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Tax Policy and Incidence

Purpose

Taz reform has been a staple ingredient of redistributive prograns
in Peru., 'This chapter will examine two questions related to the advocacy of
tax reform. Tiyst, how is the burden of taxation distributed amongst the
population, and,in particular, is the tax system in fact regressive, as is
generally claimed? Second,what happened to tax incidence under the (relatively)
redistributive governments of Belaunde (1963~l968),gj and of Velasco (1964~ }7?

The lack of statistical measures of tax iacidence has not prevented a
generally unquestioning acceptance of the proposition that Peru's tax system is
regressive. Regressivity i1s, after all, a corollary of oligarchic or elite
government. And if evidence is needed, it is readily available in the large
share of indirect taxes in pgovernment revenues - during the sixties this share
averaged 60.2%.2/ toreover, 'regressive’” direct taxes, In the form of pavroll

3/

taxes and sccial security contributions, provided an additional 7.35%. In all,

over two-thirds of government tax revenues could be classed as “regressive,"

4&f

Sovernment documents contiaually identify regressivity with indirect taxes,—

;/There was so much continuity between the ecounomic and sccial policies of the

Junta Militar de Gobilerno (1962-1963), and of Belaunde (1963~1263), that it
makes sense to examine the two together. In pp. 13-19 below, data on the 1961-
1962 period is used to indicate the effects of Belaunde's policies.

2 See Table 4.1.

Y papie 4.1.
ﬁ/a.g. Instituto Hacional de Planificacidn, Bases para un Proerama de Desarroilo
ilacional a Largo Plazo (ldma, Oct. 1563} pp. 104~105. A section entitled ‘La
regresividad del sisterna tributario,” after presenting staristics on the shares
of various direct znd indirect taxes, concludes, "Las cifras anteriores son bien
gignificativas de la alta regresividad que ha llepado a tener en los anos
recientes el sistema tributario peruano y de iz urgencia de revisar las tenden-
cias que acusa.”




Table 4.1

Compesition of Tax Revenues, by Type Tax, 1950-1971
{percentages of total tax revenues)

1954 1961 1963 1966 1969 1971

1. Income taxes

{excl. payroll) 54,0 35.4 N.A. 20.9 23.3 27.4
2, Indirect 39.5 60.1 59.1 64.3 59.4 59.2
3. Payroll 6.5 4,5 - N.A. 14.8 12.3 13.4
4. Profits taxes 51.3 27.7 25.2 16.0 21.7 H.A.
5. (4) as % book

profits 33.5 33.1 29.2 17.4 26,6 N.A.
5. Import duties Ll4.4 21.0 18.5 25.4 22,0 1.5
7. (&) as %

imports 11.2 18.1 18.3 30.6 42.3 {39.0)
Notas

1. Source for 1950-1969 tax revenue data was BCR, Cuentas Hacionales.
1971 figures are extrapolations of 1969 data based on changes in
Central Government tax revenues obtained from 1972 unpublished
Ministry of Finance estimates,

2. CLCoverame of tax categorles 1s that of BCR source, and differs from that
of Tables 4.8-4.10: ‘“profits tax" is gross of tax on profit remittances
znd of estimated forward shift: also “income" and "indirect" tax
categories contain minor differences from Table. 4.8- definitions.

. 4.10
Line 7 Imports are uwnadjusted customs cif values, excluding food, which is
the main category of dutv-exempt goods.



Some recent estimates support the regressivity thesis. A study by
a Joint Tax Program mission to Peru considered that '..it is very likely and
in fact appears to be the case that the distribution of income in Peru is more
unequal after taxes, than before.” i Garlier, ‘fusgrave had estimated the
distribution of the fax burden in ten Latin American cauntries.zj His results,
including those for Pexu "partially coufirm the belief that the incidence of
taxation in South America is regressive in the lower income groups.” In Peru,
the hipghest tax burden was found in the second lowest quarﬁile.éj

One exception was Hunt's study,ﬁj which, after making several adjust-
ments to Husgrave's rather crude estimates, concluded that "the Peruvian tax
system has no noticeable redistributive impact one way or the other.” TInstead
it “exhibits what is best described as wanderiig proportionality.”éj Both
Musgrave and Hunt strese the highly tentative nature of their figures,.

The estimates of tax incidence presented here (Table 4.2) reveal a
significant degree of progression., ZLike previous estimates however, they ars

statistically weak and are arrived at as much by "a quantification of theoretical

.0
deductions”—/ as by a use of empirical evidence. What may be claimed for the

l'II"rogramaz Conjunto de Tributacicn de la Organizacion de los Estados Americanos
v el Banco Interamericano de vesarrollo {(Joint Tax Program), Estudio Fiscal
del Peru (Washington:; Union Panamericana, 186%) p.25. Mo statistics are
cited to support this conclusion.

%/Richard Musgrave, 'Estimating the Distribution of the Tax Burden,” in Conference
on Tax Alministration, Problems of Tax Administration in Latin America, for the
Joint Tax Program (Baltimore, John Hopkins Press, 1965)

l’_xbid, p. 63, Bee Table 4.2 below.

4

—jShane dunt, "Distribution, Growth, and Government Economic Behavier in Peru,” im
@, Ranis (ed,) Government and Economic Development (Wew Haven: Yale University
Prega, 1971).

