afford the luxury of throwing away the additional political

advantage to be gained from additional expenditure programs.
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In similar fashion, we can examine the evolution of tax incidence over the
years, As was the case with total expenditure, the ratio of tofal revenue to
steady
GNP shows a clear and shwgiy growth over time, and the ex post revenue elastici-
ties, shown in Table 7, are a good deal higher than the 1.2-1.3 range derived
from the cfoss-country studies.1 Also as before, however, we can make no
inferences about redistributive impact merely by looking at the trend of the
aggregate, but must instead look directly at the trends of component parts.,
Indeed, the recent evolution of revenue structure in Peru is quite atypical.
The first unusual feature we note is that it is the expansion of indirect taxes,
ai o WD aﬁ&
not direct taxes, which has enabled the whelte revenue system to be ex post
elastic, All direct taxes, taken as a group, have just kept up with GNP growth
since 1950, their share of GNP being a more or less constant 5 1/2 - 6%, In
fact the major component, consisting of a group of the principal taxes on income
2
from capital, has shown significantly inelastic growth. Although the growth of
olm®
AR 16 Furpriss - -
/ is,surprisingly low, their recent level is not; rather by the cross--seciion
mws-.m.![ﬁa .
standard the level was amite high in 1950, given the low per capita income which

S
existed, aad this same level in 1965 was about average for countries of Peru's

1965 per capita income,

1. Williamson, op. c¢it., pp. 50, 52, Thorn, op. cit,, p. 46.

2. This group consists of the cedular taxes on business and interest income,

the excess profits tax, the tax on retained earnings, the business license tax
(patentes), the complementary fixed tax whiq?mgs applied to dividend and interest
payments, and all export taxes, Most exportﬁbéﬁments may be credited against
liabilities for business income taxes, and so merely represent an advance payment
of a profits tax. Those export taxes which cannot be so credited are nevertheless
taxes on income, since world market prices are given for a small country and the

tax therefore cannot be shifted forward in the short run.
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It is important to note, however, that this reasonably high level of direct
taxes has not been produced by a widely-cast tax-collecting net, Whilé direct
taxes have been levied against personal income ever since 1926, they have never
attained great fiscal importance, and direct taxes have been, essentially, taxes
on businesses, particularly large businesses in the modern sector.

The system of business taxation has given particular emphasis‘to taxing
enterprises engaged in export activities, through failure to allow the real
value of all export taxes collected to be offset against regular profits taxes.1
For this reason I attempted a more accurate assessment of the elasticity of
taxes on income from capital with respect to feal GNP by including the relative
size of the export sector in the same equation. The result, for the period

?
1950-65, is as follows:

in (T/GNP) = 6.16 + 1,25 1in (X/GNP) =~ 1,01 in (GNP*/P),
(0.54) (0.33)

where T = major taxes on income from capital, P = population, and GNP* = real GNP.
,T?ﬂ,-,t:‘n feo

&P from being able to explain away the ex post inelasticity of taxes on capital

income by a possibly declining share of GNP devoted to exports, we find that

controlling for the relative size of exports makes the inelasticity even greater

and more significant. The sign and significance of the export share coefficient

is what one would expect, but the interpretation of it is not certain, Although

it might indicate the somewhat heavier taxation of the export sector, a more

likely explanation is that it serves as a proxy for capital's share. Cycles are

1. TFor further details, see Joint Tax Program, Estudio fiscal del Peru,

Chapter 6 (forthcoming).
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transmitted to Peru through its export sector, and a larger export share means
prosperity and a high share to capital.l

The negative sign of the real GNP variable remains somethingﬁi.mystery,
however, Even supposing that the export share variable controls for cyclical

copetod s Sexwlar prse 2 THE

fluctuations in the p¥efit share, we would still expect a Féeiﬂghshare of
peefits as the modern sector expands. Decline in the ratio of tax base to GNP
therefore seems unlikely, but decline in the ratio of tax collections to base
is also refuted by prima facie évidence, i.e., the tax rates, The tax rate on
commercial and industrial profitgghas been going up all the time, From a top
rate of 107 established in 194?&?&5 risen to 15% in 1942, 20% in 1947, and 35%
in 1959, Further change in 1968 did not raise the top rate but raised the lower
rates substantia.lly.2

