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. ILIPHCATIONS FOR Ft__scAL*CHOICEs
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1. INTRODUCTION R '
ity e Sl Roy Bahi is Professor of Economics shd - ‘
The 1980s were dtfﬁcult for Latm Amenca Per caplta real GNP 1ncreased by only'-3 “Director of the Policy Research Center,- -
$30 (1.5 percent); and ten of the 27 countries in the region had a lowér per capita GNP  Georgia State University Atlants,
............ .- 1, Georgia. He is indebted to Professor..
in'1989 than they had in'1980; Between 1981 and 1985, thére was virtually no growth’ Jorge Martinez for a number of he.’pfu!
in the i region. The situation did’'not’ 1mprove markedly in the early-1990s. Per caplta'-' _" comments.”

real GNP _declmed byO 1 percent in 1990 and ; grew by only 0.8 percent 1991 g L S S

The reasons for this | poor economic performance 1n Latm Amenca and in Tow- and
middle-income countries elsewhere have been well studied and researched the debt 1ifs Contents )
overhang, ‘the worldwide Tecessionin’ the early 1980s and the US recess1on at the | KR
Introductlon =R
end of the decade, a h1gh real’ rate of lnterest and a contmuatton of domestic polt- S ;
cies that were'not cofiducive to econoimic growth thh respect to the latter thie fol.” | il Pastand Prqected ECUNOm'C S
lowmg are often’ llstedl et Performance b it e

i',"

rA Industnahzed countnes

= restrictions on trade to protect domestlc 1ndustry slowed nattonal (and interna-" |~ g Developlng economles S
ttonal) economic growth i Prveiag O B j
-.investment was hurt by: htgh real rates of interest and by overvalued exchange ki l".f Fa_dors Shaplng the Wor ld >Q“tl°°k

‘ _ ,-A. Global integration _
STAteSy . v s W E TG . Lt ‘g7 Development finance -© ¢
- publtc sector enterpnses proved to be an 1nefﬁc1ent way to deltver many goods : c ‘New markets and new economtc( ;
" and services; i e siobye cwhinopibone g BTV i Ll ePOWerSnT sl s

— govemment fiscal: and tax. poltc1es led to deficits whlch have contrtbuted to |* 7 1. The wansition econormies’
inflation, and failed to provrde the best playing field for investors;’ ' | 2. The new trading blocs -

~ _ meeting the needs brought on by immediate economic crises dlverted the atten- " |- V. Fiscal Choicés for the'1990s°

¢ tionof govemments away fromx mvestment in human capltal through health and A V\:gl,\ll;e government sector '

 education programmes.” = - PRI o ﬁ".j:' 5. How wil personal i mcome be -

The world economic outlook for the remarnder of the 19905 accordtng to the pro- [ . taxed? o

jections surveyed hereis for a continued but slow recovery through 1992, forworld | C. ?tl:ogtldrﬂdetl:a: rﬁgﬁr’: 2‘* -

trade to increase and for economic growth to return (by the mid-1990s) to approxr- do ,,nvl'és#ngm? o 9 .

mately its long-ierm path of about three percent per year. However, the variation in " D. Will government be centrahzed

- or decentralized? . /.. [ .

FELLT e ke o LALET T

V. -Conclusions .; .. - 3%

this growth rate among nations may be greater than in the past.;Those countries with ;. |
richer endowments of natural and human resources, and those with econonnc polt-
cies more compatible with growth, will do better. Indeed, there are reasons to be.
optimistic about the 1990s, ~The; Inter—Amerlcan Development Bank (IDB) labels :,
the 1990s a decade of hope and pomts to the tumaround in domestic pOlle inLatin
Amer1ca at the end of the'1980s: **. reevaluatton of past poltc1es led to the adoptton

of a series of fundamental reforms almed at correctlng some of the existing macroe- e
conomic drsequlhbna as well as some of the distortions in the countries’ product Enall
and factor markets, in order to establish a more soltd foundation for future growth.”?
While it is too early to tell whether policy reformthas’ ‘gone’ far enough-in Latin. .
American countries, it is clear that the world market in; whlch they w1ll compete lS :
likely to be very different from that of the 1980s. T

This paper is about the prospects for the world economy in the 1990s and the ﬁscal P oo
ch01ces that this environment implies. In the next section a number of projections -~ : '
are ‘reviewed and compared with the actual economic performance of the past - e e
decade. Then we turn to a review of the broad trends and structural changes that will B —— —
affect the competitive position-and policy stance of low-income countries; and to’ ,};ﬁzf‘;dgf’égu dé:g‘g}l“’“:nd"fﬁ‘lzjcﬂpggeE‘;caﬁ;‘
the major uncertainties that ‘may alter these trends, The final section of the paper (1990). ;

outlines some of the 1mportant fiscal choices that will be forced. -~ "~ "2 Sec IDB(1991), at 1.

© 1992 International Bureau of Fiscal Documentation
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ll. PAST AND PROJECTED ECONOMIC LA

PERFORMANCE e

The weak performance of low—rncome countnes in the past

decade, and of Latin American countries in: part1cular JLEERINE

described in Table 1, There was little increase in per. _capita
GNP in either group over the 1980-89 period;:and:the stan-

dard-of living in-many developing countries did not grow?-- -

Meanwhile, the growth among (high-income) OECD coun- "
tries was robust enough that per caprta GNP, nearly doubled: -
over this same ‘period, and the“gap between rich and poor
countries widened consrderably

-

L TABLET

Economic Performance in the 1980s:
Selected Regions and Indicators

o

D
1980 - 1989 Change
Per Capita Real GNP "% .oni Soimi e it v s =t i e
{in 1987 USdolfars) T T

Latin America'** 192077 71950 - 7§30 (1.5%) ¢ L

Low Income 310 330  $20(6.5%})

QECD High Income 10650 19240  $8590(80.7%)
Investmentasa R R T AR L AR R I
Percentof GDP s T

Latin Amefica ' 243 777 M9.57  4.8% of GDPYTT T

Low-Income 25.5 28.4 2.9% of GDP

QECD Htgh -Income. § - 22.0 o 218 +=0.2% of GDP . &

Includlng the Caribbaan’ Sl
Source Wor!d Tables 1991, Tables 1 and 1

. oy LR I . ! .t l T a
ol Cinevtyae by e

ATTI

What of the 19903'7 The results of several forecasts, based_ n:
econornetnc models ,are summanzed in Tables 2 and’ 3 (as
r_eported in World Bank [l99la]) Some prOJectlons glve both,

a “bascline” and a pessrmtsttc forecast based on a; set of
upside and downsrde assumptrons Shorter—term prOJectrons,

prepared by the IMF are. shown in Table 4. i
”‘ e

P LA ’;’"‘ l)

I

IR TENE AT T v
g

A Industnahzed countnes : B

ERLEEH M TH 236 TS HESH LTI I‘l'_-:';l
For hlgh-mcome mdustrtahzed nattons the baselme projec-
tions for real GNP, growth range from 2.8 to 3. 2;percent.per:
year, In other words, the models predlct a growth no greater,.
on‘average, than the 3 1 percent that took place in the 1970s
and-1980s. In fact, the" ‘average ‘of these’ pro_;ecnons ‘would;
have'a slower growlh tat¢ than that of the last 20 years, All of
the baseline forecasts however, call for & substannal rebound
from the drsmal econom1c performancetof the past few years

.....

mcreased volume of exports

' i s . " ]
Though the assumpttons in these forecasts vary from model;
to model, the World Bank: baseline assumptions are perhaps:
representatrve They assume (World Bank [199]a] p 27).
that: . - S pThansn o e e

© 1992 International Bureau of Fiscal Documentation

. The real price of oil will not rise measurably, at Ieast not
until the second half of the decade. Petroleum prices will
depend ori’the strength of the recovery of the industrial
'-economles By even the most optimistic forecasts, indus-
'trial growth will not be strong until the seoond half of the
-decade.----- - -~
. The recessron in mdustnal countnes will end but an

“average” forecast, js’ that G-7 countries -will- grow
markedly slower than i "the past. decade. (World Bank
:7(1992).:p. 7). Full recovery, to higher. levels of growth
- will not take place until the late 1990s;— -
» The United States will resolve its fiscal deficit' problem
This assumptlon A8 probably overly optlrrusttc since the