-~ Thid, p. 382. See Table 4.2 below.
6/

< Musgrave's phrase, in describing his methodology im, op. cit., p. 31.
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75tk - 90th
90th - 99th
- top 17
Total

Notes
Cols, (1)-(3)

Cal. (5)
Col. (6)

Cols. (7)-(B)

3a

Table 4.2

Tax TIncidence, by Percentiles
{in percentages)

Peru Colombia Brazil Peru: cther
% Change estimates
1961 1966 1969  1961/569 1966 1952 Hunt Musgrave
(1) 2y (3 (4} (3} (6) (7) (8)
3.9 5.1 5.2 33 13 B8 19.5 5.4
5.8 9.7 9.2 5% 11 10 17.4 12.3
8.3 15.0 15.6 88 13 16 20.6 6.6
17.5 22.9 23.0 31 15 i5 16.9 9.2
12.0 17.9 17.5 &6
14.0 23.5 22.4 60
23.5 25.4 26,2 11 17

4.5 12.9  20.0 38

4.8-

From Tabler4,10,Col, (9) and Table 3.3. Total tax burden
differs from that shown in BCR,Cuentas Nacionales because
it excludes taxes on profits esrned by non-residents, and
taxes paid by govermment itself.

From C. McLure,op. cit..p. 32.
From G, Sahota, op. cit.

From §. Hunt, op. cit..p. 388,
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new estimates 1s that they are based on a more detailed allocation of diffevent
texes and, it is thought, on more correct assumptions regarding the composition
of urban and rural consumer expenditures at different income levels, and also
regarding the indirect tax content of different typeé of urban and rural
consumer expenditure. In particular, allowance is made for the faet that
subsistence, and much small-scale output outgide the large cities,is not
taxed in practice, or is taxed indirectly at lower rates.

To answer the second quastion - what changes have Belaunde and
Velasco wrought in the distribution of the tax burden -- separate estimates
of tax incidence were made for 1961, 1966, and 1969, and the principal tax
changes since 1269 were studlied, "'Tax reform” was an announced goal ¢f the
Belaunde government, and the sharp increase in the total tax burden between
1961 and 1968 provided the opportunity to make substantial changes in its
distribution. The military government since 1968 has also repeatedly announced
its desire for a more equitable tax structure, and it has had the administrative
power to make changes in that directilon.

Before studying the statistics on tax incidence however, a brief
description of the statistiecal procedure will be given in the section below.

Sources and Mathods

The digtribution of the tax burdean by inccmé classes was calculated
separately for 1961, 1666, and 1969, (Table®4,.8-4.10). A tentative estimate of
the degree and direction of change in tax incidence between 1265-1971 was also
made.

"raxes” were defined in a relatively comprehensive fashion:; they
include both central and local government, the net profits of public enterprises

(chiefly the tobacco monopoly}, and social security contributions. The



justification for including the latter is that the tax incidence data are

primarily intendedto beusel in conjunction with an allocation of government

£fg
therefore,
expenditures to arrive at net budset incidence, and it was preferable/to start

with gross measures of transfers.

The gource of most tax statistics was the fiscal accounts office of
the Banco Central de Reserva which considerably facilitated the estimation
by providing a uniform set of tax statistiecs for all vears since 1950. The
statistics on income distribution are taken from chapter 3.;/

For allocation, taxes were grouped according to the categoeries of

factor income or domestic expenditure affected. The allocation of each major

catepgory of taxes is explained below.

(a) Profips taxes

The twenty separate taxes classified as "profits taxes™ are listed in
the notes to Table 4.3. They include varicus 'indirect' taxes on exports since,
except in the case of flshmeal, Peruvian exporters are price-takers. Peru's
dominant position in the fishmeal industry (about 60% of world supplies) suggests
that some domestic taxes could be passed on by that industry, but the possibility
of shifting taxes on fishmeal is limited by the sensitivity of fishmeal prices
to the prices of substitute protein sources, particularly soya. For this reason,
and because it ﬁould have proved SEa;istically difficult to separate fishmeal
from other export taxes, all levies on exporis were classified as profits taxes.

Taxes paid by non-regident owners of capital in Peru are not part of the
national tax burden. Since the bulk of foreign-owned investments are in the export
sector, a percentage of profit taxes on the export sector was deductad, The

1/

=’ Available in R. Webb, The Distribution of Income in Peru, Discussion Paper
No. 26, Research Pregram in Economic Development. Woodrow Wilson School,
Princeton University, September 1972,




Table 4.3

Allocation of Profits Taxes

1561 1966 1969

1. Total 2595 3544 8351

2. on non-resident profits 1163 602 3563

3. on national income 1433 3042 4738

4, : shifted forward 523 1420 1800

5. » on national profits 913 1622 2988

Notes

Line 1. Covers following taxes: capital movible, adiclonal al capital
movible, uvtilidades industriales 3y comerciales, a cuenta de,
recargo, and adicional a lag utilidades industriales y
comerciales, complementarioc tasa fija, Ley 17044, a cuenta
utilidades compafiias segurc, a cuenta productos egportacion
(L. 16710}, utilidades exportadores (petrdleo9 minerales etc.),
capitalizacion utilidades, revaluacion activos fijos, contribucion
empresas mineras, patrimonio accionario, alcabala and plusval{a,

'otros’ a la renta (according to RCR c13551f1catlon), a la
exportacion {ad valorem FOB, petrcleo, algodon, aszucar recargo
and melaza cana), al algodon v derivados, terrenocs sin
construir, and canones 7y regalias, Source: BCR.

Line 2 Non-reaident profits, which corresponds to profits earned in Peru
by non resident owners, were assumed to equal 75% of profits
earned in export industries. The ratio is based on BCR profits
data by industry.

Line 3 Line 1 minus live 2.

Line & Assumed to equal 50% of profits earned in non-export industries.

Line 5 Line 3 minus line 4.
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proportion used was 75%, based on a sectoral allocation of remitted profits

by the national accounts office of the Central Bankqu
In the case of income taxes on the profits of non-export industries,

it was assumed that 507 were shifted forward. Though empirical studies for

the USA have produced conflicting estimates of profits tax shifting,g! the

highly oligopolistic and protected nature of Peru's non-export industry suggests

a greater amount of shifting than occurs in the USA. The 507 assumptionéf

howvever, ls clearly debatable, and weakens the overall incidence estimates.