There remains only one reason by which this strange sluggishness of profits
tax expansion may be explaiﬁed; it is the continuing erosion of the tax base
through special exonerations of continuing taxes and abolition of minor taxes.
Most exonerations come through the Industrial Promotion Law, which provides

generous deductions for reinvested profits and further tax reductions for ’Oaﬁzaﬁ

manufacturing establishments lacated outside Lima, Important beneficiaries of

1. The use of capital's share as a less indirect variable was deemed inadvisyble,
since the ratio does not derive from other data in Peru's national accounts, but
rather represents an assumption from which estimates of gross profits are derived.

2. Joint Tax Program, Estudio fiscal del Peru, Chapter 2. Ministerio de

Hacienda, La reforma tributaria de 1968, p. 38.
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this latter provision are mine smelters, none of which had tended to be located

in Lima before passage of the law.1 Beyond this, however, not only have mining

companies secured the right to special tax provisions, through the Mining Code

of 1950, but the most significant new mining venture of the last two decades was

undertaken through a special contract containing even more generous terms.

Essentially, the Southern Peru Copper Company was accorded the privilege of a
specially low tax rate until such time as it had recovered its enormous investment

in the Toguepala mine. 'Recovery' was defined to have taken place when accumulated

profits equalled the original investment, where these ﬁrofits were calculated

net of depreciation and depletion.2

The lack of emphasis on personal income taxation is another curiosity of
the Peruvian tax system, It is well documented that personal income taxes in
less developed countries generally have about the same exemption levels and
- structure of progressivity as do similar taxes in developed countries, but +hod”
as Fo convert )
income levels are so low that—what—4s an important mass tax in developed countries
o 3
beemes something fiscally far less important, levied only on the well to do.

This situation is .acutely and particularly true for Peru. A number of alterna=

tive calculations show that personal income tax exemptions, when expressed as

1, See the excellent study by Charles Farnsworth, “The application and impact
of tax incentives for industrial promotion in Peru,” Banco Central de Reserva,
mimeo, July 1967,

2. A public uproar over the-teems—of this contract occurred in 1967, some

14 years after the contract's estabiishment, and brought about a change in terms,
3. U Tun Wai, "Taxation problems and policies of underdeveloped countries,"”

IMF Staff Papers, November 1962, pp. 432-433.




Table B

Exemntions in Personal Income Tax

(Impuesto Complementario de Tasa Progresiva)

Tazpayers
Annual exemptions Awerase Price index as percent
single family Personal of consumer Number of of white
male of & income goods taxpayers collar workers
pov taps e

185¢ #12,000 #22,800 (1565 41,5 5,308 2.0%

1661 30,000 55,600 4827 €3.5 2,740 2.2

1$63 30,000 85,000 5787 "100,0

1964 45,006 114,000 G518 108.2

1965 ©€8,0007 164,007

1950 100 106 100 100

1961 250 2869 304 224

1963 250 23¢ 3585 23¢

1664 400 500 417 251

1962 s17°  715*

wla

“Income from labor only

Sources: Joint Tax Mission, Estudio fiscal del Peyu, Chapter 2; Ministerio
de Hacienda, La reforma tributaria de 1863, pp. 35-35, Banco Central de
Reserva, Cuentas Nacionales del Peru, Tables 1, 6, 9, and 11, ‘
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a multiple of per capita income, are higher in Peru than in any other South
American country.

| SYSPIR CLITN
The problem of excessively high exemption levels could beAsolved by inaction,