Gramm-Rudman- Hollmgs target of a balanced budget in
1993 will not be achieved: The Congressional Budget
Office (1991) estimated’that the budget deficit will-fall
under present policies, but will not reach balance ;until
1996. e
. Economic - growth in. Europe and Japan erI remam’
strong as policy reforms lead to increases in producnvrty
, An average forecast for the 1991-95 period is for Japan o'
* grow at abéitt 3.8 percent per year compared to four per-
cent. in, the 1980s It is assumed: that:Japan's :export
growth will not be as robust as m the. past and the. real
~ rate 'of investinent will be lower Germany, by this same’
.. averaging, is expected to ‘grow at 2.8 percent, well above :
its two percent growth in the previous decade. (World
. Bank [1992a], p. 7). IRV
."Net flows of capttal to developtng count.rtes wrll gradual-
ly expand Ttis assumed that economrc pohc1es in devel-
,_,' opmg countnes wrll strengthen the competitive posmon
"“of these countries in attracting capttal and that thetr cred-
itworthiness will be restored.
‘Real interest rates will not fall to as low.a level as was
ik achleved during most of the 1960s and-1970s, but w111 be
“well below those of the 1980-89 penod‘* TN
\.The Grf\'I'I‘ talks wrll be successful except in agnculture
-': tlrrag CNETL Tl wl Y 1
The World Bank also produces a pessrmtsttc forecast made
by, altermg the above assumpttons In thls scenano the pncet
and overall World trade is slower and both the United, States
and J: apan expenence economic d1fficu]tres By the lowest of
the four forccasts reported, the,G-7 countries: grow by 2.3
percent per year between 1991 and 1995. This compares wrth
an actual growth of 2.8 percent in the’ 19803

Accordmg to the Bank model the down51de scenano (com—
pared w1th the basehne forecast) w111 Iead to a hrgher rate off

capttal to Iow mcome countrles o

gL YA TR TP TaNN S

3.;‘ 'I‘hc World Bank ([199[)], at 39) reports that there was consnderable
progress | in reducmg poverty in the 1960s and 19705, but that the p:cturc ‘for the’
19804 "is mixéd, “In-some’ regions the poor have suffercd- serious setbacks,’
whereas in others the progress of prevrous decades has conunued ‘and has even;
aCcelerated b e Ty
" The fO'I.Ll‘ fotecasts are Data Resources Incorporated Nanonal Instttute of :
Economtc and Social Research, The Wharton Economeétric Forecastmg Assom-
ation Group and Consensus Economics Incorporated (World Bank [1992a])..":
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_:n TABLE 2 S f?&?’;?%";:-"i{’*'}'fi SRS S L
! ey - e
5 m.The Internat:onal Economlc Cllmate in the 1990s:

A Companson of Recent and Projécted Indicatorssi:o .-l %

PRI RTG TR s

(i H BRI

l:,i(:mhle SE

-t to ;tr SR SH v T AN

i

N j ,_,, .
(average annual percentage change ‘uniess noted)

PRI

)"l (1 LG

i o8 PrOjECtIOﬂS for the 1990s -

Recent

IR grt i {}]

'expenence

BTraRd

,Group,. i om,; o

: I el et eyl basehne downs:det . basehne) “i LINK. " !j it
Indlcatori” R »1965 89 t 1980 89 i 1990 s 1990 2000 1990 2000 1991 96 1991 95 1991 95 . 1991-95
‘Réal GDP 3.1 *"31“’ "26’“”"'”' '?..gﬂ 2.2 3.2 3.1 .
“Inflation!* . TS 3 8 gl s balily G’ 43 4.4 33
iInterest rate (%)mt v oepaiioriomi & BT : T et
rNominals - : s B4 iy 74! 96 Y-S K-
- Realds; i) ¥ e.58u‘m{|, 4 3 ;.Q-vt ve, 34 51 ""'423""- 4.9
World trades:! 1 e gy e g i 1580, 45 iaw g1 56 n. 43
Realpriceofoil 93 101 222 . 06 .09- _-3-3 0. 09 0820 e

~ernment bond’ yleld deflated by the us GNP defIator

d."-LIBOR déflatéd by US inflation rate (percentage change in‘the GNP deflator)

e Worldvolumeofexportsu chomnder en oot ten i e

f.,.; Average OPEC price of oil deflated by the manufacteres unit value exported by mdustnal countnes Project LINK is the average prlce for Saudl Arabran

exports deflated by the GNP'deflator.

§ources World Bank data; IMF 1991 WEFA Group 1991 DRUMcGraw—HsII 1990 PrOJect LINK 1991 a5 reported in Wor!d Deve.’o,oment Report 1991

R I L SRS SR EARE NI Da2 oy

4.[ i‘

The Umted Nattons (1990) pI‘OjBCthI‘lS for the 1ndustr1ahzed ‘

The- medmm—tenn outlook -as-Seen. by the IMF (1992) s

somewhat - more: optimistic (Table 4).;For,:1992.and 11993,
they see a significant.increase.in real GDE.growth, reaching

3.3; percent. by ;1993 This..is. hrgher than most. of the. longn. ‘
term projections summanzed in Tables 2 and 3; though itis

lowér than the Fund's evén more opttmtsttc vrew in1991
(IMF [1992] ‘Chapter - I) “The’ :1993 results are driven by

assumptrons of lower interest rates and a lower’ general rate’

of mﬂatlon, and by the pro_]ectlon of a s1gr11ficant increase m'
the volume of world trade by 1993 e i

ol ."\ o4 Uoakel

SO

B Developmg economres‘ i

The long-term projections for, developmg and mtddle income
economies, as reported by the ,World Bank are reproduced 1n
Table 3. Accordmg to the World Bank baselme soenano, it 1s

developing countries will exceed that of the 19803, but there :

are wide variations around this mean. Some countnes, ‘and

even some- reglons ‘willnot fare well” Low="and" middle- . .

mcome countnes 1n Afnca, the M1ddle East and Latm Amert-;
caare expected to'grow at less than the mternanonal average1

rate. :For. the Latin' American countries, the-real- per: capltay
GNP growth rate is prOJected to be less, than the average rate .

realtzed over the’ past 25 years. The’ reason for this expected'
weak performance in- many countnes is that ‘they - remain.

*1980s. Oil nnporters fare partlcularly badly in’this scenano,
because of the assumpnon of a hlgher pnce for Oll BOL

© 1992 International Bureau of Fiscal Documentation :

} AR -3" :
plagued. by the’ same prob]ems as: m the 1980s: hrgh real rates .
of interest; low commodity prices and the resource drain asso--

.ciated with the debt overhang. The performance of the world .
_economy has two 'conﬂicting effects on Latin American coun-
tries, The slower growth in the industrial economies in the
~ early 1990s. will dampen export markets and therefore retard. .
‘growth in’ ‘exports, by all low- -income countnes, and 1t ‘will

slow, the flow of capltal from the' mdustnahzed to the devel-'

: dpmg countnes Onthe other hand the lower real rate of i 1nter~
. est w1]l prov1de some rellef to heavrly mdebted countnes.' e

Under the World Bank S pesmmrsttc scenano ‘the. prolected

“~growth for all developing economies is 0.8 percent per year

slower, and for Latin America is 0.5 percent slower (than the
baseline forecast). In effect, it would bea contmuatlon of the

T BN
The Umted Natrons (1990) pro jECtS that all developmg coun—T
tries will expenence a per capita | GDP growlh of two percent

_-between 1990. and 2000 but, that countnes in Latm Amenca
o and the Carlbbean W1ll grow at half thls rate ThlS prOJected

poor perfonnance for Latin America and the Canbbean would,
be. well- below' the historical levels of growth in per’ captta
GDP of 2. 4 percent i the 19705 and 23 percent in the 19603

i
’I'he IMF medlum-term pl’OJCCthﬂS for developmg countnes

in the Westem, Hemlsphere are for a modest growth in real
_,,_‘GDP and per capita real GDP in 1992, but for a srgmﬁcant
;mcrease in both in 1993 (Table 4)..The large increase in 1993

is assoc1ated with continued liberalization of economic poli-*
cy,'a significaiitly lower rate of inflation and a‘ dramatlcally
1mproved fiscal bala)nce (IMF [1992], Chapter 3). BRH
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Real GDP growth .