(b) Other taxes on income

These consisted of variocus payroll taxes, the personal income tax and
real estate taxes. The payroll taxes, including socilal security contributions,
were assumed to fall entirely on wases. Since govermment and the medium and
large firms that geperate the bulk of these taxes constitute a protected and
mostly unionized labor market, payroll taxes are less likely to affect profits.
Some forward shifting onto prices may oceur however, transferring part of these
taxes onte consumers of modern sector output. Payroll tames were allocated
according to wage and salary incowme.

Hevenue from the parsonal inceme tax ig smell, amounting to some 5% or

less of total revenues over the period. Though tax return data was not available,

L/

~"Ranco Central de Reserva del Peru' unpublished national accounts worksheets.

E-'(Peter Miegukowski, "Tax Incidence Theory: The Effects of Taxes on the Distribu-
tion of Income,” JEL, Vel VII, Wo. 4, (Dec, 1969) pp. 1116-1120, cites the
high-shifting findings of Krzyzaniak and ifusgrave, and several with opposite
conclusions.

3/ . .

—' The 50% assumption was also used by Charles McLure, for the Colombian incidence
estimates published in Malecelm Gillis, ed. Fiscal Reform for Colombia,
(Cambridge, 1971, Harvard University, International Tax Program.), and by
Shane Hunt,op. cit., p. 389,




allocation by income brackets was simplified by the exceptionally high
exemption level: in 1964 it was about US $5200 p.a. for a family of four.£j
The tax was therefore entirely allocated to the top 1%.

Real estate taxes have also been a minor source of revenue in Peru:
in both 1961 and 1969 they amounted to 6.9% of all tax revenues. They were
allocated according to rental income, including imputed rents.gj Somewhat
more correct would have been an allocation that assumed lower effective tax
rates for rural and poor urban families.

{¢) Indirect Taxes

The most complex section of the incidence procedure was the allocation
of indirect taxes, chiefly sales taxes, and import duties, to various expenditﬁre
categories, and to income classes within those categories, These taxes account
for close to two-thirds of all tax revenues and any measure of their incidence is
complicated by the proliferation of tax exemptions, the comsiderable discrimina-
tion in rates between preducts, and by the taxation of intermediate and capiltal
goods.

The assumption made here is that the entire burden of inditrect taxes
is shifted forward onto buyers. In practice, incidence may be somewhat motre
progressive to the extent that there is some Inelasticity in the supply of
modern sector output (roughly equivalent to the taxed sector), and some trade
berween the modern and traditional sectors, causing a relative fall in modern

sector producer incomes.

1/

~ Joint Tax Program op. cit. p. 59.

2
ijsed to derive chapter 3 estimates. See Webb, op. cit., p. 18.
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At the ouiset, it was thought that au attempt could be made to trace
these taxes through the productive structure to arrive at the “tax content”
of each type of final expenditure. his would have involved developing a
commodity flow table with the aid of a recently available input-output matrix.
The attempt was given up however, because some of the key statistics —
particularly household budpet data outside of Lima ~— were too fuzgy to warrant
a very detailed and complex processing of other statistics.

The approach adopted here instead is less detailed and hinges on the
broader contrasts that exist between {(a) the consumprion patterns of different
income groups, and of urban and rural families, and (b) the indirect tax rates
on different types of goods and services. CUne can make approximate calculations
and plausible assumptions about these major differences, without working through
the cumulative addition of various import, sales, excise and other indirect taxes
to each type of output. This allows one to consolidate all indirect taxes and
estimate directly the total indirect tax content of each expenditure category.

The procedure consisted in the construction of two tables: Table 4.4,
a matrix of consumption ‘shares : by imcome brackets, and by urban and rural
families, and Tahle 4.5, 2 breakdown of domestic expenditure, and indirect tazxes,
by catepgory of domestic expenditure, {(using the same detail for consumption
categories as in Table 4.4}, Table 4.5, which was calculated for only one year,
1961, was considered representative of consumption patterns throughout the period.
Table 4.5 yielded tax rates, or the "tax content’ of each item of expenditure.

It was astimated for 1961, 1966, and 1969 using national accounts, and a variety
of other statistical sources, such as fiscal, import and manufacturing data.
Multiplying the tax rates oo consumption expenditure by the consumption

shares ,- yielded the amount of indirsct taxes pald on consumption by income

level.
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The key features of Tahle 4.4 are that:

(i) non-food expenditures, as a proportion of total ewxpenditure, rise with
income:

(ii) low~income rural families obtain most of their non-food goods and
services from local, small-scale producers who pay few indirect taxes;
{some tax enters most local products e.g. smalltown tailors use factory
cloth, or a local barber uses imported, duty-paying clippers, bhut small
ghops generally escape the sales tax on theilr own sales, and a larger
proportion of their raw materials are local, non-taxed products;)

(1i1) cars and electrical appliances are bought by urban consumers only;

(iv) consuttption of imported consumer goods {excluding food) is highly income-
elastic: and

{v) at given income levels, consumption of beer and tobaceco is higher in eities
and towns than in the countryside {though xural families consume more
aguardiente), and further, that over most income levels expenditure on these
items is a constant fraction of income: in fact, the fraction may fall as
Income rises, but this error is offset by not allowing for higher tax
rates on ‘guality” cigarettes and alcohol.

Table 4.5 shows the expenditure categories used to allocate indirect
taxes, and é¥plains the sources for sach allocation. In some cases, such as
alcohol and entertainment., the indireect tax burden was obtained divectly
from fiscal statistics. In others, tax ratés were estimated from various
sources: these estimates could be checked hecause they were constrained to

yield the known total of indirect tax revenues. The "tax content” of different
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expenditure categories ls markedly different. In 1966, some 617 of all
indirect taxes on comnsumpition was collected on sales of imported and
domestic factory-produced manufactures, though these goods amounted to
only 18% of total consumption expenditures.