T:;MEiiowing growing incomes and rising price levels to scale down the real value
of exemptions., Unfortunately, pressures to raise these levels ::;:;z;;odic and
{rresizritle.. As Table 8 shows, the number of taxpayers was minuscule during the
1950's and early 1960's, and this small number may be expected to decline furtheg
as mese recentlyy, exemption levels have gone shooting up much motre rapidly than
has average money income. Meanwhile, the cedular tax on wages and salaries was
abolished in 1964 and replaced by a stamp tax. Payments to labor for services
rendered are now counted merely as another form of transaction, to be covered by
the ubilquitous turnover tax.2 This was indeed a curicus change., In place of
a 5% cedular tax levied with a §/.30,000 exemption,(i.e., about $1000) there
was instituted a 1% tax with an exemption of only $/2,400 annually (i.e., about
$100). The prosperous middle classeszjgizh 1963 incomes above 5/.30,000

annually, were clearly the winners in the important tax changes of the 1960's.

1. Richard Musgrave, op. cit., pp. 64-65. For example, in 1958 the income of
3 osb— | n
el b Al

a single person must be 12 times the national average before he-becomes liable
f%{lqﬁ;.‘»

to tax payments, and 14 times before his tax liability rises to 1% of his income.

The corresponding multiples for a family of four are 26 and 32, The highest

corresponding multiples to be found anywhere else in South America were 6, 25,

9, and 17, respectively.

2. Thus we have a part of income taxes masquerading as an indirect tax in our

figures. This wage tax amounted to some 7% of total turnover taxes in 1967, c..d V3
23 S!nﬂ-"'?-'

st

affect any of shém”data or conclusionss &+
i
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If their income was above $/,66,000, for a family of four, they gained tax relief
on two fronts, as Table 8 shows,for their 1iability was reduced for complementary
as well as for cedular taxes,

But rich and poor alike paid substantially more in indirect taxes., As was
the case with direcf taxes, an unusual evolution over the past 15 years has
produced a tax-to-GNP ratio much more in line with the experience of other
countries, Both $100 and $600 countries, it will be recailed, tended to collect
indirect taxes amounting to 8 1/2 - 9 1/2% of GNP, and by the 1960's Peru's
indirect tax take had risen to just that range.

Excise taxes did nothing to contribute to the overall ex post elasticity
of indirect taxes, These most traditional of internal indigec; taxes have never

tavolved, ‘

been levied on a wide variety of goods, and the few goods imeduded are among the
least income elastic, In fact, more than half of the pure excises represented
by the appropriate column in Table 7 are received from taxes on alcohol alone,
In addition to these pure éxcises, however, the net surpluses of the traditional
government monopolies in tobacco, salt, and a few other basic :dﬁmmoiffies”;ié%m44
be considered disguised excises, Most such products are both price and income
inelastic, so even if we include them into a broader definition of excise taxes,
the resulting aggregate is still strongly inelastic., For example, excises and
government momospoly: surpluses together averaged scuwe 1,55% of GNP in 194245
and had declined to 0.63% of GNP by 1962-65,

pescevs o

Import taxes were subject to the same erosion through exonerationd which

seems so to have undercut the potential elasticity of taxes on business income,
in forl

and so it is surprising to see that they were ex post elastic during 1950-65,

Moreover, this rise in the ratio of import duties to GNP occurred precisely in

that period in the 1960's when Industrial Promotion exonerations were becoming

particularly gumerdus”. The cause lay in a series of major tariff increasges

which occurred at the game time,

H
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/

B
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These tariff increases were demm mostly for revenue purposes, but protection

was also an important motive, The 1260-67 period was one of export boom and
domestic inflation associated with the luxury of exchange rate stability, There-
fore, domestic industry was progressively robbed of protection by diverging price
movements; tariff increases helped offset this effect. Moreover, the tariff
levels prevalent in the 1950's, while high by world-wide standards, were quite
low by the standards of the amazing tariff rates generally prevalent elsewhere

in Latin America.1 A government hard pressed to find new revenue sources found
room for manuever in import taxation, since, in Peru as in neighboring countries,
tariff increases were welcomed and supported by important segments of society as
harbingers of prosperity through industrialization,

Over this post-war period, therefore, the dominant trend in incidencerof the
Peruvian tax system has been toward increased regression,(hr decreased progressio%}
This is the result of an increased relative importance of indirect taxes, and the
continued erosion of direct taxes on both individuals and businésses, an
evolution which represents a continuing expansion in the power of domestic
entrepreneurs and the salaried middle classes.