‘Réél GDPper capita groyut

7.Population, <

‘Projection for 1990s

©1 11989, ., i, FTrend,
* (millions); ..,

S R NI é"(billions of..:;
Region or group, gy dollars

.., Projection for 1990s. .

1965:89 Baselme

Down5|d 8"

IS

AII Iow- and mlddle-
mcome economles

YR

.171

Reglon! it e
Sub—Saharan Africa ..,
Excludlng N|ger|a
As:a o
"EastAsia” .
- South Asia '+ +.35
Eurape; Middle East‘ ilegig

and North Africa )
*Latin América and the =~
uCarlbbean o

Income Group
’Low-mcome’“ e
‘economies °
i M|ddle -income
- economles

Actual and PrOJected Amounts‘1 R

- e : Sprotryvbg 00

SRR T 1990:1_1991 +;1992i 1993

I K . S et
Al Developmg Countnes f { 3 5

‘Western Hemlsphere ', o
'Deve[opmg Countrles SR -"-—0.13 2.8 "27" 4.2

lndustrlal Countnes 1‘ 8‘ ' 33'

Real per Caplta GDP
FAI Developmg Countnesb* BNENT

Western Hemlsphere n;:,g -
Developlng Countnes i

!f%v‘r .

Industrlal Countr' sf o

a.!'Annual growth rates: g !
b--Excluding Eastern Europe and the former USSRe v hs
Source Wor!dEconom:c Outlook1992 various tables T TTIP

i ..’.-;‘n_..‘ FRAeS t,.“ " ‘H i

FACTORS SHAPING THE WORLD _OUTLOOK
: ERSAF I AV USRS SR IR F I 2 4 R TIY
Some ma_|or 1ssues;,11e undemeath theseilong v1ews of the
growth of the world economy, : and of the share,of that growth
which w111 belong | to the developmg countries. The first is the
extent to, which the process of glabal economic mtegrauon
will continue; The second is the adequacy;of, the supply of
investment capltal for developmg countries;- Thlqtpotentlal
constraint to..development is partly beyond the control of low-
income countries, i.e. it is more a consequence.of the perfor-

© 1992 International Bureau of Fiscal Documentation

‘ ,;: it 0
rnance of the world,economy However the way
investment capltal is distributed among ‘nations is partly a
result of how govemment pohcy m developm Id countnes faces

ie. the resource claims. ofidebt repayment’and domestic gov-
ernment expenditures ‘on one'side of the fiscal equation, ver-
sus the supply 'of resources available from taxes and external
assistance on the other. The third major issue is the worldwide
effects of trade and income growth of thé new trade alliances
in' Europe and North America; and of the new’ ‘economic order
in/ Eastern Europe and the former Sov1et Unlon 5:0 T

e st

-f E(.

A Global mtegration

For the developmg countnes, the comerstones of economlc
policy are to'find markets for exports. to find sources of ¢ cap-
ital for mdustrlal and infrastructure~'developmén; HAfd;
mcreasmgly, to .develop. competltlve production technolo-
gles. ‘The late 19805 ’saw.major steps;in,the direction of eco~
nomic integration, as countrles ltberaltzed theu‘ trade regimes
and adopted macroeconomic . policies. that were more.con-
ducwe to forelgn and domesttc 1nvestment The outlook for
contmues TherIMF (1990) prov1des some support for th1s
argument in a study,of 41 developing countries for the- 1983-
1989 pertod They fmd that potential GNP -grew. by 7.7, per-
cent per year in those. countnes with. an - outwar trade Ol'l-

5. A 1onger Lreattse on the world econorny ‘would consider several of the btg
unccnamues that make fonecasts in"this, ‘decade espec1a].ly difficult: polmcal
instability ‘and wir; the' further development and teansfer of technology,: the
prospects for changes in energy prices and the environment, .07 i3l
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entation and by 2.2 percent per year in those with dn’.:

“inward” trade onentatron However, Roemer and Radelet

. Three key areas will define the progréss of global economic
integration in the next decade, Labour mobrlrty, capital mobil-

({19911, pp. 64-65) review d contrary llterature and conclude ot 1ty and trade ‘are the: prinicipal: ways in which' modern tech-

that the now-conventional prescnptlon of outward lookmg
policies is based more on economlc pnncrples than on emprr—
ical’ evrdenoe

'There 1s m fact global ev1dence thata sortlng out process is -

leading nations, to.find their, comparauve advantages (World .

Bank [1992a]). “Total world trade has mcreased Inthe. manu- .

facturing sector, trade increased at an average rate of 4.9 per-
cent while output increased ata rate of 3.9 percent. The share
of technology-intensive manufacturing has increased in the
industrialized countries, while the share of:labour-intensive
manufacturing expotts in developing countries has risen.
Within' manufacturing, there are many country-specific
examples of spec:ahzatron as firms have sought out cheap

- labour-and taken’ advantage of lower transportation costs and

newer commumcatlons technologles . .

On the other hand this speelallzatlon may not have gone so far
as the thetoric. The difference between the growth in trade in
manufacturing and the growth in output is narrower now than
it was a decade ago. Even the penetratton of industrial country
markets by LDC manufactured goods is not so widespread. -
The World Bank (1992a, p. 31) reports that the developmg

country share of industrial country imports of labour-intensive .

manufactured goods almost doubled between 1965 and 1989,
rising from 9.8 to 18.8 percent. However, this increase is due
entirely to East Asia, whose share increased from 1.4 to 12.4
percent. over this same pertod This means “that the share of all
other developmg natrons actually dechned dunng th1s penod

The 1mpetus for global 1ntegratron comes: from several fae-
tors. The cost of transportation and communications has fall-
en; reductng the **distance” constraint to increased trade. The
gap ‘between:the rich and the ‘poor nations;in:the growth of
income and - the relative inflation :of currency : values . has
enhanced the labour cost advantage of low-income countries:

The prrce ‘of primary commodities has-been:low for.some
fttme in world markets. Finally, changes in production pro-
" cesses and strategies, such as the i 1ncreasmg vartety of pred-
‘'uct lines and product quality, require’a closer worklng rela-
'ttonshtp between 1mportersxand exporters Thrs ‘enhances

economlc mtegranon and deveIopment of the trade sector 1n
developlng economles AP

Lt O
To growrng (but not yet 1ndustr1allzed) countnes global mte-
gration means'gaining jobs,- government revenué and aceess

6 foreign’ exchange ‘But it also means gaining the technolo-

gy- necessary ‘to sustam a “higher’ rate ‘of producttvny and
growth ‘inthe ' lonig - Producnvrty increasés- will lead
development ini ‘the*miore‘ competitive and more techmcally
complex world economy - of the - 1990s‘ The World ‘Bank
(1991a p. 88) notes that growth in producttvrty, the'best
proxy. for technologlcal change has accotnted for as miich as
30 percent of GDP growth in*the!East Asian countries™. A’
major-issue of development policy, therefore; will be tech-
nology transfer, Removmg barriers to the sharmg of technol-
ogy should be hlgh on: the lrst of pnontles for snmulatmg
development AN deen S iy Rl AR

o ! lLJJT:A
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b nlques of productlon and communication are spread, and the

means by which comparatrve advantages are discovered and
'become partof a country’s economic siraiegy. Increased inter-
national labour mobility could lead to substantial gains for the
world economy; ard for most countries involved in either the
“import or exportof labour,”Emigration to “labour-short

~economies may relieve labour surplus economies of the pres-
sures of a high unemployment pool, and therefore may lead to
an’overall improvement in the distribution’of income:- The
main drawbacks are the problems of “brain drain™ in some of
the low-incom¢ economies, and the resistance by host country
workers to being crowded out by migrant workers. There also
is the advantage that movements of skilled labour, are.an
important way to dlffuse technology, and foreign Iabour has in
many cases been mvaluable 10 labour—short econom1es

Capttal mobtlny, especially in the form of drrect forelgn

_ Investment, is another i 1mportant source of technology transfer

that can stimulate economic growth and trade between coun-
tries. Case studies of Hong Kong and Mexico have shown that
the presence of foreign firms has increased the diffusion of
technology and improved the efficiency of local firms (World
Bank [19914], p. 94). The experience of foreign firms in man-