It ig important to note that some indirect taxes were allocated to
non-~consunption expenditures. A small amount, for instance, 4 paid by
government itself on its purchases of both consumptiorn and investment poods.
These were excluded from the incidence analysis. Some indirect taxes, such
as import duties on imported machinery, are paid by export industries; like
the export levies that were identified above these indirect tazes were allocated
to profits. TFollowing the same preocedure, 75% was allocated to remitted
profits, and was therefore excluded from the incidence estimates.

Finally, some indirect taxes arve borne by investors. Taxes on current
purchases of investment goods can only be shifted forward to consumers gradually,
in proportion to annual depreciation allowances =zgainst the cost, including
taxas, of those purchases. Since net investment is usually positive, and
since tax rates on investment goods (particularly import duties) have risen
over time in Peru, investors in most years pay more indirect tax than they
shift forward through depreciation allowances. Taxes on net investment ware
allocated according to property income.

Tax Incidence in 1969

The degree of progression of the Peruvian tax system in 1969, as shown
in Table 4.2, 1s strong evidence against the supposition that a reliance on
indirect taxes dmplies repgressivity. The tax burden vises from 5.2% for the

poorest quartile to 23.0% for the top quartile; it also rises within the top
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quartile, from 17.57% for the lower 15% to 26.27 for the richest 1%. The
tax burden for the top 1% is thus five times larger than that of the poorest
quartile.
If one distinguishes modern and traditional sectors, there is
also significant progression, from a rate of 4.5% on the rural subsistence
population to 24.0% on the modern sector.lj
The progression Is greater than that found in recent studies on

2

Colombia—" and Brazil,éj (Table 4.2), and in the earlier study on several
!

Latin American countrieas by ﬁhsgrave.ij Sahota's Brazilian data shows more

progression than the others; tax rates rise from the first to the third

quartiles. The lack of progression between the third and fourth guartiles in

Sahota's data is directly attributable to the exclusion of much profit
taxation by the quastionaﬂle allocation of coffee taxes to foreigners, and by
the use of personal rather than mational income, thereby leaving corporate
profit taxes out of the incidence data. Upper percentile tax rates were also
lowered by assuming high rates of tax avoidance and evasion.

The relative neutrality of Colombia's tax system on the other hand ,

hinges on some highly swpeculative assumptions in MeLure's procedura: first, that

-l/Table 4.6

EfCharles Mclure, The Incidence of Taxation in Colombia. Paper No. 14, Program
of Development $tudies, Rice University, 1971, pp. 22 and 32.

3/

Gian Sahota, The Distribution of the Tax Burden in Brazil, mimeo, 1968.

4/

—'Richard usgrave op. cit. p. 63.




Table 4.5 18,

Taxes, by Modern and ‘Iraditional Sectors
{nilliong of soles)

1961 1966 1269
Sectors Taxes Iocome 7% Tax Taxes Income % Tax Taxes Income 7 Tax
Rate Rate Rate
Modern 5338 27884 19.1 14835 61987 23.9 21910 91059 24.0
Urban Tradi- 0947 8205 106.2 3875 20819 18.6 6277 30570 20.5
tional
Rural :
Commercial 822 11909 6.9 1858 19403 9.6 2520 25074 10.1
Rural
Subsistence 61 1534 3.9 109 2614 4,2 258 5708 4.5
Total 7168 50532 4.1 20077 104814 19.7 30965 152484  20.3
Notes

1, Sectors are defined in Table 3 4 .
2. The allocation of taxes by sector 1s based on the following assumptions:

(2)
(b)
(c}
(d)
(&

3. Tax

Profits, personal income, (Cols (1) + (3), Table.4 g), and goverument
rension fund tax are all modern sector; 4L 10

Other payroll taxes are pald by 100% of modern sector employees in
all years, by 5% of urban traditional and rural commercial emplovees
in 1961 and by 10% of latter two secter emplovees In 1965 and 1959
Rental income taxes paid according to rental income in each sector;
Indirect taxes on investment paid according to savings;

Indirect taxes on urban consumption allocated according to tax rates
by income bracket {Tables.§ Z i%d sectoral income in each bracket,

revenue totals from Tables-ﬁvaaﬁvlaf’
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absolute expenditure on aleohsl and tobacco is almost constant at all income

i , , L
levels Y (along with an implicit assumption that the tax content of a poor

man's bundle of alcohol and tobacco products equals that of the rich man);
since the poor are mostly rural, the former assumption implied that rural per
capita consumption of tobacco and taxed alcohol products (chiefly beer) equals
that in urban areas: second, that the poorer 20%Z of the population dissaves
as a whole - the bottom 50% dissaves at a rate of about 247 of their income -
inplving verv considerable financial transfers and debt accumulationgjj and
third, that the rich, who save some 29.-30% "of their income, incur no taxation
on their investment expenditwre. TFurthermore, the Colombian data implicitly
assume a high degree of commercial integration of the rural sector, since the
tax content of non~food expenditures by the rural poor is assumed equal to that
of the urban population i.e. either the rural poor buy mostly factory-made and
imported goods, or their local art4sans pay the same taxes as factories. Uore
evidence on these assumptions appears to be necessaﬁy before one can conclude
that Peru's tax system 1s markedly different from others in Latin America.

Much of the progressivity in Peru's tax system is evidently built into

the structure of indirect tawxes. The exemption of food from most indirect

taxation (some creeps inte via processing and marketing) excludes about ona~third

l/His fipures reveal an implicit income elasticity of demand of about 0.1. TFrom
Hclure, pp. cit. .p. 29.

nghis assumption appears to be based on urban household survey data (McLare ,op.
cit.,p. 23): the saving behavictr of urban poor however, is not likely to be
representative of that of rural poor; and the short reference period typical
in household surveys exaggerates saving and dissaving vrates at income extremes.
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of the budpet of upper decile families from indirect taxation, but about two-

thirds in the first quartile families. The rate structure is also progressive,

particularly in the case of imports, or goods produced with a high imported

raw material conteat. Luzury’ goods such as cars, electrical appliances and

importad brands of some goods have much higher tax coutent than clothing or

low income housing. Better quality cigarettes and tobacco pay higher rates.