LookingA;Frevenue structure in a longer perspectiye, cur conclusions must
be less certain, but it seems most likely that tendencies toward greater re-
gression in the last 20 years represent a backsliding from a longer-term trend

toward somewhat greater progression in the tax system. This longer trend may

ot a5y
1.12Mag§rio calculates the average Peruvian tariff at 22% for 1952, as compared

to 29% for Brazil, 32% for Colombia, 38% for Chile, and 537 for Argentina. =¥ s
his
ﬁﬂﬁ%é&g@—ﬁaeasée,k”Protectionism and indystrialization in Latin America,”

Economic Bulletin for Latin America, Mavch 1964, Table 2,
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be traced back as far as 1854, when President Castilla abolished the head tax on
Indians, a levy which was sigapdy. the most regressive element in the tax system
of colonial Peru, For several decades thereafter, the overwhelmingly important

TG
source of revenue was not taxation, but instead the income derivingﬁggru'sJ
possession of a world guano monopoly. It was only with the collapse of guano
revenues in the 1870's that the country was obliged to begin construction of a
modern tax system, )

The reconstructed tax syétem relied principally on customs duties,supple-
mented by a few internal excises, andfwe can see from Table 9 that the job had
been done by 1900, The system was effective, but regressive. The few direct
taxes included ip the revenue mix were of trivial importanceﬁ%SThe incidence
of Peruvian revenue structure did not change greatly between 1900 and the advent
of World War I, but thereafter the major changes in taxation were all in the
direction of greater progression, First there were export taxes introduced
during the war itself, then a regular system of business and personal income
taxation, a process begun in 1926 and greatly advanced with the reform and
consolidation of income tax laws in 1934. We may calculate crude estimates of
ghe evolution of tax progression merely by repeating the assumptions and
caleulations of Table 1, but using the different revenue structures for various

71,',@.; i
yearsg asﬁfhown in Table 9., These calculations show that the share of major
taxes pald by the richest quartile of the population was 51% in 1900, rose to
65% in 1920, 70% in 1945, and 76% in 1950. By 1961, however, this share was
back to 62%.
The sources of possible error in such calculations are numerous, but perhaps

the most obvious is the assumption that the burden of a given tax among quartile

groups is constant over time, In the case of import taxes this seems particularly
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Table 9

Percentage Distribution of Government Revenue

Export Other Personal Import Turnover Excise Other
taxes profits income taxes taxes taxes revenue
taxes taxes and
moncpoly
revenue
o0 % 2,9% 0 % 59.5 1.6% 27.7% 8.3%
0 3.6 0 50.9 1.4 35.1 8.9
0 4,2 0 49.9 1.2 29.0 15.7
0 3.5 - 0 28.5 1.4 39.1 25,5
32,6 3.4 0 26,1 0.9 17.7 19.3
70 &R o9 20-3 i-9 270 267
6o o L5 e 4
1e.5 {g?;‘{k5‘_1;:? 2.0 1,6 11.7 39.4
27.5 13.9 5.4 8.5 (13.0) 2.4 7.0 30.7
i1.0 12,3 5.4 18.1 (21.7) 1.5 6.7 41,4
8.9  15.6 5.5 8.5 (19.6) 8.3 5.8 36.2
4.0 10.4 3.5 18,1 (23.9) 19,6 3.6 35.0

Source: Author's compilation, derived from Balance #, Cuenta General de la
A

Republica., Figures in parentheses are total impert taxes, including
those collected under various special accounts, as reported by

Banco Central de Reserva, Cuentas Nacionales del Peru, Table 13,
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questionable; high transport costs and the low degree of urbanization in 1900
suggest that in fact import tax incidence might have fallen much more heavily
on the rich than it does today. 1If this is the case, the redistributive back=
sliding of the recent decades may have been sufficient to return the incidence
of the Peruvian tax system not just to what it was in 1920, but even to what it
was in 1900.