" agément and markettng techniques can benefit local firms

who are trying to gain a foothold in world markets. Moreover,
the volume of trade with a country may be substantially
increased by direct foreign investment simply because of the
trade channels that are opened with affiliates. A recent study
reports. that  in - theg early 1980s - rntraﬁrm trade within the
largest 350 transnational corporations. (TNCs) contributed
about 40 percent of global trade.® One need only imagine the
opportunities for transfer pricing, 1ax evasion and tax_avoid-
ance to speculate on how daunting is the task of admmrstenng
a tax system that does not have an export onentatton

Trade 11berahzatlon is' perhaps the most: rmportant questron
mark in assessmg the outlook for the world £conomy in the
1990s. Tt'is clear that déveloping countries must gain dccess
to the markets for manufactured ‘goodsin. industrialized
countries. LDCs in aggregate sell less:than’five percent of
their manufacturing output to other developmg countries, and
more than four fifths of the world market is in rndustnahzed
countries, On the, other hand, developing and 1ndustr1altzed
countrres alike have erected restraints (o trade The tradé bat-
riers in industrialized countries have not been significantly
relaxed in the 1980s, with a few excepnons ‘Most observers
seem to-agree that developmg country exports to industrial-
ized countries could increase, even in the presence of the
trade restralnts that are in place (World Bank [1992a]):-:A suc-
cessful GATT round however, could lead to substantial gains
for low—mcome countries. One estimate is that a five-percent-
agé-point reduction in manufactunng tarlffs by industrialized
counties ‘would lead to‘a’réal GNP gain- of 1.6 percent per
yearin low—mcome debtor countries; and 1 4 percent per year
for ‘countries in the Western Hemtsphere (IMF [1990], pp.
74- 75) However 1f the GA’IT negotlatlons fail, mdustrra]-

PSS

6. .- See World Bank (19923),’at 33 EREE R S




DECEMBER 1992

BULLETIN . 581

1zed countries: could ‘move toward a new series of bilateral

arrangements and developtng counmes cou]d see thetr poten-

tial markets shrink. RIS R

GlobaI mtegratton could slow in the 19903 The GATT agree—
ments are the major issue; of uncertainty, The slower growth
in the mdustnal economies in the’ early, 19905 almost certain-

ly means that, compared to the 1980s, export markets wrll not
be as robust and the ﬂow of investment capttal to the rest.of

the world erl not be so great” The decline'in trartSpottatron

costs seems.to be .approaching a bottoming-out, hence .that
stimulus.will not be as strong (World Bank {1991a]). Finally,
there is.the issue of whether the LDCs.will stay their, policy
course of the.late 1980s and- contrnue to adopt investor- and
trade-frtendly pohcres o

e -r;:,".:-'!-?'.i S

B Development fmance e s
The proyecttons revrewed above assume that the substanttal
capital resource constraint facing the, developing: countries
can be, relaxed.: The three candidate sources of capital are
direct foretgn 1nvestment return of flight caprtal and forelgn
asststancc b

Tl vrpnea """: i SIS

Dunng the last half of the 1980s ‘the level of dtrect forergn
investment increased from $ 47to $ 132 btllton at a faster rate
than total world investment. This suggests a growmg world
economic . integration. However, the, share of direct foreign
investment going to the developing countries fell from 24 per-
cent to 13 percent over this same penod Two thlrds of this
amount went 1o East Asra and Latm Arnenca and in the latter
case. pnmartly to Brazrl Argentma, Mexrco and Colombta

'(Fmance and Development [1992]) If the develoPtng '

economies are to.capture a greater share of. forergn direct
mvestment they. will have to continue.the economic. ltberal-
ization pohctes which began in the late 19803 The IDB -sees
this as possible and expects that the attractrve rate of return on
forer gn invéstment in Latin Amenca will result in an increase
in the volume of foreign diréct invéstment by a factor of about
2, 5 before the end of the century (IDB [1991], 8 18 19)

The second source of external financing is the return of flight
capital. The IDB (1991, p.:19) estimates the:total'amount to
be about $ 170 billion, equivalent to about one third of the
region’s total external debt..The World Bank (1991a,pp.:124-
25): estimated :that,: during. the: 1980-84 - period,  the: amount
was as high as $ 40 billion for Mexico and $:27 billion for
Venezuela, The IDB points out the potenttal of this source of
finance' wrth ‘the followmg conjecture ifi mvestors decrded to
hold constant the real value of their assets abroad and brmg
home only the annual return there would be a re—entry of

SR ASCA
seonsitgnd Lo
The determinants of caprtal fhght and’ the determmants of
investment capital inflows are much the same. Capnal ﬂtght
occurs because domestic macroeconomic policies (or political
instability) cause investors to lose confidence in the economy,
and seck altemnative locations for their investments. They seek
out locations which give them some combination of safety on
their principal and a higher after-tax rate of return. The ability

dtrect forelgn 1nvestment o

, formance of the transition economtes and the polrcy dlrec~

©.1992 Imernational Bureau of Fiscal Documdritation

of developing nations to attract investment capital will depend
on: whether:they: ¢in sustain policies that will restore confi-
dence in:their economies (Goldstein, et al. [1991]; pp.-1-44).
Gréene and Villanueva (1991) found evidence that the rate of
total private investment in-developing countries is:positively
related to the rate of real GDP growth, the level of per capita
GDP and the rate of government investment. They also found
that thc mvestmem ‘rate s’ negatlvely related to real inferest
rates and the levels; -of* inflation- and ‘debt. Latin Anlencan
countnes have liberalized' trade ‘tova srgmﬂcant extent” in
recent years Argentrna, Bohvta, Brazrl ‘Colombia,” Costa
Rica, Ecuador ‘Honduras,; Mexico; Peru and Vénezuela have
eltmtnated quantrtattve restrrcttons and lowered tariff levels.
In some’ cases the reforms have ‘been broad- based and have
included reduction of the ﬁscal deficit, a cap on borrowmg
and srgrtrﬁcant prtvat1zatlon of mdustry

Fmally, there ‘are the traditional 'sources of dtrect external
assistance?in’ the form of loans.- These are’ expected to‘ be
modest for the Latin American region, declining from $ 9 bil-
lion in 1993 to about § 4 billion'at the end of the century (IDB
{19913, p.-19). The result 'will'be*a very- modest increase in
total debt outstandmg over the next ten years. Much ‘of the
borrowing requlrements for Latin’ Amenca will be ﬁlIed by
the World Bank, the IMF and the IDB. ol iy

Wil the i sources. of direct foretgn unvestrrtent and. official
loans be sufficient to meet the financing needs of developing
countries. in_the next decade? There:are two-reasons. to be
cautious in the forecast of what might be expected: One is the
slower. growth'in the industrial economies in the first half of
the 1990s. And since the US deficit problem does not appear
close to resolution, the-level of savings, may. be less than has
been assumed in'these forecasts. The other is the competttlon
for funds from (a) the newly emerging economies in Eastern
Europe, and (b) the countries of the European Communtty
(EC) as they adjust to therr new econormc roles .