And though the tax rate on aguardiente is high, the total vield from this tax

iz small in relation to total rural income,}J implying either low average

propensity to consume, or considerable evasion of the tax.gj
Ancther source of progressivity is the limited “reach" of much taxation:

small-scale and subsistence production is largely outside the administrative

domain of the tax system, The rural and small town population in particular

(i.e. about half the total population) can supply a substantial proportion

of its nonfood expenditure from nontazed local artisanal or service output.

A large share of all indirecct taxes on consumption is concentrated on imported

and factory-made goods. The "economic integration” of the countryside, meaning

a penetration by such factory-made, tax-bearing goods, is thus a major vehicle

for raising the tax burden of groups at the base of the income pyramid. Farm-

workers in Coastal valleys for instance, who live in z largely cash econouy,

and depend on ciiy products . to a much greater extent than do Sierra rural

farmers.have a correspondingly higher tax burden in each income bracket,

1 inder 12. See Table 4.5.

nghe revenue from the equally regressive tax on coca iz asven less significant:
in 1969 it was 30 millicn soles, or 0.5% of rural subsistence sector income;
in 1968 it was only 17 million.
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The rising tax burden curve tends to flatten out at the upper end of
the distribution. Before the 1963 tax rveforms, tax rates within the top decile
did mot differ significantly, and even after 1968, the differeunce in rates is
mild in contrast to the great absolute jumps between the wages of skilled
factory workers and government clerks for instance, and the incomes of top
professionals aud property owners. Equal (or almest equal) treztment of these
classes -~ though both belong in the top decile -~ may well be the “‘regressivity"
noted by many commentators. Since indirect taxes are too clumsy to differentiate
strongly at these income levels, the absence of stronger progression is attribut-
able to very low property tazes, and to the exceptionally high exemption levels
and moderate ceiling rates of the personal income tax.

The evolution of tax incidence during the Belaunde period

One of the redistributive planks in Belaunde's program was tax reform,
understood principally as a substitution of consumption taxes by taxes on income.
This objective however, was hemmed in from the start by powerful constraints:
Congressional opposition, the promotional approach chosen to stimulate industrlal
investment and decentralization, the priority given to financing a higher level

profits
of public expenditure, the willingness to accept a cost squeeze on export/ rather
thau devalue (which amounted toc another form of redistrvibutive policy), and
finally the unconscious clasg bias of govermment officials. It was in short,
a cage of a willing spirit but weak flesh beliejng the professions of faith
and it is not suprising,therefore,that the tax structure of 1969 could be
considered more regressive (or less progressive) than that of 1961.

The changes in tax incidence by pexcentiles between 1961 and 1969 may

be seen in Table 4.2. All groups suffered an increase in their tax burdens, but
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the increments were greatest for the widdle groups - 39% for the second quartile,
88% for the third, and 40% for evervone in Che upper guartile except the
richest 1%. The smallest increase, 11%, was that for the richest 1%, while
taxes on the ‘middle class', defined as the 93th to 99th percemtiles, rose
only 34%. A happier result however, was the moderate increase of 33% in the
tax burden on the poorest quartile, though this figure may be slightly understated
since no allowance was made for any shift in the consumption propensities of this
group towards city goods. In sum, these various changes are not unambiguous,
but they clearly do mot add up to a redistributive tax reform.

A clearer understanding of tax history under Belaunde can be zained
by an account of the history of tax lepislation over this period. The story
has two well.. defined stages, corresponding to two bursts of fiseal legislation,
one at the very start, and another at the very ead of the Belaunde regime,

The first stape was primarily an attempt to provide development Ffinance.
Between January 1963 and August 1964 the general sales tax rate doubled, rising
from 2.5 to 5.0%, and import duties; ag a percentage of import value, rose by
over 507. The sales tax was part of a package of seven new tax bills
presented to Congress in August 1963, and enacted the following November.
The other measures included a tax on fishmeal exports, and higher rates on
profits and dividends, but their effects were swamped by the pgrowth of import
and sales tax collections. floreover, the stage of ‘‘tax exemptions' began in
earnest in 1964: the additional levy on fishmeal was rescinded, several
promotional measures, granting tax exemptions for industrial reinvestment and
for regional diversification were passed, the exemption levels for the personal

income tax were railsed and the schedular 5% tax on wage and salary income over
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30,000 soles (about $1000) was replaced by a more regressive 1% tax on wage and
salary income over 2,400 soles (about $85), The net effect of all these
measures was a substantial increase in the tax burden of middle groups. In
1965, profits tax collections, in real termslj were almost 10N% lower than in
1262, whereas import duties had risen by 81%, and sales taxes by 69%.2/

after 1964 there was considerable reluctance to press for new tax
legislatioﬁ. A government proposal to 1ift import duties, raise income tax
rates, introduce a real estate tax, and apply a levy on the share capital
of enterprises was successively voted down by Congress in 1266 and 1907, despite
the growing fiscal deficits, The Congress moreover, began to capitalize on
an arcused public sensitivity to the issue. 1In 1966, Enrique Chirinos Soto,
a journalist for the ceonservative newspaper La Prensa, ran for a congressional
seat on a one-plank platform -~ “'no more taxes” —- and won. The Belaunde
government did not press the issue.

The severity of the 1967--68 economic cyisis eventually swamped
political reluctance and brought on the second stage of fiscal legislation.
In April 1967, the most politically acceptabie of the government proposals ——
a new increase in import duties ~— was accepted by Congress. This measure
offered not only the path of least pelitical resistance {there is something

unpatriotic about attacking a law that “protects national industry,” and

“defends the balance of payments,”) it also promised a more immediate and larger

1/

~ Deflated by the GHP implicit deflator, obtained from BCR, Cuentas Nacionales
del Pera 19560-19269, Table &.