These trends are dangerous fér making inferences about the evolution of
oligarchic power, however, since the richest 25% of the population consists
largely of middle class salary receivers, The introduction of export, business
income and personal income taxation in the second*?nd third decades of this
century undoubtedly hurt the oligarchy’ Jﬁﬁﬁﬁnn§1in Peru as in other countries

the problems of tax compliance and loophole plugging are so serious Sseoethalee

. au dz\a’f‘d
Ie=guite—evident that an effective fiscal attack on the ollgarcy is not a matter
A

of 1egislation§ but of tax administration, a far more difficult challenge. ?§%WL°”“}
legislative attacks on the rich hit even more effectively at the salaried middle
classes, the group which now challenges the oligarchy's traditional power most
seriously. For this reason, in Peru as in so many other countries, the use of
taxation as an instrument for achieving distributive equity has ground to a halt,
The economic theorist's heady talk about making efficiency and equity compatible
through more or less competitive markets and lump sum taxation and redistribution
S S &FPI!QS“M‘ wfu; i
iectali-about another world, perhaps somewhere above the clouds.

Meanwhile, back on the Andean éarth, we find that the long-run redistributive
impact of the Peruvian budget lies almost entirely on the side of expenditure,
with the expansion of education and public health programs, An expanding revenue

system with unchanging tax incidence has redistributive significance if it makes

possible the expansion of redistributive expenditure, however, and it is from
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this viewpoint that a favorable assessment may be given to the most important
tax change since 1934, This is the recent development, in the early 1960's,
of an effective and significant system of intermal indirect taxation.

There remains a further significant tax development which has not yet
occurred; this is the transformation of personal income taxes from minor levies
on the elite to important levies collected on a mass basis. It took the belt-
tightening esprit of total warfare to persuade the Ameriecan public to permit the
ineccme tax this type of tramsition. WNaturally, it cannot be accompiished so
quickly without so dramstic an external threat, but it is discouraging to sece
that in Peru progress seems to have been backwards on this issue. Personal
income tax reform must remain the great challenge of Peruvian public finance in

the coming decade,

VI

In an environment of continuing political conflict over distributive issues,
vhat have Peruvian budget policies been able to contribute to accelerated growth?
Part of an answer comes from the first column of Table 10, which shows that
growth of government investment has kept up with GNP growth, but in very erratic
fashion. When periods of fiscal crisis come, investment programs are among the
expenditure components easiest to cut, and so they show marked cyclical instability,
with serious slumps in 1954, 1959-60, and 1963, The elasticity of government

Comes sbr o Seimethany 950 “‘JG-S"
expenditure with respect to GNP &sAfairly high over the 1858FF65 period, scme-
what gigyé 1.5, but the instability is sufficiently great to make this calculated
result insignificantly different from unitary elasticity,

Table 10 also shews that the expenditure shares devoted to fixed investment

are about the same in public and private sectors, It might seem surprising that



Governwent Iavestment

overnment fixed investment as percent of Private fixed investmentZ%
Total goverament percent of private
exhaustive expenditure consumptionagﬁg investment
1950 13.5% 15.8%
1951 1.10 11.9 19.8
1952 2,47 | 23.4 21.0
1953 2.14 19.7 23.3
1954 1.56 ' 16.6 17.5
1955 3.30 29.9 17.3
1956 2.53 21.8 23.2
1657 2,08 19.1 24,5
1958 2.27 ' 20.4 22.3
1959 1.49 | 4.1 18.4
1960  1.19 12,1 18.8
1961 1.97 | | 17.1 20.5
1962 2.15 ' 12.6 21.5
1963 - 1,28 11,4 19.8
964 1.87 . . 14.8 17.0
1965  2.70 19.5 16.4
195055 | 19.2 19.1
1955~60 19.6 20.8
1960-65 15.6 19.0