1

C New markets and new economic power SIS E
s \5 SR j)d €5 :

years wrll be shaped by two other nnportant factors the per-

i TESInE Wt - ;., -

1. The transmon economtes

Before the 19903 end the transrtron economles (Eastem
Europe and Chtna) may substanttally tmpact the share of
world economic growth gatned by the' developmg countrtes

_by (a) prov1d1ng new. export markets (O] provrdmg a new

competttor for exports to the 1ndust:r1ahzed countries, and/or
(c) srphonmg off some of the extemal capltal ﬂows that other-
wrse mrght have found therr wayto the developmg countries,

How qutcltly mtght thé new competition for the world export
market occur? The answer will vary from country to country.
The breakup of the Soviet Union and its' economic mflucnce
zone i§'still in'process. The economic: hberahzatton process
that is now underway in much' of Eastern’Europe and in thié
formier Soviet:Union Repablics: will. be painful, and now it
appears that the transition will not-be.short-lived. There like-
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1y will be amet-transfer.of resources:io these couniries from
the rest of the world through.the mid-1990s. However, both
the IMF: (1992); and:.the: ‘United: Nations. (1990).;project -a

fstronger growth in Eastern Europe and the former USSR than

m most of the rest of the: world
FETTE B ol

N k i N

trade area wnh the EC Quanutatrve restnct:rons have been
removed 1n aIl three countnes and tanffs are bemg lowered

Chlna ish dlfferent story The adjustrnent process has been ne1-
ther so swrft ot S0 patnfui and real output 1ncreased by about
seven percent last year The state enterpnses have been brou ght
under semni-autonomous management glven some’ autonomy
in operating decisions; and switched from'a remittance to'a tax
regime. All of;this has occurred. in less- than a, decade: The
speed with,which the Chinese, economy deveIops and shifts.to
an' export. orientation is- .another. major. question;mark under-
heath these long—term forecasts.: The United|Nations prolects
the Chinese economy. to-grow; at-a.real raté: of. 5.6 percent
between 1990.and 2000. This.is well above the world growth
rate, but below that expenenced in Chma in the. 1980s. 0 ;,{;;

The other concern: about the competmon from the transmon
economies is'that they will-attract foreign capital that ‘other:
wise may have been:destined for.less developed countries:
The World:Bank-(1992a, pp. 7-8) argues that this is not true
in ‘the’case of non-concessional loans; though:creditworthi-
ness will be scrutinized more closely in the case of all poten-
tial borrowers. In the case of concessional loans, however,
this:concern’about’ competition w111 be vahd unless donors
mcrease thetr aid budgets s afi :

2. The new trading blolc“s'

The performance of the ‘new trading blocs is another i 1mpor-
tant factor that can ‘affect the long-term economic outlook for
developmg ‘countries;-The“two-major changes ‘to’ consider
heré’ are ‘the’EC and:thé‘North ‘Americari ‘Trade Agreement
Oné view is tHat the preferences given to countries within the

“blocs will reduce the size of markets for exports from'less

developed countries (or for that matter, from any country out-
side the tradmg blocs). It is possrble that increased intrare-
gional , trade promoted by, the agreement. will be accom-
pltshed ‘at the, expense of what otherwrse mlght have been
1ncreased mternatlonal trade One is the, (unllke]y) pohcy of a
trade fortress stance by one “of the blocs, Another is, the
possnble dtversmn of scarce‘ sk.tlls from multmatlonal to
regtonal trade negotlatlons T :

N ‘\,‘.'l;ir. '.'. i

The othicr vrew 15 that the 1992 EC mmanve w1ll lead to spe-
cialization in productton and efficiency gains;that will result
in.an overall economic,_growth. and -therefore. an increased
demand for. nnports that will offset any negative effects. Most
students of this-debate seem:to be:in thts}latter camp, and.
argue the further advantages that: ;oo b it

- Countries within the trading bloc are pressured to reform

- their macroeconomic policies.: .1t iy iy s

—IV FISCAL CHOICES FOR THE 19905
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Progress -on--multilateral - trade - negotiations may:. be

<. enhanced. because the number: of parttes in the negotla—

- tions is fewer, ‘ i

- Export entry is ea51er because the rules for tradmg w1th a
"'smgle bloc ofﬂcountnes are easier to ]earn than are the
; rules and 1nst1tutlons for a number of mdwrdual countnes

Most analysts of. the Latin ’Amencan economic crisis’ of' the
1980s are’in agreement that domestlc pollcy changcs must be
enacted and sustained if economic growth is to'be'restored.

The -last-decade 'saw- an: interventionist' approach in‘many,
countries, whereby domestic industry * ‘was 'protected : from.
forei gn competition in some cases and stifled by public enter-
prises in others, ‘exchange rates Wwere overvalued, and gov-
ernments were in deficit. and borrowed heavrly The next
decade must see more of a laissez-faire" approach to econom-
ic! management ‘and ‘an: opening of:the Latin: economles to
take’ radvantage of a changing international ‘economy.: The
immediate objectives of this pohcy are'to increase the rate of
ecocnomic growth by’ 1ncreasmg export volume, attracting
external, investment. capital, . increasing . the. efﬁcrency of
domesttc 1ndustry and prov1d1ng adequate publrc serv1ces in
an env1r0nment of stable pnces - o

The prmc1ples that lie- behmd the formulatron of such domes-
tlc pohcres may be simmarized as follows: 7 | & - Twvd
*The best approach to attracting forelgn mvestment and
RS 5 attractmg flight capital is a stable macroeconomrc per-
" formance.” Low ‘and’ steady rates ’ of ‘inflation,” small
“"deficits on the' government and trade accounts ahd 4 sta-
bIe exchange rate will do’i more to attract and retain’eco-~
i nomic actmty ‘than will’ even ‘the- most attracttve package

7 of targeted 1ncent1ves Ll L RS
iy ’The govemment 's] ould not take an’ mtervennomst
a .approach except where the presence of i 1mportant exter-
nalltles demands it.’ Tax trade and 1ndustr1a1 pollcws
- should be doordindted ‘and ‘should' interfere as ltttle as

... possible with the market. | 0 ;" enn - es S
—~t .The rate of. mvestment in health and educatton should be
Cotoinereased. s .. L i it Lo it 5

— . Borrowing’ should be limited be the growth in taxable
.t capacity, the present level of debt burden and the mtrm-
3 'smvalue ofpro_]ects..,._«_: R SO RS B

In fact, the 19803 c[1d see 2 major tumaround in macroeco-
nomrc pohcy in ‘the Latm Amencan reglon The ehmmatron
of quantnattve restnctlons and the reducnon in 1ariff rates in
many‘countnes reduced barriers to ‘trade, and the results will
be felt fully in ‘the '1990s.’Colntriés have conie to grips with
the burdén of their external debt by negonatton with credi-
tors, limiting future borrowing and more carefully Scrutiniz-
ing-the’ purpose of loans.  Lower interest rates in the early
1990s ‘will ‘provide_ further: relief. Substantial: progress has
also’ been:made ‘in the area of privatization: of public enter—-
pnses €. g 1n Argentma Brazﬂ Mex1co and Venezuela

e T P

7.1t De laTome and Kelly (1992)." = cai il oo i e gimy
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Arguably, the area:where reform.is most necessary,:and in
some countries has been slowest; is fiscal and tax policy. This
is not to say that substantial fiscal reform has not taken place.:
Many Latin:American‘govemnments have undertdken-adjust=
ments and have moved to.eliminate or substantially reduce:
the size of their fiscal deficits.; And in many cases; they have
been successfuli:An IMF. survey of 31: Latin Ameérican coun-
tries dunng the decade ending in'1991 shows that the fiscal
deficit fell‘in 20 countries and. increased in'11. The'average
decline in the deficit for the 20 countries (between 1986-1988.
and -1989-1991): was 4.7- percent of GDP,.and the average
increase-in the ‘11 countnes was1. 8 percent of GDP (IMF
[1992] pp 23- 25) LG by L] ‘

Even in_ counmes where pohcy reform has taken place ‘the’
economrc 1mpacts have often been compromlsed by a weak'
tax adrmmstratton (Bahl and Martlnez [forthcomlng]) The
challenge facmg many Latin Amencan countnes s 1o reforrrtl
their fiscal systems ‘including tax policy and tax admlmstra-t
tion, in a manner consistent with thls general rnacroeconom-
ic policy direction, and ¢onsistent with the ‘constraints pro-
vided by the world economy: This w1]] make the fiscal choic-
es more dtfﬁcult S T et e

There will be a slower growth m the mdustnallzed economies
in‘the early 19905 (compared to' the ' : average of the 19805)
hence very ltker a slower growth in capltal flows to devel-
opm g countnes and an export market that does not expand as

fore more of a competrtwe edge is needed m the ﬁsca] poh—
mes that must be desrgned a L

e st e s
The. remamder of this paper outhnes the most 1mportant of
the fiseal choices:” = L ocl o # b e en e .
1. Should there be growth in govemment expenchtures, or
+declines i in taxes and borrowmg? SENREE e
2.+ Will the taxanon of income be dnven by economrc efﬁ-
 ciency-concems or by vertrcal equrty concerns? 0 i

3. Should tax systems be redesrgned 1o stimulate mvest-

© < ment, with lower {or no) taxes on Capltal income?’