2/
Ibid., Table 12.
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revenue yield than the total yield from the income and property tax
proposals. Also, changes in import duties are less visible to the
genaral publie, and can be disguised, as they were in 1964, as an
Tadministrative updating”i/ of import categories. Fimally, the executive
had the power to grant selective tariff exemptions with which it could
de~fuse particularly severe sources of opposition to the tariff increases.

The crisis brought on by the devaluation of August 1967 however,
forced the acceptance of additional taxes. The specific taxes chosen-import
duties and a mix of property and income taxes -- were move the product of
immediate fiscal and political opportunity than of established policy
guidelines. Thus, the devaluation itself opened up some new tax possibilities.
The most obvious and politically attractive was the windfall gain of exporters.
A 10Z ad valorem levy on exports was introduced in November of that year. Also,
it became possible to tax the increases in corporate property after allowing
revaluation of book wvalues to reflect the new exchange rate. On the other hand,
the critical state of the balance of payments made an even further rise in
import taxes seem desirable and politically acceptable. Import duties were
therefore raised, first, by imposing a 10% surcharge on the sale of foreign
exchange for imports.gj and second by temporarily suspending some of the
tariff exemptions granted to manufacturers and other producers under various

3/

promotional investment laws .~

1/

~'The term used was “actualizacion.™

ngmports of food, wedicine, and paper were exempted.

S - an

ngee BCR, Regena Nos. 20-22 for faccount of 1967-1968 tax legislation.
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These measures however, fell short of closing the fiscal deficit,
and therefore of making possible a stabilization of the exchange rate., In
June of 19268 therefore, Congress chose a face-saving way to authorize new
taxes: it delegated its legislative power to the fExecutive for a period
of sixty days. During those two months the HMinister of Finance, Manuel Ulloa,
penerated an almost uninterfupted stream of fiscal and financial legislation:
most of the resulting revenue increase was progressive in its impact.

The principal direct tax changes introduced by Ulloa were: <{(a)
higher rates for most brackets of the personal income tax (though exemption
levels were not lowered), (b) higher rates on both interest income and profits,
(c) a new real estate tax and (d) a tax on corporate net worth. An administra-
tive reform of income tax legislation, which created a unified income-reporting
system 1in place of a schedular system {different types of income wera reported
separately and taxed at different rates) and eliminated bearer shares improved
the control of tax evasion. The largest source of new revenue however, was
an increase in the gasoline excise tax. Thugh this was akttacked as a
"regressive” tax (and later reduced by the Velasco government) &t is in fact
relatively progressive since about a third of the revenue comes from private
car owners, who belong in the upper 5% of the income distribution. Much of the
rest taxes middle strata in towns and cities, who are the principal customers
for taxis and ‘tolectived' (cars used as buses). Most bus transport now uses
diesel, or pgasoline with the lowest octane rating and lowest tax rate. Low
octane gasoline is also standard consumption in the Sierra since altitude lowers
the required octane rating. The tax paid on gagoline consumption by trucks

is spread out wvery thinly over a majority of the populaticn. The other major
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tax change was an increase in the excises on alcohol, soft drinkBand tobacco.
Since the gaseline plus income and property taxes accounted for 73% of the

projected revenues from new taxes, Ullca's fiscal measures should
have improved the distribution of the overall tax burden,

Why did Ulloa choose relatively progressive taxes? 1In part, these
were measures that had been on the books since the stavt of Belaunde's term,
but always vetoed by Congress. There was alsp some pressure for these tazes
from ald~giving institutions, An important factor however, was fiscal
opportunity. By June of 1968, the standard sources for indirect taxes appeared
to be saturated. The recent tariff increases seemed to have passed the
optimum revenue point. The combined effect of sharp cost of living increases
and recession suggested that public tolerance of a higher sales tax would be
minimal. A new sales tax also conflicted with the price stabllization program.
On the other hand, both real estate and gasoline consumption were felt to be
relatively "'under-taxzed” in Peru.

The incidence statistics of Table 4.2 show small increases in the tax

between 1966 and 1969.

burdens of the top percentiles / For the richest 1%, it rose from 25.4% to 26.2%.
The increase in tax rates on the rich however, was clearly greater than that
shown by their tax burden. One reason for this discrepancy is the very low
level of private net investment in 1%6%: by saving and not investing the rich
avoided taxes normally paid on investment goods. The year 19693 therefore under-
estimates the full progressive impact of the 1368 measures since treturn to
normal investment levels would raise the tax burden on top percentiles further,
though the totzl increase would nevertheless be moderate.

Other statistics bear this out: the profits tax rose from 16.0% of total

revenues In 1966, to 21.7% in 1969: and as a percentage of profits, they rose from



27.

17.4% to 26.6% over the same period. On the other hand, both these ratios were
lower in 19692 than in 1963; in fact, they were below the average level for the
19501959 decade. This suggests that the progrescive effect of the 1968 measures
did not fully compensate for the erosion of the tax burden on the top deciles
that occurred between 1262 and 1943,

The combined effect of tax policy under Belaunde was not an improvement
in the pattern of incidence, The study.of specific tax measures during the
period suggests that the desire for greater equity was an always present factor
acting on tax policy, but that the decisions taken were the resultants of
various cother forces, at times coincident with the desire for equity but more
often tending towards a less progressive pattern of incidence.

The evalution of tax incidence under Velasco

The military government, like that of Belaunde, has repeatedly
stated its determination to correct the "regressive' pattern of taxation. Accord-
ing to a 1970 Plarning document  the tax structure then “showed a high degree

ud/ This rather harsh judgment underlies the

of evasion and regressivity...
continued insistence on tax veform. Though it is too early to make a calculation
of incidence comparable to those for 1961 and 1966, one can deduce the direction
and degree of change from the specific tax measures of the military government.

A large volume of legislation bearing on taxes has appeared since 1969.

Much has come out as part of comprehensive laws regulating one or another sector

of the economy. The fiscal content of these laws has generally been promotional.