Source: Banco Central de Reserva, Cuentas Nacionzles del Peru, Tables 1, 2, 5.
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the investment share ig not larger in the public sector; certainly economists
seem to assume a larger share when they view with evident favor the expansion of
government's share of GNP in a developing economy.1 'In fact, in Peru, the
similarity of investment shares is prima facie evidence that the substantial
expansion of government's GNP share in the past twenty years ha;jio significance
for the long run growth rate,

This conclusion is subject to two important qualifications, however. First,
it is based on terribly inadequate accounting conveantions about what constitutes
investment and what constitutes consumption, A far more analytically useful
definition of investment would not include durable consumer§ goods, é;éij

residential construction, but would include all productivity-increasing
2.8
expenditure even if not embodied in material output, +#mss, education., The

govermment's durable consumer goods are public buildings, but even eliminating
all construction of buildings from governmént investment does not lower the

totals greatly; building construction has averaged something less than 207% of
e b

At
[ kY

2 T E
government investment over the years. If in addition we asgume that’%alf of

educational expenditure is properly treated as investment, the addition of

1. The investment share of government is in fact substantially higher in the
only other South American country for which data were readily available. This
is Uruguay, certainly not a country noted for overzealous investment programs
by govermment, but possessed of a governmeng“ﬁ_investment rate of 20.3% for
1960~63, as compared to the private sector's rate of only 13.67% for the same

period, Cf, CEPAL, Boletin Estadistico de America Latina, February 1967,

p. 245,

2. Banco Central de Reserva, Cuentas Nacionales del Peru, Table 14,
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this amount is far more significant than is the deduction of building constructien,
Government investment as a percent of total governmental exhaustive expenditures
is changed from something less than 207% ¢d something more than 307, and by this
more reasonable concept of investment we can indeed say that expanding the
relative size of government has been growth~promoting after all.

The second qualification concerns the fact that the ratios of Table 10 are
average rather than marginal rates., The previously-mentioned elasticity of
government investment expenditure with respect to GNP is our guide to the govern-
ment's marginal investment rate, Since an elasticity is the ratio of marginal
to average, it shows that the marginal rate is about 1.5 times the average, or,

o L
by the unfortunate national accounts definitioms, about 30%,  Given that a share

N ALY

8

increases in government expenditure, what offsetting investment decreases in the

of approximately this magnitude is allocated to government investment out of

private sector might we expect as a result of paraliel increases in tax col-
lections? It is not enough merely to assume that resources are withdrawn fasss
proportionally from private investment and consumption, leaving the private
investment rate unchanged. We need to look guge again at the evolving composition
of government revenues.

Despite a feeble existing knowledge of sources of saving in the Peruvian
private sector, it is nevertheless quite certain that most saving is generated
out of income from capital. Therefore the surprising inelasticity of tax

revenues on income from capital, so danfortunate from a distributive standpoint,

i,

s

1. The marginal rate is undoubtedly higher;by the investment concept which

includes education, since education expenditure has expanded so greatly over

the past 15 years,
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is not at all unfortunate.from the standpoint of groﬁth. As taxation has become
more regressive in recent years, it has shifted more and more away from saving
and investment and on to conmsumption, For this second reasom, therefore, we may
say that the expansion of the government sector, as it has taﬁen place in Peru

in the past 20 years, has been good for growth.l
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goals of\grqwth and distxi i ig issue is of such importance that it
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Tﬁgre are severa;yinstances i i istribution goals hawve
-~

*—indeed come into conflicf;'with quite oppdsite outcomes, | On the side of taxation,

the most obvious and difficult conflict has been the one just mentioned, regarding
the severity with which income from capital is to be taxed, In this case growth
won out over distribution, partly because the growth significance of unequal
distribution was obviocus and persuasive to policy makers and to public opinion,
This is particularly the case with tax exonérations; the entrepreneur who wishes
to introduce a new industry to his country, for the small consideration of not
having to pay taxes, is a culture hero, and the size of his persomal income

after taxes does not come to issue,

1. Two other factors, not dealt with in this paper, are also important for
assessing the desirability of an expanded government sector. One is possible
complementarity between private and public investment, This is one aspect of
a larger issue, the relative social profitability of public and private

investment in Peruy,