4. Should government become more’ centrahzed‘ or should
fiscal decent_rahzauon be pushed” S st
e VSN USRI TR

A ,.WIH the govemment sector grow o

A contmuatlon ‘of -the" adjustment policies of ‘the’ past few'

years would not suggest a growmg ‘public’ sector 'in Latin-

American countries in the 1990s:-The results of the IMF' sur—

vey of 31 Latin Aricrican colintries showed thaf'the’ average’

level of government expendltures fell from 24.4 percent in.

1981- 1985 to 20.6 pércent. in, 1989- 1991, The decline was.
due to a combmatton of lowér debt Service expendrture andf
lower expendrtures ‘for subsidics, transfer payments and pub—'
lrc employee wage blllS (IMF [1992} Pp- 72-76) :

The outlook for Latin America i is for a stron ger economic per—'.j
formance than in recent years, but not for a robust growth that
1s above the long-term trend: The baseline projections are for
a rate of real per capita GDP growth that will approximately:
match that:which took place on average over: the 1965-1989:
period. This implies that, if the tax share of GDP.remains con--

© 1992 International Bureau of Fiscal Documentation’

stant,- the. govermment sector:will-be able to expand -its real:
expenditures by:about two percent per capita per'year. This:
outlook, coupled with the possibility of.a reduction in the rev-:
enue’ share of GDP, implies a modest growth in‘expenditure!
programmes, :and -therefore a-tight' control'over expenditure!
practices. By the World. Bank’s: pessimistic’ projections, ‘and.
assuming no increase in taxes or.borrowing relative to GNP,
real per capita expenditure growth could be as low as 1.3 per-
cent per year. If this less optimistic growth path prevalls then
the fiscal situation is even tlghter oo e

One cho:ce therefore rs ﬁscal austenty At the exl:reme, thls
would iply no mcrease in the tax share, i.e. ‘that taxes w1ll
grow no fastér than the rate of growth in GNP, It ‘also 1mp11es
no increase in borrowmg, other than for long-lived projects-
with & demonstrable payback: Even-here, however,-any new’
debt incurred would have to be supported within the limits of:
revenue that the present tax system will generate in the future;

The austerity:scenario-poses major problems for some coun-,
tries:.in particular: those which already, have high levels: of:
taxes relative to'GNP. It leaves precious little to invest in new,
infrastructure and in health and education; which are comer-;
stones in the strategy to increase. the: competmveness of low:.
and middle-income nations. It also cramps government initia-:
tives to' redress ; inequalities -in. the. distribution: of- income
through the 1mprovement of public services to the’ poor. -

The other choice is to Tesume an’ expansmnary fiscal pro-
gramme, by increasing the effective average tax rate (relative
to GDP) and/or by borrowing to expand infrastructure and to,
cover annual.deficits. Certainly there are reasons to-argue in;
favour.of a largerupn‘bhc sector,; There-will be more’invest-;
ment in infrastructure and in human capital, and more scope
for providing redistributive services: The costs of: environ-,
mental.protection, an issue which the world must discover in;
the.1990s, will claim a substantial amount of;resources. The.
World Bank (1992b, Chapter 9) estimates the cost at two (0.
three percent of the GDP of developing countries by the end,
of the 1990s. Though all of this will not be government sec-
tor costs the aitiounts involved are ‘equivalent to'ten’ percent'

or more of the budgets of most developmg counmes EERAY
1: e B

rrrrr

There also are the pohtlcal advantages of hlgher expendttures;
whtch appear to,_outweigh-:the - pohtlcal drsadvantages of,
deﬁcus at, least over the expected tenure; of elected leaders 4
The downsrde of l’hlS strategy is that resources wﬂl be dramed
from the: pnvate to the. pubhc sector w1th whatever that;
lmphes for the overall rate of growth in, 1nvestment (versus,
consurnptton) in the economy If. the expansnon is. financed
with higher taxes ‘then the competrttve position of the coun—j
try may.be compromtsed and the return to investors -may be:
less atiractive. There may be a feelmg that the busmess clll)
mate .is not, rrght for new, investment. If. the expansmn is;
economy w111 be less stable and less attractrve to forelén'cap i
ital and to the retum of ﬂlght capttal Conﬁdence in econon-,
ic management w1ll not be restored

Are there compromrses on these choices?. Is .it: pos51ble to;
spend more without raising’taxes or sacnficmg tmportant
public expenditure programmes? The answer is.that the'fiscall
choices-will be difficult if the world economy doésniot grow:
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faster than projected, but there-may be some amount of relief
that will allow important-expenditure programmes to be bet-:
ter. covered.. Expendltures may -be reallocated to infrastritc-,
ture and human capital investment. ( 1) if interest rates fall and.
the debt service claims:on the budget:are'less;:(2) if privati-
zation reducés the cldim on-governtent resources; and (3) if,
thé financing: of somie: govemment-provrded services is shift-
ed -to: beneficiaries. ! There is.: :some:’ evidence that:: new:
resources will materialize becausé of initiatives in these three.
areas, but the amounts may tum gut to be madest. The- IMF.
(1992) projects that debt, servrce payments as a percent ¢ of the,
total va]ue of exports of goods and servrces wrll fall in West-

e

percent 1n 199’lr

it .i"' f':-"w e t\'i'l oS f'"
There.: also is the .question’ of ‘whether:: any ° new-fourd
resources actually will be allocated to essential purposes. The:
1990s will be a'time:in many countries when there will:be:
pressures to subsidize prices in the aftermath of privatization,’
increase public employee ¢ompensation and restore lost tax:
preferences, However; the IMF survéy of 31'Latin American’

_countries (IMF {1992]i-pp! 72-76) indicates that: the educa=

tion-and health expenditure share of GDP increased in'the 20
countries . where the:deficit'was' reduced and fell in' the:11
where it was not. The results of this analysis also showed that
the share of capital expendiiures in GDP did:not:fall s:gmﬁ-
cantly inthe deﬁcrt—reducmg countnes e e

BRI e

Adjustments made on the tax side a]so can lessen the pam asso-. -

ciated with hard fiscal choices ‘Reducnons in the average'tax’
rate forall present taxpayers. Can be reahzed ifa more efficient’
tax ddministration broadens the tax net and captures those who'
have successfully evaded or avoided payment. Theré aré many
opportumtres to do thrs because typrcally the tax base i in'low-
income countries is ‘quite harfow.’ "Perhaps the’ best: targets of.
Opportumty i tlus drea-are the ‘self- employed under the indi-*
vidual 'incomié tax, value - added Haxs exempttons import” tax
exemptlons of preferentlal rate treatments and real property it

Mpppreass reoet by Diver L e B
The pain ¢ of this ﬁscal chorce w1ll vary from country to coun-
iy, dependmg .on - the situations, from which they start.,
J amarca, with'a tax-GDP ratio now approachmg 30 percent,
hds a qurte dlfferent situation from that of Guatemala! with a

. ratio’of under ten percent ‘The difference between the situa-

tions in these two countries’ is’ 1llustrat1ve +To compete effec-:
tively in the-1990s, Jamalca will have to find a' way to slow
the growth inthe pubhc sector, It cannot afford a fiscal deficit’
with the present mstabrhty in'its economy, and tax increases’
would seem out of the questton gtven the present h1gh rate of

‘How to'cut expendltures when expendlture needs are 50 great:*

Guatemala s situation is better, Ther¢ is'amiple room-for a tax:
mcrease to’ cover the expendrture needs of 1ts populatton ‘and’
in Guatemala is whether to fisk': an 1ncrease in taxes in'a coun-'
try with'a Iong tradltron of re51stance to hlgher taxatmn-"“ B

I’“ R u’ !“ LRI PSR LT R e

B How er personal mcome be_taxed7

AR ST TSI I e
Most developmg countries’are: beset with policy and admrms—
trative problems: in-their:individual mcomestax_systems ;The:

1
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revenue yield is often not up to the mark because of loopholes
that have narrowed the tax base and because of poor adminis-.
tration and: widespread evasion,: especially:among the self-
employed: A:commonireaction is for the government to raise
the rate = which leads to more avoidance; evasion and unde-.
sirable allocation effects . and the cycle continues. This pat-
temn: neither-builds confidence-in. the " government’s. ability. to
lead macroeconomic policy, nordoes it contribute to a sound
revenue base to support a balanced budget: Individual income-
tax structres in low-income countries, and in Latin America,
are often: cor'nplicated‘and usually have multiple objectives..
The main goal is revenue. generation, but many, government
officials and political leaders would argué that i income redis-
tribution i is another i important objective. Aecordmgly, in many
countrles mcome taxes are charactertzed by progresswe rate
structures, relatwely hrgh ﬂoors and’ spectal deducuons to
protect the poor Some countnes use the 1ncome 1ax 10 ach1eve
other’ allocatrve goals = everythmg from the stlmulatron of
the ltfe 1nsurance 1ndustry to the encouragement of savmgs to
relleve the cost of commutmg to work, ’ v

T ; R
The' mdtvrdual income tax can play a very 1mportant role in
low-income countries, and it does in many countries, Itican
be a major revenue raiser, it can srphon off the admrmstrauve-

aaaaaaa

revenue system and 1t can have a direct effect on the ab111ty to
save tnvest take risks and work harder. Another 1mportant
feature of i 1ncorne taxes is that the nommal tax structure is
very v1s1ble to voters ‘while the actual pattem of effectlve tax.
rates is not. As ‘a result, political leaders are’ quite, sensrtwe
about making even rational chan ges in the nominal tax struc-
ture; because it might give the appearance of provrdmg a spe-'
cial tax treatment to the hrgher mcome i :

REATRANATIE e RIS . !

' One chorce for 1nd1v1dual mcome taxanon 1s smphﬁcatron a

'Ihts may mvo]ve adoptmg a ﬂat rate, ehmmatmg most deduc—
tions and credrts and broadenmg the tax base to mclude all
forms of income. The ~advantage of this approach is_that it
ehmmates the horlzontal mequmes in the system by, taxmg all
income at the same rate, and it gives 1 no special preferences.
Because it is simple, it reduces both compliance and adminis-
trative costs. Because itis applied to a broad base, the (nomt-
nal) flat tax rate is low by companson w1th'the previous
marginal tax rate; therefore savings, investment; risk taking
and work effort are encouraged A more drfﬁcult 1ssue is what.
to, do about capital income, taxatlon Here, the issue. becomes
whether countnes should opt for a consumptton tax. ,

There are some d1sadvantages to a broad based ﬂat—rate tax

ablllty-to-pay cannon of Justtce in taxatlon S1nce the sacri-,

fice of a dollar inl taxes'is greater fora low mcome than fora’

high-income person, it is thought fair to tax the loweérincome’

person.at.a_lower rate. Since a-flat tax:does not:do’ this, it

imposes a:greater burden on.the poorer family. The result is:
that flat taxes are usually perceived as inequitable, and in fact:
may be regressive in their distribution.of tax:burdens. Other.

dlsadvantages may-arise in connection.with the base-broad::

ening . that: accompanies .the . flat- tax regime.- Because some,
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loopheles-are almost certain'to remain in the systém; the fair-
ness objective will'be compromised: Another problem'is that
broadening the.tax base often means bringing interest income
into the tax net, and possrbly dlscouragtng savmgs or encout-
agtng capttal fhght Lol - o

'
f P Sas oyt
S A

The other chotce is to hold 0 the more narrowly based pro-
gresswe rate, structure. It i is nommally progressive ‘and scems
1o prov1de 1ncent1ves for savings and 1nvestment by provrd-
ing preferenttal treatment for captta] mcome many countnes
exempt capttal gains and interest income, and gwe credtts or
deductrons for certain types of i mvestments Progresswe rate
structures are popular ‘with polmcrans because they at’ least
gwe the illusion’ that the rich are being treated’ d1fferently
under the tax system The btggest dlsadvantage is that the
narrow ‘base forces a hlgh marglnal tax. rate whtch in, tum
dtscourages investment and work effort, or encourages eva-
sion and avoidance. The progressrvtty of the’ graduated rates
is often lost to'the 'spécial treatment of capttal income; the
provision ‘of loopholes to mitigate against the htgh marginal
tax rates and contribute to the success of higher-income indi:
viduals in evading the tax: Bird (1992, p.:93) notes that even
if one- ts not willing to'go so far as the flat-rate’ tax steeply
progresswe rates have no place ina well—des1gned mcome tax
1n developmg countnes ST ?f.='~~*f :

The trend around the world (and in some Latm Amertcan and
Cartbhean countnes) has been in the direction of. s1mpltﬁca-
tion, base—broadenmg and less rate graduatton For example
Jamaica adopted a broad-based, flat rate (33,173, percent)
individual income tax in 1986 (see Alm, Bah! and Murray
[1991]), and Argentina has recently proposed a 30 percent
flat-rate individual income tax, with the exemption;of divi-
dends pard to local and foretgn shareholders (Asorey [1 992])

Vi '!‘ ; "M-""

C Should the tax system be structured to encourage'
mvestment? et NS i

4 oy

sible shortage of capttal flow to developtng countnes and the
power of the new trading blocs makes it even more important
that tax systems be’ export- and mvestor-fnendly On the face
of it there seems to'be.no chorce involved, but:there ‘are end-
less' suggesttons about how one restructures a tax systemn:to
encourage ‘investments.. And - there ::are.'major tradeoffs
involved,:in that an mvestment—fnendly tax.system may also
be one that is‘less friendly tosincome dtstrtbutton or to fatr-
ness objecttves Hence the’ chou:e Fir i Lot

A
One altemattve 1s to follow an mterventtontst pohcy and use
tax pohcy to attract’ 1nvestrnent Low-‘ and rmddle-mcome

countries could adjust their tax systems to mcrease the after-

tax rate of retum to investors in many ways:
= ‘Reduce’ margrnal individual income fax rafes. - ¥

Exempt dmdends from the 1nd1v1dual"mcome tax
Exempt mterest tncome frorn taxauo 1, but allow it as a
deducttble cost Sl R
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the VAT, and zero-rate all expons Tttt

3 Prov1de special i mcome tax treatment of fnnge benefits
"-"" recetved by higher-i income individuals: ' *-ve < ‘_'
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- *Allow repatriation of proﬁts without penalty.. i 1o
=.!Reduce corporate-income tax rates; accelerate: deprecna-
tion allowances and provide a proper mﬂattoniadjust-
" ment for 1nventones : .
Provrde tax mcennves for ¥}

."t AT IS T BT L IR

Many of these are adjustments -that should be made m the tax
system no matter what strategy is being followed (e.g. elimi-
nation of the double taxation of dividends; repatriationiwith-
out . penalty, | zero-rating ; of - exports) :But" particularly.ithe
issues.of whether special tax incentives for investors.should
be . allowed, whethet. higher-income sindividuals - should
receive 'a’ friendlier. treatment ‘and: whéther - interést” income
should:be. free of tax, raise :serious questions. Proponents
argue that lower income tax rates on higher-income individu-
als leave them free to save more and give them an incentive
to-invést more.: These individuals have the highest marginal
propensity to save and are the entrepreneurs of the economy:
the ones most ltkely to take investment risks, Many countries
have - ‘bought'into this argument ‘and provide ‘escapes- from
high individual i mcome tax rates, whtch higher-income mdt-
v1duals are best equrpped to use These 1nclude tax-free 1nter-

preferences mtght mclude tax’ holldays and accelerated
deprecnatlon for: lncenttve ﬁlms (Typtcally. the VAT is not
used asa _major part of the mcenttve package) Such incens
_ ttves are; thought tao, attract parttcular industries’ and to show
srgns of a hosprtable busmess chmate for foretgn and domes-
tic tnvestors The pressure to adopt 1ncent1ves grows w1th the

use 'of such programmes by nelghbounng countnes

Jt(r‘['” [TV
The dtsadvantages of: the interventionist: approach are that
each of these preferences i imposes a cost that must be made
up with'a highier tax rate somewhere elst i in’ 'the system These
higher nominal rates, and ‘the dtstortlons of economic ‘choic-
es introduced: by the’ preferences themselves introduce an
mefﬁetency into. the -ecoriomy and ‘have a real ‘cost likely
measured in’ terms of slower’ growth; Thete are few places in
the ‘tax - system where the lost- revénue ‘¢an be” regamed'
Among ‘the possrbthttes are” a higher” tncome*tax rate:for
lower-income workers; a lower standard deduction under the
income tax, htgher income tax rates for those compames that