. . .
l"-/Inst::i_tuta Hacional de Planificacion, Lincamientos Basicos de Polftica de
Desarrollo a Mediano Plazo, 1970 p. 79
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The specific tax measures can be characterized as being a2 mixed batch of minor
adjustments, with a probable net regressive effect on the pattern of incidence.
In a first category, cbnsisting of the more obviously progressive
fiscal legislation, was a higher ceiling on the personal incomé tax, which
rose from 42% to 55% for income over five million soles. Most income over one
million soles however, is dividend income, which is taxed separately at a maximum
rate of 35%, The more relevant changes were therefore those in the upper
"middle class" brackets: thus the marginal tax rate on income between 700,000 -
1,000,000 soles ($15,090 ~ 22,000 in 1971) rose from 38% to 45%. A second
progressive modification was an increase in the ceiling rate on profits, from

35% to 45% and 55% on profits over 50 million and 1000 million soles respectively.

The handful of firme earning profits over 30 million soles
lowever, are mostly forelgn., This change thereby raised taxes on remitted
profits, but barely affected the distribution of taxes on national income.

A third measure, consisting of a 10% tax on foreign travel expenses, was clearly
progressive. Yet, it is rvevealing of the political sensitivity of this govern;
ment to “middle class™ opinion that the *inister of Finance found it convenient
defend this measure by announcing
to © / - that all revenue from the travel tak was to be earmarked for slum
projects, contradicting his previous denunciations of earmarking, and
his energetic effort to consolidate all government revenues.
Another decree raised excise taxes on a list of luxury goods., Like
the travel tax, this measure seems to have been motivatad primarily by concern
for the balance of payments, and, to some extent, by an attempt at distributive

window-dressing: the list consists largely of imported goods (e.g. jewelry,

perfumes, furs, photographic equipment). Since the thin market for these
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large
these goods is to a /  extent supplied by returning travellers, and by

the duty-free imports of diplomats and others, the additiounal revenue
produced by this measure is probably minimal.

The final case of direct tax legislation was the imposition of an
export tax on fishmeal, early in 1970, with a sizeable eupected yield in
the order of 600 million soles. Early in 1972 howewver, one of the recurring
"crises” in the eyelical fishmeal industry led the government to rescind the
tex, and moreover, to grant genercus financial assistance to producers. Behind
this retraction lay another policy coustraint: the determination to avoid
a devaluation, gven at the cost of overvaluation and thus, of a squeeze on
taxable export earnings. Here, the military government was following a
well-trodden path of the Belaunde years.

In sum, the category of progreasive tax changes since 1969 is not
large and has added little to the total tax burden of the rich.

A gsecond category of measures consists of changes in indirect taxes
that would tend to raise the tax burden on middle groups and on the poor. These
include higher excises on alcohol and tobacco. Thus, what is perhaps the most
regressive of all taxes - the excise on aguardiente - was raised by 3£%. The
concern for fiscal equity may have been overridden in this case by a moralistic
desire to reduce consumption of this product.

On the other hand, twe progressive indirect taxes - that on gasoling

1/

and tariffs on car parts for local assembly -— were reduced. The latter was

lene may plead ignorance in defence of the gasoline tax reduction, since it is
a firm conviction of most officials that this tax is regreassive, (It was
argued above, p. 15, that this is not the case). A second defence is the
political motive - the reduction cccurred shortly after the coup and was a
useful political gesture amnouncing repudiation of Ulloa's policies.
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especially revealing of what could be called the middle-class bias of govern~
ment ¢fficials, a bias rooted meore in a failure of perception then in in-
sincerity. During 1969, the Minister of Industry announced plans for the
assembiy of an inexpensive "auto popular.”ij The very low price was to be
made possible by minimizing both tariffs and local content requirements’ Early
in 1972, the total exoneration of tariffs on the “people’s car' was reconsidered,
and raised to 17.5%, but, at the same time, tariffs on most other cars were
reduced.g/
A third category of fiscal legislation - that contained in
sectoral laws such as the Ley de Industrias, Ley de Pesquerias etc., - has
granted profits and other tax exemptions to investors. Though the exact
effect of these promotional measures is hard to predict, since the laws allow
considerable administrative leeway in determining the amount of tax exemption
granted to each invester, two general statements can be made concerning that
legislation. First, it opens the door to a very favorable treatment of high.
Incomes: 1if the laws are successful, and generate much reinvestment of profits,
the tax rate on the rich could fall below that on middle income groups. Most

industrial firms for instance, are allowed to reinvest between 47% and 62%

of profits free of profits taxaéj Additional tax deductions can be earned by

i/

= "Popular,” which is often used as a synonym for “cheap,” suggests products
accessible to the masses,

[}

EjFor the lower-priced cars--V.W. and Datsun -~ tariffs on components fell from
25% to 7.5%, ¥or the middle price range (Toyota and Hillman) they fell from
557 to 45%.

é/Dem:e:to Ley No. 183530 (Jan. 1971) Art. 17.
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placing the non-reinvested funds in some types of bonds,lj or investing
them in some other priority areas, such as new mining or tourism enterprises.
Second, the heavily bureaucratic approach of these tax-incentive laws has
a built-in regressive nature in that only large or modern sector firms
will normally be capable of surviving the required bureaucratic obstacle
race.gj

The statistical effects of fiscal legislation under the Velasco
government camot, as yet, be added up. One figure which may be indicative
of broad trends is the ratio of income taxes to total revenues, (Table 4.1),

/
3/ The preceding apprajsal of

which shows no significant change since 1969.
fiscal legislation since 1969 however, suggests that the distribution of the
tax burden has not improved, and may even have become less equitable. The

results, in fact, appear to be quite similar to the trend in incidence under

Belaunde: more of the hurden has been shifted on to middle groups —-— ranging

roughly from the second quartile up to the 90th percentile. Yet the

1/

~' The purchase of COFIDE (Corporacidﬁ Financiera de Desarrollo Economico: a
government investment bank) bonds, up to 200,000 soles, can be deducted
from taxable income.
—3/A reguest for tax-exempt reinvestment permission muyst include: {a) a general
statement of purpose, (b) an explanation of when and how it will be finznced,
(c) short run and/or medium run investment programs, (d) an economic and
technical feasibility study, (e) an engineering plan, {where relevant), (f)
an itemized purchasing program of domestic goods and imports, and (g} a
production program with details on the technology to be used. The preparation
of this material normally requires professional assistance. All this
documentation must then be nursed through the bureaucracy. In a highly
administered or bureaucratic society, (particularly one with a dualistic
economy), administrative costs thus become a prohibitive two-way barrier: the
government cannot afford to tax or control the small entrepreneur, who, in
turn, cannot afford to obtaln goverumental privileges.