[ [ERN

under the VAT The result is ltkely o be that the overall tax
system wrll be less progresswe or even regressrve and thrs

UL

The other chou:e is: to go for a tax system that is. neutral wrth
respect to economic.choices: The basic argument here is that
thére is rio strong evidence that targeted incentives work, and
so why introduce.distortions into the tax system? This strate-
gy would involve: broadening the tax base and:lowering the
rate for all:taxpayers. Such:a System would:faxall income at
the same rate, Zero-rate expofts; not penalize repatriated prof-
its; equalize the’individual and company. tax rates and find a
way .to. approximate : trueeconomicrdepreciation: It -might-
adopt a flat-rate’ income tax, but it:would not provide prefer-
ential treatment either to high-income individuals or.to busi-:
nesses. The advantage is that the market and not the govemns-
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ment would be allocating‘the résources.(and-govemments do
have:a bad, record .of ptclnng wmners), and the tax system
would be more fair-. o0 o s '

.;.Jt

The dtsadvantage is that the government by not matchmg the
incentives provtded in the rieighbouring country, may give
the impression that the: business-climate is:not hospitable to
new. domestic .and foreign investors. Moreover; there:is:the
quéstion’ of what, to.do about -the-existing . incéntive pro-
gramme!.It’ may beipolitically éntrenched-and . its: removal
¢ould have a high transaction cost: Moreoyver, the market may
long ago have capitalized the effects of this preferential treat+
ment. :Blejer: and-Cheasty. (1990;: pp.: 66-81)- mention- yet
another: disadvantage: The-adoption ,of :trade- liberalization
programs may.lead to substantial short-run fiscal costs; in the
form of reduced tax.revenue and pressures to provide subsi-
dles 1o those individuals’ and compames hurt by.the reform.

"t,.m H‘:,. v 4-2:,’_:.:,"_‘. ,.:;-‘; 1ii L W2 et v“. g
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D Wtﬂ government be centrahzed or decentrahzed7

There has been a worldwrde reactron agalnst the over-cen-
trahzatlon of government Thts has’ held for low- ‘and h1gh~
income countnes -alike, Espec1ally in large countnes' there :
has been an erosmn of conﬁdence in the ab111ty of the central
govemment to dectde on what is the best package of § servwes
for each local ; area, and to dehver that package of servrces.
On the tax side, there is a reacnon agamst what are percerved
to be htgh taxes that are no,t returned in the form of s servrces

whether to pursue 1t are ,new questrons bemg debated 1n
countries such as China and Russia, anid old questtons ‘of con-
cem in countnes such as Colombla and Argennna & ‘

v
,.

Why is, th1s a hard ﬁscal chorce" On the face of 1t 1t seems a
reasonable pr0posmon that as economlic,, development ;and
urbanization proceed, the Jocal level should be more involyed
in the tax and expenditure_ decrsron-maklng process, But 1f
pohcy ‘to make. developmg economres more stable and more
attractive to.foreign investors, then central govemments need
even more control over the ma]or ﬁscal mstruments iie sl
Con31der first the lmphcanons of ﬁscal decentrahzatlon, i. e
glvmg more taxmg powers, and expendlture responmb_r]_tttes
ernment is bro ght closer to the people, 1n that they may now
have' more. say in. choosmg the mix. of servrces they receive
and the ]evel of taxes they ‘will pay 'Ti is“also possible that
overall :reveniie . mobilization :may - be: improved, ‘because
some- ‘taxes are.mherently better ‘administered. at the local
level (e.g: property.taxes), and because thereiis a substantial
untapped fiscal capacity.that lies below. the. cutoff. point for
central government - incomei-and , value vadded :taxes,..The
instrumentsi of fiscal decentralization are-local .tax.powers,
the assignment- of .Jocal -expenditure- responsibility and-the
design of a grant system that guarantees local governments a.
claim on'central resources. Such assignments reduce the flex-
ibility of the central govemment to pursue a stabilization pro-.
gramme,. to' equalize: services .within . the" country and: to
implement its development spending priorities. 08 o
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The other direction is continued fiscal centralization: If .the
central governmerit controls the major.instruments of taxa-
tion, expenditure and debt, it is more able to:pursue the pro-
gramme of macroeconomic policy.that is'seen as so-vital for
the development of Latin America in the next decade.Mote-
over, if budgets are to be austere, all the more reason {0 allow
ture mvestments and aII the more reason to grve the centre
dlscrenon to pursue whatever equaltzatton is’ affordabIe It

' educanon and health expendttures are key ] mvestment areas

for growth 1n the next decade then central dtrectlon (1f not

- central control) over these expendltures would seem cr1t1ca1

emable from the centre, Central govemment bureaucrac1es
break down people (and mvestors) become dtsaffected and

Iocal-level development opportumttes become Iost -

There are relattve}y few, ways-out of this difficult chorce I_n
many countnes the local governments have been gtven only
broad- based tax: There has been no ma_]or attempt 10 invest in
their capacity.to provide good government, and they have no
certain-claim-on central revenues. To continue-this policy by
making minor adjustments will not be a true move toward fis-
cal decentrahzatlon In other countries (Braer is a good
exarnple) subnattonal governments ‘do’ have a’ deﬁnable
claim or total govemment revenues, and such'a claim cannot
be easrly backed away from in the name of a need for greater
central control L o [
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\7 CONCLUSIONS..

The outlook for the world ¢ economy is for a resumptton'm real
economic growth after the dismal performance of the past two
years. Growth will bé slow until the’ mid-1990s; but thereafter
is ‘projected to be stronger. The structure. of .this. growth,
according to the average of the forecasts examined here, is for
a Iower rate of mﬂatton and a Iower real rate of lnterest

Overall however the sl9905 will not bnng a real growth for
most developing -and industrialized: countries - that is:any,
greater than.that realized in the-1980s, and most projections
expect it to be slightly lower. The implications of this outlook
are that. export markets. in’industrialized .countries will not
grow as-fast as had been hoped, and that capital;inflows to
developing countries: may be of: lesser ‘magnitude. than had
been hoped. Should a more pessimistic set of assumptions be
adopted (mcreases in oil prices, failure of the GATT negona—
tions, 'and : a failure'to bring the US budget deficit under con-
trol}, then' the outlook would appear even less favourable for
low-income countnes R P

Syr 4 L35 IO I 15 TRV B
Most analysts advrse lower—mcome countnes to adopt a strat-,
egy.of stabthzmg their economies and restonng .the confi-
dence of investors. Thts is said to be best accomphshed by
trade, price and exchange rate hberahzatton control of infla-
t1on by a stable money supply, exchange rate adjustments )
pnvatrzatron of mdustry ‘where appropnate, and ﬁscal bal-

8 The SUbjCCl of ﬁsca[ decentrahaauon 1s revrewed in Bahl and Lmn ( 1992) .
Chapters 12 and 13. RITISY EREPR SR
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ance. It is the last area where many developing countries have |
made the least progress. This is partly because some combr-

nation of economic liberalization, a slow-growth world econ- -

omy and-the fiscal sins of the’ past has put. counmes in the .-
position of makmg some very hard ﬁscal chorces Arnong"
these are:

"Should govermnment expendlture growth be capped in
- order to control the deficit, or should taxeés be increased?” .'

— Should the entire tax system be adjusted to become more :
investor-friendly, even at the cost of making it less’ pro

_ gressive? Should this be done by provrdmg 3pec1a1 pref o

" erences to targeted taxpayers?
= " Should taxing and expenditure. powers be decentralized
to Iower—level govemments or should centralization be
contmued" o : SRS £

Finally, there is a more rosy outlook the possrbrhty that'
the 1990s will see a turning point that the modellers-have not-

picked up. Countries have learned the lessons of speerahza-_"

tion and gains from trade in the 1980s; Asian and Latin'coun-:
tries have made remarkable pohcy adjustments and'even the *

industrialized United, States. is. taking-a more outward- vlewf- e

Central economic. planmng is on the decline in most places, -
the socialist” economres are’in transmon ‘and-most industrial-:

ized economres seem 10 see economrc umon as a better route.‘ 3

than competmon Technology contmues 1o advance ata rapid

pace. It is'a time for i 1nnovatron and arguably a nne for very'

substantral economrc growth el
C -
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