éfThis statistic is not strictly comparable to the "income taxes” shown in Tables
4.8~4.10: e.g. it falls to include 'indirect’ taxes on the export sector.
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redistributive leanings of the military government are at least as pronounced
as those of Belaunde, and no congressional opposition has been present to

veto progressive tax legislation. In a government that seems to bave the will,
and the power, to reform everything in sight, why has there been no tax
reform?

Two kinds of anawer may be given to this question: ohe is technical,
the other political. The technical answer is that taxation 1s an overdetermined
policy instrument; it can be used to do toe many things. So, in practice,
taxes are applied to whatever economic problem is uppermost at the moment.

Since the 1968 coup, the military govermment has used taxation to
deal with several pressing economic problems. To strengthen the balance of
payments it raised taxes on imported luxury goods and imposed a travel tax
on the one hand, but also granted tax rebates to exporters of non-traditional
goods and gave generous Income tax exemption to investors In tourist facilities,
To stimulate business activity, it exempted housing costing less than 700,000
soles from all taxes on construction activity and from the rental income and
real estate taxes for a period of ten years,lj thereby undermining one of the
most hard-won progressive taxes of the Ulloa reforms ~ the real estate tax.

And to promote growth, it offered a generously low tax burden to capitalists
willing to accumulate and accumulate.

From 1969 to early 1972, the povernment was not faced with a problem
of figcal need. Need was greatest perhaps, just after the coup in 1968, but
the then receat saturation of the économy with new taxes, as well as a desire

to differentiate their political product, constrained the govermment from

1/
Houses costing under 500,000 soles were exempted from rental income and real
estate taxes for a period of 30 years.
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creating additional taxes through 1969. And 1970 was a year of fiscal
windfall made possible by the partial recovery of business activicy

and an export boom, along with an administrative lag in spending programs.
Revenues grew little in 1271, but the need to raise taxes was checked
because public investment programs were still lagging, and because the
gpovernment was able to siphon off a large volume of idle private savings:
business recovery and the export boom generated more profits than the public
was willing to invest in a still unsettled political atmosphere. But the
period of relative lack of fiscal pressure seems to have ended in 1972.

It is entirely possible therefore, that the military government
will shortly begin to use tax increases to fulfill its spending plans, much
as Belaunde did in 1963w1964.£/ If so, it is very probable that the type of
taxes chosen will be largely determined by short run revenue potential, whether
this goal conflictSor coincideSwith that of equity. The government could
justify new regressive taxes?:¥guing that it is redistributing incomes in other

more efficient ways.

One may prefer however, a more straightforward, and political
explanation of the lack of tax reform. The principal taxes that have been under
consideration as part of a possible tax reform are those on personal income and
real estate. But any significant changes in either would bite deeply into
the "middle class.”" One of the most visible gaps in the current income tax,for

instance,is the exemption of a large part of the earnings of government officlals.

|
S

For the first time since 1968, the government has publicly admitted that it is
considering new taxes.
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The proposed tax reform would close this pap. Also,real estate makes up a
large part, if not most, of “middle class” wealth. It is significant in

this respect, that another “reform™ that was never carried out was the “reforma
urbana’, which proposed the forced sale of most rental housing to tenants.

The above-mentioned tax reform proposal was discussed but rejected
by the Cabinet at the time of the 1970 budget debate. The reappearance of a
figcal deficit in 1972 has brought the proposal back. Certainly the
political problems that would be created for the government by an economic
crisis could make a higher tax burden the lesser evil. But if the government's
effective comstituency is essentially the "middle class" (including of
course the rest of the wmilitary), then it may not be easy to make an enlightened
decision between the lesser of two evils, since one of the evils - the possihle
loss of power - would loom large for only part of the “middle class”.

The technical and the political amswers suggested above may of course
co-exist. Both add to an understanding of the apparent dilemma posed by the
abgsence of tax reform under the Velasco govermment, though applying different
walghts to each can lead to different predictions of how the military govermment
would react to a fiscal crisis.

Conclusion

The two questions raised at the beginning of this chapter - how
is the tax burden distributed, and how was it modified under the Beiaunde
and Velasce governments -- both gave rise to surprising answers. The tax burden,

- throughout the period betwean 1951 and 1972, has been digtributed much more
prograssively than was commonly believed. On the other hand, the strong
lredistributive intent of the Belaunde and Velasro governments has dong nothing
to improve that distribution and it could be argued that both have contributed

to a slight worsening by raising taxes most on middle groups and least on the
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very rich. This conclusion has a paradoxical corollary. The significant
degree of progression found here necessarily dates from the more conservative
povernments of the fifties ox earlier, This paradox was pointed out earlier
by Hunt, who noted thatr "tendencies toward regression in the last twenty
vears represent a backsliding from a longer-term trend toward somewhat
greater progression in the tax system."lj His explanation is on the‘lines of
the political answer given ahove: ..leglslative attacks on the rich hit
even more effeectively at the salaried middle classes, the group that 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.“g/

ljShane Hunt op. cit., pp. 407-408.

2/1bid, p. 409.
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